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1. Introduction

Audit quality (AQ) has since the turn of
the millennium become a major concern
for regulators and standard setters, partly
as a result of the series of globally
reported corporate collapses that
marked the early years of the new
millennium, many of which were
associated with audit failure. Along with
the global financial crisis of 2007-8,
these events have served to remind
audit industry stakeholders of the
importance of AQ both for corporate
stability and, more generally, for healthy
capital markets (Wallman 1996; Coffee
2001; Chang et al. 2009). This has resulted
in a substantial body of new literature on
the nature of AQ, the means of achieving
it, and the attributes that promote it
(Francis et al. 2011; Knechel et al. 2013).

Close scrutiny by regulatory bodies,
both governmental and professional,
over the past decade has led to the
introduction of a range of important
initiatives and reforms intended to
heighten awareness of the importance
of AQ and to improve it. The Corporate
Law Economic Reform Program Act
2004 (CLERP 9) in Australia, the
Sarbanes—Oxley Act (2002) in the US,
and the Combined Code (2003) in the
UK are examples of government
regulatory initiatives intended to
improve standards of corporate
governance and audit quality.
Regulatory and standard-setting bodies
within the audit industry have also
developed a number of important
documents giving guidelines for
improving AQ, such as, in the UK, The
Audit Quality Framework (Financial
Reporting Council 2008); in Australia,
Audit Quality in Australia — A Strategic
Review (Australian Treasury 2010); in the
US, Strategic Plan: Improving the
Relevance and Quality of the Audit for
the Protection and Benefit of Investors
(Public Company Accounting Oversight
Board 2012); and more generally, A
Framework for Audit Quality

(International Auditing and Assurance
Standards Board 2014).

These regulatory changes and
guidelines have been introduced
despite the fact that evidence
identifying the factors that are
important for AQ is inconclusive
(Francis et al. 2011). The present work
responds to this need by investigating
the perceptions of company directors
(directors) about the attributes they
view as relatively important for AQ. A
number of previous studies
investigating audit industry
stakeholders’ perceptions of AQ have
focused on the perceptions of the
suppliers of audit services — the
individuals who in various roles and
levels of seniority represent the firms
that supply audit services — while others
have been concerned with the
perceptions of users of audit services,
such as audit committee chairs, financial
analysts and audit industry regulators.
Regarding the supply of audit services,
a number of earlier studies have
investigated the perceptions of the
partners and managers of audit firms
(eg Schroder et al. 1986), while studies
researching the demand for audit
services have investigated perceptions
of AQ held by audit committee chairs,
financial analysts and fund managers
(eg Kilgore et al. 2014).

The present study, in investigating
directors’ views on the relative
importance of various AQ attributes,
focuses on the demand for audit
services — ie on the users/purchasers of
audit services, using the concept of
credence goods to investigate
directors’ perceptions of AQ. Credence
goods are goods or services bought ‘on
trust’, in the sense that the quality of the
good or service purchased is
unobservable to the buyer both before
and after purchase. The notion of
credence goods is closely associated
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with the concept of information
asymmetry. When customers purchase
credence goods, they lack the
knowledge about the quality or value of
the good or service but the supplier has
detailed knowledge, hence a situation
of ‘information asymmetry": the supplier
knows what the purchaser does not.

Directors' perceptions of factors
important to AQ are particularly
interesting because they stand on the
‘demand’ side of the audit transaction,
hence are subject to information
asymmetry. In fact, information
asymmetry takes a particularly strong
form in their case. For example, while
both directors and CFOs are consumers
of audit services, and therefore subject
to a degree of information asymmetry,
the role of CFOs gives them some
contact with the audit process and
audit team, while directors’ contact is
generally limited to infrequent and brief
interactions with the audit partner at
board or audit committee meetings.

The purpose of the present research is
to examine the attributes directors
consider relatively important in their
assessment of AQ, given that they are
purchasing a credence good within a
context of strong information
asymmetry. This is a question of
particular interest given the
fundamental responsibility directors
carry as the primary representatives of
shareholders in the modern corporation
and, in particular, the fact that in some
jurisdictions, such as Australia, they are
responsible for managing the process
of appointing an auditor and for
ensuring AQ (ASIC 2014). It is of great
importance to establish which factors
directors regard as the most important
indicators of AQ, and whether
information about these factors is
readily available to them; if it is not, this
is of some concern and needs to be

addressed.



2. Literature review and hypothesis development

2.1 CREDENCE GOODS

Any purchased good or service
possesses one of a number of attributes
that economists refer to as search
attributes, experience attributes and
credence attributes (Nelson 1970; Dulleck
and Kerschbamer 2006: Leland 1979;
Spiegler 2006). Search attributes can be
directly' observed by a buyer before
purchase and therefore result in
minimum information asymmetry. On
the other hand, experience attributes
cannot be directly observed prior to
purchase but are observable afterwards,
hence there is information asymmetry
before purchase but this is resolved
following the purchase. Credence
attributes, however, are not directly
observable either before and after
purchase and therefore give rise to
information asymmetry in its strongest
form: both before and after purchase
there are important attributes of the
good or service which, while fully known
to the seller, cannot be determined by
the buyer.

The resulting uncertainty for the
purchaser can take three forms:

® uncertainty about whether the good
or service they receive fully meets
their needs

® uncertainty about whether they
actually need the good or service, or
the quantity of the good or service,
they pay for, and

1. The quality of a good is directly observable
when the purchaser can verify it through their own
experience of the purchased good or service. This
excludes cases where the purchaser ‘verifies' the
quality of the good by using a stand-in for
experience, such as noting the good name or
brand image of the seller, or by taking account of
the assurances of an ‘expert’ prepared to
recommend the good’s quality or effectiveness.

e uncertainty as to whether they
actually receive what they have
contracted to receive (Akerlof 1970;
Francis 2004; Causholli and Knechel
2012).

In each case the uncertainty is only on
the buyer’s side; the seller knows the
buyer's needs and the quantity and
quality of the good or service being
sold. Consequently, this information
asymmetry can be used to the seller’s
own advantage, since the seller can
exploit this uncertainty by
undertreating, overtreating or
overcharging the buyer for the goods or
services supplied (Causholli and
Knechel 2012: 633-4).

2.2 AUDIT SERVICES AS CREDENCE
GOODS

As Lizzeri (1999), Casholli and Knechel
(2012) and van Buuren et al. (2014)
argue, the provision of audit services
can be considered a credence good.
This is so because, as van Buuren et al.
(2014: 10) comment, ‘only the audit
partner is likely to understand the
actual audit effort and audit quality
delivered’. The basis of the claim that
audit services are a credence good s,
firstly, that the outcome of an audit is
unobservable (Causholli and Knechel
2012). The possibility of failing to detect
a material misstatement can never be
eliminated (Knechel et al. 2009), hence
the actual level of assurance achieved
after the completion of an audit can
never be known, and it is difficult even

to determine whether minimum
standards have been met. Secondly,
given the complexity of the audit
process, the auditor’s professional
judgement is required to determine the
extent and cost of the audit required
(Knechel et al. 2009), and it is generally
the auditor who provides both the
assessment and the actual service.
Furthermore, the client depends on the
auditor’s expertise in making these
judgements.

Given these considerations, all three of
the above-mentioned types of
uncertainty apply to the users of audit
services, and these correspond, in turn,
to the possibility of market inefficiencies
that can have significant economic
consequences for these users —in
particular, undertreatment,
overtreatment or overcharging (or
combinations thereof, such as
undertreatment plus overcharging)
(Causholli and Knechel 2012; van
Buuren et al. 2014). The client cannot
tell whether a prescribed level of audit
effort is sufficient for their needs, or
necessary for those needs, or whether
the level of assurance provided actually
matches the level that was promised: a
situation of significant information
asymmetry with potentially serious
consequences. For example,
undertreatment exposes the client to
the risk of financial failure, while
overtreatment, overcharging and
combinations thereof result, at the very
least, in substantial additional expenses
incurred for no benefit at all.



These insights into the information
asymmetry characterising the audit
process highlight a number of common
assumptions about audit services, the
most important being that the quality
of an audit can be discerned by the
‘auditee’ after its completion: an
assumption to be found in many studies
of AQ, such as Brown and Raghunandan
(1995), Colbert and Murray (1998),
Balsam et al. (2003) and Krishnan (2003).
This brings into question an assumption
that underservicing, overservicing or
overcharging by auditors will be noticed
and penalised (Causholli and Knechel
2012: 645). This also affects relative
complacency about the dual role of the
auditor as both assessor and provider
of the client’s audit requirements, and
obscures the need for the nature of
audit contracting to be re-evaluated.

2.3 HYPOTHESIS DEVELOPMENT

As discussed above, there is a
difference between a buyer's
perspective in the exchange of goods
and a seller’s perspective — a distinction
which, in studies of AQ, separates those
who investigate client demand for audit
services from those who investigate the
supply of audit services (see De Fond
and Zhang 2013). This study investigates
buyers’ perceptions of AQ: specifically,
those of directors. What is of particular
interest about directors’ perceptions of
AQ is that they are purchasing a
credence good in a context of strong
information asymmetry. The purpose of
this report is to shed light on directors’
perceptions of the relative importance
of selected AQ attributes. Given the
information asymmetry to which they
are subject, it is expected that they are
likely to assign the greatest importance
to attributes of AQ about which they
have information, in preference to
attributes about which information is
unavailable.

THE DRIVERS OF AUDIT QUALITY: COMPANY DIRECTORS’' PERCEPTIONS

Based on the foregoing discussion the
following hypotheses are developed.

H1: Directors perceive attributes for
which information is available as
relatively important in their assessment
of AQ.

H2: Directors perceive attributes for
which information is not readily
available as relatively unimportant in
their assessment of AQ.



3. Methodology

3.1. SURVEY QUESTIONNAIRE

3.2. ATTRIBUTES INVESTIGATED

Data for this study was collected using
an online survey of Australian directors
of companies listed on the Australian
Securities Exchange (ASX), for which
audits are mandated. The study used
Sawtooth Software’s Adaptive Conjoint
Analysis (ACA) system, developed by
Johnson (Johnson 1987; Sawtooth
Software 2007). An advantage of ACA is
that it is ‘adaptive’, in the sense that it
tailors later questions in the
questionnaire by taking into account
the respondent’s replies to earlier
questions, thus creating a unique series
of questions customised to each
respondent. ACA is in this way able to
obtain information on the relative
importance a respondent attaches to
an attribute compared with other
attributes, as distinct from their
absolute importance. ACA makes it
possible to investigate a concept such
as AQ by breaking it down into
component attributes and then
determining how individuals value
those attributes relative to each other.
The underlying assumption is that the
value the individual attaches to the
concept under investigation — in this
case AQ - is the sum of the values he or
she attaches to its component
attributes (eg firm size, the engagement
team’s knowledge of the client’s
industry, the audit partner’s attention to
the audit process, and so on). The
number of attributes was limited to 10
for two reasons. First, there is a need to
maintain subjects’ interest in the task,
and second, there were time
constraints. Having too many attributes
creates issues in both areas.

A set of 10 attributes of AQ were
selected, drawing on the results from
some of the best-known studies of
perceptions of AQ. Apart from the
already-mentioned work of Schroeder
et al. (1986), Carcello et al. (1992), and
Warming-Rasmussen and Jensen (1998),
other studies used in selecting the 10
attributes were Francis (1984), Craswell
et al. (1995), Kilgore et al. (2011) and
Kilgore et al. (2014).

Information about some of the
attributes investigated is readily
available to directors, but this is not
true for others. Of the attributes falling
into the first category, information
about three of them is publicly
available. For example, ‘Audit firm size’
is common knowledge, while
information regarding ‘Provision of
non-audit services (NAS)' is disclosed in
the financial statements, and ‘Audit firm
industry experience’ is usually available
on the audit firm's website. The
remaining attributes falling into the first
category are ‘Partner knowledgeable
about client industry’ and 'Senior
manager/manager knowledgeable
about client industry’. Information
about these is available to directors
through interaction at board or audit
committee meetings or from audit
tender/proposal documentation.

Information about the remaining
attributes is not readily available to
directors. Among these, information
about ‘Audit partner tenure’ on
continuing audits can only be
ascertained by making inquiries or by
checking audit reports over recent
years, while information about ‘Audit

quality assurance reviews' is
confidential: something that applies to
both internal or external regulatory
reviews of individual audit
engagements and to reviews of audit
firms. Finally, information about the
attributes ‘Partner/manager attention to
audit’, ‘Communication between audit
team and client management’ and ‘Very
knowledgeable audit team’ is not
readily available to directors because
acquiring that information calls for
direct observation of the audit process.

3.3. PARTICIPANTS

Participants for the study were recruited
from ASX 300 companies using the
Boardroom and Data Analysis Premium
databases. Invitations to participate
were mailed to directors, along with
information about the study, an
expression-of-interest form and a
reply-paid envelope. Forty-five positive
replies were received, upon receipt of
which a link to the online survey was
emailed to participants.

The survey gathered demographics on
respondents’ gender, age, education,
membership of professional bodies,
type of directorship, size of the firm
measured by revenue, assets and
number of employees. Most
respondents were male (76%) and aged
55 or above (71%). All but two had
tertiary-level qualifications, and half of
these also held postgraduate degrees.
Almost all were non-executive directors
(90%), and 16 of these (42%) were
chairmen of their firm’s board. Thirty of
the firms in question had assets
exceeding $250m, 24 (63%) generated
revenue exceeding $500m and 27 (71%)
employed more than 250 staff.



4. Results

ACA calculates relative importance
scores (RISs) for each AQ attribute. An
RIS indicates the importance of the
attribute relative to other attributes in
respondents’ assessments of AQ. ACA
scales the RISs so that the total score for
all attributes equals 100. (If all were
considered equally important, each
would have an RIS score of 10.) RISs are
ratios and so the higher the score, the
more influential the attribute. Thus an
attribute with a score of 20 can be
considered twice as important as an
attribute with a score of 10, and so on.

The RISs are reported in Table 4.1. To
understand how these results should be
interpreted, compare, for example, the
RIS score for ‘Audit firm size' (14.60) with
the RIS score for 'Audit quality
assurance review' (5.03). The former
score is almost three times greater than

the latter, indicating that the surveyed
directors perceive ‘Audit firm size’ to be
almost three times more important for
AQ than ‘Audit quality assurance review".

Table 4.1 shows that ‘Audit firm size’,
with an RIS of 14.60, was perceived by
the directors to be by far the most
important indicator of AQ among the 10
attributes investigated. Information
about this attribute is publicly available,
hence easily accessible to directors.
Given that directors operate in a
context of strong information
asymmetry, it is not surprising that they
regard this attribute as such an
important indicator of AQ. What is
more surprising about the results is
that, as Table 4.1 shows, two of the top
five attributes, ranked in the order of
their relative importance for directors as
indicators of AQ — in fact, the attributes

ranked second and third — are ones
about which information is not readily
available to the directors. Similarly, two
of the remaining five attributes, ranked
by directors in the bottom five for
relative importance for AQ, are ones
about which information is readily
available to directors, yet directors
assessed them as of relatively little
importance as indicators of AQ. These
results are therefore only marginally in
line with the expectations as expressed
in the hypotheses outlined in section
2.3. As regards H1, there was only a
slight preference in favour of indicators
of AQ about which information is readily
available to directors, and as regards
H2, conversely, directors have only a
slight inclination to assess attributes
about which information is not readily
available as being relatively
unimportant indicators of AQ.

Table 4.1: Relative importance scores (RIS), ranking and information availability to directors (n=45) of attributes tested

Attribute Ranking Readily available (RA) /
Not readily available (NRA)
Attributes about which information is readily available to directors
Audit firm size 14.66 1 RA
Provision of non-audit services (NAS) 10.07 5 RA
Audit firm industry experience 9.68 8 RA
Partner knowledgeable about client industry 10.04 6 RA
Senior manager/manager knowledgeable about client industry 10.27 4 RA
Attributes about which information is not readily available to directors
Audit partner tenure 497 10 NRA
Audit quality assurance review 5.09 9 NRA
Partner/manager attention to audit 14.18 2 NRA
Communication between audit team and client management 11.30 3 NRA
Very knowledgeable audit team 9.74 7 NRA
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5. Discussion

5.1. AUDIT FIRM SIZE

Directors perceived this attribute, with
an RIS of 14.66, as by far the most
important indicator of AQ among the 10
attributes investigated. As previously
indicated, information about audit firm
size is publicly available, so the high RIS
received for this attribute confirms the
expectation that, because of strong
information asymmetry, directors would
deem relatively important those AQ
attributes about which information is
readily available. This result therefore
supports research hypothesis H1.

The result is also consistent with
previous studies of stakeholders'’
perceptions of AQ; audit firm size has
regularly emerged, in assessments of
AQ, as the attribute perceived as the
most important of the attributes
investigated (Kilgore et al. 2011; Kilgore
et al. 2014). There are a number of
explanations for the importance
attached to ‘Audit firm size’ as an
indicator of AQ: for example, that large
firms give their clients’ financial
statements greater credibility (Dopuch
and Simunic 1980; Francis et al. 1999);
that large firms are better resourced
and can therefore offer clients a better
service (Simunic and Stein 1987); and
that large firms have a brand name and
reputation to protect and therefore
have more to lose if they produce a
low-quality audit (Simunic and Stein
1987; Francis and Wilson 1988).

5.2. AUDIT PARTNER TENURE

This attribute received the lowest RIS
(4.97) among those surveyed, indicating
that directors attach relatively little
importance to it in their assessments of
AQ. This suggests that directors do not
strongly support measures taken by
regulators to limit audit partner tenure
(see for example the IESBA code), and
the rationale for this measure, namely,

the contention that longer tenure
creates unhealthy relations between the
client firm and the audit partner,
reducing the latter’s independence and
objectivity, as suggested by Carey and
Simnett (2006). The directors’ position
appears to be consistent with the
findings of other research, that longer
tenure benefits AQ by enhancing the
partner’s knowledge of the client’s
industry (Chi et al. 2009; Lin and Hwang
2010). Nonetheless, it is important to
note an alternative possible explanation:
that the directors no longer see tenure
as an issue because it is legislated and
therefore out of their control.

Since ‘Audit partner tenure’ is an AQ
attribute about which information is not
readily available to directors, the low
RIS it received in this study is consistent
with the expectation that because
directors operate in a context of
information asymmetry, they are likely
to rate such an attribute as relatively
unimportant as an indicator of AQ. This
result supports research hypothesis H2.

5.3. PROVISION OF NON-AUDIT
SERVICES (NAS)

This attribute received an RIS of 10.07,
placing it just above the mean among
the 10 investigated attributes of AQ.
The moderate relative importance
assigned to this attribute suggests that
directors agree with research that
argues that AQ declines relative to the
percentage of income auditors receive
from clients for NAS. This view is
supported, for example, by
Kanagaretnam et al. (2011) and Schmidt
(2012), but some researchers have
argued that the research results are
inconclusive (eg Bedard et al. 2008)
while others argue that NAS benefits
AQ, perhaps by virtue of what Knechel
et al. (2013) and others have called a
'knowledge spillover’ (Knechel and
Sharma 2011; Svanstrom and Sundgren

2012). The present results offer modest
support for the argument that the AQ
declines relative to percentage of
income auditors receive from NAS.

Information on provision of NAS is
readily available to directors, so the
moderate importance directors
attribute to 'Provision of NAS' is not
inconsistent with the expectation that
because directors operate in a context
of information asymmetry, they can be
expected to assess such attributes as
relatively important indicators of AQ.
That directors attach only moderate
importance to this attribute may be
because they have control over the level
of NAS, and furthermore, are required
to provide an annual independence
statement. This result offers some level
of support for research hypothesis H1.

5.4. AUDIT FIRM INDUSTRY
EXPERIENCE

This attribute received an RIS of 9.68,
indicating that it is less important in
directors’ assessments of AQ. Although
this finding is contrary to expectations
about the level of this attribute’s
relative importance, it is nevertheless in
line with most of the research in this
area. Craswell et al. (1995), Knechel et
al. (2007) and Lowensohn et al. (2007)
have found that stakeholders regard
industry specialisation as a driver of AQ,
and Deis and Giroux (1992), Hogan and
Jeter (1999) and Solomon et al. (1999)
point to evidence supporting a positive
relation between an auditor’s knowledge
of their clients’ industry and AQ.

Since information about an audit firm’s
industry experience is available to
directors, the fact that this attribute
scored below the mean in directors’
perceptions of its relative importance
as an indicator of AQ fails to support
the expectation that because directors
work in a context of strong information



asymmetry, they will favour attributes
such as this as indicators of AQ. This
result does not support research
hypothesis H2.

5.5. AUDIT QUALITY ASSURANCE
REVIEW

This attribute received the second-
lowest RIS (5.09) of the 10 investigated
attributes. The low RIS indicates that,
overall, directors attach relatively little
importance to audit quality reviews.
This result conflicts with existing research.
For example, Epps and Messier (2007)
and Schneider and Messier (2007) report
a positive relation between external
quality reviews and AQ. Therefore the
relative lack of significance that directors
attach to these reviews in this study
suggests that further research on the
question of their perceived
effectiveness would be of value. Clarity
on this question is of some importance,
given that these reviews — particularly
mandatory inspections of audit firms by
regulatory bodies — are extremely costly
in both money and time.

Information about the results of quality
assurance reviews of individual audit
engagements is not publicly available,
so this information is unavailable to
directors. Hence the very low RIS
received by this attribute conforms to
the expectation that because directors
operate in a context of strong
information asymmetry, they are less
likely to assign relative importance to
attributes about which information is
unavailable to them. This result
supports research hypothesis H1.

5.6 PARTNER/MANAGER
ATTENTION TO AUDIT

This attribute received the second
highest RIS (14.18) of the investigated
attributes. The study’s finding that
directors place a high value on an audit

partner’s attention to the engagement
process is consistent with previous
studies, which show a widespread
perception among diverse audit
industry stakeholders that an audit
partner’s close involvement in the audit
process is a strong positive indicator of
high AQ (Schroeder et al. 1986; Carcello
et al. 1992; Kilgore et al. 2011).

Information about a partner’s or
manager’s attention to the audit is only
available to those able to observe the
audit process directly, and hence is
unavailable to directors. The very high
RIS directors awarded this attribute is
therefore not consistent with the
expectation that because they operate
in a context of strong information
asymmetry, they will favour attributes
about which information is available to
them as relatively important indicators
of AQ. This result does not support
research hypothesis H2.

5.7. COMMUNICATION BETWEEN
AUDIT TEAM AND CLIENT
MANAGEMENT

The RIS received by this attribute (11.31)
placed it third among the investigated
attributes, showing that directors
perceive it to be relatively important in
their assessments of AQ. This result
supports other studies that have found
a perception among audit industry
stakeholders that communication
between an audit team and client firm
managers is an important element in
high AQ (Schroeder et al. 1986, Behn et
al.1997; Murray 2013).

Information about this attribute is not
readily available to directors, so the high
relative importance they attached to this
attribute is contrary to the expectation
that they would rate such attributes as
relatively unimportant as drivers of AQ.
The RIS for this attribute does not
support research hypothesis H2.
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5.8. PARTNER KNOWLEDGEABLE
ABOUT CLIENT INDUSTRY

This attribute also received a close-to-
the-mean RIS (10.04). This is another
attribute perceived by directors to be of
moderate importance relative to other
attributes. The significance directors
attached to the engagement partner’s
industry experience as an indicator of
AQ is consistent with earlier research.
See, for example, Zerni (2012), whose
findings are that client firms infer AQ at
least to some extent from the individual
knowledge and experience of the audit
partner in charge.

Information about an audit partner’s
knowledge of the client’s industry is
available to directors, so the moderate
relative importance directors attached
to this attribute is consistent with the
expectation that directors would favour
such an attribute as an indicator of AQ
and supports research hypothesis H1.

5.9. SENIOR MANAGER/MANAGER
KNOWLEDGEABLE ABOUT CLIENT
INDUSTRY

This attribute received an RIS of 10.27,
placing it fourth among the investigated
attributes for perceived impact upon
AQ. This indicates that directors place
considerable importance on managers’
knowledge of their client’s business or
industry. Interestingly, this attribute is
also placed first among the three
'knowledge’ attributes investigated in
this study (5.8, 5.9 and 5.10): attributes,
that is, concerned with auditors’
knowledge of the client’s industry. The
greater importance that directors
attach to the audit manager’s industry
experience than to that of the
engagement partner may indicate that
they perceive the "hands on’ practical
influence of the manager on the
engagement to be more important to
AQ than the more distant authority



exercised by the partner. There is
limited research on the influence of
audit managers’ industry experience on
AQ. Kilgore et al. (2011) report that
users of audit services attach some
significance to managers’ industry
experience as a driver of AQ, and the
present study supports that finding.

Information about audit managers’
knowledge of their clients’ industry is
available to directors, as they would
generally attend board and/or audit
committee meetings with the
engagement partner. Consequently,
the significant impact upon AQ that
directors ascribe to this attribute is
consistent with the expectations and
supports research hypothesis H1.
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5.10. VERY KNOWLEDGEABLE
AUDIT TEAM

The RIS of 9.74 received for this attribute
makes it yet another to which directors
accorded a level of importance very
close to the mean, as an indicator of
AQ. Nonetheless, this RIS places it only
seventh in importance as an indicator of
AQ, showing that directors attach less
importance to it than to most other
attributes investigated. This result is not
inconsistent with the findings of those
researchers (eg Li and Chen 2011) who
report a positive relation between an
audit team’s industry experience and AQ.

The extent of an engagement team'’s
audit experience and knowledge of
their client’s industry is not readily
available to directors, so the relative
lack of importance that they attach to
this attribute is consistent with the
expectations and supports research
hypothesis H2.



6. Conclusions and implications

As indicated earlier, the perception of
directors that audit firm size is the most
important attribute in their assessments
of AQ is one they share with the
majority of stakeholders across the
audit industry. This is an unsurprising
result given that directors operate in
circumstances of strong information
asymmetry. Information about audit
firm size is publicly available, so
asymmetry is not a problem here. It
would be expected that directors would
favour such attributes as more
important indicators of AQ than
attributes that are less easily assessed.
Arguably, furthermore, as purchasers of
a credence good, directors, like other
consumers in this situation, have reason
to resort to reliance on the seller’s name
or reputation, and in an audit context
that means turning to those firms that
are best known, have a high reputation
and have ample resources available to
them: in practice, large firms.

Nonetheless, as noted earlier, and
contrary to expectations, the surveyed
directors did not consistently prefer
such readily assessed attributes in their
assessments of AQ. Indeed, the
attributes that emerged as those they
regarded as the second and third most
important for AQ were attributes about
which information is not readily
available to them (see Table 4.1). A likely
explanation for this finding is that the
directors, rather than indicating
attributes they were able to judge for
themselves as the best indicators of
AQ, stated what they believed were in
fact the best indicators of AQ. On this
basis, of the five attributes that they
regard as most important for AQ, two
are ones that they cannot readily assess
for themselves.

There is a plausible further explanation
for the order in which directors ranked
the relative importance of the
attributes. As noted, the fact that audit
firm size is ranked as the most
important attribute has a ready
explanation in the fact that directors,
operating in circumstances of strong
information asymmetry are likely to turn
to the audit firm’'s brand and reputation
— hence the size of the firm — for
reassurance as to the quality of the
audit service likely to be received. The
remaining attributes ranked among the
six most important indicators of AQ are
all concerned either with the
relationship between senior members
of the audit team and the client (ie
‘Communication between audit team
and client management’; 'Provision of
non-audit services (NAS)') and with the
engagement team (ie ‘Partner/manager
attention to audit’), or with senior
members’ competence (ie ‘Senior
manager/manager knowledgeable
about client industry’; ‘Partner
knowledgeable about client industry’).
A ready explanation for this is that
because directors operate in
circumstances of information
asymmetry, they have little option but
to place their faith in their relationship
with senior members of the audit firm,
and to trust in those senior auditors’
competence to safeguard their interests
in keeping a close watch on the
progress of the audit.

The survey results have important
implications because they are likely to
have significant economic
consequences for all stakeholders. The
audit industry is of critical importance
to economic stability not only at a
corporate but also at a national and
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global level, and users of audit services
are expending significant resources on
these services. Despite this, two of the
three criteria the directors regard as the
most reliable and important indicators
of high audit quality are attributes that
they cannot directly assess themselves.
This confirms that directors operate in
circumstances of strong information
asymmetry, and it raises the further
concern that the kinds of market
inefficiencies associated with
information asymmetry that were
pointed out in section 2.2 — namely,
undertreatment, overtreatment or
overcharging — are also likely to
characterise the audit industry.

The attributes that directors ranked
second and third in relative importance
for AQ were ‘Partner/manager attention
to audit’ and ‘Communication between
audit team and client management’.
These results have significant
implications for audit firms. As
remarked earlier, it is commonly the
directors in potential client firms who
carry the responsibility for engaging
and/or approving the auditors, hence,
for marketing reasons, directors’
perceptions of the attributes of greatest
importance for AQ are of substantial
interest to audit firms. Although
directors cannot determine for
themselves what degree of attention
the partners or managers in an audit
firm give to audit engagements, or the
nature and degree of the
communication between the firm's
audit teams and their clients’
management, directors regard these as
highly significant indicators of AQ, so
auditors have good reason to
emphasise these attributes in publicity
materials and other means of
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communication likely to reach directors
and other stakeholders in the audit
industry.

Directors’ perceptions of the attributes
most important to AQ are also of
interest to industry regulators in
formulating policy and guidelines for
improving audit quality. It should be of
concern to regulators that information
about two of the three attributes
directors perceive as the most
important indicators of AQ is not readily
available to them, placing them in a
situation of strong information
asymmetry and making them vulnerable
to market inefficiencies such as
undertreatment, overtreatment or
overcharging. The present findings
suggest that it would be of benefit to
the audit industry for regulators to seek
ways of reducing the information
asymmetry faced by directors and other
external shareholders by introducing
measures that make the desired
information more readily available to
users of audit services.
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