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Abstract

This study investigates the relationship between key audit matters and earnings benchmark performance on
management credibility. This research employs a 2x2 between-subjects factorial design. The independent
variables are auditor report type and earnings benchmark performance, and the dependent variable is
management credibility. Data were collected through scenario design and questionnaire distribution among 176
professional and non-professional subjects. The results indicate that the disclosure of a key audit matter alone
does not have a significant impact on management credibility. However, when this disclosure is accompanied by
earnings realization consistent with analysts' forecasts, professional investors adopt a more skeptical view of
management, and management credibility decreases. This reaction can be explained within the theoretical
framework of earnings management, meaning that the interaction of "earnings realization (earnings benchmark
performance)" and "key audit matter" is perceived by professional investors as a signal of aggressive earnings
management and management's attempt to conceal fundamental weaknesses. In contrast, non-professional
investors do not make such an interpretation, and for them, the interaction of key audit matters and earnings
benchmark performance has no effect on management credibility. It is worth noting that the only factor affecting
management credibility from the perspective of non-professional investors is earnings benchmark performance.
The findings of this study can be beneficial for various groups, including standard setters, auditors, analysts,
investors, academics, and researchers.
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Introduction

In the past, audit reports largely consisted of standard “pass or fail” statements, offering little insight into how
those judgments were reached (Ride et al., 2019). Following major corporate scandals and the 2008 financial
crisis, international bodies (IAASB, 2015, and PCAOB,2018) introduced regulations to enhance the transparency
of audit reports, including expanded reports containing "Key Audit Matters" (KAMs). According to ISA 701,
KAMs disclose audit issues related to areas of financial statement materiality that involve challenging,
subjective, or complex auditor judgments. Disclosure of Key Audit Matters (KAM) indicates the presence of
significant business risks, but the issuance of an unmodified audit opinion can assure that these risks have been
managed according to accounting standards. Therefore, KAM may only reduce information asymmetry without
undermining investors' perception of management.
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However, empirical evidence is contradictory: some studies show that KAM increases non-professional
investors' perception of auditor credibility and reduces perceived risk (Carver, Morrell, & Trinkle, 2023), while
other research suggests that KAM can weaken management's credibility in specific circumstances (e.g., when
earnings match analyst forecasts or when issues relate to strict standards), but not when standards are ambiguous
(Carver & Trinkle, 2017; Ozlansky, 2019). Given the conflicting results of previous research and the mandatory
implementation of Audit Standard 701 in Iran from early 1401, this study investigates the relationship between
key audit matters, earnings benchmark performance, and management credibility.

Method and Data

In this study, an experimental method and a 2x2 between-subjects factorial design were used to test the
hypotheses. The manipulated independent variables are: the type of auditor's report and earnings benchmark
performance. Each independent variable has two levels: type of auditor's report (auditor's report without a key
audit matter and auditor's report with a key audit matter) and earnings benchmark performance(realization of
analyst's estimated profit and non-realization of analyst's estimated profit). The dependent variable of the study is
management credibility. The statistical population of this study includes postgraduate students, MBA students,
and professional experts. Sample selection was based on the accessibility of individuals in the statistical
population and their willingness to participate in the research. All data were collected in 1403, and 209 people
(109 professional experts and 100 academics) participated. Among the collected data, 30 experiments (12 from
the professional group and 18 from the academic group) were removed from the sample due to outliers and
incorrect responses of the subjects to manipulation check questions. Also, 3 experiments (1 from the professional
group and 2 from the academic group) were removed from the sample to equalize group sizes. The final number
of subjects as the sample for this study is 176 people (80 academics and 96 professional experts), with each
group of subjects independently and randomly assigned to 4 groups of equal size. It should be noted that in data
collection, both the selection of subjects and the assignment of subjects to groups were done randomly, and the
effect of the experience variable was controlled by matching groups, and the effects of age and gender variables
were controlled randomly.

Findings

Research results show that the number of subjects is 176 (including 96 professionals and 80 academics), of
which 42% of professionals and 50% of academics are women, and the rest are men. 63% of professionals and
20% of academics have more than 6 years of investment experience. The field of study for 76% of professionals
and 90% of academics is accounting and financial management. Furthermore, 100% of academics and 86% of
professionals have postgraduate education. 37% of professionals and 29% of academics are fully familiar with
financial statement auditing; in addition, 21% of professionals and 15% of academics are fully familiar with
auditing standard 701. It is worth noting that 30% of the professional specialists held positions at the deputy and
management levels in reputable financial institutions, including investment companies, investment funds, etc.
The results of hypothesis testing show that the inclusion of a key audit matter in the auditor's report does not
affect management's credibility. However, when a key audit matter is included in the auditor's report and profit
aligns with analysts' forecasts, professional investors adopt a more skeptical view of management, and
management's credibility decreases. It is worth noting that from the perspective of non-professional investors,
the interaction of key audit matters and earnings benchmark performance does not affect management's
credibility.

Conclusion and discussion

Given the mandatory implementation of Audit Standard 701 in Iran since 1401(2022) with the aim of increasing
the informational value of the auditor's report, the present study examines the relationship between Key Audit
Matters, earnings benchmark performance, and management credibility. The final sample size of this study is
176 individuals (including 96 professionals and 80 academics). The research results indicate that the inclusion of
KAMs in the auditor's report does not affect management credibility. This is because non-professional investors
lack the ability to analyze these complex issues and cannot understand the relationship between these matters
and management performance (PCAOB, 2014 and 2016c). On the other hand, the disclosure of KAMSs suggests
the presence of significant business risks. However, when KAMs are disclosed in the audit report, and there is no
change in the auditor's opinion, investors are assured that management has identified these risks and addressed
them in a manner consistent with accounting standards. Therefore, KAMs do not affect professional investors'
perception of management credibility (Mercer, 2004). The findings of this study are consistent with those of
Ozlansky (2019), Carver and Trinkle (2017), and inconsistent with the findings of Doxy (2014), Kelton and
Montague (2018), and Rapley et al. (2021). It is noteworthy that when a KAM is included in the auditor's report
and profit aligns with analysts' forecasts, professional investors have a more skeptical view of management, and
management credibility decreases. This is because investors may suspect earnings management, and trust in the
quality of reported performance may decline. The results of this section confirm the findings of Carver and
Trinkle (2017). It is worth noting that from the perspective of non-professional investors, the interaction of key
audit imatters and earnings benchmark performance does not affect management's credibility.
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