UNIVERSITI PUTRA MALAYSIA

REVALUATION EFFECT OF AUDITOR SWITCH IN MALAYSIA AND
ITS DETERMINANTS

HUSON JOHER ALIAHMED

GSM 2000 7



REVALUATION EFFECT OF AUDITOR SWITCH IN MALAYSIA AND ITS
DETERMINANTS

HUSON JOHER ALIAHMED

DOCTOR OF PHILOSOPHY
UNIVERSITI PUTRA MALAYSIA

2000



REVALUATION EFFECT OF AUDITOR SWITCH IN MALAYSIA AND ITS
DETERMINANTS

HUSON JOHER ALIAHMED

DOCTOR OF PHILOSOPHY
UNIVERSITIPUTRA MALAYSIA

2000



REVALUATION EFFECT OF AUDITOR SWITCH IN MALAYSIA AND ITS
DETERMINANTS

By

HUSON JOHER ALIAHMED

Thesis Submitted in Fulfillment of the Requirements for the Degree of Doctor of
Philosophy in the Malaysian Graduate School of Management,
Universiti Putra Malaysia

May 2000



DEDICATION

DEDICATED TO MY PARENTS, BROTHERS AND SISTERS AND FELLOW
COLLEAGUES

i



Abstract of thesis presented to the Senate of the Universiti Putra Malaysia in
fulfilment of the requirements for the degree of Doctor of Philosophy.

REVALUATION EFFECT OF AUDITOR CHANGE IN MALAYSIA AND
ITS DETERMINANTS

By

HUSON JOHER ALIAHMED

May 2000

Chairman : Mohamad Ali Abdul Hamid, Ph.D.

Faculty : Faculty of Economics and Management

A body of accounting literature has grown on the phenomena of auditor
switches mostly in developed countries from the research by academics, accounting
professionals and industry experts because of its strategic implication for a firm
value, credibility of financial reporting and the cost of monitoring management
activities. Despite the growing concems shown in the developed economies about the
consequence of auditor switches, which are associated with substantial direct and
indirect costs, little attempt appears to have been made in Malaysia to examine the
possible reasons for changing auditors or to estimate the shareholders wealth
implication. Thus, the objective of this study is to make a start in examining this very
significant accounting activity in a fast developing Malaysian economy, perhaps, to
serve as an example of more studies in emerging countries. The particular objectives
are (a) to ascertain determinants of auditor switch in Malaysia, (b) to examine the
hypothesised relationship between the changes in firms’ characteristics and choice of

quality differentiated audit firms and (c) to ascertain the share valuation effect of
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auditor switches in Malaysia. Audit firms are clearly ranked as belong to a higher
and lower prestige category in this country, which enables, it is hoped, a search for
the revaluation effect.

Many researchers examined the determinants of auditor switches and its
effect on share valuation. Some of these research efforts resulted in findings that
were inconsistent with each other. The current research was therefore undertaken
with the objectives of developing both theoretical framework and empirical model
and to explain the justification for considering certain specific factors that may be
important for corporate management decision to switch auditor and its effect on
share valuation. Four extant theories of accounting and auditing (agency theory,
theory of auditor change and choice, signalling theory and partially revealing rational
expectation theory) were reviewed and used in developing the theoretical framework
for this research.

An empirical experiment was designed to test firms related factors
hypothesised to be the determinants of auditor switches. A sample of 108 client firms
was isolated as having switched auditors at least once during the period 1986 to
1996. A logistic regressiqn method was adopted to ascertain both determinants of
auditor switches and choice of quality differentiated auditor connected to changes in
a number of firms’ characteristics. The standard event study method widely applied
in this field is used to examine the share valuation effect of auditor switches.

From the logistic regression, the variables, management change, turnover
growth both prior and after auditor switches and firm’s performance measured by
return on asset were found to be significant determinants of auditor switch in

Malaysia. However, other variables like auditor report and audit fees were not found



to have any significant effect on the auditor switch in Malaysia. The factors

attempting to explain the choice of higher prestige (Tierl) audit firms, this study
provides evidence that asset size, changes in operating cash flow to total asset and
firms acquisition of fixed asset to total asset as the important determinants of choice
of higher prestige audit firms in Malaysia. While choice of lower prestige (Tier2)
audit firms are determined by decrease in size, lower firms leverage preceding the
switch and acquisition of fixed asset to total asset.

Using standard event study method, this study provides evidence of weak
positive market reaction for auditor switch in Malaysia. However, once the
revaluation effect of auditor switch was tested based on auditor switch type and
firms® observable characteristics, different results emerged. The market appears to
respond positively to client firms that had switched to higher prestige audit firms.
Cumulative abnormal return (CAR) prior to the announcement over the period (-60
to -0) and (-8 to -1) recorded a net gain of 7.85% and 2.24% respectively, significant
at 10% and better. This reflects a good news to the investors. In contrast the
revaluation effect of client firms switching to less prestige audit firms recorded a
marginally significant negative cumulative abnormal returns. The CAR over the days
(-8 to-1) exhibited cumulative loss of 4.56%, reflecting an incremental reduction in
shareholders wealth. Moreover, revaluation effect of auditor switches within the
classes reported in a weak negative market reaction. And no contemporaneous price
changes were observed surrounding the auditor changes. The revaluation effects of
auditor switches made by both financially healthy and unhealthy firms were also
analysed. The results suggested a weak positive market reaction to auditor switches

made by financially healthy firms compare to those of unhealthy firms, which



registered marginally significant negative reaction. Moreover, switches made by
client firms, which received clean opinion prior to auditor switch, reported a weak
positive market reaction. Though significant abnormal return relative to auditor
change were observed, none of the auditor change type reported any significant
abnormal retum on the day of announcement itself. This is probably due to
information leakage and auditor change as predictable consequence of firms

activities, which are more common in developing market like Malaysia.
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Abstrak tesis yang dikemukakan kepada Senat Universiti Putra Malaysia sebagai
memenuhi keperluan untuk ijazah Doktor Falsafah

KESAN PENILAIAN SEMULA PENUKARAN JURUAUDIT DI MALAYSIA
DAN FAKTOR-FAKTOR PENENTUNYA

Oleh

HUSON JOHER ALIHA MED

May 2000

Penyelia : Mohamad Ali Abdul Hamid, Ph.D.

Fakulti : Fakulti Ekonomi dan Pengurusan

Lantaran penyelidikan yang dijalankan oleh ahli akademik, ahli profesional
perakaunan dan pakar-pakar industri yang berkaitan, suatu himpunan penulisan
perakaunan yang membicarakan fenomena pertukaran juruaudit di kebanyakan
negara membangun telah dihasilkan. Ini kerana penukaran juruaudit membawa
implikasi strategik terhadap nilai sesebuah firma, laredibiliti laporan kewangannya
dan kos pemantauan aktiviti-aktiviti pengurusan. Walaupun kebimbangan negara-
negara maju terhadap kesan-kesan pertukaran jurudaudit yang mempunyai kaitan
dengan kos langsung dan tidak langsung semakin bertambah, hampir tiada kajian
dijalankan di Malaysia untuk meneliti sebab-sebab berlakunya pertukaran juruaudit
atau membuat anggaran terhadap implikasi kesan kekayaan bagi pemegang-
pemegang saham. Oleh itu, objektif kajian ini ialah untuk memulakan penyelidikan
terhadap suatu aktiviti perakaunan yang sangat penting dalam ekonomi Malayisia
yang pesat berkembang. laitu kesas pertukaran juruaudit. Kajian ini mungkin juga

dapat dicontohi oleh kajian-kajian yang berkaitan di negara-negara membangun yang
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lain. Objektif khususnya ialah (a) menentukan faktor-faktor penyebab bagi
pertukaran juruaudit di Malaysia, (b) meneliti kaitan secara hypotesis antara
perubahan ciri-ciri firma dan pemilihan juruaudit, serta (c) menentukan kesan
pertukaran juruaudit terhadap penilaian semula saham di Malaysia. Firma-firma
audit di negara ini boleh di kelaskan pada kategori yang berprestij rendah atau
berprestij tinggi dan keadaan ini diharapkan boleh membantu penyelidik menentukan
kesan penilaian semula itu.

Ramai penyelidik telah meneliti faktor-faktor penentu bagi penukaran
juruaudit dan kesannya terhadap penilaian saham. Sebahagian daripada usaha
penyelidikan ini telah menghasilkan penemuan-penemuan yang saling tidak
konsisten. = Maka penyelidikan yang dijalankan lam dibuat dengan tujuan
merangkakan suatu teori dan model empirik serta menjelaskan tujuan mengambil
kira beberapa faktor tertentu yang penting bagi membuat keputusan di peringkat
pengurusan korporat untuk menukar juruaudit, hatta kesannya ke atas penilaian
saham. Empat teori perakaunan dan pengauditan yang masih diguna pakai (teori
agensi, teori pertukaran juruaudit serta pertukaran juruaudit terpilih, teori isyarat, dan
teori jangkaan rasional yang agak ketara) ditinjau dan rangka teori dibentuk daripada
keempat-empat teori ini.

Suatu kaedah telah dicipta untuk menguji faktor-faktor yang dipercayai
menjadi penentu penukaran juruaudit. Satu sampel 108 firma pelanggan telah dipilih
berdasarkan kejadian menukar juruaudit sekurang-kurangnya sekali dalam tempoh di
antara 1986 hingga 1996. Selain itu, kajian ini menggunakan kaedah regresi logistik
berperingkat untuk menentukan penyebab-penyebab pertukaran juruaudit dan

pemilihan juruaudit yang dibeza-bezakan mutunya, yang ada kaitan dengan
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perubahan-perubahan pada ciri-ciri finna itu. Kaedah kaji peristiwa telah digunakan
untuk meneliti kesan penilaian saham akibat pertukaran juruaudit.

Hasil regresi logistic, pembolehubah, perubahan dalam pengurusan,
pertumbuhan pusing ganti selepas dan sebelum menukar jurududit dan prestasi firma
menjadi penentu-penentu yang utama berlakunya penukaran jurudaudit di Malaysia.
Walau bagaimanapun, pembolehubah, laporan juruaudit, upah pengauditan dan
prestasi firma pelanggan tidak mempunyai kesan yang penting terhadap pertukaran
juruaudit di Malaysia. Bagi faktor-faktor yang menerangkan tentang pilihan
terhadap firma juruaudit yang dibeza-bezakan mutunya (Tierl vs Tier2), kajian ini
mendapati bagi Tierl, penumbuhan aset, perubahan aliran tunai, keumpilan firna
selepas pertukaran juruaudit, dan perolehan aset tetap berbanding aset keseluruhan
sesuatu firma pelanggan, merupakan penentu-penentu penting dalam memilih
juruaudit di Malaysia. Sementara pemilihan bagi Tier2, faktor-faktor seperit
pengurangya dalam saiz, keumpilan yang rendah dan perolehan asset tetap
mempengaruhi pemilihan juruaudit.

Dengan menggunakan kaedah kaji peristiwa yang “standard”, penyelidikan
ini mendapati bahawa reaksi pasaran yang positif terhadap penukaran juruaudit di
Malaysia adalah lemah. Biarpun begitu, sebaik saja kesan penilaian semula
pertukaran juruaudit diuji berdasarkan jenis pertukaran serta ciri ketara firma,
penemuan-penemuan yang berlainan telah muncul. Pasaran menunjukkan reaksi
positif kepada firma-firma pelanggan yang telah menukar kepada firma audit yang
berprestij tinggi. Pulangan terkumpul abnormal (Cumulative abnormal return —
CAR) sebelum pengumuman dibuat, yang merangkumi tempoh (-60 hari hingga —0

hari) dan (-8 hari hingga -1 hari) telah menunjukkan pulangan laba bersih, masing-
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masing sebanyak 7.85% dan 2.24%. (Peratusan yang dianggap memberi kesan ketara
ialah 10% atau lebih). Peratusan ini mencerminkan hasil yang memberangsangkan
bagi para pelabur. Sebaliknya, kesan penilaian semula terhadap finma-firma yang
menukar kepada firma pengauditan yang berprestij rendah menunjukkan pulangan
terkumpul abnormal yang negatif. Pulangan terkumpul abnormal (CAR) bagi tempoh
(-8 han hingga 1 hari) menunjukkan kerugian terkumpul sebanyak -4.56%. Ini
mencerminkan kemerosotan dalam kekayaan pemegang saham. Tambahan pula,
kesan penilaian semula dari pertukaran juruaudit dalam kumpulan ini menunjukkan
reaksi pasaran negatif yang lemah. Ini pula tidak mempunyai kaitan dengan
sebarang perubahan harga semasa yang meliputi pertukaran juruaudit. Analisis
lanjut ke atas kesan penilaian semula akibat menukar juruaudit dalam firma-firma
yang stabil kedudukan kewangannya dan firma-firma yang kurang stabil kedudukan
kewangannya, juga telah dijalankan. Hasil kajian menunjukkan reaksi pasaran
positif yang lemah terhadap pertukaran juruaudit di firma-firma yang kukuh,
berbanding firma-firma yang kurang stabil kedudukan kewangannya. Finma-firma
jenis ini mencetuskan reaksi negatif yang agak ketara. Tambahan pula, firma
pelanggan yang menerima undian sangka baik yang banyak sebe!um pertukaran
juruaudit, telah mendapat reaksi pasaran positif yang lemah apabila pertukaran
juruaudit dilakukan. Walaupun terdapat pulangan abnormal yang agak ketara apabila
berlakunya pertukaran jurvaudit, tiada satupun jenis pertukaran juruaudit
menampakkan sebarang pulangan abnormal yang jelas pada hani pengumuman itu
dibuat. Ini adalah akibat kebocoran maklumat yang sering berlaku di pasaran-

pasaran yang sedang berkembang, seperti di Malaysia.
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