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Abstract

This study examines whether auditors’ client-specific and pre-client experience affect the
audit quality of firms during the first year following mandatory audit-partner rotation
(henceforth “first year following rotation’). Our client-specific experience measure is the
cumulative number of pre-rotation years an audit-partner holds. We use two measures for
pre-client experience: industry-specific and general. We find some evidences that either
client-specific experience or pre-client experience improve earnings quality of firms during
the first year following mandatory audit-partner rotation. Our findings suggest that the board
of corporate directors should consider prior auditor experience when rotating audit partners.
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PEAL W B AT B o BRHE 7R 2006 4F 2% {fii ¥ & )7L 55 /U5 5 < (The Revised Eighth
Company Law Directive) » 7B Rk E #5186 (Statutory Audit Directive) » FIIGEKEH
2008 ikl » ARG T FEtAEHERI - BFEEL (I EIEEG A%
% - 2008 FEEFFE T H L HEEE (Advisory Committee on the Auditing Profession;
ACAP) th#da PCAOB /& &t Al &% iy 3 2 01 AZE S BRI E HYFE - 2009 4
7 1 PCAOB $H & EHRITE AL & s B IR TG B - WSGEE e Tatam ©
GG ETAE SRS B A g8 Ny Mt T R E et E - E— R b E
EHATEZEE (T (Accountability) » fE&EHET{ER TR G TN & E SR FIFEIER Z & - 5
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10 JJ PCAOB P A& & e e & s HaiE L AU & S a4 5= - R4S
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EBEEERHET/HT 0 Johnson et al. (2002) ~ Myers et al. (2003) * Ghosh and Moon
(2005) DARLH FERT B HE T i E B S - FE SR B g A S5 AT
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R - FEtETE AR BEERE G B LAY ATREMERUK - Carcello and Nagy
(2004) DA 758 SR a8 A AUB SR AR T8 - H S BN T e Al S P B A
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e E - AR R I G SN I I B B 15 e R E AR Y 5% AR B SR MR
B tREl R EAHRE - eI EZEFST 51H » Carey and Simnett (2006) 3 & 5% &
SHATAUE AR - SR EESE A RS TR ARSI - HF P ES &G
FEREIE > EVEE BN ERT BB B S AT N B AW - 20T > Jackson
et al. (2008) AT HFEE G A HAIRY LTHAE - &SRR » SaiEE
REHREETEANERERS - RRET ENETBHHEEE T e~ B
BAlE - Azizkhani et al. (2013) HIZEIREIEVU R E AT S AT » fEmE SRAgREE
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2 IEAEREEERIRIR

E SRR 5 A DL R B B B 0 2003 4 4 H BB IE R B F il 5 (E 22
1257 B ABEIT R ECEE LM B S B R g s Ha & #eg 2 A 7] Y b
B HRE B EWRIVEI R - R Ry 1 IRGEE L RIVE i om i 5 2 51 Bl 5 R
B2 . 5% 2003 FAF Redk A - B AR AL e et A R P A A Y EE
FERIRIE S - (HH 2004 4 F-PAFE BB S LG - RIEE IR - Bl S E—1
Fre AT AEE S LAY R EEERIVE R - & T eHEE S S8 T et Al
HIER  BEFTANEEZE A A SR B E RS a2 A SUEL
TE=E e v ) S R & S Al A R R AR AR - LAk - FREHL 2008 F B R 5T 1E
HIANSEEVYH-759% T GEtaISE B2 EBE S, - BHET 2009 fFE54G Fiifld 2 3
g ETEIER —E B CREAGEE 7 F) kinsH - HEEME—E8E Caw
PEIRR 2 ) JFF1REE « HHFA 2009 4F Fr R i o il i 3 2 A (R Ry 7 A2 FF 5 48 » BUkF
2009 FFEHIHARIPERR -

ASCFTERAIER ARy 2004 4228 2008 A2 EEF A G REREE /LA 5HZ
ETifERZE - R A EE— IS g ibEEEZ ORI EEFRIIE S - AR
RIEER CFE - DLRT— A — %58 & 3T Al A U A R (e 5 AR & Al 5 4
FolEhmaf 2 - HHIBRER AR 2 hF  REREEEFinFEA s 1,724 F
BIZE - HRASr I E eHaE S A BB AR 2 it e AL S e T 3
EFETWE - A FEtAE G HEEERSE G EREE TR R B BT ARG
EERRE S BIRGRATT ¢

o EtAlE S EEERE A S EEF T E R A E SRR D E F iR AR
(1,724 ) RVIAERA - BRI TYITUEEIZE - 55— slliRE AKEEZFZE - Remt
PR b S AE B R R & 5T B T B IR AR R A i - B AT R S AN
FEFLAGIER - 55— » FEtii &K ER BRI TRAVEZEE - 5= JEIBRH
AR - HRNEBERSE A RREE BRI BER AR L BB SN AE - 1R
DeFond, Raghunandan, and Subramanyam (2002) 43 $EEH#E » AT el 215 BhER
EMEBBEERE BV BN EZE - 280 IFE R ZEERSE A SRS RAEHEE -
ARSIMKIE @ R SRS — R A ER S G R R AL R EEEE R RS
(Carcello and Neal, 2000; DeFond et al., 2002; Ruiz-Barbadillo et al., 2009) - fR45 i ff
R SRIF R E G HEEERE GRS E AR (543 EEIZHE) -

B BT B B G E AR DL E w3 R AA A (1,724 ) - BHIRT
VI=FHBERME - 25— SR RESRE - B2 gitiilEEREE R EEREA T
EHVBIZE - = EFEFER/NR 8 EBIEE - IR LllfmEeky - SR REEST
B B AR 1,620 SHERERE - ASCERIRIFAN H 28 i it (TEJ) ©
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— ~ S Yl B L SRR Y
() RBEEEARBEFTEAMNFLAF S H ORI ER

EFEB I E T - HREERSEH RS TR R ERH R L REBEEUHR
AR - A - @ESPEEERE G REE T E R I - AR B IR H 1k
Z£ (Carcello and Neal, 2000; DeFond et al., 2002; Ruiz-Barbadillo et al., 2009) - R 5
DeFond et al. (2002) HY43 AR HE » ASCRAF A S TS BT B 00 8 R & B iR R I 75
IREERZE o A - NG AT E K EENREERE A RE T ERgZIRS
HYREREEL R ) » A SO @ 5 SR DA E R H AR RS e it B A
#5542 (Carcello and Neal, 2000; DeFond et al., 2002; Ruiz-Barbadillo et al., 2009) °

fEgEtaE & E b R E TR FEE - HEHEE RS —
£ R EACEE SRR A FaT AR RN A ERE - ACH &R
Bt BB WIE(E 1983 4 ° bita SRR E| H i R (h A &AL 8 - 4522217 Chi et al. (2013)
ZHSE - A ST ETE R A ) Ry @ AR P 2 B AR DR IEE
FEE AR - W — 2R IR 7 R I A RS B o i SR B B — e 1 R g
Hr o RFEE P ZHBEEZEE (PT) Rt st Alis R G E a2 & P T R ERE
B EERCEE (IndExp) R (& 5THIE S G REBEZE PRl —E A& P 2 E
B AL ER (GenExp) AR (- & st Al A ST A E R - 2B T - |
REZFS A SR EE P EHB AL (PT) - M ES R & & a s A&
Ff € FE ZE W BE (IndExp) « Kl - ARSCDURF & & F DL 3G 40 7 26 8 B (H
IncIndExp=IndExp-PT) DA k2 H 7 £ 09 3E %8 — i P A8 B (Il IncGenExp=GenEXxp-
IndExp) Kl EMET S TN IRE P E B SRS -

R AN ZE AR R B E RS G SR A T R A AR R A AR
BFENFE I (Size) « _ETIAEFEEL (Age) ~ VU REETATEISFT (Bigd) ~ A fELLE (Lev) »
ATHAZEZE B85S (Lagloss) MEERMIZR (ROA) » BIHEREHANT : @ESCEFEH - #HfE

5 [ 1983 fEBHLA » ABHFIT AT E EHESF] - IREIABIZEIT A T 2 M S FE BB A Bk A e B AT
HEFSAT 2 g s AT - A DA B EI A AL %538 o Chen et al. (2008) Ei Chi et al. (2013) fE 7 &g 3 HEf{T
HAth 2B 1% 1983 FFHLE -
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BRI A S E - S BRSO E F R R s B AR sE /)y (DeFond
et al., 2002; BT ELFZZE, » 2008 ; Chen, Sun, and Wu, 2010) - [ ifEFEEENT » 14
SRS B bR - ol BAR RS H e R A S TR R AY T REME#K (DeFond et al.,
2002) - thAh » EESOREE R R AL E R RT S 5 AT < B A B L HADE B A B A=Y
HwETLE - bl RE Y B AR S H B e 2 % 5T 2 R (DeAngelo, 1981; Mutchler,
Hopwood, and McKeown, 1997) » A SN A PY R & 5 HATEE 15 AT iR s 3 (Bigd) - #&
DAFEHRIEFE FAAER2 - etk - A SCETE = &M BN IRYE S « A&k
(Lev) ~ HiHAZRAEIEL (Lagloss) MEEHRMIZ (ROA) - & EE LR A BHTRAZ £
KECE E R AT - RoRBEIM BRI B - o AR E A R R E e T E A
HYBIEEMERIA (Mutchler et al., 1997; DeFond et al., 2002; Chen et al., 2010) * fxf% * £ T
PRI P R SERR » AT % (Year) B (Industry) HYRE S EY -
o7 B R - ASCEERS logistic SERRFREAIANT
GCL, =, + o,PT, + a,IncIndExp, + a;IncGenExp, + « ,Size, + a,Age, + aBig4,

€y
+a;Lev, + aglagloss, + a,ROA, + Y nYear, + g Industry,, + &,
t k

A R T - A FIRERD | B REED t DA ) ¢

PT = FMEF P ZHBEEQE - BEEGHEEE SR €% P B2ENE
B(H 1983 FHEHE ) - BB EETATER - BIRCEIHE

IncindExp = BEERAVESERES - ol (L& 5TEME R BB & & P A — & £ R EF
B E E B E & P 2EAEE (B IndExp — PT)

IncGenExp = BEERAT— M MEARESR » R (E & T AlE A AL i 2 P B8 A - 30K
Hod R AR rE SE 2 A8 (Bl GenExp — IndExp) 3

Size = MBI RE

Age = FiitEAE

Big4 = HHNAKG A SEFETEZE B 1 SR 0

Lev = MHEERDIEEE ;

Lagloss = #&HI—HFHERG 1 HHI 0

ROA = FFIRDEEE

Year = FEEYEEEPE R - t 451 2002 2 2008 4F - HEAE tEEHIE 1
HHIR 0

Industry, = FEERVEHEIEE - k R TE) ERAESR - TRARE KEZEAR 1
AR 0
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(=) AR FRIABMEEEF R T OREER

i 25 ST 3% B BT AN 2 BT 0L B BT 0 B %% # 3 5L B #LEE (Becker, DeFond,
Jiambalvo, and Subramanyam,1998; Johnson et al., 2002; Myers et al., 2003; Ghosh and
Moon, 2005; Chen et al., 2008; Chi et al., 2009; Gul, Fung, and Jaggi, 2009) - 3= Zi&g5it
Jry = A S AT PO AR L g E A B A A BRI B pE S (AN EE R RRIIE - PR - S ETHD
TEERR R RIEE » GRS AN 8 - ARS8 E 2 K EEHEE - 81
FEEEHERE SR EE P EEGATLEIAE - B - FEFREELF - GETAIE
REFE I HEAFf 2 & Z PR EEETEEH - REEFTHEE K (Kinney and Martin,
1994; Chen et al., 2008) * Atk » A SRS FERH B Ry et BB AR 8, -

1R ERT B T & b - ASCERFE Kothari, Leone, and Wasley (2005) .2 #8854 %
modified Jones model - JRE[] Kothari et al. (2005) & modified Jones model /il A FijHH &
RUBEUE Foat E S FEST BRI BRS M I B -

TAU AL =B A AL+ B [(AREVit —AREC, )/ At—lj| +B,(PPE 1 Ay)

2
+P,ROA, ,; +&; @)
Hrp e
TA, D REERTE . DIRRE M AR VS EiEEI SR E =
A, BHHEEE

AREV, : FHAZENEL ;

AREC, : JEWGHIAZE)E ;

PPE, : Wi » WB MaxifEH

ROA,,  DUFHRIIER DAE MR < RTSHIE A RE
POARATH

AIGEFETERET R 1) X FEFEERENZIAFAZEAE 8EE -
HIHBR & R 2EFTE A (Chen et al., 2008; Chi et al., 2009) - FE¥ 3 FEHERIKH
TEJ - &5 (2) AAWIRRZETH (e,) BllRy | AT t FHIBESGRRE L S H eS8 (LU TR
s DA,) » Warfield, Wild, and Wild (1995) #/1 Francis, Maydew, and Sparks (1999) HJi/F5%
RIFEHY - S0 FEE T Bnfe BHE R i B B E J5 Bt 2 aR g A A & B SR BB RS
BB - MU SUIRIE 2 SO R DIEFEST B m S ER T EET LY
(Warfield et al., 1995; Francis et al., 1999; Myers et al., 2003; Chen et al., 2008; Chi et al.,
2009) - FbAN - E AT HYE B SRRt A AR e A 91T Ry - BRUIRORR AN —2 -
AFT AT RE FLER B V& B E & ) ERe R AR AT 22 [ (SR IR A B ST 3O ) - $7%E
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HUE R A E BRI A BT R B R RR - R RN E eHAE 2R IEFE Z A - KEH
B A2 B B iR & & (Kellogg, 1984; Kinney and Martin, 1994) © &l » DLUEH JE
SHERIREEHE R FE B B T RE & FE S JL U - B KSR - ASGE — 20 AR
FUR BT EE 73 Ry IE B R ERAGETHEER L (Myers et al., 2003; Chen et al., 2008; Chi et
al., 2009)

PLAN » RSC2FHBESCE  FE T TG KRBT © Watts and
Zimmerman (1986) fEHI /A E]FIGL (Size) A » HERHVEGERARRE JEA » iEHE S
R R ERAVENRE - nTREETTEERE HAYTT s (Chen et al., 2008; Chi et al., 2009) © it
BN A AR - BETESTEE /)N (Chen et al., 2008; Chi et al., 2009) » A=
IRFR A ETIHE 25 (Age) » DAFZEHI £ 28 A am B HAFE T B3 L - @A SRR B R A &
sHEMEB AT < &N B AR B T A B ST E (DeAngelo, 1981; Becker
et al., 1998) » ASCLAVY K & EHAEEH5 AT Y M B8 8 (Big4) 1 Ry H(CHE % 8 - Ghosh and
Moon (2005) fEHIERAI/A ] » HEE FEETEmR » BURSCLVE ZE AR (Growth)
TE R AR - LA - BERE e BB g EEH TR Bl R T EHHEH R A
FHEE (Dechow, Sloan, and Sweeney, 1995; Chen et al., 2008; Chi et al., 2009) » HUA TR
NEFEHSTESE (CFO) » Itk » &y T HEHIFE M AEFESS - IATHEE (Year) Hil
FEZE (Industry) HYRE gy -

i BRIl - ASCE GRS ¢

DA, =y, + 7 PT, + y,IncIndExp, + y,IncGenExp, + y ,Size, + 7. Age, + 7,Big4,

©)
+ 7,Growth, +7,CFO, + Y nYear, + »_ g Industry,, + o,
t k

BT Ry AN - HAREEE (2) AHIF -

DA = FE TR R B FE AT S BILAREHE (DA]) ~ IE{H (DAY K E&H
(D) Kt &

Growth = ZEZEIN AR |

CFO = EEEHSIE - PRl — & E

o HERR
(—) Sk g3t &

h T YIRS » AT BT R B BB RS 99 E A
{EBUNASE 1 B GIE S BRHIGE (L (Winsorize) BEHL © - % 1 FIRESHIFEHAZ

6 IRFE{b (Winsorize) BRI i (E AT B MIBREREHE - HMAGERBER (N KRB O B (F1H
L) [EZBEHELLIEE 99 B (L (56 1 oL ) [EHURZ -
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MPEAEET & o Hr Panel A RS A REE R TR RS ARG & » 1T Panel B
Ty B ST B AT IR A (O RGIE AT EH& © 1 Panel A Fi Al DAZEFR > GC1 1S58k 0.018 -
BURERA R E B EERE A S EE T E R LB NS » =t S a A
EAERGRRE S B (PT ~ IndExp z GenExp) 2 V84453 B 1.635 ~ 4.321 % 8.141 - {H
=R MER 04 s A ES R 14 - 17 B 22 4F » BB a s iiia i i By s A
R 1 Panel B A RJDIZEH - |DA| BI85y 0.069 « = Fdiffy S (& 5t Al L&
REREEL (PT » IndExp & GenExp) Z3I#53 Ry 2.040 ~ 4.940 57 8.928 @ [ =& .2
B/ ME R 0 4F ~ fx AfESTBIR 14 ~ 18 . 22 4% » Hil Panel A G5 FHE - NS
FTETE AR B AR K -

® 1 FlEHETE

Panel A: #BBIS S ARBZBTEREE (n = 543)

ey RS ZEAEE &/IME Q1 AR Q3 RAE
GC1 0.018 0.135 0.000 0.000 0.000 0.000 1.000
PT 1.635 3.050 0.000 0.000 0.000 3.500 14.000
IndExp 4.321 4.542 0.000 0.000 3.000 7.500 17.000
GenExp 8.141 5.709 0.000 3.500 7.500 12.000 22.000
IncindExp 2.686 3.281 0.000 0.000 2.000 4.000 17.000
IncGenExp 3.820 3.862 0.000 1.000 3.000 6.000 22.000
Size 21.875 1.260 19.177 20.992 21.709 22.707 26.100
Age 9.501 7.542 3.000 5.000 7.000 11.000 43.000
Big4 0.825 0.380 0.000 1.000 1.000 1.000 1.000
Lev 0.499 0.178 0.063 0.397 0.516 0.625 0.931
Lagloss 0.372 0.484 0.000 0.000 0.000 1.000 1.000
ROA -0.034 0.112 -0.492 -0.075 -0.022 0.026 0.239
Panel B: F EETEISIMTIEE! (n = 1,620)

ey SEHE ZAEE B/ME Q1 AR 2 Q3 BRA{E
|DA| 0.069 0.067 0.000 0.022 0.048 0.092 0.335
PT 2.040 3.291 0.000 0.000 0.000 4.000 14.000
IndExp 4.940 4.698 0.000 0.500 4.000 8.000 18.000
GenExp 8.928 5.842 0.000 4.000 8.500 13.000 22.000
IncindExp 2.900 3.479 0.000 0.000 2.000 4.500 18.000
IncGenExp 3.988 3.889 0.000 1.000 3.000 6.000 22.000
Size 22.151 1.386 19.668 21.160 21.943 22.887 26.506
Age 8.917 6.975 3.000 4.000 7.000 11.000 41.000
Big4 0.865 0.342 0.000 1.000 1.000 1.000 1.000
Growth 0.123 0.288 -0.592 -0.047 0.090 0.256 1.159
CFO 0.075 0.120 -0.348 0.013 0.074 0.142 0.405
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GC1 = EAFEEAERBIREREEREBZEIERE 1 BAIAO0;

IDA| = BEMEARANEREESTEEVEEHE ;

PT = BEEBFZBEEMEXICH  AEBISHMEESERBEEFRENTE (8 1983 F
HBE ) EEMMNEFTEER - BIEFISEFE

IndExp = EEKER ARISHIMAEEX ST EFR—EZRENEE

GenExp = RECE:  AETEIIMALZERAEEEET R REAES

IncindExp = IEEAMEXEE X AEISTMAEZEREESEEE PR —EXRBNFEREBEETR
BEEFRBENTFE (BD IndExp — PT)

IncGenExp = MEEM—RMMHSE: @ ARET S MEGEERMEEERFRBNFEREAEZERETE
EXRENEE (B GenExp — IndExp)

Size = MEEEINE R

Age = FHiEEFEC

Big4 = EANKETMEHEAERES 1 BEIAO;

Lagloss = GHEI—FHEXEA 1 THIAO;

Lev = HEBEERLEEE

ROA = FHRBRLUEEE

Growth = BEWARRR;

CFO = HBETFRSNE > FRHAT—HREE -

(=) @mspas g

£ 2 BEXISEHERE B REETE R logit BEAFER o« HIAA SR AR B G 1#
B S RS o Rt n B LB AU (Heteroskedasticity) K B L e 471
FHIRAIRIRE - A% Gow, Ormazabal, and Taylor (2010) Fr#gH Two-way Cluster-
robust Standard Errors J7iEETHIFHER < (€5 2 AT DIEEER - (&SRB 8 (REE
R IE - BATHEARFIRAEE - AR P HBEESE (PT) ZRBUER] 10% 8EHE/K1E - 1Y
HE— R EASER (IncGenExp) ZIRBURET] 1% BEZ/KHE - HE el Biih T ATl s 4
8% (LagLoss) » TS (Age) ZREERTHIARFSRAHIC YL - HARS B (REET Bl
TEEAFFSRAEE - /AT (Size) ~ BEILE (Lev) ZARET BIEE 5% K 1% ZHE/KYE -
AN » ASCH DA #EAE RS A i 2 et R e - e A 2 R A E T =
5L (Pre_GC) Hy¥EH8 5%, - EHTET logit SEEF 54T - EREiEREHATHETER (Pre_
GC) ZREFERE R IE (1% #EE/KUEE) » BURNEER SRR FIEREAEREE
BB LS AE RAEE - 5 2 - R IR S S B DI I 2 - BT AN B
REGREEIER - HEEARIAFIREFER = RAYHEERE K (Reynolds and
Francis, 2001) - fEFEHIRTHIZETE R (Pre_GC) & » Fr I &P HBIHEKSE (PT) Z
TREGET] 5% BHE /KUE - WEEASECES (IncIndExp) EEBAEE —%MERSES (IncGenExp) &2
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K2 BEMERERHEECEAREFNERNEE

=y FRHEAFFSR FEREEA GC1 (n = 543) FEEEBEE GC (n = 556)
HEF1R ? -2.840 -2.786
(0.395) (0.234)
PT ? 0.215* 0.214**
(0.100) (0.028)
IncindExp + 0.192 0.211**
(0.267) (0.050)
IncGenExp + 0.095*** 0.073***
(0.001) (0.000)
Size - -0.894** -0.902***
(0.029) (0.001)
Age - 0.102*** 0.104***
(0.000) (0.000)
Big4 + 0.538 0.192
(0.665) (0.792)
Lev + 13.387*** 12.204***
(0.000) (0.000)
LaglLoss + -0.210 -0.278
(0.609) (0.614)
ROA - -7.675 -7.031
(0.173) (0.165)
Pre_GC + 5.458***
(0.000)
Year and Industry dummies included
Pseudo R? 0.441 0.651
GC = BEAFEAMBHBIAEEBCEARECENERA 1 BRIAO0;

Pre_GC = EBERI—FABECLEAREZENERR 1 BRIKO-
Hib S ERRHEK2 -

. MEBEBBRAERE B3EER  BEHA GC B2 HAFEMARIRECERREETRERNEER - M

FEE R GC1 B HAFEERSAEBCEEREBITRRNESE - AL EISIEE RS RHEERL
EHREETE R 13 EERAMIBR

. 1EMAN B A4S Two-way Cluster-robust Standard Errors SAEREAIEE p {8 o tbHh » EIE* = &

e SRIRIREEE 10% ~ 5% K 1% BIFEE IKZEE
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PR 53 BISEE] 5% R 196 BB /KHE « SLARPERIB R BHR B K Hh ELR B B R
ZBETEREBEAMER - ]S 2 0 & 2 K RIRERBEE T TRREZEFZ
HB A, B TIRE P HBIE AR, (e SR R L AR — R 1
T ) BRI E S ma R E R T E
7 3 R AR MEST LR AG R - ASOD B DA E EET EREHHE (IDA]) ~ IERYRE

FEEHL (DA LSRR B (DA) FOEHL - 22 3 STLLEL - %5 P Aol
FehE (PT) B JEGT R EHE (DA]) ~ BAVEF EZTE (DAY) SRl 2 A K IEFR R
%+ FLE 19 BRI 5 TTHMERESAEE (IncindExp) BLE IR ER B (DA') /R 28
ZIEMBARR (5% BEKLE) - MFZ - £ IO MEEMEREEFETAIZ T iEEEEEL
HRZHEHBEEMSE ) 803 TIFEPEBIEESE  (ENSEEERE ) BT

i’ 3 EEMEZEREEREABNEE

B [DA| (n = 1,620) DA' (n=777) DA™ (n = 843)
#HEEIE 0.097*** 0.046 -0.158***
(0.000) (0.114) (0.000)
PT -0.001*** -0.001 0.001***
(0.003) (0.329) (0.001)
IncIndExp -0.000 0.001 0.001**
(0.451) (0.240) (0.050)
IncGenExp 0.000 -0.000 0.000
(0.430) (0.906) (0.733)
Size -0.004*** 0.002 0.009***
(0.000) (0.364) (0.000)
Age -0.001*** -0.001*** -0.000*
(0.000) (0.000) (0.097)
Big4 -0.006 -0.002 0.010
(0.213) (0.611) (0.216)
Growth 0.032*** 0.046*** 0.014*
(0.000) (0.000) (0.069)
CFO -0.107*** -0.454*** -0.198***
(0.000) (0.000) (0.000)
Year and Industry dummies included
F & 13.370%** 19.509%+* 9.511%**
Adj. R? 0.162 0.542 0.212

1. BYERRBERK2 -
2. {EINNE = A% Two-way Cluster-robust Standard Errors SAEEAIEEE p {H o b » B> B
wx DRI IREEE 10% ~ 5% K& 1% AIREE IKEE -
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THE A E

FEPERIEETE - N F R (Size) fERH EFTELZFEEHE (IDAl) BUBA
ERENAMR - MEREETEREEAT » 2REEMHERER - FRA R
K (SR R E R A o SRR TR (Growth) Z 1R8I EmIEE R
SEEGT RGeS EHE T IE A - BB IEAHR - BRSSO B - RERE
MhASE ] RE e E B - HELH ETEE (Chen et al., 2008) - i 8 (Age) i
EIREEIR TR (OCF) (REREISIAHTT - G i 0N B ER T Bfe B e 7

IE& - B REEE EUfHR (Dechow et al., 1995; Chen et al., 2008; Chi et al., 2009) °
(=) #R R

BN T Ry TR R S S AR S R E - nIRE S SR A A — A Et
Bl » AR — BRI RIRZ RN A R - SEHEEEHaITE BRI R P 2 HB AR
B b AR R - A REEE (ST RRAVETEMHE - KL - ASCSHE I
I RE S - Heckman (1979) Rif B (557 (Two-stage Approach) JE{T3HT  Hdr » 55
— P E% %227 Blouin, Grein, and Rountree (2007) & Firth, Rui, and Wu (2012) Z %% -
RV EETRTEMERR AL 7 - AFEEHR A - (B - & P BRI A JE b ~ A RIEE
AT M SR - (55T Mills KZEEH (Inverse Mills Ratio) - 2R 7E=0 (1) K=t (3)
A Mills SZEL BB EHETT (55T - RYNEBARBIE RN R F R G AR TS T H A=
BIEEZRRER R s T BEEPEF CEREENKE ) E TR ER
AR S | (RS IR SR R G — i ER ) B R e R s e -

PEAh - A s R ST (L 2 T3 5T & (e.g., Balsam et al., 2003;
Krishnan, 2003) » #4<5222% Chin and Chi (2009) Z 5% » fFEEFE A d 0 A M Edr
sHATE S REFEE S (IndLeader) HYMEHEEE (BEEEHEIE P S RERNE ERHE
FHEHEZ ) DI EEEFEET AN - RIS R IR A SRS w32
EFEEFRBEMTZE - AGE— PR E KBRS &R E P R ELFR

7 Rotbackit =7,+7, Size_+y,Subn +y,PT, +y,Indleader, +y Risk, +y,DA, 4)
+y,Transarency +y,Lev + y,Board +y, Inddirratio +y,,Insiderhold
+XnYear +Y ¢ Industry,, +p
t k

Lt 38 8 Rotback s RE 8 % - S5 HE S SFATRT E & PR 0 (FrEE ) 8% 1 - HHIR 03
Size FsfEE AN E ARE L 5 Subn Ry A RIZBE IR © PT R (E S st AR R EFF EHF 2M
HYAESE (H 1983 FEHEEL ) 5 Indleader S H 2 MESVEY - EREG AT ARIESRERE (F
PR ) 82k 1 TGHIR 05 Risk Ryi5 & Pl sz BB B A RteE i E B8R 1 -
HIDR 0 DA R iBs S 1% FLH FEG T Transarency Fy i B RTUBHHEE - DA SEaR S0 28 s
=R VA BB DARE A 2 S N FIRBEE Tl - A AR R AR HRE B Sy 10 #H (FREHGEEHER KR
BETESS 1#H - SZH BV RZE ) 5 Lev B AEMERDIFEEE © Board B S A% 5 Inddirratio 5
FHATEEF G LR ; Insiderhold Ry HE g 28 RORSEE AR EEER -
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BREHTHETT AT - RYNEFSAVFER IR A EA S HIRGq » IR 2 BURE R 50%
FIRRASE PT 5 0 ASL55RE PT B 0 BARMNER R EHTHETT 04T - ARYZEAG R EU ]
B PT & 0 BRATR - ASGHEER I AN ZARAE - ik - ARKEERZ R ER T #ES
FTEEEB AT RS - M S AL EE R AL - A BIINACKR IR & EHATZ T FF
EFFEBIEELRE ) & TIREFEBEERSE (SRR R B AR
wehe ) BREr AT AT S S P SRS ER IR T E AT AT - ARIIFRAE RIR BRI R A

YA
Ao at ©

h ~ f55m

AL gt 2004 28 2008 FAEZHEFE TR X 5 AT A EE LA 52 ErifldSE
BT B UTTTRA - eI ERTAIE TR REEE P H B AR ) DU TIRE
FHBMEELSE  (EEERERE R ) ERPEEFRANEWE -
B RS - MG RRBEE P HBIEEMEE , 8 T IR P E B IR
B RPN E SR ER T E AR o P R BUR TR RERE R  thIR BER A R A
SEimMERE R - EEGREHERTIEFEESET RIS RN B -

AWFFENIE — LR - B AR DI SRR R B A I E S -
BB g st ER bR T EZFEON > MEREFFR R - P40 SEHATRTE S - 8
LRI S e R - R - AW e iEiia e A R SR T E R - AR
R AEER R T Al nTRE LU R OB B E B A LR A R AV 22 (R YR E
FTEUED ) - EERRGEHAEZFRABF ZIRE - KEH B R A mE S &R OFE
7E o ARIMASUAEE R E TEGT BUTGE BHE K R H TEFT B BT S T s BERTER - ok
BT IR BRI IR A SZ R FE (R - AL - ASCWEFeftam AR L REHERE 22 A B£8R
EHELZ N
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Audit Quality during the First Year of Mandatory Audit-Partner
Rotation

Hsiumei Liao, Assistant Professor, Department of Accounting, Ming Chuan University

Wuchun Chi, Professor, Department of Accounting, National Chengchi University

Summary

This study examines the role of auditors’ client-specific and pre-client experience in
explaining the audit quality of firms during the first year following mandatory audit-partner
rotation. Our client-specific experience measure is the cumulative number of auditor’s pre-
rotation years audit-partner holds. We use two measures for pre-client experience: industry-
specific and general. Following prior literature, we use the issuances of auditor’s going-
concern opinions and abnormal accruals as a proxy for earnings quality. The empirical
results show that both client-specific experience and pre-client experience can improve the
earnings quality of firms during the first year following mandatory audit-partner rotation.
Our findings suggest that the board of corporate directors should consider prior auditor
experience when rotating audit partners.

In the wake of the Enron scandal, and with the hopes of bolstering auditor
independence, many countries have enforced a mandatory auditor rotation system. In
countries where audit partner rotation regulations have already been adopted, such as Taiwan
or the U.S.; inside corporate government bodies, such as director boards or audit committees,
are up against the important issue of finding suitable successive auditors in a forced rotation
environment. The audit quality of these successive auditors is of great importance for not just
the corporate government bodies, but for researchers, users of financial reports, and
regulatory agencies as well. Studying Taiwanese firms with mandatory rotation, Chi et al.
(2009) find no evidence of increased audit quality in successive years. Rather, they find audit
quality in the first year processing rotation samples to be worse than the preceding year.
Prior literature also outlines that there is a lack of evidence for auditor rotation increasing
audit quality (Ruiz-Barbadillo et al., 2009; Martinez and Reis, 2010; Gold et al., 2012;
Azizkhani et al., 2013). The Public Company Accounting Oversight Board (PCAOB) has
solicited public opinion on mandatory auditor rotation and further assessed the feasibility of
audit-firm rotation (Cohn, 2011a, 2011b). Considering the above, we believe that
investigating first year audit partner rotation samples benefits the current discourse.
Traditionally speaking, auditor tenure has been used to measure term length for successive
auditors (e.g., Chen et al., 2008). It is worth emphasizing that recalculating the first term year
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for the first rotation year auditors has lost all meaning. Therefore we analyze the three types
of auditor experience: client-specific experience is measured as pre-rotation accumulated
years auditing a specific client, industry-specific experience is measured as years auditing in
a specific industry, and general experience is measured as years auditing in any industry. Our
research contributes to recent policy related discussions in the E.U. and U.S. regarding
auditor name disclosure on audit reports.

In April 2003, after the passage of SOX in the U.S., Taiwan Stock Exchange (TWSE)
and GreTai Securities Market (GTSM) promulgated the rule that, once in effect, required a
five-year mandatory partner rotation. Specifically, both stock exchanges amended the
procedures for auditing the financial statements of listed companies and added a clause. It is
stated that if any partner has performed audit services for a listed company in five
consecutive years (applied retroactively), then that company’s financial statements are
subject to the stock exchange’s substantive review procedure. However, the Taiwanese
Accountants Union argued that it would be difficult for audit firms; especially for small audit
firms to rotate two partners in the same year. In response to this and other concerns, both
stock exchanges postponed the full implementation of the five-year rule for both audit
partners to 2004 with 2003 (annual audits), as a transition period when audit firms were
allowed to have one partner, but not both, and auditing the same client for five or more years.
Since the mandatory rotation term increased to seven years in 2009, data from years
proceeding 2009 have been excluded in this study. This research thus samples the first
rotation year of the listed firms on TWSE and GTSM from 2004 to 2008. We measure audit
quality according to auditor’s going concern opinions and abnormal accruals. We further
investigate the relationship between first rotation year audit quality and two types of
successive auditor experience: previous client-specific experience and non-client-specific
experience (including industry and general experience).

The empirical results show that both previous client-specific experience and non-client-
specific experience increased audit quality of firms during the first year following mandatory
audit-partner rotation; further sensitivity testing proved the results robust. The results suggest
that, when it comes to auditor rotation, board of directors ought to carefully consider all of
an auditor’s past experience. Specifically, we find some evidences showing that either pre-
client experience or client-specific experience improves earnings quality of firms during the
first year following mandatory audit-partner rotation. Our findings suggest that the board of
corporate directors should consider prior auditor experience when rotating audit partners.

Our study is not entirely without limitations. First, we use the number of previous years
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spent auditing to measure auditing experience as proposed by Chi et al. (2013). However
there are many different factors that affect auditing experience. An auditor’s idiosyncrasy is
just one such example. These factors are difficult to isolate and measure, and as a result, we
have no way of assessing how they may affect audit quality. Second, some academics have
posited that, since auditors face litigation risks, most of which come from overstating of
earnings and net assets; they are primarily concerned with the upward earnings management
under regulatory authorities. However, only the absolute values obtained for abnormal
accruals and negative abnormal accruals supported our study’s research hypothesis, the same
cannot be said for most of the positive abnormal accruals. As a result, the results of our study
may not be generalizable to upward earnings management.

The major contribution of our research lies in the important and unique first rotation
year sample. We provide some evidences showing how different tenure types of partner
auditors can help explain audit quality- as far as we know this is the first study of its kind.
The EU already requires, and the US is considering firms to disclose the names of auditors
on audit reports, relevant information being key for both decisions. In Taiwan, it is required
that the audit firm and the names of both auditors are disclosed on audit reports; prior
literature has discovered that this and other information on partner auditors, such as tenure or
industry specialization, and all implicate audit quality (Chen et al., 2008; Chin and Chi,
2009). However, in an enforced mandatory auditor rotation system, using the traditional
client-specific tenure for first year rotation auditors renders “value of client-specific tenure”
without variation. Under these circumstances, this variable is of no explanatory value.
Building upon prior studies related to audit partner tenure, this study submits that traditional
client-specific tenure evidences are relevant and provides a perspective that broadens the
horizon on name disclosure relevance.
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