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Abstract

This paper makes use of the newly available dataset from PCAOB’s Form AP requirement to first investigate the effect of component auditor use and extent of use on the overall audit quality of the group engagement. For the main analysis, I examine potential factors hindering the principal auditor from properly fulfilling its responsibilities in the context of group audits. The focus is in fours aspects of the legal and enforcement system of the country in which the component auditor operates in and their effect on audit quality: the rule of law, the corruption level, the investor protection availability and the audit and accounting enforcement degree of the country. This paper finds that the use or extent of use of component auditors is not significantly associated with audit quality. Moreover, main results suggest that there is weak evidence that the extent of hours performed in a country with low audit and accounting enforcement degree is negatively associated with audit quality.
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1. [bookmark: _Toc12213278][bookmark: _Toc12224002]Introduction 

In the early 2000s, a series of accounting scandals have changed the auditing and financial environment. This led to a global confidence crisis in the financial markets. These events shed light on the importance of audit quality, which received much attention in the last decades. The need to restore public trust prompted the enactment of the Sarbanes-Oxley Act of 2002 (SOX) (SEC, U.S. Securities and Exchange Commission, 2003). Although studies have shown a decrease in corporate fraud post-SOX, audit quality remains a matter of concern among regulatory bodies such as the PCAOB (Donelson, Ege, & McInnis, 2017) (PCAOB, The State of Audit Quality and Regulatory Approaches to Achieving High Quality Audits, 2017). A broad stream of literature has examined different factors which are associated with audit quality, namely, auditor size (Berglund, Eshleman, & Guo, 2018 ), audit firm tenure (Johnson, Khurana, & Reynolds, 2010 ), audit team composition (Cameran, Ditillo, & Pettinicchio, 2017 ), provision of non-audit services to audit clients (Kinney, Palmrose, & Scholz, 2004 ), audit market concentration (Boone, Khurana, & Raman, 2012) and most recently, audit partner characteristics (Burke, Hoitash, & Hoitash, Audit Partner Identification and Characteristics: Evidence from U.S. Form AP Filings , 2018). However, some other factors remain relatively unexplored by academic literature. 
One of these factors is the use of component auditors in (multinational) group audits. Group audits refer to those engagements of multinational companies involving multiple components (Sunderland & Trompeter, 2017 ). For example, numerous subsidiaries across the world. With increasing globalization, companies expand their international operations more and more. The audit of such multinational corporation requires the participation of other accounting firms other than the lead auditor, who is ultimately responsible for the audit opinion on the group financial statements (PCAOB, PCAOB Release No. 2016-002, 2016). These other accounting firms are engaged to conduct the audit for the components in foreign jurisdictions and are commonly referred as component auditors (Carson, Simnett, Vanstraelen, & Trompeter, 2016). In the past decade, group engagements have received increasing regulatory attention. In practice, it is often the case that in the aggregate, the work performed by component auditors accounts for a significant portion of the audit. As reported by the PCAOB, other participant firms audit around one-third to one-half of total assets and total revenues of the company being audited (PCAOB, PCAOB Release No. 2016-002, 2016). Despite the magnitude of component auditor involvement, the lead auditor is fully responsible for the audit opinion. It is therefore important that he is sufficiently involved in the audit. Among other things, appropriate involvement includes determining the professional and ethical competences of the other auditors; supervising and evaluating the performance of component auditors as well as obtaining sufficient appropriate evidence regarding their work to support the audit opinion (PCAOB, PCAOB Release No. 2016-002, 2016). Nevertheless, in practice, oversight activities by the PCAOB have repeatedly shown failed direction, co-ordination and supervision by the part of the principal auditor resulting in deficient audits (PCAOB, PCAOB's Staff Audit Practice Alert No. 8: Audit Risks in Certain Emerging Markets, 2011). 
Concerns over the audits of multinational companies has led to the recent regulatory developments aimed at improving audit quality within group engagements. The International Auditing and Assurance Standard Board (IAASB) issued a revised International Standard on Auditing (ISA) 600 effective on December 15, 2009. Compared to the previous version, the revised ISA 600 resulted in a substantial extension of the lead auditor’s involvement in the work of the other auditors. Similarly, the PCAOB in its Release No. 2016-002, proposed an amendment on the current auditing standards in order to strengthen the requirements which apply to group audits (PCAOB, PCAOB Release No. 2016-002, 2016). Most recently, the PCAOB issued the Rule 3211 requiring US public registered accounting firms to file with the PCAOB a report on Form AP effective for auditors’ reports issued on and after June 30, 2017. This form contains information on the identity of other participating auditors and the extent of the use in terms of the percentage of audit hours attributable to each other auditor (PCAOB, PCAOB Release No. 2015-008, 2015). It is of important informational value to investors because for example, Ernst & Young report that between twenty to forty percent of McDonald’s audit is performed by other firms in Germany, the United Kingdom, Australia and France. However, before the new regulation, the only name disclosed was the lead audit firm. 
As previously stated, extant literature on group audits is relatively limited with mixed results. On the one hand, empirical evidence finds that engaging other auditors to audit a component is beneficial for overall audit quality (Glover, Wood, & David, 2014) (Carson, Simnett, Vanstraelen, & Trompeter, 2016). In theory, the reasoning is that because the component is usually located abroad, component auditor use mitigates time and resource constrains as well as cultural and language barriers. The use of local auditors results in a more cost-efficient audit by reducing labor costs and enhancing knowledge sharing due to the professionals’ expertise in local tax laws, accounting requirements, business practices and customs, etc. On the other hand, there is also research that finds a negative association between component auditor involvement and audit quality (Burke, Hoitash, & Hoitash, The use and characteristics of component auditors: Implications from U.S. Form AP filings , 2018 ) (Dee, Lulseged, Zhang, & Tianming, 2015) (Carson, Simnett, Thurheimer, Vanstraelen, & Trompeter, 2018). The agency problem between the lead and component auditor due to the misalignment in incentives, information asymmetry and differences in perceived litigation risk between the two plays a role. Further, local presence of component auditors brings communication and co-ordination challenges arising from language and culture barriers, differences in practices and professional competencies which hinder the performance of the group audit. 
	This study makes use of the new Form AP data for audit reports issued after June 30, 2017 for fiscal years 2017-2018 to examine two things. As a baseline analysis, whether there is a difference in audit quality delivered between engagements using component auditors and those that do not, in the United States. Prior to this new requirement by the PCAOB, investors and the public in general were unaware of the identity and extent of component auditors’ involvement. Specifically, the Form AP discloses the use, the extent (expressed in percentage of total audit hours) of involvement but also the identity of the component audit firms for all US issuers. The mere disclosure of other participant firms provides the opportunity to accurately identify group audits involving component auditors or not to capture the difference in audit outcomes. For the main analysis, I look at the institutional setting in the country in which the component auditor operates in and whether it has an incremental effect on audit quality. In particular, I consider the rule of law, investor protection availability, political corruption level and accounting standards enforcement quality as a measure of institutional quality (Burgstahler, Hail, & Leuz, 2006) (Hope, 2002) (Daske, Hail, Leuz, & Verdi, 2008) (Rice & Patrick, 2008). The idea is to take a country-level factor and study its impact on a firm-level variable such as audit quality. The location of the component audit firm as disclosed in the Form AP allows to classify engagements according to the amount of hours performed by component auditors in each country. The research question of this paper is therefore the following: 

Does the institutional environment in the country in which the component auditor operates in have an incremental effect on the association between component auditor use and audit quality?
The motivation of this paper is that higher reporting quality is not solely determined by the existence of high-quality accounting standards but also depends on the level of enforcement of those standards influencing the incentives of managers’ and auditors’ (Ball, Robin, & Wu, Incentives versus standards: properties of accounting income in four East Asian countries, 2003). Although such argument is not directly about audit quality and group audits, the same reasoning can be applied to it. Institutional factors in the country in which the component is located can have an effect on the audit quality delivered by the component auditor. Despite of whether the country has high-quality auditing standards in place, if the enforcement system is weak, the component auditor can perform a deficient audit. Then it is the task of the lead auditor to conduct sufficient and appropriate supervision and evaluation of the component auditors work in accordance with applicable auditing standards. Therefore, if a negative association is found between component auditor use and audit quality in the baseline analysis, the aim is to investigate whether the institutional environment in the country where the component auditor operates in, results in an even more negative association. If this is case, then we can say the lead auditor did not comply with its required obligations when assuming the responsibility of acting as a lead auditor.
In the context of group audits, the lead auditor has both an ex-ante and ex-post responsibility as outlined by ISA 600. Ex-ante responsibility relates to the engagement of the component auditor which involves the determination of competence and independence. Ex-post responsibility refers to the eventual supervision and evaluation of work conducted by component auditors. The focus of this paper is in the latter. As inspections have indicated, lead auditors often fail to meet their responsibilities. The aim of this thesis is to examine, what factors are potentially behind this failure to behave in accordance with the applicable standards by lead auditors? The standards are there to follow and as professional accountants, theoretically, auditors acknowledge the fact that they must abide by the applicable regulations. But in practice, this does not happen. The question is why do we observe this phenomenon? Apart from potential mere negligence from the part of the lead auditors, are there any other reasons regarding certain conditions or difficulties faced by them?
	Following Burke et al. (2018), I hypothesize that both the use and extent of participation of component auditors are negatively associated with audit quality proxied by the absolute value of discretionary accruals. The rationale behind this is that the theoretical potential benefits of component auditor use such as overcoming time and resource constrains and the local expertise by local auditors, are only possible to the extent that the lead auditor exercises sufficient involvement in the oversight and assessment of the work by other audit firms. In practice, PCAOB inspections have shown the opposite. Therefore, I expect a negative effect of component auditor use. 
For the main analysis, I develop four hypotheses. For each, I apply an incentive-based approach from the part of the component auditor to explain the reasoning behind each hypothesis. First, I expect that in a country with low rule of law, the component auditor will perceive law-abiding as less important. This makes it less likely that he will perform his work in accordance with applicable standards and regulations. Then, if the lead auditor does not invest sufficient effort in the evaluation of this work, overall group audit quality is likely to be inadequate. Therefore, I hypothesize that if the component auditor is located in a country of low rule of law the negative association between component auditor use and audit quality will be exacerbated. 
Second, the presence of corruption can be expected to influence the business practice in a country. For example, the component auditor might view the use of bribes or gifts from the client to obtain a favorable audit opinion as the normal course of business. Again, if the lead auditor is not adequately involved in the evaluation of the component auditor work, overall audit quality will be low. Thus, I hypothesize that if the component auditor is located in a country with high corruption level, there will be an incremental effect on the negative association between component auditor use and audit quality. 
Third, lower investor protection availability is likely to have an impact on perceived litigation risk by the part of the component auditor. This means he will exert less effort in performing the audit of the component resulting in a low-quality audit. Also in this case, if the lead auditor does not fulfill its oversight role correctly, overall audit quality will be negatively affected. Hence, I hypothesize that if the component auditor is located in a country with low investor protection availability, the negative association between component auditor use and audit quality will be even more negative. 
Lastly, directly related to the audit is the audit environment in a country in which the auditors perform their work and the enforcement degree of accounting standards. If the audit environment and accounting enforcement is lax, the component auditor is less incentivized to act in accordance with applicable audit and accounting standards. Similar to the previous three cases, if the lead auditor is not sufficiently involved, overall audit quality will be hindered. The hypothesis is then that if the component auditor is located in a country where the audit environment is lax and the degree of accounting enforcement is low, the negative association between component auditor use and audit quality will be aggravated. 
To test the hypotheses I use a baseline sample of 1109 group engagements for fiscal years 2017-2018. Using both modified Jones and performance-matched discretionary accruals, I find no significant association between the use and the extent of use of component auditors and discretionary accruals, and therefore, audit quality. Moving on to the main results, each accrual model gives different outcomes. Using the modified Jones model, results indicate no significant association between the extent of audit hours performed in a country with high or low rule of law, corruption level or investor protection level and audit quality. Nevertheless, findings show a negative association between the extent of hours conducted in a country with low audit and accounting enforcement degree and audit quality. Using the performance-matched discretionary accruals, results suggest that when the component auditor is located in a country with low rule of law and high corruption, audit quality improves. The direction of effect of such findings are opposite to that of the first two hypotheses of the main analysis. 
Using restatements as an alternative measure for audit quality, I find that the use of component auditors leads to a higher likelihood of restatements, in line with Burke et al. (2018). However, no significant association was found in the main analysis between the extent of hours carried out in countries with high or low rule of law, corruption level, investor protection availability or audit and accounting enforcement degree and audit quality. 
Further analyses indicate that the higher the percentage of audit hours performed by component auditors, the higher the audit fees charged. For the main analysis, results show that the more hours carried out in high investor protection level countries, the lower the audit fees. And the more hours carried out in low audit and accounting enforcement countries, the lower the audit fees. For the remaining two aspects of enforcement: rule of law and corruption, no significant association is found. 
This paper extends Burke et al. (2018), the first and only paper that employs data from Form AP to examine the effects of component auditor use, to the best of my knowledge. Therefore, this paper contributes to the limited literature on group audits by analyzing other aspects of the component auditors apart from English proficiency, professional competence, time zone differences and coordination challenges. Differently from Burke et al. (2018), I look at characteristics specific to the country in which the component auditor is located in and not related to the actual component auditor. It is a broader perspective that takes into account country-level factors and their effect on firm-level variables such as audit quality. Limited research has investigated the potential effect of client firms’ local institutional environments on auditors’ behaviors and even less in the context of group audits. Secondly, I contribute to the literature in the field of development economics. As research has shown, developing economies are characterized by weak institutions (Bova & Pereira, 2012). The results of this analysis will therefore provide another area in which these economies can improve. It is important because the quality of audits ultimately determines the credibility of financial information, crucial for the well-functioning of markets. Lastly, the conclusions could be useful to regulatory bodies and standard-setters to acknowledge that auditing standards imposed in one jurisdiction might not work in the same way in another one. Therefore, particular attention and supervision might be required from lead auditors who engage component auditors in countries with specific characteristics. 
The remaining structure of this thesis is the following. Section 2 provides a review of the existing literature. Section 3 outlines the hypotheses to be tested and reasoning behind each. Section 4 gives an overview of the sample selection. Section 5 explains the research design. Section 6 presents the baseline and main analysis results. Section 7 displays the results from the robustness check and additional analysis. And section 8 concludes.

2. [bookmark: _Toc12213279][bookmark: _Toc12224003]Literature review 

2.1. [bookmark: _Toc12213280][bookmark: _Toc12224004]Institutional and regulatory setting 

With increasing globalization, U.S. public companies continue to expand their operations through more and more foreign jurisdictions. For example, McDonald’s Corporation that sells its products over 100 countries, reported that more than sixty percent of its sales revenue for the fiscal year 2018 comes from its non-U.S. markets (SEC, UNITED STATES SECURITIES AND EXCHANGE COMMISSION, 2019) These multinational companies are required to have an audit on their group financial statements. Such engagements involving multinational companies with multiple components (which can be a parent, branch, division, joint venture or subsidiary) are referred to as group audits (Sunderland & Trompeter, 2017 ). In these cases, the group auditor, who is responsible for the issued auditor’s report on the group financial statements, must engage other auditors to audit one or more components (IAASB, ISA 600, 2010). These other auditors are commonly referred to as component auditors in prior literature. 
	The quality of group audits has been of particular concern for regulatory bodies. This is reinforced by an invitation to comment about auditing and quality control standards issued by the International Auditing and Assurance Standards Board (IAASB) which included group audits as one of the three priority topics (IAASB, Enhancing audit quality in the public interest: a focus on professional skepticism, quality control and group audits, 2015). The International Forum of Independent Audit Regulators (IFIAR) identified the need to strengthen the systems of quality control by global audit firm networks in their annual inspections findings survey (IFIAR, 2018). In the US, inspections from the Public Company Accounting Oversight Board (PCAOB) has shown repeatedly, failed direction, co-ordination and supervision by the part of the group auditor (PCAOB, PCAOB's Staff Audit Practice Alert No. 8: Audit Risks in Certain Emerging Markets, 2011). Recent regulatory developments by the two principal standard setters, the IAASB and the PCAOB, have aimed at improving audit quality of group audits. 
	The International Standard on Auditing (ISA) 600 “Special Considerations – Audits of Group Financial Statements (including the work of component auditors)” issued by the IAASB is effective for audits of group financial statements from December 15, 2009. ISA 600 addresses the responsibilities of the group auditor which include determining whether to act as the principal auditor, the competence of the component auditor; evaluating the findings of component auditors and obtaining sufficient appropriate evidence about the adequacy of the work of component auditors in order to issue an opinion on the group financial statements (IAASB, ISA 600, 2010). The revised ISA 600 outlines an extensive description of the group auditor’s degree of involvement in the work of the component auditors, with emphasis in areas of significant risk. Specifically, the biggest change is in the start of the audit, where the group auditor is required to perform group risk assessment procedures and determining the scope of work to be done by component auditors before requesting their participation. Overall, we see stricter requirements regarding the responsibilities of the principal auditor.
	The PCAOB itself, in its Release No. 2016-002, proposed an amendment to its current standards with the objective to establish a more uniform supervision approach by the lead auditor. As expressed in the proposed amendment: “These improvements are intended to increase the lead auditor's involvement in and evaluation of the work of other auditors, enhance the ability of the lead auditor to prevent or detect deficiencies in the work of other auditors, and facilitate improvements in the quality of the work of other auditors” (PCAOB, PCAOB Release No. 2016-002, 2016). 
	More recently, the PCAOB passed the Rule 3211 which demands for each audit report issued on or after June 30, 2017, that the public accounting firm file with the Board a report on Form AP. In this Form AP information regarding the other accounting firms involved in the audit is provided, among other. Specifically, the new regulation requires the disclosure of the name, location and extent of participation of those accounting firms performing individually more than 5% of total audit hours. In the case of performing individually less than 5% of total audit hours, only the total number of accounting firms and the aggregate extent of participation is reported (PCAOB, PCAOB Release No. 2015-008, 2015). These additional disclosure requirements have the objective of enhancing transparency. Thereby increasing the auditor’s sense of accountability through higher perceived reputation and litigation risk associated with incremental disclosure as stated by the PCAOB. 
	Before the Form AP, there was no information regarding other participant audit firms, even though these firms performed a significant magnitude of the audit. Previously, the lead auditor who bears the ultimate responsibility for the group audit opinion, was the only name disclosed despite the portion of audit work conducted by other firms. For example, in McDonald’s Corporation’s Form AP, Ernst & Young reports that 20 to 40 percent of the total audit hours were completed by their affiliates in France, the United Kingdom, Germany and Australia. This new rule is therefore considered as an important development in the standards relating to the use of other auditors. 
	In the context of this paper, the identity of the other participant audit firms provides the possibility to make a distinction between those engagements that use and do not use component auditors which was not previously possible. This in turn constitutes the baseline analysis of this paper which is to study whether of the use and the extent of involvement of component auditors has an effect on audit quality. Further, using data about the location of the component audit firm I will conduct the main analysis of this paper. This involves examining the association between the institutional environment in the country where the component auditor is situated and the overall quality of the group audit. 
	It is important to note that the group auditor can engage the component auditor in two ways. In accordance with PCAOB’s AS1205, the group auditor can choose to assume responsibility for the work performed by the other auditor. This undivided responsibility implies that the lead auditor issues an audit opinion on the group financial statements as a whole without making reference to the other auditor’s work. Such method is usually employed when the lead auditor has taken sufficient measures to satisfy himself about the other auditor’s competence and professional reputation and work performed. Alternatively, the group auditor can opt for divided responsibility by making reference to the work of other auditors when expressing the audit opinion on the financial statements. Auditors often resort to this approach when the review of the audit done by other auditors results impractical. Although the PCAOB allows the auditor to choose between the two alternatives, other standards such as the ISA 600 does not. The latter obliges the group auditor to take full responsibility over the audit opinion on the group financial statements without making reference to other auditors’ work. The choice of whether or not to accept responsibility over the work of other auditors could potentially influence the behaviour of the component auditors. In other words, the component auditor might have the incentive to exert higher audit effort facing greater litigation and reputation risk when there is divided responsibility (Mao, Ettredge, & Stone, 2018). Therefore, since the decision about whether to accept or decline responsibility over the other auditors’ work has a potential consequence on audit quality, this paper restricts the sample to those engagements in which undivided responsibility is assumed.	

2.2. [bookmark: _Toc12213281][bookmark: _Toc12224005]Use of component auditors and audit quality

Despite the intense regulatory interest group audits received in the last decade, such topic has been less extensively covered by academic literature.  The existing literature on group audits provides mixed evidence regarding the effect of component auditor use on audit quality. As Sunderland and Trompeter (2017) suggest, the use of a component auditor can facilitate the conduct of a group audit while it can also introduce certain complications. In theory, the lead auditor engages a component auditor to audit a certain component (assuming it is located abroad) because he is unable to perform the audit. The reasons can be multiple. Sometimes, it is simply due to restrictions applicable to US auditors to perform an audit in foreign jurisdictions. Similarly, certain countries demand local licenses to practice the profession in that territory (Carson, Industry Specialization by Global Audit Firm Networks, 2009). Apart from this, resource and time constraints related to performing an audit abroad and for multiple subsidiaries can make the use of component auditors more cost-efficient. When an audit is distributed across geographical boundaries, it is not possible to merely replicate domestic practices in foreign jurisdictions (Hanes, 2013). Countries differ in their tax laws, accounting regulations, business customs etc. This means that engaging a local-licensed auditor can reduce labor costs through their local expertise and familiarity with the institutional environment of country where the subsidiary is located (Hanes, 2013). Related to this issue are the language and cultural barriers which might hinder the effectiveness of the subsidiary audit if conducted by the lead auditor. In fact, Choi et al. (2012) provide empirical evidence that there is a negative relation between the physical distance between auditor and client and audit quality. 
Nolder and Riley (2014) draw the attention to the psychology field of “in-group and out-group” which supports the idea that individuals perceive another individual as either an “in-group” or an “out-group”. Such tendency leads to individuals holding inherent biases against people outside the group. Following this line of thinking, group auditors can be thought of as treating a component auditor as an out-group. This would make lead auditors more skeptical when examining the work of component auditors and performing additional review procedures which has a positive effect on overall audit quality. On the contrary, treating them as an in-group could lead to overreliance on their work. 
These advantages of component auditor use are supported by empirical evidence. Components are likely subsidiaries which constitute a consolidated entity together with the parent company. Glover and Wood (2014) therefore examines the financial reporting quality of subsidiary entities relative to that of non-consolidated entities. Results seem to support the fact that the former exhibit higher quality reporting compared to the latter as opposed to the claims by regulatory bodies. One of the limitations noted by the authors is their relatively unrepresentative sample in which most of the subsidiary auditors belong to the same audit firm as the group auditor. In the Australian setting, Carson et al. (2018) investigate the effect of use of component auditors on audit quality. Secondly, it examines audit quality in the pre and post ISA 600 periods to determine the effectiveness of the regulation with respect to the proposed objectives. Evidence suggests that the implementation of ISA 600 resulted in an improvement in audit quality, especially for non-Big4 audit firms. Additionally, when the proxy for audit quality was appropriateness of going concern opinion, the positive effect on this variable in the post-revision period was visible both in the group which employed component auditors and the control group that did not.  The authors therefore argue that this effect cannot be attributed to the revision of ISA 600. One of the limitations of this paper rests in the identification of the extent of component auditor involvement. In particular, the authors make use of the unique requirement in Australia that demands firms to disclose separately the amount of fees paid to the lead auditor, affiliated component auditors and unaffiliated component auditors. The percentage of audit fees paid to the component auditors would then serve as a proxy for the extent of participation. Nevertheless, one could argue that audit fees are determined by numerous factors (Simunic, 1980).
	In the contrary, it is argued that the participation of other auditors in a group engagement can cause significant challenges for lead auditors. This point of view is grounded primarily on the agency problem arising from the use of third-party auditors. The agency theory, as proposed by Eisenhardt (1989), applies to a situation in which the principal delegates work to an agent. This principal-agent relationship raises two problems. The first problem is due to conflicting interests and information asymmetry between the principal and the agent. The second problem arises due to different risk attitudes between the two parties (Eisenhardt, 1989). In this context, the group auditor is regarded as the principal while the component auditor is the agent. The lead auditor’s interest is achieving an adequate overall group audit quality, which is influenced by the component audit quality. The component auditor’s interest lies in the audit of the component only. Additionally, component auditors hold more information about the underlying quality of their work than the lead auditor. This is further aggravated in the case of group audits due to the physical distance between the lead and component auditor often impeding the former to perform in-person supervision. Apart from this, since the lead auditor bears the full responsibility of the audit opinion issued on the group financial statements, the perceived litigation and reputation risk by component auditors is significantly reduced (Burke, Hoitash, & Hoitash, The use and characteristics of component auditors: Implications from U.S. Form AP filings , 2018 ). This creates an incentive to exert lower effort.  Thus, unalignment of incentives, information asymmetry and differing risk attitudes between the principal and the agent can have detrimental consequences for the group audit quality. 
	As mentioned above, litigation risk plays a role in the determination of audit effort which in turn affects audit quality. In their paper, Khurana and Raman (2004) find evidence that the perceived higher audit quality as measured by the ex-ante cost of equity capital of Big4 audit firms is related to reputational concerns and degree of litigation exposure. Specifically, the study suggests that litigation risk differs across countries. Therefore, Big4 audits in the US (where litigation is higher) are associated with higher perceived quality than Big4 audits in less litigious environments such as those in other Anglo-American countries (Khurana & Raman, 2004). In the same way, this view can be applied to a group engagement scenario. The lead auditor who audits the parent firm located in the US has greater incentives to ensure a high-quality audit due to higher litigation risk and reputational concerns than auditors of subsidiary firms located outside the US. Similarly, Venkataraman et al. (2008) confirm the association between litigation exposure and audit quality. In particular, their findings suggest that audits of firms in the post-IPO (initial public offering) period are of higher quality than in the pre-IPO period. The argument is that when a firm goes public, the audit firm is exposed to higher legal liability creating an incentive to achieve an adequate audit performance. (Venkataraman, Weber, & Willenborg, 2008)
	Secondly, another disadvantage resulting from the use of component auditors is the potential co-ordination and communication problems when individuals operate in complex environments, such as a group audit as backed by organization theory (Downey & Bedard, 2019). Precisely the local presence of the component auditor in the subsidiary’s country of operation while simplifying the audit can also pose certain complications (Sunderland & Trompeter, 2017 ). These include language, cultural, business customs and professional trainings differences between the lead and component auditor (Franzel, 2016).  In fact, one of the points that the PCAOB stresses over group audits is the failure in adequate supervision by the lead auditor resulting from language barriers (PCAOB, ORDER INSTITUTING DISCIPLINARY PROCEEDINGS, MAKING FINDINGS, AND IMPOSING SANCTIONS In the Matter of Acquavella, Chiarelli, Shuster, Berkower & Co., LLP , 2013). Often group auditors do not have access to the actual working papers but rather a final summary of the audit process results provided by component auditors. This is because working papers are usually drafted in the local country’s native language or the language the component audit firms does business in. Academic research confirms this view. Downey and Bernard (2016) focus on the communication and co-ordinational challenges present in the performance of group audits. More specifically, they investigate three different strategies to mitigate the factors that exacerbate such challenges, namely: tacit coordination, modularization and ongoing communication. Their study concludes that the first strategy which includes greater the component auditor knowledge and engagement experience can significantly lower the challenges, relative to the other two methods. In his work, Hanes (2013) highlights the important role that communication and coordination and knowledge sharing plays in the effectiveness of geographically distributed work, such as a group audit. Similarly, the paper by Burke et al. (2018) entails the examination of the association between the use, number and extent of use, of component auditors and different audit outcomes. Specifically, the study considers audit quality (measured by material weakness in internal controls, restatements and the absolute value of discretionary accruals), audit delay and audit fees as dependent variables.  Currently, this study is the only one employing the new data contained in the recently available Form AP. Authors conclude that the extent of component auditor use is positively associated with the likelihood of material weakness, audit delay and audit fees. 
	Thirdly, conflicts in priorities arise when the component auditor has both the responsibility to audit a component as part of a group engagement but also to serve their local clients. The problem occurs when the component auditor puts more importance on their local clients leading to lower effort exerted on the work of a component audit (Sunderland & Trompeter, 2017 ).
	Lastly, using social theory Barret et al. (2005) provide an in-depth analysis of how an accounting firm organizes and coordinates the work in a multinational group audit. In particular, the study examines the management of a group audit by a lead audit firm located in Europe with component auditors in Canada and the United States. The authors focus on the so-called “inter-office instructions” as a coordination mechanism. Results show that the effectiveness of such mechanism is often doubtful. In practice, component auditors do not necessarily follow instructions as expected by the lead auditors and are not “passive followers”.
	This general negative view on the effectiveness of a group audit due to the involvement of component auditors is confirmed by other empirical evidence. Dee et al. (2015) use PCAOB’s Form 2 filings to create a limited sample of 149 US firms that were required to disclose the involvement of other audit firms in the audit if such audit firms did not act as a principal auditor for any other SEC issuer. Differences in audit quality were examined between this group of firms and a matched sample which did not disclose the participation of other audit firms. The paper finds that firms disclosing the use of component auditors were associated with lower audit quality, as measured by the absolute value of performance-matched discretionary accruals while no significant difference in audit fees between the two groups. Further, the disclosure group experienced a significant negative market reaction and a decline in earnings response coefficients (ERCs). However, the authors acknowledge the fact that their limited sample comprises component auditors that did not act as a principal auditor for any other SEC issuer and therefore had less experience. This would limit the generalization of their findings. Moreover, due to the restricted data availability, it is not possible to say that those firms that did not disclose the use of other audit firms was actually due to the fact that they did not use component auditors or because they were not required to disclose. Moreover, in a second paper Carson et al. (2018) using the same setting as their work in 2016, show that the extent of component auditor use is negatively associated with audit quality measured as the absolute value of discretionary accruals and the effect is greater in the case of affiliated auditors (belonging to the same network as the lead auditor).

2.3. [bookmark: _Toc12213282][bookmark: _Toc12224006]Component auditor characteristics 

Investigating the relation between the use of component auditors and audit quality provides a first general insight into the field of group engagements. However, the aim of this paper is to investigate possible factors which might impede principal auditors from adequately performing their roles with respect to the supervision and eventual evaluation of work by component auditors. One of these factors covered by the extant limited literature on group audits is specific component auditor characteristics. Carson et al. (2018) make a further distinction between affiliated (belonging to the same network as the lead auditor) and unaffiliated component auditors. Global audit firm networks (GAFNs) constitute legally independent audit firms (affiliates) operating under one global brand name (Ege, Kim, & Wang, 2018). Although not required, component auditors are frequently members of the group auditor’s GAFN.  Theoretically, it is expected that there would be no difference in audit quality delivered by audit firms within one global network. This is because within a GAFN, members apply consistent audit methodologies, aligned policies and guidance, quality control and receive same training to ensure uniform level of audit quality (Carson, Industry Specialization by Global Audit Firm Networks, 2009). However, in practice, as expressed by the PCAOB former Chairman James Doty, this is frequently not the case (Doty, Keynote Address: The Reliability, Role and Relevance of the Audit: A Turning Point, 2011). The study by Carson et al. (2018) finds that quality issues lie in engagements involving affiliated rather than unaffiliated auditors due to the potential overreliance on their work by the lead auditor. Alternatively, Burke et al. (2018) investigate whether different characteristics of component auditors have an incremental effect on the audit outcomes. In particular, the paper considers two aspects of component auditors: coordination and communication challenges and their professional competence. To measure coordination and communication challenges, the component auditor operating country’s rule of law, level of English proficiency and time zone difference between the country and the US are used. The component auditor’s competence is measured by the amount of staff with a CPA or equivalent license, US audits experience and expertise in the client’s industry. Authors conclude that a greater the percentage of audit hours performed by less competent component auditors with significant communication and coordination challenges results in more adverse audit outcomes. 
The focus of this paper is on the enforcement system (a measure of institutional quality) of the country in which the component auditor operates in which might act as a potential obstacle faced by lead auditors hindering overall group audit quality. In other words, I take a subsidiary country-level factor and examine its effect on accounting variables at the firm-level. In the context of this paper, the strength of enforcement system can be measured by: the rule of law, the level of corruption, the availability of shareholder protection or by the degree of enforcement of accounting and auditing standards (Burgstahler, Hail, & Leuz, 2006) (Daske, Hail, Leuz, & Verdi, 2008) (Hope, 2002) (Rice & Patrick, 2008).  In the specific context of group engagements, institutional factors have not yet been investigated. We do observe however; research correlating these country-level characteristics to numerous outcomes such as financial reporting or audit quality (Ke, Lennox, & Xin, 2015).  
A country’s enforcement regime matters because, there is a significant variation in level of enforcement across countries (FEE, 2001). Court et al. (2003) provide an in-depth review of the judicial system and governance in 16 developing countries finding negative results for almost all countries. In particular, they observe restricted access to justice, deficient administration of justice, an environment of widespread corruption and lack of accountability. In a similar manner, Bova and Pereira (2012) argue that countries in early stages of development, referred as transitional or emerging economies, are frequently characterized by having weak institutional quality and low regulatory system efficiency. Additionally, countries exhibit variations in the availability of investor protection laws and the related enforcement to comply with such laws. The idea is that a country’s institutional setting affects the incentives of executives, investors, regulators, auditors and other market participants which results in differences of financial reporting quality (Bushman & Piotroski, 2006) (Ball, Robin, & Wu, Incentives versus standards: properties of accounting income in four East Asian countries, 2003). 
Some studies consider the enforcement system in general and others look at specific determinants of the enforcement system. Kothari (2000) argues that regardless of the disclosure standards that are introduced in a country, disclosure quality is not guaranteed. Disclosure quality is likely to suffer if shareholder protection is weak, if there no rigorous enforcement of accounting standards or if means to ensure compliance through shareholder litigation is not available. The author’s main point is that regulators should consider country-specific institutional factors and degree of law enforcement when making standard-setting decisions. Supporting this claim, Ball (2006) notes that disclosure quality is not only a factor of the accounting standards introduced but also a factor of the political and economic forces in a country. And therefore, high-quality standards will not always be reflected in high-quality reporting. Sometimes, it is the case that we attribute an improvement in reporting quality to the accounting standards implemented without recognizing that, and considering the reasons why firms in such countries already deliver high-quality ex-ante (Daske, Hail, Leuz, & Verdi, 2008). Daske et al. (2008) find that capital market benefits such as improvements in liquidity from IFRS adoption exhibit cross-sectional variations depending on the country’s institutional framework. In particular, the positive effects of IFRS are less pronounced for countries with weak legal enforcement regimes. Hope (2002) finds that analysts’ forecast accuracy is positively related to the degree of accounting standards enforcement in a country. The idea behind their conclusion is that the stronger the enforcement level, the more managers follow accounting standards thereby reducing the uncertainty faced by analysts about management estimates. The authors construct a measure of enforcement for each country taking into account five factors: audit spending, insider trading rules, judicial system efficiency, rule of law and degree of shareholder protection. 
Next, I look at each component of enforcement system separately. The first component of enforcement quality is the rule of law. Rule of law is defined by Kauffman (2010) as: “capturing perceptions of the extent to which agents have confidence in and abide by the rules of society, and in particular the quality of contract enforcement, property rights, the police, and the courts, as well as the likelihood of crime and violence”. La Porta et al. (1998) links it to the country’s law and order tradition and the degree to which individuals in its society care about it. The weaker the rule of law, the lower the disclosure quality (Hope, 2002). 
The second component of enforcement quality is the level of corruption. Political corruption refers to the undue exercise of public power and authority for the purpose of private gains (Aidt, 2003) (Warren, 2004). It is at the same time, an indication but also a source of weak institutional environment and a trustless interpersonal relationship (Shleifer & Vishny, 1993). Gu et al. (2017) suggest that audit firms exert greater audit effort the more corrupt culture the client has. Further, this incremental audit effort is associated with lower ex-post accounting fraud. Instead of a firm-level measure of corruption, Xu et al. (2018) use the local-level political corruption of the US state in which the client is located in. The authors argue that the local-level of corruption affects the auditor’s assessment of client risk. Confirming such expectations, their results show that when clients are located in more corrupt regions, there are higher audit fees, longer audit delays and more likelihood of auditors issuing going-concern opinions. Other literature has examined the economic consequences of corruption at the country-level (Blackburn, Forgues, & Felipe, 2007) (Campos, Lien, & Pradhan, 1999) (Mauro, 1998) (Li, Xu, & Zou, 2000). And others at the firm-level, but only about the firm’s decision-making process with no link to the external auditor’s behavior (Alexeev & Song, 2013) (Alm, Martinez-Vazquez, & McClellan, 2016) (Clarke & Xu, 2004) (Smith, 2016).
The third element of enforcement quality is investor protection availability. In the same way that shareholders are entitled to dividends, creditors are entitled to interest payments. Debt gives creditors, the outsiders, rights to for example, repossess collateral when the firm defaults (La Porta, Lopez-de-Silanes, Shleifer, & Vishny, 1998). These rights are put in place to protect investors and are critical when managers, the insiders, act on their own interest. Creditor or investor rights are of various forms and differ across countries. La Porta et al. (1998) compare investor protection laws and the quality of the related enforcement system for 49 countries. They attribute the significant variation in such variables to differences in legal origins. For example, in the United States, the United Kingdom and Austria which are common-law countries, investor protection is stronger. Weak investor protection leads to deficient financial reporting because companies do not have the same incentives when perceived or actual litigation costs are low than when they are higher (Burgstahler, Hail, & Leuz, 2006). In other words, Leuz et al. (2003) argue that investor protection plays a role in influencing managers’ (the insiders) incentives to manage reported earnings. Investor protection and efficiency of courts are important mechanisms to alter the reporting behavior through their impact on litigation costs (Bushman & Piotroski, 2006). Evidence shows that there is relatively little litigation in countries in Asia. For example, in Malaysia and Thailand no cases of legal actions in court against auditors have been reported (Sauudagaran & Diga, 2000).
The fourth component of enforcement quality is the auditing environment and degree of enforcement of accounting standards in a country. Existing proxies for enforcement quality in the extant literature relates to the country’s legal system, such as the rule of law by Kaufmann et al. (2010). This last component is important as it captures enforcement related to accounting standards specifically and has direct implications for auditors’ behavior and audit quality. Brown et al. (2014) suggest that the environment in which auditors perform an audit and the accounting enforcement have a direct impact on audit quality and financial reporting quality in general. One the one hand, accounting enforcement refers to the activities conducted by independent enforcement bodies to ensure compliance with accounting standards by firms (Brown, Preiato, & Tarca, 2014). Promoting the compliance with accounting standards reduced information asymmetry between managers and investors (Brown, Preiato, & Tarca, 2014). This is because financial statements based on accounting standards provide information of desirable quality that is useful for the users’ decision-making ((IASB), 2010). On the other hand, the audit environment is important because external auditors provide assurance to financial statement users regarding the quality of information reported by management in a context of information asymmetry. This so-called environment is influenced by mainly two factors which promote adequate audit practice and improve audit quality. The first one is the existence of auditing standards and regulations that incorporate the essential elements of the audit, which according to Mautz and Sharaf (1961) are: evidence, due care, fair presentation, independence and ethical conduct. The second factor is the implementation of monitoring and sanctioning mechanisms such as independent oversight bodies for auditors. Based on this, Andre et al. (2014) investigate the effect of IFRS on conditional conservatism for 16 European countries and the moderating effect of a country’s institutional environment. The results show that for countries with strong audit environment and enforcement of accounting standards, the decrease in conditional conservatism is less pronounced. To measure the quality of institutional environment the study makes use of the index by Brown et al. (2014). Their findings point to the importance of a lack of enforcement and the overall institutional environment has on financial reporting quality. 
In order to answer the research question of this paper, I need to establish a link between the above concepts and group audits. The main idea is that institutional factors related to the enforcement system of a country affect the incentives of market participants, which in this case are the auditors. When there is weak rule of law in the country in which the component is located, it is likely that the component auditor will perceive abiding laws as less important. When there are is a high level of political corruption, the component auditor’s independence and objectivity might be impaired due to undue influences from the client such as bribery. When there is weak shareholder protection, litigation costs are perceived as lower for component auditors lessening their incentives to exert adequate and sufficient audit effort. Finally, when the audit environment is lax and degree of accounting and auditing standards is low (such as when there is no independent regulatory body performing oversight activities of audit firms), the component auditor are less likely to deliver a high-quality audit. 

3. [bookmark: _Toc12213283][bookmark: _Toc12224007]Hypothesis development

The baseline analysis consists in the examining the association between component auditor use and audit quality. As presented by previous literature, component auditor use could have both beneficial and detrimental effects on audit quality. On the one hand, when multinational companies operate in multiple geographical locations, group audits necessitate the participation of other audit firms apart from the lead auditor. There are mainly two advantages of using a component auditor. Firstly, time and resource constrains would impede the lead auditor from performing the audit for the multiple components (Sunderland & Trompeter, 2017 ). Additionally, countries differ in their tax laws, accounting regulations, business customs, language and culture, etc. This means that engaging a local-licensed auditor can reduce labor costs through their local expertise and familiarity with the institutional environment of country where the subsidiary is located (Hanes, 2013). Secondly, the in-group/out-group psychology research which claims that there is a tendency for individuals to hold inherent biases against people perceived to be from outside their group (Nolder & Riley, 2014). Within the context of a group audit, the lead auditor might view the component auditor as an out-group and therefore increase their involvement by performing additional supervision and evaluation of the work of component auditors thereby improving audit quality. 
	On the other hand, the agency problem between the lead and component auditor might have a negative impact on group audit quality (Eisenhardt, 1989). This problem arises because there is a misalignment of incentives and information asymmetry between the two parties. Moreover, as the lead auditor bears the ultimate responsibility over the audit opinion of the group financial statements, perceived litigation risk by the component auditor is relatively lower. This could potentially result in lower effort by the component auditor translating into lower audit quality. Furthermore, the fact that the other participant firm is situated in a different country form the lead auditor can pose coordination and communication challenges due to time zone differences, language and cultural barriers, among others (Franzel, 2016). Also, component auditors who participate in a group audit but also serve local clients, might prioritize their local work leading to insufficient audit effort when auditing a component. Lastly, research has found that in practice, component auditors are not passive followers of instructions of lead auditors (Barrett, Cooper, & Jamal, 2005 ).
	As Burke et al. (2018) propose, advantages of using component auditors can be fulfilled if the work by component auditors is adequately supervised and evaluated by the lead auditor. On the contrary, without sufficient involvement from the part of the lead auditor, deficient audits can result from the lacking work of component auditors due to for example, coordination and communication challenges. In practice, we observe that inspections by regulatory bodies such as the PCAOB have confirmed this last prediction meaning complications related to the use of component auditors decrease the efficiency and quality of the group audit. In fact, the former PCAOB Chairman, James Doty, expressed his concern in a speech as follows:

“Our inspectors often see more than the principal auditor — or signing firm — does. In many cases principal auditors rely on high-level reports from subsidiary auditors. They often don't review the work papers of the other auditors. Our inspectors do. And they often find problems in that work. Inspectors have found obvious errors that could have, and should have, been picked up by the principal auditor if communication between the two auditors had been more robust. […] We intend to enhance our scrutiny of how principal auditors react to deficiencies in the work they refer to other auditors.” (Doty, Keynote Address: The Reliability, Role and Relevance of the Audit: A Turning Point, 2011)

 The first hypothesis is therefore the following:

H1a: there is a negative association between component auditor use and audit quality

Apart from whether there is participation of a component auditor or not, the Form AP provides additional information regarding the extent of component auditor involvement in the audit as a percentage of total audit hours. In order to make use of the most amount of information disclosed; I also investigate whether the extent of participation affects audit quality[footnoteRef:1]. Consistent with H1a, the greater the percentage of audit hours performed by the component auditor, the lower the audit quality:  [1:  This thesis acknowledges the fact that engagements differ not only in the percentage of hours conducted by component auditors but also in the number of component auditors employ. Nevertheless, I do not study the effect of the number of component auditors on audit quality because Burke et al. (2018) have shown that it has no effect on audit quality. ] 


H1b: there is a negative association between the extent of component auditor use and audit quality

For the main analysis, I need to establish a link between four elements of enforcement quality and group audits. The main idea is that institutional factors related to the enforcement system of a country affect the incentives of market participants, which in this case are the auditors. This paper therefore applies an incentive-based explanation to develop its main hypotheses. 
When there is weak rule of law in the country in which the component is located, it is likely that the component auditor will perceive being law-abiding as less important. In turn, this means that less caution is taken by the component auditor to follow relevant regulations and laws when performing the audit or less emphasis is put in whether the client firm is reporting in accordance with relevant standards. This translates into lower audit quality if the lead auditor does not fulfill its supervisory role adequately or does not exert sufficient effort when evaluating the work by the component auditor: 

 H2a: the predicted negative association between component auditor use and audit quality is more pronounced when the rule of law in the country in which the component auditor operates in is weak

When there are is a high level of political corruption, the component auditor’s independence and objectivity might be impaired due to undue influences from the client such as bribery. Operating in a country where corruption is present or even seen as the normal course of business, could incentivize auditors to behave in an inadequate way but perceived by themselves as acceptable. In such cases, the component auditor may have the incentive to go along with the client’s interests even when material misstatements have been detected. Consequently, there is lower group audit quality if the lead auditor does not involve himself as he should to correct this:

H2b: the predicted negative association between component auditor use and audit quality is more pronounced when the level of political corruption in the country in which the component auditor operates in is high

When there is weak investor protection, managers have the incentive to misrepresent the financial performance of the firm and conceal information from outsiders, the investors, for their personal interests (Leuz, Nanda, & Wysocki, 2003). For auditors, this means that litigation costs are perceived as lower if undetected misstatements result in losses for financial statement users.  As a result, the component auditor’s incentives to exert adequate and sufficient audit effort are lessened. Again, this means that lower audit quality is delivered if the lead auditor does not perform the necessary supervisory activities:

H2c: the predicted negative association between component auditor use and audit quality is more pronounced when shareholder protection in the country in which the component auditor operates in is weak

 Finally, when the degree of enforcement of accounting and auditing standards is low, both the client firm and component auditor are less likely to report in accordance with relevant standards. Further, when the audit working environment is lax, such as when there is no independent regulatory body performing oversight activities of audit firms, the component auditor is less incentivized to deliver an adequate level of quality. This implies that if the lead auditor does not properly evaluate the work conducted by the component auditor, audit quality could be negatively affected:

H2d: the predicted negative association between component auditor use and audit quality is more pronounced when the audit environment and degree of accounting enforcement in the country in which the component auditor operates in is weak

Behind each of the four versions of the second hypothesis, the reasoning starts from the incentives of the component auditor due to the institutional environment in the country he operates in, and the consequent behavior of the lead auditor when faced with such a situation.

4. [bookmark: _Toc12213284][bookmark: _Toc12224008]Sample selection

The sample consists of U.S. companies who file a Form AP with the PCAOB with audit reports dated after June 30, 2017. This gives a sample period that covers two fiscal years 2017-2018. Data is collected from two sources: the PCAOB AuditorSearch and Compustat. The PCAOB AuditorSearch contains information on each item of the Form AP (an example of the applicable section of this document is presented in Appendix A)[footnoteRef:2]. Specifically, I use this dataset to hand-collect the firm identity (CIK code), whether component auditors were used, the aggregate percentage of audit hours performed by all component auditors used (Item 4.1 and 4.2), the location of each component auditor per engagement per fiscal year (Item 4.1) and the percentage of hours performed by each component auditor (contributing more than five percent of total audit hours) per engagement per fiscal year (Item 4.1)[footnoteRef:3]. From Compustat, I obtained data required for the dependent and control variables. It is important to note that the two databases define fiscal years in a different way. The fiscal year in Compustat is the actual year of the fiscal period end if the fiscal period end was after the month of May. Otherwise, the fiscal year would be the year of the fiscal period end minus one. On the other hand, the PCAOB AuditorSearch database uses the actual fiscal period end date. Therefore, I redefined the fiscal year definition in the latter dataset to adjust it to that of Compustat. Then, I merged both datasets by CIK code and fiscal year. [2:  The Form AP has two important sections applicable to this paper: item 4.1 and 4.2. In item 4.1, the name, location and percentage of audit hours performed is disclosed for component auditors who conduct individually more than five percent of total audit hours. Item 4.2 contains the total number of other component audit firms performing less than five percent of total audit hours and the aggregate participation percentage. This means that the location and identity of the latter firms is unknown which is why for the main analysis of this paper, I will focus on item 4.1.]  [3:  An important assumption throughout this thesis is that the location of the component audit firm disclosed in the Form AP is the location in which the component (or subsidiary) operates in as well. ] 

Table 1 below presents the derivation of the sample for each hypothesis. I start off from the 3963 engagements with an audit report from June 30, 2017 obtained from the PCAOB AuditorSearch database. Next, I limit the sample to those engagements with a U.S. lead audit firm and in which there is undivided responsibility. Then, I remove observations with missing CIK codes or duplicates. Finally, following the merging of the two databases, I drop engagements with missing data on Compustat for the dependent or control variables. This results in a sample of 1109 engagements for hypothesis H1a. In particular, this sample consists of all engagements whether using a component auditor or not. For hypothesis H1b, I restrict the sample to those engagements that use at least one component auditor (irrespective of the percentage of contribution). This gives 844 engagements. For hypotheses H2a-H2d, I further limit the sample to engagements using at least one component auditor that individually performs more than five percent of total audit hours. Moreover, I remove engagements with U.S. components only. Lastly, for each of the four hypotheses, I drop those engagements with components in countries not included in the corresponding index. This returns a sample of 595 engagements for H2a and H2b; 451 engagements for H2c and 559 engagements for H2d. 

	Table 1

	Sample composition

	U.S. public issuers that filed a Form AP in PCAOB’s AuditorSearch database with an audit report between June 2017 and May 2019
	3963

	Less: Non-U.S. lead audit firm
	411

	Less: Engagements with divided responsibility
	31

	Less: Missing CIK or duplicates
	91

	Less: Missing data on Compustat for dependent and control variables
	2321

	Sample for H1a

	1109

	Less: Engagements not using at least one component audit firm 
	265

	Sample for H1b
	844

	
	

	Less: Engagements not using at least one component auditor performing individually more than 5% of total audit hours
	249

	Less: Engagements with only U.S. components
	0

	Less: Engagements with components in countries not included in the corresponding index 
	0/0/149/38

	Sample for H2a
	595

	Sample for H2b
	595

	Sample for H2c
	446

	Sample for H2d
	557



5. [bookmark: _Toc12213285][bookmark: _Toc12224009]Research design

5.1. [bookmark: _Toc12213286][bookmark: _Toc12224010]Dependent variable 

As a proxy for the dependent variable audit quality, I follow most existing literature and use the absolute value of discretionary accruals. Compared to the signed discretionary accruals, the unsigned measure provides merely, the existence of earnings management and not the direction of it (Hribar & Nichols, 2007). Discretionary accruals can be income-decreasing or -increasing however, the interest of this paper is to detect the presence of such accruals. Among the numerous accruals models, I apply both the modified Jones model proposed by Dechow et al. (1995) and the performance-matched discretionary accruals by Khotari et al. (2005). Dechow et al. (1995) amended the original Jones model by using cash revenues instead of revenues in the estimation of non-discretionary accruals. This avoids the concern regarding the possibility of revenues themselves being subject to earnings management in the test period. The calculation of absolute discretionary accruals according to the modified Joned model is as follows:

Step 1: calculate total accruals

	(1)

where  are total assets in ,  is the change in revenues from year  to  scaled by total assets and  is property, plant and equipment in year  scales by total assets. 

Step 2: estimate non-discretionary accruals

	(2)

where  are total assets in ,  is the change in revenues from year  to  scaled by total assets,   is the change in net receivables from year  to  scaled by total assets and  is property, plant and equipment in year  scaled by total assets. 

Step 3: calculate discretionary accruals

	(3)

	Despite the widely usage of this model by prior literature, it has been critized for creating bias and estimation errors in the calculation of discretionary accruals. Empirically, studies have shown that the modified Jones model is misspecified because of omitted correlated variables. This is especially the case for samples of firms which are skewed, meaning with extreme financial performance (Keung & Shih, 2014). This sort of sample is not uncommon when examining the presence of earnings management as firms with extremely low (high) earnings levels have the incentive to manage earnings upwards (downwards). To address this issue, Khotari et al. (2005) propose a performance-matching procedure which essentially involves controlling for performance in the estimation of non-discretionary accruals. Their argument is that financial performance can be regarded as an omitted correlated variable in accrual models. Basically, this model adds lagged return on assets and an intercept to the non-discretionary accruals equation:

	(4)

where  is lagged return on assets.
Both models, despite their prevalence, have widely accepted limitations. The performance-matched model by Khotari et al. (2005) although mitigating misspecification, suffers from low test power and a high frequency of Type II errors (Dechow, Hutton, Kim, & Sloan, 2012). This implies that when employing discretionary accruals as a dependent variable, coefficients of interest may be biased towards zero.  In all accrual models, the difficulty lies in isolating the non-discretionary or normal portion from total accruals (Stubben, 2010). Since there is not a perfect model to estimate discretionary accruals, I employ both models[footnoteRef:4]. A higher value of this variable indicates lower audit quality. [4:  There are various alternative measures of audit quality that have been widely used in prior research, which include: propensity to issue a going-concern opinion (Carey & Simnett, 2006; DeFond, Raghunandan, & Subramanyam, Do Non–Audit Service Fees Impair Auditor Independence? Evidence from Going Concern Audit Opinions, 2002) or restatements (Aobdia, 2018; DeFond & Zhang, A review of archival auditing research, 2014). Nevertheless, this paper does not consider these measures because of sample size limitations. For the first measure, the sample would have to be further reduced to financially distressed firms. For the second measure, it takes around two fiscal years for restatements to be issued which would limit both the sample period and sample size.] 


5.2. [bookmark: _Toc12213287][bookmark: _Toc12224011]Baseline analysis

To test hypothesis H1a, the baseline specification is the following:

  (5)

where  refers to the absolute value of discretionary accruals as explained earlier, and the variable of interest  is a dummy variable equal to one if the engagement uses at least one component auditor and zero otherwise (irrespective of percentage of participation). In accordance with hypothesis H1a, the prediction is that the coefficient of interest  is positive and significant indicating lower audit quality when a component auditor is involved. A set of control variables reflecting firm characteristics such as size, complexity and financial performance and other common control variables are included. To control for firm size and complexity, I use  which represents the natural logarithm of total assets (Carson, Simnett, Vanstraelen, & Trompeter, 2016);  which represents the issuer’s business segments (Burke, Hoitash, & Hoitash, The use and characteristics of component auditors: Implications from U.S. Form AP filings , 2018 );  which represents the issuer’s geographic segments (Burke, Hoitash, & Hoitash, The use and characteristics of component auditors: Implications from U.S. Form AP filings , 2018 );  which equals one if the issuer has nonzero pretax foreign income and zero otherwise (Burke, Hoitash, & Hoitash, The use and characteristics of component auditors: Implications from U.S. Form AP filings , 2018 )and meaning the foreign revenue scaled by total revenue (Dee, Lulseged, Zhang, & Tianming, 2015). To control for financial performance, I add the following variables:  which is the ratio of total liabilities and total assets (Carson, Simnett, Vanstraelen, & Trompeter, 2016);  which is an indicator variable equal to one if the issuer reported a loss and zero otherwise (Dee, Lulseged, Zhang, & Tianming, 2015);  is the issuer’s return on asset (Carson, Simnett, Thurheimer, Vanstraelen, & Trompeter, 2018); ln is the logarithm of market to book ratio at year end (Dee, Lulseged, Zhang, & Tianming, 2015);  refers to the growth in sales compared to the previous year (Carson, Simnett, Vanstraelen, & Trompeter, 2016); and  is the volatility in sales over the past three years (Dee, Lulseged, Zhang, & Tianming, 2015). In addition, I include an indicator variable in case the lead auditor is a Big4 audit firm since the sample includes mid-sized audit firms (BDO and Grant Thornton) as well and a variable reflecting the age of the issuer (). Finally, I include two-digit SIC industry and year fixed effects. This same set of control variables will be included in the rest of the regression models for the remaining hypotheses. However, recognizing the potential case in which a firm may have components which are not audited by foreign auditors but rather the lead auditors, I include in regression (5) only, an additional control variable . This variable equals one if the firm’s foreign pretax income is positive and the   variable is zero. I assume in this case that a positive foreign pretax income implies that a firm has foreign subsidiaries and that because no component auditor information is disclosed in the Form AP, that the lead auditor audits these components. A detailed description of all variables is presented in Appendix B. 
	To test H1b, I change the variable of interest to test whether the extent of work, in terms of total percentage of hours, conducted by the component auditor affects the dependent variable:

    (6)

where  refers to the absolute value of discretionary accruals;   is the aggregate percentage of audit hours performed by component auditors irrespective of extent of involvement and  is the aggregate percentage of audit hours performed by component auditors who individually contribute more than five percent of total audit hours. Important to note is that the information disclosed in the Form AP measures involvement in terms of percentage of total audit hours and it is presented either as a range or an exact amount. For example, a component auditor could have performed between 5-10%, 15-20% or 24% of total hours. In order to compute the variables of interest  and , in the cases that a range is reported, I take the midpoint. Moreover, since more than one component auditor might be involved, and  represent the sum of percentages of participation of each audit firm.  I expect the coefficients of interest  and  to be positive and significant implying that the more hours performed by the component auditor, the lower the overall audit quality. The same set of control variables as model (5) is used.

5.3. [bookmark: _Toc12213288][bookmark: _Toc12224012]Main analysis

	For the main analysis, I restrict the sample to those engagements that employ at least one component auditor contributing individually more than five percent of total audit hours. Next, I run four different regressions to investigate the effect of each element of enforcement quality. The first one tests hypothesis H2a:

  (7)

where  refers to the absolute value of discretionary accruals, and  ( ) indicates the total percentage of hours conducted in a country with high (low)  rule of law. To account for the rule of law, I follow Burke et al. (2018) and use the measure provided the Worldwide Governance Indicators (WGI) project (Kaufmann, Kraay, & Mastruzzi, 2010). The WGI project considers six dimensions of governance from the year 1996 onwards and covers over 200 countries: voice and accountability, political stability and absence of violence, government effectiveness, regulatory quality, rule of law and control of corruption (WGI, n.d.). The database is created based on information compiled from over thirty data sources if four different types: household and firm surveys, commercial business information providers, non-governmental organizations and public sector organizations in each country (WGI, n.d.). The rule of law index used in this paper captures the degree to which individuals in the society have confidence in and comply with the rules and laws as well as the quality of contract enforcement, property rights, the police, the court and likelihood of crimes and violence. The measure ranges from -2.5 to 2.5. The variable of interest is  and in accordance with hypothesis H2a, I expect the coefficient  to be significantly positive. The control variables are the same as in the baseline analysis models. 
To test hypothesis H2b, I use the following model:

  (8)

where  refers to the absolute value of discretionary accruals, and  ( ) indicates the total percentage of hours conducted in a country with high (low)  corruption level. As a proxy for level of political corruption, I use again the WGI project measure for control of corruption. Control of corruption is defined as “capturing perceptions of the extent to which public power is exercised for private gain, including both petty and grand forms of corruption, as well as "capture" of the state by elites and private interests” (Kaufmann, Kraay, & Mastruzzi, 2010). In this case, the focus lies in the variable  where the expected coefficient  is significantly positive. This would imply that the higher the level of political corruption, the lower the audit quality represented by higher discretionary accruals. The set of control variables are identical to the ones in the baseline models. 
	To test hypothesis H2c, I run the following regression:

  (9)

where  refers to the absolute value of discretionary accruals, and  ( ) indicates the total percentage of hours conducted in a country with high (low)  investor protection availability. As a proxy of investor protection, I employ the same method as Hung (2000) using the measure by La Porta et al. (1998). La Porta et al. (1998) use creditor rights, for example the capacity to repossess collateral in case of default, to represent investor protection. The authors create an index of investor protection taking into account five different forms of creditor rights: the existence of an automatic stay on the assets, the assurance of right to collateral in reorganization to secured creditors, the possibility for management to seek protection unilaterally by filing for reorganization, the possibility to replace management by the court or creditors during the reorganization process and the existence of a legal reserve requirement (La Porta, Lopez-de-Silanes, Shleifer, & Vishny, 1998). Firstly, an automatic stay on assets prevents secured creditors from repossessing collateral immediately at the moment of default without waiting for the completion of the reorganization process. This protects management by avoiding the automatic liquidation of the company. The second creditor right refers to the circumstances in which the secured investor does not have priority over other parties to get repaid. Thirdly, management can initiate a reorganization procedure without the consent of investors, delaying the demands of collateral form investors. Fourthly, management may face the threat of being dismissed by creditors or the court during the reorganization process or may be allowed to remain in their position until its completion. Finally, the legal reserve requirement demands firms to maintain a level of capital to prevent an automatic liquidation. The investor protection index aggregates these five different creditor rights and covers 49 countries from Europe, North and South America, Africa, Asia and Australia to construct the investor protection index. This index is constructed by adding 1 for the presence of each of the 5 creditor rights and ranges from zero to four. The coefficient of interest is  on the variable , and it is expected to be positive and significant. The control variables again are the same as in equations (5) and (6). 
Finally, to test the hypothesis H2d, I employ the following model:

  (10)

where  refers to the absolute value of discretionary accruals, and  ( ) indicates the total percentage of hours conducted in a country with high (low)  accounting enforcement and strict (lax) audit environment. To measure audit environment and enforcement of accounting and auditing standards, I follow Andre et al. (2011) and use the index constructed by Brown et al. (2014). The index captures two items: the environment in which auditors conduct the audit (called AUDIT) and the activities performed by independent enforcement bodies to ensure the compliance with accounting standards by firms (called ENFORCE). Data used to generate this index was retrieved from extensive surveys conducted by the International Federation of Accountants (IFAC) and completed by member bodies of 51 different countries. This paper uses the 2005 index. To measure AUDIT, 9 items are included which relate to licensing of auditors, training and oversight requirements, level of audit fees and litigation risk.  For ENFORCE, 7 items are included which focus on the presence of national regulatory bodies and their activities regarding the review and monitoring of financial statements as well as the sanctioning in cases of non-compliance with accounting standards. Each item can receive a score from zero to two. For AUDIT, seven items receive 0 or 2 and the remaining two items receive a 0, 1 or 2 as there are more details available. For ENFORCE, four items receive 0 or 2 and the other two items receive 0, 1 or 2. In general, items receive a weight of one, two or three depending on their importance to explain the quality of the audit environment and degree of accounting enforcement. The final score then is an aggregation of the overall score in the AUDIT and ENFORCE section for each country which ranges from 4 to 56. In equation (10), I am interested in the variable  where the coefficient is expected to be significant and positive. The set of control variables are the same as in the baseline models.
It is important to note that an engagement can involve multiple component auditors. This means that it is possible that a certain portion of the audit is conducted in a country with high rule of law and another portion in a country with low rule of law. Since the Form AP provides the percentage of audit hours conducted by each component auditor, this specifications will allow to separate the percentage of total audit hours in the following way: for example, when total audit hours performed by component auditors is thirty percent, twenty percent would be classified as high () and ten percent as low ()[footnoteRef:5]. Therefore, the variables HIGHRULELAW, LOWRULELAW, HIGHCORRUPTION, LOWCORRUPTION, HIGHINVESTOR, LOWINVESTOR, HIGHAUDIT and LOWAUDIT are not dummy variables but actually represent the percentage of audit hours conducted by component auditors in a country with high rule of law, low rule of law and so on.  [5:  In Appendix C the scores of the four different indexes employed in this paper along with the respective median scores are presented for each country in the sample.
] 


6. [bookmark: _Toc12213289][bookmark: _Toc12224013]Empirical results

6.1. [bookmark: _Toc12213290][bookmark: _Toc12224014]Descriptive statistics

Table 2 presents the summary statistics for the dependent, test and control variables. From this table it is interesting to note that from the baseline sample (H1a sample) of 1109 firms, 74.5 percent of engagements employ at least one component auditor (irrespective of percentage of participation). Also, it is important to highlight that from this baseline sample, 16 percent of engagements do not use component auditors but have positive pretax foreign income. Following the previously stated assumption, this means that for these firms, the lead audit firm audits the foreign components. Further, I observe that from the 844 engagements using at least one component auditor (H1b sample), the mean (median) percentage of total audit hours performed by component auditors is 20.3 (15.0) percent. And from these 844 engagements, 595 use at least one component auditor who contributes individually more than five percent of total audit hours. 
In the sample used to test H2a, the data indicates that 7.5 (13.6) percent of total component audit hours are conducted in low (high) rule of law countries. In the case of the H2b sample, I see that 7.5 (13.6) percent of total component audit hours are conducted in high (low) corruption level countries. For the H2c sample, 9.2 (9.4) percent of total component audit hours are performed in low (high) investor protection availability countries. Finally, to what concerns the H2d sample, 5.1 (15.5) percent of total component audit hours are carried out in low (high) audit environment and accounting enforcement countries. 
Regarding the dependent variables, the level of discretionary accruals according to the modified Jones (performance-matched) model has a mean of 0.18 (0.17). This shows that both accrual models behave in a similar manner. Lastly, in relation to the control variables, descriptives for the baseline sample of 1109 engagements display a sample of firms with numerous business and geographic segments, where 27 percent report a loss, with 11 percent of sales growth at year-end, with a mean value of return on assets of 0.01 and an average age of 38 years. Moreover, 75 percent of engagements engage a Big4 audit firm as the lead audit firm. All continuous variables are winsorized at the 1st and 99th percentile.

	Table 2

	Summary statistics

	Variable name
	N
	Mean
	Median
	Std. Dev.
	25th percentile
	75th percentile

	Dependent variables
	
	
	
	
	
	

	ADACC
	1109
	0.187
	0.131
	0.198
	0.062
	0.263

	APERFDACC
	1109
	0.173
	0.133
	0.190
	0.072
	0.210

	Test variables
	
	
	
	
	
	

	COMPONENT
	1109
	0.745
	1.000
	0.436
	0.000
	1.000

	%COMPONENT
	844
	20.285
	15.000
	16.793
	7.500
	30.000

	HIGHRULELAW
	595
	13.567
	15.000
	11.100
	7.500
	15.000

	LOWRULELAW
	595
	7.505
	0.000
	11.704
	0.000
	15.000

	HIGHCORRUPTION
	595
	7.5129
	0.000
	11.627
	0.000
	15.000

	LOWCORRUPTION
	595
	13.583
	15.000
	11.006
	7.500
	15.000

	HIGHINVESTOR
	446
	9.444
	7.500
	9.450
	0.000
	15.000

	LOWINVESTOR
	446
	9.226
	7.500
	10.565
	0.000
	15.000

	HIGHAUDIT
	557
	15.537
	15.000
	11.369
	7.500
	22.500

	LOWAUDIT
	557
	5.087
	0.000
	10.264
	0.000
	7.500

	Control variables
	
	
	
	
	
	

	%COMPONENT5
	595
	21.126
	15.000
	13.226
	7.500
	30.000

	SIZE
	1109
	7.299
	7.351
	2.029
	5.952
	8.582

	BUSSEG
	1109
	6.186
	5.000
	3.417
	4.000
	8.000

	GEOSEG
	1109
	3.815
	3.000
	2.814
	2.000
	5.000

	FOREIGN
	1109
	0.873
	1.000
	0.333
	1.000
	1.000

	USAUDITOR
	1109
	0.158
	0.000
	0.365
	0.000
	0.000

	FOREIGNREV
	1109
	0.028
	0.018
	0.103
	0.001
	0.062

	LEVERAGE
	1109
	0.514
	0.513
	0.206
	0.368
	0.658

	LOSS
	1109
	0.275
	0.000
	0.447
	0.000
	1.000

	ROA
	1109
	0.012
	0.041
	0.156
	-0.003
	0.079

	lnMTB
	1109
	1.091
	1.051
	0.905
	0.468
	1.601

	GROWTH
	1109
	0.112
	0.0717
	0.272
	0.008
	0.157

	SALESVOL
	1109
	530.1525
	112.5928
	1258.695
	27.193
	375.324

	AGE
	1109
	38.127
	32.000
	16.395
	25.000
	51.000

	BIG4
	1109
	0.749
	1.000
	0.433
	0.000
	1.000

	USONLY
	595
	0.000
	0.000
	0.000
	0.000
	0.000

	Table 2 presents the summary statistics of the dependent variables, the test variables and the control variables used to test hypotheses H1a-H2d. All continuous variables are winsorized at the 1st and 99th percentile to address the effects of outliers. A detailed definition of each variables is provided in Appendix B.




Next, I focus on the baseline sample of 1109 engagements and divide it between those using a component auditor (844 observations) and those that do not (265 observations). The purpose of this is to look at whether there are any differences in characteristics between firms in each group. Difference in means for the dependent and control variables are displayed in Table 3. First, engagements without a component auditor present a higher level of discretionary accruals irrespective of the accrual model used (p-value=0.01, p-value=0.002). Second, firms with a component auditor are bigger in size, operate in more business and geographic segments, are more likely to have positive foreign pretax income, and have higher levels of foreign revenue. Third, firms using a component auditor report higher level of leverage but are less likely to report a loss. They also perform better in terms of return on assets but experience higher sales volatility. Fourth, these firms are older in age and more likely to employ a Big4 audit firm as lead auditor. Lastly, between the two groups there are no significant differences in terms of market-to-book ratios (p-value=0.82) and growth levels (p-value=0.60).

	Table 3

	Summary statistics 

	Variable name
	Engagements without a component auditor
(n=265)
	Engagements with a component auditor
(n=844)
	Difference in means

	Dependent variables
	Mean
	Std. Dev.
	Mean
	Std. Dev.
	Difference
	P-value

	ADACC (mod. Jones)
	0.215
	0.268
	0.171
	0.165
	0.044
	0.0117

	ADACC (perf.-matched)
	0.213
	0.277
	0.157
	0.152
	0.056
	0.0019

	Control variables
	
	
	
	
	
	

	SIZE
	6.259
	0.128
	7.625
	0.065
	-1.365
	0.0000

	BUSSEG
	4.423
	2.522
	6.899
	3.502
	-2.477
	0.0000

	GEOSEG
	2.279
	1.844
	4.413
	2.936
	-2.134
	0.0000

	FOREIGN
	0.660
	0.474
	0.948
	0.948
	-0.287
	0.0000

	FOREIGNREV
	-0.007
	0.006
	0.040
	0.003
	-0.046
	0.0000

	LEVERAGE
	0.484
	0.013
	0.524
	0.007
	-0.040
	0.0081

	LOSS
	0.385
	0.487
	0.219
	0.414
	0.166
	0.0000

	ROA
	-0.042
	0.014
	0.029
	0.004
	-0.071
	0.0000

	lnMTB
	1.079
	0.063
	1.095
	0.865
	-0.016
	0.8169

	GROWTH
	0.121
	0.021
	0.109
	0.243
	0.012
	0.6059

	SALESVOL
	247.841
	645.962
	618.793
	1385.191
	-370.952
	0.0000

	AGE
	32.140
	13.658
	40.573
	16.710
	-8.434
	0.0000

	BIG4
	0.630
	0.484
	0.798
	0.401
	-0.168
	0.0000

	Table 3 presents the summary statistics of the dependent variables and the control variables used to test hypotheses H1a-H2d. Engagements are separated in two groups: those using at least one component auditor and those which do not use one. The third column shows the difference in means between the two groups for each variable. The p-value indicates whether engagements are significantly different in terms of each characteristic (variable). All continuous variables are winsorized at the 1st and 99th percentile to address the effects of outliers. A detailed definition of each variables is provided in Appendix B.




Figure 1 below shows the countries in which component auditors perform more than five percent of total audit hours in the 595 sample engagements (part of H1b sample).  For the 57 countries included, the percentage of engagements per country are illustrated. As presented, the United Kingdom appears in 30 percent of the engagements, followed by countries like Germany (20 percent) and China (15 percent). In general, there is no specific pattern in which subsidiaries are located, but rather they are scattered across the world. However, it can be observed that in Africa, there are only three countries (Algeria, South Africa and Zimbabwe) included. 
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Figure 1
For the H2a sample, composed by engagements with at least one component auditor performing individually more than five percent of audit hours, a distribution of sample countries is presented in Figure 2 panel A. The same 57 countries as in Figure 1 are shown, but in addition, are classified into either high or low rule of law countries. From this panel, I highlight the fact that most European countries, North American countries, Australia, New Zealand, a few countries in Asia (South Korea, Japan, Taiwan and Singapore) and only one country in Central/South America (Chile) score above the median in the Rule of Law index. Panel B consists of the percentage of engagements in which each country appears in. In this case since the sample illustrated is the same one as in Figure 1, and the countries in which components are most often situated are the United Kingdom (30 percent), Germany (19 percent), China (15 percent), Brazil (9 percent), France (8 percent) and Ireland (8 percent). From these countries, only China and Brazil belong to the low rule of law group. 
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Figure 2

	
Next, I show in Figure 3 panel A the distribution of the 57 countries which are included in engagements of the sample H2b and the corresponding classification according to the Corruption level index. In this case the interest is in the high corruption countries, which are concentrated in Central/South America, Africa, Southern Europe (except for Portugal), the Middle East (except for Israel) and most Asian countries (except for Japan, Taiwan and Singapore). In panel B, just like in Figure 2, the percentage of engagements per country are the same as in Figure 1. Again, from the most frequently observed countries, China (15 percent) and Brazil (8.5) are the only ones with high corruption levels.

[image: ]
[image: ]
Figure 3

	
Figure 4 panel A represents the distribution of the 37 countries which are part of the H2c sample of 446 engagements and their classification according to the investor protection level. The La Porta et al. (1998) index covers substantially less amount of countries and unlike the previous two indexes, there not such a clear pattern along which countries are classified as either low or high investor protection level. Countries like the United Kingdom, Germany, Denmark or Singapore but also India, Indonesia, Pakistan, Zimbabwe have high investor protection availability. And countries such as Canada, Sweden, Norway, the Netherlands or Australia which could be expected to score high in such an index, exhibit low investor protection availability. In panel B, for this sample as well, the United Kingdom is present in 34 percent of the engagements, followed by Germany (19 percent), Ireland (10 percent) and then France (9 percent) and Brazil (8 percent). In this case, the first two countries report low levels of investor protection while in the latter three, the opposite holds.
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Figure 4


	Figure 5 illustrates data related to the 40 countries in the H2d sample. In panel A, it can be observed that most European countries, North American countries, Australia, New Zealand and a few Asian countries (such as Hong Kong, South Korea, Japan, China and Singapore) score high in the audit environment and accounting enforcement index. Below in panel B, the figure indicates that the United Kingdom ranks first again in terms of percentage of engagements (31 percent). Germany and China follow next with 21 and 15 percent respectively and then France, Ireland and Brazil with 8.5 percent each. All these are countries that have strict audit environments and strong accounting enforcement except for Brazil.

[image: ]
[image: ]
Figure 5


Regarding the selection of countries in the sample of this paper and the four indexes employed, it is worth noting that in general, the two WGI indexes of Rule of law and Corruption level and the Audit and accounting enforcement index by Brow et al. (2014) move in the same direction for most countries. In other words, if a country scores above the median in the two WGI indexes, it would do so as well in the Brown et al. (2014) index. However, the Investor protection level index by La Porta et. Al (1998) does not seem to follow the same pattern. For example, countries like Australia, Canada, Switzerland, France, Ireland, Japan, Norway, the Netherland and Sweden which score high in the remaining three indexes, have low investor protection level. In the same way, countries like South Africa, Zimbabwe, Thailand, Pakistan, Indonesia and India which score low in the remaining three indexes, have high investor availability. One could argue that in the case of investor protection, when the legal and other aspects of enforcement system work well in a country, there is less need to protect investors/creditors. In the contrary, in the opposite case, investors/creditors need the protection in cases of debtor defaults for example. A detailed overview of the scores for each country in each index is provided in Appendix C.

6.2. [bookmark: _Toc12213291][bookmark: _Toc12224015]Baseline analysis results

The estimation result of the regression (5) is reported in Table 4. Colum (1) uses the modified Jones model's absolute value of discretionary accruals while column (2) uses the performance-matched absolute value of discretionary accruals. In both equations, contrary to my expectation, the coefficient on the variable COMPONENT is insignificant. This implies that the use of component auditors is not associated with higher or lower absolute discretionary accruals and therefore, audit quality. Such results are consistent with Burke et al. (2018) who use the performance-matched accruals model. However, they contradict the findings by Dee et al. (2015) who find a negative association between component auditor use and audit quality. A potential explanation for such difference is that Dee et al. (2015) employ a very unique and limited sample of firms who were required to disclose the participation of other audit firms only if such firm did not act as a principal auditor for any SEC issuer. This group of firms could differ substantially from the sample of this paper. Further, the results are not in line with the conclusions reached by Carson et al. (2016) and Glover and Wood (2014) either. These papers find a positive association between audit quality and component auditor use. Nevertheless, the paper by Carson et al. (2016) studies the effect of the revised ISA 600 and results reflect the effect of such regulation, different from the question studied in this paper. Regarding Glover and Wood (2014), their assumption lies in the fact that consolidated U.S. entities employ component audit firms while non-consolidated entities do not and was prior to the release of the data in the Form AP. Since there is no association found between component auditor use and audit quality, it is not surprising to find that the coefficient on the USAUDITOR variable is not significant either. This means that engagements with foreign operations but not employing a component audit firm do not tend to report higher or lower discretionary accruals.
With respect to the control variables, both models coincide in that firms which are larger in size, have foreign operations and revenues, perform better financially in terms of return on assets and exhibit higher growth tend to report higher discretionary accruals. Specific to the modified Jones model, reporting a loss, higher leverage and larger sales volatility is associated with higher values of discretionary accruals. Interestingly, but in line with Burke et al. (2018), the fact that the lead auditor is a Big4 firm does not influence audit quality, nor does the age of the issuing firm and its number of segments (either business or geographic). It is worth noting that the two accrual models behave in a similar manner in most variables but the modified Jones model reflects a higher adjusted R-squared. 

	 Table 4

	H1a- Component auditor use and audit quality

	
	(1)
	(2)

	
	ADACC (mod. Jones)
	ADACC (perf.-matched)

	COMPONENT
	0.020
(0.60)
	0.014
(0.41)

	USAUDITOR
	0.021
(0.56)
	0.039
(1.06)

	SIZE
	-0.023
(-4.68)***
	-0.016
(-3.16)***

	BUSSEG
	-0.003
(-0.77)
	-0.001
(-0.20)

	GEOSEG
	0.004
(0.89)
	-0.001
(-0.26)

	FOREIGN
	-0.053
(-1.87)*
	-0.056
(-1.98)**

	FOREIGNREV
	0.116
(1.91)*
	0.105
(1.74)*

	LEVERAGE
	0.127
(3.84)***
	0.052
(1.58)

	LOSS
	0.067
(3.83)***
	0.028
(1.60)

	ROA
	0.167
(3.28)***
	0.129
(2.56)**

	lnMTB
	0.007
(0.99)
	0.017
(2.48)**

	GROWTH
	0.124
(6.00)***
	0.226
(10.97)***

	SALESVOL
	0.000
(1.77)*
	0.000
(1.51)

	AGE
	0.000
(0.06)
	-0.001
(-1.90)*

	BIG4
	0.023
(1.35)
	-0.000
(-0.01)

	Constant
	0.437
(2.43)**
	0.306
(1.71)*

	Industry Fixed Effects
	Yes
	Yes

	Year Fixed Effects
	Yes
	Yes

	Observations
	1,109
	1,109

	Pseudo/Adjusted 
	0.207
	0.181

	***, ** and * represent two-tailed significance levels of 1, 5 and 10 percent respectively. 
This table shows the regression results which test hypothesis H1a. Column (1) uses the modified Jones absolute value of discretionary accruals by Dechow et al. (1995) as the dependent variable. Column (2) uses the performance-matched absolute value of discretionary accruals by Khotari et al. (2005) as the dependent variable. All variables included are defined in Appendix B. T-statistics are presented in parentheses. All regressions include two-digit SIC code industry and year fixed effects.


Next, I examine the results from regression (6) which concern the extent of use rather than the mere use of component auditors. As before, column (1) in table 5 employs the modified Jones discretionary accruals as the dependent variable and in column (2), the performance-matched discretionary accruals are employed. In both cases, the percentage of audit hours conducted by component auditors is not associated with audit quality. This is against what was hypothesized in hypothesis H1b. Such findings are in line with Burke et al. (2018) when they use discretionary accruals as a measure of audit quality. However, when they employ restatements as the dependent variable, they find a negative association between audit quality and extent of involvement of component auditors which does not follow the results of this paper. This probably means that the problem might lie in the choice of proxy for audit quality. Another paper that studies the percentage of participation of component auditors is Carson et al. (2018) who find lower audit quality (measured in terms of discretionary accruals) the higher the audit hours performed by component auditors. Although their results differ from this paper’s, Carson et al. (2018) focus on the Australian setting which might not generalize to other countries. 

	Table 5

	H1b- Extent of component auditor use and audit quality

	
	(1)
	(2)

	
	ADACC (mod. Jones)
	ADACC (perf.-matched)

	%COMPONENT
	-0.001
(-0.71)
	-0.001
(-0.92)

	%COMPONENT5
	0.001
(0.69)
	0.000
(0.37)

	SIZE
	-0.018
(-3.71)***
	-0.008
(-1.70)*

	BUSSEG
	-0.003
(-0.87)
	-0.000
(-0.16)

	GEOSEG
	0.003
(0.96)
	-0.001
(-0.17)

	FOREIGN
	-0.061
(-2.56)**
	-0.072
(-3.09)***

	FOREIGNREV
	0.169
(2.56)**
	0.160
(2.49)**

	LEVERAGE
	0.125
(3.68)***
	0.031
(0.95)

	LOSS
	0.069
(3.97)***
	0.014
(0.83)

	ROA
	0.088
(1.32)
	-0.025
(-0.39)

	lnMTB
	-0.003
(-0.35)
	0.011
(1.59)

	GROWTH
	0.086
(3.60)***
	0.203
(8.67)***

	SALESVOL
	0.000
(1.83)*
	0.000
(1.11)

	AGE
	-0.000
(-0.10)
	-0.001
(-2.08)**

	BIG4
	0.022
(1.34)
	-0.008
(-0.48)

	Constant
	0.469
(3.17)***
	0.346
(2.41)**

	Industry Fixed Effects
	Yes
	Yes

	Year Fixed Effects
	Yes
	Yes

	Observations
	844
	844

	Pseudo/Adjusted 
	0.259
	0.177

	***, ** and * represent two-tailed significance levels of 1, 5 and 10 percent respectively. 
This table shows the regression results which test hypothesis H1b. Column (1) uses the modified Jones absolute value of discretionary accruals by Dechow et al. (1995) as the dependent variable. Column (2) uses the performance-matched absolute value of discretionary accruals by Khotari et al. (2005) as the dependent variable. All variables included are defined in Appendix B. T-statistics are presented in parentheses. All regressions include two-digit SIC code industry and year fixed effects.





6.3. [bookmark: _Toc12213292][bookmark: _Toc12224016]Main analysis results

Moving on to the main analysis of this paper, I report in Table 6 the estimation of the regression (7). In column (1) the coefficients on HIGHRULELAW and LOWRULELAW are both insignificant. In other words, the fact that a component audit firm is situated in a country with high or low rule of law is not associated with the reported discretionary accruals in accordance with the modified Jones model. Interestingly, in column (2) results indicate that the higher the percentage of audit hours carried out in a country with low rule of law, the lower the performance-matched discretionary accruals. However, being located in a high rule of law country does not have an effect on audit quality. This is surprising because it differs from what was found in column (1) and it goes against what was hypothesized in H2a. However, one could interpret this finding as a potential additional effort from the part of the lead auditor when being involved with component auditors who are situated in countries with weak institutions. Nevertheless, this was only consistent with one accrual model and economic significance of the coefficient is rather weak. 

	Table 6

	H2a- Rule of Law and audit quality

	
	(1)
	(2)

	
	ADACC (mod. Jones)
	ADACC (perf.-matched)

	HIGHRULELAW
	0.000
(0.73)
	0.000
(0.26)

	LOWRULELAW
	-0.000
(0.98)
	-0.002
(-2.74)***

	SIZE
	-0.015
(-2.80)***
	-0.002
(-0.37)

	BUSSEG
	-0.001
(-0.27)
	-0.000
(-0.03)

	GEOSEG
	0.004
(0.77)
	0.001
(0.32)

	FOREIGN
	-0.050
(-0.80)
	-0.085
(-2.79)***

	FOREIGNREV
	0.124
(1.06)
	0.077
(0.88)

	LEVERAGE
	0.095
(1.71)*
	0.020
(0.48)

	LOSS
	0.062
(2.93)***
	0.012
(0.64)

	ROA
	-0.120
(-0.92)
	-0.233
(-2.75)***

	lnMTB
	-0.003
(-0.28)
	0.010
(1.18)

	GROWTH
	0.038
(0.45)
	0.187
(5.75)***

	SALESVOL
	0.000
(2.17)**
	0.000
(0.42)

	AGE
	-0.000
(-0.17)
	-0.001
(-2.35)**

	BIG4
	0.024
(1.08)
	-0.013
(-0.68)

	Constant
	0.114
(1.53)
	0.195
(1.41)

	Industry Fixed Effects
	Yes
	Yes

	Year Fixed Effects
	Yes
	Yes

	Observations
	595
	595

	Pseudo/Adjusted 
	0.204
	0.133

	***, ** and * represent two-tailed significance levels of 1, 5 and 10 percent respectively. 
This table shows the regression results which test hypothesis H2a. Column (1) uses the modified Jones absolute value of discretionary accruals by Dechow et al. (1995) as the dependent variable. Column (2) uses the performance-matched absolute value of discretionary accruals by Khotari et al. (2005) as the dependent variable. All variables included are defined in Appendix B. T-statistics are presented in parentheses. All regressions include two-digit SIC code industry and year fixed effects.




In Table 7, the test results of hypothesis H2b corresponding to regression (8) are reported. Column (1) which uses the modified Jones discretionary accruals as dependent variable exhibits insignificant coefficients on the variables of interest HIGHCORRUPTION and LOWCORRUPTION. Differently, when using the performance-matched discretionary accruals, column (2) shows a negative coefficient on HIGHCORRUPTION and significant at the 5% level. Similar to the case of rule of law, this finding contradicts what was hypothesized in H2b in terms of the direction of the effect. Results in this case are indicative of a positive association between extent of audit hours performed in countries with high corruption and audit quality. The same interpretation as in the case of rule of law can be applied, which is that lead auditors might find the need to be more involved in the supervision and evaluation of the work conducted by component auditors when they are located in countries with high corruption levels. The fact that results are similar to the ones in Table 6 could be attributed to the same index (from WGI) being used in both cases meaning same group of countries and number of engagements. 

	Table 7

	H2b- Corruption level and audit quality

	
	(1)
	(2)

	
	ADACC (mod. Jones)
	ADACC (perf.-matched)

	HIGHCORRUPTION
	0.000
(0.04)
	-0.001
(-1.98)**

	LOWCORRUPTION
	-0.000
(-0.18)
	-0.000
(-0.38)

	SIZE
	-0.015
(-2.81)***
	-0.002
(-0.42)

	BUSSEG
	-0.001
(-0.31)
	0.000
(0.02)

	GEOSEG
	0.004
(0.86)
	0.001
(0.27)

	FOREIGN
	-0.048
(-1.50)
	-0.083
(-2.72)***

	FOREIGNREV
	0.128
 (1.36)
	0.081
(0.91)

	LEVERAGE
	0.085
(1.99)**
	0.011
(0.28)

	LOSS
	0.060
(2.98)***
	0.011
(0.56)

	ROA
	-0.132
(-1.47)
	-0.242
(-2.85)***

	lnMTB
	-0.002
(-0.27)
	0.011
(1.25)

	GROWTH
	0.037
(1.08)
	0.186
(5.68)***

	SALESVOL
	0.000
(2.21)**
	0.000
(0.51)

	AGE
	-0.000
(-0.22)
	-0.001
(-2.37)**

	BIG4
	0.028
(1.42)
	-0.009
(-0.49)

	Constant
	0.124
(0.84)
	0.194
(1.39)

	Industry Fixed Effects
	Yes
	Yes

	Year Fixed Effects
	Yes
	Yes

	Observations
	595
	595

	Pseudo/Adjusted 
	0.202
	0.125

	***, ** and * represent two-tailed significance levels of 1, 5 and 10 percent respectively. 
This table shows the regression results which test hypothesis H2b. Column (1) uses the modified Jones absolute value of discretionary accruals by Dechow et al. (1995) as the dependent variable. Column (2) uses the performance-matched absolute value of discretionary accruals by Khotari et al. (2005) as the dependent variable. All variables included are defined in Appendix B. T-statistics are presented in parentheses. All regressions include two-digit SIC code industry and year fixed effects.




In Table 8, the results from regression (9) are provided. For this test, both accrual models in column (1) and (2) behave in a similar way with respect to the effect of the variables of interest. Both models indicate that the extent of hours performed in countries with high or low investor protection availability is not association with discretionary accruals. The insignificant coefficients on HIGHINVESTOR and LOWINVESTOR contradict the expectation that the more hours conducted in countries with low protection level reduce the litigation risk perceived by component auditors thereby leading to lower audit quality assuming no sufficient involvement from the lead auditor. A potential downside of this test is the index choice as the La Porta et al. (1998) index is quite outdated and includes a quite limited amount of countries which reduced the sample size considerably. For example, countries like China were not included in the sample although a large percentage of engagements had subsidiaries there.

	Table 8

	H2c- Investor protection level and audit quality

	
	(1)
	(2)

	
	ADACC (mod. Jones)
	ADACC (perf.-matched)

	HIGHINVESTOR
	0.001
(1.45)
	-0.000
 (-0.19)

	LOWINVESTOR
	0.000
(0.53)
	-0.000
(-0.47)

	SIZE
	-0.019
(-2.89)***
	-0.006
(-0.97)

	BUSSEG
	0.007
(1.49)
	0.009
(1.94)*

	GEOSEG
	-0.006
(-1.19)
	-0.008
(-1.60)

	FOREIGN
	-0.067
(-1.90)*
	-0.102
(-3.00)***

	FOREIGNREV
	0.195
 (1.88)*
	0.137
(1.36)

	LEVERAGE
	0.061
(1.23)
	0.005
(0.10)

	LOSS
	0.055
 (2.31)**
	0.013
(0.55)

	ROA
	-0.144
(-1.44)
	-0.255
(-2.62)***

	lnMTB
	0.019
(1.78)*
	0.019
(1.86)*

	GROWTH
	-0.003
(-0.07)
	0.163
(4.15)***

	SALESVOL
	0.000
(0.97)
	0.000
(0.52)

	AGE
	-0.000
(-0.69)
	-0.001
(-2.92)***

	BIG4
	0.016
(0.66)
	-0.003
(-0.13)

	Constant
	0.582
(3.59)***
	0.484
(3.38)***

	Industry Fixed Effects
	Yes
	Yes

	Year Fixed Effects
	Yes
	Yes

	Observations
	446
	446

	Pseudo/Adjusted 
	0.232
	0.158

	***, ** and * represent two-tailed significance levels of 1, 5 and 10 percent respectively. 
This table shows the regression results which test hypothesis H2c. Column (1) uses the modified Jones absolute value of discretionary accruals by Dechow et al. (1995) as the dependent variable. Column (2) uses the performance-matched absolute value of discretionary accruals by Khotari et al. (2005) as the dependent variable. All variables included are defined in Appendix B. T-statistics are presented in parentheses. All regressions include two-digit SIC code industry and year fixed effects.




Finally, presented in Table 9 are the estimation results of regression (10). In column (1), using the modified Jones discretionary accruals, the coefficient on HIGHAUDIT is insignificant while the coefficient on LOWAUDIT is positive and significant at the 5% level. Although the economic magnitude is rather small, the result suggests that in accordance with hypothesis H2d, the higher the extent of audit hours conducted in a country with lax audit environment and weak accounting enforcement, the higher the discretionary accruals and lower audit quality. The same results do not hold, however, with the performance-matched discretionary accruals as dependent variable. Column (2) reports insignificant coefficients for both variables of interest. Compared to the three other indexes, when employing modified Jones discretionary accruals, the coefficients on the variables of interest deemed all insignificant in all other indexes except for this one by Brown et al. (2014). A possible explanation is that this index is directly related to the enforcement of accounting standards and to the sphere of auditing. Differently, the other three indexes capture aspects of the legal and enforcement system of a country in general and not specific to accounting and auditing.

	Table 9

	H2d- Audit environment and accounting enforcement level and audit quality

	
	(1)
	(2)

	
	ADACC (mod. Jones)
	ADACC (perf.-matched)

	HIGHAUDIT
	-0.000
(-0.69)
	-0.000
(-0.67)

	LOWAUDIT
	0.002
(2.52)**
	-0.000
(-0.57)

	SIZE
	-0.015
(-2.70)***
	-0.003
(-0.65)

	BUSSEG
	0.003
(0.65)
	0.003
(0.91)

	GEOSEG
	-0.001
(-0.11)
	-0.002
(-0.44)

	FOREIGN
	-0.057
(-1.80)*
	-0.087
(-2.83)***

	FOREIGNREV
	0.105
 (1.09)
	0.058
(0.62)

	LEVERAGE
	0.053
(1.22)
	-0.011
(-0.26)

	LOSS
	0.056
 (2.72)***
	0.011
(0.56)

	ROA
	-0.130
(-1.44)
	-0.247
(-2.82)***

	lnMTB
	0.007
(0.78)
	0.016
(1.83)*

	GROWTH
	-0.015
(-0.39)
	0.176
(4.84)***

	SALESVOL
	0.000
(2.09)**
	0.000
(0.81)

	AGE
	-0.000
(-0.43)
	-0.001
(-2.57)**

	BIG4
	0.029
(1.44)
	-0.004
(-0.23)

	Constant
	0.138
(0.95)
	0.206
(1.46)

	Industry Fixed Effects
	Yes
	Yes

	Year Fixed Effects
	Yes
	Yes

	Observations
	557
	557

	Pseudo/Adjusted 
	0.220
	0.135

	***, ** and * represent two-tailed significance levels of 1, 5 and 10 percent respectively. 
This table shows the regression results which test hypothesis H2d. Column (1) uses the modified Jones absolute value of discretionary accruals by Dechow et al. (1995) as the dependent variable. Column (2) uses the performance-matched absolute value of discretionary accruals by Khotari et al. (2005) as the dependent variable. All variables included are defined in Appendix B. T-statistics are presented in parentheses. All regressions include two-digit SIC code industry and year fixed effects.




Overall, regarding what constitutes the baseline analysis, both accrual models behave in a similar manner. Therefore, contrary to the hypotheses H1a and H1b, neither the use nor the extent of participation of component auditors is associated with audit quality. In the main analysis, discrepancies between the two accrual models can be observed. When the modified Jones model is used to determine discretionary accruals, no association between audit quality and the extent of audit hours performed in countries with high or low rule of law, corruption level and investor protection availability. Results however, are in line with H2d which means that there is a negative association between audit quality and the percentage of audit hours conducted in countries with lax audit environment and weak accounting enforcement degree. On the other hand, when the performance-matched discretionary accruals are used, results indicate that there is a positive association between audit quality and the extent of hours carried out in countries with high corruption levels and low rule of law. But, the level of investor protection and degree of audit and accounting enforcement of the country in which the component auditor is located is not associated with audit quality. The main limitation that may be driving insignificant and weak results is the restricted sample size of this paper. 

7. [bookmark: _Toc12213293][bookmark: _Toc12224017]Robustness check and additional analysis

7.1. [bookmark: _Toc12213294][bookmark: _Toc12224018]Alternative proxy for audit quality

As a robustness check, I include an alternative measure of audit quality which is that of restatements of financial statements (Aobdia, 2018; Burke, Hoitash, & Hoitash, The use and characteristics of component auditors: Implications from U.S. Form AP filings , 2018 ; DeFond & Zhang, A review of archival auditing research, 2014). As mentioned earlier, all accruals models suffer to some extent from the difficulty of estimating non-discretionary accruals and could thus, be a noisy proxy for audit quality (Stubben, 2010). Therefore, I re-estimate the regressions (5)-(10) using restatements as the dependent variable in Table 10. Contrary to the original results using discretionary accruals, column (1) shows that employing a component auditor leads to a higher likelihood of restatement (positive and significant at the 10% level coefficient on COMPONENT). Further, those engagements with foreign operations but which do not use a component auditor (captured by USAUDITOR) experience as well an increase in audit fees. Regarding the extent of use of component auditors, column (2) indicates that it does not have an effect on the likelihood of restatement. The coefficients on %COMPONENT and %COMPONENT5 are both insignificant. These findings are not in line with Burke et al. (2018) who fail to find an association between component auditor use and likelihood of restatements. But who on the other hand, do find a positive effect of extent of auditor use on the likelihood of restatements.
Next, I move on to the main analysis consisting on the testing of hypotheses H2a-H2d. In all four models, the coefficients on the variables of interest behave in a similar manner. Using restatements as a proxy for audit quality, results suggest that the extent of audit hours performed in a country with high or low rule of law, corruption level, investor protection level or audit and accounting enforcement degree is not associated with audit quality. 
Except for the case of hypothesis H1a, results are not in line with the expectations outlined in the hypothesis development section. However, it is important to note when using the variable RESTATEMENT there is a relatively low and even negative, in some cases, adjusted R-squared. Moreover, the proportion of engagements with data on restatements was small. Specifically, four percent of the sample had restatements. Nevertheless, in comparison to prior research, this is still an acceptable percentage[footnoteRef:6]. [6:  I compare the proportion of restatements to total sample size with other studies. Abbott et al. (2004) find 262 restatement observations for a sample period of 9 years. Alternatively, Dao et al. (2012) examine a sample period of one fiscal year (2006) where the percentage of observations with restatements is 8.1% of the total sample.] 


	Table 10
Additional analysis using restatements as a proxy for audit quality

	Dependent variable: RESTATEMENT
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)

	
	H1a 
sample
	H1b 
sample
	H2a sample
	H2b sample
	H2c sample
	H2d sample

	COMPONENT
	0.093
(1.85)*
	

	
	
	
	

	USAUDITOR
	0.111
(2.09)**
	
	
	
	
	

	%COMPONENT
	
	0.001
(0.40)
	
	
	
	

	%COMPONENT5
	
	-0.001
(-0.28)
	
	
	
	

	HIGHRULELAW
	
	
	0.000
(0.37)
	
	
	

	LOWRULELAW
	
	
	0.001
(0.75)
	
	
	

	HIGHCORRUPTION
	
	
	
	0.001
(0.61)
	
	

	LOWCORRUPTION
	
	
	
	0.001
(0.49)
	
	

	HIGHINVESTOR
	
	
	
	
	0.001
(1.07)
	

	LOWINVESTOR
	
	
	
	
	0.001
(0.93)
	

	HIGHAUDIT
	
	
	
	
	
	0.001
(0.58)

	LOWAUDIT
	
	
	
	
	
	0.001
(1.08)

	SIZE
	0.010
(2.12)**
	0.012
(1.85)*
	0.007
(1.23)
	0.008
(1.23)
	0.014
(1.88)*
	0.007
(1.17)

	BUSSEG
	0.006
(1.75)*
	0.006
(1.43)
	0.007
(1.39)
	0.007
(1.39)
	0.007
(0.96)
	0.008
(1.37)

	GEOSEG
	-0.003
(-0.75)
	-0.003
(-0.70)
	-0.002
(-0.38)
	-0.002
(-0.38)
	-0.005
(-0.68)
	-0.004
(-0.59)

	FOREIGN
	-0.098
(-1.99)**
	-0.105
(-2.08)**
	-0.059
(-0.92)
	-0.060
(-0.93)
	-0.065
(-0.88)
	-0.068
(-1.04)

	FOREIGNREV
	-0.048
(-0.80)
	-0.108
(-1.25)
	-0.114
(-0.95)
	-0.115
(-0.95)
	-0.035
(-0.27)
	-0.103
(-0.81)

	LEVERAGE
	0.110
(2.94)***
	0.104
(2.33)**
	0.054
(1.05)
	0.057
(1.11)
	0.017
(0.36)
	0.058
(1.14)

	LOSS
	0.003
(0.15)
	-0.002
(-0.09)
	0.011
(0.31)
	0.011
(0.32)
	0.021
(0.47)
	0.004
(0.10)

	ROA
	0.033
(0.79)
	0.007
(0.08)
	-0.046
(-0.30)
	-0.043
(-0.28)
	-0.053
(-0.32)
	-0.030
(-0.19)

	lnMTB
	-0.015
(-1.73)*
	-0.011
(-0.97)
	-0.005
(-0.37)
	-0.005
(-0.39)
	-0.004
(-0.26)
	-0.008
(-0.62)

	GROWTH
	-0.011
(-0.51)
	-0.021
(-0.61)
	-0.004
(-0.06)
	-0.003
(-0.06)
	0.053
(0.74)
	0.002
(0.03)

	SALESVOL
	-0.000
(-2.21)**
	-0.000
(-2.38)**
	-0.000
(-2.13)**
	-0.000
(-2.15)**
	-0.000
(-2.37)**
	-0.000
(-2.01)**

	AGE
	-0.001
(-1.63)
	-0.001
(-1.51)
	-0.001
(-0.87)
	-0.001
(-0.86)
	0.000
(0.44)
	-0.000
(-0.50)

	BIG4
	-0.022
(-1.25)
	-0.010
(-0.48)
	-0.002
(-0.07)
	-0.003
(-0.12)
	-0.018
(-0.62)
	0.010
(0.49)

	Constant
	-0.065
(-1.47)
	-0.015
(-0.19)
	-0.139
(-1.65)*
	-0.140
(-1.66)*
	-0.068
(-0.79)
	-0.144
(-1.61)

	Industry Fixed Effects
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	Year Fixed Effects
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	Observations
	1,109
	844
	595
	595
	446
	557

	Pseudo/Adjusted 
	0.031
	0.018
	-0.004
	-0.004
	-0.001
	0.011

	***, ** and * represent two-tailed significance levels of 1, 5 and 10 percent respectively. 
This table shows the regression results using restatements as the dependent variable. Column (1) tests hypothesis H1a. Column (2) tests hypothesis H1b. Column (3) tests hypothesis H2a. Column (4) tests hypothesis H2b. Column (5) tests hypothesis H2c. Column (6) tests hypothesis H2d. All variables included are defined in Appendix B. T-statistics are presented in parentheses. All regressions include two-digit SIC code industry and year fixed effects.




7.2. [bookmark: _Toc12213295][bookmark: _Toc12224019]Effect on audit fees

Following previous literature on group audits, I include an additional analysis to examine the effect of the use and extent of use of component auditors in audit fees (Burke, Hoitash, & Hoitash, The use and characteristics of component auditors: Implications from U.S. Form AP filings , 2018 ; Carson, Simnett, Vanstraelen, & Trompeter, 2016). The expectation is that group audits involving the engagement of other component audit firms entail high costs due to the additional work from the part of the lead auditor in the engagement of these firms, and the supervision, evaluation and review of the work conducted by other firms. Therefore, I hypothesize that the use and extent of use of component auditors is associated with higher audit fees to compensate for the extra work (Carson, Simnett, Vanstraelen, & Trompeter, 2016). Regarding the main analysis, I predict that when component auditors are located in countries with low level of rule of law, high corruption levels, low investor protection availability and weak audit and accounting enforcement degree, higher audit fees will be charged by lead auditors as they have to put additional effort in oversight and evaluation activities. 
The estimations of regressions (5)-(10) using the natural logarithm of audit fees as dependent variable are presented in Table 11 in columns (1)-(6) respectively. I find that the extent of use rather than the use of component auditors leads to higher audit fees. This suggests that the sole engagement of component auditors in a group audit does not have an effect on the audit fees charged. However, the amount of audit hours conducted by component auditors does influence audit fees. Specifically, the higher the percentage of hours performed by component auditors, the higher the audit fees charged (captured by the significantly positive coefficient on %COMPONENT). These results are supported by previous research by Carson et al. (2016) and Burke et al. (2018). To what concerns the remaining control variables, I observe that the larger the firm in terms of size; the more business segments the firm operates in; the more leveraged the firm is and the older the firm, the higher the audit fees payed. Further, all models coincide in the fact that Big4 audit firms are associated with higher audit fees. 
Columns (3) and (4) indicate that the fact that a component auditor is located in a country with high or low rule of law or corruption level is not associated with the audit fees charged. This is implied from the insignificant coefficients on HIGHRULELAW, LOWRULELAW, HIGHCORRUPTION and LOWCORRUPTION. Such results go against the prediction that a lead auditor in charge of a group engagements with components situated in countries with low rule of law or high corruption level, would charge higher audit fees due to the additional effort to be exerted. Interestingly, column (5) provides evidence that when component auditors operate in countries with high investor protection availability, audit fees charged by the lead auditor are lower. Nevertheless, being situated in a low investor protection level country does not have an effect on audit fees. Lastly, surprisingly, column (6) shows that when the component auditor is located in a low audit and accounting enforcement country, audit fees are lower. Such finding contradicts the expected positive association between audit fees and the extent of hours conducted in low audit and accounting enforcement countries. It is worth highlighting that including audit fees as the dependent variable resulted in a substantial reduction in the sample size in all models. This could lead to the possibility that those engagements with high amount of hours conducted in low audit and accounting enforcement countries have certain characteristics which decrease audit fees. 
	
	Table 11
Additional analysis using audit fees as dependent variable

	Dependent variable: AUDITFEES
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)

	
	H1a 
sample
	H1b 
sample
	H2a sample
	H2b sample
	H2c sample
	H2d sample

	COMPONENT
	0.180
(1.11)
	

	
	
	
	

	USAUDITOR
	-0.132
(-0.75)
	
	
	
	
	

	%COMPONENT
	
	0.017
(4.32)***
	
	
	
	

	%COMPONENT5
	
	-0.017
(-3.99)***
	
	
	
	

	HIGHRULELAW
	
	
	-0.000
(-0.02)
	
	
	

	LOWRULELAW
	
	
	-0.001
(-0.41)
	
	
	

	HIGHCORRUPTION
	
	
	
	-0.002
(-0.47)
	
	

	LOWCORRUPTION
	
	
	
	0.000
(0.05)
	
	

	HIGHINVESTOR
	
	
	
	
	-0.010
(-2.32)**
	

	LOWINVESTOR
	
	
	
	
	-0.002
(-0.86)
	

	HIGHAUDIT
	
	
	
	
	
	0.002
(0.59)

	LOWAUDIT
	
	
	
	
	
	-0.007
(-1.83)*

	SIZE
	0.488
(27.60)***
	0.475
(22.54)***
	0.497
(23.22)***
	0.497
(23.25)***
	0.474
(18.49)***
	0.496
(21.92)***

	BUSSEG
	0.017
(1.57)
	0.025
(2.22)**
	0.028
(2.06)**
	0.028
(2.07)**
	0.005
(0.33)
	0.018
(1.17)

	GEOSEG
	0.001
(0.11)
	-0.008
(-0.58)
	-0.007
(-0.44)
	-0.008
(-0.46)
	0.028
(1.39)
	0.008
(0.45)

	FOREIGN
	0.005
(0.04)
	0.038
(0.24)
	-0.216
(-1.27)
	-0.215
(-1.27)
	-0.186
(-1.03)
	-0.193
(-1.12)

	FOREIGNREV
	-0.163
(-0.47)
	-0.145
(-0.33)
	-0.454
(-0.82)
	-0.451
(-0.81)
	-0.374
(-0.57)
	-0.516
(-0.89)

	LEVERAGE
	0.396
(3.14)***
	0.275
(1.82)*
	0.504
(2.67)***
	0.506
(2.68)***
	0.426
(2.13)**
	0.516
(2.71)***

	LOSS
	0.027
(0.41)
	0.080
(1.13)
	0.081
(0.91)
	0.082
(0.92)
	0.095
(0.88)
	0.122
(1.27)

	ROA
	-0.885
(-4.70)***
	-0.664
(-3.23)***
	-0.549
(-1.57)
	-0.541
(-1.55)
	-0.734
(-1.84)*
	-0.544
(-1.60)

	lnMTB
	0.026
(1.08)
	0.009
(0.29)
	0.008
(0.21)
	0.007
(0.19)
	-0.009
(-0.22)
	0.006
(0.16)

	GROWTH
	-0.111
(-1.40)
	-0.016
(-0.19)
	-0.192
(-1.22)
	-0.193
(-1.23)
	-0.097
(-0.54)
	-0.113
(-0.69)

	SALESVOL
	0.000
(1.47)
	0.000
(0.55)
	0.000
(0.57)
	0.000
(0.57)
	0.000
(1.57)
	0.000
(0.70)

	AGE
	0.003
(2.21)**
	0.002
(1.74)*
	0.004
(2.10)**
	0.004
(2.10)**
	0.004
(1.70)*
	0.004
(1.91)*

	BIG4
	0.418
(7.06)***
	0.409
(6.46)***
	0.342
(4.47)***
	0.341
(4.47)***
	0.377
(3.93)***
	0.321
(4.05)***

	Constant
	9.004
(51.25)***
	10.587
(54.63)***
	10.235
(50.39)***
	10.232
(50.46)***
	10.780
(35.03)***
	10.182
(49.02)***

	Industry Fixed Effects
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	Year Fixed Effects
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	Observations
	760
	574
	409
	409
	310
	384

	Pseudo/Adjusted 
	0.827
	0.817
	0.798
	0.798
	0.762
	0.790

	***, ** and * represent two-tailed significance levels of 1, 5 and 10 percent respectively. 
This table shows the regression results using audit fees as the dependent variable. Column (1) tests hypothesis H1a. Column (2) tests hypothesis H1b. Column (3) tests hypothesis H2a. Column (4) tests hypothesis H2b. Column (5) tests hypothesis H2c. Column (6) tests hypothesis H2d. All variables included are defined in Appendix B. T-statistics are presented in parentheses. All regressions include two-digit SIC code industry and year fixed effects.
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Amidst increasing globalization, group audits have become the focus of attention among regulatory bodies. Two major standard-setters, the IAASAB and the PCAOB, have expressed their concern with respect to the quality delivered by such multinational group engagements through the introduction of new regulations: the revised ISA 600 and the Rule 3211 respectively. Such concerns arose from the findings of recent audit inspections which repeatedly showed poor audit quality in audits involving other participating audit firms and which attributed such outcome to the principal auditor due to inadequate involvement in the oversight and evaluation of the work performed by other audit firms (Doty, Statement on Proposed Amendments Relating to the Supervision of Audits Involving Other Auditors and Proposed Auditing Standard—Dividing Responsibility for the Audit with Another Accounting Firm, 2016). 
These regulatory concerns and the enactment of Rule 3211 which requires U.S. public registered firms to file with the PCAOB a Form AP for audit reports after June 30, 2017, motivated and enabled the research question of this paper to be examined. In particular, previous to the Form AP, no information regarding other participating audit firms was disclosed even if such firms were conducting a substantial amount of audit hours. With this new regulation, it is possible to obtain data on the identity, the location and the percentage of hours performed by each significant component auditor. Making use of this new information disclosed in the Form AP, this thesis first studies whether the use and the extent of use of component auditors have an impact on audit quality. Secondly, and differently from previous literature on group audits, I focus on the specific characteristics of the country in which the component auditor is located and its effect on audit quality. Specifically, I look at the institutions and the enforcement system of the country, for which I choose fours aspects: the rule of law, the corruption level, the investor protection availability and the audit environment and accounting standards enforcement degree. The idea is to take a country-level factor and to examine its effect on a firm-level variable, which is audit quality captured by the absolute value of discretionary accruals. 
In the baseline analysis, findings suggest that neither the use of nor the extent of participation of component auditors are associated with audit quality. Thus, I find no support for hypotheses H1a and H2b with either measure of discretionary accruals. In the main analysis, the results are different when the modified Jones discretionary accruals than the performance-matched discretionary accruals. On the one hand, using the modified Jones accrual model, there is no evidence to support the prediction the extent of hours performed in a country with low rule of law, high corruption level or low investor protection availability is associated with lower audit quality. However, results show that the extent of hours carried out in a country with low audit and accounting enforcement degree is negatively associated with audit quality supporting hypothesis H2d. A potential explanation for such outcome is that the first three country characteristics are related to the legal and enforcement system of the country in general while the last one is directly related to the accounting and audit enforcement. And since this paper examines an aspect in the field of accounting and audit, I only find a significant relation in the last case. On the other hand, using the performance-matched accrual model, regression estimates provide unexpected results with regards to the first two elements of the enforcement system: rule of law and corruption level. In the first case, findings suggest that when the component auditor is located in a country with low rule of law, audit quality is improved. This goes in the opposite direction from the predicted effect in hypothesis H2a. Similarly, when testing H2b, evidence shows that when the component auditor operates in a high corruption level country, audit quality improves. An interpretation to this observed outcome could be that the lead auditor exerts additional effort when faced with a group engagement in which component auditors are located in countries with weak institutions. However, this only holds for these two aspects of enforcement system and not for the investor protection availability and accounting and audit enforcement. Overall, the use of component auditors does not seem to be associated with lower audit quality as proclaimed by the PCAOB inspections. Moreover, there is some evidence that the environment in which the component auditor works in and the degree of accounting standards enforcement in the component country have an effect on audit quality in line with hypothesis H2d. Thus, the answer to the research question of whether the negative association between component auditor use and audit quality is exacerbated by institutional factors of the country in which the component auditor operates in, is negative.
Since discretionary accruals have been questioned as being noisy measures for audit quality, a robustness check is performed by replacing the dependent variable by restatements. In this test, I find that component auditor use is associated with higher likelihood of restatements, in support of hypothesis H1a. however, the extent of use of component auditors is not significantly associated with audit quality. Further, for the main analysis results, there is no support for the prediction that the extent of hours carried out in low rule of law, high corruption level, low investor protection level or low audit and accounting enforcement degree countries is negatively associated with audit quality. Hence, results using restatements as dependent variable do not coincide with those using discretionary accruals. But it is not possible to conclude that restatements or discretionary accruals are a better measure of audit quality. Moreover, models using restatements as dependent variable had quite low explanatory power captured by the adjusted R-squared.
Lastly, as an additional analysis, I study the effect of component auditor use on audit fees. In line with previous research I find that the percentage of audit hours performed by component auditors is positively associated with audit fees. The rationale behind such finding is that the more work conducted by component auditors, the more effort the lead auditor has to put in the supervision and evaluation of that work which results in higher fees. Moving on to the main analysis, results show that the more hours performed in high investor protection level countries, the lower the audit fees. This might mean that component auditors in such countries perceiving higher litigation risk, perform their work in accordance with applicable standards and regulations resulting in less effort needed by lead auditors. Surprisingly, evidence suggests that when the component auditor operates in a country with low audit and accounting enforcement degree, this is associated with lower audit fees. 
	The findings of this paper could be of interest to standard-setters and regulatory bodies in two ways. First, the baseline results cast doubt on the necessity of further imposing stricter requirements on the principal auditor regarding the degree of responsibilities and involvement in group audits. It could be the case that the focus should be shifted to the responsibilities of the component auditors rather than the lead auditor as the latter often faces communication and coordination challenges when reviewing the work of the former (PCAOB). Second, although results were not strong, they show that there are indeed some differences between countries in terms of institutions and enforcement systems which standard-setters and regulatory bodies should take into consideration. This is because introducing standards and regulations does not guarantee that these will be implemented in every country. Therefore, special consideration might be needed in countries that lack a strong enforcement system.
	The following limitations related to this thesis are worth noting. First, it is possible that the regression models are still subject to omitted correlated variable bias even after controlling for certain firm characteristics. If there is a variable that is correlated with the error term and the dependent variable that was not controlled for then the coefficients found may be biased. Second, the choice of proxy for audit quality might not be the most adequate. As stated earlier, accrual models are not able to accurately isolate the non-discretionary component of accruals from total accruals making discretionary accruals a noisy measure of audit quality. Although a robustness check was included to address this issue, regression outputs using restatements were not reliable either. And this leads to the third limitation of this paper which is the limited sample employed. Being able to make use of the newly available information contained in the Form AP regarding group audits which was unknown previously is advantage but at the same time, a disadvantage for this paper. The downside is that the amount of data is still relatively limited, since this I was only able to cover almost two full fiscal years. Further, the issuance of restatements takes some time which made the regression models using this variable as dependent variable lack explanatory power since most engagements in the sample lacked data on this variable. Fourth, the Form AP discloses detailed information regarding component auditors which individually contributed more than five percent of total audit hours. However, such information is not available for those who conduct less than five percent of total audit hours despite the fact that the aggregate percentage of hours conducted by these auditors range from 1 to 45 percent. Lastly, throughout this paper the assumption is that the location of the component audit firm is the location of the subsidiary firm as this is not specified in the Form AP. 
	This thesis provides only preliminary evidence on the effects of component auditor use and audit quality and most importantly, on the effects of country-level factors on audit quality. As more data becomes available throughout the years, it could be interesting for future research to further examine the association between the component country’s characteristics and the overall audit quality of the group engagement. In addition to generic factors such as a country’s rule of law and corruption level, one could look at factors that directly affect the component auditor’s behavior such as litigation risk in a country. Also, a lot more remains to be examined regarding country characteristics such as culture. Moreover, because of sample size issues this paper could not employ propensity to issue a going-concern opinion as a proxy for audit quality. With a longer sample period, it would be interesting to re-assess the research question employing other measures of audit quality which could deem significant results. Finally, apart from actual audit quality, equally important is the perceived audit quality. Future research could focus on the effect that the disclosure of information regarding component auditors has on investors. 
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	Dependent variable
	Definition
	Source

	ADACC
	Absolute value of discretionary accruals calculated according to the modified Jones model (Dechow et al. 1995) or  performance-matched discretionary accruals (Khotari et al. 2005)
	Compustat

	Test variables 
	Definition
	

	COMPONENT
	Indicator variable equal to 1 if the group engagement uses at least one component auditor (contributing any percentage) and 0 otherwise
	PCAOB AuditorSearch

	%COMPONENT
	Sum of total percentage of audit hours performed by component auditors (contributing any percentage)
	PCAOB AuditorSearch

	%COMPONENT5
	Sum of total percentage of audit hours performed by component auditors (contributing more than 5% of total audit hours)
	PCAOB AuditorSearch

	HIGHRULELAW
	Sum of total percentage of audit hours performed by component auditors (contributing more than 5%) in countries with a score above the median score in the WGI index for Rule of Law
	PCAOB AuditorSearch/ WGI database

	LOWRULELAW
	Sum of total percentage of audit hours performed by component auditors (contributing more than 5%) in countries with a score below the median score in the WGI index for Rule of Law
	PCAOB AuditorSearch/ WGI database

	HIGHCORRUPTION
	Sum of total percentage of audit hours performed by component auditors (contributing more than 5%) in countries with a score above the median score in the WGI index for Corruption
	PCAOB AuditorSearch/ WGI database

	LOWCORRUPTION
	Sum of total percentage of audit hours performed by component auditors (contributing more than 5%) in countries with a score below the median score in the WGI index for Corruption
	PCAOB AuditorSearch/ WGI database

	HIGHINVESTOR
	Sum of total percentage of audit hours performed by component auditors (contributing more than 5%) in countries with a score above the median score in the LaPorta et al. (1998) index
	PCAOB AuditorSearch/ LaPorta et al. (1998)

	LOWINVESTOR
	Sum of total percentage of audit hours performed by component auditors (contributing more than 5%) in countries with a score below the median score in the LaPorta et al. (1998) index
	PCAOB AuditorSearch/ LaPorta et al. (1998)

	HIGHAUDIT
	Sum of total percentage of audit hours performed by component auditors (contributing more than 5%) in countries with a score above the median score in the Brown et al. (2014) index
	PCAOB AuditorSearch/ Brown et al. (2014)

	LOWAUDIT
	Sum of total percentage of audit hours performed by component auditors (contributing more than 5%) in countries with a score below the median score in the Brown et al. (2014) index
	PCAOB AuditorSearch/ Brown et al. (2014)

	Control variables
	Definition
	

	SIZE
	Natural logarithm of total assets
	Compustat

	BUSSEG
	Issuing firm’s number of business segments
	Compustat

	GEOSEG
	Issuing firm’s number of geographic segments
	Compustat

	FOREIGN
	Indicator variable equal to 1 if the issuing firm has nonzero foreign pre-tax income, 0 otherwise
	Compustat

	USAUDITOR
	Indicator variable equal to 1 if the engagement does not employ a component auditor but the variable FOREIGN equals 1, 0 otherwise
	Compustat

	FOREIGNREV
	Foreign revenue scaled by total revenue
	Compustat

	LEVERAGE
	Ratio of total liabilities and total assets
	Compustat

	LOSS
	Indicator variable equal to 1 if the issuing firm reported a net loss, 0 otherwise
	Compustat

	ROA
	Return on assets calculated as net income divided by total assets
	Compustat

	lnMTB
	Natural logarithm of the market value of equity divided by book value of equity
	Compustat

	GROWTH
	Sales growth calculated as previous year sales less current year sales divided by previous year sales
	Compustat

	SALESVOL
	Standard deviation of sales over the past three years
	Compustat

	AGE
	Natural logarithm of the number of years the issuing firm has data on Compustat
	Compustat

	BIG4
	Indicator variable equal to 1 if the lead audit firm is a Big4 audit firm, 0 otherwise
	PCAOB AuditorSearch

	Additional analysis
	
	

	RESTATEMENT
	Indicator variable equal to 1 if the issuing firm issued a restatement of financial statements as reported in Audit Analytics
	Audit Analytics

	AUDITFEES
	Natural logarithm of total audit fees reported in Audit Analytics
	Audit Analytics
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	Country
	Rule of Law (WGI Index)
	Corruption Level (WGI Index)
	Creditor Protection (La Porta et al. (1998))
	Audit Environment and Accounting Enforcement (Brown et al. (2014))

	United Arab Emirates
	0,80
	1,13
	
	

	Argentina
	-0,25
	-0,26
	1
	11

	Australia
	1,68
	1,80
	1
	52

	Austria
	1,81
	1,53
	3
	27

	Belgium
	1,34
	1,50
	2
	44

	Bahrain
	0,45
	-0,14
	
	

	Bermuda
	0,87
	1,24
	
	

	Brazil
	-0,28
	-0,53
	1
	23

	Canada
	1,80
	1,92
	1
	54

	Switzerland
	1,93
	1,99
	1
	49

	Chile
	1,01
	1,04
	2
	9

	China
	-0,26
	-0,27
	
	37

	Colombia
	-0,36
	-0,37
	0
	

	Costa Rica
	0,45
	0,47
	
	

	Czech Republic
	1,12
	0,57
	
	19

	Germany
	1,61
	1,84
	3
	44

	Denmark
	1,86
	2,19
	3
	49

	Dominican Republic
	-0,42
	-0,74
	
	

	Algeria
	-0,86
	-0,61
	
	

	Spain
	1,01
	0,49
	2
	42

	France
	1,44
	1,26
	0
	45

	United Kingdom
	1,68
	1,84
	4
	54

	Hong Kong 
	1,72
	1,61
	4
	52

	Hungary
	0,53
	0,09
	
	18

	Indonesia
	-0,35
	-0,25
	4
	14

	India
	0,00
	-0,24
	4
	21

	Ireland
	1,43
	1,55
	1
	41

	Iceland
	1,61
	1,84
	
	

	Israel
	1,02
	0,83
	4
	48

	Italy
	0,32
	0,19
	2
	46

	Japan
	1,57
	1,52
	2
	34

	Korea, Rep.
	1,16
	0,48
	3
	28

	Luxembourg
	1,74
	1,99
	
	

	Latvia
	0,93
	0,54
	
	

	Mexico
	-0,57
	-0,93
	0
	25

	Malaysia
	0,41
	0,03
	4
	40

	Netherlands
	1,83
	1,87
	2
	43

	Norway
	2,02
	2,24
	2
	47

	New Zealand
	1,92
	2,24
	3
	43

	Pakistan
	-0,72
	-0,78
	4
	18

	Panama
	0,04
	-0,54
	
	

	Philippines
	-0,41
	-0,48
	0
	27

	Poland
	0,47
	0,73
	
	28

	Portugal
	1,13
	0,87
	1
	29

	Romania
	0,39
	-0,03
	
	15

	Russian Federation
	-0,79
	-0,89
	
	28

	Singapore
	1,82
	2,13
	4
	32

	Serbia
	-0,19
	-0,37
	
	

	Slovak Republic
	0,57
	0,22
	
	

	Sweden
	1,94
	2,14
	2
	34

	Thailand
	0,04
	-0,39
	3
	23

	Trinidad and Tobago
	-0,11
	-0,36
	
	

	Turkey
	-0,25
	-0,19
	2
	20

	Taiwan
	1,14
	0,96
	2
	18

	Vietnam
	0,07
	-0,58
	
	

	South Africa
	-0,01
	-0,01
	3
	29

	Zimbabwe
	-1,38
	-1,27
	4
	

	Median score
	0,80
	0,49
	2
	32



	
	=below median score
	
	=above median score[footnoteRef:7] [7:  In the case of corruption level, a score below the median means high corruption level and the inverse holds for a score above the median] 
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PART IV - RESPONSIBILITY FOR THE AUDIT IS NOT DIVIDED

In responding to Part IV, total audit hours in the most recent period's audit should be comprised of hours attributable to: (1) the financial
statement audit; (2) reviews pursuant to AS 4105, Reviews of Interim Financial Information; and (3) the audit of internal control over
financial reporting pursuant to AS 2201, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of
Financial Statements. Excluded from disciosure and from total audit hours in the most recent period's audit are, respectively, the identity
and hours incurred by (1) the engagement qualty reviewer: () the person who performed the review pursuant to SEC Practice Section
1000.45 Appendix K; (3) specialists engaged, not employed, by the Firm; (4) an accounting firm performing the audit of the entities in
which the issuer has an investment that is accounted for using the equity method; (5) internal auditors, other company personnel, or
third parties working under the direction of management or the audit committee who provided direct assistance in the audit of internal
control over financial reporting; and (6) internal auditors who provided direct assistance in the audit of the financial statements. Hours
incurred in the audit by entities other than other accounting firms are included in the calculation of total audit hours and should be
allocated among the Firm and the other accounting firms participating in the audit on the basis of which accounting firm commissioned
and directed the applicable work.

In responding to Part IV, if the financial statements for the most recent period and one or more other periods covered by the audit report
identified in Item 3.1.a.4 were audited during a single audit engagement (for example, in a reaudit of a prior period(s)); the.calculation
should be based on the percentage of audit hours attributed to such firms in relation to the total audit hours for the periods identified in
ftem 3.1.c.

Actual audit hours should be used if available. If actual audit hours are unavailable, the Firm may use a reasonable method,to estimate
the components of this calculation. The Firm should document in its files the method used to estimate hours when actual audit hours
are unavailable and the computation of total audit hours on a basis consistent with AS 1215, Audit Documentation. Under AS 1215, the
documentation should be in sufficient detail to enable an experienced auditor, having no previous connection with the engagement, to
understand the computation of total audit hours and the method used to estimate hours when actualhiours were unavailable.

Indicate, by checking the box, if the percentage of total audit hours will be presented within ranges in PartIV. &

ITEM 4.1 -mAmmmmvmmmmMm

Firm ID (F::"";‘ec:‘nh::;::m o Percentage of participation % o range
Legal name
Headquarters office location:
Country
city State

Note 1: In responding to Items 4.1 and 4.2, the percentage of hours atffibutable to other accounting firms should be calculated individually for
each firm. If the individual participation of one or more other accounting firi(s)d less than 5%, the Firm should complete Item 4.2.

Note 2: I responding to Item 4.1, the Firm ID represents a unique five-digit idéntifier for firms that have a publicly available PCAOB-assigned
number.

H'EMAZ-OWERACCOUNHNG*«SMMYL&WANE‘GTWALAUMW

a. State the number of other accounting firm(s) individually representing less than 5% of total audit hours.

b. Indicate the aggregate percentage of participation of the otheér accounting firm(s) that individually represented less than 5% of total audit
hours by filling in a single number or by selecting the appropriate range as follows:

Aggregate percentage of participation 9% or range





image1.tiff
Percentage of engagements per country

=(22.48,29.92] <
=(15.04,22.48]
=(7.61,15.04]

[0.17,7.61]
©No data

U

==





