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ABSTRACT 

Audit quality can be defined as relating to the probability that financial statements contain no material omissions or misstatements. Previous research on the subject of audit quality relies on the assumption that large audit firms (Big 4) are homogenous in providing higher audit quality than small audit firms (non-Big 4). This paper examines the audited disclosures made during the transition period under FRS 136 of a sample of large Malaysian listed corporations who each have engaged Big 4 auditors. The results find a large cross sectional variation in the quality of disclosures between audit firms, providing contrary evidence to the homogenous Big 4 audit quality assumption.

INTRODUCTION 
Auditors play an important role in assuring the production and issue of high-quality financial reports. The question of whether auditors effectively play this role in ensuring credible accounting information has received episodic attention over time.  The spate of collapses in the early millennium years exemplified by the Enron bankruptcy in 2001 and the related collapse of Arthur Andersen in 2002 triggered a bout of criticism of Big 4 audit firms, their processes and the quality of the audits being performed by them (Francis, 2004). These criticisms were particularly jarring given the traditional perceptions of the high quality of audits performed by large firms (Lam and Chang, 1994).  

That perception is clearly evident in literature relating to audit quality dating back over a span of at least three decades. It appears to have been a long held view that large audit firms provide higher quality audits and offer greater credibility to clients’ financial statements than small audit firms (Lennox, 1999). This aura of quality has been argued to stem not just from the technical expertise and processes brought to bear by larger firms, but also because large firms enjoy better reputations, have higher brand equity and are likely to be highly concerned to protect these (DeAngelo, 1981). In addition, larger audit firms have generally been viewed as being more independent and being seen to be more independent of their clients (Dopuch, 1984). 

This assumption may be very strongly founded on average. Yet in the domain of financial reporting there exist key inflection points where an accumulation of prior technical expertise is either rendered redundant or at least degraded substantially in its worth. A notable trigger point for this form of disruption is the transition from one regulatory regime or framework to another.  

DATA AND METHODOLOGY
All reporting entities with reporting dares commencing on or after 1 January 2006 are required to comply with FRS 136’s requirements. Thus, 2006 represents the first reporting period for Malaysian companies during which it was mandatory to apply FRS 136. The commencing sample for the research was the 100 constituent firms which comprised the FTSE Bursa Malaysia Index as at 2006.

To facilitate analysis of the final research sample, the thirty four companies were divided into six groups comprising organizations with related principal lines of business. At the date of sampling, the thirty four companies included in the final sample controlled assets valued at RM 572,393 million, which included goodwill of RM 31,202 million. An overview of the research sample broken down by assigned sector, the ringgit Malaysia value of company assets within the sector, and the ringgit Malaysia value of goodwill for each sector is shown in Table 1, below. 

Table 1– Overview of Research Sample
	Sector
	Total Assets

(RM million)
	Total Goodwill

(RM million)
	Goodwill as % of Total Assets

	
	
	
	

	Basic Materials & Oil & Gas (n=2)
	5,695
	195
	3.43%

	Consumer Goods (n=5)
	57,375
	798
	1.39%

	Consumer Services & Health Care (n=3)
	64,667
	5,200
	8.04%

	Financials (n=11)
	349,289
	9,783
	2.80%

	Industrials (n=9)
	82,159
	4,136
	5.03%

	Technology & Telecommunication & Utilities (n=4)
	13,208
	11,090
	83.96%

	
	
	
	

	TOTAL (n=34)
	572,393
	31,202
	5.45%

	
	
	
	


Results and Discussion

The basic question contemplated in this paper relates to the degree to which technical expertise survives periods of material regulatory inflexion sufficiently to underpin quality financial reporting outcomes. The onset of change in regulatory arrangements impacts not only preparers but also auditors of financial statements. Consequently, the initial change period represents an ideal moment at which to interrogate the content of financial statements drawn up under new and complex standards, with a view to gaining insight into the quality of oversight offered by the audit profession. The data in Table 4 represents an initial entrée into this journey, by setting out the frequency of companies’ choice of method in estimating the recoverable amount of CGUs, a basic disclosure requirement under FRS 136.

Two themes emerge from the data. First, the dominant tendency of firms to use the value in use approach to determination of CGU recoverable amount. An explanation for the use of the value in use approach to the virtual exclusion of the fair value approach may lie in the limited existence of active and liquid asset markets in Malaysia (Fah, 2006).  Second, nine of 34 companies (in excess of a quarter of the research sample) did not disclose any details of the method they used in determining the recoverable amount of CGU assets.

Conclusion

In the introductory sections of this paper we postulated that the adoption of new and complex reporting frameworks could represent a disruptive inflexion point which might have the effect of undermining the impact of prior accumulation of technical expertise on the part of financial statement preparers, and auditors. 

What we could not have envisaged prior to the completion of the analysis we report is the drastic degree to which the actual financial statement disclosures made by some of Malaysia’s largest, best resourced and sophisticated businesses diverged from those required under FRS 136. This raises troubling questions. Because of the manner in which we undertook the process of sample selection, the application of FRS 136 was mandatory for all of the firms included in our final research sample. Yet these firms systematically failed to comply with even basic elements of the FRS 136 disclosure framework in relation to goodwill impairment testing. This was so even though all of the reports from which we drew data and upon which we constructed our analysis had been subjected to audit by “big brand” international audit franchises. 

As noted, there was no credible evidence in our dataset of meaningful variation in compliance levels or disclosure quality levels among the clients of these high profile firms. In a sense, the results would have been more comforting had such a phenomenon been obvious. The lack of credible evidence of a bad apple in the basket suggests a more worrying phenomenon, a systemic failure on the part of ostensibly highly professional and reputable audit franchises to combat what can at best be described as loose application of the rules by reporting entities.

Arguably, though based on a small sample, the results of this study are informative at a variety of levels. First, they provide greater richness to the audit quality literature by evidencing situations where firms the quality of whose services have generally been assumed to be high show signs of strain. 
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