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Information Content Study of the Auditor Switch

Sungkyu Sohn* - Yon Hwa Kim**

Abstract

At the end of 2001, government authority decided that the auditor switch is one of the
very important information and it needs to be disclosed. It requires that auditor
resignment and appointment should be announced through one of the frequent disclosure
for the KOSDAQ and Korean Stock Listed Companies.

Accordingly. this information should be announced beginning 2002. This study investigates
the current trend in auditor switch, and examines whether auditor switch has any
implication in the firm valuation.

First hypothesis tests whether the companies which switched to a high quality auditor
show a positive stock price reaction and the companies which switched to a lower quality
auditor experience a negative stock market reaction.

Second hypothesis tests whether auditor switch due to auditor/auditee disagreement
shows a negative stock price reaction.

Third hypothesis tests whether auditor switch towards a low quality auditor due to
auditor/auditee disagreement experience a more negative stock market reaction than the
auditor change towards a low quality auditor without disagreement.

This study classifies auditor switch into three types, towards higher quality auditor,
lower quality auditor, and the similar quality auditors. We use auditor reputation and size
as a proxy for audit quality and classify Big 5 auditors, Samil, Samjong, Ahnjin,
Younghwa, and Ahnkwon as good quality auditors. Remaining auditors are classified as
low quality auditors. This classification is very subjective but other literature use the

same classification scheme.

* Professor. Yonsei University.
** PH. D. student. Yonsei University.
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Securities and Exchange Commission in U.S. not only requires companies to report
disagreement between auditor and auditee in Form 8K but also specifically define the
disagreement itself. However, our regulation does not require the information transfer
between the former auditor and succeeding auditor. Also, in many cases the reasons for
switch are not fully revealed. This study classifies the companies listed on KSE which
switched auditor in less than or equal to three years as a company with disagreement
between auditor and auditee. In case of the KOSDAQ companies, this duration between
auditor and auditee is set to be two years.

For the empirical tests, we selected 201 companies from the KSE and KOSDAQ and
conducted the event study. Event day is set to be a date when auditor switch is made
public to the market on the Financial Supervisory Service's Dart System. Event period is
set to be between -5 day to +5 day, -3 day to +3, and -1 day to +1 day. Dependent
variable is measured with average abnormal return from the market model and cumulative
abnormal return.

Empirical evidence shows evidence indicating that stock market responds to auditor
switch. Companies which switched to high quality auditor show price increase at 5 percent
significance level. On the other hand companies which switched to a low quality auditor
show price reduction at 10 percent significance level. Companies which switch the auditor
at the same level show no price change.

We conclude that the market uses auditor switch information into consideration in firm
valuation. However, they do not differentiate whether auditors are switched for disagreement
between auditor and auditee or for other reasons.

Key words: Auditor Switch, information content, auditor/auditee disagreement, regulation on
disclosure.
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