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1. Introcduction

Tecent resezrch documuente: thet, W the: USA moftanly-conpecied directoss have 3
skmificant influsnce oo the firme’ decisions and clrporate Dutonmes within [Eted fimme
(Bemmedech and Frydomn, 2004 Lin @ o, 2093). Io general they arpue that the valoe
svaiem developed in the militany belps this frms o mgke better decizion:z and stoomes,
Howrever, theve has been Iitle nveafigation indo the relationships berween miliciy
corEwectims and corporate auicames 0 pubboly-raded fime m developme counbdes. The
reasan fin this is doe to e lack of transparency of e available dita, Lews and Oberhaolser
Giee (2006} sugzest that connections n pelioes m ndonesa are capablke of explaming the
transperency. Jevel of listed firme whether they hide some infovmation #o coverup the
benefit that they get from ther connectims: o whether they tebase 1t to morssse Hwr
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regrtatiom affer ther comnections &l from power. Inferssingd v, dindnge the sample period,
Fndomesia’s polical sibsion wos biaoaly controlled and influenssd by the mihkary,

An ireestizbion it the value of milibary relabons i bosinesss merErmnge ooneines i
worthwhikd beciuse many desvebopmig oourtries have s strong miifary infloenoe m e it
decismenmaking process e Thatkmd, Epvpt. Mg, Indmena, e} Hewever, whether and
by military eormections effect the decion of publ firme 10 devedoping conntrie has notbeen
widely gudied Indonesa pledpes a unigie settmg o which 0 cxamme the dfert of milsary
mvohrement n busmes: for the followng resaores. Firgt, = the dunl funchon doctine (Crosch,
1976, 1998; Suloma, 2003, Before mertil Ew wae imposed- o 1957, nost milicary offioors: had
b prinsinly fisused on the seourigy fovoes of the coomry, Heoseves, after this Bov wes
mipozid, the mrtimptan of the miliany ineoomomie acbivities neretsed capidly, In 1956, the
amy leadas dechined *The oy does nod hervve an edusivdy milimy Gy bt & ooncemesd
with all felds m s " Senner Ampkatan Derag, 1966 o 1% Coouds, 19751 This &l
fmwtion doctrine bes e kpinmzing te miliary o peaify e mmobeoemt of milibee ofiees
i eoomwme affaire, This sieibon mersses the chance of miltane pereonne] o e diresct or
mchrect rebibone with any prohtable aobvbes, moheding baemess. Semad, Mobeth (X0E
reported that the o] revenne fom seleced milTary. husinsses reachied approsdimately US
S, ecqual o amamd 0% Brger than the market capitalization of Indoesian listad fims in
that vese, Furthermore, the Indonesian milkary hes officially armsminced shat shoor 1,530 finns
are vmer ey wontnl [Vestergaard, 26, These frms o mot mehde the thosands of foms
thert e unoffemdly relaied e the mifhiary, This evdemce praves dhat the mldtary plaws a
sigmifcand molein Indioesin basinesd Finally. remdirone the sgmabeamee of thes ressanl, wmet
numbers of nrbitary personne] heree srnsd 0 many miporemt ol peestsons in ndoness,
Shirzishn (1990 estinzvbed tat approsametely 1000 out of S0 [28% ) mility personne]
have held positsons cutsde of the mmlitary o the early TR These positins mchucs ot are nit
lmited ok President, Vice President, Ministry, Nationad Poliament, People’s Consaltshe
Assembly, Ambassador, Provicial Governoes and the Distrct Chicd,

Militnrily-crmmected directors may overnse their mliary and polifical power to support
their comnections m ther busimess setivities: Previoudy, research has dizeoversd that
military persoinel n Indomema o opablke of provading additionas] valoe o firms in the
foem of hoenses forestry coneessions, mmopoly rights Anancal aocess povemment
comtracis, ebe [Crouck, 1978 Lowry, 1996, Nietener and Misel, 2002, Interestingly, the
military is alwo copable of providing additional sssmmnoe sueh as by resolving el land
actione, cabmm labor unrest and relicatme souatters, Theseare all very impostant tomake
sire that the business is mumming smacthly. Previous research also found that the nuliaesy
has been mvolved m ozmy illegal businesss and heman rights problens (Wil 2006
Raxak, 307}, Hoeeman G006 repocted that the military business empire is one of e
potenstz] sources of cwveption m Indeesie This sbeation ook ouks militanyman
husmesses bews transpearent o profect their private imeress and to avoid publiceensting,

Using Indonesia’s setting, & developing country with a strong military infloence in
politics-and pracicing. dual-function militery rokes, | examined how miliry sennections
influenee the firms' aeditor cwice decsion. This shudy Svvesti pates whether militry
commections affect the hkelihood of the frms" 2wl for chosee decision memegeing countries,
Mureweer, thes study also examines how the mibtry reform regubrtions affect the mlitarhy-
comnected frms” decson of auditor chose, Toomy lenowlecine, thes 15 one of 2 few stodies
discume the inBuence of milizey commiect e on the eblic fnms’ decgon @ developmg
eonmitries | define directors az those having military connections i they have previously
held military poeit ems before sittmg on the boards | foumd that only 800% of fiems inthe
sample are milibry-oonnected, Consistend with the prior findmgs (Misal, 286, & small




miniber of miikrdlveoamected firms ] that mest ool ly-oomected s are Aoditor cholce

nrivinbely held 1 akso finend that the percentaee of milianbeconnested dirsctors agpotnbed
shoes i decressmae tremad,

The hypotheszs mn*m:;,hmnm miterprofation of the results were developed by frst
investgating whether milisarlb-eonnecied firme are associnted with Big 4 asdiiors or ook
For thie parpose, | examined the relabonship between aeditor chaotee and mibinry
comectymn after controlling for other relevant factors that are knowm to affect the firms'

demmnufspgamm.gﬂramﬁwlusedmglmnnmeg! b fest the hypothesea.

Briethr, | Founc that finms with mobtarily-conmected diroctors srermore 1kely B appozst oo
Big 4 andifrs. Furthermore, | exanmmed the effect of the military wefonm (38 an exogenoos
event) mlate 200 on the retafiorship betweenmilitarily-oonnected fisms and suditor chokee.
Trerestingly, the finding shows that there are no chemges in e preference of e militarily
cormected firms o keep on hiring a noo-Big 4 auditfirm eves@fter the refonm.

Thers are two possible explansitions a5 to why militari ly-confechsd s irs e kel
itnappointa nor-Bigdandior. Fivst, usng Benmielech's (2014) arguments, the diretosz with
a military Backaround are able (o help the compemy to increase the moniforing process,
which, in furmg will improve the gquality of the decision-maldng process e comparry.
Hemeoe, there will bes fewer meentives for thiem te hire o Biard suditors. The second messible
explanatom 1= that te keep fheir private mformationawiay from pubhc soutingy, As mibibry
persmmel are able o deliver benefibs o thedr comnecbons mouch, 1975 1978, 0t =
regzarahle that ey want o keeep ther imdosnsitum sy from the poublic. However, beoyse
this study only focuses on the suditor selecton preference of malibn bromasched Grme,
Tumre siuches may provide the evidencs to support Thes: armeanents,

This rezearch centributes o the milicry connections Tmerature: by examining the
relations of suditor cheice and malitarily-oonnected firms 1n Indenesie, a country with an
inmmense nfuence from the nolitary in vz political decsion-making:. Proor studies on the
muilitury connectons m developie markets have mamly focused on the effect of mibtary
cormectams in private fioms: [Croucdy, 1975, 19738 MeBeth, 20025, Proor studies ako have
cocunenbid the effects of the board chamckriztes on the s auditor choice decisions
it of al, 2004; Warg ot e, 2008, Thiz stuchy cortributes ti the auditing litersume
inyolved inexpming therole of militarilyoomerted directors on suditor choice.

Tl paper preenis the fllving seoims, Seohm 2 artieulses the hadogramd of the relaton
betwaeen the military and hisnesss in hdmesis It alwo develgs the hypotlese: based on the
relation between auditon choivce and military comections. Section 3 describes the diita and Section 4
repors oi the envchence and disoussion. Frally, Section & remarks onothe oomdusion.

Z. Liternturs review

2.1 Anlit evpiranaend or fdoresia

In Indomesia, a bsted fim is required to have stamatory andit conducted by o qualdied
auditor firm. The gualified audit firmes meed o be registered with the Finangal Service
Authordty of Indopesia o be ahle fo audit finms lsted op the Indopeszn Steck Exchinge
(DX Siice ZNE, the govermment bos tgsoed an audit rotabion policy thet requares the =ted
firms to chemp thinr asditer a3 maiommy of every sheee vears, It e mandatoey for Tsted
frme to submit their sudited awma] financk] staterment o 8 capial market regolator
rBapeparm LK) aithin thres months after the end of the reporting period,

All of the Big 4 audit firme in Indimesia collabomate with Tocal andit firme s dein
partner. Kivnveld Peal Marwick Goesdeler (KPMG) 15 10 colbboration with Sididharts,
Siddharia and Widiaje, Bmst and Young (EY) 2 workimg with thar beal parmer,
Porwantonn, Sarwolo and Sandjaje. Delbdte Towche Tohmatsa's [1] ol parer 1=
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Hanghumiboota, Muestofi  and Habmieman Bing Sune and Coo Finalls,
ProewaterhmizeConpers (PWC) [2] = 10 collabovation with their lncal partne, Hadh Sutanti
ared G/ Haryanio-sa har and Co,

2.2 Mhiliary comsreetioees aved Tvpathesoe develapasont

The fiest research quesiion exarmined in this stady was — "Which types of audiior are more
likely w0 be appoinded by militrihrconmected firms? Previous studies indicate that higher-
guality - avdits: and better montormg are provaded by large audit firms (Francs, $004;
Freland-and Lennox, 2002 Lee pral, 2008; Lermoy, 205). Franck and Keishmes (1999 arpoe
that due fo repiation concerns and avoiding costly Tganm, langer avdiiors provide
higher-quality awdifs. Interestingly, Sy of o (3012} found there 1o be ne difference
betanecay Bag 4 and nea-Big 4 auditees in feeme of mitigating dhe sarings management for
limtel firma in Indonegia @ the period beime mandatory  pediior somtfion remekstion,
However, they found that Big 4 aoditors can mitigate the nonagement of ernioges alter the
el tor g the ascditor rosatisn regulation n Incomesia

Fevent stuchies also ngs boerdd charactersios are one of the man factoes insodved
i andisor decizions (uedhami o al, 200 Wang #Fal, 2008 Moce precizely, they
figred guk political ciomections play a ok o aosditor choiee The results of an
international study sugpest that politiczily-mnnected firms are more el o apggeomt Bz 4
audigoes [Gusdhemi of @l, XL Thelr findmg angoests thea these fiemez increnze thelr
accounting transperency by persuading investors that they do nof expleit their esnnections
to shift corporate resurces. Incontzst, Wang of ol P00E) indicsted that Chinese state-
pwned enterpries (SO controlled by the provinge, city and comty govermmenis (o
S0Es) prefor to appaint emall madi ters withan. the same rerion (small local eaditorsy, Une of
their arpomients is that the 50Es" lower demand when it comes fo appomting reputable
alitors & because of he lower incentives due@l the awilable benefits provided by the
grvernment. Chen el el (3011) 2lsn funed that with palitical cotmections are o
lilsaly $0 appemt 4 local auditor (non-Big 4). Prior studses reven] that malitarihy-connected
firmes ey some benefits from their veoections, Harymaean (20180 shows that otk
connected firns in Indonest have & significantly Tower ooet of distt than nen-contected
firmis. Ancther study nlzs found that nubtary connections are able to provide imporant
lenses ot assistance soch a5 mpod and expoct quaeds, forestsy omicessions, monopoly of
nght= and fingmcial kans Crooch, 1978 Losry, 1996, MieSzne and Mesol, 20021 There e,
it iz presible that Toms with military comectons tend 1o nave lower diclisnre doe to some
of the sprecial beneti oy ed due fo thernetworks,

Aecording to Transparency Intemational (3014} Indonesia was ranked 107 oot of 175
voumitries in thear anmoal sureey w204, Thas mnliang eoncemed the camuplbion perception
incer. They also citezewized the [ndomesian military’ and police department 3z amon
most corrupt public insfitubons inthe countey (1 as]or. 20051 2 {20085} 2l 4y report od

et milikry related eoenpanies are prvately held, Thesefore, Thsir Anancial regorts are not
awﬂﬂhhﬁxmhlnmuh'ui. The facts show fhat e of ther husinesses potentially
engage in el activibes Therefore, it 15 possible that they peefer to kerp ther Gnancisl
informeition less tirsparent o avoid pabbic scrmtmes. Inadedibon, the vast disbabation of
militery comections and the authority. of military officers o ensue vakee for thex
parmers This sifuatien potentially reduces the lkelibood of militarily-connested firms
provading Ereates nspareney v the oubhe: 0 is poessible that miltenbcomnected firms
are e Jikely b appaint & mon-Big 4 anditor than o Big 4 andiber foget a lower quality of
auedil resuk




I coritrast. Besimelech and Frvdmen (20004) fotized that m the USA, foms with milibey - Apditor cholce

experienced ditgctors have more consereative. investment pedicies, are Jess Thely to be
engaged m froudulent adpates and pecforn better than ofher firme during thecrises pesiod,
Thay btk ther angument based on Frombke G001, who found that the value sysiom
developed e mifitary buslds a person o be more dedicated, loyal, self-sacrificing and
pursannr & ol mierest miher than their (ome private interesiz. Moreoyer, they are have
betner walfconiol, cepecinlly in high pressuve situations. Theeetore, the wilues  thad
vl opsed inthe militery oowld help theen to mekoe more ethical decizions, more somsarsmive
pulaces and better decigion-making durng the ozss period. o addigon, Lined el (200130 &l
shows that frms with militanlyv-ommected direciors coudd reduoce the apemcy costs im the
aouisiton process and generate botter results i acquasitions. As former military dinctons
aremon consrvative, 18w lkely tat they have alegh concern m beomis of $he quality of the
aciit process, Therefore @ s possible that they prefer to appoint Biigd auditoes that non-Hig
4 amchibors o et ':Ihﬂ.tu'ml:fﬂ'l:qﬂa_hh'ﬂf therr financal reporbing This eonld hedp
them to morease ther reputation with their sharebolders, Based oo the two competmg
argments above, [ ropose o formal statement of the hypothesiz s follows:

1, Ml lycosmected finme will have differmt prderences in teroes of andibor choscoe
them non-mihiarthy-conmected firms

Since late AN, there has been s penind of miltdary refoemm Indomesw. This wefonm . was
trigmared by the demands frr grester transparency and pablic smofiny o the malitmry,
inchdmg the source of 5 budmt (Vestengaard, 20081 The policr dorng the Sulwrt
preskiency sueested that the milstary wae allbwsed o engage M businesses activities to
enante additonal revenie to support nubitary fimds Prethend, 20071 However, the changes in
this policy have beem one of the farges peest-Subaro regme. There were theve ooin agemd
poamiz in the refonm, nomely, redocing the militey meolvenat wopolitis, retmctaing
dincrensimr the tmnspareney and acommbibaling] milicoy-nm bisinesees and separatingg the
Police depsetment from: the Army. Under the dual fumction doctrine, the military ake has an
important role m political decisionoeking aside fom protecting the ooy Milisary officers
were aszigred o legElative dnd non-miitey badies o promode national develpment and 1o
enzire polite] sahility (Sehassian, 20121, However, after the military refonm, the militany
repressmaton 0 ihe waikmal and regiol ::Erllnmunt bz heen i thedrawm and ther psifions
in noa-rlitary bioches have been vedoced sipniticantly, This reform deoeased the military
power and ther parcpation m polienl dnd other welsted decsiomaking activities
Fuorthenmore, the top Jeaders of the Indonesian military have alzo shiwn ther commitment t6
the mprrvement of fransparency . the militzry: Inoan mterview with the Fiancal Times,
Indoneesr's deferse minister said “There will be g eeries of ghtches i the reform process
bocanze of the inkerent vestod interests at all lesels, However, | @ very confident that the
Targer trectory 15 fowards more atvouatability, more sffidency and greber banspamncy”
Do, 206),

Thas zihaation led fo the second vesearch queston investigeted in thiz sndy — "Howr does
the malitzuy reform affect the auditor chioice deciion’ of militanly connected firma® Frms
with militey connectipns are correlated with s Jower guadity of sovernanes becinss these
firms have 3 grester potential interest conflict Between the commected directoes and other
ingiders. These are two possible deckions thar might be mken by connected firms in
response i the toilitary efiwm, Fist, they mey choose Big 4 auciitoes o siensl o the marked
that they are eager toincresse the governemee quality i militarih-connected firms after the
militery reform. Copley and Deuthett (2 argne that firins w2 audibor chowce a= & signal
o nsk pre-mifial public of fermg (I Firms whose pre-1P0 & higher and nsch nskior are
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vt Lilei=ly o agapodn® aoditers with a hycher repastation. Fan and Wons (2005] found that in
Az, Big 4 sditors are more Tkely to be appointed by finms with lgher agency confhicl,
They angmue that this is becanse 1t is di§ult tor mitigite ths conffict ssing the coventional
conporabe mechans, Thecefore, fhey prefer teappoint Big 4 aeditors b belp companes fo
mitigaie this conflict, They ako foumd tat Big 4 avditors charge higher aodit fees to climiz
with ageney conflict, Balvess of af (L98E) found et highly reputed soditors anll fechics
underpricing. Seinidhi o o @014 found ted family firene with & higher queline of
governsnce are move Tkely o appoint 4 specilist auditr, They exhiil higher samings
guality than non-family fnre. As the political power of the militay d after the
refiemm and this might affect their business inflasnes, it 35 Bkely that e ATE e
likely to appaint Big 4 auditors aftes the military seform.

Sepoend, cormected fimms way comtinucsly appoint noe-Big 4 sudioes gz there iz less of
i possible berefif iF they change ther preference to Big 4 sudifors. Prior sesesrc
Crsrwell of af (1995) foumed thad Big 8 asdivors in Avsiralip eamn, oncaversge, 300
odit foew than non-Big 2 auditoes. This finding shows that there will beoa higher asst
inourted by connected firma of they want to appoint Big 4 eudstors. Other research from Lin
and Liu (2009} frund that firmes oith lwrer corporate rovirance are Jess kely o appoint
Bar 4 anditors when the incentve for lowermg the capitsal raming cost 13 Jeza Chen of ol
(2011) found that non-50E firmre have a higher reduetion @ the coat of capdtal than SOy
whem they appoint highly-rigted anditors, Benmelech and Frodmes: (371 4) arewes chat the
firmes wath & director with milikry experience ame miore. comservative in their decisson-
making Howaver, with thesr mihlary experienos, they are atile to help-the firms to cretea
bedter moostoring process. This could kad foan moprovesnent in decisisnemzlomge, IF this s
the case, dhere wall be lessof an inceptrve for them toappomt o Big 4 awdif frm, Based on the
discusswn af the beo possible argonents abore. | eapect to find that fimps woth mibtasy
commections heve a different audibor selecbon preference than. nememilitarlycomessted
firmes. A forma] statement of the lyrpothesis 15 as follows

A2 Milstarly-conmecied firnms are more likely o appoint B4 audi fimms than mm-gg
o it firms i the perod after B miltary seform than meosmhiacibe-comacted
firms,

3. smmple and the messorement of the key varinhles
Imitially, the swample wiss fuken fom the combimetion of dot frem the Tndonesian Cagital
Mt T (ICMDH and CSIRES for the period 20052017, The aoditer cheaee data were
vhkaned fom the ICVD datibase and 2l hnanced data ceme Jron OSIRES. Tthen mpesed
the Bollvwane sedction erater; bes, o réguared there 1o be no rrssing dada meall of (e
saraahles wsed mothe research miodel, Seoonel 1 dropped Tirmes wth i Bscal vene fhat didinol
end i [evcember, Thicd, 1 dropped ] frmean thie finaoee and inssamee industry (SEC= 6},
After appd v the sektim oriteria, [edtained a sample of 3473 firmreirs spanning ffom
the pering 2005 31T, A= for the obustness test, [ale construa a scheamplke tooget o mose
halanead obzervation and o gecdd the eondoe influence of the recent fimewei] onsiz in
i firmninge the eoilitary reforn ressrech model In this subsampls, [ lamited the sample
pericd from 2003 untll 2007, [ excludedd the sample periad in 2005 {the reform process
periodl. Based ondhis criterion, Dobtiined 512 fem vear obsesvations foc the subssmple

To comstruct the amdit Grmdata, hand-oillected theaodil frm mme G each Tisted firm
oy the 10X from the BIEMD. A firm was defined as beimg cove of the B8 i ther anditoe ssed
was from one of the Big 4 aadit foms, For mibiary coonecdtions, | classtfied a director a3
having a military connechion f they bad previously held & military position befoe joining




the board To constrwct the milifary comnectems vanable, | began by analvang the
bivgraphical mbwmaton of each drector avabble in the [CMD databiase o chede whether
the dicector had mulsfacy experience or nod, Specihcally, | exsmnned whetber sach divector’s
mame had o mlitary tile mdisiing thetr nuibitry expanience i the past, Based on thal
infrematicnn, | then eonstricted the miltary commectinns varinble for ths stedy; namely,
CONNECT, Thiz variable defined a frmt whose directors totalmg pne or mase persan had
held a military poaition before sitting on the beard as equal to L Otherwaze, it waa & The
detailod defmibon of allof the varsbles weed moths study hae been provided in Toble L

For the researchmodel. | have attenmgpted fo tsolate the role of militoy oommmctions based
o the prior research throogh 2 set of fum-level charactwmstic varmbles affeciing auditor
choe Refoming o the previous research (Brose and Weil, 2008 Fan and Wong, 2005,
Foctin and Pittren, 2007, Hope ef ol , 208 Lin and Lis, 20000 38 = expected that firm eaze
will be prsitively comrelated to anditor choice. Regirding the ratio of liability, 1 expected
thens b be pogitively comelited with audites choice This indicates that firems witl 3 higher
deht are more likely to appoint Big 4 au s For firmn growth, T expected them o he
negatively corvelated with aaditer choice (Ban and Wong, 2005 Guedhami, o o, 2000
Gusetdhimiefal, 20143; Hanifta, et 2006) Similer 1 E] Ghoul e of (2015), D expected thal
firns with & negative neb oonwe inthe price fiscal vear (LSS wall be regatively comelated
o andator choiee. Wath respect tocapual intensity (CAPIN T and mventory GV 1 expocted
that frms with hgher capifz] intensity and lvwer ity are oeee-likely o appont B 4

Yarshle Dvefiriitiom ezt sanzror
depemdeat portinlte;
HEed 1, o & firvn appdmis ee-of the Bigd audit firms and 4 I
ey
Test ookl
COANECT 1. do & Omm winhvoed or mone divecsons wiio bebd 2 milicay A
s i bedie aiitiog on e board s dibersaes 0
AFTER 1, b firms Beboo g ooa%er cht poilita v eedform perged (200G -
2017 el Drotherwise
Caurbrod ssranbeeas
S Mt hsge kbmof fuind assers {EIHIE
LAV Flotal lnbdibes smied by iotal assets LHERIS
LIS 1, Ha finm's it mowme i regaliTe i the e per LSS
GROWTH The differvmes befaven the tosal asses mnus lng toend asmeta {5HE
sl iy ol aesirs
CAFINT Trtal property. plant ood equpmiens diveded by fomd pases LBl b
I Inwemiary soaled by 0] ssscia (SIS
LETE TRy 1, da firmbas o gqualibed, advese and dischimer opauon
L avideror e T
PLFSELAN . i i i pilet el cannisdied based an Fisman GHHEL Frman S|
dehraten, rherwiss 0
PLFEACCNR |, efehae firm 15 palticaly comnacteod hosed on Faocis (208 oo M)

defirirka, rbenytse

Seterdeon avanted vrra s

MM NECT Percentrze of miliariyv-oonnested feams o the indusry each
firm bedomy to

SNSTANCE Satorad bgamithim of the distinee bet e the hockpon of ap GOHGLE
Inatbomssban MEETary berss 2l Che fiions hesdaueeters

Aunditor chowce
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Tahle 1.
Yariahhs defimsion




MAJ
35,6

712

Tabie 2.
Sample chetritmitnm
U =2473

furditors, Regardmp the Grt aganson T the exterral] awdidor, 1 expect that frm opmien
will bengbvely correlited toadifor chamme

Table 2 (deplors the distraation of the resescch sample Ch vermge, aboat B of the
sample firms are milfarily-comected, cliiming that the milidarly-conneced frms ave kess
proncumced than beted fims to-avoid public scrotmy. Froem Tahle 2, we can see that the
st mnhitanlv-acties indstoes areConstricton (G103, Wholesale and Betaal trde (81 5)
ard Industry Trimspeerfibon, Commmmacahions and Ublibes &SI 4), all of whah have an
association with more than 5% ofmilifanly-connecied firms.

4. Empiricol resulis

The deserphive statistios of all variables are presenfed m Table 3. The mean vabe of 8 2
i 0441, given that on average 44" of the compamies hire Hig 4 awin fims, Table 4 shoors
the comelation mairix between the vanables ised moths study, The mlitary connections
measure, DONNECT, 3 negtively associated with 1G4 This 15 omsistent with the
predicton that malitaril voonnected firms are less kel o appomt Big 4 aeht fmes. Firm
zizeis positively correlated wmilitry comnection, which s expected.

Talbsle 5 presents the univanale tests comparing the charecteristics of the firms with and
withowst military connections. With respect e auditor choice, | found thet milidariby-
commected firmes haove s di ferent preferenoe when #teomes o appoinding Bied auditors Huin
mumnected ones, With respect fo the other fumn charaeterises, 1t 32 dentibed that
militarily-conmecied firms have a bigmee give, are more LKely to have experienced @ loss in
the previous year, have a Mgher growth, and a higher capital infensity, In addibon, it 5 alzo
foumd that foms with malitary eommections have o shorber distance (o fhe mildary bases i
Indomesid

A1 Awlitor cldee, miltary comee Soaz amd By oelitary refor

Al of the maltvariate resulls inthes sody are clustered by vear and industry i acosrdmee
with Petersen (2008 In this section, milfanlyconnectid firms ame comsideffy reparcing
whether they arve more [Bely 1o appomt Big 4 auditore or net, Specifically, it exaniinsd the
effectaf military Bianectiime o auditor fhaice, controlling Tor various frm-speci fc comstrm]
variables, mcksstr-fooed effects and year-fixed o focts, By weting A7, 3t spacified a logistic

Conmecthns Noowoecthoes Totsd
Mook (%) W f L5 P, of
Imehizsery firms firtie: firms

153C 1N A grinainee, forestry end fichenics 11 T4l 13 O L%
S0 1 MEnmp A 4.0 a1 =dl 465
1530 20 Ly ety A s 1i1] £33 10m 1 T
1580 3 Moty | 253 s ovay TR
{S300) TEnsportalion, cournisieations 2nd utiites @ 1 3@ = d8L
BICS Wehalesale and Tewil taile o 1BET B | Erdd 4500
B 7] Service indusirics 14 T 21 [ B il
{SICHE  Henlth, ks sl et o] Setviess sl oomsn R 3 1A = 46 i
Tortul xa B0 309G DRy XATA

Motess This tabde displays the disinbagion of os witho aod wighor mdisriiv-conmcted dinctars by
induE by nnd 'r'HH..:].IlI.' szunple congr e sl linee on the DY el $ur e years MHEEE-MILT. lodivdun]
ey dim i aviilablo from the MDY deocmey




Aunditor chowee

Yarmhles oo MeBan Miricmm Ml tmum
CLANELT 108 01 0H) 0 100
MR il rLHH} RN L Y (L]
SR 14564 12#F Hidq A6
LEV 1.306 118 {1151 7391
LI5S {2 HLEE LT 1 AWk
CROWTH fi 5] i 1.5 11543 713
CAPIVT 0,38 15 o 000 {1887
N 0,141 o115 ) 056
PRGN D 0100} .00 Lixny
PEFISMAN 012 1K} {1081} 10
PCFACCD (i8] (LA 000t | ML)
PROBCONVECT H K %) 2591 1257
THSTANGE A b 20 T4

Notea: The lable dizphys e desripive stabeties o 3] af the varubhba i this sudy. The s i TR
conmprises all frmns on the DY sged fur the vears JHE to 2017 bdvidie! drectoe dat is eilshile from Pes rq:“-”*"‘_"'”-"'f-"
the XM ety iAN=SdTh

regrressim mHede] Tnknge the dependent vanable, st varehle and the batbenes of the
cortrol vanehles ss folloes:

BIGi= B, + RCONNECT}, + B.SIZE, + BLEV,, + B.LOSS,
+ B GROW TH; + B.CAPINT; + BJN V) + . OPINTON 4
+ INDUSTRYFINXERQEFFECTS + YEARFINEDEFFECTS + &
i)

Tha results of the kwsnste regression of auditor choice on milibery comechon [Equaton (1H)
are shown in Tebbed for Specifications 1 through 5, Specification | repiats thie omsoomes for
themain sample. The coefficient of CONNVBET is —=0.549 and it &= =i pnificant af the 1% level
iz = =353 This suppests thet ity onmectad firms goe less hlely jo appsant Big 4
auditrg Specification 2 reesimates the Specification 1 by the logstie regression of the
subsample. The mpact of miliary connections on asditer choloe continees W be negatively
snmitficant in this sample. The coefficient of OOMNNECT is — 2406 and it i s g hcant atthe
1% lewed (2 = — 44070 In Specifications & 4 andd 5, [inclnded the political connectionz variahle
ineguation (1L The resulis are conaistent wiath the main fmding= 10 this steds. These
EugRest that the fivdings on the military connectionz were niot deiven by the poliviesl
correctins variahles

In reneral the control variables are pensistont with the prior fmdings in all specifications
tBrove and Wieall, 2008 El Ghaal ¢d od,, 2015 Fanand Wong, 200k Hope efel, 208 Lm and
T 200K, 1 foumd thit SEEE §s posiavely and significamtly corvelated with asditor cliice,
This sugeests that firms with more comples sperations are more likely t0 hire Big 4
aditors. For (ROWTH, T fmad that thiz vanable Bty comelated and satistical v
signticant concemmg addior choice, This sugeests firmis wadh lower growsh @ne less
likely to appoint Big 4 anditors, With respect to LOSSand IV, | foumd thet fema with s
nagahve neb mosme mothe previous years are less hkedy o appont Big 4 awdiors: Fams
with alerger inventory are more Hkely foappoint Big 4 aodifors.
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Tabl: 5,
Firm charncte =g

El Glio] etal (2015 foomd that capital intersaty 1g positreely related to anditor choise B the
Enchomesian: setting, | fimid that firms with high capita] infensalfy are mae Bkely by appant
Bir 4 auditors. The range of peesdo-NS is betwen 18 and 19%, This mdicahes ﬁ‘Eﬂ:EIH
el s a maederately pood G, Choerel], the reeols are consssbent with 57, sugrreting fhat
fire with military onhect ionsare e possibly toappoint Big J asditos,

The military reform i Indonesia reguired all of the mildarerelsted inatitutions o
provide preaber scvoumbnbiliy end franspanmcy (Vesterpaard, 20060 Thevefoce, it s
inberestng to ook at the auditess choxe of militardyconsected firms posr feand after the
muilifary reform pesiod I this section, | exdamme whether the military refoom bas o feeted
the cuality of the fingncial reporting of the pultarlyvconmicted foma. [ esed this wulitry
reform as o natoral expenment fo address - the endogeneity =aes i the main model 52
predicts that militarir-conmected firms chianged their aoditor preference after the refiam
shiow that: thiey were cager o skrease their tmmsprmcy. To fost this ypothasis, [ osed e
mteracham e between CEONNVECT and the time dhareny, AFTER T speobed o logishc
respressiom mode] linking the dependent variabl, the test warisble and the bateries of the
oot variahles as follows;

BG4 = f + BCONNECT ) + fCONNECT yxAFTER + B AFTER,,
+ B.SIZE; + B LEV; + B LOSS;, + B.GROW TH + B CAPINT;,
FRINV + B INV, + B, OPINTON
+INDUSTRYFINEDEFFECTS + YEARFIXEDEFFECTS + &
2)

The logishie regression reselis fromm sachiics chosee poomilitary comiscbions in the perwd befire
amd after the mifitary reform hive been reported 1n Table 6 1n Specifusboms 6 throogh 10, In

Chnmations M onnect i MhEn bt Wikbooomn
Vinahles A= 2T M=3145 {-at tvsricsEl LRt En )
Hfid ALY A ~1LE1S -1 515
arEE et K 1645 11 GRSk 114z
LEY 15m 115 H1Errre EO41"
e et 23 T e R
LA T 0T Y 1467 L7a1*
CAFINT Al (k345 B 1T 2EET
N (NN B 1k 14 e — & B
LT A Y 06} ThikEs | EEEE 1448
LTSRN Nzl K115 i 2T T
FEFALCER 010E (k175 L0 170
FROSCOANECY 8175 TAMIS B L6 E
IETANE a4/ 1715 o 2R i

Motess This kbie deplays the o deescienstios of the firoe: with and waibout miblary commedsons = a
board emibaer for the crics-entonsl sample @ this <nady. The sample conpeises of X-teced fims in
HEE-20T available from the MDD database and fiteneed @ita avadable foom (SR Mildary
errmections data were soiond Tooen tie JCMY databise. Firmekeve! vanables are fomn CEIRE. Modek
inclucle mbusmss sktrcdar o Besulsob the misns: Seets and W ikmaoon (2besis) e desplayed
sarnificasnepzat T [, #5h, TR
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Table 6,




Speaficabion 6 1 eshimated equbon (3 with o yewfised effict and indishv-fixed effects weme. - Anditor cholce

the o samples The resalf presents that the oosfhoent of GOWVNECT 12 - 0375 and that the
sapmifizad is ot the 105 lesel (2= — LB, Thes sugoests that in the period before thie militarsy
refar militarily-comected firms wese Tess [Sely o appont Big 4 suditors. The coeffhcient of
the intermotim term CONMNED T=AFTER 15 — 00680, which 5 sipnificant a2t the 1% level ==
— 1.7 Thiz gzgests that muhtanby connected s did motchange thar gaditer preforence in
the perod after the military refomy Spectficabion 7 re-estmated Speafimbion 1 through the
Yaristie regrassion of the subsample. Conmistent with the findnra m Sp:l:d:rcal:-:u 6, the result
shonws st theaxdtcient of CONNECT 15 — 2008, dpnmficant at the 5% ko @ = 235 The
el af the intesaction: teem CONNECTAFTER & —065, which Hg-mmﬁu:mnl Thix
pefterts thad frms with-militarly comscted dinstors mumntmhr appoint man-Big & saditors
even after the period of the miligire reform

I additem, Specifications B, 9 and 10 resstimated equation (2 with added politeal
cormedtiins variables 1 find that the resulis in fhese specifications are oonsztent with the
mam findings, This mples that fhe regultz in the main findmgs were not deiven by the
pulhcal commechons vagable, Overzll, T Tound there & be ne evebmee that mahtamly-
comected forms-were more Tikely to o switch ther audst preferenoe by appomimg Big 4
anditor=an the permd after this mubtary reform.

For the: robustnezs feskh | also amducted am analyas wang @ continooss samber of
miltanbrommected direchrs m ewch b From the 208 mibtanly conecied Arms, we
fotand that 234, 42 ard 2 firmes have 1, 2 and 3 militn beconmected dirsctons, pespectvely, In
the regrefpo analyse, 1 found there to be consistent results wath thie mam anilyss thal
militnsilv-conmcted Aons are more Tkely 6o appoint 4 oon-Big 4 aoditor to provide
assEmoe I ther Tramcal report

4.2 Evaedo geweerfy

The fincings =0 far were obtained basd on the asamption that msliry comedoons ane
exoirenings, b mplicitly treaded the military commect xms variable az pre-determuined. Given
that the muilitary comections may be endogenous, {here are some posstilities that lead to
asaocations between all of the dependent variables aid milibay cormections. Fivst, there
might be o possibalifty fhat fhe wnobserved characierisbes of the indvidual directoes are
asancated with both the dependent variables and fhe mbtary connectons varuthle, If 1=
poasble that the unobserved charactemstios of individual miltariy-comnected divectors are
thes srce of the asseciation mther than the militry connection itsel 16thes is e case, then
the fmdmgs of ths stady could seffer fom a selisdection bas probken Hes ks, 19790 4
gimple OLS estimation m Table 6 dizregrds this selfsclection biss and thi2 eould
proepectively lead to inconsisens egresaim colfieicntz. By fefmning o tanstage selection
mickdel, it will correct thiz potential problem {Lease smed Verreochia, 20008,

Following Lenmo of o (3072), 1t iz privcipal o mpose -an excluson nestrction when
impkmentng the Heokman twostape repression, 1 incloded soeml determinants of
perlitical connections from the prior teéstose. Agrswal and Knoeber (2000} found that finme
[rean different indesiries have diffrent mombives b establish poliical comsechons. |
ancludied PRCECOMNNECT which captures the propenetty to establish mali by connections
arming from ndustry cleracenstos. | alzo mduded DHSTANCE which s measared as the
chistaner (m kikenetersh bebweena fiom's headguarters and the mbitan base headquariers o
Indkmesia. The ides is (har the shocter the distance, fhe greater the oppormumnity foc & fivm to
establzh military connecbons. [ msed 3 probit model b analyes the determinemis of military
corfectoms. Table 7 Panel A presents the estimadion fesulis of the Hechman fivsl-sfage

TEETERSMML
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Table 7 Manel B presents the estimiation nesilts of the Hecknemn secondsiape rgmession for
the auditor chowe model The results in all gpecificatins show that the cefhoent of
CONNEDT remaing negative and sipnoficant. The ooelficimis of  CONSED T¥eiler
remgined negative and sipmbtcant. The other control vanabkss bacame moee significant and
preservid thidr expected sipns Overadl, the resalts in Table 7 supowt the main resalts
presemted moTable A suggesting that the main results in s medel are robust to the
inefluenes of Hhe wzered vanadles,

The somd potenbial endogenelty concern m this study 15 the comrelshions betwesn the
treanment variable CONNECT and obzervable varmbles, To des] with this j2zue, prio
reseanch fes osed the Propenzity Score SEdchmgz (P50 approch (@ g Lawrence efal, 2011
Shipmem of al, D07 Delond ef wf, 2016 arrae that the coarsened emct model (CEM) 5.8
better approach then: PAM for emmmmg the effect of the observed vammables related fo the
reprresan results Thes is beciuse this approach 2 oot suscepsble o the mondon machme
problem Therefone 1 weed CEM a2 an additional spnsstiviry test mnthe stody,

After mgueding the matching reguirements, the numbee of obeervations osimg the
mziched sampds omled 3158 firmaven obeervarionz Table 8 présemts the resalis of the
Tog=hc regression usmg the matched sample. Overall, T4 there i be consistent resulis
with the main findmyes. The resulfz show thal wmiltarih-nneced Grms are less Tely o
appomt Big 4 suditers: Theyr dicd e change their asdit firm preference after the reform.
These findings sugeest that the nesalts m this stedy are mobost related o ansther tpe of
self-selert b hiss problem feffecss oftheobserved vasiailes)

daF :hiu'rmmfgﬁ

In this saction, | present some addifiondl analvzes to eonch the story of the malitanly
corpectins i Indoesia Fest, | eomned the lovel of sunmes mazamement m the
militarilyconmeted firms m Indimesia, Table U pressnts the resalis of regression Behivism
miilitry conmections on eamiigs mansgement, ITn this table, T used fve prosies Jor eamings
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weat. Sl pontinmes wrinbies are winstrsed
higrhcance s at T, TG, TN,

ot the 1% nmd 0% lmels. 2 smbsnics are in e

Aunditor chowee

721

Table: &,

Bl e vf thae bopmestie
reprmesacin 4l prlifacy
DM S 4y
ataditor chokoe wsine
the mzcbed Spnple




MAJ
35,6

722

Table &,

Resaliy of the
peression of miliay
(B Srjia ThmB e Nl |J:II!
levebod earnings

15 it e

P el eriah b FRARNELAN

il ) (]| i+ ]
Vamahle JONES NP O ES [HECHY ROTHAR LARCKER
CURAREE T (11l b AR 1 Pl TLIMND (R En [ | el 0l K ILTHNTFT 2 36
Flr IR * 11 4] (LR R B LAHHFE ] 2 RS G D (L1
ferad S LT el 1 T L R CLMMOTLAS —ARiEEr= | 3 Th AR (T 7]y
b SARARFTS U L - Dl A== {—H 200 kR [ -2 N -
LI BT TR 1 0 | CLHEN L3 — OO Y LU — k55
(T LT il N T I 111 il 1 1 (LKA AR{BRER (R R
iy —AEHHE (= TA =L =TT =D =D =R | =5 I =R R
LSS (251 PR E@TT) TR D MR 2R I, =18
CravSTANT Q37w t0al) R1IFPE T8 G00de 00T GI4FET s 0TI AL
Lrehemires Inehuded |Inchaded Il Inehoded Ltz
dizmmiss
Veordienmiez: Inchoded Imehaced Included Inchaded Imechaded
A & 1,155 017 i3 1161 ik 1432
K B4 214 ] i 1 Bl

manspement’ the Jores nucdel (FOAES) the Modified Jomes model QGTHFIONES) the
Dot amd Dichey giede] (RECHCHE) the Bothars moeds] (ROTHARR and the Larckes
el [LANCKEDR T Speciteations 1,2, 3, 4 and 5, respectively. The results show that
military commections lave a positive and sigm boant #asociation with earmings remagensent
forall proccies, except for the Dechow macdel, “These finding imgly that finms st th mil gariy-
crmmected divectins aremiee 1kely fo Bave o higher Jevel of earnings managerent, [n other
words, theae frme have a lower fimanczl report g quality than nom-connected fimre. These
results held when [performed the anaby ses usmg the tvo ste e Heokeman modeLand CEM.

In the seoond additonal analbveis, [examined the different mmpacts of the eodites choice
of milterly-connected directors based on their serving posstion on the board In the
ﬂmpnxurmllhf found that 5 and 275 former fulitary IJHH}EHJ BHTVE 8 & director and
CUTm RS Orae, re-ep&tlml;-. Interestingly, 157 of the mmmissimames srve a8 an
independent commssionainy, Finally, 37 of them serve on the soedil commiiter, | then
weanined whither the varsbion 1o the peshion oF bl v-conmectod direcbors on the Boasd
will srenersie sk outcomes m the awdiior chiowe decisien or not,

Table 10 presents the resultsof the repression anshess of miltrilyconmected directors
(hazed on their postoa m the board) related (o the audibr chonee decason. The resalts for
Specfication 1 show that there are no s feant assonations bebween militan: conmechons
sy ftor choioe when the: milikn]yveoomasected deedors plae an executive roke Ideecior)
in the company. As hoan in Spesiicabion 2, there 32 8 negative and sxmiftcant deznaatin
betwern malitary. conmection and the auditor choce dedsom where the onhbanly comsected
directiors play a monionng e eommissicmeied n the company, Thiz relationzhip haelds

a the commected directors serve s an independent commissionaire [Specification 3),
Fesyilts mp vt s e nore ey § appoint § non Big sl when they use
ﬁ:tma_-l military perseandl as 4 commiszionsire in the board struchere, The resnlis dre
comsistent with the main Andings dat miligrly-conmectad firms are mose Ikely to appaint
non-Big 4 awditces. ThigRis consistent with the avgument that firms with milisarily.
commected divectors tend T agpoaing men-BEr 4 aoditors o avoid more senptiy due to the
opacity of their financial reports

Moreover, the résulis of Specification 4 show an inferesfing fnding, As we can =ee, thee

15 a positive and sipnifcant asseciniion between mildary consection: and the auditor chice
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decazaon. This incdica tes that ol connected irectes thit serve on the aadit comimithee
in the companies are more llkely o appoint one of the Big 4 audttors, All of these resslt:
wege foumd to be robust after controlling for the vear and industry fixed e fects.

Ini the thard addifional analysis, T essmmmed the vamation m the miltary onzamiztisn
background of each milisarily-connecied directoe and how it is relaced o aodior choice,
There are four nulitary orgznizations in edonesia: the Avmy, Navy, Air force and Police
which are all commected one to exch other. Based on cur descripbve stahstics resulte, we
found that there are 264 firms commected to the Army, 46 firmis are connected to the Navy, 35
firmes comnecied o the. Adr Force and B (s are connecied fo the Police: The tegression
results shows that conmectad frme that sre affileted 1o the Police and Navy are nob
gigmificantly ssstcumed with auditer choice, Furthemnone, T iounet thiat conneciee firmms fhat
are affilianed to the Anoy departient Tove & negative and Sgnificant assodation with
sueditor choice. This indicates that Anmy-connected firms are more [ikely t0 appeial one of
the non-Big 4 than Big 4 audt fins. lterestingly, | find that Aly Froceconnected firms
haye a.uiifi'l.'u anet symificant assaciation with anditor choies. This finding sheows that AR
Frwoe-connecid frme ard more Hilksely fo appaint oo of the Bigd over non-Big 4 ol fioms
[Table 11).

Acconling bo Indonesan regulvhions, svery forenn acorrmmting fimm bas o hawe g locl
parines o be eligble o operate thar audst fom m edoesia Parmg, my somple period,
somie o the Big 4 aneditors chamged thear local gartnes, In the fourtheaddibional analv=s, §
alecresamnried whether the cdianges i the Jocal pacmer wall affect my fndings [ mud 20006,
two of the Bigr 4 audit fioms Ghanged their locl partmes 6 Indoness, Pwl changed ther
local punmer from Dies: Hedi Sotente and Co o Harvanto, Sabact aod Co, and Delosie
changed their local perner from Hems Toanakotta Mesteda and Flalim to Osman, Ramli,
Satrio and Co. It & possitle that the resualt of ths stdy so far has been mftuenced by theae
changes, Therefore, | alse condacted an additional andlveds to check the senstviby of the
results in Tablef

The oatoomess of the lowistic regression of awditor s on miltary connectioeas part of
o sensttivity test have been presected o Table 12 Specification models 1 and 2, 1
exciuded all firmrs pudiied by Peloitte tescluding their loc] pamme, Osmean, Ramll Satrio
and Cro} in 2005 and found 3,450 firrmvesr shearvations. In Spedfication modelz 3 andd, 1
exciuded a1l firms audited by Deloitte fexcluding their Tocs] parme, Osmean, Bamli Satrio
and Cooand Hans Tenakotia Mestofa and Halm} in 2005 and found 3444 frmeveas
pheerrations, n Specification modek 5 and 6, 1 excloded a8l firms awdited by Poal in 2006 tio
tisst whether (the mam resalbs were wifluenced by the changes in Pwls Lz peortmer o nes,
In the spexafications, | fosmed that L8 frmes veere imsdited by PooC o thait vear, Therefore, thee
i satvonss im e specifications doopped o 3456 firmearear obzerrations. In Speahoabons
T amd B 1 also eecluded all firms audited by Pwl and Delotte in- 2005 and fmmd that 46
firmes were audibed bar Diefoitte aod PorCoan that@ar, Thesefore, | found 3487 fimn-vesirs b
Speciiications 5 and 6. Uverall, the ressdta show firrswith molitary cmpections are less
likely dio appemit one of the Big 4 audi hrms aod they did not dange ther preference in
hirmg pudif firme after the vefoem, Theae tndings suggest that the results m Table & are
motmst o the changes 17 the B 4 andit firtme’ local pariners.

5. Comclusion

Thiz study locks it e reltion between military commections and audite choiee
preferendce, and how the miliany refoem affects this relation. Using @ unigue hsted fom
aample in Indonesia, o developing countbry with dusl-funcicn military roles spunning fam
2N to 2017, the resulis show that miltasdy-connected firms gre sgnificanily and
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nehvely aszoated with asditor cce, Moreover, in the militery seformmode], it s bamd - Aoditor cholce

that miditarib-connected frms are remarkably and ey asoosted mw the perind
before the veform. Interestingdy, [ found thad the inlemction variable bebween miliimry
cormectans and theRriod atter e reform shiows negativesigni ficanee with sudiior chokee,
Tz sugrests that 15 1 significent differimice in sudstor chioe preferencr Befween
commected and nongonmected firms. These results hold after controllmg e frm
charactnstcs and politial cenmechions, The mesalts were robust in both the eheereesd and
vmotervesd, in self-selecbon fmdogeneiby hissees and inother xmﬁl.!wﬂnhﬁh

The results are consistent with thi ndson. that, sverall. milivaril v Connécted fimmeame
e Lkl o appoint 8 non:Big d aaditor. Specificadly, ey are g kely toappoint ane
uf the non-Big 4 acditors = the parid both before and after the milifery refosm. Thiz shedy
complements the governance and avditing literature by providing evidence of the board
characteristics effect from the militanly-connected deectors indbe auditor chose preference,
Specifically, tae stedy highlights the differencd m awdiber choioe preferenc betwsen
miligrily and politicallv-connected e, For o fofore svenne of shedy, i aiuld be
intereafing o see the rode of the ausdinr specialist and the secondtier suditor on the
militarily-commected firms. Vioreover, it il renvains an empiical questionas-w what caises
the malitzr yormmected firme o change ther aoditor preforenoe. and b see the mpsd of
awlitretation onmilitarily-ronnected firmes
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