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U.S. Securities and Exchange Commission

SEC Staff Accounting Bulletin:
No. 99 - Materiality

SECURITIES AND EXCHANGE COMMISSION
17 CFR Part 211

[Release No. SAB 99]

Staff Accounting Bulletin No. 99

AGENCY: Securities and Exchange Commission
ACTION: Publication of Staff Accounting Bulletin

SUMMARY: This staff accounting bulletin expresses the views of the staff
that exclusive reliance on certain quantitative benchmarks to assess
materiality in preparing financial statements and performing audits of those
financial statements is inappropriate; misstatements are not immaterial
simply because they fall beneath a numerical threshold.

DATE: August 12, 1999

FOR FURTHER INFORMATION CONTACT: W. Scott Bayless, Associate
Chief Accountant, or Robert E. Burns, Chief Counsel, Office of the Chief
Accountant (202-942-4400), or David R. Fredrickson, Office of General
Counsel (202-942-0900), Securities and Exchange Commission, 450 Fifth
Street, N.W., Washington, D.C. 20549-1103; electronic addresses:
BaylessWS@sec.gov; BurnsR@sec.gov; FredricksonD@sec.gov.

SUPPLEMENTARY INFORMATION: The statements in the staff accounting
bulletins are not rules or interpretations of the Commission, nor are they
published as bearing the Commission's official approval. They represent
interpretations and practices followed by the Division of Corporation Finance
and the Office of the Chief Accountant in administering the disclosure
requirements of the Federal securities laws.

Jonathan G. Katz
Secretary

Date: August 12, 1999

Part 211 - (AMEND) Accordingly, Part 211 of Title 17 of the Code of Federal
Regulations is amended by adding Staff Accounting Bulletin No. 99 to the
table found in Subpart B.

STAFF ACCOUNTING BULLETIN NO. 99

The staff hereby adds Section M to Topic 1 of the Staff Accounting Bulletin
Series. Section M, entitled "Materiality," provides guidance in applying
materiality thresholds to the preparation of financial statements filed with
the Commission and the performance of audits of those financial
statements.

STAFF ACCOUNTING BULLETINS

TOPIC 1: FINANCIAL STATEMENTS
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M. Materiality

1. Assessing Materiality

Facts: During the course of preparing or auditing year-end financial
statements, financial management or the registrant's independent auditor
becomes aware of misstatements in a registrant's financial statements.
When combined, the misstatements result in a 4% overstatement of net
income and a $.02 (4%) overstatement of earnings per share. Because no
item in the registrant's consolidated financial statements is misstated by
more than 5%, management and the independent auditor conclude that the
deviation from generally accepted accounting principles ("GAAP") is

immaterial and that the accounting is permissible.l

Question: Each Statement of Financial Accounting Standards adopted by
the Financial Accounting Standards Board ("FASB") states, "The provisions
of this Statement need not be applied to immaterial items." In the staff's
view, may a registrant or the auditor of its financial statements assume the
immateriality of items that fall below a percentage threshold set by
management or the auditor to determine whether amounts and items are
material to the financial statements?

Interpretive Response: No. The staff is aware that certain registrants,
over time, have developed quantitative thresholds as "rules of thumb" to
assist in the preparation of their financial statements, and that auditors also
have used these thresholds in their evaluation of whether items might be
considered material to users of a registrant's financial statements. One rule

of thumb in particular suggests that the misstatement or omissionZ of an
item that falls under a 5% threshold is not material in the absence of
particularly egregious circumstances, such as self-dealing or
misappropriation by senior management. The staff reminds registrants and
the auditors of their financial statements that exclusive reliance on this or
any percentage or numerical threshold has no basis in the accounting
literature or the law.

The use of a percentage as a numerical threshold, such as 5%, may provide
the basis for a preliminary assumption that - without considering all
relevant circumstances — a deviation of less than the specified percentage
with respect to a particular item on the registrant's financial statements is
unlikely to be material. The staff has no objection to such a "rule of thumb"
as an initial step in assessing materiality. But quantifying, in percentage
terms, the magnitude of a misstatement is only the beginning of an
analysis of materiality; it cannot appropriately be used as a substitute for a
full analysis of all relevant considerations. Materiality concerns the
significance of an item to users of a registrant's financial statements. A
matter is "material" if there is a substantial likelihood that a reasonable
person would consider it important. In its Statement of Financial Accounting
Concepts No. 2, the FASB stated the essence of the concept of materiality
as follows:

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

correction of the item.3

This formulation in the accounting literature is in substance identical to the
formulation used by the courts in interpreting the federal securities laws.
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The Supreme Court has held that a fact is material if there is -

a substantial likelihood that the . . . fact would have been viewed by the
reasonable investor as having significantly altered the "total mix" of

information made available.

Under the governing principles, an assessment of materiality requires that
one views the facts in the context of the "surrounding circumstances," as
the accounting literature puts it, or the "total mix" of information, in the
words of the Supreme Court. In the context of a misstatement of a financial
statement item, while the "total mix" includes the size in numerical or
percentage terms of the misstatement, it also includes the factual context in
which the user of financial statements would view the financial statement
item. The shorthand in the accounting and auditing literature for this
analysis is that financial management and the auditor must consider both

"quantitative" and "qualitative" factors in assessing an item's materiality.5
Court decisions, Commission rules and enforcement actions, and accounting
and auditing literature® have all considered "qualitative" factors in various
contexts.

The FASB has long emphasized that materiality cannot be reduced to a
numerical formula. In its Concepts Statement No. 2, the FASB noted that
some had urged it to promulgate quantitative materiality guides for use in a
variety of situations. The FASB rejected such an approach as representing
only a "minority view," stating -

The predominant view is that materiality judgments can properly be made
only by those who have all the facts. The Board's present position is that no
general standards of materiality could be formulated to take into account all

the considerations that enter into an experienced human judgment. Z

The FASB noted that, in certain limited circumstances, the Commission and
other authoritative bodies had issued quantitative materiality guidance,
citing as examples guidelines ranging from one to ten percent with respect

to a variety of disclosures.8 And it took account of contradictory studies,
one showing a lack of uniformity among auditors on materiality judgments,
and another suggesting widespread use of a "rule of thumb" of five to ten

percent of net income.2 The FASB also considered whether an evaluation of

materiality could be based solely on anticipating the market's reaction to

accounting information.12

The FASB rejected a formulaic approach to discharging "the onerous duty of

making materiality decisions"L in favor of an approach that takes into

account all the relevant considerations. In so doing, it made clear that -

[M]agnitude by itself, without regard to the nature of the item and the
circumstances in which the judgment has to be made, will not generally be

a sufficient basis for a materiality judgment.ﬁ

Evaluation of materiality requires a registrant and its auditor to consider
allthe relevant circumstances, and the staff believes that there are
numerous circumstances in which misstatements below 5% could well be
material. Qualitative factors may cause misstatements of quantitatively
small amounts to be material; as stated in the auditing literature:

As a result of the interaction of quantitative and qualitative considerations
in materiality judgments, misstatements of relatively small amounts that
come to the auditor's attention could have a material effect on the financial

statements.13
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