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Abstract

This literature review evaluates 103 empirical research studies on the
link between rotation and non-audit services on the one hand and
their influence on earnings quality, audit quality and investor
perceptions on the other hand. After the financial crisis 2008/09,
regulators all over the world are aware of decreased stakeholder trust
in earnings and audit quality. As a reaction, stricter rules on rotation
and non-audit services by public interest entities (PIEs) have been
implemented (e.g. in the European Union). However, the impact of
these regulations on earnings and audit quality is still controversial.
We briefly introduce the theoretical, normative and empirical audit
framework that comprises an adequate structure of the state-of-the-
art of empirical research in this field. We summarize the findings in
each research area, while we split our rotation analysis in an audit
firm and audit partner rotation and tenure and our dependent
variables in earnings quality, audit quality and investor perception
measures. Most of the cited studies are linked to earnings-related
measures, especially abnormal accruals models. The mixed results
can be explained by the different theoretical impacts of agency- and
resource-based view. Finally, we will discuss the current limitations
of the studies and give useful recommendations for future empirical
research activities on this topic.

Keywords: Audit Partner Rotation, Audit Firm Rotation, Audit
Tenure, Audit Quality, Earnings Management, Auditor Independence,
Earnings Quality, Non-audit Services

1. INTRODUCTION

research framework, audit partner and audit firm
rotation together with tenure and non-audit services

Empirical research on the impact of rotation and non-
audit services on earnings and audit quality is one of
the key research activities from an international
perspective. As rotation and non-audit services may
have a huge impact on auditor independence, several
regulations have been conducted. In line with the US
Sarbanes Oxley Act (SOX) of 2002 as a reaction to the
famous Enron scandal, the European audit reform in
2014 can be classified as a consequence of the
decreased stakeholder trust after the financial crisis
2008/09. Both the SOX and the EU regulation include
a blacklist of non-audit services, which cannot be
conducted parallel to PIE audit services. In contrast to
the EU regulation, the SOX did not implement a
mandatory audit firm rotation, but only a mandatory
audit partner rotation. According to our underlying

may have a great impact on 1) earnings quality 2)
audit quality and 3) investor perceptions. In recent
years, empirical audit research has placed a strong
focus on these issues. While empirical research on
rotation and non-audit services has been very famous
during the last decades, the SOX and the EU
regulation have increased the worldwide discussion
about these topics. Despite the controversial
discussion since the financial crisis of 2008/09, and
the resulting increased significance of rotation and
non-audit service regulations pursuant to the
European audit regulation 2014, empirical studies
have also been conducted in other judicial areas than
the USA, such as the EU member states. Insofar, the
SOX regulation has a great impact of audit reforms in
other regimes by adopting these “best practice”. This
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issue is economically relevant, because audit
regulation restricts the (self-)organization within the
board of directors, audit committees and external
auditors itself. Standard-setting bodies hold that the
external auditor can contribute to capital market
efficiency, as they ensure adequate quality for
financial reporting. Ideally, such activities should go
hand-in-hand with enhanced investor perceptions of
the firm reputation.

The objective of this contribution is to
evaluate 103 empirical quantitative (archival) studies
on the influence of rotation and non-audit services on
earnings quality, audit quality and investor
perceptions. In view of the huge research activity on
the US capital market, as well as the international
regulatory impact of the SOX, only empirical studies
with samples from 2004 or later will be included
(post-SOX), but no analysis for the pre-SOX
environments. In contrast to former literature
reviews, we include both empirical studies on rotation
and non-audit services because of the similar
methodology and in view of the combined
international discussion after the financial crisis.

The  evaluation corresponds to the
methodology of vote counting of previously
established significances. This showed that up to the
point of the review, most of the included studies have
examined the impact on financial reporting quality in
general, and specifically the impact on earnings
quality. Most of the cited studies are linked with
earnings-related measures, especially abnormal
accruals. Other measures, e.g. investor perceptions,
are only rarely used so far. It is not possible to draw
a clear picture on the link between rotation and NAS
on earnings quality, audit quality and investor
perceptions in view of the mixed empirical results.
This heterogeneity is due to the different
perspectives in the literature, whereby a long audit-
client relationship (auditor tenure) and a combination
of audit and non-audit duties may be linked with
more auditor expertise on the one side and a possible
decreased independence on the other side. We refer
to the principal-agent theory and the resource-based
view in order to point out these two different impacts
of rotation and non-audit services on earnings
quality, audit quality and investor perceptions.

This literature review made several
contributions to the present literature because it
synthesizes a number of major new insights from the
literature and offers a new and rich discussion of
future research avenues. In contrast to former
reviews on that topic, also non-US settings were
included to stress the international relevance of that
topic. Secondly, we only focus post-SOX studies
because of the great regulatory changes in the audit
environment. Furthermore, we include both rotation
and non-audit services studies and present the main
results of the empirical research via vote counting.
The following review is aimed at researchers,
regulators and practitioners alike. It provides starting
points for future research activities in the context of
investigating economic effects of external audit, while
also raising practitioner awareness of the progress of
audit regulations and their economic impact. The
findings also provide an important impetus for the
initiation of an impact assessment of the adjustments
relating to the cooperation between audit committees
and auditors (e.g. following the SOX and the EU audit
reform) from a regulatory perspective.

This review is structured as follows: First, the
audit framework is presented from a theoretical,
normative and empirical perspective (chapter 2),
followed by an appraisal of the empirical study
findings (chapter 3), whereby an introductory
presentation of the methodology (chapter 3.1)
precedes a discussion of the impact on earnings
quality (chapter 3.2), audit quality (chapter 3.3), and
investor perception (chapter 3.4). Finally, the review
considers restrictions of existing empirical research,
and makes recommendations for future research
activities (chapter 4).

2. AUDIT FRAMEWORK

2.1. Theoretical framework

According to the two-tier principal-agent theory
based on Tirole (1986), external audits are an
incentive to strengthen public trust in financial
accounting. External audit is a monitoring and
bonding instrument for management activities and is
meant to motivate legally sound and orderly financial
accounting (Chow, 1982). The audit constitutes an
action delegated by the investors of a company in
terms of a principal-agent relationship. It is made
necessary by the investors’ lack of time and
professional resources and the rational apathy in the
publicly owned firm (Watts and Zimmerman, 1983).
The relationship between auditor and capital market
is reflected in the gatekeeper function according to
Kraakman (1986) and Coffee (2006). In addition, the
auditor is meant to support the supervisory body or
audit committee in supervising the management
(assistant role).

Since, according to Antle (1982), the auditor is
an economic agent, he can be attributed the classic
agency conflicts of hidden characteristics, -
information, -action and -transfers, resulting in the
risks of adverse selection and moral hazard. The
principal-agent theory assumes that the auditor may
impair his ability and freedom to make a sound
assessment. Adverse selection may be the result of an
auditor’s lack of qualifications on the one hand, or his
bias towards the audited company on the other hand.
In addition to this pre-contractual principal-agent
conflict, post-contractual information asymmetries
pose the danger of a moral hazard due to improper
audits (shirking) and assessments. There is also the
possibility of a moral hazard if the auditor and
management collaborate. In such a case, the auditor
might tolerate faulty financial accounting and grant
an unqualified audit opinion in exchange for hidden
transfer benefits. Since an auditor’s compensation is
not fully transparent for the capital market, incurring
the risk of hidden actions, there is a danger of biased
judgment by the auditor and untruthful reporting on
the outcome of the audit.

The traditional agency models neglect auditor
changes, with extreme cases allowing for indefinite
mandates (Antle, 1982). The risks of an asymmetrical
distribution of information in audits can be
magnified through the low balling phenomenon. Low-
balling indicates that the audit fees for the initial
mandate as negotiated with the client do not cover
the actual costs. This strategy can have a negative
impact on auditor independence and lead to higher
incentives to form a coalition with the management
(DeAngelo, 1981). According to the basic model of
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DeAngelo (1981), the first audit will cause start-up
costs because the auditor will have to first familiarize
himself with the business activities and environment
of the company. Still, the auditor chooses a low
balling strategy to crowd competitors out. These
losses of the first audit represent a market entry
barrier for competing auditor firms. These
information and cost advantages are an additional
market entry barrier in later audit cycles.

Based upon De Angelo’s basic model (1981),
the model of Beck et al. (1988) includes a combination
of audit and consulting services. Non-audit duties can
lead to an increased low balling effect when the
auditor evaluates the financial accounting at the same
time due to spillover effects. The absolute economic
advantage of the auditor is greater than if he limited
his services to audits if the sum of training costs for
the consultant and the consulting costs are greater
than the cost reduction through auditor training by
means of knowledge transfer. Magee and Tseng
(1990) add differences of opinion between client and
auditor to the equation. Differences of opinion
originate in a conflict about (non-)acceptance of a
certain questionable accounting policy. The economic
advantage of maintaining the auditing assignment
due to positive transaction costs of the change is only
incurring a restriction of independence if differences
of opinion are of multi periodical nature, various
types in the auditing industry regarding evaluation of
accounting do exist, the client is unable to distinguish
the type of the auditor, and the auditor himself knows
his type only after the election.

2.2. Chances and risks of rotation and non-audit
services

There has been a controversial discussion for many
years, whether auditor rotation and the restriction of
non-audit services have a positive or negative impact
on earnings quality, audit quality and investor
perceptions. The necessity of a statutory rotation is
solely related to public interest entities (PIEs) because
agency conflicts are characteristic in this group. A
fundamental approach was presented by Burton and
Roberts (1967). In PIEs, the assistant role of an auditor
to support the audit committee becomes more and
more important. Although a long-term contract
between client and auditor seems sensible, the
independence in appearance might be limited due to
a special trust relationship between management and
auditor in a long-term assignment. Burton and
Roberts (1967) state that personal relationships
between auditor and management, the combination
of audit and non-audit duties, as well as the auditor's
intention of maintaining the assignment, are
determining factors towards reducing audit quality.
According to DeAngelo (1981) and Beck et al.
(1988), quasi-rents according to low-balling - without
compulsory rotation and with combined non-audit
services - can lead to higher financial incentives to
give up the independence of the auditor, if the
probability of exposure by the investors is low.
Insofar, low-balling which is connected with a lack of
independence can be prevented by mandatory
rotation and restricting non-audit services.
Furthermore, stricter and more relentless
audit under rotation and concentrating on his audit
duties is assumed, because the auditor intents to
diminish the risk of having his successor complain

about his low performing upon review of previous
years' audits. The avoidance of organizational
blindness is also pointed out, as negatively
influencing the audit efficiency, even under
observation of independence. Hence, the auditor
simply trusts his results from previous years instead
of anticipating important changes in the company
development and adjusting his auditing strategy.

The aforementioned advantages of mandatory
rotation with regard to low-balling are not secured
because of system-immanent disadvantages. An
auditor change and the selection of two parties for
audit and non-audit services incurs higher costs and
fees which result in additional costs of the initial
audit and transaction costs for the management.
Especially long-term audit scheduling and following
up on complaints or auditors' suggestions from
previous audit periods would have to suffer under
rotation. US studies show that the auditor's risk of
liability is significantly higher in first or second audits
than in the following periods. Since first audits tend
to be of lower quality, negative responses of the
capital market are to be expected upon a forced
change of auditor. An investor cannot distinguish a
voluntary or forced auditor change (opinion shopping
of the management) from a regulative rotation,
leading to increased cost of information. Therefore,
for corporations which aim to offer high audit quality
to the capital market, compulsory rotation in short
intervals may be unfavorable (signaling, see Spence,
1973). Even a statutory long-term rotation cycle (e.g.
more than nine years) cannot prevent the risk of
hidden intention of management. The low auditor
knowledge about the mandate’s business risk in the
first periods of the engagement will be also
problematic, if he cannot gain knowledge spillovers
from additional consulting services, e.g. tax
consulting, that may have a great impact on his
evaluation of financial reports.

Another important disadvantage of rotation
and restriction of non-audit services may be an
increased effect on audit market concentration,
although the standard setters assume that audit
market concentration will decrease after the SOX and
EU reform. The international audit market for PIEs is
dominated by the Big Four audit firms. According to
De Angelo (1981), having the highest experience value
in PIE audits, big audit firms are connected with a
higher independence in appearance and have an
extensive potential to offer a range of additional
services. This oligopolization of the audit market
crowds small and medium-sized audit firms out of
the market. However, these difficulties cannot be
prevented by rotation and non-audit service rules,
since changes are made within the audit firm (internal
rotation), between big audit companies (external
rotation) or the engagement of two big audit firms for
audit services and non-audit services. Furthermore,
practical experience suggests frequent changes from
small to larger audit companies. The overall impact
of rotation and restriction of non-audit services is,
from a theoretical point of view, not explicit,
therefore, even with the auditor applying low balling,
rotation and concentration on audit duties do not
necessarily imply higher audit quality but the
interruption or shortfall of learning and spillover
effects can have an altogether negative effect on the
quality of financial accounting and audit.

@

NTERPRESS

VIRTUS,

76



Journal of Governance and Regulation / Volume 7, Issue 2, 2018

2.3. Research framework

For of this literature review, a research framework is
useful to structure the main strengths of research
(figure 1). With this, the impact of rotation and non-
audit services is stressed for the main contents of this
literature review. While audit partner rotation
(internal rotation) represents an auditor change
within the audit firm, audit firm rotation (external
rotation) is connected with a replacement of the
whole audit firm. Audit partner rotation has been
implemented in many regimes also before the
financial crisis 2008/09 (e.g. SOX, EU). The SOX did
not lead to a mandatory audit firm rotation rule, so
that audit firms with PIE mandates on the US-
American capital market only have to follow audit
partner rotation. According to the EU audit reform
2014, a compulsory audit firm rotation was
implemented after 10 years in principle. However, the
European member states had the possibility to
increase the tenure by two key voting rights. The ten-
year-tenure can be increased by additional ten years
after a public announcement and by additional
fourteen years after the implementation of a joint
audit. In contrast to these differences, the SOX and EU

regulations on non-audit services are quite similar. A
“black list” of non-audit services were introduced that
cannot be conducted parallel to audit services, e.g.
legal services, general management or tax. A key
exception of this strict regulation can be found for tax
consulting services. Under specific conditions, e.g. by
a review and approval of tax consulting duties by the
audit committee, these services are allowed parallel
to financial audit. This easement was also
implemented as member state voting right by the EU
audit regulation. Many countries, e.g. Germany, chose
this voting right because of the long tradition of
combined tax and audit services. In view of these
huge regulations, we choose audit firm rotation, audit
partner rotation, rotation and non-audit services as
your main independent variables for our literature
review. As for our analysis of non-audit services, non-
audit fees or non-audit fee ratio is included
principally.

We separate our dependent variables into
three main categories in line with former literature
reviews: 1) earnings-related measures 2) audit-related
measures and 3) investor perceptions (see table 1).

Figure 1. Research framework

Tenure, rotation and
Non Audit Services

Audit partner
tenure/rotation

Audit firm
tenure/rotation

Non audit services

|

|

Earnings-related
measures

Audit related
measures

Investor perceptions

4. REVIEW OF AUDIT TENURE AND ROTATION
RESEARCH

4.1. Selection of included studies

The empirical studies included in this literature
review are established by comparing international
databases (web of science, google scholar, SSRN,
EBSCO, science direct) and libraries. Here, a targeted
search is conducted for the keywords “rotation”,
“audit firm rotation”, “audit partner rotation”, “non-

audit services”, “non-audit fees” in combination with

“audit”, “external audit”, “audit quality”, “auditor
independence” or technically associated terms (e.g.
“financial accounting” or “earnings equality”). In
parallel, the search was either widened by the
addition of the broader term “corporate governance”,
or narrowed by the addition of specific variables (e.g.
“accruals”, “restatements”). In the further course of
the literature review, contributions were examined
for the suitability of their study design. While there is
a main research dominance on the US capital market,
there is no limitation on a special country. The reason
for this decision is that recent studies also analyze
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the non-US environment, e.g. EU member states
(Germany, Spain, the UK, Italy, Greece, Norway,
Sweden), Australia, New Zealand, Korea, China,
Jordan, Malaysia, Taiwan. After the SOX, several
countries conducted similar studies, so that the SOX
can be classified as an international catalyst for a
global audit regulation initiative.

Only empirical studies whose sample covers
the period after the commencement of the SOX 2002,
and which use multivariate statistics have been
included. The SOX rules that would have affected the
variable examined in the studies were not effective
for most companies until 2004. Insofar, all of the
included studies should have samples of 2004 or
later. Apart from the increased complexity of the
findings, which necessitates a temporal limitation of
the study inclusion, the increased regulatory density
makes a comparison between US-based studies before
and after the SOX impossible. Given that research is
predominantly focused on the US capital market, the
temporal limitation is adequate. Moreover, the
economic impact of rotation and non-audit services
frequently examined before the SOX has not been
taken into account. Only archival studies are included
in our literature review in view of the homogeneity of
the method and in view of the huge dominance. A
total of 145 studies have been identified. For quality
assurance reasons, only the contributions published
in international journals with double-blind review
have been included. This resulted in a sample
reduction by 42 papers to a final sample of 103
studies.

The following overview of current empirical
research on audit rotation and non-audit services
allows a systematic mapping and analysis of the
current international state of research for this AC
framework, for the first time. A quantitative literature
analysis in the form of vote counting focuses the
significant findings and their respective signs but
ignores the specific coefficient values. The underlying
primary studies are assigned the expressions
significant positive (+) and significant negative (-).

This literature review made several
contributions to the present literature because it
synthesizes a number of major new insights from the
literature and offers a new and rich discussion of
future research avenues. In contrast to former
reviews on that topic, also non-US settings were
included to stress the international relevance of the
topic. Secondly, we only focus post-SOX studies
because of the great regulatory changes in external
audit in the cooperation with the audit committee.
Furthermore, we integrate the studies on rotation and
non-audit services in view to the three research lines
earnings quality, audit quality and investor
perceptions and present the main results of the
empirical research via vote counting. The analysis
provides crucial added value compared to previous
surveys of empirical rotation and non-audit services
research. The former studies are limited in view of
these factors. First, we only rely on post-SOX studies
in view of the great regulatory changes in rotation and
NAS. Second, we include both empirical-quantitative
studies on rotation and NAS in view of their
interactions. Third, we separate in audit firm and
audit partner rotation and tenure and describe
whether the analysis was conducted in a mandatory
or voluntary setting. In addition to the structured
literature reviews, some meta-analyses can also be

found. With regard to the high heterogeneity of
dependent variables in the field of earnings quality,
audit quality, and investor perceptions, it does not
make really sense to conduct a meta-analysis on our
field of interest. As we expect new results from the
post-SOX-era and from a broad range of earnings-
related, audit-related and investor perception
attributes together with a vote counting approach for
this review a fruitful basis for deducting research
limitations from the present studies and for future
research recommendations are given.

Nearly half of the evaluated contributions
focus on earnings-measures (46). In addition, studies
on audit-related measures are quite popular (38),
while research on investor perceptions is rather low
(19). Studies on rotation (52) and non-audit services
(52) are equal in their attraction for international
researchers after the SOX. The analyses were
published or prepared within the period 2007-2017.
As explained above, US samples dominate all research
strands. Many of the research findings were
published in accounting and related journals with a
significant amount in the journal “Auditing” (12) (see
table 1).
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Table 1. Count of published papers cited

Panel A: rotation/tenure

Earnings-related measures

Audit-related measures

Investor perceptions

Year of publication

2007 1 0 0
2008 2 0 1
2009 3 1 0
2010 2 1 1
2011 2 0 0
2012 1 1 1
2013 1 1 2
2014 3 3 1
2015 7 5 0
2016 2 2 2
2017 2 3 1
Total: 52 26 17 9
Sample
Australia: 3 Australia: 3 Australia: 1
China: 1 China: 2 Germany: 1
Germany: 2 Germany: 1 Italy: 2
Greece: 1 Jordan: 1 USA: 5
Italy: 3 Korea: 1
Jordan: 1 Spain: 3
Korea: 2 USA: 6
Malaysia: 1
Spain: 1
USA: 11
Total: 52 26 17 9
Content
Audit firm rotation/tenure: 24 . Audit firm rotation/tenure: 11 e Audit firm rotation/tenure: 8
Audit partner rotation/tenure: 6 . Audit partner rotation/tenure: 7 e Audit partner rotation/tenure: 3
Total: 59* 30* 18+ 11*
Journal
Accounting & Business e Accounting and Finance: 1 e Accounting and the Public Interest: 1
Research: 1 e Australian Accounting Review: 1 e Accounting Horizons: 1
Advances in Accounting, e Auditing: 5 e Auditing: 3
incorporating  Advances in e Estudios de Economia: 1 e  European Accounting Review: 1
International Accounting: 1 e Journal of Accounting and Public e International Business Research: 1
Asian Academy of Management Policy: 2 e International Journal of Auditing: 1
Journal of Accounting & e Journal of International Accounting, e Journal of Accounting and Public
Finance: 1 Auditing & Taxation: 1 Policy: 1
Auditing: 4 e South African Journal of Accounting
Research: 1
®
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Australian Accounting Review:
1

Contemporary Accounting
Research: 1
European Accounting Review: 1
International Journal of
Auditing: 1

Journal of Accounting and
Public Policy: 4

Journal of Business Ethics: 2
Journal of Accounting and
Economics: 1

Journal of Contemporary
Accounting & Economics: 1
Journal of Forensic &
Investigative Accounting: 1

Journal of International
Accounting, Auditing &
Taxation: 1

Managerial Auditing Journal: 3
The Accounting Review: 1

The Journal of Applied Business
Research: 1

e Spanish Accounting Review: 1

e  The Accounting Review: 2

e The Journal of Applied Business
Research: 1

Total: 52 26 17 9
Panel B: non audit services
| Earnings-related measures | Audit-related measures | Investor perceptions
Year of publication
2007 1 0 0
2008 0 2 1
2009 1 1 2
2010 0 0 0
2011 2 1 1
2012 1 2 2
2013 5 5 1
2014 1 1 0
2015 5 5 1
2016 3 2 2
2017 1 2 0
Total: 51 20 21 10
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Sample
e Australia: 1 e Australia: 1 e Australia: 1
e Germany: 2 e Fiji: 1 e (Canada: 1
e Korea: 2 e Germany: 2 e Korea: 1
e Malaysia: 1 e Jtaly: 1 e Norway: 2
e New Zealand: 2 e Korea: 2 e UK:2
e Norway: 1 e New Zealand: 1 e USA:3
e Spain: 1 e Norway: 1
e Sweden: 1 e Spain:1
e Taiwan: 2 e UK:2
e UK:1 e USA:9
e TUSA:6
Total: 51 20 21 10
Journal
e Accounting & Business e Accounting & Business Research: 1 e  The British Accounting Review: 1
Research: 1 e Accounting and Taxation: 1 e Accounting and Business Research: 2
e Asian Academy of Management e Auditing: 4 e The Journal of Applied Business
Journal of Accounting & e Cogent Business & Management: 1 Research: 1
Finance: 1 e Contemporary Accounting Research: 2 e Auditing: 2
e Auditing: 3 e  Current Issues in Auditing: 1 e Journal of Accounting and Public
e  Betriebswirtschaftliche e International Journal of Auditing: 1 Policy: 1
Forschung und Praxis: 1 e International Journal of u- and e- e Corporate Governance: 1
e Contemporary Accounting Service, Science and Technology: 1 e The Accounting Review: 1
Research: 1 e Journal of Accounting and e Cogent Business & Management: 1
e European Accounting Review: 1 Management Information Systems: 1
¢ International Journal of e Journal of Accounting, Auditing &
Auditing: 4 Finance: 1
e Journal of Applied Business e Journal of Applied Business Research:
Research: 3 1
e Journal of Business Finance & e Journal of Contemporary Accounting
Accounting: 1 & Economics: 1
e Journal of Service Theory and e Managerial Auditing Journal: 2
Practice: 1 e The Accounting Review: 1
e Review of Accounting and e  The British Accounting Review: 1
Finance: 1 e The Service Industries Journal: 1
e Review of Quantitative Finance
and Accounting: 1
e The Accounting Review: 1
Total: 51 20 21 10
®
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4.2. Earnings-related measures

Earnings management is central to the measurement
of the impact of rotation and non-audit services on
earnings quality. According to agency theory, an
opportunistic accounting policy promotes existing
asymmetric information between management and
shareholder, because exercising options and utilizing
discretionary powers in financial reporting is in
conflict with decision usefulness. Through its
monitoring actions, the auditor should provide
management incentives to reduce earnings
management. Consequently, earnings quality
becomes a better key decision-making tool for
investor decisions.

From an international perspective, the
estimation of earnings management frequently
focuses on abnormal accruals (Dechow et al., 2010).
Abnormal accruals are the difference between the
annual result (based on the income statement) and
the operating cash flow, i.e. it shows results of the
financial year not affecting cash (e.g. changes in
provisions, depreciation of assets). The accruals
models assume that the existence of accruals has no
negative impact on quality if their amounts are not
excessive. Only if they can be classed as abnormal or
discretionary, opportunistic management behavior as
an accounting policy will be associated with reduced
earnings quality (Dechow et al., 2010). Accruals
models showing an accounting policy in the accounts
after the balance sheet date are highly popular in
empirical research, as both their calculation and the
procurement of the data is easy. In contrast, specific
margins for separate balance sheet items (e.g.
goodwill impairments) or accounting policy before
the balance sheet date (“real” earnings management)
are not taken into account.

In line with these “classical” earnings quality
measures, we identify other variables, that are not
popular in empirical audit research, e.g. IFRS
estimation differences and adjustments after the first
time introduction of IFRS standards, or tax-related
variables, e.g. tax rate changes, long-term effective tax
rate or FIN 48 tax reserves. As earnings management
and tax avoidance strategies have many interactions,
these variables are also useful for external audit
research.

4.2.1. Audit partner rotation/tenure

We only identify six studies in this field, whereas two
studies focus on a mandatory audit partner rotation
regime (Australia and China) and four studies analyze
the impact of tenure on earnings quality. A possible
reason for this low amount of studies was the
nonexistence of audit partner disclosures in many
regimes in former years, e.g. in the USA. Insofar, the
lack of an easy data analysis harms the attractiveness
of empirical quantitative research in this field. Both
mandatory rotation (Australia, Spain, USA) and
voluntary rotation decisions (Australia) are included.
The results are heterogeneous. Arthur et al. (2017)
state a negative link between rotation and accruals
when the incoming audit partner and the audit firm
are industry specialist. In contrast to this,
Bandyopadhyay et al. (2014) found income increasing
accruals in the first three years after the rotation and
no significant effect in total. According to Fargher et
al. (2008), voluntary audit partner rotation will lead

to increased accruals in the initial years of tenure. In
view of mandatory rotation, the study by Garcia-
Blandon et al. (2017) only proved interaction effects
of firm and partner tenure but no impact on accruals.
This result contrasts the negative relationship by Litt
et al. (2014).

4.2.2. Audit firm rotation/tenure

In comparison to audit partner rotation, empirical
research mainly concentrates on audit firm rotation
and tenure and their impact on earnings quality. We
present the results of 24 studies, whereby 6 studies
focus on rotation and 18 studies on tenure. Again,
both mandatory audit firm rotation regimes (Italy,
Kora) and voluntary ones (USA) are included.
Cameran et al. (2016) found a negative link between
mandatory rotation and accruals for the Italian audit
market. In contrast to this, Corbella et al. (2015) state
a positive relationship for non-big four audit firms.
Heterogeneous results also exist for the mandatory
rotation regime in Korea. According to Kim et al.
(2015), a new auditor during the first-time audit is
connected with increased accruals in comparison to a
voluntary rotation. However, Kwon et al. (2014) did
not state any relationship. With regard to the
voluntary rotation US-regime, Mande and Son (2013)
identify a positive link with earnings restatements.
This relationship was moderated by severe
restatements and high corporate governance quality.
In the study by Litt et al. (2014), the effect of
mandatory audit partner rotation on accruals is less
negative compared to a voluntary audit firm rotation.

As already mentioned, most of the included
studies focus on tenure and not on rotation explicitly.
With regard to mandatory rotation regimes, tenure is
negatively (Al-Thunaibat et al., 2011) or positively
(Cameran et al., 2015) related to accruals.
Heterogeneous results also occur for tenure studies
in voluntary rotation settings (positive link: Bamahros
and Wan-Hussin, 2015; Mande and Son, 2015;
negative link: Fargher et al.,, 2008, insignificant
results: Boone et al., 2010; Davis et al., 2009; Francis
and Yu, 2009; Garcia-Blandon et al., 2017). Gul et al.
(2009) is one of the few studies with a clearer
separation of accruals management and states that
tenure is positively (negatively) connected with
income increasing (decreasing) accruals. Quick and
Wiemann (2011) also find mixed results for income
increasing (positive) and income decreasing
(insignificance) accruals.

In view of restatements as the dependent
variable, Stanly and DeZoort (2007) state an overall
positive impact of tenure. The authors further
indicate that restatements are negatively linked to the
audit firm’s industry specialists and audit fees with
short audit tenure. However, a long tenure has no
impact on restatements. Jenkins and Velury (2008), Li
(2010) and Rickert et al. (2016) concentrate on
earnings conservatism and also find heterogeneous
results. While tenure has a positive impact on
earnings conservatism in total, the change between
short and medium (positive link) contrasts the change
between medium and long tenure (no significance).
According to Li (2010), a positive link can be found
for large or strongly monitored by auditors
respectively a negative link for small firms or weakly
monitored by auditors. However, a negative link (also
in case for more important clients) is stated by
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Rickert et al. (2016). Other studies show a negative
link between tenure in voluntary settings on loss
avoidance and avoidance of lower profits in
comparison to the last year (Quick and Wiemann
2012; especially between the fifth and seventh tenure
year), increased tax rate changes to meet or beat
earnings forecasts (Brooks and Gu 2015) or increased
IFRS estimation differences and adjustments (Ball et
al. 2015).

4.2.3. Non-audit services

In line with our results on rotation and tenure, the
majority of our cited studies on non-audit services
focus on accruals models as dependent variable. As
for measuring non-audit services, different
possibilities arise. Normally, non-audit fees or non-
audit fee ratio are used. Eilifsen and Knivfla (2015),
Knechel et al. (2012) and Liao et al. (2013) recognize
abnormal non-audit fees. With regard to the huge
importance of tax consulting services parallel to audit
duties, some researcher split the non-audit fees and
concentrate on tax-related service fees (Hogan and
Noga, 2015; Klassen et al, 2016; Paterson and
Valencia, 2011). Again, heterogeneous results can be
found for accruals and other measures. While
Bahmahros and Wan-Hussin (2015), Campa and
Donnelly (2016), Krauss and Zuelch (2013), Lopatta et
al. (2015) and Sharma et al. (2011) found a negative
link between non-audit services and accruals,
Carmona et al. (2015), Hossain and Sarowar (2013),
Eilifsen and Knivfld (2013), Mande and Son (2015),
Park et al. (2017) and Svanstrom (2013) did not state
any relationship between these variables. According
to Huang et al. (2007), non-audit services lead to an
increased amount of abnormal accruals. Knechel et al.
(2012) found a negative link for abnormal non-audit
fees and the NAS fee ratio, but no impact of the NAS
fees.

With regard to restatements, Campa and
Donnelly (2016) found a negative and Paterson and
Valencia (2011) no significant impact of NAS.
Interestingly, recurring tax consulting fees are
positively related to restatements. Other studies
show a negative link between tax service fees and
long-term effective tax rate (Hogan and Noga 2015),
between actuarial fees and loss reserve bias (Gaver
and Paterson 2014), tax service fees and corporate tax
aggressiveness (Klassen et al. 2016), (abnormal) NAS
fee (ratio) and conditional conservatism (Liao et al.
2013) or persistence (Park et al. 2016). According to
Duh et al. (2009), non-audit services do not have an
impact on the difference between audited and
forecast earnings. No relationship does also not exist
between NAS and meeting or beating earning
benchmarks or reporting small earnings increases.

4.3. Audit-related measures

It is not surprising, that a key focus of empirical audit
research is the impact on audit related-measures.
Based on agency theory, only an external auditor
independent from management and with adequate
expertise can issue an objective audit opinion and
ensure appropriate audit quality, which in turn will
have a material effect on investor perception.
Otherwise, the coalition risk between management
and the external auditor would rise to the detriment
of the shareholders, and the external auditor might

not document potentially poor financial reporting
quality. An independent external auditor is also the
basis for a close relationship with the audit
committee who is in charge of the auditor selection
and discussing audit fees.

In line with earnings quality, it is also
impossible to measure external audit quality directly,
wherefore a number of proxies are commonly used in
empirical research (Knechel et al., 2013; DeFond and
Zhang, 2014). Apart from expertise, the external
auditor’s independence is crucial. Traditional agency
models (DeAngelo 1981a) assume increased
competence and independence from the “Big (four)”
audit firms, and industry specialists. In addition,
auditor ratification is included. A more popular
approach is to include audit fees to measure auditor
independence. The scope of the audit mandate which
is often supplemented by the approval of parallel
non-audit services (e.g. tax consulting) has a key
impact on the arrangement of auditor independence
(DeFond and Zhang, 2014, 309). A large part of the
empirical  research  assumes that auditor
independence increases with increasing audit fees.
Here, a complementary relationship between the
audit committee and external auditor is assumed
insofar as an effective audit committee increases
audit fees to provide enhanced audit quality through
a higher time and technical resource potential of the
external auditor. If non-audit fees are extraordinarily
high compared to the audit fees, external audit
quality would fall according to this interpretation.
According to the low balling strategy (De Angelo,
1981b), the parallel performance of the audit and
non-audit services for a client promotes the risk of
conflicts of interest through the anticipation of
“quasi-rents”. If the costs of the initial audit or second
verification process are not covered for competitive
reasons, the external auditor is motivated to generate
additional income from parallel or future non-audit
services, which contribute towards covering the initial
loss (cross-subventions). If the management becomes
aware of low-balling, the auditor may be willing to
make a concession in the verification of the financial
reporting on account of this financial dependence,
which would not exist without the additional
mandate. However, some of the literature considers
the relationship between the audit committee and the
external auditor to be complementary; others view it
as substitutive (Goodwin-Stewart and Kent, 2006).
From this perspective, an effective audit committee
closely cooperating with the external auditor would
effect a reduction in audit fees in accordance with
lean auditing.

A second subcategory that measures external
audit quality deals with the auditor-client
relationship. According to agency theory,
management expects an unmodified opinion, even if
the firm is in financial distress or the earnings quality
is poor, and it will prevent the reappointment of the
existing audit firm and prefer the appointment of an
external auditor of lower quality (opinion shopping).
The probability of going concern opinion issuance is
used as a proxy for auditor competence. It evaluates
the probability of the auditor in failing to issue a
going concern opinion to a company that
subsequently goes bankrupt (Knechel and
Vanstraelen, 2007). The audit (report) lag is another
proxy for audit quality. Audit lag, or audit delay, is
defined as the number of days between the fiscal
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year-end date and the date of the audit opinion. Audit
lag does not directly serve as a measure of audit
quality, but much rather of audit effort, i.e. the time
the auditor requires to complete the audit, or audit
efficiency (e.g., Knechel and Payne, 2001; Knechel and
Sharma, 2010; Knechel et al., 2012). Furthermore, also
the disclosure of material internal control
weaknesses is of key significance to audit quality.
Reporting these weaknesses has a negative market
effect via the management, and from an agency
theory perspective, it should be avoided. A strict
auditor will insist on detection and disclosure of
internal control weaknesses, and resist any negative
influence from the management. Finally, some
studies also include earnings misstatements. These
are determined through earnings restatements or
enforcement releases (e.g. by the Securities and
Exchange Commission (SEC)) associated with adverse
publicity. This is directly linked to the occurrence of
management fraud. In both instances, an error in the
financial statements becomes observable after
publication. Careful monitoring of the financial
reporting process should provide an incentive for the
auditor to prevent accounting failures. Due to the
large sample population and the publicly available
SEC filings, enforcement error findings as a proxy for
audit quality are only applied in the US context.

4.3.1. Audit partner rotation/tenure

We only identify seven studies in this field, whereas
six studies focus on a mandatory audit partner
rotation regime (Australia, China, USA) and one study
analyzes the impact of tenure on audit quality. We
already mentioned the nonexistence of audit partner
disclosures in many regimes in former years, e.g. in
the USA as a possible explanation for a low research
activity. Stewart et al. (2016) is the only study that
additionally analyses voluntary rotation settings. The
results are heterogeneous. With regard to audit fees,
Arthur et al. (2017), only identify a positive impact of
mandatory rotation when the incoming audit partner
and the audit firm are industry specialists. Sharma et
al. (2017) and Stewart et al. (2016) also state a positive
relationship, while no significant results were found
by Ferguson et al. (2017). Focusing on audit or going
concern opinions, Firth and Rui (2012) state a
negative impact of mandatory rotation. Further
studies indicate increased audit adjustments to
profits in the years immediately surrounding rotation
(last year of the old auditor and the first year of new
auditor) (Lennox et al.,, 2014) and increased audit
report lag (Sharma et al., 2017).

4.3.2. Audit firm rotation/tenure

In our sample of cited studies, eleven studies analyze
the impact of audit firm rotation/tenure on audit-
related measures. Four rotation studies and seven
tenure analyses are included. Both voluntary rotation
regimes (USA, Spain) and mandatory settings (Korea,
Jordan) can be found. Most studies use going concern
opinions as an audit-related variable. According to
Kim et al. (2015), a positive relationship can be found
for the new auditor during the first-time audit after
mandatory rotation in comparison to the voluntary
rotation. Mohammadi et al. (2015) also found a
positive link. Litt et al. (2014) state that the effect of
mandatory partner rotation is less negative compared

to voluntary rotations. Elder et al. (2015) analyses the
influence of voluntary rotation on the incidents of
noncompliance with accounting and auditing
standards. The negative significant link is not linked
to auditor independence, but to auditor
specialization. The included tenure studies are only
conducted in voluntary rotation settings and
connected with audit or going concern opinions.
According to Garcia-Blandon and Argiles-Bosch
(2014; 2015), Gonzalez-Diaz et al. (2015) and Read
and Yezegel (2016) (for non big four audit firms in the
initial years), tenure is negatively related to audit
opinions. No significant results are found by Boone et
al. (2010), Francis and Yu (2009), Read and Yezegel
(2016) (type II errors for Big four audit firms),
Gonzalez-Diaz et al. (2015) (until the sixth year of
tenure) and Ratzinger-Sakel (2013).

4.3.3. Non-audit services

We identify 21 studies on NAS, whereas (going
concern) opinions and audit fees are the most famous
dependent variables. With regard to (going concern)
opinions, also mixed results are present. While Blay
and Geiger (2013) and Wang and Hay (2013) state a
negative relationship, Robinson (2008) found a
positive link. According to Callaghan et al. (2009),
Fargher and Jiang (2008), Ianniello (2012), Ratzinger-
Sakel (2013), Read (2015), Willoughby et al. (2012), Wu
et al. (2015), Zhang et al. (2016), no significant impact
of NAS on opinions can be stated. In view of audit
fees, positive results (Dobler 2014), negative results
(Krishnan and Yu 2011) and insignificant results (Park
et al. 2017; Zhang et al. 2016) can be recognized. A
deeper analysis of the different types of non-audit
services by Krishnan and Yu (2011) indicates that
actuarial services are positively and tax services
negatively linked to audit fees. In contrast to this,
Halperin and Lai (2015) found a positive link between
tax services and audit fees. With regards to other
audit-related measures, tax services are positively
related to material internal control weakness
disclosures (de Simone et al., 2015). According to Lee
(2015), tax services are negatively linked to audit firm
productivity and management advisory services are
positively linked. NAS also have a negative impact on
internal control weakness disclosure (Li et al., 2017;
with respect to a former auditing standard) and SEC
enforcement releases (Markelevich and Rosner, 2013).

4.4. Investor perceptions

Our third strength of research deals with the impact
of rotation and non-audit services on investor
perceptions. Most papers use classical event study
methodology, examining stock price reactions to
specific events (e. g. announcement of auditor/audit
firm rotation). As most event studies do (for an
overview see Kothari and Warner, 1997), stock market
reactions get usually captured by the average
cumulative abnormal return (CAR). CAR measures the
difference between the observed and the expected
stock price for each day and cumulates the
differences over a defined event window. Therefore,
first abnormal return for firms on the relevant days
is calculates by comparing the observed return with
the expected. For calculating the expected stock price
a regression on an estimation window is commonly
used. Then the null hypotheses get tested, if the CAR
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at a specific event window is equal to zero (for
methodology overview see Kothari and Warner,
1997). If the CARs are significantly different from
zero there is proof of positive or negative abnormal
returns. The literature has examined a broad variety
of event cases. Another market-related measure is the
ex-ante cost of equity capital using the price-earnings
ratio divided by the short-term earnings growth rate,
the so-called PEG model by Easton (2004). This
proxies predominant as an alternative firm-specific
estimate of ex-ante cost of equity capital (Botosan and
Plumlee, 2005). This is prior used to measure the
relationship between financial reporting credibility
and audit firm type (Azizkhani et al., 2013b) or audit
firm tenure (Boone et al., 2008). Another measurand
of earnings quality is the earnings response
coefficient (ERC). This is based on the concept that
investors respond to information that has value
implications. A higher correlation with value implies
that earnings better reflect fundamental
performance. Besides the mentioned ex-post capital
market reactions, ex-ante capital market reaction may
also be analyzed by shareholder votes on the
auditors/audit firm engagement.

4.4.1. Audit partner rotation/tenure

Studies on investor perceptions are very rare in our
sample, we only identify three of them. According to
Mechelli and Cimini (2017), the voluntary rotation is
linked with higher value relevance. Dao et al. (2008)
state that tenure in a mandatory rotation setting
leads to higher shareholder votes against auditor
ratification. As tenure for non big four clients is
related to higher cost of equity (Azizkhani et al.,
2013), rotation does not indicate any relationship.

4.4.2. Audit firm rotation/tenure

We identify eight audit firm rotation/tenure studies
and their impact on investor perceptions, whereas
three rotation and five tenure studies are included.
With regard to a mandatory rotation setting, Cameran
et al. (2014) found an increased ERC in the last three
years before the rotation. According to Mechelli and
Cimini (2017), voluntary rotation increases value
relevance. In this context, audit firm rotation is more
capable than audit partner rotation. A positive impact
on CAR is also stated by Mande and Son (2013). In our
sample of cited studies, only tenure studies with
voluntary audit firm settings are included. Azizkhani
et al. (2013) found a negative impact of tenure on
equity capital and no significant results for rotation.
According to Boone et al. (2010), no impact of tenure
on equity risk premium could be found. Hohenfels
also stated nonsignificant results between tenure and
ERC, insofar, a nonlinear relationship seems to be
probable. Jenkins and Velury (2012) found a
decreased stock return in the pre SOX-period and no
significance in the post-SOX period. In line with these
mixed results, Su et al. (2016) only stated a higher
stock price idiosyncratic volatility by industry
specialist auditors.

4.4.3. Nonaudit services
Finally, we identify ten NAS studies in our sample

with  heterogeneous variables for investor
perceptions. While Bugeja (2011) indicates no

significant impact of NAS on abnormal return and
Ghosh et al. (2009) on CAR, Campa and Donnelly
(2016) found a negative relationship. However,
Holland and Lane (2012) stated an increased market
to book value. According to Eilifsen and Knivsfla
(2013), NAS is negatively related to ERC, but only for
small, nonindustry specialized audit firms. A negative
link was also presented by Niu (2008) in the relation
to dual-class firms. In view of the cost of debt, Choi
and Lee (2015) found a negative link during the post-
IFRS period, while Zhang et al. (2016) did not state any
relationship. According to Schmidt (2012), investor
perceptions on audit ligitations and NAS are
positively related. Liu et al. (2009) found an increased
shareholder voting against auditor selection with
increased NAS.

5. LIMITATIONS AND FURTHER RESEARCH
RECOMMENDATIONS

Empirical audit research remains dominant in the US
capital market and the one-tier system. While the
number of studies under other regimes, and for the
two-tier system, has recently increased, a material
research gap is still existent, e.g. for EU member
states facing the implementation of the EU audit
reform regulation 2014. Existing empirical studies are
characterized by methodical limitations. In particular,
neither earnings quality, nor audit quality or investor
perceptions can be determined directly but must be
estimated (Dechow et al., 2010). The significance of
these substitute measures is limited. This especially
affects the frequently used abnormal accruals which
are always associated with negative financial
reporting quality as a marker for earnings
management. In particular, the differentiation
between normal and abnormal accruals is
characterized by a lack of comparability which is
reflected in the diversity of empirical research
models. This limited impact of estimate variables also
affects the assessment of external audit quality (e.g.
based on audit fees). However, it must be considered
that the majority of the studies now conduct
sensitivity analyses and robustness checks, and
increasingly take endogeneity problems into account,
e.g. by using instrumental variables.

Hereafter, recommendations for future
research activities shall be made. The literature
review of empirical research activities on rotation and
NAS shows that the principal-agent theory and the
shareholder value approach are still dominant.
However, research increasingly takes an interest in
the extent to which external auditors can also
influence other stakeholders’ decision-making
behavior and non-financial reporting (CSR reporting,
integrated reporting). In order to drive stakeholder
value through CSR activities, the appointment of
auditors for evaluating nonfinancial reporting is
crucial for CSR management quality. While there are
an increased amount of empirical studies on CSR
assurance, this topic is not linked with auditor
independence and audit quality research on the
archival level. Increased need for future research
result from a lack of standardization of CSR reporting
and integrated reporting due to different CSR
reporting guidelines and the principal-based
framework of the International Integrated Reporting
Council (IIRC). Moreover, an external evaluation of
non-financial reporting by an independent body (e.g.
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external auditor, consultant) is not mandatory in
most countries, resulting in an objectivity gap risk.
Especially with regard to the integrated thinking for
integrated reporting, the external audit should
promote cooperation with the audit committee and
internal audit and other employees associated with
the internal control system.

Finally, only isolated studies have been
conducted across several countries to examine the
impact of various corporate governance systems,
socio-economic framework conditions, and cultural
influences. Future research activities should also use
this starting point, to gain a deeper insight into the
impact of rotation and NAS.

6. CONCLUSIONS

One of the key discussions in empirical audit research
is connected with the economic benefit of audit
rotation and the restriction of NAS in public interest
entities (PIEs). Since the US legislator has significantly
increased the awareness of auditor independence
with the Sarbanes Oxley Act (SOX) 2002, many other
regimes have also implemented regulations on
external audit. One key challenge was the finalization
in the EU member states through the audit reform
2014 in reaction to the financial crisis 2008/09. In
addition to this regulatory attention, rotation and
NSA has been at the heart of empirical audit research
for many years, whereby research primarily focuses
on the US capital market due to the high data
availability and the massive international impact of
the SOX on regulatory developments. However,
during the last years, an increased amount of studies
has been conducted in other regimes, e.g. the EU or
Asia.

This structured literature review evaluates the
empirical research findings on the economic impact
of rotation and NAS dated after the SOX 2002. After
deriving a theoretical and empirical framework, the
structure was further organized into on earnings
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