T AAA IMPACT HUB

EMPOWERING ACCOUNTING PROFESSIONALS WORLDWIDE

Summary of Paper: The Effects of Critical Audit Matter Disclosure on
Audit Effort, Investor Scrutiny, and Investment Efficiency

What is this Study About?

Critical Audit Matters (CAMs) are specific items in financial statements that involve complex,
subjective, or challenging auditor judgment. The research explores how disclosing CAMs
impacts the interactions between auditors and investors, particularly in terms of their efforts to
detect financial misstatements and make informed investment decisions.

What are the major findings of the study?

Disclosing CAMs has a mixed impact on audit efforts and investor scrutiny. When CAMs are
disclosed, investors tend to increase their scrutiny to avoid bad investments, especially if they
perceive higher risks. This increased scrutiny can lead to a reduction in auditors' efforts, as they
perceive lower risk and thus feel less legal liability. However, in scenarios where the auditor’s
legal liability is high and the CAM signal is not very precise, the disclosure of CAMs can lead
to increased audit efforts and decreased investor scrutiny. Overall, the study shows that CAM
disclosure can both positively and negatively affect investment efficiency depending on these
dynamics.

Why is the study important?

This study sheds light on the complexities and consequences of CAM disclosures in financial
audits. Understanding these impacts is crucial for policymakers, auditors, and investors. The
findings suggest that while CAM disclosures aim to improve transparency and investment
decision-making, they can also lead to unintended consequences such as reduced audit efforts.
This highlights the need for a balanced approach in regulatory practices to ensure that both
auditors and investors are adequately incentivized to maintain high scrutiny and effort levels,
ultimately leading to more efficient and reliable investment decisions.
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