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Abstract The concept of materiality in the process of preparing the financial statement is essentially a matter of
disclosure. In fact, financial statement should disclose only the information that are material, namely those that can impact on
the decisions of users. However, how concretely to apply the concept of materiality is not generally prescribed by accounting
standard setters. As a result, previous studies show that materiality judgements exhibit considerable diversity and remain
primarily a matter of professional judgment. This study aims to explore how the concept of materiality has been interpreted
and applied in practice by a sample of Italian companies, that adopt the Italian accounting standards, with respect to a set of
information that should be disclosed in the financial statements only if they are judged material.
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1. Introduction

Materiality is a key concept both in accounting and in
auditing. Every national and international accounting and
auditing standard setter provides a definition of the term
materiality. It results a range of definitions that appear
broadly similar (e.g.[1]). However, how concretely to apply
the concept of materiality is not generally prescribed. Thus,
the application of the concept of materiality results doubtful
for both accountants and auditors.

This situation has led scholars to investigate what should
be judged material and what accountants and auditors judge
material when it is not prescribed by any standard
(e.g.[2];[3];[4]), mainly aiming to suggest guidances. Our
study adds to previous literature on this issue, exploring how
the (accounting) concept of materiality is interpreted and
applied by Italian accountants in the process of preparing the
financial statements.

The concept of materiality in the abovementioned process
is essentially a matter of disclosure[5]. In fact, financial
statements should disclose only the information that are
material, namely those that can impact on the decisions of
users. An information is material if it is sufficient to change
the opinion of an investor about a company.

On the one hand, if accountants want to be comprehensive
and include all information, financial statements will contain
huge unnecessary (not material) information that will
mislead the users of the financial statements. In other words,
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the elimination of immaterial disclosures increases the
effectiveness of the remaining disclosures (and reduces the
costs of disclosure) ([5]). On the other hand, if accountants
fail to disclose material information, they would mislead the
users of the financial statements. A first problem is that the
perception of materiality of accountants (or auditors, as in[6]
and[7]) may differ from that of the users of the financial
statements. In this regard, some studies reveal that users of
financial statements react to amounts that are much smaller
than those that are proposed as heuristic materiality levels
(e.g.[8L[9L[10D).

An important research question addressed by scholars is
whether there is a best method to estimate materiality. In
respect to this, studies can be divided into two types[11]. The
first includes “experimental” studies, that are based on
questionnaires, case studies or games (e.g.[12]). They ask
participants to make materiality decisions in an experimental
setting. The second includes “historical” or “archival”
studies, that are based on the analysis ofhistorical documents
such as financial statements (e.g.[7];[13]). The idea behind
this second group of studies is that the materiality thresholds
used in very specific circumstances can be estimated by
reviewing information disclosed in financial statements of
various firms. They infer materiality by examining such
historical documents.

Experimental studies have the benefit of measuring the
threshold of materiality directly and the drawback of lacking
real world pressures and nuance. Historical studies have the
benefit of reflecting what people actually do when
confronted with real world pressures and the drawback of
requiring inference to impute the materiality thresholds.

However, in literature there are also studies that adopt
both the study methods (e.g.[14]).
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Comparing the results that emerge from the two study
methods,[11] noted a substantial difference that leads himto
be critical of experimental studies.

Another important research question addressed by
scholars is which quantitative materiality measures to
develop materiality thresholds are the best. In other words,
which financial statement items are most closely associated
with the materiality decision.[15] reveal that four items of
the financial statement are found to be strongly associated
with materiality. They are: income, revenue, assets and
equity. Materiality thresholds based on revenue or assets are
more stable from period to period because they tend to
fluctuate less than income or equity and they are much less
likely to be affected by a small denominator. For example, if
income is near zero, a small amount will appear large relative
to it.

[16] suggest the “blending method” that is based on
multiple materiality measures and combines them to make
the finaldecision. Such a method is based on the idea that the
materiality decision hinges not on how an item impacts one
component of the financial statement but rather how it
affects several of them (e.g.[13]).

The literature shows that most ofthe previous studies have

been conducted with reference to the United States (e.g.[11]).

Other contexts investigated (although very few) are, for
example, Australia (e.g.[17]), Denmark (e.g.[18]), Finland
(e.g.[19]), Canada (e.g.[20]), United Kingdom (e.g.[21]).
Expanding the number and type of contexts is very
interesting because it provides important data to assess
whether materiality judgments are culturally sensitive. In
this perspective, the Italian context has not yet been studied.

In Italy, the process of preparation of the financial
statement is regulated by the national civil law and can be
influenced by the national accounting standards whose main

aims are to interpret and integrate the civil law (see[22];[23]).

The influence of the national accounting standards is only
possible because they are not mandatory for any company.
The Italian legislator states that certain information must
be disclosed in financial statements only if they are judged
relevant and material. However, it does not make a clear

distinction between the concepts ofrelevance and materiality.

In fact, the two terms (1) are not defined, (2) are often used
interchangeably and (3) both of them mainly relate to the
quantitative dimension of certain information. Moreover, it
does not consider such concepts in a specific and
autonomous way. In fact, they have no place in the list of the
general principles of the preparation of financial statement.
Finally, it does not give any specific indications of what
should be considered relevant and material.

In the Italian accounting standard no. 11[24], that sets out
and defines the general principles for the preparation of the
financial statement, we can read: “Relevance and materiality
of the economic facts for the purpose of presentation in the
financial statements. The financial statement must disclose
only those information that have a relevant and material
effect on financial statement data or on the decision-making
process of users. The principle of relevance is also reflected
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in numerous rules relating to the preparation and the content
of'the financial statement. The process of preparation of the
financial statements requires estimates or forecasts.
Therefore, the correctness of the financial statement data
refers not only to the arithmetic accuracy, but to the
economic fairness, the reasonableness, that i the reliable
result that is obtained by the application of sound and honest
assessment procedures adopted in the preparation of the
financial statements. Errors, simplifications and roundings
are technically unavoidable and find their limit in the
concept of materiality, that is they must not be of such
magnitude as to have a material effect on financial
statements and their meaning for the users”. The concepts of
relevance and materiality, then, are called, sometimes
explicitly sometimes implicitly, in the other Italian
accounting standards. Therefore, with respect to the civil law,
we find the setting out and a partial definition of the concepts
under consideration but, for the rest, we can detect the same
critical aspects that we have observed for the civil law.

Taking into account that in Italy neither the national civil
law nor the national accounting standards offer any
guidelines for the concrete interpretation and application of
the concept of materiality, we aim to explore whether and
how the concept of materiality is interpreted and applied in
practice by a sample of Italian companies with respect to a
set of information that should be disclosed in financial
statements only if they are judged material.

Our study enriches the literature on how companies
behave when the system of rule and accounting standards
concerning the preparation of the financial statements give
no precise indication on the concept of materiality. In this
perspective, the contribution is particularly relevant because
the Italian case is not yet explored and because it is not an
English-speaking context on which previous studies have
mainly focused.

Our findings should interest accounting and auditing
standard setters, especially those who deliberate on the
content ofaccounting and auditing guidance, both Italian and
international, because it points out what could happen when
specific guidelines lack.

2. Research Design

2.1. Research Method

Our study is based on the “historical” or “archival”
research method, carried out through the analysis of financial
statements.

As said in the introduction, we aim to explore how the
concept of materiality is interpreted and applied in practice
by a sample of Italian companies with respect to a set of
information that should be disclosed in financial statements
only if they are judged material (the abovementioned sample
is described in the next section). To do so, we observe when
the information whose disclosure depends on the materiality
judgment have been disclosed orhave not been disclosed and
deduce how the concept of materiality has been interpreted
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and applied.

In accordance with the Italian accounting standards,
certain information (for example, the splitting of an item into
its sub-items in the notes) must be disclosed in financial
statements only if a quantitative dimension of a certain
aspect of such information (for example, the amount of an
item of the financial statement) is judged material. As a
result, when such information have been disclosed, we can
deduce that the abovementioned quantitative dimension has
been judged material. Conversely, when such information
have not been disclosed, we can deduce that the
abovementioned quantitative dimension has been judged not
material. Thus, our analysis is focused on the quantitative
dimension of the aspect of reference, on the one hand, and on
the presence/absence of the information that must be
disclosed in the event that such a quantitative dimension is
judged material, on the other hand.

In accordance with the Italian accounting standards, the
cases in which it is necessary to apply the concept of
materiality are numerous (see[25]). We limit the
investigation to a specific kind of such cases, those in which
it is necessary to disclose the details of certain items of the
balance sheet in the notes when such items have an amount
that is judged material[24]. These cases are listed in Table 1.

Table 1. List ofthe Items of the Balance Sheet

Items of the Balance Sheet

“Other goods” included in the fixed assets
“Prepayments and accrued income”

“Accrued liabilities and deferred income”
“Other” included in the reserves for risks and
charges

“Investments in others” included the financial
assets

“Other securities” included in the financial assets
“Other investments” included in the current
financial assets

“Other securities” included inthe current financial
assets

9 “Others” included in the intangible assets

& W ]—
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For example, with reference to the first item shown in
Table 1, the Italian accounting standard no. 11 requires to
split the item “Other goods™ (included in the fixed assets)
into its “sub-items” in the notes if the amount ofsuch an item
is judged material. Thus, when the company offers the
splitting of “Other goods”, it is assumed that the company
has judged the amount of such an item material. On the
contrary, when the company does not offer the splitting of
“Other goods”, it is assumed that the company has judged the
amount of such an item not material.

We have purposefully selected these nine cases because:
(1) the material judgment should be done in the same way for
all of them, looking at the materiality of the amount of the
specific item of the balance sheet; (2) they are the most
numerous kind of cases; (3) being more than one and similar,
they make it possible to compare them; (4) they make it
possible to analyse the situations in which the material
judgement is negative.

The measure of the materiality of the item we adopt is the
percentage of the item on the total assets, that means the
absolute value of the item divided by the absolute value of
the total assets. All percentages are rounded to the second
decimal place. We have chosen total assets because (1) we
believe that the materiality of an item of the balance sheet
should be judged in the context of the balance sheet in which
such an item is shown and (2) total assets appears to have
been frequently used in previous studies according to which
it is a parameter more stable than other (e.g.[15]).

In order to reach our aims, we look at the interpretation
and application of the concept of materiality from two
different perspectives that we call “external” perspective and
“internal” perspective. The first, to which we associate the
concept of “external uniformity”, relates to the interpretation
and application of the concept of materiality by different
companies with respect to the same circumstance. The
second, to which we associate the concept of “internal
uniformity”, relates to the interpretation and application of
the concept of materiality by the same company with respect
to different comparable circumstances. In other words, we
might observe the external uniformity if the companies
interpreted and applied the concept of materiality in a similar
way with respect to the same item listed in Table 1. We
might observe the internal uniformity if a specific company
interpreted and applied the concept of materiality in a similar
way with respect to the different items listed in Table 1.

In order to observe the abovementioned external and
internal uniformities, we use a set of descriptive statistical
measures, aiming to describe the main features of the data
that we have collected. Such measures are the following:

* minimum (min)

= first quartile (Q1)

= second quartile or median (Me)

= third quartile (Q3)

= maximum (max)

We analyse the external uniformity by calculating the
descriptive statistical measures on the collected data
referring to the different companies included in the sample
with respect to the same item. We analyse the internal
uniformity by calculating the descriptive statistical measures
on the collected data referring to the different items with
respect to the same company included in the sample.
Relevant insights emerge from the comparison between the
behaviors the companies have kept in the case in which the
item has been judged material, on the one hand, and in the
case in which the item has been judged not material, in the
other hand.

2.2. Research Sample

Wehaveused apurposive (or judgmental) samp le, namely
one that is selected on the basis of the knowledge of a
population and the purpose of the study. Such a sample is
coherent with the aims of our study that are not to generalize
on the results obtained for the sample, but to simply observe
the phenomenon under study within the context of the
sample itself.
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The criteria for the sampling are the following.

1. Exploring how the concept of materiality is interpreted
and applied in the context of the process of preparation of the
financial statements in accordance with the Italian
accounting standards requires that the sample is made up of
those companies to which such standards are directed and,
therefore, the sample units have to be chosen from among
Italian, commercial, industrial and service companies.

2. The Italian accounting standards are not mandatory for
any company. However, for those listed in the Italian Stock
Exchange, the Italian Companies and the Stock Exchange
Commission (CONSOB) has explicitly recommended their
adoption. In addition, all of them declare to adopt the Italian
accounting standards. Then, the sample units can be selected
among the listed Italian, commercial, industrial and service
companies.

3. Among the listed Italian, commercial, industrial and
service companies, it has been decided to choose the 100
largest ones, in terms of capitalization, with reference to 31
December 2004. The data relate to the financial statements
referring to the fiscal year ending on 31"™ December 2004.
The reference to such a date depends on the fact that the
financial statements ending on that date were the last to be
generally drawn up according to the Italian accounting
standards. In fact, the companies chosen would have the
option to adopt international accounting standards on a
voluntary basis for the fiscal year ending on or after 31%
December 2005 and it would become mandatory for the
fiscal year ending on or after 31°' December 2006.

3. Results

The financial statements of the companies included in the
sample have shown a variable number of the items listed in
Table 1. When shown, some of them have been judged
material, others have been judged not material. The results of
this first analysis is shown in Table 2.

Table 2. Companies perPositive and Negative Materiality Judgments
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The numbers that are shown in Table 2 with the gray
background correspond to the numbers of companies that
have judged material the number of items shown in the
second column and that have judged not material the number
of items shown in the second line. For example, 12
companies have judged material 3 items and have judged not
material 3 items.

Table 2 shows that our study is based on 636 materiality
decisions, 425 positive materiality decisions (in these cases
the amount of the item has been judged material because
information has been disclosed) and 211 negative materiality
decisions (in these cases the amount of the item has been
judged not material because information has not been
disclosed).

Table 3 and Table 4 show the results of the descriptive
statistical analysis of the data related to the companies that
have judged, respectively, material and not material the
items of Table 1. Every line shows the results of one of the
items listed in Table 1. The number in the first column refers
to the specific item listed in Table 1. The number in the
second column refers to the number of companies that have
judged material (Table 3) or not material (Table 4) the
specific item. The next columns show the values of the
descriptive statistical measures, in percentage terms,
indicated in the heading of the column.

Table 3. Descriptive Statistical Measures for the Companiese that Have
Judged Material the Specific Item

no. min Q1 Me Q3 max
1 38 0.00 0.10 022 055 54.15
2 89 001 0.10 021 048 567
3 85 0.00 0.14 0.34 125 14.20
4 80 0.00 037 098 2.60 16.27
5 51 0.00 001 044 4.67 51.02
6 11 0.00 0.00 0.02 1.12 22.30
7 8 0.00 0.04 0.12 1.15 373
8 25 0.03 045 2.00 7.59 14.38
9 38 0.00 0.05 025 0.84 3.78

Table 4. Descriptive Statistical Measures for the Companiese that Have
Judged not Material the Specific Item

No. of items judged not material 1o mn ol Me Q3 max
1 57 0.01 0.05 0.18 0.67 1.75
0 1 2 3 4 5 6 7 8 | 9| tot 2 11 0.00 0.13 0.19 0.32 098
3 10 0.00 001 0.04 0.34 1,62
0 1 1 4 10 0.06 0.12 025 1.15 207
= TS S 5 39 [ 000 [ 000 [ 002 [ 034 [ 1152
Q
g R 3 q 2 . ; 6 10 0.00 0.00 001 0.52 5.09
oy 7 7 0.00 0.00 0.00 0.14 139
O 3 1 1 2 12 6 1 23
2 8 16 0.00 0.04 0.09 140 557
R=X 4 1 2 10 8 1 22
@ 9 51 0.00 0.07 026 0.69 5.89
g 5 2 7 4 3 1 17
2:; 6 13|83 14 The fact that some companies have judged, at the same
Zo' 7 [ 4| 4 8 time, material some items and not material other items
8 | 3 3 among those listed in Table 1 allows us to observe the degree
9 of internal uniformity of the interpretation and application of
the concept of materiality, as said above. The aspects we are
ot | 1423 | 2|25 ]10] 6 100 ; )
interested in are two.
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The first concemns to the minimum (min) that every
company has judged material. Table 5 shows the results of
the descriptive statistical analysis of the minimum (min) that
the companies, that has judged material at least one item,
have been judged material.

Table 5. Analysis of the Minimum Values

min 0.00
Ql 001
Me 0.05
Q3 0.18
max 2.76

99 of the 100 companies included in the sample have
judged material at least one item of those listed in Table 1. In
25% of cases, the minimum (min) of the items judged
material has been at most equal to 0.01%. In 50% of cases, it
has been at most equal to 0.05%. In 75% of cases, it has been
at most equal to 0.18%.

The second aspect concerns to the comparison between
the behaviors the companies have kept in the case in which
the item has been judged material, on the one hand, and in
the case in which the item has been judged not material, in
the other hand. With respect to every company, we have
compared the maximum (max) of the items judged not
material, on the one hand, and the mininum (min) of the
items judged material, on the other hand. In 69 cases, the
former is higher than the latter. In 16 cases, the former is
lower than the latter. In the remaining 15 cases, the
comparison is not possible because the companies have
always judged the items either material (14) or not material

).

4. Discussion

Table 3 shows that, with reference to all the items listed in
Table 1, in a number of cases that appears to be not
negligible, the size of the item that has been judged material
appears to be really low, often close to 0%.

Table 5 shows that in 75% of cases in which a company
has judged material at least one item (that corresponds to 75
companies) the minimum (min) judged material has been at
most equal to 0.18%.

Thus, the datashow a tendency to disclose the information
subject to the materiality judgment also for the items whose
size does not actually appear material. This seems to be at
odds with the spirit of the concept of materiality, according
to which not material information should not be disclosed in
the financial statements since they may compromise the
effectiveness of the message conveyed.

With reference to each item listed in Table 1, comparing
the behavior of the companies that have judged material the
item (Table 3), on the one hand, with that of those that have
judged not material the same item (Table 4), on the other
hand, it results that in many cases a same size ofthe itemhas
been judged material by some companies and not material by
other companies.

With reference to the companies that have judged material
at least one item and, at the same time, not material at least
another item (85), it results that the size of at least one item
judged not material is higher than the size of at least another
item judged material in 69 cases (we refer to the cases in
which the maximum (max) of the item that has judged not
material is higher than the minimum (min) of the item that
has judged material).

Thus, the data show a broadly heterogeneous and
contradictory way to interpret and apply the concept of
materiality, both with respect to the same item and with
respect to the same company. This highlights that there are
not prerequisites to detect uniformity, neither external nor
internal. Therefore, the concept of materiality, with reference
to the companies included in the sample and to the types of
information analysed, does not present a uniform method of
interpretation and application. Rather, as previous studies
reveal, in situations in which mandated materiality
guidelines do not exist, as the Italian case investigated in our
study, materiality judgements exhibit considerable diversity
and remain primarily a matter of professional judg ment[26].

5. Conclusions

Our study has highlighted two main findings related to
how the concept of materiality is interpreted and applied by
the Italian companies included in the sample with respect to
the information observed.

Firstly, items that appearto be really low, also close to 0%,
have judged material.

Secondly, the interpretation and application of'the concept
of materiality are broadly heterogeneous and contradictory.
As concerns all of the types of information reported, it
emerged fromthe research that the behaviour of the various
companies included in the sample was, in general, highly
variable. In other words, the results showed that the research
brought to light neither converging behaviour leading
towards uniform practices, nor discriminating quantitative
dimensions (threshold values) which lead to disclosure or
omission of certain information.

What has paradoxically emerged from the research is that
the concept of materiality is applied, butit is done in so many
diverse ways that it becomes apparently difficult to identify
in practice. The intent is there, in theory, but in practice, it
can not be found to be concretely applied. That is to say that
the concept of materiality is, in effect, more of an ideal than a
concrete reality.

The main limitations of our study are represented by the
fact that it has adopted only a quantitative measure of
materiality, ignoring qualitative ones, and by the fact that
this measure is only the total assets of the balance sheet.
Adopting qualitative measures or a different quantitative
measure might have led to different findings.

Our study, as previous ones, emphasizes quantitative
factors in determining materiality. However, quantifying an
item represents only one step in analysing materiality.
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Materiality decisions require a complete analysis of all
relevant factors, both quantitative and qualitative. Some
qualitative  factors might cause items producing
quantitatively small amounts to be considered material. This
requires further research.
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