CHAPTER 2

LITERATURE REVIEW ('}
2.1 Introduction ?

This chapter discusses the environmental factors of QEOS, at includes the
nature and types, financial reporting system, laws an atiors, governance,

auditing, and the municipalities. Moreover, the chapter Sses he‘\h@% that used
@

in the prior studies to in explain the relationsh@sen the faudit uﬁli d its
factors, and give justification why the public i th orf i d in{h,vstudy to
Iy, tb%hva.pter defines
udy@otheses and the

r %Views past empirical

explain the relationships among the study Wgs. Aﬁiitl

and discusses all the study variablwadingly, t
conceptual framework are develo%ﬁnally, \ec¥

S
studies on audit quality and e Iiﬁsratu gap Q@?d explain the differences
between the study and the 'mies N
c.)? J N

4
2.2 Environment‘f.the PS?\? %
This secb& uss 'atur \éﬁﬂ types, accounting basis, laws and
¢
regulations, wnce f;e?@'s, é&ell as municipalities as the most important
Qw Y
type of% %

2
!\3-
\C.)

é. \datu re and Types of PSOs
: All federal and state governments, statutory entities, municipalities (cities and

wns), joint services councils, public universities and hospitals, and state
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corporations are considered PSOs. An entity may also be considered as a PSO if it
fulfils one or more of the following criteria: its director is chosen by the generaw
election or by government officials; it has the authority to establish and cafr tax
levy; it has the power to directly issue debt with federal tax-free‘ﬂ&;t; or the
government could unilaterally dissolve it and take over its assets anthies (Ives et
al., 2004). Government organizations play a vital role in providing“ssential services
like water, electricity, education, health care, and garbage X;] Edmonds et al.,
2020; Boex 2010). PSOs' objectives are different from e of orgpc@dgsinesses.

businesses orﬁe&ﬂa‘s on
(Rashﬂ] al., (335). PSOs
NG

PSOs prioritize the public's needs while for-pr

maximizing profits for their owners or share

prioritize services over cost consideration tives YZcTWin, 2004),

and the operating activities of Pswa)t gover y r@f&t conditions. In
contrast, business organizations m@sideﬁ,@ n tj@&, in addition to sales,

w

expenses, and net income, w

&
general, PSOs typically op te}ﬁccol € With p@l rules, numerous laws, and
regulations, and they MCccomp shp Iicﬂ/ g@s and objectives (Visser & Van,
4

:

&
2016). But hybrid Pg(izationf, N nici%corporations, function at the nexus of
private and public seetor i ' beceg&’ they possess both public and private
¢
(Grossi

sector charact S hfmfsjo , 2015).
% N
WAhen compared ‘mess e&xlties, whose ownership interests are divided into

X _
trad shares or are owned;sy individual investors, PSOs have less stringent
N
‘% ce and accountability mechanisms because they lack ownership interests
Q owan et al., 2018). The governance body of the municipality includes the mayor
nd council members, who are chosen by the public or appointed by a higher

authority. Those members frequently lack training in management, accounting, and
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finance (Axén et al., 2019). PSOs base their operations on striking a balance between
available income and expenditures over a specific time frame. As a resu

function is to provide citizens with public services as a means of wealth r(;\sbutlon
(Eulner & Waldbauer, 2018). PSOs' importance, size, and budgets inﬂ'&gp in most
countries, particularly between the 1970s and 1980s (Carringt&et‘al., 2019).

Furthermore, PSOs have begun to embrace new publig management (NPM)

\d¢
2.2.2 Financial Reporting System in PSOs ' ﬁv
According to agency theory, PSO manag in ch r unn@g suitable
financial reporting system (Dewi et al., 2019). ,Nur @\01 S ut@ Dewi et al.
(2019) assert that in the reporting sy: %agement é‘é role of an agent

techniques (Lonsdale, 2000).

by providing information to the pr Is who %va t& eholders in order to
N

show accountability and ma st S cial, orn(é?and political decisions.

According to the stakehold m, parti 0 have% interest in an entity, have a
right to obtain infor@t t ,ﬁe} 5 pﬁmance that may affect their
choices. As a res I§~nKtereste ﬁ;‘s\ ust ﬁ}\ll e financial statements from PSO
management (A%&/ mo, 261%)’ For decision-makers, these statements

fuI e eJaII(J terms of accountability (Dewi et al., 2019).

oy

?J, acs&}te believable, trustworthy, and comparable
(Euh&Waldbauer, 2018), t@iérstandable, and relevant information (Dewi et al.,
N

Interntional Federation of Accountants (2012) stated that a government can

G earn public trust if it issues sufficient and truth information related to its financial

ansactions (e.g., revenues and expenditure). By doing so, it demonstrates

accountability, good governance, and reliability (Dewi et al., 2019).
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PSOs worldwide may use either cash basis, modified cash basis, modified
accrual basis, or full accrual basis accounting, in contrast to the private sect?ﬂo
employs accrual accounting only. IFAC’s 2018 International Public Sector Einancial
Accountability Index mentioned that around 25 percent of countrief&countries
jurisdictions globally) prepare their financial reports according the acérual accounting,
45 percent use partial cash basis and accrual accounting, while 30 percent remains to

use cash basis (IESBA-IFAC 2018). There are differencessi ;e global accounting

]

standards used by PSOs. Though many PSOs use accru counting; variances

4

remain between them due to the timing, content,

"X
the metho f’am@)n of

Rt

Cohen and Leventis (2013) as citingyTaylor am{ RoOsair (2 v defined two

3
@
b

accrual accounting (Christiaens & Reyniers, 2

5

types of financial statements in PSOs? ian} sheet ( ial

statement (performance report). Al rtain @:;o‘s requir ublication of these
% \

ion) and income

©

statements in specific period, sidepthe as ac ability tools (Cohen &
Leventis, 2013). Some c m ri’ iti atements, such as budget
comparison report, st%zof cash flows 'sta@'nent of changes in equity, and

4 f &
clarification notes &Qa et a‘. : ewé_ai., 2019). The implementation of an
Yy

accounting infokmation s

issungjfdf financial reports in specific periods
¢

because many services are needed and
"

according t egulations

necessa@mp’s t *pb of«the” accounting information system, such as hiring

emg‘g& and consultants, ir@ﬂng and running an accounting system, appointing

i \ and external auditors, implementing control procedures, developing
egulatory systems and legal procedures, and using different tools to present the
nancial reports (Cohen et al., 2013). Accordingly, the financial reports quality in

PSOs depends on the nature of the regulations in each country. Therefore, there has
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been an increase in demand for relevant and standardized financial statements to
enhance the accountability and good governance of PSOs, as well as to impr?me
process of decision-making and avoid corruption (Rossi et al., 2016). (’}
IFAC established in 1986 the International Public Sector Accouﬂkﬁtandards
Board (IPSASB) as Public Sector Committee, which became an indepéndent standard
setting board in 2004, this board is supported by IFAC. ntNS, IPSASB has
issued 38 standards for public entities (International li Se?or Accounting

Standards- IPSAS). These standards and the IFRS, which are usgd\irdve private

w

sector, are similar (Brusca et al., 2015). Since 1996,

,as auni s‘at@?ﬁigh

tinﬂ\h'e' rtan@alities of
para@(;.to meet the

information needs of stakeholders (RoSsi e; ai, 2016) 6

The International Monetary F%IMF) an\&Wor @hk (WB) have played
lix N
significant roles in encouragin%courﬁryt pt S. In fact, they set the

&
adoption of IPSAS as a co 'mr :’ naneial a@nfinancial supports or loans
(Rossi et al., 2016). A ing to IMR (2015), hrﬁB‘ial data presented in accordance
4 ¢ &
N rabl

with IPSAS is tr Why ar|‘| ﬁnd as a result, it can aid users in
understanding '&erf cura@‘fnancial analyses. Additionally, it can
¢

!
improve ris %gem t an g&er@(an accountability. IPSASB-based financial
shs

reportin%
y

co , knowledgeable, an perienced personnel (Mir & Sutiyono, 2013). The
p

quality standards, has played a crucial role i

financial statements, such as transparency,4eredi

NN
mu ‘Jmple@ted properly, which necessitates the use of
\ation of markets and increased openness require the public sector around the
& d to agree and adopt harmonized and standardized accounting activities
hristophe et al., 2015; Mnif Sellami & Gafsi, 2019). Because the accounting
information system generates the financial statements that serve as the primary input
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for the audit process, a high-quality reporting system will generate high-quality pre-

audit statements, which will result in high-quality audit statements (DeFond &W,

2014). @

2.2.3 Laws and Regulations Governing PSOs Y.

PSOs generally follow pre-established rules and operating“procedures rather
than acting arbitrarily. The governance and managemen Y:relguided in their
decision-making by political conventions, administrati nit g vWIaws and

regulations, an annual financial plan that has been a

ed, emergi epe@‘?;t)by

groups, and uncertain indicators (Rashman et

: Visser an 0%'). Public
N

a mqéqggalized and
I, 2@3 and accounting

(Ballas & Tsoukas, 2004). Althoug e may \Omgv Igﬂl\ s between countries,

N
laws and regulations govern e\%ect of PSCs, espe(z@ the financial reporting
system and the financial re mt. I:Ir ample, N§(2018) as cited by Dewi and
z n Su

Yusoff (2019) explai% in Sumatra, I‘r‘ldon@, Government regulations No.
’ &

71/2010 must be fallowed in |t ratio (a.ad issuance of financial statements.

DeFond and %014 i ' that‘é&ernment rules both domestically and
[

internationa e tightening ¢ tréls @counting and auditing procedures.

administration is anticipated to be signifi

politicized environment (Spanou, 2008)yauditing (

T quality.co })e im&c\ed by the varying rules in each country. Chase
(19Qcited by Yebba and@é?(zom), noted that auditors cannot serve PSOs in
S tates in the U.S. because to variances in the disclosure note requirements for

inancial statements. The wide-ranging generally accepted accounting principles

AAP) between U.S. states require highly experienced and specialized auditors

(Yebba & Elder, 2019). The PSOs in each country or state represent a distinct market
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for external auditors, because they are governed by dissimilar laws and regulations.

Accordingly, the determinants of audit contract and reporting quality also varyw

& Elder, 2019). (,}
2.2.4 Governance of PSOs ?

The effectiveness of the governance determines ho M economic, and
political concerns in society turn out. Fukuyama (2015) ar that the state's capacity

to deliver basic services and goods has an impact on t fectiveness, of governance
"AX

(Carrington et al., 2019). IFAC (IFAC Public%& Comnmitte ZW@fines

governance as activities involving organizati trdct decision-making

anag@t. ethics and

0 y (CIPFA) and

@rction ensures that an

N
entity is operated ethically, effigi ) andléffec vely, 20 at it achieves its stated
goals and the anticipated Mes O%Z;@blic and the users of the

company's services. es, po!cies ndrr@and programs used to direct
4 ’ &
i I

organizational actiofs,and gIVi ﬁiﬁence that the entity's objectives are

ec
hen <%wering the danger of corruption, are

(%2

=
=3

procedures, monitoring techniques, acco

conduct. The Chartered Institute of \ quanance an

IFAC (CIPFA & IFAC, 2014) revéaled, that the\srga

>
o

achieved accountab

#
referred to a overhance

G g ernamgga_gjjes

s, and rules within mework of risk management, which includes well
e

|
oda CM‘arote, 2016).
A

the@plication of morals, values, ethical principles,

6?3

cod

{7

i accountabilities (Khalid et al., 2016). Omar and Bakri, (2019) claimed that
tive rules, support values, accountability, clarity and openness, and building

ilities are the five principles that make up successful governance. Financial and

(4

analysis reports, particularly performance reports, are necessary for sound governance.
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An independent auditor must review these reports to increase their transparency and
accountability. One of the mechanisms of good governance in PSOs is the |
audit (Maldonado et al., 2019; Rosa & Morote, 2016). In order to ensure the e of
high quality financial statements to interested users, the auditors collamith other
departments of the company and are thus a crucial componeW an entity's

monitoring system (Khalid et al., 2016). \/

225 Audit of PSOs \d
Y

PSOs are dedicated to achieving their objecti

and efficiency while making appropriate use

released audited information ensures the enti

result, audit is a tool that helps publiwars meet thei nee@%account for how

they use resources (Brusca et al., 2(@) \T /<\
": y NN
DeFond and Zhang (20!.%@ that PS® ‘auditsotfer value. For instance,

compulsory audits in publi hs inl e the eﬁee@bness of resource allocation,
and mandated audits i i (ousing uthofitiés ease overstatements.
’ 4 ¢ &

It is crucial th% publicEM inﬁySOs' financial reports. The primary

and e?cﬁble financial accounts are thought to be

contributors to produCing tr

\ ¢ I C?

auditors (Is al., 2019): uﬁit@ s defined by Alvin et al., (2017) as the
% NN

proceduQ/ mpili;'lg,ga_g)}nalyzi@ data pertaining to certain economic entities in

ord scertain and publish@w’ audit report on the degree of correspondence or

c \nce between the da;and the agreed-upon specific criteria. Also, they
G ioned that an impartial qualified individual should conduct the auditing. The
otion of audit quality varies between the public and private sectors and is dependent

on the audit's goal (Watson, 2019).
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Due to the sophisticated government accounting systems used by PSOs, the
auditor for these entities must be highly specialized in this sort of audit. Addit :
unique state laws that govern financial reporting in US-PSOs may have an i t on
the terms of audit contracts (Salehi et al., 2019; Yebba & Elder, ZOlgf%nding on
a country's rules, PSOs are subject to several forms of audits (RosaWrote, 2016),
such as financial audit, operational audit, compliance audit_, or performance audit
which includes mixed audit types. According to Goodwi X).pe[formance audit
and financial audit are appropriate for the public se In fWaudit, the

2
Yw
to accamplish its 9@ In a

resourc usr@;and how

ah\ T categ@g. of auditors,

SAl, internal auditors, and external addi ors: )nay carry hes@pes of audits. All

SAls perform all forms of audits,%ugh 0 \Qg%s ,@ditors differ between

auditor looks at how well the company uses its reso
performance audit, the auditor looks at ho

efficiently they are used in relation to the W

countries according to the nor. reguﬂation of ea e (Brusca et al., 2015;

Carrington et al., 2019; Gusiem S’ 7 ,201%“%hnsen, 2019). The European

Union’s (EU) Counc irective 2011/85/EU at@s that independent audits and
4 ’ &

internal controls ;@applif \su ic aéunting systems (internal and external

audits). Internal, contrel

[
oversight, Ieg&@rven on, a

- \ - g - - -
A% that"rece moré?}an a specific amount of federal financial aid
(variabley depending on rel@~' regulations) must be audited by an external

the(t;;}firsight of practices including financial

i (,)e
tyﬁice{l)/ ffectiveness controls (Brusca et al., 2015).

i \dent auditor in accordance with the requirements of Office Management and

& et (OMB) Circular A-133, according to the Single Audit Act of 1984 in the
n

ited States. According to the Circular, the financial reports must be audited, all
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requirements for federal programs and grants must be met, and the internal control
system must be effective (Yebba & Elder, 2019). T

Elder et al. (2015) discovered an indirect correlation between m@audlt
quality and audit firm rotation policies. PSOs must periodically se&&wt bids in
accordance with entity-specific laws or regulations in order to keep the“current auditor
in place or to replace him after a technical assessment. In order rovide focused,
transparent, and reliable authoritative reports on govern er.or ance, auditors
utilize audit reports to ensure accountability and make renc towar criteria
in the form of professional audit standards (Rosa rote, 2016 h} t@)f an
audit, the users who are interested in the infor nd thé fa%%pllcable
standards and regulations all influence the ure then?u ports@; & Morote,

2016). The form of applied audﬂ\é)each co 4 t)@re national and

international agencies have develo@%ubllc au Wdar §<h’rternational standards

N
have occasionally been used a%e in gome co s (Brusca et al., 2015).

&
The majority of audit sta Mr T ate%@t the auditors report on the
| :

efficacy of internal ,zas well as orhph@ce with laws, regulations, and
4 $ &
i in

contractual or gran %@men S, tion to the fairness of the financial

S authorltles and governed by distinct accounting standards in most countries.

Q audit system of municipalities varies across the world and includes all types of
u

dits, such as financial statement, operational, and compliance audit, which are

carried out by different types of auditors, such as SAls, internal auditors, and CPAs as
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external auditors. The following sections describe the characteristics of municipalities

Municipalities are the main forms of PSOs in any country, and they have a

direct relation with their citizens, providing basic needs and SM their problems

(Rua & Alves, 2020). The conventional responsibilities o nicif)ality as a local

government authority include the provision of the fo ing r\weping the
L
, X
and expansion Ke;@oads,
d _el€ctrici ne@(s), and

generally and in Palestine.

2.2.6.1 General Characteristics of Municipalities

local registry, trash collection, infrastructure prote

parks, bridges, tunnels, water supplies, se

N\

enb?ctl es. | tion to these

services, the municipality may |ée>other S

transportation, and health services (C%n etal., \S)TFh @ces of municipalities
3 y N
are always financed by their onén ﬂw i i

encouraging investment and investing in e

hicky mainl me from taxes, services

fees, and government contributio (CI , 201
bo

The top manage vernan 'of@unicipality includes the mayor,

Q).articularly the financial committee,

municipal council, igd\councii

whose members,are the ma mer@% of the municipal council (Cohen et al.,
a

!

¢

2013), and Es%ncial manader.4n @ countries, the mayor and members of the
ounci

NN
il agé gle ; by citizens of the municipality every four years

Yv
(Conghal., 2013). In the @there are two structures of municipal governance

b \he first one includes the mayor and council, while in the second type includes
heésmunicipal council and municipality manager. There has been a trend to shift
wards the second type to ensure more stability and informative disclosure notes on

the financial statements (Giroux & McLelland, 2003).
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The literature indicates that some countries have adopted accrual accounting
based on IPSAS for the public (municipal) accounting system, while others
the cash basis. Nonetheless, cash basis accounting has become less comr@ause
accrual accounting provides more transparency and enables the meaQAwnt of the
efficiency and effectiveness of the municipality management (Christlwx?& Reyniers,
2010). Sometimes the municipalities of a country may use di feWcounting bases,
such as in Austria (Cohen et al., 2019). In general, the a ?n.ofl any accounting
system is governed by the requirements of laws and r tion pIe most
European countries use accrual accounting, an@easure en ﬁe@‘z;nce
system is legally required (Cohen et al., 2019) \Y

X
“\

2.2.6.2 Municipalities in Palestu\)

®)

Palestine is a small country sof p &n g@eographic size, but it

N
has around 519 LGUs in the f un| paliti sHIocQa@lage councils, and local
committees (Sabri & Jaber, 201 ThI [ | ms of population, area size,

and government subsi% dont

categories: class A Q@I of ci

class B, class n SS

Authorities 9@ 10 1997

town pI building_li smg s&} construction control; water supply; electricity

PSJ r&c IStics, they are classified into four
d A+ tral of area includes many districts),

béfQOlO). All LGUs are governed by Local

i
hich étl?llates 27 areas of responsibilities of LGUs:

sup ewage; licensing @%des and businesses; public health monitoring;

c n and disposal of solid waste; public parks; cultural and sport activities;
6 ic transport; disposal of remnants of roads; social services for the poor;
emeteries; precautions against natural disasters; budget approval and management;
control of dogs; demolishing dangerous buildings, monitoring of hotels; controlling
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the movements and sales of animals; advertising and announcement policies;
monitoring of scales; sales of unused roads; prevention of begging and helpi
families; managing the assets of the local unit; and other duties consistén the
laws and regulations, such as providing emergency services and cNting and
maintaining schools. Y~

Palestine, like any Arab country, is working to improve itsanent financial
reporting system so that it can issue more informative a Warert reports. Such
reports fulfil the public’s need for information about w the miunicipa ‘funds are
invested and expended, and how the revenues @y and non- r}sg@z‘are
distributed and used (Abushamsieh et al., 2013 £ \Y

Most government organizations e sh acco@:g but the

municipalities are encouraged by the@)r donors it@ modified or full
accrual basis. Sabri (2010) pointe(@shat @Wg

N
cash basis accounting. Numer. rts hﬁve b mmad@nce 2004 to encourage

oyeriments in Palestine use

PSOs to transition to modern accCrual ]c nting, but@y have not been successful.

More than 85 percent % ipalities are i‘u'u@cash basis accounting (Sabri &
4

\*(-Z 3) g}ércent of municipalities in the Gaza

he @G Annual Performance Report for 2020

Jaber, 2010), accor to A|bl|l

Strip used cash hasis aecou

!
revealed th %unici alitie of’13eji'rpthe West Bank use the accrual basis, this

means % ccrudl basi
but m&

oint Services Councils}?SCs) and all NGOs are using accrual accounting.
N

Il government organizations, municipalities, village councils, and JSCs must
rovide annual budget using cash basis as required by the Local Authorities Act No. 1
f 1997. The budget statement is prepared based on a standardized format regulated

by the MOLG, and includes five sections: operational and capital budget, budget of
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profit centers, performance indicators, summary of capital projects, details of budget
structure, and credit and debit statements (Sabri 2010). According to thevﬂul
budgetary announcement for 2021, the MOLG requires all LGUs to us@dget
Gate Site for preparing and reporting budget. The budget preparers e accrual
basis or cash basis, but in all cases the budgeted cash flows e prepared

according unified accounts of chart. The announcement also recommends the LGUs to
Z 201

audit their financial statements using external auditors 1). In addition,
most municipalities use accounting policies and proce thatpare ed by the
MOLG. They use computerized accounting softwar of 'st Be the

manual accounting system (Sabri, 2010).

N
‘*\:’“‘5«%\

2.3 Relevant Theories

The theories can be applied tages 0 tgdy |@d|ng the justification
for the study; research ot% anﬁ qu twns,(o\thodology; instrument
development; and data an &d i jon ( rt & Klein, 2016). Cooper

.

and Schinlder (1998) y Bo ;&I} lPI»@'(ZOZO) defined the theory as a
collection of conce |I2atI0nf ons Ialms that are suggested to explain
and forecast oc ere |tj%ealth of literature on audit quality and
theories to te:?né 'Qj% private sector, it is worthwhile to apply
some of eories, In tlon her auditing theories, in the public sector (Hay
& , 2018) Audit qu@vﬁs not the explicit subject of public sector audit

s Dwyer & Wilson, 1989). Rubin (1988) demonstrated that findings from
ﬁ te sector research can be used to the public sector entities. Deis and Giroux
992) confirmed that the theoretical framework built in their study is primarily

focused on private sector studies and were empirically tested to assess the merits of
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generalizing various findings on the quality of private sector audits to the public

sector. In addition, Kurtenbach and Roberts (1994) confirmed that public

accounting research is largely grounded on the theories of the privat@, for

instance applying principal-agent analysis to public sector accounting%ting, and

performance assessment review. Likewise, accounting researchersW]vestigating
control and accountability problems from an economic perspe tiN
Some studies found the different effects of certain t Xn.ptlblic and private
sectors. For example, the effect of the governance theor the publie.se r‘ is unlike
its effect on the private sector (Jacobs, 2012). E'\ ' _S
Researchers use different theories linked qualitf t ain %Xi—nfluence
of different factors on audit quality, eitherﬁt\r;;‘i‘/aﬁ hlic s@rvzntities, For

example Ismail et al. (2019) used thwaof inspir nfi@% to examine the

relationship between auditor comp@s, audito \spgnd e€, nd auditor workload

N,

in the context of auditing in h%an pﬁblic r %@alaysia, public audit is

carried out by the SAlI, theQatio I A[ i rtme AD)). This theory suggests
de nc

that auditor competen%

4 ’ &
find errors and fr N*n the}rﬁ couﬁg system (Ismail et al., 2019). But

sometimes a single theory plai issues related to the variables of the

pendence are 'rei@i to the ability of the auditor to

i

¢

study. Ther fg!gesea hers af u&t_aj ore than one theory in their theoretical
NN

framew% example if a afsi (2019) used institutional theory and the

the economic regulatior\as\)the underlying theories of their research. Boakai and

% 020) used agency theory and stakeholder theory, while Jacobs (2012)
Shi

G irmed that the most widely used theories are neo-institutional theory and agency
eory. Jacobs, (2012) mentioned many theories are used by researchers to explain the

audit qualities as the following: the institutional theory, auditing theory, emergency
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theory, economic theory, agency theory, signaling theory, insurance theory,

management control theory, governance theory, and confirmation theory. Thew

study indicated that the public interest theory can explain the majority of @hlps

between the study's variables as main theory.
The public interest theory, which serves as the study's Ieng theory, is

described in the subsections that follow, along with other theo of stakeholder

theory and agency theory that serve as supporting theories. z l

2.3.1 Public Interest Theory

representative democracy and the r

(Christensen, 2010). Government reg

instruments to resolve the drawb imp e et tléﬁ\ unbalanced economic
activities, missed markets, a anted“marke outc (Den Hertog, 1999). In
general terms, the public T theiry states th \glslatlon aims to protect and
support the public at Imamke 9(:% ere are two acceptable concepts
of the public |nt y T‘e firsg,conce (Jtes that legislation seeks the security
and advantag o C. Qco&()}oncept proposes that when market fails,
economic lation sh uId e gdito maximize social welfare (Hantke-Domas,
2003). ting regu nﬁ are?ﬁ effectlve approach for countries to improve their
G address market valnc@rabllltles and low financial reporting performance

& Koch 2015). The regulations also increase social welfare, which is the main
r|ty of each government (Posner, 1974). According to Joskow and Noll (1981) as

cited by Den Hertog (1999), the public interest theory is generally used to describe
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regulations as a mean to achieve economic efficiency. Therefore, some researchers
consider the public interest theory as part of the theory of economic Welfan?m
Hertog, 1999; Hantke-Domas, 2003; Mnif & Gafsi, 2019). There ar(%hther
theories related to the public interest theory, such as interest group th&%d capture
theory. Both theories state that regulation is a mechanism by ich the state
intervenes to respond to the demands of particular groups, n(mobbying efforts
and political pressures exerted by these groups are m [notivations for

government regulation. For instance, accounting r coul the' result of

Ay
international financial institutions pressuring states%ﬂ@pt internati a] @ting
standards as a prerequisite for receiving Ioans?g fr% unt@Mnif &

. X
Gafsi, 2019). \, é\
According to the theory, as 'scuaed aboveéyythe @mment imposes

regulations to realize public inte@bThisﬁs?th @ulations that require
N
@I their stakeholders. For

—X

—h

municipalities to provide reliablgsi atidﬁ or thewse

ublicfacco ntihg@tems (Brusca et al., 2015). The
4

example, the EU’s Council{ i%e T U c@ that independent audits and
p

internal controls are a%

MOLG requires class ,1

&
mlg;i.palities through yearly budgetary
announcement w CPA.fi ' aud{tﬁ(eir financial statements. The CPA firm

¢

must be re '%with he P sl'ﬁ'\iac?ssociation of Certified Public Accountants
; k M

N
(PACP% Or%%encou&;es all municipalities to audit their financial
g

T
stat

annually to receive Q%fé government contributions (Rustom, 2018). To aid
N

t \icipalities in selecting a competent auditor, the MOLG has issued guidelines

otument in 2016 on how to select an independent and competent external auditor

ith reasonable audit fees through tendering process. In addition to this guidelines

document, which is directly related to the audit process, there are many laws and
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regulations related to internal controls. The MOLG has issued numerous regulations
that cover all aspects of operating activities of LGUs, for example, local gove

financial regulation no. 1 of 1998, which has been superseded by regulati@ll of
2019, budgetary procedures, accounting information system manuals; tions for
payroll and human resources procedures, organizational structures for all levels of
LGUs, procurement instructions, taxes regulations, and _otherwregulations and

instructions. These regulations are important to ensur ez've internal control

including the external and internal audit. \d

@
publig inter st'th&@v;ay

study@ i Ies..gjmernment

sv\thr h Iaw@%iregulations

that allow local government units to mpI'Dh their obj ves@?oviding services

Lﬁ:écrruption. These laws
N,

According to the aforementioned explanation

account for the majority of correlations betw:

action seeks to benefit all parties, includilﬂWs' ent

to the community in an effective a icient m\esw

and regulations also demand | rnment unj Sq(L(igg'))to exhibit openness and
accountability by dissemipatin acclr i orm@ for all interested parties.

Reliable and credible % on can be pr; (}Lﬁ@hen LGUs adhere to regulations

’ &
on how to select %aud@ t pogs/all audit quality attributes specified

in those regulat'o{ h a i 'thics(‘iﬁdependence, competence, audit fees, and
D ‘

audit firm size™ Therefore, V nd& Cljlmg (2023) confirmed that the literature on

NN
audit qt% the pahblic j,tor peé\té out the relevance of elements defined in each
coumApresent legislative @'nework. The government also imposes many
N

r Eﬁms and instructions to strengthen the internal controls of the LGUs, such as
& ucting internal auditing, reforming the accounting information system
ccounting basis), and updating, interpreting and monitoring the implementation of

all laws and regulations applicable to LGUs though GDCG (MOLG - Department)

40



and FACB (SAI in Palestine). All these actions may influence the audit quality of
government units, particularly the municipalities. Yv

This study relies heavily on the public interest theory and other rela@zries.
But to form a comprehensive theoretical framework and support‘&onceptual

framework, the study includes other theories, such as stakeholder t&ry and agency

theory. \,
2.3.2  Stakeholder Theory .\d
]
» e
The stakeholders group is defined as any grou has the pote t|1| t‘{hy e an
impact on or is impacted by the achievement rganizﬁt' ' oals\/mvarez &

it

the™eoncep stakeholders

Sachs, 2023). But there is no single framew

common to all organizations, and it is%a/ to first sta sector in which
the organization operates, its prodtﬁﬁnd it%%c }q@ers (Matuleviciene &
SIS

Stravinskiene, 2015). u
&

According to the stakil\]hthilr yor izaﬁg\éhave to identify the interests

of all stakeholders (Y% & Kim, 2019)! According to Abi et al., (2018) the
4

' g
stakeholder theory States that la:g:\fale old@e the right to obtain information
!

about the perfogmancey of t zatioé(at can affect their decision-making. In

¢
municipaliti s,%nain takeh8idefs a((_a(:t?e (1) governance body (municipal council),
n;

N
(2) the ment’ .an j;aff, @icularly the financial department staff, (3)

v

gov nt regulators, such e MOLG in Palestine, (4) SAls, (5) donors, (6)
LSk

citi who receive the municipalities’ services and pay fees and taxes, and (7) other
éa :

es such as creditors and suppliers of goods and services. Every stakeholder has a
ested interest in high audit quality, so audit quality assessment is critical. For

example, the management, particularly the financial managers, are interested in high
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audit quality because it is required by law, to maintain the entity’s accountability and

transparency towards the citizens and monitoring parties, and to avoid any litig

Based on the preceding discussion, the stakeholder theory \ th

D

financial statements for all users. This theory justifies gathering theégperspectives of
accountants and internal auditors on the effect of audit qualit ibutes on audit
|iiy a

quality, as they are interested in demonstrating acco

towards citizens and government regulators. .\d
"2y

<D | &
2.3.3 Agency Theory £ \Y

Jensen and William (1976) defined aQJ:e i ip as a@v ract wherein
one or more people (the principal) h %@ne else ager@‘o carry out some

tasks on their behalf and give the a@%some e\on%na i '&uthority. They added
_ N
ybe

d transparency

that the agency relationship e ntall types ofierganizations, such as universities,

\ &
ment au ie unio@utual companies, and in all
4

cooperatives, bureaus, gov

cooperative efforts at %&/: of n@én@the firms. The conflict between
principals and age Q@ hap;ie e t%‘a}ér tends to prioritize their personal
interests over t%ﬂ&sts \&Is. Iﬁﬁition, there is information discrepancy

i
¢
between pri gﬁgand gent: CHui @(‘3 2020). According to the agency theory,

NN
auditingé{n/ f th i Pverna@ mechanisms to minimize conflicts of interests

and‘d&ase agency costs. @dit quality is also likely to reduce information
N
a try (Piot, 2010).

: The public sector can benefit from agency theory (Dewi et al., 2019; Greenwood
Z

han, 2019; Jensen and William, 1976; Kurtenbach & Roberts, 1994; Zimmerman,

1977). The agency problem exists in LGUs (municipalities) because of the divergent
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interests of the electorate (principals) and the elected politicians (agents). The agent
may evade, abuse his privilege, or engage in illegal acts. These actions may w
affect the voters' welfare through the agents' power to levy taxes and t(%\e the
combination and quality of services provided by the LGUs to the prin hey may
also indirectly affect the voters' welfare through changes that can influence property
values. As result, the principals' welfare is linked to the performanCe of the agents
(Kurtenbach & Roberts, 1994). The agency relationship Y;e

'complex in the

public sector entities than they are in the private sectog entities Wthere are

@

. _— Py
several levels of principal-agency relationships. icians | are rn’cﬁ-lg, and
re

bureaucrats (managers) are their agents. Bure % ; an@r agents

are those who really provide services to4gitizens. Cé?'ze re th@:ﬁcipals, and

politicians are their agents (Hay & Co@w). In

agents must provide useful repo(sﬁout the\p&&)r a,@to their principals.
N
Financial reporting in PSOs can% expﬂined I th(@éﬁéncy theory (Dewi et al.,

2019). The manager of t }hnm' ni ssum@he role of an agent who is
gov,

responsible for givi% rs of rnhenb'financial statements valuable
’
information. Thos NQS act| i

Is oé‘ency in PSOs, the

|paIs% evaluate the accountability and

transparency of the age stap)—g/Ah mad, 2011).
¢ ! (,3
Age ry isja typical lﬁeocajti al framework for examining accountability
NN
and effigac LGUs. Th blicéaor's accountability system, however, might be

better understood as an instit@l, complex, multi-principal, multi-agent system as

0 XN to a straightforward principal-agent connection (Makris, 2006).
: The demand for higher audit quality depends on the incentives of voters to
onitor agents of PSOs. If the voters have little incentive to monitor the elected
officials, they have little demand for audited full accrual financial statements. Such
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financial statements are more useful monitoring tools than modified accrual or cash

basis statements because they include additional information about the cos

I
firm's operations (Zimmerman, 1977). (’}

Based on the preceding discussion, agency theory can supp study’s
conceptual framework by explaining the needs of different levels of ‘grincipals of the

municipalities for high audit quality. A high-quality audit can EM principals with

reliable information and mitigate agency problems.

2.4 Audit Quality '_\C}

Audit quality remains an unclear co espit th @esearch.

it qua@zqhe concept

0S %0 use financial

Researchers have not reached a uniform uAderstandin

has many facets, and different St& |das such

information, auditors, industry reguﬁﬁ, and so\ty\\Wi qx@\different perspectives
N

on it (Masood & Lodhi, 2015;%I et 5\ 2033); Kneghel et al. (2013) provided
\m &
eac

the following summary stiT poinQ}f view. Users of financial
the absén

-

o@f major errors and fraud in the

lity a
4

:
financial statement &Qvevw; defi@d audit quality as complying with

all standards setyDy theyprof per@ﬁ'mg all audit responsibilities. High audit
¢
quality, in t eg@ of the audi g&o@ay, is the capacity to support any claims or
NN

objectian/ coupt .Of ; Pre@sion regulators define it as compliance with
profj&al standards. Soci ty;efées it as the prevention of economic problems

tE\@b the presence of the entity or its market. Watson (2019) noted that the notion
d

accounts define good

6 it quality varies across the public and private sectors and depends on the audit's
bjectives. This situation encourages researchers to suggest many definitions and

measures of audit quality. Nonetheless, It's crucial to remember that audit quality is a
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trait that is sensed rather than actually observed, hence it is only possible to identify
situations where audit quality is at risk (Knechel et al., 2013). Prior r

documented some factors that affect the perception of audit quality, for inc%&audit
firm ethics, sector expertise, audit partner rotation, audit com versight,
adherence to auditing standards, client awareness, the am financial
independence, and audit inspection (Beattie and Fearnley 2012)."Researchers must
access new and better data on drivers of audit quality, QXt.c mes from audit

firms, clients, regulators, or other sources, to reach a level oWanding of

®
audit quality (Knechel et al., 2013). | .\C—}Y‘
Continuing these studies is important definin me%ﬁﬁng audit
quality enable interested parties to assessq@ ra it\ity haé'zgroved over
time. They can also help to identify th@nams of ual@ﬁjdit, as well as to

support and incentivize audit firms Q%est an Ka iy@mlity.
o S
L

(7]
x‘ RN
2.4.1 Importance of Audit Qu 'tyl N
The primary go udit pracessis to d@’mine if the financial statements
4 $ &
tus a

accurately reflect thQJir\m's fir]a I %&ﬁperational results for a certain time

period (Alareer'\Z ). 'lnan ral »statements, particularly those who are
municipal s %ders ike i eJors(Ec?n benefit from independent audit reports
(Edmoné{t%, zozm.b):

arch on audit qua@has a positive effect on the quality of financial
@mts, because it stimulates the publication of detailed and accurate disclosure of
hesfinancial transactions of the PSOs (Kusumawati & Syamsuddin, 2018). As it

uarantees the veracity and integrity of the financial statements, a high-quality audit
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boosts the trust of stakeholders and society. On the other hand, a subpar audit will
make stakeholders feel more untrustworthy (Alareeni, 2019). T

Audit quality is important for the entity’s management. It 1s®1able
monitoring method for assessing and verifying quality-related practlAs also an
impartial examination to see whether the entity’s operations foll e specified
regulations, and whether the utilized methods successfully and N\tly accomplish
the goals and objectives of the entity (Kusumawati ud(iln 2018). The
literature suggests that auditing adds values to the fina stat example

r informatio r'sk @Fond
SO@ e th%m entities

i confl@s in the audit
Ies@PSOs to achieve

the audit process reduces capital cost because of the

& Zhang, 2014). Therefore, studying audit quali

are operated, and the funds are managed w h wayypu

procedures is maintained effectively. @allty also

integrity, accountability, and |mpr ents in \w‘e

Dickins et al., 2018). ‘% 6 q Q(?
N &
Management of PS

te] ith th blic perception about the

credibility of their fln% tements, the fo'res@y choose a reliable independent
4
auditor who offers h- quall \ﬁ\ ervic ay & Cordery, 2018). High audit

rati ‘&(Ismall et al., 2019;

quality decreas age y co crea e pr1n01pal’s confidence in the entity's
financial re o‘!)here re, t ageq(:?e entity's management) incurs the cost of
hlrlng a lity audit e to eIf interest to keep a virtuous relationship with
the |pals and to prevem.) em from taking unwanted actions against the
ent, such as decreasing the scope of the agents’ activities or terminating their
ces (Hay & Cordery, 2018). When there is one agent and multiple principals

.g., share/stakeholders, ministerial cabinet, parliament, or voters), such development
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will be expected. Additionally, government agencies that do not conduct any audit

g
A0

Researchers have defined audit quality in different ways. Formle, Dickins

will receive smaller amount of resources (Hay & Cordery, 2018).
2.4.2 Definitions of Audit Quality

et al. (2018) describe audit quality as the auditor's capacity to i fy and disclose
misstatements, adhere to ethical and professional stand mr 'satisfy investor
needs. DeAngelo (1981) defined the audit quality as thefikeliho tw‘ditor will
detect a violation in the financial reporting system ecord It in_the ku@port.
This definition is widely used among resear mail €t 19)\}Béspite its

widespread use, academics still cannot a on,a si udit quality.

nt@eholders of audit

2
%

The definition essentially returns to theyperspectives of di

quality in audited financial stateme@%nechel %\l\%l
that the difficulty of defining%uali is

constructed concept (HumeEef :
Some regulators% ard-setters comé te@e conclusion that it is impossible

for interested par to agrei precié efinition of audit quality. In its
09

Consultation Rm{
(10SCO) n tga')at i

NN
stakeholders, gaim ensus%challenging.

'atio Q@rganization of Securities Commissions

)

Ilé'ng@ to define and specify audit quality to

Yw
@hel et al. (2013) ma{%{he suggestion that an effective audit (of high audit

% entails a well-designed audit process carried out by motivated, competent,
raimed,

and expert auditors who are aware of the inherent uncertainty of the audit and
ppropriately adapt to the innate characteristics of the client. DeFond and Zhang

(2014) defines audit quality as the level of assurance given by the auditor on the
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accuracy of the financial statements under review. In other words, better audit quality
increases the likelihood of accurate financial accounts. According to the FASB?E)

in Statement of Financial Accounting Concepts (SFAC) No. 8, the r e\ an

o

faithful depiction of financial statements are two essential qualltatlﬂ!xglures that
characterize financial statements as being of high quality. Due to the Wwacterlstlcs
all users can benefit from the financial statements.

DeFond and Zhang (2014) added that despite thei m (iompliance with
GAAP, high-quality auditors must consider the finan repo inwl and the

o X
nancial state etts‘@esent

of the auditofs exterds beyond
NG Xv‘y
T

The Statement on Auditing (SAS) @1 nds auditors to

inherent qualities of the firm to assess how faithfully

the firm's core economics. Therefore, the respo

detecting violations against GAAP requirenﬁ%

critique the quality of the company%ountlng\?(m g@hey applied in issuing

the financial statements. SAS requires dltorsQo analyze the qualitative

aspects of the company's a p , takmg%.to account any potential for

management bias (PC 10) W en a es%mg)ﬁe quality of financial reporting,
4

|C|a$u3|ons that hold auditors accountable

the auditor may als e into af
d& afqﬁ'fg, 2014).

for financial st entyfault
¢ ! (,)

From e argumen n‘?:ar(Je decided that audit quality is a construct that
provides/a deghee of g@ssur f that@flrm issues high-quality financial statements. A
higmg&ty audit enhances tﬂ}’credlblllty of the financial statements. It bears

‘%\mng that the quality of financial reports is determined by numerous factors,

g others the accounting system or innate characteristics of the client, auditor, and

Q;ulatlons of the accounting and audit profession.
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2.4.3 Measures of Audit Quality

The auditor offers assurance regarding the audited financial accounts, ?ﬂe
level of this assurance is impenetrable, making the measuring of audit qua@oudy
and difficult subject (Chadegani, 2011; Dickins et al., 2018; Knec l., 2013).
However, this does not dissuade scholars from investigatingWspects and
components related to the audit process in order to well und rme idea of audit
quality measures. V.

According to Kusumawati and Syamsuddin (2 the ew auditors
B

during the audit engagement determines how wel audit quali |§ red.

Alareeni (2019) claimed that numerous aspect: its_ofdth t fu:Q/ hat affect

y:Trl tudle&w research

looked at the impact of only one f Dhlle othe oke@‘the impact of a
number of attributes on audit quaht‘0 ? ,q\

N
As discussed in the pre%ctio , researchers ch?not agree on one strict
definition of audit quality. M

ools e*\}reasure audit quality are still

g T ,
unclearly defined, so r% S use v Mrdx@o evaluate audit quality. There is
the e %

also no agreement ng scho ﬁctlveness of these proxies, seeing that

they have mix e elat| etween audit criteria and audit quality
(Alareem 2 n and nﬁ ?@J . When examining its determinants, some
uretr di

/

audit quality have been covered in vari

researc allt ng a single proxy (Allen & Woodland, 2010),
whl ers used multlple es (Alareeni 2019; DeFond and Zhang 2014).

g to Lowensohn et aI. (2007), both public and private sector research

Q ently uses the Big 5 audit firms as a stand-in for audit quality. However, they
iscovered that Big 5 auditors who do not focus on government audits are not related

to greater perceived audit quality, and to determine whether these findings are
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particular to the Florida market, they recommended additional research on actual and
perceived audit quality for Big 5 audits in the public sector.

Hussein and Hanefah (2013) reported that researchers have tak rous
direct and indirect approaches in measuring audit quality. They adde the direct
approach is related with the likelihood of discovering and reporting maisstatements or
breaches in the accounting system under audit, which will be refle in the contents
of the audit process, including the errors of the auditor. O RZh nd, the indirect
approach concerns the use of proxies of audit quality Sses mW uallty by
examining the factors perceived to affect audit quality.*€hadegani (20 ull‘&b}some

indirect and direct measures of audit quality: i

easu de t@j@dlt firm

econ\om epen& reputation,

and cost of capital. While the direct include ial @rtmg compliance

size, auditor tenure, industry expertise, au

with GAAP, quality control revie kr Ype r)q%view, and regulators'
N

performance. Greenwood and 01 cons ered Q@? adjustments as a more
se,

direct measure of audit co I quallty is determined by
dit su

comparing pre-audit ar% lus éﬁ
4
ptio n e audit quality, and the integrated

The proxies dit qua‘|
frameworks of ld&allty ssed e foIIowmg subsections.

l
J'

24l% ies of Au Pua‘lgg\

t studies use the @bwmg proxies of audit quality to identify its

Nants modified audit opinion, the auditors' going concern opinion decision,

G Big versus Big 4, discretionary accruals, adjusted discretionary current accruals,

ccruals quality, reporting of material weaknesses, and audit report timing (Alareeni,

2019; DeFond & Zhang, 2014; Francis & Yu, 2009; Omer et al., 2016).
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The qualities of competence (expertise) and independence (objectivity) are
crucial to audit quality (Knechel, 2016; Kusumawati & Syamsuddin, 201
Watson (2019) asserted that the auditors are in charge of ensuring the quali the
audit. In order to attain audit quality, auditor quality is crucial. Th endence,

commitment, ethics, competence, diligence, moral courage, reputationgand experience

of the auditor are used to estimate their level of quality BMZS). The audit
! ig '

ies i toWups. Each
B
_ % 9
categary a[fg@' and

streng? Wea@@ses. The
Y.

ofd?e it process; such as the

standards and the profession both demand for all of these

DeFond and Zhang (2014) classified audit quality

group is divided further into categories, and
characterized by several dimensions that give i

first group of audit quality proxies is th

D

1Y

auditor’s going concern opinion. l\@isstateme au(€§r< communication,
financial reporting quality, and per@sns arﬁo‘th @gories that fall under
the first group. The audit pro%ﬂs, !ﬁch a auditio?;s"r\%e, make up the second
group. Auditor qualities Mitorr%%gre@ aspects are some of the

categories under the s up (e.g., a i‘t“‘e@DeFond and Zhang (2014) also
s &

described several %ions I the @wgories of the audit quality proxies,

whether the proxies Capture ally @é extreme audit failures, if they capture

RO
actual or per audit quali ahd @ er measurement inaccuracy is particularly

N
proble% some._e les Q\he direct or indirect ways that the auditor
X

inflwﬁthe proxies in each oa@gory. They discussed the various categories through
N

tE\g encing dimensions. For instance, the material misstatements category, which

rendirectly influenced by the auditor, captures more egregious audit failures and

ctual audit quality. DeFond and Zhang (2014) discussed various audit quality

proxies, such as restatements of the financial statements, accounting and auditing
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enforcement releases (AAERS), auditor's going concern opinion, modified audit
opinions, discretionary accruals, accrual quality, conservatism, market reactiw
of capital, change in market share, Public Company Accounting Ove@oard
(PCAOB) inspections, audit firm size (Big N), industry specialization, it fees, and

changes in fees. They concluded that no single category adequa captures the

quality of an audit, and that it is preferable to use a number m(ies from other
i in

categories to maximize their strengths and minimize their S.

ific fa toWit quality
ay

in the priv. te'si@' but

Some proxies are more effective for measuring s

than others, and some proxies may be approp
inappropriate in the public. A going concern it Opinion’i app%éﬁe in the
n its , deficits, or
moéﬁitable proxies of

ifle inion on materially

N
misstated financial statements%w bthe auditor i or) and modified audit

report, but not going concern au oj fon. These p% s are classified by DeFond
CS the .

2.4.3.2 Per@K

i
Accordi the earlier ctiﬁn,éej ral researchers utilize audit quality proxies
NN

to meas% it quality a )’ts detehinants based on how stakeholders perceive the

auditprogess. Audit quality w@véasured by many researchers through evaluating the

ton of different groups as follow: According to Preparers as accountants and

::'n nal auditors are two stakeholder groups (Carcello et al., 1992; Warming-
asmussen et al., 1998); external auditors (Carcello et al., 1992; Davis, 1995;

Schroeder et al., 1986), clients (Davis, 1995), audit committee heads (Schroeder and
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Ira, 1986), general federal inspectors (Aldhizer et al., 1995), stockholders and
financial journalists (Warming-Rasmussen et al., 1998) and users of the fwrul
statement (Carcello et al., 1992). (’}
Some of these studies used the perception of one group of the@%olders of
audit process to determine the audit quality attributes, but others u ore than one
group, for example, Carcello et al. (1992) conducted a surv audit partners,
264 controllers (financial statement preparers), and 1 QR;H and creditors
(financial statement users) to investigate the attributes asseciated unality as
nce of evaluatihg @hree

as% th %‘G'uallty of

of flqé\mal statement
om@ﬁve environment,

perceived by auditors, preparers, and users. The sig

views simultaneously is to identify the chara
audit service both overall and among t thr
preparers, auditors, and users. Howev@mcreasin
it is vital to comprehend the view of bot \em nd ;@érers on audit quality
(Carcello et al., 1992). Any ns nqby assist a rms in providing more

satisfaction to both segme wh en1a d|t y Audit firms may refer to

these perspectives (pr% nd is:y“ﬂa enhance their audit efficiency
4

(Takiah et al., Oj%ce lo r 2) u Xploratory factor analysis to derive

12 audit quallty(o\m ent utes discovered in the literature and the

¢
authors' exEE‘ﬁa as audit p tn&s T se 12 components are: (1) audit team and
firm ex% withthe cli 2) try expertise; (3) audit firm responsiveness to

client.n ds, (4) audit firm co@ﬁance with general audit standards; (5) audit firm

~—

ent to quality; (6) audit firm executive involvement; (7) conduct of audit
work; (8) involvement of audit committee; (9) individual team member
acterlstlcs ;(10) audit firm maintains a skeptical attitude; (11) audit firm’s

freshness of perspective; and (12) degree of individual responsibility. Carcello et al.
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(1992) revealed that the qualities of the audit team members were regarded as being
more crucial to audit quality than features of the audit company itself, s

litigation history. And the four most crucial elements in evaluating audit @Nere
compliance with generally recognized auditing standards (competence,‘&pendence,
and due care - GAAS), experience of the audit team and firm with mnt, industry
knowledge, and responsiveness to client needs. However, tMere significant
disparities in the priority attributed to each component a mr‘se groups. Both
preparers and users valued conformity to general standagds of Muirements

much more than auditors, and the preparers valued

itor responsi nﬁs&@e}‘cﬁent

demands more than auditors did. Also, the

of A bi, @"’2‘0) study
\

shows that there is a discrepancy betweenﬁwd' ectati YZa~nd those of

preparers and users of financial state\ iSD

and their duty to detect fraud %rticular. W
responsibility for ensuring thaléial $tatem S co<Q

whereas preparers and users_beliéve ati' rshave m esponsibility in this regard.
hil

Furthermore, auditors% e that,
g:\

udi =3 duties generally

bg}reve they have less

L

with tax regulations,

that financial sji%;nts arf f igmnonal and unintentional material

misstatements, the teStsbase f th ﬁdit process prevents auditors from being
oA

confident i I conglusio aﬁd@}r iding assurance to users that financial

- \ -
stateme% rror-fre€. the v@ of the preparers and users that auditors should

guaﬁgﬁaudited financial s@vhents are free from material misstatements either

ig\m‘nal or unintentional.
In public and private sector, many researches have studied the perception of

ccountants and internal auditors on audit quality, e.g., Behn et al. (1997), Pandit

(1999), Boon et al. (2008), and Takiah et al. (2010). All these studies adopted the 12
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attributes of audit quality which they determined by Carcello et al. (1992) after
making some modifications to these attributes, such as replacing the compllan?m
general audit standards attribute with three components: independence, d e\w and
technical competence. Therefore, the number of audit quality attribu&&omes 14,
Behn et al. (1997) asked 434 financial controllers from Fortune 100&1 to find out
which characteristics are linked to the satisfaction of the audit firm audit team and
the client's overall satisfaction. This is considered as an in \X)Tt e validity of the
view of the accountants and internal auditors in perceivingyaudit ua.hw\!ddlt (1999)
surveyed 359 senior executives from U.S. organi s to learn ork i@ the

impact of customer satisfaction on audit sv’g ua% he ,@f ence of

performance efficiency and reputation of % on t'bse decision tq@mm or replace
auditors. Through a questionnaire sur\f 35 local ¢ I (n@‘clpalltles) finance

practitioners (including the accou a and \bm%nt 'P‘audltors Boon et al.

(2008) inspected the audit qua%buteg perceived tocg(? relevant in compulsory

audit tendering (CAT) |n ouT S@lh Wales (NSW), focusing
t

i
primarily on whether% T res u?a're@udltor independence and audit
(2010)| ne

quality. Takiah et (1997) instrument, examined the

influence of audi qu ity at 'd cli ontentment on audit performance at the
¢
audit firm a dlt tam Iéels. he questionnaire, sent via mail, sought the
\
percepti anqﬁ Jpllers elected companies listed on Bursa Malaysia on

audlﬁty attributes and the{:;e(/el of satisfaction with audit services. Takiah et al.

(% lassified audit quality attributes into two groups. The first group of attributes
t

Q 0 the audit firm, while the second to the audit team (auditors). The participants
ere asked to describe their opinions on each attribute of audit quality for the audit

team and for the audit firm. The first group of attributes are: (1) audit firm’s
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experience with client; (2) audit firm’s industry expertise; (3) audit firm’s
independence; (4) audit firm’s commitment to quality; and (5) audit S
responsiveness to client needs. The second group contains ten attributes: udit
team competence with approved accounting standards and auditin?%ards; 2
audit team member’s conduct to audit field work; (3) audit team CWS due care;
(4) audit team independence; (5) audit firm’s executi eNement in the
engagement; (6) audit team’s experience; (7) audit team’s ‘X.ex’ertise; (8) audit

team’s interaction with the audit committee; (9) audit, tea nw maintain

®
skepticism; and (10) audit team’s ethical and @dgeabl i cﬁu@ and

auditing (Takiah et al., 2010). \f \:C
In Palestinian municipalities, acc tan; ar sibleégglly on the
reliability of the financial accounting rting process

foréﬁy interested with
the fairness of the financial staterce% and to\tst%
N

regulators bodies with their finétaterﬂents depe(z@t audit is considered as

most important tool to add*:mth] 0 these ‘fé ial statements. Accountants
and the internal audit&% public sec rs,'pa@'ularly in the municipality, may
4 2

considered at the @e as 'o }re( and ﬁ}l of the audited financial statements,
de

they use them L\ str anc ﬁe’et (financial position) and the result of
¢
operation (r w
Q' . N |
regulatoQ/ y control ? agen& Accordingly, the current study inspects the

attriﬁAof audit quality an@r dimensions from the perspective of accountants

a Nhrnal auditors who are involving in operation of the financial accounting

and ex es’ st@ent) of the municipalities in front of the

m and preparing of the financial statements.
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2.4.3.3 Integrated Framework of Audit Quality in Prior Research

Prior studies have used many proxies to measure audit quality w!ls
determinants. But there is still no agreement among researchers on Whl®sures
are best, and there is no proper guidance on how to evaluate them (D & Zhang,
2014). Most studies used one or more factors to understand audit quality, despite the

complexity and multidimensionality of audit quality, and despite oing debates on

its definitions and measures. Some studies provided an ted,l comprehensive

ctiti neWators, and
®

researchers in understanding audit quality research e private p’lbl@éctor.

framework of the determinants of audit quality to assis

While most studies on audit quality are in the

ctor, thei e\/\@;can still

ostiinpo t fra@&.rks of audit
quality in past research are summanze&i@ é

Chadegani (2011) stated that rior studies &t ;JT\Pycan be classified by

outputs of audit engagement, auéesse@ and inputs t engagement. Outputs

&
include audit opinion, whic |gn[| ect oré{kht quality if:

a. |texpressesthe% indings

.‘
b. the stakehol rely o l| \hej valu softhe audit quality;

be adapted for studies in the public sector

the aud en audit tenure increases, issuing the

% studies used the}foxy of going concern or modified audit report to

0‘%@ the effect of the input factors on audit quality.

Audit processes include audit environment, process performance, earning

forecast, earnings management, the validity of the audit methodology, the efficiency



of the audit tools, and the accessibility of appropriate technical assistance. Inputs

include auditor perception, compulsory audit tendering, auditing standards,

auditor's personal characteristics, e.g., skills, experience, ethical values, ar@et.

Francis (2011) highlighted out the fact that audit quality is a eted idea
that exists on a continuum, and he thus proposed a framework for comprehending and

studying audit quality. The framework comprises six levels of analysis, ranging from

audit inputs to outcomes. The units of analysis in audit res

1. Audit inputs \d
. 9

o Test of Audit é | _\C}
e Engagement team members Y. \" NV

. S‘C
e Implementation of audit teNambers of t nga nt team

3. Accounting firms % \Y /(\
f S
e Engagement teams accqunting firfhs &
Y RN
e Accounting com?g recruit, e te, q@pay auditors as well as create
in

auditguide‘-v g proced ?l Q

&

e Auditr Nre isstle e nam&-0f accounting firms

. @' ing tltu@ industry
wustry sf'rdg!Zﬁffe arkets and economic behavior
N
Aitutions \C'D

% e |Institutions affect auditing and incentives for quality
o . Economic consequences of audit outcomes

e The results of audits have an impact on clients and users of audited

2. Audit process

financial information.

58



Knechel et al. (2013) suggested an integrated framework to assess the audit
quality in the private sector companies, which consists of linkages among tlwon
important attributes of audit (incentives, unigqueness, process, unceftai and
judgment) and the different aspects of audit engagement, such as * process,
outcomes, and context. T

DeFond and Zhang (2014) offered a different paradig f(Nprehending and
assessing the audit quality proxies that are widely emp the' literature. This
framework consists of three elements: audit quality de audi qw‘pply, and

the intervention of the regulators in both demand an ply offaudit u}l@igure

2.1). 4 i %
\\ N Vv

Client Demand Auditor Supply
Incentives Incentives
E.g agency costs. E.g reputation, litigation,
regulation regulation
Audit
Quality
Competencies
Competencies E.g inputs to the audit
E.g audit committee, process, expertise
internal audit function
K
E.g. Audit committee provision ) .
. Regulatory E.g PCAOB inspection

Intervention

\ B N i O Source: DeFond and Zhang (2014)
[

c) igur .1J'Atdjﬁ1)uality Framework

% \

Y

F and Zhang (2014@gested in their audit framework that the client's

i Nes and competence hermine the demand for audit quality. The client's

Qentlves are stated through many factors, for example agency costs and regulations,

ile client competence is reflected in many factors, for example the audit committee

and the internal audit function. The supply of audit quality is determined by the
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auditor's incentives and skills. The independence of the auditor is tied to auditor

incentives and is influenced by a variety of variables, including litigation, repw,

and regulatory issues. Many other characteristics, including kno@ an

engagement-level inputs to the audit process, might indicate an audit petency.

o

Regulator action has a substantial impact on these incentives and ‘edmpetencies of
client demand and auditor supply of audit quality. \,
The Financial Reporting Council (FRC) in the UK e;ed he first official

framework for audit quality in 2008 in the U.K. Five rs th aWit quality
"X

are listed in this framework: (1) the culture of an it firm; (2) e'(p@ and

the accuracy and value of audit reportin w el

character of audit partners and personnel; (3) iency&) udig@Gcess; 4)

ainen impacti Vz:;Jdit quality
that are not under the control of audi\ chel et al: 13)@ Figure 2.2). For
each driver, the FRC developed a%)er of p\m% j@uality indicators. For
instance, establishing a cultureléchie()ing i qugig}ls valued and rewarded;
ensuring that partners and m,ees ﬁ%u;; @ and resources to deal with
challenging issues; a%%:g st%.JX‘s{emb'for client acceptance and re-
engagement are so 'ndicat:';ﬁ: e at@m's culture. On the other hand, the
indicators of th@ne ' udit ess are the design of audit program and
| t

audit proce S%)lech cal_s er @a ability, and enforcement of ethical and
N
ihel I, 2013).

indepengdénce standard
N
S
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Skills and

. personal qualities
Audit firm culture »f audi partmers Yv
\ / and staff Ny
Audit Quality
Effectiveness of Reliability and Factors outside \VC
the audit process usefulness of audit the control of &
pr reporting auditors

urce; (Rabert Knﬁé(et al., 2013)
Figure 2.2: Framework or& uallty e C%ﬁe UK

\ n
Other formal audit quall y rka es '%hed by the Australian

Treasury (Commonwealth o alla th ternatlonal Auditing and
Assurance Standards Boar SB '011) Tl e tors and the audit committee
members’ perspectlves on ;dlt q@ re-'b dlscussed The framework shows

that the auditor's tr|b S, @r's re , and contextual circumstances (laws

and regulatio ) en t: dJaIt obert Knechel et al., 2013).

Mea allt in he ic sector is challenging for academicians and
practi ecaus no \S’Y{rgle model that can explain and define the factors
of %uallty At the same~time, the auditor must comply with the Generally

ed Auditing Standards (GAAS) and relevant ethics and code of profession

Oduct in the public sector (Ismail et al., 2019).



While there is extensive literature on audit quality in the private sector (Francis
2004), the findings cannot be readily applied to the public sector due to the aIt?ﬂs
in both institutional and motivation frameworks that affect both managers @%&ltors
(Greenwood & Zhan, 2019). Previous empirical studies on public se it quality

are limited (Rosa & Morote, 2016) and are concentrated in ?orth America,

particularly U.S. municipalities. The following studies support the"d€arth of research
on audit quality in PSOs, particularly municipalities: Gr oc an'i Zhan, (2019),

Copley, (1991), Deis et al. (1992), McLelland and G , (2000); ohen and

.y
Leventis, (2013). Moreover, despite extensive res&éﬁw audit/quali i' @ivate
sector, there is no framework that can interprvu sue% auc@ﬁ'uality in

é\"{'
S VS
2.5 Determinants of Audit Qual% \Y /Q\

N
The study aims to improx%(stanﬁﬁng e n(Q of audit quality and its

main determinants in municipalities, wf ionyto pr ng a framework as guidance

PSOs generally and municipalities specifically. 0\

in determining audit ity yproxie

|

audit process, determin

As (}lécu@i in the previous section, the

2
integrated framew waudit aciliﬁ:}tjnderstanding on the nature of the
'dit o@fy, and how to measure the effects and

tofs. /This enables researchers, practitioners, and

directions o i
\ - - -
regulato% ake Jimpr. fmemr\\\[’o the audit profession and enhance public

e

conﬂd&e in the audit profess@r" / Only a small number of studies have provided an
N

i d framework of audit quality on the public sector, but most of them focus on

hewrivate sector. As an example, DeFond and Zhang (2014) used clients’ incentives
nd competencies that drive client demand of audit quality and auditors’ incentives

and competencies that drive auditor supply of audit quality, as well as the role of
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regulatory intervention in shaping the incentives and competencies of both clients and
auditors. Other studies used different drivers, indicators, factors, and pro?ﬁo
understand audit quality. But there is still no agreement among research@}t the
proper approach to understand audit quality. Prior studies confirmed ing more
relevant and sufficient factors and proxies of audit quality may aIIW)re accurate
evaluation of audit quality (DeFond & Zhang, 2014) in audit ent either in the
private or public sector. The current study categorizes t ’)f audit quality
based on the prior literature of audit quality t ree aw‘ auditors
ess icp@‘gnal
ce of ft acto.@gnd their

dimensions in assessing audit quality in P% elvh\as they@se. chosen for
this study to participate in its audit quwaeptual fr ork &

A,

T &
o S

2.5.1 Auditor Characteristi 48—

There is general agre \mat 1 y ctorgéudlt quality are the auditor's
ZI, ). S

20 h 6e t al. (1986) and Carcello et al.

characteristics, audit firm attributes, and the effe

controls. The next subsections address the

characteristics (Christ

(1992) suggested Iﬁ{he aU(iI: ny i Qass frequently associated with audit

quality criteria n the part |t te udltor characteristics). From DeAngelo

(1981) definit audi qual : \K/a 07(2019) deduced five qualities of an auditor:
Q Y]

compet c nscightio fss ngépendence moral bravery, and reputation.

KUS@U nd Syamsuddin (@138; divided the characteristics of an auditor into five
C% s: ethics, commitment, independence, competence, and experience. They
6 a long list of personal characteristics that auditors must possess, including
onesty, diplomatic skill, hard work ethic, objectivity, care and diligence,

methodicalness, ability to find data and figures, insatiable curiosity, courage, ability to
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keep secrets, communication skills, and common sense. As inputs to the auditing

process and potential indicators of the auditor's capacity to carry out a highw

audit, competence and independence (including ethics) of auditors ar@ into

consideration (Dickins et al., 2018). ‘x

This study discusses three attributes of auditors: ethics, indépendence, and
competence. These factors are regarded as significant drivermudit quality by

scholars, practitioners, and regulators, and they serve as t Ecati(ln for additional

characteristics and determinants of audit quality. \d
]

2511 Auditor Ethics \
According to Cohen and Wheelwrwzm IS ra.@;{ and moral

considerations that found the activitywaon or a un@‘Ethics provides a
guiding principle for a person or a@s to dem\mh% a@ction is good or evil.
N

According to Alvin et al. (2017% IS agyste of mgg(.?tandards or ideals. They

continued by saying that 'c}behali erves as the glue that holds society
fu

together and is necess% ociety
4

al. (2010) as cited Cummlr'g
ple

tion @ganized activities. Valasquez et

44

def% thics as solid moral principles that

outline what d ar \ﬁvherally expressed in terms of rights,

obligations, %tos ciety, ir{esw particular virtues.
N
A% to Alvin :al. ( ) the Josephson Institute identified six basic
X
ethig@ie s that are connec@d ethical behavior as the following

\Trustworthiness (honesty, reliability, integrity, and loyalty)

05 Respect (courtesy, decency, autonomy, dignity, tolerance, civility, and

acceptance)

houl
#
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3. Responsibility (self-restraint, leading by example, perseverance, pursuing
excellence, and engaging in continuous improvement) T

4. Fairness and justice (equality, proportionality, openness, impartia@ due
process)

5. Caring (genuinely concerned for the safety of others, acting altruistically, and

showing kindness) \,

6. Citizenship (voting, serving on juries, obeying | iing' more than one

takes, and conserving resources)

X
o >,
The application of ethics is guided by two ciples. T,he irstJs the_imperative

Y'
W'I'es\ th ethical standards.

xamining the effects of

Haeridistia & Agustin,

2019). ‘%(') 0>y
25.1.1.1 |mportargwtor+ : §

Ethics outlines what' is .app tel a@ inappropriate, acceptable and

nonacceptable in@pﬁon lnd action, rovides recommendations for what

N
people shoul%\ defines m e}be r in terms of a certain group's ideology
(Ermasov@ 018). Ethieal nd{é/al thinking are dispositional traits of auditors
£
, if

(Parsi:%in al., 2023
icl

sk

‘rthea,’é(traits combined with the trait of professional
, auditors can prodﬁcc? high quality audit (Knechel et al., 2013). Ethics is

ant for the auditor to perform their tasks in any audit engagement in a

Qfessional manner. Therefore, most professional regulators and standard setters

regulate auditors' ethics through codes of ethics, for example the Code of Ethics for

65



Professional Accountants. This code is published by the IFAC through its institution,
the IESBA. The IESBA Handbook Code of Ethics (2018) outlines the foIIowiw

key principles of ethics for accountants: (;

1. Integrity: to be transparent and truthful in all interactions wit gues and

clients. ?

2. Objectivity: not allowing bias, conflicts of interest, or“inproper outside
eK

3. Professional competence and due care: (a) base curr nt\u;hd)gical and

maintaini ‘JI&@Y{;néﬂ

influence to affect one's professional or business ju

professional standards, applicable laws,

knowledge and competence at the leve ry Q at a_ctistomer or
hiring organization obtains competw essioTaI vice, ) follow all

relevant technical and professi stapdards wit
4. Confidentiality: must uph e con \hﬁavty

N
through business and prjéal inféractl S (é?

5. Professional behavigr: to abide plicable“faws and regulations as well
as refrain fron@‘o'ns th[: a r‘gfess@ral accountant knows or should
know could Q@e the|| 4 the %&‘;gsion.

In the U.@CA ecur'ﬁ%’ and Exchange Commission (SEC) are
empowered t&% ind e;d
compan(%m. WMA

whigh_iSyapplicable for all it@mbers. This code includes the principles of public

i%& responsibility, integrity, objectivity and independence, due care, and scope
n

ature of services (Alvin et al., 2017). The Institute of Chartered Accountants in

e’re@r ments and ethical guidelines for public

NN
haé\established the Code of Professional Conduct,

cotland (ICAS) amended its Code of Ethics to include moral courage as a supporter
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of the core values of business ethics (objectivity, professional competence, integrity,
confidentiality, due care, and professional behavior) (ICAS, 2020). T

The auditor usually faces ethical dilemmas when performing audit. @e the
auditor provides his services to many users, there may be a co f interest
between them. In addition, the auditor is hired by the audit committée and receives
audit fees from the management (Alvin et al., 2017). When_an a tor is presented
with an ethical choice, he must have the confidence to ac ge t e choice, adopt
a reasonable position, and operate in accordance with those, values, quality is

enhanced by moral courage, which enables the al@lurn hi§ ethical 'ec_@ﬁ into

an ethical act (Khelil et al., 2016).

Better audit quality results from ce@i) a dedu@& to ethical

standards. For instance, it is belleve&}male audi ar@%re sensitive and

morally righteous than male audlt S, hus, the Igss @to engage in certain
practices that can reduce audl and“audlt mde ence (Jonnergard et al.,
2010; Reheul et al., 2017; Swee et ). Fe audltors also have a higher
probability of issuing @& goi oncerrropl nl

'3

more conservative, @endew ow r effort in processing information

( |es et al., 2016). They are also

(Reheul et al., 2017).

The a a% 1tm tJ ac&? to ethics will lead to higher audit quality
;tG

(ALBe ). Nasrabadi and@abblan (2015) and Anis (2017) as cited by

gg&l and Agustin (ZOlggpﬂnd that audit quality is influenced by professional

Iay et al. (2019) defined two fundamental principles in the auditing

ssion: responsibility and honesty, and they used both to assess an individual's
otential for moral reasoning in auditing.
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2.5.1.1.2  Auditor Ethics in the Public Sector
According to Knechel et al. (2013), ethical and moral thinking are person

of auditors when combined with professional skepticism, lead to higher lity.
The judgment of any person is influenced by the events, laws, regulatM&wd beliefs
around him. This means that the auditor's judgment will be different"when auditing

PSOs versus private business firms. This is because PSOs di eany aspects from
commercial firms, including in the nature of the o ship, $overnance and
management, laws and regulations, nature of servic rovi qurpose of

“Kusumawati dﬁ)ﬁiﬁag\vgdin
disclés rut ﬁé auditor
\@dﬁj Y'\.z

ic's Tnterest @E maintaining

establishment. To develop the quality of audits in PS

(2018) argued that the auditor must have the ¢

must have a professional commitment to aw
their professionalism. A dedicated itor will k fes '%I skepticism to
generate superior audit quality (L d DeZo\ZQ&).

N
IS a (@tion in which the audit
&

firm's members are intere d\Mhe If ims, s, and goals, and it has a

positive impact on per% . “' Q'
4
According to €hang et zll. , prof %nalism and ethical behavior has a
substantial effé@zubli nce (hj%fhe accounting and auditing industry.
¢

1
Suraida (2093 cited by Kéur@(\'n?ati and Syamsuddin (2018) found that
compet%&i

professional skepticism. 4
e

E\cording to ISA No. 200, the auditor must design and conduct the audit with
rofes

@rding to Kusumawati

and Syamsuddin (2018), professi omrﬂitme

"
cs, faudi PSk’ a@‘ audit experience are positively related to

sional skepticism, recognizing that the financial statements may contain
accuracies. In addition to professional skepticism, the audit plan determines the

ability of the auditor to accomplish his duties professionally and ethically. An
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experimental and survey research confirmed that work overload forces the auditor to
adopt dysfunctional behavior and lower audit quality (Ismail et al., 2019). An e
of dysfunctional behavior is underreporting time, which is a common ethi@nma
among auditors and has several harmful consequences for audit firn@%ett et al.,
2015) and the auditing profession as a whole (Herda & Martin, 2016).
Based on the preceding discussion, auditor ethics sig ifm influences the
quality of audit in the private and public sectors. Ethics HR/.;U s that drive the
auditor's behaviors and enable the auditor to identif rect rwt actions.

@
rk and acce ta’lciqzldit

e impfo hen\t/e auditor

Ethics can increase the public’s trust in the auditor

functions as value-added services. This trus

jectivity; independence,

inc Q% many attributes
)

a,(b‘l'e Boon et al. (2008)
N,

listed some attributes of audii@F ics that i uence@c.\.ait quality: audit firm’s

&

car dit firm’s commitment to

compliance with general audit andL g $

quality, individual te%;ber’s ara er,st@' and the degree of individual
4

\e\ oke

spec&%’of external auditors and the users of

“
&(jtﬁe influence of the auditor's moral

i
o{se&%?it from the perspectives of accountants and

financial sta &@but w ha
\
internal%ik,a this st does{\
N\ S
\

Sl Auditor Independence

wv

The auditor is independent when his mental attitude is free from any limitations
nd constraints; his decisions is not under control of or dependent on others; he

considers only the facts and performs his duties with objectivity and honesty with
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himself; and he avoids situations that would lead others to question his independence.
Otherwise, it is doubtful that his professional skepticism can deliver qualitw
(Kusumawati & Syamsuddin, 2018). Auditor independence is higher as @ncial
and family ties with the client reduce (Dickins et al., 2018). ‘x

The following subsections discuss the definition of auditor R?endence, the

significance of auditor independence in the audit quality of PSOs, sures of auditor
independence, and the determinants of auditor independen z l

N
| &
ptiw itor i%&éndence.

25.1.2.1 Definition of Auditor Independence

Audit value depends greatly on the publki

f the readiness o VZ(;us financial

statements users to trust and rely on @rts. The A @e of Professional

Conduct and the IESBA Code of E%or Pro e\ﬂa?C q@bdefine independence

N
as a notion comprising of por@znts: depe(Q

i ce in appearance and
independence of mind (Alvi h, 20[ . two ‘é onents of independence are
described by IESBA ( ollows S

4 f &
(a) Independence o Qan _ thi N indél(ayallows a conclusion to be expressed
without being influeneed by-i
¢
an individuE!(r@have ith
Indepe%' appedra - th@/oidance of facts and situations that are so

sub | that a reasonable an\d\.,khowledgeable third party would be likely to believe

Auditor independence is an important determina

es tlta_}&famage professional judgment, allowing

teg?itU partiality, and professional skepticism. (b)
N

t honesty, objectivity, or professional skepticism of a firm or an audit or

6 ance team member has been compromised.
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IESBA (2018) stated that independence is linked to the fundamental principles
of objectivity and integrity. The International Independence Standards T!s

professional accountants in public practice to hold on both principle \hthe

<

perform audits, reviews, or other assurance engagements (IESBA, 20167\
Haeridistia and Agustin (2019) confirmed that audit qualitymrofessional
value be contingent on auditor independence, and they confir Mthe principle of
responsibility requires the auditor to preserve independen 'T‘Y;e tal attitude and
appearance. In mental attitude means that the auditor I ecte twartial and

t to eyvalu t’1e_\ﬁ$zn~cial

statements. In appearance means that the audi demoh is i@ﬁendence

siav id any @egt.or indirect
0 Oi his@hion without any

influence in any part on his indep ce. Au \in?ep ﬁ@ﬁce can safeguard the

auditor's ability to issue indep%opinf&ns a dematﬁ?ﬁeutral during the audit
\ A“’

process.

does not discriminate, using his professional jud

2.5.1.22  Importance o A@Lﬂ p ce for Audit Quality in the Public

Segtor
o i
Audit endence_inkthe p@tm sector means that the auditor cannot be
3wl
th¢’ publi

casily S% y :event'&hey work for the public’s profit; auditors are
maily

wit pport if they supp@vb interest of any given party (Ismail et al., 2019).

mindependence is essential for providing reasonable certainty regarding the
cCuracy of the financial statements under audit. It increases the likelihood of
iscovering misstatements, which outcomes in greater audit quality and enhances

public confidence in the audit profession (Ismail et al., 2019). According to Francis
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(2011) audit quality emerges when auditors can work competently and independently.
Octavia and Widodo (2015) and Bouhawia et al. (2015) confirmed that

independence and competence have a significant effect on audit quality.(%\iistia
and Agustin (2019) stated that many researchers found that audito";dgpendence
influences audit quality, e.g., Soekrisno (2014), Ling (2014), and Wand Sunder
(2011). Haeridistia and Agustin (2019) concluded that auditor indépendence has a
positive effect on audit quality. An audit is successfu mi carried out in
accordance with auditing standards and actual data an nw‘t auditor
(Haeridistia & Agustin, 2019). Francis (2011) me d that audi fa‘lt&é}j’gurs
when the auditor is not independent. In fact, augi re_has’ ic %Wcussions

om (ZO@E.emonstrated

that corruption in the public sector e naional levehis aff significantly by

for auditors, clients, and third parties. Gustayson,and

good auditing, which encompasses ﬁsprincip %of g@h&lism, independence,
N

and recognizing the people %ipal.”Wh the a:@?tor embraces all three
&
udit, w

principles, he can produce Mqua‘i , hie@an reduce corruption at the

national level. But i% particularl mhr@alities, specialized and expert
4
r \hsle end

¢ &

auditors are more important t (g.ones. Elder et al. (2015) found that

Florida munici %hat i eci f%d audit firms have higher audit quality.
\ ¢ (p
Therefore, E' ipalitie§ sho c&ns@ specialized, rather than independent, audit
t

NN
firmsw@{,’ ing Audit s (EddeT et al., 2015).
3
S
: %ﬁ Measures of Auditor Independence

Q Competent and objective (independent) auditors can arrive at the correct
onclusions when applying professional standards (Knechel, 2016). The literature uses
the issuance of a going concern opinion or modified audit report as a measure of
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auditor independence because the client's management has an incentive to pressure
auditors to issue an unmodified opinion. Other studies used many proxies for

independence, such as audit firm size, auditor tenure and rotation, non-at@s Ices,
and discretionary accruals (Khurram et al., 2023). Auditors with be petence,
lower risk tolerance, greater conservatism, or greater independenceWre likely to
offer modified audit opinions, ensuring that financial taWs are free of
misstatements from error or fraud (Ruiz-Barbadillo et al., mna‘idi et al. (2016)
reveal that auditor tenure negatively affects auditor independenc b.ﬁhs@nificance

@

of this effect differs by the length of the tenure. Th ect is also a‘u& the

auditor's propensity to give a going concern opiii

ou QTDimitras
T

(2018) found the effect of long-term audito% als, which in

turn indirectly affect auditor quality a '%Dnde

An auditor that offers non-audi services\fh% cli ry@huditee) may be less
N

independent. This practice is pn%i

because it can negatively @Dlil e confidence in audit quality.

Additionally, it can p i compromis the a@ﬂor‘s objectivity (independence)
’ 4 $ &

and skepticism (Frangis, 2 Ojﬁﬁg er, Ai@augh and Mayhew (2003) found no

systematic evidence tossupp n-aLeéljfs'ervices violates auditor independence.
¢ I (,)
:
X S
25.1.2. termihan Audi& Independence

. X |
mentioned in the @K)us sections, prior research has discussed many
f%%that may affect auditor independence (Ashbaugh et al., 2003; Elder et al.,

& : Francis, 2004; Hardies et al., 2016; Junaidi et al., 2016; Knechel, 2016;
yriakou & Dimitras, 2018a; Ruiz-Barbadillo et al., 2004). Hardies et al. (2016)

confirmed that female auditors provide improved audit quality since they are more

yfhe a ion regulators in the U.S.

(e
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independent. Female auditors also have lower audit error rates, implying greater
reporting accuracy. Kaplan et al. (2008) demonstrated that competent auditw!y
less on inappropriate data or data that aligns with management's self-interest. T heir
higher selective interest in appropriate information increases their neul*n dealing
with clients. The IESBA Handbook Code of Ethics (2018) stated thaWuditor faces
many types of pressure that can threaten the compliance_ wit e fundamental

(independence) principles, such as pressure to sway lpreparation or

presentation, pressure to report false financial results tisfy ianalyst, or

"y
lender expectations, pressure from elected officials ublic Sector cto@nts to

misrepresent programs or projects to voters, sure ffo ork@o inflate

AX"

ode of ethics

income are all examples of pressure.. IES irectly msintl

is applicable to public auditors and p ssm?al accoun

In Section 400, IESBA suggested tl%’lumber \factgrs

N
audit fees, compensation and‘%\ion olici ,cgifts@d hospitality, actual or
O me}\j:

threatened legal action, | gua u¥ ties, personal ties, recent
service with an auditicli t,zservinJ as dlres@' or officer of an audit client,
’ 4 $ &
temporary persngssignn]e ploygmv with an audit client, and long
association, ca@ the 4 'ence(i%/audit and review engagements (IFAC,
<8 B\ V%5

in lé‘hesses and PSOs.
@*as financial interests,

2018). ’

@,

"
B% the® pr Fing @cussion, auditor independence significantly
X

infl audit quality in the@i(/ate and public sectors. Independence enables the

\
%No perform his tasks without bias, thereby improving the perception of users of

e
GEMH quality and enhance their confidence in the audited report.
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25.1.3 Auditor Competence
Competence generally refers to the auditor’s capability to do tasks seriou
in accordance with professional standards (Abbott et al., 2016). @wgh
understanding of the client's operations and client-specific knowﬂ& such as
knowledge of a firm's internal control structure, procedures and procesSes, operations,
and accounting systems, are necessary for successful audits ( alw 2015).
In the following subsections, the study discusse efin"tion of auditor
competence, auditor competence in the public sector text, anw tors and

measures of auditor competence.

.0

4

v
N N

25.1.3.1 Definition of Auditor Compe&%:

Competence means that the audi&osasses exte
experience that enable him to per@%a high \Iﬁg

opinions on the financial stat%(lsmﬂl et .MZO(l?;)Competence is a broad
concept that includes ma mties Pﬁssj:)@ditors to provide effective
assurance services to %"Y; and EJ&}&&@' confidence of stakeholders and
financial statemen Nﬁe\ﬁ in It \a:;u finﬁxy Therefore, the auditor must be
competent, posévari g’Q'ies &:ﬁwéd through formal education, practical
experience, S@ional ex::l g{odcjw ral standing, and training. These qualities

N
increas% petgh e aucﬂ%r (Allen & Woodland, 2010; Kusumawati &
X"

Syamsuddin, 2018). Howev@here IS no agreement among regulatory bodies,

ﬁ\rt and to give proper
o
N

p \ional organizations, academia, and practitioners on what constitutes an optimal

Q ation level for admittance to the public accounting profession (Allen &
oodland, 2010).
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Competence also includes experience in technical and practical aspects.
Experience can be divided into two types: generic experience and industry )
expertise (Reheul et al., 2017). Past research suggested that the audito(s%ment
improves with years of generic experience, as his knowledge base‘g& and his
ability to determine essential information improves (Simnett, 19Mheul et al.
(2017) found that more experienced auditors are more likely t(M)se FS mistakes
and uncertainty in the audit report, because they are aware x:thrt possibly exist
in the financial statements under audit. And they adde audi orWs older or
have more experience are less likely to provide a ified apinion. @I@&ors

always receive a lower audit fee, which may le er audit y (I@mes etal.,

S\{an om, ZQ@geheul etal.

(2017) concluded that current empiw/' ence sho cu@?ﬁear relationship

between audit partner experience %e proba\'y&% i L;(\wqualified (modified)
Rl

2016) as they become less conservative (S% &

opinion.

N
. QO
\.b &
Biggs et al. (1993) ai iite y l al. (é ) suggested that industry or

sector experience giv% itor inzdept kHom@ge about auditing and financial
4
e or

:

accounting systems ﬁkenviroil izations, laws and regulations, sector

norms, performance ‘ndica thre <<el'nd risks, thus allowing them to make
¢

better judg eg'@ the goin
\
sector. %bperigh ‘g be séﬁeved directly through practice, observation,
ushy

disc with colleagues, a@e\/iew and oversight of supervisors. It may also be

@ indirectly through reading (Kusumawati & Syamsuddin, 2018).

!
o%e@j&cision of organizations in that particular

Christensen et al. (2016) confirmed that archival research suggests that audit

Qality is increased with expertise because of the increased likelihood of discovering

errors in the financial statements. A substantial volume of empirical research has
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explored this relationship in detail (Alareeni, 2019; Ismail et al., 2019; Minutti-Meza,

2013; Reheul et al., 2017). T

For an audit to be successful, Kusumawati and Syamsuddin (2018 a\ that

accounting procedures; accounting systems; branches of accounting; ‘€urrent issues in
accounting; regulations concerning businesses such as com anm; techniques of
auditing; developments in auditing standards and principles; Kuter' accounting and

other automatic machine devices; commercial and tion plaws; ciples of

B
economic and social environment; statistics and matics; ju ehtg@‘gjdit
cases; industrial and business management; fi ial Administrati ,and{h/mechnical
details of the business under audit. V or\ \

SS

IESBA-IFAC (2018) discusseswi iples o

due care in Section R113.1 of its Ethics,Code in g /<\
N
“A  professional accou!\% reqlﬂred
competence and due car%h pt, whieh,.c
.

wabi y the professional

a. Achieve and intain
necessary to Q%Mee that a ‘elient iring organization obtains
compete ional servicelin ‘a ance with current technical

i competence and

for ﬁaccountant to:
and professional standard

b. exerci diligencif g_xo the relevant technical and
profgssionalrequirements”.
N

The pri Mof rofessi r?l c@gpétence and due care require auditors to

possess th dge yh ici%ﬂls to adhere to professional standards in any
i mu&

' 4

alsazcontinually develop their professional abilities to

audit ent. The
AN -
perfor mpetently within tﬁg%rofessional environment. The auditor must also act

%ng to the requirements of an assignment carefully, thoroughly, and on a timely

Ois. All professional accountants working under the certified public accountants’

authority have suitable training and supervision, and they should clarify to their clients
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and other users of their professional services of the restrictions inherent in these

services (IFAC, 2018). Yv
&

2.5.1.3.2 Importance of Auditor Competence in the Public Sectﬂ&text
As discussed previously, the nature of PSOs and their regulati@ns are different
from the private sector, which means that their reporting sys erNronment is also
dissimilar, which may cause some complexities. The ms in government
accounting system requires the client to appoint a speci auditor Wi srience in
the auditing of PSOs (Hogan et al., 1999). ' _\C}T
Yebba and Elder (2019) reported th al re\gﬁl rec% end the

procurement of specialist external auditor ensure atidit ality. ,‘ngl:]ternational

Code of Ethics for Professional Accotintants ’equires

principles of professional compet@ﬁnd due\m?h e,(q}inciples are similarly
N
applicable to the external audl% PS@ because thgg@rovide their services as

professional public accoun hcorll 0 eCc@profeSSional accountant can
a

be an employee, con%

manager, volunteer QQ)meorl

for-profit sectorgOr 1Mwegul

tan@&:omply with the

r '(ex@ltive or non-executive), owner-

“
&I}é public sector, education, the not-
ofes féﬁél bodies (IFAC, 2018).

i
Prior r &r} in the public éc&honfirms the importance and usefulness of
%x

auditor Qo/

't@S ting, f a@i’t lity deficienci d high ived audit
wi reporting, fewer quality deficiencies, and higher perceived audi
\

itywSector specialist auditors are more likely to issue modified audit opinions and
igher

earnings quality. They are less likely to cause accounting restatements. They

\. - - -
pertise. }or spmxﬁllst auditors are related to higher compliance

ave higher expertise, more concern for lawsuit and reputational damage, more

conservative attitude and independence, greater reporting of control exceptions, and
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shorter reporting lags with disclosure regulation (Chi & Chin, 2011; Chin & Chi,

2009; Deis et al., 1992; Elder et al., 2015; Hardies et al., 2016; Yebba & Elder,w

Competence is subjective issue and affected by different factors, hence auditor

2.5.1.3.3 Factors and Measures of Auditor Competence

competence might vary from an auditor to another (Ismail et al., ). Most studies
used the proxy of issuing going concern or modified audit rzo measure the effect
of the inputs factors on audit quality (Chadegani, 201 uditer Wnce is the
L
. . . . 9
main factor in the audit input (Dickins et al., 2018 aee etlal., 1q).ﬁ'd the

N W%

ns, giving more

auditors who have more expertise, lower riﬁg nce, @n coc@ﬁative or

independent are more likely to give madified "audi
assurance that the financial statemen e fr’e of mi

andéﬁd (Reheul et al.,

2017; Ruiz-Barbadillo and Gémez&ﬂa e;@any indicators for the

competence of external auditorn%s a

topics, practical experience.in th udil
t

N
ucatiqi:?w accounting and related

: @g professional exams, good
moral standing, and participating in continu slrai@rg programs. These requirements
4 ¢ &
increase the competence o tr'e \h{Q (A"iga Woodland, 2010; Kusumawati &
Syamsuddin, 8). WAudi spe@{e in a specific sector, for example
¢

!
municipalities her PSQOs, refar‘ei_lﬁia with all contextual factors of the sector,
\
ks a

includi nd'r. ions, h&ness risks, and accounting standards. These are

Yv
obtw&hrough years of au@perience in the sector. Ashton (1991) as cited by

Nﬁet al. (2017) reported that auditors with more years of experience have more

& ity to explain audit findings because they are aware of errors that possibly exist in

e financial statements under audit.
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Auditor competence has a significant and positive effect on audit quality
(Bouhawia et al.,, 2015; Octavia et al., 2015). In other words, higher W
competence leads to higher audit quality. (’}

As discussed in the preceding sections, auditor competence‘ﬂ&ies many
attributes that can directly or indirectly affect audit quality. Bm al. (2008)

mentioned some indicators of auditor competence that can inm audit quality:

: E;itor Fxperience with
it (te hwpetence);
L
Yw

and conducting the audit in accordance with accounti d auditing ncﬁr&&}

auditor experience with the client (municipality) under a

LGUs; auditor knowledge on how to conduct a financia

The above discussion shows that audi aracteristi ave\gﬁgnificant

ited fi Vzz;I reports of

influences on audit quality and public coni@ in
private and public sector organizatio e_outputs o udié%cess are directly
affected by the auditor's characteri herefore; %Jdi @hould be independent

N
in their judgment; possess a %/el 09 co ncejacomply with professional

\M &
standards; gain practical er cea;' intain@d develop their capability

through continuous pr ional education and ‘cra@ig. All these activities should be
4 $ &
dethical ru

carried out accorj@mor@ $_20 that the auditor can produce high
quality audit. {'v
) O

C} ‘P2 .9
O

%v N

252 it Rirm Attrib ?-s {\
X

&t irms attributes, @Jas audit fee and audit firm size, are inputs of the

a \ptocess that indicate audit quality (Omer et al., 2016). They are also used as

& ies for audit quality. Clients can easily determine audit quality based on these
b

servable inputs. Other audit firm attributes are auditor-client tenure, industry

specialization, non-audit services (NAS), U.S. and non-U.S. setting, and pre-SOX and

80



post-SOX setting. These attributes are related to the proxies for audit quality. For
instance, specialized audit firms are associated with higher audit quality (Elde b,
2015). (}

The next subsections discuss audit fees and audit firm size as tha;v mportant
characteristics of the audit firm because they mirror the effects of ‘@ther audit firm
attributes. For example, audit fee is related to the level of industr cialization, non-
audit services, auditor tenure, independence, and reputati L#s:

afd other related

attributes have been touched upon briefly in the previou tions
]

D[S
2521  Audit Fees P 4 \3‘

NG

audit@h that have a
er é&l., 2016). And

A going concern opinion is more Iikaw e is

higher audit quality, according t lor_Jresearch

organizations that are more likely @Sceive a \nggﬁ! ?o
% M

j(\view may pay higher
N,

audit fees, because auditors s re time an mongv d hence charge higher

rates from clients who are h(elyl Celve a @ concern opinion (Carson et

al., 2013; Francis et a Geiger et al 2d030he next subsections discuss the
4 ¢ &

audit fees in PSOs termlnalw \au it fe%_and the link between audit fees and

audit quality. & ' <'~'

- &
25.2.1. dit Fees in/PSOs {\
X
.&ﬂt ees may reflect t\hegével of audit efforts that the audit firm will expend

0 Xudit engagement. These fees are negotiated bilaterally between the audit firm
ndkthe client (Yebba & Elder, 2019). Audit efforts are related to the attributes of the
udit firm, the auditor’s qualities, market share, level of disclosure regulations, client

demand and perception of the audit services, accounting and environmental
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complexities, litigation liability, industry specialization, and specific sector
requirements. Yebba and Elder (2019) suggested that the mandated disclosu |
for state governments (PSOs) requires fee premiums for specialized @}irms.
However, the market conditions that determine these fee premiums aréﬂk@ar. Yebba
and Elder, (2019) mentioned that some prior studies revealed mixed results, and audit
firms specializing in PSOs may compete on pricing rather han\lvalue added in
their services, particularly in a state where there is no regulati Y.rspfcific disclosure
on the financial statements.

"AX
Government auditing is a complex process@ auditor char esla.@er fee
et

than audit engagements in the private sector. heé ent@t market

al abdit firrr@t.rovits etal.,
re @ﬂined by public

i ,:s\ e audit fee (Elder et

is not attractive for international (Big 4) an% ati
2011; Yebba & Elder, 2019). Most I s in PS

tender, and the most important determinant of a
5 N

[} )

"~

al., 2015). % 4
RN
s
25212  Determi udit Rees '0’
i s '3 '
ey 1 &

The client de d and a'I dit services and other factors in the

context of the audit professi min E’Ifdit fees. Alareeni (2019) found that the

!

audit fee is ewed the afsy{ér?in a country. If it provides more protection
NN

to the s%

rs, stich a abihity to sue the auditor, the audit firm would treat its

clie re conservatively ar@‘nay engage in increased audit activities. The audit

f xmsiders litigation risk during the negotiation of the audit fees with the client,
6 r directly or through the public tender (Axén et al., 2019).

The audit cost is transferred to the clients through audit fees. This cost may

include the cost of mandatory education and training for the auditors. Any changes in
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the input cost of the audit process may be reflected in the audit fees (Allen &

Woodland, 2010). Y~
Audit firms use reported audit time during their negotiation with @M‘wt to

determine the audit fees, in addition to additional services which vided t

o

complete the audit engagement effectively. But if the auditors i e audit team
underreports time, this can lead to discrepancy between t em and proposed
auditing budget, which has a negative consequence on the‘audityfee 'legotiation with
the client (Herda & Martin, 2016).

NY.
State regulations (GAAP-regulated state)@vital le i a'di_\C%Icing.
C

Disclosure regulations directly affects the ? 0 % rms\t;K' client’s
€

N

demands for specialized audit. Moreover, rke tQning ch specialist

D
a}]
c

auditor determines the audit fee. T& ;ora th e v@% by the market

positioning of the audit firm and re(uhSons (Ye % @19). Yebba and Elder

N
(2019) found evidence for Iaédit llées [ AA@(?gulated states. In non-
regulated states, the audit‘ ;bk dj ined by é&ﬁpetition, thus the client is
ithr the |

interested in audit fir owest dudit @without considering their value
4 $ &
added. The audit fi |&hat are'c \l'der das $n<et leaders always provide discounts
on the audit f&& accerdi 'moﬁ\dvernmental units are served by local
¢

auditors. g) 4 (57

K e st

E% . (20 ionedsthat Gauthier (2005) and the U.S. Governmental

N X o
Acc ility Office (1987@brted that in appointing audit firms, PSOs may
a%r numerous alternatives and methods recommended by specific procurement
olicies (e.g., competitive bidding, direct selection from a higher authority or

Qvemance body, election by citizens in some countries) to ensure the selection of

quality auditors. The procurement staff must also consider an acceptable price range,
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which can be gathered from the historical experience of the client or from the
recommendations of professional organizations and agencies. Neal and RlleyYBQ)
and Mayhew and Wilkins (2003) as cited by Elder et al. (2015) reported t@ialist
audit firms and more experienced auditors may be associated Wlth'kency and
lower costs of audit activities, which lead to lower audit fees. Y~

The business risk in PSOs particularly municipal corpor is less than
equivalent private corporations. Therefore, the audit fees %s.ar lower than for
private sector organizations (Axén et al., 2019). The conflict and OW between
political parties over the control of PSOs may n itate more o'it@v;nd
ei{ i : 19{2)%0hen &

auditing efforts, which can lead to higher audi

Leventis, 2013). The audit firm always ¢ w

and submits audit tenders for the aud@municipa t|es®<§hould reflect the

amount of potential loss in the audi (Axen e\l\&lg én et al. (2019) added
':b'" y N

that accuracy in the audit pro r%is m&e time and fga t, which increases audit

fees. The external auditor X th, f the&rnal auditors of the PSOs.
However, relying on k of internal 'coqbnl of PSOs, which is often less

effective than its cmg\part te r may increase audit fees. On the

ts req\)uta QN ris Yr: it prepares

other hand, lower d Ilt?}%\'lon risk may lower audit efforts and
eventually a g@s (G dWI 064)(_} y and Cordery (2018) referred many recent
studles g Redima et a 010) to argue that the political visibility of a

PSQ,es hshe s a need for @audlt justifications. They also showed that larger

pgxai visibility is related to more audit hours and higher audit fees.
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25.2.1.3 Relationship between Audit Fees and Audit Quality

Auditor can charge higher fees when (i) there is more client demand forw
audit efforts, (ii) the auditor has specific industry knowledge, or (iii) th@ can
provide more added value to the client (Yebba & Elder, 2019). In oth s, higher
fees reflect higher efforts in audit services and more audit experk%e. (Wu et al.,
2024), both of which can lead to high audit quality. Thereformr research used
audit fees to proxy audit quality because they are expect Y:ctlthe level of the
auditor’s effort in completing his job, therefore high fort 'm})ﬁﬁidgher audit

‘X
measured by the @nt of
als{ to r@ﬂre audit

i highe@sgeived audit
quality in the public sector is asso%.aaith highersatdit @Yt and audit fee

premium (Hardies et al., 2015). Fc(%mple, e\&% i p@‘rﬂve higher perceived
N
audit quality and higher effor%uditﬁg process, Qa{{é?idenced by their higher

audit fees (Hardies et al., 2@%1 ang @4) concluded that audit fees
are used in both cIien% and a Mp’ply@ndies Demand studies often use
f

quality (DeFond & Zhang, 2014). The audit effort m

audit hours spent in the audit process. These

quality (Deis et al., 1992). In addition to

’ g
es o ﬁycommittee are associated with audit

%

audit fees to see wh%the

quality. Auditorgsupply stu Iy u%ﬁdit fees to see whether audit quality is

¥

it‘rse}hudit firm size. DeFond and Zhang (2014)
N

¢
related to @spec list
caution% he rgSear } sho e careful when using audit fees to interpret

cham& audit quality, beca@mey cannot capture all factors of auditor supply and

QC{&

mand.



25.2.2 Audit Firm Size

Audit firms are classified into three main classes by size: internationawws
(Big 4), national or regional firms, and local (small) firms. Alvin e(ﬂ}Ol?)
summarized the description of each category in the U.S. cont follows.
International firms have offices throughout the world and audit mm the largest
companies in the world. National audit firms have offices in_most™main cities across
the U.S. Regional audit firms have a number of offices i Xﬁ:n r state. A local
or small audit firm has one office and employs less thamg5 pro eszirancis et

al. (2013) reported that 61 percent of U.S. public co

ighev\tha hat in,@gl.]blic sector.

This means that audit firms specializwae public r faé“less competition,
which can lead to better audit quali%bba 8%?01 .;@aﬁ\ngelo (1981) found

N
a positive relationship betweer% dit fin:@ize because larger audit

firms can lose more reputation and

frauds. Audit firm siz ined

7
with a large numberff clients 'r\&gendent, and more specialist auditors
who are expec& rovi r re@rﬁg of control deficiencies in spite of

¢

government %ure ndat Y‘bb@i Ider, 2019).

Q NN

AQe<n/ (20195br_e‘92‘r;ed Hét\ many past studies confirmed the positive
X

conm& between audit firn@é and audit quality. However, some studies did not

fE\ti relationship in PSOs (Ali & Aulia, 2015; Lowensohn et al., 2007; Yuniarti,

while most government entities are audited by

audit market concentration in the private seﬂwi

aﬁ\to report material errors or

6 ). Deis et al. (1992) suggested that if the audit firm considers its reputation more
ssential than the retention of any given client, audit firm size has a moderating effect

between the reputation and performance of higher quality audit. Habib (2013)
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confirmed that Big N auditors provide higher audit quality and are more probable to
issue a modified audit opinion. Moreover, the Big4 auditing firms ass
legitimacy and trustworthiness of their auditees’ non-financial dis@, as
evidenced by their stringent auditing procedures (Saeed et al., 2024).

Alareeni (2019) concluded that in general, most studies nd a positive

connection between audit firm size and audit quality, while anot find such a
relationship. Greenwood and Zhan (2019) confirmed tha aYp.rio studies on the
determinants of audit quality in the public sector (e.g.wﬁ 9Wlelland &
Giroux, 2000; Ballantine et al., 2008) found tha@'\or sizef an p't@‘zr:ave
small effects on audit quality. £ \Y

Elder et al. (2015) found a positive a cxrb \udit fi ere and audit

quality in municipalities and other wa organizati

more expected to issue a modifie it repor \?'nc

. L <"‘r audit firms are
O

,Q)(':xy for audit quality.

N

They added that they cannot néhe dﬂectio af thi ation due to the mixed

~N &

results on the influence of audit fi sir audit qu@\n government entities.

Large, geograph persed audit irrhs@more likely to be decentralized
4 ¢ &
and have a higher GQ%e of ir \'ua respansibility. They are also more likely to

offer higher-quality audit s caus ‘ﬁe’y run the risk of losing their reputation

!

[

and clientel ﬁ@oﬁ low qﬁli@dit services (Boon et al., 2008). Audit firm
@' "

size in&ze/ the degre ?f ind@dual responsibility in completing the audit

ngﬂ&

e nt according to the @éssional conduct approved by the top management
0 dit firm. Therefore, audit firm size positively affects audit quality. A larger
izerallows the audit firm to build a hierarchal organization structure and rank its staff
s partners and senior managers. As both conduct visit to the audit site, audit quality is

improved (Boon et al., 2008).
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Based on the preceding discussion, audit firm characteristics influence audit
quality and indirectly affect the outputs of the audit process. Thereforew
attributes are used by many researchers as proxies for audit quality, thou@!& use
them as determinants of audit quality. Several studies find that sﬁﬂkudit firm
attributes have no effect on audit quality, particularly in PSOs. TRsmdy chooses
audit fees and audit firm size because they are the best repr sm of other audit

L

firms’ attributes. For example, audit firm experience is re bath audit fee and

audit firm size. \d
o

é J | &

2.5.3 Internal Control & Y‘

W Y
the, man \

Internal control is typically defined N 'S stra.@?;or ensuring
that operations are productive and su& *ui,financi rtin@'(%orrect, and laws

and regulations are followed (Lénsi%et al., E\Wi_

iys:}t' al., 2011; Younas &

Kassim 2019). Romney and

S
(2018) provides d&e following definition of
\M S"
internal controls and their objecti irI : %\
;r

Internal controls 0cesses im eMen@'to provide reasonable assurance
that the following control objectives &f ev'e(tQ

e Safeguard &Qprev tect &u unauthorized acquisition, use, or
dispositio&
eco 16l

Maintai in t det 1&6 report company assets accurately and
¢

fairly. r\ )
Pro '%rate nd.re bé r(j

ormation.
inancial reports §§ldance with established criteria.

Pr
w and im joper al efficiency.
o Enc rage adherence to%%:'ribed managerial policies.

ply with applicabl\ s and regulations.
R§)SO issued the Internal Control — Integrated Framework in 1992, which
0 prises five elements that form an effective internal control, namely control

environment, risk assessment, information and communication, control activities, and

monitoring. In addition, the COSO framework identified three goals for internal
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control: reliability of financial report, effectiveness and efficacy of business, and

compliance with applicable laws (Lé&nsiluoto et al., 2016; Romney et al.vﬁ;

Younas & Kassim 2019). According to Ziegenfuss (2001) both public and@rcial

enterprises in the United States, Europe, and Finland frequently e e COSO
framework. For example, in the U.S., the AICPA, IlA, and the GeRaTAccounting
Office (GAO) join the COSO framework into their auditing’ standards. All
components of the COSO framework rely on the co aY;r nment since it

establishes the tone and culture of an organization, whiChyall ot rw are built
"X
agemet pragtiges ﬁ}nsure

s in the of gi—cies and
N Y‘%/

tices are the

upon (Léansiluoto et al., 2016). Control activities are

that goals are met and that risk mitigation

procedures are implemented successfully.% Xa these
<

segregation of duties, information es :ag physic

reviews (Aikins, 2011). The main @Stive of \l'ral cti

critical responses are given to ri e fiﬁ’n'

ontr (ﬁnd performance
O

j}@&is to make sure that

N
s Thensk assessment procedure,

w
«Q

&
which is heavily weighted Q Mnt contreﬁramework COSO Enterprise

Risk Management (E ) (Lansiluoto tdl.,s@G).
’ 4 b o &
The last tw Q@ents |o frané&uork relate to all activities of the

organization. ile “imtern 'ternC‘ls‘cbmmunication IS necessary to supply
¢
information &3 to carry o dﬁly inteérnal control activities, the information and
|1k

; N
commu% sys ers aquxchanges the data necessary to conduct,
con]m&ate, manage, and @m the operations of the organization. Continuous

e tons are part of the monitoring component's process to make sure every
omponent is there, functioning, and that any defects are reported right away. The
oard of directors and top management are informed of significant difficulties

(Romney & Steinbart, 2018).
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The discussion above suggests that the effectiveness of internal controls has an
impact on audit quality. The external audit's goals are supportew
accomplishment of internal control goals, which can enhance the effecti\eryj the
audit. For example, the efficiency and effectiveness of operations faﬁk the audit

engagement and minimize its costs, particularly when the external aﬂor depends on

the internal auditors’ reports. Therefore, this study considers internalfaudit as a proxy
tla

for the efficiency and effectiveness of the organization’s o s. Additionally, this

orts' ewty, which
"AX

has a direct impact on the audit process' input b@g in more ac urﬁte_\ﬁkncial

statements (DeFond & Zhang 2014). Accordi ud% rds,\@?external
_— . . ? N

auditor is in charge of finding any wolaﬂe&;l’ws ar?q regulations have a direct

impact on the organization's financial to c@nue its operations
(Alvin et al., 2017). It is obvious }‘ﬁﬂ) pu pose\ﬂgr @rols is to ensure that
(]

the organization conducts its ns in acco at‘l‘ce@'l all applicable laws and

study substitutes the accounting basis for the financia

=

regulations (Lansiluoto et 6).! helps $ensure high audit quality is

achieved. Due to the % ationsl;i

&
external auditors @uir@ﬂit Stg&!(ds to comprehend and assess the

( . . .
be ‘gen ﬁhlt quality and internal controls,

&

efficacy of the ifiternal*cont (i exa@wed organizations.

r
¢

The t S:Dsecti ns o veﬁ i(t_gmal control in PSOs and how well internal
control %w;s Iikgiwj

worA \c'}'

0‘3. 1 Internal Controls in PSOs

An essential component of public sector governance, the internal control system

NN
ajiaud%‘?f\;:counting principles, and laws and regulations

which aids in enhancing the efficiency, productivity, openness, transparency, and
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accountability of public organizations (Reginato et al., 2016; Troupin et al., 2010). A

public sector manager will create and execute internal controls to h

«

organization accomplish its financial goals and priorities while @izin
organizational and financial risks. These procedures include things ﬂé@thorizing
invoices before paying them, dividing up the tasks involved in umenting and

paying for financial transactions, and checking reported trangaMfor consistency

Governmental entities' internal controls and reportifg,envir nw subjec

s t
and regulation’s @ba &
that the atho}Yﬁies have
evan‘ hnd Ie@sgandards, to
prevent the performance of tasks ir\%@‘fective orsinefficient® manner, and to

prevent the uneconomic manager@sof pub\es%ur §<}hd assets owned by

>
government entities (StaSova, - Anynform qcoggl aims to prevent future
mistakes by teaching pe hom J 'stake$“}o achieve credibility and
S

transparency at all Iev% admi
4 2
day control is a c NKnent oi ce i%(:u%lic administration (Nemec, 2015).
Control in the goubliey sec \m co ﬁ&dously offer incentives to enhance all
‘ '
procedures Ea&@ﬁs a ool to fostér p@(ﬂ/e interactions between citizens, PSOs, and

S
the pub% straffof) (Bbyard &\LGffler, 2003)
& ' o

siluoto et al. (ZOJQ;droposed that the three components of financial

and procedural enforcement (Aikins, 2011).

-
o

single audit standards and are impacted by relevan

Elder, 2019). PSOs conduct internal controls t

determined that the actions taken comply 4with

trati n,'it@rucial to make sure that day-to-

r \hg dependability, effectiveness and efficiency of activities, and legal and

& latory compliance make up the internal control effectiveness construct. As a
S

ult, three proxies for internal control effectiveness are used in this study. First,

internal audit, which checks to see if operating operations, such as internal control

91



procedures, are carried out effectively and efficiently. The presence of the internal
audit indicates the effectiveness and efficiency of activities. Second, accountinw,
which is considered as the foundation of a financial reporting system @ectly
affects the reliability of financial reports. Third, the existence of adeq relevant
laws and regulations and their proper compliance may support the%effectiveness of

internal control. \,

From the above discussion, this study concludes th ;tivelinternal control

can assist the PSOs in operating and maintaining a h uali w reporting
]

ts and! helps) the iﬂel\)tvo; to

system that can produce high quality financial stat

deliver a high-quality audit. Auditors must co

and eonsi the:{/ﬁztiveness
\. =

and efficiency of the client's internal contrw dit pl d other audit

processes in order to comply with app&%)‘idit S
Standards of Auditing (ISA) and Al%audit pr\l‘pleg
Cciig

2532  Factors of Effeg\as;ves o]l ernal Co
As discussed in % us sec ;rjs,}e'in@al control of any entity can only

4 2
be effective if it (@ with, ) integﬁ framework and requirements. This
study selects th% rsr 'auditeé&iity and have a significant effect on the
¢
effectivenes %erna contr8is:Fintern audit, accounting basis, and compliance
_ % N
with Ia\%

gulatians 'glica to the municipalities. The following subsections
disc ch factor and its eff@ﬁ audit quality.

58.21 Internal Audit

e

Internal audit is the process of examining organizational problems or business

processes and making organized recommendations for improvements. It provides
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guidance to the business on how to better accomplish its goals by controlling risks and
enhancing internal controls (Asare, 2009). Auditing Practice Committeew
Institute of Internal Auditors of the U.S. defined the internal audi@ one
component of the internal control system implemented by institutio agement
for the purpose of evaluating, examining, and disclosing the e iveness of its
internal controls over financial reporting (Chalmers et al., 2019; Dimitrova & Paneva,
2019). The Institute of Internal Auditors defines intern JXn.g

S an objective

assurance and consulting process that adds value™and se kWhance an

e
organization's operations. Internal audit helps the %&tion acco sl’ itig&ls by
methodically and systematically evaluating an m% ene@ﬁf the risk
management, control, and governance systéms (Good

in, 4; Pil Y(;[ al., 2013).
The activities of internal auditors in t Ivate and pub

ctor. Qh be grouped into

four categories: (1) risk managen‘%Z) inﬁoﬁtro ,@d financial audit, (3)
Q@ 3

operational and systems audi peciﬁc and ather qrojects (Goodwin, 2004).

Internal auditor competen%hnke[‘ he su@s of internal control over

compliance (Chang atw ). Inte (‘j‘il, a@a%rding to Romney and Steinbart
(2018), looks at th sisten 4 rectﬁéﬁf financial and operational data as
well as the eﬁ@ 0 :f::;'con&j&{, employee adherence to management
policies and %ures, as:/v afrele/jcgﬁt laws and regulations. They also said that

N
internal% ouldjrepor, P the t committee rather than the controller or chief

finaonf icer and shoul@e’ organizationally distinct from accounting and

S
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253211 Importance of Internal Audit in PSOs

Internal audit is a crucial component of the governance process and can W
PSOs (Janse & Coetzee, 2016). Internal auditing is becoming more essénti the
public sector as a result of the government's efforts to make sure that ﬁ%urces are
utilized effectively and that public assets are utilized to their fuIIeWcity. When
compared to the citizens' demands for better services, increas do\pbjess, and greater
accountability, these resources are expanding more sl k:rel 2009; Aikins,
2011). .\d

AR

In the private sector, the internal audit is ¢ red as part f'th@ernal

es the{ con@/‘ﬁctivities

al u@;rform their

ists th Qanagement of the

control of the firm. The internal audit in a PSO

on the operating activities to guarantee that the"or

functions efficiently. The internal audityin tas sense,

PSO to control the operating activit@geach un\rbp¥vi eKT}Tput to the directors of
E y N

the PSO in the form of outcz%mstac S, a wre%zéz?ties (Sari et al., 2019).

Mazza and Azzali (2015) f; hat t:r S orr@ between increased internal
;d ty a 3

audit effectiveness an% seve “p r@nce of control weaknesses.
4 Y
[

25.3.2.1.2 latiomshi Int Audit and Audit Quality

i
The inte uditars int cl&vi@ external auditors, and the external auditor
_ _ o
relies o% rk offthe interna
i

Yv
the sector, this does @Kead to reduced audit fees (Goodwin, 2004). The

I as@l in the private and public sectors. However, in

egm auditor, in the audit process, must comply with the requirements of ISA 610
6 ised 2013) on using the work of internal auditors (IFAC, 2018).
In general, Aikins (2011) concluded that local government auditors (internal

auditors) conduct further audits in operating areas, including fiscal receipts and
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expenses. Furthermore, internal auditors have a significant direct and indirect effect
on the performance of local government through improvements in internal cvus
and operational quality. (’}
Research on the internal audit function (IAF) is still nascent, an interesting
to see whether IAF can substitute or complement the external audit function, or
whether outsourcing IAF impairs or enhances audit quality ( em Zhang, 2014).
Sari et al. (2019) determined that internal audit has a msvrance function,

which can enable high-quality audit, because the extern ditor eWe work of

0
"AX
the internal audit function depending on the ot@nf its core tiiitj@Barr-
s N~

Pulliam et al., 2024). Y NV
(\/: { S S
2.5.3.2.2  Accounting Basis \ é
When a financial transaction @Sto be en\&&to p@bcounting records and

N
reported in the financial state%epenﬁs on he acc@mg basis. IFAC Status

\ &
Report (2018) defines ¢ a ouJi IS as& recognition of financial
orp |d,'w&®' accrual basis accounting as the

transactions when the i
'3 &
recognition of fin m{transzl i en g,underlying economic event occurs,
while reportinéets ' 'itiesdij%fhe financial statements. Based on the
¢

accrual acco;wbasis orga aﬁ%nw st publish a series of financial statements in

- - \ - - -
IPSAS, i dmg%tatement of financial position, a statement of

S

finapcial, performance, and @a‘tement of changes in net assets and equity. A

ceive

accordanCe

mment agency must at least issue the statement of revenues and payments if it

6 oys the cash basis (Zedan et al., 2020). The timing differences between the two
a

ses of accounting have a direct and indirect impact on the goals of the internal

controls, particularly when it comes to gauging how well operations are run and how
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trustworthy and timely the financial reports are. When a company employs the cash
basis, which simply exposes financial assets, it may have an impact on how t i
quality is regarded by the public. The accounting basis in PSOs and its c@on to

audit quality are detailed in the ensuing subsections. A

2.5.3.2.2.1  Accounting Basis in PSOs
Dewi et al. (2019) reported that according to IFAC )cn th’s world, 25% of

governments use accrual accounting to publish their ncial stzw whereas

ities aré swit i@g@‘gual
ified seﬁbjasi of, modified
N N

cludpé‘x; of accrual

30% continue to report on a cash basis. The remainin

o
=

accounting and publishing their reports on eit

accrual basis, which means that their fin

components. The PSOs of some dev %auntries, [ staréﬁ‘nember states of

the EU, use cash accounting. Ther@s) conﬂz‘g 9@%0 adopt only accrual
N

accounting, based on the cost- onnectionzhence c’berman state authorizes

&

the use of either cash basi muall s'in the fé ial reporting system of the
8). J |

public sector (Eulnerz% uer, 2018). .
4
Cash basis a nting g‘e \te& actuigdgpendable, and comparable data to
fulfill the accountability regui 'ts foﬁ!olic sector earnings and expenditures.
¢

Additionall %/ing t is ot 400 éi?icult. PSOs frequently adopt cash-based
\
'nkit

budgeti is simpl ? unde@nd (Eulner & Waldbauer, 2018). Nevertheless,

therAnumerous advantagsj\:g: various users of accrual based accounting. It
i the amount of useful (relevant and trustworthy) information available to
ecision-makers, promotes public administration's effectiveness and efficiency,
romotes transparency by publishing balance sheets based on accruals, offers multiple

reporting frameworks, makes it possible for taxpayers and voters to access the same
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data, and offers contemporary financial reporting that is appropriate for cross-border
comparison (Ademola et al., 2020; Dewi et al., 2019; Eulner & Waldbaue [
Interntional Federation of Accountants, 2012; Setyaningrum et al., 2020)03\5&|ti0n
to the above benefits, adoption of the accrual basis accounting or% reduces
corruption in PSOs and increases financial reporting quality (Ademt al., 2020;
Cuadrado-Ballesteros et al., 2019). \/

IFAC issues accounting standards for the public mdl on the accrual

basis to harmonize accounting standards around the w and Wh quality,

2020 | _\C}T
in% dur:@zﬁat result

pleme@ggn of IPSAS

credible, and comparable financial reports (Ademola

Through the provision of dependable, e
in a reasonable level of accountability and \0@ enc
promotes good functional performan€e,and )he effic
resources (Abimbola et al., 2017). &588 (20 \St&tgd @@e objective of IPSAS

N
IS to assist government manag%akin@ decisions c&@ning public governance

in a transparent and credit e}%ner' ASB @brs accrual basis accounting

sis is insu cién@' satisfy the needs of financial
4 $ &
reporting users. f-regulai \lhte al g.tml mechanism is also provided by
IPSAS (Ademoébzoz : &
'

and believes that the

N3

N
& &

&
2.5.3.2. elationshi twe ccounting Basis and Audit Quality

Aaccuracy and usefu@of financial information generated by a system are

indi s of the system's value to a company. The accounting foundation affects the
& ity of pre-audited financial statements, which are the primary inputs into the audit
rocess (DeFond & Zhang, 2014). As a result, the accounting basis affects audit

quality by resulting in accurate financial statements.
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2.5.3.2.3 Laws and Regulations
According to Alareeni (2019), the legal environment, auditing standar

accounting practices all have a significant impact on the accuracy of an audi Big
Four audit firms are more cautious when dealing with clients in couﬁN/ith legal
frameworks that provide greater protection to users of audited reportsyln other words,
the legal framework affects the auditor's behavior. The client's inveStment in reporting
systems and assurance tools may expand as a result of the sma ion of reporting
standards and other disclosure-related laws, as well astgovern eWnation of

oy
tatements etpa.kglder,

co\tr' ut jt\/Yﬁould be

recognized that the implementation of lawsds, jus scru?la their;@'gr:t (Alareeni,

2019; La Porta et al., 2000). \c' ) d‘
Laws and regulations include@%e orde&pgrio a@horities and regulators
N

of the client’s industry. The auditersiobjectives m@ding to non-compliance

or suspected non-complian w\ithilaw
professionalism and ir%zy notif]ing
'3

&
that they can mitig lﬁ%effeci\s if'é&i,or suspected non-compliance as well
as prevent future atio , 2@!

Some examples of these laws and
¢ | (,)

regulations ;F%ounti g sta ars e.njd procedures, fraud, corruption and bribery,

money % g, tgfrori

tradi anking and other fi@fal products and services, data protection, tax and

p%i liabilities and payments, environmental protection, public health and safety
ncrel

ated regulations, and regulations related to the auditing and issuance of audited

financial reports, leading to more trustworthy finan

2019). Legal enforcement is better in indu

&
“}e to uphold the standards of

- - \ - -, .
}nancmEand proceeds of crime, securities markets and

nancial statements (IFAC, 2018). These laws and regulations are taken into account
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as a component of the client's internal controls, and they have an impact on the

X
g

Yebba and Elder (2019) compared between the U.S. audit markets of Michigan

effectiveness of audits (Alareeni, 2019).
2.5.3.2.3.1 Laws and Regulations in PSOs

and Pennsylvania. Both states are quite similar in almost every wayy'especially when
it comes to how their various levels of government—cou iz, township, villages,

and boroughs—are organized. Both states also mandate®that each erAiment entity

ncial statements. @ever,
viro{ mel&&?h regard
rnnuinta gula&d standard

setters, each state is seen as having Wmistinct audi arlé‘(ebba and Elder

(2019) found that Michigan, a G -regulate \‘eﬂ%s ;{}*ﬂudit quality because
ESY N
its regulations enhance the repaé\ [ nd req@ specialist auditors who

have practical experience in the

necessity to modify th% d bylaws of. dnis@lities to develop and implement
4

4

employ an impartial audit company to review its
because there are certain variations in the regu

to state-level GAAP and the objectives go

&
latio s%hmaro (2014) suggested the

“
acccgfin% standards, control principles and

an efficient financi stem vr
procedures, andgqOrganizatio rds. e%/ernments in Europe are responsible for

oo
neﬁort-} ntral government audits are governed by

¢
regulating t e%’rnal udit
- - - \ - -
Ieglslatl% creeja }essn I "auditors occasionally work together to develop

T
the auditing standards (Brusca@%, 2015).

6& .2.3.2  Laws and Regulations in Palestinian Municipalities
In Palestine, most municipal activities are governed by laws and regulations, but

most of them were issued by previous authorities before the Israeli occupation in West
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Bank and Gaza Strip (Qafishe, 2018). These laws, regulations, rules, and accounting
policies and procedures are mentioned as annexes in the Terms of Reference?i)
for hiring the external auditors in the LGUs. The ToR is approved by MC@ZOlG
as guidelines example for bid documents, and requires the exte ditors to
consider these laws, regulations, and accounting policies and proceddres when they
are performing the audit in the municipalities. In addition, t eMs must comply
with other laws and regulations that relate to the municipa EY'

iVit]es and affecting

its financial performance and are not mentioned in the ing 'St\d
]

Y-v
e Act No. (1) of 1997 on Local Authorities é I _\C}

e General Electricity Act 2009 Y. \’ \/‘T
X
e Expropriation Act No. (2) of 1953 W\ é
&

e Buildings and Land Tax Act W 'tQMunicipa i an@cal Council

| NS
Regions No. (11) of 1954 Ca) \ T 0}/\
@. ! 1

e Crafts and Industries A 6) of 1953 “ <8¢

X
e Land Tax Act No. ( 55 N
e ActNo. (79) 0 theR'a ula r}of es, Villages and Buildings
&
e Profession Mng Aét NO=(89) of Je&
8 &
e Public men Agt ]Ofé)®
£ _
. Ac@' of 2005%or the Eléction of Local Councils

. ion Ta£ lation 4}1) of 1956
f‘@ 05

ancial Regulation faf:l?ocal Authorities for the Year 1999

%The Regulation of the Joint Services Councils for the year 2016

o e Vegetable and Fruit Market Regulation No. (3) of 1997
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The Regulation of Signs and Advertisements in the Local Authority Area No.

(5) of 1998 T

Slaughterhouse Regulation in the Local Authority Area No. (4) of @
Local Authorities Employees Regulation No. (1) of 2009

Regulation of Procurement and Executing Works in Local Autzntles No. (1)

of 1998
Act of Vehicle Parking in Local Authorities No. (1 g

In addition to the above laws and regulationgy,the ToR requi 'th rnal
auditors to adhere the updated International Standareés,.on AU?II g (ISA) méélr audit
process and to consider the following accountlnm;le ocedu §P’

e Unified Chart of Accounts °'\

2.5.3.2.3.3 t onship b

)
ke
&
Accounting Procedures for al Iiasns Q(:)

Fixed Assets Valuatlorwod [ A‘O

N
Guidance for T g fro :I%asl@:crual Basis
Annual Bud tPre | atio

S
,.O

Lé\m and Regulations and Audit Quality

Accounting Procedures for sh Ba s

-«o

Th or rPa b e@zare of non-compliance or suspected non-

& ith applicable Iaw‘s'\_)a;gregulatlons while performing an audit service for

com
M Such non-compllance can directly affect the computation of considerable

Q unts and disclosures in a client's financial statements, and indirectly threaten the
i

ent's operational elements, its ability to continue functioning, or its ability to avoid

material penalties (IFAC, 2018).
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The effectiveness of internal control over financial reporting may be improved
by more investment in the system to comply with rules, which could redw
auditor's finding of control inadequacies (Yebba & Elder, 2019). In otha@&, the
audit quality increases when the client complies with all appli aws and
regulations and achieves the goal of an effective internal control.\The clients are
guided in how to carry out their activities, including how to hwternal auditors,
the terms of the audit agreements, the scope of the audit p m i's results, by the

laws and regulations that are applicable to them. This m the dWe cautious
nd

o
when developing audit procedures and meth@ a or e#e[fn\)ed to
complete the audit in the most effective W&?& tudy €o d thQ/RTaws and
regulations significantly affect the quality w 4

Based on the preceding discus\n?’nicipal I

influence the audit quality. The o of the a % g@e directly affected by
N

the client's internal control cor%, su@h as internal t, accounting basis, and

it

applicable laws, rules, and ns.
s
4 ¢ &

2.5.4 Supreme Wnsti@ %(J

Supreme Audityinsti Als Q‘é national organizations in charge of

Il c QOI is expected to
O

i

¢

conducting mnce, perfo a%e, or “financial statements audits in government
organiz%t

with,other parties, and the eﬁ@of various governance techniques, procedures, and

N
wellfas t Paudiﬁ@ adherence to legal requirements, relationships
p \lh Monitoring the use of public funds and the effectiveness and integrity of

overnmental processes and policies is the main objective of SAls (Hay & Cordery,

018).

102



Since the twenty-first century, there has been increasing awareness about the
importance of SAI due to its importance in investigate the spending of gove?l!m
according to the related laws, regulations, accounting applicable fran@ and
approved budget. It also evaluates the effectiveness and efficiency lic sector
programs (Bojkovska et al., 2019; Carrington et al., 2019). ThisYpEof audit is
delivered by independent governmental agency for all PSOs™(lohnsen, 2019),
including the federal government (ministries), state gove m%ﬂ governments,
municipalities, state corporations, any business that™weceive ing from the

@

government or is owned by it, such as hospitals and sities (Des dt’e@Ol?;

ic organizatiens a d fheir users

'tl'b‘he S gov@&é the budget

system, financial transactions, financ %ents analyses, anéfher audit records

and data (Bojkovska et al., 2019)Wally&a¥ g p@d unlimited power to
N

perform their responsibilities nénallﬁ For xampleiﬁe Jordanian laws grant

Accounting Bureau the aut h cdeg \@ﬂout any restraint and reveal

of public funds are subject to audits in accow

all audit findings in % al repart to the Ie@lature's authority, detailing the
'

observations and n Wde @ udit aro, 2014).

Although 4SAIS%repo iamta:&," they are not part of the executive,
¢
legislative, q@ial branche of{he(%o ernment. In Greece and Portugal, they are

N .
er CO@'IGS (e.g., France, Italy, and Spain), they are not

dit and evaluate public policies and programs for the benefit of their
espective parliaments. Therefore, they work only as subordinates of their parliaments.

ven so, they do not question the political goals themselves, but rather appraise how
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they are being employed by public organizations (Dobrowolski 2020; Dobrowolski &

Sutkowski, 2020). T
The primary role of SAls is to provide unbiased reporting on t@ities,

services, and pursuits of public-funding recipients as well as to ide reliable
assurance and evaluation of the performance of the public sector in @fder to exercise
responsible jurisdiction (Bojkovska et al., 2019). Therefore, t e}Mveness of SAls
be contingent on the information function, which means hx: s perform their
audit activities and formulate audit conclusions and rec end iowller%ﬁere
ob qs&Qozo).

am@@gulatory,

ary @gl.on and their
i, @' Dobrowolski &

A
N

tive information in the

audit reports they produce make th[ eports avai@le to the users, as well as all

views and findings th% ported py}gda@d pertinent audit evidence. The
o,

&

SAls are responsi for pr hangig_a'dvancing knowledge, and making

recommendatiow han 'ecti@és of the PSOs. SAls aim to establish
¢

facts, identifﬁg@ause and effects O{Ji(r'r%gularities based on the audit evidence, and

- - - - \ - - - = -
provide saudi witht adv. ?on h@to get rid of irregularities and enhance their

opeQ(Boj kovska et al., @ Dobrowolski & Sutkowski, 2020). The tasks of the
\n be summarized as follows: (1) to audit, review, and examine the proper use
Q‘%ﬂic funds (revenue and expenditure) in the federal government, regional
overnments, and provinces; (2) to report the audit findings to the parliament and

county council; (3) and to examine the accounts of the public administration and those
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financially responsible for the state (Acker et al., 2017). The effectiveness of these
tasks depends on the quality of the SAIs’ auditors. Octavia and Widodo (2015?!1
that the quality of financial statements of PSOs is positively related to the@ence
of government auditors (SAls). Competent auditors in SAIs can i external
audit quality because external auditors may rely on high quality financial reporting,
which leads to high audit quality (DeFond & Zhang, 2014). \,

Ahmaro (2014) explained that every Arab state mn lmechanism for
performing municipal audits. In Lebanon, municipalitie under thesau r‘ity of the

General Controller, not a ministry. In Jordan, th@oanty' acc t1 a‘r@dited
i ur

by the Ministry of Municipal Affairs and Acc % . the\/ﬁi‘nistry of

Finance audits some municipalities, whiléythe urea:1 0 'nanciggs ntrol audits

others. The Accounting Board is the Wﬁ,ﬂdgeriat nd@nunicipal audits.
AN

Municipalities in Egypt are audited@Se Minis \Ofo%a 8L
E y N
Financial and Administraéntrol’b

but there is another body d ®AI
MOLG at the name @al [Ipar
Both agencies perf complir perf&ﬁ:ﬁmvce audit for LGUs. The following
subsections dis@g . (ﬁ\’
)
O [ 93¢
ncial’and }minisé}tive Control Bureau (FACB)

Apalestinian Nationa@;zq:)rity (PNA) was established in Palestine in 1993,

a wing it was the creation of many PSOs. The audits of PSOs commenced in

2541

6 under Presidential Decree 22/1994, which was later amended by Act 17/1995.
oth acts relate to the establishment of the General Audit Institution (GAI), which

was later replaced by the Financial and Administrative Control Bureau (FACB) Act
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no. 15/2004. This law is based on Palestinian Basic Act of 2003 and passed in 2005.
The FACB is one of the SAls of Palestine. It is also known as State Au

Administrative Control Bureau (SAACB), as stated on its official Websit{%\tudy
uses its name as it appears in the law, FACB. The FACB is a statut y whose
activities are planned by its own statute. It has a budget that is included in Palestine's

overall budget, independent legal personality, and comple eWcompetence to
ezA

exercise the duties and exercising the authority granted CB Act and other

relevant laws and regulations. FACB's main goals are sure tha ancial and
B

, and legislativé e&ﬁ@‘zs‘are
ministrati raud_ Of material
N

administrative operations of Palestine's executive, judiCi
sound and sustainable, to reveal any financi
errors, including the abuse of public ake Vz~'[hat public
performance is carried out in a re
applicable laws, regulations, bylavxcstr
>

2021).

The FACB works to improveits lr SS nsparent relation with PSOs

under audit and stak to enhance audit q@lity, improve performance, and
e B

conserve public f&ﬁés\ The ' dopt (ithe standards of the International

Organization o% e i 'ltuti(éf(lNTOSAl) standards and international
¢

standards o &T’It is commifted’to '(n?ove its conduct to fulfil with all INTOSAI
Q= N -
standarx(({/ , 2020). T, FAC@Ieases quarterly and annual reports that include

ove erations carried (@m accordance with the pre-established plan or
@wcy issues, in addition to the individual audit reports of public bodies. The
& tinian president, the legislative council, and the council of ministers are all given

ese reports as proposed laws. All PSOs subject to financial and compliance audit are
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allowed to use control processes under the FACB's legislative mandate. It just began

performing performance audits as part of a development program (FACB, ZOZR-

Article 3 of the FACB Act No. 15 of 2004 states that the main obje€ti the
FACB are as follows: *
1. Ensure the financial activity is sound and that public funds used for the

intended purposes. \,

2. Conduct administrative inspections, ensure perfor szec'iveness, assure

proper authority application, and disclose an viati ns\@dthey are

g

discovered. | .\C—}
3. Verify that financial and administrative 10Ns confp h rkleyant laws,
rules, regulations, and resolutions. \ %T
4. To guarantee public performancew
reinforce the PNA's finan% adm@;hlg
<

nbiased,

dependability and trustworthiness.

Article 31 of Act No. ISts PS’JS th ﬁS?r the jurisdiction of the FACB.
£.,

They include LGUs, i icipaliff Ia@e(@uncils, and others, as specified in

@)
item 10 of Articl%@ PS@icle 3&2%5 as follows:
1. The preﬁb;yo the P ?rld isgdated institutions.

. Th@mmiyoi t@-ﬁers, and officials of equivalent offices.
3. w cﬁ

islative coun andﬁ'l'l of its divisions and institutions.

Y

QK judicial authority,?he prosecution, its members (prosecutors), and its staff.

/

N

7 The ministries and the bodies of the PNA.

0 6. The police, security forces, and all military and security bodies.
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7. Public and private bodies and institutions, trade unions, associations, and
federations of all kinds and levels and their equivalent. T

8. Organizations and companies that are owned or contributed by @A or
receive assistance from the PNA or from its donors to the PNA.‘&

9. Institutions and companies licensed to operate or manage a puldlic facility.

10. Local government units, - municipalities, village coun iIsNJther units.
X're

11. Unless there is a special provision regarding it, t ments of this law

shall apply to the entities that contain laws, re
issued in respect of them with special rules. ' .\C—}
12. The bodies, departments, and units to whi e provisi ftb@ﬁw apply
are called "administrative bodies". u\ {\T
e
The FACB has developed the Palestifilan Wg A& g Standards based
on INTOSAI standards, code ‘(é@ asﬂav% y tb‘%/\\fSA, and ARABOSAI

7]
membership requirements. T\ B, as™Ralestine's ﬁ is mandated by law to
N
accomplish the national.audi lopment gaals: %
Cg N

e Increase transparencysand aced |Iilfy'46udits are conducted to determine
whether reg@k ar |in place, whéther financial/administrative procedures

followegd"are ‘in, accordance J’,th an,pg;ible laws/regulations/decisions, to ensure
prm@ of wt di e deviations in order to ensure efficient
r nce, t;' avoid &)rru ion, and to increase transparency/accountability of

tate of Palestine's pDDlIC performance.

%ncrease local government response to citizens: Through audit reports on local

0 government entities, the FACB guarantees the compliance of local government
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entities with relevant laws and regulations, as well as efficiency and economy in

resource management (FACB, 2017). Yv

On October 2010, the FACB issued Ordinance No. 1 of 2010 on tﬁ&@tion of
Palestinian Government Auditing Standards (PGAS). According t icle 4 of the
Ordinance, licensed Palestinian auditors shall disclose theim,compliance in the

auditor's report in accordance with the law on the practic of?'ﬂhditing profession

when auditing any entities subject to the mandate rea&g? auditing

entities subject to the Bureau's mandate and its progedures, the audit: ust Q{nply
,é\_ | S
rdin

with the code of ethics adopted in the Standards g t} ticle 5. A%:bfding to

Avrticle 14, "the auditor shall promptly and witR a pe M

from the date of the discovery of the violati otify.th

0 ex e‘d- wo weeks

au of any financial and
regulatory violations at entities subject t@ the \man

articles of the Ordinance relateE tﬁarelﬁln’%pb
)

FACB, and their clients (FAC

9 Q—
. &
K
In 2019, the FA isv'IZS a'.&dit rts 6%bf which are related to LGUS.
(incl

twg;b?the external auditors,

'S

There are 571 LGUs ing % co‘cawcils) under the jurisdiction of the
@

FACB, which m@m it I’as no been@ to audit every LGU. In fact, some

N
municipalitie Not been a ?ld any years. The FACB’s auditors also
visited 91 uringyo ve te various complaints (FACB, 2019)
& v
Y >

2.342\ General Departmﬁﬁ of Control and Guidance (GDCG)

he General Department of Control and Guidance, a separate department in the

ODLG, performs assurance and advising activities to LGUs. Therefore, the

department’s auditors investigate and evaluate the efficiency and effectiveness of the
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operating activities of the municipalities and other LGUs, and examine the extent of
their obedience with wide-ranging laws, regulations, policies, buw
announcement, procedures, and instructions issued by the MOLG re@ the
financial and operational activities of municipalities. ‘x

The MOLG states that the main objectives of the GDCG are: Y'

1. Assuring the security of financial transactions and the ﬁwe of public

2. Ensuring effective results, proper delegation of atthority, nwction of

| &
ive op,%gi'ons of

funds for the purposes for which they were intende

anomalies wherever they occur.
3. Examining the degree to which the fina

LGUs comply with applicable laws %ules, i , as v@zs.approved

circulars. \) é
4. Increasing public results' tra@sency, fa&%n a,@untability to increase
'}' y N

public results' trust in atlorf’for ancial administrative policies

&
(MOLG, 2011). \ é

(,az ' QO
GDCG auditors visit each Glo'lvij@/ee{,and provide a primary audit report

@)

to the LGU coun@k co@of ea sit (MOLG, 2013). The focus of this
N
report is on c@wce u fal changes that occur between two visits;

in some si%as, the Depagtment f S up on citizen complaints and audit reports
4
an

provi e FAC d’ext\e"ﬂﬁal auditors (MOLG, 2011). It also joins in the

ev%o of external auditoh)rocurement bids and ensuring the external auditors’

§mity with the ToR (MOLG, 2013).

&
w
QD

“m
[t
O

The above discussion indicates the importance of SAls (FACB or GDCG) in the

auditing of municipalities. Their audit can affect external audit quality. additionally,



based on the public interest theory, the SAIs’ activities reflect the government's

interference in the direction of municipalities. The public interest theory can
the relationship between most variables of the study. Government involvﬁ ives
to benefit all parties by implementing laws and regulations t ow local
governments to achieve their goals of providing community services’in an efficient
and effective manner. These laws and regulations also _allo anagement to

demonstrate openness and responsibility by providing tr y information to all

stakeholders. \d
‘X

N
2.6 Hypotheses Development P 4 \/‘T

This section presents the research hym@;, whi devel@i ased on the

above discussions. The main vari S ad thei

characteristics (ethics, independenc compeﬁ\s); 2

fees and audit firm size); and %\IVE
\ &/
audit, accounting basis, and_laws and rl . I@tion, the study examines the

effect of SAIls asamo% tween audit f‘aiity@rd those main variables.
4 Y
) 3
&

nsi@are (1) auditor
it«firm attributes (audit

N
uni |pé3nternal control (internal

2.6.1 AuditorgCharacteri
#

As discussed in Sectio 2.5.1(-9 erous studies have shown the positive
ékv N
relation% weenaldi }charﬁristics and audit quality. This study expects

audi aracteristics to be\ itively associated with audit quality. Thus, the
f mg hypotheses are proposed:
There is a positive relationship between auditor characteristics and audit quality.
la: There is a positive relationship between auditor ethics and audit quality.

H1b: There is a positive relationship between auditor independence and audit quality.
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H1c: There is a positive relationship between auditor competence and audit quality.

2.6.2  Audit Firm Attributes ('}
As discussed in Section 2.5.2, many studies have found a posiﬂ&lationship
between audit firm attributes and audit quality. This study expects augflrm attribute

to be positively related to audit quality. Thus, the following hypoth are proposed:
tZ and

H2: There is a positive relationship between audit firm a audit quality.

H2a: There is a positive relationship between audit fees audi qw

"X
H2b: There is a positive relationship between aud@idze andlaudit uzilit.‘)(:}
Y—-

4

\ Y

2.6.3 Effectiveness of Municipal InternW;ol g
As discussed in Section 2.5.3, wzbdies ha

d a@ﬁtive relationship
between the effectiveness of muni internal \m a

S
expects that the effectiveness oi%l con?rol pasitive rq&@d to audit quality. Thus,
r

the following hypotheses arg propesed

: N
H3: The effectivenes% cipal irluern ;dnwas a positive influence on audit
4 &
quality. \ l \ %(J
H3a: Internal audit hasya posi ct ort‘aj&cﬁt quality.

¢ (,R/
H3b:AccruE: IS accounting ash p@t' e effect on audit quality.

H3c: Laws,antregulation ?ve a p&ive effect on audit quality.

¥
S
: \upreme Audit Institutions
: As mentioned in earlier sections, audit quality is positively related to auditor
aracteristics, audit firm attributes, and the effectiveness of municipal internal

controls. Do SAIls moderate the relationship between audit quality and its
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determinants (Auditors Characteristics, Audit Firms Attributes, and Effectiveness of
Municipal Internal Control)? To answer this question, the study develops thr?ﬂ!—
hypotheses relating to the effect of SAls on the relationships between @5 ality
and its determinants. The determinants chosen for this stu auditor
characteristics, audit firm attributes, and the effectiveness of municipal internal
control. \,

The FACB issued the Palestinian Government Au 'Y;]d’irds (PGAS) in

October 2010, which are based on the INTOSAI and the%eode of ethdated by
@

of PSQs, t P@@a;e a

interfa t, a propriate
o s

th rd‘ava aws a.@:gulations. In
2016, the MOLG issued the Term\(@rence ( for@‘y$ procurement of

external audit services as guidelinﬁsPalestm\mWni ities. The ToR listed a

N
few qualities of auditors and‘éompghies, ) dudir@udit team size, auditor
independence, competency,ﬁxid ics.'I S plaineQ\now to choose the best audit

services charge. The as alsofpubli hed @mber of regulations to activate
4 ¢ &
internal control i Quknimpal" \\g th%attivities, particularly the financial

reporting system, As“anoth r mncéf’rbalities, GDCG keeps an eye on these
N :? "

the ISA (FACB, 2010). In the financial reporting sy:

strong emphasis on strong internal controls, i

T%& and’ To ; the LG mandate that municipal external auditors
Yw
adh the Code of Ethics a@-’uphold the following principles: trust, confidence
N
a ibility, independence, objectivity and impartiality, professional secrecy,
ompetence, professional development, political neutrality, conflict of interests, and

rofessional skepticism (FACB, 2010). Moreover, Supreme Audit Institutions (SAIls)

play an important role in the operation of governments by informing legislators and
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other stakeholders through independent audit reports. They support strong
government, accountability, and openness (World Bank, 2020). This means wwe
role of the SAIs is assistant in the effective of external audit process a@s ence
indirectly on the audit quality. Accordingly, the study formulate!kfollowing

hypothesis: ?

H4a: SAls moderate the relationship between auditor charactqrimd audit quality.

c
Some characteristics of the audit firm, includin it a%ﬁrm size,

are included in the ToR of the MOLG. Along with the specialty a atihg\ﬁz'the
| O
in the

auditors in the audit engagement team, it also m ns the number faud‘ir_

4

}oi@ the icipalities to

firQs, which means

team based on how LGUs are categorized. TheQO[G

comply with the public Purchase Ac \M)cur'

prioritizing those with the lowest am. A‘Q-

t eQudy develops the

following hypothesis: o $

7]
H4b: SAls moderate the relati& betweenau firrmég\l—t)utes and audit quality.
1 N
Internal control M e investigat “dnd@luated in accordance with the
4
ingtot ﬁ}éAS, which mandates that auditors

type of audit being u!q@[akenl
of tzigﬁent's internal controls. Internal control

analyze and assess theydep

o i
assessments Instance, may elp' to
NN

the acc%td complet ?s of\&ounting records. In addition, the auditor must

éﬁaerve assets and resources and to guarantee

che compliance with @table rules and regulations to give a reasonable
a%ﬁbe of finding mistakes, irregularities, and unlawful activity that could
rially affect the financial statements (FACB, 2010). The MOLG mandates that

ass A and class B municipalities set up an internal audit division to assess the

efficacy and efficiency of their operations. To oversee all of the towns' financial
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activities, each municipality is required to form an audit committee that is comprised
of members of the local council. The MOLG has additionally published guwws
and instructions that describe how to switch from cash basis accountm@:rual
basis accounting. It also encourages the municipalities to adopt th@&lal basis,
because it is more reliable method of accounting. Accordingly, the y develops the
following hypothesis:

H4c: SAls moderate the relationship between the effecti Y.m'mlcipal internal

controls and audit quality.

The following Table 2.1 summarizes the sd%othese andithe co‘d\es of the
X

variables and the path of each hypothesis. \/

Table 2.1: Research O%Node d scri)a_liQns
Deh\'

Code N/ Path
-, 4

Direct or Causal Effect Hypotheses \ TA™

H1*  Auditor Characteristics (ACH) cara e to @tQuality ACH->AQ
(AQ)

Hla* Ethics (ET) has significant \ ffect on"Audit uallt@ ET>AQ

H1b* Independence (IN) has si tpos ve effect'on Au \Quallty (AQ) IN>AQ

Hlc* Competency (CM) as sign cant pos ive effect bn Quallty (AQ) CM->AQ

H2*  Audit Firm Attributes ( ) ha |gr‘1'| pcg &pffect on Audit Quality AFA>AQ
(AQ)

H2a*  Audit Fees (& nlfchnt p05| e effe Audlt Quality (AQ) AF>AQ

H2b*  Audit Fir e i t pos@effect on Audit Quality (AQ) AFS>AQ

H3* rniC@(EMIC) has significant positive EMIC>AQ

N
H3a* c%\posmve effect on Audit Quality (AQ) IA>AQ

H3b* counting Basis (AB) has s@;,;){. nt positive effect on Audit Quality (AQ) AB->AQ

: aws and Regulation (LR) has S|gn|f|cant positive effect on Audit Quality (AQ) LR->AQ
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Table 2.1, continued

Code Description Pa@,.
SAQ

Moderation Effect Hypotheses
H4a  Supreme Audit Institutions (SAI) moderates the relationship between A N
*

Auditor Characteristics (ACH) and Audit Quality (AQ)

H4b  Supreme Audit Institution (SAI) moderates the relationship between Audit .&
Firm Attributes (AFA) and Audit Quality (AQ)

I>AQ

H4c  Supreme Audit Institutions (SAI) moderates the relationship between IC*SAI=>AQ
Effectiveness of Municipal Internal Control (EMIC) and Audit Qual%
0]

2.7 Conceptual Framework ‘l\d
>

Based on its theoretical foundation and theTdefinitions fof t ditc'ggglity
: ~
is “stud

attributes as discussed in earlier research, th y d?/e oped its Qenceptual
N

\tfheoryié@'l'e to explain

urce: Author

framework. As discussed in Section 2.3.1, the public int

most variables in the study. Accordin oc'ﬂ)ﬁ ory,
rules on the organizations to preve ho \mu\IT
such as obtaining credible and re rt?nqumation qn th@nicipalities operations.
This goal can be achieved if t rnal pro %’a high-quality audit of the

~

municipalities. To achc' e this goal, t* MOLG @proved and issued in 2016 the

ToR for the procurement«of tegé dit’é}’@ices as guidelines for Palestinian

municipalities. T&R defi ' ral in@dent factors associated with the traits
.. N O o

of auditors a@y compan ,Jmcltfd'mg audit team size, auditor independence,

compete m%’ethifsgy it es@ed how to choose the most appropriate cost for
& 4
Vi

audit . Additionally, thej/TOLG has released a number of regulations to
i ent internal controls f(hhe municipality's activities, particularly the financial
orting system. Class A and B municipalities must have an internal audit department

in order to assess the efficacy and efficiency of their operations to be according to the

authorities impose some

n tQ_’aghieve specific goals,

MOLG standards. To oversee all of the municipalities’ financial activities, each
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municipality is required to form an audit committee from the members of the local
council. Additionally, the MOLG has published policies and guidelines that?ﬂm
how to switch from cash basis to accrual basis accounting and r ocal
governments to do so because it is a more accurate manner of accoun(ﬁé@ong with
the FACB, the MOLG also established the GDCG to keep track how well the
LGUs, particularly municipalities, adhere to relevant laws an

The above procedures taken by the MOLG are cons |th t e elements and
objectives of COSO Integrated framework and the publicCtinterest hw example

MOLG issues and updates the laws, regulations, gu

ines, and ac n]m&cﬁhmes
GUSst jeve t%%]ectlves

cont @;vmes risk

ing. @the establishing

and procedures to support the municipalities a

of COSO and its elements as controls oféthe ir

assessment, information and commuW)and mon
GDCG in MOLG and encouraglng stabl EE |n
municipalities support the mon ﬂt of O

From the above discussion, heln e ons@e superior authority, in this
Zall

case the MOLG, in th tie é interest are consistent with the
public interest theoryw,The moci pact Als can be explained by the public
interest theory, as wellas t an een the independent variables and the
dependent @ Alsg, ther echtré'aJpportmg theories that can explain specific

dy, such ‘;he sta@mlder theory and agency theory (see Sections

auditing units in the

J? )s#,

issues i
2. 3 n 2 3. 3) NV
e

cordlng to the audit quality literature, three categories are used in this study

Q assify audit quality attributes: (1) auditor characteristics (ethics, independence,
n

d competence); (2) audit firm attributes (audit fees and audit firm size); and (3)

effectiveness of municipal internal control (internal audit, accounting basis, and laws
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and regulations). This classification provides an effective framework to facilitate the
understanding and measurement of audit quality in Palestinian municipalities fwm
perspectives of their accountants and internal auditors who play a S|gn|f ein
creating the financial accounts and who frequently communicat external
auditors. The study includes only two or three factors under each corWto facilitate
the research, as it is unfeasible and complex to include all possible’determinants of
audit quality. Additionally, the determinants of audit qu te to'overlap, and as
such only the most representative factors are inclu This stw explores

itigs _@Y;rate

: T@nceptual
. A X
framework is summarized in Figure 2.3. ,&
C‘V \w\ L,

whether the SAIs, as unique entities within the conte the munici

the relationship between audit quality and its t n detefr

Auditor Characteristics Supreme Audit
1- Ethics Institutions (SAls)
2- Independence
3- Competency H1
Hab Hda

Audit firms Attributes

1- Audit Fees » Audit Quality
2- Audit firm size H2
Hac

Effectiveness of the
Municipal Internal Control H3
1- Internal Auditing
2- Accounting Basis
3- Laws and Regulations

The Public Interests Theory
\Cj‘" Source: Author

%\ Figure 2.3: Conceptual Framework
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2.8 Review of Empirical studies on Audit Quality
Prior studies have investigated the determinants of audit quality in thew
sector. A few studies have been carried out on PSOs, including municip |\Table

2.2 summarizes past empirical research on the association between a&tality and

its determinants. Q
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Table 2.2: Summary of Some Prior Studies on the Determinants_@dit Quality

=~

. . - Audit quality or
Study Independent variables Evidence Significance its p?roxie)s/ A Y‘ Notes
Ismail et al. (2019) Auditor independence + Sig. Audit quality /Survey data collected from 114 auditors
Malaysia Auditor competence + Sig. Audit g Ii§~ involved of public entities in Malaysia. The
. data is analyzed using correlation test and
Work overload - Not Sig. Audi 're ssion fest.
Kusumawati and Auditor quality Audit qu imcgeffect
Syamsuddin Professional skepticism + Sig. i"egi’bffect
ﬁgcl)g?asia Auditor quality + Sig. roept_s '\o;: %@eﬁt effect
1. Ethics N <
2. Commitment (') &
3. Independence N Sig \ Au _\O
4, Competence C—) % ristics
5. Experience [ Q‘:}

[7}

Auditor’s doubt Aj
towards audit 2 ( $
evidence L ) . F o E{Z essional Survey of auditors in the Audit Board of the
Immediate \ [ ' eﬁs epticism Republic of Indonesia in South Sulawesi
confirmation & & Partial least squares for analysis
Field Kk (} '?o" C‘D(J

ield wor
instructions % / §"
Responsiveness to the % ’ v X

need of clients . 5 + Sig! Audit quality
Leader involveme l\ .

in the audit

Auditor worb
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Table 2.2, continued «

—

Study

Independent variables

Evidence Significance AUd'tSfoa"ty (r Its Notes

Butcher, Harrison,
and Ross (2013)
Australia / NSW

1. Relationship

o Council experience
o Industry expertise

2. Competence

o Reputation
e Assurance
o Capability

3. Independence
4. Audit Service qualities/
Responsiveness

é '
N N |
t servie q I't):b\vf'he survey for the sample of 235 finance

professionals, and 35 internal auditors of
tioxly~ NSW municipalities

Boon et al. (2008)
Auwustralia / NSW

Council experience
Industry expertise
Technical competence
Field work conduct
Executive involvement
Skepticism
Independence
Freshness of perspective
Due care

. Quality commitment

. Individual responsibility
. Ethical standards

. Responsiveness

Audit Committee

The survey for the sample of 235 finance

(,) N
+, except "gj’ “Audit service quality : ; _
) % Ssl — professionals, and 35 internal auditors of

satisfaction NSW municipalities

E\ Source: Author



Ismail et al. (2019) studied the relationship among audit quality and auditor
independence, auditor competence, and work overload. They emphasized that
independence positively relates to audit quality. Auditor competence has gest
relationship with audit quality, while work overload negatively affecéwt quality.
Data were collected through a survey of 114 public sector auditors alaysia, and
they were analyzed using correlation test and regression test. Similawto this study, the
authors focus on the public sector context. The factor Y:ealsured from the

perspective of SAI auditors without using any audit quality praxy. study was
X

ich argues :iuq@mlity

underpinned by the theory of inspired confidence,

increases with more independent and compete

Kusumawati and Syamsuddin (2018 w ed tb? re 'onshl@een auditor

characteristics (auditor ethics, iw ce, com

en (ﬂ)mpetence and
‘O

experience), professional skeptlcls ditor’ s to ;r@%* audit evidence and
immediate confirmation), and 3'/‘(90 res océ'e’\to the need of clients,
guidelines for field work, t r, audltor work). According to
the study, there is a di %shl ;vy &u characteristics and professional

n pr |onal skepticism and audit quality,

skepticism, a direct Iatlonsh|

and an indirec
professional %
and pr@

RepmAf Indonesia’s Audl@drd were surveyed by the authors. The partial least

S method was used to examine the data. The authors focus on public sector

G and examined the effects of auditor characteristics on audit quality through the
e

diation of professional skepticism. However, they did not include audit firm

n a characteristics and audit quality via
y‘nvé‘aated the relationship between audit quality

The-@ovmce of South Sulawesi's auditors for the
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attributes and environmental factors. Moreover, they did not examine the quality of

external auditors. T

Within the context of mandatory tendering for local governrr{%\ the
Australian state of New South Wales, Butcher et al., (2013) i igated the

relationship between auditor retention and perceived audit service quality. The authors

distributed a questionnaire containing 48 audit service quali Wtes drawn from
I

the literature to finance professionals and internal auditor g('vernment units.

., (20 6Mothesized
B
\ 4

audit 'servi s'an ditor

The study was based on the marketing model in Ismail

a positive correlation between the perceived quali
retention due to the satisfaction of the loca mentdc ils W'tﬁ?t—he audit

quality. The study used the taxonomies of : 2) an&;oeder et al.
hig@“brder relationship

variables (by the expertise dimensi d serﬁa&ie ()@the responsiveness to
5

(1986) in its sensitivity analysis. The offers proo

client needs dimension) are | auditor r ruion(.Q s study focuses on the
public sector in a developeq c\ﬁry. I ed a¥ uality through the proxy of
e

ou
audit retention, which indi the sati

;. ‘E%)t}:]' bf eliants with the audit.
Boon et al. &Q) exalr N m%(’fa?portant audit quality attributes as
\::R'outl(ﬁ‘éles, Australia. The data were collected
using a que t&@re S t:o S#inanj@ professionals and internal auditors in the
local coQ@%The result owed&.\h\at audit firm experience with a local council,
ind public sector) expe@zuditor competence in technical aspects, ethical
% d principles, due care, and independence are the most significant attributes of
G' service quality. The least important attributes are skepticism, audit firm size,
eshness of perspective, and non-audit services. The study focuses on local councils

in developed country. However, it only determined audit service quality attributes as

perceived by logal councils™
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perceived by the internal financial experts and auditors of those councils. They did not
consider other factors that may affect audit quality, such as SAls. T

In addition to the above studies, Ghebremichael (2018) coIIect(d’}audit
quality attributes divided into three categories of technical (competen it quality,

functional audit quality, and auditor independence. Technical auditq':ahty includes

whistle blowing (public agent), detection and reporting of frqud and’illegal acts, and

integrity in financial reporting process. Functional audit g cIuc'es reliable audit

process, company and industry knowledge, easy-to-deal-with erroviding
oy
quality insights, and accessibility. The author consi itor i

unique technical audit quality attribute in the

into a factor by itself. Moreover, Lai and P (2020

audit quality, namely tangibles, relia@ponsiven
service. But Duff (2004) provid%mode%u&t qa\ﬁty that had two key
dimensions: technical quality a%ice ualit ‘echgi)@\quality had five lower-

enden@ expertise, and experience

order factors: reputation,@en %
(responsiveness, empa ient service, an no'n-a@'ftservices).
'3 &
t

ive ke@grs affecting

ass %e and non-audit
‘O

“in
a
4
There are m wdies (r \th( uali é&hm most of them either focus on the
private sector and develope 's ana:é‘&dress one or more determinants of audit
¢
quality. Onl %oft m ha rfop@(ga an integrated framework to understand the
% N
causes ({u/ qualj'tMegan&é’ZOll; DeFond & Zhang, 2014; Francis, 2011,
g

Kne et al., 2013). This G“gady discusses audit quality and its attributes in
N

\ﬂtian municipalities. Palestine is a developing country under the Israeli

cCupation and administration of the PNA. Results from the private sector cannot be

asily generalized to the public sector since managers and auditors are subject to

different institutional and incentive frameworks (Greenwood & Zhan, 2019).
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However, both sectors still share some common concepts, theories, and practice,
hence it is possible to build on the wealth of literature on audit quality in thew
sector.

While prior studies investigated one or more variables of Aquallty or

introduce different frameworks of audit quality in the private or pQIC sector, this

study provides a comprehensive integrated framewor dlt quality in
municipalities as the most important type of PSOs. This xa ines three main
categories of audit quality determinants. Each category Wments that

totally or partially represent the other elements in the ory. Audito cﬂa&é@’lstlcs

include auditor ethics, independence, and co Au ttr| tés include

audit fees and audit firm size. The eff iveness @f\ m C|pal @Sr:al controls

includes internal audit, accounting baw ws and r tloreﬁ‘hls study adds to
ue

its framework the moderation effe SAls as q g@ﬂnstitutions of PSOs

. ,, S
between audit quality and its d ts (3.
Prior studies used pr es au i bec h@lt is not directly observable.

Most studies measure% allty a the en@ien&'of the auditor to issue a going

concern audit opinio&modl\l"ﬁ opin é&,and discretionary accruals, but these

proxies are not gntirely app the @ﬁc sector. Most PSOs are established by

political decistons nd erat oﬁrd(?o applicable laws and regulations without

conade% effigienc ?f thew?actlvmes and generating profits, even if the

ﬂﬁ\ts encourage PSO@bperate their activities economically. When these
OE? tions suffer from losses or face high risks, they do not become bankrupt or

é liquidation, unlike private organizations. This means that the going concern
inion is not a suitable measure of audit quality in municipalities. Abnormal accruals

and discretionary accruals are also unsuitable proxies because municipalities use cash
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basis accounting, and most accruals such as debts are governed by laws and
government regulations. This study relies on the satisfaction of accounta

internal auditors towards the performance of the external auditors to m@audit
quality. The attributes were collected from instruments in the literattifesIhey were
then modified and reclassified to fit into the conceptual framework offthis study. The
current study contributes to the literature by examining new extémial audit quality

variables, namely SAls and some elements of the effecti nicipal internal

|
controls. \d' -

é J'@
VAN

S ar@-s.cussed the
a@'fquality and its

Q\auditor characteristics

/4

2.9 Summary
This chapter has presented the W;nd
underpinning theories of the study.\ -Haaalso di

importance, definitions, measures, %ﬂtermin \,agwe

\
and audit firm attributes. Additi it ha@ discussed th@ectiveness of municipal

internal controls and supre % inli 0 (SAIs\§¥he research hypotheses have
levant

been formulated after{revi g the

&
conceptual framemas beer' . The%&?;p/)ter ends with a review of empirical
studies on auditﬂ (54’

S lﬁ?

%

,

/I’é;?
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