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Abstract

Recent regulations require audit committees to pre-approve audit and non-audit services thereby increasing audit committees’ accountability to investors for auditor independence and audit quality.  Fee disclosures for auditor-provided services also are required, aimed at influencing investors’ perceptions of auditor independence.  However, these disclosures reflect the committees’ pre-approval decisions such that they may be less willing to hire auditors for non-audit services in order to avoid public fee disclosures even if the non-audit services increase audit quality.  One hundred experienced corporate directors, responding as audit committee members or investors, participated in an experiment.  We manipulated the effect of the auditor’s provision of non-audit services on audit quality and the fee disclosure requirement.  Results indicate that committee members are more likely to recommend joint provision if audit quality improves, consistent with investors’ preferences.  However, unlike investors, audit committees become hesitant to recommend joint provision when public disclosures are required, even at the expense of audit quality.  These findings suggest possible unintended effects of recent legislations.  
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Are There Unintended Consequences of Non-Audit Service Pre-Approval and Disclosure Regulations on Audit Committee Members’ Decisions?

I.
Introduction

In order to “promote effective corporate governance,” the Securities and Exchange Commission (SEC) and Congress (through the Sarbanes-Oxley Act of 2002) passed reforms aimed at increasing audit committees’ accountability to investors for audit and financial reporting quality (see Unger 2001 and Turner 2002).  For example, audit committees are directly accountable for auditor independence through a requirement to pre-approve both audit and allowable non-audit services.  In pre-approving these services, committees are charged with evaluating whether non-audit services that the auditor provides (i.e., joint service provision) compromise the auditor’s independence.
  Given certain non-audit services can improve audit quality, the SEC recommends that audit committees also consider in their pre-approval process how non-audit services affect audit quality (Turner 2001).  
Complementing these regulations were additional public disclosure mandates aimed at reversing the erosion of investor confidence in the quality of audits and capital markets (Turner 2001, Pitt 2002, Federal Register 2003).  For example, companies must disclose that the audit committee pre-approved both audit and non-audit services provided by the auditor and considered the service-auditor independence compatibility (Unger 2001).  Further, companies must report the total amount of audit and non-audit service fees paid to the auditor in its public filings.  Together, these disclosures are designed to help investors assess auditor independence and thus, financial reporting quality (SEC 2000).

The stated intent behind the pre-approval and disclosure regulations is to improve corporate governance oversight, audit quality, and investor confidence.  The requirement to disclose audit and non-audit service fees is expected to influence investor behavior and perceptions of auditor independence; however, these disclosures may also affect audit committees’ decisions related to approving non-audit services (Unger 2001).  For example, by disallowing non-audit services from the auditor, audit committees can avoid disclosures that might lead to investor concerns about auditor independence (Abbott et al. 2003; Dopuch et al. 2003).  However, if joint service provision improves audit quality, this may not be in investors’ best interests.  Investigating the extent to which the investor-oriented disclosures might also affect audit committee decisions, therefore, is important in evaluating the possible intended and perhaps unintended consequences of existing and proposed regulations.

We design an experiment to provide empirical evidence to address three broad questions related to the consequences of these regulations on audit committees’ decisions.  First, do audit committees consider the non-audit service effects on audit quality in deciding whether to approve the purchase of non-audit services from the auditor?  Second, to what extent do the mandated disclosures affect audit committees’ pre-approval decisions?  Finally, to what extent are audit committees’ decisions regarding the auditors’ joint service provision consistent with investors’ preferences? 

Participants in our experiment are 100 corporate directors who attended one of several KPMG Audit Committee Institute Roundtables during 2003.  Eighty-one of these directors assume roles of audit committee members and recommend whether a non-audit service be jointly provided by the auditor or provided by an unaffiliated audit firm.  In a 2 x 2 between-participants design, we manipulate the effect of the non-audit service on audit quality via the type of service (risk management service whereby audit quality improves versus human resource management service that has no effect on audit quality) and the disclosure requirement via the type of company (a public company for which disclosures are required versus a private company with no disclosure requirement).  We find that the relation between non-audit services and audit quality appears to influence audit committees’ decisions to approve the joint provision of services.
  Further, we find that audit committees are less likely to approve joint service provision when public disclosures are required, even if they believe joint provision results in a higher quality audit.  While disclosure appears to increase some committees’ sensitivity to auditor independence impairment, other committees avoid joint provision in order to escape disclosures and possible investor concern over auditor independence. 

The other 19 directors assume roles as investors in the public company and are asked to indicate which firm they would prefer for the provision of risk management services.  In addition to public disclosures related to audit and non-audit service fees, investor participants receive voluntarily-disclosed information that the joint service provision would improve audit quality.  Our findings suggest that, relative to audit committee members, investors are more likely to prefer the joint provision of non-audit services that result in higher audit quality.
  Together, these results suggest the possibility of unintended effects of some recent auditor independence regulations, but also that additional disclosure related to non-audit services may be warranted.  

The paper proceeds as follows.  Section 2 develops the research motivation and hypotheses for the effects of regulations on audit committee judgments.  Sections 3 and 4 then discuss the related experimental design and results, respectively.  Section 5 presents the design, research question, and results that compare audit committee judgments and investor preferences.  A final section discusses some implications of our findings and concludes the paper. 

II.
Background and Hypotheses Development

Audit committee responsibility for audit and financial reporting quality

The SEC has repeatedly espoused the importance of both the audit committee’s governance role and the auditor’s independence in protecting investors and ensuring an efficient and reliable capital market system (SEC 1983; Levitt 2000; Herdman 2002).  As elected representatives of investors, audit committee members’ role is to provide oversight of the reporting process (Blue Ribbon Committee (BRC) 1999).  That is, audit committees are “expected to serve as the guardian of investors’ interests and corporate accountability” (Zanni and Terrell 2002, 1).  Auditor independence is similarly critical: “[w]ithout independently audited financial statements, investors would not be able to rely on financial statements” (Canadian Institute of Chartered Accountants (CICA) 2000).

Enron and other recent notable accounting frauds highlighted the issue of audit committee accountability to investors, particularly as it relates to auditor independence and audit quality.  This issue, in turn, rekindled a longstanding debate about the positive and negative effects of the auditor’s provision of non-audit services on his or her independence, and the results on audit and financial reporting quality.  While services that placed the auditor in a clearly compromised position (e.g., in the role of management) previously were proscribed, compelling arguments were made in favor of an “exclusionary rule” for all non-audit services due to the potential to compromise objectivity (SEC 2000).  One argument was that the joint service provision required the auditor to serve two clients – investors and managers.  Others were that the auditor should not be in the position of evaluating his or her own work and should not be allowed to assess his or her own independence (SEC 2000).  

On the other side of the debate were those who believed that joint provision of audit and non-audit services can improve audit quality in a number of ways.  One is that certain non-audit services provide the auditor with essential knowledge of a client’s business (Copeland 2002; Goldwasser 2002; Shedlarz 2002; Pletz 2002).  For example, the auditor’s provision of a non-audit, risk management service promotes an effective risk analysis, critical to ensuring audit quality (Goldwasser 2002; Rice 2000).  Practitioners also associate the ability to perform high quality audits with the breadth of firm-level expertise of those outside the audit function who are brought in for consultation (Copeland 2002; Plitch 2002) and believe offering both audit and non-audit services makes the audit firm more attractive to highly qualified and talented professionals, thereby increasing the firm’s intellectual capital and overall audit quality (Copeland 2002)
.
Congress and the SEC appear to acknowledge a trade-off between the possible impairment of auditor objectivity and the potential benefits to audit quality from the auditor’s provision of non-audit services.  Instead of banning auditors from providing all non-audit services to clients, the SEC chose to exclude those services “that if provided to an audit client, would impair an auditor's independence” (Levitt 2000, 5).
  In addition, the SEC recognizes that some non-audit services may in fact improve audit quality (Federal Register 2003) and believes the evaluation of auditor independence is one involving judgment (see SEC 2000 and Unger 2001).  Thus, for all allowable services, the SEC requires the audit committee to pre-approve the auditor’s provision of non-audit services, holding the committee directly accountable for auditor independence and audit quality (Federal Register 2003).  

In both psychology and accounting research, accountability is defined as the implicit or explicit expectation that one may be called upon to justify one’s beliefs, feelings, or actions (Lerner and Tetlock 1999).
  In pre-approving non-audit services, audit committees become accountable for their evaluation process (i.e., process accountability).  Process accountability focuses on the quality of the judgment procedure and increases one’s feelings of responsibility for the evaluation of alternatives (Lerner and Tetlock 1999).  As a result, individuals held accountable for their decision processes tend to engage in a less biased evaluation of decision alternatives (Peecher and Kleinmuntz 1991; Lerner and Tetlock 1999).  

It would seem reasonable, therefore, for audit committees to consider the compatibility of an allowable non-audit service with auditor independence as well as the effect of the service on audit quality when deciding whether or not to approve joint provision.  Barring the belief that joint service provision leads to the impairment of auditor independence, audit committees should be more willing to approve those non-audit services that would result in higher audit quality.  In fact, we observe anecdotal support for this as we see audit committees supporting significant levels of non-audit services (see Weil and Tannenbaum 2001 and Frankel et al. 2002).  However, there is no direct evidence on the extent to which audit committees actually consider the effects on audit quality in their non-audit service approval decisions as supported by the SEC.  Thus, we propose the following hypothesis:

H1a:
Ceteris paribus, audit committees will be more likely to recommend the auditor for provision of non-audit services when audit committees believe joint provision improves audit quality.

 The effect of disclosures on audit committee decisions  

Regulations that proscribe certain non-audit services and hold audit committees accountable for auditor independence are steps toward assuring quality audits, and as a result, more reliable financial reporting.  However, the actual integrity of financial statements alone is insufficient to restore investors’ confidence in the capital market system (see Turner 2002).  Confidence is restored only if investors believe the information can be trusted (Levitt 2000, 2).

The importance of instilling investor trust is evident from other recent regulatory actions purposely targeted at investors’ perceptions.  For example, the SEC requires disclosure of audit and non-audit fees paid to the auditor (SEC 2000; Federal Register 2003).
  The rule appears aimed at influencing the appearance of the auditor’s independence given non-audit service fees are disclosed only when the auditor provides the non-audit services.  The SEC states that disclosures allow investors to decide whether the auditor is in a position to give an objective opinion on the financial statements (Unger 2001) and have “the capacity to shape the behavior of investors, possibly decreasing investors' confidence in the validity of their financial statements” (Rittenhouse 2001, 1).  Accordingly, when the auditor provides joint services, investors’ views are likely to be negative as compared to when an unaffiliated firm provides non-audit services.  The SEC further states that mandated “disclosures … [allow investors] to ask more direct and useful questions of management and directors regarding their decisions to engage the accountants for such service” (Federal Register 2003, Section IV.B.3.).  Thus, audit committees are likely to view fee disclosures as having downside risk with little upside potential with respect to investors.  

SEC regulation requires additional (non-fee) disclosures when the auditor is hired for non-audit services: disclosure of the pre-approval process and that the audit committee considered whether the provision of non-audit services is compatible with maintaining the auditor's independence (Federal Register 2003).  While this act of pre-approving holds audit committees directly accountable for auditor independence (and thus, audit quality), its disclosure is aimed at increasing investors’ confidence in the auditor independence evaluation process (Raghunandan and Rama 2003; Federal Register 2003).  That is, the SEC intends for these disclosures, the nature of which is a direct function of the audit committee’s ultimate decision (i.e., whether or not to approve the joint provision of services), to influence investors’ perceptions of auditor independence.
   

The mandated disclosures hold audit committees accountable on two dimensions.  First, the act of disclosing the pre-approval process (i.e., the consideration of the compatibility of the non-audit service with auditor independence) underscores the fact that audit committees are accountable to investors for the evaluation of actual auditor independence (i.e., process accountability).  Second, audit and non-audit fee disclosures hold audit committees accountable to investors for the outcome of the pre-approval process that is inferred from the required disclosures – that is, perceived auditor independence.  

Research in accountability indicates that individuals held responsible for a process will more critically evaluate decision-related trade-offs (Tetlock et al. 1989).  In addition, those responsible for decision outcomes are more apt to expend cognitive effort on self-justification and to arrive at outcomes that maximize their social and/or organizational environmental standing (Tetlock 1985; Peecher and Kleinmuntz 1991).  Overall, accountability leads individuals also to “anticipate objections that others may raise to the positions they are about to take” (Tetlock and Boettger 1994, 2), select a course of action that best conforms to a known audience’s views (Tetlock 1983; Tetlock et al. 1989), and “avoid acting in ways that [will trigger blame] from well-defined constituencies” (Tetlock and Boettger 1994, 4).  

Given audit committees’ responsibilities for ensuring auditor independence and audit quality, we expect audit committees to critically evaluate decision-related trade-offs and thus judge whether joint service provision is compatible with auditor independence.  Further, based on the nature of the disclosures and of the press surrounding the politics underlying the mandates, it is reasonable to expect audit committees to view disclosures as having negative implications with respect to investors’ perceptions of auditor independence (see Flaming 2004).  For example, the SEC contends, “[c]ompanies may perceive disclosing the ratio of non-audit to audit service fees will decrease investor confidence in the validity of their financial statements.  In that case, we can expect companies to take steps to improve the ratio…” (Unger 2001, 3).   

If disclosures increase audit committees’ accountability for their decision processes and outcomes, committees likely will take action to avoid the potentially negative implications.  That is, when disclosures are required, we expect audit committees to more closely evaluate auditor independence impairment and/or investor perception concerns.  Because the pre-approval process and non-audit service fees are publicly disclosed only if the auditor provides joint services, committees will be less likely to pre-approve the purchase of non-audit services from the auditor. Therefore, we propose the following hypothesis: 

H1b:
Ceteris paribus, audit committees will be less likely to recommend the auditor for joint provision of non-audit services when public disclosures are required relative to when disclosures are not required. 

Possible interactive effects between audit quality and disclosures

In arriving at a recommendation, an audit committee is likely to engage in a cost-benefit analysis whereby the potential benefits to hiring the auditor are evaluated relative to the costs.  If committees believe that joint provision impairs auditor independence, this cost clearly exceeds any benefits and an unaffiliated firm should be hired for the non-audit services.  This is consistent with the observation that some corporate boards (e.g., Johnson & Johnson) take the approach of simply refusing to purchase any additional services from their auditor (Goldwasser 2002; Bryan-Low 2003).  

Other anecdotal evidence, however, shows that audit committees are willing to approve joint service provision, consistent with the belief that there are benefits (or at least no significant costs) in the auditor providing some non-audit services.  One compelling benefit from hiring the auditor would seem to be the SEC’s acknowledgement that joint service provision may improve audit quality, the assurance of which is the audit committee’s responsibility.  If auditor independence is not compromised, then assuming no non-audit service quality or price disadvantage associated with the audit firm, joint provision benefits would appear to outweigh the costs.  Thus, relative to those situations for which the auditor’s provision of non-audit services provides no benefits to audit quality, we would expect audit committees to approve joint provision more often when audit quality improves (H1a).  

The willingness of audit committees to recommend joint provision, all things equal, should be greater in the private company setting as there are no additional costs associated with disclosure.  As seems to be the SEC’s intent, disclosures likely increase the risk that investors will perceive auditor independence as compromised.  Given the focus on the importance of investors’ perceptions, it is therefore likely that audit committees will consider disclosures as having negative effects.  This would be consistent with companies such as International Paper Co. having established “bright lines” in which the purchase of any non-audit service that brings the ratio of non-audit fees to audit fees over a specified threshold is rejected (Goldwasser 2002; Plitch 2002; Bryan-Low 2003).
  

In light of the increased accountability from disclosures, we expect audit committees to more closely consider the trade-offs and to focus more on the downside of public disclosures than on the benefits to audit quality.  We base the latter on a basic cognitive tendency for “losses to loom larger than gains” (Tetlock and Boettger 1994, 4).  Thus, given the disclosure downside, we expect audit committees’ willingness to recommend joint provision when audit quality improves to diminish. Therefore, we examine the extent to which audit committees are willing to forego audit quality to avoid disclosure and propose the following hypothesis. 

H1c:  
Audit committees are more likely to recommend joint provision that improve audit quality relative to when joint provision does not improve audit quality.  However, the likelihood of recommending joint provision due to audit quality improvement is moderated by public disclosure.   

III.
Method

Design

To address these three research questions (H1a-H1c), we employ a 2 x 2 between-participants design.  The first factor relates to whether or not the proposed non-audit service improves audit quality.  This factor is operationalized by varying the type of non-audit service: if provided by the auditor, risk management services are expected to result in a higher audit quality; in contrast, there is no likely audit quality effect for the joint provision of human resource services.
  The second factor is whether or not the company is required to publicly report the mandated disclosures associated with joint provision of audit and non-audit services.  This presence or absence of a disclosure requirement is operationalized by the type of company, public or private, respectively.  

Participants 

Participants included 81 corporate directors who were attending one of twelve different corporate governance roundtables held around the country.  On average, these directors are serving or have served on 3.0 boards and have 5.4 years (3.3 years) experience as a public (private) company audit committee member.
  Summary background information is presented in Table 1.

Insert Table 1 here

Procedure

We worked with a national coordinator of the governance seminars as well as the individual administrators at each of the twelve locations to distribute and collect the instruments.
  Each location administered instruments for all experimental conditions, thus, participants were randomly assigned to conditions at each location.  Upon arrival at a seminar, participants received a packet comprising (1) a short letter of introduction asking for their voluntary participation in the study that would address an audit committee’s approval for the client’s purchase of non-audit services, (2) two pages of background information on the company and decision, (3) a one-page question set related to the primary decision, and (4) a two-page question set containing manipulation check, explanatory, and demographic questions.  Participants were instructed to return the completed instrument to the administrator at the end of the seminar.

Task and Instrument

Each of the 81 participants was instructed to assume the role of an audit committee member for a growing small-cap company.  They were told that at its upcoming meeting, the audit committee would be recommending one of two Big 4 firms to provide some non-audit services to the company and that they would be one of two audit committee members to whom the initial selection decision has been delegated. 

All participants learned that Firm A (the external auditor) was just hired to conduct the company’s external audit and would be paid audit fees of $1.3 million.  They were also told that Firm A “has a well-established reputation for providing these [non-audit] services to some of the leading firms in [the industry]” and have “access to relevant best practices.”  In contrast, participants were told that the second firm, Firm B, had no present or prior association with the company, but did have experience in providing these non-audit services.  Both accounting firms bid $2 million for the 18-month non-audit service project with $1.25 million expected to be billed this year.
  We wanted Firm A to appear slightly more attractive in terms of the quality of the services (or at least no less attractive) and equivalent in costs such that selecting Firm B would be for reasons other than service quality or cost savings.
  

The instrument for each experimental condition comprised two pages of background information: page one described the nature of the allowable non-audit service and the relation of the non-audit services to audit quality.  In the risk management services cases, we told participants they could be confident that a higher quality audit would result if Firm A provided both services.  Participants in the human resource service cases were told that purchasing joint services from Firm A would not lead to a higher quality audit.  

Page two of the background information varied depending on whether the company was publicly or privately held.  For those assigned to the public (traded on NASDAQ) company condition, the second page presented alternative sets of public disclosures that would be reported in the company’s filing based upon the committee’s recommendation: those required if the audit committee recommended the audit firm (Firm A) for the non-audit services and those required if the unaffiliated firm (Firm B) provided the non-audit services.
  In both cases, disclosures would show that $1.3 million was paid in audit fees.  If the audit firm was selected to provide the non-audit services, the company would report $1.25 million in other fees paid to the auditor.  In addition, disclosures would state that the audit committee pre-approved all services purchased from the auditor.  Alternatively, if the unaffiliated firm (Firm B) was selected to provide non-audit services, the company would report $0 in other fees paid to the auditor and there would be no mention of the pre-approval process (or even the fact that the company purchased any non-audit services). 

For those receiving the private company condition, page two of the background information stated the total amount that the company would pay for audit and non-audit services, emphasizing that the amount would not differ; the only difference is whether the company pays $1.25 million for non-audit services to Firm A or Firm B.  In addition, the instrument indicated that because the company was privately held, it would not be required to make any public disclosures regarding the amounts paid for audit or non-audit service fees nor would it be required to disclose that the audit committee pre-approved such services.  

After reading the background information, participants answered two sets of questions. The first question set asked participants to indicate which firm they would recommend to provide the non-audit service.  They then were instructed that they might have to explain the reasoning behind their recommendation and thus, were asked to list (1) the single most important factor in support of the recommended firm, (2) other factors they considered that support their recommendation, and (3) the single most important factor that argues against the recommended firm.  After inserting this question set into an envelope, participants responded to a second set of manipulation check, control, and demographic questions.
  

IV.
Audit Committee Results

Manipulation checks and control variables

Participants responded either “yes” or “no” to a manipulation check question that asked whether the case materials indicated that the joint provision of the non-audit service and audit would result in a higher quality audit.  Those who received the risk management service cases should have responded “yes,” whereas participants receiving the human resource service cases should have answered “no.”  One participant responded incorrectly and, accordingly, was eliminated from all analyses.
  
Examination of how the relation between non-audit services and audit quality affects firm recommendations requires audit committees to believe that the joint service provision does or does not improve audit quality.  Given the backgrounds of the majority of our participants, it is likely that their prior director experiences could influence the extent to which they believe audit quality improves with any given non-audit service.  Thus, we also ask “to what extent do you believe the auditor’s provision of the risk management (human resource) services would affect audit quality (AQ)?”  Participants responded on an 11-point scale with 1 being “AQ would be much lower,” 6 (the mid-point) being “no effect on AQ,” and 11 being “AQ would be much higher.”  Those assigned to the human resource conditions (n=40) reported a mean (standard deviation) of 6.13 (1.18).  This is not significantly different from the “no effect” of 6.0 (p=.507).  In comparison, mean response for participants in the risk management conditions (n=41) was 7.32 (1.84), which is significantly greater than the “no effect” of 6.0 (p<.001).  While the two means also are significantly different (p<.001), the distributions for these responses suggest that some participants believed that risk management (human resource) services had no measurable effect on (improved) audit quality.  Thus, in our analyses, we use whether participants believed joint provision did or did not improve audit quality as the independent variable instead of the assigned service condition.
  

As part of their pre-approval decisions, audit committees must assess whether joint service provision is compatible with auditor independence.  If a service is viewed as incompatible, the committee should not approve the joint provision.  Thus, we asked participants to indicate how the joint provision of risk management (human resource) services would affect the auditor’s actual objectivity on an 11-point scale with 1 being “Objectivity not affected,” 6 (the mid-point) being “Objectivity slightly reduced,” and 11 as “Objectivity significantly reduced.”  Across all participants, the mean response (standard deviation) was 4.96 (2.87) indicating that on average, participants view the joint provision of non-audit services as slightly reducing auditor objectivity; the means for risk management and human resource services, respectively, were 5.05 (2.92) and 4.86 (2.85).  In addition, those in the public and private company setting reported means of 5.12 (2.94) and 4.75 (2.81), respectively.  Differences across service type and company type were not significant (p=0.77 and p=0.60, respectively).  

Finally, we attempted to eliminate non-audit service quality as a possible explanation for the selection of Firm B by making the auditor (Firm A) a slightly more attractive non-audit service provider.  However, as with audit quality, non-audit service quality beliefs may vary across individuals and possibly across types of services.  As such, we asked participants which firm they believed would provide a higher quality non-audit service or whether the firms were essentially equivalent in this regard.  There were 13 participants who indicated that Firm B would provide a higher quality non-audit service; there were no significant differences across conditions or services between frequencies for those responding in favor of Firm B. 

Descriptive data for H1a, H1b, and H1c

H1a and H1b predict that audit committees will be more likely to approve the auditor’s joint service provision if they believe the service will result in higher audit quality but less likely if public disclosures are required.  H1c proposes that disclosures will moderate audit committees’ willingness to approve joint provision when it improves audit quality relative to when audit quality does not improve.  Panel A of Table 2 presents firm recommendations by type of company and audit quality beliefs for the 81 participants.
  

Overall, the descriptive data show that audit committees appear reluctant to hire the auditor for non-audit services (only 37.0 percent of the time) in spite of the auditor having a slight advantage in providing the non-audit services.  However, if audit committees believe joint provision benefits audit quality, they recommend the auditor 52.8 percent of the time compared to only 24.4 percent of the committees when the service results in no audit quality improvements.  Thus, while audit committees, on average, prefer joint service provision less than 40 percent of the time, they are more willing to hire the auditor when there are benefits to audit quality.  This is consistent with H1a and the Panel’s recommendation that audit committees consider audit quality in evaluating auditor independence (POB 2000).  

Insert Table 2 here

Panel A further indicates that 41.7 percent of audit committees recommended joint provision when the company is private relative to only 33.3 percent when public disclosures are required; this is consistent with H1b.  This pattern holds within each audit quality belief condition.  However, the increase in participants’ recommendations of joint provision when audit quality improves versus does not improve is greater for the private company.  When the company is private, the willingness of participants to recommend joint provision increases from 28.0 percent to 72.7 percent; in comparison, when the company is public, recommendations for joint provision increase from 20.0 percent to 44.0 percent when participants believe that the services will result in improved audit quality.  These data are consistent with disclosure moderating the effects of audit quality beliefs (H1c).

Tests of H1a, H1b, and H1c

We use the logistical regression model below to test the effects of (1) the relation between non-audit service and audit quality and (2) public disclosures on audit committees’ firm recommendations (FIRMREC):

FIRMREC = b0 + b1 AQBELIEF + b2 PUBLIC + b3 PUBLIC ( AQBELIEF +



b4 OBJBELIEF +b5 NASBELIEF + ε

The dependent variable, FIRMREC, equals one if the audit committee member selects the audit firm to provide the non-audit service, zero otherwise.  The main and interactive effects of the two independent variables are modeled, each measured as an indicator variable: AQBELIEF captures whether the participant believes the joint provision of the non-audit service will or will not improve audit quality, and PUBLIC captures whether disclosure of jointly provided non-audit services is or is not required.  

In addition to our test variables, we control for the effects of two other factors that may affect participants’ firm recommendations: a variable that captures participants’ beliefs of the effect of joint provision on auditor’s objectivity (OBJBELIEF) measured on a 1 (Objectivity not affected) to 11 (Objectivity significantly reduced) scale, and (2) an indicator variable (NASQBELIEF) that captures whether or not participants believe Firm B would provide higher non-audit service quality.  

The coefficient associated with the main effect of AQBELIEF (b1) measures the effect of audit quality beliefs on firm recommendations for those participants whose companies are private, i.e., not required to make public disclosures about joint service provision.  This same relation for participants whose companies are required to make such public disclosures is represented by the sum of the coefficients for this main effect variable and the interaction variable (b1 + b3).  Given we posit that committees are more (less) likely to recommend the auditor when joint provision is believed to improve (not improve) audit quality, we predict positive coefficients for b1 and the sum of b1 + b3.  However, disclosures are predicted to moderate participants’ willingness to recommend joint provision that is due to improved audit quality.  Thus, we also expect a negative coefficient on the interaction between AQBELIEF and PUBLIC (b3).

The coefficient for PUBLIC (b2) measures the effect of disclosures on participants’ firm recommendations for those participants who believe audit quality does not improve.  This same relation for participants who believe joint provision improves audit quality is represented by the sum of the coefficients for this main effect variable and the interaction (b2 + b3).  We expect negative coefficients for b2 and (b2 + b3): audit committees will be less likely to recommend the auditor when disclosures are required. 

Finally, we expect negative coefficients for OBJBELIEF (b4) and NASQBELIEF (b5): audit committees will be less likely to recommend the auditor when they believe joint provision compromises the auditor’s objectivity or when they believe Firm B will provide a higher quality non-audit service. 

As shown in Table 3, the overall logit model is significant (p < 0.001) with a pseudo-R2 of 42 percent.  As expected, for the control variable OBJBELIEF, we see that participants are significantly less likely to recommend Firm A when they believe joint provision adversely affects the auditor’s objectivity (p < 0.01).  This finding is consistent with the SEC’s mandate that audit committees consider the compatibility of non-audit services with the auditor’s independence.  We do not find a significant relation between the participants’ beliefs about non-audit service quality and their firm recommendations.  This may be due to the fact that the non-audit service quality for those believing quality was higher for Firm B was a by-product of participants’ beliefs about joint provision compromising auditor objectivity.

After controlling for participants’ beliefs that joint service provision may compromise auditors’ objectivity, we find that participants are more likely to recommend Firm A when they believe joint provision will improve audit quality.  The effect for AQBELIEF is significant when public disclosures are not required (b1 > 0; p = 0.02) as well as when public disclosures are required (b1 + b3 > 0; p = 0.05).  Together, these results support H1a and the POB’s recommendation that audit committees consider the effects of non-audit services on audit quality in their pre-approval decisions.  

H1b predicts that participants will be less likely to recommend the auditor when public disclosures are required; it is only partially supported as the effect of disclosures on firm recommendations is mixed depending on whether joint provision improves audit quality.  Specifically, disclosures do not have a significant effect on recommendations for those participants who believe joint provision does not improve audit quality (b2 < 0; p > 0.10).  While only 20.0 percent of participants are willing to recommend joint provision when disclosures are required, relatively few participants are willing to recommend joint provision even absent disclosures when there are no benefits to audit quality.  The slight advantage of hiring the auditor in this case – i.e., the quality of the non-audit service – is insufficient justification for many in order to recommend joint provision.  In contrast, participants who believe audit quality improves are significantly less likely to recommend joint provision when public disclosures are required versus not required (b2 + b3 < 0; p=0.05).  This result is consistent with participants being willing to forego potential benefits to audit quality in order to avoid the negative effect of disclosures on investors’ perceptions.

H1c predicts that disclosure moderates participants’ increased willingness to recommend joint provision due to the benefits of improved audit quality.  That is, overall, we expect participants to be more willing to recommend joint provision if audit quality improves; however, we expect less effect from improved quality when the joint provision will be disclosed.  While the frequencies reported in Table 2 and the significance levels between b1 and (b1 + b3) are directionally consistent with our predictions, the coefficient for the interaction between AQBELIEF and PUBLIC (b3) is not significant (p > 0.10).  
Additional Explanatory Analyses

Participants were told that it was “quite likely that another audit committee member will ask you to explain the reasoning behind your recommendation” and were asked to “list the single most important factor in support of the firm that you selected.”  While this question was open-ended, surprisingly, the breadth of responses was relatively low.
  For the 24.4 percent of those participants who selected Firm A when joint provision did not improve audit quality, the most participants (81.8 percent) indicated it was due to the quality of the non-audit service and/or provider.  The other reason was the synergies related to joint provision.
  In comparison, for the 52.8 percent of participants who recommended Firm A when audit quality improved, there were two primary responses: 42.1 percent indicated non-audit service / provider quality, 36.8 percent indicated improved audit quality, and 21.1 percent recommended Firm A because of synergies.

Responses between participants in the private versus public company conditions differed only to the extent that those in the public-audit quality improved condition listed audit quality as their primary reason more frequently than those in the private-audit quality improved condition (46 percent compared to 25 percent, respectively).  While the sample sizes are relatively small, this seems to suggest that participants in the public setting were less willing than those in the private setting to recommend joint provision unless there were benefits to compensate for the potential negative effects of disclosures.  

For participants selecting Firm B, the most commonly stated reason was a concern over independence issues.  It was not possible in each case to determine whether the participant was concerned about actual or perceived independence; however, of those 51 participants recommending Firm B, 56.9 percent listed independence as their primary underlying reason for their selection.  In addition to those that expressly mentioned independence, the remaining explanations also appeared independence-related: two indicated “two-firm benefit,” two more listed “competition,” and the remaining four mentioned non-audit service quality and the fact that non-audit fees were less than audit fees.

Finally, we asked participants whether changing the relative amount of audit to non-audit service fees would change their recommendation.  Approximately 57 percent of those who selected Firm A – and were not troubled with joint provision when the ratio was about 1:1 – would change to Firm B if non-audit service fees grew relative to audit fees.  However, the findings also suggest that participants are not simply “running away from the audit firm” as 41 percent of those who selected Firm B would change to Firm A if non-audit service fees were less.

V.
Investor Preferences 

Hypothesis development

In adopting the non-audit service disclosure rules, the SEC stated as motivation the need to provide greater transparency to investors (Turner 2001; Pitt 2002).  Specifically, the SEC’s original proposal defended the fee disclosures as a way of providing “sunlight to the auditor independence area” (SEC 2000) so investors can “determine for themselves whether there are concerns related to [independence]” (Federal Register 2003).  This seems consistent with research in accounting that demonstrates investors’ decisions are influenced by information transparency (c.f., Hirst and Hopkins 1998; Maines and McDaniel 2000).  In addition, the SEC believes investors will ask “more direct and useful questions due to the increased transparency that disclosures bring” (Federal Register 2003).  Thus, based on prior accountability arguments, the direct link between audit committees’ pre-approval decisions and required disclosures, and prior research, we believe audit committees will view this disclosure transparency as negative; by approving an unaffiliated firm for non-audit services, audit committees can avoid this investor scrutiny.  In addition, committees may reduce the possibility of regulatory scrutiny as the absence of non-audit service disclosures would signal no auditor-provided-service conflicts of interest.  

While providing “sunlight,” the fee disclosures are likely to have a negative, or at best, neutral effect on investors’ perceptions of auditor independence (e.g., see Dopuch et al. 2003 and Flaming 2004).  This effect may be due in part to the exact nature of these public disclosures.  Specifically, investors learn of the amounts paid to the auditor for non-audit services as compared to audit fees; while they also see that the audit committee approved such services, disclosures generally provide no indication as to why the auditor was hired.  For example, was the audit firm the most qualified and/or the cheapest provider of the service, or were there synergies from hiring the auditor, e.g., improved audit quality?  In other words, disclosures do not reveal all of the private information available to the audit committee.
 

Investors rely on audit committees to use this private information to make decisions; and we assume investors prefer audit committees take actions that result in the highest audit (and financial reporting) quality.  Yet, in spite of private information, if audit committees accept lower audit quality in order to avoid disclosures, an interesting question is whether audit committees really are protecting investors’ interests.  Unlike audit committees, investors face no public accountability with respect to fee disclosures; as a result, investors likely view joint service provision that improves audit quality as more positive relative to audit committees.  That is, if investors receive the same “full” information as is available to audit committees, we would expect them to prefer joint provision more often than committees would be willing to recommend.  We investigate whether audit committees’ recommendations are consistent with investor preferences and propose the following hypothesis:

H2:
Ceteris paribus, when joint provision improves audit quality and disclosures are required, compared to investors’ preferences, audit committees will be less willing to recommend the auditors’ provision of non-audit services. 

Participants and Method

To examine H2, we created a fifth experimental condition whereby 19 other director participants assumed the role of an investor in a public company.  On average, these participants served on approximately 3.7 boards and on audit committees of 3.2 (4.9) private (public) companies.  Summary background information is presented in Panel B of Table 1 and suggests that these individuals will be more similar to sophisticated investors. 

These participants received packets comparable to the pubic company, risk management services, audit committee condition.
  The audit firms and the risk management services information remained identical to that in the public-audit committee condition.  After reading the background information, participants indicated the firm (Firm A or B) that they would prefer the audit committee recommend provide the non-audit services; they also listed reasons for and against their selections.  After inserting this question set into an envelope, participants proceeded to a second set of manipulation check, clarification, control, and demographic questions.  These questions were nearly identical to those assigned to the audit committee role yet modified for the investor role.

Results

We asked participants how difficult it was for them to respond as an investor rather than as an audit committee member.  The mean response (standard deviation) was 3.68 (2.95) on an 11-point scale with 1 and 11 being “not at all” and “extremely” difficult, respectively, suggesting participants had little difficulty responding as investors.

Second, participants responded to the question, “to what extent do you believe the auditor’s provision of the risk management services would affect audit quality (AQ)?”  On an 11-point scale (1 is “AQ would be much lower” and 11 is “AQ would be much higher”), these participants reported a mean of 6.68 (1.92), which was different than “no effect” of 6.0 at p=0.07, suggesting investor participants believe audit quality improved slightly with the auditor’s joint provision of risk management services.

Underlying the SEC’s mandated disclosures is that they allow investors to evaluate auditor independence.  Parallel to the audit committee question, we ask to what extent the joint provision of services affects investors’ perceptions of auditors’ objectivity.  Investor participants reported a mean (standard deviation) of 4.26 (2.47) suggesting that investors believe auditor objectivity is slightly reduced by the joint provision, consistent with the SEC’s contention.  It further suggests that audit committees’ concerns over investors’ perceptions of auditor objectivity may not be unfounded. 

Table 4 reports, on average, 68.4 percent of investors prefer that the auditor provide risk management services in contrast to audit committees’ recommendations of only 41.7 percent of the time.  This difference is significant at p < 0.05, consistent with H2.  Interestingly, investors’ preferences for joint service provision exceeds audit committees’ recommendations even though committees believe joint provision improves audit quality more relative to investors (mean AQBELIEF for investors is 6.68 compared to 7.83 for audit committees in the public-risk condition).
  

Insert Table 4 here

For the 68.4 percent of the investor participants who selected Firm A, the most frequently-listed reason for the recommendation was non-audit service / provider quality (61.5 percent).  Another 30.8 percent of these investors indicated audit quality as the basis for recommending the auditor.  In comparison, of the 31.6 percent of participants recommending Firm B, all indicated independence concerns but one; this individual stated that the relative non-audit service fee amounts were too large, in effect, raising concerns about possible bias.  

VI.
Discussion

One problem repeatedly cited in regulatory debates over rules restricting auditor provision of non-audit services is the lack of empirical evidence indicating that joint provision, in fact, leads to actual and/or perceived auditor independence impairments (e.g., POB 2000; Turner 2001).  Also questioned is the effectiveness of SEC-required disclosures in meeting the objectives of increased financial reporting quality.  Former SEC Chairman Pitt (2002), in discussions of the then-impending adoption of the Sarbanes-Oxley Act, expressed his concern over the lack of empirical evidence supporting the new disclosure requirements.  Further, he stated that if and when problems are empirically shown to exist, reforms should be tailored to fit those specific problems (Pitt 2002).  

There have been other requests for research on policy implications.  For example, the POB (2000) called for the continuous evaluation of the effectiveness of new SEC disclosure requirements as well as future rule-making initiatives.  Former Acting SEC Chairman Unger (2001) stated that the non-audit service disclosure requirements “lay the groundwork for future study of the effect of non-audit services on auditor independence” and expressed a need for “better empirical information on the effect of various non-audit services in the future.”  Karmel (2004, 2) states, “[w]hether Sarbanes-Oxley will result in better corporate governance and greater sensitivity by corporate officers and directors to investor interests remains to be seen.”  

This research addresses such calls for evidence.  Our results indicate that audit committees are reluctant to recommend the auditor for allowable non-audit services when there are no direct benefits to the audit.  This finding holds even when audit committees have no public accountability, consistent with boards “of many private companies [embracing] various aspects of the Sarbanes-Oxley Act” (Gehrke 2004) and the PCAOB’s hopes that standards can be adopted in private as well as public settings (McDonough 2004). 

The data show that while audit committees consider the effect of joint provision on audit quality, as the POB suggested, they become hesitant to approve the auditor for non-audit services when public disclosures are required.  It appears that because the mandated disclosures reflect audit committees’ decisions, audit committee members are willing to sacrifice improvements in audit quality to avoid the public disclosures.  Audit committee members lean toward an unaffiliated firm for non-audit services for several reasons: some view joint provision as incompatible with auditor objectivity; however, other committee members consider the possible negative effects of mandated joint provision disclosures on investors’ perceptions and thus, make recommendations to avoid the public disclosures even at the expense of foregone audit quality improvements.  Thus, disclosures seem to make audit committees more sensitive to actual auditor independence issues – a result that seems consistent with the SEC wanting greater board accountability for auditor independence – but, disclosures also seem to increase sensitivity to perceptions of independence.  While it is prudent for audit committees to consider investors perceptions, the fact that audit quality is sacrificed may not be in the best interest of investors.  

This is particularly true if one considers that investors, when provided with “full” information, seem to prefer joint provision more than audit committees do.  Based on an exploratory post-experimental question, we found that when asked to consider only required disclosures, i.e., to ignore information about the audit quality effects of joint provision, investors have preferences closer to those of public audit committees.  This result seems consistent with Dopuch et al.’s findings that mandated fee disclosures may result in investors forming inaccurate beliefs of auditor independence (2003).  Together, our findings suggest that providing additional disclosure regarding a reason for the selection of the auditor for non-audit services might be important given the auditors’ independence is unobservable to investors (see Zhang 2003).  Given one view that “mandatory disclosure [may not be] an effective means of redressing the inefficiency associated with the problem of information asymmetry” (Franco 2002, 240), it would seem important to examine the possible effects of voluntary disclosure. 

In examining the effects of legislative mandates on experienced corporate directors’ perceptions and decisions, this study addresses the appeals for empirical evidence on this issue. Results of this study may also assist regulators in evaluating the potential consequences of new policies and in assessing whether regulations achieve the intended goals of increasing audit and financial reporting quality.  In addition, this paper contributes to existing literature on disclosure and financial reporting transparency.  Prior research argues that managers sometimes make decisions to avoid increased financial reporting transparency (e.g., see Healy and Palepu 2001; Hodge et al forthcoming).  This study provides evidence that audit committees’ decisions are affected by whether or not those decisions are publicly disclosed.  
This paper also contributes to the growing body of research in the areas of corporate governance, audit committees, and auditor independence and suggests several avenues for future research.  First, our investor participants are clearly more sophisticated than the average investor.  One extension would be to examine unsophisticated investors’ preferences relative to both audit committee recommendations and sophisticated investor preferences.  The findings in Hodge et al. (forthcoming) suggest that unsophisticated investors – perhaps more so than sophisticated investors – would be more sensitive to fee disclosures in that “professional” audit committees are publicly linking fees to auditor independence. This may lead unsophisticated investors to place more emphasis on the fee-independence relation than they would otherwise.  
It also would be interesting to examine the types of risks audit committees view as associated with fee disclosures.  At a recent conference, a legal scholar suggested that audit committees were considerably less concerned with disclosure-related legal liability and more troubled about reputation risk.  Finally, this research suggests that additional disclosures might affect investors’ judgments.  Because disclosures are not transparent with respect to the positive effects of such services, future research could examine whether other voluntary disclosures would be useful in conveying this information.  A prior SEC acting commissioner stated that “… full disclosure makes our security markets fairer and more efficient ….  If ever a doubt that sunlight is the best disinfectant … our eyes were opened wide in [the area of auditor independence]” (Unger 2001).  Given that the current non-audit service disclosure requirements are not “full,” future research could address whether there is room to continue to improve market efficiency in this regard. 

This study acknowledges all of the usual and expected limitations of experimental work.  However, we believe by examining decisions of actual corporate directors, we limit some of the concerns about generalizability and perhaps provide a more complete picture of audit committee decisions when examined in conjunction with archival studies.  While several archival studies explore the effects of joint provision by looking at proxies of audit quality such as their relationship with financial restatements (e.g., Kinney et al. 2004), abnormal accruals (e.g., Frankel et al. 2002), and going-concern opinions (e.g., DeFond et al. 2002), no prior studies have looked at the possible direct effects on audit committees’ decisions.  

Table 1

Sample Size and Demographic Data for Corporate Director Participants

Panel A: Sample Size

Total number of corporate director participants
103

Less:
Participants with an academic versus director background
(2)


Participant who failed the manipulation check

(1)
    Final sample 

100
Panel B: Corporate Director and Audit Committee Experience Data for All Participants 


Audit


All
Committee 


Participants
Members
Investors


(n = 100)
(n = 81)
(n = 19)

Average years on private company audit committees
3.2
3.3
3.2

Average years on public company audit committees 
5.3
5.4
4.9


Average number of directorships in other companies
3.2
3.0
3.7

Table 2

Percentage of Audit Committees Who Recommend the External Auditor (Firm A) Provide the Non-Audit Service 
Panel A: Audit Committee Participants’ Firm Recommendations by Audit Quality Belief and Type of Company

	
	The Effect of Non-Audit Service on Audit Quality Belief1 
	

	Type of Company
	Service Does Not Improve Audit Quality
	Service Improves Audit Quality
	Overall

	Private
(no disclosure)
	28.0%

(7 out of 25)
	72.7%

(8 out of 11)
	41.7%

(15 out of 36)

	Public
(required disclosures)
	20.0%

(4 out of 20)
	44.0%

(11 out of 25)
	33.3%

(15 out of 45)

	Overall
	24.4%

(11 out of 45)
	52.8%

(19 out of 36)
	37.0%

(30 out of 81)


1 Audit Quality Belief was measured on an 11-point scale.  Those reported under “Service Does Not Improve Audit Quality” indicated values for Audit Quality Belief less than or equal to the mid-point of 6.0 (no effect).  Those reported under “Service Improves Audit Quality,” are those who reported values greater than 6.0. 
Panel B: Audit Committee Participants’ Firm Recommendations by Type of Service and Type of Company

	
	Type of Non-Audit Service
	

	Type of Company
	Human Resource  
(no effect on audit quality)
	Risk Management
(improves audit quality)
	Overall

	Private
(no disclosure)
	36.8%

(7 out of 19)
	47.1%

(8 out of 17)
	41.7%

(15 out of 36)

	Public
(required disclosures)
	23.8%

(5 out of 21)
	41.7%

(10 out of 24)
	33.3%

(15 out of 45)

	Overall
	30.0%

(12 out of 40)
	43.9%

(18 out of 41)
	37.0%

(30 out of 81)


Table 3

Logistic Regression of Audit Firm Recommendation on Audit Quality Belief, Type of Company, Auditor Objectivity Belief, and Non-Audit Service Quality Belief

Tests of H1a -H1c
FIRMREC = b0 + b1 AQBELIEF + b2 PUBLIC + b3 PUBLIC ( AQBELIEF +


b4 OBJBELIEF +b5 NASQBELIEF + 


Predicted
Estimated
Wald


Variable
Relation
Coefficients
Chi-Square


INTERCEPT
none
1.712

4.419**

AQBELIEF
+
2.529

4.178**

PUBLIC
-
-0.842

0.898


PUBLIC ( AQBELIEF
-
-1.098

0.535


Joint Test (b1 + b3)
+
1.431

2.736**


Joint Test (b2 + b3)
-
-1.940

2.556**


OBJBELIEF
-
-0.494

14.465***

NASQBELIEF
-
-14.959

0.003

Number of Observations
81

Chi-Square for Model


(5 degrees of freedom)
44.476

p-value
0.0001

Pseudo R2 = 
0.42

Concordant Pairs
89.3%

FIRMREC
= 1 if participant recommends Firm A provide the non-audit service, else 0

AQBELIEF
= 1 if participant believes the joint provision of the non-audit service would improve audit quality, else 0

PUBLIC
= 1 if participant is assigned to the public company condition (disclosures required), else 0

OBJBELIEF
= extent to which the participant believes the joint provision of the non-audit service would affect the auditor’s actual objectivity, based on an 11-point scale (1 = objectivity not affected, 11 = objectivity significantly reduced)

NASQBELIEF
= 1 if participant believes Firm B will provide a higher quality non-audit service, else 0

**, ***
Statistically significant at less than the .05, and .01 level, based on one-tailed (two-tailed) tests for variables whose relation to the dependent variable is (is not) predicted.

Table 4

Percentage of Audit Committee Members and Investors Who Recommend the External Auditor (Firm A) Provide the Risk Management Non-Audit Service for the Public Company
Test of H2

	Public Condition for Risk Management Non-Audit Services 

	Participant Type
	Percentage Who Prefer Joint Provision

	Audit Committee Members – Public 
	41.7%

(10 out of 24)

	Investor – Additional private information
	68.4%

(13 out of 19)

	Difference
	p = 0.04
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� The SEC prohibits certain non-audit services that, if provided to an audit client, would impair an auditor's independence.  For the allowable services, the audit committee considers the compatibility of the non-audit services with the auditor remaining objective.


�  We conduct the experiment at the individual level, and thus, all findings relate to audit committee members as individuals.  Throughout the paper, we use the term “audit committees” in referring to audit committee members. 


�  We acknowledge that these participants are likely more representative of sophisticated versus unsophisticated investors.  For parsimony, we refer to our participants simply as “investors.”    


� The effects of “knowledge spillovers” have been researched in accounting using analytical methods (e.g., see Simunic 1984), experimental methods (e.g., see Flaming 2004), and archival methods (e.g., see Whisenant, et al. 2003).


� These services include, for example, financial systems implementation, internal audit, etc.


�  We thank a legal scholar for suggesting that audit committees are aware that they could be called upon to explain to judges the evaluation process itself should legal issues arise related to the decision.  


� Section 10A(i)(2) of the Exchange Act entitled “Disclosure to Investors,” requires the company to disclose the amount of fees billed for the two most recent years by the auditor in four categories: audit, audit-related, tax, and all other.  In addition, the company must disclose the types of services provided under all categories other than audit services (Federal Register 2003). 


�  In this study, we are unable to separate out the pre-approval versus fee disclosure effects as they naturally co-exist in practice.  However, in the SEC deliberations with which we are familiar, the expected effects of disclosures are likely negative – which would seem to relate more directly to fees.  


� We have no knowledge of any specified relative “bright line” amounts or relations; however, a few companies have indicated that non-audit service fees should not exceed audit fees.


� We selected risk management and human resource services, respectively as the two specific services as they are representative of the class of services that can easily improve or likely have little effect on audit quality.  We based the selection on reviews of auditing firms’ publications, statements from the NACD web site, and conversations with affiliates from the KPMG Audit Committee Institute.  While participants were instructed that they could be confident that risk management (human resource) services would improve (have no effect on) audit quality, it is possible for individual experiences to affect one’s views.  To that end, we collected information to assess the extent to which participants’ views matched their assigned conditions. 


� A total of 103 corporate directors participated; however, we dropped two non-director (academic) participants and one director who failed the manipulation check question from the study.  As subsequently discussed, 81 of these 100 directors participated as audit committee members while 19 participated as investors.  We collected audit committee experience data on small-, mid-, and large-cap firms and also gathered the number of years of audit experience.  The only significant difference in experience between groups was that 31.6 percent of the 19 investor participants had more than ten years of audit experience compared to the 20.0 percent of the audit committee participants in the public-risk audit committee condition.  Inclusion of overall or individual experience covariates does not alter any of the reported results or interpretations. 


� The national coordinator assisted in drafting a uniform set of instructions to the administrators and attended six of the nine seminars to ensure consistency in the distribution and request for participation. For those seminars for which he was not in attendance, he assisted in the writing of the administrators’ announcement such that identical statements would be made in the other three locations.  


� We also provided an option to return the instrument via mail if necessary by providing a postage-paid, addressed return envelope.  We received fewer than 15 percent of the 103 instruments in this fashion with no concentration in any particular condition.    


� We reviewed audit fee and non-audit fee disclosures for a sample of 41 small-cap companies to determine a reasonable amount for the non-audit service fees as well as the relative amount of the non-audit service to audit fees.  We also had two partners from different Big 4 firms review the instruments for reasonableness and realism.  We used an approximate 1:1 ratio of audit to non-audit service fees in the case; this is considerably smaller than that reported by Frankel et al. (2002) and Weil and Tannenbaum (2001) and used by Flaming (2004).


� Based on pilot results and debriefing sessions, we believed it necessary to control these factors in order to eliminate these reasons as alternative explanations.   


� The SEC requires disclosure of amounts paid to the auditor for audit fees and for various categories of services, e.g.,  audit-related, IT, and tax services.  In addition, if the company purchases non-audit services from the auditor, there is additional required disclosure of the audit committee’s pre-approval of such services.  The disclosures presented in the instrument were patterned from actual 10-K filings for several small-cap firms who disclosed non-audit services.  We presented two categories – audit fees and “all other fees” as the company would have only the audit and non-audit fees to disclose.


� Twelve accounting faculty, several accounting Ph.D. students, and 60 MBAs (with an average of 62 months of work experience) pilot tested the instrument for clarity of the task and questions, completeness of information, and timing.  The revised instrument was reviewed for realism, reasonableness, and length by two former audit partners as well as the national coordinator of the seminars.  A few additional revisions were made based on these comments. 


�  We did not ask a disclosure manipulation check question as there were specific references and questions directed at the assigned public or private condition throughout the questionnaire; in addition, from pilot tests, there did not appear to be any confusion regarding this construct.  Finally, participants’ explanations for their firm recommendations included disclosure-related reasons for the public company; no one in the private condition indicated disclosure as a basis for their recommendation. 


� Nine of the 40 (14 of the 41) participants assigned to the human resource (risk management) condition responded inconsistently with the intended service/audit quality manipulation.  While these data may suggest a failed manipulation, the underlying construct of interest is whether joint provision is believed to improve audit quality or not.  Participants’ audit quality beliefs capture this construct.  By including all participants in our analyses, we further believe we have a more generalizable view of actual judgments.  


� We show two conditions for these beliefs - audit quality does not improve (all those reporting values less than or equal to 6.0) and audit quality improves (all values greater than or equal to 7.0).  Relatively few values fell outside of the range of 4.0 to 9.0; four of the 45 participants in the “Does not improve” condition reported values less than 4.0 and only three of the 36 participants in the “Improves” condition reported values greater than 10.0.


� As a comparison, we present firm recommendations by type of service and company in panel B of table 2.  While the predicted main effects are directionally consistent with that reported in panel A, the differences are not as significant.  Interestingly, the comparison between panels does suggest that audit committees are reacting to the influence of the service on audit quality and not service type itself. 


� As an example, several participants viewed joint provision as impairing independence, and thus believed this would reduce the quality of both the audit and non-audit services.  Others believed non-audit service quality for Firm B would be higher just because there were “two sets of eyes.”  If participants recommended Firm B for the non-audit services, we intended it to be for reasons other than the quality of its services.  It appears from this result that it may indeed be the case.  We did, however, also analyze our model of firm recommendations (excluding the NASQBELIEF variable) for just those participants who believed Firm A provided equivalent or higher quality non-audit service.  For this subset of n=68, the coefficient estimates and their significance were identical. 


� Thirty-nine of the 45 participants assigned to the public condition responded “yes” that required non-audit service disclosures would affect investors’ perceptions of auditor independence.  The mean response (standard deviation) on an 11-point scale that investors would perceive the auditor as “Slightly less independent” (“1”) or “Not independent,” (“11”) for these 39 participants was 6.05 (2.56); this indicates that, on average, audit committees believe disclosures negatively influence investors’ perceptions of auditor independence as purported by the SEC.  While there was a difference in means between non-audit service types, mean=7.31and 5.17, respectively, for human resources and risk management, the difference was not significant between audit quality belief conditions (mean=6.88 and 5.48 for audit quality not improved and improved, respectively).


� Two individuals unaware of the research hypotheses coded the responses based on a provided template.  The primary questions in coding related to whether “independence” referred to perceptions or actual.  In some cases, a determination could be made based on other responses.  Due to the ambiguity in those remaining, we discuss independence concerns together.


�  In most cases, this was not explained in any more detail.  However, because the non-audit service fee bid was equal across firms and audit quality did not improve, we assumed this related to non-audit quality enhancing synergies, such as less audit committee time required for discussions with the firms. 


� Companies can voluntarily disclose the reason for hiring the audit firm; however, this appears to be a relatively rare occurrence.


� Because we were interested in investor perceptions, there was no private company condition.  Based on sample size considerations, we also limited our examination to the case in which joint provision improves audit quality, i.e., risk management services. 


� In this setting, audit committees made recommendations based on current disclosure rules, i.e., they know that investors have no additional information on audit quality per se.  Thus, we do not know whether audit committees’ recommendations would change to be more consistent with those of investors if audit quality related disclosures were also required.  We made this design choice knowing that access to director participants was limited.  
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