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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 F (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 F is called the 
capital market line (CML). Difference between the expected level of return on market 
portfolio (E (R M)) with the risk-free rate of return (R F) 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:  

iR  = Risk-free asset return rate + risk premium 
( )[ ]fMifi RRERR −+= β  

Description:  
iR   = Rate of return expected  

iβ   = Stock beta  

fR   = Risk-free rate of return of assets 

)( MRE  = Level of the expected market return 
 To obtain a new equation to be used, namely: : 

fi RR −  = iβ  [Equity Risk Premium] 

Equity Risk Premium =    
i

fi RR
β
−

 
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):  

 
Description:  

fi RR −  = Risk premium company i 

iii hs ,,β  = Regression coefficient of firm i 

fM RR −  = 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 β 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):  
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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,  

[ ] 2
122 / REPSRDPSEPSP tttt +++ −+=  

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

( ) ( ) 0// 121
2 =−−− +++ ttttt PEPSEPSPDPSRR  

Description:  
P     = t current stock price
EPSt+1   = forecast EPS  a year to come 
EPSt+2    = forecast EPS  two year to come 
DPSt+1    = 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 PEG) according to Easton.  
 
Equation 3 assumes that abnormal earnings will always be there and will experience 
positive changes in earnings estimates. Rated R, t +2 EPS> EPS t +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 β 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:  
 

 

 
 

 

 
Keterangan, 

 : Discretionary accruals firm i period t 
 : Total accruals firm i period t 
 : Income before extraordinary item of period t firm i 

 : Operating cash flow firm i period t 
 : Total assets of company i period t - 1 
 : Changes in Revenue i period t 
 : Change in receivables company i period t  

 : The value of fixed assets of company i period t  
 : 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 t +2 EPS> EPS t +1> 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:  

( ) ( ) 0// 121
2 =−−− +++ ttttt PEPSEPSPDPSRR  

Description:  
Pt    = current stock price 
EPSt+1   = forecast EPS  a year to come 
EPSt+2    = forecast EPS  two year to come 
DPSt+1    = 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 PEG, t +2 EPS> EPS t +1> 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 = Ln TAt  
   

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.  

 
BTP =  Book value of equityt 

Market Value of Equityt

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

Total Debtt
Total Assett

LEV = 
 
5. Beta (BETA)  
Beta value is obtained by dividing the covariance of firm returns and market returns (Cov 
R i. R M) on the market return variance (Var R M). Covariance of return the company and 
the market return (Cov R i. R M) can be calculated by the following formula (Hanafi and 
Halim, 2000):  

   
Description:  
R it = return stock i in period t  
E (R it) = average stock return in period t  
R Mt = market return in period t  
E (R Mt) = average stock return in period t  
x = Number of enterprises into the sample  
 
Value of stock return variance (Var R M) obtained by the formula:  

 
So the formula to find the beta is:  

 
 

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:  
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Keterangan, 
 : Discretionary accruals firm i period t 
 : Total accruals firm i period t 
 : Income before extraordinary item of period t firm i 

 : Operating cash flow firm i period t 
 : Total assets of company i period t - 1 
 : Changes in Revenue i period t 
 : Change in receivables company i period t  

 : The value of fixed assets of company i period t  
 : 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:  

 
keterangan: 
ERPt  : Equity Risk Premiun company in period t 
α  : constant coefficient 
β1-6  : Regression coefficients of independent variables 
TENUREt : Substitution auditor in period t t 
SIZEt  : The size of firms in period t 
BMt  : Book-to-market equity ratio in period t 
LEVt  : leverage ratio of firms in period t 
BETAt  : Beta firm in period t 
EQt  : 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 2  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 2) 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 2 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 α = 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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