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ABSTRACT

The present paper aims to experimentally examine and test the effect of activating the role of
audit committees as a corporate governance mechanism on the auditor’ sound judgment about
material misstatements in financial statements in the Egyptian professional practice environment.
The current study targets auditors of listed companies. We have chosen arbitrarily a selective
sample of 193 auditors, We are used to measuring the effect of activating the role of the audit
committee on auditor’s sound judgment about material misstatements in financial statements,
experimentally designing (2 x 1), this variable has been divided into two levels (activating the
role of the audit committee and not activating the role of the audit committee). A lack of
statistically significant differences is found between sample auditors under activating or not
activating the role of the audit about auditor’s sound judgment regarding material misstatements in
the financial statements.

Keywords: audit committees, corporate governance, Professional judgment, professional
skepticism.

INTRODUCTION

Professional judgment influences the very essence of auditing; it pervasively is® audit quality
from the beginning to the end, and it can be both the primary means by which auditors control
non-sampling risk and a major source of it. If evidence, beliefs, and risk assessments are the
cornerstones of auditing, professional judgment is their connective mortar (Bell et al. 2005).
Focus recently has increased auditor’ fundamental sound judgment, because of the move towards
principles-based-accounting and auditing standards, and an increased focus on fair value

! Professional judgment is the application of relevant training, knowledge and experience; within the
context provided by auditing, accounting and ethical standards, in making informed decisions about the
courses of action that are appropriate in the circumstances of the audit engagement.
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measurements (Mala and Parmod 2015)2.

Several studies (Libby and Luft 1993; Solomon and Shields 1995; Solomon and Trotman 2003;
Nelson and Tan 2005) addressed professional judgments, Libby and Luft (1993) have proposed
the conceptual equation of the determinants of performance of auditor’ judgment based on the
results of previous studies in the field of accounting and auditing, and have pointed out that the
performance of judgment is a function of both the ability and motivation, environment and
knowledge. Nelson and Tan (2005) explained the determinants of auditor’ sound judgment in
three groups; the first group is related to the task of the auditing, and the second is related to an
auditor, the latter is concerned with the relationship between the auditor and other joint parties to
perform the task.

On the other hand, audit committee is - a committee of the Board of Directors - one of the most
important corporate governance mechanisms that affects the quality of the financial reporting,
including the audit quality, and through its interaction with both the auditor and management. The
main goal of the composition of audit committees is to confirm and increase the reliability and
credibility of the financial statements through its support for the independence of the auditor and
help him to perform the audit process without any pressure adversely affecting the credibility or
the reliability of the results. Many studies have been conducted in order to explore the
relationship between audit committees properties (the independence of the audit committee,
and the experience of its members, and the number of its meeting) and audit quality, and many
studies (Klein 2002; Abbott et al. 2003; Carcello et al. 2009; Lin and Hwang 2010) have shown
that the audit Committee properties increase the effectiveness and the ability of the auditor to
reduce earnings management practices, and thus improve the quality of financial reporting. On
the contrary, other studies (Felo et al. 2003; Line et al. 2006; Ghosh et al. 2010) did not support
the existence of a relationship between audit committee characteristics and earnings management
practices.

Since the auditor in charge of clear responsibility for issuing sound professional judgment, and
understanding the determinants of judgments safety help in the formulation of solutions that
support their safety, and since the purpose of issuing effectively auditor’ judgment is to improve
the fairness, transparency and reliability of the information contained in the financial statements,
which is consistent with the objectives of corporate governance, we give great concern to a clear

2 In the final report of the advisory committee on improvements to financial reporting to the united states
securities and exchange commission, issued on august 1, 2008, addressed the use of ‘reasonable
judgments’ in the accounting and auditing profession recognized the need for a cultural shift towards the
acceptance of more judgment and recommended that both the SEC and PCAOB issue statements of
policy articulating how the reasonableness of accounting and auditing judgments is evaluated.
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vision for a sense of whether and / or how it can contribute to the audit committee as a corporate
governance mechanism in the issuance of the auditor's sound professional judgment. Therefore,
the present paper aims to experimentally examine and test the effect of activating the role of
audit committees on the auditor’ sound judgment about material misstatements in financial
statements in the Egyptian professional practice environment.

The academic interest of the research comes from its concentration on the importance of the
auditor’ sound judgment, keeping pace with the auditing standards focus especially the
international and US auditing standards (IAASB 2012; APB 2010; APB 2012; PCAOB 2012),
which emphasize the importance of the role played by professional judgments in the audit
process. The research acquires its professional importance from the role the sound judgment
plays in reducing the likelihood of inappropriate auditor's selection or application of the audit
procedures and thus, the wrong interpretation of the audit results. In addition to the establishment of
IAASB issued new report IAS standards (2014). 720; 700; 701; 570; 705; 706; 260, proposed to
be applied starting from December 15, 2016, aiming to renew the auditor's focus on the things
that should have been reported, and that increase issuing of professional judgments.

The current paper is organized as follows: In Section 2 the theory and hypotheses are presented.
Section 3 discusses the design and results of the experiment and the final section provides
conclusions.

THEORY AND HYPOTHESES
Steps of sound judgment process

Professional judgment does not mean that the auditor has access to or can configure the
conclusions on his own, auditors always issue conclusions on the information and evidence
gathered, and also professional judgments do not mean that the auditor is able to detect
misstatements that he could not collect information about after applying appropriate audit
procedures. Professional judgment is the process of forming an opinion or evaluation
characterized in accordance with the professional and ethical standards, which require
specialized knowledge and ongoing and extensive training (Fazal 2011). According to some
researchers (e.g., Abdul Karim 1991; Morrill 2005; Mahjoub 2012) professional judgments is a
process of continuous understanding and recognition to acquire information and run it through
the auditing stages, and the purpose of it is choosing an alternative from among the available
alternatives in light of the auditor's experience.

Auditors with experience and knowledge can issue, when applying professional standards,
various provisions in the same similar circumstances, this does not necessarily mean that a
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particular judgment is true and the other is wrong, but that results from challenges directed by
auditors when issuing professional judgments. Glover et al. (2012) believe that the auditor’
unintentional thinking may lead to the issuance of the improper judgment, and therefore auditor
must clarify the steps of the judgment process, because they positively contribute to reducing
personal bias, gathering information, and drawing diverse perspectives of others.

According to Ranzilla et al. (2013), the document of issuance of judgment is seen as crucial,
because it helps to develop well-reasoned conclusions, when others are against these judgments,
to show an analysis of the characteristics and circumstances and the alternatives that were taken
into account, and to explain how judgment was reached. Therefore many studies and professional
organizations (CICA 1995; Ballou and Dan 2004; Moore 2009; ICAS 2012; Glover et al. 2012;
Ranzilla et al. 2013; CAQ 2014) focused on clarifying the basic steps for the auditor’ sound
judgment, and made clear that it is represented in:

e ldentifying and defining the issue. This is not always as easy as it sounds, and

it depends on the ability to consider multiple perspectives, including information that
contradicts with management’s assertions.
e Gathering the facts and information, and identifying the relevant literature.

This is not limited to learning the company’s version of events through discussion. Critical
assessment of evidence such as contracts, memoranda, calculations, meeting minutes,
and external information is also part of the process.

e Performing the analysis and identifying the alternatives. Auditors need to be
thorough while examining potential alternatives and they should be vigilant in
identifying information that could disconfirm expectations or management’s position.

e Making the decision. If a supportable judgment process has not been followed, the
auditor might need to reconsider the process and the evidence obtained.

e Reviewing and completing the documentation and rationale for the conclusion.
Documentation should be performed throughout the judgment process, as it can enable a
more objective and complete assessment.

The auditor’ communication with those charged with governance

Recognizing the importance of effective two-way communication between the auditor and those
charged with governance during the auditing process; the International Auditing and Assurance
Standards Board has issued IAS 260 which provides a comprehensive framework for the auditor’
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communication with those charged with governance3, and identifies some specific matters to be
communicated with them. The Standard has revealed that effective communication between the
parties is considered important in assisting both the auditor and those charged with governance in
understanding matters related to the audit in context, and in developing constructive working
relationships. This relationship is developed while maintaining the auditor’s independence and
objectivity (IAS (2015). 260. 4).

According to this standard, the communication between the auditor and those charged with
governance is considered an integral part of each audit process, however, the standard did not
oblige the auditor to conduct procedures, in particular, to identify the matters that should be
concerned, but explained that the auditor should communicate with those charged with
governance regarding the scope and timing of the audit planning process, and continues to regard
the point of view concerning the nature of significant accounting practice for client, and also to
communicate regarding the material limitations faced during the audit. It also identified that the
auditor should contact with those charged with governance, writing about independence and in a
timely manner, and should be evaluated whether the communication in both directions is
considered sufficient for the purpose of the review process or not, and if it was not enough, the
auditor should be evaluated according to his assessment of the risks of material misstatements,
and his ability to collect adequate and appropriate evidence, and take appropriate actions.

The effect of activating the audit committee’s role on auditor’s sound judgment about
material misstatements

Some studies (Dechow et al. 1996; Pedro et al. 2005; Aly 2005) interpreted the relationship
between audit and corporate governance in general, and the relationship between governance and
the prevention and detection of fraud in particular. It could be argued that corporate governance,
and its mechanisms, especially the internal control and the board and the management and the
audit committee will necessarily affect the audit process starting with the acceptance of the
engagement and ending with the auditor’s report, passing through all of the planning and
execution of audit work (Aly 2005). Dechow et al (1996) showed that the ability of client to
commit fraud in the financial statements and the auditor's inability to issue skepticism judgment
about it are less likely in companies that have strong audit committees.

Sharma et al (2008) and Ebaid (2011) have concluded that the auditor tends to accept new client

3 Although the auditor is responsible for communicating matters required by this ISA, management also has a
responsibility to communicate matters ofgovernance interest to those charged withgovernance. Communication by
the auditor does not relieve management of this responsibility. Similarly, communication by management with those
charged withgovernance of matters that the auditor is required to communicate does not relieve the auditor of the
responsibility to also communicate them. Communication of these mattes by management may, however, affect the
form and timing of the auditor’s communication with those charged withgovernance (1AS (2015). 260.5).
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when activation of corporate governance mechanisms (the board of and the audit committee)
exists rather than when not activated, this happens when the auditor evaluates the strength or
weakness of the board and the audit committee, as the board which includes a large proportion of
non-executive members from outside the company and who enjoy a high level of financial
knowledge and expertise, would make the auditor more favorable to accept the audit process than
in the case of the weakness of the board working on their supervisory duties, activation or not
activation of the corporate governance mechanisms affect the auditor’s judgment when planning
the audit process. The independence and the presence of non-executive directors is important in
contributing to the improved performance of the client (Huang and Chan 2013) by improving the
effectiveness of the audit function (Carcello et al. 2002; Abbott et al. 2003), as they are more
objective and more able to uphold the shareholders' interest from their point of view, and to
mitigate the behavior of collusion by managers (Upadhyay et al. 2014) and to reduce the
possibility of fraud in the financial statements (Beasley 1996) and the earning management
(Bruyneels and Cardinaels 2013) and improve financial performance (Daily et al. 2003) and
support the auditor’s independence in case of disagreements with management (Dezoort and
Salterio 2001).

Some studies (Carcello et al. 2002; Abbott et al. 2003; Husnin et al. 2016) argue that the strong
corporate governance structures of companies (powerful Committee audit, a balance of power
between the management, the board and the owners of the company) demand high quality audit.
Experimental evidence has shown that the audit committee plays a vital role because it is
responsible for overseeing the process of financial report (Johl et al. 2012) and is able to prevent
fraud in the financial statements (Klein 2002). This role is achieved effectively when it increases
the number of members of the audit Committee, Al- ajmi (2008) explained that the size of the
audit committee is intrinsically linked with its effectiveness. Some studies (Dezoort and Salterio
2001; Robinson and Jackson 2009) interpreted the factors that affect the extent to which the audit
Committee plays its role in maintaining the independence of the auditor and supports his
judgment. Dezoort and Salterio (2001) and Zhang et al (2007) noticed that the independence of
the members of the audit committee and the knowledge and experience of financial reports and
audit reports result in supporting the auditor’s independence and reducing the pressures of the
board on him. Shaheen (2001) also noted the effect of the absence of the company's audit
committee on the fairness and credibility of the financial statements and the audit quality. In the
same context, Goodwine and Seow (2002) concluded that managers and auditors are aware of
the impact of the strength of the audit committee on auditor’s sound judgment, through its
strengthening to maintain of the auditor’s independence, which is also supported by some studies
(He et al. 2014; Wilbanks et al. 2015).

In this regard, Sami (2009) confirmed on the role of the audit committee in the activation of
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corporate governance mechanisms, through the consolidation of the independence of the auditor
and maintaining his neutrality, which leads to sound judgment release, thereby increasing the
credibility and transparency of the financial statements. Ebaid (2011) explained that the existence
of audit committee includes a large proportion of external non-executive members, those with
the technical and financial expertise, that would lead to the capability of the audit committee to
play their role properly, as reflected by the auditor being more favorable to accept the audit
process than the case of the weakness of the audit committee in carrying out supervisory duties
optimally. In this regard, Robinson and Jackson (2009) revealed the existence of an inverse
relationship between the auditor's change and the characteristics of the audit committee
represented in independence, financial expertise, due professional care and expertise with
corporate governance, and knowledge for the affairs of the company, they also concentrated on the
importance of the independence and expertise of the members of the audit committee to
strengthen the independence of the auditor. Taking in consideration the attempts being made to
improve the performance of the auditors, Wolosky (2002) recommended the need to delegate
power to appoint and determine the auditor's fees to the audit committee.

we can emphasize the importance of taking into account the auditor's concern with the extent of
activating or not activating the role of audit committees, because of its effect on the sound of its
judgment starting with the acceptance of the audit client, through the assessment of material
misstatements, until the release of the auditor for his report, which is consequently reflected on
the audit quality. But we believe that previous studies have addressed whether activating the role
of audit committees affect the judgment of the auditor but did not address how can audit
committees improve and support the auditor's independence, objectivity and the exercise of
professional skepticism, which is reflected on the sound of his judgment, so we review some
suggestions that could be on the way to support the corporate governance mechanisms of the
auditor’s performance.

Suggestions for activating the role of the audit committee

There was always a belief that the Sarbanes-Oxley Act requires the availability of financial
experience in the members of the Audit Committee (at least one) (Albring et al. 2014), but this act
did not require experience of auditing. Experience of auditing and sufficient depth to audit
committee members together can provide an independent assessment of the auditor's options to
risk audit and approach used to auditing, and help them to make sure of inspection reports for the
PCAOB (Rittenberg 2012). Therefore, expanding the experience of auditing requirement for the
audit committee members can be effective in supporting the independence of the auditor and the
exercise of professional skepticism (Badolato et al. 2014; Phillips et al. 2015). On the other hand,
it can help the audit committee to assess the knowledge of audit team about the business and
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strategies of the auditee company and the associated risks through discussions and sessions with
the partner about how the auditor acquires sufficient understanding of client and its environment,
which helps the auditor to exercise appropriate professional skepticism which is reflected in the
sound of its judgment®.

It could be argued that the audit committee should get a comprehensive understanding of the
planed approach to audit, and it should be a meeting between the head of the audit committee and
the partner to discuss the general plan for auditing. In addition, the audit committee should be
proactive in consulting management and audit team in the controversial accounting issues
(Bhattacharjee et al. 2014). On the other hand, the audit committee should be interested to pursue
rotate members of the audit team, even if it is the rotating audit partner, and it must know how the
audit firm rotates their staff in the various audits and how to contribute in maintaining auditor's
professional skepticism (Albring et al. 2014).

On the other hand, the integration of the actual inspection of audit firms and audit committee
cycle, and the presence of obliging on the audit committee to understand what of audit firms are
doing in their relationship with the inspections, can improve the independence of the auditor and
the exercise of professional skepticism; because auditor realizes that the audit committee takes
into account the results of the inspection. So audit firms must provide report on the results of
inspections of audits conducted to the audit committee, and then the audit committee examines
the specified matters in the comments about aspects of the audit deficiencies, and can be assisted
by the specialized auditing experience (Albring et al 0.2014).

On the other hand, the current trend to consider the audit committee the audited client makes it
the final decisive with respect to continuing or changing the auditor, which supports the
independence of the auditor, and is reflected on the issuing of skeptical judgment (Christensen et
al. 2015). Glover and Douglas )2014) proposed that the audit committee can formally evaluate
the audit firms every few years (generally every five years) by establishing a set of criteria to
evaluate the performance of the auditor as part of the process of choosing or changing him, and
this helps to focus on the auditor's ability to identify, evaluate and confront the audit risks and
exercise appropriate professional skepticism when performing the audit.

we believe that this trend may not be favorite for several reasons, most noticeable one is that if
the audit committee does its function, it annually evaluates the auditor, in addition, there may be

4 Knechel et al (2010) showed that the auditors who have developed more complex mental models about client
business environment, have made better running for information and issued the more accurate and skeptical judgment when risk assessment.
Brewster (2012) showed that both auditors with in-depth understanding, as well as those who have less understood about the client's business
operations initially refused incorrect interpretations that they generate about contradictions in the financial statements, however, in a short time
(about five minutes) only auditors who have gained a thorough understanding of the client's complex business processes summoned correctly the
reasons behind these contradictions.
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concerns about the preparation of the report to the public for such a special audit environment
characterized by increasing lawsuits, and the responsibility of the audit committee is oversight
and should not be mixed with testing the financial statements. Moreover, there could be a bias in
the development of standards that are the basis of evaluation of the auditor, they may be defensive
in nature for the auditor and, finally, there may be more emphasis on the results of the evaluation
process on issues that may not be directly related to the quality of the audit. Instead, the audit
committee when evaluating the continuity of the auditor can formally evaluate the auditor based
on the meetings to discuss the general plan for auditing, and depending on the submitted report
on the matters, he has encountered during the review process, demanding from him to comment
on how to maintain its independence and the exercise of professional skepticism, and it helps the
audit Committee to have documented and meaningful process.

Based on the above, we conclude that the auditing standards require effective auditor’s
communication with those charged with governance because of its significant impact on the
auditor’s sound judgment. In addition, there is a subscription between the auditor and all of the
board members and the audit committee to communicating with transparency on their
supervisory role, and improving the audit quality. They can overcome the potential threats of
independence and the exercise of the auditor's professional skepticism via their cooperation
where the audit committee can affect the auditor’s professional skepticism through its objective
position and its desire to support the role of the auditor when collecting adequate and appropriate
evidences, and the party who bears the cost of the audit (management) is not as important as the
party responsible for selecting and keeping or changing the auditor (audit Committee) and
consequently, the audit committee can support the auditor when exercising professional
skepticism, as the audit Committee can elevate culture of professional skepticism by challenging
the judgment of both the management and the auditor, and encouraging all parties to examine all
the possible evidence (confirm and non- confirm) when sentencing judgment and follows up on
whether the auditor has gained enough understanding about the client and its environment, so it
can be said that activating the role of audit committees that could affect the integrity of the
professional judgment of the auditors, so we will test the following hypothesis:

Hypothesis 1: activating the role of the audit committee positively affects the auditor’s sound
judgment about material misstatements in the financial statements.

III. Methods
Sample selection

Study is applied on a single population comprised of auditors of the listed companies, we have
arbitrarily chosen a selective sample of the population including 193 auditors. Descriptive
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statistics for the sample of study® is shown in table (1) as follows:
Table (1) Descriptive statistics for sample

statement Sample
Bachelor of Accounting 75.7%
Postgraduate Diploma 19.2%
Master Accounting 2.8%
PhD in Accounting 2.3%
Professional certification:
not get a certificate 84.2%
received a certificate 15.8%

Membership and Fellowship professional
associations:

non-member 24.4%
member 75.6%
Functional class:

Juiner 15.9%
Senier 25%
Manager or supervisor 34.15%
Audit partner 25%
Work Experience:

Less than 3 years 8.4%
From 3 to 5 years 9.6%
From 5 to 10 years 27.5%
More than 10 years 54.5%
Experience a specific task:

mean 9.08
)median( )7(
[standard deviation] 17.230[

Measurement of variables

The variables of study comprise the independent variable, which is activating the role of the audit

® We distributed 627 questionnaires on the sample by manual delivery and social networking sites and
personal interviews to auditors in audit firm. After a period ranging from two to fourteen weeks, we
received of which 216 questionnaires, up 34.45% in response, and ruled out a number of them 23
guestionnaires because incomplete responses, and so the sound questionnaires was the percentage of
received the sound questionnaires 89.4% . Results of the statistical analysis and public data the sound
guestionnaires showed that the average time it takes to answer the questionnaires was 33.55 minutes a
standard deviation of 23.464 minutes.
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committee, and the dependent variable of the auditor’s sound judgment about material
misstatements in financial statements, misrepresentations, and these variables will be measured
and tested for the research's purpose as follows:

Activating the role of the audit committee: we depend on the strong and objective attitude of
the audit Committee and its desire to support the independence of the auditor when collecting
adequate and appropriate evidence and its awareness of the conduct of the audit process, and to
challenge the judgment of the auditor and the management, and its extent provided in support of
the auditor where there is disagreement with management about an arguable issue, and their
willingness to provide additional fees when performing additional tests or exceeded the time
budget. This comes in line with Brazel et al (2013) who measure this variable through a form
(zero, one) model where there is a strong demand by those charged with governance and the
audit Committee for the performance of a high quality audit process (one), and when there is not a
strong demand by those charged with governance and the audit committee of the performance
audit process with high quality (zero).

Auditor’s sound judgment about material misstatements in financial statements: It means
the commitment to professional performance standards to provide reasonable assurance that the
area of estimation is in line with the standards and substantially non- interpolated (Knechel et al.
2013), it was measured by the auditor's obligation to follow the steps of sound judgment set by
the professional guidelines and previous studies (CICA 1995; Moore 2009; ICAS 2012; Glover
et al. 2012; Ranzilla et al. 2013; CAQ 2014), and represented in; identify and clarify the issue and
objectives, and collect and evaluate information, and identify and evaluate potential alternatives,
and issue of sound judgment, and examine the logic conclusion. We linked auditing standards
and the requirements of steps sound judgments, and derived the following sub-scales for
measuring the sound of professional judgment of the auditor on material misstatements:

e The first measure of the sound of professional judgment is assessing the reliability of the
whole financial statements (Harding and Ken 2011), and auditing standards require that
performing the audit require a questionable thinking admitting the possibility of material
misstatement (ISA (2015). 200.13.1). We have asked a sample to answer a question in a
hypothetical case to determine the degree to approve "that there was no significant
misstatements in the financial statements”, it was measured using 9-Point Likert scale,
starting from 1 = strongly disagree and ending with 9 = strongly agree, the least degree
indicates the safety of professional judgment, which is considered the first step of the
process of sound judgments steps, which identifies and clarifies the issue and objectives.

e The second measure of the sound of professional judgment is assessing the validity of
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management’s explanations (Quadackers and Tom 2009). Auditing standards require

from the auditor to investigate the information provided by the management to him (ISA

(2015). 240.A9), and in particular, auditor should know the motive of providing

information. We have asked a sample to answer a question in a hypothetical case to

determine the percentage of the likelihood that management’s explanations provide

truthful information on material misstatements, when the percentage decreases, it is a

proof of the sound of professional judgment which we considered the second step of the

sound judgments process, which is collecting and evaluating information.

The third measure of the sound of professional judgment is the reliability of the source
of audit evidences (evidence provided by management and is subject to its control)
(Harding and Ken 2011; Kim and Ken 2015), and in this regard, the audit standards
require that the auditor should be skeptical regarding the credibility of financial
statements, and that takes into account the possibility of relying on the documents
prepared by the management, requiring from him critical evaluation of the audit evidences
(ISA (2015). 200.A18). The sample has been asked to answer a question in a hypothetical
case to determine the reliability of the evidences provided by the management, it was
measured using a 7-Point Likert scale, starts from 1 = unreliable at all and ends with 7 =
reliable dramatically, the least degree indicates the sound of professional judgment, which
is considered the second step in the sound judgment process which is collecting and
evaluating information.

The fourth measure for the sound of professional judgment is a number of alternative
explanations provided by the auditor (Quadackers and Tom 2009; Kim and Ken 2015),
the auditor is expected to submit sound judgment, that issues the largest reasonable
alternative explanations, we asked a sample to answer the question in the default state to
choose a number of alternative explanations for the case, the greatest number of alternative
explanations indicates the sound of professional judgment, which we considered the third
step of the steps of sound judgments, that is the identification and evaluation of potential
alternatives.

The fifth measure for the sound of professional judgment is the number of Counter-
explanations (Quadackers and Tom 2009; Kim and Ken 2015), audit standards require
from the auditor to perform the audit process with a questionable thinking and critical
evaluation of the evidences, it was measured by the number of Counter- explanations
provided by the auditor and that assumes that the management’s explanations are error-
explanations, the greatest number of Counter- explanations chosen by an auditor refers to
Sound Judgment, which we consider the third step of the process of sound judgments, that
is the identification and evaluation of potential alternatives.

The sixth measure for the sound of professional judgment is assessing the likelihood of
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material misstatements (Harding and Ken 2011; Kim and Ken 2015), the audit standards
requires from the auditor to identify, evaluate and respond to the risks of material
misstatements (ISA (2015). 315.6.7.8). The auditor’s sound professional judgment is the
core focus of this study. Sample has been asked in the default state to issue a professional
judgment about the likelihood of material misstatements in the financial statements, it has
been measured using a 9-Point Likert scale, beginning with 1 = low likelihood of material
misstatements and ending with 9 = high probability of material misstatements, a high
probability refers to the sound of professional judgment, which we considered as
representing the fourth step of the process of sound judgments steps, that is the issue of
good judgments.

We believe that these sub-scales are a continuous process repeated in more than one step of
issuing sound judgment process, the auditor generates alternative explanations when collecting
and evaluating information, or when evaluating possible alternatives, or before directly issuing
his sound judgment. Due to the researcher's dependence on these measures, we have converted
these sub-variables (the reliability of the financial statements, and the validity of explanations of
management, and the reliability of the evidences) to the inverse so that all the scales can move in
one direction.

Tools and procedures for the empirical study

We relied on the design of a hypothetical case and presented it to the sample under experiment,
and questioned about the opinion of sample regarding the hypothetical case presented to them, and
conducted interviews as tools to gather the necessary data to be analyzed statistically to test the
hypotheses of research and to answer scientific questions introduced properly.

To conduct the empirical study, we prepared a questionnaire including experimental treatment,
and distributed it to the units of the sample, the questionnaire is formed of two parts, the goal of
the first section is to get some general data on the sample, and the second section includes the
experimental treatment on the subject of the research, The following sections explains the
contents of the questionnaire's sections.

Section 1: Personal data: this section was targeted to get some basic data about the sample
units, as their degrees, their membership or fellowship in professional associations, and
professional certificates they have obtained, their functional degrees, and the number of years in
their occupation. The question was directed to the sample to determine whether they have
registered in the Egyptian financial supervisory authority (EFSA) or not registered, just to
determine the number of individuals enrolled in the Egyptian financial supervisory authority
(EFSA).
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Section 11: questions about the subject of search: this section contains the hypothetical case6,
which includes data on the hypothetical company (abc company) enrolled in the Egyptian Stock
Exchange, and is engaged in developing, manufacturing and marketing of pharmaceuticals and
medical devices, and consists of three sections (medicine, cosmetics, medical tools department),
the audit firm in which units of the sample work audit the financial statements of the company
since three years earlier. The company's management is characterized by its favoring to business
practices and non-conservative report policies, and focuses on speed and efficiency in the
implementation of decisions. Moreover, the company sees the IT department as a necessary evil,
and focuses primarily on the achievement of short-term performance measures with only
accounting orientation.

we asked units of the sample to assume themselves as being auditors of the company over the
performance of analytical procedures to the financial statements, and showed an increase of
change in the ratio of gross profit for the current year by 10% from the previous year, and that
this increase is much more than the increases that occurred during the previous five years, and if
this increase is not present, the total profit of the company is almost less than disclosed by 15.5
million pounds, (note that the income data were; net sales were 471.7 million pounds, the cost of
goods sold 301.7 million pounds, the total profit of 170 million pounds), and although the
company's gross profit ratio is always slightly higher than the industry average to which they
belong, however, this year, it is higher than the industry average by 32%.

The financial director of the company interprets this increase when the units of the sample asked
about by saying that the increase is due to a change in sales matrix in the current year, the sales of
the medical tools department is better than before, it has reached 27% this year compared to the
previous year which was 13 %, the financial director of the company explained that the sales of
the department of medical tools and products price anywhere ranges between more than 10
thousand pounds to more than one million pounds in some cases, knowing that the average
selling department of medical tools company products price was 53 thousand pounds only ,
achieving a gross profit ratio exceeding 45%. Moreover, the company is more qualified to meet
consumer’s needs, compared to its competitors, and customers appreciate that.

It is worth mentioning that the hypothetical case took two forms (and thus there were two
questionnaires representing two treatments for the hypothetical case) based on the additional
information associated with it and that serves the purpose of the research, the first form has
included additional information on activating the role of the audit committee, and the second of
which provided additional information about not activating the role of the audit committee.

The aim of the design of the hypothetical case as such is providing a sample with a range of

® The source of this case is the study (Quackers and Tom 2009) with some action.
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information regarding the possible existence of material misstatements in the company, is to
increase the percentage of gross profit for the current year from previous years, and to provide
information representing the managerial interpretation represented by the chief financial officer,
as a reason for this increase, it is a change in sales matrix, we rely on this information when
answering a series of subsequent questions, which aim to measure the dependent variable, in
order to determine whether there is a relationship between the activating role of audit Committee
and the sound of the of the auditor’s judgement on the material misstatements in financial
statements.

The first question has targeted measuring sub-dependent variable assessing the possibility of
depending on the financial documents as a whole, while the second question has targeted
measuring both; sub-dependent variable assessing the validity of management’s interpretations,
sub-dependent variable the number of alternative explanations provided by the auditor, and the
sub- dependent variable the number of Counter- explanations provided by the auditor, and the
third question was targeted to measure sub- dependent variable reliance on the source of audit
evidences, and the fourth question was targeted to measure the sub-dependent variable assessing
the likelihood of material misstatements.

Experimental design

We used to measure the effect of the independent variable, activating the role of the audit
committee, on auditor’s sound judgment about material misstatements in financial statements,
experimentally designing (2 x 1), this variable has been divided into two levels (activating the
role of the audit committee and not activating the role of the audit committee). Hence, this
experiment contains two experimental treatments, and in the following manner:

The first treatment: The auditor’s sound judgment about material misstatements in light of
activating the role of the audit committee.

The second treatment: The auditor’s sound judgment about material misstatements in light of
absence of the activation of the role of the audit committee.

We will make a comparison between the first treatment and the second treatment. This
comparison aims to measure the effect of activating the role of the audit committee on auditor’s
sound judgment about material misstatements, and then testing the hypothesis of the research.

Statistical tests

We used the Mann-Whitney test to independent samples to conduct comparison and measure the
difference between the two independent samples. Due to the researcher's usage of ordinal scales
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to assemble necessary data to test the hypothesis of the research (Azam, 1990), it was used for
comparison between the two sets of experiment to test the hypothesis of the research, and in this
case the formulation of the statistical hypothesis is as follows:

HO: M1 = M2 there are no statistically significant differences between the samples of the
auditor’s sound judgment about material misstatements in light of activating the role of the audit
committee and in the absence of activating the role of the audit committee.

H1: M1 # M2 there are statistically significant differences between the samples of the auditor’s
sound judgment about material misstatements in light of activating the role of the audit committee
and in the absence of activating the role of the audit committee.

Statistical analysis and results

The results of the statistical analysis, as shown in the table (3), indicate the level of dependent
sub-variables, that P.Value was less than 5% of the responses of a sample of auditors in light of
activating or not activating the role of the audit committee on some of the questions used to
measure the dependent variable (assessing the validity of management’s explanations, generating
Counter- explanations), and it points to the presence of statistical significant differences between
samples of the auditors in light of activating or not activating the role of the audit committee
about auditor’s sound judgment regarding material misstatements in the financial statements. On
the other hand, the P.Value is greater than 5% of the responses of a sample of auditors in light of
activating or not activating the role of the audit committee on the rest of the questions used in
measuring the dependent variable, and it points to a lack of statistically significant differences
between sample of auditors under activating or not activating the role of the audit about auditor’s
sound judgment regarding material misstatements in the financial statements. Moreover, by
reference to the mean rank, we find that the mean rank for the sample auditors in light of
activating the role of the audit committee was greater than the mean rank for a sample of auditors
in the absence of activating the role of the audit committee.
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Table (3)
The results of the statistical analysis of the effect of activating the role of the audit
committee on auditor’s sound judgment about material misstatements

Results of the statistical analysis
Statements Asymp, Sig. (2-tailed) z

1- assessing the reliability of the whole Financial 0.247 -1.157
Statements
2- assessing the validity of management’s 0.001 -3.216
explanations
3-the reliabilitv of the source of audit evidences 0_568 0.572
4-anumber of alternative explanations 0.405 -0.833
5-the number of Counter- explanations 0.24 2.253
i-assessing the likelihood of material misstatements 0.781 287
7-sound judgment about material misstatements 0.872 -0.162

Concerning the overall level of the dependent variable: sound judgment on material
misstatements, The results of the statistical analysis showed that P.value was greater than 5% of
the responses of a sample of auditors in light of activating or not activating the role of the audit
committee, and it points to a lack of significant differences between samples of the auditors in
light of activating or not activating the role of the audit committee about auditor’s sound
judgment on material misstatements in the financial statements.

Based on the results of this comparison, it is clear that there were no statistically significant
differences between the samples of the auditors in light of activating or not activating the role of
the audit committee about auditor’s sound judgment on material misstatements in the financial
statements. Even though there are significant differences between the samples of auditors in light
of activating or not activating the role of the audit committee on their judgments when assessing
the validity of management’s explanations, however, that did not affect the judgment on the
reliability of the financial statements or evidences provided by the management or even the
number of alternative explanations provided by the auditors on the change in the proportion of
the total net profit. However there was a significant difference in the number of Counter-
explanations provided by the auditors to issue sound judgment, which refers to the increase in the
independence and accuracy judgment of auditors when activating the role of the audit committee,
but that was not reflected in the judgment of the auditor when assessing the material
misstatements in financial statements, the auditor's assessment did not differ in light of activating
the role of the audit committee compared with the absence of activating the role of the audit
committee. Based on these results, we cannot refuse HO, and thus rejecting the alternative
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hypothesis, meaning the lack of statistically significant differences between the samples of the
auditors in light of activating or not activating the role of the audit committee on auditor’s sound
judgment about material misstatements. Therefore the hypothesis of the current research is
rejected.

Conclusions and Limitations

We aim to experimentally examine and test the effect of activating the role of audit committees
as a corporate governance mechanism on the auditor’ sound judgment about material
misstatements in financial statements in the Egyptian professional practice environment.
According to the findings, there is a lack of statistically significant differences between sample
auditors under activating or not activating the role of the audit about auditor’s sound judgment
on material misstatements in the financial statements.

The results of this hypothesis is inconsistent with the study of Soliman and Mohamed (2013)
which argues that the audit committee role of oversight is a clear signal of the expectations
placed upon the auditor to perform high-quality audit procedures, and that the proportion of non-
executive directors has a significant positive impact on the auditor’ sound judgment, and thus the
audit quality, because they encourage effective auditing as part of their oversight role to reduce
the agency costs, and that the independence of the members of the audit committee is intrinsically
linked with the auditor’ sound judgment. The results of this hypothesis came in line with the
study of Khalil and Ozkan (2016) which argues that an increase in the number of non- executive
directors on the audit committee may not be enough to restrain earnings management, or quality
audit achievement, due to the ownership levels of shareholders and senior managers. Which is
available in the Egyptian environment through the spread of the family business pattern.

we suggest the need for in-depth experience for the audit committee members (one of its
members specializing in auditing, not accounting only) to conduct an independent assessment of
the auditor's procedures, and follow-up inspection reports of audit firm, and the need of the audit
committee to formally assesses the facilities of the accounting and the audit firms every few years
and the report on that assessment , through the development of criteria for evaluating the
performance of the auditor, which helps it to focus on the commitment to audit standards and
professional ethics and standards of quality control, and to exercise the sufficient professional
skepticism and follow sound judgments steps in the process of performing audit, which is reflected
in auditor’s sound judgment about material misstatements in the financial statements.

These results provide empirical evidence on activating the role of the audit committee in the
professional Egyptian practice environment, which is evident through; the strong and objective
position of the audit committee and its need to support the independence of the auditor when
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collecting adequate and appropriate evidences, and supporting him through the consciousness of
how the audit process is conducted, and to challenge his own judgments and the management
ones, and the audit Committee providing him with significant support when there are
disagreements between him and the management on the dialectic issue, and its willingness to
provide additional fees in the case of exceeding the time budget or the performance of additional
tests, if necessary, meaning a strong demand from those responsible for governance for
performing high quality audit process.

This does not affect auditor’s sound judgment about material misstatements in the financial
statements.

The present research has a number of limitations that should be taken in consideration: other
variables other than the activation of the role of the audit committee may affect the integrity of
professional judgment of the auditor's. Both of thesefactors have been attributed to the auditor or
the audit client or professional practice environment. Also beyond the scope of research, other
professional judgments other than professional judgment on material misstatements in the
financial statements, such as going concern, analytical procedures and other professional
judgments should be considered in future research.
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