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Accounting and auditing literature constantly refers to ma-
terial items. Materiality is important in reference to many as-
pects of accounting, auditing, and reporting of finamncial posi-
tion. Materiality is the factor that determines if an item is
important. If the item is not important, one should not waste
time on it.

The concept of materiality is one of the main guides an au-
ditor uses in the performance of his duties. Public Accountants
in all size accounting firms deal with this concept daily. How-
ever, some accountants may not understand the concept of materi-
ality and its uses as an effective tool in the conduct of audits.
The purpose of this paper is to present definitions of materi-
ality, examples of materiality, and guidelines that have been
proposed to develop a better understanding of the concept of ma-
teriality.

Varren Reiningal pointed out that in literature before ¥World
War II there was little reference and very little discussion of
materiality. However, the increased legal requirements of the
Securities Exchange Commission (SEC) have been paralleled by the
growth in accounting textbooks and literature of the use of the
term. This is due to the increased responsibility that has been
put upon the auditor.

Much of the discussion of materiality began with the Secu-
rities Act of 1933, and since then definitions and statements
have tended to follow the concept expressed by Speacer Gordonz,

the legal counsel for the American Institute of Certified Public

Accountants (AICPA) in 1933.



In Mr.Gordon's speech before the Institute in 1933 he used

the following definition,

A material fact . . . is a fact the untrue
statement or omission of which would be likely to
affect the conduct of a reasonable man with ref-
erence to the acquisition, hglding, or disposal
of the security in question.

The 1936 revision of a booklet prepared by the Federal

Reserve Board in cooperation with the AICPA3 used the term mate-

rial

does

in reference to marketable securities as follows:

If the toteal market value of securities in-
cluded under current assets is less than the total
book value by any 'material' amount, a resgrve for
the shrinkage in value should be provided.

Reininga feels that:

« + » much of the literature, such as SEC
regulations, AICPA Statements and Auditing Proc-
edures and auditing texts, merely instruet the
reader to ignore, ineclude, or disclose the item if
material with no identification of the effects to
be observed, or no discussion of the circumstances
to be considered before this action is taken.-

The AICPA in ARB 434 refers to the term materiality, but
not defineée it.

The Committee contemplates that its opinion
will have application only to items material and
significant in the relative circumstances. It
considers that items of little or no consequence
may be dealt with as expediency may suggest. How-
ever, freedom to deal expediently with immaterial
items should not extend to a group of items whose
cumulative effect in any one fiﬂancial statement
may be material or significant.

Norman J. Lenhart, and Philip L, Defliese?’ say in reference

to materiality:

« « o if the client insists upon making a
change, the independent public accountant is
obliged to point out the inconsistent application
of accounting principles where the effect of the



change is material, he may wish to express his
approval. When there has been an incomsistency in
the selection or application of an accounting
principle, whether or not the change is approved
by the independent public accountant, the effect
in dollars upon the comparability of financial
statementg, if material should be indicated by
footnote.

. « +» changes in classification which materially

affect the comparability of items in financial

statements, whether in the balance sheet or the

statement _of income should be disclosed in a

footnote.

Thus accounting and auditing literature constantly refer to
items and matters that are meterial or immaterial yet no one
definition of materiality has become the accepted guide. What

is material?

DEFINITIONS
Homer A. Black and John E. Champion6 define materiality in

the following manner.,
Materiality is a practical guide which helps

the accountant decide to what extent to follow re-

cording and reporting methods which would be dic-

tated by the strict application of accounting

principles.

They continue:

. « » an item in an accounting report is material

if there is reason to believe that knowledge of it

would influgnce the decisions of an informed user

of reports.

Therefore they conclude that the decision of what is mate-
rial in accounting is a matter of using informed judgment not
one of applying specific rules.

Mr. Moonitz’ in Accounting Research Study No. 1 thinks of

materiality as both a statistical concept and a psychological



concept.

Materiality is & statistical concept that says
essentially that items of small significance need
not be taken seriously. Logically, however, such a
doctrine is unnecessary since insignificant things
cannot also be significant.

He continues into the psychological concept.

« « o« an item should be regarded as material if
there is reason to believe that knowledge of it
would influence the decisions of an informed in-
vestor.

¢« « « the fiction of an informed investor is a
useful one. But this usefulness lies precisely

in the fact that it cannot and should not be strict-
ly defined. What the fiction means can be deter-
mined only in the light of a specific set of cir-
cumstances, Its meaning will *herefore vary over

a wide range of possibilities.

Moonitz, like Black and Champion, feels that materiality
is not an analytical device, but it will remain as an element
in the exercise of judgment.

Eldon Hendriksen® in his book, Accounting Theory, quotes
the American Accounting Association's 1957 statement from the

Accounting and Reporting Standards for Corporate Financial
Statements and Preceding Statements and Supplements in defining

materiality.

An item should be regarded as material if there
is reason to believe that knowledge of it would in-
fluence the decisions of an informed investor.

Hendriksen feels materiality is a matter of judgment.

Therefore accounting theory should lay a framework for this judg-

ment just as it lays out the standards of reporting to be fol-

lowed.

Hendriksen further clarifies his definition of materiality



by saying that an item is material only if it adds more to the
total information than it detracts by making statements overly
detailed and difficult to analyze.

Hendriksen feels the question one should ask is: Is the
addition of the information likely to improve most decisions
made on the basis of the financial reports?

In the American Accounting Association's publication,
Accounting Concepts and Standards Underlying Corporate Finmancial
Statements and Sugglements,9 the two concepts of disclosure and
materiality are tied together. Disclosure is considered inade-
quate if interested and informed investors are misled as to any
material item, or if they are not advised of important mattiers
concerning them of which they are entitled to be apprised.

They conclude that differences in disclosure reflect differ-
ences in judgment as to what is or is not material.

James Dohr'slO definition of materiality is:

A statement, fact, or item is material, if,

giving full consideration to the surrounding cir-

cumstances, as they exist at the time, it is such a

nature that its disclosure, or the method of treat-

ing it, would be likely to influence or to make a

difference in the judgment and conduct of a rea-

sonable person. The same tests apply to such words

as significant, consequent, or important.

James W. Pattilloll follows Dohr's definition by saying that
the determination of what is material is a matter of judgment,
Likewise it is not always possible to know in advance how impor-
tant an item might be to a particular reader of the statements.

Pattillo then gives his own definition of materiality.

Materiality is a device or eriterion by which
each item receives the emphasis to which it is entitled.



Inasmuch as materiality involves amounts, it is a
statistical concept, inasmuch as it involves judg-
ments about those amounts, materiality is also a
psychological concept. The yardstick of materiality
is risk., If the risk to the report user is negli-
gible then the item can be considered immaterial,ll
Richard Mattessichl? defines materiality as:

A set of hypotheses (criteria) determining if

and when an economic transaction or related eveni
is to be reflected by an accounting transaction. 2

Mr. Weldon Powelll3 reaffirms the idea that materiality is
a wvord all accountants use frequently although it has never been
defined clearly.

In a book published in 1967 Black and Champion joined Brownl*
in a discussion of materiality. This threesome defined material-
ity as:.

A practical guide which helps the accountant

decide to what extent he should follow recording and

repo;ting methods which woulq be dictiged by strict

application of aceounting principles.

Therefore an item in an accounting report is material if
there is reason to believe that knowledge of it would influence
the decisions of an informed user of the report. Since there are
no specific rules, the decision of what is material requires the
use of informed judgment.

Howard Rossld says the question of materiality should be
handled in the following manner:

No change in a balance sheet or income statement

can be worth making that will not, in some way_ in-

fluence a prospective reader of the statement.1§

The SEC defines materiality in Rule 1-02 of Regulation S-X

as:

The item 'material', when used to qualify a



requirement for the furnishing of information as to
any subject, limits the information required to those
matters as to which an average prudent investor ought
reasonably to be informed before purchasing the se-
curity registered.

EXAMPLES

Since there is no clear definition of materiality, the deci-
sion of what is or what is not material is a matter of judgment.
This judgment is based upon the idea of what a reasonable or in-
formed user of financial statements needs to know in order to
make his decisions. Therefore the best way to illustrate what a
reasonable man needs to know in order to make decisions is
through the use of examples.

Harold Biermanl? uses the following example:

A gas company may have many meters, and each

meter may have & small value, but the dollar value

of all the meters in use may be large. Thus an

item may be material, even though its per unit cgst

is small, if there are a large number of units.l

In another book Bierman continues:

An item below a certain cost will be charged

as an expense in the period of purchase, even though

it may have a life in excess of one year. The jus-

tification fig the treatment is the criterion of

materiality.

He points out that the criterion of materiality should not
be used to justify faulty accounting such as credit balances in
accounts receivable used to reduce the asset, direct write-offs
of bad debts, and using a gross price method of recording pur-
chases. (This buries the loss on lapsed purchase discount.)

Bierman also points out that items may be immaterial from a

general accounting point of view, but they may be material from



the point of view of management's concern for the control of cost.

Black and Championl® gave another example of materiality. A
chair costing $10.00 may be immaterial in a company that holds
equipment of $1,000,000,00 yet material in a company with total
equipment of $1,000,

It is true that the cost of the chair will benefit the oper-
ations of the firm in future years and should be accounted for as
a long-term unexpired cost under the asset, equipment, The cler-
ical cost of checking the custody of such an asset may outweigh
the usefulness of this proper accounting treatment in the case of
the large company. For convenience the company would probably
debit the cost of such immaterial items directly to an expense ac-
count at the time of acquisition.

Black and Champion say materiality may be qualitative rath-
er than quantitatiw A transaction small in amount may be im-
portant if it is unexpected or improper or if it violates a law
or contract. It also may be material because, although small,
it indicates the probable course of future events or a signif-
icant change in business practice.

They add an example which involves a relationship between
materiality and clarity.

The common practice of rounding off figures to the nearest

dollar: Rounded

Cash $1,726,032,87 $1,726,033
Accounts Receivable 4,591,191.34 4,591,191
Inventories 7,005,993.96 7,005,994

Although this is not acceptable in primary financial



statements, rounding to the nearest thousand may be clearer for
special analysis.

Rounded Nearest

Thousand
Cash $1,726,000
Accounts Receivable 4,591,000
Inventories 7,006,000

Sometimes amounts on financial statements give a false ap-
pearance of exactness, while actually they are based upon esti-
mates that are only rough approximations. An example is depre-
ciation, which is measured on the basis of an indefinite future.
Of course such accounts like cash can be measured accurately to
the penny. It is customary to maintain the ledger accounts in
terms of dollars and cents and to round amounts on financial
statements.

Carman Blough20 who feels that materiality should be consid-
ered in relation to net income over a period of years uses the
following example of materiality.

If a company has been earning approximately $100,000 year
in and year out, and in the year in question has only earned
$10,000, before including an extraordinary item of income or ex-
pense of $5,000, we should say that the extraordinary item should
not be excluded from the determination of current income. The
affect on one's judgment of the accomplishments of the company in
the year in question is related to the prior years during which
it has earned approximately $100,000,

Lenhart and Defliese2l discuss the effect of a change in



handling a matter.
It is possible that a change may be instituted

at 2 time when the effect of the change upon the

Fooh In \he Pubra mey ha mebertan L T e -

Eldon Hendriksen?2 feels that the pledging of certain assets
may be material if the assets themselves are material in amount.

Meigs and Johnson23 in their book, Intermediate Accounting,
discuss the materiality of an error.

The materiality of an error is always a relative matter. A
$1,000 error is minor in a large firm and significant in a small
firm.

They feel that the significance of errors affecting net in-
come should be assessed in relation to the amount of revenues,
expenses, and net income.

Finally it must be noted that a number of small errors in
the same direction can cumulate to significant amounts. This is
pertinent to the issue of materiality.

Meigs and Johnson conclude by saying that failure to correct
an error on valid grounds of lack of materiality is a proper exer-
cise of accounting judgment.

Stettler?4 telks of the way identical amounts can vary in
materiality. For example an unrecorded liability of $1,000 for
merchandise in transit ﬁould normally receive less consideration
than an unrecorded liability of $1,000 covering machine repairs.
The machine repair item will affect the net income figure for the
year, and will cause & relatively greater change in the current

ratio.
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Robert Anthonyzs in his book, Management Accounting, defends
the idea that accountants do not attempt to record items which
are so insignificant that the work of recording them is not jus-
tified by the usefulness of the results. The following is an ex-
ample. The treatment of pencils is the point at question. A
brand new pencil is an asset of the comp#ny. Everytime someone
writes with a penecil, part of the asset is used up, and the owner's
equity decreases correspondingly. Theoretically one could deter-
mine the number of partly used pencils that are owned by the com-
pany and correct the records so as to show that fractional amount
of the asset amount that remains, but the cost of such an effort
would be gigantie, and no accountant would attempt to do it. He
would consider the pencil as used at the time of purchase or
vhen it was issued from inventory to the user.

Similarly materiality is important in the process of deter-
mining expense and revenue for a given period. Many expenses re-
ported in a given accounting period are estimates and sometimes
not close estimates. There is a point beyond which it is worth-
while to refine the estimates.,

Howard F. Stettler?® in his book, Auditing Principles, de-

fends the idea that the greater the relative significance of an
item in the financial statements, the greater is the auditor's
concern that the item is fairly stated. For example factory sup-
plies are fairly constant in terms of quantities used and quan-
tities on hand. Even if the dollar figure for unused supplies

at the end of the year were grossly misstated, the effect on cost

of goods sold, net income, current assets, and total assets would
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be negligible., Therefore the auditor's tests of year-end inven-
tory of supplies tend to be limited, tests of production inven-
tories are much more extemnsive.

He continues by saying thet a 10% misstatement of production
inventories, in contrast to a sinilﬁr percentage misstatement of
the supplies inventories, would havé a much more significant ef-
fect on the financial stetements, and the auditor seeks greater
assurance of accuracy of final figures for production inventories
by making more extensive tests.

Materiality is affected by factors other than relative size
of the figures, For example an understatement of accounts pay-
able would tend to be more material than an understatement of the
liability for pension payments, even though the same amounts of
misstatement were involved. The main reason is that accounts
payable enters into the determination of a concern's current po-
sition and current rgtio. The pension liability would be dis-
charged over an extended period of time with the major part of
the amount to be paid more than a year after the balance sheet
date. Also a misstatement of pension amounts has less bearing on
the ability of a concern to remain solvent by discharging its lia-
bilities as they mature in the. near future.

He then goes into a discussion of depreciation. A client
consistently charges a full year's depreciation on all plant as-
sets in the year of acquisition and none in the year of disposi-
tion. This method was acceptable to the auditor since normal
acquisitions and dispositions tend to produce about the same de-

preciation for the year as would have been charged had a more



" precise calculation of the figure been made. The acquisition of
a complete plant increasing capacity 50% was made shortly before
the end of the fiscal year. Charging a full year's depreciation
on assets under these circumstances would seriously distort the
operating resulis for the year and the materiality of the exces-
sive depreciation would probably cause the auditor to insist that
the amount be changed to a more realistic figure, or else neces-
sitate that he qualify his opinion as to the fairness of the
statement.

There is also a cumulative effect when the auditor differs
with the client over the amounts at which a number of items are
stated. For example the auditor's tests reveal an overstatement
of inventory in the amount of $1,530, an overstatement of prepaid
insurance $625, and an understatement of accrued taxes $1,780,
each may be adjudged immaterial in relation to net income of
$30,000. The cumulative effect of these differences on net income
would be another matter, since correction of all three matters
would reduce the income figure by $3,935.

Homer A. Black, John E. Champion, and R. Gene Brown27 in
their book, Business Decisions: Theory, Method, and Use, defend
ﬁhe position that relative size is more impertant than absolute
size in determining whether an item is material. For example a
chair costing $50 is an immaterial item in a company which owns a
total of $1,000,000 in equipment. The $50 item may be material in
a company with equipment totalling $1,000.

In deciding if an item is material or not it should be
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"looked at and compared to similar items and with the total of
items in its class (such as total assets) and with net income. A
group of items which are immaterial as single units may be ma-

terial in the aggregate.

GUIDELINES

Varren Reiningaza said there is a need to develop a guide-
line for determining materiality.

Little development and improvement of the ma-
teriality concept can be made until some orderly

way.is established for relevant fgats to be made

available to everyone interested.

Even in annual reports and SEC filings where items are in-
cluded or classified in some frescribed manner a reader can only
surmise as to why the presentations were made in this manner.

For example a publie eompany with net income of $8 million
had a nonrecurring income item of $750,000. (How should this
matter be shown?)

29 of the Accounting Principles Board

According to Opinion 9
the $750,000 should be included in the income statement unless it
is related to a prior period, in which case it should be in-
cluded in retained earnings. If it has no relation to prior
periods, then it is included in the income statement either as in-
come before extraordinary items, or as an extraordinary item, but
before the calculation of net income.

Then the question is--on what basis is it classified2>
extraordinary?

The segregation in the income statement of the
effects of events and transactions which have occurred
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during the current period, which are of an ex-

traordinary nature and whose effects are material

requires the exercise of judgment . . . Accordingly

there will be events and transactions of material

effect which would not be expected to recur fre-

quently and which would not be considered as re-

curring factors in any evaluation ofzghe ordinary

operation processes of the business.

Still Opinion No. 9 does not define materiality or give a
guideline to be followed in the determination of materiality
other than to say it is a matter of judgment.

Reininga3o feels the reasons for judging the materiality
should be made available to a large interested group or the
knowledge and background of the experience will be lost. Such
things as the relationship to previous earnings, the 5 year trend
in earnings, and earnings per share must be provided to the in-
terested group.

He concludes that if the profession does not develop a
better materiality concept, a creditability gap may develop and
for expediency sake the government will pass ar inflexible regu-
lation.

Michael Chetkovich3! feels the word materiality is being
used as a refuge for escaping difficulty.

In arriving at the decision that an item is

not material, we must be satisfied that the decision

would be upheld by a court of informed opinion if

the issue were raised.

If a guideline for materiality were developed it would
force the auditor to stand on his opinion and include only the

pertinent facts. Presently the auditors may be overly cautious

and include in a report immaterial facts in order to protect
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their opinion. Chetkovich feels the materiality concept is be-
ing used in the latter sense.

Delmer Hylton32 tends to agree with Chetkovich.

“Essentially materiality is used to justify

practices and proceéy;es vhich we_rsﬁognize as-

wrong, or at least as questionableé.-

A study by Leopohﬁﬁ;dernstein33 revealed four rather
interesting findings. First he found that out of 324 presen-
tations of extraordinary items 214 or 66% were excluded from the
determination of net income., This does not support the pre-
sumption for the inclusion of all items of loss and income in the
determination of income.

Secondly Bernstein found that the size of an item in rela-
tion to net income appears hardly to have any important effect
on whether the item is included in or excluded from the determi-
nation of net income. There appears to be no percentage range
that is a border zone between what, under the Bulletin (ARB No.
43, Chpt. 8) should be considered as material or immaterial,.
There appears to be no agreed upon pattern.

Also he found that an individual major accounting firm does
not appear to be guided by any discernible standard of materi-
ality.

Finally Bernstein's study revealed a bias towards showing
extraordinary items with credit balances as special items on the
income statements (65% of total credits) and debit items in re-
tained earnings (77% of total debits).

The lack of a definition of materiality can clearly be

illustrated by the following examples.
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1., Archer Daniels Midland Co., in its 1964
annual report included in net income a profit omn
sale of depreciable assets of $1.1 million or 26%
of net income. The item was not designated as
extraordinary or nonrecurring. This should be
contrasted with the treatment by Lily-Tulip Corp.
in its 1963 annual report of a net realized gain
on disposition of fixed assets of $143M. This item,
representing 3% of net income was crédited diredtly
to retained earnings.

2. Mueller Brass Co., in its 1964 annual re-
port included in net income, without any special
designation, prior years' investment credits of
$184,000 representing 41% of net income. This
should be contrasted with the treatment of such prior-
year investment credits by Tecumseh Produects Company,
in the amount of $156,000, or about- 1.3% of net in-
come, which were credited to the retained earnings
account in the company's 1964 annual report.

Bernstein feels that the main danger, because of the absence
of clear standards of materiality and the strong influence of
management's views, is that an accountant may tend to apply
criteria to a situation different from those applied by his

fellow professionals.

Delmer Hylton34 likewise feels there is a need to define
materiality because of its growing importance to the profession.
He supports this point by giving the results of a study he con-
ducted to prove the wide variety of interpretations of materi-
ality.

To a group of 23 persons, all interested in accounting and
considerably trained in the field, he gave the following example.
A firm with sales of $30 million and total assets of $20 million,
of which cash, receivables, and inventory were $2.5 million each,
had an error in its inventory of $100,000. Net profit was $2

million. Can the $100,000 error be dismissed as immaterial for
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purposed of published financial statements? The vote was 18-5
for immaterial. Then the same people were asked to vote if the
$100,000 error was in receivables. The vote was then 14-9 for
immaterial. If the error was in cash, then the vote was 12-11
for material, Finally if it was a misappropriation of funds by
the president, it was 22-1 for materiality.

This clearly illustrates: 1. a difference of opinion, and
2. something more than the amount is considered by many in de-
termining the answer to the question of materiality.

Don Rappaport>’ feels that users of financial statements
look for guideposts in three areas: a. the amount shown as net
income, b. the classification of dollar amounts on the financial
statements, and c. adequate disclosure of other essential fi-
nancial information.

Hendriksen36 feels that an accountant has the responsibility
to summarize data in a way to make it meaningful for users., He
feels far too much data can be misleading and it tends to bury
the revelant facts. However, too little information forces the
reader to base his decisions probably on inadequate data and his
decisions probably won't be sound. There is always this danger if
the accountant has no guidelines to follow.

He feels the lack of consistency in reporting will lead to
erroneous comparisons among several years and erroneous pre=-
dictions besed on apparent trends.

John L. Carey37 says that just how large an amount is ma-

terial has never been authoritatively determined. The absence of
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standards for materiality may encourage misunderstanding. The
CPA may feel 5% of net income is not material, however, an item
80 judged immaterial may mean that earnings per share might vary
from $1.05 to $.95. The matter is normally not that simple.

Roger Patterson38 also feels there is a need to develop a
better concept of materiality. His reasom is economic. An audi-
tor can not afford to waste time on immaterial data. Therefore
a materiality guideline would help the auditor eliminate the im-
material items and work on the material items. This would cause
fees of public accountants to be less since time would not be
wasted on trivia.

There are many reasons for the establishment of materiality
guidelines. Some reasons are economic while other reasons are
for uniformity and comparability. No matter what the reason for
materiality guidelines, all agree some guideline or standard is
needed.

Various guidelines have been proposed. Some advocate the
use of a fixed percentage of another classification such as net
income. Others recommend the use of case studies with the names
of the companies not disclosed. Quantitative guidelines have
also been proposed by some, Therefore a wide variety of materi-
ality guidelines have been suggested.

The SEC requires that certain items be disclosed or shown
separately if they exceed a fixed percentage of another classi-
fication.,

The SEC regulations include.39

1. PFurther analyze the amount due from officers, directors, and
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stockholders if it exceeds 1% of total assets or if it exceeds
$20,000.

2. Analyze additions to fixed assets if they exceed 5% of total
assets.,

3. Show an expense item separately if it exceeds 5% of total
expenses.

4. Show a balance sheet account separately if it exceeds 5% of
total assets or 10% of its balance sheet caption,

5. Show analysis of each marketable security if it exceeds 15%
of total assets.

6. Show operating revenue of subsidiary if it exceeds 15% of
annual net income (before taxes).

These are some suggested guidelines for judging if an item
is material or immaterial or is in the range to be considered
more carefully, that have been published in accounting liter-
ature.

1. Any account when it is in the range of 10 to 20% of average
net income.40

2. Any balance sheet account when it is 20% of the balance
sheet caption or any income statement account when it is 10%
of annual net income, or 1% of the gross revenue.?l

3. Any account if it exceeds $1 million.%!

4, Any income statement account if it exceeds 2% of gross
profit on sales,4?
5. Any balance sheet account if it exceeds 5% of its balance

sheet captioh.42
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6. The rent on a long-term lease if it exceeds 6-18% of average
net income.43
7. A decline in marketable securities if it ranges from 5 to
7.5% of the annual net income . >

8, The amount of a contingent liability if it exceeds from 1.5%
to 6% of the working capita1.43

There is opposition to use of a strict percentage system.
Patterson44 sees many shortcomings in the percentage system. For
example for a large corporation with stable earnings a 10%
factor of materiality is much too large. Conversely for a corpo-
ration roughly at the break-even point, a 15% materiality factor
is too small. Also for a corporation whose sales and net worth
are several million dollars with a profit of $10,000, a $5,000
adjustment is clearly immaterial, even though it is 50% of net
income.,

Hylton45 is also against a percentage basis for determining
materiality. First he feels there is a problem in determining
vhat percentage to use. Also Hylton feels that a measuring de-
vice should not be variable if it is to be useful. If the re-
sults of measurement are varied, they are not comparable.

Hylton similarly feels that the problems of an unstable
base for determining materiality becomes more acute when certain
items on the income statement are used as the base., Another
problem that arises when items are related to net profit is that

at the time the entry is made, when we must decide the materi-

ality, net profit will be likely unknown or undeterminable. When



balance sheet accounts are used the problem is less serious, but
there is a drawback in effectively using income and expense ac-
counts as a basis for materiality decisions.

Hendriksen46 is also critical of the use of a percentage
guideline. In deciding if an item should be excluded from the
computation of net income some accountants have suggested, that
if it exceeds 10% of net income before excluding the item, it is
material. Hendriksen points out that this implies that if the
true net income is more than 10% greater or smaller than the re-
ported figure, the reader would be misled in making his deci-
sions. He continues by saying that without the assumptions re-
garding what decisions are likely to be made and what information
is relevant to these decisions the 10% rule or any other percent-
age criterion is not likely to provide any meaningful guide.
Furthermore one difficulty of using income as the base is that it
fluctuates yearly. Therefore a 10% rule would treat the item as
material one year and not material the next.

Pattillo?’

says the comparing of relative figures is more
reliable than the comparing of absolute figures; yet there are
dangers in using percentages just as there are dangers in using
fixed dollar amounts. The primary danger of using fixed per-
centages is that the percentages are computed upon variable
bases, The results from using the variable bases are not very
helpful unless these limitations are understood and compensated
for accordingly.

48

Hendriksen feels the best solution to the problem of
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usiﬁg net income as a base is to use average net income over
several years as a guide, He would assume that the errors in

the revenue and expense figures would be offsetting in periods of
low income. Thereféré_for #ﬁy firm and set of conditions the
range of probable-errors in the net income figure is likely to be
much greater percentagewise in a poor year than in a good year.

A reader must understand the range of errors on a financial state-
ment in order for the statement to be meaningful.

Bernstein?? feels his border zone guidelines are an answer
to the shortcomings of the percentage base.

1. A border zone he feels has the advantage of meeting -the
arguments of those who point out 10% is not so different from
10,1%. Thus it brings the border or cut-off point clearer to
the level of a concept and removes it from the numbers game., It
has the added advantage of leaving room for judgment,

2, A border zone places the burden of prosf on those who
deviate from it.

3. Finally a border zone provides the profession and the
users of financial statements with a known and explicitly stated
norm. (Professional accountants can use it as a guide and an as-
surance of some degree of consistency of practice.)

His border zone would be 10-15% of net income after taxes.
This he feels would prﬁvide users of financial statements with a
basis of reliance. He clarifies his definition by defining net
income as a figure which is typical of recently experienced
(five-year average) earning power.

Bernstein modifies his suggestion by saying that it may not



always meet the needs of the users of financial statements. This
is because many security analysts consider items that affect net
results by as little as 5% to be material. Since the annual
growth rate of earnings of a great many corporations is 5%, an
influence on net earnings as great as the annual change due to
growth factors generally is considered material. The border zone
is a beginning.

A rather new guideline suggestion is the use of case studies.

79 suggests the use of a series of case studies with the

Reininga
emphasis on details and circumstances surrounding typical and
unusual materiality decisions. These cases would be written up
from the actual date, but they would be altered only to conceal
the identities of the firms and the people involved.

Therefore Reininga feels the case studies would be appropri-
ate for informing the neophyte why the auditor becomes "per-
nickety"so on one hand, then seems unconcerned about millions of
dollars on another issue.

Ve can't judge materiality unless we can first come to
grips with the factors that are important in the case. These
reasons are the real standards and guidelines yet they are miss-
ing in most of our literature and illustrations involving materi-
ality, as well as in the SEC standards.

There are items for which low standards of disclosure are
required because almost any amount is material. Some repre-
sentative items are:

1. Discrepancies in replies from confirmations.

2. Differences that arise in each examination.

24



3. Anything that would embarrass the client or auditor if not

adjusted and later discovered.

4, Errors in transactions between related companies.

5. Advances to officers, especially if in violation of a pro-

vision of a financing agreement.

6, Errors in profit-sharing or pension plans.

7. Errors in disbursements of items such as income taxes, and

social security.

8. Duplicate payment to vendor or anything similar that would

save the client money.

9, Defalcations of any kind.

These items involve a potential conflict of interest or would

embarrass the client or auditor if they were later discovered.
Reppaport’l feels an auditor faces the following problems

in deciding on materiality.

1. Are misleading inferences likely to be
drawvn from the amount shown as net income?

2. Are the classification of dollar amounts
set forth in the financial statements reasonably
informative and not misleading?

3. 1Is certain other information which is nec-
essary to make the statements reasonably informative
and not misleading adequately disclosed in the body
of the financial statements or in footnotes?51

Rappaport looks at financial statements as being prepared

25

for the financial analyst. Since the financial analyst is inter-

ested in net income because it is an earning power indicator, ex-

traneous items may be misleading for the long-run analysis.

Therefore one of the main guidelines in deciding whether to in-
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clude an extraneous item in net income for the current year is
to ask the question does it properly belong in net income of a
previous year. Also would an extrapolation of earnings that in-
cluded the extraneous item result in erroneous inferences because
the item preserves the appearance of regularity in trend where no
regularity exists and conversely? He feels that nondisclosure of
extraneous items that ere less than 10% of net income is not
likely to mislead investors.

For the determination of materiality as related to compara-
bility he sets forth the following guidelines:

1. Determine if the amount exceeds 10% of net income.
2. Study the significance of the amount in relation

to other amounts on the financial statements.

Hylton51 suggests that auditors use the following totals
as the basic figures from which to make tests of materiality
for balance sheet items. The bases are: Total Current Assets,
Total Plant and Equipment (net of accumulated depreciation),
Total Net Worth, Total Current Liabilities, and Total Long
Term Debt.

The accounts to be measured are: Current Assets, Plant
and Equipment and related depreciation, Other Asset Accounts,
Current Liabilities, and Bonds Payable, etc,

Also he feels that materiality for balance sheet accounts
should be defined: "no item exceeding 5% of its related total
may be considered immaterial."?2 This does not mean that an

auditor may not decide an item of less than 5% is material.
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Because legal requirements affect capital stock, no desig-
nation of materiality has been included for these accounts.

Rappaport53 sets forth general guidelines for materiality
decision-making for selected balance sheet problems.

1. Cash-The disclosure of restrictions on withdrawal of
certain cash., The guidepost would be the adequacy of a ratio
of free cash plus receivables to current liabilities. Say 1 to
1.

2. Marketable Securities-The balance sheet value when
market value is less than cost. The guidepost is the com-
parison of unrealized loss to current position and net worth,
but not net income as sometimes is suggested; i.e., write-down
would not directly reduce future earning power of the business,

3. Receivables-The use of a separate caption for customers'
account receivables, other receivables, and reserve for doubt-
ful accounts. The guideline is the distortion created in the
computation of the number of days an average customer receiv-
able is outstanding. (Receivable/Sales for Year X 365 days)
or the trend of this ratio.from year to year.

4, Inventories-The disclosure of components, i.e., raw
materials, work in process, and finished goods. The guidepost
is whether unreasonable turnover proportions, i.e., inventory
to cost of sales, etc. and adverse tremnds in such proportions
are hidden.

5. Property, plant, and equipment-These should be broken

down by major classifications. The guidepost is that the im-
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portance of the breakdown, which enables computation of effective
depreciation rate and shows the average age of fixed assets, de-
pends on dollar amount of fixed assets to total assets and de-
preciation expense to cost of sales.

6. Current bank loans-These should be disclosed separate
from accounts receivable., The guidepost is that if borrowings
are larger than cash and receivables combined, serious diffi-
culty may be indicated through such special classification,

7. Treasury stock-A disclosure should be made of the
minor amount carried as an asset. This is significant only if
the company is buying its own stock to shrink capital or to
make future acquisitions of assets for stock.

8. Current position-The inclusion in working capital of
borderline classifications (deferred charges, cash surrender
value of life insurance) that may not be converted to cash in
the operating dycle, and the netting of current assets and
current liabilities.

Rappaport continues by saying that classifications on the
balance sheet may matter more when unfavorable conditions exist.
For example when the number of days that average customers' re-
ceivables are outstanding is increasing, but this fact is dis-
guised by a classification in the balance sheet that combines
customer and other receivables, it is materially misleading.

The manner in which a corporation's obligation must be met
has a more important bearing on future earnings than the mere

amount of the obligation.
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One should disclose the interest rate, maturity date, and
the amount of periodic repayment of the long-term liabilities

or the conversion rate if it is convertible into stock. Also
changes in pension plans and information as to whether pay=
ments on account of past services are included in the current
accounts. Finally the amount of annual rentals to be paid under
long-term leases and the length of the leases should be dis-
closed.

The basis one uses for deciding whether to disclose or not
depends on: 1, The comparison of annual payments to funds
generated from operations, the stability of such fund genera-
tion, and the adequacy of the working capital. 2. The percent-
age relationship of such fixed charges to gross profit, a view
of the potential impact of the fixed interest, and the pension
and lease expenses on net income. 3. The guaranteed debts or
notes receivable discounted or other contingent liabilities
that might need to be set forth. If the contingency is extra-
neous or normal to the business operation, the potentially un-
favorable impact is chiefly measurable with respect to working
capital or book value. Current net income is no guide for dam-
age to the earning power would be indirect by reducing the in-
come producing assets. 4. The number of shares of common stock
under option and the option price may be a factor in estimating
the future earnings per share. Therefore stock option informa-
tion must be disclosed on transactions with management, but we
usually need not study the quantitative relationships. Ac-

counting information is also required in order to interpret
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statements properly. With a lack of information it is nearly
impossible to interpret financial accounts or to choose between
twvo or more concepts.

Vhat information should be disclosed? This accounting in-
formation includes: (a) the method of inventory pricing, (b)
the principles of consolidation, (¢) the method of accounting
for installment sales or long-term contracts, (d) the basis for
carrying plant and equipment, and (e) the basis for carrying
investments.

>4 a1s0 proposes some guidelines for the accounts

Hendriksen
on the balance sheet. He feels the materiality of quantitative
data on the balance sheet is not generally considered as im-
portant as the determination of materiality in the income state-
ment., The balance sheet is considered a statement of unallocated
debits and credits., It is also considered a trial balance sheet
to be elevated to a position where it is more meaningful and use-
ful, the concept of materiality should also be applied to the vak-
uation of assets and liabilities, In reality what is material as
related to assets and liabilities depends on the relative accu-
racy expected by the reader of the financial statements.

Cash and related items can be measured quite accurately, the
current value of receivables is less accurate to measure, and
intangibles are valued only with a relatively wide range of re-
liability. Therefore the disclosure of uncertainties in cash

items such as deposits in closed banks or in foreign currencies

may be considered material while an intangible item of the same
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amount may not be considered material. The reason for the dif-
ference is that an informed reader generally places more reliance
on some items on the balance sheet than on others and he should
be able to expect the proper disclosure if this assumptien is not
justified. Also information thet can't be expressed in quanti-
tative terms is more difficult to evaluate as to its materiality
because it is given various weights by those using the informa- .
tion in decision-making. Generally information that is given
greater wéight in decision-making is more material than informa-
tion given less weight. The point of cutoff where information |
is said to be of little importance and it should be omitted is
difficult to determine. Conversely the point where information
is important and shouldn't be omitted is difficult to determine,

The materiality of certain nonquantitative information can
be determined by the materiality of the quantitative data to
which it relates. For example if certain assets are pledged as
security, the pledging may be a material fact if the assets
themselves are material in amount. If the assets are not materi-
al, generally descriptive information is not relevant. The ex-
ception is the loss of an immaterial amount of inventory or cash,
This may be a material fact if it is due to fraudulent manage-
ment. Thus nonquantitative information is material if relevant
to the decision-making process and should be disclosed.

Meigs, Johnson, and Keller,55 feel errors affecting the bal-
ance sheet should be evaluated in relation to the amount of the

asset or the liability in question and in relation to total as-
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sets and total liabilities. An error not important in terms of
the overall company results may warrant correction because it has
a material impact on a department or division or on the oper-
ating results when determined by customer or product.

There are also proposed guidelines for the income statement.
Hylton56 suggests that materiality for income statement accounts
should be stated as "no item exceeding 2% of gross profit om
sales may be considered immaterial."56

Rappaport57 suggests the following guidelines for the in-
clusion of an extraneous item in net income for the current year
are: (a) VWhether the extraneous item belongs in a computation
of an average income over a period of years, (b) VWhether the ex-
traneous item affects the measurement of earnings stability. (c)
Whether the extraneous item results in erroneous inferences from
a trend because the item preserves the appearance of regularity
vhere no regularity exists or conversely.

Stettler?8 also sets forth some criteria for the determi-
nation of materiality for balance sheet accounts.

The relation of the amount of an item to the

amount of other items similarly classified, to final

balance sheet totals, and to net income for the cur-

rent year as well as for past years, will indicate

the relative significance of an item. Since the fair-

ness of the financial statements will be most seri-

ously affected by misstatement of a material item,

relatively more evidence should be examined in support

of a material figure than would be neceggary in sup-

port of a figure which is not material.

Materiality suggestions were made for other such as errors.

Meigs, Johnson, and Keller39 feel that when an error is found

it should be considered for its relative size and for the impor-
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tance of the dollar amount in relation to net income and the
overall financial position of the company. Generally when an
insignificant error is found no correction is necessary. Some
small errors are corrected because the correction simplifies
subsequent recordkeeping or the error is significant to someone
outside the business. For example a minor error in the raw ma-
terial inventory should be corrected so the control account and
the subsidiary ledger agree. Similarly nonmaterial errors in
accounts receivable should be corrected for customer relations.
A minor error in recording prepaid expenses may not be worth the
trouble of correction. The materiality of an error is always a
relative matter. A $1,000 error is minor in a large firm and
significant for a small firm.

Stettler®0 links relative risk and errors together to de-
termine materiality. The risk of an error with respect to the
accounting records and procedures system is tempered by the ma-
teriality of the items susceptible to error or misrepresentation.
The cumulative effect of small or insignificant errors may be ma-
terial. It may indicate a chronic breakdown in controls which
portends future major deficiencies. Therefore the auditor must
be on guard at all times to note trends or tendencies reflected
by presently immaterial errors.

Other comments on the concept of materiality have been made.
Husbandsl feels that although the basis of what constitutes a
material modification is solvable only in terms of the judgment

of the practicing accountant, it may be considered that anything
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"*is material which modifies the measured income figure by an a-
mount approaching 5 to 10%.

Robert Anthony62 also agrees that materiality is essentially
a matter of judgment. The accountant has no exact line sepa-
rating material events from immaterial events. Therefore the
problem of deciding what to record is not easily solved.

Pattillo®3 feels an accountant applies judgment from the
vantage point of hindsight. The company accountant does not have
the opportunity to decide materiality from the vantage point of
hindsight. The company accountant needs a better basis for mak-
ing his decisions.

He also feels the determination of materiality is dependent
in large measure upon individual value judgments. Materiality
is a state of relative importance or relative mngnitudefbf a-
mounts or items. The nature and size, or both combined, must be
considered as to whether an item or amount is material.

Pattillo reiterates the idea of relative importance when
talking of errors that relate to financial statements. Errors
in the amount at which property, plant, and equipment are stated
will be less material in their -effect on the financial or oper-
ating picture than would be true of an error in stating any of
the current assets. The current assets and the current ratio
are much more important to creditors and stockholders than are
noncurrent asset figures. Also it has been noted by Pattillo
that net income is not affected to the same extent by an error

in the figure for plant assets as by an error in the figure for
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current assets.

Black, Champion, and Brown®4 hold the view that the divid-
ing line between what is material and what is.not material
varies according to the company, circumstances surrounding the
transaction, and the use to which the information is likely to
be put. This would mean no rigid set of guidelines for the deter-
mination of materiality are possible.

Ross®3 has a completely different idea of materiality.
He feels:

It will be found that relatively large amounts

can be deducted or added to different items without

really changing in any material way the resulting

picture, and in this way an appreciation can be

gained of how wide the limits of materiality are.63

It can be seen that the concept of materiality is essentially
a question of utility. An alteration to a financial statement is
material if it will prove useful to someone making a decision
and not otherwise.

This information that should not be disclosed not because
it is not important or material, but because it might be useful
to the wrong parties. For example the sales volume of a sﬁecific
product in a given area might be useful information to compet-
itors and could affect future sales and income adversely even
though it might be helpful to investors. Also an estimate of the
expected liability to arise from a lawsuit might influence the
outcome of the suit itself.

Some feel that failure to disclose material information for

the above reasons is generally not considered justified. It is

the duty of the large corporations to disclose certain amounts of
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haterial information to investors despite the fact that the re-
action to the information may be detrimental to the corporation.
The corporation has its first duty to the stockholders.

Many guidelines have been proposed. Some advoeate the use
of a percentage guideline. To others this method is too rigid
and the results may be variable if the base used is net income.
Bernstein proposed a borderline guideline that counters the ar-
guments of those who say there is little difference between 10%
and 10.1%, His method is more flexible and can fit different
situations, Reininga proposed the use of case studies. His
reasoning is that unless one knows the facts that lead to the
decision, the reader can not determine why the decision was made.
Others propose different bases for each balance sheet account.
Finally some feel materiality is essentially a matter of judg-
ment and each situation is different. No set of guidelines can
be set that will help in all situatienms,

Reininga66 feels no real decision of materiality is possi-
ble. No simple test or standard can be applied in determining
materiality, nor can one be devised, since the variables are
different in each situation. Each decision must be based on the
pertinent relationships determined by the professional judgment
of the auditor, since materiality decisions are exercises of
judgment based on the existing criteria, The problem of deter-
mining the surrounding circumstances has also been left unset-
tled.

Howard Stettler67 feels the ability to judge soundly in
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such situations so that every decision corresponds with what
other auditors would decide under the seme circumstances can come
only from adequate training and experience, coupled with a full
knowledge of current thinking in the profession, and the business
world as well,

Another important comsideration is whether the effect of the
questionable treatment of an item would be sufficient to cause an
investor to buy or sell, cause a banker to loan, call, or extend
an existing obligatioen, or cause a customer or vendor to estab-
lish, discontinue, or resume relations.

Newman and Mellman®8 feel that in the absence of specific
eriteria, the concept of materiality makes its impact on the
accountant by instilling a sense of alertness and vigilance, and
a sensitivity to the necessary requirements if the financial
statements are not to be misleading.

In the final analysis, the proof of the proper

exercise of accounting judgment as to what is materi-

al can be established only when, in an individual

case, the charge is made that the concept of materi-

ality has been disregarded and successful defense

is made against that charge.63

The concept of materiality is used daily by public ac-
countants in the performance of audits. It also appears fre-
quently in current accounting literature.

Since Spencer Gordon gave his definition of materiality in
1933, little change has been made in the definition of materi-
ality. His definition essentially was that anything which would

influence the behavior of a reasonable man is material. Materi-

ality is a matter of judgment,
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Since no good definition of materiality has been developed,
examples have been suggested as a guide for the accountant in
making his materiality decisions, Bierman said that to a gas
company each gas meter is an immaterial amount. However, when
one considers all the gas meters together, this total is a ma-
terial amount. Black and Champion gave a similar example. A
$50 chair is insignificant for a corporation with $1,000,000 in
total assets while for a company with $1,000 in assets the $50
chair is a material item,

Others pointed out some things that may be material just
because of the nature of the items. These would include defal-
cations of any kind, discrepancies indicated by confirmations,
and errors in transactions between related companies.

It has been shown by studies that some guidelines for ma-
teriality are needed. Bernstein found in his study that differ-
ent companies handle the same or similar items in a different
manner. Delmer Hylton found that his experimental group had a
difference of opinion on how to handle various items in terms of
materiality. Also he found that something more than the amount
seemed to be considered in determining the answer to the question
of materiality. These differences lead to little if any com-
parability among financial statements of different companies.

Others fear the absence of materiality standards may lead
to misunderstandings. Certain material facts may be omitted
from reports or certain immaterial items may be included in the

reports. Both situations are bad.
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In ansver to the need for a guideline several proposals have
been made. Fixed percentage guidelines have been required by the
SEC in their reports. However, many are against the use of a
fixed percentage guideline because there is a problem of what
percentage to use and each situation is different so the base
may varﬁ. The results under the above circumstances would be of
little if any value.

Bernstein suggested a border zone guideline to satisfy those
who say there is little difference between 10%”and 10.1%. His
border zone would be 10-15% of net income after taxes. This bor-
der zone allows an accountant to fit the desired percentage to
the situation.

Reininga feels case studies would be the answer for dis-
closing why an accountant was particular on one occasion about
a small amount, and then apparently unconcerned about millions
of dollars on another occasion. Without a knowledge of the facts
that caused the decision, a reader can only surmise why the deci-
sion was made.

Several guidelines have been proposed by Hylton, Hendriksen,
Rappaport, and others for dealing with the balance sheet accounts.
Similarly guidelines have been proposed for the income statement.

Many feel materiality is essentially an exercise of judgment
and no guidelines can be developed to fit each situation. Only
experience in asuditing and a knowledge of current thinking in the
accounting profession and business world will help one decide the

question of materiality.
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Therefore little progress has been made since Spencer
Gordon gave his definition in 1933, Several definitions and
guidelines have been proposed, but none has become an accepted
guide. Materiality decisions are still essentially a matter of

using informed judgment.
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The concept of materiality is used daily by public account-
ants in the performance of audits. It is also frequently used
in current accounting literature.

Since Spencer Gordon gave his definition of materiality in
1933, little change has been made in the definition of materi-
ality. His definition essentially was that anything whieh would
influence the behavior of a reasonable man is material. Mate-
riality is a matter of judgment.

Since no good definition of materiality has been developed,
examples have been suggested as a guide for the accountant in
making his materiality decisions. Bierman said that to s gas
company each gas meter is an immaterial amount. However, when
one considers all the gas meters together, this total is a ma-
tefial amount., Black and Chaﬁpion gave a similar example. A
$50 chair is insignificant for a corporation with $1,000,000 in
total assets while for a company with $1,000 in assets the $50
chair is a material item.

Others pointed out some things that may be material just
because of the nature of the items. These would include defal-
cations of any kind, discrepancies indicated by confirmations,
and errors in transactions between related companies.

It has been shown by studies that some guideline for mate-
riality is needed. Bernstein found in his study that different
companies handle the same or similar items in a different man-
ner. Delmer Hylton found that his experimental group had a dif-

ference of opinion on how to handle various items of materiality.



Also he found that something more than the amount seemed to be
considered in determining the answer to the question of materi-
ality. These differences lead to little if any comparability a-
mong financial statements of different companies.

Others fear the absence of materielity standards may lead to
misunderstandings. Certain material facts may be omitted from
reports or certain immaterial items may be included in the re-
ports. Both situations are bad.

In answer to the need for a guideline several proposals have
been made. Fixed percentage guidelines have been required by the
SEC in their reports. However, many are against the use of a
fixed percentage guideline because there is a problem of what
percentage to use and each situation is different so the base may
vary. The results under the above circumstances would be of lit-
tle if any value.

Bernstein suggested a border zone guideline to satisfy those
who say there is little difference between 10% and 10.1%. His
border zone allows an accountant to fit the desired percentage to
the situation.

Reininga feels case studies would be the answer for dis-
closing why an accountant was particular on one occasion about a
small amount, and then apparently unconcerned about millions of
dollars on another occasion. Without a knowledge of the facts
that caused the decision, a reader can only surmise why the deci-
sion was made,

Several guidelines have been proposed by Hylton, Hendriksen,

Rappaport, and others to deal with the balance sheet accounts.



Similarly guidelines have been proposed for the income statements.

Many feel materiality is essentially an exercise of judgment
and no guidelines can be developed to fit each situation. Only
experience in auditing and a knowledge of current thinking in
the accounting profession and business world will help one decide
the question of materiality.

Therefore little progress has been made since Spencer Gordon
gave his definition in 1933, Several definitions and guidelines
have been proposed, but none has become an accepted guide. Ma-
teriality decisions are still essentially a matter of using in-

formed judgment.



