THE 12T MALAYSIA-INDONESIA INTERNATIONAL CONFERENCE ON
ECONOMICS, MANAGEMENT, AND ACCOUNTING 2011

MIICEMA

“ZBorderless Economy: ©pportunities and Challenges for Businesses in
Southeast Agia”

13-14 October 2011

VENUE:
Magister Manajemen
Magister Perencanaan Pembangunan
Fakultas Ekonomi, Universitas Bengkulu

PROCEEDINGS

EDITED BY:

Lizar Alfansi
Paulus Sulluk Kananlua
Sugeng Susetyo
Effed Darta Hadi
Siti Aisyah
Ferry Tema Atmaja

MAIN ORGANIZER:

A

—

Fakultas EKkonomi
Universitas Bengkulu, Indonesia

JOINT ORGANIZERS:

Universitas Kebangsaan, Malaysia
Universitas Syahkuala Banda Aceh, Indonesia
Universitas Muhammadiyah Surakarta, Indonesia
Institut Pertanian Bogor, Indonesia
Universitas Padjajaran Bandung, Indonesia

ISBN 978-979-9431-68-4



TABLE OF CONTENT

EEr Bl 5 Fyw g he o P S S =%
Greetnyg fross the Comference Chalr ... ... wikl
[ 1 i G Tl e -1 i 1 O v
Conowrrest Seschon Progeam ... . . s et 4
NNEK
EnmotsSpelerPopeer . o o o . o, | el
Listof MEICENLA 201 1 Drgasddng Comm|Ses bl
Ligtof MELCEMA J01]1 REriEWErs. ... oo e e e e e e - Il
FULL FAPERS
ECONDMICS TRACK
MUCEMA Undb-4 | Hilaterad Trade Helotons OF Malaysa And Samd] Aradla I-1%
An Amabysis____ R
MEOCEMA Umih-7 | Keberkesanan Mespeloroh Agihan fakat Kes Hanbuan | LE5-26
Modal Kepada Asnaf Fakdr Dan Mighedn _________._____
MUCEMA Unib-T1 | How Irstant Messaging improves Real Life |nderacton: | 2738
Case Shody Of Blackberry User Goomp oo oo
MICEMA Upin-ET | An l'.I|:-'I:|I.'I'|.I] Model Of Monetary And Fiscal Podioy | 3%55
1 ar R e L S S LA TP
MIICERA Unih-219 .l.n.:.'l}sls--:."l Lite Insurance Demand in Malaysia . | hbbd
MIUICEMA Unlb-28 | Small And Medium-3zed Enterprises Dewelopment fn | 63471
The Firs Malaysa Plan Through The Tenth Malaysla
Plan T ST = o SN
MIICEMA Unib-41 | Iowestigatdng the 'Goldlocks Phenosse=on’ In Eramding: | T3-H%
Wbt Sine and What Place?
MICEMA Uplh-50 | Short Amd Long Eun Cawsality BEcldosship HBetween | S0
Imdonesian Humas Besources And [nvestmeent Since | 109
14985 Unidl 2087 APl e P e e
MICEMA Unib-52 | Szarching For Momefary Policy Iedicators In islamic | 109
Financial Systes.__ i
MITCEMA Unib 53 | Pengumpuian Modal Manusia Tan Kesaroya rnmadap 133
Pertombuham Elomomb L34
MIICEMA Unlb-56 | Dampak Ekonomi Sektor Farwisata 1] H‘B'r..l!d 135
Kepolanan Bangha Belftueg S 148
MIUCESA Upib-64 | Iespdlcation of SHI Inferest akes On Banking |edostry in | 142
L B e PRI o VI G leey VPP S ey T P 1=
MIICEMA Unib- 73 | An Emgirical Applicabon To Begonalism On ASEAN | 163
Trade: & Temporal Cross-Sectios And Ponel Asalysks | 1E]
WihiTheGravibr Mol _. ..o
MIICEMA Unib-ER | Technical Efficiency And Input Productivity Of Small | 182
And Medum Enterprises In The Malaysian Food | 1%5
ProcessingIndostry oo
MIUCEMA Upin-%1 | Sadies Om The Ferformance O SMiorofinance: Local | 155
LHOREIY . . biieribimrrrirrbeirr ekt 202
MUCEMA Unib-45 | Housshold Debt Declshan: The Hoke Of Aspdration, Soclal | 203
Comparisons And Aiitode Towards Debt ... — | &3
BIFCEMA Linik-105 | The Impact Piscal Deficlt And Macrosconomic Varlables | 224
Oninfatiosinindomesta ... .. .. pich |
MIEMA Unib- 108 | Empowering Women To Rodooe Fowverty Throagh | 239
dmr e inn e te L T S L RN L 2546
BFCEMA Unlb-117 | Fires-Lewel Investment And Mometary Policy In A '1.|1'|i'.|.| 57T
Urpen Eeomormy: Evioenoe From Malagsla. ... ... 230
MIEMA Unib- 1200 | Performasnce Compartson Chl Servamts Reglon Belore | 271




And After Expansion In The Province Rlau ...

WIFCEMA Uinlb- 132%

Socloeconomic And Gemder [Mferences Im Access To
Health Care In ulprda A Non-Linear Decompositon
Approath_........—eeoeeee e e e

MU EMA Uinlb-131

The implementation Of Export Subsidies Elimination Eh.'
Developed Coumtries And It .o ... ...

J1Z
335

WIFCEMA Unib-132

Fiscal Sustainahility, Public Debt And Econoswic ( rml.th

126
344

MIIBCEMA Unib-135

Trade Flows Of Agricdtural Coswvmodities OF Indonesia
Beoween Malaysia And China.—..oo— oo ... o

341
52

Wi 4

Gender Hobe Allocation In Selected Colfes Postharvest
Actiwities In  Fejangichong And  Lebong  Distric,
Benghulu Prewinee... oo 2

153
30

M. 15

Determimants Of Forelgn Trade: A Comparative Smdy
Hatween Indioeesia A

e L S A N B B

361
i3

MON-17

Factors  Aflecting  Indonesian  Pomin  Farmers
ConfmctingDectston.___._ ... ... . ... ... .

1T
373

MION- B

Poliical Influemce Om Economic Declsion-Making in
Giovernment-Jwned  Companies A (ualiative

1a0-
407

D= 22

The Oisparity Of Economic Development Among
Provinces In The Reglon OF South Sumatra In The Era Of
Regional ASIDEGMY.... ..o oo

401
425

DN

How |mdoneslan Crede Palen (6 Export [emanis
Hespond To Ewchamge Hate Voldli™: Am Error
Correction Model Approachl.. ..o

424
434

Mie-31

female Participation In The Labor Market In I:’arnglnu.l
o AR S Nl

M- 34

Diewelopment Of Forest Area Society Farticlpaton n
Husiness Activity Based On Emdironmesial Conssrvabion

MilN-36

Lokalimsl Pengaghan Zakat Dan Cadangam Khidmat
Sosiak St Tinjauan AWl ..o

MO 37

Vudnerabilitl Pekera Malapsia Dalam  Persekttaran
Kehadiras Pekara dstng.. oo oo

MO 3%

A Comceptualization Of The Cost Of Egquity Of islamic
=ty e L U PRl LS (IRR) POty Nt AL C T 4. Tl

[ P B 1

Foreign  Amd  Domestk Shocks Hacr-:-ec-nnm::t
Resnonses Of Aseand Coontries ... ... LEfi

DN 42

Pubtic Spending And Health Sepdce Performasce In

MION-45

An Integrated Model Proposed For Entrepreneurship

Educstion And Developmest For Smdents In Bengiookn
Unhversiey..—...—... e

M- 42

Snafal Comcemiration O H:nuhm.lrlr.:g Inzstry In fava
B L e e

MO -4

Yrategy Behavior In The Ecomomies Of Colfes I-.lrrnl:rs
ising Protected Forests: Case Study In Frotected Forest
Hukit Pedinding Hill And %erdang Hl Im Sub Dserice

HON-52

Islarmic Hank Pracices; kdealism And Heallty ..o — ...

M-S

The Challemges 0Of Sustaimable Transportation:
Malaysn Expariesce . . ___ =

MON-55

Empowering Micro Busimess: Program Effectiveness
Assessment OF KPH in Lholeeumane ..o




SMANAGEMENT TRACK

MIICEMA Unlbh

Eudaya {rganisa<i |slam modersbajian kes Bank |slam
binlwysis Bechad - . . . .

il
TP

MIICEMA Uinlb-3

Entrepremeurial Mobthabtlon: The camses of |=dlan
restyoramt  owners in Selangor amd  Eelantan,

&3g
47

MEICEMA Umib- 11

Consumer Ferception towards Online Shopping: Case
Sindy of Undine Store In BandusE .. o e =3

-]

MICEMA Umib- 20

Quality Management In FT. Consobiz Ventures.........

53
=]

MECEMA Umib-Z7

Festllence Of slamic And Conventional Stock Markets
Ot Imdonesia During The 2007 dlotal Financial Crisis:
A Comparative Empirical Examisabon ... ..o .

=
T

MIICEMA Umib-41

Imestigating  The ‘Goldliocks Phemomenon' In
Hrandisg Whak Skoe And What PlaceT ...

il

MIICEMA U'min-4Z

Modelltng The Causal Relationship OF Organtatonal
pastice, [ob Satisfaction, And Orgemizational Citizenship

21
T4

MUCEMA Umib- 4

The Impacc Of Transiormabonal Leadership Om
Absenteelsm: Mediating Hole Of Psychological
Brpovesrment oL s

FE L
47

MEIICEMA Umib- =3

A Shedy Om The Effect OF lman Mercantde Exchange -..'ln

748
55

MICEMA Umib- &7

Effecthveness of imventory Manapemsest of Minute
Maid Polpy Omange at Coca Cola Bottling Imdonesia
WestjpOperabon ... ..

Tab
Tl

MUCEMA LUnilb-&3

Crittcal Heview on Measoring Flrancial Constraings:
Moberiteria Approach. .

FEF-
TET

MEICEMA Unlb-75

Exploring The Relationship Between job Satistaction
Anid Murse Perfcrmances ... .o

yd

MICEMA Usibe 7

Dilomesa OF Busimess Ethics: The Solodan....... .

MEICEMA Unib 72

Comavemsents And Steck Market Integration In Asia:
Post Fimamdal Crists 199 ...

Bl
gl

MEICEMA Umib-E7

The Efect U Concsumser Materiallses Behavior TI:I'.'.Iird

Consumeer Purchasse Oectsion On Privaite Label

Bl

MIICEMA Unib-2d

:||:I-'ll.' .'|.r|: Chisa's Frult Percelved By In-:|-:|11-ul.in
ConsumeerT. =i 18 e i

EZE-
B4

MEUCEMA Usih- 100

A Cross-Cubwral Testing The Applicability OF Status
Consumption In |mdonesla And Malaysa... ... .. :

B2

MECEMA L mih- 109

Do Human Resoorre Practices Inflnenoe Employess To
Engage In Dewiant Work Hehawvior? An Empirical
Imvestigation In Malaysiam Compamies.... ... ...

BT
ESd

MELCEMA Umin-11Z

Branding Malaysia As ‘Halal Hospitality'. A Conceptual
. AL LCE P TR OE L PR MO L P HOE L G

BT

MEEMA Unih-119

Tri ODharma FPhylosophy UOpoa Bodi Rantoen’s
Lesdership [n Suara Merdeka Newspaper......... ...

B
BT

MEUCEMA Usib-13IZ

Financlal Swess, Aglity And Multple Crises:
Fremilinary Study Om Ao

BT
-

MEICEMA Umih-EZ7

Eeviewing (utsourcing Controversy In |mdonesia: An
Exploratory Study (F Human Resources Cutsourcing
Controversy In Semarang Oy — oo 5

53
SOz

M -2

& Comprehensive Beview Of Tradng Srateghes: In
Search An Exellent Swrategy For Traders in The
Indoeesia Sock Exchange ... e

503
13




M-

Consumer Emocentism O High Ievobvement And Low
Irvolvessent Frodocts.... e —

G4
525

M -4

Strocture OF Formallty As Moderating {n Heladonship
Betweem  Stmategy Implemenimbon ARd  Firm
Performance |n Indosesla, ..o

52

MON-11

Examiming The Efects Of Transformational Leadership
In Indomesia And Australla.. e

MM 12

The Hobke O Leadership |m Managing Imdhviduals’
Career Amnchors: A& Theorebcal Perspectve ...

Gl
54

NON-13

The Effect Of Good Corporate overmance Practices
And Bond Bating Um Hoed Yield To Matrity.....—. ...

LTS

NON-332

Thie Role O Work Motiwation As Mediating Yarable On
Thie Helatiorshlp Between Leadership Styles And job
Satiiaction At Eeghomal Ctice Eergkuio

115
1015

NON-2H

Exchange Hate-leterest [ferentlal RelaSonship:
Evtdence From Selected Exst Aslan Countries_..... .- —

1016
103

NON-40

Faktor-Faktor Yang Mempengaruhl Penguejangan
Fasar Raya Besar: Somatu Tinjauan DI Seboah Pasr
Faya Bosar D Melaka ... -

1024
1052

BON-43

The |Impact OF Internal Markeding And Costomer
Urieniation To Service {mality And Their Impdication

Um Costomers Sabshcdom OF Hospld Senvioe
MANSREMENE e -

1053
1Ot

Bl O

Consumesrs s Percepton and Erand Image in Creadng

1S
1072

NOM-44

Examiming  Helabiomships  Among  Leadership,
Ininowvation CompetEncies And Operadaonal
Effecthemess. .o

1073
1 0=

L ST

Marketing Smdy Of Flsheries And Maries Froducts Om
S Coastad Managemeent OF Bemgmudo City ..o

103
10F36

NON-Z0

bdentification Of Tralning Eflect On Small Busimess

107
1115

BON:-560

The Infloemce Of Costomer Orientaton, Competitive
Orieptation And Coondination Functbons Of Cross
Product Inmovation [Case Stody On Small And Medium
Craft Aceh Incusbtries) oo

1116
1123

NOMN-57

An Aralysis OF Prospective Colleglans Percepbon To
Develop Marketing Opportonities OF Righer Education
Im South Somatra . -

1124
1121

ACCOUSTING TRACK

MIICEMA Linlb-2

Ferceptions OF Accountambs, Users, Organizers. And
Sbodents On Indomesian Eoucation Standard For
Frodessiomal Arcoontasts ..

113z
1156

MIICEMA Unilb- 15

Budgetary Participaton and Managerial Ferformanoe:
A thudy in Ministy of Home ARlairs [MOHAL

1157

1174

MIICEMA Unib-19

Malaysian Code of Corporate Governance:The Imipact
of (uality of BEeported Earmings of Hoaly Lompar
Composie Index [KLCIH Composents ..o

117S
1194

MIUICEMA Unib-Z2

The Effect Of Capital Stroctore Om Profi@bdine: The
Extended Analysis Of Elotechmaology Comqamies Listed
OeThe Bursa Malaysia ... ...

119F
13046

MIICEMA Unilb- 22

The Influence Of Capial Strocure And Growdh O
Company Ta Firm Value AL Compamy In Inconesian
Shock Exchange. e e -

1T
1214




MEN-EF&S I o

L L e e e e m e -

[

MUICEMMA Unib-33

A Conceptual Framework for Characterizing Strategic
Managemient Accounting and I Implementgon........ -

1223
1243

MUICEMMA Ui 420

Femgaruh Leverage. Pertumbuhan Altiva, Dan Uiooram
Penusataan Termadap Rlstke Sistematk ...

1244
1254

MUICEMMA Unib-45

Earmings Management Practices In Companies Listed
In |akarta Islamdc  Iedex-ledomesian  Htocks
)

1355

1Z7r1

MLICEMMA Uil b 4dh

Earmings Mamagement Fractoes: The Comparative
Sbodies Between Sharlah Index ||EH ) &nd ConvenSonal
Indiex {L0}-45] Im Inidonestan Stock Exchange _........ ...

s
13HE

MIICEMA Unib-41

The Eelationship between Religiosity amd  Tax

e
1234

MIICEMMA Unib-&H

identification Of Earnings Management Om The
Company Listed On The Index L 45 In Indonesia

Stock EXchange .o -

1297
1304

MIICEMA Unib-31

Fecking order theory of capial structure: empirical

evidence from  panel  pemeralized method of
BRI oo et et e e eme

13407
1319

MECEMMA Ui b-H2

Early Warnleg Mode! {f Finamclal Mstress_........ ...

13320
1336

MECEMMA Unib-HS

Simultancous  Relatonship  between  Managerial
Ownership, Institutional Owrership, Debt Policy and
Dwidend Folicy In  the Agemcy Froblem
e o] S

1327
1353

MECEMSA Unib-21

Factors Aszociated With Aoditor Chodoe: The Cass "..'rl
Elngdom COf Saool ATabl.. e e,

1354
1374

MECEMSA Unib-35

Fimarcial Hehmvior And Financial Posttion: A Stroctaral
Equation Model Hing APProach ... oo

1373
1392

MUCEMMA Unib-97

Board Of [Mrectors, Aodit Comesfitee, .'|U|:I.I:
Characteristics And Timelliness OF Flrancial BEeport In
Lizted Compandes In Imdonesta. ..o e

1393
14

MIICEM&A Unilb- 104

Director Diversity And Company Ferformance: y
T

e
1424

MIICEMA Unlb-12H

Elfiecn OF Charges In Wiorkd Ol Prices And The Huln:l.u ¥
Varlsblicl Towsnds Compenite Stock Price Index, [Peshod
Jimugry 2007 5 ) D December IIL0 Threugh “Ervor
Cormpation Model™ Apprass oo —

1435
1427

MON-G

Trends in Management Accounting Research Toplcs Of
Hengioniu Universiy Students .o oo oo

1424
1452

M-

Ferception Of Accounting Commumity About Creative
L Tu 1] —

1453
1454

MON-H

Managerial Performamce  Amd  Performance
Measurement SYStem. e

1473

MON-12

Anteoedemts  And  Consequences  Of  Comfort
Farticipating In Class Discussion In Managemient

1474
1454

NWON-14

The Effect Of Budget Parttclpation To Managerial
Ferformance Usdng Information  Technology  Use,
Motivation, job Satisfaction And Stress as Moderating
VAT -

1445
1502

NON-16

Bespomse Asymmetries In The Mema Stock
i

1503
1511

NON-19

The Eftect Of Good Corporabe Gowermamcs Fractioes
And Bond Rating Un Hond Vield To Maturity...... ... -

1512
1543




The Efect U1 Budgetmry Fartclpabon On Managerial

Lo44

Ferformancos Through The Organizadonal | 1557
Commitment And Waork Mobwation As The Istervening
HOM-20 | Varlabdes .
Effect n Corporate Govermance Andit | 1554
MON-Z1 | Qual®cesttos . . 1572
The |mepact O Cost Mamagement Keowiedge On Th: i573
Relationship Bebsesn Fartombon Hodget Amd | 15HS
NON-Z24 | Managerial Performance ..o oo ..
impact 0Of Risk Evaluaton Om  Auditnr .-'|.|.|.-:|1I:¢-|: 1586
RON-Z5 | Negofatlon Duboome. . 1538
Analysiz Of Efect Of Imvesimsent Opporienity St |."I.'|!|! 1599
Cazh Flow, Corporate Covermamce And Firm Slze On | T614
NON-26 | DebtPolicy... . e
The Factors |nfluencing Of Equity Risk Premiuam 1_'r| 1) L
HON-Z7 | indomesian Fehiic Lised Compaies.. ... ... ifcxs
The Infloence Of Corporate Govermamoe Jmd h‘:lsln: LS
Factors On Equlty Hisk Fressiom O Indonistas Pubdic | T&50
HON.-28 | Listod Compasdes. . .
The Infoence (€ Understamding Fimancing Stafl And | 1651
Ferzonnil Preparados (F Fleancial Statements Hesed | DTEED
s The Covornmmenital Acocomnbng
Samcdaras (ff Quality Flnancial Repart
[Sbodles In Satuan karja Perangkat Daerah
HON-Z9 | [SKPD) Bengkulo ClewY. .. . . .
The Efect of Efccivenics Taxes agu.nd.'l:lnm::r.td Ii=h]
HON-30 | Bewenoe Bemglasho Clby . 1573
The Effect OF Delegation Of Authority Betwesn BEodpet | 1674
Farticipadion And Mamagerial Peroremece On Private | 1884
MON-3Z | Usdwerddy In Indonesla. oo e
The infloence O Political Fadors And Organizatonal | 1685
Cofticre: To Lt lizafom Isformation | L&3L
HOMN-Z4 | Performance
MOM-1 | Female ‘Workers Migragon And Misreastmest in | 1697
Malaysia: A Case O Housemabds From Cenirad java | 1715
MECEMA Umin-116 | S5ocial Caplal, Cognition Amd Risk Percepbon As | 1716
DOetereninans  Of Enrepresssurial Opportunisy | I3
Reoogmiten. ..o ek
Impact af Higher IFHS Compliance in BEorsa | 15721
BMIICEMA Unib-Z2 | Malavsla ..o e e e 1751
Seasoned Equity Offerings: Hetween Agency Theory, | 1752
‘WiEdws e Opporiunity, And Firm | 10

MON-I5

Feylmence . .




THE FACTORS INLUENCING OF EQUITY RISK PREMIUM OF
INDONESIAN PUBLIC LISTED COMPANIES

By
Saiful
(University of Bengkulu)

ABSTRACT

The purpose of this study is to examine the impact of audit tenure, firm size,
book to market equity ratio, leverage, beta and earnings quality on equity
risk premium of Indonesian public listed companies. Based on purposive
sampling method, 45 manufacture companies was selected from Indonesian
public listed companies.This study found that book to market equity and
leverage positively and significantly influence equity risk premium, while
beta negatively and significantly influence equity risk premium. These
findings indicate that equity risk premium increase as book to market
equity increase, because the highest book to market equity ratio show that
companies is not growth, so company’s risk will be high. Meanwhile, the
highest leverage ratio show that companies have financial distress and its
will increase the company’s risk. In contras, higher beta lead to lower
equity risk premium, it may be effected by emerging market in Indonesia
feature.

Keywords: Capital Asset Pricing Model, Auditor Tenure, Book to Market
equity, Leverage, beta, and Equity Risk Premium.
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1. INTRODUCTION

The capital market is one place of the transfers of funds, from those excess funds to those
who need it. There are two main functions of capital markets, first as a means of funding
the business for the company to obtain funds from public investors with the purpose of
business development, additional working capital or other, and the second function is as a
means for people to invest in financial instruments such as stocks, bonds, mutual funds
and the other with a view to profit (return) in the future.

Investment in capital markets world filled with elements of uncertainty or risk, because
investors do not know with certainty the results to be obtained from the investment is
doing. Investors just estimated how much the expected profit from investments, and how
likely the actual future results will deviate from the expected results. Tandelilin (2001)
suggested that the risk is the possibility of actual return that is different from the expected
return.

Investment risk can be influenced by economic, political, market, customer, internal
company and other factors. These factors will increased or decreased risk and return that
will alter investor confidence and response, as well as the effect on stock price changes
and will ultimately affect the market beta and the company's stock return variance.
Tandelilin (2001) states that there are two types of investment risk in the systematic risk
(Systematic risk) and unsystematic risk (unsystematic risk).

Systematic risk is a risk that can not be diversified because of this risk depends on various
factors such as economic and political changes that affect all companies, while non-
systematic risk is the risk that can be eliminated by establishing a well diversified
portfolio (Hartono, 2009).

Investors realize that the willingness to bear risk will result in consequences of the return.
The higher the risk taken by investors who are willing to return to the higher obtained. If
the return obtained by investors does not exceed the return derived from risk-free
investments like government bonds and bank interest, then investors will not be willing to
invest in shares. Therefore, the willingness of investors to bear the risk of investing in
stocks should be paid to the additional return that investors would be obtained from
investing in the stock. Additional return is called the equity risk premium (ERP). High
and low ERP influenced by several factors.

Specific financial information is one of the companies’ important internal factors that can
affect the investors to invest. This information is included in the risk factors that can not
be diversified (systematic risk). Risk information related to the possibility of specific
financial information company that is rated at a lower quality in investor decisions. Leuz
and Verecchia (2005) found that the low quality of corporate financial information will
increase the risk of information and result in higher ERP. High and low quality of
corporate financial information may be influenced by the auditors conducting audits on
companies. Auditors play a role carrying out its credibility by giving an independent
verification of the readiness of the financial statements to improve the quality of
manager-specific information by providing the integrity of corporate financial accounting
reports. When audit quality is a measure of risk information associated with the
company's financial accounting statements, the higher the audit quality, the integrity of
corporate financial accounting reports will be higher. Thus, the risk will lower the
company's information, and ERP in the company is also getting lower.

The quality of the audit has been linked with the auditors who perform audits of financial
statements. According to DeAngelo (1981) audited financial statements of the company's
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auditors (Big Four or Big Five) will have a better quality compared with the audited
financial statements auditors of small companies. DeAngelo said that it is caused because
the company auditors are great if not provide a high quality audit will lose his reputation,
and if this happens then he will experience greater losses with the loss of clients.

In addition, Febrianto (2008) states that audit quality could be improved if the auditor is
replaced periodically. The goal is to maintain the independence of auditors to minimize
the chances of economic dependence of auditors on the client. While Boone, Khurana and
Raman (2008) believes that the long relationship could cause auditors have a tendency to
lose its independence. Thus, the longer the period of audit, auditors will result in
dependence on the client that causes the auditor to lose its independence, it will result in
the magnitude of potential quality of financial information reported to be low which will
ultimately increase the ERP.

According to Gebhardt, Lee, and Swaminathan (2001) there are other factors that affect
ERP. They explain the existence of information more available and more liquid stocks in
large corporations lead to the risk of enterprise information is becoming increasingly low,
thus causing the lower ERP. Their results showed that the size of the company generally
has a positive effect on the ERP, but not significant. Moreover, Fama and French (1992)
confirmed that the company's size, price earnings ratio, the ratio of debt to equity, and
book-to-market equity ratios have significant explanatory power to the average level of
return. Shares of the issuer with the size of a small firm and book-to-market equity ratio
high is a company that has a bad performance and tend to experience financial difficulties
(financial distress), the cost of equity capital to be higher resulting in increased ERP
participate, and investors will ask for compensation risk premium this reason.

Bhandari (1988) in his study stated that the leverage ratio has a positive relationship to
the level of expected stock returns. Because the increase in debt is usually followed by
increases in working capital in the company, it will lead to increased capital costs and
ultimately increase the ERP. Also mentioned in the Fama and French (1992) that the
effect of beta with an average rate of return disappeared for several years (1963-1990) on
the stock on the New York Stock Exchange (NYSE). Their results found that the beta has
a weak influence on the average rate of return. But Boone, et al. (2008) says that in the
context of the capital asset pricing model (CAPM) beta is the systematic risk that
influence positively to ERP. In addition, research Francis, LaFond, and Olsson (2004)
stated that the high and low quality of earnings will be seen on the ERP. Their results
found that the higher quality of earnings, the ERP will be lower.

The study aims to test the effect of the assignment of auditors, company size, book to
market equity ratio, leverage, beta, and earnings quality of Equity Risk Premium.

2. LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT

2.1 Capital Asset Pricing Model

Capital Asset Pricing Model (CAPM) was first introduced by Sharpe, Lintner and Mossin
in the mid-1960s. CAPM is a model that links the expected return rate of a risky asset
with the risk of that asset in a balanced market conditions (Tandelilin, 2001). In a
balanced market conditions, investors will not be able to earn abnormal returns (the extra
return) of the price level is formed. Therefore, these conditions will encourage all
investors to choose the market portfolio, which consists of all risky assets that exist. The
market portfolio will be on the surface lines efficiently (efficient frontier), as shown in the
picture below.
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Figure 2.1
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Point M is the point of intersection between a line drawn from point R ¢ (risk-free rate of
return) with the point L and form the efficient frontier curve consisting of risky assets.
Portfolio that are at the point M is called the market portfolio is a portfolio consisting of
all risky assets that have well diversified (Tandelilin, 2001). Thus, only market risk
portfolio will consist of only the systematic risk, i.e. risk can not be decreased by
diversification. In developing the portfolio theory, Markowitz in Tandelilin (2001) argues
that the risks can be divided into two general types of risk, namely the systematic risk and
unsystematic risk. Part of risk can be eliminated by diversification is called unsystematic
risk or unique risk, unsystematic risk is part of the company changes that can be
diversified. This risk is the risk that is unique to a company such as strikes, lawsuits or
natural disasters. While risks can not be eliminated by diversification is called systematic
risk, a risk associated with macro-economic factors that could affect all the existing
securities.

In figure 2.1 above, the line L intersecting the vertical axis at the point R r is called the
capital market line (CML). Difference between the expected level of return on market
portfolio (E (R wy, with the risk-free rate of return (R ) is an abnormal rate of return
(extra) which can be obtained by investors as compensation for market risk (M) must
bear. The excess market return and risk-free return is also called the market portfolio risk
premium or equity risk premium (Equity Risk Premium) (Tandelilin, 2001).

Equity Risk Premium (ERP) is defined as the difference between the expected return on
common stock and the return on government securities (Martin and Lillo, 2003).
Meanwhile, according to Anin and Falaschetti (1998) defines ERP as a desired reward
investors to generate income is not fixed with respect to his equity stake. ERP was
measured as the expected shareholder return exceeds the average risk-free asset.

ERP is often described as the most important value in finance and investments, for
example, in asset allocation decisions of portfolio managers, the decision how to divide
the financial investments between stocks and fixed income securities are affected ERP
and their different risk characteristics. In capital budgeting decisions at the enterprise
level, ERP is an input in the cost of capital, the discount rate used to calculate the net
present value investments. ERP is also an important input in calculating the cost of capital
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has a role to determine the maximum prices of goods and services from government
utilities (Martin and Lillo, 2003).

ERP reflects the price of risk taken, is a major component of the expected return
demanded on risky investments. Expected return is an important determinant of the cost
of equity and capital costs, an important input in financial analysis and valuation firm
(Demodaran, 2009). ERP as used in the discount rate and analysis of the cost of capital is
a concept that looked into the future. Therefore, the ERP is used in the discount rate must
reflect what investors think about risk premiums in the future.

There are two common ways to estimate the ERP, the first use of historical data and
others use estimates or projections of the market. By using historical data, the assumption
is that what happened in the past illustrates what might happen in the future. By using the
projection market, the assumption is that for the ERP project can be done through a
survey or some other projection models. Most ERP model using historical data and
assumes that some past periods provides the best indication of what will happen in the
future. Thus, the ERP model that uses future projections as the basis is not functioning
properly (Anin and Falaschetti, 1998).

Anin and Falaschetti (1998) using the CAPM in calculating the ERP. They stated that the
expected return consists of two main components, namely, risk-free rate of return and risk
premiums that can be formulated as follows:

R, = Risk-free asset return rate + risk premium

Ri =R +ﬂi|_E(RM )_ RfJ

Description:
R; = Rate of return expected
B = Stock beta
R = Risk-free rate of return of assets
E(Ry) = Level of the expected market return
To obtain a new equation to be used, namely: :
R, — R, = [, [Equity Risk Premium]
. . Ri —R;
Equity Risk Premium = ——

B

The main problem in the formula is that the formula assumes a perfect integrity in the
capital market assumptions is not realistic in the emerging markets (Martin and Lillo,
2003). Research Erb, Harvey and Viskanta (1995) proved this; the research states that
there is no influence between the average return and beta in emerging markets. These
results are reinforced by Bekaert, Erb, Harvey and Viskanta (1997) which examined
determinant of cross-sectional equity returns in emerging markets, their research found
that the CAPM fails to explain returns in emerging markets.

In addition there CAPM Fama French Three Factor Model is an extension of the CAPM.
Regression equation to estimate the cost of capital using the Fama French Three Factor
Model can be written as follows (Anin and Falaschetti, 1998):

R, — Ry = Bi(R,, — Rg) + (s; X SMB) + (h; X HML)

Description:

R, —R; = Risk premium company i
Bi,si,h = Regression coefficient of firm i
Ru — R; = Equity Risk Premium Expected
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SMB = Risk factors for firm size. Expected return on a portfolio of small stocks
minus the expected return on a portfolio of large stocks

HML = Factor of financial difficulties, measured by book value of equity
divided by equity market prices. Expected return on a portfolio of high
stock return minus the expected low on stock portfolios.

ERP is one of three components in the Fama French Three Factor Model. There are three
factors in it, namely firm size factor, the factor of financial difficulties, and market risk
factors (ERP). The weakness in this model is not allowed to calculate the average return
on B company in a short period (Anin and Falaschetti, 1998).

Boone, et al. (2008) suggests an alternative approach for calculating the ERP is based on
Ohlson Models & Juettner-Nauroth (2000), as used by Easton (2004). Basically, Easton
wear Ohlson framework and Juettner-Nauroth (especially in equation 1):

EP -EP RDP
EPSHI[ SIEZPS St+1 + EPSSHI _ RJ
P — EPSt+1 + t+1 t+1
‘ R R(1+R)-7)

However, Easton uses the additional assumption that = 1 (there are no abnormal growth
in earnings beyond the observation period). The result can be written in equation 2,

P, =[EPS,,, + RDPS,_, —EPS,,, |/R?

By using equation 2, R lowered so that the split into the following three equations,

R* - R(DPSt+1 / Pt)_ (EPSt+2 - EPSHl)/ P=0

Description:

Py = current stock price

EPSi+1 = forecast EPS a year to come

EPS;+2 = forecast EPS two year to come

DPS;q = forecast DPS a year to come

R (in equation 1) = equity risk premium is realized by OJ

R (in equation 2) = equity risk premium (R pgg) according to Easton.

Equation 3 assumes that abnormal earnings will always be there and will experience
positive changes in earnings estimates. Rated R, ; »» EPS> EPS | ;1> 0, thus solving the
estimates will have a positive sign (Easton, 2004).

Easton stated that his approach into account the differences in short-term earnings
growth. Furthermore, he discusses the methodology and evaluate the price-earnings
growth (PEG) and suggests that researchers who need ERP estimates on the company
relies on its approach.

This study used the approach to estimating the ERP Easton, since based on the above
description can be concluded that the CAPM formula can not be used because Indonesia
is classified as market is growing, while the Fama French Three Factor Model also can
not be used in this study because the study period only one year while the model is not
allowed to use on B company in a short period.

2.2 The auditor tenure and the Equity Risk Premium

The period of assignment the auditor is defined as the period between the auditor's
engagements with the client, namely the length of the auditor to audit the company's
clients. Dutton, Dukerich, and Harquail (1994) states that the longer a person within the
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organization or company then he will increasingly become part of the company or
organization for personal categorization.

Academics and auditing professions argue about whether auditors should be replaced
after some time providing audit services to a company. The case of Enron / Arthur
Andersen believed to be originated from the length of the relationship between the auditor
with the firm being audited. Since Enron stood for 16 years Arthur Andersen has been the
auditor for Enron. Throughout that time they not only provide audit services generally,
but also provide non-audit services. Relations Enron / Arthur Andersen was later proven
to make auditors Arthur Andersen became independent. Arthur Andersen is believed to
allow Enron to choose an extreme method of accounting for losing their independence -
in accordance with the predictions of the theory (Kusmayadi, 2009)

Boone, et al. (2008) believes that the long relationship that could lead auditors have a
tendency to lose its independence. Auditors who have a long relationship with the
company being audited is believed will bring the consequences of high dependency or
auditor strong economic ties to the company. The higher the auditor's economic bond
with the company, the higher the likelihood the auditor allowed the company to choose an
extreme method of accounting.

On the other hand, the opposite argument. Febrianto (2008) states that when the first
audited the company's auditors, the first time they have to do is understand the company's
business environment and corporate audit risk. For auditors are totally blind to both
problems, start-up costs will be high that they could raise audit fees. The second, the first
assignment proved to have a high possibility of error. Litigation against auditors generally
occurs in the first three years of auditing tasks and showed a downward trend after a
period of extended auditor assignment. The risk of litigation against auditors is higher
than the risk in small auditors, either because of the auditor's wealth. Other supporters
argue that the long relationship between the auditor with the firm will make the auditors
to be expert and well aware of the business being audited. Thus, the auditors are more
alert to the behavior management eksrem and understand the choices of accounting that is
in the business. That is, they do not agree that the behavior of Arthur Andersen will also
be the behavior of the other auditors.

The auditor may resign voluntarily from the assignment due to various reasons. One is to
avoid litigation risks inherent in the companies they audit. Auditors will voluntarily
resign from the company if the company impose a choice of accounting methods that they
like but opposed by the auditors. Auditors who resigned because of this reason is
considered to have a conservative policy.

Meanwhile, on the other hand, firms change their auditors as well with a variety of
reasons. One of them is because they want to get a more efficient auditors and have
expertise in accordance with the field of industrial companies. Not infrequently the
auditor was selected because the company did not have the same views with the
predecessor auditor on accounting methods where appropriate and which are not violated
GAAP (Febrianto, 2008).

Research about audit quality when the auditor has a long-term relationships with the
companies they audit showed that the length of the assignment which did not reduce audit
quality (Myers et al. [2003] in Boone, et al. [2008]). The research is intended to reject the
opinion that the auditor could lose its independence in line with the increasing length of
their assignment to one company. However, they do not support the idea that the
extension of the auditor's duties will raise the quality of audits.
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In other words, the quality of audits (and the integrity of corporate financial accounting
reports) may be decreased during a long assignment as a result of threats to auditor
independence and objectivity demonstrated by the closeness of the auditor and the
company that developed during an extended period. Thus, although the academic
arguments predict that audit quality will change in only one direction (eg, increases) with
the assignment, the closeness of the relationship between auditors and the company
shows that the quality audit can be decreased to a certain point of the assignment because
of the independence of auditors and objektifitasnya. Collectively, these theoretical
arguments indicate that the relationship between the assignment of auditors and the
integrity of corporate accounting reports is expected to be non-linear.

The debate over the issue of replacement auditor is actually originated from the idea that
the auditor must maintain independence in the assignment. On the one hand, if the
independence of the auditor's reasonable doubt if he has an increasingly long period of
assignment to one company. Although he served on behalf of shareholders, however, the
auditors selected and paid by the company management. When the relationship is getting
longer, the financial dependency on the company's auditors will be increasingly great as
well. The higher this financial dependency, it is feared the independence of auditors will
increasingly fall. This logic that encourages regulators to prohibit the auditor has a long
relationship with the company.

In contrast, replacement of auditors conducted compulsorily performed for reasons such
as disagreements on environmental practices voluntarily above replacement. Replacement
auditor is required solely on the basis of the rules. One of the countries in the world to
enforce this rule is Indonesia. Rule change required is in force since 2003.

The results Boone, et al. (2008) show that the assignment of auditors marked significantly
negative, indicating that if the assignment of auditors increases the equity risk premium
will decline. Their results are consistent with investor perceptions and views of academics
who claim that the longer the period of assignment of an auditor, the higher the integrity
of corporate accounting reports, and the lower the risk of information that led to declining
equity risk premium. Diaz (2009) who analyze the market reaction to the announcement
of the replacement puzblik accounting firm found that companies that make replacement
auditor experienced negative abnormal return. Based on the above description then the
hypothesis is:

H1: The auditor tenure negative effect on the Equity Risk Premium.

2.3 Firm Size and the Equity Risk Premium

Large firm size can be expressed in total assets, sales and market capitalization. The
larger total assets, sales and market capitalization, the greater the size of the company.
The greater the assets, the more capital invested, the more sales the more the velocity of
money and the bigger market capitalization, the greater the company is known in the
community. Of the three variables, asset values are relatively more stable compared to the
value of market capitalization and sales in measuring the size of the company. Therefore
in this study of firm size measured by natural log of total assets.

Gebhardt, et al. (2001) showed that there is more publicly available information about the
larger companies and their stocks are more liquid. The more information available about
the company and more liquid stocks, the lower the perceived risk in the enterprise, the
lower the equity risk premium is realized. These results strengthen the statement of Banz
(1981) that there are negative effects between firm size and average return. Therefore,
this variable has the expected negative sign. Consistent also with the results of Boone, et
al. (2008) which stated that the firm size negatively affect the equity risk premium. Based
on the above description then proposed a second hypothesis is:

H2: Firm size negatively affects the Equity Risk Premium.
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2.4 Book to Market Equity Ratio and Equity Risk Premium

Book to market equity ratio is a ratio used to find firm value by comparing the book value
of the company's market value. The book value is calculated by looking at historical cost
or value of its accounting firm, while the market value reflected in the company's stock
price. Gebhardt, et al. (2001) states that the ratio of book to market equity is the most
important variable in explaining firm value. Consistently market requires a higher
discount rate for companies that have a book to market equity ratio is high.

Moreover, Fama and French (1992) interpreted the book to market equity ratio as a risk
factor for equities, that is, the higher the book-to-market equity ratio, the higher the risk
of equity. Therefore, this variable has the expected positive sign. In accordance with the
results of Boone, et al. (2008) which states that the book-to-market equity significantly
positive effect on the equity risk premium. Based on the results of research on the third
hypothesis proposed is:

H3: The ratio of book to market equity has a positive effect on the Equity Risk
Premium.

2.5 Leverage and the Equity Risk Premium

Leverage ratio is the ratio between total debt to total assets. This ratio calculates how far
the funds provided by creditors. High ratio means that firms use financial leverage
(financial leverage) is high. The use of high financial leverage will increase the
profitability of the share capital quickly, but on the contrary, if sales are down, earnings
of capital stock will decline rapidly as well. The risk of companies with high financial
leverage will be higher as well (Hanafi and Halim, 2000). Bhandari (1988) suggest that
leverage has a positive relationship to the level of expected return. Findings stated that
stocks with high leverage ratio value has a relatively high level of return on its market
beta. High leverage ratio is a signal to distinguish between good companies and bad,
because only a healthy and strong company that could owe to bear the risk. The high level
of leverage will increase the likelihood of insolvency (bankruptcy) and will further
increase the risk of the company, according to the statement Baxter (1967) in the Fama
and French (1992) that the addition of debt to a certain point will increase the value of the
company, but when passing through the optimal point, the addition of debt will lead to
bankruptcy, thus decreasing the value of the company.

In addition, Gebhardt, et al. (2001) states that higher levels of financial leverage is
expected to increase the perceived risk and increase the company's equity risk premium.
Consistent with Boone et al. (2008) who find that leverage is significantly positive effect
on the equity risk premium. Based on the findings above, the fourth hypothesis proposed
is:

H4: Leverage has a positive effect on the Equity Risk Premium.

2.6 Beta and Equity Risk Premium

CAPM assumes that there is a linear relationship between the ERP in an asset with
systematic risk or beta. Based on the CAPM, the variation rate of return of shares that are
expected to occur can be explained by the beta (Lin, 2009).

Beta is a measure of systematic risk of a security or portfolio relative to market risk
(Jogiyanto, 2000). Beta stocks are used to determine how much risk there is in a stock.
Beta value of the securities described the volatility of returns on market returns.
Normally, the beta of a stock tends to approach one. Stocks with a beta greater than one
stock is very sensitive to market changes, such shares are referred to as the aggressive
stock, fluctuations in stock returns is greater than the fluctuations of the market return.
Conversely, if the beta is smaller than one then the stock is not sensitive to market
changes, called defensive stocks, fluctuations in stock returns is smaller than fluctuations
in the market return (Hanafi and Halim, 2000).
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In the equilibrium model CAPM, beta values greatly affect the expected return rate, the
higher the beta value and the market return, the higher the return required by investors.
As a result, the beta is expected to correlate positively to the expected level of return.
Boone, et al. (2008) found that beta-significant positive effect on the equity risk
premium. Based on the above description then the fifth hypothesis is:

H5: Beta has a positive effect on the Equity Risk Premium.

2.7 Quality of Earnings and the Equity Risk Premium

The quality of earnings may be indicated as the ability of earnings information to respond
to the market. In other words, profits are reported to have a response force. The strong
market reaction to earnings information indicates that reported earnings quality. Earnings
quality is measured by the value of discretionary accruals (DACC). In calculating the
DACC, used Jones Model (1991) which has been modified by Dechow and Dichev
(2002) in Boone, et al. (2008). Model calculations are as follows:

TACC,, = EBXT,, — OCF,,
TACC,, ( 1 ) ({aREV“ - &REE”)) (PPE” )

=0y 1+ a ey | | e
Th 1 Ty TA 1 TA tm

1 (AREV, — AREC,,) PPE,,
NDACC, = o, | =—— | + +oy | ———
TA'.-E-:I. J . \ T‘J‘..-'.-l TJ&‘I.-L-i

TACC
DACC, = — = — NDACC,,

it—1
Keterangan,
DACC,  : Discretionary accruals firm i period t
TACC,,  : Total accruals firm i period t
EBXT,, : Income before extraordinary item of period t firm i
OCF;, : Operating cash flow firm i period t
TA; .y : Total assets of company i period t - 1
AREV;, : Changes in Revenue i period t
AREC,,  :Change in receivables company i period t
FFE;, : The value of fixed assets of company i period t

NDACE, : Nondiscretionary accruals firm i period t

Firms with high accruals indicate earnings of low-quality firm, and vice versa. Francis,
LaFond, Olsson, and Schipper (2004) investigated the relationship between the quality of
earnings and the equity risk premium indicates that the higher the quality of corporate
earnings, the lower the equity risk premium of the company. Research results show that
the decline in the quality of earnings has increased the role of equity risk premium. In
addition, Leuz and Verrecchia (2005) stated that high quality will improve cash flow and
lower capital costs. This will reduce the company's equity risk premium. Consistent also
with the results of Boone, et al. (2008) which states that the higher accrual earnings
showed a low-quality companies that will lower the company's equity risk premium.
Based on the results of these studies proposed the sixth hypothesis is:

H6: the quality of earnings negatively affects the Equity Risk Premium.
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3. RESEARCH METHOD

3.1 Sample Selection

The sample used in this study were manufacturing companies listed on the Indonesia
Stock Exchange with the observation period in 2006, while data that is needed is a
manufacturing company that is listed on the Indonesia Stock Exchange from 2005-2008.
Selection of the sample using purposive sampling method with k riteria used are:

1. The company does not lose in the first year and second year after the observation
period, in accordance with the terms of ERP calculation approaches Easton
(2004) that the value of ; ., EPS> EPS (.. 0;

2. In 2006 the company's equity is positive. Point is based on the assumption that
companies that have negative equity has been impacted by economic events that
is temporary in nature (Hermeindito, 2008). It can be concluded if the events do
not occur then the equity is negative, this will have an impact on investor
assessment of the performance of the company in general, so it is estimated that
the condition is not good in predicting the company's ERP.

3. Beta company in 2006 is positive. Point is based on the statement of the Hanafi
and Halim (2000) that theoretically if the beta of a stock is negative, the required
return for stocks will be smaller than the risk-free return. It can be concluded that
the negative beta can not identify the size of the ERP in the company.

4. The company is not delisted during the period of 2006 and year ending December
31;

5. The Company has issued and published audited financial statements in a row and
have the necessary data during the study. The data used in this study are the
independent auditors' report and financial statements of companies in 2005-2008,
as well as daily stock prices and JCI in 2006.

3.2. Variable Definition and Measurement Research

3.2.1 Dependent Variables

Dependent variable in this research that equity risk premium (ERP), is a major
component of the expected return demanded on risky investments. Expected return is an
important determinant of the cost of equity and capital costs, an important input in
financial analysis and valuation firm (Demodaran, 2009). In this study, the ERP is
calculated using the approach Easton (2004) based Model-Ohlson & Juettner Nauroth as
follows:

R*-R(DPS,, /P)-(EPS,, ~EPS,,)/R, =0

Description:

P; = current stock price

EPSi+1 = forecast EPS a year to come
EPS;., = forecast EPS two year to come
DPS;q = forecast DPS a year to come

From these equations will produce two values R with two different signs. By law Easton
(2004), the estimated R pgg, t +2 EPS> EPS ¢ 41> 0 so that the value of having a positive
sign that will be taken.

3.2.2 Independent Variables
The independent variables include the following:

1. Auditor Tenure (TENURE)
The period of assignment the auditor is a dummy variable, firms are grouped into two
groups, namely companies that change auditors and do not change auditors. A value of 0
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is given to companies that do not change auditors during the period of observation, while
the value 1 for firms that change auditors.

2.  Company size (UP)
Size firms measure with the natural logarithm of total assets of the company that became
the sample of this study.

[ UP=LnTA; ]

3. Ratio Book Value To Market Value Of Equity (BTP)
Ratio Book Value to Markets of Equity measured by dividing the book value of equity at
the market value of equity.

Book value of equity;
Market Value of Equity;

BTP =

4. Leverage ratio (LEV)
Leverage ratio is measured by dividing total debt to total assets.

LEV = Total Debt,
Total Asset;

5. Beta (BETA)

Beta value is obtained by dividing the covariance of firm returns and market returns (Cov
R i R wm) on the market return variance (Var R v Covariance of return the company and
the market return (Cov R ; R\ can be calculated by the following formula (Hanafi and
Halim, 2000):

€ov Ry Ry =

Description:

R i = return stock i in period t

E (R iy = average stock return in period t
R ¢ = market return in period t

E (R my = average stock return in period t
x = Number of enterprises into the sample

Z(Ryp=E(Ryp) J(Rpge=E(Rygp))
x

Value of stock return variance (Var R obtamed by the formula:

Var Rye = ) (Rue = ERy))’

So the formula to find the beta is:
g = Cov BBy

l'arRMc

6. Earnings quality (EQ)

Earnings quality is measured by using the approach Jones Model (1991) which has been
modified by Dechow and Dichev (2002). Model calculations are as follows:

T.»‘-‘;I::l::1 = EEIZ".."I"H -_— CICF:1

TACC,, . ( 1 ) o ({.ﬁRExﬂlt - aREch)) . (PFE-[I ) }
= Y T e T &
TAyy \Thyeq) TA; s \PA .S "

1 (AREV,, = AREC, PPE,
NDACC,, = ( )n oo (( - "}) + a5 ( - )

Thy1 Th;-1 Thigmy,
TACC,,
DACC, = ——* — NDACC,
it=1
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Keterangan,

DACC, : Discretionary accruals firm i period t

TACC,, : Total accruals firm i period t

EBXT,, : Income before extraordinary item of period t firm i
OCF,, : Operating cash flow firm i period t

TA; =1 : Total assets of company i period t - 1

AREV,.  :Changes in Revenue i period t

AREC,.  : Change in receivables company i period t
FFE,, : The value of fixed assets of company i period t
NDACC,, : Nondiscretionary accruals firm i period t

discretionary accrual values are high (above the mean) showed a low-quality firm's
profits, and vice versa, if the value of discretionary accruals is low (below the mean)
showed a high-quality corporate profits.

3.3 Analysis Method
Testing of the hypothesis in this study using multiple regression analysis with regression
equations used to test hypotheses are:

ERP, = @ — 3,TENURE, — 8,SIZE, + f3BM, + B,LEV, + f;BETA, — B.EQ,

keterangan:

ERP; : Equity Risk Premiun company in period t

o : constant coefficient

B1-6 : Regression coefficients of independent variables
TENURE; : Substitution auditor in period t t

SIZE; : The size of firms in period t

BM; : Book-to-market equity ratio in period t

LEV, : leverage ratio of firms in period t

BETA, : Beta firm in period t

EQ: : Quality of earnings firm in period t

4. RESULTS AND DISCUSSION

4.1 Research Sample

The sample in this study was chosen based on criteria that have been established. Total
companies listed in Indonesia Stock Exchange as many as 344 companies in 2006. Of
these there are 134 companies (39%) that fall into the category of manufacturing
companies and is the population of the study sample selection. Of the total 134 companies
will be selected companies that will be sampled based study sample selection criteria
previously mentioned. Based on this observation, as many as 93 companies (27%)
excluded because they do not meet the criteria. Total company that became the study
sample were as many as 41 companies or 12% of the total companies listed in Indonesia
Stock Exchange and by 34% of the total manufacturing enterprise.

4.2 Hypothesis Testing Results

The study consisted of 6 (six) hypothesis is tested to see the effect of auditor changes
(TENURE), firm size (SIZE), Book to Market Equity (LN _BM), leverage (LN _LEV),
Beta enterprises (LN_BETA) and earnings quality (EQ) Equity Risk Premium of the
company.
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Table 1
The results of hypothesis testing

Variablel Dependent (ERP)

Independent Variablel B t , Sig
(Constant) -, 347 -, 138 , 891

TENURE , 887 1.343 , 187

SIZE -, 139 -, 812 , 422

BM , 584 1.913 , 063 **

LEV , 686 1.739 , 090 **

BETA -, 317 -1.825 , 076 **

EQ -, 176 -, 383 , 703

R’ 279

F-Test 2.448

Sig F , 042 ***

** Sig at level 10%
*** Sig at 5% level

Table 2 shows that the change of auditors do not have a significant effect on the equity
risk premium. This means that there is no difference equity risk premium to companies
that change or not change auditors. These results are inconsistent with the original
prediction that states that the auditor perngantian can affect large and small ERP
companies. This is due to negative investor outlook toward the turn of the corporate
auditors, they consider companies that change auditors have a disharmony between the
parties manajamen previous auditors of the company. This disharmony eventually lead to
a conflict so the company decided to replace its auditors. Change of auditors will be seen
as an act of corporate investors to cover the conflict between the auditor prior to the
management company. This conflict can be caused because of the possibility of a long
opinion by the auditor that does not correspond with the wishes of company management
or due to other factors associated with company policy that no longer approved by the
auditors.

These results failed to support the research conducted by Boone, et al. (2008) which
states that the longer the auditor's assignment will lead to a decreased integrity of
financial statements so that the equity risk premium will come down. The results of this
study are also inconsistent with the statement Febrianto (2008) that the quality of audits
will increase when the auditor is replaced periodically, with the aim to minimize the risk
of economic dependence of auditors on the company, the less risk will be followed by the
equity risk premium of the smaller companies. In addition, Diaz (2009) who analyze the
market reaction to the announcement of a public accounting firm at the turn of a public
company in Indonesia found that companies that change auditors experienced negative
abnormal stock returns are also not supported.

Test results also indicate that company size has no significant effect on the equity risk
premium .. Company size does not significantly affect the ERP suggests that investors in
the Indonesian Stock Exchange has not used company size as measured by total assets as
a basis for decision making. Komalasari (2000) in Amurwani (2006) showed that the
decline in greater information asymmetry experienced by large companies than small
companies. This leads to differences between the information obtained by the more-
informed investors are less informed investors, the result would lead to transaction costs
on the company and reduces the expected liquidity in the stock. This will certainly affect
the decisions of investors in investing.
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These results do not provide support for the results of research conducted by Gebhardt, et
al. (2001) who found that the publicly available information on the company's
increasingly larger and more liquid stock they will lower the perceived risk in the
company, the equity risk premium will lower. It also does not support research Boone, et
al. (2008) which states that firm size negatively affect the equity risk premium.

Other test results showed that the book-to-market equity has a significant positive effect
on the equity risk premium. The results of this study, consistent with previous research
which states that the book-to-market equity significantly positive effect on the equity risk
premium (Boone, et al., 2008). These results are also consistent with research conducted
by Fama and French (1992) who interpret the book to market equity ratio as a risk factor
for equities, that is, the higher the book-to-market equity ratio, the higher the risk of
equity in the company. but it also strengthens the research Gebhard et al. (2001) who
found that the ratio of book to market equity has a strong influence on the equity risk
premium, it is reflected in the market that consistently apply a high return for firms with
book-to-market equity ratio smaller than one or in a state is growing ..

The study also found that leverage has a significant effect on the equity risk premium.
The results of this study, consistent with previous research which states that leverage is
significantly positive effect on the equity risk premium (Boone, et al., 2008). These
results are also in accordance with Gebhardt, et al. (2001), higher levels of financial
leverage is expected to increase the perceived risk and increase the company's equity risk
premium, also in accordance with the opinion of Baxter (1967) in the Fama and French
(1992) stated that the addition of debt to a certain point will increase the value of the
company, but when passing through the optimal point, the addition of debt will lead to
bankruptcy, thus decreasing the value of the company. Baxter's statement reinforced by
the results of his research which found that companies with high leverage ratios have a
positive influence on the risk of the company.

The results of this study also suggests that beta has a significant negative impact on the
equity risk premium. These results are consistent with previous research which stated that
based on the concept of CAPM, the higher the beta the higher the risk will increase the
equity risk premium and the company, research results that significant positive effect of
beta of equity risk premium (Boone, et al., 2008 ). These results also support research
conducted by Fama and French (1992) which examined the U.S. capital markets from
1963 to 1990, found that beta has little ability to explain the expected return on stocks. In
addition, Martin and Lilo (2003) found that there is no influence between the average
return expected by the company beta on emerging markets. This is also strengthened by
the results of research Bekaert, et al. (1997) that examines the burgeoning markets in 27
countries the period July 1991 - June 1996.

But this study found no effect of earnings quality on equity risk premium. This means
that there is no difference between the equity risk premium-quality companies with high
earnings and firms with low earnings quality. The results are not significant is because
investors consider companies that have high-quality earnings will have a low return rate
as a result of a low risk. This makes investors (risk averse) become less motivated to
invest in shares in the company.

These results are consistent with previous research which states that the higher accrual
earnings showed a low-quality companies that will lower the company's equity risk
premium (Boone, et al., 2008). It also supports research Francis, et al. (2004) which
examined the cost of equity and earnings attributes found that the higher the quality of
corporate earnings, the lower the equity risk premium of the company.

4.3 Assessing Goodness of Fit (F test) A Model
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The accuracy in estimating the regression function can be measured actual value of his
Goodness of Fit. Statistically, at least it can be measured by the coefficient of
determination and statistical value of F. The coefficient of determination (R * was
essentially measures how much the ability of models to explain variation in the dependent
variable. Based on multiple linear regression to test the research model by using the ERP
variables R * values obtained his value by 0.279 or 27.9%. Thus it can be concluded that
16.5% of the variation can be classified by the ERP variables TENURE, SIZE, BM, LEV,
BETA and EQ, while the remaining balance of 83.5% is explained by other variables
outside the model.

Based on the results of testing on the F statistical test carried out by using the ERP
dependent variable and six independent variables consisting of TENURE, SIZE, BM,
LEV, BETA and EQ obtained F value of 2.448 significant at a = 0.05 means that the
regression model is good enough to predict the Equity Risk Premium companies sampled
in this study.

5. CONCLUSION, IMPLICATIONS, LIMITATIONS, AND SUGGESTIONS

5.1 Conclusion

This study found that book to market equity and leverage effect on the equity risk
premium is positively and significantly, while the beta effect on the equity risk premium
is negative and significant. These findings indicate that the equity risk premium increases
when the ratio of book to market equity increases, because the ratio of book to market
equity is higher indicates that the company does not grow, so the company will be high
risk. Likewise with a higher leverage ratio indicates that the company is experiencing
financial difficulties and it will increase the risk of the company. While the beta indicates
that if high beta, equity risk premium will be low, it may be influenced by the emerging
markets in Indonesia.

5.2 Implications of Research Findings

Although in this study is the assignment of auditors had no significant, but based on
previous research can be said that the change of auditor will affect the perception of
investors about the quality of audits and their belief in the integrity of financial
statements. The study is expected to be a consideration for decision makers in
determining the rules regarding change of auditors at the company.

The study is expected to be a consideration in investment decisions of investors.
Although this study shows that the equity risk premium is not affected by all the
independent variables, previous research (Boone, et al., 2008) showed that all
independent variables in this study, namely TENURE, SIZE, BM, LEV, BETA and EQ
can affect the equity company's risk premium significantly. Nevertheless, the discussion
of this study stated that the term of office of the auditor will affect the integrity of the
company's financial statements, company size and earnings-quality companies that
increasingly will affect the risk (increases or decreases) that will be faced by the
company. otherwise it can be concluded that the systematic risk (beta), the ratio of book
to market and leverage will affect the company's change in equity risk premium.

5.3 Limitations of Research
The limitations in this study are as follows:
1. Sample of firms in the study is limited. This is because the criteria that must be
met in order for these companies can be used as a sample of this research.
2. Period of this study included only 1 (one) year of observation so that the ERP
calculation is less able to represent changes in broader ERP in previous years.
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3. Announcement of change of auditors is not all published, so that could be used in
the study just published in the auditor change announcement.

4. The way the grouping for the variables TENURE based only on companies that
replace and not replace, without considering the tenure of the auditor has audited
the company.

5.4 Suggestions for further research

1. It is recommended for further research in order to take samples from different
types of companies such as finance companies or service companies that can be
seen how the independent variables in this study affect the dependent variable for
this type of enterprise services and finance.

2. Extend the observation period of the study to obtain a more accurate calculation
of the ERP that is expected to further explain the ERP and the factors that
influence it.

3. It is recommended also for further research in order for the variable TENURE
grouping based on the length of the assignment the auditor has audited the
company, in order to obtained better results.
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