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Mitigating Information 
Asymmetries in 
Capital Markets:

The Audit Expectations Gap

ABSTRACT

As well as highlighting the impact of the audit expectations gap (AEG) in assessing 
the extent to which accounting information can be relied upon based on given market 
values and its impact on assessing how a relationship or pattern could be established 
in certain jurisdictions, this chapter is aimed at contributing to the literature on 
how accounting information could be interpreted or conveyed in such a way as to 
serve as a useful and vital indicator which will enable investors to interpret financial 
information in such a way which mitigates information asymmetries between man-
agement and investors. It also elaborates on factors which could affect the quality of 
accounting information – by way of reference to contributing elements of the audit 
expectations gap. As a result, it recommends measures aimed at addressing issues 
being faced by jurisdictions which have implemented accounting and legislative 
reforms as a means of improving the quality of accounting information.
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INTRODUCTION

If a survey were carried out within the general public and members of the public were 
asked to give a “true” or “false” answer to the statement: “The role of the auditor is 
to detect fraud and error in financial statements”, most people would say true. In Re 
Kingston Cotton Mills (No 2) (1896), LJ Lopes of the Appeal Court stated that the 
auditor was a watchdog but not a bloodhound. This remark underlines the fact that 
the auditor’s primary role is not the detection of fraud. The probable lack of clarity 
between users of financial statements, the general public and auditors as relating 
to the proper definition of the role and definition of an audit is what contributes to 
the “expectations gap.”

The “expectations gap” is the difference between what users of financial state-
ments, the general public perceive an audit to be and what the audit profession 
claim is expected of them in conducting an audit. In this respect, it is important to 
distinguish between the audit profession’s expectations of an audit on one hand, and 
the auditor’s perception of the audit on the other hand. Apart from users of financial 
statements and the general public, an auditor may also perceive a somewhat differ-
ent interpretation or worse still, fail to comply with the standards set by the audit 
profession. The debate surrounding the “expectations gap” often revolves around 
whether such a gap can be eliminated. Sikka, Puxty, Cooper and Wilmott argue 
that within a social context, the expectations gap will be difficult to eliminate due 
to social conflict and the fact that the meaning of social practices is always subject 
to challenges (Sikka et al., 2003).It will however be argued that even though the 
whole component definition of an audit cannot be objective, elements within the 
definition of an audit and in particular, the fraud and error detection role of an au-
dit is relatively objective. A return to the primary role of detection and prevention 
would also be welcomed since there are at present, not sufficient measures to hold 
the auditor liable for negative consequences of his actions.

Some sources of academic literature assume that the meaning of an audit is not 
objective/fixed whilst other sources such as contents of audit reports assume that the 
meaning of an audit is fixed (Sikka et al., 2003). In relation to the latter assumption, 
there is the belief that the expectations gap could be significantly reduced – if not 
possible to eliminate (Sikka et al, 2003). The remaining sections of this column 
are organized as follows: The first section deals with different meanings attributed 
to the expectations gap. It also considers why a stable meaning should be adopted. 
Section two then considers components of the expectations gap and possibilities of 
eliminating these components. Section three discusses the historical background 
of the expectations gap – including two very important cases which have been 
foundations of certain auditing standards. Section four, through an analysis and as-
sessment of various standards, considers how clear, unambiguous standards could 



 

 

17 more pages are available in the full version of this

document, which may be purchased using the "Add to Cart"

button on the publisher's webpage: www.igi-

global.com/chapter/mitigating-information-asymmetries-in-

capital-markets/173095

Related Content

Innovation, M-Banking, and Customer Satisfaction: An Empirical Evidence

From Bangladesh
Syed Moudud-Ul-Huq (2021). International Journal of Corporate Finance and

Accounting (pp. 47-64).

www.irma-international.org/article/innovation-m-banking-and-customer-satisfaction/270937

Foreign Direct Investment, Corruption, and Crime: A Theoretical Analysis of

Drug Trafficking
Rafael Salvador Espinosa Ramirez (2020). Theoretical and Applied Mathematics in

International Business (pp. 40-59).

www.irma-international.org/chapter/foreign-direct-investment-corruption-and-crime/231031

Testing Target-Adjustment and Pecking Order Models of Capital Structure

and Estimating Speed of Adjustment: Evidence from Borsa Istanbul (BIST)
Levent Ataünaland Asl Aybars (2017). International Journal of Corporate Finance and

Accounting (pp. 1-15).

www.irma-international.org/article/testing-target-adjustment-and-pecking-order-models-of-

capital-structure-and-estimating-speed-of-adjustment/193897

Cost Efficiency Analysis in the Banking Industry: Empirical Case From

Western Balkan
Gazmend Nure (2020). International Journal of Corporate Finance and Accounting

(pp. 1-20).

www.irma-international.org/article/cost-efficiency-analysis-in-the-banking-industry/258725

Macroeconomic Sensitivity, Risk-Return Trade-Off and Volatility Dynamics

Evidence From Developed and Developing Markets
Faisal Khan, Hashim Khan, Saif Ur-Rehman Khan, Muhammad Jumaaand Sharif

Ullah Jan (2019). International Journal of Corporate Finance and Accounting (pp. 1-

16).

www.irma-international.org/article/macroeconomic-sensitivity-risk-return-trade-off-and-volatility-

dynamics-evidence-from-developed-and-developing-markets/227417

http://www.igi-global.com/chapter/mitigating-information-asymmetries-in-capital-markets/173095
http://www.igi-global.com/chapter/mitigating-information-asymmetries-in-capital-markets/173095
http://www.igi-global.com/chapter/mitigating-information-asymmetries-in-capital-markets/173095
http://www.irma-international.org/article/innovation-m-banking-and-customer-satisfaction/270937
http://www.irma-international.org/chapter/foreign-direct-investment-corruption-and-crime/231031
http://www.irma-international.org/article/testing-target-adjustment-and-pecking-order-models-of-capital-structure-and-estimating-speed-of-adjustment/193897
http://www.irma-international.org/article/testing-target-adjustment-and-pecking-order-models-of-capital-structure-and-estimating-speed-of-adjustment/193897
http://www.irma-international.org/article/cost-efficiency-analysis-in-the-banking-industry/258725
http://www.irma-international.org/article/macroeconomic-sensitivity-risk-return-trade-off-and-volatility-dynamics-evidence-from-developed-and-developing-markets/227417
http://www.irma-international.org/article/macroeconomic-sensitivity-risk-return-trade-off-and-volatility-dynamics-evidence-from-developed-and-developing-markets/227417

