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ABSTRACT

We report the results of a study that examined the effect of two variables on stakeholder perceptions of auditor independence and willingness to appoint the incumbent audit firm to provide non-audit services: the structural strength of the board of directors and wealth incentives from recurring non-audit services. Stakeholder willingness to appoint the incumbent audit firm was operationalised by asking the participants to choose between the incumbent audit firm and a specialist professional provider, and to rate their strength of preference for the respective providers. The financial incentive (threat) from recurring non-audit services (NAS) adversely affected participant perceptions of auditor independence and their choice of the audit firm to provide non-audit services, but not their strength of preference for the audit firm. All three response variables were affected where the monitoring strength of the board was weak. Further, perceptions of auditor independence were more likely to be affected by recurring NAS when the monitoring strength of the board of directors was weak than when it was strong. 
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INTRODUCTION

Our study is set in the context of the principles-based approach to auditor independence introduced by the US Independence Standards Board (ISB) and the International Federation of Accountants (IFAC), following major reviews of the regulation of auditor independence in the latter half of the 1990s. 

The principles-based approach has been embraced by leading professional bodies, worldwide, including those within the United States (US), Canada, the United Kingdom (UK) and Australia. However, with respect to the provision of non-audit services (NAS), the extent to which the approach prevails differs between countries, due to differences in the responses from the legislatures concerned. 

The US placed a blanket prohibition on the provision of certain NAS to audit clients via the Sarbanes-Oxley Act (2002) (SOX). The SOX ruling, in turn, shaped the final deliberations of the Canadian profession on the matter. The UK and Australian legislatures, on the other hand, fully endorsed the principles-based approach, and indirectly the IFAC model, which is embodied in the ethics codes of the UK and Australian professional bodies. The approach has been strengthened through the establishment of a network of legislative and best-practice safeguards intended to anchor responsibility for and consolidate auditor independence.  

The differing responses reflect both a traditional preference for rules versus principles-based regulation within the respective regimes, and, possibly, the incidence of local corporate financial scandals as a measure of the failure of self-regulation. However, the divergent solutions hold important implications for practice and, as the current controversy surrounding the costs of implementing SOX reveals, the efficiency of capital markets.

 Prohibiting the provision of NAS provides certainty and simplicity for independence decision-makers, and avoids implementation costs, but it does so at the expense of the benefits of the alternative approach. Principles-based regulation emphasises the objectives of the law, not what the regulated can or cannot do, and is founded on professional judgement. The intention is to promote best-practice in business, and provide the flexibility to accommodate change and individual difference at the industry and firm levels as a means of optimising economic efficiency. With respect to the provision of NAS, the principles-based regimes provide that an audit firm “may provide services beyond the assurance engagement provided any threats to independence have been reduced to an acceptable level” (IFAC, 2005, 250.162). The professional conceptual framework for evaluating independence risk provides that an acceptable level of threat (risk) is one that is low and, where threats are assessed to be unacceptably high is arrived at through the application of safeguards. The safeguards involve either eliminating the source of the threats (prohibiting NAS) or controlling for threats through the application of safeguards other than prohibition. However, if optimal economic efficiency is to be achieved, the choice of safeguards must also be guided by the need to ensure that the “benefits of reduced independence risk from applying safeguards exceed their costs” (ISB, 2001, para. 31). The costs include, excluding prohibition, the direct costs of establishing and maintaining safeguards; and, in the case of prohibition, the indirect costs associated with the loss of any anticipated benefits from appointing the incumbent audit firm to provide NAS. The costs aspect is a fundamental determinant of an acceptable level of risk in the broader context of the meaning of the term, as defind by the ISB (2001)
The notion of an acceptable level of risk is not confined to the risk appetites of the independence decision makers, but must take into consideration the views of the reasonable and informed third party, who is the subject of independence in appearance, and the primary object of regulation. The notion of the reasonable and informed third-party has its origins in both professional codes and law. Meeting the standard is fundamental to the independence decision-maker meeting his/her ethical, professional and legal obligations. Knowledge of what is acceptable to the third-party observer is important in enabling independence decision makers to discharge those obligations with confidence. 

The purpose of this study is to inform that issue. We examine the effect of the threat to auditor independence from the continuity of the fees for NAS and the monitoring quality of the board of directors on third-party perception of auditor independence, per se. The contributions of our study lie, first, in the significance of those variables. Economic dependency is considered to be a major source of threat from the provision of NAS, and directors are at the pinnacle of the network of safeguards that has been established to preserve auditor independence within the principles-based regimes. Second, we examine concurrently the antecedents of independence risk, rather than focusing on a facet of the framework in isolation, and in doing so bring together various key areas of the extant literature, empirical and regulatory. Johnstone et al. (2002, 2) assert that “only by considering concurrently the various antecedents and consequences of independence risk can insight be gained about their combined effects”. The importance of such an approach lies in its capacity to provide “evidence . . . that point(s) toward effective solutions to the independence risk problem” (Johnstone et al., 2001, 3).  

Third, we go beyond examining third-party perception of auditor independence, per se, and examine third-party willingness to appoint the incumbent audit firm, in circumstances where the firm differs in its capacity to add value, relative to a competing specialist professional service provider. That is, we invoke the risk and anticipated benefits dimensions of an acceptable level of risk – the issues at the heart of the debate surrounding the joint provision of the audit and NAS and fundamental to the principles-based response to the debate.

In the next section we deal with the development of the hypotheses. This is followed by a discussion of the method. The results of the analysis and the discussion and implications of our findings are in the following two sections. The last section contains a discussion of the limitations of the study and opportunities for further research.

THEORETICAL DEVELOPMENT OF HYPOTHESES

Prior user based studies provide the springboard for the development of the hypotheses. However, the theoretical framework involved is drawn from elsewhere. The threat to auditor independence concerns the fees for recurring NAS and, therefore, the economics of audit quality research, and the safeguarding role of the board of directors, corporate governance literature, regulatory and empirical.

Recurring NAS hypotheses

Prior user-based studies have operationalised the threat to auditor independence from wealth incentives via the relative magnitude of fees for NAS as a percentage of the audit fee (McKinley et al. 1985; Pany and Reckers, 1988).
 The results give no strong indication that users perceived an independence problem resulting from the auditor provided NAS. However, the economics of audit quality literature dealing with auditor independence, suggests that the quintessential source of financial threat to auditor independence from the provision of NAS is cost savings emanating from client specific assets, that is, specialised technological advantages (Beck et al., 1988a) and knowledge spillovers (Simunic, 1984). Beck et al. (1988a) and Simunic (1984) demonstrate analytically that, to the extent that both sets of resources are enduring and the associated cost savings are not passed on to the customer through competitive pricing, they represent a source of future quasi-rents. The future income stream gives rise to an economic dependency, which may be perceived to provide the auditor with the incentive to assume heightened independence risk in “situations involving conflicts between the auditor and client” (Simunic, 1984, 680). The conflict situations provide the catalyst upon which incentives rely for their effect.

Beck et al. (1988a, 51) predict that the strength of the economic bond between auditor and client depends on “whether or not the (NAS) engagement is recurring” (multi-period) as opposed to where NAS are non-recurring (single engagements, or sporadic related services (Parkash et al., 1993)). However, the results of prior studies that have sought evidence of the presence of economic bonding by examining the relation between recurring and non-recurring NAS and the audit-client relationship are mixed. Beck et al., (1988b) tested the relation between various levels of NAS fees by recurring and non-recurring categories, and found limited support for increased bonding in the case of some of the recurring NAS categories. DeBerg et al. (1991) found no support for the assertion that companies with higher levels of recurring NAS would switch auditors less often. However, in an extension to their primary research question, the researchers did find that lower levels of total NAS and recurring NAS were purchased from the successor auditor compared to the predecessor auditor.

Studies dedicated to identifying the demand and/or supply drivers of NAS suggest that audit clients manage NAS according to expected agency costs, i.e., the increase in the cost of capital from impaired auditor independence (Parkash et al., 1993; Firth, 1997; Craswell et al., 2000).  The studies suggest the existence of an inverse relation between the quantity of NAS provided by the incumbent audit firm and levels of auditee characteristics that proxy for expected agency costs/cost of capital: managerial ownership, ownership diffusion and leverage. While the Firth (1997) and Craswell (2000) studies did not address the recurring (non-recurring) issue, Parkash et al. (1993) found a significant positive relation between the level of recurring NAS and auditee characteristics.

Our study extends the foregoing literature by examining, first, the relation between recurring (non-recurring) NAS and stakeholder perceptions of auditor independence in circumstances where the demand for an independent audit/expected agency costs are high. Ceteris paribus, it is hypothesized that the recurring (non-recurring) nature of the NAS will be related to perceptions of auditor independence. 

H1
Stakeholder perceptions of auditor independence will be higher when NAS is non-recurring than when it is recurring.

However, as stated earlier, our study is not confined to examining the impact of risk on perceptions of auditor independence, but also stakeholder willingness to appoint the incumbent audit firm to provide NAS. Willingness-to-appoint is operationalised by asking the participants to choose between the incumbent audit firm and a specialist provider to provide NAS, and to rate their strength of preference for the alternative providers, in circumstances where the potential providers differ with respect to their capacity to add value. The questions are premised on the understanding that the board of directors represents a means of controlling for threats, outside prohibition. The basis for that proposition is described in the next section. However, for ease of discussion, the relevant hypotheses are identified at this point. Ceteris paribus, it is expected that the recurring (non-recurring) nature of the NAS will be related to the likelihood of choosing the audit firm, and the strength of preference for the audit firm.
H2  
Stakeholders will be more likely to choose the audit firm to provide the NAS when NAS is non-recurring than when it is recurring.
H3  
Stakeholder strength of preference for the audit firm will be higher when NAS is non-recurring than when it is recurring.
Board of directors hypotheses

Empirical evidence of the effect of safeguards on user-based perceptions of auditor independence is confined to a small set of studies that employ the separation of duties principle as a mechanism for mitigating the threat of self-review from the external audit firm performing the internal audit function (IAF) (Geiger et al., 2002; Swanger and Chewning, 2001; and Lowe et al., 1999). All three studies find that loan officer (analyst) perceptions of auditor independence are higher when a separate division of the incumbent audit firm performs the IAF, than when no staff separation is employed.

Separation of duties prohibits the incumbent auditor from providing NAS, and may also be exercised at the level of the profession, and the firm, where separate entities are involved. Prohibition mitigates the cost savings associated with client-specific assets, and, therefore, the threat to auditor independence. However, it also removes any economic efficiencies that may accrue to the client that are the flip side of the risk, and which are fundamental to the principles-based approach to auditor independence (IFAC, 2005, 290.158). Further, where prohibition is exercised at the level of the profession, as in the case of SOX, the efficiencies foregone extend beyond those associated with client-specific investment to include firm-specific assets that arise in the initial bidding market for NAS. Ceteris paribus, firm-specific assets are not a source of economic dependency (Simunic, 1984, 680). A means of breaking the stalemate, allowing efficiencies to take effect in the presence of threats, lies with safeguards that alter the circumstances on which financial threat relies for its effect, i.e., conflict situations. 

The antecedents of conflict situations are, first, the discretionary decision making of management and the auditor, which is, in turn, a function of the separation of corporate ownership and control, and the judgement-based dimension of accounting knowledge, respectively, and second, self-interest (Gibbins et al., 2001). The first set of criteria are the foundation of the demand for a high-quality external audit (DeFond, 1992), and in that situation, immutable. Therefore, the key to neutralizing conflict situations, in the presence of threats, lies in controlling for the propensity of management and the auditor to act self-interestedly in the exercise of discretionary decision-making that has implications for payoffs to claimholders. Such safeguards constitute governance mechanisms, i.e., mechanisms for ensuring equitable exchange.
One such governance mechanism, at the regulatory level, is the board of directors. The capacity of directors to fulfil that role is evident in best-practice principles that define their audit duties and responsibilities, including the audit committee as the instrument of internal control (in the UK, the Financial Reporting Council’s (FRC), 2006; in Australia, the ASX Corporate Governance Council (CGC), 2003, and the Australian Institute of Company Directors (AICD, 2001).
 Further, professional regulation states that “discussing independence issues related to the provision of (NAS) with those charged with governance, such as the audit committee” may be “particularly relevant in reducing to an acceptable level threats created by the provision of (NAS) to assurance clients” (IFAC, 2005, 290.163). 
However, professional regulation (FRC, 2006; ASX CGC, 2003; AICD, 2001) and empirical evidence (DeZoort et al., 2002) suggest that the effectiveness of a board in fulfilling its monitoring role relies on the strength of its composition, authority, resources and diligence. We refer to the attributes using the descriptor structural strength. The attributes centre on the audit committee with respect to a board’s responsibility for the integrity of financial statements in the case of a listed corporate entity, which is the business unit of interest to this study. Empirical evidence of a relation between the monitoring quality of the audit committee and its mitigating role in the presence of pressure from managerial opportunism, is provided by, for example, Ng and Tan (2003) and DeZoort and Salterio (2001). 

 However, the role and effectiveness of the audit committee cannot be divorced from that of the board. The overriding responsibility for corporate governance vests with the full board: “(t)he existence of an audit committee should not be seen as implying a fragmentation or diminution of the responsibilities of the board as a whole” (ASX CGC, 2003, 30). Further, a board defines the composition, operation and responsibilities of the committee. Thus, the audit committee is nested in the structure of the board of directors in this study. Empirical evidence of a relation between the structural strength of the audit committee and/or audit committee effectiveness and the structural strength of the board is provided by various studies (e.g.,  Klein, 2002; Cohen et al., 2002; Beasley and Salterio, 2001; Collier and Gregory, 1999; Menon and Williams, 1994; Kalbers and Fogarty, 1993).

The present study looks to add to the foregoing studies by examining the effect of the structural strength of the board of directors on stakeholder perceptions of auditor independence and willingness to appoint the incumbent audit firm to provide NAS where the auditor has incentives and the opportunity to engage in high risk behaviour. Ceteris paribus, we predict a positive relation between perceptions of auditor independence and willingness-to-appoint the incumbent audit firm and the structural strength of the board of directors.  

H4
Stakeholder perceptions of auditor independence will be higher when the structural strength of the board of directors is strong than when it is weak.
H5
Stakeholders will be more likely to choose the audit firm to provide the NAS when the structural strength of the board of directors is strong than when it is weak.
H6
Stakeholder strength of preference for the auditor will be higher when the structural strength of the board of directors is strong than when it is weak.
Hypotheses 4 to 6 are premised on the belief that the structural strength of the board of directors acts as signal of the board’s effectiveness in discharging its responsibility for ensuring the integrity of the financial statements. Thus, one might also expect an interaction effect for stakeholder perceptions of auditor independence and willingness-to-appoint between recurring NAS and the weak form of the board of directors. This interaction is reflected in the following hypotheses.

H7
Stakeholder perceptions of auditor independence are more likely to be affected by the recurring NAS when the structural strength of the board of directors is weak than when it is strong.
H8
Stakeholder choice of the audit firm is more likely to be affected by the recurring NAS when the structural strength of the board of directors is weak than when it is strong.
H9
Stakeholder strength of preference for the audit firm is more likely to be affected by the recurring NAS when the structural strength of the board of directors is weak than when it is strong.
RESEARCH METHOD

Task 

The experimental task required participants to review a three-page case study involving an Australian publicly listed company whose management is seeking the services of a professional consultant in undertaking the re-configuration of its existing information system (Appendix A). The re-configuration involves integrating the company’s accounting function with other major functions. Each case study was preceded by an introductory page that described the overall nature of the task to the participants. 

After reviewing the case study materials, participants were asked to:

· indicate who they would choose to provide the service; 

· rate the strength of their preference for the each provider using a seven-point scale ranging from 1 = weak to 7 = strong; and

· rate the likelihood that the external audit of the company’s financial report would be unbiased .
Case construction

Our objective in the construction of the experimental cases was to ensure that the scenarios were adequately specified with respect to the problem of choosing a NAS provider and, similarly, the effectiveness of the scenarios in communicating the researchers’ underlying message and the context in which it was set. The implicit message is that the audit firm was in need of NAS, the demand for an independent audit was high, the threat to auditor independence was high (low), the monitoring strength of the board of directors was strong (weak), and that the potential alternative providers differed with respect to their capacity to add value. The latter criterion derives from the following attributes unique to the audit firm: audit technology, incumbency, multi-disciplinarity and formal professional status. The first three attributes are the foundation of the audit firm’s public interest role and its Achilles heel with respect to the independence of the audit and, at the same time, the strength of the specialist provider. However, where accountability is met, all four factors represent possible sources of competitive advantage to the audit firm. 

Ten experienced Australian corporate directors with extensive executive experience, including the issues of the risks and benefits impacting the decision choice and for whom the issues hold considerable significance, participated in the evaluation of the scenarios. A major phase in the development of the case materials involved the use of protocol analysis, which is widely used to inform the writing process (e.g., Flower et al. 1983; Benbunan-Fich, 2001; Willis, Royston & Bercini, 1991).  A pilot study involving two separate protocol sessions, directors and case materials was undertaken prior to conducting the formal protocols. Significant changes were made to the case materials as a result of the data obtained. Subsequently, eleven protocol sessions were conducted using the revised materials. Eight participants produced usable protocols. While the data obtained supported the effectiveness of the case materials, further revision were made. 
Case Study Scenario
The company is described as a manufacturer of chemical products for use in mining, agriculture, industry and the consumer sector, for sale domestically and overseas. The background information includes a description of the age, size, and ownership structure of the company, and the form of remuneration of senior management.
Information systems design and implementation is one of the nine prohibited NAS in the US. The provision of this service under the risk-based regimes is subject to the provisions of the professional codes. The regulation provides that the threat from self-review is likely to be too significant to allow the provision of such services to an audit client unless appropriate safeguards are put in place ensuring that: “ (a) The audit client acknowledges its responsibility for establishing and monitoring a system of internal controls; (b) The audit client designates a competent employee, preferably within senior management, with the responsibility to make all management decisions with respect to the design and implementation of the hardware or software system; (c) The audit client makes all management decisions with respect to the design and implementation process; (d) The audit client evaluates the adequacy and results of the design and implementation of the system; and (e) The audit client is responsibly for the operation of the system (hardware or software) and the data used or generated by the system” (IFAC, 2005, 290.188). The safeguards reflect an overwhelming concern for the threat from the auditor making management decisions.  

The safeguards are expressly built into the research instruments, as per the following excerpt from the case studies:

…the contract for the service will clearly define the overriding responsibility of Baudin’s management for establishing, maintaining, operating and evaluating the IT system, and the consultative role of the service provider. Baudin’s information technology manager will be appointed as the project manager. 

The regulation goes on to provide that:

consideration should also be given to whether such (NAS) should be provided only by personnel not involved in the audit engagement and with different reporting lines with the firm (IFAC, 2005, 290.189).

To that end, separation of duties is also employed in our study, as per the following passage from the case studies:

The IT consultancy and audit divisions are separately staffed and have separate reporting lines, headed by separate partners - reflecting the division of responsibility for the respective services. Thus, the IT division would be solely responsible for carrying out the project. 

Separating the provision of NAS from audit has the effect of mitigating the benefits that may accrue to the client from client-specific assets. However, the attributes of the audit firm that are the sources of those assets, and which distinguish it from the alternative NAS provider, are also sources of firm-specific assets that arise in the initial bidding market for NAS, which is the focus of this study. The attributes include incumbency and multi-disciplinarity.
Independent variables

The NAS variable manipulation states where the NAS is non-recurring that the provider of the IT service will be responsible for the both the design and implementation of the adaptation, for an estimated lump sum of AUD900,000. Where the NAS is recurring, the manipulation states that the successful contender will also be responsible for monitoring and upgrading, if necessary, the design and configuration of the software for a period of three years, with the option to renew at the end of that period at the discretion of company management. The estimated price for the subsequent stage is AUD150,000 per year. 

The case studies also state that the audit firm currently provides on-going taxation services to the company. The existing ratio of NAS to audit fees is low (0.14:1); as is the ratio of total client fees to total firm revenue (0.03:1). The audit firm’s proximity to management is also minimised by stating that the taxation services involve some planning, but are predominantly concerned with ensuring regulatory compliance; and that the Big 4 audit firm has audited Baudin Ltd's financial statements for four years - in compliance with the Australian professional regulatory requirement of mandatory rotation of the lead engagement (audit review) partner every five years for listed entities (APES 110, 2006, 290.154 (a)). 

The safeguarding role (strength) of the board is manipulated at two levels: strong and weak. Strength is manipulated with respect to the independence of the board of directors, and audit committee effectiveness. Board independence is operationalised with respect to the following cues: the separation of CEO and chair; the nomination of board members; and the absence or otherwise of employment, familial and business relationships between the directors and the company. Board independence flows through to the executive-non-executive composition of the audit committee, and, indirectly, its authority. Audit committee effectiveness is also operationalised directly in relation to its authority, with respect to the scope of its duties and responsibilities; the financial literacy of its membership; the resources available to it; and its diligence (Appendix B).
Dependent variables

Our study contains three dependent variables. The first variable is concerned with shareholder perceptions of auditor independence. The second variable is the choice of provider - audit firm versus specialist firm. The third variable captures the participants’ strength of preference for the respective providers - audit firm and specialist firm.

Participants
The participants are shareholders. The task is atypical for shareholders as shareholders per se. However, placing shareholders in the context of the decision choice goes some way towards creating the loss function that commentators such as Craswell (1999) lament is absent from survey-based user perception studies. The decision context also goes some way towards casting shareholders in the role of the informed third party referred to in the professional definition of independence in appearance, and reflected in the Australian statutory general standard of auditor independence. Participant commitment to the task is sought by the following passage in the introduction to the experimental material: 
We appreciate that individuals typically make the foregoing types of decisions in their capacity as managers or directors, not shareholders. However, the views of shareholders on the issues involved are important. Thus, we ask that you complete the project from the perspective of a shareholder of Baudin Ltd.

The shareholders were drawn from a database of clients and associates of a chief executive officer of an organisation involved in business education. Research instruments were mailed to 115 shareholders, with random assignment to the four scenarios. A total of 83 usable case studies were returned.
 The 83 usable responses represent a 72% response rate, and give rise to a cell count across the four groups of 21, 22, 20 and 20, respectively. 

The respondents are highly educated: 87% have at least a bachelor’s degree and 43% hold post-graduate degrees. 

RESULTS

Manipulation Checks

The manipulation check of recurring NAS involved rating the threat to auditor independence from the fees for the IT service (7-point scale: 1 = weak, 7 = strong) and yields average responses of 4.29 (non-recurring) and 4.45 (recurring). The second manipulation check involved rating the overall standard of the company’s governance framework (7-point scale: 1 = weak, 7 = strong) and yields average responses of 5.70 (strong form) and 2.75 (weak form). The results indicate a significant effect on participant ratings in both instances.
Auditor independence

The descriptive statistics and ANOVA results relating to participant perception of auditor independence, measured using a 7-point scale (1 = low, 7 = high), are provided in panels A and B of Table 1. The mean score for Group 1 is 4.48 (1.60); Group 2, 4.73 (1.39); Group 3, 4.25 (.72); and Group 4, 3.25 (.85). The mean scores, with the exception of Group 2 (M = 4.73 (1.39)) relative to Group 1 (M = 4.48 (1.60)), are in the hypothesised direction. 

Insert Table 1 here

Table 1 indicates that the participants’ perceptions of auditor independence are significantly affected by the strength of the board of directors (F (1, 79) = 10.315, p = .001( and the recurrency of the NAS (F (1,79) = 1.994, p = .081]. The results also reveal a significant interaction effect (F (1,79) = 5.564, p = .010] between treatments. The results support H4, which suggests that perceptions of auditor independence will be higher when the structural strength of the board of directors is strong, H7, which hypothesizes that perceptions of auditor independence are more likely to be affected by recurring NAS when the structural strength of the board of directors is weak, and H1, which suggests that perceptions of auditor independence will be higher when NAS is non-recurring.
Post-hoc analysis of the interactions, using one-way between groups ANOVA, indicate a significant difference at the p < .05 level in auditor independence scores for the four groups (F (3, 79) = 5.906, p = .000(. The Tukey HSD test indicates that the mean score for Group 4 (M = 3.25 (.85)) is significantly different from Group 1 (M = 4.48, (1.60)); Group 2 (M = 4.73, (1.39)); and Group 3 (M = 4.25 (.72)). 

The post-hoc results indicate that the threat of self-interest from recurring NAS has a significant impact on shareholder perceptions of auditor independence when the board of directors is weak (p = .004), but not when the board of directors is strong. The junction of the weak form of board of directors and recurring NAS is the point at which the following conditions prevail:

· the threat from wealth incentives is highest; and

· the mitigating effect of the board on management’s and the auditor’s propensity to act self-interestedly in conflict situations is weakest.

Ceteris paribus, from the perspective of independence in appearance, that is the point where propagation from wealth incentives to self-interest is more likely to occur.
Choice of NAS provider

Table 2 reports the descriptive and frequency statistics and ANOVA results associated with the choice of the audit firm, measured such that 0 = No and 1 = Yes. The mean score for Group 1 is .43 (.51); Group 2, .23 (.43); Group 3, .05 (.22); and Group 4, .00 (.00). The number (percentage) of participants who chose the audit firm to provide the NAS in Group 1 is 9 (43%); Group 2, 5 (23%); Group 3, 1 (5%); and Group 4, 0 (0%). The total “yes” count is 15 (18.1%). The ANOVA results indicate that the choice of the auditor is significantly affected by the strength of the board of directors (F (1, 79) = 15.084, p = .000( and the recurring NAS variable (F (1, 79) = 2.595, p = .056(. The results also show the absence of a significant interaction effect between the treatments (F (1, 79) = .941, p = .168(. Thus, the results support H5, which states that stakeholders will be more likely to choose the audit firm when the structural strength of the board of directors is strong; and H2, which states that stakeholders are more likely to choose the audit firm to provide the NAS when the NAS is non-recurring; but not H8, which states stakeholder choice of the audit firm is more likely to be affected by the recurring NAS when the structural strength of the board of directors is weak than when it is strong.

Insert Table 2 here
Given the categorical nature of the decision choice, the Chi-square test is also carried out in relation to both treatments. The results of the test confirm the ANOVA results in that the Yates’ Correction for Continuity value for the strength of the board of directors is significant (CC(1) = 10.697, p = .000(. The same statistic for the recurring NAS variable is significant at p = .058 (CC(1) = 1.422(. 

Strength of preference for audit firm

The descriptive statistics and ANOVA results relating to the participants’ strength of preference for the auditor, measured using a 7-point scale (1 = weak, 7 = strong), are provided in panels A and B of Table 3. The mean score for Group 1 is 4.29 (1.68); Group 2, 3.86 (1.39); Group 3, 2.85 (0.93); and Group 4, 3.05 (1.00). The ANOVA results indicate that the participants’ strength of preference is significantly affected by the strength of the board of directors (F (1, 79) = 15.639, p = .000( but not the recurrency of the NAS (F (1, 79) = .152, p = .348(. Further, the results indicate no significant interaction effect between the treatments (F (1, 79) = 1.196, p = .138(. Therefore, the results support H6, which states that stakeholder strength of preference for the auditor will be higher when the structural strength of the board of directors is strong, but not H3, which states that stakeholder strength of preference for the audit firm will be higher when the NAS is non-recurring or H9, which states that stakeholder strength of preference for the audit firm is more likely to be affected by the recurring NAS when the structural strength of the board of directors is weak.

Insert Table 3 here

Additional analysis

ANOVA is used to examine the relation between the independent variables and participants’ strength of preference for the specialist firm, measured using a 7-point scale (1 = weak, 7 = strong). The mean score for Group 1 is 4.86 (1.06); Group 2, 5.45 (1.01); Group 3, 5.55 (1.05); and Group 4, 5.75 (.55). The ANOVA results indicate that the dependent variable is significantly affected by the strength of the board of directors [F (1, 79) = 5.651, p = .020] as is recurring NAS [F (1, 79) = 3.679, p = .059]. There is no significant interaction effect [F (1, 79) = .914, p = .342].

DISCUSSION AND IMPLICATIONS OF RESULTS
Our results indicate that the structural strength of the board of directors significantly impacted shareholder perceptions of auditor independence, choice of firm to provide the NAS and strength of preference for the audit firm to provide the NAS. Shareholders have a more positive perception of auditor independence, are more likely to choose the audit firm to provide NAS, and their strength of preference for the audit firm to provide NAS is higher when the strength of the board of directors is strong than when it is weak. The results suggest that shareholders perceive the structural strength of a board as a measure of the board’s effectiveness in discharging its accountability for the audit. In that respect, the results support the  contemporary corporate governance best-practice prescriptions dealing with the composition, authority, resources and diligence of a board (audit committee), which provided the foundation for the structural strength concept. Stakeholder willingness to appoint the incumbent audit firm where the structural strength of the audit firm was strong, is also important in the context of the principles-based versus rules-based approaches to the joint provision of the audit and NAS. The results suggest that the shareholders perceived that there were net benefits to be gained from appointing the incumbent audit firm. 

The results also show that stakeholder perceptions of auditor independence and choice of NAS provider are adversely affected by the threat to auditor independence from recurring NAS. This suggests that shareholders are sensitive to the financial threat from recurring NAS, which, in turn, lends support for the findings of prior related studies. Further, our results show that shareholder perceptions of auditor independence are more likely to be affected by recurring NAS where the strength of the board of directors is weak than when it is strong. The interaction effect adds weight to the prior suggestion that the structural strength of a board of directors signals the board’s effectiveness in safeguarding auditor independence. 

Insert Table 4 here

LIMITATIONS AND FUTURE RESEARCH

An important limitation of our study concerns the generalisability of the results. The sample of shareholders may not be representative of the shareholder population within the principles-based regimes. The sample is comparatively small (83 observations).

Opportunities for further research arising from our study lie in examining third-party perception of an acceptable level of risk with respect to threats, safeguards and the cost-benefit issue. The principles-based approach allows for efficiency to prevail where accountability is met. From the perspective of independence decision-makers, including directors, given the current sensitivity to the market, such an outcome might only proceed in the knowledge of what constitutes an acceptable safeguard of auditor independence in the eyes of the reasonable and informed third-party. The principles-based regimes have spawned a plethora of safeguards about whose acceptability to the market little is known. Examples include the following: (i) from the perspective of the audit firm, disciplinary mechanisms to promote compliance with policies and procedures, and involving an additional professional accountant outside of the firm to provide assurance on a discrete aspect of the assurance engagement; (ii) from the perspective of the audit client, its ethics and conduct programs, for example, policies and procedures that emphasise the assurance client’s commitment to fair financial reporting, and internal procedures that ensure objective choices in commissioning non-assurance engagements; and (iii) from the broader regulatory environment, the external review of an audit firm’s quality control systems (IFAC, 2005, 100.12, 290.163, 300.16) .

The acceptability of safeguards should also be tested from the perspective of the various forms of threat, i.e., self-interest, self-review, advocacy, familiarity and intimidation. Given the results of this study, it would be interesting to test the signalling quality of the structural strength of the board of directors where the threat emanating from NAS involves self-review. Self-review represents a more subtle threat to auditor independence than wealth incentives, and does not rely for its effect on the exercise of managerial opportunism. The threat places in question a board’s capacity to more directly control auditor independence . 
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	TABLE 1

Analysis of Auditor Independence Assessments

(1=low, 7=high)



	Panel A: Descriptive Statistics (Mean (Standard Deviation))

	
	
	
	Fees (NAS)

	
	
	
	Non-recurring
	Recurring

	Board of Directors
	Strong
	Group1

4.48

(1.60)
	Group 2

4.73

(1.39)

	
	Weak
	Group 3

4.25

(.72)
	Group 4

3.25

(.85)

	Panel B: ANOVA

	Source
	
	Type III Sum of source
	
	df
	
	Mean

Square
	
	F
	
	p-value

	Corrected model
	
	25.8b
	
	3
	
	8.6
	
	5.91
	
	.000

	Intercept
	
	1445.1
	
	1
	
	1445.0
	
	991.83
	
	.000

	BoD Strength
	
	15.0
	
	1
	
	15.0
	
	10.31
	
	.001

	Fee Recurrence
	
	2.9
	
	1
	
	2.9
	
	1.99
	
	.081

	BoD Strength * Fee Recurrence
	
	8.1
	
	1
	
	8.1
	
	5.56
	
	.010

	Error
	
	115.1
	
	79
	
	1.5
	
	
	
	

	Total
	
	1600.0
	
	83
	
	
	
	
	
	

	Corrected Total
	
	140.9
	
	82
	
	
	
	
	
	


a. Computed using alpha = .05. b. R Squared = .183 (Adjusted R Squared = .152). One-tail tests

_______________________________________________________________________________________________________________________
	TABLE 2

Analysis of the Choice of the Audit Firm

(0 = No, 1 = Yes)

	Panel A: Descriptive statistics (Mean (standard deviation)



	
	FEES FOR NAS

	
	Non-recurring
	Recurring

	Board of directors


	Strong

Weak
	Group 1
	Group 2

	
	
	.43

(.51)
	.23

(.43)

	
	
	Group 3

.05

(.22)
	Group 4

.00

(.00)

	Panel B: Frequency statistics (Number and Percentage)


	
	FEES FOR NAS

	
	Non-recurring
	Recurring

	Board of directors


	Strong
	Group 1

9

43%
	Group 2

5

23%

	
	Weak
	Group 3

1

5%
	Group 4

0

0%

	Panel C: ANOVA
	
	
	
	
	
	

	Source
	
	Type III

Sum of source
	
	df
	
	Mean

Square
	
	F
	p-value

	Corrected model
	
	2.3a
	
	3
	
	.8
	
	6.17
	.000

	Intercept
	
	2.6
	
	1
	
	2.6
	
	20.48
	.000

	BoD Strength
	
	1.9
	
	1
	
	1.9
	
	15.08
	.000

	Fee Recurrence
	
	.3
	
	1
	
	.3
	
	2.60
	.056

	BoD Strength * Fee recurrence
	
	.1
	
	1
	
	.1
	
	.94
	.168

	Error
	
	9.9
	
	79
	
	.1
	
	
	

	Total
	
	15.0
	
	83
	
	.8
	
	
	

	Corrected Total
	
	12.23
	
	82
	
	2.6
	
	
	


         a Computed alpha=.05.   b R Squared=.190 (Adjusted R Squared=.159).   One-tail tests

__________________________________________________________________________________________

TABLE 3

Analysis of Strength of Preference for the Audit Firm to Provide NAS

(1 = weak, 7 = strong)

Panel A: Descriptive Statistics (Mean (Standard Deviation))

	
	
	
	Fees (NAS)

	
	
	
	Non-recurring
	Recurring

	Board of Directors
	Strong
	Group1

4.29

(1.68)
	Group 2

3.86

(1.39)

	
	Weak
	Group 3

2.85

(.93)
	Group 4

3.05

(1.00)

	Panel B: ANOVA

	Source
	
	Type III Sum of
	
	df
	
	Mean

Square
	
	F
	
	p-value

	Corrected model
	
	28.3b
	
	3
	
	9.4
	
	5.69
	
	.001

	Intercept
	
	1022.3
	
	1
	
	1022.3
	
	610.16
	
	.000

	BoD Strength
	
	26.2
	
	1
	
	26.2
	
	15.64
	
	.000

	Fee Recurrence
	
	.3
	
	1
	
	.3
	
	.15
	
	.348

	BoD Strength * Fee Recurrence
	
	2.0
	
	1
	
	2.0
	
	1.20
	
	.138

	Error
	
	132.4
	
	79
	
	1.7
	
	
	
	

	Total
	
	1195.0
	
	83
	
	
	
	
	
	

	Corrected Total
	
	160.7
	
	82
	
	
	
	
	
	


a. Computed using alpha = .05.  b   R Squared = .176 (Adjusted R Squared = .145).  One tail tests

___________________________________________________________________________

	TABLE 4

Summary of the Results of Hypotheses Tests

	
	p - values

	HYPOTHESES
	Support

	
	Yes
	No

	AUDITOR INDEPENDENCE

Main effects

H1
Stakeholder perceptions of auditor independence will be higher when NAS is non-recurring than when it is recurring.
	.081
	

	H4
Stakeholder perceptions of auditor independence will be higher when the structural strength of the board of directors is strong than when it is weak.
	.001
	

	Interaction

H7   Stakeholder perceptions of auditor independence are more likely to be affected by the recurring NAS when the structural strength of the board of directors is weak than when it is strong.
	.010
	

	CHOICE OF AUDIT FIRM

Main effects

H2 
Stakeholders will be more likely to choose the audit firm to provide the NAS when the NAS is non-recurring than when it is recurring.
	.056
	

	H5
Stakeholders will be more likely to choose the audit firm to provide the NAS when the structural strength of the board of directors is strong than when it is weak.
	.000
	

	Interaction

H8 
Stakeholder choice of the audit firm is more likely to be affected by the recurring NAS when the structural strength of the board of directors is weak than when it is strong.


	
	.168

	STRENGTH OF PREFERENCE FOR AUDIT FIRM

Main effects

H3
Stakeholder strength of preference for the audit firm will be higher when the NAS is non-recurring than when it is recurring.
	
	.348

	H6
Stakeholder strength of preference for the audit firm will be hihger when the structural strength of the board of directors is strong than when it is weak.
	.000
	

	Interaction

H9
Stakeholder strength of preference for the audit firm is more likely to be affected by the recurring NAS when the structural strength of the board of directors is weak than when it is strong.
	
	.138


APPENDIX A Group 1: Strong CG; non-recurring fee
CASE STUDY

Baudin Ltd is a large Australian owned organisation, with an annual sales turnover of approximately $5 billion. The company, founded in 1978, is headquartered in Sydney, and it employs approximately 9,400 people worldwide. Baudin is primarily involved in the manufacture of chemical products for use in mining, agriculture, industry and the consumer sector. The products are sold both domestically and overseas. The company, which is publicly traded, has a diversified shareholder base and no group of shareholders holds any significant influence.

A ten-member Board of Directors, comprised of two executive members, including the company’s Chief Executive Officer, and eight non-executive members, governs the company. The Chairman of the Board is a non-executive director with extensive experience in the industry.

The Board is assisted in the discharge of its duties by a number of sub-committees, all of whom are accountable to the Board.  The nomination of members to the Board is the responsibility of a Nominations Committee, which is comprised of three non-executive directors. 

Baudin Ltd has never employed the non-executive members of the Board, except in their position as Directors of the company. Further, neither they nor any of their respective family members are related to Baudin’s management or have any financial dealings or other contractual arrangements with the corporation.

Each of the directors is a minority shareholder in the company.

An Audit Committee, regulated by a formal written charter adopted and approved by the Board, assists the Board in the execution of its accounting and auditing responsibilities. The three-member Audit Committee is comprised of non-executive directors all of whom are financially literate. Two of the Committee members, including the Chair of the Committee, hold senior Australian professional accounting qualifications.  

The role of the Audit Committee is as follows:

1.
to advise on the establishment and maintenance of a framework of internal control and appropriate ethical standards for the management of the company.  Thus, it assists the Board in fulfilling its responsibilities for the quality and reliability of financial information, including reporting in financial statements;

2. to monitor the management of identified risks, identify any new risks and recommend action to be taken for their control;

3. to be involved with the internal auditors in planning the annual audit program, and reviewing the program at various intervals throughout the year;

4. to review the scope of the external audit, and to review findings and issues brought to its attention including those provided by the external auditor;

5. to provide oversight and communication regarding the provision of non-audit services by the external auditor, including matters that might reasonably be thought to bear on independence; and

6.
to review the appointment and remuneration of the external auditor.

The Committee has the authority to investigate any matters within its terms of reference, the resources it needs to do so and has full access to information.

The Committee meets with the external and internal auditors and senior management to review the half yearly and annual financial statements and reports, and at such other times as is necessary to consider specific issues or matters that may arise from the internal and external audit process. The external and internal auditors have direct access to the Committee, if necessary, without management involvement. The Committee reports to the Board after each Committee meeting. 

Baudin Ltd's senior executive management has an average of ten years experience with the organisation. The current senior executive remuneration plan includes fixed and bonus components. The fixed component comprises a salary, superannuation contributions, and vehicle related benefits. The bonus components include an annual cash incentive bonus, payable on the achievement of corporate profitability targets, and equity-based remuneration. 

Baudin Ltd experienced a modest growth in profit before tax in the five years to the 30 June 2004, notwithstanding the highly competitive nature of the industry. Senior management believes that significant efficiencies can be achieved in the future through adapting the company’s existing computer software to integrate the company’s accounting function with other major functions such as materials acquisition, production and human resources. The adaptation will significantly reduce information processing and updating, leading to improved internal decision making, and, ultimately, improved financial performance. 
The following steps have, to date, been undertaken to implement the strategy.

Having first developed a clear definition of the problem, senior management chose to outsource the task. The provider of the information technology (IT) service will be responsible for both the design and implementation of the adaptation. 
However, the contract for the service will clearly define the overriding responsibility of Baudin’s management for establishing, maintaining, operating and evaluating the IT system, and the consultative role of the service provider. Baudin’s information technology manager will be appointed as the project manager. 

The contract for the service will also specify the minimum qualifications and experience of the staff who will undertake the project, and that the provider must have adequate insurance coverage in the event that problems arise in carrying out the work.

The company’s facility manager was appointed to thoroughly research potential providers.  Key search criteria included reputation for excellence in the type of service sought and expertise in the industry in which Baudin Ltd operates.

The search process has identified two leading contenders: 

· the IT consultancy division of the company’s external audit firm, and 

· a specialist IT consultancy firm.

Baudin Ltd’s policy for choosing professional service providers centres on a provider’s superior capacity to add value, subject to meeting the corporation’s financial and other legal and contractual obligations. 

Baudin Ltd's current auditor is one of the Big 4 audit firms, and has audited Baudin Ltd's financial statements for four years. 

The annual fee for the audit of the financial report is currently around $2,200,000.  The audit firm also provides on-going taxation services to the company, for which it receives an annual fee of around $300,000. The total figure of $2,500,000 represents 3% of the average annual revenue of the local (Sydney) office of the audit firm.  The taxation services involve some planning, but are predominantly concerned with ensuring regulatory compliance.

The IT consultancy and audit divisions are separately staffed and have separate reporting lines, headed by separate partners - reflecting the division of responsibility for the respective services. Thus, the IT division would be solely responsible for carrying out the project. 

The IT division was established in 1997 in response to the growing international market for corporate information technology consultancy services. Baudin’s facility manager considers that the firm’s price for the type of IT service sought would be around $900,000. 

The remaining contender is one of four leading, reputable, international, specialist IT consultancy firms, which have also emerged, in recent years, in response to the growth in demand for corporate information technology consultancy services. The firm, which was established in 1997, would be solely responsible for carrying out the project. Again, it is expected that the firm’s price for providing the service would be around $900,000. The figure would represent 4% of the average annual revenue of the local (Sydney) office of the IT firm. The firm has not provided Baudin Ltd with consultancy services in the past.

All relationships between the prospective service providers and Baudin Ltd are confined to those described above.

The two IT service providers are considered to be comparable with respect to the calibre of the staff who will undertake the work, including their technical expertise and experience in IT services of the type required. Further, it is considered that the operating capacity of both contenders is appropriate for the task.  

APPENDIX A Group 2: Strong CG; recurring fee

CASE STUDY

Baudin Ltd is a large Australian owned organisation, with an annual sales turnover of approximately $5 billion. The company, founded in 1978, is headquartered in Sydney, and it employs approximately 9,400 people worldwide. Baudin is primarily involved in the manufacture of chemical products for use in mining, agriculture, industry and the consumer sector. The products are sold both domestically and overseas. The company, which is publicly traded, has a diversified shareholder base and no group of shareholders holds any significant influence.

A ten-member Board of Directors, comprised of two executive members, including the company’s Chief Executive Officer, and eight non-executive members, governs the company. The Chairman of the Board is a non-executive director with extensive experience in the industry.

The Board is assisted in the discharge of its duties by a number of sub-committees, all of whom are accountable to the Board.  The nomination of members to the Board is the responsibility of a Nominations Committee, which is comprised of three non-executive directors. 

Baudin Ltd has never employed the non-executive members of the Board, except in their position as Directors of the company. Further, neither they nor any of their respective family members are related to Baudin’s management or have any financial dealings or other contractual arrangements with the corporation.

Each of the directors is a minority shareholder in the company.

An Audit Committee, regulated by a formal written charter adopted and approved by the Board, assists the Board in the execution of its accounting and auditing responsibilities. The three-member Audit Committee is comprised of non-executive directors all of whom are financially literate. Two of the Committee members, including the Chair of the Committee, hold senior Australian professional accounting qualifications.  

The role of the Audit Committee is as follows:

1.
to advise on the establishment and maintenance of a framework of internal control and appropriate ethical standards for the management of the company.  Thus, it assists the Board in fulfilling its responsibilities for the quality and reliability of financial information, including reporting in financial statements;

2. to monitor the management of identified risks, identify any new risks and recommend action to be taken for their control;

3. to be involved with the internal auditors in planning the annual audit program, and reviewing the program at various intervals throughout the year;

4. to review the scope of the external audit, and to review findings and issues brought to its attention including those provided by the external auditor;

5. to provide oversight and communication regarding the provision of non-audit services by the external auditor, including matters that might reasonably be thought to bear on independence; and

6.
to review the appointment and remuneration of the external auditor.

The Committee has the authority to investigate any matters within its terms of reference, the resources it needs to do so and has full access to information.

The Committee meets with the external and internal auditors and senior management to review the half yearly and annual financial statements and reports, and at such other times as is necessary to consider specific issues or matters that may arise from the internal and external audit process. The external and internal auditors have direct access to the Committee, if necessary, without management involvement. The Committee reports to the Board after each Committee meeting. 

Baudin Ltd's senior executive management has an average of ten years experience with the organisation. The current senior executive remuneration plan includes fixed and bonus components. The fixed component comprises a salary, superannuation contributions, and vehicle related benefits. The bonus components include an annual cash incentive bonus, payable on the achievement of corporate profitability targets, and equity-based remuneration. 

Baudin Ltd experienced a modest growth in profit before tax in the five years to the 30 June 2004, notwithstanding the highly competitive nature of the industry. Senior management believes that significant efficiencies can be achieved in the future through adapting the company’s existing computer software to integrate the company’s accounting function with other major functions such as materials acquisition, production and human resources. The adaptation will significantly reduce information processing and updating, leading to improved internal decision making, and, ultimately, improved financial performance. 
The following steps have, to date, been undertaken to implement the strategy.

Having first developed a clear definition of the problem, senior management chose to outsource the task. The provider of the information technology (IT) service will be responsible for both the design and implementation of the adaptation. The successful contender will also be responsible for monitoring and upgrading, if necessary, the design and configuration of the software for a period of three years, with the option to renew at the end of that period at the discretion of Baudin Ltd.

However, the contract for the service will clearly define the overriding responsibility of Baudin’s management for establishing, maintaining, operating and evaluating the IT system, and the consultative role of the service provider. Baudin’s information technology manager will be appointed as the project manager. 

The contract for the service will also specify the minimum qualifications and experience of the staff who will undertake the project, and that the provider must have adequate insurance coverage in the event that problems arise in carrying out the work.

The company’s facility manager was appointed to thoroughly research potential providers.  Key search criteria included reputation for excellence in the type of service sought and expertise in the industry in which Baudin Ltd operates.

The search process has identified two leading contenders: 

· the IT consultancy division of the company’s external audit firm, and 

· a specialist IT consultancy firm.

Baudin Ltd’s policy for choosing professional service providers centres on a provider’s superior capacity to add value, subject to meeting the corporation’s financial and other legal and contractual obligations. 

Baudin Ltd's current auditor is one of the Big 4 audit firms, and has audited Baudin Ltd's financial statements for four years. 

The annual fee for the audit of the financial report is currently around $2,200,000. The audit firm also provides on-going taxation services to the company, for which it receives an annual fee of around $300,000. The total figure of $2,500,000 represents 3% of the average annual revenue of the local (Sydney) office of the audit firm.  The taxation services involve some planning, but are predominantly concerned with ensuring regulatory compliance.

The IT consultancy and audit divisions are separately staffed and have separate reporting lines, headed by separate partners - reflecting the division of responsibility for the respective services. Thus, the IT division would be solely responsible for carrying out the project. 

The IT division was established in 1997 in response to the growing international market for corporate information technology consultancy services. Baudin’s facility manager considers that the firm’s price for the type of IT service sought would be around $900,000 for the initial stage of the service and $150,000 per year for the subsequent stage.

The remaining contender is one of four leading, reputable, international, specialist IT consultancy firms, which have also emerged, in recent years, in response to the growth in demand for corporate information technology consultancy services. The firm, which was established in 1997, would be solely responsible for carrying out the project. Again, it is expected that the firm’s price for providing the service would be around $900,000 for the initial stage of the service and $150,000 per year for the subsequent stage. The $900,000 figure would represent 4% of the average annual revenue of the local (Sydney) office of the IT firm. The firm has not provided Baudin Ltd with consultancy services in the past.

All relationships between the prospective service providers and Baudin Ltd are confined to those described above.

The two IT service providers are considered to be comparable with respect to the calibre of the staff who will undertake the work, including their technical expertise and experience in IT services of the type required. Further, it is considered that the operating capacity of both contenders is appropriate for the task.  

APPENDIX A Group 3: Weak CG; non-recurring fee

CASE STUDY

Baudin Ltd is a large Australian owned organisation, with an annual sales turnover of approximately $5 billion. The company, founded in 1978, is headquartered in Sydney, and it employs approximately 9,400 people worldwide. Baudin is primarily involved in the manufacture of chemical products for use in mining, agriculture, industry and the consumer sector. The products are sold both domestically and overseas. The company, which is publicly traded, has a diversified shareholder base and no group of shareholders holds any significant influence.

A ten-member Board of Directors, comprised of two executive members, including the company’s Chief Executive Officer, and eight non-executive members, governs the company.  

The Chief Executive Officer, who has extensive experience in the industry, is the Chairman of the Board.  The Chairman has significant input into the nomination of members to the Board. The Board is assisted in the discharge of its duties by a number of sub-committees, all of whom are accountable to the Board. 

Each of the directors is a minority shareholder in the company.

An Audit Committee, regulated by a formal written charter adopted and approved by the Board, assists the Board in the execution of its accounting and auditing responsibilities.  The three-member Audit Committee is comprised of two non-executive directors and one executive director, who chairs the Committee. The executive director holds a senior Australian professional accounting qualification. The financial literacy of the non-executive directors is minimal. 

The role of the Committee is as follows:

1.
to advise on the establishment and maintenance of a framework of internal control.  Thus, it assists the Board in fulfilling its responsibilities for the quality and reliability of financial information, including reporting in financial statements;  

2.
to review issues brought to its attention; and

3.
to review the appointment and remuneration of the external auditor.

The Committee meets once every four months.  The internal and external auditors are invited to meetings at the discretion of the Committee.  The Committee reports to the Board after each Committee meeting.

Baudin Ltd's senior executive management has an average of ten years experience with the organisation. The current senior executive remuneration plan includes fixed and bonus components. The fixed component comprises a salary, superannuation contributions, and vehicle related benefits. The bonus components include an annual cash incentive bonus, payable on the achievement of corporate profitability targets, and equity-based remuneration. 

Baudin Ltd experienced a modest growth in profit before tax in the five years to the 30 June 2004, notwithstanding the highly competitive nature of the industry. Senior management believes that significant efficiencies can be achieved in the future through adapting the company’s existing computer software to integrate the company’s accounting function with other major functions such as materials acquisition, production and human resources. The adaptation will significantly reduce information processing and updating, leading to improved internal decision making, and, ultimately, improved financial performance. 
The following steps have, to date, been undertaken to implement the strategy.

Having first developed a clear definition of the problem, senior management chose to outsource the task. The provider of the information technology (IT) service will be responsible for both the design and implementation of the adaptation. 
However, the contract for the service will clearly define the overriding responsibility of Baudin’s management for establishing, maintaining, operating and evaluating the IT system, and the consultative role of the service provider. Baudin’s information technology manager will be appointed as the project manager. 

The contract for the service will also specify the minimum qualifications and experience of the staff who will undertake the project, and that the provider must have adequate insurance coverage in the event that problems arise in carrying out the work.

The company’s facility manager was appointed to thoroughly research potential providers.  Key search criteria included reputation for excellence in the type of service sought and expertise in the industry in which Baudin Ltd operates.

The search process has identified two leading contenders: 

· the IT consultancy division of the company’s external audit firm, and 

· a specialist IT consultancy firm.

Baudin Ltd’s policy for choosing professional service providers centres on a provider’s superior capacity to add value, subject to meeting the corporation’s financial and other legal and contractual obligations. 

Baudin Ltd's current auditor is one of the Big 4 audit firms, and has audited Baudin Ltd's financial statements for four years. 

The annual fee for the audit of the financial report is currently around $2,200,000. The audit firm also provides on-going taxation services to the company, for which it receives an annual fee of around $300,000. The total figure of $2,500,000 represents 3% of the average annual revenue of the local (Sydney) office of the audit firm.  The taxation services involve some planning, but are predominantly concerned with ensuring regulatory compliance.

The IT consultancy and audit divisions are separately staffed and have separate reporting lines, headed by separate partners - reflecting the division of responsibility for the respective services. Thus, the IT division would be solely responsible for carrying out the project. 

The IT division was established in 1997 in response to the growing international market for corporate information technology consultancy services. Baudin’s facility manager considers that the firm’s price for the type of IT service sought would be around $900,000. 

The remaining contender is one of four leading, reputable, international, specialist IT consultancy firms, which have also emerged, in recent years, in response to the growth in demand for corporate information technology consultancy services. The firm, which was established in 1997, would be solely responsible for carrying out the project. Again, it is expected that the firm’s price for providing the service would be around $900,000. The figure would represent 4% of the average annual revenue of the local (Sydney) office of the IT firm.  The firm has not provided Baudin Ltd with consultancy services in the past.

All relationships between the prospective service providers and Baudin Ltd are confined to those described above.

The two IT service providers are considered to be comparable with respect to the calibre of the staff who will undertake the work, including their technical expertise and experience in IT services of the type required. Further, it is considered that the operating capacity of both contenders is appropriate for the task.  

APPENDIX A Group 1: Weak CG; recurring fee

CASE STUDY

Baudin Ltd is a large Australian owned organisation, with an annual sales turnover of approximately $5 billion. The company, founded in 1978, is headquartered in Sydney, and it employs approximately 9,400 people worldwide. Baudin is primarily involved in the manufacture of chemical products for use in mining, agriculture, industry and the consumer sector. The products are sold both domestically and overseas. The company, which is publicly traded, has a diversified shareholder base and no group of shareholders holds any significant influence.

A ten-member Board of Directors, comprised of two executive members, including the company’s Chief Executive Officer, and eight non-executive members, governs the company. 

The Chief Executive Officer, who has extensive experience in the industry, is the Chairman of the Board.  The Chairman has significant input into the nomination of members to the Board. The Board is assisted in the discharge of its duties by a number of sub-committees, all of whom are accountable to the Board.

Each of the directors is a minority shareholder in the company.

An Audit Committee, regulated by a formal written charter adopted and approved by the Board, assists the Board in the execution of its accounting and auditing responsibilities.  The three-member Audit Committee is comprised of two non-executive directors and one executive director, who chairs the Committee. The executive director holds a senior Australian professional accounting qualification. The financial literacy of the non-executive directors is minimal. 

The role of the Committee is as follows:

1.
to advise on the establishment and maintenance of a framework of internal control.  Thus, it assists the Board in fulfilling its responsibilities for the quality and reliability of financial information, including reporting in financial statements;  

2.
to review issues brought to its attention; and

3.
to review the appointment and remuneration of the external auditor.

The Committee meets once every four months.  The internal and external auditors are invited to meetings at the discretion of the Committee.  The Committee reports to the Board after each Committee meeting.

Baudin Ltd's senior executive management has an average of ten years experience with the organisation. The current senior executive remuneration plan includes fixed and bonus components. The fixed component comprises a salary, superannuation contributions, and vehicle related benefits. The bonus components include an annual cash incentive bonus, payable on the achievement of corporate profitability targets, and equity-based remuneration. 

Baudin Ltd experienced a modest growth in profit before tax in the five years to the 30 June 2004, notwithstanding the highly competitive nature of the industry. Senior management believes that significant efficiencies can be achieved in the future through adapting the company’s existing computer software to integrate the company’s accounting function with other major functions such as materials acquisition, production and human resources. The adaptation will significantly reduce information processing and updating, leading to improved internal decision making, and, ultimately, improved financial performance. 
The following steps have, to date, been undertaken to implement the strategy.

Having first developed a clear definition of the problem, senior management chose to outsource the task. The provider of the information technology (IT) service will be responsible for both the design and implementation of the adaptation. The successful contender will also be responsible for monitoring and upgrading, if necessary, the design and configuration of the software for a period of three years, with the option to renew at the end of that period at the discretion of Baudin Ltd.

However, the contract for the service will clearly define the overriding responsibility of Baudin’s management for establishing, maintaining, operating and evaluating the IT system, and the consultative role of the service provider. Baudin’s information technology manager will be appointed as the project manager. 

The contract for the service will also specify the minimum qualifications and experience of the staff who will undertake the project, and that the provider must have adequate insurance coverage in the event that problems arise in carrying out the work.

The company’s facility manager was appointed to thoroughly research potential providers.  Key search criteria included reputation for excellence in the type of service sought and expertise in the industry in which Baudin Ltd operates.

The search process has identified two leading contenders: 

· the IT consultancy division of the company’s external audit firm, and 

· a specialist IT consultancy firm.

Baudin Ltd’s policy for choosing professional service providers centres on a provider’s superior capacity to add value, subject to meeting the corporation’s financial and other legal and contractual obligations. 

Baudin Ltd's current auditor is one of the Big 4 audit firms, and has audited Baudin Ltd's financial statements for four years. 

The annual fee for the audit of the financial report is currently around $2,200,000. The audit firm also provides on-going taxation services to the company, for which it receives an annual fee of around $300,000. The total figure of $2,500,000 represents 3% of the average annual revenue of the local (Sydney) office of the audit firm.  The taxation services involve some planning, but are predominantly concerned with ensuring regulatory compliance.

The IT consultancy and audit divisions are separately staffed and have separate reporting lines, headed by separate partners - reflecting the division of responsibility for the respective services. Thus, the IT division would be solely responsible for carrying out the project. 

The IT division was established in 1997 in response to the growing international market for corporate information technology consultancy services. Baudin’s facility manager considers that the firm’s price for the type of IT service sought would be around $900,000 for the initial stage of the service and $150,000 per year for the subsequent stage.

The remaining contender is one of four leading, reputable, international, specialist IT consultancy firms, which have also emerged, in recent years, in response to the growth in demand for corporate information technology consultancy services. The firm, which was established in 1997, would be solely responsible for carrying out the project. Again, it is expected that the firm’s price for providing the service would be around $900,000 for the initial stage of the service and $150,000 per year for the subsequent stage. The $900,000 figure would represent 4% of the average annual revenue of the local (Sydney) office of the IT firm.  The firm has not provided Baudin Ltd with consultancy services in the past.

All relationships between the prospective service providers and Baudin Ltd are confined to those described above.

The two IT service providers are considered to be comparable with respect to the calibre of the staff who will undertake the work, including their technical expertise and experience in IT services of the type required. Further, it is considered that the operating capacity of both contenders is appropriate for the task.  

	APPENDIX B: Manipulation of the strength of the board of directors 

	Criteria
	Strong treatment
	Weak treatment

	Independence 

of the board (committee) from management


	A ten-member Board of Directors, comprised of two executive members, including the company’s Chief Executive Officer, and eight non-executive members, governs the company. The Chairman of the Board is a non-executive director with extensive experience in the industry.

The Board is assisted in the discharge of its duties by a number of sub-committees, all of whom are accountable to the Board. The nomination of members to the Board is the responsibility of a Nominations Committee, which is comprised of three non-executive directors. 

Baudin Ltd has never employed the non-executive members of the Board, except in their position as Directors of the company. Further, neither they nor any of their respective family members are related to Baudin’s management or have any financial dealings or other contractual arrangements with the corporation.
	A ten-member Board of Directors, comprised of two executive members, including the company’s Chief Executive Officer, and eight non-executive members, governs the company.  

The Chief Executive Officer, who has extensive experience in the industry, is the Chairman of the Board.  The Chairman has significant input into the nomination of members to the Board. The Board is assisted in the discharge of its duties by a number of sub-committees, all of whom are accountable to the Board. 


	Composition of the audit committee


	An Audit Committee, regulated by a formal written charter adopted and approved by the Board, assists the Board in the execution of its accounting and auditing responsibilities. The three-member Audit Committee is comprised of non-executive directors all of whom are financially literate. Two of the Committee members, including the Chair of the Committee, hold senior Australian professional accounting qualifications.  
	An Audit Committee, regulated by a formal written charter adopted and approved by the Board, assists the Board in the execution of its accounting and auditing responsibilities.  The three-member Audit Committee is comprised of two non-executive directors and one executive director, who chairs the Committee. The executive director holds a senior Australian professional accounting qualification. The financial literacy of the non-executive directors is minimal. 

	Authority of the 

audit committee
	The role of the Audit Committee is as follows:

1.
to advise on the establishment and maintenance of a framework of internal control and appropriate ethical standards for the management of the company.  Thus, it assists the Board in fulfilling its responsibilities for the quality and reliability of financial information, including reporting in financial statements;

2.   to monitor the management of identified risks, identify any new risks and recommend action to be taken for their control;
3.  to be involved with the internal auditors in planning the annual audit program, and reviewing the program at various intervals throughout the year;
4.    to review the scope of the external audit, and to review findings and issues brought to its attention including those provided by the external auditor;
5. to provide oversight and communication regarding the provision of non-audit services by the external auditor, including matters that might reasonably be thought to bear on independence; and
6.
to review the appointment and remuneration of the external auditor.
	The role of the Audit Committee is as follows:

1.
to advise on the establishment and maintenance of a framework of internal control.  Thus, it assists the Board in fulfilling its responsibilities for the quality and reliability of financial information, including reporting in financial statements;  

2.
to review issues brought to its attention; and

3.
to review the appointment and remuneration of the external auditor.



	Resources and 

diligence of the 

audit committee

	The Committee has the authority to investigate any matters within its terms of reference, the resources it needs to do so and has full access to information.

The Committee meets with the external and internal auditors and senior management to review the half yearly and annual financial statements and reports, and at such other times as is necessary to consider specific issues or matters that may arise from the internal and external audit process. The external and internal auditors have direct access to the Committee, if necessary, without management involvement. The Committee reports to the Board after each Committee meeting. 
	The Committee meets once every four months. The internal and external auditors are invited to meetings at the discretion of the Committee.  The Committee reports to the Board after each Committee meeting.





































































































































� The participants are posed an acceptable-risk problem, where risk and benefits (and the direct costs of safeguards) are consequences of the choices faced , in this instance, audit firm versus specialist firm.  The notion of an acceptable-risk problem is consistent with the ISB’s (2005) concept of an ‘acceptable level of risk’ defined on the previous page.





� The studies are confined to those that have employed between-subjects experimental designs, beginning with McKinley et al. (1985) with specific reference to demand effects associated with the use of survey based/within-subject designs.


� Research that considers directors and internal and external auditors as belonging to a set of mechanisms for monitoring management views the parties as either complementary or substitutes (e.g., Anderson, Francis & Stokes, 1993). The difference in the concepts is one of “enhancing quality, or … meeting essential functions”, respectively (Abdel-khalik, 1993, 298). Substitution is inconsistent with the relative positioning of directors in the principles-based regulatory corporate governance framework, and, therefore inconsistent with this study. For example, the Australian BPG – AC Guide (2001, 6) states that the objective of the audit committee is to facilitate the “maintenance of the independence of the external auditor”. The facilitating role is also expressly supported in the UK FRC (2006) Code. Further, the roles and responsibilities of the audit committee, as defined in the respective codes, clearly establishes that the role of the committee is not to act as a quasi-auditor. The wording of the duties centres on such key phrases as improving, facilitating, reviewing and monitoring. 





� Four responses are eliminated on the basis that the participants failed the manipulation of the strength of the board of directors. These four participants rated the overall standard of the weak board of directors at 5 or above, i.e., as strong form. Such a result is inconsistent with the case material, best-practice criteria, the findings of prior research and the results of pre-testing; and suggests that the participants did not attend to the cues (Pany et al., 1987). The fifth instrument was blank.
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