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Mandatory Audit Firm Rotation and Prohibition of Au ditor-provided Tax

Services — Evidence from Investment Consultants' Peeptions

Abstract:

Audit firm rotation instead of audit partner rotatiand a restriction of non-audit services,
especially on auditor-provided tax services, aseused to improve auditor independence in
appearance and investors’ assessment of audityqu&dir the first time, this study provides
experimental evidence on the effects of the ratasigstem, the impact of non-audit services (i.e.
auditor-provided tax services), and the interacéfiact between both regulatory issues. Based®n th
assessment of 140 professional investment conssifi@m credit institutions, our results show that
the provision of tax services by the audit firm @@ses independence in appearance and perceived
audit quality, while the rotation system does moluice a significant effect. Interestingly, an
interaction effect between the rotation systemthaedorovision of tax services by the auditor on the
assessment of audit quality has been revealedeWtgl provision of tax services is perceived as
reducing audit quality in an audit partner rotatserting, it improves perceived audit quality in an
audit firm rotation setting. Besides the theorétoxatribution, the practical implications of our
findings, particularly on balancing regulatory ma&as in order to create a high audit quality

environment, are discussed.

Keywords: audit quality, independence in appearance, expetiraadit firm rotation, auditor-

provided tax services;



1. Introduction

This study investigates experimentally the effdawalit firm rotation versus audit partner
rotation, the provision of an important type of reurdit services (i.e. tax services) versus a ban of
non-audit services, and the interaction effect betwboth regulatory measures on auditors’
independence and audit quality in professionalstoms’ perceptions (i.e. investment consultantsifro
banks).

The investors’ perception of audit quality (i.ee thvestors’ perceived joint probability that a
given auditor will both, detect a breach in theiwts’ accounting system, and report the breach;
DeAngelo, 1981) is at the heart of the auditingction, since it determines the reliability of fircaal
statements. A prominent discourse in auditing mebeargues that audit firm rotation instead of audi
partner rotation and a prohibition of non-auditvesss is needed to sustain a high level of audit
quality (e.g. Moore et al., 2006; Gavious, 2007jhdugh the debate on the role of auditor rotation
and the provision of non-audit services goes baaterthan four decades (e.g. Metcalf Report, 1976),
these policy issues are still highly topical. Th® Government Accountability Office (GAO) asked
for more research on audit rotation after issuirgg$arbanes Oxley Act (SOX) (GAO, 2003) and
investigated auditor-provided tax services (GAQ)Z)Qrevealing issues on audit quality and
independence in appearance. Further, the Publigp@oynAccounting Oversight Board has
determined that it is appropriate to consider thedct of tax services on auditor independence
(PCAOB, 2004a) and adopted rules for the provisibiax services (PCAOB, 20050nly recently,
the PCAOB raised the question of the need for mangaudit firm rotation once again with the
issuance of theoncept release on auditor independence and audbtation (PCAOB 2011). Also
the European Commission proposed mandatory auditréitatiort and further restrictions on the
provision of non-audit services to clients, suclhasprohibition of auditor-provided tax servicas,a

measure to improve independence and audit queitypopean Commission, 2010; European

L According to PCAOB Rule 3522, audit firms impdieir independence by marketing aggressive taxipnsit
to clients.

2 The European Commission (2011) proposed mandatadif firm rotation after six periods, or nine @els$ in
the case of joint audits.



Commission, 2011). This led to an ongoing debata Baropean lev&lPrevious research left
significant ambiguity on the impact of audit firmtation and the provision of auditor-provided tax
services on auditor independence and audit qualipublic-interest entities (e.g. Quick, 2012).
Furthermore, although previous literature argued bloth regulatory measures, audit firm rotatiod an
a restriction of non-audit services, might imprexmlitors’ independence, though also decreasing
auditors’ client-specific expertise, an experimémtaestigation of joint effects on investors’
assessment of auditor independence and auditygbaktnot taken place so far.

To examine the effects of the rotation systemptiowision of non-audit services and
interaction effects of both regulatory measuresusgan experimental design which has been well
established by previous auditing research (KaptahMauldin, 2008; Libby and Kinney, 2000; Gul,
1991). In a 2x2 between subject experiment, thegiost system and the provision of auditor-provided
tax services are manipulated to investigate thesassent of auditors’ independence and audit quality
by professional investment consultants from ba@ks. results indicate that auditor independence in
appearance improves with a ban of non-audit sesyighile the rotation system does not impact
significantly auditors’ independence in appearaidso, audit quality in investors’ perception
improves with a restriction of auditor-provided tervices, while the rotation system does not show
significant effect on perceived audit quality. gstingly, we find that the improvement of audit
guality, as perceived by professional investors) alepends on the rotation system. While audit
partner rotation is perceived as leading to highitaquality in case tax services are not providedlit
firm rotation leads to higher perceived audit qyal case tax services are provided. We interpret
these findings as showing that professional invesio not only take auditors’ independence into
account, but they also look for other factors (awgditors’ client-specific expertise) in their assment

of audit quality. In an audit firm rotation settitige provision of auditor-provided tax services Inig

3 The European Commission suggested prohibiting tbeigion of certain non-audit services which are
fundamentally incompatible with the independentlijguinterest function of audit to their audited et in all
cases (black list), such as the provision of augitovided tax-services, while for other non-seegithat are not
fundamentally incompatible with the audit servicepre-approval by the audit committee or the cdemte
authority would be required (grey list). In contrasther related financial audit services may bevjated to audit
clients (white list). The fees for such servicealkhe limited to no more than 10 % of the feesigaj the
audited entity for the statutory audit. Furthermdaege audit firms shall not provide non-auditvéegs to any
public interest entity (European Commission, 20IThe Committee on Legal Affairs of the European
Parliament suggested a maximum duration of thet @amdjagement of 14 years (European Parliament,)2013



be advantageous since the auditor gains clientfgpegpertise through the provision of tax sergice
which mitigates the loss of knowledge due to thditsfirm rotation, while economic incentives are
kept low in an audit firm rotation setting. Ourdings show that regulators must not only focus on
auditors’ independence (in appearance), but theg taabalance regulatory measures in order to
provide high audit quality for professional invasto

The present work contributes to scientific disceuand practice in several ways. First, our
study uses an established experimental designhvellicws for commensurability of the results.
Second, while previous experimental research maiased their investigations on non-professional
investors (i.e. student subjects), our study usalsworld subjects. Beyond that, by investigatimg t
assessment of professional investment consultemtsdredit institutions, we provide evidence for an
important group of financial statement users wiiiah been neglected by prior research. Since other
investors pay for their advice and follow their gastions in their investment decisions, the
investment consultants’ assessment of auditor€gaddence and audit quality can easily be assumed
to trigger multiplier effects. Third, previous reseh on the impact of prohibiting non-audit seegic
as well as audit partner and audit firm rotatiorirmependence in appearance, or perceived audit
quality, was mainly conducted in the US and othegla-Saxon countries. There is a lack of research
regarding Continental European countries. Our papalyses perceptions of Austrian investors and
thus narrows this gap. Fourth, related contempaesgarch mainly performs archival studies and
analyses capital market reactions whereas an exgetal design is rarely applied (Hill, Booker,
2007; Davies, Hollie, 2008). Finally, as a consempgeof numerous accounting scandals and the
economic and financial crisis, the regulatory eswiment of auditing has changed substantially.
Therefore, findings from the last millennium migtat be informative for legislators and standard
setters. Our study complements research resuttsdrohival studies through experimental evidence
and thus extends insights into the effectiveneskefegulatory measures discussed to strengthen
auditor independence and audit quality. Moreowethe best of our knowledge, the interaction effect
between the rotation system and the provision afanedit services has not been subject to prior

research. Therefore, our findings provide new ewigeand direct implications for regulators.



The remainder of this paper proceeds as followsti@e2 provides the theoretical framing on
audit firm rotation, auditor rotation, and the psyon of non-audit services as well as hypotheses
development. Section 3 specifies the study degigliead and section 4 shows the obtained results.
Finally, section 5 discusses the findings agaimstiackdrop of previous literature and presents the

implications and limitations.

2. Theoretical background and hypotheses development

The impact of audit firm rotation vs audit partrretation on auditor independence and audit
quality

Audit firm rotation and audit partner rotation haliferent benefits and costs (Bamber and
Bamber, 2009). The most important effect of audit frotation is the limitation of economic rents
from an individual client for the audit firm (Jemgs et al., 2006). The reduced economic incentives
due to audit firm rotation are assumed to leadgbdr auditor independence and as a consequence to
higher audit quality. Further, while audit partmetation induces the auditor only to undertake mino
changes in the audit team and audit procedured, faudrotation means a new audit team will be
installed, and a new audit methodology and addilipnocedures for new clients will be applied.
According to Bamber and Bamber (2009), audit pantotation only forestalls the familiarity threat
between the audit partner and the boundary spaphéne clients, but does not prevent independence
issues of the audit firm. Also Orin (2008) statest newly appointed audit partners would have
practical, financial, and legal incentives to aeggk in existing patterns of improprieties pergetlia
by their predecessor partners. In contrast, nepppimted audit firms are thought to have opposite
incentives. The auditor of a newly appointed afidit would be motivated, from the perspective of
both self-preservation and natural competitiventesdisclose and attempt to correct problems from
the former auditor (Orin, 2008), which induces dls® former auditor to improve audit quality

beforehand.



On the other hand, audit firm rotation leads toemter loss of company-specific knowledge
than audit partner rotation, which might affectiagdality negatively Although previous literature
proposed an implementation of smooth transitiorc@sses between the entering audit firm and the
retiring audit firm (Sanders et al., 2009; Gavid2@07), these measures might not be sufficient to
offset any negative effects due to higher fluctratf the audit team, and the more frequent sfart-u
phases, where the auditor has to familiarize hifwgigh the client business (Orin, 2008).

The impact of audit firm rotation vs audit partnetation on the assessment of auditor
independence and audit quality has been in thesfotnumerous studies. Particularly, archival
studies have been used to examine the relatiobgiigeen audit tenure on investors’ perception of
audit quality (proxied by earnings response coigffits and costs of financing). These studies cgme u
with mixed results (e.g. Gosh and Moon, 2005; Mansil., 2004; Boone et al., 2008), not allowing
for clear implications. Since archival studies dettheir inferences on the rotation system mainly
from their findings on audit tenure in non-mandgtatation environments, their results also might
not be applicable to a regime with mandatory awdidtation (Gosh and Moon, 2005).

Although experiments might be an effective toolneestigate effects induced by mandatory
audit firm rotation vs audit partner rotation, ofit{le experimental research has focused on thmaon
of the rotation system so far. Gates et al. (208@drt from an experiment with MBA and law
students that audit firm rotation increased thdidence in reported earnings. Contrarily, Kaplad an
Mauldin (2008) conclude from another experimenhwdtBA students that non-professional
investors’ assessment of auditor independence @it guality does not increase with audit firm
rotation. Jennings et al. (2006) find from an expent with 49 judges that auditor independence in
appearance is higher in an audit firm rotation emment, independently of the level of corporate
governance in an audit partner rotation systenth@dest of our knowledge an analysis of
professional investors’ assessment has not taleee gb far.

Since Daniels and Booker (2009) report from an @gbbry study that loan officers perceive

audit firm rotation to significantly improve audit independence, and also other commentators

4 For an intensive discussion of pros and cons keijard to audit firm rotation see e.g. Arrunada Bad-Ares
(1997), Brody and Moscove (1998), and Catanachvdaliter (1999).



argue that only mandatory audit firm rotation eresua high level of perceived auditor independence
and audit quality (Bazerman et al. 1997; Gavio0§,72 Moore et al., 2006), we set up our hypotheses
as follows

Hypothesis 1a: Auditor independence in professiamadstors’ assessment is higher in case
the audit firm is rotated instead of the audit et

Hypothesis 1b: Audit quality in professional inwest assessment is higher in case the audit

firm is rotated instead of the audit partner.

The impact of auditor-provided tax services on sardndependence and audit quality

Auditor-provided tax services are an important tgpaon-audit services for audit firms
(Maydew, Shackelford, 2005). The provision of nagliaiservices is believed to have several
potentially negative effects on auditor indepenéesred audit quality. According to Francis (2004),
audit quality will always be somewhat suspect lifestservices are provided that are perceived to
potentially compromise the auditor’s objectivitydascepticism. One of the major threats of the
provision of non-audit services is the higher expeof the auditor to the bargaining power of the
client. As the auditor becomes economically mongedéeent on the client, it is in the auditor’s self-
interest to prolong the mandate, maybe even atdseof auditor independence (self- interest threat
Non-audit services also entail the threat thattarslreview their own work performed for the client
In that case the auditor can easily be assumeavi® & lower level of professional skepticism
(Johnstone et al. 2001). As further negative factioat might jeopardize auditor independence and
audit quality, the familiarity threat (Quick, 2012nd the advocacy threat (Firth, 2002) have been
discussed in prior literature.

In contrast, it has been theorized that non-awdlitises enhance audit effectiveness, as
knowledge is gained from consulting services aadsdferred to the audit task (knowledge spillover or
theory of economies of scope). Via consulting sewithe auditor gets more familiar with the client
company and this enables the auditor to perfornatiugt task better (Joe and Vandervelde, 2007) or

at lower costs (Antle et al., 2006).



A large number of studies investigated the efféthe provision of hon-audit services on the
assessment of auditor independence and audityjualitg surveys (e.g. Chien and Chen, 2005;
Quick and Warming-Rasmussen, 2005; Quick and WayRimsmussen, 2009; Dart, 2011), archival
data (e.g. Frankel et al., 2002; Ashbaugh et @b32Raghunandan, 2003; Brandon et al., 2004,
Mishra et al., 2005; Krishnan et al., 2005; Framacid Ke, 2006; Gul et al., 2006; Higgs and Skantz,
2006; Khurana and Raman, 2006; Lim and Tan, 208Bahd Krishnan, 2009; Chahine and
Filatotschev, 2011) and experiments (e.g. PateRaados, 2000; Swanger and Chewning, 2001;
Jenkins and Krawczyk, 2002; Hill and Booker, 20D@yis and Hollie, 2008; Meuwissen and Quick,
2009). These studies came up with ambiguous resuiltse effect of non-audit services on the
perception of auditors’ independence and auditiyu@llthough there are mixed results, recent
literature reviews conclude that the majority afgd studies find non-audit services to have anraeve
effect on auditors’ independence in appearancdtengerception of audit quality (Quick, 2012;
Habib, 2012).

Since different types of non-audit services migitehdifferent effects, previous literature has
examined the provision of tax services by the audipecifically. Beyond the effects generally
ascribed to non-audit services, auditor-providedstvices have been found to have distinct
implications. However, the discussion of these iogtions came up with opposing arguments. On the
one hand, it has been argued that auditor-prouiabedervices might be less likely to decrease audit
independence and audit quality, since tax sendoasot directly affect the accounts where most mis-
statements originate (Gleason, Mills, 2011). Onather hand, Omer et al. (2006) state that tax
services can provide a direct impact on clientimeand cash flows in contrast to other types of non
audit services. Further, since tax services atkeraoutine tasks, previous literature has arghat
the providers of such services are easily repldeeain therefore auditor independence is lower than
compared to non-routine services (Pany and Reck883; Goldman, Barlev, 1974). Quick,
Meuwissen (2009) provide evidence from supervismgrd members that auditor-provided tax
services are seen as less threatening comparéaeiotygpes of non-audit services.

Previous research on the effects of auditor-pralitde services on audit quality mainly did

not find a negative effect, indicating that taxvéees are less threatening to auditor independince



fact and audit quality (Kinney et al., 2004; Coalkak, 2008; Robinson, 2008; Seetharaman et al.,
2011; Krishnan and Visvanathan, 2011; Cook and Q2@&k3)> However, previous studies, which
investigated the impact of auditor-provided tawg®s on auditors’ independence in appearance and
perceived audit quality, which is in the focus luktstudy, have shown ambiguous results on the
impact of auditor-provided tax services. The firgdirof Fortin and Pittman (2008) show that
bondholders reward public firms that pay propoitety more tax fees to their auditor with lower
yield spreads. Also the results of Krishnan ef2013) indicate that the value-relevance of easing
increases with the ratio of tax fees over totas feaid to the auditor, suggesting that investorsgiee
auditor-provided tax services to be positively tedbawith perceived audit quality. In the same vein,
Cook and Omer (2013) show evidence that debt aniyegarkets view dismissals of auditors as tax-
service providers negatively. On the other hanel GIAO (2005) reported from interviews with firm
representatives that the threat of lower auditiguahd the threat of decreased independence in
appearance led them to stop obtaining tax serffioesthe auditor. Also Maydew and Shackelford
(2005) report that the market in auditor-providaxl $ervices undertakes a dramatic shift away from
obtaining tax services from one’s auditors, becaugktor-provided tax services have come under
increased scrutiny from financial statement udevedence on a negative impact of auditor-provided
tax services on independence in appearance aneiyEtaudit quality have been shown by the
following studies: Mishra, Raghunandan, Rama (2608w that the tax fee ratio has a positive
association with the proportion of votes againslitau ratification. Also the study of Thornton and
Shaub (2013) reports from an experiment with 188rgithat audit quality is perceived as
significantly lower when the audit firm providedgagssive tax-planning services to a client.
However, they did not find a significant differenoetween when the audit firm provided tax
compliance services and where the audit firm didonovide tax services.

Against the backdrop of ambiguous results regartiegmpact of auditor-provided tax
services on independence in appearance and patcaidit quality, we set up our hypotheses in line

with the concerns of regulators (e.g. European Cission, 2010, 2011) that auditor-provided tax

5 However, negative results were reported e.g. dgEdt al. (2008);



services might decrease auditors’ independencggaaaance and perceived audit quality. Thus, the
hypotheses are formulated as follows:

Hypothesis 2a: Auditor’s independence in appearanqeofessional investors’ assessment is
lower in case auditor-provided tax-services aredered.

Hypothesis 2b: Audit quality in professional inwest assessment is lower in case auditor-

provide tax-services are rendered.

The interaction effect between the rotation systathauditor-provided tax services

As regulators are discussing to implement bothleggty measures, a restriction of auditor-
provided tax services and audit firm rotation, flyinit might be relevant to consider interaction
effects. Based on prior literature, the followimgerdependencies between audit tenure and the
provision of non-audit services can be expected:

The main argument for both regulatory measurdseige¢duction of economic incentives in
order to increase auditors’ independence (e.g.disaR004; Jennings et al., 2006). However, sihee t
same effect in terms of economic incentives is eslelrd, it is questionable whether the
implementation of both regulatory measures leadsltbtional benefits for auditors’ independence in
appearance. Economic incentives induced by audrmrided tax services can be assumed to be
mainly relevant in an audit partner rotation setamd might have an inferior effect in an auditfir
rotation setting. Stefaniak et al. (2009) identifreon-audit services as a factor that potentialigdérs
auditor resignation for profitability reasons. Alge, Carson, Simnett (2011) state that incumbent
audit firms receiving high levels of non-audit sees from their clients may be less likely to resig
from such a relationship. Since audit firm rotatioandatorily interrupts audit firm tenure, the
economic incentives induced by non-audit serviceghtbe alleviated by audit firm rotation. An audit
partner rotation setting would not put a stop ®rints from a client firm and therefore non-audit
services might bring greater economic incentivesuich an environment.

Contrarily, auditor-provided tax services have dsen found to increase auditors’ client
specific expertise. Auditors’ knowledge on cliertisisiness and clients’ risks is critical for high-

guality audits. Since audit firm rotation causdsssened level of client-specific knowledge, the

10



provision of auditor-provided tax services mighiphide auditor to alleviate negative effects on
his/her expertise due to audit firm rotation.

Thus, a combination of audit firm rotation and a lbhauditor-provided tax services might
not lead to higher auditor independence in appearamce economic incentives are alleviated with
just one regulatory measure and, in terms of argliexpertise, audit quality might even be lessened
due to adverse combination effects. We therefdraséhe following hypotheses:

Hypothesis 3a: The combination of both regulatogasures, audit firm rotation and the ban
of non-audit services, does not lead to higher fresielence in appearance in professional investors’
assessment.

Hypothesis 3b: The combination of both regulatogasures, audit firm rotation and the ban

of non-audit services, leads to decreased auditityua professional investors’ assessment.

3. Research Design
a. Procedure and task

We conducted a 2x2 between-participants online gt that manipulates the level of non-
audit services (2 conditions: tax services provibgdhe auditor, no non-audit services provided) an
auditor rotation (2 conditions: audit firm rotaticaudit partner rotation). To provide for
commensurability of the results, we adapted theexgntal design from prior research (Kaplan,
Mauldin 2008; Libby, Kinney, 2000; Gul, 1991). Attiigh the experimental design has been applied
in prior studies with high values on task realitine case material was pretested with 5 Austrian
investors and 3 Austrian auditors to ensure thesthdy design is also suitable for the selected
environment and that it contains the right techrtigans. In the course of the pretests only minor
verbal changes have been made.

First, the questionnaire provided a few demograghbgstions. Subsequently, the participants
were provided with a short case of an audit ofmmany. Constant over all treatments, the case
material described a medium-sized publicly trad#d @arts manufacturer, Capital Auto Parts, Inc.
(CAP), and its company details. Pre-audit informativas given on sales, financial statement

balances, inventories, net earnings, earningsha@egEPS) and analysts’ consensus forecast. The
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case delineated a setting where investors arepcekigh standards of corporate governance. Beyond
the information on the listing of CAP it was speaifthat an audit committee had been established at
CAP. Regarding the audit firm, the participantsevieformed that the audit has been conducted by a
Big4 audit firm for five years. Furthermore it wasinte out that the audit firm discovered a single
misstatement due to an accounting estimate ofitrentory obsolescence allowance: “The auditor
believes that the recorded allowance is outsidgaanable range by an amount that overstates turren
earnings per share by € .03". In accordance withlamand Mauldin (2008) and Libby and Kinney
(2000), the case was designed such that undetiorzadibenchmarks the audit difference would be
considered quantitatively immaterial. It was spedithat the deviation represented less than 3% of
earnings, less than 1% of inventory, and less 1B#nof the total assets. However, the full coraacti

of the overstated pre-audit earnings would leatiédact that the company missed analysts’ forecast
of € 1.09 EPS by € .02, providing management witinaentive not to correct the misstatement.

After reading the case materials the participargeevasked to assess their perception of (i) the
auditor’s independence and (ii) audit quality. Regay auditors’ independence in appearance the
participants had to answer a direct question ornithependence of the auditor on a seven-point Liker
scale anchored by “low independence” (coded 1)‘aigh independence” (coded 7). To assess the
perceived audit quality, the participants had thdate the “most likely EPS amount CAP would
finally report in the audited financial statemefutisthe year”, ranging from € 1.07 (all the audit
difference corrected) to € 1.10 (none of the adiffierence corrected) in an interval of € .01.

b. Treatment variables

The participants were randomly assigned to onevofdonditions of the level of auditor-
provided tax services and the audit rotation systeanthe treatment in the case of a high level of
auditor-provided tax services, the case providedahlowing information: “Beyond the audit the
audit firm also rendered tax advisory services A°CThe fees for these services amount to 60% of
the total audit fees”. The value of 60% auditoryided tax service fees on total audit fees excaeds
threshold, where investors can be expected to peraehigh importance of non-audit services (SEC,
2000; Quick, Warming-Rasmussen, 2005; Quick, Wagaitasmussen, 2009). Previous literature

reported non-audit services ratios in practicectmant even for a higher percentages of total audit

12



fees (e.g. Gleason and Mills, 2011; Knechel andr8aa2012). According to the investigation of
Maydew, Shackelford (2005), for the years 2002003the tax to audit ratio was between .47 and
.71. The ratio of .60 tax to audit fees used ingkgerimental case can therefore be assumed to be
within a realistic range. The treatment of no aurdirovided tax services specified that “accordimg
company policy of CAP the audit firm must not rendey non-audit services to CAP”.

For the treatment on rotation, two different cotadis were implemented: (i) audit partner
rotation, and (ii) audit firm rotation. In both &tnents, the case delineated that it is the yaar for
the rotation. This procedure and the statementsfgpey the conditions concur with prior research
(Kaplan and Mauldin, 2008). In the audit partnéation it was stated that “CAP has been audited by
the same audit firm and the same auditor for 5gyercording to company policy the auditor will be
rotated in the following year, while the audit filmmenvisaged to be retained”. In the audit firm
rotation condition the following information wasgpided: “CAP has been audited by the same audit
firm and the same auditor for 5 years. Accordingdmpany policy the audit firm will be changed in
the following year.”

To ensure the validity of the experimental des@mprehension questions on the case and
the treatments were included. The first questiairegked the comprehension of management’s
incentive to reach analysts’ forecast: “If the ngaraent fully corrects the misstatement, EPS will be
below analysts’ forecast”. Further questions taddhe participants’ understanding of the treatment
variables, auditor rotation, audit firm rotatiordathe provision of tax services by the audit firm.

c. Participants

Participants of the experiment were investment gltasts of credit institutions in Austria. In
a first step, all investment consultants of credititutions, which were listed with names on thebw
pages of credit institutions’ local affiliates, @81) were contacted by telephone between April to
June 2013. Those 315 who agreed to participateeisirvey received a mail with an invitation to
participate in the survey and an online link. Tartsthe online experiment the participants had to
follow this link. Pressing the link activated a gram with a random generator in the background that
ensured that the participants were randomly asdigmene case. 223 responded to the invitation by

filling out the online survey. However, only 170rfigipants answered all questions. Dropping further
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those who answered the questions on the manipulatiecks inappropriately, the final sample
comprised 140 participants. Hence, the returnbvased on the total sample equals 14.27%. Compared
to other studies who examined professional pagitipthe return rate as well as the total number of
participants is satisfactory. We further examirteeldataset for potential non-response bias
(Rogelberg and Stanton, 2007) and did not findrastgble systematic bias.

Table 1 presents the demographic profile of thedatficipants of the final sample.

(insert TABLE 1 about here)

The mean age of the participants was 43.21 (STO8)@nd the mean work experience was 20.62
years (STD=11.76). The self-assessment on competrriimancial reporting resulted in a mean score
of 5.07 (STD=1.39), which strongly exceeds the nagmbint of the scale. The examination of
systematic differences across treatment conditiassnegative on 20%-level, indicating that the

randomization process worked effectively.

d. Institutional Setting

The participants of our study are professional stweent consultants from Austrian credit
institutions. Since investment consultants usuddlstl with investment decisions on an international
level, the participants’ knowledge on audit regolaimight be not limited to the domestic market.
However, at least their educational backgroundbmaexpected to be rooted in an Austrian
environment and therefore a greater familiarityhwviite Austrian setting has to be assumed.

Generally, as a member of the European Union, Rul#ses its audit regulations on
European statutory provisions. Although the Europgavisions leave discretion for the member
states on the specific details of the regulatibe,&h EU directive requires the member statesast |
to implement a partner rotation requirement and #ie provision of non-audit services is permitted
only on a restricted basis. Some characteristidsustria’s institutional setting are notable forrou

study.
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First, regarding the rotation requirements Austpéed for an audit partner rotation for public
interest companies on a 5-year basis. In line mitist countries worldwide, an audit firm rotation
requirement has not been implemerfted.

Second, regarding the provision of non-audit seior public-interest entities, Austria’s
regulation adopted the principle-based rule ofgtineEU directive. According to Austrian law, those
services that cause a self-review threat arelgtfmtbidden. The provision of tax advisory sendde
only allowed to the extent they refer to the présion of structuring alternatives. They must not
directly and materially affect the presentatioriméncial statements. However, in Austria (equedly
Germany) financial accounting income and taxabtemme are more closely related compared to
Anglo-Saxon countries. According to the authontatprinciple (the so called
Malgeblichkeitsprinzip the financial statements form an authoritatigsib for the tax accounts in
the absence of rules specific to the contrary. @lgh the admissibility of auditor-provided tax
services therefore might be a contentious issuédistrian audit firms, auditor-provided tax sengce
are an important source of income for audit firm#ustria’ Austria’s special setting in terms of the
closer relationship between the financial accoantsthe tax accounts can be expected to intermsafy t
effects of auditor-provided tax services: On the band, investors might perceive a potential
knowledge-spillover effect more strongly, since khewledge gained on tax services is more easily
applicable in the audit procedure in the Austriattisg. On the other hand, the stronger link betwee
the financial accounts and the tax accounts milglatiacrease the threat of a self-review of the
auditor.

Third, Austria has a two-tier system, in which eéhecutive board is responsible for the
management of the company and the supervisory podidh is composed of various stakeholders,
appoints and monitors the executive board. Thersigoey board also hires the auditor and examines
the annual financial statements. Previous resedatld that investors might be less concerned about

auditors’ independence in a two-tier system, bez#usy tend to rely on the monitoring performed by

6 Austria implemented mandatory audit firm rotatior2004. However, the regulation was repealed lesifor
became effective.

7 E.g. in the year 2011/12 consulting services dbite Austria accounted for 63% of total sales¥6@f all
advisory services were tax advisory services.
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the supervisory board (Quick and Warming-Rasmus2@®9). However, the supervisory board
strongly relies on the auditor’'s monitoring taskieh brings again auditor independence and audit
guality to the fore (Kdhler et al., 2008). Additally, in Austria it is also more difficult for ingtors to
sue auditors for damages associated with misshia@acial statements compared to Anglo-Saxon
jurisdictions (Weber et al., 2008). Civil liabiligf Austrian auditors is characterized by a lidpitiap
and limited liability to third parties like shardters (Quick and Warming-Rasmussen, 2009).
Therefore, investors can be expected to focus stooagly on companies’ policies related to auditor
independence and audit quality.

Overall it can be noted that Austria’s institutibeatting is quite similar to other continental
European countries (Germany: Quick and Warming-Rasem, 2009; France: Baker et al., 2008;
Spain: Garcia-Benau et al., 2008; Belgium: Vangraand Willekens, 2008). Therefore, the findings
of this study may be valid for other countries,.tdbbe special characteristics of the relationship
between financial accounts and tax accounts idtistrian environment offer the possibility to
investigate the effects of auditor-provided taysms in a reinforcing environment. However, the
findings must be interpreted by taking into accatetspecial framework Austrian investors are

embedded in.

4. Results

Independence in appearance and perceived audityume been examined as dependent
variables. Table 2 and 3 shows the descriptivdteesgarding independence in appearance
(assessment of auditor’'s independence) and auaityj(assessment of most likely (audited) reported
earnings per share (EPS)). The highest mean vaindependence in appearance appears in the audit
firm rotation setting with no non-audit servicese@n=4.829). Although this result is as expected, it
shows that the treatment with audit partner rotetitnere no tax services are provided leads to a
similar value (mean=4.790). The lowest mean vadselts in the audit partner rotation setting with
auditor-provided tax services (mean=3.389).

Interestingly, the results on assessed audit gudiffier distinctly from investors’ assessment

of auditors’ independende some cases. The highest value of audit qudbtygst value of most
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likely (audited) reported EPS) is also obtainethimaudit partner rotation setting with no non-audi
services provided and in the audit firm rotatiotiisg with auditor-provided tax services
(mean=1.078).While independence in appearance sth@aNsghest values in case non-audit services
are not provided, the investors’ assessed audiityugreases in case tax services are providethin
audit firm rotation setting. Consistent with theessment of auditors’ independence, the lowesevalu
of audit quality (highest value of most likely (atiedl) reported EPS) results in the audit partner
rotation setting with auditor-provided tax servi¢gegean=1.087).

(insert TABLE 2, 3 about here)

To test our hypotheses ANOVA is employed.

(insert TABLE 4, 5 about here)

(insert Figure 1, 2 about here)

Regarding H1a, investors’ assessment of audittepgandence is compared in the audit firm
rotation setting and the audit partner rotatiotirsgt It shows that with audit firm rotation invess
perceive a higher level of auditor independencédigh this result is in line with our hypothesis,
Hla cannot be confirmed, since the difference tsigmificant (p=.253). For H1b investors’
assessment on most likely reported audited EP&amieed. Again, investors perceive higher audit
guality in case of audit firm rotation. Howevemee the difference is (marginally) not significant
(p=.115) H1b cannot be confirmed either.

Regarding H2a, results show that investors perdagieer auditor independence in case no
auditor-provided tax services are performed. Sthedifference is highly significant (p=.000), H2a
can be confirmed. H2b can also be confirmed, smgestors perceive higher audit quality in case
auditor-provided tax services are not provided theddifference is weakly significant (p=.097).

Regarding the interaction effect between auditorioled tax services and audit firm rotation,
results show that the assessment of auditor indiepese in appearance is not significantly affected
(p=.326). Since we hypothesized that both regufategasures might not have an additional positive
effect on auditors’ independence in appearance,ddBade confirmed. In terms of audit quality the

findings show that investors assess higher audilitgun case tax services are provided by thetaudi
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in an audit firm rotation setting than in an aysittner rotation setting. The prohibition of nord#u
services in an audit firm rotation setting lessandit quality. The interaction effect is highly

significant (p=.007). Thus H3b can also be confulme

5. Discussion and Conclusion

The study investigated the effects of two regulatoeasures, recently discussed by regulators
in order to achieve higher auditor independencetagiter audit quality: Audit firm rotation and arba
of auditor-provided tax services. Our results iathicthat auditor independence in appearance
improves with a prohibition of non-audit servicesile audit firm rotation does not improve
investors’ assessment of auditors’ independencgfisigntly. The findings on auditor-provided tax
services on auditor independence in appearancemmoafguments in literature, according to which
these services produce (at least in investors’gmtians) high incentives for auditors to decreas# t
independence (e.g. Francis, 2004; Thornton andi52813). Our results on audit firm rotation are in
line with findings of prior literature (e.g. Kaplamd Mauldin, 2008), which showed that audit firm
rotation does not impact the level of perceivedtanihdependence significantly.

Investors’ assessment of audit quality also impsovih a ban of non-audit services. This
result indicates that at least in professional stwes’ perception the negative effects, particyltre
assessment of lower auditor independence, duetprtvision of tax services by the auditor,
outweigh any positive effects (e.g. knowledge spér effects). While this result is in line witheth
general concerns that non-audit services decreaseiped audit quality (e.g. Maydew and
Shackelford, 2005; Mishra et al., 2005), it quastithe results of recent archival studies showing a
positive effect on investors’ perception of audittity (Fortin and Pittman, 2008; Krishnan et al.,
2013; Cook and Omer, 2013). Furthermore, althobghrdétation system does not significantly impact
the assessment of audit quality, we find a sigarftanteraction effect between non-audit services a
the rotation system. According to this, professiameestors do not perceive that a ban of non-audit
services leads to higher audit quality in all catestead, audit firm rotation is perceived as pidg
higher audit quality in case tax services are plediby the auditor. Contrarily, audit partner riotat

produces high audit quality in case non-audit seviare not provided. This shows that professional

18



investors do not only take auditors’ independente account, but they also look for other factors i
their assessment of audit quality. One potentiplamation might be that both, a restriction of non-
audit services and audit firm rotation lead to mUclient-specific expertise of the auditor. T fere,
in an audit firm rotation setting investors migktgeive it as advantageous that client-specific
expertise is gained by the auditor in the cours@mividing tax services.

For regulators our findings show that an increasauditor independence in appearance does
not automatically lead to higher audit quality nofessional investors’ perceptions. Instead,
professional investors differentiate obviously betw auditor independence and audit quality. Since,
regulators aim at a high level of audit qualitye thteraction effect between the audit rotatioriesys
and the provision of non-audit services (i.e. auditrovided tax services) should be taken into
account. Based on our findings, regulators mighser either a restriction of auditor-provided tax
services in an audit partner rotation environmerihe permission of auditor-provided tax serviges i
an audit firm rotation setting. The implementatadrboth regulatory measures (audit firm rotatiod an
a restriction of auditor-provided tax servicesyrat same time might not lead to higher audit quatit
professional investors’ perception.

However, the conclusions must be interpreted bingathe study’s limitations into account.
As with all experimental research, this study wsesenario which is more simplistic than situations
the real world. In the case used for the experimmastclient was a car parts manufacturer and it is
possible that the provision of advisory servicesli@nts from other industries results in different
independence and quality perceptions. In additoncase refers to a specific economic situation of
the client and subjects might have different petioep e.g. regarding financially distressed
companies. Furthermore, the audit firm renderedathsisory services and we cannot claim that other
services would lead to similar perceptions. Morepwe analysed the year before a rotation took
place and findings could be different for earlieges of the rotation cycle. Finally, the particifgin
our study were investment consultants from Austia.cannot prove that other stakeholders or
shareholders from other countries have identicpendence and quality perceptions. As a
conseguence, our findings are valid in our expantadesetting but we cannot prove generalizability.

On the other hand, task realism has been confiimpretests of the research design and the design
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has been used several times in prior research, Wauare confident that the investors view thegask
as coherent abstractions of the real world.

Additionally, it has to be noted that the particitsin our study have not been paid. Rewards
lead to more participation (Patel et al., 2003puidth attract those who are motivated by more esiin
reasons, thus provide a sample that is more reqedse regarding motivational characteristics
(Sharp et al., 2006), and may enhance subjectsvatimn and performance (Cameron et al., 2001).
On the other hand, some researchers argue thatives commonly make no difference (Camerer
and Hogarth, 1999) or even that negative effectewhrds are pervasive (Deci et al., 1999), because
they could destroy people’s intrinsic motivatiomefee et al., 2003). We also have to acknowledge
that our study design does not account for costeffand potential market effects due to the aati
system and the regulation on non-audit serviceg;hwinave to be considered by regulators.

These limitations point out avenues for future aeske, i.e. subsequent research projects could
use other experimental settings and analyse difféypes of consulting activities. Beyond that, it
would be of interest to investigate the concretsoas for the interaction effect identified and to
analyse whether there are similar interactions betnalternative means for the strengthening of

auditor independence.
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Table 1

Profile of 140 Participants

Mean STD Minimum Maximum
Age 43.21 10.18 24.00 63.00
Years of professional work experience 20.62 11.76 0 44.00
Gender (0O=female, 1=male) .80 .81 0 1
Competence in financial reporting (1-7 point Likectle) 5.07 1.39 1.00 7.00
Prior experience as a CEO (1=yes, 0=no0) .16 .37 0 1
Prior experience as a supervisory board membered,#~no) 12 .33 0 1
Prior experience as an audit committee member &,%no) A1 .32 0 1
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Table 2

Analysis of auditor rotation system and the prarisof tax services on independence in appearance
Descriptive Statistics

Auditor Rotation

Provision of tax services Partner Rotation Audit Firm Rotation Overall
No non-audit services N N N
Mean Mean Mean
(STD) (STD) (STD)
38 35 73
4,790 4,829 4.808
(1.143) (1.200) (1.1626)
auditor-provided tax N N N
services (60% of total Mean Mean Mean
audit fees) (STD) (STD) (STD)
36 31 67
3.389 3.903 3.627
(1.644) (1.660) (1.659)
Overall N N N
Mean Mean Mean
(STD) (STD) (STD)
74 66 140
4,108 4,394 4.243
(1.566) (1.497) (1.536)

aAuditor independence in appearance has been meéasiitea direct question on a 7-point Likert scale
anchored by “low independence” (coded 1) and “lglependence” (coded 7). A high value indicate# hig
auditor independence.

Table 3

Analysis of auditor rotation system and the pravisof tax services on most likely (audited) repdiE S
Descriptive Statistics

Auditor Rotation

Provision of tax services Partner Rotation Audit Firm Rotation Overall
No non-audit services N N N
Mean Mean Mean
(STD) (STD) (STD)
38 35 73
1.078 1.080 1.079
(.012) (.012) (.012)
auditor-provided tax N N N
services (60% of total Mean Mean Mean
audit fees) (STD) (STD) (STD)
36 31 67
1.087 1.078 1.083
(.013) (.0112) (.013)
Overall N N N
Mean Mean Mean
(STD) (STD) (STD)
74 66 140
1.082 1.079 1.081
(.013) (.012) (.013)

@Most likely (audited) reported earnings per sh&RS) has been measured from € 1.07 (all the audit
difference corrected) to € 1.10 (none of the adifierence corrected) in an interval of € .01. glhvalue
indicates low audit quality.
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Table 4

Analysis of auditor rotation and the provision afi#or-provided tax services (NAS) on independence
appearancé

GLM ANOVA df F Prob. Hypothesis
Auditor rotation 1 1.320 .253 la
Provision tax services 1 23.318 .000 2a
Auditor rotation by provision of 1 .973 .326 3a
auditor-provided tax service

Error 136

@ Auditor independence in appearance has been meéasiitea direct question on a 7-point Likert scale
anchored by “low independence” (coded 1) and “liglependence” (coded 7).

Table 5

Analysis of auditor rotation and the provision ohraudit services (NAS) on most likely reporteditatiEPS3
GLM ANOVA

df F Prob. Hypothesis
Auditor rotation 1 2.520 115 1b
Provision of tax services 1 2.790 .097 2b
Auditor rotation by provision of tax 1 7.602 .007 3b
services
Error 136

@ Most likely (audited) reported earnings per s&RS) has been measured from € 1.07 (all the diftitence
corrected) to € 1.10 (none of the audit differeoserected) in an interval of € .01.
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Estimated Marginal Means of Independence in Appearance

55 — @ - Partner Rotation —@— Firm Rotation

Estimated Marginal Means

3,5

Provision of Tax Services No NAS

Figure 1: ANOVA analysis of the provision of noneituservices (NAS) and the rotation system on andit
independence in appearance (independence in appedras been measured with a direct question epoant
Likert scale anchored by “low independence” (cotigdnd “high independence” (coded 7); a high value
indicates high auditor independence)

Estimated Marginal Means of Audit Quality Assessment

— @ -Partner Rotation = —@— Firm Rotation
1,0895
1,0875
1,0855

1,0835

1,0815

Estimated Marginal Means

1,0795

1,0775
Provision of Tax Services No NAS

Figure 2: ANOVA analysis of the provision of noneituservices (NAS) and the rotation system on riksty
(audited) reported EPS (measured from € 1.07Halkudit difference corrected) to € 1.10 (nonénefaudit
difference corrected) in an interval of € .01; ghhvalue indicates low audit quality)
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