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Abstract

Prior studies have investigated the
relation between audit firm tenure and
earnings quality. However, since audit firm
tenure is correlated with partner tenure, the
evidence at audit firm level could be
attributable to partner tenure, which makes it
difficult to draw inferences on whether
imposing a limit on audit firm tenure would
have any effect on earnings quality. On the
other hand, despite the requirement of audit
partner rotation in several countries, academic
research has not investigated the relation
between partner tenure and earnings quality.
We investigate this issue using a sample of
Taiwanese companies whose audit reports
show the audit partners names. Using
discretionary accruals as a proxy for earnings
quality, we find that the absolute and positive
values of discretionary accruals decrease
significantly with audit partner tenure. After

controlling for audit partner tenure, we find
that absolute discretionary accruals decrease
significantly with audit firm tenure. Our
findings are not consistent with the arguments
that (i) earnings quality decreases with
extended audit partner tenure and (ii) audit
firm rotation in addition to partner rotation
would improve earnings quality.

Keywords. audit partner tenure; audit firm
tenure; auditor rotation; discretionary accruals;
earnings quality.

1. Introduction

Recent accounting scandals across the
world, from Enron and WorldCom in the U.S.
to Parmalat in Europe, have raised public
concerns  about  auditor  independence.
Regulators are concerned that as auditor
tenure (the length of the auditor-client
relationship) gets longer, auditors are more
likely to compromise on their client's
accounting and reporting choices in order to
retain the client. Thus, the proponents of
mandatory auditor rotation argue that setting a
limit on the number of years an auditor may
audit the same company will improve auditor
independence  and audit quality. The
opponents, however, argue that as auditors
gain more experience from longer tenure, they
have better knowledge to determine whether
the company’s accounting and reporting
choices are proper. This argument suggests
that audit quality improves as the length of
auditor tenure increases.

Auditor rotation can take place at firm
level or partner level. Mandatory audit firm
rotation is still under debate in most places,
but audit partner rotation has been adopted in
certain  countries. The  professiona
requirements in the U.S. state that the partner
in charge of an audit engagement should be
replaced at least once every seven years. The
Sarbanes-Oxley Act of 2002 further requires
audit partner rotation at least once every five
years. In the UK, audit partner rotation has
been a requirement for many years, and in
January 2003 the maximum period for
rotation of the lead partner was reduced from
seven years to five years. Requirements for
audit partner rotation also have been adopted



in the Netherlands and Germany. In Japan,
beginning from April 2004, audit partners and
reviewing partners are prohibited from being
engaged in auditing the same listed company
over aperiod of seven consecutive years.

Several recent studies investigate the
relation between audit firm tenure and
earnings/audit quality. Their findings are
generaly inconsistent with the argument that
earningaudit quality deteriorates  with
extended audit firm tenure (more details
below). On the other hand, despite the
practice of audit partner rotation for years,
academic research has not investigated
whether long audit partner tenure is associated
with lower earnings/audit quality. We think
the most likely reason is that data of audit
partner tenure is not publicly available, as
audit reports in most countries do not show
the audit partner’s name. In addition, when
audit partner rotation is required, there is no
case of long audit partner tenure (e.g., longer
than five years), so it is impossible to
investigate whether earningg/audit quality
deteriorates with extended audit partner
tenure.

In this paper, we investigate the relation
between audit partner/firm tenure and
earnings quality using a sample of Taiwanese
companies. The regulation in Taiwan requires
the audit report for public companies to be
certified by two audit partners from the same
audit firm, and the audit report must show the
audit partners names and the audit firm's
name. This requirement enables us to
determine audit partner tenure. In Taiwan,
audit firm rotation is not mandatory and audit
partner rotation was not mandatory before
2003. Our sample period ends in 2001, so the
sample includes long audit partner tenures and
does not include audit partner changes in
response to the recent rotation requirement.

Using discretionary accruals as a proxy
for earnings quality, we find that the absolute
and positive values of discretionary accruals
decrease significantly with audit partner
tenure. The decrease in positive discretionary
accruals occurs only after the audit partner
tenure exceeds five years. After controlling

for audit partner tenure, we find that absolute
discretionary accruals decrease significantly
with audit firm tenure. Those results are
robust to alternative measures of discretionary
accruals and inclusion of a number of control
variables that are associated with accruals.
Overall, our results are not consistent with the
arguments that (i) earnings quality decreases
with extended audit partner tenure and (ii)
audit firm rotation in addition to partner
rotation would improve earnings quality.

Our study contributes to the literature on
auditor tenure and earnings quality in two
ways. First, we provide evidence at audit
partner level. Second, we provide evidence on
the relative importance of audit firm tenure
and partner tenure (which are correlated with
each other) in explaining earning quality. This
Is a critical issue in the debate on auditor
rotation because audit firm rotation cannot be
justified if long audit firm tenure does not
have adverse effects on earnings quality
beyond the effects of partner tenure. Prior
studies have not addressed this issue directly
because their evidence is at audit firm level. If
indeed the relation between audit firm tenure
and earnings quality is attributable to partner
tenure, the decision to adopt (or not adopt)
audit firm rotation based on the conclusions
from audit firm-level evidence could be
problematic.

The accounting and auditing standards in
Taiwan are similar to those in the U.S,, and
most public companies are audited by the
Big-N audit firms (more than 70 percent since
early 1990s and more than 80 percent since
1999). Our findings for the relations between
discretionary  accruals and  company
characteristics (age, size, leverage, and
growth) in general are similar to those
documented in the studies using other
countries data. The above similarities
increase the likelihood that our results can
generalize to other countries with similar
accounting and audit environments. In Taiwan,
however, lawsuits can be brought in against
individual audit partners but not audit firms.
To the extent that audit partners behaviors are
influenced by the legal environments, our



results may not generalize to other settings
where audit partners are faced by a different
level of litigation risk. Nevertheless, we
believe our results provide inputs to the
debate on auditor rotation.

I1. Hypotheses development

The proponents of mandatory audit firm
rotation argue that audit quality is more likely
to be compromised as the length of the
auditor-client relationship increases. The
requirement of audit partner rotation thus
reflects the regulators concern that audit
quality would deteriorate when the partner
tenure is “too long.” In contrast, the
opponents of mandatory audit firm rotation
emphasize that new auditors lack of
client-specific knowledge and experience due
to periodic rotation impairs audit quality. We
think which arguments are valid is an
empirical question, so we formulate the first
hypothesisin null form:

H1: Earnings quality does not change
with audit partner tenure.

When audit partner rotation is mandatory
but audit firm rotation is not, the main
guestion under debate is whether earnings
quality would be further improved or
impaired if a limit is imposed on audit firm
tenure. Therefore, we investigate what is the
relation between audit firm tenure and
earnings quality that is not explained by audit
partner tenure. We formulate the second
hypothesisin null form as follows:

H2: Earnings quality does not change
with audit firm tenure after controlling for
partner tenure.

I11. Research design and sample selection

M easurement of audit partner tenure,
audit _firm tenure, and discretionary
accruals:_One way of measuring audit partner
tenure is to calculate the length of tenure for
the partner with the longest tenure (denoted
by PT1), where each partner’s tenure equals
the number of consecutive years the client has
retained the partner. Alternatively, audit
partner tenure can be calculated as the number

of consecutive years the client has retained
the same two audit partners (denoted by PT2).
This measure essentiadly is the tenure of the
audit-partner team. We measure audit firm
tenure as the number of consecutive years the
client has retained the audit firm.

We use discretionary accruas as a proxy
for earnings quality and investigate the
relation between audit partner/firm tenure and
discretionary accruals. Because earnings can
be managed either upward or downward
depending on the manager’s objectives, we
assume large absolute discretionary accruas
suggest poor earnings quality.

We compute discretionary accruals (DA)
asfollows:

DA = TA — (o + G1(4SALES — 4AR) +
$.PPE), (1)

where TA is total accruals (earnings
before extraordinary items minus net cash
flow from operations), ASALES is change in
net sales, 4AR is change in net accounts
receivable, and PPE is net property, plant, and
equipment. All the variables and the constant
term are scaled by beginning book value of
total assets. The coefficients ¢o, ¢1, and ¢, are
the parameters from estimating the
cross-sectional modified Jones (1991) model:

Methods of empirical  tests:
Specificaly, we estimate the following
equation to test H1:

DiscAccr = Bo + PiPT + B.BIGS +
BsAGE + B,SZE + PBsGROW + BsCFO+
d-Year + y-Industry + g,

where DiscAccr is discretionary accruals
(absolute value, raw value, or signed value of
DA); PT is audit partner tenure; BIG5 is a
dummy variable equal to one if the company
is audited by a Big-5 audit firm and equal to
zero otherwise; AGE is the number of years
since the company was established; SZE
equals natural logarithm of book value of total
assets at year-end; GROW equals growth rate
of net sades over the previous year; CFO
equals net cash flow from operations scaled
by beginning book value of total assets.

Because typically audit firm tenure is
greater than partner tenure, we use the
following model to test H2:




DiscAccr = Bo + B1PT + BAFT-PT) +
BsBIG5 + B,AGE + BsSZE + BsGROW +
B7,CFO + o-Year + y-Industry + «.

In this regression, the coefficient of
(FT-PT) captures the association between
audit firm tenure and discretionary accruals
after controlling for partner tenure.

Sample selection: Our sample selection
begins with all of the non-financial companies
included in the Taiwan Economic Journal
(TEJ) database for years 1990-2001. We then
delete the observations with one of the
following characteristics. (1) in the year of
initial public offering or the year after, (2) in
start-up period (firm age less than 5 years), (3)
in the small industries (less than eight
companies in the year), (4) with extreme
value of discretionary accruals or net cash
flow from operations (top or bottom one
percent of the variable). The fina sample
consists of 5,260 observations from 888
companies.

V. Empirical Results

The mean (median) of PT1 is 5.95 (5)
years and the mean (median) of PT2 is 3.52 (3)
years. Audit firm tenure has a mean (median)
of 6.84 (6) years. The mean (median) of DA
equals 0.52 (—0.01) percent of beginning total
assets. The mean (median) of |DA| equals 7.45
(5.10) percent of beginning total assets. About
75 percent of the sample observations are
audited by the Big-5 audit firms.

The OLS regression results showed a
significantly negative coefficient on PT1. The
coefficients on company age and net cash
flow from operations are significantly
negative, and the coefficient on growth is
significantly positive. These results are
consistent with the findings in prior studies
(e.9., KR; MMO; Menon and Williams 2004).
The coefficients on auditor type and company
size are not significantly different from zero.
When the dependent variable is DA, we find
that the coefficient on PT1 is not significantly
different from zero. When dependent variable
is positive DA (DA") and negative DA (DA,
respectively, we use truncated regression to

avoid biased coefficient estimates (Greene
2000). For the regression of DA, the
coefficient on PT1 equals —0.0023 (Z-statistic
= -2.16, p-value = .031). For the regression of
DA, the coefficient on PT1 equals 0.0040
(Z-statistic = 2.00, p-value = .045). Those
results suggest that companies are less likely
to record extreme values of positive and
negative discretionary accruas as the length
of audit partner tenure increases.

With respect to the results for the
second measure of audit partner tenure (PT2),
it is found that when the dependent variable is
|DA|, the coefficient on PT2 equals —0.0009
(t-vdue = -2.81). When the dependent
variable is DA, the coefficient on PT2 equals
0.0009 (t-value = 1.89). For the regression of
DA", the coefficient on PT2 equals —0.0015
(Z-statistic = —1.29). For the regression of
DA, the coefficient on PT2 equals 0.0035
(Z-statistic = 1.30). Taken together, the results
show that absolute discretionary accruals
decrease significantly with audit partner
tenure. Taken together, the results are not
consistent with the first hypothesis that
earnings quality does not change with audit
partner tenure. Indeed, we find evidence that
earnings quality improves with extended audit
partner tenure.

As to the relation between audit partner
tenure and discretionary accruals before vs
after the tenure exceeding five years, the
empirical results find that during the first five
years, negative discretionary accruals become
less negative as the length of the tenure
increases. However, after the partner tenure
exceeds five years, positive discretionary
accruals become less positive as the length of
the tenure increases. Thus, if the main
argument for audit partner rotation is that
income-increasing  earnings  management
becomes more prevalent after partner tenure
exceeds five years, then our results do not
support the argument.

This study aso replicated the prior
analysis by examining the association
between audit firm tenure and discretionary
accruals. In general, the results are similar to
those documented in prior studies using the



U.S. data. We further tested the relation
between audit firm tenure and discretionary
accruals after controlling for partner tenure.
The results show that the coefficients on audit
partner tenure are sSignificantly negative
(positive) in the regressions of |DA| and DA"
(DA"). These results are generaly consistent
with those found above. The coefficient on
FT-PT1 is significantly negative in the
regression of |DA|. The coefficient on FT-PT2
is significantly negative (positive) in the
regressions of |DA| and DA" (DA’). The
results provide consistent evidence that longer
audit firm tenure in excess of partner tenureis
associated with lower absolute discretionary
accruas. The results for positive and negative
discretionary accruals are mixed: FT-PT1 is
not significantly associated with either DA" or
DA, but longer FT-PT2 is associated with
smaller magnitude of DA" and DA™. Overall,
this study finds evidence that earnings quality
improves with extended audit firm tenure
after controlling for partner tenure.

In the multivariate analysis, we also
document that non-Big-5 partners are more
likely to  constrain  their  client’'s
income-decreasing discretionary accruals as
their relationship with the client gets longer.
But this is not true for the Big-5 partners.
Those results suggest that Big-5 partners
remain more conservative compared with the
non-Big-5 partners regardless of the length of
partner tenure.

To check the robustness of the above
empirical results, the following additional
analyses were conducted: (1) Using
performance-adjusted discretionary accruals;
(2) Measuring earnings quality by quality of
accruals, (3) Andyzing patterns in
discretionary accruals around audit partner
changes. In general, the results from
diagnostic tests do not change the main
finding described earlier.

V. Conclusions

In this paper, we investigate a sample of
Taiwanese companies whose audit report
shows the audit partners names. The
disclosure requirement enables us to

investigate two questions. (i) whether
earnings quality changes with audit partner
tenure and (ii) whether earnings quality
changes with audit firm tenure after
controlling for partner tenure. Using
discretionary accruals as a proxy for earnings
quality, we find that the absolute and positive
values of discretionary accruals decrease
significantly with audit partner tenure. The
decrease in positive discretionary accruals
occurs only after audit partner tenure exceeds
five years. These findings are not consistent
with the argument that earnings quality
decreases with audit partner tenure, especially
when income-increasing earnings
management attempts are the primary concern.
After controlling for audit partner tenure, we
find that absolute discretionary accruals
decrease significantly with audit firm tenure.
Although some of our results show that
negative discretionary accruals become less
extreme as audit partner tenure gets longer,
those results are not robust to alternative
measures of discretionary accruals and more
restricted samples. None of our results are
consistent with the argument that audit partner
rotation or audit firm rotation in addition to
partner rotation would improve earnings
quality. Instead, our results are generaly
consistent with the argument that audit
partner/firm rotation could have adverse
effects on earnings quality.

Our study contributes to the literature on
auditor tenure and earnings quality by
showing evidence at audit partner level.
Moreover, we show evidence on the relative
importance of audit firm tenure and partner
tenure in explaining earning quality. Thisis a
critical issue because audit firm rotation
(which is more costly than partner rotation)
cannot be justified if long audit firm tenure
does not have adverse effects on earnings
quality beyond the effects of partner tenure.

V1. Self-assessment

The results from this project has been
presented in the American Accounting
Association  Annual Meeting in 2004 and
currently is under review by Contemporary



Accounting Research.
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