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ABSTRACT
Auditors are selected and paid for by the organizations they audit. Policymakers are
concerned that this structure influences auditor independence which, in turn, impairs
quality. Accordingly, policymakers consider whether audit quality is enhanced if the
auditor is appointed by an external (independent) party. We study the working of such a
model in a natural setting for local subsidiary audits conducted by the big-4 as part of
group audits, where the local auditor is either assigned to the subsidiary through parent
firm management or self-selected by the subsidiary. We find that audit partners assigned
to subsidiaries receive less information from the auditee, issue fewer going concern
opinions, identify fewer control deficiencies, identify and correct fewer misstatements,
and are less likely to constrain earnings management compared to self-selected auditors.
Some further preliminary evidence we collect suggests that assigned auditors produce

lower audit quality through effort reduction.

Keywords: Auditor Selection, Audit Quality, Audit Production

JEL Classifications: M42, M48

Data Availability: This study uses proprietary Foundation for Auditing Research data. The

survey items are included in the paper.



1. Introduction

This paper compares audit quality among subsidiaries that either choose their own
auditor or have auditors appointed by their parent organization, in order to assess whether the
method of auditor selection influences audit quality.

External auditors are formally appointed by shareholders, typically following
nominations by those charged with governance (e.g., under Dutch Company Law, the UK
Companies Act, the Indian Companies Act, and U.S. regulations'). In firms with a supervisory
board, these nominations are generally proposed by non-executive directors through the audit
committee. While this process is intended to strengthen auditor independence from executive
management, it remains unclear whether such independence is achieved in practice. Executive
management may still exert considerable influence over auditor appointments, effectively
shaping both the selection and the scope within which auditors perform their assurance
activities.

Concerns about this arrangement are longstanding. Healy and Palepu (2003) argue that
auditees have limited incentives to appoint truly independent auditors and propose that
regulators, such as the SEC, should instead oversee auditor selection and monitoring. They
contend that regulators have stronger incentives to ensure high-quality financial statement
audits. These concerns persist in contemporary policy debates among regulators and lawmakers
(e.g., AFM 2018; House of Commons 2019; CTA 2020). They may be alleviated, however, if
non-executive boards exercise real decision authority over auditor appointments.

Auditees who select and compensate their auditor may incur a potential conflict of interest
(Moore, Tetlock, Tanlu, and Bazerman 2006; Moore, Tanlu, and Bazerman 2010; Fiolleau,

Hoang, Jamal, and Sunder 2013). The board of an audited organization might have incentives

" Section 301 of the Sarbanes-Oxley Act of 2002, implemented through Rule 10A-3 of the Securities Exchange
Act of 1934 that prescribes that the audit committee of a public company's board of directors is directly
responsible for the appointment, compensation, retention, and oversight of the external auditor.



where they want to avoid a rigorous audit, especially when disclosing an audit outcome that
may arouse criticism of firm management (Newton, Persellin, Wang, and Wilkins 2016; Hurley
and Mayhew 2019; Cowle and Rowe 2022; Ege and Stuber 2022). Audit firms, in turn, are
incentivized to retain auditees because engagements have high set-up costs. Losing a client
results in the loss of these client-specific quasi-rents and affects the profitability of the audit
firm (DeAngelo 1981; Knechel, Niemi, and Zerni 2013). These incentives may reduce the
auditor's independence vis-a-vis the auditee, impairing their ability to report. Auditees may
exploit these dependencies through opinion shopping between audit firms and partners (Lennox
2000; Chen, Peng, Xue, Yang, and Ye 2016; Newton et al. 2016). Indeed, archival research
suggests that market forces may induce independence issues (DeFond and Subramanyam 1998;
Ayres, Neal, Reid, and Shipman 2019; Cowle and Rowe 2022; Ege and Stuber 2022).

The concerns about the auditor selection mechanism is a recurring topic in the public debate
about auditor independence (U.S. Senate 1977; Healy and Palepu 2003; PCAOB 2011; AFM
2018; House of Commons 2019; CTA 2020). The Dutch audit oversight body AFM considers
an alternative model in which “The auditee does not have the right to choose their own
auditor...” (AFM 2018, 56) to improve auditor independence. This model would eliminate
auditor-client self-selection and, therefore, strengthen independence, safeguarding audit quality,
and significantly reform the audit market and audit production. However, the consequences of
assigning rather than self-selecting auditors are a priori uncertain. Moreover, the economic
service perspective on auditing (Knechel et al. 2020) provides important arguments in favor of
the current self-selection of auditors.

Despite its importance, little is known about the auditor selection process and its potential
association with audit quality. Hardies, Vandennieuwenhuysen, Hoang, and Vandenhaute (2025)
conclude from the extant literature that a systematic understanding of how firms select auditors

is still lacking. Existing evidence suggests that selection outcomes often reflect similarities



between auditors and clients—for example, shared educational backgrounds (Guan et al. 2016).
Such auditor selection-related affinities may influence auditors’ judgments and, consequently,
audit quality (Lennox and Wu 2018).

Therefore, our research question is: Is audit quality associated with who gets to select the
audit partner: the auditee or another party?

Prior lab and field experimental work shows that auditor selection and hiring plays a role in
potential independence violations and audit quality (Mayhew and Pike 2004; Hurley, Mayhew,
and Obermire 2019). However, empirical research in the field has not disentangled client-
auditor self-selection from alternative mechanisms of auditor-client selection (Minutti-Meza
2013). These studies however examine the independence dimension and ignore the importance
of the relation between the auditor and auditee. Auditing is a professional service involving
coproduction between client and auditor, requiring familiarity with the auditees’ business
(Knechel, Thomas, and Driskill 2019). This familiarity develops through direct communication,
while auditees also invest in the relationship (Bamber and Iyer 2007). Managers may be less
willing to share information with an auditor they did not choose, which, in turn, impairs audit
quality as misstatement are less likely to be detected (Nelson, 2006). Although assigned auditors
may be more independent, limited knowledge transfer can hinder their ability to detect material
issues. Building a productive relationship may be harder without self-selection, delaying access
to critical information and reducing responsiveness to audit requests. When rapport exists,
clients more readily share difficult-to-verify information about business risks, while auditors
are better positioned to justify necessary audit effort based on both tangible and intangible
inputs (Knechel et al. 2020). This improves estimation of required effort and may enhance
efficiency. Thus, alternative selection mechanisms could be economically inefficient.

In our research design we focus on two distinct appointment regimes within a holding

company: one in which a subsidiary exerts substantial influence over auditor selection (internal



selection), and another in which such influence is impeded as the auditor is assigned through
the parent organization (external selection). We examine big-4 subsidiary audits as part of group
audits under International Auditing Standards (ISAs), where a local audit partner is frequently
assigned to an auditee rather than self-selected by local management. The group (or parent)
auditor assigns local audit partners to obtain evidence to provide assurance over the
consolidated financial statements of the group head. We propose that group-auditor assignments
simulate the alternative assignment model, as under international auditing standards (ISAs) the
group auditor bears sole responsibility for the audit opinion (ISA 600.11)2. A failure of the local
subsidiary audit partner is considered a failure of the group auditor. The group auditor is,
therefore, directly concerned with the quality provided by the subsidiaries’ audit partner (ISA
600.42/43). An assigned audit partner, rather than a partner selected by the auditee, might have
incentives to work more independently of local management. In that case, selection by the group
auditor may result in better audit quality as the local auditor is arguably less susceptible to the
influence of the auditee. We compare audit quality when a component (subsidiary of the parent
firm) is assigned through the management of the parent firm or self-selected by the component's
management.

We administer a survey to 233 randomly selected big-4 audit engagement partners and
managers of 233 Dutch subsidiaries with standalone audited financial statements enabling us to
test differences in audit quality for 316 audit engagements. We gather proprietary data on
auditor selection through the Foundation for Auditing Research. We asked auditors to what
extent the decision to select the audit partner was outside the control of local management at
the component firm they audited. Moreover, we ask auditors about their information sharing
with that client, client pressure, the perceived importance of the client and the auditors’

reputational concerns. Using combined survey and proprietary archival data, we estimate

2 The data from this study relate to the period before the ISA 600 revision, effective for periods ending after
December 15, 2023.



multiple regressions for proxies of audit quality. All Dutch big-4 firms provided data on 316
audits that matched our survey. This data allows us to control for a broad range of financial and
non-financial factors, including audit firm tenure, audit risk rating, the complexity of the
auditee, governance quality, the auditor's experience, the scope of the group audit, and the
busyness of the audit partner.

Regression results show that assigned audit partners receive less information from the
auditee than self-selected auditors. The assigned auditors are less likely to constrain earnings
management and less likely to issue a going concern opinion. Moreover, assigned auditors
identify fewer control deficiencies, discover and correct fewer material audit adjustments
during their audits. These effects are economically meaningful since a one standard deviation
increase in the extent to which audit partner selection is out of the control of the auditee
corresponds, on average, to a 7.1 (6.6) percent lower likelihood of identifying (correcting) a
material misstatement, while assigned audit partners and self-selected auditors face the same
amount of audit-firm internal inspection findings. Our explorative test into the production
features of the audits included in our sample reveals that assigned partners charge, on average,
13.7 percent lower fees, work 15.2 percent fewer hours, earn 16.6 percent lower profits, and are
11.9 percent less likely to provide non-audit services than self-selected auditors. These results
suggest that assigned auditors provide less effort than self-selected auditors.

While we hasten to say that we cannot make any causal claims given the data we were able
to collect, our findings do suggest that a negative association exists between audit quality and
external selection, indicating that auditors chosen by the auditee tend to deliver higher-quality
audits. These results support the service perspective on auditing suggested by Knechel et al.
(2019), who stress the importance of client-auditor cooperation for audit outcomes and question
the predominant agency theory perspective on auditing. We conduct an explorative path

analysis to examine whether the auditor-assignment method affects audit quality through



Information sharing and/or effort levels. This analysis suggests that the effort channel, not the
information channel, affects audit quality, where, all else equal, effort is higher when
management gets to select its own auditor.

This research makes several contributions. Despite the call of Healy and Palepu (2003) and
increasing research interest in the topic of auditor selection (Vandennieuwenhuysen, Hardies,
Vandenhaute, and Hoang 2023), the archival evidence on real-life alternative auditor selection
mechanisms in financial statement auditing and its consequences is very scant (Hardies et al.,
2025). Among the few studies is Chi, Lisic, Long, and Wang, 2013 who find that earnings
management is negatively associated with assigned auditors than with auditors selected by the
auditee, while Duflo, Greenstone, Pande, and Ryan (2013) find that greenwashing is less likely
to occur when auditors are assigned to the auditee. While the first study relies on disputed
earnings-management measures the second study allows auditors to rely on verifiable
(pollution) data only. Our study includes misstatements detected by the auditor in the auditees’
financial statements as a measure of audit quality which arguably reflects the work of the auditor
better than earnings management measures. We also conduct our study in a setting where the
auditor must collect soft information alongside with hard information to prepare and execute
an audit plan.

Using both survey and proprietary data, we overcome identification issues and contrast
assigned and self-selected audit partners at standalone subsidiary audits. Moreover, our study
contributes to the service perspective on auditing and advances the field beyond the classical
agency theory perspective. This research is potentially of interest to policymakers, standard-
setters, oversight bodies, investor representatives, and audit committees about the potential

consequences of alternative auditor selection models for audit quality and production.

2. Background and Hypotheses Development



Despite the regulatory requirement that an independent audit committee (AC) selects and
appoints the auditor for listed companies, research suggests that management still has
considerable influence on the selection of the auditor (Cohen, Krishnamoorthy, and Wright
2002; Beasley, Carcello, Hermanson, and Neal 2009; Cohen, Krishnamoorthy, and Wright
2010; Fiolleau et al. 2013). Such selection practice may be facilitated as management, in
addition, has considerable influence over the composition of the AC, which arguable affects
audit- and reporting quality (Bruynseels and Cardinaels 2014). Indeed, Guan, Su, Wu, and Yang
(2016) find that Chinese auditors provide lower quality but earn higher fees with clients with
the same university background. The critical influence of management on auditor selection is
also supported by the fact that if a CEO, CFO, or controller has a prior employment relationship
with an audit firm, this is a significant predictor of hiring that audit firm (Lennox and Park
2007; Dhaliwal, Lamoreaux, Lennox, and Mauler 2015). Auditors, therefore, still view
management, not the audit committee, as the major party to hire and fire auditors (Cohen et al.
2010). Several studies demonstrate that companies exploit this dependency by shopping for
audit opinions between audit firms and audit partners (Lennox 2000; Chen et al. 2016; Newton
et al. 2016). On the other hand, Dhaliwal et al. (2015) do not find consistent evidence of the
adverse influence of management involvement in auditor selection on audit quality.

Policy-makers and regulators have long been concerned with the consequences of auditor-
client self-selection (U.S. Senate 1977; PCAOB 2011; AFM 2018; House of Commons 2019;
CTA 2020). Several regulators and advisory bodies have issued ideas for alternative audit
market structures. In its review of alternative audit market structures, the AFM (2018) discusses
the intermediary model proposed by Healy and Palepu (2003). In this model, an independent
intermediary, such as a stock exchange operator, decides which auditor is assigned to each
auditee. The intermediary would set the audit fee and monitor the auditor. This model would

eliminate auditor-client self-selection and, therefore, would significantly reform the audit



market. The AFM (2018) expects auditors to be more independent in the intermediary audit
market model and expects them to act more in the public interest than in their commercial
interests. Healy and Palepu (2003) assert that a regulator like the SEC is most motivated to
secure unbiased financial statements and that it is therefore conducive to allowing the SEC to
select and monitor the auditor. We aim to provide empirical evidence on the structure Healy and
Palepu (2003) proposed by studying the effects of auditor-client self-selection in the audit of
standalone subsidiaries under International Auditing Standards where audit partners are either
assigned to audit subsidiaries or self-selected by the subsidiaries’ management.

To introduce our test, we first elaborate on the institutional setting we exploit, explaining
why it is informative for studying alternative auditor selection mechanisms. Second, we develop
hypotheses for both audit quality and the production of those audits. Third, we discuss our

research design and our results.

2.1 Institutional Setting

Group (or parent) auditors typically engage subsidiary (local) auditors to obtain assurance
over the consolidated financial statements in a group audit. Global network policies of the big-
4 audit networks prescribe that network firms should cover a substantial percentage of the
audited group’s assets and revenues. Consequently, when a big-4 audit firm is a group auditor,
the auditors of the material subsidiaries will usually be selected from the audit network of the
group auditor. As the selection initiative is with the group auditor, local management's influence
on this choice is limited. Therefore, local audit partners have no (direct) relation with local
management. In the absence of such a direct selection between (local) management and the
(local) auditor, the latter may assume a more independent position with local management.

Under US auditing standards (US GAAS), group auditors can share responsibility with the

component auditor in the audit opinion. The group auditor's decision to share responsibility is
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likely to depend on the (perceived) quality of the component auditor and is thus endogenous.’
In contrast, group auditors under the International Auditing Standards (ISAs) cannot share
responsibility for their audit opinion. In an ISA group audit, the auditor is solely responsible for
the audit opinion (ISA 600.11). A failure of the local auditor is also a failure for the group
auditor under international auditing standards. The ISA setting does not allow the (endogenous)
decision to share responsibility for the audit opinion. Consequently, the group auditor is directly
concerned with the quality of the local subsidiary auditor's work (ISA 600.42/43).

The AC at the group level formally selects the group auditor. The group auditor can then
select and mandate the local network firm to perform the local audit on its behalf, or allow local
management to find its own audit partner. Therefore, the group audit setting is one of the rare
economically significant settings in the audit market in which the audit partner is not self-
selected by the auditee, and it might provide important insights into the effects of auditor-

auditee self-selection.

2.2 Audit Quality

Agency theory predicts that managers have incentives other than presenting true and fair
financial statements (e.g., Burgstahler and Dichev, 1997; Kedia and Philippon, 2009). These
incentives include meeting financial performance targets that determine performance-based pay
or debt covenants and meeting (market) expectations. Managers admit in surveys and
interviews that they are willing to sacrifice long-term value creation to smooth earnings and
maintain earnings predictability (Graham, Harvey, and Rajgopal 2005). These management
incentives may result in management overstating their financial performance. Any evidence

that auditors refute the results presented by management would, therefore, arguably encourage

3 Dividing the responsibility for the work is not exceptional under PCAOB auditing standards. Mao, Ettredge,
and Stone (2020) document that in 27.4 percent of their sample from 2009 to 2017, the US group auditor does
not take sole responsibility for the component auditor’s work.
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management to push back on these findings. If auditors refuse to bend, they might lose the
auditee as a client. Indeed, archival evidence demonstrates that companies that receive qualified
audit opinions engage in audit opinion shopping between audit firms and audit partners (Lennox
2000; Chen et al. 2016; Newton et al. 2016). However, there are high investments (set-up costs)
associated with firms switching auditors and losing a client incurs a loss as the auditor must
forgo client-specific quasi-rents (DeAngelo 1981). Indeed, studies on the implicit determinants
of audit partner compensation find that audit firms invest in new clients, as measured by the
incentives they provide to audit partners to attract clients (Knechel et al. 2013). In addition,
audit firms apply varying degrees of audit fee-based compensation systems (DeKeyser,
Gaeremynck, Knechel, and Willekens 2021), provide incentives to attract non-audit services
(Che, Langli, and Svanstrom 2021), and deploy other incentives aiming at commercial rather
than professionally oriented elements (Vandenhaute, Hardies, and Breesch 2020). Auditors thus
have incentives to retain their clients. On the other hand, findings in archival research suggest
that auditees are unwilling to accept the descending opinions of their auditors to the extent that
they do not employ strict auditors or change auditors if different opinions arise between the
auditor and the auditee (Ayres et al. 2019; Cowle and Rowe 2021; Ege and Stuber 2021).
Despite their professional duties, auditors selected by management might therefore be
cautious and try to avoid jeopardizing their relationship with the auditee. In an attempt to retain
the relation, the auditor may, for instance, choose to waive audit adjustments at the cost of audit
quality.* Indeed, Hunt, Rosser, and Rowe (2021) find lower audit quality for auditees who are
most likely to switch but do not switch. Hunt et al. (2021) interpret these findings as the auditor
capitulating to management demands, thereby reducing audit quality. This effect is consistent
with the finding of Cassell, Myers, Seidel, and Zhou (2016) that quarterly financial statements

reviewed by a departing auditor who knows that another audit firm will take over the audit

4 These incentives and biased judgements might be subconscious as pointed out by Bazerman, Morgan, and
Loewenstein (1997)
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engagement ("lame duck auditor") provide higher quality quarterly reviews. Cassel et al. (2016)
attribute their results to higher auditor independence and reputation concerns, knowing that
another audit firm will audit the same client after the quarterly review.

Assigned local auditors are selected by the group auditor to continue their engagement and
not by local management. Therefore, assigned auditors are potentially more independent of
management. This setting is similar to the proposed intermediary model by Healy and Palepu
(2003), in which the intermediary would be primarily concerned with audit quality, and the
auditor would depend on the intermediary rather than management for its engagement.

Experienced group auditors instruct, monitor, and evaluate (subsidiary) auditors for a higher
number of engagements than clients and their audit committee (AC) do. Group auditors might,
therefore, be more effective in instructing and monitoring local audit partners than the auditee.’
The intermediary or group auditor oversees multiple audits daily, where ACs spend
considerably less time on AC work (Healy and Palepu 2003). The group auditor's monitoring
ability likely affects the local audit partner's behavior and, in consequence, the quality and
production of the audit. Therefore, a change in auditor selection could remove the incentives in
the current self-selection model to under-audit and overcharge (Causholli and Knechel 2012).

However, it is unclear whether assigning an auditor rather than allowing the auditee to select
its auditor effectively improves audit quality. No matter the selection mechanism, complete
independence and unbiased information processing seem impossible from a psychological
perspective due to humans' self-serving biases and limitations (Bazerman et al. 1997;
Bazerman, Loewenstein, and Moore 2002). Client identities can be adopted relatively quickly
due to the extensive daily interactions between clients and auditors, threatening audit quality

(Rousseau 1998; Bauer 2015). Indeed, qualitative auditing research questions whether auditor

> Where this study uses the group audit setting to study the effects of auditor selection, other work shows the
benefits of auditor alignment between groups in reducing information asymmetry in the supply chain (Johnstone,
Li, and Luo 2014; Dhaliwal, Shenoy, and Williams 2017) or with mergers and acquisitions (Cai, Kim, Park, and
White 2016; Dhaliwal, Lamoreaux, Litov, and Neyland 2016).
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independence can be resolved through institutional arrangements, such as changing the auditor
selection mechanism (Guénin-Paracini, Malsch, and Tremblay 2015).

Audit and assurance activities qualify as professional services and require coproduction
between the client and the auditor (Knechel, 2016, Knechel et al. 2019). A certain familiarity
with the auditee is necessary to understand the client's business (Bamber and Iyer 2007). Local
managers might be less willing to share information with an auditor they did not select, so that
auditors are less able to detect misstatements, which arguably aversely affect audit quality
(Nelson 2006). In other words, an assigned auditor might be more independent of the auditee
but less competent at detecting misstatements. Or, as Guénin-Paracini et al. (2015) point out,
while independence is an essential condition for quality, cooperation with the auditee may have
a greater influence on the audit outcome.

Proponents of a service perspective on auditing argue that conflicts of interest are as old as
history and cannot be avoided but only managed (Demski 2003). The auditing profession
manages these conflicts by several laws, bureaucratic controls such as professional and ethical
standards, independent oversight, legal liability risks that the auditor faces, and professional
group membership (King 2002; Nelson 2006). Moreover, empirical evidence does not suggest
that fee-dependent auditors perform worse (Craswell, Stokes, and Laughton 2002; Hope and
Langli 2010) and, in some cases, even better than less fee-dependent auditors (Reynolds and
Francis 2001). However, these studies cannot identify instances where management did not
self-select its auditor.

Overall, there is tension between the service perspective on auditing as a collaborative
network, with the key importance of knowledge and information sharing as put forward by
Knechel et al. (2019), and classical agency-theory perspectives on auditor independence. Due

to this tension, we state our hypothesis in the null form.
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H1: There is no association between audit quality and the extent to which the auditee gets to

select the audit partner.

3.1 Research Design

We use the standalone audit setting for subsidiaries to examine our research question on the
potential effects of auditor selection. This setting requires us to collect data on how the (local)
audit partner got involved. We requested access to audit personnel and proprietary data from
the big-4 audit firms through the Dutch Foundation for Auditing Research to identify the extent
to which local management controlled the selection of the (local) audit partner. In this section,
we first discuss the sample selection criteria we applied. Next, we discuss our research design,

which uses both proprietary and publicly available data.

3.3.1 Proprietary Sample Selection

The big-4 firms voluntarily participated in our research project through the Foundation
for Auditing Research. We selected subsidiary audits in which the parent company is audited
by the same audit firm as the subsidiary (aligned auditors) from the trade register to ensure
overlap between our treatment (assigned audit partners) and control (self-selected audit
partners) groups. We selected Dutch standalone statutory audits of foreign non-US entities.®

Second, we limit our selection to legally required statutory audits, as prior research
shows that companies that choose a voluntary audit incur different agency costs and credit
ratings (Dedman and Kausar 2012; Dedman, Kausar, and Lennox 2014). Third, we restrict the
sample to subsidiaries audited by the big-4, as prior research documents that there are
significant differences in clientele and engagement acceptance between big-4 and non-big-4

clients (Kaplan and Williams 2012; DeFond and Zhang 2014; DeFond, Erkens, and Zhang

& We limit our selection to subsidiaries of non-US parent companies since the auditors of US parent companies
can share or divide responsibility with the component auditor, and this is likely an endogenous decision.
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2017). Fourth, we only select subsidiaries without a liability statement from the parent company
(Art. 2:403 Dutch Civil Law) to ensure the subsidiary auditor must perform a standalone
statutory audit next to an audit for group reporting purposes. Companies that satisfy these
conditions have a positive probability of being in either the control group (audit partner selected
by local management) or the treatment group (audit partner assigned by the group auditor).

We limit our sample to Dutch subsidiaries, which hold institutional quality fixed in a
developed economy, and allow us to request anonymized proprietary data and survey
participants via the Foundation for Auditing Research in the Netherlands. Moreover, Dutch
limited liability companies are by law required to publish their audited financial statements
when they qualify as medium-sized or larger’. Based on this selection and after Institutional
Review Board approval, the big-4 invited 572 responsible auditors for these audits to participate
in the survey through the Foundation for Auditing Research.®

We obtained responses from 233 unique audit partners, as outlined in Table 1. We asked
the big-4 firms for data on both the current and prior-year audits, as we do not expect our
variables of interest, such as the assignment of the auditor and perceptions, such as the level of
information sharing, to differ significantly between two subsequent audits. We account for the
nested structure of the data by clustering standard errors on the auditee level. The sample mainly
consists of services firms, construction, engineering, chemicals, and pharmaceutical companies,
which is consistent with the composition of the Dutch economy. We report our sample
composition in Table 1. We cannot disclose the gross sample of invited survey participants per

individual firm for confidentiality reasons.

7 A company qualifies as medium-sized as two of three criteria are met in two subsequent years: assets EUR >
6m, revenues EUR > 12m, and/or more than 50 average employees. These criteria were increased to assets EUR
> 7.5m and revenues EUR > 15m after our sample period in 2024.

8 CentERdata, the research service provider of FAR, retained in all cases full control over the survey to ensure
the integrity of survey responses. The audit firm does not have access to the survey data and is not informed who
participated, to ensure confidentiality and avoid demand effects. Participants received multiple reminders after
the initial invitation. Due to the support of executives at the big-4, we obtained a response rate of 41 percent. In
the invitation and introduction section of the survey we did not disclose the topic of our research project, to
avoid biased answers.
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3.3.2 Survey Measurement

Based on the selection criteria outlined in the previous section, we randomly selected
relevant audits. We invited the signing audit partner and audit engagement manager to
participate in a survey for each observation. The survey starts with the name of the client and
qualifying questions to ensure the observations meet the selection requirements, followed by
the (dynamic and randomized) survey items.

We ask audit partners to indicate whether the component selected the auditor or that the
auditor was assigned. Since this is unlikely to be a dichotomous choice we allowed the partner
to indicate the extent the parent or the component could decide. Specifically we asked “The
decision to select you as auditor of this client was out of control of local management” and
allowed the audit partner to indicate the extent to which the auditor agreed/disagreed with that
statement. To validate our instrument we examine whether the objective measures of relative
size of the component in the group and industry are indicative of who gets to select the auditor.
In table 4 we test for differences between audits featuring self selection by the component or
auditor assignment. We find in Table 4 that small (non-significant) components within the group
and components that operate in the same industry as the parent are more likely to face a situation
where the local management of the component does not get to select the audit partner but rather
have an audit partner assigned to them. This relation stands to reason as the smaller components
arguably have less influence in the firm while components that operate in the same industry as
the parent firm, allow management of the parent to have an informed opinion on what is
necessary. Arguably, relative size within the firm and industry similarity provide factual

information about the conditions under which the auditor is likely to be assigned (or selected
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by the component). These objective factors allow us to validate our survey instrument to gauge
who gets to appoint the auditor (Bertrand & Mullainathan (2001).

With regard of our test variables we measure information sharing, identification of the auitor
with the client, client pressure, client importance to the auditor and reputation concern of the
audit partner with survey instruments, reproduces in table 2. We test whether assigned auditors
deliver different quality due to their increased independence from local management. To test
which channels predict differences in audit quality, we measure information sharing, client
identification, perceived client importance, perceived pressure, and reputational concern in the
survey. Table 2 presents the survey constructs discussed below, along with their scale reliability
indices. We used a seven-point Likert-type scale for the local auditor to indicate the extent to
which they agreed with each statement (1 = strongly disagree to 7 = strongly agree). Survey
items were randomized within their respective sections. We performed an exploratory factor
analysis on all common multi-scale items in the survey for all respondents. Since we do not
expect auditors’ perceptions to exist in isolation from one another, we perform an oblique
rotation as presented in Table 2. Five factors emerge from the data: information sharing, client
identification, pressure, importance, and reputational concern. Where only reputational concern
has a slightly lower Cronbach alpha (.686).° The KMO of 0.815 confirms the sampling
adequacy, and Barlett’s test of sphericity (p<0.01) suggests that the correlation structure is
adequate for the analyses. We analyzed early and late responders and found no meaningful
differences in their responses.

While auditor independence is unobservable, it can be proxied by how senior audit team
members perceive the audit team's independence from the client. We measure auditor
independence using the (reversed) client identification items of Bamber and Iyer (2007) and

self-developed items on client importance, all of which prior archival literature recognizes as

9 None of the scales improves by excluding an item.
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elements of auditor independence (DeFond and Zhang 2014). We use the reputational-concern
scale developed by De Cremer and Tyler (2005) to measure reputational concern with the client
and group auditor. To measure information sharing, we adopt and adapt the survey questions
from Duh, Knechel, and Lin (2020), who measure knowledge sharing between auditors about
the auditee and the auditees’ information sharing with the audit team. Furthermore, we add self-
developed questions regarding the timeliness and completeness of the client's information. We
reproduce the items from our survey questions in Table 2, Section I.

Even though the assignment of the auditor might have been out of control from local
management, pressure from group management, who self-selected the group auditor, might
trickle down through the group auditor on the assigned component auditor and, in effect, leave
the auditor with the same conflict of interest as in "regular" audits. Indeed, auditors adjust fewer
misstatements when under client pressure (Messier and Schmidt 2018). We adopt the scale used
by Koch and Salterio (2017) to measure perceived pressure. We reproduce the items from our
survey questions in Table 2 section III.

The survey closes with questions on the extent to which the decision to engage the auditor
as a local auditor was out of the control of local management, which determines whether the
observation belongs to the treatment or control group: “The decision to select you as the auditor
of this client was out of control of local management.”. We ask this question at the end of the

survey to avoid demand effects.

3.3.3 Publicly available archival variables

Audit quality is difficult to observe and is best measured using multiple proxies (DeFond
and Zhang 2014). We use the absolute value of working capital (WCAP), the absolute value of
total accruals (TACC), and the likelihood of issuing a going concern opinion (GCO), identified

and corrected misstatements as audit quality proxies. The propensity to issue a GCO (Carson,
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Fargher, Geiger, Lennox, Raghunandan, and Willekens 2013; Geiger, Gold, and Wallage 2019)
is a generally accepted and widely used proxy for audit quality. We interpret a higher level of
identified and corrected misstatements and identified internal control deficiencies as indicators
of higher audit quality (Lennox, Wu, and Zhang 2016).!° While concerns about the validity of
earnings management measures have been raised (Chen, Hribar and Melessa, 2018) and its
representation of audit quality has been disputed (Francis, 2023) we argue that in combination
with our other measures (CGO) our measures of WCAP and TACC may give some indication
of how (a lower level of ) audit quality is reflected in the financial statements.

We use audit lag, fee, hours, production value, and profit as measures of audit
production. The audit lag is the time between the balance sheet date and the date the audit
opinion is signed. A long lag is an indication of inefficiency. Audit fees are a direct measure of
the audit's costs and include both the number of hours and the hourly rate. The audit production
value is the sum of the number of hours incurred per rank multiplied by the target commercial

hourly rate for that rank.

Control variables

Audit quality and production are complex multivariate problems. We therefore control
for various factors that could both influence audit outcomes and auditor selection. Size is an
essential variable, as the International Auditing and Assurance Standards Board (IAASB)
standard ISA 600 requires group auditors to obtain assurance over large subsidiaries (significant
components), and the big-4 networks usually require that network auditors audit a substantial
percentage of the group's revenues and assets to accept the engagement. We also control audit
firm tenure. A longer tenure implies higher client-specific quasi-rents and potentially a lower

likelihood of being assigned to the auditee. Moreover, prior research demonstrates an

91t is important to note that under ISA standards there is no in-control statement that requires an integrated
audit. Nevertheless, the auditor must evaluate the design and existence of controls over significant risks and must
report on deficiencies and on the continuity of the automated administrative systems.
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association between tenure and audit quality (Myers, Myers, and Omer 2003; Bell, Causholli,
and Knechel 2015). We also control for the audit firm's audit risk rating, which influences both
quality and production, as well as potentially the likelihood of allowing the auditee to select
their own audit partner. Moreover, we control for the audit's complexity and the auditee's
financial health by including the number of subsidiaries with more than ten employees,
leverage, and the return on assets. The presence of a supervisory board is likely associated with
the likelihood of auditor assignment, and governance quality also influences audit quality and
production (Klein 2002). In addition, we want to determine whether the standalone audit of the
subsidiary is a significant component of the group audit, as this likely influences management’s
discretion in selecting the audit partner and has quality and production implications. An
auditor's experience likely influences the quality and efficiency of the work and might correlate
with the likelihood of serving on assigned engagements (Messier and Schmidt 2018). Therefore,
we include the years of experience of the partner as a public accountant (Auditor Experience).
Moreover, the auditors busyness might affect both being assigned to an auditee and audit
quality. We also expect an effect from the auditee's industry, as specific industries require local
operations with inventories and receivables that need to be audited locally and, therefore,
require an auditor to be assigned. In contrast, other industries can be more easily audited from
the headquarters and, therefore, do not require an assigned auditor. Finally, we control for audit

firm- and year-fixed effects.

4. Results

Assuming a statistical power of 0.8, a significance criterion of 5 percent, and accounting for
the proposed control variables, our sample enables us to reliably detect effect sizes of 0.025 or
larger. We deem this sufficient as prior research, and the public debate suggests that the effects

of auditor self-selection could be large.
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Table 3 serves to assess the reliability of our test variable of auditor assignment. Consistent
with our expectation we observe a negative correlation between auditor assignment (auditor
assignment outside the management's control) and information sharing (-.148). Since auditor
assignment is tested through a survey instrument, we assess whether the auditor-assignment
method is de facto predetermined by peculiarities of the auditee: pressure and reputational
concerns. We do not observe that the auditor assignment mode is significantly associated with
perceived pressure or reputational concerns.

In Table 4, we split the sample based on how the auditor was selected. Again, we observe a
significantly higher level of information sharing with self-selected audit partners. Moreover,
self-selected audit partners are, in these bivariate analyses, more likely to constrain earnings
management, more likely to issue a going concern opinion and more likely to correct larger
material misstatements. Auditors provide more effort, earn higher profits and provide more non-
audit services for clients who self-select them. Finally, clients that self-select their auditor are
more likely to be a significant component in a group audit and to operate in the same industry
as their parent company, suggesting that more important subsidiaries have indeed leeway in
selecting the audit partner that audits them.

In table 5, we estimate the auditor assignment in a multivariate regression. Subsidiary audits
with longer audit firm tenure, the presence of a local supervisory board, and those that operate
in the same industry as the parent company are less likely to be assigned an audit partner. Where,
subsidiaries with more large subsidiaries are marginally more likely to have an assigned audit
partner. We do not find that other size and risk factors are predictive of who gets to select the
auditor. These results are consistent with the idea that our measure of auditor assignment
accurately reflects whether the subsidiary was able to select the auditor. Auditor assignment
averages 4.6 on a 7-point Likert scale and a standard deviation of 2.1. This suggests significant

variation in the perceived influence of local management on the selection of the auditor. The
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results presented in table 5 confirm our expectation in that auditor assignment is significantly
negatively associated with information sharing (p=.047) in the multivariate analysis.
In Table 6 we present correlations between our main variables and descriptive statistics of the
archival data we collected. In 3.8 percent of the cases auditors have issued a going concern
opinion (GCO). In 0.6 percent of the engagements there are findings from the quality
inspection. In 64.2 percent of the engagements, the auditor identifies a material misstatement.
This is comparable to other Dutch studies on misstatements, such as reported by Masereel,
Thiirheimer, and Vanstraelen (2023), and to the Chinese audits studied by Lennox et al. (2016).
Moreover, in 29.1 percent of audits, the auditor finds and has a material misstatement corrected.
We do not have data on all audits surveyed due to missing data in the trade register and
unavailable data at the audit firms.

The correlations between our archival data and survey data are reproduced in Table 6 and
we observe that auditor assignment is negatively associated with the likelihood of issuing a
going concern opinion (-.134), finding material misstatements (-.143), larger material
misstatements (-.138), correcting material misstatements (-.128), and correcting larger material
misstatements (-.141), the number of audited hours (-.160), the profit realized on the
engagement (-.176), the likelihood of providing non-audit services (-.271), the likelihood the
audit is a significant component in a group audit (-.183) and the likelihood of the subsidiary
being in the same industry as the parent company (-.160). Taken together, the bivariate results
indicate that assigned auditors perform less effective audits than assigned auditors. Please note
that one cannot draw conclusions from this analysis as multivariate factors arguably determine
audit quality and that, therefore, control variables are required to test our hypothesis.

The level of perceived information sharing by the auditee is significantly associated with
lower working capital accruals (-.162), finding material misstatements (-.164), finding larger

material misstatements (-.179), correcting larger material misstatements (-.155), shorter audit
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lags (-.168), higher fees (.114), a higher leverage (.112), a higher return on assets (.119), and

the existence of a supervisor board (.119).

4.1 Regression results

4.1.1 Test of the audit quality hypothesis

In our hypothesis, we predict that the auditor appointment method does not relate to audit
quality. Our regression analyses in Table 7 shows that auditor assignment is associated with
significantly higher absolute working- and total accruals and a lower likelihood of issuing a
GCO. None of the survey scales significantly explains variation in the likelihood of findings in
the internal audit firm quality inspection. However, just 0.6 percent of audits in our sample have
internal audit firm quality inspection findings, whereas 1.6 percent of audits in our sample were
subject to internal cold file reviews (untabulated). In model 5, we find that when the auditor is
assigned it is less likely that internal-control deficiencies are observed (p=.027). This result
would suggest that assigned auditors are less effective in identifying internal-controls
weaknesses.

According to model 6 one standard-deviation increase in the extent to which audit partner
selection is out of the auditee's control corresponds to a 7.1 percentage point reduction in the
likelihood of identifying a material misstatement (p=.025), a decrease of 11.1 percent compared
to the average probability of finding a material misstatement in our sample. In case auditors
report to experience higher pressure from management they are more likely to identify material
misstatements (p=.004). The likelihood of identifying material misstatements is lower for larger
and more leveraged clients. In models 7 we find that large misstatement are less likely to be
identified by assigned auditors (model 7, p=.021).

In model 8 we test the likelihood that a material misstatement gets corrected. We find for a

one standard deviation increase in the extent to which the parent firm assigns the auditors a 6.6
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percentage-point reduction in the likelihood of correcting an identifying material misstatements
(p=.040), a decrease of 22.7 percent compared to the average probability of finding a material
misstatement in our sample. Correcting material misstatements is also associated with higher
perceived client pressure (p=.014). There is a significant negative association between the
auditee's size and the likelihood of correcting the material misstatement. Larger (corrected)
misstatements are significantly negatively correlated to auditor assignment (p=.040) and
significantly positively related to perceived client pressures (p=.004). These results suggest that
assigned auditors are less likely to identify and correct (larger) material misstatements.
Moreover, our results are consistent with the public data studies of Craswell et al. (2002) and
Hope and Langli (2010), who do not find that fee-dependent auditors perform, on average,
worse audits.

In summary, the results presented in table 7 suggest that an external appointment of the
auditor is negatively related to audit quality. In other words, one can expect more audit quality
if the auditee plays a significant role in appointing the auditors vetting their financial statements.

Based on our analyses, we conclude that hypothesis 1 is rejected by the data.

4.1.2 Potential effect of appointment method on audit production

Since we examine how the appointment method affects audit engagements, we collected
data not only on audit outcomes but also on audit production. The idea we explore in this section
is whether the production is affected by who gets to appoint the auditor. Arguably, auditors are
in a better position to motivate what is the required audit effort when they interact directly with
the auditee’s management.

When auditees do not select their auditors but are assigned auditors by a third party,
developing a productive working relationship might be more complicated. Indeed, Johnson and

Lys (1990) find that an unfitting client-auditor relationship causes an efficiency loss. This
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finding is consistent with the conclusions of Gerakos and Syverson (2015), who estimate the
implicit cost of forcing companies to rotate to another audit firm. Gerakos and Syverson (2015)
estimate this would cost about 25 percent of lost surplus and 7 to 12 percent higher audit fees.
Alternative auditor selection mechanisms might therefore be economically inefficient.

Another concern about assigning auditors is that the auditee might be less concerned with
fee overruns and less inclined to respond promptly to auditors' requests. Prior research with
proprietary audit data demonstrates significant variation in the efficiency of audit engagements
(Dopuch, Gupta, Simunic, and Stein 2003; Knechel, Rouse, and Schelleman 2009). Extensive
unforeseen client delays affect the audit reporting lag (Knechel and Payne 2001). Assigned
auditors might not cope with these delays as efficiently as auditors selected by the auditee.

On the other hand, in case the auditee cannot select its auditor, auditors can form a more
independent opinion on what is the necessary audit effort, leading, on average, to a more
efficient audit effort level (Donovan, Frankel, Lee, Martin, and Seo 2014).

We report our findings on audit production in Table 8. In our regression analysis, we do not
observe that assigned auditors exhibit a longer audit lag (Model 1); however, we do observe
that poor information sharing is, as expected, negatively associated with audit lags (p=.031).
For audit fees (model 2), we observe that assigned auditors bill lower fees (p=.006), while the
audit fee is associated with more important clients (p=.007) and with lower levels of
information sharing (p=.024). The lower audit fees charged by assigned auditors are due to
significantly fewer audit hours (model 3, p=.004) and significantly lower production value of
these hours (model 4, p=.024). We also find that assigned audits are significantly less profitable
than self-selected audits (model 5, p=.001). But, assigned audits do not yield significantly
higher profit margins (model 6, p=.798). Note that profit margins are significantly higher for
audits with higher risk ratings (p=.011). This result suggests that auditors assigned to the

subsidiary increase the hourly rates based on the risk score.
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Finally, a one standard deviation increase in the extent to which audit partner selection is
perceived to be out of the auditee's control corresponds to an 11.9 percentage point reduction
in the likelihood of providing non-audit services to audit clients, a reduction of 22.7 percent
compared to our sample mean.

We conclude from this exploratory analysis that audit production choice appears to be
affected by who appoints the auditor, with production levels lower when the auditor is appointed
by the parent rather than by the component. This results would give some first insight into what
is the driver of lower quality when an external auditor is appointed: lower effort and thus less

audit evidence.

4.2 Robustness analyses

Prior research documents that, after accounting for client effects, partner-effects explain
most variation in quality between audits (Cameran, Campa, and Francis 2022). Given the size
of our sample and the number of partners with only one or few audits in our sample, we cannot
include partner fixed effects in our analysis. However, our main analyses already have control
variables such as the partner's experience and partner's busyness, based on the size of the
partners’ portfolio. To address the concern that partner differences drive our results, we run all
analyses with a control variable indicating whether the signing partner is an equity partner. We
assume that equity partners are, on average, more competent than salary partners. The results
are consistent with our main results. Suggesting that partner competence does not drive our
results.

Despite that we randomly surveyed auditors and we applied survey techniques, our setting
is only observational, and the decision to let an auditee select its audit partner might be
endogenous. To reduce these endogeneity concerns and ensure the self-selection and assigned

groups are comparable, we perform logistic propensity score matching to the nearest
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neighboring observation with replacement and a caliper distance of .01.!! The results are
presented in Table 9 Panels A and C. The reduced sample size associated with the common
support assumption of propensity score matching reduces the power of our analyses.
Nevertheless, our results are consistent with our total sample. In addition, we entropy-balanced
our sample across all archival variables in Panels B and D of Table 9 to ensure covariance
balance. The entropy-balanced sample is also reduced to improve the comparability of the self-
selected and assigned observations. In the entropy-balanced analyses, the results of finding a
(larger) material audit adjustments became insignificant. But other results still hold. Most
importantly, we continue to find that assigned auditors are significantly less likely to correct

(larger) material audit adjustments.

4.3 Exploration of mediation effects

Knechel (2016) and Knechel et al. (2019) have argued that audit quality is affected by
the independence of the auditor and information sharing where it is argued that these factors
are to an extent to be considered competing forces. That is, fully independent auditors may have
a hard time to collect information from the auditee, while very dependent auditors are likely to
have a very cozy relation with the auditee at the detriment of forming an objective opinion
based on the evidence collected. Arguably, the appointment method of the audits is affecting
the (in)dependence of the auditor which, in turn affects the relation between the auditors and
the auditee. For one thing the appointment affects the negotiations about the audit activities to
be performed. From to outset it is not clear whether this will result in more (independence) or
less audit effort (distant relation). This distant relation may also affect the likelihood of

information sharing. Our survey instrument provides a measure of the extent to which

" To perform propensity score matching and entropy balancing, we treat an observation as assigned auditor
when the survey question “The decision to select you as auditor was out of control of local management.” was
answered with a (strongly) agree and self-selected otherwise.
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information is shared between the auditor and the auditee, while we have direct measures of
audit effort. Leveraging on this information we explore the extent to which the data would
suggest that auditor assignment not only directly affects audit quality, but also indirectly
through information sharing and/or audit effort. In other words, does there exist an indirect path
from auditor-appointment mode through information sharing (or audit effort) to audit quality in
addition to the direct relation auditor-appointment mode to audit quality.

That data that we collect, do not allow us tot test a theory and make causal inferences about the
results. We, therefore, conduct an explorative analysis to test whether the auditor assignment
method is related to audit quality through the information and/or the effort channel. We run a
path analysis to examine whether there is evidence to suggest that this indirect relation between
audit quality and auditor assignment method is present. In figure 1 we depict our proposed path
analysis. We reproduce the results of our path analysis in Table 10.

First, we observe that our intermediate variables of information sharing (-.188) and audit
effort (-13.2) are indeed associated with auditor-assignment method. We observe that for
information sharing the indirect relation from audit appointment method via information
sharing to audit quality is weakly significant only in equation (3), where we measure audit
quality in terms of total accruals (TACC), COEF. is -.05, at 10 percent level of significance.
The path analysis that focuses on audit effort does show a significant association going from
auditor-assignment method through effort to audit quality. In five of the eight equations the
results are either weakly (10 percent level: WCAP and corrected adjustment) or significant (5
percent level: TACC, audit adjustments and adjustment size) suggesting that there is some
indication of an indirect relation running from auditor-assignment method to audit quality
through audit effort.

Finally we conduct a bivariate test to examine whether auditor tenure is related to audit

quality and reproduce our results in Table 11. We split the data on the median of 3 years and
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find that audits completed after three years and more do no longer differ in audit quality. These
preliminary results suggests that over time the effects associated with auditor assignment
disappear. This analysis would suggest that the relation between the auditor and the auditee is

over time unaffected by the auditor selection mechanism.

5. Conclusion and Limitations

In this study, we examine whether audit quality varies conditional on whether the auditee
(subsidiary in a holding) selects its own auditor or that the local auditor is assigned by the parent
firm. By taking advantage of these two appointment practices we can test whether external
appointments affect auditor independence which is allegedly associated with higher audit
quality (e.g., Healy and Palepu, 2003).

Our results suggest that it is unclear whether assigned auditors deliver higher audit quality
then auditors appointed by an external party. Drawing on a sample of big-4 subsidiary audits,
in which auditors were either assigned by parent firm management or self-selected by the
subsidiaries’ management, our study reveals that assigned auditors deliver lower audit quality
than their self-selected counterparts. We find that assigned auditors receive less information
from the auditee, accept higher levels of discretionary accruals, issue fewer going concern
opinions, and are less likely to detect and correct (larger) material misstatements during their
audits. Moreover, we find some evidence that assigned auditors identify fewer control
deficiencies than self-selected auditors. At the same time, assigned audit partners are no less
likely to have inspection findings.

While independence arguably benefits audit quality in that auditors are less likely to give
priority to the interest of the management of the auditee, audit quality also depends on the
relation auditors have with the management of the firm they audit. It is likely to be harder for

assigned auditors than for self-selected auditors to motivate what are the required effort levels
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to produce a high quality audit. In addition, audit quality not only depends on hard archival data
but also on more intangible information that is hard to collect from the archives. To retrieve this
information auditors rely on the auditees’ implicit and explicit motivation to share intangible
information (Knechel, 2016).

To examine whether the firms in our sample exhibit indications of such relation-dependent
factors we perform an explorative audit production analysis. From that analysis we find that
assigned auditors charge lower fees, spend fewer (senior level) hours, and earn lower profits
compared to self-selected auditors. These results would suggest that assigned auditors are in a
weaker position than auditors selected by the auditee to reach at an agreement with the auditee
about what is the required audit effort.

To further explore the relation auditor-auditee angle we conduct a path analysis to examine
whether the auditor-assignment method affects audit quality via information sharing and effort
levels. Our findings would suggest that the auditor-assignment method indeed affects audit
quality through audit effort, but hardly through information sharing. That is, the weaker position
of the assigned auditor compared to the self-selected auditor does affect the extent to which
auditor and auditee agree on required effort levels, where these reduced effort levels result in
lower audit quality measured by detected and corrected misstatements through effort. These
results would suggest that an inflection point might exist where the quality of the relation
auditor-auditee trumps the positive effect of auditor independence. Our exploration into the
audit production suggests assigned auditors produce less audit evidence underlying the financial
statements than self-selected auditors. Our findings are, therefore, consistent with the service
perspective of auditing put forward by Knechel et al. (2019), who stress the importance of
client-auditor cooperation for audit outcomes.

We hasten to say that our results are very preliminary. In the first place we cannot control

for different auditees with different intensions. For instance, if the parent has a genuine concerns
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about potential performance manipulation by the management of the component, it will be
better off to assign an auditor. In that case an assigned auditor may positively affect audit quality
because independence is called for. In our sample we could still find evidence of lower audit
quality measured by our metrics, but we cannot disentangle whether the quality would be even
worse had the auditee selected an auditors that would have turned a blind eye for the earnings
manipulation the parent suspects to happen. On the other hand, for auditees that have no such
inclination there is no need to assign the auditor and this external appointment may in fact work
against achieving high audit quality for these cases. These two forces would call for the
identification of auditees that prefer to have a credible audit versus those that don’t. We have
no identifier that would enable us to disentangle between these groups (i.e., likely manipulators
versus nonmanipulators). In other words, the decision to assign an auditor or let local
management find an auditor may be endogenous, even in the group auditing setting. Given that
selections are unobservable and despite the fact that we control for several potential choice
factors in our analysis, our data does not allow for tests that would allow us to make any causal
claim. Future work may look into this relationship with more rigor so as to examine that
conditions of the auditor-auditee relation and under which conditions audit quality is affected
using a prediction models of how auditors are selected.

Previous evidence suggest that auditees may differ in the extent they want to subject their
financial statements to the external auditor where adverse findings are not apricated by the
auditee (Ayres et al. 2019; Cowle and Rowe 2021; Ege and Stuber 2021). In our sample we
cannot distinguish between auditees that differ in terms of the importance they assign to
subjecting their financial statements to an audit. Based on the evidence we collect we cannot
determine whether audit quality is affected by the method of appointing auditors for auditees
that want to hide their actions versus those that want to be transparent. Future research may

provided these insights.

32



We would also suggest that future studies look into the question of how auditor

independence affects the audit engagement plan and audit execution in terms of effort
information sharing and audit quality. It seems that auditor independence potentially affects the
extent to which the auditor can convince the auditee of the required audit effort and what
information the auditee should be willing to share. The same question could be raised with
regard to the execution of the audit: can the auditors extent the scope when problems arise and
does the auditee share the requires information or not.
For the measurement of audit quality, it is generally assumed that restatements are the best
evidence of a lack of audit quality (Rajgopal, Srinivasan, and Zheng 2021). However, the
number of restatements for private companies is limited in The Netherlands (Bosman 2021).
Therefore, there is insufficient variation in restatements to analyze restatements as an audit
quality proxy for local standalone financial statements.'? The availability of proprietary archival
data where we test whether auditees present unaudited files that contain misstatements that
auditors either observe and get corrected or not helps us to overcome this issue.

Our tests focus on average effects, where society and regulators are generally concerned
about extreme events (e.g. where auditees try to conceal information) and outliers that we
cannot identify with our research design. Furthermore, our sample is limited to big-4 audit
firms, which may have more effective quality controls, potentially limiting the generalizability
of our findings to smaller audit networks. In addition, it is unclear whether our findings from
the specific standalone subsidiary audit setting would generalize to broader policy issues. Our
dataset does not allow us to provide conclusive evidence on whether the assigned auditor simply
reduces audit effort or that the auditee provides the auditor with too little information. However,
our survey questions would suggest that the information provision is trailing where auditors are

assigned. Notwithstanding these limitations, given the recurrent and fundamental nature of this

2 Qur sample only has two modified audit opinions (MAOs), which we therefore also do not analyze.
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topic within the audit profession and the theoretical relevance of auditor-client cooperation, we
believe the insights from this study are important in discussing how audit practices may

improve.
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Appendix A: Variable Definitions

Variable

Dependent Variables — Quality

Variable Source

Definition

WCAP FAR: Trade register Absolute value of working capital accruals. Calculated as: ((ACA;,;— ACASH;,; ) — (ACLy,;— ASTD;, ) /T A1
TACC FAR: Trade register Absolute value of total accruals. Calculated as: ((ACA;,;— ACASH;,; ) — (ACL;,;— ASTD;,; ) — DEPR;,;)/TA;t—1

. . Coded 1 when the auditor issues a Going Concern Opinion (GCO). GCO’s are defined as the instances where the auditor includes a separate section in the audit opinion to stress the
GCO FAR: Trade register X K ., .. g X

material uncertainty about the entity’s ability to continue as a going concern (ISA 570).

Inspection Issue Big4 Coded 1 if the internal quality review of the firm identified findings (need improvement or non-compliant) and 0 otherwise.
Control Deficiency Big4 Coded 1 if the auditor identified internal control deficiencies (ISA 265.7) and 0 otherwise.
Audit Adjustment Big4 Coded 1 if the auditor identified a material misstatement and 0 otherwise.
Adjustment Size Big4 The natural log of the aggregated misstatements identified by the auditor.
Adjustment Corrected Big4 Coded 1 if the auditor corrected an identified material misstatement and 0 otherwise.
Adjustment Corrected Size Big4 The natural log of the aggregated corrected misstatements.
Information Sharing Survey Auditors’ perception of information sharing adopted and adapted from Duh, Knechel, and Lin (2020), with additional items on timeliness and completeness, is referred to in Table 2.

Dependent Variables - Audit Production

Audit Lag FAR: Trade register The number of days between the balance sheet date and the sign-off date of the audit opinion.

Audit Fee Big4 The natural log of the audit engagement fee from the audit firms’ accounting system.

Audit Effort Big4 The natural log of the number of hours worked on the engagement, as recorded in the audit firms” accounting systems.

Production Value Big4 The natural log of the number of hours worked on the engagement from the audit firms’ accounting system, multiplied by the corresponding commercial hourly rate of the rank.
Audit Profit Big4 The Profit Margin multiplied with the number of hours.

Profit Margin Big4 The audit fee divided by the audits’ production value.

NAS Big4 Coded 1 if the audit firm provided non-audit services to the audit client and 0 otherwise

Main Test Variable

Auditor Assignment Survey “The decision to select you as auditor was out of control of local management.” on a 7-point Likert scale from strongly disagree to strongly agree.

Control Variables

Information Sharing Survey Auditors’ perception of information sharing adopted and adapted from Duh, Knechel and Lin (2020) with additional items on timeliness and completeness, refer to Table 2.
Client Identification Survey Measure of client identification adopted from Bamber and Iyer (2007), refer to Table 2.

Client Pressure Survey Measure of client pressure adopted from Koch and Salterio (2017), refer to Table 2.

Client Importance Survey Measure of client importance, measured by items on the importance of the client for the firm, unit and reputation, refer to Table 2.

Client Reputational Concern Survey Measure of reputational concern adopted from De Cremer and Tyler (2005), refer to Table 2.

Audit Firm Tenure Big4 The number of years the audit firm uninterruptedly audits the auditee.

Audit Risk Big4 Coded 0 if a low risk client, 0.5 for medium risk clients and 1 for high risk clients according to the audit firm client management system.

Significant Component Big4 Coded 1 if the audit is a significant component of a group audit and 0 otherwise.

Auditor Busyness Big4 Normalized value of hours under management by the signing auditor.

Size FAR: Trade register The natural log of total assets.

Subsidiaries FAR: Trade register The natural log of the number of subsidiaries with more than ten employees plus one.
Leverage FAR: Trade register Total liabilities divided by total assets.

ROA FAR: Trade register Net income divided by lagged total assets.

Supervisory Board FAR: Trade register Coded 1 if the company has a supervisory body and 0 otherwise.

Auditor Experience

FAR: NBA register

Number of years since the audit partner obtained his/her auditor title.

Same Industry as Parent

FAR: Orbis

Coded 1 if the subsidiary is in the same primary industry as the parent and 0 otherwise.
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TABLE 1

Survey Sample Composition

Panel A: Sample Composition per Firm

Firm Invited Responses Response %
Firm 1 Not disclosed 73 Not disclosed
Firm 2 Not disclosed 52 Not disclosed
Firm 3 Not disclosed 58 Not disclosed
Firm 4 Not disclosed 50 Not disclosed
Total 572 233 40,7%
Panel B: Sample Composition per Rank
Rank Responses %
Engagement Partner (signing) 139 59,7%
Engagement Manager 93 39,9%
Senior Team Member 1 0,4%
Total 233 100%
Panel C: Audit Sample Composition

Number
Unique audit client for which a response was obtained 225
Audits with prior year data audited by the same respondent 204
Total client-year sample for archival analysis 429
Missing archival data (113)
Archival data-set 316

Panel D: Audit Sample Composition by Industry

Observations Auditor Assignment

Industry (Strongly) Agree
Processing Industry 6 1
Chemicals and Pharmaceutics 45 28
Manufacturing of Finished Products 6 6
Construction and Engineering 88 41
Transport and Warehousing 9 7
Services 115 57
Specialized Professional Services 39 12
Public Services 8 4

316 156
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TABLE 2 - EFA for Dimensions of Information Sharing, Client Identification, Pressure, Client Importance, and Reputational Concern

Pattern Matrix Factor Direct Oblimin Rotation

Factors and Cronbach alphas (N =232) | 11 111 VI \4
Auditor Assignment

The decision to select you as auditor of this client was out of control of local management -.153 -.048 -.036 .035 -.062
L. Information Sharing (o =.897, EV =5.478, % of var = 17.95)

The client shares new professional information with the audit team as soon as possible 759 .023 -.117 .029 .039
The client shares useful work experience and information with the audit team 615 -.014 .000 -.047 .150
The. client keeps their working experience and information to themselves and do not easily share it with the 582 084 =296 014 049
audit team [R]

The client always sets a good example in sharing their information with the audit team .893 .074 .074 .060 -.004
The audit team received timely information from the client 719 -.042 -.075 .020 .095
The client provided sufficient information to conduct the audit .598 -.159 -.069 .065 303
There was generally no need to ask for additional information after the original request .619 .041 .037 -.023 -218
The client shares relevant information with the audit team without asking 782 138 .000 .004 -.051
The audit team needed to repeat or remind management of information requests [R] 639 -.031 -.022 -.012 -.185
I1. Client Identification (0. =.753, EV = 4.235, % of var = 13.48)

When someone praises this client, it feels like a personal compliment -.078 .681 .004 -.057 .070
When I talk about this client, [ usually say “We” rather than “They” .019 449 .036 -.072 .032
This client’s successes are my successes .034 821 -.010 .028 -.057
If someone criticizes this client, it feels like a personal insult -.033 542 -.076 -.126 .087
I11. Client Pressure (0. =.702, EV = 2.226, % of var = 5.92)

Management tried to influence my judgement -.144 -.041 746 .028 .061
Management threatened with the non-renewal of the audit engagement -.024 146 411 .010 -.084
Management interests and the interest of the auditor were in conflict -.049 -217 .687 -.089 .036
If you do not agree with management, it is in the position to penalize you for your behavior .069 .109 572 -.058 .013
IV. Client Importance (o = .880, EV = 1.537, % of var = 3.70)

This client is very important to my own firm unit -.008 -.021 -.022 -.976 -.029
This client is important to my own firm unit -.034 -.023 .023 -.875 012
Losing this client would mean a major blow to the reputation of my firm unit .016 .085 .057 -.668 -.015
V. Reputation Concern (o = .686, EV = 1.404, % of var = 3.53)

I wish to have a good reputation at the client -.011 -.022 .000 -.017 .608
If my reputation at the client is not good, I feel very bad .063 175 -.014 -.042 440
I find it important that the client considers my reputation as a serious matter .062 -.071 .048 -.012 576
I try hard to work on my reputation in my relationships with the client .050 157 .043 .038 .649
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TABLE 3 - Correlation Matrix and Descriptive Statistics Survey Scales

Variables 1) 2 3) 4 ©) (6)
(1) Auditor Assignment -

(2) Information Sharing -.148 -

(3) Client Identification -.068 -.024 -

(4) Client Pressure -.008 | =300 .121 -

(5) Client Importance -.094 071 439 .169 -

(6) Client Reputational Concern -.061 .107 335 -.055 | .253 -
N 233 233 233 233 233 233
Ca N/A  0.897 0.753 0.702 0.880 0.686
Mean 4.610 4.608 2.722 1.873 2.606 4.909
Std 2.063 0.871 0.341 0.224 0.524 0.619

Pearson correlation among the survey constructs. Correlations significant at the p=0.05 level or below are
marked in bold and dark grey. The survey questions are included in Table 2.
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TABLE 4 — Descriptive Statistics between Self-Selected and Assigned Auditors

The decision to select you as

Self-Selection

Auditor Assignment

Difference in

auditor of this client was out Means
of control of local (Strongly) Disagree (Strongly) Agree
management

N Mean Std N Mean Std T-Test
Survey Constructs
Information Sharing 84 4.821 1.065 159 4.537 1.012 2.048%*
Client Identification 84 2.836 1.172 159 2.670 1.122 1.083
Client Pressure 84 1.899 810 159 1.884 .909 128
Client Importance 84 2.726 1.416 159 2.275 1.050 2.815%**
Client Reputational Concern 84 4.887 .839 159 4.876 982 .088
Dependent Variables
WCAP 64 .084 118 108 A11 144 -1.293
TACC 52 .090 .088 80 135 130 -2.219%*
GCO 84 .083 278 159 .019 136 2.425%%*
Inspection Issue 84 .012 .109 159 .006 .079 459
Control Deficiency 84 738 442 159 .642 481 1.530
Audit Adjustment 84 .690 465 159 585 494 1.616
Adjustment Size 84 13.784  9.622 159 11.705  10.014 1.560
Adjustment Corrected 84 .345 478 159 233 424 1.882%*
Adjustment Corrected Size 84 10.239  10.474 159 7.566 9.825 1.971%*
Audit Lag 84 170.393  78.348 159 170.270  91.294 .010
Audit Fee 84 15.140  3.315 159 15.165 2.979 -.058
Audit Effort 84 12.539 1.014 159 12.238 .847 2.458%*
Production Value 84 15.546  3.432 159 15.588 3.071 -.097
Audit Profit 84 12.127  1.011 159 11.816 .809 2.611%**
Profit Margin 84 739 435 159 743 442 -.059
NAS 58 707 459 100 390 490 4.008%**
Control Variables
Size 84 24.539  1.810 159 24.569 1.810 -.114
Audit Firm Tenure 84 9.321 5.976 159 8.396 6.468 1.088
Audit Risk 84 179 288 159 167 312 .288
Subsidiaries 84 .826 756 159 871 .644 -.483
Leverage 84 .624 344 159 582 369 .858
ROA 84 .049 153 159 .068 138 -1.001
Supervisory Board 84 310 465 159 226 420 1.413
Significant Component 84 738 442 159 .566 497 2.663%**
Same Industry as Parent 84 297 460 159 182 387 2.064%*
Auditor Experience 84 15.857  6.399 159 16.969 7.624 -1.140
Auditor Busyness 84 .089 952 159 .062 984 203

Table 4 presents descriptive statistics for the self-selected and assigned auditors. Self-selected auditors are grouped if they (strongly)
disagree with the statement “7he decision to select you as auditor of this client was out of control of local management.”. *** ** and *
indicate statistical significance at the 1%, 5%, and 10% levels (two-tailed). All continuous variables are winsorized at the 1st and 99th

percentiles.
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Table 5 — Regression of Determinants on Auditor Assignment and Information Sharing

Dependent Variable Auditor Assignment Information Sharing
Auditor Assignment - 150%*
(.075)
Size .045 .016
(.039) (.034)
Audit Firm Tenure -.027** .001
(.012) (.013)
Audit Risk -.038 -.128
(:227) (.340)
Subsidiaries .199* 110
(113) (.119)
Leverage -.037 A421%*
(:215) (.174)
ROA .836 1.601%**
(.572) (.435)
Supervisory Board -.320%* 259
(.178) (.190)
Significant Component -.553%%* -.143
(.173) (.195)
Same Industry as Parent -.398%* -.040
(.192) (.158)
Auditor Experience .004 -.007
(.010) (.010)
Auditor Busyness -.001 -.083
(.064) (.070)
Observations 316 316
Clustering Auditee Auditee
R2 171 157

Regression of the determinants of Auditor Assignment and information sharing. Auditor Assignment is the auditors’ response to the question
“The decision to select you as auditor was out of control of local management.” on a 7-point Likert scale from strongly disagree to strongly
agree. The Information Sharing scale is adapted from Duh et al. (2020) and disclosed in Table 2, other variable definitions are included in
Appendix A. *** ** and * indicate statistical significance at the 1%, 5%, and 10% levels (two-tailed). Standard errors are clustered at the
auditee-level.



TABLE 6 — Descriptive Statistics between Self-Selected and Assigned Auditors

Variables Auditor Information Client Client Client Client N Mean Median Standard
Assignment Sharing Identification Pressure  Importance  Reputational Deviation

Concern
(1) WCAP .077 -162 -.058 -.080 -.130 -.005 219 .097 .045 131
(2) TACC 159 -.093 .013 -.132 -.118 -.024 168 115 .074 120
(3) GCO -134 .101 .017 .034 -.047 .008 316 .038 0 191
(4) Inspection Issue -.004 -.055 -.026 .099 -.033 .041 316 .006 0 .079
(5) Control Deficiency -.097 -.064 154 242 .199 .037 316 677 1 468
(6) Audit Adjustment -.143 -.164 142 205 .098 131 316 .642 1 .480
(7) Adjustment Size -.138 -179 153 241 .102 133 316 12.809 18.260 9.815
(8) Adjustment Corrected -.128 -.043 .096 206 .145 .144 316 291 0 455
(9) Adjustment Corrected Size -141 -155 .110 215 .096 .079 316 8.533 0 10.126
(10) Audit Lag .025 -.168 .050 .009 -.041 -.083 316 170.459 168 87.889
(11) Audit Fee -.026 114 .023 -.141 -.056 110 316 15.309 16.806 3.005
(12) Audit Effort -.160 -.056 .091 118 244 .076 316 12.381 12.437 909
(13) Production Value -.020 .106 .033 -115 -.047 .101 316 15.705 17.113 3.090
(14) Audit Profit -.176 -.040 .053 .042 215 .093 316 11.985 11.968 919
(15) Profit Margin -.006 .039 -121 -126 -.053 -.005 316 761 .681 462
(16) NAS =271 .028 -.130 .043 .038 -.103 206 .524 1 .501
(17) Size .006 .032 .044 .105 116 .019 316 24.468 24.126 1.955
(18) Audit Firm Tenure -.109 .027 111 115 .148 -.050 316 8.889 8 6.323
(19) Audit Risk -.021 .022 -.091 .107 .010 .025 316 171 0 .300
(20) Subsidiaries .019 .064 -.006 -.004 117 .008 316 .869 .693 675
(21) Leverage -018 112 -.097 .020 -.047 -.089 316 .601 .602 343
(22) ROA .067 119 -.036 -.008 -.036 -.036 316 .060 .035 139
(23) Supervisory Board -.090 137 -.052 -.103 -.056 .059 316 250 0 434
(24) Significant Component -.183 .075 .062 -.092 .042 .070 316 .655 1 476
(25) Same Industry as Parent -.160 .034 -.059 .026 .043 -.038 316 225 0 418
(26) Auditor Experience .039 -.065 -.214 -.026 -.210 -.039 316 16.728 15 7.393
(27) Auditor Busyness -.020 -.055 .041 -.028 117 .039 316 .000 -.174 1.000

Table 6 presents the Pearson correlations among the main archival variables and survey scales. Correlations significant at the p=.05 level or below are marked in bold and dark grey. Survey
questions and variable definitions are included in Table 2. All archival continuous variables are winsorized at the 1*' and 99" percentiles of their distributions. The survey scales are disclosed in
Table 2, other variable definitions are included in Appendix A.



Table 7: Regression of Auditor Assignment and Auditors’ Perceptions on Audit Quality

Dependent Variable ) Q@) 3) “) ) (6) @ ® )
WCAP TACC GCO Inspection Control Audit Adjustment Adjustment Adjustment
Issue Deficiency Adjustment Size Corrected Corrected Size
Auditor Assignment .017%* 024 %% -.020* .001 -.051%* -.071%* -1.502%* -.066** -1.425%*
(.008) (.008) (:222) (.006) (.023) (.031) (.644) (.032) (.690)
Information Sharing .009 .023%* .024* -.001 .002 -.046 -1.072* -.046 -.900
(.008) (.010) (.013) (.007) (.023) (.032) (.645) (.038) (.785)
Client Pressure .006 .015 .011 .010 .048* L0843 1.917%%* .074%** 1.901***
(.009) (.011) (.012) (.008) (.027) (.029) (.561) (.039) (.655)
Client Importance -.005 -.012 -.031%* -.004 .039 .000 -.100 .014 .599
(.009) (.010) (.017) (.003) (.028) (.036) (.719) (.039) (.818)
Reputation Concern -.007 .001 -.005 .008 -018 .044 .863 011 304
(.008) (.010) (.010) (.006) (.026) (.034) (.681) (.033) (.737)
Client Identification .002 .008 .018 -.005 .031 .039 997* .031 .543
(.008) (.008) (.016) (.007) (.028) (.030 (.604) (.031) (.663)
Size -.007** -.014%** -.001 -.004 -016 -.034%* -299 -.037%** -476
(.004) (.005) (.008) (.004) (.014) (.016) (.320) (.014) (.317)
Audit Firm Tenure .001 .001 .000 .001 -.001 .004 .034 -.004 -.062
(.002) (.002) (.003) (.001) (.003) (.005) (.104) (.005) (.113)
Audit Risk .023 .006 207%*** -.001 120 .048 1.539 -.021 .524
(.032) (.038) (.073) (.011) (.077) .103 (2.182) (.105) (2.422)
Subsidiaries .015 .000 .010 -.002 .043 011 551 .054 217
(.011) (.012) (.016) (.007) (.040 (.046) (.924) (.050) (1.082)
Leverage -.036* -.010 .026 .023 -.044 -219%* -3.790* -.080 -2.076
(.019) (.027) (.029) (.019) (.054) (.109) (2.176) (.095) (2.120)
ROA -.013 -.005 -.142%* -.082 .050 -282 -4.274 .021 -1.342
(.067) (.070) (.084) (.074) (-209) (.245) (4.858) (:209) (4.549)
Supervisory Board .016 .037* -.046 .009 -019 .043 770 -.110 -1.222
(.017) (.019) (.034) (.017) (.053) (.069) (1.401) (.070) (1.620)
Significant Component .022 -.006 .038 011 -.020 -.006 -.367 .007 .389
(.020) (.021) (.024) (.009) (.057) (.068) (1.381) (.076) (1.640)
Same Industry as Parent .022 .037 .016 -.010 - 113%* -.053 -1.205 -.006 -.140
(.020 (.022) (.038) (.009) (.060) (.077) (1.581) (.077) (1.764)
Auditor Experience -.003** -.001 .001 -.000 .005 .005 123 .003 .099
(.001) (.001) (.001) (.000) (.004) (.004) (.084) (.004) (.091)
Auditor Busyness -.009 -.005 .015 .002 -013 -.004 -233 -.035 -.692
(.007) (.008) (.010) (.003) (.029) (.031) (.638) (.028) (.627)
1/TA; -1 -15,463 23,472
(46,076) (48,768)
PPE;¢/TApes 009 104
(.030) (.046)
AREV — AREC/TA;,t—1 .031* .008
(.020) (.032)
Observations 129 108 316 316 316 316 316 316 316
Audit Firm, IND, and Year FE YES YES YES YES YES YES YES YES YES
R2 .323 .390 222 .078 .570 .230 .246 187 .170

Table 7 presents the OLS regression results of auditor assignment and auditors’ perceptions on audit quality proxies. These include absolute value of working capital accruals (M1), absolute value of total accruals
(M2), a going concern opinion (M3), findings from the firm internal quality review (M4), identifying internal control deficiencies (M5), identifying a material audit adjustment (M6), the natural log of the
aggregated adjustments (M7), correcting a material adjustment (M8), and the natural log of the aggregated corrected adjustments (M9). Auditor_Assignment is the auditors’ response to the question “The decision
to select you as auditor was out of control of local management.” on a 7-point Likert scale from strongly disagree to strongly agree. The survey scales are disclosed in Table 2, other variable definitions are
included in Appendix A. ***, ** and * indicate statistical significance at the 1%, 5%, and 10% levels (two-tailed). Standard errors are clustered at the auditee-level.



Table 8: Regression of Auditor Assignment and Auditors’ Perceptions on Audit Production

Dependent Variable @ 2 (©)] “@ ® Q) )
Audit Lag  Audit Fee Audit Production Audit Profit NAS
Effort Value Profit Margin
Auditor Assignment 4.072 - 137%%* - 152%** S L17%% 0 - 166%** -.006 - 119%**
(5.839) (.049) (.052) (.051) (.051) (.022) (.038)
Information Sharing -12.227%* -.105%* - 128%** - 111** - 121%* .006 -.002
(5.627) (.046) (.052) (.048) (.048) (.030) (.050)
Client Pressure -352 .045 J01%* .097** .048 -.043* .036
(5.479) (.046) (.050) (.049) (.049) (.023) (.054)
Client Importance -9.934 194%%* 239%%* 207FFF 0 226%F* .014 .031
(6.942) (.071) (.076) (.076) (.074) (.036) (.056)
Reputation Concern -6.069 .081 .039 .044 .073 .014 -.016
(6.529) (.064) (.067) (.065) (.066) (.021) (.040)
Client Identification 9.556 -.038 -.057 -.020 -.074 -.042 -.093**
(6.362) (.058) (.059) (.059) (.061) (.027) (.047)
Size -3.772 077%* .048 .079%* .048 .005 .005
(3.380) (.032) (.031) (.030) (.032) (.013) (.025)
Audit Firm Tenure 1.453 .008 .010 .015% .005 -.005 016%*
(1.004) (.009) (.009) (.009) (.009) (.004) (.007)
Audit Risk -36.424% .146 -.092 -.038 .101 .209%* -.001
(21.639) (:235) (.243) (:238) (:238) (.082) (.147)
Subsidiaries 6.396 173* 253%* 141 283k .068 .019
(8.076) (.098) (.103) (.106) (.095) (.045) (.068)
Leverage 9.804 .320% .302% 311* 315% .052 .054
(20.724) (.177) (.179) (.174) (.183) (.075) (.112)
ROA -25.678 -.236 -.195 -.243 -.184 .036 .094
(49.348) (.385) (414) (415) (.408) (.168) (:290)
Supervisory Board -11.478 173 A4TH** 347%* .290%* - 174%%* 174%*
(12.501) (.138) (.133) (.138) (.130) (.069) (.086)
Significant Component -13.525 .027 -.080 -.000 -.050 .034 191%*
(13.757) (.129) (.136) (.131) (.134) (.046) (.104)
Same Industry as Parent 16.171 -.238 -277* -.233 -.266* .009 -.011
(14.735) (.151) (.157) (.153) (.153) (.070) (.104)
Auditor Experience -.180 -.001 -.003 -.000 -.003 .002 .002
(.763) (.008) (.008) (.008) (.008) (.003) (.005)
Auditor Busyness 1.154 .035 .069 .064 .043 -.020 .039
(5.554) (.059) (.065) (.065) (.062) (.025) (.038)
Observations 316 316 316 316 316 316 206
Audit Firm FE YES YES YES YES YES YES YES
Industry FE YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES
Clustering Auditee Auditee Auditee Auditee Auditee Auditee Auditee
R2 .165 943 335 .940 373 407 .283

Table 8 presents the OLS regression results of auditor assignment and auditors’ perceptions on audit production proxies. These include the number
of days between fiscal year end and the date of the audit opinion (M1), the natural log of the audit engagement fee (M2), the natural log of the
number of audit hours (M3), the natural log of the commercial rate value of the audit hours (M4), the profitability of the audit (M5), the profit
margin calculated as the audit fee divided by the audit production value (M6), and a dummy for the provision of non-audit services (NAS) to audit
clients (M7). Auditor Assignment is the auditors’ response to the question “The decision to select you as auditor was out of control of local
management.” on a 7-point Likert scale from strongly disagree to strongly agree. The survey scales are disclosed in Table 2, other variable
definitions are included in Appendix A. ***, ** and * indicate statistical significance at the 1%, 5%, and 10% levels (two-tailed).
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Table 9: Sensitivity Analysis
Panel A: Propensity Score Matched Sample — Audit Quality

Dependent Variable @ ?) 3) @ ®) (6) ) ®) )
WCAP TACC GCO Inspection Control Audit Adjustment Adjustment Adjustment
Issue Deficiency Adjustment Size Corrected Corrected Size
Auditor Assignment .017* L027%** -011 .002 -.040 -.096%** -2.011%** - 109%** -2.114%*
(.010) (.013) (.010) (.008) (.026) (.033) (.643) (.039) (.653)
Observations 77 74 236 236 236 236 236 236 236
Controls, Audit Firm-, IND- and Year FE YES YES YES YES YES YES YES YES YES
R-Squared .558 521 .198 .105 .625 .289 .295 247 234
Panel B: Entropy Balanced Sample — Audit Quality
Dependent Variable @ ? 3) @ ) (6) ) ®) )
WCAP TACC GCO Inspection Control Audit Adjustment Adjustment Adjustment
Issue Deficiency Adjustment Size Corrected Corrected Size
Auditor Assignment 017%* 024 %% -016%* .000 -.054%** -.077** -1.580** -.063** -1.338%*
(.008) (.008) (.009) (.005) (.022) (.031) (.632) (.031) (.673)
Observations 129 108 316 316 316 316 316 316 316
Controls, Audit Firm-, IND- and Year FE YES YES YES YES YES YES YES YES YES
R-Squared .323 .390 205 .083 .566 .236 .268 .203 .203
Panel C: Propensity Score Matched Sample — Audit Production
Dependent Variable ) ) d) “@ 6] () )
Audit Audit Audit Production Audit Profit NAS
Lag Fee Effort Value Profit Margin
Auditor Assignment -8.441 -.092 -.086 -.077 -.098 .001 - 149%%*
(7.684) (.059) (.064) (.060) (.065) (.023) (.044)
Observations 236 236 236 236 236 236 142
Controls, Audit Firm-, IND- and Year FE YES YES YES YES YES YES YES
R-Squared 278 .946 403 .946 473 482 400

Panel D: Entropy Balanced Sample — Audit Production

Dependent Variable 0] (09 3 “@ 5) (6) )

Audit Audit Audit Production Audit Profit NAS
Lag Fee Effort Value Profit Margin

Auditor Assignment 254 - 118%** - 141%%% -.106** -.149%** -.005 - 107%**
(6.413) (.046) (.048) (.047) (.048) (.020) (.039)

Observations 316 316 316 316 316 316 206

Controls, Audit Firm-, IND- and Year FE YES YES YES YES YES YES YES

R-Squared .168 951 357 .950 .388 417 281

Table 9 presents the OLS regressions from Tables 6 and 7, after logistic propensity score matching to the nearest neighboring observation with replacement, with a caliper distance of .01, in Panels
A and C. We propensity score match on all archival control variables. In Panels B and D we entropy balance the sample on all archival control observations. Our variable of interest is Auditor
Assignment is the auditors’ response to the question “The decision to select you as auditor was out of control of local management.” on a 7-point Likert scale from strongly disagree to strongly
agree. When they responded (strongly) agreed with this statement, we treated the observation as an assigned auditor to perform the matching and balancing procedure. The survey scales are
disclosed in Table 2, other variable definitions are included in Appendix A. ***, ** and * indicate statistical significance at the 1%, 5%, and 10% levels (two-tailed). Standard errors are clustered at
the auditee-level.



Table 10: Mediation Effects of Auditor Assignment on Audit Quality via Information Sharing and Audit Effort

Dependent Variable (DV) (O] o)) 3 “@ 6)) 6 Q) ®
WCAP TACC GCO Inspection Control Audit Adjustment Adjustment Corrected
Issue Deficiency  Adjustment Size

Direct Path

p(Auditor Assignment, DV) = 75 021%%% - 03]%** -.021% .002 -.044%* -.052% -1.121% -1.160*
(.006) (.006) (.011) (.006) (.022) (.030) (.616) (.668)

Mediated Path for Information Sharing

p(Auditor Assignment, Info Sharing) = ¥, - 188** S211%* - 132%* - 132%* - 132%* - 132%* - 132%* - 132%*
(.095) (.099) (.066) (.066) (.066) (.066) (.066) (.066)

p(Info Sharing, DV) = £, 010 .024%** .024%** -.001 .008 -.031 =752 -.678
(.001) (.008) (.011) (.007) (.022) (.030) (.592) (.739)

Total Mediated Path for Info Sharing = 7; x f; -.002 -.005* -.003 .000 -.001 .004 .099 .090
(.002) (.003) (.002) (.001) (.003) (.004) (.093) (.107)

Mediated Path for Audit Effort

p(Auditor Assignment, Audit Effort) = 7, S 132%% 0 L207¥FF - [35%HE - 135%** - 135%%* - 135%** - 135%** - 135%**
(.067) (.072) (.048) (.048) (.048) (.048) (.048) (.048)

p(Audit Effort, DV) = j3, 027%%F%F - 036%** -.003 .005 .043 121 2.502%** 1.738**
(.008) (.008) (.015) (.005) (.031) (.032) (.640) (.759)

Total Mediated Path for Audit Effort =7, x f, -.004* -.007** .000 -.001 -.006 -.016%* -.338%** -.235%
(.086) (.003) (.002) (.001) (.005) (.007) (.023) (.133)

Percentage of Total Effect Mediated -40% -63% 13% -100% 14% 19% 18% 11%

Controls and Fixed Effects Yes YES YES YES YES YES YES YES

N 129 108 316 316 316 316 316 316

Table 10 presents estimates from mediation models assessing whether information sharing and audit effort mediate the effect of auditor assignment on audit quality.
Auditor _Assignment is the auditors’ response to the question “The decision to select you as auditor was out of control of local management.” on a 7-point Likert scale from strongly
disagree to strongly agree. The Information Sharing scale is adapted from Duh et al. (2020) and disclosed in Table 2. Audit Effort is measured as the natural log of the number of
hours worked on the engagement from the audit firms’ accounting system, multiplied by the corresponding commercial hourly rate of the rank. Other variable definitions are
included in Appendix A. ***, ** and * indicate statistical significance at the 1%, 5%, and 10% levels (two-tailed). Standard errors are clustered at the auditee-level.
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Figure 1: Mediation Path Analysis of Auditor Assignment on Audit Quality
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Table 11: Difference between assigned and self-selected auditors measured by audit
quality measures

Auditor Auditor Auditor
Assignment Assignment Assignment
Main Auditortenure  Auditor tenure

Dependent Variable Results <=3Years > 3Years
(1) WCAP .017** .023 .008
(2) TACC .024*** .005 .009
(3) GCO -.020* -.039 -.008
(4) Inspection Issue .001 .011 -.010
(5) Control Deficiency -.051** -.067** -.039
(6) Audit Adjustment -.071** -.092** .004
(7) Adjustment Size -1.502** -1.919** .030
(8) Adjustment Corrected -.066** -.103** -.006
(9) Adjustment Corrected Size -1.425** -2.231** .082
# of observations 316 169 147

Table 11 presents a bivariate comparison between assigned and self-selected auditors. The variable definitions are included in
Appendix A. *** ** and * indicate statistical significance at the 1%, 5%, and 10% levels (two-tailed).
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