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Abstract 

The extent to which audit quality meets the expectations of stakeholders can lead to heated 
debates. One reason is that the level of attained audit quality is comprised of objective and subjective 
elements. In this paper we propose a set of measures defined by the  output the user of financial 
statements expects: error detection and correction and opinions/advice based on sufficient audit 
evidence. We argue that detection/correction and opinions are determined by input factors like 
adequate effort and team composition and choice of the adequate procedures. These audit-firm 
choices, in turn depend on an adequate assessment of the auditee characteristics by the audit firm 
which assessment, in turn, is determined by the structure or the audit firm itself. 
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An Alternative Perspective on the Measurement of Audit Quality 

 

1. What is audit quality? 

Knechel et al. (2013) stated that “audit quality is much debated but little understood.” A major reason 

for this is that audit quality is largely unobservable and inherently intangible, necessitating the use of 

proxy measures for its assessment. One possible approach to making audit quality more tangible is to 

compare a scenario in which external auditors are absent with one in which they provide audit and 

assurance services, allowing for an assessment of their impact on financial statement quality. Would 

there be a discernible difference between the two situations and how could it be observed? What is the 

contribution of the auditor to the quality of the financial statements? Without attestation from an audit 

firm, companies (and its management) would need to provide compelling evidence to demonstrate 

that the financial reports they present comply with GAAP. However, stakeholders would likely 

question the credibility of this evidence, as managers have incentives to overstate the quality of the 

reported results in an effort to make the firm more attractive to (potential) investors and contracting 

parties. The absence of an external auditor would significantly hinder the firm’s contracting potential, 

as it would trigger Akerlof’s [1970] lemon problem: in the absence of credible information, fewer 

transactions occur at a given price compared to a scenario where reliable information is available. The 

presence of reliable information thus has social value, as it increases the likelihood of successful 

contracting. Auditors play a critical role in facilitating processes by providing audit and assurance 

services that enhance the reliability of financial reporting (and corporate disclosures). 

To enhance the credibility of financial reports, auditors assess whether financial statements 

and reporting practices comply with Generally Accepted Accounting Principles (GAAP) and 

applicable accounting standards. When auditors reasonably conclude that the financial statements are 

free from material misstatement and in compliance with these standards, they issue an unqualified (or 

unmodified) opinion, signaling that the reports provide a true and fair view of the entity’s financial 

position. If, however, auditors identify issues that prevent them from issuing an unqualified opinion, 

they may provide a qualified opinion, an adverse opinion, or a disclaimer of opinion1. Besides 

providing evidence-based opinions on the financial statements, auditors also report on factors such as 

going concern status, internal controls (ICs), critical audit matters, and material uncertainties. Related 

 

1 A qualified opinion is issued when financial statements contain material misstatements or deviations from 

GAAP that are not pervasive but still significant. An adverse opinion is given when misstatements are both 

material and pervasive, indicating that the financial statements do not present a true and fair view. A disclaimer 

of opinion occurs when auditors are unable to obtain sufficient appropriate audit evidence to form an opinion, 

often due to limitations in access to records or uncertainties that could have a significant impact. 
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to the audit engagement they often offer engagement-based advice, particularly on internal control 

systems.  

However, auditors may mistakenly issue an opinion that does not accurately reflect the 

underlying ‘true state’ of the financial statements. Such audit failures may stem from insufficient 

evidence supporting the financial statements. Even when an opinion is based on adequate evidence, 

uncertainty may still arise regarding the fundamental value of the audited object (e.g., a financial asset 

or loan-loss provisions). Measurement processes, such as Level 2 and Level 3 fair value estimates, are 

inherently complex and subject to estimation uncertainty. Stakeholders must assess not only the 

accounting estimates themselves but also the measurement processes that underpin them 

(Blankespoor, DeHaan, & Marinovic, 2020; Kanalis, Panaretou, & Shakespeare, 2025). Similarly, 

auditors must evaluate these processes and the related estimates, which rely on judgments inherently 

surrounded by uncertainty (Griffin, 2014). 

 Empirical studies recognize audit quality as a construct that is difficult to measure (DeFond 

and Zhang 2014, Aobdia 2019). Moreover, the predictive power of the proxies for audit quality varies 

depending on the study’s objective, type and setting (Rajgopal, Srinivasan, and Zheng [2021]). 

Francis [2024] focuses on the activities undertaken by external auditors and argues that “audit quality 

is ultimately about the client’s audited financial statements on which the auditor opines in the audit 

report.” DeFond and Zhang (2014) define “high audit quality as greater assurance of high financial 

reporting quality. (…) [i.e., ] greater assurance that the financial statements faithfully reflect the 

[audited] firm’s underlying economics, conditioned on its financial reporting system and innate 

characteristics” (275-6). By this reasoning, higher audit quality likely results in audited financial 

statements containing fewer errors and misstatements compared to those prepared without the 

involvement of an external auditor. 

Auditors can reduce errors and misstatements in two ways: first, by identifying and correcting 

mistakes in pre-audited financial statements; and second, by indirectly reducing errors, as the 

expectation of an audit may prompt auditees to exercise greater caution, resulting in fewer mistakes in 

the pre-audited financial statements (Porter, Porter and Hatherly, 2014). Additionally, auditors may 

identify internal control deficiencies during the interim audit, allowing corrections before the final 

reports are prepared and subjected to the audit process. Given its preventive function, measuring the 

extent to which auditors prevent errors is particularly challenging. Even when errors are identified and 

corrected, it remains unknown how many errors would have occurred in the absence of an auditor. 

Given that audit services exhibit characteristics of a credence good (Causholli and Knechel, 

2012) and audit quality is largely unobservable, some studies have explored the reputation of audit 

firms as a proxy for audit quality. These studies assume that highly reputable auditors apply greater 
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scrutiny to financial statements, which may deter preparers from making errors. In this context, 

auditees signal the credibility of their financial statements by selecting a reputable auditor (Berton, 

2005). There is evidence suggesting that an auditor's reputation influences the level of reporting 

conservatism. For instance, Reynolds and Francis (2001) find that Big 5 auditors apply more 

conservative accounting practices to larger clients. Similarly, Chi, Douthett, and Lisic (2012) show 

that Big N partners do not compromise their independence for large clients, whereas non–Big N 

partners do. This indicates that audit firm reputation is valuable as it functions as a proxy for audit 

quality and the accuracy of audit work.  

Such reputational concerns are rational, as auditors face penalties when linked to publicized 

audit failures, including restatements (Swanquist & Whited, 2015) and accounting scandals (Weber et 

al., 2008; Skinner & Srinivasan, 2012). However, when reputational risk is lower, auditors may be 

more inclined to adopt a lenient stance toward the auditee’s financial statements. For example, Ege 

and Stuber (2022), in a study leveraging industry-specific disclosures from the insurance sector to 

measure embedded errors in financial statements, find that auditors are more likely to be lenient when 

the likelihood of being implicated in a publicized audit failure is reduced. However, in a recent study, 

Ege, Wang, and Xu (2025) suggest that negative media coverage has a limited impact on auditors' 

reputations, as measured by auditor choice. They emphasize that improvements in audit quality are 

more likely driven by enforcement and legislation. Their findings indicate that reputation is, at best, a 

noisy measure of audit quality. 

Aobdia (2019) investigates the degree of concordance between fifteen measures of audit 

quality used in academia and two measures of audit process quality determined either by audit firms’ 

internal inspections or by Public Company Accounting Oversight Board inspections of individual 

engagements. Using two proprietary datasets that assess audit process quality, he finds that three 

measures commonly used in academic research align with quality metrics employed by audit firms 

and regulators: (i) the propensity to restate financial statements, (ii) the propensity to meet or exceed 

the zero-earnings threshold, and (iii) audit fees.  In this light it would be important to learn whether 

the effort of the regulator enhances audit quality.  Stuber and Hogan (2021) examined in the banking 

industry whether PCAOB inspections have actually led to more accurate audited accounting 

estimates, i.e. whether reports more closely match economic reality. They find that allowance for loan 

losses estimates becomes less accurate and more conservative with higher levels of allowance-related 

inspection findings for public company audits. They did not find such evidence of auditor response to 

PCAOB inspection findings for private-bank audits, which are not subject to PCAOB inspection. The 

authors conclude “overall, our findings cast doubt on the efficacy of PCAOB inspections in improving 

estimate accuracy and suggest that firms are managing inspection risk to the potential detriment of 

audit quality.” However, while the PCAOB policy may not yield the intended effect, the measure of 
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accuracy in loan loss allowances does reflect the extent to which errors have been prevented from 

occurring. In this case the results suggest that enforcement has led to a result opposite to the intention. 

Rajgopal, Srinivasan, and Zheng (2021) find that among all audit quality proxies, restatements 

consistently predict the six most frequently cited audit deficiencies—i.e., material errors that go 

undetected or uncorrected, indicating low audit quality. Additionally, the ratio of audit fees to total 

fees and the presence of a city-specialist auditor predict five of these deficiencies. They suggest that 

studies on auditor independence consider using restatements and the ratio of audit fees to total fees as 

proxies for audit quality. Arguably, restatements indicate the extent to which audit quality falls short, 

while higher audit fees may contribute to reducing errors in financial reports. 

Knechel et al. (2013) developed a comprehensive framework to understand audit quality 

through four perspectives: (i) inputs, (ii) process, (iii) context, and (iv) outcomes. Francis (2024) 

proposes that audit quality can be assessed based on audit inputs (e.g., effort exerted to collect 

evidence, audit fees), audit processes (e.g., types of tests performed), and audit outcomes (e.g., 

detected and remaining errors). However, we argue that input and process factors function as 

determinants of audit quality rather than as direct measures of audit quality. Inputs and process 

characteristics of individual audits reflect audit firm choices that are meaningful in the context of the 

auditee characteristics and the auditees’ environment, not in their own right. When auditors observe 

that company directors fall short in producing high-quality financial reports, pre-audited statements 

are likely to contain more errors. In such cases, auditors may respond by increasing their effort, 

employing more sophisticated methods, and enhancing scrutiny to detect these errors. Conversely, 

when directors are committed to high-quality reporting, pre-audited statements are expected to contain 

fewer errors, potentially requiring less extensive audit intervention. Thus, the sufficiency of audit 

inputs and processes depends on their alignment with the quality of the financial reports prepared by 

the auditee. Errors are less likely to occur when auditees anticipate that mistakes will be detected and, 

therefore, take proactive measures to avoid them. Similarly, when auditees struggle to produce high-

quality reports, auditors must ensure that errors are identified and addressed. 

2. An alternative audit quality model 

Sir Donald Brydon (2019, p. 22) asserts that the responsibility for providing information to a firm’s 

stakeholders rests with company directors and external auditors. While he emphasizes that company 

reports result from a joint effort between these parties, he does not explicitly define measures for 

assessing how auditors enhance the credibility of information—that is, measures of audit quality. 

However, in Brydon’s (2019) view, audit quality depends on the evidence auditors collect, which is 

influenced by the contributions of other actors in the financial reporting ecosystem. 
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To assess whether an auditor executed the necessary work, diligently and is sufficiently competent 

is a challenging task. However, measuring the contribution of an audit(or) to the quality of financial 

statements may be a meaningful proxy of audit quality. Figure 1 depicts the audit quality model we 

propose, which consists of four interconnected building blocks. The first block (box A) represents the 

eventual contribution of the auditor and the audit process that was conducted, or our proposed concept 

of audit quality. The second block (box B) includes auditee characteristics that influence audit firms’ 

engagement decisions. The third block (box C) pertains to audit firm structure, which independently 

affects choices individual auditors and audit teams make. The fourth block (box D) consists of the 

auditor and audit team choices leading to an audit engagement plan and execution. In the remainder of 

this section, we discuss each building block of our model, starting with our proposed measures of 

audit quality. 

2.1. Audit quality: Errors and opinions 

In the existing empirical literature, audit quality is primarily operationalized using measures that can 

be derived from (semi)public files and reports. Most archival studies focus on outputs and inputs 

given the lack of public available process data  (Nelson, 2025). Readily available indicators, such as 

Accounting and Auditing Enforcement Releases (AAERs), going-concern modifications, or audit 

fees, are commonly used. However, we propose taking a step back focusing on the incremental 

contribution of auditing to financial statement quality. We argue that external stakeholders expect 

audit firms to reduce the likelihood of errors and misstatements in published financial statements. To 

achieve this, auditors engage in activities that arguably mitigate the risk of errors, including issuing 

opinions on material uncertainties and internal controls, as well as conducting the audit itself. 

Additionally, auditors prompt auditees to correct errors when they arise. These activities collectively 

enhance the likelihood that auditees publish financial statements with an audit opinion that accurately 

reflects the underlying evidence. 

In Figure 1: box A (the right-hand box), we present the key quality metrics of interest: 

Errors in pre-audited reports reflect the extent to which the actions and characteristics of both the 

auditee and the auditor have contributed to error prevention. Porter, Simons and Hatherly (2014: p. 

11,12) propose that audit and assurance activities executed by an external auditor “prevent errors from 

occurring in the financial statements” as the preparers take extra care if they know that their work will 

be audited. Prevention may also occur because an auditee responds to the auditor’s interim opinion, 

which highlights internal control deficiencies or preemptively addresses erroneous reporting 

treatments. As a result, the pre-audited report contains fewer errors than it otherwise would have.  

Errors detected in the reports auditee are findings identified by auditors during their examination of 

the proposed financial statements. These findings may or may not be corrected by the auditee. A 
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refusal to correct an observed error can influence the auditor’s evidence-based opinion and may 

impact the final audit report. 

Detected errors corrected in the report indicate the extent to which the auditor successfully persuaded 

the auditee to address identified issues. These corrections may involve either material or immaterial 

errors, and the metric can therefore be categorized accordingly. 

Remaining errors in the report refer to undetected errors, which qualify as misstatements and may be 

either material or immaterial. Over time, these errors may necessitate a restatement, making 

restatements a commonly used proxy for remaining errors. 

In addition to errors, a second category of audit quality metrics relates to the opinions issued by 

auditors. 

Evidence-based opinions refer to the conclusions auditors draw based on the evidence they collect. 

These opinions encompass comments and reservations regarding the auditee’s activities, including 

assessments of internal controls, governance, accounting treatments, and risk-taking, as well as the 

identification of critical audit matters. Among these, the most prominent is the auditor’s opinion on 

the level of assurance, which can be unqualified, qualified, adverse, or a disclaimer of opinion. While 

these opinions are informed by the available audit evidence and the statements and reports delivered 

by the auditee, the final opinion is judgmental by nature. The quality of judgments has been measured 

in the three subdimensions of  consensus, consistency, and self-insight (Lin, Fraser,  and Hatherly, 

2003) 

Engagement-based advice refers to auditor opinions that may or may not be made public. This advice, 

whether solicited or unsolicited, is provided to the auditee and typically ranges from identifying minor 

imperfections to highlighting significant deficiencies that the auditee may consider addressing. Like 

an opinion, an advice is based on evidence and on judgements, and hence consensus, consistency  and 

self-insight are considered important determinants of audit quality.   

Taken together, a high-quality audit can be characterized by its ability to prevent errors from 

occurring, detect errors when they do occur, and ensure that material errors are corrected. 

Additionally, in a high-quality audit, auditor opinions are based on sufficient evidence to substantiate 

their judgments. 

2.2. Auditee characteristics. 

To arrive at an informed opinion and increase the likelihood of detecting errors and misstatements, 

auditors must design and execute an appropriate audit engagement plan. The appropriateness of this 

engagement plan depends on the characteristics of the auditee, which we present in Figure 1, box B 
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(the left-hand box). These characteristics include the auditee’s governance structure, internal controls, 

market volatility, management quality, information asymmetry with stakeholders, and the regulatory 

and compliance environment in which the auditee operates. 

Given the significance of management quality in the model, we draw on the work of Bloom and Van 

Reenen (2007), who document how management quality reflects the extent to which organizations 

worldwide exert control over their activities. Since this dimension has received little attention in the 

audit literature, we reproduce the key components of management quality in Figure 2 (Sadun, Bloom, 

& Van Reenen, 2017). Bloom and Van Reenen compute an aggregate management score to quantify 

management quality and control. A detailed description of their survey measurement instrument can 

be found in Bloom and Van Reenen (2006). 

2.3. Audit-firm structure 

The extent to which audit firms can translate auditee characteristics into an appropriate audit 

engagement plan and its execution is determined by the structure of the audit firm itself. This structure 

can be described in terms of decision rights, performance metrics, and the reward system (Jensen, 

1983; Jensen & Meckling, 1992; Brickley, Smith, & Zimmerman, 2020). 

Meckling (1983) and Jensen & Meckling (1992) proposed that  firms assign decision rights to their  

employees based on their specific knowledge, while appropriate performance-management systems 

are conditioned by the information asymmetry between the employee and the supervisor. In an audit 

firm context, the firm may enhance the likelihood for  auditors to make value-enhancing decisions 

according to the structure proposed by Jense and Meckling (1992) where they assign decision rights  

and implement performance measurement systems and align incentives through rewards or penalties. 

Specific knowledge refers to expertise that is too costly to disseminate within the firm's hierarchy, 

making it more efficient to delegate decision rights to the individual who possesses that knowledge. 

For instance, if a partner has specialized knowledge of an auditee’s target-setting system—such as the 

use of hard and soft information to establish managerial performance targets—that partner is best 

positioned to determine how this knowledge should be incorporated into the audit engagement plan. 

Performance measures, including quality controls, enable audit firm executives to assess audit quality 

and determine appropriate incentives. Rewards may include performance-based pay, profit sharing, 

and career advancement, while penalties may involve reduced profit-sharing or clawbacks when audit 

quality is deemed inadequate. 

Ultimately, the allocation of decision rights within the audit firm shapes how auditee characteristics 

are processed, influencing both the development of the audit engagement plan and the execution of 
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audit and assurance activities. In this regard the internal structure of audit firm may elicit similar 

effects as those described by Jensen & Meckling (1992) where the specific knowledge auditors 

possess allow them to better detect potential errors. Auditees arguable are aware of this condition and 

have therefore an incentive to prevent their auditor finding mistakes and to do so make sure to 

produce better (annual) reports. Tan (1995) finds that auditors who know that  their work will be 

subjected to a quality review deliver better quality reports than those whose are not. 

2.4.  Auditor choices: Audit engagement plans and execution 

An important question that has yet to be addressed is whether auditors select audit processes and 

inputs (effort) that are appropriately aligned with the conditions they face. Ceteris paribus, auditee 

characteristics are the primary determinant of an appropriate audit engagement design. We propose 

that this engagement involves two fundamental decisions that audit firms must make when structuring 

an audit. The first concerns inputs, including effort, audit team experience, team composition, 

seniority, and auditee-specific knowledge within the audit team. The second relates to audit processes, 

encompassing audit tests, applied technology, the acquisition of auditee-specific knowledge, 

substantive testing, and control testing. These decisions are crucial in ensuring that audit engagements 

are tailored to the specific risks and complexities presented by the auditee. 

 It is highly unlikely that appropriate inputs and processes have a linear relation with our 

proposed measures of audit quality (which capture error prevention and error detection). As a 

consequence any study that tries to estimate whether audit inputs and processes are commensurate 

with the conditions must rely on models and comparisons. Such models enable an assessment of how 

a particular audit approach, given the auditee’s characteristics, affects the number of remaining errors 

in financial statements and the likelihood that detected mistakes are corrected. Rather than serving as 

direct audit quality metrics, audit approaches function as factors influencing audit quality, with 

prevailing conditions determining the appropriate audit response. The underlying premise is that audit 

firms tailor the audit engagement design—including audit input and process choices—to specific 

circumstances. For instance, weak internal controls should prompt more intensive substantive testing 

than strong internal controls.  

In sum, we argue that errors and the prevention of errors should serve as the primary measure 

of audit quality. The rationale is that the ultimate goal of an audit is to provide stakeholders with 

assurance that the reported financial statements are a true and fair representation of firm value. While 

a significant portion of these errors may still depend on the actions of the auditee, the relationship 

between auditee actions and remaining errors is not necessarily one-to-one, as auditors are expected to 

adjust their audit plan based on prevailing conditions. The evidence the auditor collects is an 

important determinant of the opinion the auditor draws to arrive at an informed opinion and to provide 

an engagement-based advice.  The opinion and advice, are in turn based on the evidence and the 
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ability of the auditor and the audit team to make the appropriate judgement. We therefore suggest that 

consensus, consistence and self-insight are identified as audit quality indictors of audit opinions. 

3. Focus future research: seeking (im)balances 

3.1 Motivation for audits 

Wallace (1980) stated that audits can be motivated by three objectives: monitoring firm management, 

providing market parties useful information and providing insurance. The monitoring hypothesis 

holds that the separation between management and ownerships motivates owners to seek the service 

of audits and assurance so as to assure that (executive) directors are disciplined to make decisions 

congruent with their interest. By forcing these directors to adopt a reporting standard (e.g. IFRS) and 

have auditors attesting whether these reports are consistent, (executive) directors are guided to show 

that they did make such congruent decisions.  The information hypothesis complements the 

monitoring hypothesis as it is motivated by the demand for audited financial statements to assure that 

these statements provide information that is useful in investors’ decision-making. Investment decision 

models in the finance literature typically value a company by calculating the net present value of 

future cash flows. Ball and Nikolaev (2022) show that “earnings outperform operating cash flows in 

predicting future operating cash flows when one compares the predictive ability of operating cash 

flows with that of an equivalent earnings measure calculated on an accrual basis.” This relation is 

more likely to surface if the firm reports accruals that better ameliorate the problem of  “realized cash 

flows have timing and matching problems that cause them to be a ‘noisy’ measure of firm 

performance” (Dechow 1994, p.4).   Arguably that is more likely the case if they adopt consistent 

reporting policies and allow for auditors to verify the consistency in their reporting choices. A third 

and related motivation of audits is in the insurance function. Since managers can be held liable for 

mistakes they make in informing their stakeholders, (executive) directors have an incentive to hire 

auditors to provide assurance. In addition, the auditor is also held liable when the audit-engagement 

plan (execution) falls short. The market for audits is larger in the extent these liabilities are larger.   

The three motives Wallace (1980) proposed have one factor common: Information asymmetry. That 

is, auditing ad assurance is a means to decrease information asymmetry between owners and firm 

managers (monitoring function), all stakeholders and firm management (information function and 

insurance function). In other words the auditor is appointed in order to assure that stakeholder and 

firm employee interests are aligned.  

While information asymmetry surfaces in auditee characteristics, auditor choices in terms of audit and 

assurance service determine how much quality is added to enhance the quality of reporting. Arguably 

the prevention and reduction of errors in the financial statements and delivering evidence-backed 

opinions are consistent with the motives Wallace (1980) put forward. That is, fewer errors would (1) 

allow shareholders to better monitor their managers and (2) provide stakeholders with more reliable 
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information to make their decisions and (3) keeps litigation costs in check.  Hence, the reduction in 

these errors in the financial statements and enhancements in evidence-backed opinions thereof reflect 

audit quality.  

Audit quality, in turn is determined by the alignment between the audit engagement plan (and its 

execution) and auditee characteristics (including the institutional context). In this space the purpose of 

the auditing research is to examine conditions where audit quality is affected. In particular the 

question is to identify conditions where the auditor is (un)able to deliver. Research into auditing may 

therefore seek to identify whether imbalances exist in the alignment between audit plans and the 

conditions the auditor faces. Given the three motivations for audit practices we can describe the 

contribution of our research of audit quality in the three dimensions suggested by Wallace (1980): 

monitoring, information and insurance. Hence, to what extent has the work of the auditor enhanced 

the shareholder in making sure that executives take decisions that are aligned with the interest of the 

shareholder? How much did the auditor’s work inform stakeholders to conclude an explicit or implicit 

contract with the auditee and to what extent can liability costs be held in check with the work of the 

auditor? We argue that the prevention of and correction in errors, i.e. the reduction in errors auditor 

bring about  enhance the case for monitoring, information and insurance, which is the focus of our 

paper. 

3.2 Counter factual 

To examine the question of whether the presence of auditors alone and by itself leads to error 

reduction requires research designs that allow for tests designed to measure the counterfactual where 

error detection and opinion formation are measured in the presences and absence of auditors all else 

equal. Some studies have examined the counterfactual. For instance, Lennox and  Pittman (2011), 

show that companies who voluntarily subject their financial statements to an audit receive a higher 

credit rating all else equal. In these studies it is assumed that the presence of the auditor is associated 

with better reporting. However, it remains unknown whether the pre-audited financial statements 

contain fewer errors, or that the auditor actively induces the auditee to correct errors observed during 

the audit engagement. In addition, it remains unknown how the alignment between auditee 

characteristics and the audit engagement plan impacts the extent to which error reduction occurs. 

3.3. Alignment audit engagement plan and auditee characteristics 

Since the auditee characteristics (e.g., quality Internal Control (ICs), firm governance) determine what 

is the appropriate audit engagement plan, alignment between the audit engagement plan and auditee 

characteristics is an important field of research. Previous studies have examined the relation between 

auditee characteristics and auditor choice. However, these studies tend to use coarse instruments to 

gauge this alignment between auditee characteristics and (Figure 1 section B) and Audit firm Choices 

(Figure 1, Section D). For instance, audit fees are used to measure an adequate audit effort choice 
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where these studies typically control for firm characteristics. Higher  fees supposedly reflect better 

audit quality (e.g., Francis, 2004 and 2024).  Other studies have used choice of auditor type to proxy 

for an adequate audit level. For instance, Beasley and Petroni (2011) find for their sample of 

insurance firms that they are more likely to employ a brand name auditor that specializes in the 

insurance industry when the firm employs more independent nonexecutive directors. However, in 

these studies it is typically assumed that the variables of interest reflect the auditor choices while they 

abstract away from the actual design of audit activities specified in the engagement plans (e.g. effort, 

testing choices). As a consequence, the variables of interest are proxies that are at best remotely 

reflecting audit quality, i.e, the extent to which the user can rely on the numbers to guide firm 

management and make investment decisions in the audited firm. 

 

3.4 Alignment and its effects 

Audit quality is typically measured through accrual models and misstatements that reflect audit 

failure, while issuing going concerns and key/critical audit matters are measures of evidence based 

opinions (Francis, 2024). Francis (2024)  observes that “a definitive audit report failure occurs only if 

the auditor has been negligent and grossly deficient in applying audit standards and normal testing 

procedures” and continues to argue that “proven instances of audit report failures are quite small.” 

These observations suggest that auditors follow audit procedures at sufficient levels where reporting 

issues arise. Yet, from this observation it cannot be deduced how the audit affected the incidence of 

error, nor whether the evidence de facto supports the opinion of the auditor.  

Our working hypothesis is that (the execution of ) audit plans aligned in the spirit of the models 

presented in Figure 1 result in fewer errors and more evidence-based opinions.  Cameran, Campa, and 

Francis (2022) use UK data to examine the relative explanatory power of audit firms, audit offices, 

and audit partners in explaining audit outcomes. They state that higher quality is reflected in smaller 

accruals, fewer restatements, and more going concern opinions. Client control variables appear as the 

dominant factors, accounting for 66 percent of the  explained variance in their models, while audit 

partners (25 percent of the variance explained) rather than audit firms (1-4 percent)  and offices (6-9 

percent).  Further analysis shows that partner characteristics (e.g., age, experience, busyness, and 

gender) are important explanatory variables. However, studies have yet to touch on how the alignment 

between audit-engagement plans and auditee characteristics affect the occurrence/correction of errors 

and the extent to which opinions of the auditors are evidence based. Establishing this relation  would 

require that academics acquire such data directly from the audit firms. 

3.5 Audit firm structure and audit choices 
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In order to make adequate choices the audit firms organize themselves to enable them to prepare and 

execute an appropriate audit engagement plan. In designing the audit firm organization, it is required 

that the audit firm takes is able to gauge and subsequently  transform auditee characteristics into an 

adequate design and execution of an audit engagement plan. Studies that have looked into how audit 

firms structure themselves to create such conditions are relative scarce.  

Organization theorists argue that a potential change in one individual element of an organization 

needs to be evaluated against its consequences for other elements of the firm (Brickley, Smith, and 

Zimmerman 1995; Roberts 2004); “There is no uniquely best strategy, and there is no one best way to 

organize. The attractiveness of a strategy is defined only in terms of how well it works in the 

environment in which it is operating.” (Roberts 2004, 19). Roberts (2004, 17), proposes a taxonomy 

that identifies “the organization as a collection of people and an array of organizational features. 

These, in turn, can be sorted into architecture, routines, and culture, giving rise to the acronym 

PARC.” Roberts (2004) proposes that studies that seek to understand firm structures take into account 

the array of firm design choices in conjunction since studying one element would lead to inadequate 

estimation in terms of identifying the working of these organizations. For instance a firm that 

increases the incentives to improve auditee satisfaction (performance metric Partner) may limit the 

decision rights (of the partner) to unilaterally design/propose an audit engagement plan. It is therefore 

important that studies that look into elements like professional skepticism or culture also take into 

account the other audit firm design features (PARC). It is, for instance, possible that an audit firm has 

a system in place where the most difficult decisions with the auditee are done by the lead partner, 

while in other audit firms audit team members are expected to lead such discussion. Both approaches 

may work, but they are different and suggest different decision right allocations within the audit firm. 

In the second case the audit firm would expectedly seeks to make sure that the team member is 

willing to start the discussion. It will also affect how information flows through an audit team and 

how they report. The two approaches will also impact how to best set incentives and will involve 

particular procedures regarding creating teams. In these two setting cultures are also likely to differ 

when considering information exchange within the team and how team members relate to the auditee 

(delegates). 

In an industry setting Abernethy et al. (2023) show that in cultures where managers are out there for 

themselves they are incentivized with metrics that make them think of the effect their decision have 

on others, while in the opposite situation incentives lead the to think of themselves since they would 

otherwise emphasize the interest of others too much. In an audit firm such sophisticated 

synchronization efforts between culture, incentives and metrics are also relevant for how to best 

structure audit engagement plans. For instance, in case a relative junior team is proposed for an 

engagement, the audit firm must make sure that team member are challenged to ask critical questions. 

It may also be the case that the engagement should deploy more auditors so that each other is given 
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more tie to conduct the audit activities in an attempt to reduce the number of errors.  Each of these 

cases would suggest that in order to examine what determines audit quality (Figure 1, box A) is 

determined by the extent to which the audit firm structure (Figure 1, box C) is able to adequately 

observe auditee characteristics (Figure 1, box B) and translate this observation in a well executed 

audit engagement plan (Figure 1, box D). 

4. Audit quality indicators and regulators 

In 2015 the PCAOB proposed a set of 28 potential AQIs spawning the dimensions of audit 

professionals, audit process and audit results. In November 2024 the PCAOB proposed to limit the 

scope to eight metrics focusing on the characteristics and deployment of audit personnel and with one 

metric reflecting restatement history. Measurements are defined at audit firm level, audit engagement 

levels or at both levels.  On February 11, 2025, it was decided to abandon legislation that would 

require audit firms to report on AQIs 

(SEC, February 2025).  

In 2024 the PCAOB (PCAOB, November 2024) argued that it focuses on audit personnel as: 

“The Board believes these metrics will provide new insights into how engagements are 

staffed, including the extent of involvement of senior personnel; auditors' overall 

workload; retention of personnel across the firm; and levels of training, audit 

experience, and industry-specific expertise. The final metrics will also provide 

information about the extent of audit work completed prior to the issuer's year-end, an 

aspect of the audit process that the Board believes is associated with improved audit 

outcomes, and about the firm's history of restatements, a key measure of audit 

outcomes.” 

Indeed one can argue that seniority (audit partner and/or manager) involvement is indicative of audit 

quality since the partner has the overview over the full audit engagement. Such involvement is 

particularly indicative of  audit quality when the context would require such involvement. This entails 

synchronization between demand for heightened partner involvement and supply.  A higher demand is 

reflected in the complexity of the audit and should thus appear in the audit engagement plan. In 

addition, if the plan is based on assumptions that are challenged when the audit processes have started 

-during the interim audit and/or when tests are executed-  audit quality would be enhanced if the audit 

partner starts to supply more effort for that particular audit task. However, high/low seniority 

involvement (e.g,  partner-manager-staff ratio) in general is not indicative of audit quality as it may 

either reflect overinvolvement, sufficient involvement or too little involvement conditional on the 

nature if the auditee characteristics.   In case of audit engagements featuring low level of senior 

involvement while audit complexity is high, it will ceteris paribus- result in more mistakes going 

undetected and corrected, eventually resulting in a higher likelihood of misstatements to occur.   
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Consistent with this idea Khavis, Li,  and Szerwo (2024) found results in support of this relation. 

They find that staffing leverage is associated with lower client misstatement rates. Notably when 

disaggregating this association they show that the results are primarily driven by middle managers 

rather than by partner involvement. Notably, they find that context plays a significant role in that they 

find their results to be stronger for more important, more complex clients. It appears that also the 

organizations structure of particular sites is important as they show that  misstatements decrease in 

office growth, (better) career opportunities, and (higher) compensation. 

At the audit firm level Khavis and Szerwo (2025) find that audit0employee turnover is associated with 

a decline in the ability to perform audits on time, i.e. before the earnings announcement date while the 

publication date is postponed. Rather than postponing the earnings announcement, firms appear to 

attach more importance to timeliness. Delaying the publication of earnings figures directly impacts 

the share price. The researchers also find that audit-employee turnover is positively associated with 

financial restatements rates, larger absolute discretionary accruals, while it is negatively associated 

with the issuance of going-concern opinions. These results show that it makes sense to keep auditor 

turnover at levels where the audit firm can assign auditors to teams that are stable once over the 

course of time that the audit is conducted.   

The PCAOB (November, 2024) proposed to measure audit quality both at the firm-level as well as 

(for most metrics) at the engagement level. This stands to reason in the context of the model proposed 

in Figure 1. That is, in order for audit firms to learn how their audit engagements choices pan out in 

terms of audit quality, they can learn arguably more from engagement-level analyses than from firm 

level analyses (Conway, 2020). The reason is that -controlling for audit firm characteristics- the 

appropriate audit engagement choices (effort, methods, etc.) are determined by the auditees’ 

characteristics. As Khavis and Szerwo (2025) show, the firm-level metric of audit—employee is 

indicative of the extent to which an auditor firm can pursue high audit quality levels. Abnormal audit-

employee is indeed indicative of the inability to deliver high audit quality. 

One has to be very cautious, however, to measure audit quality at the audit firm level as their 

mandator publication arguably incites the audit firm to accept clients that entail low audit risks and 

reject firms that entail a high audit risk. This is especially true for the metric of restatement history 

proposed by the PCAOB (PCAOB, November 2024). The reason is that it is arguable more difficult 

for auditees with a complex business model or with ICs that requires improvements to prevent errors 

to happen than for firms with straight forward business model with exemplary ICs. Yet, the companies 

that feature a complex business model and/or have IC weaknesses require a much more thorough 

audit than firms with a straight forward business model and no IC weaknesses. The likelihood, 

however that misstatements remain undetected is larger for firms with complex business models and 

or ICs that require attention. To prevent such an evaluation audit firms that are evaluated just on the 
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restatement history are then incited to reject clients featuring complex business models and/or IC 

weaknesses. 

5. Conclusion 

In this paper, we propose a set of measures of audit quality that reflect the expected effect of an audit: 

the difference in errors and misstatements in financial statements with and without the presence of an 

external auditor. Since research is typically conducted in settings where an auditor is present, isolating 

the incremental effect of an audit is challenging. The literature suggests that input and process 

measures should also serve as proxies for audit quality. However, we argue that these factors primarily 

reflect the audit firm's decisions in designing and implementing audit and assurance activities. Rather 

than direct measures of audit quality, they function as its determinants, with appropriate audit choices 

being contingent on the characteristics of the auditee. 

 We propose a potential direction for future audit research on audit quality, emphasizing detected and 

corrected errors. We propose that our understanding of audit quality is enhanced if studies include the 

level of alignment between auditee characteristics and the (execution of the)  audit engagement plan. 

We further propose that (remaining) errors in reports and the presence/lack of evidence to support and 

opinion are measures of audit quality.  Research into the alignment between to audit firm 

characteristics its choices and auditee characteristics can help identify the potential causes of 

remaining errors.  

In sum, to study how well informed audit firms have made their choices in order to deliver audit 

quality academics and regulators have been using crude output metrics like (i) the propensity to 

restate financial statements, (ii) the propensity to meet or exceed the zero-earnings threshold, and (iii) 

input metrics like audit fees, while the input factor reflecting (iv) the available audit professional has 

been proposed (e.g., Wijzingingswet 2025 Netherlands) or proposed and rejected (PCAOB, February 

2025). In this paper we argue that in order to enhance our understanding it is important that audit firm 

choices (Figure 1, box D) are studied in the context of auditee characteristics (Figure 2, box B) and 

audit firm structure (Figure 1, box C). While such an approach requires complex models to be tested 

its adoption would arguably lead to more precise insight in how audit-firm choices affect audit quality.  
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Figure 1: Proposed Audit Quality Model 
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