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Abstract

Mandatory audit partner and audit firm rotation an@ortant part of audit quality component. Somgutators
and scholars believe that auditor rotation shoveitawis independence in the audit context. In ordeachieve
high audit quality, most of the researchers agreasa result of auditor rotation, the financigdaging and the
audit quality will be enhanced owing to auditorglépendence. This study reviews the recent yedinsregpect
to audit partner rotation, the audit firm rotatiamd audit quality as well as recognizing overlaokhe literature
where future studies are needed to be done. Basedcent studies, both audit firm and audit parho¢ation
enhance and improve audit quality, as high audititjuincreases the transparency of financial répor
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1. Introduction

In the new global economy, audit quality has beca@meentral issue for governments, regulators ahérot
stakeholders. The responsibility of auditor’s inelegence has been an object of research aftergafuEnron,
WorldCom and other corporate scandals. These aalamuickly encouraged regulators to ponder some
mechanisms for increasing auditor’'s independencepd3ing an audit partner and a mandatory aud fir
rotation to reduce familiarity between auditors dhdir clients in enhancing audit quality as wedl auditor
independence is decided by the regulators. The arginment against mandatory auditor rotation coptatas
that when the auditors engaged in the first yeadjtaguality might be inferior because of absenteew
auditor’'s knowledge regarding their clients (Caa& Nagy, 2004; B. Daugherty, Dickins, & Higgs, 70). In
the light of the above discussion, the main obyestiaddressed in this paper are: 1) preparing erview of the
audit partner and audit firm rotation on audit éyednd 2) other countries also use this role iprioving their
audit quality.

Reviewing recent research into the mandatory dirditand audit partner rotation in several courstriguch as
developed and developing country, is the basicgeemf this study. This research contributes totditerature

by two issues; the impact of mandatory audit fiotation (MFR) and mandatory audit partner rotatiptiPR)

on audit quality. These two issues re-entered thcén the European Commission (EU) and the Public
Company Accounting Oversight Board (USA).This stdulgt gives a brief overview of the recent histarfy
debate on mandatory audit partner and audit firtatian, the second part shows evidence in praatickefinally,
the last part presents the conclusion and recomatiems for future studies.

2. Debate on Mandatory Audit Firm and Audit Partner Rotation

Both researchers and regulators believe that theecaf many corporate scandals and collapses anmeshlt of
auditor’'s independence, while the main goal of sudiotation at the level of firm and partner isddor's
independence. As per regulators’ consideration,tdube tenure of auditor and partner, they getfamoiliar in
the long term with their clients and auditors amestrlikely to compromise on reporting and accountihoices
of their client. Therefore, the advocates of corepry auditor rotation believe that introducing aximaum
number of years (limitation) may improve the indegence of auditing and audit quality.

There are some arguments within proponents andngme for auditor rotation in partner and at firrésel.
From the proponent’s perspective, the first maguarent is independence of auditors. They belieaé lith
mandatory audit rotation, the independence of audliicreases and leads to high audit quality(Lenhy, &
Zhang, 2014), thus it avoids and reduces auditriesl (Casterella & Johnston, 2013). Therefore gopgnizing
the minimum and the maximum length of tenure, tiditar will be forced to pay attention to the ditaind be
more skeptical in their audit approach. They baithat long tenure between auditor and client teazkcessive
familiarity between them and impair independenceaaditors (Casterella & Johnston, 2013; Catanac& Jr
Walker, 1999; Firth, Rui, & Wu, 2012; Stefaniak,b®otson, & Houston, 2009). Most analytical studiapport
a positive effect between auditor rotation and egdality (Carcello & Nagy, 2004; B. E. DaugherBickins,
Hatfield, & Higgs, 2012, 2013; Firth et al., 2012arris & Whisenant, 2012). In contrast, the ombueisrof
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mandatory auditor rotation belief that in the exieth term, the auditors are in close associatio wie

company and in congruence with the board on rampetind the rotation of auditors would have a pesiéffect

on audit quality (Ewelt-Knauer, Gold, & Pott, 2013he second argument for mandatory auditor rataiso

opponents believe that the smaller audit firm esdpportunity to participate due to enhanced caitie of

the market (Carrera, Gbmez-Aguilar, Humphrey, & RBarbadillo, 2007; Ewelt-Knauer, Gold, & Pott, 201
Ewelt-Knauer et al., 2013; Jackson, Moldrich, & Boek, 2008).

The main perspective of opponents considers thsit @omandatory auditor rotation is more than isdfits
such as set-up costs of new auditors to recoghizenéw client’'s model, losing of client-specifiddrmation
and structure of the organization and also belive¢ audit partner rotation does not improve quaiit audit
where audit markets are highly focused with a handff large audit firms controlling the market
(Bandyopadhyay, Chen, & Yu, 2013). They believeat ttost of audit firm rotation is in excess of dymdirtner
rotation. The new audit firm brings a new audinteas a result of audit firm rotation and also wmeextra new
client procedure with new audit methodology. Howeue audit partner level only the audit partneaicges and
new audit partner use and follow previous workiaggrs, audit methodology and history of the firtatesd to
the client (Chen, Lin, & Lin, 2008; B. E. Daughesry al., 2013). Second perspective considers tindit &es
will be enhanced when the mandatory auditor ratatiocur because it forces the auditor and clidatiosship
into a restricted period, so that they will enhatice audit's initial fees due to dearth of auditfiwho are
willing to offer low fees initially (Chi, 2005; Dergelo, 1981). Also, the loss in the charm of apditfession is
one of the negative features of audit firm rota{g®MG LLP, 2010). In this situation, auditors cent about
rising in indecisiveness relating to capacity ofliaprerequisites and where to find best capabtsgmmel with
specific expertise (Ewelt-Knauer et al., 2012).

For mandatory auditor rotation, there are someghtsifrom auditors, regulators, shareholders auiit alients.
The regulators consider that the audit quality éases with the increase in the tenure of the dindit This
diminishes the quality of audit affected by acqteice with the management and absence of devation t
staleness and redundancy. PWC (2007) contendedftieatthe mandatory audit firm rotation occursgitar’'s
association with the company will be reduced. Imtcast, auditors suffer the risk of audit failunghich
enhances by mandatory audit firm rotation for tleeiqul before auditors are capable of developingiquaar
information about the company (Capitol Federal Raial Inc., 2011). However, on mandatory audit firm
rotation, managers have diverse opinions. Some ani@p management belief that once the new auditors
engaged in the client company, the staff tendstmbch earmarked towards them and fraud exposoh@gdn
Kolawole Olowookere & Adebiyi, 2013). Lastly, theegists a perspective of shareholders towards ntanda
audit rotation. They consider that in the mandatauglitor rotation, investors may not be able toasafe
voluntary audit firm rotation to mandatory auditnfi rotation owing to enhanced information cost(Bigt
Zimmermann, 2007).

The American Institute of Certified Public Accounts (AICPA) in 1992 issued a report about “statetran
position regarding the mandatory audit firm rotatiof public companies.” The AICPA absolutely disses
about this role because they consider that if m@amgaaudit firm rotation happens, the public wilbtnbe
interested in these changes. AICPA examines overadidit failure cases during 1991 to 2010 and sHativat
most of the audit failures occurred when the ausliteere carrying out their second or first audibafompany.
The study also suggested that requiring mandatadjt aotation would enhance audit failure risk anih
changing audit firm, the auditors will not havefsiént knowledge of the new client's business (RK; 2011).
Table 1 shows the summary of the arguments betwpponents and proponents about compulsory auditor
rotation.

Tablel. Summary of arguments between proponentsppohnents about mandatory audit rotation

Proponents of mandatory auditor rotation Opponaitmandatory auditor rotation

Cost of mandatory auditor rotation is more than| its
Enhance auditor independence benefits
Enhance audit quality Enhance audit failures dudatk of new auditors

knowledge about the client

Independence in appearance Auditor rotation ismitbte interest of public
Opportunity comes smaller audit firmdAllowed smaller audit firms enter easily to market
to market
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3. Mandatory audit firm and audit partner rotation

The role of auditor rotation is different in eaabuatry. In a number of countries, all listed conmipanhave a
mandatory auditor rotation and some of them onlyfioed to particular sectors, such as, an insurambestry
(Iceland, Pakistan and Slovenia), banking indufnazil), financial institution (China, Ecuadogeland and
Pakistan) and government companies (Oman and Peal)stan, Italy and Oman in the past have required
mandatory audit firm rotation for all of the liste@mpanies. In Italy and Spain, all listed compsrmiequire
changing of external auditor maximum of three yteam (or nine total years). Pakistan consequeetyricted
this requirement to only for insurance companied &inancial institutions. Many countries have adab@a
mandatory auditor rotation before the collapserm, such as France (1998) and Germany (1995).

Other countries such as Australia, Denmark, CypRisland, France, Germany, Greece, Japan, Malaysia,
Singapore, Taiwan, UK and US do not have any reéigmlabout audit firm rotation. For instance, in IMgia
regulators such as Bursa Malaysia and Securitiesn@tiees have emphasized more on the audit firatioot
after the corporate scandals in the U.S. ConvergelMalaysia, in May 2002, the accounting govegiirodies,

for instance the Malaysian Institute of Accountaantsl the Malaysian Institute of Certified PubliccAantants
considered the audit rotation but only limited be taudit partner’s rotation. They agreed to disathges of
mandatory audit firm rotation such as cost of eiarth and losing accumulative knowledge. Consedygetite
establishment of audit firm rotation could not hestained. Therefore, in Malaysia the audit partimtation
defines that audit partner has to change and retatgey 5 years for listed companies in Bursa Matayis the
case of audit firm rotation, it has not yet beeapdd.

In summary, audit rotation came to existence aftaporate scandals and corporate failures motivaiethe
public concern about auditor’s lack of independeroesome countries such as Spain, auditors oédail
companies were criticized for their poor audit égyalTable 2 demonstrates a complete synopsis @it @artner
rotation and mandatory audit firm rotation in sotontries.

Table2. Overview of mandatory audit firm and partregation for some countries

Country Audit firm rotation AUd'.t partner Country Audit firm rotation AUd'.t P2
rotation rotation
Australia No Yes, since| Italy 3 years (total 9 years) | No
2001
Belgium 3 years Yes, 6 years Japan No No
Brazil 5 years for non-bunk liste| No Malaysia No Yes, 5 years
companies
China 5 years of financial Yes, 5 years Oman 4 years for listed, prive] No
institution and state-owne joint stock and
entities government controlleg
companies
Cyprus No Yes, 7 years Pakistan 5 years of financial an¢ No
insurance companies
Denmark | No Yes, 7 years Peru 2 years for governmern] No
companies
Ecuador 5 years of financial No Singapore | No Yes, 5 years
institution, 6 years for
insurance companies
Finland No Yes, 7 years Spain 3 years (total 9 years) | No
France No Yes, 6 years Slovenia 5 years of insuranc| Yes, 7 years
and investment
management companie
Germany | No Yes, 7 years Taiwan No Yes
Greece No Yes, 7 years UK No Yes,5 years
Iceland 5 vyears of financial No us No Yes
institution and insuranc
companies

4. Conclusion and recommendations for futures studies

Debates on audit firm and audit partner rotatioiseafrom the arguments that long-term close ratatip
between management and the auditor would leaddi failure and poor audit quality. A lot of argunie have
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been made regarding the pros and cons of mandatatiy firm and partner rotation. Previous literatumly
focused on effects of audit partner and firm rotatiather than costs and benefits of rotation,alsd it did not
emphasize on specific costs and benefits of thislation because of dearth of data. When the dindit or
partner changed, there are some costs that theatonimas to meet due to this issue, therefore useful to
recognize and also analyses to what extent the eatdtion at the levels of partner and firm leémishe benefit
of the company. Also, scholars should recognizebiigefits and costs of rotation separately as #reyquite
different. Therefore; first, further research slibekamine specific costs and benefits of mandatadjt rotation
at the levels of partner and firm. Second, futduelies should investigate in those countries thahat have any
role for mandatory audit firm rotation as well agla partner rotation and search for which charésties can
affect the rotation of the audit partner and thmfiThird, future studies should also use othersueament and
proxies for audit quality to demonstrate whethesthmeasurements can affect and improve auditgaalnot.
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