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ABSTRACT

This study aimed to determine the effect of profitability and corporate financial distress on auditor
turnover in Indonesia. This study uses descriptive and verification methods with a quantitative
approach. The population used in this study are 56 annual financial statements of Manufacturing
Companies in the Pharmaceutical Sub-Sector listed on the Indonesia Stock Exchange. The results
showed that profitability had a significant effect on auditor turnover. This indicates that the
profitability of a developed company has substantial funds to replace a better auditor. While the
company's financial distress has no significant effect on auditor turnover, the change of auditors will
ensure the company's financial condition so that auditor changes will not be carried out when the
company is in financial distress. The impact of this research is that manufacturing companies can
consider this when deciding to change auditors.
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INTRODUCTION

The issue of auditor independence, on the one
hand, occupies a central position in the auditing
literature, but on the other hand, it is also the
issue that most often triggers debates regarding
auditor rotation. This auditor rotation is related
to the company's actions to change auditors
(auditor switching). The phenomenon of auditor
turnover began to be investigated in the United
States in the 1970s since many auditor changes
existed. AICPA (American Institute of Certified
Public Accountants) agrees that auditor turnover
is the main problem faced by CPAs (Ely, 2021).
Auditor rotation is related to the company's
actions to change auditors (auditor switching).
One of the benchmarks for a company to change
auditors is profitability. Because the company's
financial performance is improving, it feels able
to pay for another KAP that may have better
quality than the KAP it uses. The company's
financial distress (financial distress) is a
condition that 1is experiencing financial
difficulties or threatened with bankruptcy. In this
situation, a company will generally tend to
change auditors. The condition of client
companies experiencing financial difficulties
tends to impact increasing caution and
evaluating auditor subjectivity. Anggadini (2017)
states that bankruptcy will not occur if the
company can anticipate and make strategies to
deal with bankruptcy if bankruptcy actually
occurs to the company. The company's financial
difficulties are measured or proxied by using DER
(debt to equity ratio), which is a ratio that
describes the company's ability to meet all of its
obligations with its own capital. The larger the
DER ratio indicates a larger composition of debt
than equity, which indicates the deteriorating
performance of the company.

Surtikanti  (2021) which states that
profitability can affect auditor turnover if the
company obtains an increase in profitability, the
company experiences growth in its company,
thus companies that are experiencing growth
will tend to make changes. This research expands
the object and population from several previous
studies. Anggadini et all, (2015), suggest that
profitability has an effect on auditor turnover,
Wijaya & Rasmini (2015) company financial
difficulties have a positive effect on auditor
turnover. Meanwhile, according to Iman
Sarwoko (2016) the company's financial
difficulties have a negative effect on auditor

turnover. Suryana & Surtikanti (2020) and
Pradhana, M. A. B,, & Suputra, I. D. (2015) in their
research found that the company's financial
difficulties had no effect on auditor turnover.
Surtikanti (2020) explain that profitability has no
effect on auditor turnover.

Therefore, this research was conducted
because it has differences with previous studies
that are used as novelties in this study, namely
the indicators studied from the profitability and
financial distress variables, unit analysis and
making periodic financial statements. These
indicators are used to measure the impact of the
use of return of assets and debt on equity ratio on
the auditor switching by using regression logistic
analysis methods through descriptive and
verification analysis approaches. The study used
multiple regression analysis to measure the
magnitude of the impact of independent
variables. Furthermore, in providing an overview
and testing the acceptance or rejection of
hypotheses, using descriptive and verification
analysis approaches.

LITERATURE REVIEW
Profitability

According to Surtikanti (2020), the
Profitability ratio is the ratio to measure a
company's ability to make a profit. This ratio
also measures the level of management
effectiveness of a company. In this study, the
measure of profitability was measured using
ROA. Ratio ROA in financial analysis has a very
important meaning. That is one of the
comprehensive techniques.

Return on Total Asset (ROA). This ratio looks
at the extent to which the investment that has
been invested is able to provide the expected
profit. And the investment is actually the same
as the company's assets that are invested or
placed. The formula is:

Earning After Tax (EAT)
Total Asset

Financial Distress

According to Blaga & Jozsef (2014), the stage
of decline in financial condition occurs before
bankruptcy or liquidation. Financial distress
begins with the inability to fulfill its
obligations, especially short-term obligations,
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including liquidity obligations, and also
includes obligations in the solvency category..
Financial distress problems can be measured
or projected using DER (debt to equity ratio):

Total Liabilities
DER =

Total Shareholders’

Description:
e DER = Debt to Equity Ratio
e Total Liabilities = Total Debt

e Total Shareholders' Equity = Total Own
Capital
The researcher uses the DER to assess debt
with equity and describe the extent to which the
owner's capital can cover debts to outsiders.

Auditor Switching

According to Levinthal and Fichman (1988),
Auditor switching is defined as a change in a
firm’s auditor tie from one year to the next.
Specifically, if a firm in the following year (time t
+ 1) retains a different auditor from that in the
current year (time t), then a firm is coded as
switching auditors at the current year

The ROA (return on assets) ratio measures
profitability that affects auditor turnover. The higher
the ROA value, the better the effectiveness of the
company's management in managing assets so that its
business prospects will also be better (Putra, 1. W. D.
W. (2014)). This will make the company change from
a small KAP to a large KAP so that the new KAP can
accommodate the expansion that occurs in the
company.

Research conducted by Anggraeni (2021) suggests
that a better ROA indicates a good business prospect
which encourages changing the KAP to a more
reputable one.

According to research by Sanulika, A. (2018), it is
stated that there is an influence between the
company's profitability on the company's decision to
change to a KAP that has more names.

Meanwhile, according to Salim, I. F. (2020) and
Ruchana, F., & Khikmah, S. N. (2020) profitability
that affects auditor turnover is measured using the
NPM ratio (net profit margin). The larger the net profit
margin, the more investors like the company because
it shows the company is getting good returns that
exceed the cost of goods sold. The large level of

company profits generated the company is able to hire
a higher quality KAP.

The Effect of Profitability and Corporate Financial
Distress on Auditor Turnover, so that hypotheses
can be proposed, namely:

e H;: Profitability has a significant effect on
auditor turnover;

e H,: The company's financial difficulties
have a significant effect on the change of
auditors.

METHODOLOGY

This study uses descriptive and verification
methods with a quantitative approach. This
research aims to objectively provide an overview
or description of a situation and re-examine
previous studies' results to verify the truth of
previous research results. This type of research is
quantitative because the quantitative approach
focuses on symptoms that have certain
characteristics and the nature of the variables
and is analyzed using an objective theory.

In this study, the descriptive verification
method with a quantitative approach is used
to test the auditor turnover variable (Y), which
is influenced by the profitability variable (X:)
and the company's financial difficulty variable
(Xz), and to test the theory by testing a
hypothesis whether it is accepted or rejected.

The population used in this study are 56
annual financial statements of Manufacturing
Companies in the Pharmaceutical Sub-Sector
listed on the Indonesia Stock Exchange in the
2017-2021 period, consisting of balance
sheets and income statements. The researcher
used a purposive sampling method. So the
number of samples used in this study were 50
Financial Statements of Manufacturing
Companies in the Pharmaceutical Sub-Sector for
the period 2017 to 2022, which came from 10
companies. This study's model and hypothesis
testing were carried out using logistic
regression. The reason for using logistic
regression is because of the qualitative
variables. In addition, the dummy variable is
categorical or nominally dichotomous (it only
has 2 values, namely 1 for changing KAP and 0O
for not changing KAP).

Logistic regression is actually similar to the
discriminant analysis in that we want to test
whether the probability of the occurrence of
the dependent variable can be predicted with
the independent variable (Sekaran & Bougie,
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2020). In this study, logistic regression was
used to examine the effect of profitability and
company financial difficulties on auditor
turnover. The logistic regression model in this
study is as follows:

In-£-=a+ b,ROA + b,DER + ¢
1-P

P _ .

Ln — = Auditor Change

ROA = Profitability

DER =  Company Financial
Difficulties

a = constant

£ = Error Term

Hypothesis testing was carried out by

multivariate analysis using logistic regression, in
which the independent variable was a
combination of metric and non-metric
(nominal). This analysis technique no longer
uses the normality and the classical assumption
tests on the independent variables (Sekaran &
Bougie, 2020).

The first analysis assesses the model's
overall fit to the data. The statistics used are
based on the Likelihood function. The
likelihood (L) of the model is the probability
that the hypothesized model describes the
input data. To test the null hypothesis and the
alternative hypothesis, L was transformed
into -2LogL.

With an alpha of 5%, the method of assessing
the fit of this model is as follows:

1. Ifthevalue of -2LogL < 0.05 means that the
model fits the data.

2. Ifthe value of -2LogL > 0.05 means that the
model does not fit the data.

Table 1: Estimated Value of Logistics Regression

There is a reduction in the value between
the initial -2LogL (initial -2LL function) and
the -2LogL value in the next step, indicating
that the hypothesized model fits the data
(Sekaran & Bougie, 2020).

The feasibility of the regression model was
assessed using Hosmer and Lemeshow's
Goodness of Fit Test. Suppose the statistical
value of Hosmer and Lemeshow's Goodness of fit
is greater than 0.05. In that case, it means that
the model is able to predict the value of the
observation, or it can be said that the model is
accepted because it is in accordance with the
observation data. (Sekaran & Bougie, 2020)

Cox and Snell's R Square is a measure that tries
to imitate the size of R Square in multiple
regression, which is based on the likelihood
estimation technique with a maximum value of
less than one, so it is difficult to interpret. To be
able to get a coefficient of determination that
can be interpreted as the value of R2 in multiple
regression, the Nagelkereke R Square is used.
Nagelkereke's R Square is a modification of the
Cox and Snell R Square coefficients to ensure
that its value varies from O to 1. This is done by
dividing the Cox and Snell R Square value by its
maximum value (Sekaran & Bougie, 2020). A
small value means that the ability of the
independent variables to explain the variation of
the dependent variable is very limited. A value
close to one means that the independent
variables provide almost all the information
needed to predict the dependent variables.

RESULTS AND DISCUSSION

The following presented logistics regression
results calculated using the program SPSS 21.0.

Variables in the Equation

B S.E. Wald df Sig. Exp(B)
Step 1° | ROA 5,005 2,529 3,918 1 0,048 149,225
DER 1,274 0,913 1,945 1 0,163 3,574
Constant -4,780 1,394 11,762 1 0,001 0,008

a. Variable(s) entered on step 1: ROA, DER.

Source: Results of data processing

Table 1 shows the logistic regression that
explains the effect of profitability and company

financial difficulties on auditor turnover as
follows:
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Ln %= ~4780 + 5,005 ROA + 1,274 DER

The estimated value of the logistic regression
presented in the regression equation above
cannot be interpreted directly as in the usual
linear regression model. Still, the estimated value
of the logistic regression equation can be
interpreted from the value of Exp (B) or
commonly referred to as the odds ratio value.
The interpretation of the odds ratio value
obtained is as follows:

Table 2: Likelihood Ratio Test

Iteration History

a) The value of the odds ratio for ROA is 149.225
with a positive regression coefficient which
indicates that the higher the company's ROA,
the company's opportunity to change
auditors will increase by 149.225.

b) The odds ratio for DER is 3.574 with a
positive regression coefficient which
indicates that the higher the company's DER
value, the company's opportunity to change
auditors will increase by 3.574.

a,b,cd

Coefficients
Iteration -2 Log likelihood Constant ROA DER
Step 1 1 26,153 -2,277 2,028 ,359
2 20,372 -3,570 3,647 ,767
3 19,362 -4,422 4,624 1,117
4 19,285 -4,743 4,967 1,258
5 19,284 -4,780 5,005 1,274
6 19,284 -4,780 5,005 1,274

a. Method: Enter
b. Constant is included in the model.
c. Initial -2 Log Likelihood: 23,397

d. Estimation terminated at iteration number 6 because parameter estimates changed by less than

,001.
Source: Results of data processing

In table 2, it can be seen that there was a
decrease in the value of -2 Log L at step 0 from
23,397 to only 19,284 in step 1. These results
indicate that the hypothesized model fits the
data, or in other words, the addition of
independent variables can improve the model to
become more fit, which means that all the

independent variables included in the logistic
regression model affect the possibility of the
company to change auditors.

The results of hypothesis testing are presented
in the following table:

Table 3: Wald Test Effect of ROA on Auditor Change

Variable

Wald thabel Sig.

Keputusan

Kesimpulan

X1—>Y

3,918 3,841 0,048

0,05

Ho ditolak

Signifikan

Source: Results of data processing

Table 3 shows that the significance value
obtained is 0.048 and less than 0.05, so with a
95% confidence level, it was decided to reject Ho
and accept Ha. These results show that ROA has

a significant effect on auditor turnover.
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Table 4: Wald Test Effect of DER on Auditor Change

Variabel Wald

thabel Sig-

o Keputusan Kesimpulan

X—Y 1,945 3,841 0,163

0,05 Ho diterima Tidak Signifikan

Source: Results of data processing

Table 4 shows that the significance value
obtained is 0.163, much greater than 0.05, so
with a 95% confidence level, it was decided to
accept Ho and reject Ha. These results show that
DER does not significantly affect auditor
turnover.

The Nagelkerke R Square coefficient can be
interpreted as the R Square value in the ordinary
linear regression model. Based on the results of
data processing using the SPSS 21.0 program, the
following results were obtained:

Table 5: Coefficient of Determination Nagelkerke R Square

Model Summary
Step -2 Log Cox & Snell R Nagelkerke R
likelihood Square Square
1 19,284° ,071 ,207

estimates changed by less than ,001.

a. Estimation terminated at iteration number 6 because parameter

Source: Results of data processing

In table 5, it can be seen that the Nagelkerke R
Square value obtained is 0.207. These results
show that ROA and DER together contribute an
influence of 20.7% on the possibility of a
company changing auditors, while the remaining
79.3% is a significant contribution of influence
given by other factors not examined.

DISCUSSION
The Effect of Profitability on Auditor Changes

There is a positive relationship between
profitability and auditor turnover. That is,
profitability has a strong relationship with
auditor turnover, and it can be said that
profitability is proportional to auditor turnover.
If profitability increases, the company will
change auditors because the company has more
funds to pay for a new, higher-quality KAP. So
that there is an influence between profitability
on auditor turnover in the Pharmaceutical Sub-
Sector Manufacturing Companies listed on the
Indonesia Stock Exchange.

The main factor that influences a company to
change auditors is profitability. Profitability is a
ratio that describes the company's ability to earn
profits through all capabilities and existing
sources such as sales activities, cash, capital,
number of employees, number of branches, and

so on Anggraini,H.et.all. (2021). So, in order to
earn above-average profits, management must
be able to increase revenues and minimize
expenses.

The magnitude of the profitability of a
company indicates that the company has large
funds to replace a better auditor. Research
conducted by Anggadini et al. 1. (2021) and
Surtikanti et al. 1 (2022) concludes that if the
company increases its profitability, it
experiences growth in its company; thus,
companies that are experiencing growth will
tend to change auditors.

Research conducted by Salim, I. F. (2020). and
Surtikanti. S. (2020) states that profitability that
affects auditor turnover is measured using ROA.
The higher the ROA value, the better the
effectiveness of the company's management in
managing assets so that the business prospects
will also be better. This will make the company
change from a small KAP to a large KAP so that
the new KAP can accommodate the expansion
that occurs in the company.

The Effect of Company Financial Distress on
Auditor Change

The results of testing the company's financial
difficulties on auditor turnover indicate that this
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hypothesis cannot be accepted. So there is no
relationship between the company's financial
difficulties and auditor turnover. This means that
the company's financial difficulties do not have a
strong relationship with the change of auditors,
and it can be said that the company's financial
difficulties are not proportional to the change of
auditors.

If the company's financial difficulties increase,
the company will not change auditors because
the company does not have more funds to pay for
a new, higher-quality KAP. The company's
financial distress is a situation where the
company's operating cash flow is not sufficient to
pay off current obligations (such as trade
payables or interest expense), and the company
is forced to take corrective actions. So, the change
of auditors will further complicate the
company's financial condition and the company
will seriously consider the decision to change
auditors (Salim & Rahayu, 2014; Juli Is & mana
Manda, 2018 and Maryani, Respati & Safrida,
2016)

The magnitude of the level of financial
difficulty of a company indicates that the
company chooses an engagement with the old
auditor who already knows the company's
financial condition to increase the confidence of
shareholders and creditors.

Research conducted by Manto and Manda
(2018) and Praptika and Rasmini (2016), Astuti
and Ramantha (2014) on financial distress tend
not to change KAP. This is due to changing
auditors in a company that is too frequent to
increase audit fees. When auditing a client for the
first time, the first thing the auditor does is
understand the client's business environment
and the client's audit risks. This results in high
start-up costs and can increase audit fees. In
addition, the first assignment will also allow for
high errors. An effort to maintain investor
confidence and attract interest in investing is to
use a KAP that can produce higher audit quality
and is more independent.

CONCLUSION AND RECOMMENDATION

Profitability has a significant effect on auditor
turnover while the company's financial
difficulties do not have a significant effect on
auditor turnover in Manufacturing Companies in
the Pharmaceutical Sub-sector listed on the
Indonesia Stock Exchange for the period 2007-
2014. Companies that are experiencing financial

difficulties do not replace the KAP that audits the
company in the hope that the financial
difficulties that occur in the company are not
known to more people, if the company changes
the KAP, more people will know about the
financial difficulties that occur and of course
affect the company reputation in the business
environment.
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