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1. Introduction

KMK.06/2002 concerning Public Accountant Services (Menteri Keuangan Republik Indonesia, 2002).
which was then updated with the issuance of Minister of Finance Regulation Number: 17/PMK.01/

statements of an entity by audit firms and public accountants. However in 201 5, the Minister of
Finance Regulation Number 17/PMK.01/2008 concerning Public Accountant Services was updated
with the issuance of the Government Regulation of the Republic of Indonesia Number 20 of 2015

The limitation on the provision of general audit services on financial statements of an entity by
an audit firm is also expected to bring dlient equity between large, medium, and small firms.
However, the practice in Indonesia shows that, if an oudit firm has reached its tenure limits,
several audit firms tend to change their audit partner structure to retain clients, even though they
have to pay more (Febrianto, Dini, Auding, Yuskar, & Juita, 2017). Therefore, regulations in
Indonesia regarding restrictions on general audit services on financial statements by audit firms
were abolished with the issuance of Government Regulation of the Republic of Indonesia Number
20 of 2015 concerning Practices of Public Accountants,

Study related to the oudit rotation and audit quality is essential to do since audit quality is an
assurance of financial statement quality. Moreover, this study seeks to compare the qudit quality
pre and post the abolition of audit rotation regulation. The result will be useful for both practi-
tioners and regulators to examine the effectiveness of the regulation to make o better decision in
the future. Previous research related to audit firm rotation and audit quality has been carried out in
various countries, such as Australia (Jackson, Moldrich, & Roebuck, 2008), Jordan (Al-Thuneibat, Al
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Issa, & Ata Baker, 201 1), Indonesia (Siregar, Amarullah, Wibowo, & Anggraita, 2012), Italy
(Cameran et al., 2014)), South Korea (Choi, Lim, & Mali, 2017; Kim, Lee, & Lee, 2015; Kwon, Lim,
& Simnett, 2014), Malaysia (Bamahros & Wan-Hussin, 2015), Oman (Baatwah, 2016), and Iran
(Azizkhani, Daghani, & Shailer, 2018). Previous studies show that the rotation of audit firms
influences audit Qudlity (Al-Thuneibat et al,, 2011; Azizkhani et al., 2018; Bamahros & Wan-

2018), misstatement (Azizkhani et al., 2018), or discretionary accrual model (Choi et al, 2017).
The measurements for audit quality in this study refer to the research of Choi et al. (2017) by using
a discretionary accrual model (Kothari, Leone, & Wasley, 2005). Audit quality in the study of
Azizkhani et al. (2018) used g proxy of misstatements in the company’s finandal statements
and identified as auditor errors by IACPA. It was not used in this study because of differences in
policies used and the limitations of data. This study uses discretionary accruals as o proxy for audit
quality because it provides an indication of management intervention in reporting eamings (Al-
Thuneibat et al., 201 1).

The results of this study make a contribution, both theoretically and practically. Theoretically,
this research can be used as o means to increase knowledge and insight into the rotational

Practically, it can be used as a consideration in making decisions regarding the rotation of the
audit firm in the period after the rotation regulation of audit firms was abolished in Indonesia. This
research consists of: Part 1, introduction; Part 2, iterature review and hypothesis development;
Part 3, o description of samples and variables; Part 4 which models the analysis and presentation
of the main results; and Part § is the conclusion of the study.

2. Literature review and hypothesis development

2.1. Institutional setting

The obligation to do oudit firm rotation in Indonesia was previously regulated in Artide 3
Paragraph 1 of the Minister of Finance Regulation Number: 17/PMK.01/2008 concerning Public
Accountant Services, which is obliged to rotate if an audit firm has provided general audit services
for finandial statements of an entity for six (6) consecutive financial years. However, the regulation
of rotation obligations of the audit firm was abolished with the issuance of the Republic of
Indonesia Government Regulation Number 20 of 2015 concerning the Proctice of Public
Accountants. This is because the purpose of the regulation was not fulfilled, namely for even
distribution of clients. This is because in practice in Indonesia, if an audit firm has reached the
specified limit, there are those that change their local identity by changing the structure of the
partnership but still retain their foreign offiliates, in order to retain clients even though they have
to pay more (Febrianto et al., 2017).
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2.2. Hypothesis development
There are some determinant factors of gudit quality and audit firm rotation is considered to be one
of them. Kim et al. (2015) argue that there are two different perspectives related to audit rotation.

argue that audit firmerotation can prevent a long relationship between the auditor and his client to
become a personal relationship. Besides which, audit firms may have o good effect on audit

audit fees. Zhang, Hay, and Holm (2016) found that the amount of audit fees does not suggest any
loss of independence. However, higher audit cost leads to more efficient audit services as com-
pared to companies having less audit cost (Khan & Abdul Subhan, 2019). The results of some
Previous research support the auditor independence case (Al-Thuneibat et al., 2011; Azizkhani

financial statements is significantly lower in the first two years of the gudit tenure compared to
the longer tenure period. Thus, the hypothesis proposed is:

H1: Audit firm rotation is positively related to audit quality

The second hypothesis is built through the argument that, with the issuance of the
Government Regulation of the Republic of Indonesio Number 20 of 2015 conceming the Practice
of Public Accountants, to minimize the strategies carried out by several qudit firms in dealing with
oudit firm rotation regulations, they change their local identity by changing the structure of
partnerships while maintaining foreign offiliations, in order to retain clients, even though they
have to pay more, in the period before the issuance of the Republic of Indonesia Government

the strategies carried out by the audit firm, it means that the ouditor has carried out his
responsibilities under the policeman theory, which are to find and prevent fraud (Hayes, Dassen,
Schilder, & Wallage, 2005). Thus the hypothesis proposed is:

positively related to audit quality

The third hypothesis is built through the argument that, before the audit firm rotation
regulation was abolished in Indonesia, the rotation of the audit firm was forced to fulfill the
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regulatory obligations, so that there were audit firms that changed their local identity by changing
the structure of the partnership, but still retained their foreign offiliation in order to be able to

(2017), which show that audit quality with coercion of oudit firm rotation must be lower than the
voluntary audit firm rotation. Thus the hypothesis proposed is:

H3: Audit firm rotation inthcpon-pwbdofhoboﬁﬁondmwdhﬁrmm higher audit
quality compared with the pre-period.

3. Research methodology

3.1. Sample and source of data

The population used in this study is companies listed on the Indonesia Stock Exchange (IDX) for
the period 2010-2017. Then, from that population, a sample selection is carried out based on some
criteria, such as the company is not categorized in SIC 6 code (based on the US SIC Code),
published their Annual Report and audited Financial Reports for the period 2010-2017, and has
the necessary data and information with the variables used in this study. Furthermore, based on

3.2. Operational definition and variable measurement

3.2.1. Audit quality

Audit quality is a joint probability whereby the auditor can find and report violations in the client’s
accounting system (DeAngelo, 1981). The measurement of audit quality variables in this study
refers to the research of Choi et al. (2017), by using the Kothari et al. model (2005) of discretionary
accruals in the following ways:

a Measurement of the company’s total accruals
The company’s accrual total is calculated using the difference between current assets other than

cash for the current period and the previous period, minus the difference between short-term
liabilities for the current period and the previous period, minus depreciation and amortization.

Description Number
Total of observations used os the population of 4,545 observations

research

Except 1,072 abservations

Companies cotegorized in SIC 6 code 1,070 observations

Companies which not publish complete information

Totol of observations selected as somple 2,403 observations
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TACC, = ANON - CASH CURRENT ASSETS;, - ACURRENT LIABILITIES, , - DEPRECIATION, ,
~ AMORTIZATION;, (1)

b Measurement of non-discretionary accruals

Kathari et al.'s model (2005) ottempts to perfect the Jones (1991) model by adding return on assets
(ROA) to control performance. This model argues that incorporating elements of return on assets
(ROA) in the calculation of discretionary accruals will be abie to minimize specification errors.

TACCL brpie — 1= aoVraie _ +QUAREVI by o g < O2PPEILL L posir e )
¢ Measurement of discretionary accruals

Non-discretionary accruals (NDAC) are the fitted values of the Kothari et al (2005) model equation,
while discretionary accrual (DACQ) is the value of the residuals (e).

DACCi.t = 1TACCi.ter,. .  NDAGi.t @
d Measurement of audit quality

Audit quality is the negative value of the absolute discretionary accruals,

AQ = IDACC| « (-1) 3)
Keterangan:

TACC: total accrual

TA: total assets period t-1

AREV: changes of revenue from period t-1 to period t

PPE: net value of fixed assets

ROA: Return on asset

NDAC: non-discretionary accruals

DACC: discretionary accruals

AQ: audit quality

3.2.2. Audit firm rotation

Audit firm rotation is the replacement of an audit firm from the provision of general audit services
to the financial statements of an entity. The measurement of audit firm rotation variables in this
study is using dummy variables. Value of 1 (one) if the company rotates the audit firm and the
value of 0 (zero) if the company does not rotate the oudit firm.

3.2.3. The period after the audit firm rotation regulation was abolished in Indonesia

The period ofter the regulation of firm audit rotation was abolished in Indonesia begon when
the Republic of Indonesia Government Regulation Number 20 of 2015mas issued conceming
the Practice of Public Accountants. Measurement of period variables the regulation of
audit firm rotation was abolished in‘Indonesia in this study uses o dummy variable; the value
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Variable Proxy Sources of Data
Dependent Variable Quality AQ AQ = |DACC * (-1) OSIRIS
Audit
Dependent Variable: Axit Firm ROTATION dummy varicble, 1if | Annual Report or
Rotation daing audit firm Financid Report
rototion and 0 if not
Ewug Variable: The period | PosT dummy varicble, 1 for | Annud Report or
e Regulation SRRUGLFim the period ofter Finoncid Report
Rotation was Abolished iy regulation of audit firm
Indonesia rotation is written off
and 0 if not
Contral Variable: Tenure of Audit | TENURE the length of the cudit | Annual Report or
Firm firm relotionship with | F inancia Report
the compony
Big 4 Audit Firm BIG4 dummy vorioble, 1 if Annuol Report or
oudited by BIG 4 audit | Financial Report
firm and 0 if not
Firm Size FSIZE FSIZE = Ln (Total OSIRIS
Assets)
Firm Age FAGE FAGE = Ln (Sum of Year | OSIRIS
Incorporation)
Market Value to Book Value MTB MTB = suiet iue OSIRIS
The ratio of Inventory ond INVREC
Receivable to Total Assets
INVREC = "J”L""-“‘—ﬂ"'- OSIRIS

3.3. Data analysis technique

The software used for data analysis in this study is STATA 14.0. Winsorizing is performed before
doing data analysis. Furthermore, data analysis techniques are in the form of descriptive statistics,
Pearson correlation, independent t test, and multiple linear regression. The research model used in
this study includes:

1. The research model used to analyze the influence of audit firm rotation and the period after
regulation of audit firm rotation was abolished in Indonesia on audit quality

AQir = fly + 1 ROTATION; , + F,POST,  + i, TENURE,, - P BIG4;, + i FSIZE,, - fiFAGE, ,
+ p;MTB,, + PsINVREC;, + Industry Fixed Effects + ¢ (4)

y mmhnﬁdmdbmdyuhﬂmofcﬁhﬁmvmﬁmmhwbdbdmmd
the regulation of audit firm rotation was abolished in Indonesia against audit quality

AQi: = fiy + ,ROTATION,POST,, + F,ROTATION, + f1;POST,, + 4, TENURE, , + /isBIG4,,

+ PgFSIZE  — p,FAGE,, HgMTB;; + /i INVREC,, + Industry Fixed Effects « ¢ (5)
Description:
B Constant
Brs Coefficient
AQ: oudit quality
ROTATION: dummy variable, 1 if doing audit firm rotation and 0 if not
POST: Dummy variable, 1 for the period after regulation of audit firm rotation was
written off and 0 if not
TENURE: The length of the audit firm relationship with the company
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BIG4: Dummy variable, 1 if audited by BIG 4 oudit firm and 0 if not
FSIZE: Firm size

FAGE: Firm age

MTB: Market value to book value

INVREC: Ratio of inventories and receivables to total assets
INDUSTRY: Industry fixed effects

E Error

4. Result and discussion

4.1. Descriptive statistics and univariate comparison

Table 3 presents the audit firm rotation carried out by each industry. From 2,403 observations that
became the sample of the study, there was found 372 observations (15.48%) which carried out an
audit firm rotation, with details of 14 observations obtained from the agriculture, forestry ond
fisheries industries (code SIC 0); 58 observations obtained from the mining industry (code SIC 1),
106 observations obtained from the construction industry (SIC code 2); 91 observations obtained
from the manufacturing industry (SIC code 3); 39 observations obtained from the transportation,

ogainst the total related industrial sector, the highest percentage is found in the service industry
with SIC 7 code, which is 20.22%, and the lowest percentage is in the heaith, legal and education
consulting industry with SIC 8 code, which is 8.33%.

Table 4 presents the average value, middle value, highest volue, and the lowest value for each
variable. Based on Table 4, oudit quality has an averoge volue of ~0.085; the middle value of -0.054;
the highest value is -0.001, and the lowest value is -0.480, while the rotation of the audit firm has an
average value of 0.155; the middle value of 0; the highest value of 1; and the lowest value is0.

Do not Perform Audit
Rotation Firm Rotation Firms
Total % Total %
Firms Firms
0 Agriculture, Forestry, 14 1373 88 86.27 102
and Fisheries
1 Mining 58 16.62 291 8338 349
2 Construction 106 1541 582 8459 688
3 Monufacturer 91 18.84 392 81.16 483
4 Transportation, 39 12 286 88 325
Communication, and
Utility
Wholesale and Retail 24 10.13 213 89.87 237
7 Service 37 20.22 146 79.78 183
8 Heaith, Legal and 3 833 33 9167 36
Education Services
and Consultations
Total 372 1548 2031 8452 2,403
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Variable Mean Median Minimum Maximum
AQ 0.085 0.054 0480 0.001
ROTATION 0.155 0.000 0.000 1,000
POST 0.404 0.000 0.000 1,000
TENURE 3923 3.000 1.000 9.000
BIG4 0.415 0.000 0.000 1,000
FSIZE 464,224 460523 309.450 634,484
FAGE 3,302 3,367 1,609 4,710
MTB 2473 1,227 1,145 30,095
INVREC 0.258 0217 0.007 0.768

Table 5 presents the relationship between independent variables and dependent variables. Audit
quality decreased when the company rotated oudit firm (-0.078) but increased in the period aofter
the rotation regulation of audit firm was abolished in Indonesia (0.098). The tenure of audit firm,
large international audit firm (BIG 4), firm size, firm age, and inventory and receivable ratio to total
assets have a relationship that is directly proportional to audit quality (0.130; 0.086; 0.076; 0.120;
and 0.098, respectively), but market value to book volue has a relationship that is inversely
proportional to audit quality (-0.114).

Table 6 presents a comparison of the average company rotating audit firm and the companies
that do not rotate the audit firm on the given varioble. Based on Table 6, companies that carry out
audit firm rotation have lower average audit quality (AQ) compared to companies that do not
rotate the audit firm (-0.102 < -0.082). This also applies to the tenure of audit firm (TENURE), large
international audit firm 4 (BIG4), firm size (FSIZE), and firm age (FAGE) which have lower average
value when the company rotates FIRM AUDIT (1,046 < 4,451: 0.172 < 0.460; 433,013 < 469,941;
and 3,230 < 3,316). However, it does not apply to market volue to book value (MTB) as well as
inventory and receivables ratios to total assets (INVREC), which have a higher average vaolue when
the company rotates audit firm (2,675 > 2,436 and 0.266 > 0.256).

4.2. Audit firm rotation

Table 7 presents a comparison of the average period before and after the rotation of AUDIT FIRM
was eliminated in Indonesia in the given variable. Based on Table 7, in the period after rotation of
AUDIT FIRM regulation was abolished in Indonesia, the average audit quality (AQ) value was higher
than in the period before the AUDIT FIRM rotation regulation was abolished in Indonesia
(-0.074 > -0.093). This also applies to the tenure of oudit firm (TENURE), firm size (FSIZE), and
firm age (FAGE), which have a higher average volue in the period after rotation of the oudit firm
regulations was abolished in Indonesia (4,938 > 3,235; 475,059 > 456,878; and 3,357 > 3,266).
However, it does not apply to large international audit firms (BIG4), market value to book value
(MTB), and inventory and receivable ratios to total assets (INVREC), which have o lower average
value in the period after rotation of AUDIT FIRM abolished in Indonesia (0415 < 0416;
2,315 < 2,580; and 0.240 < 0.270).

4.3. Main analysis

Table 8 presents the rotational effects of the audit firm and the period after AUDIT FIRM rotation
regulation was abolished in Indonesia on oudit quality in columns (1) and (2), while the AUDIT
FIRM rotational influence in oudit firm before and after rotation regulation was abolished in
Indonesio on oudit quality in columns (3) and (4). Column (1) and (3) present the regression
results normally, while columns (2) and (4) present regression results robustly.
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idit firm rotation

Variable

Perform an Audit | Not Performing
Firm Rotation an Audit Firm
Rotation
n =372 n=2031
AQ 0.102 0.082 3,825 3,264
TENURE 1,046 4,451 -31,023* 30,574
BIG4 0172 0.460 10,592** 10,3554
FSIZE 433,013 469,941 9,408 9,515
FAGE 3,230 3.316 2,705 3.302*
MTB 2,675 2436 1,028 -2,681*
INVREC 0.266 0256 0.841 0.193

p~volues in parentheses
'P<01,"p<0.05 **p< 001

d after requiatio f audit firm rototion was

Variable Period After Period Before
Regulation of Regulation of
Audit Firm Audit Firm
Rotation was Rotation was
Abolished in Abolished in
Indonesia Indonesia
n=971 n= 1432
AD -0.074 0.093 4827 4,788
TENURE 4,938 3235 19,086 14,4934
BIGA 0.415 0416 0023 0023
3374 475,059 456,878 6,220 6,098
FAGE 3,357 3,266 3,928 4,659
MTB 2,315 2,580 1,553 4,698"
INVREC 0.240 0270 3,683 371

p-volues in parentheses
‘P <0.1,*p < 005, ***p <001

This study analyzes the rotational influence of audit firm and the period ofter AUDIT FIRM
rotation regulation was abolished in Indonesia for audit quality by controlling the tenure AUDIT
FIRM variable, international large audit firm, firm size, firm age, market value to book value, and
inventory and receivable ratios of total assets using the regression model as follows:

AQu¢ = flg + /ROTATION,  + fi,POST, , + fi;TENURE,, + f,BIGA,, + BsFSIZE,, + [FAGE,,
+ P;MTB,; + g INVREC,, + Industry Fixed Effects + €

Based on columns (1) and (2) in Table 8, the audit firm rotation (ROTATION) has a coefficient of —0.008
(t=-121and t =-1.07), butitis not significant either with normal or robust regression. This means that
the firm rotation does not affect audit quality, so the first hypothesis is rejected. Meanwhile, the
period the regulation of audit firm rotation was obolished in Indonesia (POST) has a coefficient of
0.014 {t=331andt = 3.4, witha significance level of 1%, both with normal and robust regression. This
means that the period hreqddionﬂnﬂimnlﬁmwasd:oiiwedhlmhas
a significant positive effect on audit quality, so the second hypothesis is accepted. This result supports
the argument that the period after regulation of audit firm rotation was abolished in Indonesia canmake
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Table R

Variable

Prediction AQ AQ AQ
ROTATION s 0.008 0.008 0019 0.019**
(-1,21) (-1,07) (-2.65) (-2,08)
POST ¢ 0016 0.014"* 0.007 0.007*
3.31) (3.44) (1.57) (1.68)
ROTATION *POST . 0.034" 0.034**
(322) (3.10)
TENURE s 0.002 0.002 0.002* 0.002**
(1.36) (1.54) (2.03) (2.32)
BIG4 . 0011+ 0.011** 0010~ 0.010**
2.46) (2.45) 2.31) (2.30)
FSIZE 0.000*** 0.000*** 0.000** 0.000"*
(3.33) (3.06) 331) (3.05)
FAGE 0.008* 0.008** 0.008* 0.008**
(2.25) 1217 2.15) (2.07)
MTB . 0.003*** 003 0.003* 0.003**
(-5.96) (-4.80) (-593) (-4.82)
INVREC 0,040 0.040** 0.040"* 0.040"
3.78) (3.76) (3.79) 3.77)
Konstan 0.179** 0.179** 0.178** 0.178**
(-8.67) -832) (-8.61) (-8.28)
INDUSTRY Ya Ya Yo Yo
DUMMIES
12 0,067 0067 0071 0.071
N 2403 2,403 2403 2,403

I statistics in parentheses
P <01, *'p <0.05, **p < 0.01

the audit firm comply with the policeman theory and fulfill the expectation of the issuance of the Republic
of Indonesia Government Regulation Number 20 of 2015 conceming the Practice of Public Accountants.
Furthermore, the value of r2 in columns (1) ond (2) in Table 8 shows the relationship between audit firm
rotation and the period ofter regulation of audit firm rotation was abolished in Indonesia with oudit
quality explained by 6.7% of the 2,403 observations that became the research sample.

This study analyzes the effect of audit firm rotation on the period before and after regulation of
audit firm rotation was abolished in Indonesia on audit quality by controlling tenure audit firm
variables, international BIG 4 audit firms, firm size, firm age, market value to book value, and
inventory ratio and accounts receivable ogainst total assets using the regression model as follows:

AQ.: = /iy + ,ROTATION.POST,, + (,ROTATION,, - f;,POST,, + P.TENURE, , + i,BIG4,,
" PefSIZE,; + poFAGE,, + pyMTB,, + i INVREC, + Industry Fixed Effects +

Based on columns (3) and (4) in Table 8, the rotation of the audit firm in the period before the
regulation of the audit firm rotation was abolished in Indonesia (ROTATION) has a coefficient of
—0.019 (t = -2.65 and t = -2.08), with o significance level of 1% when using regression normally
and 5% when using regression robustly. This means that the rotation of the audit firm in the period
before the regulation of audit firm rotation was abolished in Indonesia has o significant negative
effect on audit quality. Meanwhile, the rotation of the audit firm in the period after rotation of
AUDIT FIRM regulations was abolished in Indonesia (ROTATION * POST) has o coefficient of 0.034
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5. Conclusion
This study found that

The limitation of this study is only using discretionary accruals as a proxy for audit quality. Future
studies can use other proxies for audit quality or use multiple proxies for audit quality.
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