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CHAPTER 1 INTRODUCTION

L1  Quality, service quality and audit quality

General interest in and attention for quality is not a recent phenomenon. From
Aristotle on, philosophers have discussed ’quality’, using it as a construct
with various and constantly evolving meanings. A common element in
modern definitions of quality is that the actual performance of a product is
compared to a certain standard; the smaller the gap between the actual
"performance’ and the 'standard’, the higher the level of quality achieved.'

In manufacturing, this current concept of quality is quite straightforward: a
product has to meet pre-established requirements, with a given tolerance: a
valve for a specific engine should have a diameter within certain narrowly
defined borders. If the actual output meets these requirements, then the
required level of quality has been achieved; if not, the output is substandard
and the quality level is not acceptable.

For services, however, this quality concept is not so easily applicable.
Services cannot be technically measured or counted. And, interestingly, the
production and consumption of a service are linked. Consumption and
production of a haircut take place simultaneously: the consumer is involved
in the production process. This has specific implications for the definition of
service quality. First, what is the "standard’ to which the actual performance
is compared? Over the last decade, extensive research has been done in this
area. Through focus group interviews and surveys, Parasuraman et al. (1985)
found that, in assessing quality, consumers compare their perceptions of the
actual performance with their expectations about what the performance
should® be. The gap between perceived performance and these expectations
determines the level of quality achieved by that service. Second, what are the
attributes of service quality? In the example of a haircut: what are the items
on which a hairdresser may or may not 'score’ in terms of service quality? If
a haircut was a manufacturing process, one might expect the consumer and
producer to first agree on a certain type of haircut, explicitly stating the
length required for each hair, with a given tolerance. However, this rather
technical approach to haircut quality does not reflect all the relevant

' Assuming that the actual performance is below the standard.

*See Chapter 2 for the nature of these expectations.
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attributes of the service. Because of the link between production and
consumption, the haircut process is also relevant for quality. This process
includes items such as the appearance of personnel, instruments and even
other consumers; the waiting time; the type and sound level of the music; the
small-talk by the hairdresser. Even if the haircut is technically carried out in
exact conformance with the type agreed upon — each hair being within the
tolerance — it is possible that the overall quality of the haircut will be
perceived as low, due to the low quality on these additional items. Chapter 2
of this thesis will refer to the first type of quality as technical quality and to
the latter type as functional quality. Parasuraman et al. (1985) have
concentrated on functional quality and have applied this concept to a large
number of services.

What applies to a haircut, also applies to auditing, the subject area of this
study. Again, production and consumption are linked: in conducting an audit,
the auditor certainly involves the auditee. The audit team usually works
within the auditee’s premises, checking the auditee’s accounts, asking the
auditee’s personnel questions or verifying the existence of the auditee’s
assets. But the crucial issue is: who is the customer? Is it the management of
the company, which in most cases has a decisive role in the appointment of
the auditor? Or is it the audit committee, or the supervisory board to whom
the auditor should report any findings that are relevant to their supervisory
role? Or the users of the financial statements, such as stockholders, bankers,
employees, government and a large number of other parties that have interests
in the audited company? Probably, all of these stakeholders will consider
themselves as consumers of audit services, but — given the diversity of
stakeholders, their interests and the use they make of financial statements and
hence audit services — they will hold different ideas about audit quality. One
might argue that the management of the audited company is primarily
interested in the advisory capacity of the auditor. Of course, the auditor
should find errors in the financial statements, if any. But first of all the
auditor should help management by identifying risks, opportunities and
solutions in the areas of financial statements, tax, accounting information
systems, internal organization and corporate finance. Bankers, on the other
hand, might be expected to appreciate an auditor who is a genius in detecting
errors in the financial statements or going concern problems. Although they
may also appreciate any help the auditor can give the company by way of
advice, they might like the auditor to act in the first place as a watch-dog,
publicly signalling errors or irregularities that might be of concern to bankers.
So it seems that the auditor should be able to adapt his service to very
different and sometimes even conflicting quality concepts.
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This study will try to identify these quality concepts for two groups: the
management of the audited company (clients) and account managers of
commercial banks (bankers). Both groups benefit directly from audit services,
and both groups have fairly frequent direct contacts with auditors. Therefore,
both clients and bankers are able to make assessments of audit quality, based
on their own perceptions. This study will examine whether the auditor is
successful in finding the proper combination of technical and functional
quality in response to the different desires of these groups.

1.2 Research questions
This thesis attempts to answer two research questions:

1. What technical and functional audit quality attributes are distinguished
by clients and bankers, and what is their relationship with and
influence on overall audit quality assessments by these two groups?

2. What is the influence of audit engagement characteristics on technical
audit quality perceptions of clients and bankers?

Research guestion 1: What technical and functional audit quality antributes
are distinguished by clients and bankers, and what is their relationship with
and influence on overall audit quality assessments by these two groups?

As illustrated in the previous section, different interest groups are expected to
hold different views on the attributes of audit quality and their relative
importance. This has received little attention in the audit literature. The
expectations and perceptions of users of audit services regarding rechnical
audit quality have been the subject of several expectation gap studies® (see
Chapter 3). These studies focused on the auditor’s ability to detect errors in
the financial statements and other irregularities (such as fraud) and on auditor
independence concerning these matters, in line with the audit quality
definition of DeAngelo (1981b). However, these studies did not relate these
attributes to overall audit quality, implying that the relative importance of the
gaps could not be measured. The number of studies regarding functional audit
quality is very limited. Schroeder et al. (1986) and Carcello et al. (1992) did
some research in this area; but their studies were limited to asking
respondents to rate the importance of each technical and functional item
appearing in their questionnaires.

*In the Netherlands, expectation gaps were studied by the Limperg Instituut (1987).
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In order to find empirical answers to the first research question, several
technical and functional attributes were assessed, in this study, by clients and
bankers. They made these assessments for actual engagements with which
they were familiar. They were also asked to rate the overall audit quality for
these engagements.* By using factor analysis and regression techniques, it
has been possible to identify relevant audit quality attributes and their
importance for overall audit quality. The importance of exploring this
relationship between overall andit quality and the underlying attributes is
stressed by Dopuch and Simunic (1982, p. 406): *A fundamental issue in
studying the market for audits (...) is the identification of those characteristics
of audit services which are valued by purchasers.’

Research question 2: What is the influence of audit engagement
characteristics on technical ° audit quality perceptions of clients and
bankers?

This topic has received considerably more attention in audit research than the
first question. The effects of engagement characteristics such as audit firm
size, client size and financial condition, length of tenure or the provision of
Management Advisory Services (MAS) on technical audit quality have been
the subject of several studies, notably in the US. The methods of data
gathering in these studies varied widely. Some studied factual technical audit
quality. For example, Palmrose (1988a) found that non-Big Eight firms were
confronted with significantly higher meritorious litigation than Big Eight
firms, implying that Big Eight firms had better technical audit quality than
non-Big Eight firms. However it is widely acknowledged that, in addition to
factual audit quality, the study of perceptions of technical audit quality is also
necessary. Shockley (1981, p. 785) observes that *(...) credibility depends
ultimately on the perception rather than on the fact of independence.’ Schilder
(1994) performed interviews with leading people in the financial community
on the subject of auditor independence. He cites Professor Van Hulle, Head
of Accounting in Directorate General XV of the European Commission, as
saying "the world is complex, and your independent state of mind is not

4 . E e i

In their assessments of overall audit quality and of the underlying attributes,
respondents were asked to rate the auditor’s performance of the audir function, so that
other services provided by the auditor were not considered.

°A theoretical background for this research question and the associated hypotheses
has been found in the agency theory (see Chapter 4). Since the agency argument can
only be applied to the technical attributes, this research question does not address the
influence of the engagement characteristics on functional attributes.
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enough. You have to appear to others as being independent. So perceptions
are utterly important.” On the other hand, most of the perception studies have
the limitation of being based on fictitious cases rather than on actual
engagements. Shockley (1981, p. 296), who studied perceptions based on
fictitious cases, acknowledges that ’subjects may not respond in an
experimental setting in the same fashion as in more realistic contexts.” In this
thesis, the advantages of using actual engagements have been combined with
those of studying perceptions. By using regression techniques, the actual
engagement characteristics were linked to the respondent’s assessment of
perceived technical audit quality.

1.3 Research contribution

We believe that this thesis can contribute to research in four ways:

1. As stated, it will study the influence of engagement characteristics on
perceived technical audit quality by using data and assessments of
actual engagements. In previous research, this combination is very
rare. Given the importance of perceptions of audit quality for the
credibility of the audit profession and the individual auditor, the study
of quality perceptions based on actual engagements is a significant
contribution to audit research.

2. It will test the importance of various technical and functional quality
attributes for overall quality, based on assessments of actual
engagements by various groups of users of audit services. By
providing insight into the differences in the expectations and quality
concepts of these groups, this study may provide a basis for future
expectation gap studies.

3. Leading concepts and research techniques regarding service quality,
widely used in marketing research, will be implemented here in the
field of audit research. So far, the cross-fertilization between these two
research areas has been rather limited.

4, This study will test the relevance of different levels of expectation in
overall audit quality assessments. Performance is compared not only to
the desired level of expectation — as suggested and done by Zeithaml
et al. (1990) — but also to the adequate level of expectation — as
suggested by Zeithaml er al. (1991). By testing the applicability of the
latter level of expectations in overall quality assessment, this study will
contribute to the current discussion on the proper conceptualization of
service quality.
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In addition to these contributions to research, this study has important .
implications for auditing practice. Given the competiﬁw; nature of the audit
market in the Netherlands (see Leeflang et al., 1992a), it is important for
auditors to understand the needs and quality assessment process of the users
of their services. Moreover, audit quality is not just a competitive instrument
for the individual auditor. Attention to audit quality is crucial for the
credibility of the entire audit profession. The Dutch professional body of
auditors has acknowledged the importance of audit quality for the future of
the profession and has started a discussion on profession-wide quality control

(NIVRA, 1992).

1.4 Outline of the thesis

After this introduction, the concept of service quality will be discussed in
Chapter 2. After a brief discussion of the current concepts of quality, the
difficulties of applying the traditional quality concepts to services will be
discussed. Then the SERVQUAL (service quality) concept developed by
Parasuraman et al. (1985) will be discussed. This model and the
accompanying questionnaire (see appendix 1) will be used in this thesis. An
extensive discussion of the importance of expectations in the audit quality
assessment will also be included in this chapter, which will close with a brief
discussion of audit quality and definitions of functional and technical audit
quality.

Chapter 3 discusses previous research on the nature and attributes of
Junctional and technical audit quality and generates some hypotheses about
the importance of several functional and technical audit quality attributes in
the overall audit quality assessments of clients and bankers. As regards the
functional audit quality atiributes, the discussion will be based on the
functional quality attributes identified by Zeithaml et al. (1990). For the
technical audit quality attributes, we will discuss several expectation gap
studies, which have identified the expectations and perceptions of several
stakeholder groups regarding issues such as detection of errors in financial
staternents, detection of going concern problems, detection of weaknesses in
the audited company’s internal organization and detection of fraud and illegal
acts. The independence expected of auditors in relation to these issues will
also be examined.
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Chapter 4 provides an overview of the large body of audit research on the
influence of audit engagement characteristics on the auditor’s detection ability
or independence. Theoretical and empirical findings regarding the influence
of firm size, client size, client’s financial health, length of tenure and the
provision of MAS will be discussed in this chapter.

Chapter 5 discusses the design of the empirical study. The hypotheses
generated in the previous chapters — based on existing theoretical and
empirical research — will be summarized. Then the type of questionnaire and
the methods for selecting engagements which have been used in this study
will be explained. The final section of this chapter will give the descriptive
results for all questions included in the questionnaire. Findings emerging from
an analysis of the descriptive results will be discussed.

Chapter 6 presents the factor and regression analyses which were applied to
find the relevant technical and functional audit quality attributes and to
measure the influence of these attributes on overall audit quality. The factor
structures and regression functions resulting from these analyses will be
presented. They make it possible to compare the importance of attributes for
overall audit quality as assessed by clients and bankers.

Chapter 7 presents the results of the regression analyses regarding the
influence of engagement characteristics on technical audit quality. These
findings will be discussed for clients and bankers separately, so that any
differences can be highlighted.

Finally, Chapter 8 summarizes and discusses the findings from the empirical
analyses, identifies the study’s limitations and topics for further research, and
underscores the theoretical and practical implications.






CHAPTER 2 QUALITY, SERVICE QUALITY AND AUDIT
QUALITY CONCEPTS

2.1  Introduction

This chapter will discuss recent developments regarding the concept of
quality, and audit quality in particular. After a discussion of the current
concepts of quality in Section 2.2, Section 2.3 will address the importance of
service quality. It will suggest that establishing a quality image may be a
strategic instrument by which firms can differentiate their services, despite the
typical characteristics of services — presented in Section 2.4 — which make
’quality’ more difficult to measure and evaluate in service industries than in
other industries. After identifying these typical characteristics, a conceptual
framework of service quality is presented in Section 2.5. In this framework,
service quality is determined as the difference between customer expectations
and customer perceptions. Given the importance of this framework for the
empirical analysis, the nature and determinants of customer expectations in
quality assessments will be addressed in Section 2.6. Section 2.7 will consider
the dimensions or attributes of service quality that were named in the
literature as determinants of quality assessments in a broad range of service
industries. This section also introduces the difference between technical and
functional service quality. Then, in Section 2.8, the concept of audit quality is
briefly discussed within the framework of service quality. Finally, Section 2.9
will summarize the relevant topics in this chapter.

2.2 Defining the modern concept of quality

During its long period of development, several different interpretations have
been given to the construct *quality’ (Neijzen and Trompetter, 1989). Initially,
quality was regarded as an objectively measurable characteristic of a product
(e.g. the chemical pureness of a product). Over time, however, the quality
construct has come to be seen as an expression of subjective perceptions of
the ability of a product or service to ’satisfy the requirements of customers’
(Ishikawa, 1985) or ’the extent to which the product successfully serves the
purposes of the user during usage’ (Juran, 1974).

Perhaps due to the extremely long — and perhaps: still enduring — period of
development of the meaning of ’quality’, many different definitions have
emerged.
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The difficulty of finding a definition ’fitting” modern concepts of quality can
be attributed to four characteristics of these modern concepts (Lemmink,
1991):
. ) Multi-dimensionality: a product or service consists of various, more or
less mutually dependent characteristics. A quality judgment is often
given for a product or service as a whole, leading to problems in
measuring and weighing the various product quality attributes;
Relativity: quality judgments depend on the framework in which the
product or service is evaluated;

Subjectivity: 'Quality lies in the eyes of the beholder’ (Garvin, 1984).
Quality depends on the needs of specific customers, who offset the
observed quality against their own expectations and needs; and
Dynamics: customers’ needs and preferences vary over time,
influencing the perceived level of quality.

Given these characteristics of the ’quality construct’, Lemmink (1991)
evaluates the prevailing quality definitions:
Conformance to requirements: this type of definition, first given by
Crosby (1979, p.15), is production oriented. Customer expectations and
perceptions are irrelevant in this definition.
Fitness for use/purposes: the *fitness for use’ concept of quality was
introduced by Juran (1974, p. 2). In this concept, quality is seen as a
subjective and dynamic phenomenon, depending on the use to which a
customer intends to put the product. It refers to the usefulness of a
specific product for particular — envisaged — purposes.
Needs and/or desires: this concept of quality refers to the ability of a
service or product to satisfy the customer’s needs and/or desires.
Expectations: the "expectations’ approach regards quality as the degree
to which a product meets a customer’s expectations.'

The last three definitions have a lot in common, and — together — seem to
cover the characteristics considered typical for the modern quality concept
(multi-dimensionality, relativity, subjectivity and dynamics; see Lemmink,
1991). As illustrated in Section 2.6, "expectations” also include the elements
of purpose, desire and needs. Thus the definition of quality given by
Parasuraman er al. (1986, p. 6) appears to capture all the essential elements
and can serve as the basis for the quality concepts in this thesis:

] . . . .
For a discussion of the various levels of expectations, see Section 2.6,
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... perceived quality is the degree and direction of discrepancy between
customer’s perceptions and expectations.’ *

2.3 The importance of service guality

For a long time, the focus of attention in quality research has been on product
quality. Sophisticated quality measures using statistical techniques have been
developed, but they have been directed only at technical aspects of input,
process and output. However, attention is now extending to service quality.
According to Cronin and Taylor (1992, p. 55), 'there even appears to be
executive consensus in the United States that service quality is one of the
most important problems facing management today.” There are a number of
reasons for this. First, the service industry is increasingly important in the
Western world. Cronin and Taylor (1992, p. 55) report the findings of several
studies which have demonstrated the growing importance of the service
industry. According to these studies, "the proportion of the US population
employed in the service sector increased from 30% in 1900 to 74% in 1984,
(...), 85% of all new jobs created since 1982 have been in service industries’
and ’services currently account for 58% of the total worldwide GNP.” A
similar development can be seen in the Netherlands. According to the CBS
(1994), the share of the service sector in Dutch GNP increased from 30% in
1950 to 50% in 1992.

Second, quality is seen as an effective competitive instrument in most service
industries, since other marketing instruments are generally less effective in
the service market (Neijzen and Trompetter, 1989):
The capital threshold to entry is rather low for most services. It is not
easy to edge out competitors by high investments;
The diffusion of innovations is very rapid in services; therefore, it is
very difficult to keep an edge on competitors in the long run by
developing new types of services;

*Note that there is a negative relationship between ’perceived quality’ and the
"discrepancy between customer’s perceptions and expectations’, as long as perceptions do
not exceed expectations.

*Although this might apply to services in general, these characteristics do not
necessarily apply to professional services like auditing.
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Price competition can easily be followed by competitors. Becags,e of
the quick diffusion of innovations, it is very difficult to maintain a
long-term cost effectiveness advantage over competitors: therefqre,
price competition is possible only by decreasing the profit margin,
which is not an attractive strategy in the long run; :

Location is very important in most services; however, it will never be
a dominant factor, since consumers are willing to travel further if this
is beneficial to the total service package. Moreover, services are often
delivered at the customer’s home.

Therefore, the traditional marketing instruments can be expected to *fall
short’ in distinguishing one’s service from the competitors’. Giving high
attention to quality might be an important competitive instrument in the
service market.* Zeithaml et al. (1988, p. 35) report the findings of several
studies, revealing that ’delivering high service quality produces measurable
benefits in profit, cost savings and market share.’

Nonetheless, several findings in marketing research warn producers not to
rely entirely on service quality. Cronin and Taylor (1992) found that service
quality has no significant direct impact on purchase intentions. They conclude
that *perhaps consumers do not necessarily buy the highest quality service;
convenience, price, or availability may enhance satisfaction® while not
actually affecting consumers’ perceptions of service quality.’ In contrast,
Boulding er al. (1993) found ’that the greater customers’ perceptions of a
firm’s overall service quality, the more likely the customers are to engage in
behaviours beneficial to the strategic health of the firm.” Bolton and Drew
(1991, p. 383) report that *most authors have viewed value as the outcome of
a trade-off between a single "overall quality" construct and sacrifice.
However, these results suggest that the customer’s value function is more
complex. (...) The results suggest that service providers must offer flexible
services that satisfy the different tastes and expectations of each market
segment.” Parasuraman et al. (1993) assert that *value is a concept at a higher
level of abstraction than quality, that incorporates not just the "get"

4. . m . .

In a study of the reactions of competitors to quality improvements, Lemmink (1991)
found that competitive reactions to service quality improvements were very tardy, since
improvements in this area are difficult to imitate, and this cannot be done rapidly.

Ar.:cordmg to Parasuraman er al. (1993}, price, convenience and availability are not
determinants of customer satisfaction, but instead determine *value’.
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components (benefits and desirable features) involved in quality but also the
“"give" components (price and other sacrifices).’

2.4  Typical characteristics of services and their impact on the quality
concept

The specific characteristics of services require different quality approaches

than those used for tangible products (Kasper and Lemmink, 1989):
Intangibility/perishability: a service cannot be demonstrated (Neijzen et
al., 1989), counted, technically measured, inventoried, tested or
verified (Parasuraman et al., 1985);
Inseparability: the production of services cannot be disconnected from
consumption. The production of services, and the related quality, is
highly influenced by the client’s presence (DiPrivio, 1987). This
interaction ("service encounter’) between the service consumer and the
service producer also implies that quality perceptions are based on
both technical and functional attributes (see Section 2.7); and
Heterogeneity: services vary from producer to producer, from customer
to customer.

Given these characteristics of services, Parasuraman et al. (1985) conclude:
Service quality is more difficult for the consumer to evaluate than
physical goods quality. Objective indicators as durability and number
of defects cannot be applied;

Service quality perceptions result from a comparison of consumer
expectations with actual service performance (given the lack of an
objective, easy-to-apply service quality measure); and

Quality evaluations are not made solely on the outcome of a service;
they also involve evaluations of the process of service delivery.

2.5 A general model of quality in service industries

Based on the 'expectations’ approach to quality (see Section 2.2) and taking
into account the specific features of service quality, Parasuraman er al. (1985)
have designed a conceptual model of service quality. In interviews with
executives from several service industries and focus group interviews with
users of those services, they identified several gaps within the service
delivery process that together make up the overall gap between the expected
and the actually perceived service level. This is illustrated in Figure 2.1.
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In this model, the following gaps can be distinguished:
. Gap 1: difference between consumer expectations and management
perceptions of consumer expectations;
Gap 2: difference between management perceptions of consumer
expectations and service quality specifications;
Gap 3: difference between service quality specifications and the
service actually delivered;
Gap 4: difference between service delivery and what is communicated
about the service to customers; and
Gap 5: perceived service quality.®

Although certain modifications (see, e.g., Zeithaml et al.,” 1991; Brouwer et
al., 1992) and even rejection (see, e.g., Cronin and Taylor, 1992 and 1994;
Teas, 1993 and 1994%) of this gap-model have been suggested over time,
there is ample support for its general structure (see, e.g., Brown and Swartz,
1989; Bolton and Drew, 1991). The model may help to explain how certain
expectation or perception biases may result in inferior quality. For example,
several studies have found that differences between clients’ perceptions and
managers’ perceptions lie at the basis of quality gaps (see, e.g., Kasper and
Lemmink, 1989). Although this study does not measure the expectations and
evaluations of all parties involved in this process (in auditing: auditors,
clients, users of financial statements and standard setters), it does measure
expectations and performance evaluations of two important user groups
(clients and bankers).

2.6  Expectations as determinants of quality

Because of the weight attributed in the SERVQUAL model to expectations, it
is important to know more about customers’ expectations of services. In the
marketing literature, this topic has received considerable attention recently,

®Gap 5 results from all previous gaps. Zeithaml et al. (1988) present a conceptual
model of the determinants of the several gaps. Their model provides an interesting
framework for future empirical research, attempting to test what characteristics of a
service company have an impact on the extent of the relevant gaps.

"See Section 2.6 for their extension of the model with regard to the nature of
expectations.

*Their criticism of the SERVQUAL model will be discussed in Section 2.6.
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but no consensus has yet been reached on the importance of expectations in
the quality assessment process. This section will briefly review the recent
research in this area.

In order to establish the nature and determinants of expectations, Zeithaml ez
al. (1991) made an extensive study of the relevant literature. In addition to
this, they held 16 focus group interviews with customers of different service
industries. Based on this research, they concluded that in perceiving service
quality, the actual performance is compared with normative expectations.
Under this 'desired service’ standard, performance is compared to a ’wished-
for’, ideal level of performance: how a brand should perform for the customer
to be completely satisfied. Zeithaml et al. (1991) call this desired service ’a
blend of what the customer believes can and should be (...) the level of
service the customer ought to receive, or deserves, given a perceived set of
costs.” Their research also indicates that customers recognize it is not always
possible to realize their service desires. *Thus, they have another, lower
expectation for the threshold of acceptable service. We define this lower
expectation as adequate service, the level of service the customer will
accept.” The difference between desired service and adequate® service is
called the zone of tolerance, which varies among customers and among
service attributes.'

Based on their research, Zeithaml er al. (1991) redefined gap 5 (perceived
service quality) as
the gap between desired service and perceived service: the perceived
service superiority gap;
the gap between adequate service and perceived service: the perceived
service adequacy gap.

An entirely different approach to the impact of expectations on perceived
service quality is suggested by Cronin and Taylor (1992). In their opinion,
service quality should not be viewed in the context of the satisfaction
paradigm, but as an attitude. Based on Oliver (1980), they suggest that *(1)

9 . . . .
Miller (1977) defines this type of expectation as the minimum tolerable type of
expectation.

1 ;
Zeithaml] er qL (1991) made an extensive study of determinants of the different
leve‘:lsu of expectations. Although these determinants are an important area of research, this
topic 1s beyond the scope of this research. 7
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in the absence of prior experience with a service provider, expectations
initially define the level of perceived service quality, (2) upon the first
experience with the service provider, the disconfirmation process leads to a
revision in the initial level of perceived service quality, (3) subsequent
experiences with the service provider will lead to further disconfirmation,
which again modifies the level of perceived service quality, and (4) the
redefined level of perceived service quality similarly modifies a consumer’s
purchase intentions towards that service provider.” From this study, Cronin
and Taylor (1992) conclude that the use of the disconfirmation framework as
the primary measure of service quality — the bare essence of SERVQUAL"
— is called into question, ’because disconfirmation appears only to mediate,
not define, consumer’s perceptions of service quality’: expectations influence
the single-transaction-related disconfirmation process,’* which in turn —
indirectly — affects the service quality perception. Parasuraman et al. (1993),
in a critical reaction to the Cronin and Taylor (1992) article, assert that
'SERVQUAL is a tool to obtain a reading of the attitude level, not a
statement about how that level was developed’ (p. 7): the measurement of
quality at a certain point in time cannot be rejected on the basis of
longitudinal studies that are merely concerned with the development of
quality assessments over time.

Cronin and Taylor (1992) compared the explanatory power of the
SERVQUAL model™® with the explanatory power of their own SERVPERF
model, which was similar to SERVQUAL, except that it measured perceived
service performance rather than the gap between perceived and expected
service performance. Thus, in the SERVQUAL model quality is explained on
the basis of the difference between expectations and perceptions, while in
SERVPERF quality is explained on the basis of absolute perceptions.

"In a disconfirmation process, expectations are confronted with perceived
perceptions, leading to a renewal of the perception of quality by disconfirmation of the
previously held expectations and — to a limited extent — to the modification of the
expectations level. This is characteristic for the SERVQUAL. approach.

" According to Cronin and Taylor (1992, p. 56) "the most common explanation of the
difference between the two is that perceived service guality is a form of attitude, a long-
run overall evaluation, whereas satisfaction is a transaction-specific measure.’

PSee Chapter 5 for an extensive discussion of the features of the SERVQUAL
model.
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Cronin and Taylor (1992) found that the explanatory power was higher for
the SERVPERF mode! than for the SERVQUAL model in each of the four
service industries tested.' '* '® Their findings were confirmed by

Boulding et al. (1993), but not confirmed by the results of Bcltoq and Dr‘ew'
(1991, p. 383), who found that "a key determinant of overall service quality is
the gap between performance and expectations (i.e., disconfirmation). (...) It
is interesting to note that disconfirmation explains a larger proportion of the
variance in service quality than performance, whereas, in previous studies,
performance explains a larger proportion of the variance in customer
satisfaction than disconfirmation (...)". Parasuraman et al. (1994a, p. 120) cite
several other studies that also found that the performance-only models had
better predictive value than the performance-less-expectation models.
However, 'the superior predictive power of the P-only measure must be
balanced against its inferior diagnostic value’ (Parasuraman et al., 1994a).

Another critical view on the relevance of expectations was provided by Teas
(1993). He tested the (Perceived) Performance - Expectation (P-E) quality
conceptualization and found several problems:
The expectation can be interpreted by respondents as an indication of
the attribute importance or as a forecast instead of as a measure of
what a service provider should deliver. This warning should be borne
in mind when formulating the statements used in the questionnaire.

"“SERVPERF’s R? ranged from 39% to 48%, whereas SERVQUAL’s R? ranged from
31% to 47%.

“Cronin and Taylor (1992) also tested the weighted SERVQUAL and SERVPERF
models. Zeithaml et al. (1990} suggested the possibility of including importance
measures for each item in the questionnaire. It was suggested that the ability to measure
service quality would be improved by multiplying the gap value by the importance value.
However, in their tests, the explanatory power of the weighted models proved to be less
than that of the unweighted models.

“Parasuraman et al. (1993, p. 24) found methodological weaknesses in this
comparison between the explanatory power of SERVPERF and SERVQUAL. They
argued that the dependent variable used in the regression analysis was performance-based
rather than disconfirmation-based. "Therefore, at least some of the improvement in
explanatory power achieved by using SERVPERF instead of SERVQUAL may be
1mmarely an artifact of the "shared method variance” between the dependent and
independent variables.”
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However using the revised SERVQUAL ’expectations’ measure
(’excellent companies have up-to-date-equipment’ instead of the
original wording *They should have up-to-date equipment’; see
Zeithaml et al., 1990) is expected to mitigate these interpretation
difficulties;

The P-E conceptualization is problematic for attributes to which the
*classic ideal point’ concept applies, i.e., for attributes on which a
customer’s ideal point is at a finite level, so that performance beyond
this level will displease the customer (e.g., excessive friendliness of a
salesperson in a retail store). Parasuraman et al. (1994a) agree that the
P-E conceptualization is only appropriate if the attribute is a vector
attribute or a classic ideal point attribute and perceived performance is
less than or equal to performance. However, using data material from
Teas (1993), they argue that classic ideal point attributes are rather rare
and that the P-E conceptualization is therefore appropriate for more
than 95% of the attributes; and

The P-E conceptualization appears to indicate that a service for which
both the performance and the expectation scores are 7 (representing
very high expectation and performance levels) is deemed to provide
the same quality as a service for which both the performance and the
expectation are 1 (representing very low expectation and performance
levels). According to Teas (1993), additional research is required to
test the validity of this assumption.

To summarize, the research findings regarding the effect of expectations on
service quality perceptions are inconclusive. Parasuraman et al. (1994a, p.
112) conclude that ’(...) the issue of comparison norms and their
interpretation has not yet been resolved fully.” Because of this lack of clarity,
this study will test different models to conceptualize the relationship between
overall audit quality and the underlying technical and functional audit quality
attributes (see Chapter 5).

2.7  Service quality attributes

According to Gronroos (1984), quality can be classified into two categories:
Technical quality, relating to the quality of the result or outcome of
the service, i.e. what the customer is actually receiving from the
service; and
Functional quality, relating to the manner in or process by which a
service is provided, i.e. how the service is delivered.
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Because customers find it hard to assess the intrinsic quality of the service
— the result of the service — Grénroos asserts that functional quality is
critical in the evaluation of service quality.

As a result of the executive interviews and the focus group interviews with
service consumers, Parasuraman er al. (1985) found that, "regardless of what
type of service, customers used basically similar criteria in evaluating service
quality.” In the first stage of development, they found 10 criteria or attributes,
on which they based their initial service quality questionnaire. The
development and refinement of this questionnaire will be discussed in Chapter
5. In its final version, this SERVQUAL questionnaire (see Zeithaml et al.,
1990) consists of 22 items, grouped together into 5 attributes:

Tangibles: physical facilities and equipment and the appearance of

personnel;

Reliability: the ability to perform the promised service dependably and

accurately;

Responsiveness: the willingness to help customers and provide prompt

service;

Assurance: knowledge and courtesy of personnel and ability to convey

trust and confidence;

Empathy: caring and individualized attention to customers.

Appendix 1 gives the underlying questions for each of these attributes. In
Chapter 3, the five attributes will be discussed extensively. All the attributes
included in this standard SERVQUAL questionnaire appear to be functional
(see Lapierre and Filiatrault, 1995). Even the reliability dimension seems to
be more related to the ’process’ than to the ’outcome’ of the service. Given
the claim by Parasuraman et al. (1985) that these items are generic, this
finding is hardly surprising. Since technical or output measures will
necessarily reflect intrinsic aspects of the service provided, it would be most
unlikely that a questionnaire including technical quality questions would be
suitable for use regardless of the type of service.

2.8  Audit quality

In line with the service quality literature, audit quality will be defined as the
degree to which perceived auditor’s performance meets expectations. As in
other service industries, quality in auditing can be subdivided into functional
audit quality and technical audit quality. Functional audit quality can be
defined as the degree to which the process of carrying out the audit and
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communicating its results meets a consumer’s expectations. Not unlike the
users of other (professional) services, the users of audit services (including
auditees and third party beneficiaries, like bankers or stockholders) will — to
some extent — base their quality assessment on items like the reliability or
responsiveness of the auditor. Functional audit quality attributes will be
discussed in Section 3.2. Technical audit quality can be described as a
consumer’s'’ assessment of the degree to which the audit meets his
expectations with respect to the detection and reporting of errors and
irregularities regarding the audited company and its financial statements.'®
Technical audit quality attributes will be discussed in Section 3.5.

2.9  Summary

In this chapter we addressed certain developments in the conceptualization of
quality, service quality and audit quality. Parasuraman et al. (1985) have
conceptualized perceived (service) quality as the gap between a consumer’s
perception and his expectations regarding attributes of a service. These
attributes can be either functional — relating to the process of the service
delivery — or technical — relating to the outcome of the service. The
importance of customer expectations for service quality perceptions has been
— and still is — the subject of extensive discussion in the marketing
literature. As a result of this discussion, several service quality models have
been proposed. In our empirical study, three different (audit) quality
conceptualizations will be tested, based on concepts proposed in recent
marketing research.

"The term 'consumer’ refers to all individuals who rely on audits, i.e. both auditees
and other users of financial statements.

"®This definition is in line with previous definitions of technical audit quality, if the
ouput of the audit is strictly defined as the detection of and reporting on errors and
irregularities by the auditor. Since, in this study, respondents were explicitly asked to
give their ratings purely based on the audit function, the definition holds. This means
that, for example, the identification of points of interest regarding tax, corporate finance
and internal organization is regarded as a functional rather than a technical aspect, since
it is a side-product, resulting from the specific audit approach and communication
conducted by the auditor in the process of carrying out his audit.






CHAPTER 3 NATURE AND ATTRIBUTES OF FUNCTIONAL
AND TECHNICAL AUDIT QUALITY

3.1 Introduction

This chapter will discuss both functional and technical audit quality attributes.
The research regarding functional audit quality is rather limited (Section 3.2).
Therefore this section will be based on the 'generic’ functional quality
attributes found by Zeithaml et al. (1990). From Section 3.3 on, we will
discuss technical audit quality. This topic has received considerably more
interest in audit research. The definition of technical audit quality which is
used here will first be compared with the (technical) audit quality concept of
DeAngelo (1981b). Section 3.4 will then provide a framework for formulating
hypotheses on the importance of technical attributes for overall audit quality
assessments by clients and bankers. The framework is based on agency theory
and previous empirical evidence. Section 3.5 will discuss the technical audit
quality attributes that appeared to be important in several previous expectation
gap studies, in which expectations and perceived performance regarding
various auditors’ duties were measured among several groups within the
financial community. Expectations regarding the importance of each of these
attributes for overall audit quality will then be formulated. Finally, Section
3.6 will summarize the hypotheses on the importance of functional and
technical attributes for the overall audit quality assessments of clients and
bankers.

3.2 Functional audit quality attributes

In Section 2.8, functional audit quality was defined as the degree to which the
process of carrying out the audit and communicating its results meets a
consumer’s expectations. As discussed in Chapter 2, functional quality seems
to play a very important part in overall quality assessments by clients.' Since
the body of previous audit research on functional quality is rather limited

'The importance of functional quality will vary for the different types of
services and client-marketer relationships. However, most of the SERVQUAL
based research — with quite some variation in the types of services and
relationships — has demonstrated the relevance of functional attributes. This
research included professional services and business to business service
relationships (e.g., Kasper and Lemmink, 1989).
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(e.g., Shockley and Holt, 1983; Schroeder er al., 1986; Cffrceﬂo et a{., 1992;
Vriens et al., 1992; Scott and Van der Walt, 1995), we will focus primarily
on the functional audit quality attributes identified as generic by Zeithaml et
al. (1990). Their claim of generic applicability is not undisputed, hou./ever.
Carman (1990) found that some factors are generic, while others are industry-
specific. Therefore, we will perform separate factor analyse_s on the data from
this study, and hence will create specific factor structures (in Chapter 6).
However, the hypotheses regarding the importance of the functional attributes
for overall audit quality will be based on the ’generic’ attributes.

Zeithaml et al. (1990) identified the following generic factors:

Tangibles.

This factor relates to the physical facilities and equipment used in
delivering the service and to the appearance of personnel. In
SERVQUAL, questions are asked regarding the visual and technical
aspects of facilities used in providing the service. Also, the physical
appearance of contact personnel is addressed. For example, Carcello et
al. (1992) found that extensive use of micro-computers in conducting
the audit had a positive effect on the quality assessments of their
respondents. Since both clients and bankers have personal experiences
with the auditor, we assume a positive relationship between their
overall quality assessments and the score on the tangibles dimension.

Reliability.

This is defined as the ability to perform the promised service
dependably and accurately. In the SERVQUAL questionnaire,
questions regarding the timeliness of the provision of services and the
dependability and attitude of the service company in solving the
client’s problems measure this attribute. Shockley and Holt (1983)
asked 30 Chief Financial Officers of large US banks to rate the
importance of 10 attributes; reliability was rated as the fourth most
important attribute. Vriens et al. (1992) found reliability as an
important factor in the assessment of the performance of an auditor by
auditees. The reliability dimension is expected to be of interest to both
clients and bankers. Both groups will appreciate an auditor who
delivers his services at the time that was agreed upon. And, since both
groups have more or less frequent contacts with the auditor, they are
assumed to appreciate a dependable attitude. Because such an attitude
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is considered crucial for an auditor and a key issue in his image, this
attribute is expected to be a very significant determinant of overall
audit quality for both clients and bankers.

Responsiveness.

This factor relates to the willingness to help customers and provide
prompt service. In the SERVQUAL questionnaire, this attribute is
measured by questions regarding the service company’s willingness to
promise deadlines, to provide prompt responses to service requests and
to show a helping attitude to customers. Carcello et al. (1992) found
that responsiveness to a client’s was the third most important factor in
explaining audit quality judgments by clients, audit partners and
bankers;* so did Shockley and Holt (1983). We hypothesize a direct
relationship between a client’s overall audit quality assessment and an
auditor’s responsiveness to his needs. As discussed previously, bankers
are also exposed to contacts with auditors. An auditor’s prompt
reaction to requests for information by a banker — within the
limitations of client confidentiality — will also be appreciated by the
banker. However it seems reasonable to suppose that bankers will be
immediately exposed to an auditor’s responsiveness less often than
clients. Again, a positive relationship between responsiveness to a
banker’s needs and a banker’s overall quality assessment is
hypothesized, although weaker than for clients.

Assurance.

Assurance deals with the knowledge and courtesy of employees and
their ability to convey trust and confidence. SERVQUAL measures
this dimension by asking questions about security or confidentiality,
knowledge and politeness of personnel and backing of the personnel
by the firm. Client’s feelings of assurance would be expected to be
enhanced by a high degree of knowledge and experience on the part of

*Since their survey addressed responsiveness to a client’s needs, there was a big
difference between clients” and bankers’ evaluations of the contribution of this attribute
to audit quality. Where clients thought this attribute provided a very significant
contribution to audit quality, bankers did not think so. Perhaps bankers understood
‘responsiveness to client’s needs’ as an auditor’s willingness to go along with
misrepresentations suggested by clients. However our study did not directly ask bankers
how they regard an auditor’s responsiveness to a client. Instead, we are interested in the
impact on a banker’s quality assessment of functional service attributes in the relationship
between the auditor and the banker himself.
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the auditor. Shockley and Holt (1983) found ’competence’ and |
’professionalism’ as the two most desirable characteristics of auditors.
Schroeder et al. (1986) report that audit-committee chairpersons found
that the skills and experience of team members have a strong impact
on perceived audit quality. Carcello er al. (1992) found that the
industry expertise of the key personnel was the second most important
factor in explaining audit quality assessments by their respondents.
Vriens et al. (1992) found expertise as the criterion most frequently
mentioned (by auditees) in judging an auditor’s performance. Finally,
Scott and Van der Walt (1995) found that *wide range of services
offered’ — indicating a high degree of knowledge and expertise —
was the third most important variable in the choice of an audit firm.
Brouwer and Reuyl (1992) found that assurance was the third most
important factor in explaining quality in the banking industry. We
hypothesize that there is a positive relationship, for both clients and
bankers, between assurance and their overall quality assessments. As
was the case with reliability, this attribute is so important for an
auditor’s image that it is expected to have a similar impact on the
overall audit quality perceptions of both clients and bankers.

Empathy.

This factor deals with the caring and the individualized attention the
firm provides to its customers. SERVQUAL measures this dimension
by asking questions regarding knowledge of and care for client-specific
and industry-specific needs and clients’ ease of access to the firm’s
employees. Vriens ef al. (1992) found a personal relationship as one of
the crucial criteria for auditees in making judgments about an auditor’s
performance. Scott and Van der Walt ( 1995) found that ’personal
service’ (including accessibility and providing ’one-to-one’ service)
was the second most important factor for CEOs in New Zealand in
choosing an accounting firm. According to Hunger (1981), the ease of
access to the firm was an important criterion in the selection of an
audit firm for 36% of the respondents, which made it the second most
important criterion (after the competence of the auditor). It seems
reasonable to assume that, in auditing, understanding a client’s
business and needs and ease of access to an audit firm’s employees
will be appreciated by the client. Empathy will also be appreciated by
bankers, since it is essential for a good service to the client. However,
because of the auditor’s greater distance to the banker and the specific
client orientation of this factor, it is expected to be less important for
overall audit quality in the case of bankers.
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3.3  Technical audit quality definitions

In Section 2.8, technical audit quality was defined as a consumer’s
assessment of the degree to which the audit meets his expectations with
respect to the detection and reporting of errors and irregularities regarding the
audited company and its financial statements. This definition is more or less
in line with DeAngelo (1981b, p. 186), who defines the quality of audit
services as 'the market-assessed joint probability that a given auditor will
both

(a)  discover a breach in the client’s accounting system,’ and

(b)  report the breach’.* * ¢

This definition is widely accepted in audit research (see Menon and Williams,
1991; Deis and Giroux, 1992).

The following remarks should be made regarding the application of this

definition in this study:

: The focus of the definition is on fechnical audit quality. Given the
discussion in the previous section of the importance of considering
functional attributes in studying audit quality assessments, it seems
evident that these attributes should be included in an audit quality
definition;

Using quality constructs from marketing research, Chapter 2 has
modelled audit quality as a comparison of expectations and
perceptions. The impact of expectations on audit quality judgments is
not made explicit in the definition of DeAngelo (1981b). However,
some expectation gap studies illustrate the importance of considering
expectations regarding audit services. These studies demonstrate that
the expectation the financial community has of the attestation function

’In this study, this part of the definition will be referred to as the detection part’.
“In this study, this part of the definition will be referred to as the ’reporting part’.

*In DeAngelo (1981a), this second part of the definition reads: 'withstand client
pressures to disclose selectively in the event a breach is discovered.” It focuses on the
most important element of the disclosure part of the definition: ’independence’.

*Knapp (1985) stresses that the second part of the definition is an essential addition
to definitions in which audit quality is solely related to the reduction of detection risk to
an acceptable level. The inclusion of "independence’ as a prominent part in the
international audit quality guidelines (e.g., IFAC Exposure Draft on Quality Assurance,
1991) suggests that the professional bodies agree on its importance for audit quality.
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of auditors goes beyond giving an opinion on the accuracy of financial
statements. In the words of the Cohen Commission (AICPA, 1978, p.
xxii): “Traditionally, this engagement, has been referred to as an audit
of financial statements. However, this concept is not sufficiently
flexible for the future evolution of the auditor’s role and
responsibilities. The audit function must be broader than the traditional
association with financial statements.” According to this and other
expectation gap studies — which will be discussed in this chapter —
expectations might include auditors’ opinions on

The audited company’s ability to continue as a going concern;

The quality of the internal control system;

The occurrence of fraud; and

The occurrence of illegal acts.

Each of these areas can be put into the framework of technical audit
quality that is used in this study and can therefore be regarded as an
attribute of technical audit quality. The next sections examine the
findings of previous research, as a basis for the formulation of
hypotheses regarding the effect of these attributes on overall audit
quality.

3.4  The importance of technical audit quality for overall audit quality

There are numerous anecdotal justifications for giving attention to technical
audit quality on a profession-wide level.” Mautz and Matusiak (1988, p- 56)
cite James C. Treadway, Jr., then SEC commissioner and later Chairman of
the National Commission on Fraudulent Financial Reporting, in an address at
the 1985 AICPA Conference on Current SEC Developments: 'I finally predict
that the [SEC] and the accounting profession will find no respite from public
criticism until we, along with the issuer community, are willing to say
together, without quibble or qualification, that our common goal is zero audit
failures. That means no protestations of ‘it costs too much to achieve
perfection’, and no hiding behind cost-benefit equivocations. That zero audit

"Watts and Zimmerman (1983, p. 633), putting the development of the audit professi-
on in a historic perspective, conclude that * the pervasiveness of voluntary (costly)
auditing in the precursors to the modern corporation is consistent with auditors’
developing quality-assuring devices — in particular, mechanisms that increase the
probability the auditor will report a breach in a contract he is to monitor (that is, be
independent).’
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failures may not be achievable is not the issue; the failure to make this
commitment will only strengthen the existing negative perceptions.’

The importance of delivering good technical audit quality as a competitive
factor can be derived from agency theory.® In this theory, the appointment of
a reputable auditor — an auditor who is perceived to meet expectations — is
not only in the interest of third parties, but also in the interest of
management. In agency theory, a company is viewed as the result of more or
less formal "contracts’, in which several groups make some kind of
contribution to the company, given a certain ’price’. Company management
tries to get these contributions under conditions optimum for management:
low interest rates from bankers, high share prices from stockholders, low
wages from employees. In these relationships, management is seen as the
‘agent’, trying to obtain contributions from ’principals’ such as bankers,
stockholders and employees. Several types of complexities arise in these
relationships, one being information asymmetry (Van de Poel, 1986; Dassen,
1989). Agent 'management’ has a considerable advantage over the principals
regarding information about the company. Basically, management knows
more about the company’s ability to repay loans than the banker does, and it
knows better than the stockholders what the actual profit is, or whether it
enjoys excessive perquisites. And management knows better than the
employees whether the company’s financial condition is such that everybody
will still be employed next year. Reducing this information asymmetry can be
a successful strategy by agent *'management’ to get the principals’
contributions under favourable conditions. In order for this voluntary
provision of information to work, the information must be reliable. According
to Benston (1985, p. 41), the engagement of a reputable firm of public
accountants is particularly desirable for a large enterprise with dispersed
ownership, "because the original owners realize that, if they sell a majority of
their voting shares and if the resulting equity ownership is diffuse, they will
be ceding the power to hire and fire the auditors to the managers.” The
incentive of both managers and outside investors to engage reputable auditors

Agency theory is typically used to explain the economic behavior of contracting
parties. According to Abdel-Khalik and Solomon (1988, p. 159), agency theory is well
suited to explain the hiring of an auditor in a situation where a company engages in
external financing. Other explanations for the demand of audit services are regulation,
suppliers (including employees) and customers and internal management. As described in
Abdel-Khalik and Solomon (1988), the potentially conflicting demands of these different
sources of demand for audit services might require additional theory development, not
necessarily restricted to agency theory.
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and, conversely, the incentives of auditors to maintain or improve their
reputations, are stressed by Benston (1985, p. 39): "Public accountants are
useful to owner-managers for assuring outside investors that the internal
control system will be maintained and that the owner-managers’ reports will
not be false or misleading because they have a strong incentive not to be
suborned by the owner-managers. Since public accountants are organized as
continuing partnerships, they also are likely to be in business for a long time
and have a continuing interest in maintaining their reputations. Indeed, it
seems likely that public accounting firms structured themselves as continuing
partnerships to assure clients that they would continue to be in business and
would be individually and jointly liable for breaches of contract.’

An empirical study by Wilson and Grimlund (1990) illustrates this point
made by Benston (1985). Their findings indicate that SEC disciplinary actions
against an audit firm affected both market share, and the ability to retain
clients, adversely. Dopuch and Simunic (1982) tested the impact of the public
rebuke Peat, Marwick, Mitchell and Co. received after the firm was involved
in a series of highly publicized audit failures. They demonstrated that, in this
period of negative publicity, the firm experienced a considerable loss in
audits of publicly held over-the-counter (OTC) companies. Firth (1990) found
that firms which had been criticized by the U.K. Department of Trade
suffered a small loss in market share. Menon and Williams (1991) tested the
hypothesis that a company’s initial price offering (IPO) is an incentive to
engage a more credible auditor. They found moderate evidence that IPOs
were associated with changes to more credible auditors. Finally, they found
that bankers charged a smaller fee to clients with a more reputable auditor,

Agency theory, the findings of the above-mentioned empirical research and
the findings of voluntary external audit studies (see Maijoor, 1991, Chapter 5)
suggest that both agent *management’ (in this study: clients) and principals
(in this study: bankers) will benefit from high technical audit quality.
Therefore, a positive relationship between technical audit quality and overall
audit quality seems obvious. For the detection part of the audit quality
definition, this relationship can be expected to hold for both clients and
bankers, based on the theoretical and empirical research discussed. For
bankers, a good detection ability is seen as crucial, since failure to detect
errors might reduce the reliability of the financial statements. For clients, an
auditor with a well-developed detection ability is valuable, because he can
draw management’s attention to errors or irregularities within the financial
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statements or the company that were not detected or reported by the internal
control system. Furthermore, the reputation of a well-developed detection
ability is beneficial for clients, since it enhances the value of the audit
function for stakeholders and so reduces agency costs. For the reporting part
of quality (independence), however, this relationship is less clear. For
bankers, a positive relationship can be assumed, because they will benefit
from auditor independence, since it helps to reduce information asymmetry.
Clients, on the other hand, might perceive a negative relationship. Although
they, too, will benefit from the appearance of independence of their auditor,
they might perceive factual independence as awkward, since it might reveal
information to the principals that management would rather have kept a
secret. Put differently: clients (management) are expected to like the auditor
to be ’tough’ on other clients (enhancing his appearance of independence and
thus his value to management), but 'soft” on themselves.

Several studies have been conducted in this area. DeAngelo (1982), referring
to the Chow and Rice (1982) study, asserts that an initial qualification of an
audit report might lead to auditor change.’ Roberts et al. (1990), in their
study of determinants of auditor change in the public school district sector,
found ’that reports by independent auditors of material weaknesses in internal
accounting controls or violations of nepotism, pecuniary interests, or
competitive bidding laws are related to auditor changes.” These studies
confirm that auditors incur a serious risk of losing an engagement by resisting
management pressure against qualification of their opinion or other
unfavourable types of reporting. On the other hand, of course, there is the
risk of losing reputation by succumbing to management’s pressure. In Chapter
4, the influence of audit engagement characteristics on the issue of
independence will be discussed.

To summarize, high detection ability is expected to increase overall audit
quality for both clients and bankers. Bankers are also expected to perceive a
positive relationship between independence and overall audit quality. Clients’
perceptions of overall audit quality are expected to decrease with
independence.

®*The removal of a publicly-known qualified opinion, however, is unlikely to be an
important motivation for changing auditors. A new auditor who has his reputation at
stake will be reluctant to issue an unqualified opinion when the prior auditor has
qualified’ (DeAngelo, 1982, p. 184).



42 Chapter 3 Nature and attributes of functional and technical audit quality

Section 3.5 will discuss the various technical audit quality attributes.
Although the above-mentioned relationships are assumed to hold for each of
these attributes, the relative weights of these attributes for overall audit
quality will vary. For each attribute identified in Section 3.5, we will generate
expectations about its relative weight in the explanation of overall audit
quality.

3.5  Auributes of technical audit quality

Agency theory has been primarily used to explain the demand for services
regarding the audit of financial statements. However, expectation gap studies
have demonstrated that the public demand goes beyond the audit of financial
statements. According to most of these studies, the auditors’ duties are
expected to (ideally) include the detection and (public) reporting of potential
going concern problems, internal control weaknesses, fraud or illegal acts.
Although different in their nature and their importance for overall audit
quality, each of these attributes can be viewed in the context of agency theory
as a potential demand for reliable company information on behalf of several

s 10

‘principals’.

The discussion below will be based on the outcomes of the following
expectation gap studies:
. Commission on Auditor’s Responsibilities/Cohen Commission (USA,
1978);
Hunger (Germany, 1981);
Limperg Instituut (The Netherlands, 1987);
CICA (Canada, 1988);
Porter (New Zealand, 1991); and
Humphrey et al. (UK, 1991a,b,c).

The outcomes of these studies will be used to generate hypotheses about the
importance of these technical audit quality attributes for overall audit quality.

10 W]
Wxthm the framework of the audit quality definition of DeAngelo ( 1981b), each of
these attributes can be seen as the discovery and reporting of a breach in the client’s
accounting system.
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3.5.1 Opinion on accuracy of financial statements

Giving an opinion on the accuracy of the financial statements is generally
regarded as the auditor’s ’core business’. In the terminology of DeAngelo
(1981b), this attribute is determined by the auditor’s ability to discover an
error in the financial statements ("detection part’) and his willingness to report
the error ('reporting part’/independence). Given its traditional importance and
its status as the ’core business’, it is hardly surprising that this attribute gets
considerable attention in national and international auditing guidelines.

With regard to the detection part, the expectation gap studies demonstrate that
public expectations are quite high. The inherent limitations of auditing,
expressed in materiality and audit risk, are not entirely accepted and/or
understood by all groups of users of financial statements, although the more
knowledgeable groups (to which both clients and bankers belong) are more or
less familiar with these concepts (CICA, 1988; Porter, 1991). Auditor
independence with regard to the reporting of errors in the financial statements
was also tested in the expectation gap studies. Overall, the expectations with
regard to this type of auditor independence were very high and — in most
studies — exceeded the auditors” perceived performance in this area (Hunger,
1980; CICA, 1988; Humphrey et al., 1991a).

Summarizing, public expectations of the auditor’s duties regarding the
detection and reporting of errors in the financial statements are high. This
attribute is expected to be regarded as the auditor’s traditional core business
by both bankers and clients. Failure to meet expectations regarding these
attributes — either the detection or the reporting part — is therefore expected
to have a high negative impact on bankers’ overall audit quality assessments.
For clients, this is expected to be the case for the detection part, but they are
expected to perceive a negative relationship between independence (the
reporting part), and overall audit quality, given the general analysis in Section
34.

3.5.2 Opinion on ability to continue as a going concern

Perhaps the most "disturbing’ events for the public’s trust in the audit
profession are cases where an unqualified auditor’s report has been issued
shortly before a company’s bankruptcy. Under the regulations of the
American (SAS 59), the British (SAS 130) and the Dutch profession, auditors
need to determine whether the audited entity is able to continue as a going
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concern. If there are serious doubts about this ability, both the financial
statements and the auditor’s opinion need to express these doubts. However,
it is generally felt that auditors face a dilemma in this regard (see Porter, ~
1989). Although warning the users of financial statements \of any threatemung
financial distress is appropriate, the disclosure of the indications of a possible
future bankruptcy -— especially when the future course of evcnts. is hard to
predict — may prove to be a self-fulfilling prophecy which deprives
management of its remaining means to save the company.

The expectation gap studies reveal that expectations with regard to this
attribute are quite high; the auditors’ performance, however, is generally rated
as unsatisfactory (Limperg Instituut, 1987; Porter, 1991). Further, these
studies show that the expectations of some groups within the financial
community clearly exceed the auditor’s current duties under the prevailing
national and international audit guidelines. An important minority seems to
believe that an unqualified audit report means that the continuity of the
company is not endangered (Hunger, 1980; Limperg Instituut, 1987; CICA,
1988).

In short, public expectations of the auditor’s duties regarding the detection
and reporting of going concern risks are quite high. Auditors’ perceived
performance falls short in this respect. Given the regulations, this duty is
regarded as a traditional duty, belonging to the auditor’s current obligations.
Bankers are expected to consider the auditor’s detection ability and
independence regarding the going concern issue crucial in their overall audit
quality assessments, since they are expected to believe that a timely warning
about going concern risks enables them to take the necessary action to
safeguard their interests. Clients are also expected to perceive the timely
detection of going concern risks as essentia] for overall audit quality.
However, as addressed in Section 3.4, they are expected to perceive public
reporting of going concern warnings as a negative factor in overall audit
quality assessment.

3.5.3 Opinion on the company’s_internal control system

The issue of testing and reporting on the quality of a company’s internal
control system has been recognized as one of the focal issues in auditing.
Hooton and Landsitte] (1991, p. 11), who are audit partners themselves, assert
that testing and reporting on the effectiveness of a company’s internal control
system would serve ’the ultimate public interest’: *"We report on results
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— that is, a snapshot of an enterprise’s financial position at a given moment
in time and the results of its efforts for an elapsed period, but not on the
processes that generated these results and the financial presentation of them,
(...) Investors are eager to know whether the company is in control.” The
present regulation in the Dutch auditing profession does not require an
examination of the internal control structure. If the audit objectives can be
met by substantive testing, it is acceptable not to examine the internal control
structure. However, reliance on the firm’s internal controls in performing an
audit became a major pillar in Dutch auditing during the 1980s (Wallage,
1991). Reporting on the effectiveness of internal controls has become a
predominant item in management letters (NIVRA, 1994). In the UK and the
US, the examination of internal controls is increasingly being acknowledged
as part of the audit function;" the outcomes of the Cadbury report
(Committee on the Financial Aspects of Corporate Governance, 1992) in the
UK and the COSO report (Committee of Sponsoring Organisations of the
Treadway Commission, 1992) in the US may carry this development even
further.

The expectation gap surveys show high expectations of the auditor’s role in
testing whether a satisfactory system of internal control is being operated.
Interestingly, these expectations are even high among auditors themselves
(Porter, 1991; Humphrey et al., 1991a), even though it is currently not
required. Perhaps current practice is such that the system of internal control is
tested in nearly all cases for efficiency reasons, suggesting to users of audit
services and even auditors themselves that these tests are required. Again,
however, the perceived performance of auditors does not meet these high
expectations (Limperg Instituut, 1987).

To summarize, the public expectations of auditors’ duties regarding the
detection and reporting of internal control weaknesses are quite high;
auditors” perceived performance falls short in this respect. This duty is
probably perceived as a traditional duty of auditors. Although it is not an
*official” duty of auditors, testing internal controls has become a very familiar

"In fact there are already several guidelines in the UK and the US that require the
auditor to report to regulatory authorities if there are severe weaknesses in the internal
control system of companies in a number of industries (e.g., financial institutions).
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audit procedure.'? Failure to meet expectations regarding these attribimtes —
on either the detection or the reporting part — is therefore hypothesized to
have a relatively high negative impact on bankers’ assessments of oyerall
audit quality. The quality of a company’s internal control system is 1mp§mam
for bankers’ risk assessments. Timely warning about shortcomings in this
system might enable them to take action to safeguard their interests. For
clients, the detection of shortcomings in the internal control system is also
traditionally seen as one of the important spin-offs of the audit process.
However, as was said in Section 3.4, the public reporting of these
shortcomings is expected to have a negative impact on the client’s perception
of overall audit quality.

3.5.4 Opinion on the occurrence of fraud

According to Humphrey et al. (1991b), "the auditor’s responsibility with
respect to fraud has been one of the issues which has been associated most
persistently with questioning the adequacy of audit performance and with the
notion of an audit "expectation gap”.” The fact that this part of the
expectation gap has attracted so much attention is partly attributable to the
evolution of auditing.

In their review of the historical development of the audit profession’s views
regarding the issue of *fraud’, Humphrey et al. (1991b) cite from Dicksee’s
1900 edition of ’Auditing - A Practical Manual for Auditors’, which states:
"The object of an audit may be said to be threefold:

1. The detection of fraud
2. The detection of technical errors
3. The detection of errors of principle

(...) The detection of fraud is a most important portion of the auditor’s duties.
Auditors, therefore, should assiduously cultivate this branch of theéir
activities.’

"Another reason for assuming that the financial community considers this duty as
‘traditional” is related to the system of audit reports in the Netherlands. For many small
and medium-sized companies, a disclaimer of opinion is given. This disclaimer is
Justified by stating that the company’s internal organization is such that it does not
permit the auditor to test the completeness of sales recognition. The knowledge that this
type of opinion exists might lead users of financial statements to believe that the test of
the internal controls is an auditor’s traditional duty.
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Gradually, the auditor’s responsibilities began to change, with fraud no longer
being a key priority. This has been demonstrated by some researchers (Parter,
1989, p. 9; Humphrey et al., 1991b, p. 7) by the changing priority of the
fraud issue in Montgomery’s Auditing. In its first three editions, fraud was
labelled as a chief audit objective but its priority was gradually eroded until,
in the 1957 Eighth Edition, it was described as a ’responsibility not assumed’.

According to Humphrey et al. (1991b), this development 'away from fraud’
was due to several circumstances:
Growth of the size of businesses, making integral audits aimed at
detecting all types of fraud virtually impossible;
Assumption by corporate management of a greater responsibility for
fraud detection; and
Broad acceptance of the increasingly uneconomic nature of audit-based
fraud detection.

The ’total’ rejection of responsibility for fraud which is evident from this
historical outline has given way to a renewed discussion in the 1980s. Under
public pressure, culminating in the installation of several committees such as
the Cohen Commission (Commission on Auditor’s Responsibilities, 1978) and
Treadway Commission (Committee of Sponsoring Organisations of the
Treadway Commission, 1987) and the 1988 Dingell Committee in the US,
and the Davison and Benson Committees in 1985 in the UK, to investigate
the reasonableness of the auditors’ position regarding fraud, the profession
was forced to reconsider its 'total rejection’ stance.

After extensive discussion between the Dutch professional bodies and the
Dutch government, the auditors’ duty regarding the detection of and reporting
on fraud has been regulated recently (NIVRA, 1995). To summarize the
regulation in a few words, the auditor is basically held responsible for the
detection of material fraud. If a fraud is discovered, this should be reported to
management, and in many circumstances to the supervisory board. If material
fraud or indications of material fraud have been reported to the management
and supervisory board, but no action has been taken to eliminate the
consequences of the fraud or to avoid repetition of the fraud, the auditor
should resign and report his resignation and his reasons to a government
agency. Succeeding auditors are required to report their acceptance of the
audit engagement to this agency and are only allowed to accept if certain
conditions are met (elimination of consequences and initiation of measures to
avoid future repetition). In many other countries, auditors’ responsibilities
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regarding the detection of (material) fraud are comparable to the situation in
the Netherlands. As far as compulsory withdrawal and reporting of
withdrawal due to fraud to the authorities is concerned, the Dutch regulations
go beyond those in most other countries (including the US and the UK)."”
As far as the public’s expectations regarding the detection and reporting of
fraud are concerned, the expectation gap studies again show very high
expectations with regard to the detection of fraud. With regard to the public
reporting of fraud — either in the audit report or to authorities — the studies
are inconclusive, since there is no consensus between the several groups of
respondents. The auditors’ performance with regard to the detection of fraud
also provides mixed results, depending on the type of fraud (Porter, 1991)
and the study involved (Limperg Instituut, 1987; Porter, 1991). The auditors’
performance on the public reporting of fraud is generally perceived as low.
Thus it is hardly surprising that most expectation gap studies indicate that
respondents do not believe that an unqualified audit report guarantees the
absence of fraud.

To summarize, public expectations of the auditors’ duties regarding the
detection of fraud are quite high (performance: mixed). Expectations
regarding the reporting of fraud are mixed, given the variation in expectations
over the user groups (performance: low). Apparently this duty is not seen as a
traditional duty, given both the inconclusive results of the expectation gap
studies and the fact that — at the time of the empirical survey — no
agreement had been reached in the Netherlands on auditors’ responsibilities in
this matter.

Bankers are not expected to find this attribute very important for their overall
audit quality assessments, since a fraud does not directly affect their interests
unless it would significantly influence the company’s going concern ability or
the financial statements. Clients, however, are expected to find the detection
of fraud important for overall audit quality, since fraud is normally perceived
by management as potentially dangerous for the organization’s discipline.

“However, in these countries additional requirements apply for specific industries,
especially financial institutions. For example, the UK has the Financial Service Act of
1986, the Building Societies Act of 1986 and the Banking Act of 1987. These three acts
give the auditor the right (not the duty) to inform the supervisory authority, if "he or she
thinks it is expedient to do so to protect shareholders and depositors, or at the regulators’
request’ (Humphrey et al., 1991b). This right enables them to report without breaking the
regulations regarding confidentiality.
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Nonetheless, the impact of this attribute on overall audit quality will be less
than for the more traditional items, since clients might recognize that the
auditors’ duties in this regard were still being publicly debated at the time the
study was conducted. The public reporting of illegal acts is expected to have
a negative impact on the client’s perception of overall audit quality, given the
analysis in Section 3.4.

3.5.5 Opinion on the occurrence of illegal acts

Closely related to the subject of fraud is the auditor’s reaction to the
occurrence of illegal acts in a company. The AICPA’s SAS no. 54 ’lllegal
Acts by Clients’ (AICPA, 1988b) states that the auditor’s responsibility in
this area is restricted to designing and executing his audit in such a way that
he has a reasonable expectation of detecting material illegal acts which have a
direct impact on the form and content of the financial statements. The
regulations in the UK are similar.

As far as the reporting of illegal acts is concerned, both the US and UK
regulations require the auditor to assess the (potential) impact on the financial
statements and determine the consequences of the uncertainty or error in the
financial statements for the nature of the opinion. Apart from reporting the
acts through the report, US auditors are required by SAS no. 54 to inform
members of the audit committee or board of directors. Informing third parties
is not allowed, except for some very special, narrowly-defined circumstances.
The latter also applies to the UK. In the Netherlands, the auditor’s
responsibility with regard to the detection of illegal acts is basically restricted
to the detection of illegal acts that are relevant for the audit of the financial
statements. The responsibility with regard to the reporting of illegal acts is
comparable with the regulations regarding fraud in the Netherlands (NIVRA,
1995).

As was the case for the fraud issue, the expectation gap studies reveal mixed
results. Again, the responses vary with the type of illegal act, the study
involved and the type of respondent group. Most studies reveal, however, that
respondents expect the auditor to detect and report illegal acts that have a
significant impact on the financial statements. Both bankers and clients are
expected to give this 'non-traditional’ duty the same weight in assessing
overall audit quality as the duties regarding fraud. Thus the impact of both
the detection and public reporting of illegal acts on overall audit quality is
expected to be limited for bankers. For clients, the impact of the detection of
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illegal acts on overall audit quality is expected to be more importamw:, whi?e
the impact of public reporting of illegal acts is expected to be negative, given
the analysis in Section 3.4.

3.6 Summary

In discussing the functional guality attributes identified by Zeithaml et al.
(1990), we concluded that some functional audit quality attributes (in
particular: responsiveness and empathy) will be more important in the
assessment of overall audit quality by clients than by bankers, due primarily
to the fact that the auditor’s interaction with clients is considerably more
frequent than his interaction with bankers. Moreover, it is reasonable to
expect that bankers will be primarily interested in the outcome of the audit
rather than in its process, because they are less involved in the process itself.
Thus we hypothesize that clients will base their overall audit quality
judgments primarily on functional audit quality attributes, whereas bankers
will base their overall audit quality judgments primarily on technical audit
quality attributes.

In the light of what has already been said about the relevance of these
factors, all five (functional) factors identified by Zeithaml er al. (1990) are
also expected to be positively related to the overall audit quality assessments
of both clients and bankers.

Based on the discussion in Section 3.2, the following hypotheses were
generated:

| Hypothesis 1 Functional audit quality attributes have higher weights
in clients’ overall audit quality assessments than
technical audit quality attributes; on the other hand,
technical audit quality attributes have higher weights in
bankers’ overall audit quality assessments than
functional audit quality attributes.




Chapter 3 Nature and attributes of functional and technical audit quality 31

Hypothesis 2 Overall audit quality perceived by clients and bankers
is positively affected by perceptions of

a. tangibles;

b. reliability;

c. responsiveness;

d. assurance; and

e. empathy.

In Section 3.4 we have hypothesized that, based on agency theory, both
bankers and clients could be expected to appreciate an auditor’s detection
ability. While bankers are also expected to appreciate auditor independence, it
is expected to have a negative effect on the overall audit quality assessment
of clients. Although they also benefit from an auditor’s independence, clients
are expected to want the auditor to keep his findings regarding errors or
irregularities in the audited company confidential, since revealing those might
negatively reflect on management: they want an auditor who is tough on
other clients, soft on themselves.

Several attributes of technical audit quality have been identified in this
chapter. These attributes have been classified as either "traditional’ or 'non-
traditional’, in the light of current practice or the regulation of the attributes
by the auditing profession. The following duties/attributes have been
characterized as ’traditional’ duties:

Detecting and reporting errors in the financial statements;

Detecting and reporting going concern risks; and

Detecting and reporting weaknesses in the internal control system.

The attributes concerning fraud and illegal acts have been characterized as
"non-traditional’ or *whistle blowing” items.

The hypotheses generated in Sections 3.4 and 3.5 are summarized below:

Hypothesis 3 Technical audit quality attributes related to an
auditor’s “traditional” duties have a higher weight in
the determination of overall audit quality than those
related to “non-traditional’ duties, for both clients and
bankers.
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" Perceived detection ability has a positive impact on

Hypothesis 4 . ‘
P overall audit quality, for both clients and bankers.

For bankers, perceived auditor independence has a

Hypothesis 5 ;
positive impact on overall audit quality.

For clients, perceived auditor independence has a

Hypothesis 6 r '
negative impact on overall audit quality.

With regard to these technical audit quality attributes, the findings of several
expectation gap studies have already been discussed. It is interesting to see
that most studies (with the exception of Humphrey et al., 1991a) found that
respondents had quite positive overall impressions of the audit profession,
although the perceived performance of auditors falls short on the individual
items. Based on the discussion of service quality above, two possible
explanations can be given for this phenomenon:
As discussed in Chapter 2, two levels of expectation are used in
quality assessments. In measuring expectation gaps, most studies
mentioned in this chapter asked respondents what duties auditors
should perform or how they should react. This type of question gives
information about the desired level of auditors’ duties and
performance. But, as discussed in Chapter 2, consumers understand
that this desired level will not (always) be delivered and therefore use
a second level of expectation, the adequate level. Although the
performances of auditors seem to fall short of desired expectations,
obviously — given the overall audit quality level — performance falls
within the zone of tolerance;
Another reason might be that the issues with a big gap between
expectations and performance are not very important for overall quality
assessments. This chapter has analyzed why ’substandard’ performance
on “fraud’ and ’illegal acts’ might be perceived as less important for
overall audit quality than failure to meet expectations
regarding the auditor’s traditional duties. This would imply that the
traditional technical audit quality attributes and the functional audit
quality attributes might have a higher weight in the overall quality
assessment. This will be tested in Chapter 6.



CHAPTER 4 THE INFLUENCE OF ENGAGEMENT
CHARACTERISTICS ON TECHNICAL AUDIT
QUALITY

4.1  Introduction

Chapter 3 discussed the attributes of technical audit quality: what are the
essential elements of technical audit quality and what auditors’ duties have
been identified in customer-oriented expectation gap studies. For each of
these duties, a distinction was made between detection ability and
independence. This chapter will discuss the impact on detection ability and
auditor independence of engagement characteristics in the relationship
between the client and his auditor. Extensive theoretical and empirical
research has been conducted on the effect of characteristics in the relationship
between client and auditor on technical audit quality, in particular on auditor
independence. DeAngelo (1981a) looked upon the issue of auditor
independence from an economic point of view. Independence in a specific
engagement can be impaired, if the auditor is not indifferent towards
termination of this engagement, because he might loose future quasi-rents.'
DeAngelo (1981a) assumes that contracting in the auditing market is costly,
for example as a result of the existence of client-specific start-up costs (which
give the incumbent auditor a technological advantage) or as a result of
transaction costs of changing auditors (e.g., the US requirement to disclose an
auditor change for listed companies). Under this assumption, the economic
relationship between the auditor and his client can be described as a bilateral
monopoly, in which each party can impose real costs on the other party by
termination of the engagement. Assuming a competitive market for initial
audit engagements, 'low balling” will occur. Hence, the price of the initial
engagement will be below the current costs of the audit engagement.
DeAngelo (1981a) asserts that "low balling” as such does not impair auditor

'DeAngelo’s (1981a, p. 116) defines quasi-rents as the excess of revenues over
avoidable costs, including the opportunity cost of auditing the next-best alternative client.
If an auditor enjoys learning and experience gains, quasi-rents will increase, provided that
the auditor does not transfer his entire learning and experience gain to the client.
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independence, because the fee cutting in the ﬁrst 6ngagemejm year(s) is .
sunk.? Audit independence, however, is impaired ‘by the existence of quasi-
rents, which make the retention of a client attractive to an audm:xf. In
addition, it can be noted that Simon and Francis (1988, p. 266)' cmt.e
psychological research findings indicating that ’suml:c cpsts do sxgmﬁcantuly
affect subsequent decision-making, contrary to pred{cnons froxp economic
theory.” This implies that initial investments to obtain a new client t.:»y price
cutting will, for a limited period of time, serve as an even stronger incentive
to retain the client than would be expected on the basis of the effect of the
potential loss of quasi-rents alone.

This chapter will analyze engagement characteristics within this framework of
auditor independence. It will examine whether these features will enhance or
impair an auditor’s incentive to maintain independence. Also, since -
independence is only one side of technical audit quality (the reporting side),
we will also analyze whether these engagement characteristics might affect
the detection side. In previous literature, the relationships discussed in this
chapter were developed only for the auditor’s detection and reporting of
errors in the financial statements. But the framework described in this section
for analyzing the effect of engagement characteristics on auditor
independence can also be applied to the auditor’s other duties or technical
audit quality attributes identified in Chapter 3, given that each of these duties
has been described as a combination of detection ability and independence.

Hypotheses about the relationships between engagement characteristics and
technical audit quality attributes will be compiled on the basis of previous
empirical research and a priori reasoning. These features are also expected to
play a decisive role in the assessment of perceived technical audit quality, in
two possible ways:
One way is the ’surrogate’ assumption. Knapp (1991) asserts that
consumers, unable to observe de facto audit quality, will be forced to

For this reason, DeAngelo (1981a) asserts, it is useless to forbid low-balling — as
suggested by the Cohen Commission (AICPA, 1978). Similarly, DeAngelo (1981a)
argues that suggestions by the Cohen Commission (Commission on Auditor’s
Responsibilities, 1978) and (later) the MacDonald Commission (CICA 1988) with regard
to requirements to make the reasons for any auditor change known to the public, have an
important disadvantage. As a result of these disclosure requirements, the transaction costs
of an auditor switch will increase, which positively affects quasi-rents, resulting in higher
auditor incentives to retain the client. In this way, DeAngelo (1981) argues, auditor
independence might be lowered!
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use surrogate measures, such as the engagement characteristics. Since
they will understand the auditor’s incentives to limit his detection
efforts or his independence, and how engagement characteristics affect
auditor behaviour in this respect, the engagement characteristics will
be used as surrogate measures, providing an acceptable approximation
of technical audit quality;

The other way is the assumption that consumers are indeed able to
assess de facto technical audit quality. In assessing audit quality they
will not pay specific attention to the engagement characteristics but,
since de facto technical audit quality is expected to be associated with
these characteristics, we can hypothesize that consumers’ objective
assessments of technical audit quality will also be associated with
these.

Based on the general framework presented in this section, we will discuss the
effects, for technical audit quality, of the following engagement
characteristics:?

Audit firm size (Section 4.2);

Client size (Section 4.3);

Client’s financial health (Section 4.4);

Audit tenure (Section 4.5); and

Provision of management advisory services, or MAS (Section 4.6).
Finally, Section 4.7 will summarize the hypotheses for the relationships
between engagement characteristics and perceived detection ability and
independence.

4.2  Audit firm size
Theory

Independence

DeAngelo (1981b) asserts that the customer’s quality evaluation costs are an
important part of the transaction costs involved in finding an auditor. An
auditor who succeeds in maintaining a constant level of audit quality over his

*These characteristics have been selected, since their impact on technical audit quality
can be hypothesized on the basis of the agency theory and the economic framework
discussed by DeAngelo (1981b). Of course, (technical) audit quality might be affected by
many other engagement characteristics. The types of relationships possible between a
marketer and a customer are addressed in relationship marketing studies (e.g.,
Gummesson, 1987; Grénroos, 1990; Kasper et al., 1996).
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customers and over time saves his customers the costs of continuously re-
evaluating technical audit quality. Such an auditor can, ?:herefom, dema.md a
higher fee. An auditor who turns out to have ’cheated’ in ord.er to retain one
client will be "punished’ by the market because he has lost his record fqr
constant quality. Agents’ will have incentives to end the engagement, since
the audit service will no longer be rewarded by the principals’, who have
lost their faith in the auditor. In this way, the auditor risks losing some or all
of the present value of the quasi-rents of all other current* engagements: the
client-specific brand-name collateral® created at the start of these ’other’
audit engagements by absorbing — now sunk! — start-up costs. Thus a large
audit firm has more to lose from cheating than a small firm: its collateral is
bigger.® This explanation of the relationship between audit engagement and
audit quality is referred to as the ‘auditor-reputation explanation’ (Deis and
Giroux, 1992). For the individual auditor, the ’collateral’ argument also
applies. According to DeAngelo ( 1981b), it can be expected that *when
partners share proportionately in audit firm profits, the greater the number of
clients, the less the wealth of the partner-in-charge of a given client depends
on retaining that client. Therefore, the greater is the probability that he will
report a discovered breach’.

Detection ability

Basically, the auditor-reputation explanation also holds for the relationship
between firm size and detection ability. Because a larger firm has more to
lose in the event of an audit failure, it has a greater incentive to perform a

Assuming perfect tompetition in auditing, DeAngelo (1981b) takes only the present
value of current clients into account, because under thig assumption there will be no
quasi-rents on future engagements. "

5 « )

Based on th;lS: thought, most professional bodies have attempted to limit this
collateral by. limiting the share of one client’s fee in the overall auditor’s portfolio.
Although this element is not specifically regulated in the Netherlands, Berendsen ( 1990)

fot;ngl O;n a survey among Dutch auditors that their perceived maximum was between 2%
an 0. |

& . .
B z‘t‘m‘ecdotal ewdepce for the market-perceived importance and vulnerability of this
;bm-nd hame collateral can be found in Benston (1985, p. 50). He cites several sources
indicating that, at the end of the nineteenth century, Price Waterhouse & Co did not

a “DW th‘L” i“St Aﬂlellcﬁll represe Lt tive 1 (] “l ll]ﬂ“ name ieal 11 g (lalllagﬁ‘,‘ O ”l(f T
J p Senta O us (8 Y 3 i ]
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better audit job (Moore and Scott, 1989). Knapp (1991, p. 38) concludes that
several publicly available studies would induce members of audit committees
“to assume that Big Eight firms possess technological advantages over smaller
firms that enhance their ability to detect material errors in client financial
statements.’

Empirical research

Factual audit quality

Wyer et al. (1988) found no significant relationship between the size class of
the audit firm (big versus small firms) and the number of other-than-
unqualified opinions. Hence, they could not provide further proof for the size
argument. Davidson and Neu (1993) found that larger audit firms tended to
be associated with larger differences between management’s earning forecasts
and audited, reported acrual earnings. This is consistent with their proposition
that larger auditing firms provide higher quality audits. Palmrose (1988a)
found that non-Big Eight firms as a group were confronted with significantly
higher (meritorious) litigation activity than Big Eight firms. She also
performed comparisons among Big Eight firms, which revealed some
significant differences, although these outcomes were quite sensitive Lo the
type of analysis conducted. This finding might suggest that size is not the
only auditor-related characteristic that influences technical audit quality. Deis
and Giroux (1992, p. 476) found that the quality of audits of independent
school districts (ISD)’ improved with the number of ISD clients the auditor
had, which might be explained by both ’auditor’s concern for reputation and
improved technical capabilities as a result of industry expertise.” Finally, at a
more indirect level, Singhvi and Desai (1971) found a significant positive
association between the quality of corporate financial disclosure and auditor
size.

Perceived audit quality

Firth (1981) found that bankers were concerned about the impairment of
auditor independence in cases where one client’s audit fee was more than
15% of total fee earned by the audit firm. This circumstance had a significant
impact on their loan decision. McKinley et al. (1985) found that loan officers
perceived financial statement quality and auditor independence to be higher if
a Big Eight firm was involved. However, they did not find a significant effect

’Quality was measured by using the Quality Control Review findings of the Audit
Division of the Texas Education Agency.
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on loan officer decisions. Eichenseher (1989) found sliglintly pqs‘itijve and -
statistically significant OTC market reactions to companies switching to }fhg
Eight firms. Nichols and Smith (1983) also found a positive market reaction
to changes from non-Big Eight to Big Eight firms, althoggh the {eaction was
not statistically significant. Knapp (1991) found that audit committee
members perceived that small audit firms were less likely to report .
discovered material errors.® However, they did not perceive that small audit
firms were less likely to discover material errors. Menon and Williams (1991)
tested whether initial public offerings induced companies to change to more
credible auditors. Although the number of changes was rather small, the
observed tendency was for companies to change to larger, more credible,
audit firms. They also found that investment bankers charged a lower fee for
their offerings if clients were associated with Big Eight auditors. DeFond
(1992) tested whether changes in agency conflicts resulted in a shift in audit
quality. He assumed and found that increases in management ownership
(resulting in a lower agency conflict level) are associated with switches to
lower quality audit firms (e.g., from Big Eight to second tier or from second
tier to local firm), while increases in leverage were found to be associated
with switches to higher quality firms.

The extensive body of research on audit fees also provides some insight into
the relationship between auditor size and perceived technical audit quality. On
the basis of a short review of this research, Palmrose (1986a) distinguishes
three hypotheses concerning the expected relationship between auditor size
and audit fee rates:
Larger audit firms charge higher fee rates because of their market
{monopolistic) power;
Larger audit firms charge higher fee rates to reflect the higher quality
of their audit services; and
Larger audit firms charge lower audit fee rates, because of their
economies of scale (Benston, 1985, p. 52).

Palmrose (1986a) found a significant positive market premium for Big Eight
firms in the small auditees segment, but no significant price differentiation for
large auditees. She concluded that this result indicated competition with
differentiated products or services by the Big Eight together with
diseconomies to non-Big Eight with large auditees. Therefore, the second

8 . » “ .
“ Material errors are errors in the financial statements that might have a significant
tmportance on the decision making of the user of the financial statements.
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hypothesis is not refuted, adding some credibility to the hypothesis of a
relationship between auditor size and technical audit quality.

Simunic (1980) found no significant fee difference for either small or large
auditees.” Francis and Simon (1987) found a Big Eight premium in the
segment of small auditees. Simon and Francis (1988) found a Big Eight
premium (not differentiated for size). They compared this premium to those
found in other studies and concluded that the premiums found were
remarkably close (16% to 18%). Craswell er al. (1994) found a Big Eight
premium ranging from 22 to 39%. They also found that Big Eight firms can
earn an additional premium for industry specialization. Finally, Brinn et al.
(1994) also report a Big Eight fee premium in the audit market of
independent companies.’® Thus, although the results are not entirely
conclusive, the majority of these fee studies indicate a fee premium for Big
Eight firms, probably reflecting their higher (perceived) quality.

To summarize, the effect of firm size on audit quality has received
considerable attention in audit research. Based on this previous research, there
appears to be ample theoretical and empirical support for the hypothesis that
detection ability and auditor independence increase with firm size. The
empirical part of the study will use the dichotomous variable Big Six/non-Big
Six to measure audit firm size."

*However, the results indicated a slightly negative premium for Big Eight firms; "the
results suggest that the Big Eight firms enjoy scale economies which are passed on as
lower prices to auditees.’

10y - . ‘e
Independent companies were described as non-subsidiaries.

"A simple dichotomous variable was used because, for reasons of confidentiality, the
researchers were not allowed to know the identity of the audit firms associated with the
engagements included in the sample. However, it was known to the researchers whether
or not a Big Six firm was involved in an engagement. The Big Six firms are Arthur
Andersen & Co., Coopers & Lybrand, Deloitte & Touche, Emst & Young, KPMG and
Price Waterhouse.
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4.3  Client size

Theory

Independence |
Assuming that the percentage of a client’s audit fee in the total fees earned
by an auditor'? is a surrogate for client-specific quasi-rents (DeAngelo,
1981b), it is obvious that a client’s audit fee should also be considered as a
variable possibly affecting auditor independence. However, fee data may not
be directly available to those assessing or perceiving technical audit quality.
Given the high degree of correlation between audit fee and client size, client
size can be regarded as a surrogate for the client-specific audit fee.”* One
may hypothesize that larger clients are more likely to impair auditor
independence than small clients: given the higher quasi-rents associated with
larger clients they are likely to be more successful in using the threat of audit
engagement termination. This argument is called the ’power-conflict
explanation’ (Deis and Giroux, 1992).

Detection ability

The relationship between client size and the detection of errors has not
received much attention in audit research. One might expect that the greater
complexity of large companies might make it more difficult for external
auditors to gain an integral understanding of the client’s business and
systems. Under these circumstances, auditors might be perceived to be more
dependent on the clients’ internal control mechanisms. The users of audit
services might consider that the extra reliability which the auditor can add to
the financial statements — and thus his technical audit quality — would
therefore be lower.

§ ey .
Total fees earned by an auditor are measured by audit firm size.

”Alt‘hmugh client size has been found to be the most important determinant of audit
fee, there are other variables that affect audit fee, such as the complexity of the client’s
operation or the geographic dispersion of its activities. O’Keefe er al. (1992, p. 39) state
that "previous studies have shown that client size alone can explain about 50% of the
cross-sectional variation in audit fees, although many other client characteristics are
correlated with size.’



Chapter 4 The influence of engagement characteristics on technical audit quality 61

Empirical research

In contrast to the extensive research on the effect of audit firm size on
technical audit quality, the empirical research on the effect of client size is
limited. In their study of the audit quality of independent school districts,
Deis and Giroux (1992) found that the number of students — as a measure of
client size — was a significant, and negative, independent variable explaining
audit quality.

In short, the theoretical and empirical research on the relationship between
client size and technical audit quality is very scarce. Based on this limited
amount of research, client size is expected to have a negative relationship
with both independence and detection ability.

4.4  Client’s financial health
Theory

Independence

Knapp (1985) assumes that auditors who perceive ’little risk of legal
exposure, due to the client’s excellent financial condition, may be less
motivated to resist management pressure.” This can be explained by using the
framework for auditor independence which was presented in Section 4.1. If
there is a dispute with the client, the auditor makes a trade-off between the
(certain) loss of quasi-rents of this particular client if he reports a detected
error against the client’s wish, and the expected loss because of reputation
damage or litigation. This expected loss consists of the chance of discovery
of the "auditor cheating’ and the price of the discovery in terms of the loss of
future quasi-rents of current clients and the costs of litigation. The expected
loss is hypothesized to increase if the audited company has a bad financial
condition, given the probability of a bankruptcy and, as a result, the risk of
negative publicity and litigation.

Detection ability

The same line of reasoning can be applied to the detection ability. In making
decisions on the amount of audit work to be performed, the auditor will
compare the marginal expected loss because of ’shirking’ and the marginal
costs of an extra unit of audit work (Watts and Zimmerman, 1983). Since the
marginal expected loss will be dependent on the probability of the discovery
of auditor cheating, an auditor is more likely to perform less audit work if the
client is financially sound.
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Empirical research

Factual audit quality o '
In their study of audit quality of independent school districts, Deis and

Giroux (1992) found that a client’s financial condition was a significant,
negative variable explaining audit quality. Farmer et al. (1987) fmfmd that‘ the
potential threat of lawsuits against an auditor was positively associated w‘ﬂ;h
auditor independence. Assuming that the chance of a lawsuit increases with
the possibility of bankruptcy, this finding indicates that auditors behave more
independently when the client’s financial condition is weak.

Perceived audit quality

Schultz and Gustavson (1978) found that actuaries perceived an inverse
relationship between an audit firm’s risk of legal liability and the relative
financial well-being of the client, i.c. the expected loss of reputation is
dependent on a client’s financial condition. Knapp (1985) found that loan
officers perceived that clients in a good financial condition would be better
able to impair auditor independence than clients in a poor financial condition.
Knapp (1987) found that Audit Committee members were more inclined to
support an auditor involved in a major dispute with management when the
auditee’s financial position is weak. This provides additional support for the
hypothesis of an inverse relationship between financial health and auditor
independence.

To summarize, the theoretical and empirical research on this topic is rather
limited. Based on this previous research, a negative relationship between a
client’s financial health and both detection ability and independence is
hypothesized.

4.5 Audit tenure

Theory

Independence

The importance of audit tenure for independence has been given some
atmelltign by audit standard-setters. Schilder (1992) gives an overview of
mg‘ulhatlon requiring audit firm rotation (e.g., Italy) or (limited) partner
rotation (US). A theoretical background for measures like these is given by
anpp (1991). He assumes a negative relationship between the length of
au‘dnmr tenure and independence, pointing to the steady accumulatibn of
client-specific expertise over the term of the auditor-client relationship. |
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This explanation can be studied within the framework of auditor
independence in Section 4.1. According to DeAngelo (1981b, p. 119), the
quasi-rents an auditor earns arise because of (1) transaction costs suffered by
clients and (2) start-up costs which a potential new auditor faces, but which
are sunk for the incumbent auditor. With regard to the first component of
quasi-rents, it seems hard to predict the relationship between client transaction
costs and length of tenure. On the one hand, one might hypothesize that
changing auditors quickly is harmful to a client’s image, since it might be
perceived by third parties as ’opinion shopping’ or ’settling arguments’, given
the finding of DeAngelo (1982) and Roberts et al. (1990) that negative
reports might lead to auditor change. On the other hand, changing an auditor
after a long period might be interpreted by third parties as an indication for a
significant problem or dispute. With regard to the second component, start-up
costs, one might assume that these increase with auditor tenure, reflecting the
learning effect for the incumbent auditor compared to the potential new
auditor. However, an important weakness in this reasoning is stressed by
O’Keefe et al. (1992, p. 15): 'To date, there is no strong evidence for the
existence of a learning curve.”** In their study of the determination of audit
costs, they did not find a ’systematic effect of the number of years an audit
has been performed for the client upon audit hours'" (p. 25).

Although the empirical literature on audit fee price setting is not conclusive,
several studies report empirical support for 'low balling’. Because of the
extensive nature of their study and its multi-period character, the study of
Simon and Francis (1988) is very noteworthy in this respect.'® They found a
significant fee reduction in the first year, a moderate fee reduction in the

“The absence of this evidence means that the "low balling’ and ’quasi-rents’ analysis
of DeAngelo (1981a) has not yet been directly supported by empirical evidence.

"However, this finding does not necessarily imply that there is no learning effect.
O’'Keefe et al. (1992) assumed that audit quality was fixed for the engagements they
studied. It might be that learning effects are not demonstrated in the number of audit
hours, but in technical audit quality.

"*Other interesting support for low-balling can be found in Roberts ef al. (1990), who
found that school districts changing auditors were more likely to have current-year audit
fees lower than previous year's. However, the authors explain that low balling is not the
only potential explanation for this finding. It might also imply that schools change to
more efficient auditors, or to lower quality audits.
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second and third years and a stabilization at a "normal’ fee level by the fgurth
year, Assuming that *low balling’ does occur, there is reason to hypothesize .
that auditor independence is at a lower level during the first years of the audit
engagement, considering the finding in Section 4.1 that sunk costs do seem to
influence decision making: *This desire to not lose the new client, because of
the prior investment commitment, could lead to an additional auditor
independence problem during the period of investment recovery, over and
above normal investment problems’ (Simon and Francis, 1988, p. 266).

Detection ability

With regard to detection, Shockley (1981, p. 789) assumes that long tenure
may induce 'complacency, lack of innovation, less rigorous audit procedures,
and a learned confidence in the client.” Knapp (1991, p. 38) recaps the
Metcalf Committee, asserting that 'long association between an audit firm and
its clients may damage the quality of professional services provided by the
audit firm.” On the other hand, Knapp (1991) mentions the inferences of both
the Cohen Commission and the Treadway Commission that ’substandard
audits occur more frequently when auditor tenure is relatively short.”’” Deis
and Giroux (1992, p. 465) assume a negative relationship between an
auditor’s tenure and his ability to detect errors. They assert that "an
incumbent auditor can choose to lower audit quality and audit price
contemporaneously to retain the client and preserve quasi-rents.” However,
this argument fails to take into account the finding of Palmrose (1986a). She
found significantly lower fees in fixed-fee arrangements (compared to cost-
reimbursement contracts), while there was no significant effect on audit
hours. She concluded that price cutting due to competitive pressure does not

"This effect might be explained in two ways:
There is a learning effect. However, as previously mentioned, the existence of a
learning effect has not yet been demonstrated. In line with this argument,
Shockley (1981) mentions the argument of opponents of mandatory rotation that
‘a CPA firm gains a deeper familiarity and insight into the client’s operations
through audit repetition, thus facilitating more efficient, less costly audit service
than is possible for a *fresh’ auditor. Because the client is likely to consider the
"tenured’ auditor more valuable, the audit firm becomes less dependent on the
client and better able to resist client pressure.’
Audit quality might increase over the years, because the budget increases (see
Simon and Francis (1988) for the dynamic development of audit fees). However,
this assumption is inconsistent with Palmrose’s {1986a) finding that audit fee and
audit hours need not be related.
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automatically imply a lower degree of audit work."® Further, the explanation
of Deis and Giroux (1992) does not explain why the auditor’s decision would
change over the years, or why the auditor’s incentives would change with the
length of tenure. In addition, Deis and Giroux (1992) cite several studies
indicating that an auditor’s use of innovative audit techniques and his attitude
of professional scepticism deteriorate over time.

Empirical research

Factual audit guality

Deis and Giroux (1992) found empirical evidence that auditor tenure and
audit quality in US independent school districts are significantly negatively
related. Copley and Doucet (1993b) found a (weak) negative relationship
between length of tenure and substandard performance, as measured by audit
quality assessments by Offices of Regional Inspectors General.

Perceived audit quality

Knapp (1991) found significant support for his hypothesis that audit
committee members will impute a higher likelihood of discovering material
errors to an auditor with five years tenure, than to an auditor with twenty
years of tenure or than to a newly retained auditor. He found no support for
his hypothesis that audit committee members will impute a lower conditional
likelihood of the auditor reporting a discovered material error as auditor
tenure lengthens. Schilder (1994) interviewed several leading, knowledgeable
members of the financial community (representing clients, third parties and
audit firms) with regard to issues on auditor independence. Mandatory
rotation of firms was not perceived as a positive contribution to auditor
independence. However, mandatory rotation of audit partners after seven
years (currently not regulated in the Netherlands) was rated positively by
respondents, as was the institution of a fixed engagement period for statutory
auditors of three or six years (reelection allowed). This illustrates that length
of tenure at the firm level is not perceived as a major problem (although a
periodic discussion between client and auditor in the course of a potential
renewal of the audit engagement is welcome), but that tenure at the partner
level is considered to be more critical.

"®This finding is consistent with the previously mentioned concept, in which the level
of audit work is determined by comparing the marginal expected loss from reputation and
litigation damage due to shirking and the marginal costs of a unit of audit work,
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All in all, the relationship between technical audit quality and audito‘r tenure
is quite complicated. The results of both a priori reasoning and empirical
research regarding this relationship are inconclusive. Therefore some
relationship is expected, without making any prediction about the sign.

4.6  Provision of MAS

Theory

Independence

Like audit tenure, the provision of MAS by the incumbent auditor has
received some attention by audit standard-setters. Schilder (1992) reports that
in several countries (Italy, France), statutory auditors are not allowed to
provide MAS to their audit clients. In audit research, both positive and
negative relationships have been hypothesized between the provision of MAS
and auditor independence. According to Benston (1985, p- 69), MAS can be
supplied at lower costs in conjunction with audits. Based on a discussion of
demand and supply in auditing, he asserts that "prohibiting accounting firms
from providing these services is likely to increase the costs and decrease the
effectiveness of audits.” According to Shockley (1981) this might imply that
auditors become more ’nearly unique’ to their clients, and thus more powerful
in their relationship towards the client and better able to resist client pressure.
However, the impact of the provision of MAS by the incumbent auditor on
independence can also be assumed to be negative. This can be explained
within the framework of auditor independence presented in Section 4.1.
Assuming, as Benston (1985) does, that the provision of MAS (including tax
services) increases the learning effects (knowledge externalities/spillovers),
the quasi-rents will increase,' resulting in a likely lower degree of auditor
independence. According to Simunic (1984), *the joint performance of
auditing and MAS may (...) reduce the probability that an auditor will report
truthfully in areas totally unrelated to past consulting services if (1)
performance of the service is 'tied’ together — dismissal as auditor increases
the probability of losing consulting opportunities for the client, and (2) the
CPA firm is earning economic rents in MAS on specialized resources which
could not be transferred to an equally profitable alternative use.’ Davis er al.
(1993) consider the question of audit demand elasticity. Given the empirical
findings of, for example, Simunic (1984) and Palmrose (1986b) that there is a

1% : - . . .
‘ .Quam—rent‘s will increase, if the auditor does not transfer his entire experience and
learning gain to the client.
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positive relationship between audit fees and non-audit services fees, and
assuming elastic demand, total audit fees would be expected to increase
where the auditor provides MAS because the audit service is then less
expensive (assuming that some of the spillover efficiencies are transferred to
the client) so more audit is demanded. This is the ’joint-supply scenario’.

Another potential threat of management advisory services to auditor
independence is given by Bartlett (1991), discussing the SEC’s position on
the relationships between Arthur Andersen & Co. and Andersen Consulting.
He asserts that a relevant concern *would be the auditor’s independence "in
fact" when auditing the results of consulting work performed by a related
entity.” He cites a study by Plumlee (1985), who “found that internal auditors
exhibited significant biases when evaluating internal control systems which
they designed, being much better at identifying strengths than weaknesses and
attributing weaknesses to factors other than the design of the system’.*® %!

Detection ability

Provision of MAS may increase the knowledge of the client’s operations and
its accounting and control system and in general the audit team expertise.*
These are factors that Sutton and Lampe (1991) found as key audit quality
factors. Related to this subject, they also found that the availability of firm-
wide resources was a key quality factor. Therefore, the provision of MAS by

®In its quality concept, NIVRA (1992, p. 12) asserts that this risk of "collision’
between audit and advisory services can be eliminated if the auditor requires the client to
make the company’s policy decisions. However, even if the auditor "only’ provides the
advice and does not decide, clients and other users of audit services might perceive a
threat to independence.

*The AICPA acknowledges the independence problem of auditors providing MAS.
Members of an SEC Practice Section are prohibited to provide certain types of MAS (for
example, client officer recruitment). Also, members have to report to the audit committee
or Board of Directors about the MAS provided and the related fees.

2The Cohen Commission {AICPA, 1978, p. xxxix) acknowledges this potential
influence of the provision of advisory services to the audit function. The Commission
advises that the requirement should be added to the professional standards, that firms
design policies and procedures in a way to ensure that "knowledge gained from other
services is made available to the partmer in charge of the audit so that he can consider its
implications for the audit function (...)".
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the incumbent auditor is hypothesized to increase the probability of detecting

errors.

Empirical research

Factual audit quality .
On the empirical level, some research has been done to test the hypothesis of

the existence of knowledge spillovers and the associated impairment of
auditor independence. Simunic (1984) found that the audit fees of clients who
also purchase MAS from their auditors were significantly higher. If
efficiencies are partially appropriated as rents to the CPA firm, a threat to
independence is created. This finding is consistent with the assumption of
knowledge spillovers and an elastic demand for auditing, provided that there
are no systematic differences between the High-MAS and Low-MAS
population. Palmrose (1986b) also tested the relationship between audit fees
and non-audit service fees. She looked at the non-audit services provided by
the incumbent auditor, and also those provided by any 'non-incumbent’
auditor (i.e., an auditor providing incidental services but not auditing the
financial statements). She found a positive relationship for MAS provided by
both incumbent and non-incumbent auditors. This finding was considered
inconsistent with the joint-supply scenario. An alternative explanation for the
finding of correlation between non-audit and audit fees might be that there
are significant differences between clients who demand a high level of MAS
and those who demand a lower level.

Davis et al. (1993) also found a positive relationship between audit fees and
non-audit service fees. However they also found a proportional increase in
audit hours. They concluded that *these findings are inconsistent with one
interpretation of prior research: that performing non-audit services for audit
clients may provide the auditor with incentives to compromise objectivity.’
Beck et al. (1988, p. 82) found that "some evidence was reported indicating
that auditor tenure is longer and less variable when high levels of certain
MAS are purchased from the incumbent auditor. Despite the presence of
statistically significant results, the small tenure differences and the long
(average) tenure for the auditee subpopulation imply that the incremental
bonding effects due to MAS are small in relation to the base level of bonding
associated with the audit engagement. Hence, the results do not provide
evidence that auditor independence is impaired substantially by MAS
involvement.® Schilder (1994, p. 92) asserts that ’the combination of audit
work and non-audit services in smaller firms is probably more in the hands of
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the same group of people, whereas bigger firms usually have them separately
organized.” This would imply that the threat to the perception of
independence might be bigger for non-Big Six firms. Finally, Barkess and
Simnett (1994) failed to find a significant relationship between the level of
MAS services and either the type of audit report issued or audit tenure,
indicating that there is no relationship between MAS and auditor
independence.

Perceived audit quality

The results of empirical research on the relationship between the provision of
MAS and perceived auditor independence are mixed. Shockley (1981, pp.
787, 788) summarizes a review of the empirical research by saying: 'in
general, these studies report conflicting results; their data can be used to
support both sides of the MAS question’ but adds, ’the empirical evidence
against MAS appears more convincing than the evidence for it.” The Cohen
Commission (AICPA, 1978, p. xxviii) stated that: 'Surveys have produced
mixed and conflicting results, but generally they have shown that a significant
minority of users are concerned about the potential conflict between
management services and the audit function. The concern of users decreases
as their familiarity with the nature of the services offered by public
accounting firms increases, and it diminishes substantially when the services
are provided by different staff, such as a separate management services
division.” In addition to this, the Commission is cited by Simunic (1984) as
stating that it failed to find ’any significant relationship between the provision
of management services and substandard audits.’

In a survey of bankers, Firth (1981) found a negative relationship between
bankers’ assessment of auditor independence and the provision of MAS. He
also found that this had a significant imapact on their loan decisions. Knapp
(1985) found that senior loan officers were significantly less likely to believe
that auditors would report a detected error if the auditors provided MAS.
However, although very significant, the explanatory power of this variable
with regard to auditor independence was very weak, a finding consistent with
Shockley (1981). McKinley et al. (1985) did not find any significant impact
of MAS provision by the incumbent auditor on loan officer’s decisions, their
perceptions of financial statement quality or auditor independence.

The Limperg Instituut (1987) found that only 12% of respondents from the
Dutch financial community disagreed moderately or strongly with the
statement that an auditor is able to perform both audit and advisory services
for one client, without losing independence as an auditor.
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The CICA (1988,p. 13) reported that “fifty percent of the public suweye{.ié
indicated moderate to strong agreement with the belief that there is a serious
potential for auditors to lose their objectivity when the audit firm proyides
services such as management consulting or tax services to an audit client.
Members of the financial community also recognize the potential for loss of
objectivity but do not have a strong belief that such losses in objectivity are
actually occurring.’

Palmrose (1988b) tested whether the implementation between 1978 and 1982
of the SEC’s ASR 250 — requiring disclosure and monitoring of (certain)
MAS services provided by the incumbent auditor — led to differences in the
MAS acquired from the incumbent by public clients (who were subjected to
these requirements) versus closely-held clients. She hypothesized that agency
costs associated with the incumbent providing MAS would be higher for
public companies and would therefore lead to a lower degree of MAS by the
incumbent. However, she did not find evidence for this hypothesis.

In their survey, Humphrey et al. (1991a) tested the reaction of the British
financial community to the statement that an audit firm should not provide
MAS to its audit clients. On a 7-point scale (from disagree to agree),
financial directors (representing clients) and bankers scored 3.1 and 3.0,
showing slight disagreement with this statement. A market research survey in
the Netherlands (Nederlands Instituut voor de Publieke Opinie en het
Marktonderzoek, 1991) found that approximately two thirds of the
respondents from their survey of audit clients appreciated the combination of
audit and advisory services. Approximately 25% of the respondents found
that these services should not be offered by one firm; approximately 11% of
the respondents held this opinion because they saw a potential independence
problem. Parkash and Venable (1993) found that variables related to expected
agency costs (management ownership, outside investment concentration,
leverage) significantly explain cross-sectional differences in the demand for
recurring non-audit services.® Overall agency costs did not explain the level
of nonrecurring services purchased from the auditor. This is consistent with
their expectations, since nonrecurring services provide only minimal future
knowledge spillovers and incremental economic bonding.

23 . . .
If requndcnts perceive that auditor independence is impaired by the provision of
MAS, one might assume that MAS would be lower where agency costs are higher,

because the drawback of having a ’less reliable’ auditor perform the monitoring activities
would then be greater,
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From this research one might conclude that incumbent MAS provision is
perceived to influence agency costs or principals’ perceptions of auditor
independence. Schilder (1994), interviewing leading, knowledgeable members
of the financial community on the issue of auditor independence, found
mixed but overall negative reactions to the suggestion of limiting the level of
MAS. In particular, respondents referred to the fact that MAS makes an
auditor valuable to a client and increases the auditor’s "power’ with respect to
the client, which in turn increases his independence. Nonetheless, they also
recognized that supplying too much MAS was a potential threat to the
perception of independence.

Concluding, both a priori reasons and empirical evidence are mixed with
regard to the relationship between the provision of management advisory and
tax services and auditor independence. Therefore different types of
relationships will be tested. For an auditor’s detection ability, there is both
theoretical and empirical® evidence for a positive relationship with the
incumbent’s provision of MAS,

4.7  Summary

This chapter discussed the potential effects of engagement characteristics on
perceived and actual technical audit quality, based on theoretical
considerations and empirical research. Although the research findings were
not always entirely conclusive, we have generated hypotheses for each of the
engagement characteristics included in this chapter. Based on agency theory,
these relationships are expected to hold equally for bankers and clients. The
hypotheses listed below will therefore be tested for both groups.

* See the finding of a positive relationship between non-audit and audit fees (e.g.,
Simunic, 1984; Palmrose 1986b), implying that there is a positive relationship between
MAS provision and audit effort.
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Hypothesis 7 An auditor’s perceived detection ability is higher for |
Big Six firms than for non-Big Six firms.

Hypothesis 8 An auditor’s perceived detection ability increases
with the incumbent auditor’s level of MAS
provision.

Hypothesis 9 An auditor’s perceived detection ability decreases
with

a. client size; and

b. client’s financial health.

Hypothesis 10 An auditor’s perceived detection ability is related to
tenure.

Hypothesis 11 Perceived auditor independence is higher for Big
Six firms than for non-Big Six firms.

Hypothesis 12 Perceived auditor independence decreases with
a. client size; and
b. client’s financial health.

Hypothesis 13 Perceived auditor independence is related to
a. tenure; and
b. incumbent auditor’s level of MAS provision.

These hypotheses are summarized in Figure 4.1, illustrating the hypothesized
relationships between engagement characteristics and technical audit quality.
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Independence

Figure 4.1 Hypothesized relationships between audit engagement

characteristics and technical audit quality
@ positive impact of audit engagement characteristic on technical audit quality attribute.
@ =  npegative impact of audit engagement characteristic on technical audit quality attribute,
@ inconclusive relationship between audit engagement characteristic and technical audit
quality attribute.
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CHAPTER § RESEARCH DESIGN

5.1 Introduction

As discussed in Chapter 1, two research questions are addressed in this study:
1. What technical and functional audit quality attributes are distingnished
by clients and bankers, and what is their relationship with and

influence on overall audit quality assessments by these two groups?
2. What is the influence of audit engagement characteristics on technical
audit quality perceptions of clients and bankers?

Given these research questions and the specific research design, this study

differs from most of the previous audit quality studies in several respects:
In this study, perceptions of audit quality are assessed, using actual
audit engagements. Although previous research includes studies
regarding perceptions of audit quality and studies based on actual
engagements, this combination is rare. In order to obtain insights into
perceptions of actual engagements, a research instrument had to be
developed in which respondents could freely express their ideas about
the performance of a specific auditor in a specific audit engagement.
In particular, total confidentiality was required by the bankers, in
exchange for their cooperation in this study. Furthermore,
confidentiality was crucial since it was necessary to have access to
audit engagement characteristics that are not publicly available, such as
audit and consultancy fees or financial health assessments by bankers.
One of the research objectives was to measure the differences in the
quality assessment processes of clients and bankers. In order to control
for differences in the audit engagements, an attempt was made to
obtain audit quality assessments of clients and bankers for the same
engagements.
The mainstream of audit research has concentrated on technical audit
quality. This study attempts also to assess the importance of functional
audit quality attributes in overall audit quality judgments.

This chapter will describe the research design that was developed in order to
meet the specific requirements of these research questions. Section 5.2 will
recap the hypotheses generated in the previous chapters and briefly discuss
the statistical techniques employed for each category of hypotheses.
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Section 5.3 will describe the data collection method. This section will
illustrate how the requirement of confidentiality led to the use of a
questionnaire-based approach, supplemented with questions to elicit factual
information on engagement characteristics, and will report on other measures
taken to maintain confidentiality, such as the assistance of a notary’s office in
making the data anonymous. It will also discuss the use of the SERVQUAL-
technique as a basis for gathering audit quality assessments. Section 5.3 will
also explain the arrangements made to enable direct comparisons of bankers’
and clients’ quality assessments. Section 5.4 will present the descriptive
results (i.e. mean and standard deviation) for the scores on the individual
questions, for clients and bankers separately. Finally, Section 5.5 will
summarize the findings in this chapter.

5.2  Hypotheses

In the previous chapters, the following hypotheses were generated:

I Impact of functional audit quality attributes on overall audit quality

(Section 3.6)

Hypothesis 1 Functional audit quality attributes have higher weights
in clients’ overall audit quality assessments than
technical audit quality attributes; on the other hand,
technical audit quality attributes have higher weights in
bankers’ overall audit quality assessments than
functional audit quality attributes.

Hypothesis 2 Overall audit quality perceived by clients and bankers
is positively affected by perceptions of

. tangibles;

. reliability;

. responsiveness;

. assurance; and

. empathy.

e oo o

In order to test these hypotheses, factor analyses were done on the statements
included in the questionnaire. Factor analysis is used to identify a relatively
small number of factors that represent several underlying (individual)
statements. In this study, factor analysis was useful in two respects.
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First, it offers more insight into the quality assessment process by identifying
relationships among the statements. In other words, it was used as a
systematic procedure to identify the statements that compose the factors
included in the hypotheses (e.g., empathy). Second, it was necessary for
statistical reasons to reduce the number of variables, since the factors were
regressed as independent variables on the overall audit quality assessments
made by the respondents. By using these regression techniques it was
possible to determine the relative weights of the functional audit quality
factors in the determination of overall audit quality. The results of both the
factor analyses and the regression analyses will be presented in Chapter 6.

IT TImpact of technical audit quality attributes on overall audit guality
(Section 3.6)

Hypothesis 3 Technical audit quality attributes related to an
auditor’s 'traditional” duties have a higher weight in
the determination of overall audit quality than those
related to *non-traditional’ duties, for both clients and
bankers.

Hypothesis 4 Perceived detection ability has a positive impact on
overall audit quality, for both clients and bankers.

Hypothesis 5 For bankers, perceived auditor independence has a
positive impact on overall audit quality.

Hypothesis 6 For clients, perceived auditor independence has a
negative impact on overall audit quality.

As with the functional audit quality attributes, factor analyses were done on
the technical audit quality questions included in the questionnaire. Then
regression analyses were performed, in order to determine the relative weights
of the technical audit quality factors in the determination of overall audit
quality. The results of both the factor analyses and the regression analyses
will be presented in Chapter 6.
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I Impact of engagement characteristics on technical audit quality attributes

(Section 4.7)

Hypothesis 7 An auditor’s perceived detection ability is higher for |
Big Six firms than for non-Big Six firms.

Hypothesis 8 An auditor’s perceived detection ability increases
with the incumbent auditor’s level of MAS
provision.

Hypothesis 9 An auditor’s perceived detection ability decreases
with

a. client size; and

b. client’s financial health.

Hypothesis 10 An auditor’s perceived detection ability is related to
tenure.
Hypothesis 11 Perceived auditor independence is higher for Big

Six firms than for non-Big Six firms.

Hypothesis 12 Perceived auditor independence decreases with
a. client size; and
b. client’s financial health.

Hypothesis 13 Perceived auditor independence is related to
a. tenure; and
b. incumbent auditor’s level of MAS provision.

In order to test these hypotheses, regression analyses were performed. In
these regression analyses, the engagement characteristics were regressed as
independent variables on the technical audit quality statements. The results of
these tests are presented in Chapter 7.

5.3  Data collection method

5.3.1 Questionnaire versus observation

Audit quality can be directly measured using either the observational method
(e.g., an experiment) or the questionnaire method. According to Boyd er al.
(1985, p. 148), *probably the most limiting factor in the use of observation is
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the inability to observe such things as attitudes, motivations, and plans. Only
as these factors are reflected in actions can they be observed, and then they
are confounded with so many other factors as to make their identification
difficult, if not impossible.” Another limiting factor in using the observational
method is its inability to measure events of more than short-term duration
(Boyd et al., 1985). Given the complexity and the long term development of
individual quality perceptions, the observational method is not suitable for
measuring audit quality assessments. Further, the need to treat both the
quality assessments and the audit engagement characteristics confidentially
limited the possibility of using observations as the principal method of data
collection. Therefore a questionnaire was used to collect data in this study.
Because of its wide use in marketing research assessing service quality, we
decided to use the SERVQUAL questionnaire technigue as a basis for this
study. This SERVQUAL technique, a structured non-disguised questioning
method, will be discussed in Section 5.3.2.

5.3.2 Characteristics of the SERVQUAL questionnaire

The SERVQUAL technique has been used extensively by marketing
researchers in assessing service quality. Lapierre and Filiatrault (1995) note
that ’the majority of empirical studies conducted on professional services
quality has been influenced by the Parasuraman, Zeithaml, and Berry’s
approach, and have used accordingly the SERVQUAL scale’. Section 2.7
discussed the results of the focus group interviews by Parasuraman ef al.
(1985). They found 10 generic key attributes that customers use to evaluate
service quality. Based on these interviews, Parasuraman et al. (1986)
developed the first version of the SERVQUAL questionnaire with the
following features:
97 items, relating to the 10 key attributes, were included in the
guestionnaire;
A 7-point Likert scale was used, with a pair of statements for each
item. Since they defined quality on the basis of the difference between
expectation and (perceived) performance, Parasuraman et al. (1986)
chose to measure both expectation and perceived performance for each
item. They preferred this to the alternative form -— a one statement
lay-out asking respondents to indicate the gap between expectation and
performance — for three reasons:
1. By using the paired statements, it is possible to analyze the
reasons for the gaps found. In particular, this lay-out makes it
possible to analyze whether a certain gap originates from high
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expectations or from low perceived performance;
2. The range of potential values will be wider (from -6 to +6);'
3 It might be less confusing and more meaningful to
respondents.
Roughly half of the statement pairs were worded positively, the other
half negatively.

In Parasuraman ef al. (1986), two hundred customers of five different services
(not including audit services) were asked to rate their expectations and
perceived performance regarding 97 items for one particular firm in the
chosen service industry. This list was reduced to 54 items by correlating the
perceived quality score (performance statement score minus expectation
statement score) per item with the scores of all other items per key attribute.
By redefining the key attributes it was possible to further reduce the list to 34
items (on 7 key attributes). The revised questionnaire was used in another
survey of 200 customers for four different types of services (again, not
including audit services). A factor analysis of this set resulted in the final
questionnaire, with 22 items spread among the five key attributes (Zeithaml et
al., 1990) discussed in Section 3.2:
. Tangibles;

Reliability;

Responsiveness;

Assurance; and

Empathy.

The final version of this questionnaire is included in Appendix 1.

2.3.3 Evaluating the SERVQUAL guestionnaire

Given the very high degree of validity and reliability found, Parasuraman et
al. (1985) conclude that the model is very well applicable to all types of
service industries. They found that irrespective of the type of service industry
in the sample, consumers’ expectations were highest on the reliability
dimension, followed in order by assurance, tangibles, responsiveness and
e‘mpa'thy. I?rouwer and Reuyl (1992, p. 7) support the applicability of the
questionnaire, reporting that the SERVQUAL model ’has been used by
several researchers (e.g., Carman, 1990; Nillesen and Reuyl, 1991) and found

[ ..
_A];tho‘ugh a similar range could be obtained using a 13-point single statement lay-
out, 1t 15 questionable whether respondents could effectively cope with such a wide range.
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to be stable.” In their study of customers’ assessments of service quality and
value in local telephone service, Bolton and Drew (1991) used dimensions
similar but not identical to SERVQUAL. Brown and Swartz (1989) report
that “the recent work of Parasuraman, Zeithaml, and Berry (1986) on the
development of SERVQUAL provides an excellent illustration of how to
begin measuring both expectations and experiences.” In their study of the
quality of medical services, Brown and Swartz (1989) used a questionnaire
that was very similar to the SERVQUAL questionnaire.

Although very critical of SERVQUAL’s conceptualization of service quality
as the difference between expectations and perceived performance, Cronin
and Taylor (1992) used the SERVQUAL questionnaire in their assessment of
the service quality in four different service industries. They conclude (p. 58):
"The current measurement of perceived service quality can be traced to the
research of Parasuraman, Zeithaml, and Berry. (...) The scale development
procedures employed appear to support the face validity of the 22 scale items
(individual questions) included in the scale (...)." Moreover, they state that
"the validity of the 22 individual performance scale items that make up the
SERVQUAL scale appears to be well supported both by the procedures used
to develop the items and by their subsequent use as reported in the literature
(e.g. Carman 1990). We therefore conclude that these 22 performance items
adequately define the domain of service quality (...)."

In spite of this broad acceptance, some critical remarks have been made about
the use of the SERVQUAL questionnaire (Hentschel, 1990; Vogels ef al.,
1990; Hedvall and Paltschik, 1991a, b; Andersson, 1992; Cronin and Taylor,
1992 and 1994; Teas, 1993 and 1994):

2

Measurement of expectations is done at the 'desired level’. This is
consistent with the view Parasuraman et al. (1986) held regarding the
nature of expectations in quality assessment at that moment — i.e.,
before they changed their view in Zeithaml er al. (1991) by
acknowledging that "adequate level’ also plays an important role in the
quality assessment process. This might explain some of the findings of
Parasuraman et al. {1986):

1. Customer expectations tend to be very high. On a 1 to 7 scale,
the average scores for the several key attributes range from
5.30 to 6.72;

2. The SERVQUAL scores are negative on all the items,

indicating that — over the whole range — customers’
perceived performance falls short of expectations; and
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3. Although the SERVQUAL scores are all negative, the o‘vera%l
quality ratings by customers for the relevant service companies
vary from "good’ to ’excellent’. Parasuraman ef al. (1986)
conclude that ’even meeting customer expectations may be
sufficient to project an excellent-quality image.’
Given the findings of Zeithaml ef al. (1991), it is desirable to
introduce the concept of "adequate level’ into the SERVQUAL
questionnaire. This implies that, instead of a dual set of questions per
item, a triple set should be presented to respondents: adequate
expectations level, desired expectations level and (perceived)
performance level (see Parasuraman et al., 1994b).

As discussed in Section 2.6, Cronin and Taylor (1992) reject the
conceptualization of audit quality as the gap between perceived and
expected performance. Therefore, they suggested using only the 22
perceived performance items as service quality measures. Their
findings supported this suggestion. In spite of the possible theoretical
and empirical defects in their study (see Parasuraman er al., 1994a),
we will use both the service gaps and the perceived performance on
the various items as determinants of overall audit guality.

Parasuraman et al. (1986) claim that the items in the questionnaire are
both generic (industry-wide applicable) and sufficiently exhaustive. By
contrast, Carman (1990) found that there are both generic and
industry-specific attributes. However, the fact that some of the items in
the SERVQUAL questionnaire are not generic does not impair its
generic applicability, as long as the list is sufficiently exhaustive. It
does mean that some items will be highly significant in some
industries and less significant in other types of service industry.
Moreover, the results of studies — based on the variables of the
SERVQUAL model — in different service industries, e.g., medical
industries (Brown and Swartz, 1989), telephone companies (Bolton and
Drew, 1991) and banks, pest control, dry cleaning and fast foods
(Cronin and Taylor, 1992), all based on the statements of the
SERVQUAL model, seem promising and provide Justification for the
generic use of SERVQUAL. As was mentioned in Chapter 3, research
findings with regard to functional quality in auditing are scarce.
Schroeder et al. (1986) and Carcello er al. (1992) have developed
questionnaires including some functional audit quality attributes.
SERVQUAL includes more functional quality items and includes all
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attributes of Schroeder et gl. (1986) and Carcello et al. (1992),
whereas these studies did not contain attributes that are not included in
the SERVQUAL questionnaire.

Performing factor analysis and regression analysis on data obtained
with Likert scales is statistically invalid (Andersson, 1992). Siegel and
Castellan (1988) state that variables must be measured on at least an
interval scale if parametric tests are to be used. On an interval scale, in
contrast to an ordinal scale, the distances or differences between any
two numbers on the scale have meaning. Thus there is a common and
constant unit of measurement between the objects on the scale.
However, Boyd et al. (1985, p. 320) report that "there is a growing
tendency to treat many ordinal scales as if they are interval scales, and
tests show this is a reasonable assumption in many cases. The degree
of association between the most simple ordinal scale and an interval
scale has been shown to be quite high. There appears to be little loss
in accuracy and considerable gain in interpretability if ordinal data are
treated as interval data.” A review of research in the service quality
area — both in marketing and in audit research — demonstrates a
broad use of parametric statistical methods (in particular: factor and
regression analysis) on data obtained with ordinal scales (e.g.
Schroeder et al., 1986; Brown and Swartz, 1989; Bolton and Drew,
1991; Cronin and Taylor, 1992; Carcello et al., 1992).7

Several authors (e.g., Carman, 1990; Cronin and Taylor, 1992) were
unable to find the same factor structure as in Parasuraman et al.
(1986). Cronin and Taylor (1992, p. 58) conclude that "the veracity of
conceptualizing the SERVQUAL scale as consisting of the five distinct
components identified by Parasuraman et al. (1988) has been
questioned (...)’. Therefore, it is advisable to reperform factor analysis
for each new data set.

Peter et al. (1993) discuss several other potential methodological problems in using
difference scores, including problems regarding reliability, discriminant validity, spurious
correlation and variance restriction. However, Parasuraman et al. (1994b,

p. 220) state that "contrary to criticisms of difference-score measures on psychometric
grounds, the (...) construcis operationalized as difference scores are by and large as sound
as their direct-measure counterpart, except in terms of predictive power’.
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Overall, it is evident that the SERVQUAL questionnaire has been acceptefi as
a useful instrument to measure service quality, despite the criticisms. Section
5.3.4 will summarize the modifications which were made to the basic
SERVQUAL model in the light of its application to audit quality.

5.3.4 Modification of the SERVOUAL guestionnaire

In order to enhance the applicability of the SERVQUAL technique as an
instrument to measure audit quality, several modifications have been
implemented for this study:
. Inclusion of technical audit quality attributes;
More specific framing of some items in terms of audit services;
Inclusion of a set of questions regarding adequate level expectations;
and ‘
Identification of the engagement characteristics.

Two questionnaires were developed: one for clients, one for bankers.’
Although basically similar, the questions for clients and bankers are framed
from their respective perspectives. Each of the four modifications will be
discussed below,

Inclusion of technical audit quality attributes

As discussed in Section 2.7, the SERVQUAL questionnaire is primarily
directed at measuring functional service quality attributes. Lapierre and
Filiatrault (1995) note that “accepting the five dimensions of Parasuraman,
Zeithaml, and Berry (...) amounts to saying that the evaluation of quality
relates only to the evaluation of the process, i.e. the functional quality. Thus
technical quality has de facto been set aside. Yet, we note that several
empirical studies, that have dealt with professional services rendered to both
individual and organizational customers, have recognized that competence is
the most important factor in the evaluation of professional service industries’,
Therefore it appeared that the validity of the SERVQUAL questionnaire for
the assessment of audit quality could be enhanced by including technical
audit quality attributes. Chapter 3 discussed several expectation gap studies
and concluded that at least a significant minority of the financial community
expects auditors to perform services (by detecting and reporting errors or

A copy of the two questionnaires (18 pages each) is not included in this thesis but is
available on request for those interested. The items included in the questionnaire are
summarized in Tables 5.1, 5.2 and 5.3.
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irregularities) with regard to the following objectives:
. Financial statements accuracy;
Ability to continue as a going concern;
Internal organization (including internal control system);
Fraud (both fraud harming the company and fraud harming society as
a whole); and
Illegal acts.

More specific framing of some items in terms of audit services

As a result of discussions with auditors and the remarks of respondents in the

pretests (see Section 5.3.5), some modifications were made to the basic 22

questmns in the 1990 SERVQUAL questionnaire:
The standard question ’Excellent companies will insist on error-free
records’ was modified to 'Ideal® audit firms keep their working files
accurately’ and 'Ideal audit firms provide an adequate specification of
their bills’. Keeping the files accurately might be appreciated by
clients, since it enhances the speed of retrieving certain documents at
the request of a client. Specification of the bills of an audit firm might
be appreciated, since sometimes an audit firm provides a broad range
of services to one client. Under these circumstances, clients are
interested in the amount charged for each activity, especially if some
of these services have budget constraints.
The standard question *’Employees in excellent companies have the
knowledge to answer customers’ questions’ has been differentiated,
given the very broad range of services that auditors typically provide.

“The change from ’excellent companies’ to ideal audit firms’ was made because
*excellent” might be interpreted by respondents as a more ’objective’ qualification,
whereas this study focuses on their subjective assessments. For instance, clients might
find that an excellent audit firm would serve the interests of third parties first, without
finding this behaviour ideal from their own perspective. Since “ideal” better captures this
subjective element, it was used instead of ’excellent’.
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Since respondents were explicitly asked to complete the questionnaire
only for the audit function of the audit firm,” the question is limited to
the ability of members of the audit team to identify risks and
opportunities in the areas of financial statements, tax, corporate
finance, internal organization and accounting information systems (IO
& AIS) and general business matters.
The standard question "Excellent companies give you individual
attention” has been differentiated. Based on discussions with clients
and bankers this question was developed into A client has one
service-coordinator at an ideal audit firm’ and *The composition of the
audit team is stable at an ideal audit firm’.
The standard question 'Excellent companies will have operating hours
convenient to all customers” has been modified to say 'Employees of
ideal audit firms should always be available for clients’ questions.’
Clients might well appreciate it if an audit firm’s employees were
available not only during, but also after the official office hours.
The standard question *Excellent companies have your best interests at
heart’ has been differentiated, given the typical agency problem an
auditor faces, in that he should serve the interests of both clients and
third parties. Therefore, the questions ’Ideal audit firms put the client’s
interests first’ and ’Ideal audit firms put third parties’ interests first’
were included in the questionnaire.
Based on discussions with clients and bankers and given the findings
of the pretests, the question 'Employees of an ideal audit firm
frequently discuss their findings with the client’s management’ was
added.

In this way, the number of items was extended from 22 in the original

SERVQUAL questionnaire to 43 in our instrument (13 technical and 30

functional items).

*This was done because large audit firms offer a scope of business services that
exceeds the traditional services provided by auditors, such as international tax planning
or a broad range of MAS. Since this study focusses primarily on the quality of the audit
function, respondents were only asked about the ability of the "regular’ auditor to identify
risks and opportunities in several areas in the process of conducting his audit. Therefore,
the questions related to the identification of risks and opportunities in these areas are
regarded as "functional’, since, in this context, they are a "natural’ by-product of the audit
function, emerging from the process rather than being an (output) objective.
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Inclusion of a set of questions regarding adequate level expectations

As discussed In Section 2.6, the research findings regarding (the nature of)

the impact of expectations on service quality perceptions are inconclusive.

Therefore, several concepts will be tested to determine which best explains

the variance in overall audit quality perceptions from the individual quality

attributes. In order to enable these different quality conceptualizations,
questions were asked at three levels: perceived performance, and both desired
and adequate levels of expectation. The operationalization of adequate level
expectations is a rather new development in service marketing research.

Zeithaml et al. (1991) suggest that the zone of tolerance should either be

measured directly®, or by asking separate questions for desired and adequate

level constructs. In this study, the latter suggestion has been followed.”

Adequate level expectation statements were constructed as ’It is unacceptable

if (employees of) an audit firm do (does) not ...."% ®

Although this construction might induce problems of readability and

interpretability — because of the double negatives — it was decided to use

this type of operationalization, based on the following considerations:

. In the pretests (see Section 5.3.5), pilot respondents confirmed that
they had no problems interpreting the adequate level expectation
statements. The difference between desired and adequate level
expectations was clear to them.

Because of this "double negatives’ construction, the scale anchors for
the adequate and the desired level expectations have the same
meaning. In both cases "1° indicates very low expectations, whereas
"7’ indicates very high expectations.

*See, e.g., Liljander and Strandvik (1992).

"Parasuraman et al. (1994) have compared direct and indirect measures of service
quality. They found that difference scores — as has been done in this study — are by
and large as sound as direct measures (except for predictive power), but have superior
diagnostic value.

EE,gm, it is unacceptable if employees of an audit firm do not offer prompt service.

%parasuraman ef el. (1994b) conceptualized the adequate (or minimum) service level
slightly different, as “When it comes to (e.g., prompt service), my minimum service level
is ... (low ... high)’.
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Double negatives are not unfamiliar in auditing. Both in a Dutch
disclaimer of opinion and in a review report, negative assurance is
expressed by double negatives.'
Nonetheless, the conceptualization of adequate level expectations used in this
study is debatable. Further research in this area is necessary in order to
compare the different ways to operationalize adequate level expectations. To
date, the empirical research in this area is, however, very rare (see Liljander
and Strandvik, 1992; Parasuraman er al., 1994b).

ldentification of the engagement characteristics
The research questions with regard to the correlation between engagement
characteristics and the level of technical audit quality require identification of
some relevant engagement characteristics for each questionnaire. Therefore
the following data were asked in the questionnaire:

Client’s 1992 annual sales;

Client’s 31 December, 1992 total assets;

Client’s 1992 average number of employees;

Auditor’s length of tenure;

Audit firm name;

1992 audit fee;

1992 MAS fee; and

Client’s financial health (classified by the banker on a S5-point scale).

Because the responses should be anonymous and the researchers were not
supposed to know the identity of either the client or the audit firm involved
in a specific engagement, data involving the identity of the audit firm was
transformed by a notary’s office."!

5.3.5 Pretests of the data-gathering instrument

Several draft versions of the questionnaire were discussed with bankers,
clients, auditors and academics. Based on their comments, a final draft

10 . .
By expressing ‘negative assurance’, the auditor states that he has nor found an error

in the financial statements. This level of assurance is below the level of the regular

'positive’ assurance, where the auditor states that the financial statements give a true and
fair view,

"More specifically, the notary’s office classified the audit firm as either a Big Six or
a non-Big Six firm.
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version was made. This version was pre-tested on 5 clients and 6 bankers.
The 5 clients represented very different companies (different in terms of size,
financial health, and industry), the 6 bankers were from one bank corporation.
The pretest respondents received the questionnaire by mail. After they had
completed the questionnaire, they were contacted using a standard set of
pretest evaluation questions. All respondents found the questionnaire realistic
and clear. The use of a 7-point scale was found to be adequate. The pretest
respondents indicated that they understood the difference between the
‘adequate’ and ’desired’ level expectations. The respondents believed most
questions relevant for the assessment of audit quality were included. Several
suggestions were made for additional questions. Most of these suggestions
were followed.

5.3.6 Population and sample selection

Since clients and third party beneficiaries might be expected to have different
structures in determining audit quality, both groups were included in the
survey. For the client group, the respondents were the firm representatives at
the management level who had most *service encounters’ with employees of
the audit firm. For third party beneficiaries, the account managers of banks
("bankers’) were chosen, because of their relatively frequent direct service
encounters with auditors. Furthermore, bankers would appear to be one of the
most important user groups of audit services, in particular in the case of small
and medium-sized companies.

One of the research objectives was to gain insight into the differences in audit
quality judgments between clients and bankers. Therefore it was necessary to
obtain the best possible match between the clients and bankers samples, since
any differences between the conditions of engagement in the bankers and
clients samples would affect their respective assessments. In order to achieve
this, the following, somewhat complicated, procedure was followed. Five
Dutch banks — working on a nation-wide scale — were approached to
cooperate in the study. After an extensive description of the measures used to
obtain full confidentiality (see below), all banks agreed to participate. After
gaining the cooperation of the regional bank management, the banks’ account
managers (who have direct contacts with both the client and the client’s
auditor) were approached by regional management, asking them to randomly
select clients from their portfolio, meeting the following characteristics:
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The auditor’s assignment should be to perform an audit. Given the
study’s specific attention to quality in audit engagements, compilation
and/or review engagements were not selected;

The bank invelved should be a major financial stakeholder.
Specifically, it should finance at least 20% of total assets of the
companies selected. This characteristic was introduced because the
questions included in the questionnaire required a good insight into the
work of the auditor and hence a rather intensive contact with both the
client and the aunditor, and this appears most likely where the banker
has an important financial stake in the company and therefore might
rely heavily on the audit report.

The account managers were then asked to give the names of the clients
selected to the regional bank management. The questionnaire and
accompanying letters were then mailed by the regional bank management to
both the bank’s account manager and the client officer identified as the
client’s key contact (at management level) for the auditor, mostly the chief
financial officer or the general manager. The accompanying letter included a
reference to the interest of the Dutch professional body of Registered
Accountants (NIVRA) in the outcome of this study. The NIVRA board had
granted permission for this reference to be included in the letter. Several non-
response follow-up actions were made by the regional bank management.

Special consideration was given to confidentiality. The importance of
confidentiality was stressed by the cooperating banks, the clients who
participated in the pretests and the NIVRA board. It was therefore decided
that the researchers should not be able to identify either the client or the audit
firm involved. For the purpose of follow-up on non-response and because of
the need for information on the size of the audit firm involved (audit firm
size being an important element of several hypotheses to be tested), the
following procedure was followed:
. Questionnaires did not contain the client company name. To enable
non-response follow-ups, each questionnaire had a specific number.
Each bank held a code list in which this number was related to the
name of the client and the account manager involved. The bank was
informed by the researchers about the non-response numbers;
Completed questionnaires were mailed by the respondents to a specific
notary’s office. The notary removed the page containing the name of
the audit firm and registered on a separate form whether the firm for a
specific engagement was a Big Six or a non-Big Six firm.
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5.4  Sample Characteristics

5.4.1 Engagement characteristics

Because of the confidentiality of the data required (fee data, assessments of
clients’ financial health, explicit opinions on the performance of auditors by
both bankers and clients), and given the length of the questionnaire
(completion time would typically be approximately 30 minutes), high
response rates were not expected, although the cooperation of the bank
companies’ staff and the inclusion of the notary’s office in the process were
expected to enhance these response rates.

A total of 185 questionnaires were mailed to both clients and bankers. Of
these, 89 were returned by bankers (48.1%), and 66 were returned by clients
(35.7%). For 12 engagements there were client responses only, and only
banker responses for 35 engagements. For 54 engagements both the banker
and the client returned usable responses. This figure was important, since the
objective was to compare client and banker assessments for similar
engagements.'”

These response levels were more or less anticipated. All the questionnaires
returned were useful, although sometimes questionnaires were not fully
completed. For some statistical tests the incomplete questionnaires were
disregarded.

The audit engagement characteristics for the questionnaires that were returned
are specified in Table 5.1.

"’Both the matching and non-matching engagements were used in the study. This was
decided after tests revealed that these subsets were nearly identical in terms of
engagement characteristics and scores on the individual statements. The advantage of also
using the non-matching engagements is purely statistical: both factor analysis and
regression analysis require a relatively high number of cases.
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Total sales (NLG)Y 500,000 604,800,000 50,140,000 107,870,000
Total assets (NLG) 600,000 456,800,000 34,170,000 79,130,000
Employecs i 3,894 189.59 562.02
Financial condition (1-5) | 1 {excellent) 5 (bad} 1.92 1.04
Audit fge (NLG) 4,800 520,000 60,280 71,510
MAS fee (NLG) 0 300,000 23,650 51,320

| Tenure (years) 1 40 | 11.95 8.81

Table 5.1 Audit engagement characteristics

As Table 5.1 illustrates, there is considerable variation in the engagement
characteristics. The standard deviations for all characteristics are quite large,
indicating that many types of audit engagements are included, with the
exception of 'mega-companies’, since the high end of total sales is only 600
million Dutch Guilders (NLG). The sample also includes (a small number of)
non-statutory audits for very small companies, that are not legally required to
be audited. The companies’ average financial condition is fairly good,
although the standard deviation indicates that there is sufficient spread over
this variable. Of the 66 client observations, 40 were Big Six engagements, 23
were non-Big Six engagements, whereas the audit firm was not revealed for 3
cases. Of the 89 banker observations, 38 were Big Six engagements, 30 were
non-Big six engagements, whereas the audit firm was not revealed for 21
cases.

5.4.2 OQuestionnaire scores

Overall audit quality

Overall audit quality received ratings that can be considered as rather high.
On a 7-point Likert scale, bankers gave a mean rating of 5.47 (standard
deviation 1.13) over 81" cases, while clients gave a rating of 5.42 (standard
deviation 0.97) over 64' cases. At p = 0.05, the difference between the two

POf the 89 bankers that responded, 8 did not rate overall audit quality.

“Of the 66 clients that responded, 2 did not rate overall audit quality.
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samples is not significant. It is interesting to note that these ratings are quite
good, although — as will be seen in the discussion of Tables 5.2 and 5.3 —
there is considerable underperformance at the desired level and even — on
some occasions — at the adequate level for the individual statements. This
finding is not uncommon in SERVQUAL studies (see Section 5.3).

Technical audit quality variables

Table 5.2 gives the mean and standard deviation for the technical audit
quality variables. The significance levels of the differences in performance
ratings between the bankers and clients samples were obtained by using
independent t-tests."”

*Detect errors in financial statements B 5.55 (0.97) (.89 {1.03) -0.66 (1,18)

C 5.08 (1.36) -0.80 (1.53) -0.74 (1.36)
Report errors in financial statements B 5.65 (1.09) -0.87 (1.10) -(1.84 (1.21)

C 5.52 (1.18) -0.41 (0.99) -0.27 (1.05)
#tDetect smoothing in financial B 5.60 {0.97} -0.86 (0.98) -0.53 (1.19)
statements

C 4.81 (1.43) -0,65 (1.20) -0.20 (1.13)
*#*Report smoothing in financial B 5.56 (0.95) -0.85 (0.99) -0.73 (1.00)
statements

C 4.86 (1.45) .48 {1.28) 0.09 (1.09)
Detect going-concern problems B 6.03 (1.02) -0.79 (1.02) ~0.74 (1.02)

C 5.78 (1.14) -0.58 (1,01) 0.33 (1.52)
#&Puplicly report going-concern B 5.54 (1.11) -0.83 (1.14) 0,70 (1,00}
problems

C 4.96 (1.64) -0,11 (1.08) -0.02 (1.23)

1o determine whether the differences between the clients sample and the bankers
sample were disturbed by variations in their respective samples, the significance of these
differences for the 54 'matching’ engagements (the engagements for which we had both
client and banker assessments) was also tested. The differences and their significance
levels were similar to the differences between the complete sample (including both
matching and non-matching engagements), except for "detect going-concern problems’,
which was significant at p = 0.01 for the matching engagements. Given this high degree
of similarity, the data of the complete sample is used from here on.
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*¥[yetect deficiencies in internal B 5.47 (1.06) -0.39 (1.02) -0.56 (0.92)
organization C 4.86 (1.41) -0.45 (1.2T) -0.18 (1.37)
j""Pub‘l‘icly regwn'dcﬁcicncics in B 5.33 (1.26) -0.64 (1.20) -0.56 (1.04)
priemal orgaation c 433 (1.64) 027 (1.48) 0.09 (1.72)
Deteet fraud B 5.83 (0.87) -0.81 (0.88) -0.66 (0.88)
C 5.60 (1.36) -0.55 (1.14) -0.30 (1.50)
*Publicly report internal fraud B 5.09 (1.37) -0.43 (1.22} -0.21 (1.32)
C 4.42 (1.98) -0.11 1.07) 009 (1.22)
*Report frand to tax authorities B 4.75 (1.52) <040 (1.48) -0.16 (1.34)
C 4.17 (2.02) -0.09 (1.20) -0.09 (0.72)
**Dyetect jlegal acts B 474 (1.27) 0.51 (1.12) -0.26 (1.09)
C 4.10 (1.70) -0.48 (1.11) -0.55 (1.48)
Publicly report illegal acts B 4.99 (1.2 -0.56 (1.20) 0.33 {1.14)
C 4.69 (1.65) -0.09 (0.85) 0.00 (0.82)

Table 5.2 Descriptive statistics of technical audit quality variables

* = gignificant difference in mean at the performance level between bankers and clients at
p =.05

*% = gignificant difference in mean at the performance level between bankers and clients at
p =01

In studying the results in Table 5.2 and comparing the answers to the
technical audit quality questions with the results of the expectation gap
studies mentioned in Chapter 3, several interesting points emerge:
On all items, bankers perceive a better’ performance (higher score)
than clients. For most items, this difference is statistically significant;
However, on nearly all the items, clients perceive a much smaller gap
(in absolute values) than bankers. Obviously, bankers’ expectations
regarding technical audit quality attributes are much higher than
clients’;
Although detection of errors and smoothing in the financial statements
shows a reasonably good score for both groups, it is interesting to note
that the gaps between performance and the desired and even
adequate levels are considerable. This reflects the fact that clients’ and
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bankers’ expectations regarding this *core business’ of auditors are
extremely high. Further, it is interesting to note that clients are
relatively sceptical with regard to the auditors’ ability to detect
smoothing. Obviously, clients think they are able to outsmart’ the
auditor in this respect. It is also interesting to see that the zone of
tolerance'® for the detection of *smoothing’ is much wider for clients
than for bankers. Since smoothing is a deliberate action on the part of
clients, clients (the auditees!) seem to reason that they do not need an
auditor to detect smoothing;

The reporting of errors and smoothing is also at a reasonably high
level for both groups, although, again, the gaps between performance
and the desired and adequate levels are considerable, notably in the
case of bankers. Again, the zone of tolerance is wider for clients than
for bankers. Clients seem to bother much less about an auditor who,
after detecting an error, does not report this;

Both bankers and clients perceive that auditors are very capable of
detecting going concern problems, although, again, the gaps between
performance and the desired and adequate expectations are
considerable. For this variable, it is interesting to see that the zone of
tolerance for bankers is extremely small;

With regard to the reporting of going concern problems, it seems that
the very high standards that bankers adopt are not met, which is
consistent with the findings of the expectation gap studies. Clients’
expectations are significantly lower, which means that the gap for
clients is moderate;

The detection of deficiencies in the internal organization shows a
smaller gap for bankers than the previous technical audit quality
issues.'” This time, however, the gap is wider for clients, probably
reflecting their perception of insufficient auditor’s feed-back on this
issue;

With regard to reporting on internal organization deficiencies, the
pattern of a wider gap for bankers emerges again. In contrast to
clients, bankers expect the auditor to report deficiencies in this area, as

“The zone of tolerance is the gap between the "desired’ and adequate’ level of
expectations. In Table 5.2, it is the gap between ’Performance minus Desired’ and
*Performance minus Adequate’.

"Intriguingly, the bankers’ adequate expectations exceed their desired expectations.
No explanation was obtained for this finding.
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was the case in most of the expectation gap studies;

Both bankers and clients have very high expectations with regard to
the detection of fraud, in line with the expectation gap studies;
However, for both publicly reporting internal fraud and reporting
fraud to tax authorities, bankers’ expectations are again considerably
higher than clients’, resulting in a very small gap for clients and a
considerable gap between performance and the desired level
expectations for bankers;

Expectations with regard to the detection of illegal acts are much
lower than for the other detection issues, possibly indicating that this
duty is not considered to be ’core business’ for the auditor. The
performance minus desired gap for bankers and clients is comparable,
although expectations and perceived performance are on a lower
overall level for clients. Intriguingly, the clients” adequate expectations
are higher than their desired expectations; and

For the issue of publicly reporting illegal acts, there is hardly any
expectation gap for clients, whereas the gap for bankers — on both the
desired and adequate level — is significantly wider.

Thus bankers, overall, expect a significantly higher technical audit quality
than clients, both on the detection and on the reporting/independence side.
This is not unexpected, since they have considerably fewer sources of
information on the company and therefore rely on the auditor to detect and
report items that are of concern to them. The client has a variety of sources
of information about his company and is not fully dependent on the auditor in
this respect. The clients’ lower expectations can also be explained by the fact
that they are directly involved in the trade-off between quality and audit
costs. Their lower expectation with regard to the reporting issue is not
unexpected. As was discussed in Section 3.4, clients might perceive ’factual
independence’ as awkward, since it might reveal information to outside
stakeholders that the client’s management would rather have kept a secret.

The fact that the performance rating given by clients is significantly lower
than that of bankers for nearly all the issues is interesting. Perhaps the
clients” direct involvement with the audit process makes them more critical of
the auditor’s activities. The fact that the clients are the auditees and are
therefore subject to the auditor’s judgments might also make them more
critical in the assessment of their auditor’s performance.

Finally, it is remarkable that the gaps for non-traditional items are nor wider
than for the traditional items. The ’expectation gaps’ regarding >whistle
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blowing items’ such as the detection and reporting of fraud or illegal acts are
not as wide as for the traditional duties, which was unexpected, given the
findings of most of the expectation gap research in Chapter 3.

Functional audit quality variables

Table 5.3 gives the mean and standard deviation for the functional audit
quality variables. The significance levels of the differences in performance
ratings between the bankers and clients samples were obtained using
independent t-tests.'

Timely delivery B 548 (1.18) -0.71 (1.48) -0.30 (1.42)
C 5.34 (1.15) -0.92 (1.64) ~0.52 (1.83)
Be able to must audit firm's employees B 5.81 (1.04) -0.49 (1,22) -0,.36 (1.08)
C 5.83 (1.02) -0.50 (1.22) 0.39 (1.30)
Working files in good order B 5.70 (097 -0.84 (1.09) -0.45 (1.10)
C 5.83 (0.92) -0.65 (1.00) -0.27 (1.23)
** Adequate bill specification B 4.86 (1.46) -1.44 (1.80) -1.10 (1.66)
C 3.61 (1.77) -2.73 (2.09) -2.18 (2.10)
Well dressed/meat appearance B 5.86 (0.95) 020 (130 | 050 (.20
C 596 (0.82) | 009099 0.86 (1.14)

"To determine whether the differences between the clients sample and the bankers
sample were disturbed by variations in their respective samples, the significance of these
differences for the 54 "matching’ engagements (the engagements for which we had both
client and banker assessments) was again tested. The differences and their significance
were similar to the differences between the complete samples (including both matching
and non-matching engagements), except for two questions. 'Personal attention’, which
revealed a significant difference for the complete sample, just failed to be significant for
the matching engagements (although it would have been significant at p = 0.058).
Further, bankers rated ’identify points of attention regarding tax’ significantly higher than
clients for the matching engagements (p = 0.042), in contrast to the complete sample.
However, given this high degree of similarity, the data of the complete sample is used
from here on.
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and standard deviation) at level

Time for clienis® questions B 5.25 (0.95) .25 {1.43) -0.86 (1.05)
C 5.48 (1.23) -0.08 (1.41) -0.44 (1.39)
Client's inerests first B 5.53 (0.99) -0.64 (1.33) -0.35 (1.35)
C 5.51 (1.25) -0.47 (1.54) -0.55 (1.46)
+Third parties’ (including bankers’) B 4.17 (1.37) -0.35 (1.22) -0.10 (1.37)
interests first
C 3.58 (1.53) 0.26 (1.52) 045 (1.29)
Employees arrive on dime B 5.50 (1.01) -0.33 (1.12) -0.24 (1.43)
C 5.52 (1.27) -0.65 (1.57) -0.56 (1.45)
Helpful atttude B 5.70 (0.86) -0.54 (1.18) -0.05 (1.07)
C 5,95 (1.18) -0.32 (1.20) 0.06 (1.15)
*#Pleasant and polite B 5.55 (0.83) 0.07 (1.39) 0.73 (1.09)
C 6.04 (0.B5) 0.35 (1.18) 1.01 (1.21)
*Personal attention B 5.67 (0.92) -00.36 (1.02) -0.18 (1.16)
C 5.28 (1.02) -0.97 (1.10) -0.47 (1.26)
Know client’s needs B 5.53 (1.06) -0.42 (1.50) -0.01 {1.62)
C 5.64 (1.12) -0.35 (1.23) -0.05 (1.57)
*Modern eguipment B 6.00 (0.93) 40,32 (1.18) 0.33 (1.32)
C 5.63 (1.00) 0,20 (127) 0.41 (1.25)
“"‘“Mﬁmlfc\: exact appointnents o perform B 5.40 (0.98) -0.78 {1.16) -0.07 {1.42)
e C 592 (1.10) -0.39 (1.09) 0.23 {1.29)
One service-coordinator B 5.85 (1.23) -0,66 (1.37) 0.41 {1.59)
C 5.83 (1.37) 4329 (1.33) .65 (1.53)
Identify points of attention regarding B 580 (1.10) 0,65 (117 013 (1.34)
N C 5.57 (1.18) -0.70 (1.46) -0.30 (1.35)
i*mﬁg.ﬁl pﬁl{{ﬁn ag;ﬂi;ntemsm regarding B 5891 (0.85) -0.63 (0.84) -0.44 (0.92)
C 5.92 (0.98) -0.50 (1.06) -0.11 (1.20)
*[dentify points of interest regarding B 547 (1.14) -0.90 (1.19) -0.16 (1.16)
corporate finance
C 4.93 (1.46) -0.94 (1.32) -0.30 (1.23)
;‘“é)dﬁt‘iﬂspomm of interest regarding B 560 (1.1 -0.53 (1.06) -0.09 (1.00)
C 5.23 (1.19) -0.42 (1.53) 0.06 (1.36)
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**ldentify points of interest regarding B 5.52(1.01) -0.35 (1.04) Q.11 (1.23)
general management
9 4.93 (1.42) -0.18 (1.38) 0.12 (1.25)
Stable audit team B 3.49 (1.15) -0.37 (1.41) 041 (181
C 3.30 (1.60) -0.61 (1.98) 0.02 (2.38)
Polished reports and leters B 6.06 (0.82) -0.49 (0.92) -0.06 (1.03)
C 6.22 (0.78) -0.20.40.79) 0.30 (0.99)
Available for questions B 5.19 (0.93) -(0.69 {1.13) -0.08 (1.20)
C §.37 (0.99) -0.39 (1.39) 0.32 (1.25)
Genuine interest in client’s problems B 5.74 {0.96) -0.64 (1.09) 031 (1.0%)
C 5.96 (1.15) -0.30 (1.26) <0.09 (1.37)
**Service right the first time B 5.60 (0.84) -0.51 (1.05) 0.45 (1.36)
C 5.32 (1.16) -0.81 (1.29) -0.04 (1.62)
Prompt service B 5.50 (0.80) -0.39 (1.00) 032 (1.13%)
C 5.51 (1.15) -0.56 (1.30) 0.02 (1.2%)
Feel scoure in dealing with auditor B 5.83 (0.93) (.80 (0.96) -0.39 (0.86)
C 5.83 (0.95) -0.42 (1.25) -0.32 (1.43)
Diiscuss findings frequently B 5.45 (1.03) -0.87 (1.13) -0.53 (1.42)
C 5.34 (1.43) -0.65 (1.43) 017 (1.74)
Visually appealing building B 5.55 (1.18) 0.83 (1L.61) 1.66 (1.59)
C 5.77 (1.29) 1.50 (1.72) 1.97 (1.72)

Table 5.3 Descriptive statistics of functional audit quality variables

* = gsignificant difference in mean at the performance level between bankers and clients at
p =05

** = significant difference in mean at the performance level between bankers and clients at
p =01

It is obvious from Table 5.3 that bankers’ and clients’ performance
assessments are much more alike for the functional audit quality attributes
than for the technical audit quality attributes. Significant differences are
present in areas that are less well observable to bankers, such as bill
specification and the identification to the client of specific points of interest.
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The following interesting conclusions can be drawn from studying the scores

on functional audit quality in Table 5.3:
The most significant gaps (P-D and P-A) are on bill specification. A
poor (bankers) or even very poor (clients) perceived performance falls
well short of very high expectations on the desired and even the
adequate level;
Auditors are obviously very well dressed, have a neat appearance and
are pleasant and polite. The results show, however, that in the eyes of
clients this appearance might be "overdone’, since the perceived
performance clearly exceeds the optimum or desired level. Very
clearly this is the case for having a visually appealing building. There
are high performance ratings on this item, but only modest
expectations, resulting in extreme overperformance. This
overperformance might have a negative influence on overall audit
quality assessments by both clients and bankers. This will be tested in
Chapter 6;
For both bankers and clients, the adequate expectations regarding time
for clients’ guestions exceed desired expectations. Although no direct
explanation can be provided for this phenomenon, it illustrates their
obvious lack of tolerance regarding the performance on this issue;
Both bankers and clients agree that clients’ interests should come first.
Both groups believe that the auditors succeed reasonably well in this
respect. However, personal attention falls short of clients’ expectations.
Again, clients’ adequate expectations exceed their desired expectations;
and
Clients are much more sceptical about the anditor serving third
parties’ interests than bankers, who represent these third parties.
Obviously, the auditor has chameleon-like traits! As might be
expected, bankers have higher expectations with regard to this issue
than clients, resulting in a negative gap for bankers and a positive gap
(more than ideal) for clients.

5.5  Summary

This chapter has discussed the research design and presented the descriptive
results for the scores on the individual statements in the questionnaire. On the
basis of the SERVQUAL questionnaire — often used in marketing research
— we developed an instrument reflecting the specific characteristics of the
audit market. This instrument was used to ask bankers and clients to rate their



Chapier 5 Research design 101

expectations and perceptions of performance regarding audit services. In
addition, factual information about the relationship between the auditor and
his client was requested. Specific measures were taken to meet the
requirements of confidentiality and to ensure the comparability of the
assessments of bankers and clients. Based on the descriptive results, several
interesting differences between the assessments of these two groups emerged.
These will be explored further in the next chapters.






CHAPTER 6 DETERMINANTS OF OVERALL AUDIT QUALITY

6.1 Introduction

One of the goals of this study is to gain insight into the relative importance
of technical and functional quality factors in overall audit quality
assessments.’ To investigate the weights of the various quality factors, we
first performed a factor analysis on all technical and functional audit quality
questions. Factor analysis is a statistical technique used to identify a relatively
small number of factors that can be used to represent relationships among sets
of many interrelated variables (Norusis, 1993a). In this study, factor analysis
helped in identifying the relationships between the large numbers of technical
and functional quality items that were included in the questionnaire. The
results of the factor analysis are presented in Section 6.2. The factors
identified in the factor analyses were used as the independent variables in
several regression analyses, with overall audit quality as the dependent
variable. This combination, first performing factor analysis and then using
these factors as independent variables in regression analysis, is not
uncommon in marketing research (see Brown and Swartz, 1989; Hentschel,
1990; Brouwer and Reuyl, 1992).% The results of these regression analyses
are presented for the clients sample and the bankers sample separately in
Section 6.3. Section 6.4 will compare the bankers’ and clients’ regressions
and draw final conclusions regarding this part of the analysis. Finally, Section
6.5 will give a summary of the findings regarding the research objective
discussed in this chapter.

'"Remember that the gap between perceived performance and expectations is not an
indication of the impact of this variable on overall audit quality. Respondents might
perceive a very significant gap between expectations and perceived performance for an
attribute, even though the impact of this gap on overall audit quality perceptions is low,
given the irrelevance of this attribute to the respondent.

“The advantage of using factors as independent variables instead of the individual
statements is threefold. First there is a statistical advantage, given that the sample was
limited and that regression analysis require a certain number of observations, based on
the number of independent variables. A second statistical advantage is the fact that factor
analysis, providing it is carried out in a particular way, generates factors which are
mutually independent, eliminating the risk of multicollinearity between the independent
variables in the regression analysis. Finally, the results can be interpreted at a higher
level. Instead of discussing the importance of individual statements, this procedures
makes it possible to draw conclusions about the importance of "aggregate’ factors.
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6.2  Factor analyses

6.2.1 Introduction

Chapter 2 discussed the claim made by Parasuraman ef al. (1985) that the
factor structure they developed for service quality, is generic. However,
Chapter 2 also included several critical remarks in the relevant literature with
respect to this claim. Therefore a specific factor analysis was performed for
this study, instead of merely following the structure suggested by this group
of researchers, as described in Zeithaml et al. (1990). Furthermore, in the
light of the ongoing debate in the service quality and marketing literature on
the proper conceptualization of service quality (see Section 2.6), we decided
to test the impact of expectations at various levels on (audit) quality
assessments. From the research of Zeithaml e al. (1991) on the types of
expectations used in quality assessments (see Section 2.6), two categories of
expectations were considered to be relevant: adequate level expectations and
desired level expectations. Therefore factor analyses were carried out using
three different audit quality concepts:’

(perceived) performance® level;

(perceived) performance minus desired expectation level (P-D); and

(perceived) performance minus adequate expectation level

(P-A).

It seemed appropriate to design specific factor structures for clients and
bankers separately, hypothesizing that their quality judgments will be
different.

Another reason for using separate factor structures for clients and bankers
was the avoidance of multicollinearity in regression analyses, in which the

’In the remainder of this study these concepts will be referred to as ’levels’.

‘In the remainder of this chapter, this level will be referred to as the performance
level.
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factors would be treated as independent variables (see next section).”

The following sub-sections will first discuss the factor analysis procedures,
and then will present the findings of the factor analyses for each of the six
combinations mentioned above (clients and bankers, using three different
quality concepts). Finally, the factor structures found for the combinations are
compared with each other and with the (’generic’) factor structure suggested
by Zeithaml et al. (1990).

Different factor structures were found for the two respondent groups: bankers
combine the detection and reporting of errors and irregularities into one
factor, whereas clients treat these items differently. This is not surprising,
given the agency theory analysis in Chapter 3, which indicated that both
bankers and clients would appreciate detection ability, whereas independence
would be appreciated by bankers only. The results will also show that
bankers clearly distinguish between the auditors’ responsibilities regarding
reporting on the traditional and the *whistle blowing’ items, in contrast to
clients. The ’generic’ factor structure of Zeithaml et al. (1990) appears not to
be perfectly applicable to the audit market. Some of the (technical) factors
identified in the analyses are more or less unique to the audit market and are
therefore not reflected in the generic factors. Other factors can be seen as
‘translations’ of the generic factors, given the specific characteristics of the
audit market.

6.2.2 Introduction to factor analysis

In order to test the suitability of the data for factor analysis, two tests were
applied (Norusis, 1993a):
Bartlett’s test of sphericity: this technique is used to test the hypothesis
that the correlation matrix is an identity matrix. If this is the case, the

The factor analysis technique used here (see further on in this section) generates
factors which are strictly independent of each other. However, this only holds for the
sample for which the factor analysis was performed. It would have been possible to
perform the factor analysis for the complete sample, including both the bankers and the
clients data. However, if the factor structure was then used in separate regression
analyses for bankers and clients (which was one of the research objectives), it is possible
that for these sub-sets (either bankers or clients) the factors would no longer be indepen-
dent of each other, introducing multicollinearity. Therefore, it was necessary to generate
factor structures at sub-set level.
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lack of correlation between the variables makes the data unsuitable for
factor analysis.

Kaiser-Meyer-Olkin measure (KMO) of sampling: this is an index for
comparing the magnitudes of the observed correlation coefficients to
the magnitudes of the partial correlation coefficients. Small KMO
values indicate that correlations between pairs of variables cannot be
explained by the other variables.®

After testing the suitability of the data for factor analysis, the principal
component analysis was performed. In this method of factor extraction, linear
combinations of observed variables are formed: *Successive components
explain progressively smaller portions of the total sample variance and are all
uncorrelated with each other’ (Norusis, 1993a). The latter characteristic was
an important reason for using principal component analysis. Because the
resulting factors were then to be used as independent variables in a regression
analysis explaining overall audit quality, the factors had to be independent to
avoid multicollinearity.

After factor extraction, the number of factors to be used in the model had to
be determined. In most cases the criterion was to select only factors with an
Eigenvalue (total variance explained by the factor) greater than 1, which is
the criterion most often used (Norusis, 1993a). However, for some analyses
this criterion resulted in a high number of factors. In these cases the number
of factors was reduced for both statistical reasons’ and interpretation
purposes.?

To enhance the interpretability of the factors, the matrices were subjected to
specific rotations which transform complicated matrices into forms which are
easier to interpret. Rotation limits the number of non-zero loadings of the
variables on the factors identified, and also limits the number of factors for

*Measures in the 0.90s are characterized as marvellous, in the .80s as meritorious, in
the 0.70s as middling, in the 0.60s as mediocre, in the 0.50s as miserable and below 0.50
as unacceptable (see Norusis, 1993a).

T s N . . N
Given the relatively small number of cases in this study, it was necessary to limit
the number of factors for regression analyses.

“The determination of the number of factors is, basically, a subjective process (see
Backhaus er al., 1994, p. 225).
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each of the variables.” Although some SERVQUAL studies (e.g. Cronin and
Taylor, 1992) used oblique rotation, this alternative was rejected since i
creates factors that are not necessarily uncorrelated. Since the factors were to
be used as independent variables in regression analyses, uncorrelated factors
were required, which can be obtained from orthogonal rotation techniques,
The following are the most commonly used:
. Varimax rotation: this method minimizes the number of variables that
have high loadings on a factor;
Quartimax rotation: this method minimizes the number of faciors
needed to explain a variable; and
Equamax rotation: this method combines the Varimax and Quartimax
rotation techniques.

Only Varimax and Equamax were considered, since Quartimax might be
problematic in the interpretation stage, because it typically combines a large
number of variables under one factor.

After rotation, the factors were interpreted on the basis of the factor matrix.
For interpretation purposes, we started the identification of each factor by
considering only variables with factor loadings'® on that factor exceeding
0.5.1' If interpretation of the variables proved to be difficult or ambiguous,
variables with factor loadings between 0.4 and 0.5 were also considered.

Interpretation of the factors that result from a factor analysis is the most
difficult and most subjective part of the analysis. The subjectivity of the
factor interpretation and labelling process is discussed by Boyd ef al. (1985,
p- 5643): ’In some cases, the (...) statements associated with an identified
factor may not give a clear indication as to how the factor should be named.
The naming of the factors then becomes quite subjective, and this subjectivity

®Rotation does not affect the quality of fit of a factor solution. Although the factor
matrix changes, the commonalities (i.e. the proportion of a variable’s variance accounted
for by the factors included in the model) and the percentage of total variance explained
do not change. The percentage of variance accounted for by each of the individual
factors, however, does change (see Norusis, 1993a).

10 Eor uncorrelated (orthogonal) factors, factor loadings are the correlations between
the factors and the variables (see Norusis, 1993a).

"Primarily considering factor loadings higher than 0.5 is generally advised (see
Backhaus er al., 1994).
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is disturbing to many researchers.” In most marketing research studies, no
particular procedures are described for reducing the subjectivity. In this study
the labelling was done independently by two researchers. In the event of
ambiguous results, the variables making up one factor were presented to a
forum of five individuals. This forum consisted of one client, one banker, one
audit partner and two auditing professors. The members of the forum were
asked to individually label the variables. As a result of this procedure and the
relatively high consensus achieved by the forum, the inherent subjectivity of
the factor interpretation process has been limited. The identified factors were
then compared with the factor structure suggested by Zeithaml et al. (1990).
Finally, for each factor Cronbach’s (Coefficient) Alpha was computed."

After interpretation of the factors, the factor scores, representing the values
the factors assume for each respondent, were computed. We used the
regression factor scores, which is the most commonly used method (Backhaus
et al., 1994, p. 232)." The factor scores were then used in regression
analyses (see Section 6.3).

Since the size was rather limited (89 cases for bankers, 66 cases for clients),
additional tests were performed in order to test the stability of the factor
structures found. Specifically, five randomly selected cases were deleted from
the sample. For these limited samples, the factor analyses at the different
levels of analysis were rerun. The factor structures resulting from these
limited samples were nearly identical' to the factor structures found for the
original (full) samples. Based on this finding, the factor structures were
considered to be stable. This finding is consistent with Molz (1988, p. 241),

“Green et al. (1988, p. 255) describe this measure in the following way: 'Coefficient
alpha (...) is a type of mean reliability coefficient for all possible ways of splitting an
item in half. Whenever possible, alpha should be used as a measure of the internal
consistency of multi-item scales’. According to Brouwer and Reuyl (1992}, a score above
0.70 is interpreted as acceptable, a score between 0.70 and 0.60 is interpreted as reliable
and a score below (.60 is interpreted as weak.

13 . . . .
In principal components analysis, as used here, all commonly used factor score
methods will produce the same factor scores, "which are no longer estimated but are
exact’ (Norusis, 1993a).

14Unly minor differences appeared, notably for factors that had low Cronbach Alpha
values.
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who claims that ’prior research has shown only small improvements in factor
patterns as the sample size is increased above [507.

As stated earlier, the results of the factor analyses will be presented

separately for each combination of the two samples and the three audit
quality concepts. Each combination will be discussed in a separate subsection.

6.2.3  Factor model at the performance level: clients

For the combination of the clients’ sample and analysis at the performance
level, both Varimax and Equamax rotation techniques were performed.
Interpretation turned out to be more logical after Equamax rotation; in the
Varimax rotations, several negative factor loadings were obtained, giving
results that were difficult to interpret. The Equamax results were therefore
chosen, and the KMO value and Bartlett’s test of sphericity on these results
indicated that the data was suitable for factor analysis.

In phase 1, 13 factors were extracted, based on the criterion of an Eigenvalue
greater than 1. This was considered to be too many for proper interpretation
or further use in regression analyses. Therefore in phase 2 the number of
factors to be extracted was limited to 8. Except for factor 8, the Cronbach
Alpha scores were satisfactory for all factors, indicating a high degree of
reliability.

" Clienis (Performance level)

Features Phase 1 Phase 2 (final)
KMO-MSA 0.64 0.64

Bartdett's p-level 0.00 0.00

Mumber of variables 43 43

Extraction criterion Eigenvalue>1 Number of factors = 8
Number of factors 13 8

Rotation method Equamax Equamax

Table 6.1 Factor analysis process for the clients sample, analyzed at the
performance level
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The results of the factor interpretation process (in phase 2) are shown in
Table 6.2. The factor descriptions were based on the following considerations:

Factor 1 (Empathy) is dominated by items that are related to knowing
the client (files, specific needs) and being willing to serve his interests
(helpful attitude, personal attention, genuine interest in problems).

Factor 2 (Detection ability) consists of items that are related to an
auditor’s ability to detect errors in the financial statements (including
fraud). The identification of points of attention regarding the financial
statements and doing things right the first time confirm that this factor
is related to the auditor’s ’craftsmanship’.

Factor 3 (Straightforwardness) was presented to the forum. The
answers by the experts confirmed our initial label
*straightforwardness’. This factor combines the characteristics of an
anditor who will, on the one hand, report errors in the financial
statements if he has found them, and on the other hand delivers when
promised, gives an adequate specification of his bill and is there when
the client needs him. The auditor "scoring high’ on this factor is
straight in both his client contacts and his public duties.

Factor 4 (Whistle blowing) incorporates those characteristics that go
beyond the auditor’s ’traditional’ duties. However, it should be noted
that the factor also includes several duties which were labelled as
‘traditional’ in Chapter 3. It seems that clients regard the detection and
reporting of going concern problems and IO deficiencies as something
beyond the auditor’s basic duties and put these in the same category as
"fraud’ and ’illegal acts’.

Factor 5 (Parmmer in business) reflects the auditor’s alertness to
identify points of attention in the client’s business. Feeling secure in
dealing with the auditor is a logical attribute in this factor, because the
client must feel that the auditor is really willing to think and work in
the client’s best interest. If the client feels he cannot discuss business
items with his auditor because he does not feel secure, the auditor’s
role as a partner in business will be impaired.
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Factor 6 (Appearance) consists of items that are related to the
behaviour and appearance of employees and to the appearance of
letters and reports.

Factor 7 (Communication) consists of items related to an auditor's
‘open ear and open mouth’. An auditor who is appreciated on the basis
of this factor will frequently have meetings with his client in order to
hear about the client’s needs and to inform him about his own
findings. In order to avoid communication problems, he will have one
service coordinator.

Factor 8 (Quasi-professional) is a factor that should be treated with
caution; the Cronbach Alpha on this factor is only 0.51, indicating that
the reliability of this factor is rather low. This is primarily due to the
item ’put third parties’ interests first’. This variable significantly
lowers the factor’s reliability (without considering this variable, the
factor’s Cronbach Alpha would increase to 0.66). This low degree of
reliability should be considered when using the factor in further
analysis (e.g., the regression analysis in Section 6.3). As far as the
interpretation of this variable is concerned, it is interesting to note that
this factor has equivalents at the P-D and P-A levels. At the P-D level,
this factor was presented to a forum and also labelled as such. In
Chapter 5 it was seen that the items included in this factor all show
‘overperformance’ in clients’ eyes. It seems that an audit firm scoring
high on this factor is perceived by clients as providing a fancy show
without any substance to the client.

‘mmm : S Yo A Faetor
Vuﬁables (fnmn" lnadlng) Co T i ﬂhamcmrtstlca Vo
1 EMPATHY

Cronbach o = 90
1. Employces arrive on ime (73) Eigenvalue = 13.91
2. Helpful attitude ((71) % of variance = 32.4

Working files in good order (.60)

Know client’s needs (.58)

Personal attention (.53)

Be able to trust audit firm's employees (.52)

Genuine interest in client's problems (.51)
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] ETECTION ABILITY
Il DETECTI Cronbach o. = .83
1. Detect errors in financial statements ((71) Figenvalue = 1.0
2. Detect fraud (63) % of variance = 7.0
4, Detect smoothing in financial statements (62)
4. dentify points of interest regarding financial 5 {.60)
5. Service right the first time (.56)
I STRAIGHTRFORWARDNESS

Cronbach o = 79
1 ! hing, i i ments {80
1, Report smoothing in financial statements (80} Eigenvalue = 271
2. Adequate bill specification (68) % of variance = 6.3
3. Timely delivery (58)
4. Report errors in financial statements (37)
5, Available for guestions (.56)
IV WHISTLE BLOWING

Cronbach o = 81
1. Publicly report illegal acts (.76

ublicly report illegal acts (.76) Eigenvalue = 236

2. Publicly report i | fraud {72) % of variance = 55
3. Publicly report going concern problems (.66)
4. Publicly report 10 deficiencies (.66)
5. Detect going concern problems (.58)
6. Detect 10 deficiencies (.58)
V_PARTNER IN BUSINESS

Cronbach o, = 79
1. identify points of interest regarding tax (.83) . . 1.94
2. Jdentify poinis of interest regarding 10 & AIS (.63) % of variance = 45
3. Identify points of imerest regarding corporate finance (.59)
4. Feel secure in dealing with auditor {.57)
VI APPEARANCE

Cronbach o = 72
1. Well dressed/neat appearance (.76)

Eigenvalue = 1.9¢
2. Polished reports and letters (L73) % of variance = 4d
3. Pleasant and polite (.50)
VII COMMUNICATION

Cronbach o = T4
|. One service coordinator (.70)

Eigenvalue = 164
2. Discuss findings frequently (.59) % of variance 1.8

(] (RN = R

3. Genuine interest in client’s problems (.55)
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VI QUASI-PROFESSIONAL

a Cronbach o = 52
1. Visu ppealing building (.66

A £ € 2 Eigenvalue = 145
2. Third parties' interests first (.66) % of variance = 2.4

3. Modem equipment ((57)

Table 6.2 Factor structure for the clients sample, analyzed at the
performance level

6.2.4 Factor model at the performance level: bankers

Both Varimax and Equamax rotations were performed, as for the clients
sample at the performance level, giving nearly the same results.
Consequently, it was decided to proceed with the Varimax method, being the
most commonly used method. Both the KMO and Bartlett’s test of sphericity
showed very good values, so that the data material seemed suitable for factor
analysis.

In phase 1, 9 factors were extracted, based on the criterion of an Eigenvalue
greater than 1. Although interpretation was rather straightforward, the factor
structure contained one factor on which only one variable loaded. Therefore,
the number of factors was limited to 8 for phase 2. However, the 'unique
factor’'®> — reporting fraud to tax authorities — still remained in phase 2.
The interpretability in phase 2 was slightly better than in phase 1. The results
of phase 2 are therefore the final results. The Cronbach alpha scores are quite
good for all factors, indicating a high degree of reliability.

“Strictly speaking, the factor was not unique. It just had only one variable with a
high factor loading.
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Features Phase 1 Phase 2 (final)
KMO-MBA 0.83 0.83

Bartlett’s p-level 0.00 0.00

Number of variables 43 43

Extraction criterion

Eigenvalue>1

Number of factors = 8

Mumber of factors

9

8

Rotation method

Varimax

Varimax

Table 6.3 Factor analysis process for the bankers sample, analyzed at the

performance level

The results of the factor interpretation process (in phase 2) are shown in
Table 6.4. The factor descriptions were based on the following considerations:

Factor 1 (Empathy) includes a large number of functional quality
items. All variables are related to a helpful service attitude, in which
the client’s interests and problems are the focal issue.

Factor 2 (Traditional audit function) is obviously a technical quality
factor, incorporating all the items that typically make up the traditional
audit function.

Factor 3 (Reliability) includes items that are related to the auditor’s
ability to avoid problems for his client. The auditor should warn the
client about problems involving financial statements or tax issues, he
should meet specific deadlines, should be reassuring and should be
accurate in his reports, using modern equipment.

Factor 4 (Appearance) is quite straightforward. A pleasant appearance,
politeness and arrival at the time arranged are characteristics typical
for pleasing service providers.

Factor 5 (Whistle blowing) is also quite straightforward, since it
incorporates those characteristics that obviously exceed an auditor’s
current duties (except, to some degree, for the reporting of deficiencies
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in the internal organization: see the discussion in Sub-section 3.5.3).

Factor 6 (Thoroughness) was presented to the forum. Ample support
was found for the label ’thoroughness’.

Factor 7 (Accessibility) was also presented to and labelled by the
forum. Their assessment confirmed the factor label initially chosen.

Factor 8 (Reporting fraud to tax authorities) consists of only 1
variable with a high factor loading: the reporting of fraud to tax
authorities. Obviously, bankers regard this variable as unique.

I EMPATHY
Cronbach o = .93
1. Personal attention (.80) Eigenvalue = 1767

2, Available for questions {.71)

% af variance = 411
3. Prompt service (.69)

4. Know client’s needs (.68)

3. Helpful attitude (.64) ‘

6. One service coordinator {/63)

7. Genuine interest in client’s problems (.63)

8. Client’s interests first (.63)

9. Identify points of atfention regarding 10 & AIS (.59)

10, Pleasant and polite {.58)

11. Time for client guestions (.55)

12, Discuss findings (.53)

11 TRADITIONAL AUDIT FUNCTION

Cronbach o = 92

1. Publicly report going concem problems (.83) i o 3.85
g = g

2. Repon smoothing in financial staternents {.76) % of variance = 5y

3. Reporn errors in financial statements ((76)

Detect going concemn problems (.75)

Detect 10 deficiencies (.69)

Detect smoothing in financial statements (.61)

Publicly report 10 deficiencies {.60)

o | e lu e

Detect errors in financial statements (30}
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Iil RELIABILITY

Cronbach o = 88
1. Identify points of interest regarding financial statements (81) Eigenvalue = 248
2. Modem equipment (75) % of variance = 58
3. Polished reports and letters (68)
4. Idemtify points of interest regarding tax (.39)
5. Timely delivery (55)
6. Feel scoure in dealing with auditor (.54)
IV _APPEARANCE

Cronbach o = 81
1. Employees arrive on time (80) Eigenvalue 192

Ety Vi = .
2. Well dressed/neat appearance (76) % of variance = 45
3. Visually appealing building (.67)
4, Pl and polite (51)
V WHISTLE BLOWING

Cronbach o = .84
1. Publicl rt illegal acts (.83

ublicly report illegal acts (.83) Eigenvalue = 1.56

2. Detect illegal acts (.73) % of variance = 3.6
3. Publicly report internal fraud (.64)
4. Publicly report [0 deficiencies (163)
VI THOROUGHNESS

Cronbach o = .68
1. Detect errors in financial statements (.63) Eigenvalue = 1.54
2. Working files in good order (.62) % of variance = 16
VI ACCESSIBILITY

Cronbach o = 70
1. Adequate bill specification (.81) Eigenvalue = 1.40
2. Time for clients' questions (,58) %o af variance = 33
VI REPORTING FRAUD TO TAX AUTHORITIES

Cronbach o = na.

Eigenvalue = Li4
I.  Reporting fraud to tax authorities (.66)

% af variance = 2.6

Table 6.4 Factor structure for the bankers sample, analyzed at the
performance level
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65.2.5 Factor model at the performance minus desired expectations level:
clients

In line with Zeithaml et al. (1990), the ’performance minus desired
expectations’ concept of audit quality was also tested. For the clients sample,
both Varimax and Equamax rotation techniques were performed for this
analysis. Interpretation turned out to be more logical after Equamax rotation.
In the Varimax rotations, the Cronbach Alphas which were obtained for some
factors were suspect, so the outcomes of the Equamax rotation technique
were chosen. The KMQO value was (.64, which is the same as the KMO value
for the clients sample at the performance level. Bartlett’s test of sphericity
gave a good value. Therefore, the data material seemed suitable for factor
analysis.

In phase 1, 13 factors were extracted, based on the criterion of an Eigenvalue
greater than 1 (as was the case at the performance level). This was considered
too many for proper interpretation or further use in regression analyses.
Therefore in phase 2 the number of factors to be extracted was limited to 8.
For three factors, the Cronbach Alpha values were around 0.50 and therefore
quite low. For the other factors, reliability was adequate.

Features Phase 1 Phase 2 (final)
EMO-MSA 0.64 0.64

Bartlett's p-level 0.00 00

Number of variables 43 43

Extraction criterion Eigenvalue>] Mumber of factors = 8
Number of factors 13 8

Rotation method Equamax Equamax

Table 6.5 Factor analysis process for the clients sample, analyzed at the P-D
level

Table 6.6 shows the results of the factor analysis for the clients sample at the
P-D level. The considerations for the labelling of the individual factors are
discussed below:
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Factor 1 (Responsiveness) incorporates items such as timely, prompt
and error free delivery, availability and attention to the client’s
problems or needs.

Factor 2 (Independence) addresses the auditor’s willingness and
perseverance to report issues that have come to his attention during the
audit. All *technical’ issues concerning reporting included in the
questionnaire, except for the fraud issue,'® are combined in this

factor.

Factor 3 (Reporting accuracy) was very difficult to interpret. This is
largely due to the low degree of reliability of this factor, and to the
fact that this factor comprises one variable that contributes negatively
to the factor’s reliability. Actually, the exclusion of this variable from
the analysis would have improved the Cronbach Alpha on this factor
from 0.52 to 0.65. Hence, in the further analyses, caution is needed
with regard to this factor, since the variable ’publicly report 10
deficiencies’ has a negative impact on both the interpretation and the
statistical reliability of this factor.

Factor 4 (Thoroughness) was presented to the forum. The forum’s
responses confirmed that the combination of having the files in good
order and using modern equipment on the one hand and making exact
appointments with clients and having time for client questions reflects
a thorough, well structured, audit service approach.

Factor 5 (Assurance) was also presented to the forum. Labels included

"trust’ and ’dependable’."”

Factor 6 (Client’s agent) is another difficult factor. The factor’s
Cronbach Alpha is 0.49, which is suspect, so that further analyses
using this factor must be made with caution. Interpretation of the

'“Actually, the auditor’s duty to publicly report internal fraud also loaded on this

factor, with a factor loading of (0.44), just under the critical value of 0.50.

Myagrt erpat -

"Intriguingly, two out of five forum members referred to popular Dutch commercials
to motivate their labels. Both commercials were from insurance companies (Zwitser
Leven and Centraal Beheer).
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factor was not easy either. The forum to which the factor was
presented gave reactions such as 'this is my kind of auditor’ and
“subjective, interest-seeking approach’. Client’s agent integrates these
labels and reflects the attitude of an auditor who tries to appeal
exclusively to the client.

Factor 7 (Partner in business) was straightforward. Besides the
variables included in Table 6.6 which had factor loadings above 0.5,
the items ’identify points of attention regarding 10 & AIS’ and
*discover fraud’ had factor loadings above 0.4 on this factor.

Factor 8 (Quasi professional) again proved to be a difficult factor,
having a Cronbach Alpha of 0.47. The forum, to which this factor was
presented, was quite unanimous in its interpretation and labelled this
factor as "fake auditor’, 'quasi professional’ and ’superficial service’.

1 _RESPONSIVENESS

1.

Cronbach o = 89
Timely delivery (.84)

Z.

Eigenvalue = 10.82
Prompt service (.67)

% of variance = 25.2
Service right the first time (.66)

Discuss findings frequently (.62)

Genuine interest in client’s problems (.38)

Available for questions (.55)

INDEPENDENCE

. Report smoothing in financial statements (.83)

Cronback o = T

Eigenvalue = 3.38
Publicly report going concern problems (.62)

% of variance = 7.9
Publicly report illegal acts (.57}

. Publicly report 10 deficiencies (.35}

5.

Detect going concern problems (52)

6.

Report errors in financial statements (51)

Il REPORTING ACCURACY

1.

Cronbach it = 52
Identify points of interest regarding financial .59

2.

Ei e = 2.60

(3

Polished reports and letters (.53)

3.

% of variance = 6.0

Publicly report 1O deficiencies (.52}
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IV THOROUGHNESS

Cronbach o = 69
1. Working files in good order (79) Ei Yo = 2,45
2. Make exact appoi to perform services (.73) % of variance = 5.7
3, Time for clients’ guestions (57}
4. Modemn equipment ((53)
¥V ASSURANCE P &2
1. Stable audit wam (.70) Eigenvalue = 2.28
2. Feel secure in dealing with auditor (55) % of variance = 53
3. Adequate bill specification (.51)
4, Helpful antitude (.50)
V1 CLIENT’S AGENT

Cronbach o = 4%
1. Client’s interests first (.66) Eigenvalue = 214
2. Not report fraud ko tax authorities (-/-.65) % of variance = 5.0
3. Well dressed/near appearance ((61)
VII PARTNER IN BUSINESS

Cronbach o = .68
1. Identify points of interest regarding tax (.78) i L 1.58
2. Identify points of interest regarding corporate finance (.75) % of variance = 3.7
3. Identify points of interest regarding peneral management (.39)
VIO QUASI PROFESSIONAL

Cronbach o = A7
J. Visually appealing building (.67} . . 1.45
2. Not detect errors in financial statements (+/-.5%9) % of variance = 24

3. Modern equipment (.53)

4. Third parties” intercsis first (.52)

Table 6.6 Factor structure for the clients sample, analyzed at the P-D level

6.2.6 _Factor model at the performance minus desired expectations level:

Both Varimax and Equamax rotation techniques were used for the analysis of
the bankers sample at the P-D level, as with clients sample. Interpretation
turned out to be easier after Equamax rotation, so the outcomes of the
Equamax rotation were chosen. The KMO and Bartlett's test of sphericity
were acceptable, so the data seemed suitable for factor analysis.
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In phase 1, 11 factors were extracted, based on the criterion of an Eigenvalue
greater than 1. This was considered too many for proper interpretation or
further use in regression analyses. Therefore in phase 2 the number of factors
to be extracted was limited to 8. For all factors but one, the Cronbach Alpha
values were good. Factor 6 had a Cronbach Alpha value of 0.55, indicating
that caution is needed in further interpretation of this variable.

Features Phase 1 Phase 2 {final)
KMO-MSA Q.65 0.65

Bartlett's p-level 0.00 0.00

Number of variables 43 43

Extraction criterion Eigenvalue>1 Number of factors = §
Number of factors 11 8

Rotation method Equarmax Equamax

Table 6.7 Factor analysis process for the bankers sample, analyzed at the
P-D level

The results of the factor interpretation process (in phase 2) are shown in
Table 6.8. The factor labelling was based on the following considerations:

Factor 1 (Traditional audit function) incorporates most of the technical
quality items included in the questionnaire. As was the case at the
performance level, both detection and reporting items are included in
this factor (although the reporting issues dominate this factor). The
reporting of fraud to the tax authorities might seem to be an
unexpected item in this "traditional audit’ factor, because it exceeded
the auditor’s formal duties at the time the questionnaire was
completed. However the public discussion about the auditor’s
responsibility in this regard was then at its height. At the time it was
rather obvious that Dutch auditors would soon be required to report
certain types of (tax) fraud to the authorities under specific
circumstances.

Factor 2 (Partner in business) includes all items related to an auditor’s
"duty’ to identify points of attention with regard to the client’s
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business, and combines these with the auditor’s genuine interest in the
client’s problems, the use of modemn facilities and polished letters and
reports. The latter elements represent to some degree the factor that
was identified as ’reliability’ at the performance level. However, at this
stage, they are more in line with the auditor’s appearance as a modern
partner in business.

Factor 3 (Thoroughness) includes elements typically related to the
approach of a ’thorough’ auditor. There was quite some overlap with
the corresponding factor at the performance level, which was presented
to the forum.

Factor 4 (Punctuality) incorporates items such as arriving on time,
planning ahead, doing things right the first time or team stability. The
only variable that was atypical for this factor was ’putting third

parties’ interests first’. However, the factor reliability score would have
improved if this variable were deleted. Therefore, it is justifiable to let
the other items dominate the identification process.

Factor 5 (Appearance) consists of the items listed in Table 6.8. Based

. on these items, the labelling was quite straightforward.

Factor 6 (Communication) includes variables that are typical for the
auditor who cares about both active and passive client contacts.
However, the factor’s Cronbach Alpha is rather low, so caution is
needed in further analysis with regard to this factor.

Factor 7 (Whistle blowing) includes the elements of detecting illegal
acts and fraud (the latter having a factor loading between 0.4 and 0.5),
and reporting on these issues. However, the factor also includes the
item "having a visually appealing building’, which hardly matches the
other items in this factor. As was the case with factor 4, leaving this
variable out of the factor would have improved the factor’s Cronbach
Alpha. So, in identifying the factor, the other variables were given
more weight,

Factor 8 (Empathy) again has some similarity to the corresponding
factor at the performance level. Apart from the items listed in Table
6.8, the item ’personal attention’ has a factor score between 0.4 and
0.5, underlining the factor label chosen.
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3. Employees arrive on time (.63)

4. Prompt service (57}

5. Make exact appointments to perform services (57)

6. Third parties’ interests first (.54)

I TRADITIONAL AUDIT FUNCTION

Cronbach o = .89
1. Publicly report going concern problems (.86)

Y ERET R £ S Eigenvalue = 11,51

2. Report errors in financial statements (.80) % of variance = 26.8
3. Detect smoothing in financial stawements (.77)
4. Detect going concemn problems {(.76)
5. Report smoothing in financial statements (.72)
6. Report fraud to tax authorities (.69)
7. Publicly report 1O deficiencies (.68)
II PARTNER IN BUSINESS

Cronbach o = 88
1. Idemtify points of interest regarding tax (76

2L PO g (76) Eigenvalue = 474

2. Identify points of interest regarding 10 & AlS (73) % of variance = 110
3. ldentify points of interest regarding corporate finance (.67)
4. Identify points of interest regarding financial statements (.65)
5. Genuine interest jn client's problems (.54)
6. Identify points of interest regarding general
7. Modem equipment (52)
8. Polished reports and letters (.52)
I THOROUGHNESS

Cronbach o = 82
1. Detect ervors in financial statements 77) Eigenvalue = 3.22
1. Working files in good order (69) % of variance = 75
3. Know client's needs ((69)
4. Timely delivery (.61)
5. Be able to trust audit firm’s employees (.54)
IV _PUNCTUALITY

Cronbach o, = .82
1. Service right the first time (.79) Eig foe e 292
2. Stable audit team (.75) % of variance = 68
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¥V APPEARANCE

Cronbach o = .68
1. Well dressed/meat app ¢ (.81) Eigenvalue = 42.28’
2. Helpful attitude (.66) % of variance = 5.3
3. Polished reports and Jetters (.58)
Vi COMMUNICATION

Cronbach o = 55
1. Discuss findings frequently (.75) Eigenvalue = 1.84
2. Time for clicnts’ questions (.68) % of variance = 4.3
VII WHISTLE BLOWING

Cronbach o = i

. Detect illegal 5 (.80

1. Detect llegal scts (BO) Eigenvalue = L67
2. Publicly report internal fraud (.63) % of variance = 2.9
3. Publicly report illegal acts (.55)
4. Visually appealing building (.55)
VIO EMPATHY

Cronback o = .69
1. Client's interest first (.76) Eig fie = 158
2. Awvailable for guestions ((73) % of variance = 2.7
3. Prompt service (.51)

Table 6.8 Factor structure for the bankers sample, analyzed at the
P-D level

6.2.7  Factor model at the performance minus adequate expectations level:
clients

As has been said previously, the 'performance minus adequate expectations’
concept of audit quality was also used. The values for this P-A analysis were
obtained by computing the gap between the performance score and the
adequate expectations score for each statement in the questionnaire. Based on
these values, both Varimax and Equamax rotations were performed.
Interpretation turned out to be more logical after Equamax rotation. The
KMO value and Bartlett’s test of sphericity were acceptable, so the data
seemed suitable for factor analysis,

In phase 1, 12 factors were extracted, based on the criterion of an Eigenvalue
greater than 1. This was considered too many for proper interpretation or
further use in regression analyses. Therefore in phase 2 the number of factors
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to be extracted was limited to 8. However, interpretation proved to be quite
difficult, because some factors resulting from analyses at the other levels
seemed to be split at this level of analysis. We therefore decided to test a 7
factor solution. For one factor, the Cronbach Alpha value was less than 0.50
and therefore quite low. For the other factors, reliability was adequate, most
being in the 0.70s.

Featores Phase 1 Phase 2 Phase 3 (final)

KMO-MSA 0.63 0.63 0.63

Bartlett’s p-level 0.00 0.00 0.00

MNumber of variables 43 43 43

Extraction criterion Eigenvalue>1 MNumber of Number of
factors = 8 factors =7

Number of factors 12 8 7

Rotation method - Equamax Equamax Fquamax

Table 6.9 Factor analysis process for the clients sample, analyzed at the P-A
level

The results of the factor interpretation process (in phase 3) are shown in
Table 6.10. Factor labelling was characterized by the following
considerations:

Factor 1 (Appearance) incorporates items that are related to a pleasant,
trust-inspiring appearance.

Factor 2 (Accessibility) was quite easy to label. Having time for
questions and providing specified bills are items related to the
accessibility of the auditor.

Factor 3 (Partner in business) includes items traditionally linked to
this factor (identifying points of attention), but also items such as
knowing the client’s needs and discussing findings, which are also
essential characteristics of being a partner in business.
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Factor 4 (Detection ability) is a mix of technical "detection’ items and
some items related to the identification of points of attention.
Obviously, these points of attention are seen as part of the auditor’s
core business: failing to identify these is as unacceptable as failing to
detect errors in the financial statements. Interestingly, this factor also
included the reporting of fraud to tax authorities, which is rather
unexpected from a client’s perspective. As was suggested earlier, the
debate on this duty at the time the survey was conducted may have
induced clients to believe that this duty was indispensable for a good
auditor.

Factor 5 (Independence) was straightforward in its interpretation. This
factor combines the reporting on ’traditional’ and 'non-traditional’
duties.

Factor 6 (Thoroughness) was closely linked to factors that were
labelled as such in previous levels’ analyses. However, the very low
Cronbach Alpha value of this factor indicates that further interpretation
should be done with caution.

Factor T (Quasi-professional) shared some characteristics with a
similarly labelled factor in analyses at previous levels. As discussed in
Chapter 5, all three variables included in this factor showed
"overperformance’ for clients, i.e. the perceived performance level
exceeded the desired or adequate level. It seems that, in the eyes of the
client, an auditor scoring high on this factor gives attention to items
that the client does not appreciate.
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1 APPEARANCE
Cronbach o. = T7
1. Pleasant and polite (.75)
B2 Eigenvalue = 11.3%
2. Be able to trust audit firm’ ) .
e able to rust audit s employees {70) % of variance = 265
3. Feel secure in dealing with auditor {.62)
4. Personal attention (.52)
5. Well dressed/meat appearance (.51)
I ACCESSIBILITY
Cronbach o = N/
1. Available for questions (71) .\
Eig e = .92
0 o .
2. Timely delivery (.66) % of variance = 9.1
3. Adequate bill specification (.63}
4. Time for questions {.56)
Il PARTNER IN BUSINESS
Cronbach o. = 69
1. Know clicat's needs (.76
e s (.76) Eigenvalue = 2.62
2. Identify points of interest regarding 10 & AIS (.75) % of variance = 6.1
3. Discuss findings frequently (.51)
4. Stable audit team (.51)
5. Identify points of interest regarding financial statements (.51)
IV DETECTION ABILITY
Cronbach o = 77
1. Identify points of interest regarding tax (.64) o b 2.31
2. Detect fraud (61} % of variance = 5.4
3. Detect errors in financial statements (.60)
4. Detect illegal acts (.55)
5, Identify points of interest regarding corporate finance (,52)
6. Detect going concern problems (.52)
7. Report fraud to tax authorities (.51)
V INDEPENDENCE
Cronbach 1 = 75
1. Publicly report internal fraud (.74) Eigenvalue = 212
2. Report smoothing in financial statements (.66} % of variance = 4.9
3. Publicly report illegal acts (.61)
4. Detect smoothing in financial statements (.57)
5. Publicly report errors in financial statements (.53)
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s
VI THOROUGHNESS
- Cronbach « = 47
1. Make exact appointments to perform services (74) Eigenvalue = .72
2, Working files i good order (.52) % of variance = 4.0
VI _QUASI-PROFESSIONAL
Cronbach o = 61
1. Visually appealing building {.78) Eig e = 1.69
2, Third partics’ interests first (70) % of variance = 19
3, Well dressed/neat appearance {.39)

Table 6.10 Factor structure for the clients sample, analyzed at the P-A level

6.2.8 Factor model at the performance minus adequate expectations level:
bankers

Both Varimax and Equamax rotations were performed for bankers at the P-A
level, as for clients. Interpretation turned out to be more logical after
Equamax rotation, because Varimax gave factor solutions with considerable
negative factor loadings for some factors, which reduced the interpretability;
so the outcomes of the Equamax rotation were chosen. The KMO value and
Bartlett’s test of sphericity were acceptable, so the data material seemed
suitable for factor analysis.

In phase 1, 11 factors were extracted, based on the criterion of an Eigenvalue
greater than 1. This was considered too many for proper interpretation or
further use in regression analyses. Therefore in phase 2 the number of factors
to be extracted was limited to 8. However, as in the case of clients at the P-A
level, two identifiable factors from analyses at other levels were split at this
level. The number of factors to be extracted in phase 3 was therefore limited
to 6. The interpretability of these factors was better than in the previous
stage, and this stage was therefore considered final. For all but one of the
factors (the exception being Factor 6, with Cronbach Alpha = 0.50), the
Cronbach Alpha values were very good.



Chapter 6 Determinants of overall audit quality

Features Phase 1 Phase 2 Phase 3 (final)

KMO-MSA 0.64 0.64 0.64

Banlett's p-level 0.00 0.00 0.00

Number of variables 43 43 43

Extraction criterion Eigenvalue>1 Number of Number of
factors = 8 factors = 6

Number of factors i1 8 6

Rotation method Equamax Egquamax Bquarnax

Table 6.11 Factor analysis process for the bankers sample, analyzed at the
P-A level

Table 6.12 gives the final factor structure. The factor labelling was
characterized by the following considerations:

Factor 1 (Empathy) incorporates a large number of functional quality
items. Most of these are closely related to empathy. Interestingly, the
factor also includes putting both client’s and third party’s interests
first. This is a fascinating aspect which might be a result of the P-A
conceptualization: obviously, bankers believe that an auditor scoring
on the ’empathy’ item should give an adequate level of attention to
both ’principals’.

Factor 2 (Traditional audit function) includes all items related to an
auditor’s detection ability and independence with regard to ’traditional®
errors or irregularities.

Factor 3 (Communication) includes elements typically related to having
time for questions, discussing findings and the feeling that employees
can be trusted when spoken to.

Factor 4 (Partner in business) incorporates several items regarding the
identification of points of interest, but also items such as genuine
interest in the client’s problems and having one service coordinator for
all types of services.
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Factor 5 (Whistle blowing) consists of duties regarding fraud and
illegal acts, but also public reporting of 10 deficiencies and going
concern problems.

Factor 6 (Thoroughness) is quite straightforward, since it includes
variables that were previously labelled as such. However, as already
mentioned, the low Cronbach Alpha value indicates that caution is
needed in further interpretation of this factor.

I EMPATHY

1.

Cronbach o = .58
Know client's needs (87)

2.

Eigenvalue = 11.12

Stable audii wam (.80) % of variance =  25.8

Identify points of interest regarding general
manggement {70)

Service right the first ime (.67)

Third parties’ interests first (.60)

Make exact appointments to perform services (.60)

Clients” interest first ((52)

PN S [P F N

Identify points of interest regarding 10 & AIS (.52)

Prompt service ((51)

TRADITIONAL AUDIT FUNCTION

Cronbach o = 86

Report crrors in financial statements (.76)

Eigenvalue = 4.87
Detect going-concern problems (.71)

% of varignce = 1.3
Publicly report going-concern problems (.66)

Detect smoothing in financial st (.66)

Report smoothing in financial statements {60)

Publicly report 10 deficiencies (.58)

Detect 10 deficiencies ((57)

Detect errors in financial statements (56
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I COMMUNICATION

3. Feel secure in dealing with anditor (.52)

Cronbach o = .7
1. Be able to wust audit firm's employees ((70)
Eigenvalue = 3.34
2. Empl 5 artive on t g
Employees arrive on time ((66) % of variance = 78
3. Discuss findings frequently (.65)
4. Time for questions (.63)
5. Helpful attitude (.54)
6. Available for questions (.52)
7. Wisually appealing building (.51)
IV PARTNER IN BUSINESS
Cronback o = 78
1. Idemtify points of intercst regarding tax (75
£E0 L IEETCILE (73) Eigenvalue = 2.56
2. Identify points of interest regarding financial statements {.62) % of variance = 5.9
3. Ome service-coordinator (.61)
4. Genuine interest in clients’ problems (.59)
5. Identify points of interest regarding corporate
finance (.58)
V_WHISTLE BLOWING
Cronbach o = 83
1. Publicly report illegal acts (.82)
icly report illegal acts (.82) Eigenvalue = 2.06
2. Detect illegal acts ((753) % of variance = 4.8
3. Publicly report internal fraud (.60)
4. Detect fraud (60)
5. Publicly report 10 deficiencies (.55)
6. Publicly report going-concern problems (.50)
VI THOROQUGHNESS
Cronbach o = 50
1. Working files in good order (.65) Eigenvalue = 1.86
2. Modem equipment (.62) % of variance = dd

Table 6.12 Factor structure for the bankers sample, analyzed at the

P-A level
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6.2.9 Comparison of factor structures

Table 6.13 summarizes the factor structures found for each of the six
combinations of respondent groups and audit quality concepts. The list starts
with the five-factor structure found by Zeithaml et al. (1990). The claim of
this group of researchers (see, e.g., Parasuraman, 1985) that this factor
structure is generic holds only to some degree. First, it is obvious that, at
least in the audit market, there are several specific factors that are either not
covered by the generic factors (such as the technical factors) or that can be
regarded as industry-specific translations of the ’generic” factors (such as the
*partner in business’ factor). Second, it seems that the factor structure is
dependent not only on the type of industry, but also on the respondent and
the level of analysis. This finding was not unexpected. In their review of
research based on SERVQUAL, Lapierre and Filiatrault (1995) conclude that
’the structures of the dimensions of the model of Parasuraman, Zeithaml, and
Berry (1988, 1986) are rarely identical (...)’. The remainder of this section
will discuss interesting issues emerging from the comparison of the different
factor structures.

FUNCTIONAL FACTORS

Empathy X X X X
Reliability X

Agsurance X

Responsivencss X

Tangibles

Partmer in Business X X X X X
Appearance X X X X
Communication X X X
Accessibility X X

Punctuality X
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TECHNICAL FACTORS

Traditional Audit fanction X ] X X

Detection ability X X

Independence X X

Whistle blowing X X X X

Reporting fraud to tax X
authorities

MIXED FACTORS

Thoroughness X X X X X
Straightforwardness X

Reporting accuracy X

Quasi-professional X X X

Client's agent X

Table 6.13 Comparison of findings of factor analyses

X = factor is included in the factor structure for that specific combination of respondent
group and audit quality concept'®

The empathy factor identified by Zeithaml et al. (1990) emerges on the
performance level and — at least for bankers — on the P-D and P-A level.
At the other levels, the factor disappears into factors such as ’client’s agent’,
‘communication’, "assurance’ and — to some degree — ’partner in business’.

The reliability factor identified by Zeithaml er al. (1990) is reflected in most
factor structures. Apart from the factor “reliability’, the factor ’thoroughness’
also reflects elements of reliability.

'8 As can be seen in previous tables, factors with the same label do not necessarily include
the same variables. Even though the exact composition may differ, factor labels can be similar,
given the degree of overlap between the variables included in the factor.
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The assurance factor identified by Zeithaml ef al. (1990) is reflected in
"assurance’ and — to some degree'® — in 'parmer in business’. Together,
these two factors represent *assurance’ at all levels of analysis, except for the
clients/performance combination.

The responsiveness factor identified by Zeithaml et al. (1990) returns at the
client’s P-D level of analysis. However, important elements of responsiveness
are also reflected by accessibility, straightforwardness and punctuality. These
factors express responsiveness more clearly within the framework of the audit
market.

The tangibles factor identified by Zeithaml et al. (1990) is not reflected in the
bankers’ factor structure. However, for clients, "tangibles’ are included in the
*quasi-professional’ factor. As illustrated previously, this factor is composed
of variables on which the auditors’ performance is considered to be overdone.
The regression analyses in the remainder of this chapter are expected to
demonstrate that the auditors’ current overperformance on the tangibles
included in the quasi-professional factor is perceived as negative for overall
audit quality by clients. Apart from the quasi-professional factor, some
elements of the tangibles factor are also reflected by ’appearance’.

As can be seen in Table 6.13 under the heading *Technical factors’, clients
distinguish between detecting and reporting errors or irregularities, while
bankers combine these items ("traditional audit function’). This illustrates a
phenomenon addressed in Chapter 3, that clients benefit primarily from the
detection of errors and can sometimes benefit from the auditor not reporting
these. To bankers, detection and independence are equally important and are
therefore combined into one factor (traditional audit function). It appears that
bankers only appreciate the combination of detection and reporting. Further, it
appears that bankers distinguish *whistle blowing’ as a separate factor at all
levels of analysis. They clearly distinguish between 'traditional’ and *whistle
blowing’ (reporting) duties. Clients, however, treat ’traditional’ and ’whistle
blowing’ reporting duties equally at the P-D and P-A levels, combining them

"In particular, the knowledge of the audit team, necessary to identify points of interest
regarding items such as tax or IO & AIS, is reflected in the ‘assurance’ label of Zeithaml et al.
(1990).
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in the factor of independence. At the performance level, ’whistle blowing’ was
distinguished as a separate factor. However, this factor also included some
"traditional’ reporting duties. Hence, whereas bankers treat whistle blowing
and traditional reporting duties differently, clients seem to treat these duties
equally.

6.3  Regression analyses

6.3.1 Introduction

Section 2.6 addressed the issue of the appropriateness of using expectations
for measuring service quality. In this discussion, comparisons of the *power’
of the different concepts of quality were often made on the basis of
regression analyses. In these regression analyses, some measure of overall
quality was used as the dependent variable and the factors resulting from the
different concepts were used as independent variables. Since the discussion
about the suitability of the P-D framework versus the P framework is
continuing, it appeared appropriate to do tests on both levels. Additionally, as
explained in Chapter 5, we decided to test the P-A framework.

Before using the factors as independent variables in the regression analyses,
the possibility of treating the statements in the questionnaire as the
independent variables was tested. However, as might be expected, there was a
high degree of multicollinearity between the variables. Therefore, no reliable
interpretation could be based on the outcomes of these regression analyses.
As a result, it was decided that the factors should be used as independent
variables.

This section will first discuss the procedures followed in the regression
analysis. Then the results of the different regression analyses for clients and
bankers will be presented separately, first on the 'performance’ level, then on
the performance minus desired expectations’ level, and finally on the
‘performance minus adequate expectations’ level.

As will be seen in this section, clients and bankers attribute different weights
to the various audit quality attributes in their overall audit quality judgments.
The most important determinants of overall audit quality in the perception of
clients are the auditor’s professional and communication skills. Bankers also
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use these attributes as determinants of overall audit quality. However, in
addition to these, *appearance’ is a crucial attribute in their overall audit
quality assessment. The first impression, based on items such as clothes or
behaviour, counts! It will also be seen that independence is treated very
differently by clients and bankers. In contrast to clients, bankers treat
independence very favourably in their overall audit quality judgment, which
was expected based on the agency theory analysis in Chapter 3. Finally, it
will be seen that *performance minus adequate expectations’ is a very
powerful conceptualization of audit quality in this study, at least for the
clients sample.

6.3.2 Introduction to regression analysis

The number of variables to be included in the regression model was primarily
determined by the Adjusted R>.* In order to determine the sequence in
which independent variables are added to or deleted from the model, three
techniques are available (Norusis, 1993b):
Forward selection. In forward selection, the first variable considered
for entry into the equation is the one with the largest positive or
negative correlation with the dependent variable. The next variables
are sequentially entered, based on their correlation with the dependent
variable;
Backward elimination. In backward elimination, all variables are
included in the model. Variables are then eliminated, based on specific
removal criteria; and
Stepwise selection. This is a combination of forward and backward
selection and is probably the most commonly used. Basically, the
model starts with zero variables in the equation (as is the case in
forward selection), but, after each addition, variables already in the
equation are examined for removal. This method was chosen in our
analyses.

mAdjuswe% R? corrects R for the number of variables used in the regression model. This is
necessary, since R* will always increase with the number of variables used in the equation, even
though there may not be any true statistical relationship between the dependent variable and the
variables added to the model.
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In the final stage, the data was tested for violations of a number of

assumptions. Several checks were performed:

: Non-linearity. Linear regression assumes that the relationship between
the independent variable(s) and the dependent variable is linear.
In order to test the validity of this assumption, several checks were
made:
- the residuals were plotted against the standardized predicted value;
- the residuals were plotted against each of the independent variables.
None of these scatterplots showed any sign of a nonlinear relationship.
Multicollinearity. This refers to the problem of intercorrelation
between the independent variables. In order to test for
multicollinearity, the coefficients in the correlation matrices were
analyzed. No significant correlation was observed, which was
according to expectations, considering the effort that had been put into
ensuring the independence of the factors during the factor analyses.
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6.3.3 Regression analysis at the performance level: clients

Table 6.14 shows that four variables remained in the final equation resulting
from the stepwise selection for clients at the performance level. All four
variables had strong values for Cronbach Alpha in the factor analysis.
Obviously, a client’s perception of audit quality depends very strongly on the
auditor’s ability to detect errors/irregularities and his knowledge of matters of
interest to the client (’partner in business’). So, it appears that clients base
their overall audit quality assessment primarily on the auditor’s professional
skills, at this level of analysis. The functional service quality items ’empathy’
and 'communication’ are also statistically significant at a 0.10 alpha level, but
their importance in the determination of overall audit quality is limited.
Factors related to the reporting of findings (straightforwardness and whistle
blowing) show a negative relationship with overall audit quality, although this
is not statistically significant.

o GE®) | g
Variables in Constant 5447 (.100) 54,680 (L0000
cquation® CPF1 (Empathy) 193 (100} 1.936 (.0577)
CPF2 (Detection ability) 469 (.102) 4.609 {.0000)
CPF5 (Partner in Business) 289 (.103) 2.801 (.0069)
CPF7 (Communication) 71 (.099) 1.720 ¢.0906)
Variables not in CPF3 (Straightforwardness) -.008 - 078 (.9379)
equation™ CPF4 (Whistle blowing) -021 ~210 (.8341)
CPF6 ( Appearance) 103 995 (.3237)
CPFB (Quasi-professional) 081 776 (.4408)
| Multiple R I's Adjusted R Number of cases
611 373 331 64

Table 6.14 Regression analysis results for the clients sample, analyzed at the
performance level

*Thus the regression function in the final stage reads:
Overall Audit Quality = 5447 + 0.193 CPF1 + 0.469 CPF2 + 0.280 CPFS + 0.171 CPF7 + ¢

2 . . . \ e . . .
Fm: v.a:rmb‘les not in equation, "Beta in” is given in stead of B. Beta differs slightly from B
because it is a standardized value. This holds for the remainder of this section. See also Table
6.20.
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6.3.4 Regression analysis at the performance level: bankers

As can be seen in Table 6.15, six variables remained in the final regression
equation for bankers at the performance level. The factors selected all had
acceptable levels for Cronbach Alpha in the factor analysis. For bankers,
appearance turned out to be a very important determinant of audit quality.
This was rather unexpected, given the hypothesis that bankers would be
interested primarily in technical performance. It was also very interesting
given the finding in Section 5.4 that clients perceive a certain degree of
overperformance in this area! It seems that bankers’ relatively lower and
perhaps more superficial exposure to auditors (compared to clients) makes
this *first impression® factor important: the first impression is used as a
*surrogate’ for audit quality. Next in importance are two factors related to the
auditor’s detection ability and his independence (’whistle blowing’ and
"traditional audit function’). Interestingly, *whistle blowing’ shows a positive
relationship with overall audit quality, implying that bankers appreciate an
auditor who publicly reports on issues regarding fraud, illegal acts and
internal control. On the other hand, directly reporting fraud to tax authorities
was not found to be significantly related to overall audit quality and even
shows an — insignificant — negative relationship. Finally, the "functional’
items of thoroughness, accessibility and reliability were found to be
significant determinants of overall audit quality, while empathy just failed to
be significant at p = 0.10. Thus, in addition to the appearance factor, bankers
seem to primarily appreciate a thorough, reliable and independent
professional.

ankersﬂ?ermmmnue lwéyel)” L SR e L e
Variables in equation Constant 5.447 (,102) 53.252 (.0000)
BPF2 (Traditiona! audit function} 296 (101 2934 (.00435)
BPF3 (Reliability) 178 (.105) 1.693 (946)
BPF4 (Appearance) 459 (.098) 4,644 (.0000)
BPFS (Whistle blowing) 301 (.107) 2.811 (.0053)
BPF6 (Thoroughness) 208 (. 100) 2.057 (0432)
BPF7 (Accessibility) .200 (.104) 1.917 (0591)
Variables not in the BPF1 (Empathy) 147 1.631 (.1073)
equation BPF8 (Reporting fraud to tax authorities) -010 =113 (9106)
Multiple R e Adjusted B Number of cases
626 392 343 81

Table 6.15 Regression analysis results for the bankers sample, analyzed at
the performance level
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6.3.5 Regression analysis at the performance minus desired expectations
level: clients

As Table 6.16 shows, only three variables remained in the final regression
equation for clients at the P-D level. Of these three variables, only one had a
strong Cronbach Alpha in the factor analysis: responsiveness. The importance
of this factor for overall audit quality assessments is remarkable. It appears
that the desired level of expectations regarding this factor is very significant
for the determination of overall audit quality. The other two significant
factors (reporting accuracy and client’s agent) have very weak Cronbach
Alphas. Caution is therefore required in interpreting the regression analysis of
these variables. Interestingly, independence has a negative relationship with
overall audit quality, although the relationship just fails to be significant at p
= (.10. Being a partner in business also just fails to have a statistically
significant (positive) relationship with overall audit quality.

Variables in equation Constant 5.426 {.101) 53.479 (.00D0)
CPMDFI1 (Responsiveness) 397 (107 3717 (.0004)
CPMDF3 (Reporting accuracy) 255 (.101) 2514 (.0146)
CPMDF6 (Client’s agent) 299 (.108) 2763 (.0076)

Variables not in the CPMDF2 (Independence) - 156 -1.502 (13%)

equation CPMDF4 (Thoroughness) 090 B35 (4017)
CPMDF3 {Assurance) 133 1.277 (2068)
CPMDF7 (Partner in business) 159 1.524 (.1328)
CPMDFR {Quasi-professional) -051 - 478 {6347

Multiple R Fd Adjusted B Number of cases

583 340 306 64

Table 6.16 Regression analysis results for the clients sample, analyzed at the
P-D level
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6.3.6 Regression analysis at the performance minus desired expectations
level: bankers

Table 6.17 shows that only three variables remained in the final equation
resulting from the stepwise selection for bankers at the P-D level. Of these
three variables, both ’traditional audit function’ and ’partner in business’ had
very good Cronbach Alphas. However, 'communication’ had a weak
Cronbach Alpha, which limits its interpretability. Obviously, bankers base
their overall audit quality judgments simply on the auditor’s professional
skills at this level of analysis. Desired expectations regarding these attributes
are very significant. In addition, the "technical’ attribute ’whistle blowing’
just failed to be significant at p = 0.10, underlining the importance of
technical items at this level. All other factors are clearly insignificant.

Wariables in equation Constant 5492 (.110) 49,863 (.0000)
BPMDF! (Traditional audit function) 316 (.110) 2874 (0052)
BPMDF2 (Parmer in business) 88 (11D 3.481 (.000B)
BPMDF6 (Communication) 319 (113 2.835 (.0059)

Variables not in the BPMDF3 (Thoroughness) 075 765 (.4468)

equation BPMDF4 (Punctuality) 057 581 (.5629)
PBMDFS (Appearance) 057 580 (.5639)
PBMDFT (Whistle blowing) 157 1.625 (.1082)
PBMDFS (Empathy) 008 080 (.9365)

Multiple R R Adjusted R Number of cases

514 264 235 81

Table 6.17 Regression analysis results for the bankers sample, analyzed at
the P-D level



142 Chapter 6 Determinants of overall audit quality

6.3.7 Regression analysis at the performance minus adequate expectations
level: clients

Table 6.18 shows that four variables remained in the final equation resulting
from the stepwise selection for clients at the P-A level. Of these four
variables, three (accessibility, partmer in business and detection ability) had
reasonably good Cronbach Alphas. However, ’thoroughness’ had a weak
Cronbach Alpha, which limits its interpretability. As was the case for the
clients sample at the performance level, the auditors’ professional skills —
reflected in partner in business, detection ability and thoroughness — are very
important. For the four significant factors, adequate level expectations seem
to be relevant in the explanation of overall audit quality. Of the three
attributes that are not significant, two have a negative relationship with
overall audit quality: “independence’ and ’quasi-professional’ (which includes
items on which clients perceive some degree of overperformance (see Chapter
5). Interestingly, the adjusted R® is the highest of all regression analyses
performed in this chapter.

b s
SSEBY N (sig )

Variables in Constant 5.399 (.094) 57.154 (00000
equation CPMAF2 (Accessibility) 433 (.095) 4.544 (0000}

CPMAF3 (Partner in business) 225 (097 2.324 (.02386)

CPMAF4 (Detection ability) 2T (.095) 2.924 (.0049)

CPMAF6 (Thoroughness) 356 (.100) 3.566 (.0007)
Variables not CPMAF] (Appearance} 107 1.075 (.2868)
in the cquation CPMAFS (Independence)) =072 =734 (.4659)

CPMAFT (Quasi-professional) -.134 -1.378 (173}
Multiple R e Adjusted B Number of cases
H61 A37 Jog 64

Table 6.18 Regression analysis results for the clients sample, analyzed at the
P-A level
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6.3.8 Regression analysis at the performance minus adequate expectations
level: bankers

Table 6.19 shows that four variables remained in the final equation resulting
from the stepwise selection for bankers at the P-A level. All these variables
had strong Cronbach Alpha values. All other factors are clearly insignificant.
The results show that bankers again stress the importance of the auditor’s
professional and communication skills: performing well on the traditional
audit function, informing the banker on subjects of interest with regard to the
client (whistle blowing) and informing the client on relevant points of interest
(communication and partner in business). In contrast to clients, however, the
bankers’ performance minus adequate expectation level has a rather low value
for adjusted R?, implying that adequate expectations might not be very
relevant for overall audit quality assessments by bankers.

Variables in equation Constant 5.486 (.113) 48,753 (.0000)
BPMAF2 (Traditional audit function}) 343 (.118) 2.910 (.0047)
BPMAF3 (Communication) 285 ((110) 2.594 (.0114)
BPMAF4 (Partner in business) 257 (121) 2.134 (.0360)
BPMAFS (Whistle blowing) 224 (111) 2.022 (.0467)

Wariables not in the BPMAF! (Empathy) 008 078 (\9384)

equation BPMAF6 (Thoroughness) -1070 682 (.4971)

Mulriple R el Adjusred R® Number of cases

497 247 207 81

Table 6.19 Regression analysis results for the bankers sample, analyzed at
the P-A level
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6.4  Comparison of regression analyses

In Table 6.20 a comparison is made of the regression analyses at the
different stages.

| Clients/Bankers:

FUNCTIONAL FACTORS (included as variables in regression)

Tangibles

Reliability 0.155°

Responsiveness 0.393""

Assurance

Empathy 0.200°

Partner in Business 0.290™ 0.340™" 0.228™ 0215

Appearance 0.421"

Communication 0.177° 0.278"(1) 0.258"

Accessibility 0175 0.445""

Punctuality

TECHNICAL FACTORS (included as variables in regression)

Traditional audit function 0.266™ 0.282" 0.292"
’Dumcu'un ability 0.476™" 0.286™
Independence

‘Whistle blowing 0.256™" 0.201"

Reporting fraud 1o tax
authoritics
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MIXED FACTORS (included as variables in regression)

Thoroughness 0.187™ 0.350°(1)

Straightforwardness

Reporting accuracy 0.2647(1)

Quasi-professional

Client’s agent 0.292°(1)

Adjusted R? 0.331 0.343 0.306 | 0.235 0.39% 0.207

Table 6.20 Comparison of factors in regression analyses at different levels™

* = significant at p = 0.10
*ok = significant at p = 0.05
ek

significant at p = 0.01
! = Cronbach Alpha value < 0.60

Each column of Table 6.20 contains the results of one regression analysis.
This table makes it possible to test the hypotheses generated in Section 3.6.
The remainder of this section will discuss the findings for each hypothesis.

Hypothesis 1 Functional audit quality attributes have higher
weights in clients’ overall audit quality assessments
than technical audit quality attributes; on the other
hand, technical audit quality attributes have higher
weights in bankers’ overall audit quality
assessments than functional audit quality attributes.

The importance of functional and technical audit quality can be derived from
Table 6.20, by computing the sum of 8 values of the technical and functional

¥Cells give B values for the factors included in the regression analysis, significant at p =
0.10. These B values are slightly different from the B values in Tables 6.14 10 6.19. B is the
slope of the regression function, representing the influence of a change in the independent
variable on the dependent variable. B values are standardized values of B, resulting from the
multiplication of the regression coefficient (B) by the ratio of the standard deviation of the
independent variable (S,) to the standard deviation of the dependent variable (S,). B values are
better suited for interpretation as indicators of the relative importance of independent variables.
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factors. Since the factors that resulted from the principal components
extraction method (Norusis, 1993a) all have an equal mean of 0 and an equal
standard deviation of 1, the addition of the Betas is allowed and results in an
indication of the importance of the functional and technical factors in overall
audit quality judgments.” »*

For clients, the hypothesis is clearly confirmed. At all levels it is obvious that
functional factors are more important than technical factors. It appears that
clients base their judgments regarding auditors’ overall audit quality primarily
on professional skills (reflected in ’partner in business’ and ’detection
ability’) and on communication skills (’communication’ and — to some
degree — ‘empathy’ and accessibility’). For bankers, the hypothesis is
clearly not confirmed. In particular at the performance level — the only level
at which the regression *fit’ is comparable with the ’fit’ found for clients —
it is obvious that functional factors are more important than technical factors.
As discussed earlier, it is interesting to see that a rather ’superficial’ attribute
such as appearance’ plays such an important part in bankers’ overall audit
quality assessments. This seems to indicate that the rather low frequency of
contacts between auditors and bankers induces bankers to base their overall
audit quality judgment on their first impression. At the P-D level, a similar
pattern results, this time without 'appearance’. At the P-A level, the
functional and technical attributes are more or less equally important. To
summarize, functional attributes are more important in the overall audit
quality assessment of both bankers and clients, but this pattern is more
obvious for clients than for bankers.

“However, it is obvious that the outcome of this process is severely influenced by the ’cut-
off’ at significance level p = 0.10. Factors exceeding this level were not included in Table 6.20
and are therefore excluded from this process.

*Another limitation with regard to the interpretation of the results for this hypothesis is the
fact that it is only possible to compare the technical and functional attributes that were identified
in this study. This is relevant, since the R? values indicate that the variation in overall audit
quality has not been fully explained by the attributes that have been identified in this study.
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Hypothesis 2 Overall audit quality perceived by clients and
bankers is positively affected by perceptions of
a. tangibles;
b. reliability;
¢. responsiveness;
d. assurance; and
e. empathy.

a. As discussed earlier, tangibles are reflected in the ’quasi-professional’
factor and — to some extent — in the ’appearance’ factor. For clients,
this hypothesis was not confirmed since no significant relationship
between either of these factors and overall audit quality could be
found. Perhaps this can be explained by the finding in Section 5.4 that
clients perceive *overperformance’ on some of the appearance items. It
is probable that some clients appreciate appearance items, while other
clients find them annoying. However, as discussed earlier, there is a
remarkably strong relationship for bankers between overall audit
quality and appearance’ at the performance level. As was concluded
earlier it is probable that the ’superficial’ and low intensity contact that
bankers have with auditors leads them to place a high value on first
impression attributes such as 'appearance’. Expectations regarding
appearance or tangibles are, however, irrelevant in the perception of
bankers. Therefore, for bankers the hypothesis is partly confirmed.

b. As previously mentioned in this chapter in the discussion of the factor
structures, the reliability factor identified by Zeithaml et al. (1990) is
reflected by "reliability’ and ’thoroughness’. For clients, the hypothesis
was not confirmed. The only significant relationship between
thoroughness” and overall audit quality was found at the P-A level.
However, the Cronbach Alpha value of this variable was suspect,
raising doubts about the reliability of this conclusion. For bankers, the
hypothesis could be confirmed, but only at the performance level.
Obviously, although perceived performance regarding ’reliability” is
relevant for overall audit quality assessments by bankers, expectations
regarding this attribute are not.

c. Responsiveness is expressed by ’responsiveness’, ’accessibility’,
*straightforwardness’ and 'punctuality’. For clients, responsiveness and
accessibility are irrelevant in overall audit quality assessments at the
performance level, but important at the P-D and P-A levels. For this
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attribute expectations are relevant, and performance is offset against
expectations in overall audit quality assessments. For bankers,
accessibility is only significant at the performance level. Therefore, the
hypothesis has been confirmed to some degree for both clients and
bankers, depending on the concept of audit quality used.

Apart from ’assurance’, the factor *partner in business’ is also included
in the assurance factor identified by Zeithaml et al. (1990}, since it
incorporates items regarding the knowledge of the audit team. For
clients, this hypothesis is clearly confirmed: at the performance and P-
A level, this attribute is an important determinant of overall audit
quality, whereas it just failed to be significant for p = 0.10 at the P-D
level (see Table 6.16). For bankers, the hypothesis is also confirmed.
At the P-D and P-A levels, ’partner in business’ is a significant
determinant of overall audit quality. At the performance level, this
factor was not identified. However, some of the 'knowledge’ items
were included in “reliability’, which is significant at this level.

Apart from the 'empathy’ factor itself, the factor "’communication’ has
some similarity to empathy. For clients this hypothesis is clearly
confirmed at the performance level, where both factors are
significantly related to overall audit quality. However, expectations at
the desired and adequate levels are irrelevant for clients’ overall audit
quality assessments. For bankers, the hypothesis is more clearly
confirmed. Although empathy only just failed to be significant at p =
0.10 (see Table 6.15) at the performance level, communication was
clearly significant at the P-A and P-D levels.

Hypothesis 3 Technical audit quality attributes related to an

auditor’s ’traditional’ duties have a higher weight
in the determination of overall audit quality than
those related to *non-traditional’ duties, for both

clients and bankers.

For clients, this hypothesis cannot be confirmed. As was mentioned in Sub-
section 6.2.9, clients do not clearly distinguish between traditional and non-
traditional (or whistle blowing) duties, as regards either detection ability or
independence. For bankers, the hypothesis is confirmed. At the performance
level, the Beta for ’whistle blowing” is slightly smaller than for ’traditional
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audit function’. At the P-D level, the Beta for traditional audit functional’ is
significantly stronger than for *whistle blowing’ (which just failed to be
significant at p = 0.10). Bankers” desired level expectations are obviously
more relevant for overall audit quality in the case of traditional auditors’
duties than for *whistle blowing’. At the P-A level, "traditional audit function’
again outweighs 'whistle blowing’.

Hypothesis 4 Perceived detection ability has a positive impact on
overall audit quality, for both clients and bankers.

For clients, this hypothesis is partly confirmed. At the performance level,
detection ability is clearly the most significant determinant of overall audit
quality. But this is not true at the P-D level. It seems that the desired level of
expectations regarding technical quality is not relevant for the client’s audit
quality assessments. At the P-A level, detection ability again emerges as an
important determinant of overall audit quality. Desired levels are therefore
irrelevant, but adequate levels are certainly not! For bankers, this hypothesis
is clearly supported at all levels. The traditional audit function is considered
to be one of the most important determinants of overall audit quality at the
performance, P-D and P-A levels. In contrast to clients, therefore, it seems
that bankers do include the desired expectation level regarding technical
quality in their overall quality assessment.

Hypothesis 5 For bankers, perceived anditor independence has a
positive impact on overall audit quality.

This hypothesis is clearly confirmed. As mentioned before, the traditional
audit function, which includes auditor independence on the classical issues, is
an important determinant of overall audit quality at all levels of analysis.
Regarding the whistle-blowing items, bankers obviously appreciate being
informed about points of interest in their client’s company, due presumably to
their lack of internal information as compared with clients. These results
demonstrate very significant positive relationships between whistle blowing
and overall audit quality at the performance and the P-A level, and a nearly
significant relationship at the P-D level (see Table 6.17).
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Hypothesis 6 For clients, perceived auditor independence has a
negative impact on overall audit quality.

The findings clearly demonstrate that clients (the auditee’s management) do
not rate independence positively in their overall audit quality assessments.
Independence does not emerge as a significant determinant of overall audit
quality at the performance level (where the traditional independence items are
included in the ’straightforwardness’ factor, which had an insignificant
negative relationship with overall audit quality). At the P-D level,
independence has a negative relationship with overall audit quality which is
nearly significant at p = 0.10. At the P-A level, independence had an
insignificant negative relationship with overall audit quality. Regarding non-
traditional items, there is a very insignificant negative relationship between
*whistle blowing’ and overall audit quality at the performance level (see
Table 6.14). At the P-D level, some ’whistle blowing’ elements are included
in the independence factor, which has a negative relationship with overall
audit quality that is nearly significant at p = 0.10 (see Table 6.16). At the P-
A level, there is a very insignificant negative relationship with overall audit
quality and the ’independence’ factor, which includes several ’whistle
blowing’ elements (see Table 6.18). Therefore, there is some evidence that
managers behave as agents who would rather not have an auditor who reports
errors or irregularities regarding traditional items, which is in line with the
agency theory as described in Chapter 3.

6.5  Summary

This chapter has presented the findings regarding the first research question:
What technical and functional audit quality attributes are distinguished by
clients and bankers, and what is their relationship with and influence on
overall audit quality assessments by these two groups?

In order to address this research question, we performed factor and regression
analyses on the data. Based on the discussion in Section 2.6, it was decided
to perform these analyses for the two respondent groups on three levels:
performance, performance minus ’desired level’ expectations and performance
minus 'adequate level’ expectations. It is interesting to see that the inclusion
of the adequate level expectations did provide some interesting insights, both
from an interpretation point of view and for statistical reasons: note that the
adjusted R? of the P-A model for clients was the highest of all models tested,
even though the P-A model for bankers was rather disappointing, giving the
lowest value for adjusted R?. The importance of adequate level expectations
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for bankers is low, probably because bankers do not have to make direct
trade-offs regarding the purchase’ of audit services, in contrast to clients,
who do have to make trade-offs between, e.g., audit quality and audit costs.
Although testing the reliability of the various conceptualizations of service
quality was not the primary objective of this study, the P-A results do support
the need for further investigations regarding the value of this concept in the
determination of overall audit quality. Even though the results are promising
— at least for the clients sample — more empirical tests, with different types
of conceptualization (see Parasuraman et al., 1994b), are necessary, in order
to optimize the measurement of the adequate level of expectation (see Section
5.3.4).

These findings also illustrate that further research is necessary on the reasons
why expectations are relevant at some levels and not at others, or relevant for
one group and not for the other, or relevant for some attributes while not for
all. In this respect, the studies addressed in Section 2.6 concerning the
determinants of expectations are important. They might enable decision-
makers in service companies to gain insight into the relevance of different
types of expectations for quality judgments and into ways to manipulate these
expectations.

Some interesting findings emerged as a result of the analyses. First, it was
interesting to find that clients do not rate independence positively in their
overall audit quality assessments. As expected, based on the agency theory,
clients appreciate good detection skills, but they would like the auditor to
keep his findings on any errors or irregularities in the company confidential.
Further, clients rate good communication skills and good business advice very
positively. Bankers appreciate both detection skills and independence, in line
with the agency theory. These abilities are more important with respect to the
*traditional’ duties than on the 'whistle blowing’ duties. Like the clients, they
appreciate good communication skills and good business advice, but they are
also very sensitive to the *first impression’, probably as a result of the low
frequency of their direct contacts with auditors.
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The empirical results have been summarized in Table 6.21. This table
indicates for each (slightly restated) hypothesis, whether it has been

confirmed by the empirical tests or not.

b. reliability
. responsiveness

Hypothesis Confirmed
1A For clients’ overall audit quality assessments, Yes
functional audit quality attributes are more
important than technical.
1B For bankers’ overall audit quality assessments, No
technical audit quality attributes are more
important than functional.
2A Clients’ overall audit quality perception is
positively affected by perceptions of No
a. tangibles No
b. reliability Yes (partly)
C. responsiveness Yes
d. assurance Yes (partly)
e. empathy
2B Bankers’ overall audit quality perception is
positively affected by perceptions of Yes (partly)
a. tangibles Yes (partly)

Yes (partly)
Yes

important for bankers’ overall audit quality
assessment than 'non-traditional’.

d. assurance Yes
e. empathy

3A ’Traditional’ technical audit quality is more No
important for clients’ overall audit quality
assessment than ’non-traditional’.

3B ’Traditional’ technical audit quality is more Yes
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| Hypothesis

a negative impact on overall audit quality.

Confirmed
4A  Perceived detection ability has a positive impact | Yes (partly)
on clients” overall audit quality assessment.
4B Perceived detection ability has a positive impact | Yes
on bankers’ overall audit quality assessment.
5  For bankers, perceived auditor independence Yes
has a positive impact on overall audit quality.
6  For clients, perceived auditor independence has No

Table 6.21 Summary of confirmation of hypotheses






CHAPTER 7 AUDIT ENGAGEMENT CHARACTERISTICS AND
TECHNICAL AUDIT QUALITY

7.1 Introduction

The second research question for this empirical study was to test the effect of
audit engagement characteristics on clients’ and bankers’ technical' audit
quality judgments. Based on the discussion in Chapter 4, several audit
engagement characteristics were expected to have significant influences on
clients’ and bankers’ perceptions’ of the auditor’s detection ability and
auditor independence. As described in Chapter 4, this aspect has received
extensive attention in previous research. However, the methodology used in
this study is different from most previous research:

1. It focuses explicitly on perceptions rather than on actual detection
ability and independence; and
2. It is based on actual engagements, which distinguishes this study from

the commonly-used method of presenting respondents with
hypothetical situations.

Chapter 4 discussed the engagement characteristics that are hypothesized to
have an effect on technical audit quality. These engagement characteristics
are:

Audit firm size (Big Six versus non-Big Six);

Client size;

Client’s financial health;

Length of tenure; and

Provision of MAS by incumbent auditor.

‘Since the hypotheses on the relationship between audit engagement characteristics and audit
quality were based on agency theory and on DeAngelo’s (1981a and 1981b) definition of audit
quality, the empirical tests were confined 1o fechnical audit quality. Therefore the effect of the
audit engagement characteristics on functional audit quality attributes has not been tested.

*For this purpose, measurements were made only at the (perceived) performance level,
without correcting for expectations, because we are primarily interested in the influence of
engagement characteristics on the auditor’s perceived technical performance. The respondent’s
expectations might also be influenced by the engagement characteristics; if this were the case, the
potential effect of the engagement characteristic on perceived performance might be mitigated by
the adjustment of the expectation level. Therefore, in this chapter, technical audit quality will be
measured only at the performance level.
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The probable effects of these engagement characteristics on technical audit
quality were discussed in Chapter 4, where the hypotheses were based on
DeAngelo’s (1981a and 1981b) work on quasi-rents and audit quality. This
resulted in the following set of hypotheses:

Hypothesis 7 An auditor’s perceived detection ability is higher for
Big Six firms than for non-Big Six firms.

Hypothesis 8 An auditor’s perceived detection ability increases
with the incumbent auditor’s level of MAS
provision.

Hypothesis 9 An auditor’s perceived detection ability decreases
with

a. client size; and

b. client’s financial health.

Hypothesis 10 An auditor’s perceived detection ability is related to
tenure.
Hypothesis 11 Perceived auditor independence is higher for Big

Six firms than for non-Big Six firms.

Hypothesis 12 Perceived auditor independence decreases with
a. client size; and
b. client’s financial health.

Hypothesis 13 Perceived auditor independence is related to
a. tenure; and
b. incumbent auditor's level of MAS provision.

In order to test these hypotheses, the engagement characteristics were
regressed as independent variables on

1. The individual (perceived) performance statements regarding technical
audit quality in the questionnaire; and
2. The technical audit quality factors that were identified at the

performance level for clients and bankers.”

*The factors can be used to assess the impact of the engagement characteristics at a higher
level of analysis, since they resuli from the combination of several correlated individual
statements.
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Section 7.2 will discuss the regression technique that was used to test the
relationship between engagement characteristics and technical audit quality.
Then the results of the regression analyses will be presented. The
hypothesized effects of each of the engagement characteristics will be tested,
for the bankers and clients samples separately. Finally, Section 7.3 will
summarize the findings regarding this research question by briefly discussing
the hypotheses. This section will demonstrate that both client size and client’s
financial health are very significant determinants in the bankers’ technical
audit quality judgments. There were no systematic relationships between the
other engagement characteristics and the perceptions of bankers or clients
regarding auditors’ detection ability or independence.

7.2 Regression model and results

7.2.1 Regression model

To examine the effects of engagement characteristics on technical audit
quality, the engagement characteristics were treated as the independent
variables and the scores on the (perceived) performance questions and factors
regarding technical audit quality as the dependent variables. Several checks
were performed to search for any violation of the assumptions underlying the
regression analysis technique. Specifically, we searched for non-linearity and
multicollinearity, using techniques that were described in Section 6.3.2. In
addition to the computation of correlation coefficients between the
independent variables, several other tests for the detection of multicollinearity
were performed, as suggested by Judge ef al. (1980). These included the
performance of partial regression and factor analyses on the independent
variables. These checks did not reveal any violation of assumptions.

The regression models were constructed for clients and bankers separately.
The dependent variables were the statements on the performance level
relating to technical quality and the technical quality factors resulting from
the factor analyses on the performance level. The independent variables were
measures used to describe the relevant engagement characteristics. For each
of the technical audit quality statements in the questionnaire and each of the
technical audit quality factors identified (in Chapter 6) at the performance
level, the following general regression function was generated:
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Technical audit quality =

f (firm size; client size; client’s financial health; length of tenure; MAS fee part)

or:

TAQ,, = C + aB6, + fTCS, + 6CFH, + LT, + e(MASF /TF,) + ¢,

where

= Constant;

TAQ,, = Technical audit quality statement/factor p, for audit
engagement X;

B6, = Dichotomous Big Six variable for engagement x;

TCS, = Total sales of client involved in engagement x (Dutch
Guilders);

CFH, = Financial health of client in engagement x assessed by
banker (scale from 1 to 5);

LT, = Length of tenure for audit engagement x (years);

MASF /TF, = MAS fee part for engagement x = MAS fee/total fee for
engagement x; and

e= Error term.

Table 7.1 lists the results of the regression analyses, in which these
engagement characteristic measures were regressed on the technical audit
quality statements and factors identified earlier in this study, for clients (57
observations) and bankers (60 observations)' separately. The cells give the
parameters (B values) and the significance levels (between parentheses) for
the measures of audit engagement characteristics used in these regression
functions. In the remainder of this section, the results for each of the
engagement characteristics will be discussed in a separate subsection.

‘For some observations, not all the engagement characteristics were known. These
observations were deleted from the analyses in this chapter. Therefore, the number of
observations mentioned here is below the total number of observations mentioned in Section
54.1.
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Table 7.1 Regression of engagement characteristics on technical audit quality

" = significant relationship between engagement characteristic and technical audit
quality variable/factor at p = 0.10

ok = significant relationship between engagement characteristic and technical audit
quality variable/factor at p = 0.05

k%= significant relationship between engagement characteristic and technical audit
quality variable/factor at p = 0.01.

7.2.2  Audit firm size

As described earlier, employees at a notary’s office had made the completed
questionnaires anonymous. However, they first registered whether the
questionnaire described a Big Six or a non-Big Six engagement. As a result,
firm size was measured only as a dichotomous variable. In the regression
analysis, firm size was included as a dummy variable, assuming values of
either 0 or 1. For the clients sample, the Big Six dummy was found as a
significant variable at p = 0.05 for three individual technical audit quality
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items. In particular, Big Six firms were considered to be more successful in
‘the detection of smoothing in the financial statements and of illegal acts, and
were considered to be more independent in reporting deficiencies in the
client’s internal organization. At a significance level of p = 0.10, Big Six
auditors were also considered to be more successful in detecting 10
deficiencies. Perhaps the finding that clients consider Big Six auditors more
likely to detect and report deficiencies in the client’s internal organization can
be explained by the fact that Big Six firms are supposed to pay more
attention to compliance testing, given the fact that — on average — they are
confronted with larger clients and therefore more advanced internal
organizations. Moreover, it is interesting to note that while Big Six and non-
Big Six firms are perceived as having the same detection ability for 'plain’
errors in the financial statements, clients perceive a considerable difference in
the larger firms’ ability to detect smoothing. Obviously, clients believe that
Big Six firms have more knowledge or better tools to test financial statement
decisions of a more ’judgmental’ nature, such as decisions on provisions,
depreciation and valuation. However, the fact that no significant relationship
could be found between the Big Six variable and any of the technical audit
quality factors indicates that these relationships are incidental rather than
indicating a systematic relationship between audit firm size and technical
audit quality.

For the bankers sample, no significant relationship was found between
technical audit quality variables or factors and firm size, even at p = 0.10.

All in all, it is obvious that the hypothesized relationship between firm size
and perceived technical audit quality — both detection and reporting —
emerges to only a very limited degree from the tests performed. There are
several possible explanations for this departure from the mainstream findings
in audit research. First, this study measured perceived technical audit quality.
The research findings might indicate that firm size is not an important
implicit or explicit determinant in the formulation of clients’ and bankers’
perceptions. Second, this study tested actual cases rather than hypothetical
cases. Much of the previous research on perceptions of (technical) audit
quality (McKinley et al., 1985; Knapp, 1991) has been based on hypothetical
cases, in which the audit firm size category was explicitly mentioned. This
potential source of bias has been eliminated in this study. In his interviews
with leading representatives of the financial community, Schilder (1994, p.
239) found hardly any reference to firm size as an explanatory variable for
auditor independence. While research findings indicate that small firms are
more exposed to competition and a perceived lack of independence, he
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suggests compensating effects: ’(...) maybe smaller audit firms are more
involved in their client’s business, due to their larger advisory role. So a
relationship with compensating effects is possible between "Size of audit

"oy

firm", "Competition” and "Value of auditor to client".

7.2.3 Client size

Client size — measured by total client sales® — is seen as a determinant of
"whistle blowing’ in the perception of clients. Both the whistle blowing factor
and one of its underlying® variables — the detection of going concern
problems — are significant at p = 0.05. In addition, three other *whistle
blowing’ variables — reporting of fraud to tax authorities, and public
reporting of 10 deficiencies and illegal acts — have a negative relationship
with total client sales at p = 0.10.

For bankers, client size is an important determinant of the factor ’traditional
audit function’. This is also demonstrated by the significance of nearly all
*traditional’ technical audit quality items. In addition, several *whistle
blowing’ items are significant, although the *whistle blowing’ factor was not
significant, even at p = 0.10. At p = 0.05, negative relationships were found
for the detection of fraud and IO deficiencies, the reporting of fraud to tax
authorities and the detection and reporting of

Financial statement errors;

Smoothing; and

Going concern problems.
In addition, the public reporting of 10 deficiencies was related to client size
at p = 0.10.

Thus it seems that the importance of client size is regarded very differently
by clients and bankers. Bankers perceive a negative relationship between
client size and both detection ability and independence, for most of the
auditor’s duties. They conclude that the technical quality of an audit
decreases with auditee size. As regards detection ability, this is in line with
the hypothesis that respondents would perceive that increasing size and

*As an alternative, total client’s assets’ was considered. However, in previous research these
iwo measures of size were regarded as substitutes for each other (see, e.g., Brinn et al., 1994).

See Table 6.2.
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complexity of companies might complicate the audit and result in a relatively
lower level of technical audit quality. The negative relationship for bankers
between independence and auditee size is in line with the hypothesis that
larger client size leads to a shift in power towards the client, reflecting the
greater importance of the client to the auditor.

Clients do not perceive a negative relationship between auditee size on the
one hand and detection ability and independence regarding traditional duties
on the other. Being more closely involved in the audit process, they
obviously believe that auditors are able to adapt their techniques to the
specific requirements of increases in company size and complexity. Further,
they believe that auditor independence is only influenced by the relative
importance of a client in issues that go beyond an auditor’s well established,
traditional duties.

7.2.4 Client’s financial health

Clients do not perceive a relationship between their own financial health and
the auditor’s technical performance. Even at p = 0.10, no significant
relationship could be found.

A very consistent pattern of positive relationships’ was found between the
audited company’s financial health and the technical audit quality as
perceived by bankers. On all technical quality variables and factors but one
(the reporting of fraud to tax authorities) there was a significant positive
relationship, indicating that bankers believe that auditors do a better job in
both the detection and independence area if the client is in good financial
circumstances. This is also illustrated by the fact that overall audit quality is
significantly explained by the client’s financial health, in the perception of
bankers.®

Since the client’s financial health was rated as 1 if excellent, and as 5 if very poor. Table
7.1 actually gives the relationship between *unhealthy’ and technical audit quality.

8 addition to the technical audit quality variables and factors included in Table 7.1, the
engagement characteristic measures were also regressed on overall audit quality (for bankers and
clients separately). Client’s financial health proved to be the only significant variable, with a
significance level of p = 0.0001 (for the bankers sample).
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The theoretical analysis underlying the hypotheses regarding the influence of
the client’s financial health on technical audit quality — that the anditor will
do more audit work and will be more independent because litigation and
reputation damage risks are bigger where the client is in financial trouble —
is not reflected in bankers’ perception of technical audit quality. There are
three possible explanations for this phenomenon:
Bankers might believe that there will be more pressure from a client
whose financial health is bad, since the ability to continue as a going
concern might be enhanced by ’flattering’ financial statements. Thus,
in their view, auditors might be exposed to more serious threats of
engagement termination and might therefore be less inclined to report
errors or irregularities. However, although this is an acceptable
explanation for the independence issue, it fails to explain why
detection ability is also considered to drop with a decrease in financial
health;
Bankers might be unable to distinguish between client’s performance
and auditor’s performance. Put differently, perhaps bankers might hold
auditors responsible for the client’s bad financial performance; and
A very opportunistic reason for this finding might be that, in the light
of an impending financial crisis, bankers might already be looking for
a 'scape-goat’. Bankers might be inclined to hold the auditor
responsible for failing to warn the banker in time to safeguard his
financial interests.

7.2.5 Length of tenure

No systematic relationship was found between length of tenure and technical
audit quality, for either bankers or clients. For clients, length of tenure is
primarily seen to negatively influence the detection of IO deficiencies. The
longer the tenure, the less likely it is (in the perception of the client) that an
auditor will be able to detect deficiencies in the internal organization.
Obviously, clients observe that auditors become less critical over the years
with regard to the client’s internal organization. They seem to believe that
auditors, once they have assessed the quality of the internal organization in
one year, pay less attention to the testing of the organization in later years.
Finally, for clients, a negative relationship was found between tenure and the
whistle blowing factor. However, this is primarily due to the inclusion in this
factor of the 10 variable (see Table 6.2).
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Tenure is obviously not perceived as an important determinant of technical
audit quality by bankers. No significant relationship between technical audit
guality and tenure was found.

One potential explanation for this lack of significant relationships between
technical audit quality and tenure was the possibility of a non-linear
relationship between technical audit quality and tenure. In particular, we
looked for the relationship found by Knapp (1991), where tenure first had a
positive effect on technical audit quality (reflecting the increase in client
experience) and then, after several years, a negative effect. In order to test for
this effect, the technical audit quality statements were plotted as dependent
variables against length of tenure (in years) as the independent variable.
However, no such pattern could be found. As was the case for audit firm
size, it appears that the method used in this study, examining perceptions
based on actual engagements, might explain why we did not find
relationships that have been found in research using fictitious cases.

7.2.6 Provision of MAS by incumbent auditor

For both clients and bankers, no significant relationship between the ratio
MAS fee/total fee and technical audit quality could be established, even at p
= 0.10. Obviously, the provision of MAS is not seen as an issue for either
detection ability or independence. For independence, this was not unexpected,
given the inconclusive nature of both theoretical and empirical research in
this area. For detection ability, the hypothesized positive relationship between
detection ability and the MAS level could not be confirmed. Probably the
nature of MAS work is such that neither clients nor bankers perceive any
positive impact on the detection quality of the audit.

7.3  Summary

In Chapter 4, seven hypotheses were generated concerning the impact of
engagement characteristics on detection ability and independence, based on
agency theory and DeAngelo’s (1981a and 1981b) quasi-rent analysis. Before
giving overall conclusions for this chapter, the findings for each of these
hypotheses will be presented.
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Hypothesis 7 An auditor’s perceived detection ability is higher
for Big Six firms than for non-Big Six firms.

In the perception of clients, this hypothesis is only weakly confirmed. On
some issues, Big Six firms are indeed considered better able to detect errors
or irregularities. However, these findings are not systematically reflected in a
relationship with any of the technical audit quality factors. In the perception
of bankers, no significant relationship could be found between firm size and
detection ability.

Hypothesis 8 An auditor’s perceived detection ability increases
with the incumbent auditor’s level of MAS
provision.,

This hypothesis was clearly not supported by the findings, for either clients or
bankers.

Hypothesis 9 An auditor’s perceived detection ability decreases
with
a. client size; and
b. client’s financial health.

For clients, this hypothesis was not supported by the findings. For bankers,
however, part (a) of the hypothesis was clearly supported, whereas the
findings were overwhelmingly in conflict with part (b) of the hypothesis.
Bankers appear to believe that detection ability is positively related to the
client’s financial health.

Hypothesis 10 An auditor’s perceived detection ability is related to
tenure.

No pattern of relationships between perceptions of detection ability and length
of tenure was found, for clients or bankers, except that clients appear to
believe that ability to detect deficiencies in the internal organization erodes
over time.
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Hypothesis 11 Perceived auditor independence is higher for Big
Six firms than for non-Big Six firms.

No substantial support could be found for this hypothesis, for either clients or
bankers.

Hypothesis 12 Perceived auditor independence decreases with
a. client size; and
b. client’s financial health.

For clients, no systematic evidence could be found for this hypothesis. For
bankers, however, the same applies as for hypothesis 9: part (a) of the
hypothesis was clearly supported, whereas our findings conflicted with part
(b} of the hypothesis. Bankers appear to believe that independence is better
where the client’s financial condition is better.

Hypothesis 13 Perceived aunditor independence is related to
a. tenure; and
b. incumbent auditor’s level of MAS provision.

No systematic relationship between auditor independence and either length of
tenure or the incumbent auditor’s provision of MAS was found, for either
clients or bankers.

The findings regarding these hypotheses are summarized in Figure 7.1.
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Figure 7.1 The impact of engagement characteristics on technical audit
guality
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It is interesting to note from Figure 7.1 that engagement characteristics that
are more related to the supply side — audit firm size, MAS provision and
length of tenure — are not seen as significant in the determination of
technical audit quality, except that firm size is seen by clients as a significant
determinant of some technical quality aspects. However, since no significant
relationship with quality was found for any of the technical audit quality
factors, the individual relationships found for firm size appear to be incidental
rather than structural.

On the other hand, those characteristics associated with the demand side are
very clearly associated with technical audit quality, at least in the perception
of bankers. Both client size and client’s financial health were found as very
significant determinants of perceived technical audit quality by bankers. This
finding is very interesting, since these two variables have received only
moderate attention in previous audit research. In particular, the finding with
regard to the influence of the client’s financial condition is different from the
(scarce) findings in previous research. The significance of this relationship
between perceived technical audit quality and the client’s financial health
might be largely explained by the perception of bankers that large clients and
clients in financial trouble are more convincing in their ’power play’ against
the auditor in conflict situations. Another explanation for the poor perceived
performance of auditors where the client’s financial health is bad might be
that bankers do not distinguish between the client’s and the auditor’s
performance. They might hold the auditor — partially — responsible for
either the client’s bad financial position or for warning the banker too late
about the impending financial distress.

Finally, it is interesting to note that the findings do not support any serious
concern regarding political’ issues such as length of tenure and MAS
provision. Restrictions have recently been implemented with respect to these
topics in some countries. Our findings in this regard are consistent with the
findings of Schilder (1994).






CHAPTER 8 SUMMARY AND DISCUSSION

8.1  Summary

8.1.1 Introduction

Compared to the extensive body of marketing research on service quality, the
research on audit quality is rather limited. This rather limited amount of
attention devoted to audit quality is typical of most professional service
industries. Lapierre and Filiatrault (1995) state that the 'theoretical and
empirical literature dealing with professional services is far less developed
than that of more traditional services. More precisely, there has been very
little effort to investigate business to business professional services quality’.
This lack of interest is surprising, given the findings of several researchers
that concern about service quality is important in the service industry,
including the professional service segment: '(...) the need to better understand
service quality was also recognized as essential for professional service firms’
(Lapierre and Filiatrault, 1995). Dart and Freeman (1994) state that
professional service organizations are becoming increasingly aware of the
advantages of paying attention to marketing (including service quality), given
the rapid developments in the professional service market, including the
elimination of restrictions on advertising or other forms of promotion,
increases in the number of professionals, changing technologies and
dissatisfaction among the users of professional services. Given these
developments and the current competitive nature of the audit market, the
investigation of the nature and determinants of audit quality is an interesting
subject, for both theoretical and practical reasons.

8.1.2 Research design

This study measured the perceptions of overall audit quality held by the
management of audited companies (clients) and account managers of banks
(bankers). These groups were chosen because they are important users of
audit services and because both have more or less frequent direct contacts
with auditors, enabling them to make audit quality assessments based upon
their own perceptions.

Applying models and techniques developed in marketing research, we
searched for functional and technical audit quality attributes. Functional audit
quality was defined as the degree to which the process of carrying out the
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audit and communicating its results meets a consumer’s expectations.
Technical audit quality was defined as the degree to which the audit meets a
consumer’s expectations with respect to the detection (’detection ability’) and
reporting ('independence’) of errors and irregularities regarding the audited
company and its financial statements. The comparison of (perceived)
performance with expectations is a quality concept that originates from
marketing research (Parasuraman er al., 1985). Although not undisputed, this
concept has received considerable attention (see Chapter 2). Recent research
in this area deals with the types of expectations that are used in quality
assessments. Based on the findings of Zeithaml et al. (1991), we believe that
expectations at the desired and adequate levels are relevant in quality
assessments. The former level of expectations is based on how customers
believe an "ideal’ product or service should perform, while the latter level of
expectation is based on how bad’ a product or service can perform, before it
is considered to be inadequate.

Given these definitions, the following research questions were addressed in

this study:

1. What technical and functional audit quality attributes are distinguished
by clients and bankers and what is their relationship with and influence
on overall audit quality assessments' by these two groups?

2. What is the influence of audit engagement characteristics on technical
audit quality perceptions of clients and bankers?

The first research question deals with the attributes of audit quality. Insight
into these attributes and into their impact on overall audit quality is useful,
since it helps decision-makers to identify service quality attributes and to
assess their importance for overall service quality. The theoretical basis for
the hypotheses concerning this research question was addressed in Chapter 3,
and our empirical findings were discussed in Chapter 6. The second research
question addresses the impact on technical audit quality of some
characteristics of the relationship between the auditor and his client, such as
audit firm size, client size, client’s financial health, length of tenure and the
provision of Management Advisory Services (MAS). Hypotheses regarding
this research question were generated in Chapter 4 and the empirical results
were addressed in Chapter 7.

“The overall audit quality assessment and the underlying questions were answered for the
auditor in his audir role. Thus the auditor’s quality in other roles was not included in the quality
assessment.
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Chapter 5 discussed the use, in this study, of a research instrument based on
techniques used in marketing research — in particular, the SERVQUAL
technique as described by Zeithaml et al. (1990). Both clients and bankers
were asked to give (perception) ratings on the following subjects:
. Overall audit quality;
Expectations (at desired and adequate levels) and performance
regarding a wide range of functional audit quality attributes (such as
"having time for the client’s questions’); and
Expectations (at desired and adequate levels) and performance
regarding a wide range of technical audit quality attributes (such as the
detection and reporting of errors in the financial statements).
In addition to these ratings, clients and bankers were asked to give factual
information on engagement characteristics.

Respondents were asked to rate the performance of auditors for engagements
with which they were familiar. Clients were asked to rate the performance of
their own auditor, while bankers were asked to rate the performance of the
auditor of a randomly selected client. Because the goal was to compare the
quality assessments of bankers and clients, it was essential to have
engagements that were similar or at least comparable for both groups. In
cooperation with the management of nation-wide operating banks, account
managers were asked to randomly select clients from their portfolio which
were audited by a Dutch Registered Accountant and where the bank was a
major stakeholder. The bank sent the questionnaires to the account managers
(bankers) and to the management of the audited companies (clients), for each
of the selected engagements. In order to limit problems because of the
sensitivity and confidentiality of the data that was requested (quality
assessments, rating of financial position, fee data), the completed
questionnaires were sent by the respondents to a notary’s office that made the
data anonymous. The rate of return was 48.1% for bankers and 35.7% for
clients. Given the sensitivity of the data and the relatively long time that the
completion of a questionnaire consumed, these rates were considered to be
satisfactory.

8.1.3 Descriptive results

Before addressing the research questions in more detail, the scores on the
statements about technical and functional audit quality in the questionnaire
were calculated. Several findings emerged as a result of this first analysis
(Chapter 5). First, both clients and bankers expressed fairly good overall
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ratings. On a 7-point Likert scale, overall audit quality was rated by clients
and bankers, respectively, at 5.42 and 5.47. However, although the overall
ratings were quite good, it appeared that the perceived performance on
individual (technical and functional) quality items was mostly below the
desired and, for a considerable number of questions, even below the adequate
expectation level. The finding that there are significant gaps between desired
expectation and perceived performance levels, even though the overall quality
level is quite high, is not uncommon and theoretically acceptable. However,
the fact that respondents indicated that — on average — the adequate level is
not met by perceived performance for individual items, but that overall
performance is still quite good, warrants further research.

Second, the results indicated that bankers have higher expectations regarding
technical audit quality attributes (independence and detection ability) than
clients. For independence, this is in line with the analysis in Section 3.4 that
clients might perceive ’independence in-fact’ as awkward, since, as a
consequence, auditors might reveal information to outside stakeholders (such
as stockholders or bankers) that the client’s management would rather have
kept a secret. The lower expectations of clients regarding the detection of
errors or irregularities might be explained by the fact that (1) bankers have to
rely more heavily on the auditors for their information needs than clients and
(2) clients are directly confronted with the trade-off between higher levels of
audit quality and the associated audit costs.

Third, the expectation gaps were not wider for non-traditional® auditor’s
duties (detection and reporting of fraud or illegal acts) than for traditional
duties (detection and reporting of errors or smoothing in the financial
statements, of going concern problems and of deficiencies in the internal
organization). This finding is in contrast with most expectation gap studies,
which indicated that the gaps were wider for the non-traditional duties.
However, this might be explained by the fact that both clients and bankers
belong to the group of well-informed and knowledgeabie users of audit
services. For this group, most expectation gap studies revealed only moderate
gaps.

*See Chapter 3 for this classification.
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Finally, it is interesting to note the *overperformance’ on issues related to the
appearance of auditors. For items included in this quality attribute — such as
the building of the audit firm or the way its employees are dressed —
perception levels clearly exceed the desired levels. It is also interesting to
note that the most significant underperformance for functional audit quality is
on ’bill specification’. This had already been mentioned by both clients and
bankers during the pretests of the research instrument.

8.1.4 Methodology and results for research question 1: attributes of audit
quality

The next stage of the data analysis was a factor analysis to create
combinations (factors) of the individual technical and functional statements.
Factor analysis was performed on the individual statements for the following
concepts (levels) of audit quality, for clients and bankers separately:

perceived performance;

perceived performance minus desired expectations (P-D); and

perceived performance minus adequate expectations (P-A).
The factor structures that emerged from these analyses were compared with
each other and with the generic SERVQUAL structure (claimed to be
applicable to all types of service industries) suggested by Zeithaml et al.
(1990). This comparison demonstrated that the factor structures found at the
different levels of analysis do not fully correspond with the ’generic’
structure. Several specific technical and functional factors emerged that are
more or less unique to the auditing industry. Further, it is obvious that factor
structures differ over the categories of respondents (in this study: clients and
bankers). This comparison showed that clients distinguish between detection
ability and (reporting) independence, while bankers combine these factors.
This finding was expected, since clients were hypothesized to appreciate
detection ability, while not appreciating independence, whereas bankers were
hypothesized to appreciate both components of technical audit quality (see
above).

At the final stage of the analysis for the first research question, the factors
were used as independent variables and regressed on overall audit quality.
The regression models that resulted from these analyses were compared.
Differences between bankers and clients and between the different concepts
of audit quality were analyzed and were used to test hypotheses on the
importance of several technical and functional audit quality aspects for overall
audit quality judgments.
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Table 8.1 summarizes the technical and functional factors® that were found to
be significant for the determination of overall audit quality.” The table
contains 6 factor structures, representing the three conceptualizations of audit
quality, for clients and bankers separately.

FUNCTIONAL FACTORS (included as variables in regression)

Empathy *

Reliability %

Responsiveness P

Partner in Business Fes ke o wx
Appearance ook

Communication * o
Accessibility ® K

TECHNICAL FACTORS (included as variables in regression)

-
Traditional Audit function bk okl .
Detection ability ok wkk
Whistle blowing ok %%

Table 8.1 Significance of audit quality attributes for overall audit quality

* = significant at p = 0.10
ok = gignificant at p = 0.05
k= gignificant at p = 0.01

*In order to facilitate interpretation of this table, the *mixed’ factors are not included (see
Chapter 6).

“Factors with a low Cronbach Alpha value have been eliminated from this tabie, given the
low degree of reliability of these variables (see Chapter 6).
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From these analyses, the following findings resulted:
Clients base their overall audit quality assessments on professional
{detection ability; partner in business) and communication
(communication; responsiveness; accessibility) skills. The auditor
should not only be able to find errors or irregularities, he should also
identify opportunities and risks for his client in a broad range of areas.
Just doing the audit, without proper reflection on issues such as tax,
internal organization and accounting information systems, corporate
finance or general management, is not enough. In addition, the auditor
should be ’a great communicator’, listening carefully to his client’s
needs, frequently discussing his findings with management and being
available when needed. Finally, clients (the management of the audited
companies) do not seem to appreciate auditor independence. No
significant positive relationship was found between independence and
clients’ overall audit quality assessments, so independence is not
included in Table 8.1. In some analyses, negative relationships were
found, although these were not quite statistically significant. Thus the
analysis in Section 3.4 that clients might appreciate an independent
appearance, while not appreciating independence in fact, may hold.

Bankers base their overall audit quality assessments on professional
(traditional audit function,’ whistle blowing, partner in business) and
communication (communication, accessibility) skills, and on
"appearance’. As for the professional and communication skills, there
is quite some overlap with the quality assessments by clients. Again,
the auditor should not just find errors or irregularities, but should also
advise the client on a range of issues. The auditor’s technical
performance on 'traditional’ duties was seen as more important than
his performance on "whistle-blowing’ issues such as the detection and
reporting of fraud and illegal acts. The major differences with the
assessment of clients are:
1. The positive relationship between auditor independence and
overall audit quality, both for traditional and non-traditional
(’ whistle-blowing’) duties. This was expected, since detection
ability is only valuable to outsider stakeholders if the errors or
irregularities are reported when they are found; and

STraditional audit function includes both the detection ability and independence regarding the
auditor’s "traditional’ duties.
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8.1.5

2. The importance of the "appearance’ factor. Presumably the
rather ’superficial’ and "low intensity’ type of contact that
bankers have with auditors leads them to highly value ’the first
impression’.

A comparison of the R? of the regression functions for the three
different quality concepts (’levels’) provides insight into the usefulness
of these concepts.® As reported in previous studies (see Section 2.6),
the R? at the performance level is better than at the P-D level. This is
very clearly the case for bankers. For them, the *fit’ between the
individual statements and overall audit quality assessments is best for
performance, then for P-D and clearly the worst for the P-A concept of
audit quality. Bankers seem to relate their quality assessments purely
on perceived performance, instead of correcting this performance for
their desired or adequate expectations. With regard to *adequate
expectations’, this might be explained by the fact that bankers are not
actively involved in the hiring’ of an auditor and therefore only
"enjoy’ the benefits of the audit service while not directly experiencing
the 'sacrifices’. For clients, the P-A level clearly has the best R? level,
followed by 'performance’ and finally by P-D. This shows that, for
clients, the adequate level is seen as a very important yardstick.
Perhaps clients perceive the audit as something that is ’imposed’ on
them by their ’principals’ (or by law) and therefore compare the audit
service performance with what they consider to be just acceptable.
However more research regarding the nature of service expectations
and their impact on quality assessments is necessary to draw stronger
conclusions in this matter. Nonetheless, the value of incorporating
adequate level expectations in quality assessment studies has been
emphasized by this study.

Methodology and results for research guestion 2: influence of audit

engagement characteristics

In order to answer the second research question, the engagement
characteristics were regressed as independent variables on the technical audit
quality questions and factors. In this way, we tested for the effect on

°R? is the proportion of the sample variability of the dependent variable that can be explained
by its linear relationship with the independent variable (Newbold, 1984).
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detection ability and auditor independence of the following engagement
characteristics:’

Aundit firm size;

Client size;

Client’s financial health;

Length of tenure; and

Provision of MAS by incumbent auditor.

Audit firm size was generally not seen as an important determinant of
technical audit quality, for either detection ability or auditor independence.
The only effect found was the perception of clients that Big Six auditors are
better able to detect *smoothing’ and illegal acts and to detect and report
deficiencies in the internal organization.® Further, no significant size effect
could be found, for either the clients or the bankers sample. This is in
contrast with most of the existing audit research findings in this area. The
methodology used in this study, which tests quality perceptions using actual
engagements, might explain this result. Further research of this type should
be done in order to validate our resulits. In this regard, the results of this
study are in line with the findings of Schilder (1994), who interviewed
several representatives of the financial community on the subject of auditor
independence. He also concluded that audit firm size is irrelevant for
perceptions of auditor independence.

Client size was seen as a very relevant negative’ determinant of technical
audit quality by bankers: the larger the client, the lower the banker-perceived
technical audit quality. Obviously, bankers conclude that the complex internal
organization and accounting information systems of large clients result in
lower "added value’ of the auditor in the detection of errors or irregularities.
Moreover, bankers obviously believe that large clients are more important to
the auditor (in terms of audit fees or prestige) and are therefore better able to

"The relevance of each of these engagement characteristics was hypothesized, based on
agency theory and on De Angela’s (19812) analysis of quasi-rents (see Section 4.1). Relationship
marketing (see, e.g., Gummesson, 1987) suggests the relevance of other engagement
characteristics for service quality perceptions.

.The occurrence of a significant relationship on some individual items will be referred to as
an incidental effect in the remainder of this chapter.

*This type of relationship will be called ’systematic’, since the influence of the engagement
characteristics is significant for nearly all technical audit quality statements and factors.
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impair auditor independence. This very significant impact of client size on
technical audit quality in the perception of bankers is remarkable, especially
since this variable has hardly been tested in previous audit research. Clients
perceived no systematic relationship between their size and technical audit
quality for the traditional duties of the auditor. However, they do seem to
believe that larger clients are better able to keep the auditor from ’blowing
the whistle’ regarding non-traditional duties.

Client’s financial health was seen as a very significant determinant of both
technical and overall audit quality by bankers. The better the client’s financial
position, the better the quality of the auditor, they seem to believe. Three
potential explanations were given for this finding. First, bankers might
believe that a client who is in a bad financial condition might more
effectively and more firmly threaten the auditor with the termination of the
engagement: the possibility of an auditor-auditee conflict might be larger
under these circumstances. Second, bankers might believe that an auditor is
partially responsible if a client is confronted with financial distress. This
would imply that bankers believe the auditor has not done enough to either
warn the client about the impending problems or has been insufficiently
energetic in suggesting ways to change the course of affairs. This overall
dissatisfaction with the auditor’s performance might then also be reflected in
the assessment of the auditor’s technical quality. Finally, in discussing this
result with practitioners and researchers, a very opportunistic reason for this
relationship was suggested. One might argue that, in the light of an
impending financial crisis, bankers might already be looking for a ’scape-
goat’, for someone they can blame for the financial loss they are anticipating.
Under these circumstances, bankers might be inclined to hold the auditor
responsible for failing to warn the banker in time to safeguard his financial
interests. Validation of this potential explanation will require further
(behavioral) research. :

For clients, their financial health did not have any convincing influence on
(perceived) technical audit quality.

Length of tenure was generally not seen as an important determinant of
technical audit quality. The only significant finding was the clients’
perception that the auditor’s ability to find deficiencies in the internal
organization erodes over time. Perhaps the lack of a systematic relationship
with technical audit quality was due to our methodology, which tests
perceptions of audit quality using actual engagements. Due to the limitations
in the research designs of some previous audit research in this area, the
external validity of their findings might be disputable.
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'I:he provision of MAS hardly seems to bother either bankers or clients. No
significant relationship was found with the perception of technical audit
quality, which was hardly surprising, given the inconclusiveness of the
extensive empirical research in this area. Perhaps the very mixed nature of
MAS makes it difficult to test its overall effect on technical audit quality.
Further research should be done to test whether different types of MAS have
different effects on perceived technical audit quality.

'g&;e findings regarding the second research question are summarized in Figure

Bankers Clients

b

‘ Detecti
Independence uhﬂhym

Figure 8.1 The impact of engagement characteristics on technical audit

quality
@ = systematic positive impact of audit engagement characteristic on
techmical audit quality attribute.
@ = systematic negative impact of audit engagement characteristic on
technical audit quality attribute.
e @ ___ _ = incidental positive impact of audit engagement characteristic on
technical audit quality attribute.

incidental negative impact of audit engagement characteristic on
technical audit quality atribute.
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Figure 8.1 shows that bankers’ perceptions of the determinants of overall
audit quality are — to some degree — in line with the implications of agency
theory. In the perception of bankers, client size is negatively related to
independence, and client’s financial health is positively related to
independence. For detection ability, similar patterns were observed. Clients do
not seem to base their perceptions on agency-related considerations. Although

several incidental relationships were found between audit engagement
characteristics and technical audit quality, notably between firm size and
detection ability, this relationship was not considered to be systematic.

8.2  Limitations of the study

Several limitations of this study have already been discussed in previous

chapters. Chapter 5 discussed the method of data collection which was used.
Although this method made it possible to achieve acceptable rates of return,
given the sensitive and confidential nature of the questions, some limitations
are inherent to this method:

The number of questionnaires was limited, since the cooperating banks
had considerable difficulty in finding enough clients meeting the strict
criteria imposed. Even though tests confirmed the stability of the factor
structures and empirical evidence exists for the appropriateness of
samples exceeding a number of fifty for factor analysis (Molz, 1988),
larger samples might have increased the study’s reliability and validity;
As illustrated by the descriptive results of the engagement
characteristics, the samples did not include companies with an annual
turnover exceeding one billion Dutch Guilders. Further, the samples
only included a limited number of very small companies'’, given our
requirement that the auditor should issue an auditor’s report for the
client (which is not normally done for very small clients in the
Netherlands). It is conceivable that the inclusion of such companies —
perhaps with entirely different expectations and perceptions of
performance — would have changed the findings; and

Since random selection of audit engagements meeting the criteria
proved to be technically impossible, account managers were explicitly
instructed to randomly select engagements meeting the established

""About 10% of the sample consisted of engagements with client sales below 5 million

Guilders.
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criteria from their portfolio. As a result, the researchers had no direct
control over the selection of audit engagements. However, the prime
purpose of this study was not to obtain insight into the level of
perceived performance, expectations and quality in the Dutch audit
market, but to test the relationships between levels of quality, and
between levels of quality and engagement characteristics. There is a
risk, however, that account managers selected engagements in which
they were familiar with the auditors and better able to answer the
various questions, which might have led to a bias in the responses.

Further, several limitations are inherent in the research methodology:

8.3

The proper conceptualization of (service) quality is still under debate,
notably in marketing research. In particular, the role of expectations in
quality assessments is still the subject of ongoing research. Although
several conceptualizations of audit quality were tested, the use of these
specific constructs is debatable. In this regard, the R* values are
encouraging, but obviously leave room for further improvements. In
particular, the conceptualization of the adequate level of expectations
in this study — and hence: of the zone of tolerance — is debatable.
More research is needed in order to test the appropriateness of the
conceptualization used in this study (see Parasuraman et al., 1994b);
and

The use of factor analysis introduces some degree of subjectivity in the
research process. Although every effort was made to minimize this
effect, subjectivity could not be eliminated.

Topics for further research

Several topics for further research have already been identified in previous
chapters. First, the debate in the marketing literature about the proper
conceptualization of service quality has not yet ended. The findings show that
expectations, at both desired and adequate level, should be included in guality
assessments. But since we cannot explain all the differences between the
factor structures identified for the various concepts of audit quality, further
research in this area appears necessary.

As was concluded earlier in this chapter, the SERVQUAL questionnaire
provides a good basis for tests of audit guality. The refinements made to the
questionnaire may have enhanced its applicability to audit quality.



184 Chapter 8 Summary and discussion

However, further refinement of the questionnaire used here might enhance the
explanation of overall audit quality.

Tests for the impact of engagement characteristics on technical audit quality
produced findings which were, in some cases, different from those of
previous studies. This might result from our methodology, which measured
quality perceptions using actual engagements. Modifications to the empirical
method could include (1) the extension of the sample (see limitations), (2) the
inclusion of user groups other than clients and bankers, such as stockholders
or employees and (3) the inclusion of other engagement characteristics. This
study used only characteristics derived from DeAngelo’s paradigm of quasi-
rents. However, a number of other engagement characteristics might be
related to technical audit quality. For example, the possible effect of the
client’s growth rate was not considered. One might hypothesize that a high
growth rate might lead to rapid changes in activities, internal organization and
internal control. It would be interesting to test whether respondents believe
that an auditor is able to properly reflect these changes in his audit."’

Finally, future research should distinguish between several types of MAS, to
see whether specific forms of MAS are perceived to influence either detection
ability or independence. This study did not identify MAS as a significant
determinant of audit quality, probably because of the multidimensionality of
MAS.

In previous chapters, some remarks have been made about the importance of
audit quality. Although some research findings could be presented in this
area, there is still no solid theoretical framework concerning the relationships
between technical, functional and overall audit quality as perceived by
different categories of respondents on the one hand and purchase
intentions/decisions on the other. Again, these types of relationships have
received some attention in the current marketing literature. However, specific
research in this area in the audit market is very scarce.

“This is just one example of an engagement characteristic that might have additional
importance for the determination of audit quality (at least in the perception of bankers). Several
other potentially significant engagement characteristics might be hypothesized.
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8.4  Theoretical implications

Several theoretical implications follow from this study. First, it seems that the
SERVQUAL technique is a useful basis for the assessment of audit quality.
An attempt has been made to design an instrument that is better suited to the
particular characteristics of the audit market. Although the results obtained
are satisfactory (in terms of providing insight into the determinants and
components of audit quality), further refinement of the instrument might
enhance its capacity to explain overall audit quality. In particular, a process
of adding and deleting new statements, based on discussions with the users of
audit services, might result in an increase in the R? value of the regression
model which explains variations in overall audit quality. Use of the
instrument on a systematic and longitudinal basis might provide insight into
changes in the various user groups’ expectations and perceptions of
performance regarding (components of) the audit service.

With regard to the inclusion of expectations in service quality studies, this
study has produced several findings. Although expectations were not
significant for all quality attributes, they proved to be very significant for
some. More knowledge about the nature and importance of expectations
might be very important for the closing of quality gaps. Further, expectations
should not be measured only at the desired level, but also at the adequate
level. In this study, the adequate level provided the best ’fit’ (expressed by
R?) between the individual audit quality items and overall audit quality
assessments by clients. This concept should be further explored and tested.

Expectation gap researchers can learn from SERVQUAL and the current
discussion in the field of marketing research about the nature and importance
of different types of expectations. They should be aware of the different types
of expectations that have been identified. If questions regarding expectations
are formulated as 'ideal’ type expectations, it is not surprising, and certainly
not alarming, that gaps are found, since most quality studies have found that
perceived performance does not reach the very high desiredfideal expectation
level. Moreover, the importance of the various gaps for the overall quality or
’image’ of the auditor/audit profession might be very different. Although
expectation gap studies sometimes show alarming gaps, the overall
importance of these might be limited.

Several of the findings with regard to the importance of engagement
characteristics were not in line with previous findings. However, this study
differs from most other perception studies in that it tests these relationships
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based on actual cases. In conventional studies, respondents are confronted
with hypothetical cases, in which the engagement characteristics are included
in the questionnaire as experimental variables. There is a risk that these
variables are interpreted by respondents as 'red flags’, influencing the
directionality of their answers.”? This risk has been eliminated in this study.
More research of this type is necessary to validate the general applicability of
our findings. The importance of client size and the client’s financial health in
the bankers’ assessments of technical audit quality is noteworthy. In most
research on engagement characteristics, these variables are not included.
Future inclusion of these variables in this type of research is recommended.

8.5  Practical implications

This study is a contribution to a better understanding of the complicated issue
of audit quality perceptions. The application of SERVQUAL-related
techniques in the audit industry is quite new and provides insight into the
importance of the various elements of the ’audit service’ as perceived by the
users of these services. The findings of this study have a variety of practical
implications for audit practitioners, standard-setters and professional bodies,
and the educators of auditing students. These implications will be discussed
in turn.

Audit practitioners

It might well be rewarding for audit practitioners to conduct this type of
study regarding their own clients, to discover what types of service quality
gaps exist. For instance, this study indicates significant substandard
performance for specification of bills’, while significant overperformance
was measured in this study for items related to "appearance’. This
"appearance’ factor consists of items like the building of the audit firm or the
way its employees are dressed. Although appearance obviously impresses
bankers — perhaps as a result of the rather low-intensity relationship between
bankers and auditors — it is very likely from our findings that an appreciable
number of clients find the auditor’s overperformance in this area unpleasant.
It is also interesting to measure expectations (in this study, different types of
expectations) in addition to perceived performance. Although they are not

“This risk is acknowledged by Shockiey (1981, p. 296): "Subjects may not respond in an
experimental setting in the same fashion as in more realistic contexts.”
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significant for all aspects of the audit service, expectations do seem to play
an important role in quality assessment on several aspects. For these ‘aspsects,
audit firms can influence quality assessments not only by changing their
performance, but also by changing the expectations at either the desired or
adequate level. The ongoing discussion in the marketing literature on the
importance of expectations for quality assessments may well provide insight
into how expectations can be influenced.

Tt is remarkable to see that the technical audit quality judgment of account
managers of banks depends so much upon client characteristics, in particular
client size and — even more important — the client’s financial health. The
latter factor is significant not only for technical audit quality, but even for
overall audit quality. Several potential explanations have been given for this
phenomenon. This finding should motivate auditors to involve bankers more
directly — of course with the permission of the client — in cases where the
client is in financial distress, in order to explain the auditor’s position more
clearly and to avoid conflicts over the auditor’s role. Moreover, the auditor is
warned to do a particularly good job under these circumstances. In addition to
the increased likelihood of being sued if a client goes bankrupt (where the
auditor is perceived to have ’deep pockets’ — to be able to compensate such
losses), the banker’s inclination to hold the auditor responsible for corporate
failure also increases, given their perception of decreasing technical audit
quality. Finally, this finding implies that the auditor should be careful in the
acceptance and continuation of certain engagements. Serving clients that are
in a bad financial condition might both negatively affect the auditor’s image
and result in a higher risk of litigation, given the perception of bad technical
audit quality.

Auditors are not supposed to just’ perform the audit. Both bankers and
clients expect the auditor to give some added value, by making a diagnosis of
the audited company in terms of risks and opportunities in various areas.
Although this finding is — or should be — common knowledge for most
audit practitioners, it may still be that most *audit budgets’ are consumed by
"basic’ audit activities, before the auditor is able to make a good analysis of
the risks and opportunities the audited company might envisage. Risk analysis
— which is an explicit or implicit part of each audit — should be designed to
identify the risks and opportunities in the areas discussed and should be
carried out at a relatively high level within the audit firm. The outcomes of
this analysis should be interpreted by the audit manager or partner, in order to
identify points of interest to the client. As far as bankers are concerned,
auditors should not worry about a potential negative impact on perceived
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independence as a result of their MAS. On the contrary, bankers expect the
auditor to give advice in these areas.

Finally, in addition to their professional skills, audit practitioners should
possess good communication skills, in the eyes of both bankers and clients.
Listening to the client’s needs, discussing findings and being available are
crucial elements of the audit service. In the human resource management of
audit firms, both professional and communication skills should be considered.

Standard setters and professional bodies

To standard setters, this type of research might be relevant by providing
evidence about the perceptions of the financial community. In order to draw
generally applicable conclusions, this study should be widened to include
other user groups of audit services, such as stockholders and employees.
Nonetheless, some provisional implications can be derived from this study.

First, it seems that the ’traditional’ audit function is only a part of what the
financial community would like the auditor to do. As reported in Chapter 3,
Hooton and Landsittel (1991, p. 11) expressed their concern that the audit
should not just be directed at reporting ’on results — that is, a snapshot of an
enterprise’s financial position at a given moment in time and the results of its
efforts for an elapsed period, but on the processes that generated these results
and the financial presentation of them.’ Similar views are expressed by the
COSO and Cadbury reports, briefly discussed in Chapter 3. If, as we
concluded, auditors should be taking this role of identification of risks and
opportunities more seriously, then perhaps standard setters and professional
bodies should also pay more attention to the development of these duties.
This might better satisfy the desires of the users of audit services than the
present focus of some professional bodies and standard setters on closing
expectation gaps on issues such as fraud or illegal acts. The findings
demonstrate that (1) these expectation gaps are smaller than for the traditional
duties" and (2) gaps on these duties are less important in the assessment of
overall audit quality than gaps on traditional duties or advisory activities.

“This finding is in contrast with most expectation gap studies.
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Second, standard setters and professional bodies should be concerned about
the identification of the auditor’s quality with the client’s financial position.
As discussed in Chapter 3, the public image of the auditing profession is
sometimes damaged by cases in which an auditor has given an unqualified
opinion shortly before the audited company goes bankrupt. However, the
findings suggest that the image of the auditor concerned has been harmed
even before this situation comes to a head, simply because the company’s
financial position is bad. It seems that further clarification is needed of the
responsibilities of management and auditor for the assessment of the ability of
a company to continue as a going concern. Perhaps the recent UK regulations
in this regard (see the Cadbury report: Committee on the Financial Aspects of
Corporate Governance, 1992) will be successful in reducing the ’going
concern’ expectation gap.

Third, standard setters and professional bodies should pay attention to the low
degree of perceived technical audit quality for large clients. Obviously,
bankers believe that the likelihood of an auditor finding an error or
irregularity in a large company is low. Professional bodies might consider
assessing whether this perception is a proper reflection of the actual audit
quality or merely a perception without justification in practice. If this
assessment shows serious quality gaps for large clients, special guidelines or
quality control measures (such as peer review) might be considered for this
type of clients. The finding that large auditees are better able to impair
auditor independence should motivate standard setters and professional bodies
to (1) limit the (financial) importance of one client in an auditor’s portfolio,
in order to reduce the auditor’s dependence upon the fee of a single client
and (2) consider issuing special guidelines or quality control measures (such
as peer review) for large clients.

Finally, it seems that the respondents were hardly bothered by the '"MAS’ and
"tenure’ issues, which have motivated regulators in several countries to define
specific limitations for auditors in this regard. For MAS, the results showed
that bankers see the auditor’s advisory services (as included in ’partner in
business’) as an explicit positive component of overall audit quality. However
only two user groups were selected for this study. It is not unlikely that other
user groups have different ideas about these issues. In order to determine
whether these issues require any further attention of regulators, this type of
research should be widened to include these other user groups. Professional
bodies and regulators should stimulate this type of research, because it might
show the areas in which expectations and performance should be changed in
order to reduce ’expectation gaps’.
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Educators

Most of the implications for audit practitioners and standard setters also apply
to educators. Any major change in the audit profession should be reflected in
auditing education, since it is here that the professional attitudes of future
generations of auditors are shaped. Therefore we believe that audit education
should pay more attention to:

Communication skills;

Detection of potential risks and opportunities for the client in areas

such as tax, corporate finance, internal organization and information

systems;

Behaviour when the client is in a bad financial position;
. Adequate use of audit techniques and attitude in auditing large clients.
In short, audit education should include more than just lectures on audit
theory and the training of professional skills. Given the expectations and
quality assessments of the users of audit services, audit education should pay
more attention to attitude training and to a wider variety of advisory topics,
so helping the ’young’ auditor to become a professional partner in business.
The forthcoming Dutch requirement of a 3-year apprenticeship before
admission as a fully qualified Registered Accountant should provide
opportunity for this type of training.



APPENDIX 1 SERVQUAL QUESTIONNAIRE
(PERCEIVED PERFORMANCE LEVEL)

Tangibles

P1 XYZ has modemn-looking equipment.

P2 XYZ's physical facilities are visually appealing.

P3 XYZ's employees appear neat.

P4 Materials associated with the service are visually appealing at XYZ.
Reliability

P5 When XYZ promises to do something by a certain time, it does so.
P6 When you have a problem, XYZ shows a sincere interest in solving it.
P7 XYZ performs the service right the first time.

P8 XYZ provides its services at the time it has promised.

PO XYZ insists on error-free records.

Responsiveness

P10 Employees in XYZ iell you exactly when services will be performed.

P11 Employees in XYZ give you prompt service.

P12 Employees in XYZ are always willing to help you.

P13 Employees in XYZ are never too busy to respond to your requests promptly.
Assurance

Pi4 The behaviour of employees in XYZ instills confidence in you.
Pl5 You feel safe in your transactions with XYZ.

P16 Employees in XYZ are consistently courteous with you.

P17 Employees in X'YZ have the knowledge to answer your questions.
Empathy

P18 XYZ gives you individual attention.

P19 XYZ has operating hours convenient to all of its customers.

P20 XYZ has employees who give you personal attention.

P21 XYZ has your best interests at heart.

P22 Emplayees of XYZ understand your specific needs.
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NEDERLANDSE SAMENVATTING
(Summary in Dutch)

Kwaliteit van accountantsdiensten:

Een empirische studie van de attributen en determinanten van percepties
aangaande de kwaliteit van accountantsdiensten

Dit proefschrift beschrijft de opzet en resultaten van een empirisch onderzoek
naar de percepties van cliénten en van bankiers aangaande de kwaliteit van
dienstverlening door accountants. In kringen van zowel wetenschap als
bedrijfsleven wordt veelal het standpunt ingenomen, dat aandacht voor
kwaliteit van dienstverlening een belangwekkend onderwerp is. Enerzijds
wordt deze opvatting gevoed door het groeiende aandeel van de
dienstverlenende sector in de mondiale economie, anderzijds door de
opvatting dat aandacht voor kwaliteit juist in de dienstensector een belangrijk
concurrentie-voordeel kan opleveren. Ook op de markt voor
accountantsdiensten is dit waarschijnlijk het geval. Gelet op de dynamische
ontwikkelingen in deze markt, zoals sterke concurrentie, claims, het loslaten
van het reclameverbod in een aantal landen en publieke discussies over de
taken en verantwoordelijkheden van openbare accountants, is de aandacht van
zowel accountantskantoren als beroepsorganisaties en regelgevers voor
kwaliteit niet verwonderlijk.

Niettemin moet worden vastgesteld, dat de aandacht voor het gestructureerd
meten en evalueren van kwaliteit in dienstverlening nog enigszins in de
kinderschoenen staat. Dit geldt in het bijzonder ten aanzien van professionele
dienstverlening, waartoe ook de accountantsdiensten worden gerekend. Onder
meer door het werk van Parasuraman, Zeithaml en Berry is het inzicht in het
oordeel van consumenten aangaande de kwaliteit van dienstverlenende
organisaties evenwel sterk toegenomen. In hoofdstuk 2 worden deze inzichten
beschreven. Hierbij staan twee uitgangspunten centraal:
Bij het oordelen over de kwaliteit van een bepaald produkt of dienst
spiegelen consumenten hun waarnemingen (percepties) aangaande de
prestaties van een dienstverlener aan de verwachtingen die zij
dienaangaande koesteren. Naarmate de gepercipieerde prestatie gelijk is
aan deze verwachting of deze zelfs overtreft, is sprake een goede
kwaliteit. In dit kader worden onderscheiden verwachtingen op ideaal
en op aanvaardbaar niveau. Het eerste niveau geeft de verwachtingen
weer die een consument heeft ten aanzien van de prestaties van een
ideale dienstverlener. Het tweede niveau wordt bepaald door het
niveau van dienstverlening dat de consument nog net acceptabel vindt.
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Zolang de gepercipieerde prestatie binnen de grenzen van deze twee
typen verwachtingen ligt, bevindt de dienstverlening zich binnen
de’tolerantie-zone’;

De kwaliteit van dienstverlening kent een technische en een functionele
dimensie. De technische dimensie heeft betrekking op de uitkomst van
de dienstverlening, de functionele dimensie op het proces van
dienstverlening. In het voorbeeld van een kapper wordt de technische
dimensie bepaald door de vraag of de haren zijn geknipt in
overeenstemming met het tevoren overeengekomen model; de
functionele dimensie daarentegen wordt bepaald door aspecten als
wachttijd, type en geluidsniveau van de muziek, alsmede uiterlijk van
het personeel, van de inrichting of zelfs van de andere bezoekers.

In hoofdstuk 3 worden deze technische en functionele dimensies nader
uitgewerkt voor accountantsdiensten. Voor wat betreft de functionele
dimensies wordt in belangrijke mate aansluiting gezocht bij de dimensies van
het SERVQUAL-model van Zeithaml er al. (1990), dat reeds bij een groot
aantal typen diensten is toegepast. Gebaseerd op een kwaliteitsconcept waarin
percepties worden gespiegeld aan verwachtingen, is door deze onderzoekers
een vragenlijst ontwikkeld waarin een groot aantal functionele
dienstverleningsaspecten is opgenomen. Op basis van onderzoek aan de hand
van dergelijke vragenlijsten, hebben Zeithaml et al. (1990) de volgende
kwaliteitsattributen onderscheiden:

Uiterlijke kenmerken;

Betrouwbaarheid;

Alertheid;

Zekerheid; en

Inlevingsvermogen.
Voor wat betreft de technische dimensie is in hoofdstuk 3 aansluiting gezocht
bij een groot aantal onderzoeken naar verwachtingskloven ten aanzien van
dienstverlening door accountants. In deze onderzoeken zijn een aantal
attributen van technische kwaliteit onderscheiden, die alle samenhangen met
het ontdekken (detectievaardigheid) en rapporteren (onafhankelijkheid) door
de accountant van de volgende onregelmatigheden:

Onjuistheden in de verantwoording (inclusief winstverschuiving);

Onzekerheid omtrent de continuiteit van de gecontroleerde

huishouding;

Lacunes in de administratieve organisatie en interne controle van de

gecontroleerde huishouding;

Fraude binnen de gecontroleerde huishouding; en

Onwettig handelen binnen de gecontroleerde huishouding.
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Hierbij is uvitsluitend gekozen voor de verantwoordelijkheden die voortvloeien
uit de controle-taak van de accountant. Mogelijke andere vormen van
dienstverlening door accountantskantoren vormen geen onderwerp van
onderzoek in deze studie. Gelet op de regelgeving en de publieke opvattingen
ten tijde van het empirisch onderzoek, werden de eerste drie taken van de
accountant aangemerkt als traditionele taken, de laatste twee als niet-
traditionele taken.

In hoofdstuk 4 wordt een overzicht gegeven van bestaand theoretisch en
empirisch onderzoek met betrekking tot de invlioed van relatie-karakteristicken
(eigenschappen in de relatie tussen de accountant en zijn cliént) en technische
kwaliteit. In dit verband wordt, mede op basis van de agency-theorie, de
mogelijke invloed op zowel de detectievaardigheid als de onafhankelijkheid
besproken van de:
- Omvang van het accountantskantoor;

Omvang van de cliént;

Financiéle gezondheidstoestand van de cliént;

Duur van de relatie tussen de accountant en zijn cliént; en

Hoeveelheid adviesdiensten die de accountant aan de cliént levert.

In hoofdstuk 5 wordt de onderzoeksopzet beschreven. Centraal staan de

volgende twee onderzoeksvragen:

1. Welke technische en functionele kwaliteitsattributen met betrekking tot
accountantsdiensten worden onderscheiden door cliénten en bankiers
en wat is hun relatie met, en invloed op, de algemene oordelen over de
kwaliteit van accountantsdiensten door deze twee groepen?

2. Wat is de invloed van de relatie-karakteristicken op de percepties van
technische accountantskwaliteit van cliénten en bankiers?

De eerste onderzoeksvraag is betrekkelijk nieuw binnen het gebied van audit

research. Een belangrijke bijdrage van het onderhavige onderzoek bestaat

derhalve in de toepassing van onderzoektechnieken uit de marketing-literatuur
binnen het vakgebied van audit research. Voor de tweede onderzoeksvraag is,
in afwijking van het meeste bestaande onderzoek op dit gebied, gekozen voor
een onderzoeksopzet waarbij de percepties van het management van de
gecontroleerde cliénten (cliénten) en van de account managers van banken

(bankiers) konden worden gemeten aan de hand van bestaande controle-

opdrachten.

Voorts wordt in hoofdstuk 5 beschreven op welke wijze deze

onderzoeksdoelstellingen zijn geconcretiseerd. Hierbij zijn de volgende

aspecten van belang:
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Het onderzoeksinstrument is gebaseerd op de SERVQUAL-techniek.
Hiertoe is het bestaande SERVQUAL-instrument aangepast aan de
specifieke eigenschappen van accountantsdiensten;
Teneinde een vergelijking te kunnen maken tussen de
kwaliteitsoordelen van cliénten en bankiers is ernaar gestreefd, om per
controle-opdracht zowel een oordeel te krijgen van de betrokken cliént
als van de bankier die bij de betreffende cliént als huisbankier geldt.
Om dit te bewerkstelligen is de medewerking gevraagd van een aantal
banken bij de benadering van de cliénten en de hierbij betrokken
account managers van de bank. Door inschakeling van een
notariskantoor kon de anonimiteit van de respondenten gegarandeerd
worden, hetgeen gelet op de gevoeligheid van de gevraagde informatie
gewenst was. De respons van cliénten (66 vragenlijsten, 36%) en
bankiers (89 vragenlijsten, 48%) is acceptabel, mede gezien de
gevoeligheid van de verlangde informatie en de lengte van de vragen-
lijsten.
Tenslotte worden in hoofdstuk 5 per vraag de gemiddelden en
standaarddeviaties van de antwoorden van bankiers en cliénten weergegeven.
Daaruit blijkt, dat het gemiddelde totaaloordeel van zowel cliénten als
bankiers over de kwaliteit van het functioneren van de accountant positief is
(5,42 respectievelijk 5,47, op een 7-puntsschaal). Op individuele attributen
blijft de prestatie van de accountants over het algemeen beneden het ideale
verwachtingenniveau, doch dit beeld is in overeenstemming met de
uitkomsten van SERVQUAL-onderzoek ten aanzien van andere vormen van
dienstverlening. Opmerkelijk is echter, dat de prestatie in een aantal gevallen
ook achterblijft bij het niveau van de aanvaardbare verwachtingen. Hierbij
wordt opgemerkt, dat het onderzoek op het gebied van meting van
aanvaardbare verwachtingen nog zeer schaars is. Nader onderzoek is gewenst
teneinde meer inzicht te krijgen in de conceptualisering van dit niveau en in
de betekenis ervan voor kwaliteitspercepties. .
Voorts blijkt uit deze eerste analyse, dat bankiers zowel ten aanzien van
detectievaardigheid als ten aanzien van onafhankelijkheid hogere verwach-
tingen hebben dan cliénten. Hiervoor worden verschillende mogelijke
verklaringen gegeven. Enigszins onverwacht is de bevinding, dat de
verwachtingskloven voor de niet-traditionele taken (met name fraude en
onwettig handelen) zeker niet groter zijn dan die voor de traditionele taken.
Deze bevinding wijkt af van de resultaten van de meeste verwachtingskloof-
onderzocken. Tenslotte blijkt uit dit onderzoek, dat accountants de
verwachtingen van met name cliénten op het gebied van uiterlijke kenmerken
sterk overtreffen, zodanig zelfs dat dit een negatieve lading lijkt aan te
nemen. Kennelijk zijn accountants in de ogen van sommige cliénten net even
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te chique en te vriendelijk en zijn hun gebouwen enigszins *overdone’.
Allerminst overdone is daarentegen de specificatie van de accountants-nota,
die ver achterblijft bij de verwachtingen van cliénten en bankiers.

Hoofdstuk 6 bespreekt het onderzoek naar de eerste onderzoeksvraag (zie
onder hoofdstuk 5, sub 1). Met behulp van factor-analyse zijn de attributen
van accountantskwaliteit geidentificeerd. Vervolgens is met behulp van
regressie-analyse de invioed van deze attributen op het totaal-oordeel van
cliénten en bankiers aangaande de kwaliteit van accountantsdiensten gemeten.
Uit dit onderzoek blijkt, dat cliénten hun oordeel over de kwaliteit van de
accountant met name baseren op de professionele en de communicatieve
vaardigheden van de accountant. De accountant wordt met name geacht om
onjuistheden in de verantwoording en andere onregelmatigheden in de
gecontroleerde huishouding te ontdekken, alsmede om attentiepunten te
signaleren op het gebied van jaarverslaggeving, belastingen, interne
organisatie en communicatie, financiering en algemene bedrijfsvoering.
Voorts wordt een goede communicatie essentieel geacht. Het luisteren naar de
cliént en identificeren van diens behoeften, maar ook het tijdig bespreken met
het management van bevindingen binnen of buiten de eigen organisatie staan
daarbij voorop. Onafhankelijkheid van de accountant (ofwel: de durf om
ontdekte onjuistheden en onregelmatigheden te rapporteren aan derden) wordt
echter niet gewaardeerd door cliénten. Geconcludeerd wordt, dat klanten de
schijn van onafhankelijkheid van een accountant zeker zullen waarderen
(hierdoor wordt immers het belang van een accountantscontrole voor derden-
belanghebbenden vergroot), maar het in hun eigen praktijk wellicht als
'lastig’ ervaren...

Voor bankiers zijn eveneens de professionele en communicatieve
vaardigheden van het grootste belang. Echter, niet onverwacht,
onafhankelijkheid staat bij de bankiers hoog in het vaandel. De waarde van
een accountant die wel fouten vindt, maar ze vervolgens niet extern
rapporteert, is voor externe belanghebbenden (onder wie de bankiers) zeer
beperkt. Zeer interessant is het om te zien, dat voor bankiers het attribuut
‘uiterlijke kenmerken’ van groot gewicht is. Verondersteld wordt, dat door de
lage frequentie waarmee een bankier de accountant van zijn cliént ontmoet,
de eerste indruk belangrijk is.

Hoofdstuk 7 bespreekt de uitwerking van de tweede onderzoeksvraag (zie
onder hoofdstuk 5, sub 2). Met behulp van regressie-analyse is gezocht naar
verbanden tussen de relatiekarakteristicken en de beoordeling door cliénten en
bankiers van de detectievaardigheid en onafhankelijkheid van de accountant.
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De omvang van het accountantskantoor, blijkt slechts een beperkte invioed op
de perceptie van technische kwaliteit te hebben. Bankiers zagen geen enkele
relatie met technische kwaliteit, terwijl cliénten slechts op enkele gebieden
een hogere detectievaardigheid aan grote accountantskantoren toeschreven dan
aan kleinere. De omvang van de cliént blijkt voor bankiers zeer sterk
gerelateerd te zijn aan het oordeel over zowel de detectievaardigheid als de
onafhankelijkheid van de accountant. Kennelijk beschouwen bankiers de
complexe organisatie en bedrijfsvoering van grote cliénten als een
verzwarende factor voor de accountant in zijn controle-proces, waardoor het
bieden van toegevoegde waarde in hun ogen beperkt wordt. Ten aanzien van
de onafhankelijkheid zien bankiers bovendien wellicht het risico, dat grotere
cliénten, vanwege hun grotere belang voor de accountant in termen van
declaratiewaarde, met meer succes de accountant onder druk kunnen zetten
dan kleine cliénten. In de perceptie van cliénten zelf speelt omvang evenwel
geen grote rol, noch in de detectievaardigheid, noch in de onafhankelijkheid.
Alleen ten aanzien van de niet-traditionele taken werd door cliénten een
lagere onafhankelijkheid aangenomen bij grote bedrijven. De financiéle
gezondheidstoestand van de cliént werd door bankiers als een zeer belangrijke
determinant van technische kwaliteit gezien. Naarmate het slechter gaat met
de cliént, is het slechter gesteld met de technische vaardigheid van de
accountant, aldus de bankiers. Mogelijk gaan bankiers ervan uit, dat de
accountant met name onder druk zal worden gezet (en dus in zijn
onafhankelijkheid wordt bedreigd) als het slecht gaat met de cliént. Wellicht
speelt hierin ook de perceptie van bankiers een rol, dat de accountant mede
verantwoordelijk is voor de financiéle malaise van de cliént, of dat de
accountant de bankier niet tijdig heeft geinformeerd over de gang van zaken.
De duur van de relatie tussen de accountant en zijn cliént en de hoeveelheid
adviesdiensten die de accountant aan de cliént levert, bleken geen van beide
een systematische invloed te hebben op de oordelen over technische kwaliteit
van cliénten of bankiers.

Tenslotte wordt in hoofdstuk 8 een samenvatting gegeven van opzet en
bevindingen van het onderzoek, aangevuld met de beperkingen van het
onderhavige onderzoek, aanbevelingen voor toekomstig onderzoek en
implicaties voor theorie en praktijk. Ten aanzien van de beperkingen wordt
onder meer gewezen op de beperkte omvang van het aantal waarnemingen.
Alhoewel het aantal waarnemingen in beginsel toereikend is voor de
uitgevoerde statistische toetsen, was een verdergaande differentiatie van de
populatie niet mogelijk. In toekomstig onderzoek zou in dit verband kunnen
worden gemeten, of het beoordelingsproces aangaande de kwaliteit van
accountantsdiensten door MKB-cliénten op een andere wijze geschiedt dan
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door grotere cliénten. Voorts wordt benadrukt, dat er met name in de
marketing-literatuur nog diepgaand wordt gediscussieerd over de
conceptualisering van kwaliteit. Toekomstig onderzoek kan uitwijzen, of de in
deze studie gehanteerde concepten voor verbetering vatbaar zijn. Bij de
praktische implicaties zijn aanbevelingen gegeven voor openbare accountants,
voor regelgevers en beroepsorganisaties alsmede voor opleiders. In dit
verband wordt gewezen op de grote invloed die de omvang van de cliént en a
fortiori diens financi€le gezondheidstoestand hebben op het oordeel van
bankiers op de perceptie van accountantskwaliteit. Grote waakzaamheid en,
voor zover mogelijk, intensief contact met alle betrokkenen kan de positie
van de accountant in dergelijke posities wellicht verhelderen. Voorts wordt
erop gewezen, dat het ten behoeve van een adequate dienstverlening van
belang is om regelmatig de verwachtingen en percepties van klanten (en
derden-belanghebbenden) te meten. Op deze wijze kan worden bepaald, op
welke gebieden verbetering noodzakelijk is. Op basis van dit onderzoek komt
naar voren, dat de dienstverlening van accountants een adequate mix moet
zijn van goede technische prestaties en een open communicatie met het
management. Met name dit laatste element zou in de opleiding tot accountant
nader belicht moeten worden.
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