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ABSTRACT

After the demise of Enron and World.com particularly, there is high concern regarding
the responsibilities of the auditors among the users of financial statements. At times,
there are misconceptions of auditors’ responsibilities, hence resulting in an audit
expectation gap. As the gap widens, it creates worries among the professional bodies,
practicing auditors and the users of financial statements. Therefore, many researchers
conduct their studies on audit expectation gap. Beginning from the research
conducted by Liggio in 1974, further studies on audit expectation gap have been done
by other researchers. A study done by Fadzly and Ahmad (2004), proved the existence
of audit expectation gap in Malaysia. Since other literatures, Hussain (2003), Fadzly
and Ahmad (2004) and Lee and Azham (2008a) suggest audit education could reduce
audit expectation gap, this study focuses on whether audit expectation gap exists
between auditors and accounting students, and whether audit education in terms of
practical training and audit course reduce the gap. The study obtains auditors’
perceptions on factors influencing audit expectation gap and suggested ways to reduce
audit expectation gap. The survey method is used in the current study. The
questionnaires were sent to the practicing auditors and disseminated to the accounting
students in their auditing classes in a sample university. It is hoped that this study can
provide more information regarding audit expectation gap in Malaysia especially on
the issue of whether audit education does reduce audit expectation gap. The findings
in the current study prove that there is an audit expectation gap between auditors and
the accounting students. Furthermore, it is provides evidence that practical training
has its limitations in narrowing the audit expectation gap compared to audit course
which is found to be a better way to minimize the gap. Perhaps, the findings of this
study could be useful to the accounting regulators, by providing empirical evidence, as
they would have the first-hand knowledge of the challenges due to audit expectation
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CHAPTER ONE

INTRODUCTION

1.0 BACKGROUND OF STUDY

The debacle of expectation gap in auditing is no more a new issue among the
accounting profession or the users of financial statements. This crucial problem has
been debated since 1974 until today by practitioners and researchers. However, the
gap still could not be minimized due to the different expectations from society on
auditors.

In 1994, Fadzly and Ahmad conducted the first research to assess the existence
of audit expectation gap in Malaysia. The current study will extend the research done
by Fadzly and Ahmad (2004) and Ariff and Rosmaini (2008) in a sense that it will
focus on the perceptions among auditors on audit expectation gap in Malaysia with
regards to causes leading to the gap as well as possible means to minimize it.
Moreover, this study will also expand the study by Azham, Lee, Mohamad and
Marianne (2008) in which it will focus on whether audit education and practical
training do reduce audit expectation gap. Determining the differences in perception
between auditors and accounting students with regard to audit expectation gap have
not been conducted by prior literature.

This current study, hopefully, will expose the extent of the perceptions
between auditors and the accounting students on the audit expectation gap in
Malaysia. It is also hoped that this present study will identify whether audit education

minimize the gap in auditing.




1.1 ISSUES OF AUDIT EXPECTATION GAP
The issues of audit expectation gap are not only being debated in the Asian region, but
worldwide. Many researchers from the West have conducted researches to investigate
the existence of audit expectation gap in several countries. According to O’Malley
(1993) in the CPA Journal, the authors claimed that the expectations stem partly from
the public views towards the profession as the ‘public watchdog’. Due to this, the
demand for absolute assurance from the users of financial statements is expected.
However, the requirement by the International Standards on Auditing
ISAs, which 1s agreed as the approved auditing standards practiced in Malaysia, 240
paragraph 21, clearly stated that;

An auditor conducting an audit in accordance with ISAs obtains

reasonable assurance that the financial statements taken as a whole are

free from material misstatement, whether caused by fraud or error. An

auditor cannot obtain absolute assurance that material misstatements in

the financial statements will be detected because of such factors as the

use of judgment, the use of testing, the inherent limitations of internal

control and the fact that much of the audit evidence available to the

auditor is persuasive rather than conclusive in nature.

Another significant issue was the expectations of the users of financial
statements for the auditors to detect fraud. In most studies, the results of the survey
state that the public have a very huge expectation for the auditors to detect fraud.
Managers particularly expect these to be important and in line with the company audit
objectives and satisfies the tax purposes. Managers who are knowledgeable about
auditing, more senior and more exposed to audits have less demanding audit
expectations compared to the less knowledgeable in audit (Koh and Woo, 2001).
Based on this evidence, the current study determines whether students, who are less

knowledgeable in audit, have a wider audit expectation gap from the auditors’

perception. Subsequently, the objectives of the study are stated below.




1.2 AIMS OF STUDY

The main objectives of the study are to determine whether audit expectation gap exists
between accounting students and auditors and whether audit education could reduce
this gap, followed by the factors that could possibly lead to audit expectation gap in
Malaysia, and consequently to suggest ways to reduce this gap. Therefore, the current
research will obtain the perceptions among auditors and accounting students to test for
audit expectation gap and investigate the possibility of audit education narrowing this
gap.

The aims of the study lead to two research questions. The research questions
are:

1) What is the extent of the audit expectation gap between auditors and
accounting students?
i1) Does audit expectation gap reduce with audit education, in terms of:
a) Audit course,
b) Practical training?

This current study will focus on the auditors and students, however firstly, the
perceptions among the auditors will be tested against the auditing standards to identify
the gap between auditors’ perceptions and the approved standards. This gap is
expected to be small. Meanwhile, the accounting students from a sample university
are divided into three groups. The first group is those who have not done any auditing
course, hence do not have any auditing background. The second group comprises
those who have undergone at least the basic auditing course but have not undergone
their practical training, and finally the third group which consist of students who have
undergone their auditing course as well as their practical training. The expectation gap

is expected to reduce as more audit education or practical training is attained.




Fadzly and Ahmad (2004) claim that audit expectation gap becomes a
significant issue because it could bring about damage to the essence of auditing
profession, that is trust. Therefore, if the expectation gap in auditing keeps widening,
definitely the essence in auditing profession might be impaired.

Humphrey, Moizer and Turley (1993a) mentioned that researchers are
concerned with investigating the factors contributing to the expectation gap and
suggest for solutions to reduce the gap. However, in Malaysia, there is still lack of
studies in identifying the factors of audit expectation gap and solutions to minimize
the gap. Perhaps, by having this research conducted, it will provide insights especially
for the users of financial statements as well as the auditors on the possibilities of

alleviating audit expectation gap in Malaysia.

1.3 MOTIVATIONS OF STUDY

Study on the perceptions of auditors and students with respect to audit expectation gap
in Malaysia, as well as the reasons that contribute to the gap and ways to reduce the
gap are motivated by three factors. The factors are:

(i) Most of the prior studies deal with the existence of audit expectation gap
only, without providing a detailed analysis of the difference in perceptions
among auditors and accounting students. Also the possible causes of audit
expectation gap and ways to minimize audit expectation gap in Malaysia,
from the perspective of auditors have been neglected.

i) The researcher was motivated to discover whether education did indeed
have some influence in reducing audit expectation gap.

i) The researcher also hoped that by attempting to explore the factors that

attributed to the existence of audit expectation gap from the perspective of
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auditors in Malaysia, perhaps the findings may be useful to minimize the
audit expectation gap. Also, if education is required on non-auditors,
perhaps it should be put into practice in order for them to become more

aware of the real functions of an auditor.

SIGNIFICANCE OF STUDY

The significances of this study could be viewed from two perspectives. They are:

(1)

(i)

(iii)

The findings of this study could be useful to the profession, as well as
accounting regulators as various measures of reducing audit expectation
gap can be put into practice. Since the ways to minimize the gap are
obtained based on the perception of current auditors in Malaysia, they
would have a first-hand knowledge of the challenges they are facing
from non-auditors in the Malaysian context.

The findings obtained on the causes of audit expectation gap may also
be informative to interested users of financial statements and non-
auditors as they are made aware of the responsibilities of the auditors
indirectly through this study.

It is also expected that this study can provide more information
regarding the audit expectation gap in Malaysia, especially on the issue
of whether audit education does reduce audit expectation gap. If it does,

efforts should be made towards such initiatives.

1.5 STRUCTURE OF STUDY

The remainder of this dissertation is organized into five major chapters. The next

chapter summarizes the literature review that entails the existence and nature of audit




expectation gap, causes of audit expectation gap and recommended solutions of audit
expectation gap. Chapter 3 discusses the background and framework of auditing in
Malaysia. Chapter 4 contains the sample selection, research method used,
questionnaire distribution and statistical analysis of this study. The results and
discussion of the study are presented in Chapter 5. Finally, the concluding chapter
summarizes the findings, highlights the limitations of the study and suggests

directions for future research.




CHAPTER TWO

LITERATURE REVIEW

2.0 INTRODUCTION

This chapter describes the review of literature that has been done in this study. The
definition of audit expectation gap will be discussed at the beginning of this chapter.
Then, the remainder of this chapter is organized into three.

The first part in Section 2.2 outlines the literature on existence and nature of
audit expectation gap in different countries around the world. Meanwhile, the second
part covered in Section 2.3 evaluates the literature on causes of audit expectation gap
while Section 2.4 covers the literature on recommended solutions of audit expectation

gap. Finally, Section 2.5 concludes the chapter.

2.1 DEFINITION OF AUDIT EXPECTATION GAP

After the demise of Enron and World.com particularly, there is a high concern
regarding the responsibilities of the auditors among the users of financial statements.
Beginning from the research done by Liggio in 1974, further studies on audit
expectation gap have been done by other researchers. Albrecht (2003) states that the
audit profession is at a crossroads which means the business community is searching
for some way to increase its confidence in the financial statements’ fairness. This

shows that the efforts to minimize the gap in auditing are continuing.




Liggio (1974) is a seminal study on the term audit expectation gap. The term
‘expectation gap’ was first defined by Liggio, (cited in Koh and Woo, 1998) as the
difference between the levels of expected performance ‘as envisioned by the
independent audit and by the users of financial statements’. Similarly, Cohen (1978)
defined expectation gap as ‘the gap between what the public expects or needs and

what auditors can and should reasonably expect to accomplish’.

According to Porter (1993), there are two components of expectation gap.
There are reasonableness gap and performance gap. Porter (1993) defined
reasonableness gap as the gap between what society expects auditors to achieve and
what auditors can reasonably be expected to accomplish. While performance gap
means the gap between what societies can reasonably expect auditors to accomplish
and what auditors are perceived to achieve.

Monroe and Woodliff (1993), Wolf, Tackett and Claypool (1999), and
Marianne (2006) defined audit expectation gap as the reasonableness gap. Monroe and
Woodliff (1993) defined audit expectation gap as the difference in beliefs between
auditors and the public about the duties and responsibilities assumed by auditors and
the messages conveyed by audit reports. While Wolf et al., (1999) defined expectation
gap as the different expectations of what ‘the public’ desires from the audit and what
the auditors understand his or her role to encompass. Marianne (2006) extended the
definition of expectation gap as what the public and the users of financial statement
perceive an audit to be and what the audit profession claim is expected of them during

an audit.



On the other hand, Porter (1993) and Shaikh and Talha (2003) defined audit
expectation gap as the performance gap. Porter (1993) discovered expectation gap as
the gap between society’s expectation of auditors and auditors’ performance.
Meanwhile, Shaikh and Talha (2003) defined expectation gap as the difference
between levels of expected performance as envisaged by auditors and users of
financial reports.

From these definitions, the differences can be seen that the audit expectation
gap 1s either defined under reasonableness gap or performance gap. It depends on the
researchers who conduct the study.

Although I agree with all the above definitions of audit expectation gap, a clear
distinction has to be made in relation to this study. The definitions above refer to audit
expectation gap as differences in expectations between auditors and users of financial
statements, or even extended to the public. These definitions combined together can
consequently establish a definition of audit expectation gap as the difference of
perceptions between auditors and non-auditors. This is the stance taken by this study,
in which the non-auditors in question here are students.

In fact, the study of audit expectation gap that stemmed since 1974 by Liggio
is still being explored by other researchers. Perhaps, this study will be able to expose
the current scenario and perceptions of audit expectation gap in Malaysia with regards
to causes leading to the gap and recommended solution to narrow the gap.

The next sub-section will cover the literature review on the existence and

nature of audit expectation gap.



2.2 LITERATURE REVIEW ON EXISTENCE AND NATURE OF AUDIT
EXPECTATION GAP

After looking at the definition of audit expectation gap from various studies, now we
will focus on the literatures that have been reviewed to show the existence and nature
of audit expectation gap all around the world.

All the literatures that have been reviewed used a similar research
methodology in their respective studies. Overall, the studies compare the responses
between auditors and various user groups and all studies found the existence of audit
expectation gap in their countries through questionnaires.

The first literature review concerns the existence of audit expectation gap in
Britain. Humphrey et al., (1993a) confirmed that there was an audit expectation gap in
the nature of the audit function and the perceived performance of auditors. The sample
respondents are between the chartered accountants in public practice and the financial
directors, investment analysts, bankers and financial journalists as the user groups.
The main findings of the study are the expectation gaps in relation to fraud detection,
the extent of auditors’ responsibilities to third parties, the nature of balance sheet
valuations, the strength and continuing threats to auditors’ independence and aspect of
conduct of audit work.

Meanwhile, Monroe and Woodliff (1994) discovered the existence of audit
expectation gap in Australia. The sample respondents are between the auditors and the
accountants, directors, creditors, shareholders and undergraduate students. The result
shows that there was a gap between auditors and the various groups for the old report
wording. The modified wording in the new report eliminated some of the differences

in the old report, however, still create a few difference between auditors and various

groups.
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The study to investigate the existence of audit expectation gap was extended
by Best, Buckby and Tan (2001) in Singapore. The researchers investigated the extent
of audit expectation gap in Singapore in the mid 1990’s through a survey of auditors
as well as the bankers and investors as the user groups. The result of this study found a
wide gap on the issues of auditor’s responsibilities for fraud prevention and detection,
auditor’s responsibilities for maintenance of accounting records and exercise of

judgment in the selection of audit procedures.

Later, Hudaib and Haniffa (2002) conducted a study to investigate the
existence of audit expectation gap in Saudi Arabia. The sample respondents are the
auditors and the credit managers, financial analyst, shareholders, financial directors
and governmental body representatives as the user groups. The main findings of the
study are the auditors and finance directors disagree with the roles related to fraud
detection, where the latter expect the auditors to accomplish this role.

Similar to the above study, Hussain (2003) indicated that audit expectation gap
does exist in Oman. The author investigated the existence of the gap by having
questionnaires to be responded by the auditing students during the first week and last
week of classes. In the beginning, the students strongly believed that auditing would
prevent significant errors, however this belief weakened by the end of the course. The
auditing course also caused the students to upgrade their view regarding the
responsibility of auditors to shareholders and creditors. The results of the responses
changed before and after the auditing course due to an auditing course the students

undertook. This showed that education does seem to reduce this gap.

11



Similarly, the same scenario happened in the Republic of China whereby Lin
and Chen (2004) confirmed the existence of audit expectation gap. The sample
respondents are the public accountants at the accounting/auditing firms as well as the
investors, creditors, government officials, business management and academics as the
user groups. The main findings of the study is there is an expectation gap in relation to
audit objectives, auditor’s obligation to detect frauds, third-party liability of auditors
and the impact of government sponsorship on the credibility of audit services. The gap
is mainly derived from the public’s expectation of auditor’s responsibility to detect
fraud. The results of Lin and Chen (2004) are not unlike the findings of Best et
al.,(2001) in Singapore, where the auditors believe that they have little responsibility
in fraud detection and prevention, however the bankers and investors as the user
groups have high expectation from the auditors (Best et al., 2001).

In Malaysia, an empirical study on the existence of audit expectation gap was
first conducted by Fadzly and Ahmad (2004). Both authors investigated the existence
of audit expectation gap in Malaysia after the Enron and Andersen debacles by using
the same methodology as in Best et al., (2001) that performed survey among auditors
and major users of financial statements, i.e bankers, investors and stockbrokers. The
authors explored the potential of using reading material as an approach of audit
education.

This research finds that there is a wide gap with regard to auditors’
responsibilities in fraud detection and presentation, internal control, preparation of
financial statements and accounting records. The authors also discovered that brokers
and investors disagreed that audited financial statements are useful for performance
monitoring purposes, thus, this shows the lack of confidence in evaluating investment

prospects. However, Malaysian users still believe that auditors arc trustworthy. The

12



authors also suggest that a strong value of integrity and working towards effective
enforcement should be instilled among auditors. Signs of expectation gap in auditing
were also reduced among investors who were given reading material while responding
to the survey. In Fadzly and Ahmad (2004), the authors used brochure as a reading
material. This approach is used to educate the investors as the control group about
auditing and correcting common misconceptions about auditing with regard to
responsibilities of auditors particularly.

Later, the study on the existence of audit expectation gap is conducted by
Alleyne and Howard (2005) in Barbados. The sample respondents are the auditors as
well as the senior managers of public limited companies, senior managers of financial
institutions, and investors as the user groups. The researchers indicated that the
expectation gap is wide as the auditors feel that the detection of fraud is
management’s responsibility, while the users and management disagree. This study
also found that by having sound internal control and effective audit committees,
companies are better in dealing with fraud prevention and detection.

Then, a study was conducted to investigate the existence of audit expectation
gap between auditors and financial statement users in Egypt by Dixon and Woodhead
(2006). The research method used in this study is almost identical to that used in Best
et al., (2001) and Fadzly and Ahmad (2004). The participants of the study are auditors,
bankers and investors. The results of the study found evidence of a wide expectation
gap in Egypt in the areas of auditor responsibilities for fraud prevention, maintenance
of accounting records and auditor judgment in the selection of audit process.

Sidani (2007) extended the study on the existence of audit expectation gap to
Lebanon. The study was conducted to assess the possible existence of expectation gap

between accountants and non-accountants. The result of the study reveals that there is

13



