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Abstract

This study examines the relationship between the effectiveness of an audit committee and the amount of audit fees. The sample consists of
130 manufacturing companies listed on the Indonesia Stock Exchange (IDX) in 2016-2017. Data are obtained from the IDX and company’s
annual reports. The effectiveness of an audit committee is measured by independent audit committee size, frequency of audit committee
meetings, and expertise of the audit committee. Results show first that the size of the independent audit committee has a positive effect
on audit fees. This finding suggests that an increase in the number of independent audit committee members produces a higher quality of
reporting, and so they tend to choose a reputable public accountant. Second, the frequency of its meetings has positive effects on audit fees.
It suggests that the more effective the supervision of the committee to improve audit quality, the higher the audit fees to be paid. However,
this study fails to provide evidence that the expertise of the audit committee affects audit fees. The result of this study suggests that the audit
committee tends to adopt the demand approach based on the reputation of the public accounting firm accountant firm in determining the

amount of audit fees.
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1. Introduction

The Financial Services Authority Regulation/Peraturan
Otoritas Jasa Keuangan (POJK) No. 13/POJK.03/2017 on the
“Use of Public Accountant Services and Public Accounting
Firms/Kantor Akuntan Publik (KAP) in Financial Services
Activities” states that companies on the stock exchange
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must disclose their audited financial statements (Otoritas
Jasa Keuangan, 2017). Thus, companies have to pay audit
fees to external auditors for services that have been provided
by public accountants. The amount of audit fees is regulated
by the Indonesian Institute of Certified Public Accountants
(IAPI) Regulation No. 2/2016 (IAPI, 2016) and is based
on the agreement between the auditee and the auditor.
Investigating the amount of audit fees is an interesting topic
because the transparency of standalone audit fees provided
by Indonesian listed companies in their financial statements
remains low. Therefore, research on the transparency of audit
fees needs to be investigated (Januarti & Wiryaningrum,
2019; Sinaga & Rachmawati, 2018). The Sarbanes—Oxley
Act also regulates that audit and non-audit services may not
be carried out in the same year by public accountant firms.
The demand-supply perspective can be used to determine
the amount of audit fees (Wu, 2012; Yasin & Nelson,
2012). The demand side displays high audit fees when the
audit committee wants financial statements to have high
value added, such that the committee chooses a reputable
public accountant firm. Meanwhile, the supply side shows
that when corporate governance is good, the risk faced by
auditors is reduced; therefore, audit fees are low.
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Previous studies suggested that the implementation of
effective corporate governance may reduce audit fees (Boo
& Sharma, 2008; Majeed et al., 2020). In Indonesia, the
existence of an audit committee as an element of corporate
governance is regulated in POJK No. 55/POJK.04/2015. The
regulation states that the role of the audit committee is directly
related to external auditors (Otoritas Jasa Keuangan, 2015).
This study used audit committee effectiveness as a proxy for
corporate governance implementation because the role of
the audit committee is an important function in overseeing
financial reporting (Bédard & Gendron, 2010; Li et al.,
2012; Lisic et al., 2016). For example, the audit committee
plays an active role in reviewing financial statements (Haji,
2015; Khanifah et al., 2020). Felo et al. (2003) argued that
an independent audit committee can prevent a company
from committing accounting irregularities, and the size and
expertise of the audit committee can improve the quality of
published financial information. Some studies suggested
that the effectiveness of audit committees in monitoring
corporate reporting policies is influenced by several factors,
such as composition, size, and qualifications, as well as the
activities carried out by the audit committee (Abbott et al.,
2004; Carcello & Neal, 2003; Ha & Nguyen, 2020; Klein,
2002). In addition, a related study on the Johannesburg Stock
Exchange indicated that audit committee characteristics,
especially their expertise and frequency of meetings,
significantly influence the integrated reporting of companies
listed on a stock exchange (Chariri & Januarti, 2017).

Several studies have investigated the relationship among
existing audit committee attributes. Companies that have a
large number of audit committee members, hold meetings
often, and have many accounting members (Yatim et al.,
2006) found that the more financial or business expertise an
audit committee has, the lower the audit fees to be paid. Prior
studies also showed that the number of meetings conducted
by the audit committee can reduce problems in financial
reporting, and therefore the audit fees paid by the firm will
be lower (Farooq et al., 2018). Different conclusions were
presented by other studies, such as Vafeas and Waegelein
(2007), who reported an insignificant relationship between
frequency of meetings and audit fees. On the other hand,
Yasin and Nelson (2012) and Goodwin-Stewart and Kent
(2006) found a positive relationship between these two
attributes. An educational background is necessary to
manage a company’s business (Yasin & Nelson, 2012). An
audit committee that has a large number of members with
financial or accounting expertise provides good supervision
and wants to increase the value of the company by choosing
a reputable public accountant firm, and thus audit fees
to be paid are high (Yasin & Nelson, 2012). However,
Goodwin-Stewart and Kent (2006) provided evidence that
the expertise of the audit committee has no positive effect
on audit fees.

Based on the explanation above, the effectiveness of
an audit committee and the amount of audit fees have a
mixed relationship. Therefore, the research question to be
answered is whether audit committee attributes influence the
amount of audit fees. This study is expected to contribute
to accounting and auditing literature by adopting demand-
supply approaches to provide evidence regarding the factors
that influence the amount of audit fees. This study also
provides evidence about the relationship from the perspective
of an emerging country, because most prior studies were
conducted in developed countries. Through its findings, this
study can provide decision makers insights into regulations
regarding the effectiveness of audit committees.

2. Literature Review and Hypothesis
Development

2.1. Agency Theory

Agency theory explains the working relationship
between principal and agent. The principal delegates their
authority to the agent (management) so the agent can make
a decision (Jensen & Meckling, 1976). Agents run the
company’s business with various risks that can occur. As a
form of accountability, agents make financial reports every
year. These statements are monitored both by internal parties
(in this case the audit committee) and independent external
parties (auditor). Audit committees play important roles in
monitoring company policies (Trotman & Trotman, 2015).
Financial statement audit is a form of supervision to prevent
agency problems from arising. Audit fees are monitoring
costs that are necessarily incurred by the agent (Jensen &
Meckling, 1976). As an external auditor, a public accountant
is an independent third party believed to be capable of
providing confidence about the fairness of the financial
statements presented by the management (agent). The
characteristics of audit committees consist of their expertise,
frequency of meetings, and independence. Expertise in
accounting/finance allows audit committee members to
understand the auditing process and resolve disagreements
between management and external auditors (Mangena &
Tauringana, 2008). Effective monitoring may increase when
audit committee members meet regularly and frequently
(Lisic et al., 2016). Independent audit committees can ensure
a higher quality of financial reporting (Ebrahim & Fattah,
2015) and is regarded as a cornerstone of audit committee
effectiveness (Psaros & Seamer, 2004).

2.2. Audit Committee Size and Audit Fees

The audit committee is formed by a board of
commissioners. According to agency theory, internal control
to reduce agency costs is carried out by the audit committee.
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POJK Number 55/POJK.04/2015 states that the existence of
an audit committee is mandatory, which means that every
company going public is required to have an audit committee.
An audit committee is a committee that is responsible
to the board of commissioners and assists the board in
overseeing internal and external audit functions (Otoritas
Jasa Keuangan, 2015). Al-Najjar (2011) and Carcello
and Neal (2003) found that independent audit committee
members force management to have more transparency and
accountability. Such members can ensure a higher quality
of financial reporting (Ebrahim & Fattah, 2015) as they are
more autonomous and free from any vested interests (Hamid
etal.,, 2015).

The role of audit committees in monitoring company
policies cannot be separated from the independence of its
members (Chariri & Januarti, 2017). A large number of
independent audit committee members indicate adequate
resources, such that the supervisory function can run more
effectively. In the supply side, when supervision is effective,
the audit fees paid to the public accounting firm are low
because the risk borne by the auditor is small. Hassan and
Naser (2013) and Yatim et al. (2006) provided evidence that
the audit committee has a negative effect on audit fees. By
contrast, the demand side explains that when the number
of independent committee members is large, the desire for
higher quality financial reports increases. Therefore, the
members tend to choose a reputable public accountant even
though the audit fees to be paid are high. Yasin and Nelson
(2012) provided empirical evidence that the existence of the
audit committee has a positive effect on the amount of audit
fees. Based on the explanation above, the determination of
audit fees can be high (positive) or low (negative) depending
on the approach used.

Hypothesis 1: Audit committee size has a positive
(negative) effect on audit fees.

2.3. Audit Committee Meetings and Audit Fees

According to the supply side, the audit committee that
often holds meetings will carry out supervisory duties well;
therefore, the audit risk is less (Wu, 2012) and problems in
financial reporting are reduced (Yatim et al., 2006). Meetings
conducted by the audit committee are one way of monitoring
costs to reduce agency problems. A high frequency of
meetings may lead to a low risk of quality financial reports,
and therefore the audit fees will be low (Farooq et al.,
2018; Yatim et al., 2006). The more audit committees hold
meetings, the more effective their role will be in monitoring
the preparation and presentation of integrated reports and,
consequently, the more items will be disclosed in integrated
reports. Audit committee meetings are an effective medium
of communication among audit committee members to share
their views and expertise with regard to integrated reporting

(Chariri et al., 2017). Audit committees should hold more
regular and scheduled meetings. The explanation of the
supply approach therefore suggests that the frequency of
audit committee meetings has a negative effect on audit fees.

The active involvement of audit committee members in
regularly scheduled meetings enables them to discuss any
issues related to company activities. Meetings enable audit
committees to oversee accounting records and the quality of
internal control more effectively (Hoque et al., 2013; Lisic
et al., 2016). Moreover, the increasing frequency of audit
committee meetings leads to improvements in accounting
information and audit quality (Song & Windram, 2004).
Audit committees positively influence financial reporting
quality (Zhang et al., 2007). The demand-side approach
explains that, when the audit committee conducts many
meetings, it demonstrates that it wants good quality financial
reports. The audit committee selects a reputable public
accountant with the hope that the resulting audited report
will increase the value of the company. The demand side
explains that the frequency of audit committee meetings
has a positive effect on audit fees. Yasin and Nelson (2012)
provided evidence that the frequency of audit committee
meetings has a positive effect on audit fees. Thus, audit costs
can be high (positive) or low (negative) depending on the
approach used.

Hypothesis 2: The frequency of audit committee
meetings has a positive (negative) effect on audit fees

2.4. Audit Committee Expertise and Audit Fees

Expertise in accounting/finance is seen as crucial to audit
committee members (Abernathy et al., 2015). Numerous
studies showed that audit committee effectiveness is
determined by the knowledge and expertise in finance/
accounting of its members (Abernathy et al., 2013). Audit
committee members with accounting/financial expertise tend
to respond quickly to changes in the business environment
and innovation (Badolato et al., 2014). Audit committees
with members who are expert in accounting/finance will
increase the number of items disclosed in integrated reports
(Chariri & Januarti, 2017). POJK No.55/POJK.04/2015
explained that audit committee members must have adequate
knowledge and ability in business and finance and be able
to understand the contents of financial statements. One
of the members must have an educational background in
accounting or finance (Otoritas Jasa Keuangan, 2015). Audit
committee expertise can enhance the capabilities of audit
committee members in monitoring the financial reporting
process, especially the publication of integrated reports
(Chariri & Januarti, 2017). Agency theory claims that audit
committee members must have expertise in accounting/
finance to decrease information asymmetry and align agent
interests to principal ones (Jensen & Meckling, 1976).
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The supply side explains that members who have
accounting and financial expertise can increase the
effectiveness of the audit committee’s performance and reduce
agency problems. Such expertise allows audit committee
members to understand the auditing process and resolve
disagreements between management and external auditors
(Li et al., 2012). The expertise of the audit committee is
expected to reduce the testing conducted by the auditor so that
audit fees are reduced. The demand side explains that audit
committee members who have educational backgrounds in
accounting and business can understand financial statements
better. With these conditions, the committee members prefer
a quality audit and thus choose a reputable public accountant.
A consequence of selecting a reputable public accountant is
high audit fees. Yatim et al. (2006) and Vafeas and Waegelein
(2007) argued that the expertise of the audit committee has a
positive effect on audit fees.

Hypothesis 3: Audit committee expertise has a positive
(negative) effect on audit fees

3. Research Methods

3.1. Sample

The population in this study comprises manufacturing
companies listed on the Indonesia Stock Exchange (IDX)
in 2016-2017. The audited company annual report data are
obtained from www.idx.co.id. The sampling criteria in this
study are as follows: 1) manufacturing companies listed on the
IDX in 20162017 and 2) company reports where audit fees
are separate from other professional fees. Table 1 shows that
55 companies presented their audit fee information separate
from other professional costs in 2016 while 75 companies did
so in 2017. Thus, the number of research samples is 130.

Table 1: Sample selection

3.2. Measurement and Analysis of Variables

Table 2 presents the measurement of variables. This
study used multiple linear regression analysis to answer the
research question. The statistical regression equation is as
follows:

AUFEE=b, +b ACSIZE +b, ACFREQ +b, ACEXP +e¢
4. Results

4.1. Descriptive Statistics

Table 3 shows the descriptive statistics of the variables.
The lowest number of independent audit committee
members is 2 and the highest is 4, with a median and mean of
3. This finding is consistent with Article 4 of POJK No.55/
POJK.04/2015, which stated that the minimum number
of independent audit committee members is 3. The least
number of meetings conducted by an audit committee in
one year is 2and the most number is 32, which occurred four
times. The average number of 6.4 audit committee meetings
is high, given that Article 13 of POJK No.55/POJK.04/2015
only sets a minimum requirement of one meeting at least
every three months or four times a year.

For the variable of educational background of the audit
committee, the sample has a minimum of 1 and a maximum of
4 members with educational backgrounds in the accounting/
finance fields. The average number of audit committee
members with the relevant educational background is 2.9,
with a median value of 2. This average is higher than the
minimum requirement of one person in Article 13 of POJK
No.55/POJK.04/2015. For the dependent variable, the
lowest audit fee is 98,252,000 rupiahs, whereas the highest

Criteria 2016 2017 Total
Manufacturing companies listed on the Indonesia Stock Exchange 147 160 307
Companies that did not have audit fee information (92) (85) (177)
Companies that disclosed external audit fees 55 75 130
Table 2: Measurement of variables

Variable Measurement Code
Audit fees Logarithm natural (Ln) audit fee AUFEE
Audit committee size number of independent audit committee members ACSIZE
Audit committee meetings number of audit committee meetings held in one year ACFREQ
Audit committee expertise number of audit committee members who have educational backgrounds ACEXP

in accounting or finance
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Table 3: Descriptive statistics

Variables Minimum Maximum Mean Median St Deviation
Aufee (000) 98,250 13,422,171 1,191,815 592,500 1,975,440
Ln Aufee 18.40 23.32 20.26 20.20 1.129
ACSIZE 2 4 3.03 3 0.344
ACFRE 2 32 6.4 4 5.279
ACEXP 1 4 29 2 0.699

Table 4: Multiple regression results
Variable Coefficient t p-value
Constant 17.388 19.532 .000
ACSIZE .981 3.425 001
ACFREQ .628 2.438 .053*
ACEXP -.125 -.892 374
F test = 35.548, p-value = .001 Adjusted R? = .096

is 13,422,171,311 rupiahs. The average audit fee paid by the
companies is 1,191,815,967 rupiahs.

4.2. Regression Analysis

Table 4 presents the result of the regression analysis. In
the table, the coefficient of the independent audit committee
(ACSIZE) variable is 0.981 with a p-value of .001. Thus,
Hypothesis 1 is accepted. Consistent with Hypothesis 1,
the frequency of audit committee meetings is accepted at a
significance level of 10%. The ACFREQ positive coefficient
(.628) has a significance of .053, and so Hypothesis 2
is accepted. However, the relationship between audit
committee educational background and audit fees, where the
coefficient correlation is —.125 and the significance value is
.374, is rejected.

The above results suggest that the independent audit
committee has a positive effect on audit fees. In addition,
it indicates that the approach used to determine the
amount of audit fees is based on the demand perspective.
This perspective means that an increase in the number of
independent audit committee members produces a higher
quality of reporting, and so they tend to choose a reputable
public accountant. This result is consistent with those of
Ali et al. (2018) and Goodwin-Stewart and Kent (2006).
According to agency theory, a worthy supervision from an
independent audit committee may improve the reporting
quality, which can decrease the agency problems.

The number of audit committee meetings has a positive
effect on audit fees. For this variable, a positive coefficient
indicates that the demand perspective is used to determine

audit costs. The larger the number of meetings conducted by
the audit committee, the more effective the supervision of
the committee to improve audit quality, and the higher the
audit fees to be paid because a qualified public accountant
will be chosen. This positive value can be explained as
follows: when the number of audit committee meetings <
4, the average value of audit fees is 925,200,910 rupiahs,
but when the number > 4, the average value increases to
1,522,786,385 rupiahs. The results of this study support the
findings of Yasin and Nelson (2012) and Goodwin-Stewart
and Kent (2006) but are not consistent with the finding of
Vafeas and Waegelein (2007).

The educational background of the audit committee
does not have a negative effect on audit fees. The negative
coefficient indicates that the supply perspective is used
to determine audit costs for the educational background
variable of the audit committee. An increasing number of
audit committee members with educational backgrounds
in accounting/finance leads to low audit fees low because
of good internal supervision. Hence, the risk of financial
reporting problems is small. The negative coefficient value
can be explained by the following data: when the educational
backgrounds of audit committee members in accounting/
finance <2, the audit fees are 1,232,593,518 rupiahs, but when
the educational backgrounds > 2, the audit fees decrease to
1,128,650,743 rupiahs. Even though the difference in average
audit fees after further testing is statistically insignificant,
Hypothesis 3 is still rejected. This result is the same as that of
Goodwin-Stewart and Kent (2006), who provided evidence
that the educational background of the audit committee has
no effect on audit fees. This research contradicts Yatim et
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al. (2006) Yatim et al. (2006) and Vafeas and Waegelein
(2007), who reported that the audit committee’s educational
background has a positive effect on audit fees.

5. Conclusions

This research concludes that the independent audit
committee has a positive effect on audit fees because
it encourages management to be more transparent and
accountable. The large number of independent audit
committee members prefers qualified public accountants
to increase company value. The seclection of qualified
accountants indicates that companies prefer to use the
demand approach. Furthermore, the number of meetings
held by the audit committee has a positive effect on audit
fees. This result can be explained by the fact that a larger
number of meetings conducted provide more information
to the audit committee, such that it can improve financial
reports by using qualified accountants. In determining
audit fees, companies tend to use the demand approach by
choosing reputable accountants, and so the audit costs are
high. However, this research fails to provide evidence that
educational background has no effect on audit fees. Audit
committee expertise shows a negative coefficient. Thus, for
this hypothesis, the company uses a supply approach.

These findings imply that the approach taken to determine
audit fees tends to be based on the demand perspective. An
effective audit committee in accordance with OJK regulations
prioritizes the quality of audit reports. With a good quality
audit report, investors will expectedly be more confident
in the financial reporting and the company’s value will
subsequently increase. This study suffers some limitations,
such as it only includes a few companies that listed audit
fees separately from other professional fees. In addition, the
value of adjusted R? is only 9.6% so that there are still many
other variables that can affect audit fees. Future studies are
recommended to consider adding a sample of companies
with a longer observation period. Other variables can also
be added, such as the qualifications of public accountants
and public accounting changes that have not been researched
extensively.
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