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Different jurisdictions have 
instituted limited tenure in one form 
or another. In the European Union 
(EU) audit market reform, mandatory 
audit firm rotation is used with 
consideration for re-tendering, and it 
is applied to jurisdictions that already 
have mandatory engagement partner 
rotation that arises from the Eighth 
EU directive 2006/43/EC. The US 
only requires mandatory five-year 
engagement partner rotation, and 
the United Kingdom only requires re-
tendering every 10 years with partner 
rotation for listed firms.

The Institute of Chartered 
Accountants in Scotland commissioned 
in 2012 a study on mandatory audit 
firm rotation. The study shows that 
45% of the jurisdictions have audit firm 
rotation requirement while 59% of them 
have audit partner rotation (Table 1).  

T his article continues our discussion 
on audit market reform from 
the December 2014 issue of 

IS Chartered Accountant journal. In that 
article, we argued that the presumption 
that reform will continue on the 
“seller pays” basis is valid. The audit 
reform package across jurisdictions 
differs greatly in detail and the policy 
is complex, so it is easy not to see the 
forest for the trees. A way around this 
problem is to examine the underlying 
presumption of the policy interventions, 
and to see if current empirical evidence 
supports the presumption. 

In this article, we examine the 
policy interventions of mandatory audit 
firm rotation, partner rotation and 
re-tendering of the auditing contract. 
These policy interventions rest on 
the presumption that audit quality 
negatively correlates with audit tenure. 
We will summarise the current practice 
before bringing the presumption to the 
stand for examination. 
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table 1 Jurisdictions with mandatory rotation

DoeS 
JurISDIctIoN 

hAVe MANDAtorY 
rotAtIoN?

audit firM rotation audit partner rotation

No. oF 
JurISDIctIoNS

(%)
No. oF 

JurISDIctIoNS
(%)

Never 27 39% 28 41%

repealed1 11 16% 0 0%

Yes – Qualifi ed2  29 42% 14 20%

Yes 2 3% 27 39%

69 100% 69 100%
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1 This means that at one point, the jurisdiction did have a 
mandatory rotation system but it has been repealed by 2012.
2 This means that mandatory rotation is applied on a qualifi ed 
basis depending on the types of fi rms such as banks, fi nancial 
institutions and listed companies, among others. 

The significant number of 
jurisdictions which have adopted 
mandatory audit firm rotation but 
thereafter repealed the provisions may 
suggest that there is market resistance 
to the adoption of audit firm rotation. 
The rotation of audit partners seems 
to be the dominant practice among the 
jurisdictions surveyed, and none of 
the jurisdictions that adopted partner 
rotation repealed the practice. 

The question before us is: Why 
should there be a relationship between 
audit tenure and audit quality?

Mandatory audit firM 
and partner rotation: 
CoMpeting hypotheSeS
There are two plausible but competing 
hypotheses – independence versus 
expertise – on the relationship 
between audit tenure and audit quality 
that we shall elaborate henceforth.

The independence hypothesis 
argues that a long audit tenure 
threatens audit independence due 
to familiarity and the incentive to 
retain the client. The independence 
hypothesis therefore predicts that 
a long audit tenure decreases audit 
quality that mandatory audit firm 
rotation, or audit partner rotation, 
would correct. 

Section 100.12(d) of the 
International Ethics Standards Board 
for Accountants (IESBA) Code of Ethics 
2014 defines a familiarity threat to arise 
“... due to a long or close relationship 
with a client or employer, a professional 
accountant will be too sympathetic to 
their interests or too accepting of their 
work”. Familiarity impairs the accuracy 
in judging the firm’s performance and 
reporting decisions, and hence reduce 
audit quality. 

Moreover, a long tenure threatens 
professional skepticism – the auditor 
anticipates current results given the 
knowledge of prior results instead of 
objectively evaluating audit evidence 
for material misstatements. 
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A final aspect of the independence 
hypothesis arises from the interaction 
of the economics of learning and the 
audit firm’s pricing strategy. Audit 
engagement is characterised by 
economies of learning – the time cost 
of auditing incurred by the audit team 
and the client’s management decreases 
over successive engagements – which 
can provide the incentive for audit 
firms to price the engagement below 
cost to get the contract and then profit 
from a long tenure (a practice known 
as “low-balling” in the audit industry). 
The client prefers a long audit tenure 
to avoid the learning costs incurred 
by their management. With or without 
low-balling, auditors prefer a long 
tenure which reduces their cost and 
increases profit at a constant price 
– with the possibility of increasing 
profit even more by increasing price 
because of the increased willingness 
to pay by the client. The increased 
profitability of audit engagements in 
later years increases the incentive to 
retain the engagement and possibly 
compromises independence.

The expertise hypothesis argues 
that a long audit tenure allows the 
auditor to acquire firm-specific and 
industry-specific knowledge that 
helps the auditor to detect material 
misstatements in financial reports. 
There is some empirical evidence from 
the academic literature that the lack 
of firm-specific knowledge lowers 
audit quality in the early years of an 
audit engagement that disappears in 
later years. The expertise hypothesis 
therefore predicts that long audit 
tenure increases audit quality that 
mandatory audit firm rotation, or audit 
partner rotation, would worsen. 

Paradoxically, both hypotheses 
rely, at least partially, on the economies 
of learning to generate opposite 
predictions – the independence 
hypothesis considers the perverse 
incentive arising from economic 
dependency that lowers audit quality 
with a long tenure, and the expertise 
hypothesis considers the cost 
efficiency that increases audit quality 
with a long tenure. This paradox  

is directly linked to a well-known 
definition of audit quality in literature 
– a 1981 paper by DeAngelo3 defines 
audit quality as the joint probability 
to discover a breach which requires 
specific expertise (expertise 
hypothesis) and taking action on the 
breach which requires an independent 
outlook (independent hypothesis). 
There appears to be a theoretical 
conundrum in trying to predict the 
effect of audit tenure on audit quality. 
The relation between audit tenure and 
audit quality therefore needs to be 
resolved empirically. 

Policy prescription on mandatory 
firm rotation can introduce two 
additional problems. First, the policy 
will reduce competition by removing 
the incumbent auditor from the re-
tendering process. Suppose the client 
prefers using a Big-Four auditor and 
the jurisdiction bans the incumbent 
auditor from providing non-audit 
services such as tax advisory service. 
If the client currently hires another 
Big-Four auditor to provide tax 
advisory service, the re-tendering 
choice is limited to two auditors. 
Second, mandatory firm rotation 

s
... the independence 

hypothesis considers 
the perverse incentive 
arising from economic 

dependency that 
lowers audit quality 
with a long tenure, 
and the expertise 

hypothesis considers 
the cost efficiency that 
increases audit quality 

with a long tenure.
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Mandatory audit  
re-tendering:  
rationale Clarified
Before proceeding to examine the 
empirical evidence, it is useful to 
clarify that the rationale of mandatory 
re-tendering is subtly different from 
rotation of firm or partner. Audit 
firm rotation is motivated by the 
concern that a long tenure correlates 
with the loss of independence (and 
possibly professional skepticism) that 
degrade audit quality. On the other 
hand, mandatory re-tendering will 
not always result in a change of audit 

potentially provides firms with the 
opportunity to opinion shop – seeking 
successor auditors who are willing 
to issue a clean audit opinion when 
the incumbent auditor may issue a 
qualified opinion – under the pretext 
of increasing independence. If opinion 
shopping is successful, the audit 
quality is reduced and incorrect 
opinions are issued.

firm. The rationale for mandatory re-
tendering is to introduce contestability 
which may be weakened by mandatory 
audit firm rotation, as illustrated 
by the preceding paragraph. Audit 
firms have been shown to grow in 
size and shrink in number through 
consolidation in recent decades. This 
has the effect of reducing competition 
which mandatory audit re-tendering 
seeks to address.

eMpiriCal evidenCe
In general, the empirical evidence is 
inconclusive as to whether rotation 
of firms or partners has an impact on 
audit quality. This situation is due in 
large part to the lack of consensus of a 
universal audit quality measurement. 
The other consideration is that audit 
tenure usually refers to the audit firm, 
but can also refer to the audit partner. 

There is substantial empirical 
literature on the correlation of audit 
quality with firm rotation, limited 
literature with partner rotation, 
and a working paper about audit re-
tendering. We begin with the larger 
literature on firm rotation before 
proceeding to the limited partner 
rotation literature. 

There are many firm rotation 
studies finding convincing evidence 
that audit quality, measured in 
numerous ways, increases with a 
longer audit firm tenure. The first 
group of studies shows that a longer 
audit firm tenure correlates with 
fewer material misstatements. The 
second group shows that a longer 
tenure correlates with more “going 
concern” opinions both overall and in 
the year prior to bankruptcy. The third 
group shows that a longer audit tenure 
increases both actual and perceived 
earnings quality. Finally, there is 
evidence that audit tenure correlates 
with a lower cost of debt. 

There is also some evidence that 
suggests that a long audit firm tenure 
may threaten auditor independence. 
An Australian study by Carey and 
Simnett4 found that a longer audit firm 
tenure correlates with lower likelihood 
to receive going concern opinions and 

3 DeAngelo, L.E. (1981) “Auditor Size and Audit Quality”, 
Journal of Accounting and Economics vol.3 no.3 
(December): 183-199
4 Carey, P. and Simnett, R. (2006) “Audit Partner Tenure and 
Audit Quality”, The Accounting Review, 81(3): 653-676
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Moral of the Story
Mandatory rotation of audit firms or 
partners, and audit re-tendering, are 
related policy instruments that rely 
on the presumed negative correlation 
between audit tenure and audit 
quality. There are plausible analytical 
arguments that the correlation is 
positive or negative, which leads to a 
theoretical conundrum that requires 
empirical evidence to resolve. 

There are ample empirical 
studies for firm rotation, limited 
studies for partner rotation and 
very few studies on re-tendering. 
Although there is no consensus as 
yet, empirical evidence on audit firm 
rotation does not generally support 
the presumption that a long audit 
tenure lowers audit quality. The 
evidence of partner rotation on audit 
quality is mixed, and researchers are 

higher likelihood to beat earnings 
expectations. Another US study5 found 
that before the Sarbanes-Oxley Act, 
firms had lower earnings quality for 
both long- and short-tenure firms 
relative to medium-tenure firms. 

Although there has been no 
consensus, empirical evidence on 
audit firm rotation does not generally 
support the presumption that a long 
audit tenure lowers audit quality.

Observing partner rotation is 
generally more difficult than observing 
firm rotation, and only a few archival 
studies have been conducted by 
observing signature changes on 
audit reports. Archival studies have 
produced mixed results. On the other 
hand, experimental studies on audit 
partner rotation generally support the 
independence hypothesis. A German 
study6 distinguishes the effect on 
audit quality between the rotating of 
audit engagement partner and quality 
review partner. The authors found that 
mandatory rotation of the engagement 
partner increases audit quality while 
mandatory rotation of the review 
partner decreases audit quality.

beginning to distinguish between 
rotating engagement partner and 
quality review partner. From the 
study on adoption, jurisdictions that 
adopted mandatory firm rotation have 
a significant probability of repeal, 
but jurisdictions with mandatory 
partner rotation have a low repeal rate, 
alluding to the “market acceptance” of 
mandatory partner rotation. 

The jury may still be out on the 
relationship between audit tenure and 
quality, and the debate will continue 
in each jurisdiction. Maybe this time, 
we can better judge the quality of the 
argument.  ISCA

tan Boon Seng is Assistant Director, 
technical research, IScA.

Look out for Part 3 in the March issue. Part 3 
summarises the key issues on the debate of whether 
auditor’s independence is compromised if the 
incumbent auditor provides non-audit services.

5 Davis, L.R., Soo, B.S., and Trompeter, G.M. (2009) 
“Auditor Tenure and the Ability to Meet or Beat Earnings 
Forecasts”, Contemporary Accounting Research, 26(2): 
517-548
6 Gold, A., Lindscheid, F., Pott, C. and Watrin, C. (2012) 
“The Effect of Engagement and Review Partner Tenure and 
Rotation on Audit Quality: Evidence from Germany”, SSRN 
Working Paper Series. Available atdx.doi.org/10.2139/
ssrn.1631947
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