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Auditing, This study investigates the market reaction surrounding the announcements of
auditor rotation, audit firm rotation by public firms quoted at BIST. In addition, it investigates how
auditor reputation, the market reaction to audit firm rotation changes based on the reputation of the
Borsa Istanbul. previous and the new audit firms. After conducting an event study, we are unable

to provide evidence suggesting that investors in Turkish capital markets value audit
firm rotation. The market reaction surrounding the announcements of public firms
to switch audit firms or to renew their contracts with the current audit firms is not
statistically significant. Our findings also suggest that investors in Turkish capital
JEL Classification markets do not value the reputation of audit firms when public firms switch
M32, M49 auditors as well. The results are robust to various event windows and alternative
audit firm reputation definitions.

1. INTRODUCTION

Mandatory auditor rotation for public firms is a widely debated topic in the US and the
European Union, as well as in Turkey. As a result of the attempts to improve the
transparency of corporate practices and the quality of corporate governance applications
in capital markets, public firms in Turkey are currently subject to mandatory auditor
rotation. No matter if it is audit firms or auditors that are subject to rotation, there is no
consensus that the benefits of mandatory rotation would outweigh the costs, or vice versa
in the literature. In this study we investigate auditor rotation from the point of view of
market participants: we investigate how investors in Turkey react to audit firm rotation in
public firms. Unfortunately, the number of firms that have changed audit firms as a result
of legal requirements is very limited at Borsa Istanbul (BIST) since the mandatory auditor
rotation has been effective only recently. Therefore, in this study we investigate the
market reaction to audit firm rotation in public firms even if the rotation is not mandatory.

We believe that our results could provide valuable insight into understanding whether or
not investors in Turkish capital markets value auditor rotation and can contribute to the
arguments regarding whether or not mandatory auditor rotation will benefit shareholders
as a result of potential increases in firm value. Due to structural differences and the
corporate practices in emerging markets, the benefits expected to be gained from
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mandatory auditor rotation in developed countries might not be achieved in an emerging
economy. Therefore, our findings could be useful not only in the case of auditor rotation
but also regarding any future arguments about imposing legal requirements, which help
improve firm value in developed countries, on Turkish public firms. After all, as a result of
differences in investor behavior, a requirement that benefit shareholders in the US could
potentially be costly for investors in Turkish capital markets.

The main goal of this study is to investigate the market reaction surrounding the
announcements of audit firm rotation by public firms quoted at BIST. In addition, we
investigate the market reaction to announcements in which firms announce that they will
be audited by the same audit firm as the previous year. If investors believe that the
potential benefits of audit firm rotation would outweigh potential costs, we would expect
to observe significantly higher market reaction to audit firm rotation announcements.
Indeed, market participants might not value every audit firm rotation decision at the same
level. It is possible that they might favor some rotation decisions compared to others.
Therefore, we also investigate whether the market reaction changes based various audit
firm characteristics that could potentially affect audit quality, such as whether or not the
audit firm is an international firm, whether or not it is one of the Big 4 audit firms, and the
ranking of the audit firm among all audit firms. We could expect that if firms switch to
audit firms that are expected to increase the quality of financial reporting as a result of
improved audit quality, markets would react positively to these audit firm changes. Before
we present our findings, we briefly discuss why these issues would matter for investors.

The issue of auditor rotation has become widely debated following the accounting
scandals at the beginning of the last decade. Accounting irregularities and fraudulent
financial reporting led to the questioning of the credibility of independent audit
profession, which is an important mechanism that could help reduce the potential agency
conflicts between companies and small investors (Blouin et al., 2007). This is possible via
improved transparency and by letting investors be informed about whether management
acts in a manner that would protect their rights. However, if auditors build such
relationships with the firms they audit that they act in the benefit of these firms at the
expense of small shareholders, this could destroy firm value. A potential remedy against
such a situation is auditor rotation.

Nonetheless, switching to a new auditor is not cost-free. First of all, when a firm’s financial
reports are being audited by a new audit firm, this would bring some costs to the firm as a
result of costs that would arise while the new auditor becomes familiar with the
functioning of the firm’s operations and systems as well as accounting issues and
reporting practices. In addition, selecting the new auditor could also be time consuming
when the firm picks an auditor from a pool of potential audit firms (Blouin et al., 2007).
Lastly, the decision to switch bears a potential risk of audit failure since the new auditor
could be expected to rely too much on firm’s estimates due to lack of experience with the
audited firm’s practices as well as the industry that the firm operates in (Myers et al.,
2003; Carcello and Nagy, 2004; Blouin et al., 2007; Kim and Yi, 2009; Skinner and
Srinivasan, 2012). Maletta and Wright (1996), and Beasley et al. (2000) provide evidence
highlighting the importance of experience in terms of audit quality.
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On the other hand, auditor rotation could provide shareholders of a firm with potential
benefits if the quality of financial reporting increases as a result of the auditor switch. First
of all, improved transparency could potentially lead to decreased agency costs between
shareholders and the firm if it leads to financial reporting quality improvements. Blouin et
al. (2007) show that firms are more likely to switch auditors if they bear greater agency
costs, whereas firms they are more likely to continue with previous auditors if they bear
substantial switching costs.

More importantly, auditor rotation could have a positive effect on firm value as a result of
improved auditor independence. It could prevent firms and auditors building such long
term relationships that could negatively affect auditor independence in a manner that it
would be costly for shareholders. Auditor independence could be expected to lead to
improved financial reporting quality (Myers et al., 2003), which could prevent the firm
from being involved in fraudulent behavior and consequent law suits and fees. Therefore,
auditor rotation could help firms improve audit quality based on the argument that
extended auditor tenure could impair the quality of auditing as a result of decreased
auditor independence (Carcello and Nagy, 2004). This could result in audit firms
supporting management towards more aggressive accounting choices (Myers et al., 2003).

On the other hand, one could alternatively argue that auditor independence would not
necessarily be impaired as a result of longer auditor tenure since auditors would have
economics incentives that would motivate them to protect their reputation as
independent auditors (Reynolds and Francis, 2001; Firth et al., 2012). Lastly, it should be
kept in mind that, mandatory auditor rotation could prevent audit firms to state a
favorable audit decision in an attempt to keep their contract with companies that they
audit, as it could potentially be the case in a voluntary audit firm rotation environment
(Vanstraelen, 2000).

In addition to the independence arguments, it could also be argued that as the tenure of
audit firms increases, auditors might begin to count on the financial reporting skills of
managers of firms as a result of favorable past relationships with these managers’ reports.
However, new audit firms might be more skeptic with the accounting and reporting
practices of firms (Carcello and Nagy, 2004).

In empirical studies, researchers provide mixed results. For example, studies such as
Johnson et al. (2002), Carcello and Nagy (2004), Ghosh and Moon (2005), and Chen et al.
(2008) show that financial reporting quality does not worsen with longer auditor tenure
and that it even improves. However Vanstraelen (2000) shows that the length of auditor
tenure could have negative effects on audit quality. On the other hand, Blouin et al. (2007)
and Cameran et al. (2015) provide evidence suggesting that mandatory auditor rotation
does not necessarily improve financial reporting quality, whereas Krishnan et al. (2007)
show that the positive effects of mandatory auditor rotation might depend on the
characteristics of the firm that is audited. Studies such as Nagy (2005), Cahan and Zhang
(2006), and Kim and Yi (2009) provide evidence suggesting that mandatory auditor
rotation could lead to improved financial reporting or auditing quality.
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Based on these arguments and empirical evidence, one could expect to observe a positive
market reaction surrounding the announcements of audit firm changes if investors believe
that potential benefits of auditor rotation such as improved independence would
outweigh any potential costs of switching audit firms.

In addition to the market reaction surrounding audit firm rotation, we also investigate
how the market reaction changes based on the reputation of the new audit firm in
comparison to the previous audit firm. Audit firms would be expected to have incentives
to perform effective auditing to keep their reputations since the firms they audit and the
shareholders of these firms would be expected to value auditing of high quality (Weber et
al., 2007). If audit firms cannot protect their reputations as effective auditors, their clients
would potentially switch to new audit firms (Skinner and Srinivasan, 2012) to protect their
reputations for reporting financial statements that are credible (Barton, 2010). Indeed,
firms would consider the potential benefits and costs of such switches as we mentioned
earlier.

From the point of view of investors, it is not possible to directly observe the quality of the
financial statements of firms. Alternatively, they would rely on the reputation of the audit
firm that would potentially signal the quality of these statements (Barton, 2010). In
support of this argument, studies such as Menon and Williams (1994), Baber et al. (1995),
Chaney and Philipich (2002), Krishnamurty et al. (2006), and Cahan et al. (2009) show that
markets value the reputation of audit firms, and auditor reputation is reflected to stock
prices of audited firms.

Motivated by the arguments and empirical evidence regarding auditor reputation, we
investigate whether or not investors in Turkish capital markets value audit firm reputation.
One could expect to observe higher market reaction surrounding audit firm switches from
less reputable ones to more reputable ones.

Before we proceed, it should be noted that even though a limited number of studies
investigate auditor rotation in Turkish capital markets (Arslan, 2011; Karakoc, 2013; Balsari
and Varan, 2014; Senyigit and Zeytinoglu, 2014; Akdogan et al., 2015; Yasar, 2015), our
study is the first one (to our best knowledge) to study the issue from the point of view of
investors in Turkish capital markets.

2. DATA AND METHODOLOGY

We investigate the market reaction surrounding audit firm rotation announcements by
public firms quoted at Borsa Istanbul between January 2012 and July 2014. Our sample
includes 69 audit firm rotation announcements as well as 400 announcements of decisions
to renew contracts with current audit firms. Audit firm contract renewal and rotation
announcements were gathered from the Public Disclosure Platform (PDP) via reading all
the announcements submitted to the PDP. Other data were collected from official data
distributers of the BIST such as Finnet and is Yatirim, in addition to the official webpage of
the BIST. Since we employ the 4 Factor Model (4FM) to estimate expected returns and test
the significance of abnormal returns, we excluded announcements by financial firms from
the sample. In order to prevent the effects of confounding events, we included only
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isolated announcements. In other words, if firm X submitted another announcement to
the PDP on the day that it announced the decision to change or renew the audit firm, this
announcement was not included in the sample.

In order to estimate expected returns that are required for abnormal return (AR),
cumulative abnormal return (CAR) and cumulative average abnormal return (CAAR)
calculations, we used the 4FM of Carhart (1997), as opposed to previous studies that
investigate market reaction surrounding various corporate events in Turkish capital
markets. For a detailed discussion of the expected return estimation models employed in
previous studies, readers should consult Basdas and Oran (2014).

The 4FM developed by Carhart (1997) adds the momentum factor that captures the
momentum anomaly documented in Jegadeesh and Titman (1993) into the 3 factor model
of Fama and French (1993). This model is widely employed in event studies conducted on
developed economies and is praised for generating less skewed abnormal returns
compared to less complicated expected return estimation models (Ahern, 2009). The 4FM
can be stated as below:

Ri(m - Rf gy = @i *+ bi (RM (my - Rf (1)) + 8i SMBmy + hi HML(my + m; MOM (my *+ €1 (my (1)

where RMs denote the average daily returns for all the firms quoted at BIST. In addition,
RFs denote the daily risk-free rates of returns. By using this model and the coefficients
derived from it, we estimate the expected returns for each stock in our sample. Next,
abnormal returns are calculated as the difference between realized returns and expected
returns for each firm’s stock. This procedure is repeated for each firm in the sample. Then,
we use the ARs to calculate the CARs and CAARs over various event windows for
robustness purposes. 240 previous trading days, that do not coincide with the event
window (Ahern, 2009), are used as the estimation window when calculating estimated
returns (Falato et al., 2014). To investigate the market reaction to various announcements
abnormal returns (ARs), average abnormal returns (AARs), and cumulative average
abnormal returns (CAARs) are required. These can be denoted as:

(2)

.
CAAR: = & AAR
t=1

where,

AR =~ & AR, (3)
N i=1 '

and,

ARit = Rit -E(Riy) (4)

The significance of CAARs, which are our main measures of interest, are tested via the
parametric cross sectional t-test and Boehmer, Musumeci and Poulsen (BMP) tests and
the non-parametric sign test. The t-tests that we utilized for these significance tests can be
stated as below:
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tousn =JN CAAR Cross Sectional t-test (5)
SCAAR
Zop =N SCAR BMP test (6)
SCAR
tan :\/ﬁ ﬂ Sign test (7)
05(1-0.5)

These test statistics are used to test whether or not CAARs are statistically significantly
different from zero. Next, we present our findings.

3. EMPIRICAL FINDINGS

Our findings regarding the market reaction to the announcements to switch audit firms or
renew audit contracts with current audit firms are presented in Table 1. The Table shows
that the CAAR on the day of the announcements to switch audit firms is -0.33%. As the
event window extends to three and ten days, the CAARs become -0.06% and -1.13 %. Even
though these CAARs are negative, which could be considered as suggesting that markets
react negatively when firms switch audit firms possibly as a result of potential switching
costs, the fact that none of the CAARs are statistically significant does not support such a
claim.

On the other hand, the Table shows that the CAARs on the announcement days and the
three and ten days surrounding the announcements regarding contract renewal with
current audit firms are 0.11%, 0.19% and 0.01%, respectively. The CAARs are positive,
which could be interpreted as markets valuing the experience of audit firms with current
clients or not being worried by auditor independence being compromised. However, once
again, they are not statistically significant. In addition, we compare the CAARs between
auditor rotation and auditor renewal sub-samples are observe that the CAARs are not
statistically significantly different from each other, suggesting that markets do not value
the decisions to switch audit firms highly or unfavorably compared to the decisions to
renew contract with audit firms.
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Table 1: Auditor Appointment

CAAR Number of Cross-Sect. BMP Sign

(0) Events t-test t-test Test

Auditor Rotation -0.335% 69 -1.09 -1.06 -1.32
Renewal-No Rotation 0.118% 400 1.00 1.12 -1.10
CAAR Number of Cross-Sect. BMP Sign

(-1,+1) Events t-test t-test Test

Auditor Rotation -0.061% 69 -0.09 0.14 -0.60
Renewal-No Rotation 0.199% 400 0.91 1.03 -0.50
CAAR Number of Cross-Sect. BMP Sign

(-5,+5) Events t-test t-test Test

Auditor Rotation -1.136% 69 -0.85 -0.49 -0.12
Renewal-No Rotation 0.015% 400 0.03 0.30 -1.60

The CAARs are compared for auditor renewal and rotation subgroups. The significance levels based on Wilcoxon
signed-rank tests are reported. *, **, and *** present significance at 10%, 5%, and 1% levels.

Overall, based on the evidence presented in Table 1, one cannot suggest that investors in
Turkish capital markets value the potential benefits of audit firm rotation such as
enhanced audit firm independence, higher than its potential costs such as switching costs
and the audit firm lacking experience and familiarity with audited firms. Yet, investors do
not appear to react to audit firm switch decisions with the belief that the potential costs
would outweigh the benefits, either. It seems that for investors this issue basically does
not matter.

On the other hand, it is also possible that markets would value who the new audit firms
are in instances of audit firm rotations since they could potentially value firms’ being
audited by reputable audit firms higher than other less reputable firms. Therefore, we
next investigate whether the market reaction based on the reputation differences
between the previous and new audit firms in audit firm rotation decision to shed light
onto this issue. If audit firm reputation matters, we would expect to observe significantly
positive market reaction surrounding the decisions to switch to audit firms with higher
reputation from audit firms with lower reputation, and vice versa.

To proxy for auditor reputation, we use whether or not the audit firm is a Big 4 audit firm,
whether or not it is an international audit firm, and the ranking of the audit firm among all
audit firms based on the number of firms it audits and its revenue. We utilize the official
webpages of audit firms in our sample and the webpage of the Capital Markets Board of
Turkey in order to identify which audit firms are in the Big 4 group and which ones are
domestic branches of international audit firms. In addition, the audit firm ranking data is
derived from the list presented in Fortune magazine (Fortune, February 2014).
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Table 2: Auditor Change: International Partnership vs. No International Partnership

CAAR #of Cross-S. BMP Sign

(0) Events t-test t-test Test

Domestic to International -0.712% 7 -0.70 -0.45 -0.37
International to Domestic 1.533% 4 0.57 0.50 0.00
No Change in Internationality -0.327% 54 -0.12 -1.34 -1.36
CAAR #of Cross-S. BMP Sign

(0) Events t-test t-test Test

Domestic to International -1.701% 7 -1.49 -1.39 -1.13
International to Domestic 2.561% 4 0.51 0.46 -1.00
No Change in Internationality 0.435% 54 0.93 0.83 0.00
CAAR #of Cross-S. BMP Sign

(0) Events t-test t-test Test

Domestic to International -0.727% 7 -0.30 -0.12 0.37
International to Domestic 0.096% 4 0.02 0.05 0.00
No Change in Internationality -0.098% 54 -0.13 0.18 -0.54

In Table 2, we present the CAARs surrounding audit firm switches based on whether the
audit firm is a branch of an international audit company or not. One could argue that an
audit firm that is the branch of an international audit company could provide more
effective auditing due to the experience of the international audit company. Yet, the
opponents of this argument could argue that these international audit companies could
lack country-specific experience and knowledge. However, the proponents could argue
that such worries are unnecessary since international audit firms do not conduct audits
themselves.

Table 3: Auditor Change: BIG4 versus Non-BIG4

CAAR #of Cross-S. BMP Sign

(0) Events t-test t-test Test

Non BIG4 to BIG4 -0.351% 8 -0.67 -0.96 0.00
BIG4 to Non-BIG4 -0.953% 12 -1.05 -1.27 -1.15
Stable -0.051% 45 -0.15 0.01 -1.04
CAAR #of Cross-S. BMP Sign

(0) Events t-test t-test Test

Non BIG4 to BIG4 -0.332% 8 -0.50 -0.73 0.00
BIG4 to Non-BIG4 0.609% 12 0.49 0.42 -1.15
Stable 0.382% 45 0.60 0.73 -0.14
CAAR #of Cross-S. BMP Sign

(0) Events t-test t-test Test

Non BIG4 to BIG4 1.868% 8 0.90 0.45 0.00
BIG4 to Non-BIG4 0.050% 12 0.04 0.56 0.00
Stable -0.568% 45 -0.64 -0.22 -0.44
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Unfortunately, the number of observations is very limited for firms that switch from an
international audit firm to a domestic firm, and vice versa. Therefore, it would not be
healthy to draw any conclusions based on these CAARs. Nonetheless, the CAARs suggest
that market reaction to auditor switches based on audit firms’ internationality is not
statistically significant.

In Table 3, we present the CAARs based on whether or not audit firms are in Big 4 or not.
The Table shows that the CAARs surrounding the announcements of firms to switch from
an audit firm that is not in Big 4 to an audit firm that is in Big 4 are -0.35% and -0.33% on
the announcement day and the three days surrounding the announcements. However,
one could expect the opposite in terms of the signs of the CAARs if investors in Turkish
capital markets were to believe that an audit firm with a higher reputation could perform
more effective auditing. Still, it should be kept in mind that the CAARs are not statistically
significant.

On the other hand, the CAAR on the announcement day for a firm switching from an audit
firm that is in Big 4 to a non-Big 4 audit firm is -0.95%. This is in line with the auditor
reputation arguments. However, the CAAR for the three days surrounding similar
announcements is 0.60%, which contradicts the arguments regarding the importance of
auditor reputation. Yet neither of these CAARs is statistically significant. In addition, the
Table shows that the CAAR for the ten days surrounding the announcements of switches
from non-Big 4 to Big 4 audit firms are 1.86% in support of auditor reputation arguments
and the CAAR for the switches the other way around is 0.05%. Once again, none of these
CAARs are statistically significant. In addition, as the event window extends, the possibility
of confounding events could be pronounced econometrically.

Table 4: Auditor Change: Revenue Based Reputation Ranking

CAAR #of Cross-S. BMP Sign

(0) Events t-test t-test Test

Reputation Improvement -0.384% 20 -0.59 -0.47 0.44
Reputation Decline -0.423% 25 -0.98 -1.24 -1.80
No Change in Reputation -0.202% 24 -0.36 -0.36 -0.81
CAAR #of Cross-S. BMP Sign

(0) Events t-test t-test Test

Reputation Improvement 0.759% 20 0.92 0.95 0.44
Reputation Decline -1.350% 25 -1.18 -1.43 -0.60
No Change in Reputation 0.597% 24 0.53 0.64 -0.81
CAAR #of Cross-S. BMP Sign

(0) Events t-test t-test Test

Reputation Improvement 0.495% 20 0.38 0.29 -0.44
Reputation Decline -2.537% 25 -0.76 -0.47 0.20
No Change in Reputation -1.035% 24 -0.79 -0.60 0.00
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Lastly, we present findings regarding the market reaction surrounding the auditor switch
decisions based on the ranking of audit firms among all audit firms in Turkey. The Table
shows that the CAAR on the announcement day is -0.38% when a firm switches from a less
reputable audit firm to a more reputable audit firm. Once again, this observation
contradicts the arguments about the importance of auditor reputation. However, the
CAARs for announcements about auditor reputation improvements as a result of audit
firm switches are 0.75% and 0.49%, respectively, which is supportive of auditor reputation
arguments. Unfortunately, none of these 3 CAARs are statistically significant.

In addition, the Table shows that when a firm announces a switch from a more reputable
audit firm to a less reputable audit firm based on its ranking among all audit firms,
markets react negatively to these announcements, supporting the arguments that auditor
reputation would matter. However, the statistical significance of these CAARs, which are -
0.42%, -1.35% and -2.53% respectively, do not support these arguments.

The overall evidence presented in Table 2, Table 3 and Table 4 suggest that investors in
Turkish capital markets do not value the reputation of audit firms when their clients
switch auditors. These findings contradict the findings of previous studies that investigate
the importance of audit firm reputation from the point of view of investors in more
developed markets (Menon and Williams, 1994; Baber et al., 1995; Chaney and Philipich,
2002; Krishnamurty et al., 2006; Cahan et al., 2009). This supports our previous arguments
suggesting that due to structural differences and the corporate practices in emerging
markets, potential benefits of mandatory auditor rotation in developed countries might
not be achieved or valued in an emerging economy.

5. CONCLUSION

This study investigates the market reaction surrounding the announcements of audit firm
rotation by public firms quoted at BIST. In addition, it investigates how the market
reaction to audit firm rotation changes based on the reputation of the previous and the
new audit firms. We are unable to provide evidence suggesting that investors in Turkish
capital markets value the potential benefits of audit firm rotation higher than its potential
costs. In addition, investors do not appear to believe that the costs would outweigh the
benefits, either. Overall, one cannot suggest that investors in Turkish capital markets value
audit firm rotation. Our findings also suggest that investors in Turkish capital markets do
not value the reputation of audit firms when public firms switch auditors.

The fact that Turkey is an emerging market is an important factor when interpreting our
findings. As discussed in Kim and Yi (2009), due to the structure of the markets and
common ownership structures of public firms, audit firms might lack the necessary
incentives to perform their duties efficiently. In addition, managers might lack the
incentives to demand independent auditing that is of superior quality. It is possible that
markets are skeptic about the validity of information presented in financial statements
and audit reports on these financial statements. After all, in cultures where personal
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relationships are more valuable, auditors could be selected based on these relationships
and could be more influenced by pressures from the clients (Kim and Yi, 2009).

On the other hand, policymakers should assess the potential costs and benefits of
mandatory auditor rotation very carefully. If researchers could provide sufficient further
evidence suggesting that the benefits of long-term relationships between audit firms and
public companies would benefit shareholders highly, they could even consider revoking
the imposition on public firms to rotate audit firms.

Future studies investigating the issue of audit firm rotation could investigate the potential
effects of the choice for audit firms on firms’ stock performances. In addition, they could
investigate the relationship between the choice of audit firm and the likelihood of
instances of fraudulent behavior or law suits that their clients face. However, such studies
should carefully consider the issue of endogeneity. In other words, they should be careful
in identifying whether the choice of audit firm affects fraudulent behavior or whether the
potential of any fraudulent behavior leads firms to switch auditors.
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