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Abstract

Purpose –This study aims to analyze the effect of audit findings and audit recommendations follow-up on the
quality of financial reports and the quality of public services in the context of applying accrual accounting
systems to local government in Indonesia. This study also examines whether the quality of the financial report
affects the quality of public services.
Design/methodology/approach – This study employed cross-sectional regression using data from 1,437
observations from 491 districts/cities for 2014–2016. The data illustrates the conditions prior to the adoption of
the accrual accounting system (2014), the initial year of application/transition period (2015) and the second year
of the expected accrual accounting system (2016).
Findings –The results of the study indicate that, in general, the quality of financial reports affects the quality
of public services. Regarding the implementation of audits in the public sector, it is also found that audit
findings have a negative impact on the quality of financial report and the quality of public services, while audit
recommendations follow-up plays a positive role in improving the quality of financial report and the quality of
public services.
Research limitations/implications – The implication of the results of this study is closely related to the
efforts to realize the ultimate goal of the recent government reforms. In order to increase the quality of public
services in the era of higher report requirements through an accrual accounting system, the government should
focus on the quality of financial reports, audit findings and the audit recommendations follow-up.
Originality/value – This study provides new insight on the link between the public sector auditing and the
quality of accounting in accrual implementation context and the quality of public services.
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1. Introduction
In line with the changing paradigm of public sector organization functions and domains that
occurred around the 1990s, there were fundamental changes in funding, governance and
accountability related to the control and operation of public services, including the
implementation of accounting and auditing (Broadbent and Guthrie, 2008). However, despite
many previous studies analyzing the dynamics of changes in accounting systems in the local
government organizations, it is still rare to find studies that comprehensively analyze the
relationship between the application of accounting systems and the quality of public services
(Bruns, 2014).
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The quality of accrual-based government financial reports is an important indicator in
assessing the successful implementation of New Public Management (NPM) in the
government (Connolly and Hyndman, 2006). Furthermore, in general, the application of
accrual accounting systems can provide financial information and performance that aremore
comprehensive and reliable (Luder, 1992; Yamamoto, 1999; Cohen et al., 2007; Prasojo and
Holidin, 2018).When the local government implements an accrual accounting system and has
a good quality financial report, it will have an impact on the quality of public services.

Therefore, to fill the study gap about the relationship between accounting implementation
and public sector auditing with public services, this study aims to analyze the impact of audit
findings and the role of audit recommendations follow-up on the quality of financial reports
and public service in the context of local government. The context of this study is the
application of the accrual accounting system in the local government in Indonesia. This study
departed from the study conducted by Bruns (2014), who analyzed the relationship between
the changes in the accrual accounting system and the performance of public services at the
local government level. However, by using the data from the local government (districts/cities)
in Indonesia that have implemented the accrual accounting system since 2014, this study
focuses on analyzing the effect of financial report quality produced after the implementation
of accrual accounting system on the quality of public services of the local government.

Referring to the regulations in Indonesia, the audit findings are represented as the results
of the evaluation of the external auditor (TheAudit Board of Indonesia/BPK) on the condition
of financial management, internal control structure and compliance of the local government
on regional financial management and reporting regulations. Unlike audits in the private
sector, audits in government in Indonesia not only include audits of financial statements,
whether they are in accordance with applicable accounting standards, but also include
evaluations of internal controls and compliance with regulations. On the other hand, audit
recommendations follow-up that is carried out is the responsibility of the local government
officials, representing the effectiveness of internal supervision carried out by internal
auditors (regional inspectorate), especially in the framework of overseeing the management
and reporting of regional finances and the implementation of public services.

The public service itself includes all the activities of the public sector organizations in the
context of providing goods or services for all levels of society and funded by tax revenues
(Broadbent andGuthrie, 2008). Several previous studies related to the determinants of quality
of public services (such as Graycar, 2015; Bose, 2004; Rakhman, 2019) found that conflicts of
interest, misuse of information, nepotism, bribery, extortion and misuse, as well as
indecisiveness of the imposition of sanctions and legal uncertainty about bribery, would
adversely affect the governance, especially public services. Based on the results of the
previous studies, it is assumed that when the number of audit findings on a local government
is high, then the local government’s compliance with the legislation and financial report
management is low, and the quality of the financial report is low. The high audit findings are
suspected to either directly or indirectly decrease the quality of public service administration
of the local government. Meanwhile, when the suitability of the number of audit
recommendations follow-up made by a local government is high, it is assumed that the
implementation of the internal control system in the local government is in good quality, and
the implementation of its duties and functions has been carried out effectively, efficiently and
in accordance with the legislation. This condition, which is suspected of causing audit
recommendations follow-up, can play a role in improving the quality of financial reports and
at the same time encouraging better public services by the local government.

In general, the questions of this study are as follows:

(1) To what extent does the quality of the financial report affect the quality of public
services?
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(2) To what extent do the audit findings and the audit recommendations follow-up affect
the quality of public services?

(3) Do the audit findings and the audit recommendations follow-up affect the quality of
public services indirectly through the quality of financial reports?

This study was conducted in Indonesia by examining 1,437 observations from 491 districts/
cities for 2014–2016. This study provides several contributions and insightful empirical
evidence. First, this study filled the research gap in the accounting and public sector, as stated
earlier by Broadbent and Guthrie (2008), Bruns (2014), Pierre et al. (2018) by examining the link
between the implementation of accounting and public sector auditing and also the quality of
public services. The findings of this study do not only contribute to providing additional
explanations related to the determinants of the quality of public services as previously stated
by Bose (2004), Bruns (2014) and Graycar (2015) but also contribute to developing previous
studies analyzing the determinants of successful application of accrual accounting system (e.g.
Christensen, 2002; Hyndman and Connolly, 2011). The quality of the financial report resulting
from the application of the accrual accounting system to the local government is found to have a
positive effect on the quality of public services (Nurmandi and Kim, 2015). This study implies
that the local government should focus on improving the quality of the financial report because
the effortsmade by the local government in order to improve the quality of financial reportswill
also be the right strategy to improve the quality of public services.

Second, according to predictions, the results of this study found a negative influence and
significant audit findings on financial report quality as found by Johnson et al. (2012), Baber
et al. (2013), Cohen and Laventis (2013) and Setyaningrum (2017). This study also shows those
audit findings both directly and indirectly negatively affect the quality of public services.
This study implies that the local government should improve the financial management and
the implementation of internal control systems to increase the quality of financial reports and
the quality of public services. On the other hand, the influence of audit findings on the quality
of public services also has implications for greater responsibility of the external auditors in
identifying and providing solutions to the problems of financial management and financial
report to the local government, especially in the context of the application of accrual
accounting system. Therefore, in order to improve the quality of financial report as well as the
quality of public services, external auditors are expected to be able to identify problems
appropriately and at the same time provide suggestions for improvement in the form of
effective, constructive and applicable audit recommendations in the audit findings obtained
during the audit process.

Third, this study also finds that there is a positive and significant influence on the audit
recommendations follow-up on the quality of local government financial reports. The local
government that consistently strives to carry out the follow-up based on the audit
recommendations improves the quality of financial reports and provides excellent public
services to the community. Therefore, based on the explanation above, it can be concluded
that the application of the accrual accounting system and the effectiveness of the
implementation of external audits and supervision by internal audits are very important in
improving the accountability of the public sector and achieving the objectives of governance
reforms (Prabowo et al., 2017). That does not only have an impact on improving the quality of
the financial reports butmore than that, it will also have an impact on the duties and functions
of the administration of other local governments, especially in the framework of providing
excellent public services to the community.

The remainder of this article consists of four sections. The literature review and
hypotheses development explore the previous literature and arguments to develop the
hypotheses in this study. The methodology of the study explains the sample, data, model
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of the study and analysis. The analysis section discusses the results of the descriptive
statistics and hypotheses testing. The last section discusses the conclusions and
implications of the results of the study and also the limitations and suggestions for further
studies.

2. Literature review and hypotheses
2.1 Public services, accrual accounting system and government audits in Indonesia
Indonesia is one of the countries with the largest population in the world, with a population of
around 258.316 million and an area of 1.913.57868 km2. Since 1998, Indonesia has carried out
significant economic, social and political reforms. Along with the main objectives of the
application of the New Public Management (NPM) and the New Public Service (NPS), the
reforms in Indonesia are also aimed at strengthening democracy and decentralization, as well
as increasing professionalism, accountability and transparency in the public sector,
especially government organizations (Harun et al., 2015; De Vries and Sobis, 2016;
Adiputra et al., 2018).

The institution that has the authority to audit the finances of the regions in Indonesia as
stipulated in Law No. 17 of 2003 concerning Regional Finance and Law No. 15 of 2004
concerning State Financial Accountability Examination is the Supreme Audit Agency (BPK)
as the Supreme Audit Institution (SAI). According to the law, in addition to financial checks,
BPK also has the authority to conduct performance and audit checks with specific objectives,
all of which are carried out based on the state financial audit standards. The results of each
BPK audit are presented in the form of an audit report which will be submitted to the
legislature and published to the public. The financial audit will generate BPK’s opinion on the
Government Financial Report. Determination of opinions is based on the following four
criteria, namely: (1) compliance with government accounting standards (since 2015, the
standards have been based on the accrual accounting system), (2) adequacy of disclosure, (3)
compliance with laws and regulations and (4) effectiveness of internal control systems.

In addition to containing opinions (specifically for financial examinations), the audit report
also presents findings, conclusions and recommendations, including the results of monitoring
the audit recommendations follow-up. Findings related to financial examinations are presented
in two groups, namely (1) findings on the internal control systemand (2) findings on compliance
with legislation. Furthermore, the results of monitoring the audit recommendations follow-up
are presented in four groups, namely: (1) follow-up based on audit recommendations, (2) follow-
up but not in accordancewith the recommendations, (3) recommendations that are not followed
up and (4) recommendations that cannot be followed up.

According to Broadbent and Guthrie (2008), although the function of public services has
never changed, there have been significant changes due to reforms in the public sector, such
as the use of approaches adopted from the private sector by the government and the
involvement of the private sector in direct delivery of public services to the community, major
changes also occur in terms of funding, governance and accountability related to the
operation and control of public services (Broadbent and Guthrie, 2008). Based on this
statement, basically in realizing the implementation of quality public services will be greatly
influenced by how the effectiveness of funding (financial management) and the level of
accountability in the delivery of public services.

Related to this, Giroux and Shields (1993) who conducted research on the local government
in United States found that audit opinions (describing the quality of financial reporting) could
positively influence the efficiency of public spending in the next period. It was stated by
Giroux and Shields (1993) that accounting and auditing are the most effective control tools,
especially in limiting the power of bureaucrat monopolies over information and excessive
spending of public funds. In addition, Bruns (2014) who conducted research on six cities in
Germany showed a relationship between changes in the accrual accounting system and the
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performance of public services. The benefits gained from changes in the accrual accounting
system are not only limited to the improvement in the public service system at the
organizational level, but with changes in the arrangements and practices of the accrual
accounting system, it can also have an impact on the more effective (technical) activities of
public services at the organizer level (Street Level Bureaucracy).Therefore, when local
government finances are managed professionally, effectively and efficiently and financial
reporting is able to provide reliable and relevant (quality) information, it can support the
holding of more effective, efficient and accountable (quality) public services (Araujo and
Tejedo-Romero, 2016).

2.2 The role of audit findings
In general, using the restatement of accounting information as a measure of financial report
quality, Baber et al. (2013) in his study on the city government in the United States conclude
that the role of governance, particularly concerning the conduct of audits and voter
supervision, is the determinant of the quality of local government financial report. Baber
et al. (2013) state that the role of auditors as determinants of financial report quality would
be represented through audit findings. When auditors find problems and material errors
during the audit, it can affect the quality of the financial report. This opinion is in line with
the results of a study by Setyaningrum (2017) that shows that there is a correlation between
auditor characterization or audit quality and the quality of local government financial
reports.

Another studywas conducted by Johnson et al. (2012) in the context of the State of Florida,
United States. Their study shows that the audit findings negatively affect the quality of the
local government’s financial report. They argue that audit findings cannot only be viewed
from the perspective of audit quality but can also be interpreted as problems inherent in the
auditee. The audit findings can become indicators of financial management, internal control
structure and operational efficiency of the local government. Cohen and Laventis (2013) also
expressed similar opinions. The results of their study inGreece found that one of the causes of
the timeliness of the presentation of the financial statements is the audit findings. According
to Cohen and Laventis (2013), the audit findings represent the negligence of the local
government on accounting standards and other financial report regulations, so that when the
audit findings are high, several accounting standards are not followed and that condition
causes audit findings to affect the timeliness of the presentation of the financial statements.
Therefore, the audit findings in this study are interpreted as indicators that can be used to
assess the condition of financial management, internal control structures and operational
efficiency (Johnson et al., 2012) in compliance with accounting standards and regulation of
financial report (Cohen and Laventis, 2013), and to describe violations that occur in the
management of public income and expenditure (Liu and Lin, 2012).

In addition, based on the previous studies, the scope of the financial reports on local
government that implements an accrual accounting system will be more extensive than the
local government that only applies the cash accounting system. On the other hand, a study by
Radcliffe (2008) in Cleveland, Ohio, the United States found that there is a possibility that the
auditor does not disclose all of his findings in the field, causing the audit findings report to not
be able to describe the overall performance of the public sector organizations. In this study, it
is assumed that when the number of audit findings in a local government is low, it indicates
that the local government has sound financial management, an effective internal control
structure and a high level of compliance with legislation. The local government that
implements accrual accounting systems and has low audit findings will have a higher quality
of the financial report, and the implementation of the local government programwill also run
effectively, efficiently and accountably, which in the end increases the quality of public
services.
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Therefore, due to the negative influence of audit findings on audit opinions on Regional
Government in Indonesia (Setyaningrum, 2017), there is a link between conflicts of interest,
misuse of information, nepotism, bribery and extortion with the creation of good governance,
primarily related to the quality of public services. According to Graycar (2015), it can be said
that audit findings not only decrease the quality of the financial report but can also directly
and indirectly decrease the quality of public services.

The number of audit findings at the Regional Government indicates the extent of the
application of the internal control structure, the level of compliance with the accounting
standards and financial report regulations as well as violations in managing revenue and
expenditure (corruption) (as previously stated by Johnson et al., 2012; Cohen and Laventis,
2013; Liu and Lin, 2012; Nguyen et al., 2017; Prabowo and Cooper, 2016).Thus, when the
number of audit findings in a Regional Government is low, it indicates that the financial
management in the Regional Government has been carried out properly because it is
supported by an effective internal control structure and the level of compliance with the
regulations of high legislation. In this condition, the implementation of activities in the
Regional Government has been carried out effectively, efficiently and accountably, so that
misuse of information and corrupt practices such as nepotism, bribery and extortion in the
administration of public services will be difficult. Conversely, when the audit findings
increase, it indicates that the internal control system has not been implemented effectively
and compliance with laws and regulations in the Regional Government is also still low, so that
it can lead to greater potential for misuse of information and corrupt practices in the delivery
of public services, which will lead to the low quality of public services. Accordingly, the
hypotheses are as follows:

H1a. Audit findings negatively affect public services quality.

H1b. Audit findings negatively indirectly affect public services quality through financial
report quality.

2.3 The role of audit recommendations follow-up
Audit recommendations are the reflection of an independent assessment of errors found and
how to improve them (Eckersley et al., 2014). In BPK Regulation No. 2 of 2017, it is stated that
audit recommendations are suggestions from the auditor based on the results of the
examination, which are addressed to the authorized person and body to take action. It can be
concluded that audit recommendations are suggestions for improvement provided by the
auditor on weaknesses or errors found during the audit process that are expected to be
carried out or acted upon by the auditee. In this case, the provision of audit recommendations
is within the domain of the auditor’s authority, while the implementation of audit
recommendations follow-up is the responsibility and is within the control of the local
government as the auditee, including if the audit recommendations involve third parties in its
settlement.

In general, the follow-up to audit recommendations is an effort made by the local
government in order to improve public financial accountability (Setyaningrum, 2017). In the
context of local government in Indonesia, the parties who are also responsible for realizing
local financial accountability are regional inspectors that function as internal supervisors of
local government or internal auditors. Asare (2009) explains that the role of internal audit in
public sector organizations consists of three important elements, namely evaluating and
improving: (1) riskmanagement, (2) control and (3) the process of achieving good governance,
in which through these roles, internal audit can provide confidence to the management of the
local government regarding the condition of the internal control system, including other
stakeholders for the behavior of certain individuals who are considered dangerous for the
operational and strategic objectives of the local government (Gabrini, 2013).
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When the supervision of audit recommendations follow-up can be carried out effectively
and in accordance with the recommendations, the financial management of the local
government in the next period will be more accountable. The argument is consistent with the
results of the study by Liu and Lin (2012) on the provincial government in China which found
that the implementation of sanctions, penalties and other audit recommendations had a
deterrent effect on the auditee so that audit recommendations follow-up would lead to
reduced corruption in the next period. Bose (2004) also states that the indecisiveness of
sanctions for bribery and lack of clarity in the law governing bribery would have an impact
on delays in public services.

The results of the study by Setyaningrum et al. (2017) show the positive effects of audit
recommendations follow-up on audit opinion. The results imply that when a local
government conducts the audit recommendations follow-up in accordance with what is
recommended by the external auditor, the local government should also improve the system
of internal control, financialmanagement and the implementation of tasks. Therefore, besides
playing a role in improving the quality of the financial report, the high number of follow-up in
accordance with audit recommendations, both directly and indirectly, will have an impact on
the better public services carried out by the local government to the public. The hypotheses
are as follow:

H2a. Audit recommendations follow-up positively affects public services quality.

H2b. Audit recommendations follow-up positively indirectly affect the public services
quality through financial report quality.

3. Methodology
3.1 Data
This research was conducted in Indonesia, especially in the district/city government
level. Since 2015, all district/city governments in Indonesia have implemented an
accrual accounting system. This study employed follow-up data on audit
recommendations. Therefore, in order to get a comprehensive picture related to the
application of accrual accounting system, the analysis carried out in this study used the
data from the period of 2014–2016. This range is used to provide an overview of
conditions prior to the adoption of the accrual accounting system (2014), the initial year
of application/transition period (2015) and the second year of the expectation of the
accrual accounting system (2016).

There were 508 district/city governments in Indonesia during 2014–2016. The total
number of final samples was 1,437 observations (unbalanced) from 491 regencies/cities in
Indonesia. All data used in this studywere taken from Indonesian Government agencies. The
financial report data, audit findings and audit recommendations follow-up were taken from
BPK. The public service data and the status of local government were taken from the
Ministry of Home Affairs, and other data were taken from the Financial and Development
Supervisory Agency.

3.2 Empirical model and operationalization of variables
To answer the questions and simultaneously test the hypotheses, the empirical model in this
study is formulated as follow:

PUBQit ¼ β0 þ β1FINQit þ β2FINDNGit þ β3FOLUPit−1 þ β4SIZEit þ β5AGESit

þ β6SIMDAit þ β7ISLANDþ β8MUNit þ β9YEARit þ εit (1)
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FINQit ¼ α0 þ α1FINDINGit þ α2FOLUPit−1 þ α3SIZEit þ α4AGESit þ α5SIMDAit

þ α6ISLANDit þ α7MUNit þ β8YEARit þ εit: (2)

To test the direct effect of audit findings and audit recommendations follow-up on public
service quality (Hypotheses H1a and H2a), this study use Model 1. To test whether the audit
findings and audit recommendations follow-up affect the financial reporting quality, this
study use Model 2. This study test Models 1 and 2 separately, and referred them as the
individual model tests. To test the indirect effect of audit findings and audit
recommendations follow-up on public service quality through financial reporting quality,
this study performs a two-stage least square (2SLS) testing which runs both models
simultaneously. This study referred to this test as the full model test. The research model is
presented, in form of figure, in Figure 1.

Themain variables in this study are PUBQit, FINQit, FINDINGit and FOLUPit�1. PUBQit is
a public service quality variable. Following Wardhani et al. (2017), this study measured
PUBQit by the score based on the results of the 2016 Local Government Implementation
Performance Evaluation (EKPPD) (Decree of the Minister of Home Affairs Number 100 – 53,
2018). The score is based on the evaluation results of the implementation of the duties and
functions of the local government organized by the region, with scores ranging from 0.00 to
4.00. The higher the score, the better the quality of the public services to the local government.
Wardhani et al. (2017) stated that this measurement is the most comprehensive performance
measurement that score the quality of service which covers several areas of affairs such as
education, health and the environment, infrastructure, youth and sports, investment,
population, employment, food resilience, empowerment of women and children protection,
family planning and welfare, transportation, communication and information, politics,
community and villages empowerment, social, culture, etc. FINQit is a financial report quality
variable measured audit opinion dummy variable, namely “1” for unqualified audit opinions
and “0” for others. When the local government gets an unqualified opinion, the quality of its
financial report is goodwhereas if it is on the contrary, the quality of its financial report is bad
or not good. FINDINGit is an audit finding variablemeasured by the number of audit findings.
Audit findings consisted of 67 types of findings and divided into two main groups, namely
audit findings on internal control systems and compliance with legislation. The audit
findings group on the internal control system is only presented in the form of amounts of

Audit Findings

Quality of Financial

Reporting 

Quality of Public

Services 

Follow up on audit

recommendations 

H1a

H2a

H1b

H2b

Figure 1.
Theoretical model
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findings and does not measure inmonetary value to provide amore comprehensive picture of
the number of audit findings. In accordance with the study conducted by Johnson et al. (2012),
the measurement of audit finding variables in this study uses the number of audit findings.

FOLUPit�1 is a follow-up variable to audit recommendations measured by the percentage
of audit recommendation follow-up that is in accordance with the audit recommendations
compared to the total audit recommendations provided by BPK auditors. FOLUP henceforth
ranges from 2015 to 2016 as years of recommendation follow-up from the audit findings of
2014 and 2015, consecutively. This variable was based on the consideration that the Regional
Government received an audit report from BPK/SAI examination of the financial statements,
which contained (1) audit opinion on the financial statements, (2) audit findings on the
financial statements and (3) audit recommendations based on the audit findings in previous
years. Therefore, when the Regional Government carried out the management and report of
financial transactions in following years, the Regional Governmentwas also required tomake
improvements or provide sanctions (follow-up) on audit recommendations given by the
auditor based on the results of the audit of previous financial statements. Therefore, it is
hypothesized that the audit recommendations follow-up and the previous years (FOLUPit�1)
of 2014 and 2015 will have a positive effect on the quality of the financial statements and at
the same time, the quality of public services in following years (2015 and 2016).

The control variables in this study are SIMDAit, SIZEit, AGESit, ISLANDit and MUNit.
SIMDAit is the utilization variable of the Regional Financial Management Information
System used by the local government based on the results of cooperation with BPKP as a
guiding institution for the implementation of the Government Internal Control System.
Utilization of SIMDA will be analyzed as a control in this study because based on the results
of Setyaningrum’s study (2017), it is found that the existence of BPKP in assisting in
preparing local government financial statements has a positive influence on the quality of the
financial report. Christensen’s study (2002) found the effect of applying accounting
information system technology to support the successful implementation of accrual
accounting in the New South Wales government. Since there are six types of applications
to support the implementation of financial management in the local government, the SIMDAit

measurement in this study is based on the percentage of SIMDA application used by the local
government.

SIZEit is a local government size variable as measured by the natural logarithm (Ln) of the
total assets of the local government. Setyaningrum (2017) found a positive influence of
the government size on the audit opinion in Indonesia. It is assumed that the size of the
government can have a positive impact not only on improving the quality of the financial
report but also the quality of public services.

AGESit is a local government age variable as measured by the number of years of the local
government formation. The age of the government represents the government’s experience in
managing financial management and public services so that the local government that had
more experience is expected to carry out better financial management, financial reports and
public services.

ISLANDit is a variable of the local government’s geographical location as measured by a
dummy, namely “1” if the local government is on the island of Java, and “0” if it is in other
islands. This variable represents the cultural differences between local governments in
Indonesia. The results of the study by Hyndman and Connolly (2011) found that ideological,
political and cultural factors are also determinants in the successful application of accrual
basis accounting in the government. Therefore, in this study, it is predicted that there are
differences in the quality of financial reports and the quality of public services due to
geographical location.

MUNit is a variable of local government status measured by a dummy, which is “1” if
the local government is city/municipality, and “0” if it is the other. This variable represents
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the different characteristics of the social conditions of the community and the type of status
of local government in Indonesia. The city has the characteristics of a dense population and
the availability of more complete facilities compared to the district. Ziegenfuss (2001) found
that there is a difference in the type of government (city vs county) against fraud that occurs
in the local government. This study allegedly influences the difference between the status
of the local government and the quality of the financial report and the quality of public
services.

YEARit refers to time of the application of accrual accounting system, measured by “0” for
the period before the accrual accounting system, “1” for the first year of the accrual
accounting system (transition period) and “2” for the second year in the accrual accounting
system.

A brief overview of the operationalization of variables and data sources of this study can
be seen in Table 1.

Meanwhile, audit findings based on the state financial audit regulations in Indonesia, in
addition to describing the implementation of the internal control system, also illustrate the
level of local government compliance with laws and regulations, including corrupt behavior
that has the potential to cause regional losses. In addition, due to the different types of audit
findings, this study also adds additional analytical analysis to explain the effects of each type
of audit findings on the quality of financial report and public services, including the effect of
audit findings that are indicated to cause regional losses (corruption).

In connection with the need for analysis to distinguish nested data between provinces as
the first level of local government under the national government and district /city

Name Operationalization of variables Data source

PUBQit Quality of Public Services, measured by the level of achievement
of SPM based on the results of EKPPD

Ministry of Home Affairs

FINQit Quality of the Financial Reporting, measured by the audit
opinion dummy, namely “1” unqualified opinion, “0” other

The Supreme Audit Agency
(BPK)

FINDINGit Audit findings, measured by the number of audit findings The Supreme Audit Agency
(BPK)

FOLUPit�1 Follow-up of audit recommendation, measured by the percentage
of the number of audit recommendations that are in accordance
with audit recommendations divided by the total number of audit
recommendations

The Supreme Audit Agency
(BPK)

SIMDAit Utilization of the Regional Financial Management Information
System, measured by the percentage of the number of
applications used by the local government divided by the total
number of applications provided by the BPKP

Financial and Supervisory
Agency (BPKP)

SIZEit Local government size, measured by the natural logarithm (Ln) of
total assets of the local government

The Supreme Audit Agency
(BPK)

AGESit Local government life, measured by the number of years since
the formation of local governments

Ministry of Home Affairs

ISLANDit Geographical location of the Local Government, measured by the
dummy of the island, which is “1” of the island of Java, “0” for
other

Ministry of Home Affairs

MUNit Local Government Status, measured by the dummy status of the
Local Government, namely “1” city government, “0” for other

Ministry of Home Affairs

YEARit Years of applying the accrual accounting system, measured by
“0” before applying the accrual accounting system, “1” the first
year of applying the accrual accounting system (transition
period), and “2” the second year of applying the accrual
accounting system

Ministry of Home Affairs

Table 1.
Operationalization of
variables and data
sources
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government as the second level of the regional government, this study also analyzes the
effects of audit findings using the control variable of the provincial government.

4. Results of the study
4.1 Descriptive statistics
The complete description of the descriptive statistics of variables in this study can be seen in
Table 2.

Table 2 illustrates the descriptive statistics for the overall variables analyzed in this study.
The mean variable PUBQit is at 2.45. When compared with the level of achievement of SPM
that has a range between 0.00 and 4.00, the sample used has good quality public services on
average. Likewise, the FINQit, FOLUPit�1 and FINDINGit with the mean of 0.58, 79.58 and
22.41, respectively, mean that the average sample has good financial report quality, a high
level of audit recommendations follow-up and low level of audit findings.

It is different from the case with the SIMDAit variable with a mean of 0.26. It means that
the average sample only uses 2 SIMDA applications from six applications provided for local
government. In addition, the SIZEit variable has a mean value of 2866.98. It means that the
average sample has assets of around 2.8 trillion Rupiah. The AGESit variable, which has a
mean of 39.13, means that the average sample has been formed before the reforms of
government in Indonesia, namely in 1998. The ISLANDit and theMUNitwith themean of 0.23
and 0.20 show that the average sample used in this study is the local government outside Java
Island with the regency status. Furthermore, the results of the correlation analysis between
each variable are presented in the following table.

Table 3 shows that all the main variables of this study, such as the FINDINGit and
FOLUPit�1, FINQit, and PUBQit variables, correlate with each other. The variables of financial
report quality have a positive correlation with public services quality; audit finding variables
have a negative correlation with the quality of financial report and the quality of public
services; and the follow-up on audit recommendations has a positive correlation with the
quality of financial report and the quality of public services. Likewise, related to the control
variables used, almost all positively and significantly correlated with the PUBQit and FINQit

variables. The results indicate that the quality of financial reports and the quality of public
services are not only correlatedwith audit findings and audit recommendations follow-up but
also correlatedwith the size, age, geographical location and the status of the local government.

4.2 Regression results
The hypothesis testing in this study used two-stage least square tests, and the results are
presented in Table 4. In general, based on the results of the direct effect test of PUBQit

Variables Mean Std. Dev Min Max

PUBQt 2.61 0.53 0.13 3.61
FINQt 0.70 0.45 0 1
FINDINGt 22.26 8.26 6 58
FOLUPt-1 78.37 14.26 19.02 100
SIMDAt 0.29 0.20 0 0.83
SIZEt

*) 2689.62 3293.36 547.68 38222.84
AGESt 39.88 23.67 2 66
ISLANDt 0.22 0.42 0 1
MUNt 0.19 0.39 0 1

Note(s): Number of observations 5 1.437
Explanation of operational variables in Table 1
*) In billions of rupiah

Table 2.
Descriptive statistics of

variables
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(Equation 1 – Column 4) and FINQit (Equation 2 – Column 3) models, it can be concluded that
the independent variables can explain 36.8% of the variation in the quality of public services
and 14.7% of the variation in financial report quality. The results of the test show that there
are negative and direct effects of audit findings on the quality of public services (H1a). Table 4
column (4) shows that the FINDINGit variable has a direct negative effect on the PUBQit

variable with a coefficient of�0.004 and is significant at 1% level. Meanwhile, the results of
the test show that there are negative and indirect effects of audit findings on the quality of
public services through financial report quality (H1b). Table 4 column (3) shows that the
FINDINGit variable has a negative effect on the FINQit variable with a coefficient of �0.039
and is significant at 1% level and column (6) shows that the FINQit variable has a positive
effect on the PUBQit variable with a coefficient of 0.295 and is significant at 5% level, and
finally column (6) shows that the FINDINGit variable does not significantly influence the
PUBQit variable. Based on these results, it can be concluded that the data used in this study
support H1b, meaning that the quality of the financial report is a variable that can perfectly
mediate the influence of audit findings on the quality of public services.

This finding is also strengthened by the results of the Sobel test analysis developed by
Sobel (1982) (available online at http://quantpsy.org/sobel/sobel.htm) based on coefficient
values, standard errors and t values of the FINDINGit variable (column 3) and FINQit (column
4) which show the statistical value and the standard error are�4.702 and 0.001 respectively
with a p-value of 0.000.

Variables Expected
Individual model test
(Direct effect test)

Full model test (Indirect
effect test) VIF 1/VIF

Sign FINQt PUBQt FINQt PUBQt

1 2 3 4 5 6 7 8

_CONS �11.680 �1.413 �11.772 �0.971
(0.000) (0.018) (0.000) (0.120)

FINQit (þ) – 0.162*** – 0.295** 1.23 0.815623
(0.000) (0.021)

FINDINGit (�) �0.039*** �0.004*** �0.039*** �0.003 1.19 0.843573
(0.000) (0.002) (0.000) (0.101)

FOLUPit�1 (þ) 0.015*** 0.007*** 0.015*** 0.006*** 1.29 0.773625
(0.000) (0.000) (0.000) (0.000)

SIMDAit (þ) 0.807*** 0.312*** 0.819*** 0.275*** 1.05 0.955177
(0.000) (0.000) (0.000) (0.001)

SIZEit (þ) 0.381*** 0.097*** 0.385*** 0.081*** 1.30 0.770204
(0.000) (0.000) (0.000) (0.003)

AGESit (þ) 0.001 0.004*** 0.001 0.004*** 1.38 0.723373
(0.193) (0.000) (0.202) (0.000)

ISLANDit (?) �0.140* 0.385*** �0.135* 0.391*** 1.51 0.662071
(0.092) (0.000) (0.099) (0.000)

MUNit (?) 0.286*** 0.015 0.286*** 0.002 1.04 0.958614
(0.001) (0.323) (0.001) (0.475)

YEARit (?) 0.372*** 0.150*** 0.373*** 0.134*** 1.06 0.942435
(0.000) (0.000) (0.000) (0.000)

Prob > chi2/Prob > F 0.000 0.000 0.000
Pseudo R2/Adj. R-
squared

0.147 0.368

Mean VIF 1.23

Note(s): Number of observations 5 1.437
Explanation of operational variables in Table 1
***, **, * 5 p-value significant at 1%, 5%, 10%

Table 4.
Hypothesis testing

results
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The results of this study provide empirical evidence in accordance with the results of the
studies by Johnson et al. (2012) and Setyaningrum (2017) that found a negative influence on
audit findings on the financial report quality. This study implies that, to improve the quality
of the financial report, the local government must strive to reduce the number of audit
findings. In the context of this study, it can be said that when the local government has a large
number of audit findings, it indicates thatmany forms of violations (including those related to
corruption) occur in the local government. This condition can directly lead to poor quality of
public services carried out by the local government to the community. In addition, the
findings of the mediating role of financial report quality on the indirect effects of audit
findings on the quality of public services provide additional evidence of the important role of
financial report quality to be a benchmark for successful implementation of NPMas stated by
Connolly&Hyndman (2006). Local government financial management reforms, including the
adoption of an accrual accounting system, aimed at improving the quality of financial reports
and can be an effective strategy for local government to improve public services
simultaneously.

Moreover, the results show that there is a positive and direct influence of audit
recommendations follow-up on the quality of public services (H2a), and positive and indirect
influence of audit recommendations follow-up on the quality of public services through
financial report quality (H2b). Table 4 column (4) shows that the FOLUPit�1 variable has a
positive effect on the PUBQit variable with a coefficient of 0.007 and is significant at 1% level.
As for the H2b testing, Table 4 column (3) shows that the FOLUPit�1 variable has a positive
effect on the FINQit variable with a coefficient of 0.015 and is significant at 1% level and
column (6) shows that the FINQit variable has a positive effect on the PUBQit. Finally, column
(6) shows that the FOLUPit�1 variable affects the PUBQit variable with 0.006 coefficient and
significant at 1% level. However, based on the standard error value and t value of the
variables FOLUPit�1 (column 3) and FINQit (column 4) that were tested with the Sobel test
showed that the statistical value and the standard error were�4.702 and 0.001 with a p-value
of 0.000. Therefore, although the quality of financial reporting only partially mediates the
effect of the follow-up of audit recommendations on the quality of public services, it can be
said that the data used in this study can support H2b.

Furthermore, related to the role of audit recommendations follow-up, the same as the
results of Setyaningrum’s study (2017), this study also found that there is a positive and
significant influence on audit recommendations follow-up on the financial report quality. The
local government that has a level of suitability for follow-up with high audit
recommendations on average has a better quality financial report (unqualified opinion) in
the following year. This finding confirms the importance of carrying out audit
recommendations follow-up in order to realize the accountability, including by reducing
the potential for violations that are indicated by corruption as the results of the study by Liu
and Lin (2012). However, in contrast to the previous studies, this study also found that audit
recommendations follow-up directly and positively influences the quality of public services.
This result, nonetheless, is not in accordance with the findings of Harun et al. (2019) in the
context of improving the quality of data/financial report data, found that audit system
reforms in local government in Indonesia are less likely to enhance the quality of the internal
audit function and reduce the level of corruption.

The results of this study also have implications for the role of external auditors in
conducting audits. Although the financial audit aims to assess the fairness of the presentation
of financial report, but as stated by Cameron (1995), in the current era of government reforms,
external auditors can no longer only focus on issues directly related to financial report,
allowing the external auditor to assess the effectiveness of the implementation of duties and
functions of other regional administrations, such as systems and procedures for public
services and the implementation of other government projects in determining the fairness of
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the presentation of financial report. Patanakul et al. (2016), in his study, concluded that based
on the interpretation of the auditors, they are believed to be competent and able to be free of
various interests. Thus, in addition to being able to track down the causes and problems, the
audit findings report is also reliable, especially in evaluating project performance as well as in
increasing the effectiveness and efficiency of the project in the future. Therefore, the
recommendations provided by external auditors on audit findings must be appropriate and
applicable, so that the efforts to improve the internal control system and enforcement of laws
and regulations, including audit recommendations follow-up made by the local government
can be a part of improving the quality of public services.

For the control variables, the test results show that the control variables that positively
significantly influence the FINQit variable are SIMDAit and SIZEit with the level of
significance of 5% and 1%, consecutively. The results indicate that in the utilization of
SIMDAit applications contribute to the improvement of the quality of financial report in the
local government in Indonesia and bigger size of local government tend to provide a higher
quality of the financial report. Meanwhile, the test results in Table 4 column (4) indicate that
the control variables that have a significant positive effect on the PUBQit are the SIMDAit,
SIZEit, AGESit and ISLANDit. The results of this study indicate that in addition to audit
findings and audit recommendations follow-up, the quality of public services in the local
government in Indonesia is also influenced by the utilization of the SIMDAit application, the
value of assets, age and local government geographical location. Table 4 also shows that the
yearit variable has a significant positive effect at p-value of 0.001 (columns 3 and 4). This
indicates that alongwith the implementation of the accrual accounting system in the Regional
Government there has been an increase in the quality of financial reporting and the quality of
public services to the Regional Governments in Indonesia.

In addition, the test results of the full model in Table 4 column (5) show that the FINQit

variable is also the perfect mediating variable for the indirect effect of the SIZEit variable on
the PUBQit variable, which shows that when the availability of local government resources
which is characterized by the value of substantial assets can be optimized in order to improve
the quality of financial report, it will have an impact on the increasing quality of public
services carried out by the local government toward the community.

4.3 Additional test: effect of each type of audit findings
Based on the criteria for determining financial report quality (audit opinion) as stipulated in
the laws and regulations in Indonesia described earlier in the literature review, in the audit
report, BPK presents audit findings into two groups, namely: audit findings related to the
internal control system and audit findings related to compliance with laws and regulations,
including findings that cause regional losses. Therefore, as a sensitivity test of the model of
the study and to provide a clearer picture regarding the influence of each type of audit
findings on the quality of financial report and the quality of public services, Equations (1) and
(2) are used to re-test the hypotheses of this study on each type of audit findings. The results
are presented in Table 5.

Table 5 shows the results of the hypotheses test by using the measurement of the number
of audit findings related to the internal control system (FINDING_ICSit) in Panel A and
measuring the number of audit findings related to the regulation and compliance
(FINDING_LAWit) in Panel B, including audit findings of non-compliance which cause
regional losses (classified as corruption) (FINDING_LOSSit) in Panel C. If compared with the
results of hypotheses test using the measurement of the total number of audit findings in
Table 4 previously; it can be concluded that there is no fundamental difference in the use of
different audit findings. In addition, the results of this test can also mean that both the
number of audit findings related to the internal control system and the compliance with the
legislation has a negative effect on the quality of financial report and the quality of public
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services. Thus, to improve the quality of the financial report and the quality of public services,
improving the implementation of the internal control system is not enough. It must also be
accompanied by an increase in compliance with the relevant laws and regulations.

Sobel test shows significant results (Panels A, B and C). Therefore, it can be said that the
quality of Regional Government financial reporting mediates all the effects of follow-up on
audit findings and audit findings related to weaknesses in the internal control system and
non-compliance with laws and regulations, including audit findings on non-compliance
which cause regional losses/potential for corruption, on the quality of public services.

The main point of this article is to assess the effect of audit findings and the audit
recommendations follow-up on the quality of financial reports and the quality of public
services. To analyze this effect, there are differences in the time lag between the FOLUPit
variable and the FINDINGit and FINQit statistical test variables that further analyze the
comparison of the time lag between these variables. Table 6 shows the test results to see the
extent of the influence of time differences in financial reporting quality variables (FINQit),
audit findings (FINDINGit) and follow-up recommendations (FOLUPit) on the quality of
public services, which is carried out to answer why use FINQit, and FINDINGit (years same as
PUBQit), do not use a time lag of 1 or 2 years before as FOLUPit�1 (which uses a gap of 1 year).

Based on the test results it can be said that Model A (according to the main test) is the best
model in explaining the effect of audit findings, follow-up of audit recommendations and the
quality of financial reporting on the quality of public services. This means that the quality of
public services in a given year will be affected by the extent of the audit findings, follow-up on
audit recommendations and the quality of financial reporting in the same year. The
weaknesses in Model B (if using FINQit�1, FINDINGit�1, FOLUPit�1) are on the influence of
the previous year’s audit findings (FINDINGit�1) that do not describe how the condition of the
Internal control system or legal compliance at the time public services is performed. In
addition, the absence of influence of FINDINGit�1 in Model B is also caused because usually
all audit findings from the previous year have been followed up in year t, (FOLUPit�1), so that
the quality of public services in the current year is no longer affected by audit findings in the
year before, but influenced by the extent to which the audit findings in the previous year have
been followed up or not (FOLUPit�1).This is reinforced by the evidence shown in the test
results of Model C. When there is no follow-up on the audit findings of the previous year
(FOLUPit�1), FINDINGit�1 will still have a negative effect, albeit small. The same result is
shown in model D (if using FINQit�2, FINDINGit�2, FOLUPit�3). FINDINGit�2 has had a
positive influence on public services. This means that the audit findings in the previous 2
years (t–2), when they have been followed up/improved (in years t–1 and year t) will have a
positive impact on public services in the next 2 years (year t). However, when FINDINGit�2 is
not followed up (as in model F) then FINDINGit�2 has no significant effect on the quality of
public services in year t. Therefore, Table 6 showed that in order to know the extent of the
influence of audit findings, follow-up of audit recommendations and quality of financial
reporting on the quality of public services, it must use audit findings data, follow-up of audit
recommendations and quality of financial reporting in the same year as the public service
implementation.

The data of the study used 1,437 observations from 491 districts/cities for 2014–2016. To
clarify the combination of the MUNit variable, a District Government variable means “0,” and
City Government means “1”. Another consideration is that the two dummy statuses are still
limited to dividing the second level of local government in Indonesia, which means that this
local government needs to be nested within the province. Testing the additional regression is
performed with (34–1) dummy variables to control provinces in Indonesia. Additional
multilevel regression is performed with provinces as the level of grouping observations
(District/City Government) with the consideration that multilevel models are suitable for
designs of the study where data observations are regulated at more than one level, such as
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nested data. Table 7 presents the test results for the research model with the provincial
dummy is included in the model. The test results in Table 7 show the main test results (not
considering provincial variables) robust on the existence of provincial variables. The results
of the test are the same, whether using provincial variables or not using provincial variables.

5. Conclusion
The main objective of this study was to analyze the extent of the relationship between the
implementation of accounting and public sector audits of the quality of public services.
Specifically, this study analyzes the effect of financial report quality on public services aswell
as the influence of audit findings and audit recommendations follow-up on the quality of
financial reports and the quality of public services. By using 1,437 observations from 491
districts/cities for 2014–2016, the results of this study can prove empirically that there is a
relationship between accounting and auditing of public services. The application of accrual
accounting system to produce quality financial report, audit findings produced by external
auditors in the context of financial audits and audit recommendations follow-up initiated by
the local government’s internal auditors in the framework of supervision; all of them have a
significant and decisive effect in the efforts to improve the quality of public services to
the local government. The quality of financial reports resulting from the application of the
accrual accounting system to the local government was found to have a positive effect on the
quality of public services. In addition, the quality of the financial report is also a perfect
mediation of the indirect effects of audit findings, the use of information technology systems
and the size of local government on the quality of public services. This result implies that
efforts to improve the quality of financial reports are the right strategy for the local
government in order to improve the quality of public services carried out by the local
government to the public.

Regarding the impact of audit findings, the results of this study indicate that there is a
negative influence of audit findings on the quality of financial report and the quality of public
services that apply to all types of audit findings measurement, either using the index of the
total number of audit findings or using only the number of audit findings on the internal
control system or the number of audit findings on the compliance with legislation. The
implication of the negative influence of audit findings on the financial report quality is that in
addition to the need for prevention efforts to minimize audit findings by local government, it
also implies the importance of the role of external auditors in detecting problems
appropriately and at the same time providing effective, constructive and applicable audit
recommendations for the audit findings obtained during the audit process.

In addition, the results of this study also show the important role of audit
recommendations follow-up in order to realize the efficiency, effectiveness and
accountability in the implementation of tasks and functions of the local government,
especially in terms of financial management and public services. It does not only play a role in
reducing the audit findings. The level of suitability of audit recommendations follow-up also
has a positive influence on improving the quality of financial reports and the quality of public
services in the following year. The implication is that the local government needs to
streamline the role of the internal auditors so that they can oversee the implementation of
audit recommendations follow-up provided by the external auditors.

Some limitations of this study that might be followed up by further studies. First, both
independent and dependent variables were collected from the Indonesian government,
possibly leading to potential common method/source bias (Jakobsen and Jensen, 2015;
Podsakoff et al., 2003, 2012). Minimizing this bias can be done by obtaining and testing data
from external sources or non-governmental contexts. Second, this study assumes that a one-
year time lag might be enough for FOLUP, instead that some changes may take more than
one year to take effect. The study took 2016 data as the most recent data as a reflection of
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FOLUP. The next study is expected to empirically analyze a longer and more recent time lag
to test the FOLUP variable. Moreover, this study does not observe the quality of each level
and type of public services and how they are related to the implementation of accounting and
auditing in the public sector in detail. This can be an opportunity to be developed by further
studies, because as stated byBroadbent andGuthrie (2008) that public service is currently not
only carried out by one government agency but also spread in several parts and levels of
government, even involving the private sector. In addition, there are several types of public
services that are currently the attention of many parties, including those related to the fields
of education, health, public works and spatial planning, public housing and residential areas,
public order and security, community protection and social fields. This study only focuses on
the quality of financial reports in the context of the application of accrual accounting system,
audit findings and audit recommendations follow-up. There is still plenty of room to analyze
the problems of accounting and auditing in other public sectors that may have a higher
influence on the quality of public services, for example, related to accounting information
systems, the application of management accounting and behavioral accounting.
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