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Abstract

Purpose – The purpose of this paper is to investigate the relationship between the amounts obtained
using professionally accepted quantitative benchmarks of audit planning materiality and the size of
accounting misstatements corrected by financial statements restatements.
Design/methodology/approach – The paper uses a sample of 136 companies (237 company years)
that have restated such financial statements and compare the amounts of the restatements with
planning materiality benchmarks (rules of thumb) established to aid auditors in arriving at audit
planning levels.
Findings – It was found that, depending on the method of analysis selected and the materiality
benchmark followed, as high as approximately 62 per cent of the restatements involve income levels
less than the planning materiality level.
Research limitations/implications – The results lead to questions as to the appropriate
relationship between the scope of audit procedures, which is in part determined by these quantitative
materiality benchmarks, and subsequent financial statement restatements.
Originality/value – The issue addressed in this study is important because if audit planning levels
for materiality are in excess of the amounts subsequently restated due to accounting misstatements,
this might serve as an explanation for a number of recent restatements. Furthermore, it might
suggest the need to consider decreasing acceptable materiality planning levels, thus resulting in a
recalibration of the audit process.
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Introduction
In this study, we address the relationship between frequently used quantitative
benchmarks of audit planning materiality and the size of misstatements recorded in the
restatement of financial statements. Our objective is to analyze the frequency with which
various quantitative benchmarks[1] of materiality exceed the size of the misstatements in
financial statements that were later restated. This information is potentially relevant in
that if the scope of audits is often based on a larger measure of materiality than the
amount of subsequently determined necessary restatements of income, one may question
whether that current scope is adequate to meet public needs. We find that frequently
(ranging from approximately 12 to 62 per cent of the time, depending upon the
materiality benchmark used) the size of the planning materiality benchmark is greater
than the size of the subsequent restatement of income for restated years. Furthermore,
we find that if this planning materiality benchmark is divided in half to represent a
measure of tolerable misstatement applied at the account level, a benchmark that might
more closely approximate the measure used to help establish the scope of audit
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procedures, those percentages range from 7 to 42 per cent. The use of materiality
benchmarks based on a percent of total assets or total revenues result in many more
restatements considered ‘‘immaterial’’ than do those based on income.

Our approach is to use the auditing literature’s quantitative materiality and tolerable
misstatements concepts to analyze a portion of the 2003 Government Accountability
Office (GAO) restatement database. While the research on the market reactions to the
restatements suggests a market reaction[2], researchers have not compared the financial
amounts of the accounting effects of these misstatements to the levels of materiality
suggested for use by auditors in determining the scope of their audits. Our intent is not
to argue that these restatements are irrelevant. Nor do, we address qualitative factors
that may be considered in arriving at planning materiality measures in a particular
circumstance[3]. Rather, our intent is to examine suggested quantitative planning
materiality thresholds of an audit to compare with the subsequent levels of restatements
of financial statement information. While our approach does not allow us to answer
normative questions such as what the scope of an audit should be, it does allow us to
compare current materiality benchmarks with the magnitude of misstatements that have
subsequently required restatement of previously issued financial.

In the next section of this paper, we provide background on financial statement
restatements and materiality. The following sections describe our research method,
results, limitations and conclusions.

Background
As background, we first present a brief discussion of the financial statement
restatement environment. Following are reviews of the accounting and auditing
standards most directly related to accounting restatements and on available research
and professional guidance on the audit concept of planning materiality.

The restatement environment
The need for corporations to issue restated financial statements has drawn widespread
attention. The GAO[4] estimates market-related losses in market capitalization due to
financial statement restatements between the beginning of 1997 and 30 September 2005
at approximately $143 billion (GAO, 2003, 2006)[5]. In addition, the number of companies
announcing financial restatements for the period ending June 2002 as compared to that
ending in September 2005 rose from 3.7 to 6.8 per cent (GAO, 2003, 2006). Consistently,
the Huron Group (2003) reports an increase in the number of restatements of recent years.

The number of financial statement restatements leads to a question as to whether a
need to restate financial statements by definition also indicates an audit failure. Indeed,
an audit was performed, and the audit report issued did not indicate any such
misstatements. Turner (2002, p. 3), then chief accountant of the Securities and
Exchange Commission (SEC), suggested that restatements should be considered
accounting and auditing failures. Furthermore, he suggests that:

What we do know today is that the increasing number of earnings restatements, the number
of massive financial frauds, the tens and hundreds in billions of losses to investors and now
Enron, accompanied by the almost daily parade of financial reporting issues, highlight a
serious question in the minds of investors with respect to the quality of audits.

If one accepts that auditors should be objective experts in the area of accounting, it
would seem that two interrelated explanations might exist for failing to detect such
misstatements in a timely fashion:
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(1) Although an audit ideally provides a high level of assurance of detecting
misstatements, this assurance is not absolute (AICPA, 2006b)[6].

(2) The misstatements were not material within the context of how an audit was
performed.

The first point is probably agreed to as audit failure, with arguments being framed that
an audit cannot be expected to detect every material misstatement and still be
performed in a cost-effective manner. It is this second point that we address in this
paper, the possibility that the audit was not calibrated to detect the misstatement.
Consistent with this possibility, Brody et al. (2003) use various materiality rules of
thumb to compare against the misstatement in the financial statements of Enron that
Arthur Andersen found immaterial and report that a number of these measures are
consistent with the Andersen conclusion. In this paper, we provide evidence about the
empirical association between financial statement restatements and various planning
materiality benchmarks.

Accounting restatement standards
Section A35 of the Financial Accounting Standards (FASB, 2006), which in essence is
FASB Statement No. 16 as updated by FASB Statement No. 154, provides authoritative
guidance on prior-period adjustments. It requires that an item of profit and loss related
to the correction of an error in the financial statements of a prior period must be
accounted for as a prior-period adjustment and excluded from the determination of net
income for the current period. It then provides the following examples of errors in
financial statements:

. mathematical mistakes;

. mistakes in the application of accounting principles; and

. oversight or misuse of facts that existed after time the financial statements were
prepared;

While disclosures of the periods affected must be made, the detailed accounting varies
by whether only single period or comparative financial statements are being presented
as follows:

. Single-period statements – the opening balance of retained earnings is adjusted.

. Comparative statements – adjustments are made of the amounts of net income,
its components, retained earnings balances and other affected balances for all the
periods presented to reflect the retroactive application of the prior-period
adjustments.

Securities and Exchange Commission reporting requirements require Form 10-K
annual reporting of the most recent three years of income statements. Because
restatements may affect a number of years, in this study, we address the effects on the
reported net income of those years presented in the company’s various Forms 10-K and
restated 10-Ks filed with the SEC[7].

Materiality standards
The Auditing Standards Board addressed materiality in 1983 when it issued Statement
on Auditing Standards (SAS) No. 47 (AICPA, 2006b, AU 312) ‘‘Audit risk and
materiality in conducting the audit,’’ and in 2006 with SAS No. 107 with the same title.
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Because SAS No. 47 was in effect during the period of the restatements being
considered, we cite it. The key concepts discussed below remain in SAS No. 107.

To serve as a frame of reference for the materiality judgment, SAS No. 47 cites FASB
Statement of Financial Accounting Concepts No. 2, paragraph 132, which defines
materiality as follows:

The omission or misstatement of an item in a financial report is material if, in the light of
surrounding circumstances, the magnitude of the item is such that it is probable that the
judgment of a reasonable person relying on the report would have been changed or influenced
by the inclusion or correction of the items.

Statement on Auditing Standards No. 47’s provisions relating to materiality require
auditors to make a ‘‘preliminary judgment about materiality levels’’ in planning the
audit. Subsequently, when misstatements are identified, an auditor must consider both
quantitative and qualitative considerations in determining whether the financial
statements are materially misstated[8].

In this paper, our emphasis is upon the planning phase measure of materiality. This
is the measure used to design the appropriate scope of audit procedures. Rule 3-02 of
SEC Regulation S-X states that if an ‘‘amount which would otherwise be required to be
shown with respect to any item is not material, it need not be separately set forth’’. The
SEC also states that a material matter is one ‘‘about which an average prudent investor
ought reasonably to be informed’’ (Rule 1-02) and that material information is ‘‘such...
information as is necessary to make the required statements, in the light of the
circumstances under which they are made, not misleading’’ (Rule 3-06).

The issue addressed in this paper is the relationship between the size of
restatements that were subsequently announced and the size of planning materiality
using various benchmarks related to materiality. If indeed the size of the restatements
virtually always exceeds levels of materiality, these restatements might well be
considered indicative of audit failure. Alternatively, if they do not in general exceed the
levels of materiality, the situation is more complex in that audits may not be calibrated
at the level necessary to identify the misstatements of the sizes identified in the
restatements.

The use of materiality benchmarks
Researchers have used a variety of approaches as well as user groups to consider
materiality thresholds (e.g. Brody et al., 2003; Chewning et al., 1989; Geary and Ricketts,
1992; Gist and Shastri, 2003; Holstrum and Messier, 1982; Icerman and Hillison, 1991;
Iskandar and Iselin, 1999; Jennings et al., 1987; Krogstad et al., 1984; Messier, 1983;
Nelson et al., 2005; Pany and Wheeler, 1989a, b; Tuttle et al., 2002; Wheeler and Pany,
1990). In their thorough review of the materiality literature, Messier et al. (2005, p. 181)
point out that net income is the most important factor in determining the materiality of
a misstatement as the majority of accounting firms use a percentage of income to
establish planning materiality. Alternatively, a percentage of net assets or revenues are
also frequently used. The studies in general suggest planning materiality levels of 5 to
10 per cent of income when income is relatively stable. When income is close to zero,
research suggests that the base may often become assets or revenues[9].

Although neither SAS No. 47 nor 107 provide quantitative guidance for assessing
materiality, the AICPA Audit and Accounting Manual (2005) provides operational
guidance on materiality levels that is relatively consistent with the available
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research. Paragraph 3140.19 of this nonauthoritative practice aid, which seems
generally consistent with findings of the above, states that:

A common benchmark for materiality is 5 to 10 per cent of pretax income. Some auditors
apply this benchmark so that items less than 5 per cent of normal pretax income are
considered immaterial, whereas items that are more than 10 per cent are material. For items
between 5 and 10 per cent, judgment is applied. For example, when unusual factors exist
(perhaps the company is about to be sold for a multiple of audited earnings) auditors would
tend to classify items between 5 and 10 per cent as material. Others use 1 or 1.5 percent of the
larger of total assets or revenues.

Subsequently, it is suggested that the decision on which benchmark to use depends
upon factors such as income variability. Our review of previous editions of the
annually released Audit and Accounting Manual reveals that this guidance was
included during the entire period of this study’s sample of restatements.

While the Audit and Accounting Manual (2005) provides only nonauthoritative
advice to CPAs, its introduction states that its objective is ‘‘to provide practitioners with
the tools needed to help plan, perform and report on their engagements’’. Thus,
although not authoritative (such as SAS), its intent is to provide guidance. This
becomes particularly important in areas in which the authoritative guidance is very
general – as is the case with determining planning materiality.

In addition, it might be argued that analysis using tolerable misstatement amounts
rather than materiality benchmarks is appropriate. The tolerable misstatement concept
is a planning concept and is related to planning materiality levels in such a way that
tolerable misstatement, combined across the entire audit plan, does not exceed those
materiality levels. In essence, the materiality measure is subdivided into smaller
amounts. The concept suggests that while various ways of performing this
disaggregation are possible (Whittington and Pany, 2008, pp. 199-202), the one
presented in the AICPA’s Audit Sampling Guide (2001) is to apply a percentage
(usually, between 50 and 75 per cent) to planning materiality to determine the tolerable
misstatement for all sampling applications.

Thus, while the comparison of materiality measures with restatement amounts
compares the overall calibration of audits, the tolerable misstatement measures
address more directly the relationship between account planning amounts and those
restatements. Considering both, the materiality and tolerable misstatement measures
in this study more completely addresses the issue of the relationship between the scope
of current audits and restatements than does either by itself.

The previously cited analysis by Messier et al. (2005) reviews empirical studies on
materiality in the last two decades. The review indicates that there has been substantial
research on materiality, but many questions still remain. As pointed out in the review, how
planning materiality is determined is one of the important questions that needs to be
investigated. Our study examines the suggested planning materiality thresholds. Although
we do not provide an answer to the question of how planning materiality should be
determined, our study serves as an initial step to further investigate the question.

Method
Materiality benchmarks
In this paper, we analyze our data by adapting the Audit and Accounting Manual’s
suggested approach using the following materiality and tolerable misstatement
benchmarks:
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(1) Non-conservative materiality approaches:

. 10 per cent of income[10];

. 1.5 per cent of the greater of total assets or revenues[11]; and

. the larger of the above two benchmarks[12].

(2) Conservative materiality approaches:

. 5 per cent of income;

. 1 per cent of the greater of total assets or revenues; and

. the larger of the above two benchmarks.

(3) Tolerable misstatement approaches:

. 2.5 per cent of income;

. 0.5 per cent of the greater of total assets or revenues; and

. the larger of the two benchmarks.

The non-conservative and conservative materiality approaches address the suggested
guidance provided by the AICPA. The tolerable misstatement approaches are also
consistent in the sense that they use one-half of the conservative materiality amounts –
2.5 per cent of income and 0.5 per cent of the larger of total assets or revenues. This
equates to the conservative end of the AICPA recommendation that 50-75 per cent of
the materiality measure be used.

Years analyzed
Because most restatements affect more than one year, and because, as indicated above,
multiple benchmarks of materiality are possible, a large number of possible methods of
analysis exist. As indicated earlier, SEC Form 10-K ordinarily requires that the
restatement’s effects of all years must be provided. For the companies in our sample, our
analysis considers all affected years that are reported. In addition, we searched SEC
filings to determine that no other restatement was involved causing the monetary effect.

In many situations, the restatement also involves the current year with only
previously released reviewed quarterly information being restated. Since that
information is being corrected before it has been released as audited, we do not include
current year adjustments in the analysis.

Method of analysis
We analyzed the data by comparing the income effect of the restatements with our
planning materiality benchmarks at three levels:

(1) For the entire aggregated data set, calculating the proportion of years restated
in which planning materiality exceeds the income restatement (level 1 analysis).

(2) By individual companies, calculating the proportion of companies with a
restatement amount that, for one or more years, exceeded our planning
materiality benchmarks (level 2 analysis).

(3) By individual companies, calculating the proportion of companies with total
restated income that exceeded our planning materiality benchmarks (level 3
analysis).
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Level 1 analysis. We first considered all of the years that were restated by companies
issuing a restatement. For example, if Company A in 2002 announced a restatement
affecting both 2000 and 2001, we considered both years and aggregated each of those
years with those of other companies in this portion of the analysis. This involved
analysis of both the 10-Ks as originally filed and as corrected. Thus, the level 1 analysis
provides an overall measure of all misstated company-years and the frequency with
which the restatement amount did not exceed the benchmark – that is, it was
quantitatively ‘‘immaterial’’ from an audit perspective[13]. The level 1 analysis does not
address materiality for any particular company but aggregates results across
companies, neither does it address the fact that any amounts involved need only be
significant to one year.

Level 2 analysis. Our second method of analysis is to determine for each company
whether the restatement amount for each of the years restated is less than the
corresponding benchmark being considered. If that is the situation, the restatement is
considered immaterial relative to the benchmark. If the restatement amount for any one
restatement year is greater than the benchmark, the restatement is considered material.
Using our previous example, if Company A restated both 2000 and 2001, we compared
year 2000 and year 2001 materiality benchmarks with the corresponding year’s income
restatement amount. If the restatement’s income effect in year 2000 and in year 2001 is
less than the benchmark, we classify the restatement of Company A as immaterial. If
the restatement effect for either year is greater than the benchmark, we classify the
restatement of Company A as material.

Level 3 analysis. Our third approach involves accumulating the restatements of all
the restatement years for each company and determine whether the aggregate
restatement amount is less than the corresponding benchmark being considered. If that
is the situation, the company’s restatement is considered immaterial relative to the
benchmark. The reasoning behind this analysis is that a series of immaterial
misstatements from prior years could result in a material adjustment to the current
year. Because many misstatements tend to counter-balance one another (e.g. a $100,000
overstatement of this year’s income may understate next year’s income by that
amount), we use absolute values for this analysis.

Using the previous example, if Company A restated both 2000 and 2001, we
aggregated the absolute value of the income restatement amounts for those two years
and compared the total with year 2001 materiality benchmark. If the total restatement’s
income effect is less than the benchmark, we classify the restatement of Company A as
immaterial.

Sample. Our sample is drawn from the 2003 GAO Financial Statement Restatement
Database. That database includes 919 restatements announced from 1 January 1997 to
30 June 2002, that involves accounting irregularities resulting in ‘‘material
misstatements of financial statement results’’ (GAO, 2003, p. 11). Restatements due to
stock splits, changes in accounting principles, and other financial statement
restatements that were not made to correct misstatements were not included in the
database (GAO, 2003, p. 11). The database was created using Lexis-Nexis, and
cross-checked against lists compiled by the SEC, the Congressional Research Service,
and others when such information was available. The accuracy of restatement dates
was verified using SEC filings.

Our initial sample includes 550 restatements (made by 523 companies) announced
between year 2000 and June 2002 from the GAO list[14]. A total of 109 companies have
missing data from 10-K or 8-K, which left 414 companies[15]. We collected data from
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forms 10-K and 8-K and identified the reasons for restatements[16]. We eliminated 278
companies for various reasons, such as only quarterly and not annual information or
misstated and because a number of the restatements are arguably for reasons other than
an accounting misstatement or there is no income effect . The final sample comprised of
136 companies with 237 company-year observations. Table I summarizes this
information. The descriptive statistics on our final sample are presented in Table II[17].

Results
As discussed, we present our results at two levels. Level 1 considers all company-years
independent of one another and arrives at the frequency to which restatements of
income for misstatements are considered immaterial when compared against the
planning materiality benchmark. Level 2 addresses whether, for each restating
company, all years involved are immaterial in the sense that each year’s restatement is
less than our quantitative benchmark of materiality. Level 3 considers the income effect
of the restatements aggregated over each of the restated years.

Level 1 results
Table III presents our results when considering the relationship between our planning
materiality benchmarks and the income restatement amounts. Panel A of Table III is
based on non-conservative benchmarks. The results of the analysis reveal that 10
per cent of income planning materiality results in 36.71 per cent of immaterial results,
and the second benchmark relating to total assets and revenues results in 57.38 per
cent. Panel B of Table III is based on conservative materiality benchmarks. Of the total
of 237 company-years analyzed, 22.78 per cent of the annual restatements are for
amounts less than the materiality benchmark of 5 per cent of net income. The
percentage immaterial using 1 per cent of the greater of total assets or revenues is
49.79. Using the larger of the above mentioned two benchmarks, the percentage
immaterial is 54.01 per cent. Panel C presents our results using conservative tolerable
misstatement benchmarks. Even here, we find that with income measures of only 2.5
per cent of income and 0.5 per cent of the greater of total asserts or revenues, 11.81 and
39.66 per cent, respectively, are determined immaterial.

Level 2 results
Table IV presents the results of our analysis on individual companies. An immaterial
result should be interpreted as a finding that for a particular company that restated one
or more years, all years involved with the restatement are individually less than the

Table I.
Sample selection details

Companies

Companies with restatement in years 2000-2002 523
Companies with missing data 109
Companies with restatement data 414
Companies with quarterly restatement only or restatement arguably not
due to an accounting misstatement or restatement with no income effect 278
Data used in the analysis 136

Notes: GAO complete list consists of 919 restatements from 859 companies. Of the 919 restatements,
550 restatements from 523 companies were made in year 2000 to 2002. The data used in the analysis
consist of 136 companies with 237 years of restated financial statements
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materiality benchmark being considered. Panel A shows that of the 136 companies
analyzed, 34 companies (25 per cent) have no year in which the restatement is material;
similarly, the greater of total assets or revenues measure presents 49.26 per cent as
immaterial. Panel B shows the results using conservative benchmarks, and the results
are similar. Panel C reveals that even using the tolerable misstatements do not reveal

Table II.
Descriptive statistics

Mean
(millions)

Median
(millions) Number Percentage

Panel A: Assets, revenue and income information
Assets 3,649 342
Revenue 2,394 199
Income 44 2

Panel B: Auditor information
Auditor
Arthur Anderson 38 16.03
Big four 154 64.98
Others 45 18.99
Total 237 100
Panel C: Industry composition
Industrya

Mining 6 2.53
Construction 25 10.55
Manufacturing 63 26.58
Transportation, communications, electric, gas,
and sanitary services 16 6.75
Wholesale trade 35 14.77
Retail trade 33 13.92
Finance, insurance, and real estate 48 20.25
Services 9 3.80
Public administration 2 0.84

Total 237 100

Note: aIndustry composition is based on one digit Standard Industry Classification (SIC) code

Table III.
Level 1 analysis across
all restated years:
planning materiality
greater than the income
restatement for each
restated year
(Immaterial)

Total years
analyzed

Number
immaterial

Percent
immaterial

Panel A: Non-conservative overall materiality benchmarks
10 per cent of income 237 87 36.71
1.5 per cent of greater of total assets (revenues) 237 136 57.38
Larger of income or assets (revenues) 237 146 61.60

Panel B: Conservative overall materiality benchmarks
5 per cent of income 237 54 22.78
1 per cent of greater of total assets (revenues) 237 118 49.79
Larger of income or assets (revenues) 237 128 54.01

Panel C: Conservative tolerable misstatement benchmarks
2.5 per cent of income 237 28 11.81
0.5 per cent of greater of total assets (revenues) 237 94 39.66
Larger of income or assets (revenues) 237 99 41.77
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material amounts 7.35 per cent for 2.5 per cent of income and 30.15 per cent for 0.5
per cent of the greater of total assets or revenues.

Thus, the results presented in Table IV are consistent with those of Table III. A
significant portion of corporate restatements in our sample have income statement
effects less than the planning materiality benchmarks[18].

Level 3 results
Table V presents the results of our analysis on individual companies of the aggregated
income restatement. An immaterial result should be interpreted as a finding that for a
particular company that restated one or more years, the accumulated effect on retained
earnings of all years involved with the restatement is less than the materiality
benchmark being considered. The results presented in Table V are very similar to those
in Table IV.

Limitations and conclusions
Several limitations of our study should be noted. First, we use the AICPA materiality
guidelines to approximate the unknown true planning materiality level. Given that
accounting firms may or may not follow the standard guidelines in determining the
planning materiality level, the materiality threshold applied could be either
significantly higher or lower than that based on the standard guidance.

Second, it is important to realize that our study emphasizes quantitative planning
materiality benchmarks, despite the fact that full and complete reliance on quantitative
standards has probably never been considered acceptable. Thus, to the extent that a
misstatement with significant qualitative aspects is involved (e.g. a related party
transaction involving management that might be misreported), our approach does not
capture such qualitative aspects. A third limitation is that the analysis only relates to
income effects. A number of restatements do not affect income.

Fourth, our study does not address the possibility that companies may restate
financial statements with restatements they consider immaterial. That is, to the extent
that companies find what seem to be relatively small misstatements, they might simply
restate the financial statements so as to avoid any question as to materiality. Also, our
approach does not directly address specific market reactions to various sizes of
restatements. Thus, for example, if a particularly small dollar restatement does not

Table IV.
Level 2 analysis by
individual restating
company: planning

materiality greater than
the income restatement

for each restated year
(immaterial)

Total companies
analyzed

Number
immaterial

Percent
immaterial

Panel A: Non-conservative overall materiality benchmarks
10 per cent of income 136 34 25.00
1.5 per cent of greater of total assets (revenues) 136 67 49.26
Larger of income or assets (revenues) 136 71 52.21

Panel B: Conservative overall materiality benchmarks
5 per cent of income 136 16 11.76
1 per cent of greater of total assets (revenues) 136 57 41.92
Larger of income or assets (revenues) 136 61 44.85

Panel C: Conservative tolerable misstatement benchmarks
2.5 per cent of income 136 10 7.35
0.5 per cent of greater of total assets (revenues) 136 41 30.15
Larger of income or assets (revenues) 136 43 31.62
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result in a market reaction, this may indicate that management’s restatement is not
considered material by either the market or the auditor.

Subject to the above limitations, we find that using the quantitative guidance
currently available in the AICPA Audit and Accounting Manual (2005) and our most
conservative materiality approach, the restatements identified by the GAO are
immaterial 12 per cent of the time using 5 per cent of income, and 42 per cent using 1 per
cent of the greater of total assets and revenues in our analysis that considers whether one
or more years for a particular company restatement were material (level 2 analysis).

Given these results, and given that the same materiality benchmarks are used in
practice (Messier et al., 2005) and continue to be included in the most recent version of the
AICPA’s Audit and Accounting Manual (2005), the profession might investigate further
whether they are appropriate. A significant finding here is that planning materiality
measures based on the larger of total assets or revenues, on an overall basis, tend to result
in many more immaterial findings than do income based measures. Thus, the auditor who
uses measures of the larger of total assets or revenues is on average performing an audit
with a higher materiality (tolerable misstatement) measure. A reconsideration of
materiality thresholds could lead the AICPA to update their Audit and Accounting
Manual (2005) or to incorporate guidance into the professional standards as these do not
reflect Staff Accounting Bulleting (SAB) 99 and other authoritative sources. Indeed, an
early draft of SAS No. 107 included limited quantitative guidance[19], yet consideration of
the propriety of any levels of such guidance is necessary. Guidance on circumstances in
which income-based vs asset or revenue based measures are appropriate might lead to a
greater consistency in the use of the materiality concept. Certainly, income measures
become difficult to apply in a meaningful manner for companies at or near the breakeven
point. Yet, guidance might be possible on whether asset or revenue based measures which
result in higher materiality measures for profitable companies are appropriate.

Simply providing lower benchmarks for auditors is not an easy solution. To the
extent that auditors use these benchmarks when determining the scope of audit tests,
revising them has significant ramifications for audit planning and the cost of an audit.
Changes that lower planning materiality could substantially increase the scope of audit
procedures and, by extension, the cost of an audit. Also, one must bear in mind that
when income measures are used for our sample the great majority of restatements are
considered material.

Table V.
Level 3 analysis by
individual restating
company: planning
materiality greater than
the aggregated income
restatement for all
restated years
(immaterial)

Total companies
analyzed

Number
immaterial

Percent
immaterial

Panel A: Non-conservative overall materiality benchmarks
10 per cent of income 136 36 26.47
1.5 per cent of greater of total assets (revenues) 136 65 47.79
Larger of income or assets (revenues) 136 70 51.47

Panel B: Conservative overall materiality benchmarks
5 per cent of income 136 20 14.71
1 per cent of greater of total assets (revenues) 136 55 40.44
Larger of income or assets (revenues) 136 58 42.65

Panel C: Conservative tolerable misstatement benchmarks
2.5 per cent of income 136 15 11.03
0.5 per cent of greater of total assets (revenues) 136 43 31.62
Larger of income or assets (revenues) 136 45 33.09
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Future research could explore the tradeoff between the cost of restatements of the
restatement company and its investors and the cost of additional auditing. This could
help provide insights on the setting of planning levels of materiality. Another future
research area is to investigate the firms with restatement below the preliminary
materiality levels compared to those above. Some comparisons of interest might include
auditor type, financial condition of the years of restatements and corporate governance
characteristics that could relate to the quality of financial reporting. Finally, future
research could attempt to address more precisely the effect on market reactions of various
sizes of restatements. Efforts in both of these areas, investigating characteristics of
companies making restatements for relatively small amounts and their market reactions,
may provide additional insights into the setting of planning levels of materiality.

Notes

1. In this paper, based on the term’s usage in SAS No. 107 (AICPA, 2006a), we use the
word benchmarks. The term rules of thumb has also often been used and is
interchangeable with our use of benchmarks.

2. There has been extensive research on market reactions to restatements. Recent studies
include Dechow et al. (1996), Turner et al. (2001), Wu (2002), GAO (2003), Anderson and
Yohn (2002) and Palmrose et al. (2004). Dechow et al. (1996) find �6 per cent return for
restatement with SEC enforcement. Turner et al. (2001) report returns ranging from �5 to
�12 per cent depending on the reasons for misstatements. Wu (2002) document returns of
�11 per cent while GAO (2003, p. 26) report an average decrease in market capitalization
of 9.5 per cent when a restatement occurs. Anderson and Yohn (2002) find �3.8 per cent
returns. Palmrose et al. (2004) document an average abnormal return of about �9 per cent.

3. Consistent with this, both SAS 47 (in effect during the period sampled), and its
replacement SAS 107, emphasize that while qualitative factors may be considered
when considering materiality at the planning stage of the audit, the emphasis in on
quantitative factors such as those considered in this paper.

4. In 2004, the General Accounting Office changed its name to the GAO.

5. The GAO suggests, for purposes of its analysis, a restatement occurs when a company,
either voluntarily or prompted by auditors or regulators revises public financial
information that was previously reported (GAO, 2006, p. 1). While this includes
misstatements, it does not include revision of financial statements due to factors such
as a change in accounting principles.

6. A related possibility for not identifying misstatements exists if one concludes that the
complexity of accounting guidance in an area may lead to mistakes of application. That
is, while the auditors (or management) may have been aware of the situation, they might
not have identified it as a departure from generally accepted accounting principles.

7. In 2006, the SEC released SAB No. 108 (2006), which modifies guidance provided for
materiality judgments and restatements. The standard is not directly relevant to our
paper in that our sample relates to periods prior to the standard’s implementation.

8. Staff Accounting Bulletin No. 99, Materiality (SEC, 1999), and SAS No. 47 point out that
in addition to quantitative factors, qualitative factors are important, particularly for
making materiality judgments when evaluating an identified misstatement. The
emphasis for materiality during planning is on a quantitative measure. But, while
emphasizing the use materiality benchmarks, SAS No. 107 also points out that in
developing an overall audit strategy the auditor should consider any particular needs
of investors (i.e. make qualitative considerations). But the emphasis during planning
remains on quantitative benchmarks.
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9. The difficulty with using net income may be seen when using the following assumed
income stream for a company: 2002 – $2,000,000; and 2003 – $50,000.

A planning materiality of 10 per cent would result in levels of $200,000 and $5,000
respectively for the two years. Yet, a much more detailed audit would be necessary in
2003 due to the much lower level of planning materiality.

10. Since the data was more complete for corrections on an after-tax basis, we collected net
income data for each company in our sample. This does not affect the net income
measures since as long as a consistent approach of pre or post tax measures is used,
the results do not change.

11. To adjust for the tax effect, we use 40 per cent income tax rate and adjust the
materiality calculation as follows:

Tax adjusted 1:5% asset/revenue materiality ¼ 1:5% � ð1� 40%Þ � Assets/Revenue:

We use a 40 per cent income tax rate as an estimate of the total of the combined federal and
state income tax rate (the federal rate is 35 per cent, while state income tax rates vary).

12. Using the smaller of the two benchmarks is often impractical, since as discussed in
Footnote 8, basing materiality on very low levels of income results in extremely low
materiality measure for companies operating near the breakeven point.

13. Our use of the term immaterial must be interpreted cautiously since, as indicated
earlier in the paper, it includes no consideration of qualitative aspects of misstatements.
We use the term simply to indicate that the materiality benchmark is quantitatively
larger than the misstatement of income.

14. The restatement announcements cover restatements on financial statements from year
1995 to 2002.

15. The missing companies include those with no restatement information reported in SEC
filings, foreign companies and companies with incomplete financial information of
assets, sales and income.

16. The restatement data is hand collected from 10-K or 8-K instead of using the
Compustat database. The reason can be illustrated in the following example: Company
A restated its 1997 income ($5 million) twice: one in year 2000 ($7 million) and one in
year 2002 ($10 million). To get the restatement amount($2 million) for 2000 restatement,
we need to compare the originally reported 1997 income ($5 million) and the restated
income reported in year 2000 ($7 million). To get the restatement amount($3 million) for
2002 restatement, we need to compare the restated income reported in year 2002 ($10
million) with the restated income reported 2000 income ($7 million). Compustat does
not report historical restatement amount. That is the reason we have to hand collect all
the data from SEC filing for each restatement.

17. We tested the differences in the means and medians on assets, revenues and income of
our sample and the overall population. None of the differences is significant.

18. The most common reasons for restatements in our sample include: revenue recognition
(34.18 per cent of our sample), cost or expense (15.19 per cent) and restructuring assets
or inventory (13.08 per cent). Other reasons for restatements include: acquisitions and
mergers, related party transactions, securities related, tax related and other or
unspecified reasons. We also examined the subsample of restatement due to revenue
recognition and the subsample of restatement due to cost or expense. The results
correspond to our main results presented in Tables III and IV.

19. The guidelines were similar to those we test, with the exception that 0.5 per cent of the
larger of total assets or revenues was considered. Even in that situation, the larger of
total assets or revenues dominates income measures in our sample. For example,
greater than 50 per cent of the differences remain immaterial.
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