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Abstract: The present study aims to examine the relationship between auditors’ rotation and firm ownership
structure in listed companies on Tehran stock exchange. To achieve this aim, research hypotheses have been
arranged based on two models which can be explained in the following manner: First model assesses the
association between auditors’ rotation and variables of firm ownership structure such as non-executive
managers and institutional ownership; and second model appraises the stock market reaction to auditors’
rotation. Therefore, four hypotheses have been suggested according to the aforementioned models. This study
has been conducted from 2006 to 2011 with the target population of 136 companies. The obtained results of first
model have indicated that there is a positive significant association between managers’ independence and
auditors’ rotation. As a matter of fact, the existence of non-executive managers leads to get consistent
advantage of auditors’ services and as a result, auditors’ independence can be achieved. Furthermore, there
is a positive significant relationship between institutional investors and auditors’ rotation. Findings of second
model have shown that there is a positive, but not significant, relationship between auditors’ rotation and
returns on investment in companies whose managers are non-executive. It could be also concluded that there
is a positive significant association between auditors’ rotation and returns in companies which have
institutional owners.

Key words: Auditors’ rotation  Firm ownership structure  Return on investment (return)  Non-executive
managers  Institutional ownership

INTRODUCTION that the firm ownership structure can increase the

Nowadays, auditing is one of the essential ownership characteristics [4].
mechanisms of supervisory control and organizational Obligatory rotation of auditors has recently got great
ownership. It has been mentioned by specific attention to keep auditor’s independence. Few countries
communities   and    organizations  in  the  field of such as Brazil, India, Italy, Singapore and South Korea
auditing  that  auditors   are   more  exposed to litigations have regulatory requirements for auditors’ rotation in a
in  comparison  to  other  occupations; therefore, they specific period of time. The issue of auditor rotation has
have  to  pay  more   to   the   courts  and  sometimes got attention among universities, accountants, auditors
resign  or  replace  due  to  the  high risk [1]. As a matter and the public. In the beginning, just accountants and
of  fact,   these    decision   makings   can  enhance academics discussed about auditors’ rotation, but after
stability  and  consistency  of  the expertise of auditing some financial disclosures such as Enron and Worldcom,
[2]. Auditors’ rotation and their replacement can which have recently happened, lots of governments and
significantly affect actual and potential  customers  [3]. communities such as European Union Commission, The
The current study intends to investigate whether American Institute of Certified Public Accountant
auditors’ rotation affect the variables of ownership (AICPA) and Securities and Exchange Commission (SEC)
structure or not. Some scholars assessed the role of heir regarded auditors’ rotation and accounting organizations
ownership in the firm ownership structure; they stated as important elements.

auditors’ rotation due to its power and highlighted
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Review of Literature: Carcello and Nagy (2004) examined auditors during at most a period of 4 years; the quality of
the relation between audit firm tenure and fraudulent auditing can be defined by the sum of capability (ability
financial reporting. They found that fraudulent financial of discovering mistakes) and auditors’ independency
reporting is more likely to occur in the first three years of (motivation of reported discoveries). This study was a
the auditor-client relationship. They failed to  find  any descriptive survey which assembled its needed data
evidence that fraudulent financial reporting is more likely through financial reports. Those companies which
given long auditor tenure. Their results were consistent to experienced audit rotation were considered as the target
the argument that mandatory firm rotation may have population of this study. The data analysis and achieved
adverse effects on audit quality [5]. findings of testing research hypotheses indicated that

Moore et al. (2005) concluded in their research that audit rotation does not increase the quality of auditing [9].
obligatory auditor rotation increases preliminary auditing
costs of auditing companies. They also examined stock Research Methodology 
exchange prices after changing the auditor and found that Research Hypotheses: Owing to the fact that the firm’s
if rotation does not have any effects on capital charges comments can be influential in the rate of investment
and if audit rotation occurs due to the paucity of return invested by shareholders, research hypotheses can
experiences and high costs of training enhances auditing be structured in the following manner:
costs (tangible and intangible), it will have negative effect
on the firm’s market [6]. Auditors’ rotation is significantly different in the

Khalil et al. (2011) assessed  the  relationship companies which have non-executive directors in
between auditors’ rotation and firm ownership structure. comparison to the companies which do not.
Their findings indicated that the probability of auditors’ Auditors’ rotation is significantly different in the
rotation in companies with heir ownership was less than companies which have more institutional ownership
other companies from 2004 to 2008. They also found that in comparison to other companies.
auditors’ rotation can increase uncommon accruals in Market reaction to auditors’ rotation is significantly
these firms [7]. different in the companies which have non-executive

Namazi and Kermani (2008) investigated the effect of directors in comparison to other companies.
capital structure on the performance of listed companies Market reaction to auditors’ rotation is significantly
on Tehran stock exchange. Their findings showed that different in the companies which have more
there is a negative significant association between institutional ownership in comparison to other
‘institutional ownership’ and company’s performance; companies.
there is a positive significant association between
‘corporate ownership’ and company’s performance; Target Population and Statistical Sampling: The current
‘managerial ownership’ has a negative significant effect study aims to recognize and predict a phenomenon in a
on company’s performance; no specific information target population. It was conducted from 2006 to 2011
related to foreign investors and ‘foreign ownership’ was with the target population of 136 companies which were
found in sample companies. This conclusion was also randomly chosen after statistical sampling. Excel and
drawn that it is better to make corporate investors Eviews7 were used to analyze and collect data.
responsible for ‘private ownership’. Finally, the obtained
results demonstrated that there is a significant Research Hypothesis Testing: The following regression
relationship between firm ownership structure and their models were applied to test the research hypotheses:
performances [8].

Hasas Yeganeh and Jafari (2010) appraised the effect First model: RESG = + IND + INST
of audit rotation on the quality of auditing reports in listed + MODGC+ LOSS + ACCRUAL
companies on Tehran stock exchange. In fact, this study + GROWSAL+ LEVER+ LNMVE +£
was a reply for this question that how audit rotation
affects the quality of auditing in listed companies on Second model: RET = + IND + IND*RESG+ INST
Tehran stock exchange. Audit rotation refers to the + INST*RESG+ MODGC+ LOSS + ACCRUAL
exchange and replacement of auditing organizations and + GROWSAL+ LEVER+ LNMVE +£
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RESG : Is a dummy variable. If auditor’s rotation to  recognize   the  target  population  of  the  research
happens, it will equal 1 and if it does not and become more familiar with the  research  variables.
happen, it will be zero. The amount of auditors’ rotation was estimated about

RET : Annual return of the firms at the end of 17% during the period of conducting the research and it
the current year could be an indication of this reality that many companies

IND : Is a dummy variable. If the company has had the advantage of independent auditors during the
non-executive directors (independent successive years and they did not tried to rotate their
directors), it will equal 1; otherwise, it will auditors. The mean of the firms’ returns was 27% which
be zero. shows the  positive  and  improving   return of

INST : Is a dummy variable. If institutional companies during the  period  of  conducting  the
ownership is more than the mean, it will research.  The  managers’  independence  (the  existence
equal 1; otherwise, it will be zero. of  non-executive   managers   in   the   board)  was 27%.

MODGC : Is a controlled and dummy variable which It demonstrates that a quarter of the firms’ managers were
indicates the type of auditor’s comment. non-executive; it was less than other similar researches in
If auditor’s comment is reasonable, it will other countries. Non-executive managers can help the
equal 1 and otherwise, it will be zero. companies to achieve their long-term goals.

LOSS : Is a controlled and dummy variable which
indicates the type of firm’s performance. Correlation Coefficient: Table 2 indicates Pearson
If it is profitable it will equal 1; otherwise, correlation  coefficient    of    the    research   variables.
it will be zero. The findings of the study show that there is a positive

ACCRUAL : Is a controlled variable which equals with correlation between the variables of return, independent
the difference between clear profit and managers, the type of auditors’ comments, selling rate of
operational current funds. the company, ratio of liabilities and the market value of

GROWSAL : Is a controlled variable which calculates assets and auditors’ rotation; and there is negative
the rate of asset growth in comparison to correlation between institutional ownership, the type of
the previous year. performance and accruals and auditors’ rotation. There is

LEVER : Is a controlled variable which shows the a positive correlation between the companies’
ratio of liabilities to assets. performance and returns which demonstrates the

LNMVE : Is a controlled variable and firm size informative content of accounting profit that stimulates
which is calculated through the natural the positive reaction of the market.
logarithm of market value of shareholders’
rights. Unit Root Test: Before data analysis and hypotheses test,

The Results of Research Hypotheses to the consistent amount of mean and variance for all
Descriptive Statistics: In this section, first of all, some variables in different years. Thus, no spurious regression
irrelevant data were omitted. These data were eliminated will be caused. The obtained results from Pasaran-Im-
after drawing the column chart of each variable in Shin, Dickey Fuller, Augmented Dickey Fuller and Levin-
Microsoft office Excel, since they were considerably Lin-Chu tests have been shown in Table 3. Due to the fact
different from other collected data. The obtained data are that the probability of all variables is less than 5%, they
needed  to  be described, before analyzing  them,  in order can be considered reliable.

variables’ reliability has been assessed. Reliability refers

Table 1: Descriptive statistics of the research variables
Variables Mean Median Maximum Minimum Standard deviation 
RESG 0.17 0 1 0 0.376
RETURN 0.21 0.039 8.21 -6.67 0.83
IND 0.27 0 1 0 0.317
INS 0.51 0.32 0.94 0 3.32
MODG 0.46 0 1 0 0.49
LOSS 0.11 0.09 1.07 -0.77 0.14
ACCRUAL -0.02 -0.018 4.49 -0.79 0.21
GROWTH 0.24 0.14 3.35 -0.995 0.41
LEV 0.71 0.67 6.78 4.21 0.43
LNMVE 5.37 5.31 7.39145 3.87 0.607
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Table 2: Pearson correlation coefficients of research variables

Variables RESG RETURN IND INS MODG LOSS ACCRUAL GROWTH LEV LNMVE

RESG 1
RETURN 0.03 1
IND 0.07 0.03 1
INS -0.007 -0.01 *0.014 1
MODG 0.02 0.04 *0.14 0.04 1
LOSS *-0.152 *0.27 *-0.002 0.005 *0.186 1
ACCRUAL -0.06 *0.14 *0.369 -0.01 *00.013 *0.336 1
GROWTH 0.012 *0.09 *0.003 -0.01 *00.06 0.03 0.028 1
LEV *0.08 *-0.195 *-0.015 -0.01 *-0.13 *-0.51 *0.353 -3.42 1
LNMVE *0.06 *0.164 *-0.02 00.01 *0.08 *0.38 *0.185 0.06 *-0.15 1

*significant at the error level of 1%
**significant at the error level of 5%

Table 3: Unit root test

Dickey Fuller Augmented Dickey Fuller Pasaran-Im-Shin Levin-Lin-Chu
---------------------------------- ------------------------------------- ------------------------------------ ---------------------------------

Variables Statistic Probability Statistic Probability Statistic Probability Statistic Probablity

RESG -11.31 0.000 -27.86 0.000 -27.95 0.000 -27.86 0.000
RETURN -14.08 0.000 -28.57 0.000 -29.68 0.000 -28.75 0.000
IND -4.02 0.000 -25.96 0.000 -26.05 0.000 -25.97 0.000
INS -28.05 0.000 -28.19 0.000 -28.19 0.000 -28.19 0.000
MODG -5.47 0.000 -25.96 0.000 -25.94 0.000 -25.94 0.000
LOSS -5.68 0.000 -25.25 0.000 -25.26 0.000 -25.26 0.000
ACCRUAL -19.71 0.000 -30.67 0.000 -30.71 0.000 -30.69 0.000
GROWTH -27.25 0.000 -27.46 0.000 -27.46 0.000 -27.47 0.000
LEV -27.72 0.000 -27.00 0.000 -27.00 0.000 -27.008 0.000
LNMVE -8.93 0.000 -23.89 0.000 -24.07 0.000 -23.89 0.000

Table 4: Variance heteroscedasticity test

First model Second model
------------------------------------------------------------- ------------------------------------------------------------------

Variable Statistic Significance level Statistic Significance level

White test 1.68 0.09 2.96 0.15
Glejser test 10.91 0.12 12.55 0.141
Harvey test 491.17 0.26 119.37 0.17
Arch test 0.84 0.35 0.06 0.79

Variance Heteroscedasticity Test: Heteroscedasticity of seen in Table 4. Considering the achieved findings,
variance is the sequence of random variables whose variance homoscedasticity of the research models is
variances are different. So, homoscedasticity of variance verified, so they are appropriate for implementing and
is the sequence of random variables whose variances are testing the hypotheses.
the same. Although there is the problem of variance
heteroscedasticity, our estimation of coefficients was Collinearity Test: To examine the nonexistence of
unbiased by the application of  Least  Square  method. autocorrelation among the variables of disruption model,
But the calculated variance by Least Square method was collinearity test was applied. In the present study, LM and
biased for the coefficients in this condition. It means that DW tests were used to examine the collinearity. DW test’s
estimated variances of coefficients show less or more than results were represented accompanied with hypotheses
the real variance of target population; therefore, the test’s findings. Moreover, LM test was applied to be sure
inferences which are drawn on the basis of least square about the obtained findings which are shown in Table 5.
method cannot be always true. In the present study, If all variables of disruption model have correlation with
White, Glejser, Arch and Harvey tests were utilized to each  other,  their  coefficient  will  be considered
estimate variance heteroscedasticity whose results can be unbiased and inefficient. Regarding the amount of F and
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Table 5: Collinearity test results
First model Second model
------------------------------------------------------------- ------------------------------------------------------------------

Variable Statistic Significance level Statistic Significance level
LM test 1.66 0.18 1.19 0.303

Table 6: Chow test results
Test Statistic Significance level Test results 

First model F 0.906 0.47 Joint effect model
Second model F 10.195 0.000 Fixed effect model

Table 7: Hausman test results for the second model
Test Statistic Significance level Test results 
Chi-square test 68 0.000 Random effects

Table 8: First model’s results
Variable Coefficient T-statistic Probability
C 0.05 1.97 0.09
IND 0.03 3.53 *0.000
INS 0.07 5.08 *0.000
MODG 0.008 1.29 0.19
LOSS 0.94 1.8 0.07
ACCRUAL -0.03 -1.30 0.19
GROWTH -0.002 -0.92 0.36
LEV 0.04 1.63 0.10
LNMVE -0.01 -2.33 **0.019
Adjusted R-squared 0.05
F-statistic 6.49
Prob(F-statistic) 0.000
D.W 1.88
*significant at the error level of 1%
**significant at the error level of 5%

significance level which is more than 5%, this conclusion Results of Testing Research Models  and  Hypotheses:
can be drawn that in the research models, there is no At the beginning of this study, first model was tested
correlation for disruption model’s variables; therefore, the which dealt with first and second hypotheses. First and
results of hypotheses test will be efficient. second hypotheses were structured in the following

Chow Test Results: Chow test results  are  shown in
Table 6. According to this test and the amount of F and Auditors’ rotation is significantly different in the
level of significance for the first model, H  is rejected. In companies which have non-executive directors in1

other words, there are not individual and group effects comparison to the companies which do not.
and joint data model should be applied for estimating the Auditors’ rotation is significantly different in the
research first model. But the second model which is companies which have more institutional ownership
related to the return on investment, the amount of F and in comparison to other companies.
level of significance for the first model rejects H . In other0

words, there are individual and group effects and fixed The first model’s results were shown in Table 8 in
effect model should be used for estimating the second which the amount of F and significance level confirmed
model. the model’s significance for testing the hypotheses.

Hausman Test Results: The results of Hausman test are there was no autocorrelation between disruption model’s
indicated in Table 7. In this table, significance level of F is variables.
less than 5%, so null hypothesis (H , random effect There is a positive significant association between0

model) is rejected. As a result of Chow and Hausman managers’ independence (the existence of non-executive
tests, fixed effect model should be used for fitness of the managers in the board) and auditors’ rotation. As a matter
second model. of  fact,  the existence of non-executive managers leads to

manner:

Moreover, the results of Durbin-Watson test showed that
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Table 9: Second model’s results
Variables Coefficient T-statistic Probability
C -0.58 -2.16 **0.03
IND 0.08 1.43 0.15
IND*RESG 0.104 0.95 0.33
INS 0.156 2.44 **0.014
INS*RESG 0.22 2.87 *0.003
MODG 0.01 10.21 0.83
LOSS -0.82 -1.0001 0.31
ACCRUAL 0.59 4.38 *0.000
GROWTH 0.05 2.77 *0.005
LEV -0.33 -4.97 *0.000
LNMVE 0.19 3.99 *0.000
Adjusted R-squared 0.09
F-statistic 8.99
Prob(F-statistic) 0.000
D.W 2.35
*significant at the error level of 1%
**significant at the error level of 5%

audit rotation and independent managers by  not  using The findings indicate that there is positive
the  same  managers  in  successive  years;  this  reality relationship    between      managers’    independence
can also pave the way for auditors’ independence. (non-executive managers) and return on investment; there
Furthermore,  there  is   a   positive  significant is also a positive significant relationship between
relationship  between  institutional investors and institutional investors and return on investment. Due to
auditors’ rotation. As it has been mentioned, institutional the fact that managers’ independence and institutional
investors can solve the agency problems due to having investors are considered as dummy variables in this
some capabilities such as economies of scales and study, through multiplying these variables by auditors’
diversification. Thus, it is alleged that institutional rotation, a new variable can be made which shows that the
investors, who are shareholders in a company, can level of managers’ independence and institutional
recognize both the reason and resolution for the agency investors are more in the companies with independent
problems. Their existence, as shareholders, can separate managers and institutional owners. So, we attempted to
ownership and control, while their involvement in the find the market reaction to auditors’ rotation in these
firms and centralized ownership can help to observe a firms. The results of testing this model demonstrate that
company’s management. there is positive, but not significant, relationship between

Now, we will test the second model and assess third auditors’ rotation and return on investment in the
and fourth research hypotheses. Third and fourth companies whose managers are non-executive; therefore,
hypotheses can be explained in the following manner: third hypothesis is rejected. It can be noticed that there is

Market reaction to auditors’ rotation is significantly rotation and return on investment in the companies which
different in the companies which have non-executive have institutional owners, so fourth hypothesis is
directors in comparison to other companies. confirmed. The relationship between rate of selling and
Market reaction to auditors’ rotation is significantly return on investment is also positive  and  significant.
different in the companies which have more Ratio of liabilities, which is of great importance for
institutional ownership in comparison to other investors and financial analysts, has a negative
companies. significant relationship with return  on  investment.

The results of second model can be seen in Table 9 in the natural logarithm of market value of shareholders’
which the amount of F and significance level confirmed rights and return on investment.
the model’s significance for testing the hypotheses.
Moreover, the results of Durbin-Watson test showed that Some Suggestion for Future Studies: It is suggested to
there was no autocorrelation between disruption model’s classify different occupations and assess the findings of
variables. the present study in different occupations.

positive significant relationship between auditors’

Finally, there is a positive significant relationship between
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