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Abstract

This research aims to investigate whether and to what extent investors place more weight on accounting amounts
disclosed in annual reports issued by entities that experienced a rotation of the audit firm or of the key audit
partner. Analysing a sample of 97 non-financial entities listed in the Milan stock exchange over the period
2006-2014, the paper provides evidence that rotations positively affect the value relevance of accounting
amounts. In addition, the paper shows how the audit firm rotation and the key partner rotation act only in part as
substitutes, as the former is more capable than the latter of positively affecting the value relevance of earnings
and book value. These results provide a theoretical contribution to the literature and have significant implications
for standard setters. The rotations, even though could determine a loss of client-specific knowledge, nonetheless
improve the value relevance of accounting amounts. New rules that require the key partner rotation have a
positive effect as long as they do not consider such rotation as an alternative to the rotation of the audit firm
being the partner rotation less capable to affect the value relevance of accounting amounts than the key audit
firm rotation.
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1. Introduction

The objective of this research is to verify whether the rotations of audit firm and of the key audit partner
positively affect the value relevance of earnings and book value disclosed in annual reports of non-financial
listed entities. The paper also studies whether and to what extent the audit firm and the key partner rotations are
interchangeable in terms of the ability to affect the weight investors place on earnings and book value.

The main motivations behind the study of this topic are twofold. First, Bamber and Bamber (2009) explain that
there is a real need for scientific evidence on the extent to which rotations yield benefits, given the loss of
client-specific knowledge (due to rotations) that potentially impairs the effectiveness and quality of the audit.
Second, we reason that the information that could be deduced, directly or indirectly, from the auditing opinion
makes accounting amounts more reliable (complete, neutral and free from error) and relevant (useful) for
investors to predict future earnings and cash flow.

In the accounting literature, scholars have investigated the ability of the different information contained in the
auditing report to affect audit quality (e.g., Manry et al., 2008; Lennox et al., 2014) or financial reporting quality
(Litt et al., 2014), providing different arguments justifying results that, in many cases, contradict each other. A
limited number of studies deepen the contribution that such information provides to the weight that investors
place on accounting amounts. Few papers focus on audit firm rotations (Robu et al., 2016) or test whether they
affect the value relevance of accounting amounts. Conversely, to the best of our knowledge, no papers have
investigated whether the key audit partner rotations affect value relevance or to what extent it is interchangeable
with audit firm rotation.

According to the first hypothesis of this research, because rotations are signals (Spence, 1973) of independence
against earnings management behaviours, investors should place more weight on accounting amounts disclosed
in annual report issued in the year when the audited firm experienced a rotation of the audit firm or of the audit
partner. This is because earnings and book value — audited by a new independent auditor — are perceived to be
more reliable and so more relevant (Barth et al., 2001) compared with those disclosed by entities that do not
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experienced rotations. Even if we expect that both the audit firm and the key partner rotation positively affect the
value relevance of accounting amounts, we believe that it is not reasonable to expect that they are perfectly
interchangeable, as the audit firm rotation is more capable of affecting the value relevance of accounting
amounts than the key partner rotation. Reasons for this can be found in Bamber and Bamber (2009), according to
whom audit partner rotation is likely to yield second-order effects relative to the effects of audit firm rotation.

To study the effect of rotation on the value relevance of accounting amounts, the present study analyses a sample
of 97 Italian non-financial listed entities, investigated over the period of 2006-2014. Value relevance has been
assessed using a modified version of the price model (Ohlson, 1995) with variables deflated by the number of
outstanding shares. The model includes, between the explicative variables, several interaction terms that control
for the presence of a switch of the audit firm or of the key audit partner. These variables allow for testing
whether divergence of value relevance between entities that experienced and did not experience rotations is
statistically significant. Running regressions over the period analysed, the research results validate our
hypotheses. The paper provides evidence that rotations positively affect the value relevance of accounting
amounts. However, the audit firm rotation seems to be more capable than the partner rotation of influencing the
weight that investors place on accounting amounts.

Findings contribute to the literature because they provide first evidence of how not only the audit firm rotation
but also the partner rotation improves the value relevance of accounting amounts. In addition to validating the
theoretical assumption that rotations are signals (Spence, 1973), the paper provides evidence about how audit
firm rotations could be considered “strong” signals while the partner rotations are “weak” signals for investors.
As a consequence, standard setters, issuing or amending the auditing standards, should be aware of the
importance of rotations to increase the quality of financial reporting at least in terms of improving the reliability
and thus the value relevance of accounting amounts. They also should consider that the rules on partner rotation
cannot substitute for those of audit firm rotation for the different effects of such rules on the weight investors
place on accounting amounts in supporting their investment strategies.

The paper proceeds as follows. Section 2 is dedicated to the literature review and to the development of the
research hypotheses. Section 3 describes the research methodology followed to test the research hypotheses.
Section 4 presents the sample selection strategy and descriptive statistics. Section 5 contains the main research
findings. Finally, section 6 concludes the paper, including limitations and directions for further developments.

2. Literature Review and Hypotheses Development

The term “value relevance” refers to the ability of accounting amounts to reflect the underlying economic value
of a firm (Hung & Subramanyam, 2007), measured by stock market prices as a synthesis of market participants’
beliefs about future cash flows and discount rates; therefore, accounting amounts are value relevant if they are
associated with stock prices, and value relevance research assesses how well accounting amounts reflect
information that investors use (Barth et al., 2001). In the accounting literature, value relevance is considered a
dimension of accounting quality (Barth et al., 2008; Chen et al., 2010), together with earnings management and
conservatism, and can be grounded in the so-called positive accounting theory (PAT) stream of research that is
considered an explanation for observed accounting and auditing practices.

There are few value relevance studies within the audit field of research, especially regarding the usefulness of
information that investors can find in auditing reports to benefit for their investment strategies. Such information
is not incorporated in earnings and book value. However, it helps investors to better understand accounting
amounts, thus increasing their value relevance, particularly if such information is useful to form reasonable
beliefs about the persistence of earnings, the risks entities will face in the future, the strategies entities can use to
counterbalance them, and so on. According to Nilsson (2003), other information sources such as analysts’
forecasts might be more timely than current accounting figures. In addition, non-financial information might be
more relevant than accounting information for valuation.

The main categories of information that could be perceived, directly or indirectly, in the auditing reports and that
could affect the value relevance of accounting amounts include:

a) type of auditor (Big 4 vs. not Big 4);

b) auditor opinion;

¢) auditor tenure;

d) rotations (of audit firm or of the key audit partner).

The type of auditor can be found directly in the auditing report. This tends to be the information most often
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investigated by scholars in the value relevance field of research. Scholars find that entities audited by Big 4
auditors are also those with the lowest cost of capital (Karjalainen, 2011) and those that provide a higher level of
assurance and credibility (Hsien - Li & Hua, 2013) to lead investors to perceive accounting amounts audited by
these audit firms more value relevant. In this regard, for the Taiwan market, Hsien - Li and Hua (2013) show
that earnings and book value of equity audited by Big 4 auditors explain more variations in stock returns than
those audited by non-Big 4 auditors. Similarly, Mihai (2016) and Dobre and Brad (2015), investigating a sample
of Romanian listed companies find that the value relevance of accounting amounts disclosed by entities audited
by Big 4 auditors is higher compared with those of entities audited by non-Big 4 auditors. Different results have
been found by Robu & Robu (2015); analysing 59 Romanian listed companies observed over the period
2012-2013, the scholars found that the auditor’s affiliation to the Big 4 group that releases a clean opinion does
not have a significant influence on the relevance of the audited information. They argue that this is due to the
need to respect the same audit standards and professional guidelines, irrespective of the size and the notoriety of
the auditing company.

Like the name of the auditor, the audit opinion can also be found in the auditing report itself. According to
Ittonen, (2012), the audit opinion increases the users’ trust in the reported information and plays a basic role in
the communication process between them and the company. As is the case with the type of auditor, there is an
open debate in the literature about the usefulness of the auditor opinion. Karjalainen (2011) found that Finnish
firms with modified audit reports have low quality accruals and high cost of debt capital. In the same vein, the
results of Robu & Robu (2015) show that the reported earnings at the end of the financial exercise and for which
an unqualified opinion was issued are positively associated with the share prices. This is true only for earnings,
as the scholars found that a clean opinion does not affect the value relevance of book value of equity. Using the
Tunisian market over the period of 2000-2005 as a reference, Hakim and Omri (2012) showed that accounting
information value relevance is associated with the reputation, experience, and specialisation of the external
auditors. Focusing on qualified opinion and, in particular, going-concern opinions, Blay et al. (2011) found that
the market valuation is significantly altered from a focus on both the income statement and the balance sheet to a
balance sheet-only focus in the year a company receives a first-time going-concern modified opinion. This is due
to the fact that entities that receive such opinions are distressed entities, with the book value of the equity that,
incorporating the liquidation option, is more useful for investors compared with the reported earnings. There are
also scholars who found no evidence about the relation between the auditor opinion and the value relevance of
accounting amounts. Analysing 156 companies listed on the Tehran Stock Exchange (TSE) over a period of 10
years, Banimahd et al. (2013) found that unqualified audit reports and other audit reports do not differ in the
capital market.

Information regarding tenure is not found directly in a single auditing report. It is necessary to observe more
reports over time to understand how long the same audit firm is working for the same client. Banimahd et al.
(2013) found that when the tenure of auditors is long, it has a negative impact on the value relevance of
accounting amounts. Assuming auditor tenure as a proxy of the independence of the auditor, the higher the
tenure is, the more probable it is that opportunistic behaviours due to familiarity between the audit company and
the audited company could make accounting amounts less reliable and relevant for investors’ decisions.
Although such arguments are convincing, there are scholars that find no relations between the value relevance of
accounting amounts and tenure (Hakim & Omri, 2012). Other scholars, like Ghosh and Moon (2005), find that
longer audit firm tenure is associated with greater value-relevance of reported earnings. Similarly, among studies
that investigate the effect of tenure on audit quality, Manry et al. (2008) find that audit quality appears to
increase with increased partner tenure. This finding is consistent with other studies (Geiger & Raghunandan,
2002; Johnson et al., 2002; Myers et al., 2003; Nagy, 2005) and also extends their findings by focusing on
individual audit partners rather than on audit firms. Also Litt et al. (2014) observe low financial reporting quality
following an audit partner change. Specifically, they find low financial reporting quality during the first two
years with a new audit partner relative to the final two years with the outgoing partner.

Focusing on rotations, in the literature there are very few value relevance studies about audit firm rotations. In
this regard, Robu et al. (2016) focused on 64 Romanian companies listed on the Bucharest Stock Exchange
between 2006 and 2014. They found that the auditor’s rotation significantly contributes to the change of the
value relevance degree. This result should suggest that the length of the auditor mandate is inversely associated
with the weight investors place on earnings and book value. In fact, rotation is a characteristic that enhancing the
perceived independence of the auditor should provide confidence to investors toward the relevance and the
reliability of accounting amounts other than, according to Salehi et al. (2009), the reliability of the auditors’
reports. Rotations do not involve only the audit firm but also the key audit partner, yet in the literature there is a
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lack of focus on the effect that such rotations have on the value relevance of accounting amounts. However,
some scholars have investigated more general aspects, such as the capability of partner rotation to positively
affect earnings quality. For instance, Chi et al. (2009) investigate the effectiveness of mandatory audit partner
rotation in promoting audit quality in Taiwan, using both abnormal accruals and earnings response coefficients as
a proxy for audit quality. Although their findings suggest that the audit quality of entities subject to mandatory
audit-partner rotation in 2004 is higher than the audit quality of companies not subject to rotation in 2004, they
find no difference between the audit quality of firms that experienced a mandatory rotation and that of those
clients not subject to mandatory rotation or those whose audit partners rotated voluntarily. This conclusion led
Bamber and Bamber (2009) to consider Chi et al. (2009) a “no-result” paper, which, nevertheless, made a
significant contribution to the accounting literature. More recently, Lennox et al. (2014) find that mandatory
rotation of engagement partners results in high quality audits in the years immediately following rotation,
supporting the thesis that the pros of partner rotation on audit quality (positive peer review effect and a fresh
perspective on the audit) outweigh the cons (loss of client-specific knowledge).

To formulate a plausible research hypothesis about the effect of rotations (of the audit firm and of the key audit
partner) on the value relevance of accounting amounts, we have to consider rotations as a proxy of the
independence of the auditor (Blandon Garcia & Argilés Bosch, 2013). Such independence should prevent
collusive behaviours between the auditors and the managers, due to the familiarity with the client that is typical
of a long audit tenure, and should increase the quality of monitoring activity against opportunistic behaviours of
managers. It is from the PAT that we learn that, within the companies, managers use to select accounting
procedures to maximize their utility functions. Because managers have flexibility to choose from a set of
accounting policies in the face of changing circumstances, they will choose discretion for their own benefits,
which opens the door for opportunistic behaviour ex post (Rath & Sun, 2008). The independence of the auditor,
preventing opportunistic behaviours, should increase investors’ perception of the reliability of accounting
amounts, assuming reliability typical of information that is complete, neutral and free from error (IASB, 2010).
In this regard, focusing on Irish companies, Kilcommins (1997) argues that independence and the reliability of
financial statements were perceived to be significantly impaired when: the audit was performed by a non-Big Six
firm, the audit environment was highly competitive, no audit committee existed, audit tenure was long, non-audit
services were provided by audit personnel to audit clients, or the auditor took up an employment position with a
former audit client. In this sense, investors, in presence of rotations that enhance the independence of the auditor,
should consider accounting amounts more reliable — that is, more unaffected by earnings management
behaviours. Thanks to the rotations, accounting amounts should be not only more reliable but also more relevant;
that is, they should be more useful for making a decision, in the event that they are capable of making a
difference in that decision (IASB, 2010). These considerations regarding the independence that rotations
guarantee lead us to formulate the first hypothesis of this research:

H;: The rotations of the audit firm or of the key audit partner increase the value relevance of accounting
amounts.

The second objective of this paper is to verify whether audit firm rotation and partner rotation could be
considered substitutes in affecting the value relevance of accounting amounts. To formulate a plausible research
hypothesis, we have to consider rotations like signals to be useful to increase the public’s confidence in audited
financial statements and to rekindle a national debate on auditor independence and audit quality (Chi et al.,
2009). According to the theoretical framework of Spence (1973), signals are observable characteristics attached
to an individual that are subject to manipulation by that individual. Thus, the audit firm rotation is a signal that
the audited firm conveys to investors that have to select the best firms to which to allocate their capital. This
signal should convince them that an independent auditor analyses, reviews, and develops an auditing opinion
asserting the relevance and the faithfulness of the audit firm’s financial statements for external users. Thanks to
audit firm rotation, investors should perceive accounting amounts to be value relevant (Robu et al., 2016). Key
partner rotation also acts as a signal. However, unlike the audit firm rotation, it is conveyed by the audit firm to
investors with the primary aim of enhancing credibility toward the auditor activity. Such rotation contributes to
enhance the value relevance of accounting amounts only indirectly, consistent with the insight of Bamber and
Bamber (2009), according to whom audit partner rotation is likely to yield effects that are second-order relative
to the effects of audit firm rotation. In this regard, these scholars explain that in audit firm rotation, the new firm
brings a new audit team, applies the (new) firm’s own audit methodology, and also applies additional new client
procedures. In audit partner rotation, in most cases all that changes is just the audit partner. Thus, audit partner
rotation can improve independence if problems arise from the individual partner and the new engagement partner
significantly influences the rest of the audit team, but partner rotation cannot solve independence problems
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arising from audit firm culture. Audit partner rotation is less likely to compromise audit team competence than
partner rotation, because other elements of the audit team and technology remain in place, and legal liability
increases incentives for the outgoing partner and the national office to train and monitor the incoming partner.
This leads us to hypothesize that audit firm rotation and partner rotation are not perfect substitutes in affecting
the value relevance of accounting amounts. For this reason, the signal conveyed by the client to rotate the audit
firm prior to the legal term of its mandate could be considered a “strong” signal that is better able to affect the
value relevance of earnings and book value compared with the key partner rotation, which could be considered a
“weak” signal. Therefore, the second research hypothesis of this research is as follows:

H,: The audit firm and the key audit partner rotations act only in part as substitutes, as the former is better able
than the latter to positively affect the value relevance of accounting amounts.

3. Methodology

To verify whether the audit firm and the key audit partner rotations affect the value relevance of accounting
amounts, this paper uses the modified version of the price model (Ohlson, 1995) with variables deflated by the
number of shares. This alleviates biases in the research results due to the presence in the analysed sample of
entities of different sizes (Barth & Clinch, 2009). Using a regression model for panel data and assuming the
statistically significant regression coefficients as a measure of value relevance (Van Cauwenberge & De Beelde,
2007), the equation that this research uses to test H; is as follows:

P, = a,+a,NIPS, +a,BVPS, +a,ROT, +
+a,ROT, xNIPS, +a,ROT, xBVPS, +a, T+a S+, [1]

where:

Pit represents the price-per-share of firm i at the t fiscal-year end;
NIPS;; is net income per-share of firm i at the t fiscal-year end;
BVPS;; is book value of equity per-share of firm i at the t fiscal-year end,;

ROT;j; is a dummy that assumes a value of 1 if a change of the audit firm or of the key audit partner is observed in
the audit opinion attached to the consolidated annual reports issued by entity i at the end of fiscal-year t;

T and S are dummies that identify the t-1 years analysed and the s-1 industries analysed.

This specification allows for measuring the value relevance of earnings and book value reported in annual
reports of entities that have not experienced any rotation; in addition, it provides a measure of the divergences in
value relevance of accounting amounts disclosed by entities that experienced the rotation of the audit firm or of
the key audit partner. In particular, the regression coefficients o, and a,, if statistically significant, are a measure
of value relevance of earnings and book value disclosed by entities that, in a certain year, have not experienced
either audit firm rotation or key audit partner rotation. Instead, the coefficients of the interaction terms (o4 and os)
measure the difference between the weight that investors place on accounting amounts disclosed by entities that
experienced and did not experience a rotation. The expectation is to find them to be positive and statistically
significant. The positive sign means that in entities that experienced rotations, accounting amounts are more
value relevant; the statistical significance of coefficients means that the value relevance of accounting amounts is
different between firms that experienced and did not experience rotations. To strengthen our findings about such
differences, the research protocol tests the null hypothesis that coefficients o3, 0y and asare jointly all equal to
zero. If the test rejects this hypothesis, the research provides further evidence that there is a structural break
(Chow, 1960) in the regression coefficients that measure the value relevance of earnings and book value between
the groups of entities that experienced and did not experience a rotation over the period analysed. Therefore, if
the regression coefficients of interaction terms are positive and statistically significant and the test rejects the
null hypothesis mentioned above, we have enough evidence to support the hypothesis that investors place more
weight on accounting amounts disclosed by entities that have experienced a rotation than on those disclosed by
entities that have not.

Once it has been verified that rotations positively affect the value relevance of accounting amounts, this research
investigates whether or not the audit firm and the key audit partner rotations are interchangeable. To do so, we
split the variable ROT, and its interactions, into two dummy variables that distinguish audit firm rotations (AFR)
from key partner rotations (KPR). The equation used to test the second hypothesis is as follows:
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P, =a,+o,NIPS, +a,BVPS, +a,AFR, xNIPS, +a, KPR  xNIPS, +
+a;AFR xBVPS, +a, KPR, xBVPS, +a,AFR, a,KPR, +0, T+a Ste,

where:
AFR;; is a dummy that assumes a value of 1 if a change of the audit firm is observed in a given year;

KPRj; is a dummy that takes a value of 1 if, within the same task to an audit firm, in a given year there has been a
change of the audit partner.

Compared with equation (1), equation (2) includes, between the explicative variables, dummies that control for a
switch of the audit firm (AFR) and of the audit partner (KPR), whose name is available on the audit opinion
attached to the consolidated annual report of the analysed entities. Taking into account the meaning of the
interaction terms (e.g., difference between the value relevance of accounting amounts disclosed by entities that
experienced and did not experience a rotation), like ROT;xNIPS;, and ROT;xBVPS;, the expectation is to find
them to be positive and statistically significant, for the reasons explained above. Nevertheless, to validate the
second research hypothesis (i.e., audit firm and the audit partner rotations act only in part as substitutes, as the
former is better able than the latter to positively affect the value relevance of accounting amounts) two further
conditions are required. First, concerning the value relevance of earnings, a; should be higher than oy; in addition,
regarding book value of equity, o5 should be higher than og. These expected results provide first evidence that the
value relevance of accounting amounts is higher in the case of audit firm rotation than in the case of partner
rotation. Second, the difference between a; and o4 (regarding the positive effect of rotations on earnings) and
between a5 and o (regarding the positive effect of rotations on book value) should be statistically significant. If
this is the case, the paper provides evidence that audit firm rotation is better able than partner rotation to affect
the value relevance of accounting amounts and thus that such rotations are not perfectly interchangeable in terms
of the effects on the value relevance of accounting amounts.

4. Sample Selection and Descriptive Statistics

The data required to implement the methodology described above refer to Italian entities listed over the period of
2006-2014 in the Milan stock exchange. The price per-share and the accounting amounts have been downloaded
from the Amadeus database, while the name of the audit firm and of the key audit partner have been
hand-collected from the consolidated annual reports available on the websites of the entities analysed. According
to the Amadeus database, the number of entities with available data over the period analysed is 137; the final
sample contains 97 entities. Exclusions include entities that do not end their fiscal year on 31 December, in line
with scholars involved in value relevance studies (e.g., Tsalavoutas et al., 2012), and those for which the audit
opinions were not available in at least one of the years analysed. In this regard, the audit opinions from fiscal
year 2005 have also been collected in order to verify entities that in 2006 rotated the audit firm or simply the key
audit partner. Before presenting the descriptive statistics and the research results, it may be useful to note that
85% of the annual reports prepared by the analysed entities have been audited by a Big 4 audit company, while
the remaining 15% have been audited by non-Big 4 entities. Also, 98% of the annual reports analysed received a
clean opinion, 0.6% received a qualified opinion, and 1.4% received an adverse opinion containing the
“going-concern” exception.

In Table 1, we tabulate the main descriptive statistics of variables used to test the research hypotheses.

Table 1. Descriptive statistics

Percentiles Mean
1% 5% 10% 25% 50% 75% 90% 95% 99%

Pit 0.15 0.44 0.72 1.69 4.25 9.95 22.58 33.6 96.87 9.92
NIPS;; -14.90 -1.70 -0.50 0.00 0.20 0.60 1.30 2.40 5.60 -0.20
BVPS;; -0.10 0.45 0.85 1.70 3.40 7.10 17.30 25.40 248.00 9.90
ROT;; 0.00 0.00 0.00 0.00 0.00 0.00 1.00 1.00 1.00 0.23
AFR; 0.00 0.00 0.00 0.00 0.00 0.00 1.00 1.00 1.00 0.10
KPRj 0.00 0.00 0.00 0.00 0.00 0.00 1.00 1.00 1.00 0.13

The table provides interesting insights about the rotations. Over the period analysed, about 23% of the entities
experimented a rotation, which involved the audit firm in 10% of the cases and the key audit partner in the other
13%.

Table 2 tabulates the correlation coefficients among the variables used to test our hypotheses.
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Table 2. Correlation matrix

& & > >
= (;J: R = = % Z a a
: £ 5 £ £ £ £ £ £
& Z = 2 2 < Z < Z <
Py 1
NIPS;, -0.03 1
BVPS; 0.637°  -0.1077 1
ROT;, 0.01 0.02 0.02 1
AFR,, 0.02 0.01 0.01 0.63™ 1
KPR, -0.01 0.01 0.02 0.69°"  -0.12" 1
AFRxNIPS;, 0.12""  0.12"™ 0.07" 0.04 0.06" -0.01 1
KPRxNIPS;, 027" 0.07" 026" 01777 0267 -0.03 05777 1
AFRXBVPS;, 0.04 0.16™" 0.07" 0.01 -0.01 0.02 0.01 0.001 1
KPRxBVPS;, 0.10™  0.08" 023" 0227 -0.03 031" -0.01 -0.004 051" 1

Mean VIF of equations 1 and 2: 1.19 and 1.21 o . X
Correlation coefficients different from zero at 1% ("), 5% (") and 10% (') level of significance

Correlation coefficients do not appear to be high enough to cause a concern of multicollinearity problems. In fact,
the mean variance inflation factor (VIF) figures for equations (1) and (2) are 1.19 and 1.21 respectively.

5. Research Findings

Tables 3 and 4 below tabulate the main findings of our analysis that are useful to test our two research
hypotheses.

Table 3. Findings (equation 1)

Predicted signs Coefficients P-value Number of obs.: 873
NIPS;, + +0.14 +0.001 R%0.530
BVPS; + +1.81 +0.000 IT{ecs)th_tf'g“c
ROT; + -1.08 +0.307 ROT:IXNIPSit —o
ROTXNIPS; + +0.63 +0.012 ROT;xBVPS; =0
ROTxBVPS; + +0.07 10.033 F-statistic: 6.217
Intercept +/- +3.35 +0.410

(") Value statistically significant at 1%

Table 3 validates our first research hypothesis, which states that investors place more weight on earnings and
book value disclosed by entities that have experienced a rotation. The regression coefficient that measures the
value relevance of earnings (NIPS;) of the first group of entities that have not experienced any rotation is +0.14.
The regression coefficient of earnings for the second group of entities that experienced a rotation is +0.77, and
thus the divergence in value relevance between the groups of entities (ROTXNIPS;) is positive and statistically
significant (+0.63). Similarly, the regression coefficient that measures the value relevance of book value (BVPSy)
of the first group of entities that have not experienced any rotation is +1.81. The regression coefficient of book
value for the second group of entities that have experienced a rotation is +1.88, and thus the divergence in value
relevance between these groups of entities (ROTxBVPS;) is positive and statistically significant (+0.07). In
testing the significance of the difference between the value relevance of earnings and the book value of the two
groups of entities, the results of the test statistic tabulated in Table 3 show that the null hypothesis that such
difference is not statistically significant is rejected at the 1% level. So, the findings tabulated in Table 3 also
suggest that the weight that investors place on accounting amounts disclosed by entities that have experienced a
rotation is not only higher than but also statistically different from the weight placed on accounting amounts
disclosed by entities that have not experienced a rotation. Once we verified that rotations have these desirable
effects, we tested whether the audit firm rotation is better able than the key partner rotation to positively affect
the value relevance of accounting amounts. In this regard, table 4 below presents the research findings useful to
test the second research hypothesis.
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Table 4. Findings (equation 2)

Predicted signs Coefficients P-value Nymber of obs.: 873
NIPS, n 70.14 +0.001 R%:0.537
BVPS;, + +1.82 +0.000
AFRxNIPS;, + +0.93 +0.029 Test: AFRXNIPS; - KPRXNIPS;,
KPRxNIPS; + +0.74 +0.017 F-statistic: 4.38
AFRxBVPS;, + +0.10 +0.011 Test: AFRXBVPS;; - KPRxBVPS;
KPRxBVPS; + -0.06 +0.275 F-statistic: 4.03
AFR;, + -0.45 +0.753
KPR;, + -0.75 +0.586
Intercept +/- +3.34 +0.687

(") Value statistically significant at 5%

The table validates our second research hypothesis that audit firm rotation and key partner rotation act only in
part as substitutes, affecting the value relevance of accounting amounts in different manners. Regarding the
value relevance of earnings, the regression coefficient in entities that have not experienced a rotation (NIPS;) is
+0.14. In entities that experienced the audit firm rotation, the coefficient is +1.07, while in entities that
experienced the key audit partner rotation, the coefficient is +0.88. The divergence between the value relevance
of earnings in entities that experienced the audit firm rotation and that of earnings in entities that did not
experience rotation is +0.93 (see AFRXNIPS;) and is statistically different from zero at 5%. The divergence
between the value relevance of earnings in entities that experienced a key audit partner rotation and that of
earnings in entities that did not experience rotation is +0.74 (see KPRxNIPS;) and is statistically different from
zero at 5%. Therefore, the positive effect of the audit firm rotation is higher than the positive effect of the key
partner rotation. The test statistic tabulated in Table 4 shows that the difference between the coefficients of
AFRxNIPS; and KPRxNIPS; is statistically different from zero at 5% (F-statistic = 4.38). Regarding the value
relevance of book value, the regression coefficient in entities that have not experienced rotation (BVPS;) is
+1.82. In entities that experienced the audit firm rotation, the coefficient is +1.92, while in entities that
experienced the key audit partner rotation, it is +1.82. In fact, while the divergence between the value relevance
of book value in entities that experienced the audit firm rotation versus those that did not experience rotation is
+0.10 (see AFRxBVPS;) and is statistically different from zero at 5%, the divergence between the value
relevance of book value in entities that experienced and did not experience rotations of the partner is 0,
indicating that KPRxNIPS;, is not statistically significant. Therefore, for the value relevance of book value of
equity, the positive effect of the audit firm rotation is higher than the effect (null) of the key partner rotation. The
test statistics tabulated in Table 4 show that the difference between AFRxBVPS; and KPRxBVPS;; s statistically
different from zero at 5% (F-statistic = 4.03). Findings tabulated in Table 4 also show that disaggregating ROT in
AFR and KPR rotations positively affects the value relevance of accounting amounts in most of the cases.
Nevertheless, the results unanimously suggest that investors place more weight on earnings and book value when
entities switch the audit firm rather than the key audit partner. This result validates the reasoning of our
hypothesis that these forms of rotation act only in part as substitutes, consistent with the insight of Bamber and
Bamber (2009) that audit partner rotation is likely to yield effects that are second-order compared with the
effects of audit firm rotation.

6. Conclusions

The aim of this research is to verify the effect of both the audit firm and the key partner rotation on the value
relevance of accounting amounts. Even though the literature is quite consistent in recognizing the positive effect
of audits on the financial reporting quality, different results arise when investigating the effect of audit firm
rotation on the value relevance of accounting amounts. In fact, there are two opposite effects that occur
following the rotation. The first is the increase in reliability due to the limitation of opportunistic behaviours,
while the second is the reduction of the loss of client-specific knowledge. Therefore, doubts arise regarding the
combined effect of rotations on the value relevance of accounting amounts. In addition, no papers have
investigated the effect of the key audit partner rotation on value relevance and the possibility that such a rotation
could be considered a substitute of the audit firm rotation.

By using a sample of 97 Italian listed companies investigated over the period of 2006-2014, our research reached
two results. The first result is that the increase of the reliability of accounting amounts due to rotations, both of the
audit firm and of the partner, increases the value relevance of accounting amounts. The second result is that, as
expected, the two kinds of rotations — audit firm and key partner — are not perfect substitutes. In fact, even though
both rotations are signals, only the change of the audit firm implies a full change of the team, with new people and
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new procedures, while the change of the key partner often is limited to the substitution of a single person.

Our results have implications for both researchers and regulators. For scholars, our paper adds to the existing
literature, both on the real effect of two kinds of rotations on the value relevance of accounting amounts and on
the possibility of considering them as substitute. With reference to regulators, our results show that the rotations,
even though could determine a loss of client-specific knowledge, nonetheless improve the value relevance of
accounting amounts. However, new rules that require the key partner rotation have a positive effect as long as
they do not consider such rotation as an alternative to the rotation of the audit firm.

Regarding limitations, we should consider that the need to hand-collect data implies that our analysis is limited to a
single country. Future research could extend the investigation to other countries. However, the kind of variables we
investigated should ensure that results we found in Italy are not influenced by individual country characteristics.
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