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ABSTRACT

This study was conducted on mandatory audit firm rotation and its effect on auditor
independence in Ethiopia as the perception on external auditors. Factors affecting the
ability of auditors to remain independent include long audit tenure, financial dependence
on a single audit client, non-audit services provided to audit clients and ex-auditor
employment with an audit client. It is therefore timely to examine the importance of auditor
independence in the provision of reliable and credible financial information. The study
used 5 point likert scale questionnaire and simple random sampling techniques were given
to a sample of 84 external auditors who are found at different level and to examine auditors'
perceptions of the effect of mandatory audit firm rotation on auditor independence. The
results of the study revealed that 80.3% of auditors agreed that MAFR could safeguard
auditor independence. The results also reveal that there is a significant relationship between
mandatory audit firm rotation and auditor independence. Analyses of variance (ANOVA)
were also conducted to test for the possibility of confounding effects arising from
participants' background and experience. None of these variables were found to have a
confounding effect on the experimental results. The results also disclose that the adoption
of rotation rules wasn't given enough attention among the auditing firms in Ethiopia.
Further research should be considered regarding other possible recommendations for
enhancing the independence of auditors. Some examples include, appointment of company
auditors by the state or an independent oversight body, and introduce a government
approved body to verify the auditors’ work year after year to ensure they are carrying out
their duties to their full capability.

Keywords: Mandatory audit firm rotation (MAFR), Auditor Independence, Accounting and

Auditing Board of Ethiopia (AABE)



CHAPTER ONE

1. INTRODUCTION
As an introduction of the study, this chapter presents: background of the study,
statement of the problem, research objective, research questions, scope of the study,
limitations of the study, significance of the study and organizations of the paper

respectively.

1.1 Background of the Study

The functions of an audit is provide to the users of financial statements with an
independent opinion whether the financial statements are fairly, in all material respects, in
accordance with an applicable financial reporting framework and enhance the degree of
users’ confidence towards the financial statements. The Generally Accepted Auditing
Standards (GAAS) are developed and issued in the form of International Standards of
Auditing (ISA) which required the auditor to obtain reasonable assurance about whether

the financial statements as a whole is free from material misstatement due to fraud or error.

Auditors are responsible to report honestly and provide assurance to the
shareholders concerning the reliability, compliance to regulatory body and accounting

policies, reliability and the truth and fairness of the client’s financial statement.

Mandatory audit firm rotation (MAFR) has been an issue for the last decades and
is not a new idea. There has been significant interest in MAFR as a means of improving

auditor independence, reducing the incidence of audit failure, improving the quality of



audit, professional due care, competitiveness of audit profession and protecting investors
and other users of financial statements. Mandatory audit firm rotation would require the
clients to replace their external auditor at a certain time, usually after a few years. Section
207 @ of Sarbanes Oxley Act (SOA) define the term "mandatory rotation" as the
imposition of a limit on the period of years on which a particular registered public
accounting firm may be the auditor of record for a particular issuer. European Union in the
former European Commission EC at October 2010,issued in November 2011 requiring
auditors to rotate mandatory every six years (or every nine years if the firms has joint
auditors) with a cooling-off period of four years. This issued a Green paper to address

financial market regulatory reform in reaction to the 2008 global financial crisis.

In the United States (US), the Government Accounting Office (GAO), which was
delegated by the Securities and Exchange Commission (SEC) to study the issue of MAFR,
concluded that there is no clear evidence regarding the potential benefits of a MAFR rule
(GAO, 2003). However the Public company Accounting Oversight Board (PCAOB) issued
a concept release in August 2011 on ways to enhance auditor independence, objectivity
and professional skepticism. The concept release included mandatory audit firm rotation

on as one alternative for consideration. In discussing that alternative, they did not specify

or indicate a specific term (PCAOB, 2011).

Several countries currently have mandatory audit firm rotation regulation. Italy has
required audit firm rotation since1975, Brazil since 1999, and Singapore has required audit
firm rotation for local banks since 2002. Numerous other countries including Austria,
Canada, Greece, Spain, Slovakia, and Turkey previously required mandatory audit firm
rotation and have since eliminated it due, in part, to increased audit costs (Raiborn, Schorg,
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& Massoud, 2006; Johnson, 2007). Price water house Coopers, 2014 and Ernst & young
2013 article stated that MAFR reduced the quality of audit ,reduced audit committees
ability ,reduced competition and restriction of free market forces , add costs and complexity
to audits and goes against market consensus. Italy was, and still is, the only of the EU
Member States requiring mandatory audit firm rotation. Additionally, in Italy, the Bocconi
University Report indicated that, while audit firm rotation is associated with reduced audit

quality, it seems to improve public confidence in corporations (Arel et al., 2005).

American institute of Certified Public Accountants (AICPA) issued a comment
letter that the PCAOB refrain from imposing mandatory audit rotation. The AICPA letter
supported the PCAOB'S goals to enhancing auditor independence, objectivity and

professional skepticism.

Whether audit firm rotation should be made mandatory is an issue that has been
debated for almost five decades in the US and around the world (Kwon et al., 2010).
Proponents of mandatory Audit firm rotation have argued that a new auditor would bring
to bear greater skepticism and a fresh perspective that may be lacking in longstanding
auditor-client relationship. The proponents added that when a company has been a client
of an audit firm for a number of years, the client can be viewed as a source of a perpetual
annuity, potentially comparing the auditors’ independence. However; others concluded
that mandatory audit firm rotation might not be the most efficient way to strengthen auditor

independence (GAO, 2003).

Ethiopia government authorities have tried to regulate some institutions so as to

ensure that auditors are recruited and selected on a certain rules and regulations that have



been issued by their respective directives. National Bank of Ethiopia requires bankers to
send auditors name to it annually before they get in to contract with the auditors, and the
National bank approves the auditors based on the legal and professional status of the audit
firms (Proclamation for Licensing and Supervision of Banking Business no 84/1994,
Article 18 and Directive No.SBB/19/96). Ethiopian Charities and societies Agency on the
other hand issued directives No.08/2004 saying that, auditors for Charities, societies and
Non-Government Organizations (NGOs) should be elected through public tender and
proper competition process. The Ethiopian Commodity Exchange Authority also has a
directive that aids to regulate the independent auditors’ selection and appointments for its
members. Those laws and regulations show that, auditor’s mandatory rotations are in place
in the country, but not as clearly as the public and the stakeholders are expects. The MAFR
concept is closely related to the notion of auditor independence which is considered as the
cornerstone of the accounting profession and one of its most precious assets and
fundamental to the reliability and credibility of auditor's reports (Mednick 1997, AICPA

1999; Levitt 2000; Public Oversight Board 1995, 1997, 2000).

The Commercial Code of Ethiopia (1960) articulated on its Article 369 that,
auditors elected by the annual general meeting of subscribers may hold office for three
years. In this article, although three years are stated on the code, it is not clear that whether
the three years periods for auditors are maximum or not, neither it explained the minimum
period that auditors should be retained. MAFR is intended to limit the number of
consecutive years (e.g., 5 years) for which a registered public accounting firm could serve

as the auditor of a public company (PCAOB, 2011).



The Charities and Societies Agency and the Ethiopian Commodity Exchange
clearly stated that, mandatory audit firm rotation is an obligation after three years of audit
services. Similarly, both of them didn’t say about the minimum retention period for
auditors. Audit clients are mandated to change their auditors in less than three years but
not allowed to retain for more than three years. So the mandatory audit firm rotation stated

on different regulation and directive in Ethiopia.

1.2 Statement of the problem

A mechanism of independent review of auditors work must be in place so as to ensure that
audit firms have effective quality control instruments, but in Ethiopia such exercise is not

being implemented (World Bank, 2007).

One of the reasons for financial reporting failure is known as lack of auditor
independence. The arguments which could weaken auditor independence are the long term
relationship and association with management and audit clients. For example Anderson
had been auditing Enron's financial statements since its inception in 1985. In fact, Anderson
was given permanent office space at Enron's headquarter. Anderson also share a similar
culture with Enron's colleagues such as wearing the same business attire, sharing office
birthdays, having lunch together and joining Enron's trips (Arel et al.,2005). This close
relationship may create a conflict of interests for the auditor which can adversely affect his

independence.

Accountants have acknowledged that auditor independence is important to the
validity of auditors as a profession due care. The independence of auditors should be the

backbone of the audit environment. Auditor independence is very vital to user’s financial



reporting confidence (Arens et.al., 1999). Auditor independence is defined by (Gay and
Simnett.2003) as “ability to with stand pressure from management influence when
conducting an audit or providing audit-related services, so that the professional integrity of
the auditor is not compromised". Independence includes the qualities of integrity,
objectivity and professional skapitsm. An auditor should maintain objectivity and be free
from conflict of interest in performing audit engagement quality review and risk
assessment standards, the numerous reforms put into place in the wake of the financial
crisis that affect the financial services sector. EC Green paper (2011) state situations where
company has appointed the same audit firm for decades look unsuited with desirable
standards of independence. According to the Green paper recommends that the mandatory
rotation of audit firms should be considered.

Mandatory audit rotation has always been assessed as a solution to enhance auditor
independence. It is argued that mandatory audit firm rotation will significantly increase
auditor independence (Kousay & Hussein 2014) because the client no longer has a tactical
threat of changing auditors in circumstances when they disagree with the auditor's
professional judgment (Tackett et al., 2004). The auditor will not be burdened from
pleasing the client's management and at the same time will reduce the auditor's concern
over losing the client. Mandatory audit firm rotation would require the clients to replace
their external auditor at a certain time, usually after a few years. Section 207 of Sarbanes
Oxley Act (SOX) define the term "mandatory rotation" as the imposition of a limit on the
period of years on which a particular registered public accounting firm may be the auditor
of record for a particular issuer. SOX's reforms directly related to auditors include the

establishment of the Public Company Accounting Oversight Board (PCAOB), increased



audit committee responsibilities, and mandatory rotation of lead and reviewing audit
partners after five consecutive years on an engagement (Arel, et al., 2005). Breeden (2012)
believed that companies should re-propose their audit engagement at least once every five

or Six years.

On the study made in Ethiopia, shows that both extended and short audit tenure has
an impact on auditors independence and audit quality when it is considered under different
threats even if the impact is worst in the case of extended audit tenure it indicated that
quality of audit will be affected on the long term relationship of the auditor and its clients
(Amsalu 2011). Though Amsalu tried to address the audit tenure effects on the auditors’
independence and quality, his study was concentrated on the tenure of the audit in short
and long period concluded than the perceptions of the auditors on the issue. On his study
and this research the gap show that there are few researchers on study audit client tenure
in Ethiopia. This research paper aims at partially filling this gap. This paper also expects
to evaluate whether mandatory audit firm rotation could improve auditor’s independence
and tries to show to how auditor’s perception on the mandatory firms’ rotation will be
influenced by demographic characteristics such as qualifications, gender, number of

employees and ages of experiences.

Ethiopia laws refer to mandatory audit rotation under commercial code 1960,
despite that showing is known about how auditors and other stockholders perceive the
mandatory audit rotation. The study attempts to investigate how auditor in Ethiopia
perceive mandatory audit rotation requirements for the purpose of performing auditor’s
independence. The study focus on whether all auditors equally perceive the issue in the

same way.



In addition, the researcher found the MAFR is current issue in the world and debate
on implementation (GAO 2003) the result on study solution for the regulatory body,
therefore, this study attempts to bridge the gap left in the research by ascertaining the views
of the stakeholders concerned with the auditing profession on how to enhance
independence in Ethiopia. The findings from this study can then be compared with the

findings of similar studies conducted in other countries around the world.

1.3 Objective of the study

1.3.1 General objective

The general objective of this study is assessing the perceptions of external auditor on
mandatory audit firm rotation, and its effects on auditor independence in the context of

external audit firm in Ethiopia.

1.3.2 Specific objective of the study

The specific objective of the study is addressing the following issues:

1. To look into the opinion of audit firms in Ethiopia on potential effects provided by

implementing mandatory audit firm rotation (auditor independence).

2. To investigate their views in implementing mandatory audit firm rotation in Ethiopia.

3. To explore current audit appointment practices in Ethiopia.



1.4 Research Questions
In order to attain the desired objectives, the researcher initiated to study the problem based

on the following research questions:

RQ1: Does mandatory audit firm rotation improve auditor independence?

RQ2: To what extent the auditors' perceptions of the effect of mandatory audit firm rotation

on the auditor independence is influenced by demographic characteristics

1.5 Scope of the study

The study is confined to assess the mandatory audit firm rotation and auditor
independence practice in Ethiopia. Although, there are number of parties with different
perceptions on mandatory audit firm rotation and its effect on auditor’s independence,
moreover, the study assess perceptions of external auditors as a sample of 84 auditors in
the position of principal and partner on mandatory audit firm rotation and auditor

independence.

1.6 Limitations of the study

This study was not without limitations. Some of the limitations are:

R/

¢ Low response rate from the questionnaire, because the respondents were very busy and
they were not interested to fill the questionnaire due to insufficient time.

% The study is considered only from the view point of external auditors. The findings
from the study can be generalized only to this group.

% The study may not be generalized to different countries at different stages of

development or with different business environments and cultures.



X/
°e

The problem of knowing the total number of auditors under each audit firms, because
of that it use only licensed permission auditors such as principal and partners for sample
response.

¢ Lack of past studies relevant to the study title in the study area.

1.7 Significance of the study

Mandatory audit firm rotation practicing is an infant stage in Ethiopia, by
investigating the different benefit and challenges for the adoption of it, this study will help
Auditing and accounting body and regulators through providing recommendation as well
as empirical evidences. In addition, it helps to fill significant knowledge gaps about
mandatory audit firm rotation and independent of auditor in Ethiopia; thereby it will give
insight to researchers and students about the problem and stimulate further investigation of

the issue.

1.8 Organizations of the paper

The study deals on perception of auditor in the mandatory audit firm rotation and
its effect on auditor’s independence in the context of Ethiopia. The structure of this study
is seems like as follows. The first chapter presents the introduction part of the thesis. From
this chapter, the readers can gain a general understanding and enables them to perceive

how the subsequent chapters will be discussed.

Chapter two presents the literature review. It consists the theoretical and empirical
studies in addition with conclusion and knowledge gap related with the current study. To

conduct the general study, this chapter cuts across some interesting articles, books,

10



websites and some other official documents which can enable the readers to develop more
understanding from the brief knowledge gained in chapter one about the central issues of

the study.

Chapter three shows a clear pictures of research methodology, which reflects how
the study is conducted. Under this chapter the rationality of research approach is
discussed briefly. In addition to that, data collection methods, sampling techniques used,
data analysis techniques employed.

Chapter four includes both data presentations and the analysis of the results which
is obtained from the methods adopted. This chapter tried to relate the research questions
and objectives of the study.

The final chapter, chapter five provides conclusion and recommendations based on
the whole study of the paper. From this chapter, the readers will be able to understand either

the research question or the purpose of the study met or not.

11



CHAPTER TWO

2. LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT

This chapter contains both the theoretical and empirical review of the study. The
theoretical framework includes definition and impact of mandatory audit firm rotation,
mandatory audit rotation and auditor independence in the views of the professional
regulators, the big four views respectively. In addition, it also includes empirical review of

the prior studies on MAFR and its effect from different researchers in different countries.

2.1 Theoretical Review

2.1.1 Definition

As it is noted earlier, the main objective of this study is to assess mandatory audit
firm rotation effect on auditor’s independence, audit quality and professional due care, low
balling, and competitiveness of audit profession, improve user confidence in the context of

external auditors.

According to (Kousay, Hussein 2014) defined Mandatory audit firm rotation as
"Mandatory audit firm rotation sets a limit on the number of years a public accounting firm
may audit a company's financial statements. After a predetermined period, an auditing firm
is no longer eligible to serve as the company's auditor for a set time interval and a rotation
of firms is required". A mandatory audit rotation rule which sets a limit on the maximum
number of years an audit firm can audit a given company's financial statements has been

future as a means to protect auditor independence ,audit quality, better professional due

12



care ,competitiveness of audit profession and perhaps to increase financial statement users

confidence.

Auditor independence is defined by (Gay and Simnett.2003) as “ability to withstand
pressure from management influence when conducting an audit or providing audit-related
services, so that the professional integrity of the auditor is not compromised”. Auditor
independence has been analyzed based on two magnitude, which is fact and appearance.
According to Alleyne et al. (2006)”independence in fact refers to the actual objective state
of the relationship between auditing firms and their clients. Independence in appearance

refers to the subjective state of that relationship as perceived by clients and third parties”.

2.1.2 Mandatory audit rotation and Auditor independence relationship

Presently the corporate and accounting scandals shook investor confidence, raised
questions about the reliability of financial statements and the potential negative effects of
long-term relationships between auditors and their clients. Some view these long-term
relationships as a threat to auditor independence (Ryan et al. 2001; Walker et al. 2001;
Shockley 1981). Furthermore, they assert that rotation of auditor would lead to higher
quality audits since the successor auditors would review the work of the predecessors,
thereby motivating the predecessors. On the other hand, others believe that long-term
relationships help the auditors to better understand the unique business transactions and
identify key audit risks, resulting in higher quality audits (Ghosh& Moon 2005; Myer et
al. 2003; Johnson et al. 2002; Stice.1991, Knapp 1991, St. Pierre & Anderson 1984; AICPA

1992).
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Audit firms with relatively longer period relationship with audit client an increased
the possibility of familiarity threat (or yet friendships) forming between the audit staff
members and client staff members and a decreased the possibility that the auditor will make
decisions different to the prior year decisions, thereby providing a lower quality and less
efficient audit. (Defond & Subramanyam.1998; Arel.2005). Proponent argue that audit
firm have long term relationship greater knowledge of the company’s business and
industry, providing a higher quality and more efficient audit (Geiger &

Raghunandan.2002).

The financial crisis, mandatory rotation of audit firms has been a subject of debate
on currently, due to there are more audit failure and litigation in the early years of audit
engagement. The financial reporting failures such as Enron and WorldCom and other led
to the financial reporting reforms contained in Sarbanes Oxley Act of 2002.Many the audit
failures and litigation issues occur in the early years of audit engagement, and thus, the
longer the tenure; the audit quality will be better (Pierre St. and Anderson, 1984). Stice
(1991) and Carcello & Nagy (2004) proposed that the probability of fraudulent financial
reporting is highest early in the audit firm’s tenure and is not substantially higher for

instances of long standing audit engagement.

AICPA that audit firm rotation intended to enhance auditor independence,
objectivity and professional skepticism. Oppose concept release PCAOB, however, that
there is little evidence linking audit firm tenure to audit failures or lack of auditor
independence, objectivity and professional skepticism. But both of them regarding to
mandatory audit firm would represent a significant change in practice and would increase

costs and cause disruptions for companies and external auditors.

14



Proponent argue that mandatory auditor rotation would impose a large burden on
corporations and more auditor rotation costs that newly-appointed auditors would
frequently need to spend more time and money familiarizing themselves with the complex
operations of their new clients, this increases the auditors’ independence relatively more
than the costs Gietzmann and Sen (2001). Audit firm rotation problem on audit risk that
due to below standard audit or programs implementation, for the reason that an auditor has
not comprehensively understood his client, individuals assigned by their firms have not
complete knowledge, experience of a particular industry. (Taylor, 2000; Beatty, 1989;

Craswell et al., 1995).

(PCAOB, Arel,et al.,2005) provide arguments against mandatory firm rotation,
including that the Sarbanes-Oxley Act of 2002 (SOX) assigned responsibility for the audit
to independent audit committees of public companies. Mandatory audit firm rotation could
prevent the audit committee from selecting and retaining the most qualified audit firm to
perform the company’s audit, Since the audit committee is responsible for the selection
and oversight of the audit firm, the audit committee should be able to use its discretion and
judgment when determining which audit firm is best suited to perform the company’s
audit. (Sarben Oxlay Act (2002) requirements that the SEC implement unbending
independence rules to enhance auditor independence, objectivity and professional
skepticism, these rules included prohibitions on the provision of certain non-audit services,
prohibitions on hiring former auditors (including a “cooling-off” period), and a
requirement for lead and concurring partner rotation every five years and rotation of other

audit partners every seven years. According to PCAOB study MAFR is increase audit
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committee responsibilities, and mandatory rotation of lead and reviewing audit partners

after five consecutive years on an engagement (Arel,et al.,2005).

According to, professional due care audit firms prohibition from providing several
non-audit services to their clients, including certain tax, consulting, and advisory services,
auditor rotation of mandatory nature requires that the client firm does not retain an auditor
for more than specified period of time.(IFAC 2011) This concept is supported by the idea
that auditor rotation would not allow the auditors to have incentives in terms of seeking
future economic growth from its clients and in a way would reduce the likeliness of biasing
the reports in favor of the client’s management. Mandatory rotation argue that the
knowledge acquired by an auditor about the specifics of a company will be lost with each
rotation, ultimately harming audit quality, distorts the competition in the market and

increase the cost of an audit. (EU legislation; AICPA, 1992)

For the period of the initial years, when an auditor is changed under audit-firm
rotation, the audit costs would tend to be higher in order to acquire much of the necessary
knowledge related to the client firm than the audit costs in the subsequent years. Other
costs that would be incurred by the client firm are the auditor selection cost and the auditor
support costs (GAO, 2003, p. 6). According to the study of GAO (2003, p. 8) they believe
that audit-firm rotation is not the most efficient way of enhancing either the auditor
independence or the audit quality if the additional financial costs and loss in the firm-
specific knowledge is taken into consideration. Results of the survey conducted by GOA
of Fortune 1000 public companies shows concerns over the risks of an audit failure during

the initial stages of audit firm rotation because the new auditor at initial stages is in the
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process of learning the knowledge regarding the client firms’ operations, systems and
financial reporting practices. Although the additional costs associated with mandatory
audit-firm rotation are certain, the benefits to be achieved from it are difficult to either
predict or quantify. Supporters of audit firm rotation believe that the value associated with
fresh-look which would protect those stakeholders who rely on the financial statements
outweighs the additional costs associated with it. Conversely, those who oppose mandatory
audit firm rotation are of the opinion that the costs would be increased for the audit firms
and the public companies resulting in the costs outweighing the value associated with the

fresh-look (GAO, 2003, p. 13; Kwon, et al., 2010).

According to the literature review and based on the above discussion, the arguments
in the benefit of mandatory audit firm rotation can be summarized as follows:
1. If auditors continue to audit the entity for too long, they risk developing too close
relationship with the client and compromising independence.
2. Periodically having a new auditor would bring a fresh look to the public company's
financial reporting and help the auditor appropriately deal with financial reporting issues
because the auditor's tenure would be limited under mandatory audit rotation.
3. Mandatory audit firm rotation would help in the more even development of the auditing
profession, helping smaller and medium - size audit firm rotation.
The arguments against mandatory audit firm rotation can be summarized as follows:
1. New auditors may miss problems in the period under review because they lack adequate
experience with the client to notice either unusual events or important changes in the

client's environment.
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2. There are not enough large audit firms to address the audit requirements of large
companies, making auditor rotation impracticable at the ground level.

3. The rotation would only prevent auditors from building in-depth institutional knowledge
of a client and its business.

4. It is a poor instrument to promote independence especially in an environment, where
auditors are appointed by board (audit committees) with intensive participation of

management.

2.1.3 Mandatory Audit Rotation and Auditor Independence in the Views of the
Profession Regulators

In this part focus on the relation between auditor independence and audit firm
rotation, the independence of auditor is key factor in evaluating the reliability of auditor
report. This feature has several implications. The first is for User of Audit report. It is the
auditor independence can enhance the credibility of published financial reporting and the
add value for several categories of stakeholders. The second implication directly involves
the profession and due care: the trait of independence is the best way of demonstrating to
the regulator and the public that the auditors are performing their task according to ethical

principles such as objectivity and in integrity.

Professional competence and due care: Members have a continuing duty to maintain
professional knowledge and skill at a level required to ensure that a client or employer
receives competent professional service based on current developments in practice,

legislation and techniques. Members should act diligently and in accordance with
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applicable technical and professional standards when providing professional services.
(IFAC code of Ethics, 2011)

Integrity: Members should be straightforward and honest in all business and professional
relationships. (IFAC code of Ethics, 2011)

Objectivity: Members should not allow bias, conflicts of interest or undue influence of
others to override professional or business judgments'(IFAC code of Ethics, 2011)

Familiarity and self-interest threats are created when senior partner of an audit
engagement is maintained for a long period of time (IFAC 2015). IFAC also stated that
the significance of the threats will be influenced by the length of time an individual has
been a member of the audit team, its role on the audit, the structure of the firm , the nature
of the audit engagement , the client’s management change and the complexity of client’s
accounting and reporting issues.

IFAC on the other hand stressed the procedures and safeguards that professionals
should need to assume in eliminating the threats or reduce them to an acceptable level.
Rotating the senior personnel of the audit team; reviewing the work of the senior personnel;
and regular independent internal or external quality reviews of the engagement are among
the safeguards recommended by IFAC.

For public interest entities, [FAC lays obligatory audit rotation for key audit
partners. Except some extreme circumstances which are outside of the firm’s control,
maximum of seven years engagement and a lay off (cooling off period) two years is the
necessity. When a firm has only a few people with the expertise and experience to serve as
a key audit partner, rotation may not be an available safeguard. In addition, when certain

jurisdictions exempted for partners rotations, an individual may allow working for more
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than seven years. However, in any of the above two situations, other alternative safeguards
such as regular independent external review must be exercised.

Though, the long relation of client and auditor relations will led to familiarity and
self-interest treats, the accounting and auditing regulatory bodies, such as IFAC set out
procedures so as to eliminate and reduce the associated risks. The partner’s rotations within
the firm and the independent external review outside of the firm are the major safeguards

that IFAC is recommending.

2.1.4 The Big Four Views on MAFR

Price water house Coopers International Limited and Ernst & Young explained
their views on the mandatory audit firm rotation (PwC 2014 and Earnst &Young 2013).
On their report, they argued that evidences have not been obtained that shows that audit
firm rotation increases auditor independence or reduce over-familiarity. Also they reasoned
that, many countries have rejected it after they had tested with the idea. They still argued
that there are other effective ways to enhance auditor’s independence such as stronger
national regulations, strong audit committee oversight, better coordination between
stakeholders, and increasing transparency by auditors to audit committees (PwC 2014 and
Earnst & Young 2013).

They support the idea of improving the independence, objectivity and professional
skepticism of auditors and to address the perception of over familiarity between the auditor
and management. And also they agree that these attributes are at the heart of the credibility
of and public trust in the audit profession and the statutory audit. However they believed
that, mandatory auditors rotation is not the right solution for the issues, but on the contrary

it would expose the audit quality as significant and unnecessary risks.

20



PwC and Ernst &Young (2013) summarized their views as follows that, mandatory auditor
rotation;

e Reduces the quality of an audit.
Mandatory audit firm rotation of audit firms’ results in the loss of the accounting
firm’s cumulative knowledge of the company’s business, people, processes,
controls, risks, and putting the audit quality at significant risks.

e Reduces an audit committee’s ability to fulfill its responsibilities
It argued that, mandatory auditor’s rotation will reduce (limit) the decision power
of the audit committee by imposing some mandatory rules and regulations.

e Reduces competition and restricts free market forces
The mandatory audit rotation obligation rejects the current auditor from
competitions that it weakens competitions.

e Add costs and complexity to audits
In applying the auditors’ rotation, it exposes the company’s to unnecessary process
to select and recruit the auditor that ultimately led to unplanned costs. On the other
hand, when the existing auditors leave the company, the new one will not be in a
position to undertake the audit easily rather it become complex.

e Goes against market consensus
Most countries in the world practice are against of the mandatory audit rotation.
Though, it has been tested by different countries, most of them rejected to practice

as part of their regulation.
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Both the big four firms (Ermnst & Young and PwC) clash with the mandatory
auditors rotations, but have recommended other alternatives. According to them, auditors’
independence or professional skepticism would be improved and safeguarded by; (1)
Establishing or strengthening the national regulators of the profession (2)Increased
adoption of “best practice” for audit committee oversight of the performance of the audit
( 3) Improving transparency about the audit and the auditors and (4)Restricting on non-

audit services.

2.2 Empirical Evidence

2.2.1 Prior Studies on Mandatory Audit Rotation and Effects

As shown on the past empirical studies, many researchers and scholars don't
express the same conclusion on the relationship between auditors’ rotations and
independence of auditors. Some argued that audit firm rotation could help to improve the
auditor's independence (Omri and Akrimi, 2015, Kousay and Hussein 2014) that, audit
firm rotation enhances independences and expressed that it become the first factor for
auditors independence. In this study, the authors further emphasized that independence

could be enhanced by imposing partners rotations within the firm (Omar and Akrimi 2015).

On the study made in Bahrain, it is argued that mandatory audit firm rotation could
safeguard the auditor’s independence and reached to the conclusion that the mandatory
rotation has significant relationships with the auditor’s independence. This study was made

by focusing on the external auditors in the Bahrain (Kousay and Hussein 2014).
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Auditor independence and mandatory audit firm rotation in Jordan the study and
finding defining the four independent main variables of the auditor independency (auditor-
client relationship, audit tenure, audit fees, and mandatory auditor rotation). The findings
of the study revealed that there is a significant positive relationship between the auditor
independency and auditor-client relationship and mandatory rotation. A negative one with
the audit fees and there is no relationship with audit tenure. The study has been carried out
through a questionnaire survey that aimed to collect data about the auditor independency
in Jordan, and through a developed model to test the mandatory auditor rotation in the
Jordanian audit firms. (Abeer Fayez Al-Khoury, Ala’eddin Ali, Mahmoud Al-Sharif, Jabra

Hanania, Iyad Al-Malkil&Mohammad Jallad ,2014)

On the study made in Italy, the benefit of audit firm rotation and its relation with
quality audit was observed. Accordingly, the result showed that, audit quality has been
improved as a result of both voluntary and mandatory auditor’s rotation. In addition, the
result indicated that the audit fee being paid was not associated with the mandatory
auditors’ rotation (Silvano, Cristina, Gorfgio and Stacy A. 2015). From this study, it is
conceivable to say that, implementing or maintaining auditor’s rotation could improve
independence of the auditor and ultimately results in quality audit service. Unlike, the big
four views of PwC and EY, this study showed the audit fee and the rotation of audit firm

doesn’t have relationships to each other.
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According to (Amsalu.2011), a research was made in Addis Ababa to assess
whether the extended audit tenure on auditors could impact auditors independence and
audit quality. And also the study examined both the short and long audit tenures impacts
on the auditors’ independence. (Amsalu.2011) then reached to the conclusion that, long
term relationship between the auditor and its client could impair independence and audit
quality. Also the research showed that audit tenure could affect the audit independence in
both the short and long audit tenures (Amsalu.2011). The study was conducted before five
years when the number of auditors were 50 firms with simple random sampling using only
six audit firms.

On the other hand, empirical studies proved that mandatory audit firm rotation
doesn’t have relations with the independence of the auditor and quality of the service. It
rather on the contrary that, auditors was not issuing going concern opinions during their
first six years of their stay (Ruiz, Gomez and Aguilar 2009).Study was also made in
Malaysia aimed at to analyze the different types of audit report and audit rotations and the
trend of audit rotation in marketplace. Accordingly, the result showed that rotation appears
to be qualify less often in the big 4 firms. The study further indicated that, there is no
significant association of mandatory audit partner’s rotation and the audit opinions issued

(Kalsom & Hazlina 2014).

2.2.2 Conclusion and Research Gap

When the researcher grasp the regulatory requirements of auditors’ rotation, it is
mainly on partners rotation within the firm than firms own rotation. According to IFAC,
senior audit partner rotation could improve the auditors’ independence by eliminating

familiarity and self-interest treats. Though the IFAC code of conduct recommends different
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means for safeguarding of self-interest and self-review threats, mandatory audit firms’
rotation was not on the list. PwC and EY on their view expressed that, mandatory audit
rotation and auditor’s independence don’t have significant relationships and doesn’t affect
the audit quality. They further argued that, the mandatory audit firm rotation results loss of
knowledge, increase costs and audit complexity, sufferers the clients right in having the
auditor and affects the fair market competition. They also argued that, strengthening the
national regulatory bodies, restricting the auditors from non-assurance services, and quality
audit committees are among the suggested possible ways of mitigating of such
independence risks.

Past empirical studies also have contentious outcomes on the results of mandatory
auditors’ rotations. From the above analyses, it is possible to say that the impact of
mandatory audit firm rotations on the independence of auditors is a controversial issue.
Some argued in favor of the rotation and some strongly complain it. As learnt from
different empirical studies, some countries impose mandatory audit rotations and some are
not. In addition, some countries studied it and recommended for implantation, but they
shelved it apart, as it was strongly opposed by the companies and professionals in the
country.

On the study made in Ethiopia, it indicated that quality of audit will be affected on
the long term relationship of the auditor and its clients (Amsalu.2011). Though Amsalu
tried to address the audit tenure effects on the auditors’ independence and quality, his study
was concentrated on the tenure of the audit than the perceptions of the auditors on the issue.

Apart from this, Amsalu’s research was limited on six audit firms and fifty auditors that,
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however, research gap show that there are few researchers on study audit client tenure in
Ethiopia. This research paper aims at partially filling this gap.

Mandatory auditor rotation policy would generally set the audit engagement
period in stone, reducing the auditor's alleged tendency to bend to management.
Furthermore, the existing auditor would know that any errors or omissions could be
discovered by an ensuing auditor. Presently the issue of mandatory rotation debate in the
world (GAO 2003) Thus, this research tries to fill the gap that had been reflected in the
past research that had been done to use regulatory body.

As reviewed most of the literature mandatory audit firm rotation focuses on
developed countries that implemented and exercise (EU legislation, 2011). The current
study, therefore, addresses this issue in developing countries, in the case of Ethiopia.

This paper also expects to evaluate whether mandatory audit firm rotation could
improve auditor’s independence and tries to show to how auditor’s perception on the
mandatory firms’ rotation were influenced by demographic characteristics such as
qualifications, gender, number of employees and ages of experiences

As to the knowledge of the researcher, it can be concluded that although there have
been studies on the mandatory audit firm rotation effect on auditor independence in
Ethiopia , there are no comprehensive studies that examine the perception of auditors on
mandatory audit firm rotation and its effect on auditors independence. Therefore the current

study is tried to fill the gaps which are mentioned in the above.
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2.2.3 Hypothesis Testing

The researcher believes that, this issue will have significant importance for the
policy makers in assessing of the professionals opinion in the country. In the light of that,
and to accomplish the objectives of this research and to answer the research questions, the
following hypotheses are formulated:

HO1: There is no statistically significant relationship between mandatory audit firm

rotation and auditor independence.

HO02: There is no significant difference between respondents in their perception of auditor
independence and mandatory audit firm rotation attributed to demographic characteristics

variables.
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CHAPTER THREE

3. RESEARCH METHODOLOGY
Designing appropriate research methodology is a prerequisite in order to conduct a
good research work. Accordingly, this chapter discusses about the methodology by which
the researcher was used to conduct this study. Thus, research design, source and types of
data, study population. Sampling size, method of data collection and method of data

analysis are presented below respectively.

3.1 Research design

3.1.1Quantitative approach

Duangtip (2009) noted that quantitative approach is an objective, formal systematic
process in which numerical data findings are common. Quantitative approach describes,
tests, and examines cause and effect relationships (Burns & Grove, 1987). It also generates
statistics through the use of large-scale survey research, using methods such as
questionnaires or structured interviews and this type of research reaches many more people,
but the contact with those people is much quicker than it is in qualitative research
(Catherine, 2002). As it is cited from (Hoepfl.1997), Denzin and Lincoln (1998) and
(Nahid.2003), researchers who use logical positivism or quantitative research employ
experimental methods and quantitative measures to test hypothetical generalizations, and
they also emphasize the measurement and analysis of causal relationships between

variables.

28



Burke et al. (2004) mentioned the strength of quantitative approach as testing and
validating already constructed theories about how (and to a lesser degree, why) phenomena
occur, testing hypotheses that are constructed before the data are collected; Can generalize
research findings when the data are based on random samples of sufficient size; useful for
obtaining data that allow quantitative predictions to be made; allowing one to more credibly
assess cause-and-effect relationships; data collection using some quantitative methods is
relatively quick (e.g., telephone interviews); provides precise, quantitative, numerical data;
data analysis is relatively less time consuming (using statistical software); the research
results are relatively independent of the researcher (e.g., effect size, statistical

significance).

For reliability, quantitative research is considered more reliable than qualitative
investigation. This is because a quantitative approach aims to control or eliminate
extraneous variables within the internal structure of the study, and the data produced can
also be assessed by standardized testing (Duffy, 1985, cited in Duangtip, 2009). In contrast
to the advantages or strengths of quantitative approach as mentioned above, Burke et al.
(2004) identifies the weaknesses of quantitative approach as the researcher theories that
are used may not reflect local constituencies understandings; the researcher may miss out
on phenomena occurring because of the focus on theory or hypothesis testing rather than
on theory or hypothesis generation (called the confirmation bias); knowledge produced
may be too abstract and general for direct application to specific local situations, contexts
and individuals. In addition to this, the absence of open ended questions is the other

disadvantages of quantitative approach.
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3.2 Source and Types of Data

Under this study, there are two sources of data collection: primary and secondary
sources. The primary source of data is the collection of firsthand information using
questioners that appropriately suit the study based on the researcher's assumed perceptions.
Just by its name, secondary data is information already which may have been processed
and stored. This information came from official documented data, journals, articles,
newspapers, text books and internet. The primary source used as the main empirical data
for the analysis, while the secondary source used to describe theories and in the literature
review. According to cooper and schindler, (2003) since the information has not been

filtered or interpreted by second party, primary sources are always the most authorities.

3.2.1Questionnaires:
Questionnaire is a type of data gathering instrument where respondents write

answers to questions posed by the researcher on a question form. Number of respondents
were asked identical questions, in order to gain information that can be analyzed. The type
of questionnaires can be close-ended questions, the respondents answer one options
according to a particular format; for example, multiple-choice questions, checklist
questions and rating questions. In this way the respondents does not require so much time
to finish it when compared with the required time for open ended questions ( Pitchaya et
al.,2010). However, open-ended questions permit the respondents to have freedom to
respond from their own frame of reference (Ary et al., 2009 cited in Pitchaya et al., 2010).
Lake and Harper (1987) cited in Pitchaya et al. (2010) stated that “open-ended questions
are useful when the researcher want to see how respondents discuss an issue or discover

what is on their minds without imposing an agenda. As mentioned above in this study a
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self-made questioner has been used and distributed among auditors (Who works in external
auditors as a position of principal /or partners) in Ethiopia to know their perception

concerning to mandatory audit firm rotation and its effect on independence.

The questionnaire were designed to capture the three sections. section one
demographic information and current audit practices ,Section two questions about potential
effects of mandatory audit firms rotation upon audit independence, and section three
composes equations about overall opinions on requiring mandatory audit firm rotation
,with respect to the research questions. The closed ended questionnaire was designed based
on Likert scale model with 5 choices; “strongly disagree”, “agree”, “neutral”, “disagree”
and “strongly agree” (see appendix D). The researcher chose to use a Likert scale due to
two reasons; first it is suitable for measuring attitudes and opinions which is preserved in
the purpose of this study. Second, Liker scale was used by number of researchers (e.g.
Etienne et al., 2010; Amsalu, 2011) in the literature of mandatory audit firm rotation and
auditor’s independence. Based on this fact liker scale as data collection technique will
employ in this study. In order to get a higher response rate, an introduction letter will sent

to the respondents prior to the questionnaire wherein briefly described the purpose of the

study. The questionnaires will distributed among 84 auditors from 107 external auditors.

3.3 Study Population

In Ethiopia, Professional practitioners are engaged in auditing and accounting
practices. The accounting practitioners are named as “Authorized Accountant", which are
mainly engaged in bookkeeping and accounting services to their clients. Authorized

Accountants are not required to have professional qualifications from the recognized IFAC
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members’ body (only local university degree with years of experience is necessary to
secure their license). Whereas, the “Authorized Auditors" are being practice as independent
auditors and are required to produce a professional practicing certificate from IFAC
member body (such as ACCA and CPA). Currently established on certification and
regulatory professional body but no start to provide of certification in the country. Though,
there are professional associations in the country, their structure and legal background
doesn’t support them to regulate and monitor their members and their role and
responsibility remained on the collection of annual membership fees.

Presently there are register on Accounting and Auditing Board of Ethiopia 89
authorized audit firms. (AABE on February 26, 2016). Of the listed authorized auditors,
only one is owned by the government, or else all others are private auditors practicing as
the capacity of 75 audit firms as sole practitioners and 13 audit firms as partnership
arrangements (see appendix A).

The study population is all external auditors who are practicing in audit firm at a
position of principal and /or partner in Ethiopia. We consider auditors as entire authorized
and approved individuals and not specific auditing firms. The word auditors in this study

will not be refer to internal auditors. It refers only to external auditors.

3.4 Population and Sampling

The subset of the whole population that the researchers are interested in surveying
is known as sample, and the suitable selection of sample is important for the reliability of
the research (Bryman and Bell, 2007, p. 195). Regarding to these Paula et al. (2001) noted
that, sampling refers to drawing a sample or selecting a subset of elements from a
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population. The design of a sampling strategy is an important issue for a research study
and it can be a powerful tool for accurately measuring opinions and characteristics of a
population. The main focus of this study is to understand the auditors' perception towards

their mandatory audit firm rotation and its effect of auditor independence.

According to the AABE Feb, 2016, there are 89 audit firms and 107 auditors that
are principal and partner. Due to cost and time constraints it is hardly possible to consider
total population of study area. Based on this fact the determination of sample size is
resolved by means of Slovin’s sampling formula with 95 percent confidence level.
Populations for quantitative data collection for this study are external auditors in Ethiopia
particularly partners and principals. So, it is 107 external auditors representing 84 from
them. The sample size for collecting quantitative data for this research is determined using
Cochran’s (1977) formula as indicated on Bartlett Kotrlik and Higgins (Bartlett and

Higgins,2001). This study uses the following formula to calculate sample size:

The following step is used to determine sample size derived from the above formula to

collect quantitative data using questionnaire:
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n= sample size for the research use
N= total number of external auditors in the study area
e = margin of errors at 5%

Therefore:

N 107
n= , n=—=84
14+N(e)2 14+107(0.05)2

Sum of sample sizes is taken from external auditors become 84 external auditors by using
of simple random samplings techniques and then distributed the questionnaire for all 84
auditors of the randomly selected audit firms. A response rate of 100% was the researcher

expectation for the survey.

3.5 Methods of Data Collection

Data collection is the process of gathering data from different sources. We always
need relevant and authenticated information in order to answer our research question. As
it discussed in the population and sampling part above the sample size in the study are 84
external auditors. The method of information were gather from the samples using
questionnaire as a means of data collection technique. Questionnaires were distributed for
selected samples to get their responses regarding mandatory audit firm rotation and its
effect on auditor’s independence. respondents are ask to express their opinion on the effects
of mandatory audit firm rotation up on audit independency using liker scale of 5 points
ranging from 1 "strongly disagree" to 5 "strongly agree". The internal consistency of the
questionnaire reliability was measured by using Cronbach's coefficient alpha statistical

test.
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3.6 Method of Data Analysis

The data collected from the respondents were analyzed using both descriptive and
inferential statistics. The descriptive methods was describe the demography of respondents,
the current audit practices and other variables in the study using percentages, frequency
count. Inferential statistics used mean, standard deviations, T- test one-simple statistics and
ANOVA one way test and relevant data from their sources were analyze using by SPSS

software.

3.7 Description of Variable

The variables used in this study is based on the line as applied in previous research
regarding the relationship between Mandatory audit firm rotation and Auditors

independence. These variables are categorized as dependent and independent variables.

3.7.1 Dependent Variable

Dependent Variable considered in this particular thesis is the auditor’s independence.
Auditor’s independence can be defined According to Alleyne et al. (2006)”independence
in fact refers to the actual objective state of the relationship between auditing firms and
their clients. Independence in appearance refers to the subjective state of that relationship
as perceived by clients and third parties”. Used to analyses the mandatory audit firm

rotation effects on auditor’s independence in the external audit firm of Ethiopia.

3.7.2 Independent Variables

One of interesting explanatory variables that affect auditor independence is Mandatory

audit firm rotation are according to (Kousay, Hussein 2014) defined as "Mandatory audit
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firm rotation sets a limit on the number of years a public accounting firm may audit a
company's financial statements. After a predetermined period, an auditing firm is no longer
eligible to serve as the company's auditor for a set time interval and a rotation of firms is

required".

Based on the above definition of MAFR an audit firm stay within single audit client for
long period of time results familiarity threat and financial dependency. Extended auditor-
client relationship can have possibility of providing non-audit service to audit client, in
addition to audit services. provision of audit and non-audit service for a single audit client
increase amount of income generated from that client there for the auditor become financial
dependent on a single audit client and lead to effect on auditor independence because an

auditor’s objectivity and professional skepticism decreases overtime.

Long auditor-client relationships also bear familiarity, in this way familiarity with ex-
auditor employment with audit client and audit process in the audit client. Familiarity in
these way together with financial dependency basically result reduce auditor’s
independency and professional skepticism. Hence, the presence of MAFR minimize the
above mentioned problems, since its tries to set appropriate audit firm tenure and cooling

off period in the country.
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CHAPTER FOUR

4. RESULTS AND DISCUSSION

In this chapter, the researcher presents the results from the questionnaires and
analyzes them based on the output. Accordingly; the paper presents the results and effect
of MAFR on auditor independence. As it is mentioned before, the main purpose of this
study is to examine whether MAFR effect on auditors independence.

The analysis of this chapter is categorized in to two groups. In the first group
descriptive analysis under this first section, reliability statistics of the questioners, in the
second background information of the respondents presented; which includes gender and
year of experience working as an auditor. The third section consists the analysis of response
rates and missing values of the respondents. Finally, the main body of this chapter in second
group inferential analysis; which are auditor’s perception on effects of audit firm rotation
on perceived auditor independence and the differences perceptions of MAFR and auditors
independence with demographic variables. As mentioned in chapter three, under this
chapter, the results which are gained from the respondents were presented and analyzed
with the help of SPSS (i.e. simple descriptive & inferential statistics).

In general, the above mentioned items are briefly presented and discussed in the

subsequent sections of this chapter.
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4.1 Statistical Analysis

4.1.1 Reliability Statistics
Analyzing the internal consistency of the questionnaire reliability was measured by using

Cronbach's coefficient alpha statistical test as shown in Table 1. The analysis provides an
indication of the average correlation among all the items that made up the scale. According
to George and Mallery (2003) provide the following rules of thumb: “ >0.9 — Excellent,
_ >0.8 — Good, > 0.7 — Acceptable, and >0.6 — Questionable, > 0.5 — Poor, and <
0.5 — Unacceptable” (p. 231). Therefore, the two survey instruments have values of alpha
greater than 0.7, which mean that the included items in the scale have an acceptable internal
consistency (reliability). That is, the survey instruments are good enough to be
administrated and able to attain their intended goals. According to the pilot survey, the
Cronbach’s Alpha is 0.880 which indicates the reliability is Excellent. A sample scale that
shows alpha value above 0.70 is considered reliable Therefore, the indices for the

questionnaire reliability are generally considered adequate for this research

Table 1 Reliability statistics

Cronbach’s Alpha Based on

standardized items
Cronbach's Alpha N of Items

0.70 0.880 15

4.1.2 Demographics
Analyzing the first section of the questionnaire reveals the demographic

background of the respondents, which are examined by looking at the Position; experience;
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professional qualifications and number of employees' descriptive analysis regarding

demography variables.

| Frequency Percentage (%) |
Qualification
ACCA 59 96.7
CPA 2 3.3
61 100
Gender
Mal 55 91.7
Female 5 8.3
60 100
Position
Principal 37 60.7
Partners 24 39.3
61 100
Total Work Experience
1-Syears 5 8.2
6-10years 2 33
11-15 years 33 54.1
Over 15 years 21 34.4
61 100
No. of Employees
1-10 5 8.6
11-20 6 10.3
20-30 17 29.3
over 30 30 51.7
58 100

Table 2 Respondents distribution according to demography variables

Respondents were requested to report their professional qualifications. Table 2
shows that the majority of the respondents (96.7%) have professional certificate of ACCA,
followed by CPA. with 3.3%. These results indicate highest academic level that
respondents have, and this may be positively reflected upon the importance of the

information given by the respondents. And gender issue the total of 61 respondents with 1
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system missing 91.7% male and 8.3% were female. Position or job title of the respondents’
auditors is the total of 61 auditors analyzed, twenty four auditors (39.3%) are partners;

thirty seven auditors (60.7 %) are principal.

Auditors are varied in years of experience which are classified into four categories
for the purpose of this research; less than five years, between 6 to 10 years, between 11 to
15 years and above 15 years of work experience. Table 2 shows that 11.5% respondents
have below 10 years’ experience and 85.2% respondent over 10 years’ experience and this
result indicates that the extent of experience and maturity that may be reflected positively
upon the work number of employees working in audit offices show on the Table 2
respondents’ auditors are categories in to four groups such as less than ten employees,
above 11 below 20, between 20 to 30, and over 31 employees. Of the total 81% audit office
have over 20 employees. This results indicate that the auditing offices are working very

well, audit firm size and are established themselves in the market.

Services provided to audit clients (other than audit) Frequency (%)  Frequency (%)
Yes % | No %
Financial system design and implementation 27 450 33 55.0
Taxation & filing ERCA 54 885 7 11.5
Accounting services 42 68.9 19 31.1
Internal audit services 31 50.8 30 49.2
Management functions or human resources 16 262 45 73.8
Other non-audit services 20 32.8 41 67.2

Table 3 Respondents distribution according to current audit practices

Table 3 shows the distribution of respondents according to current audit practice. It

is majority of respondents that provide to audit clients non audit services such as 88.5%
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Taxation, 68.9% accounting service, 50.8% internal audit service, and 45% financial
system design & implementation but not provide service to audit client 32.8% other non-

audit service and management functions or human resources 26.2% for each.

Does your firm have a policy that requires the
mandatory audit rotation rules?

25

20

15

10
Yes No No answer ‘
Series1 10 24 25 |

Figure 1. Respondents’ answers regarding MAR policy

Respondents were asked to indicate their perceptions regarding mandatory audit
firm rotation rules. Figure 1 shows that 10 (16.9%) of the respondents have a policy that
require the mandatory audit firm rotation rule and 24 of the respondents (40.7%) do not
require the MAFR rule whereas 25 (42.4%) have no answer. And also the total of 61

respondent 2 of them missing the system.
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How many years should the mandatory firm rotation be
permitted once again?

25
20 /
15
10 -

- -y

0

3<5 { 5<8 8-10 No answer
‘Series1 23 \ 13 2 22

Figure 2. Respondent’s answers regarding number of years permitted.

Figure 2 indicates that 23 of respondents (38.3%) choice of three to less than five years
and 22 of the respondents (36.7%) have no answer regarding the number of years that
should the mandatory firm be permitted to once again compete for audit services followed
by the choice of five years to less than eight years and that eight years less than ten years.

But from the total respondents 61 only 1 respondent missing the system.
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What should be the limit on the mandatory firms audit
tenure periods?

35
30 -
25
20 -
15 -

10 -
/
5 -
0 e
3<5 ‘ 5<8 8-10 >10
’Seriesl 34 \ 18 4 3

Figure 3. Respondents answer regarding limit on mandatory firms audit tenure

The total of 61 respondents 2 respondents missing systems in Figure 3, The results
regarding what should be the limit on the mandatory firm's audit tenure period also
indicates that the choices "three to less than five years" and "five years to less than eight

years" have 34 respondents (55.6%) and 18 respondents (30.5%) respectively for each.
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30 -
25 -
20 -
15 -
10 -
5 -

O .
Yes

Do you believe that mandatory firm's should be applied
uniformly for audits of all public interest company?

No

No answer ‘

Seriesl 27

11

20 \

Figure 4. Respondent’s answers regarding uniformly implementing MAFR.

Figure 4 regarding the statement "do you believe that mandatory firm's should be

applied uniformly for audits of all public interest companies regardless of the nature or

size of the public interest company" indicated that the respondents were not in agreement,

in which 46.6% answer Yes ,34.5 % have no answer, and 19.0 % answer No.

4.1.3. Analysis of response rates and missing values

The initial expectations for the response rate of the questionnaire was 100% and

the researcher wanted at least 84 respondents. Based on this, the researcher distributed the

questionnaire to 84 auditors and received a total of 61 responses implying a response rate

of 72.6%.
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Percent
Frequency (%)

Total response rate 61 72.62
Unreachable due to out of office 3 3.57
No response 20 23.81
Total response failures 23 27.38
Total 84 100.00

Table 4 Response rate

Summarize Table 4 response rate show that respondents could not be reached due
to out of office 3.57%. The most frequent reasons for this was work-related travels. The
rest 20 respondents were not voluntary to fill the questionnaire. This indicates that they
didn’t take care to give their opinion for the questionnaire. Although the actual response
rate (72.62%) was lower than the expectations (100%). One of the reasons for the low
response rate might be as a result of much workload for the auditors and they do not
prioritize answering to a survey. This is due to that most of the time the auditors are
assigned in the field work and they may not have enough time to fill the questionnaires.

This may have accounted for the low response rate.

4.2 Auditors' perceptions on effects of audit firm rotation on perceived auditor
independence

Respondents are requested to express their opinions on fifteen statements using a
Likert -scale of 5 points ranged from 1 "strongly disagree "; to 5 "strongly agree". This

study defines any factors with the mean values up to 2.0, at least "disagree" or "strongly

45



T-Test of Significant Level

Std. P-Value
Questions Mean Deviation t-Value (Sig.)
II. 1.7 Auditor's independence is a key prlprlty not only for 472 0488 27 574 0.000
auditors, but. Also for management and investors.
II.2_ Under mandatory audit rotation, the audit firm will be 411 0858 10.144 0.000

more independent and objective in performing service.

I1.3_ The longer audit tenure may adversely impact auditor
objectivity and professional skepticism and therefore, 3.90 1.085 6.428 0.000
impair the appearance of independence.

I1.4_ A long term auditor-client relationship can induce an
auditor to give much importance on the economic interest in 3.74 1.079 5.342 0.000
preserving the client than to independence.

II.5_ Mandatory audit rotation would decrease auditors'
incentive to compromise their independence through biased 3.54 1.233 3.428 0.001
reporting in favor of management.

I1.6_ Mandatory rotation would increase auditor's

e . 3.76 0.897 6.53 0.000
willingness to resist pressure from management.

I1.7_ There are other factors motivating the auditor to
maintain his independence, such as the need to preserve 3.78 1.091 5.563 0.000
reputation and client revenue.

1.8 Mandatory rotation will increase the auditor's potential

for dealing more appropriately with financial reporting that 3.69 1.009 5.330 0.000
may materially affected client's financial statements.

I1.9_ Auditor's tenure exceeding five years is not

significantly perceived as reducing auditor independence. 3.52 1112 3.598 0.001
11.10_ Mandatory audit rotation can impair independence

because it undermines the incentive to build up a reputation

for honesty or because of the interest of the auditor in 3.47 1.295 2.791 0.007
maintaining the client for the recovering of the initial

investment.

IL11 Mandzvntory. a}udlt rqtatlon would dec.rease 3.49 1,010 3802 0.000
management's ability to influence the auditors

I1.12_ Mandatory audit rotation may feduce_ the competition 338 1,057 2734 0.008
for large firm and tenure in compromise of independence.

II.137.Mandatory audit firm rotation may have promoting of 37 0.940 5.903 0.000
financial statement users.

1L 14.7 Dge thlr}k that about possibility qf mandatory audit 341 1.202 2662 0.010
rotation imposing more damage on audit market share.

.15 Mandatqry audit rotation in the specific period that 352 1.095 3538 0.001
create low balling.

Average mean and standard deviation for all first 3717 1.030 6358 0.002

hypothesis question together

Table 5 Effects of audit firm rotation on perceived auditor independence
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disagree" upon; in the range of 2.1 to 3.0, are "uncertain" and 3.1 or above indicating that
the respondents either "agree" or "strongly agree" that MAFR would enhances auditor
independence.

Table 5 shows the means and standard deviations for each question individually
and all questions together that test the hypothesis. The analysis indicates that the means
range from 3.38 — 4.72. The standard deviation range from 0.488 — 1.295 which means
that there is agreement among respondents about the hypothesis and the variances are low
since the standard deviation of any question is less than half of the related mean. The
respondents express that Auditor's independence is a key priority not only for auditors, but
also for management and investors (mean=4.72, p-value= 0.000), and that under MAR,
the audit firm will be more independent and objective in performing services (mean=4.11,
p-value= 0.000).

Furthermore, respondents express their opinions and agree that the longer audit
tenure may adversely impact auditor objectivity and professional skepticism and therefore,
impair the appearance of independence (mean=3.90, p-value= 0.000). The respondents
express that a long term auditor-client relationship can induce an auditor to give much
importance on the economic interest in preserving the client than to independence
(mean=3.74, p-value= 0.000). The respondents express the MAFR would decreases
auditors' incentives to compromise their independence through biased reporting in favor
of management (mean=3.54, p-value= 0.001). And that MAFR would decreases auditors'
incentives to compromise their independence through biased reporting in favor of

management (mean=3.54, p-value= 0.001).
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Respondents have expressed their opinions on the MAFR would increase auditor's
willingness to resist pressure from management (mean=3.76, p-value=0.000). The respon-
dents agreed that there are other factors motivating the auditor to maintain his
independence, such as the need to preserve reputation and client revenue (mean=3.78, p-
value= 0.000), and that MAFR will increase the auditor's potential for dealing more
appropriately with financial reporting that may materially affect client's financial
statements (mean=3.69, p-value= 0.000). furthermore, respondents believe that Auditor's
tenure exceeding five years is not significantly perceived as reducing auditor independence
(mean=3.52, p-value= 0.001). Respondents that MAR can impair independence because it
undermines the incentive to build up a reputation for honesty or because of the interest of
the auditor in maintaining the client for the recovering of the initial investment
(mean=3.47, p-value= 0.007), and that MAFR would decrease management's ability to
influence the auditors (mean=3.49, P-value .000).

Furthermore, the respondent express on size of firm that MAFR may reduce the
computation for the large firm and tenure in compromise of independence (mean=3.38, p-
value= 0.008) and may have promoting of financial statement users reducing (mean=3.72,
p-value= 0.000). Although that respondent about possibility of MAFR imposing more
damage on audit market share (mean=3.41, p-value= 0.010), and mandatory audit firm
rotation in the specific period that crate low balling (mean=3.52, p-value= 0.001).

The results suggest that auditor tenure effects on auditor independence, where
auditors have relations with the client that add much pressure on his opinion, hence this
might prevent him from issuing a qualified report that might lead to losing his client, and

MAFR will enhance auditor independence . Accordingly, the average mean for all

48



questions together of the hypothesis equal 3.717 with standard deviation of 1.030 which is
less than half of the mean. This means that no dispersion views among respondents about
the questions of the hypothesis. Also, the analysis shows that the ¢ value is (6.358] which
is greater than the table critical value of t (1.671), and the-.p-value is 0.002 less than the
value of significance of 0.05 (p<0.05), This result indicates that there is a statistically
significant relationship between MAR and auditor independence, which means that the
null hypothesis is rejected, and that there is a statically significant correlation between
MAFR of external auditors and audit independence at value of significance (p<0.05). This
result is highly consistent with the findings of prior research on the correlation between
MAR and auditor independence (Kousay and Hassein 2014; Abeer Fayez Al-Khoury,
Ala’eddin Ali, Mahmoud Al-Sharif, Jabra Hanania, Iyad Al-Malkil&Mohammad Jallad

2014)

4.3 Auditors' background variables and perceptions of MAR and auditor
independence

It has been argued that respondents' background variables could affect perceptions
of auditor independence. In this section, the relationships between the background
variables such as auditors' qualification, gender, position, working experience, and number
of employees and perceptions of auditor independence are examined. ANOVA was
conducted to determine whether auditors' perceptions of the effect of MAFR on the auditor
independence was influenced by demographic characteristics. The results of the tests are
presented in table 6 below.

Table 6 shows that respondents' qualification did not have any significant effect on

the perceptions of auditor independence. However, respondents' perceptions of the MAFR
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may reduce the competition for large firm and tenure in compromise for independence
(Questionnaire statement 12 with P < .05) and MAFR may have promoting of financial
statement users (Questionnaire statement 13 with P < .05) seems to be affected by the
respondents qualification.

It was found that gender has a significant effect on auditors’ perception on some
questionnaire statement related to the effect of the MAFR on the auditors independence,
MAFR the audit firm will be more independent and objective in performing service
(Questionnaire statement 2 with P <.05) and a long term auditor client relationship can
induce an auditor to give much importance on the economic interest in preserving the
client than to independence (Questionnaire statement 4 with P < .05). And also it was
found that position of the respondents has no effect on auditors’ perception of the effect
of MAFR upon the auditor independence. The experience respondents did not have
significant effect on the perception of auditor independence but MAFR can impair
independence (Questionnaire statement 10 with P <.05) Furthermore, it was found also
that number of employees has a significant effect on auditors’ perception on MAFR can
impair independence (Questionnaire statement 10 with P <.05) and MAFR imposing more

damage on audit market share (Questionnaire statement 14 with P <.05).
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ANOVA Test of Significant Level

Questions

Qualification

Gender

Position

Experience

No.of
Employees

I.1_ Auditor's independence is a key priority not only for
auditors, but. Also for management and investors.

1.2 Under mandatory audit rotation, the audit firm will
be more independent and objective in performing service.

1.3 The longer audit tenure may adversely impact auditor
objectivity and professional skepticism and therefore,
impair the appearance of independence.

I1.4_ A long term auditor-client relationship can induce an
auditor to give much importance on the economic interest
in preserving the client than to independence.

II.5_ Mandatory audit rotation would decrease auditors'
incentive to compromise their independence through
biased reporting in favor of management.

1.6 Mandatory rotation would increase auditor's
willingness to resist pressure from management.

I1.7_ There are other factors motivating the auditor to
maintain his independence, such as the need to preserve
reputation and client revenue.

1.8 Mandatory rotation will increase the auditor's
potential for dealing more appropriately with financial
reporting that may materially affected client's financial
statements.

I1.9_ Auditor's tenure exceeding five years is not
significantly perceived as reducing auditor independence.

11.10_ Mandatory audit rotation can impair independence
because it undermines the incentive to build up a
reputation for honesty or because of the interest of the
auditor in maintaining the client for the recovering of the
initial investment.

II.11_ Mandatory audit rotation would decrease
management's ability to influence the auditors

I1.12_ Mandatory audit rotation may reduce the
competition for large firm and tenure in compromise of
independence.

I1.13_ Mandatory audit firm rotation may have promoting
of financial statement users.

I1.14_ Due think that about possibility of mandatory audit
rotation imposing more damage on audit market share.

I1.15_ Mandatory audit rotation in the specific period that
create low balling.

0.416

0.523

0.146

0.730

0.962

0.240

0.109

0.061

0.054

0.089

0.153

*0.025

0.049

0.195

0.050

0.744

*0.016

0.146

*0.046

0.533

0.501

0.075

0.795

0.177

0.062

0.383

0.074

0.644

0.213

0.631

0.217

0.707

0.267

0.682

0.672

0.187

0.467

0.903

0.187

0.520

0.644

0.270

0.243

0.296

0.780

0.729

0.646

0.601

0.552

0.834

0.701

0.768

0.817

0.521

*0.011

0.437

0.339

0.631

0.059

0.602

0.118

0.103

0.113

0.072

0.057

0.702

0.469

0.307

0.710

*0.001

0.199

0.136

0.053

*0.01

0.107

Table 6 Analysis of differences in perceptions of MAR and auditor independence with demographic Variables
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In the desiccations and the above findings, Hypothesis 2, is not rejected since the evidence
presented indicates that respondents' demographic characteristics have no significant
effect on perceptions of auditor independence, but can be rejected only for the respondents'
qualification (Questionnaire statement 12 and 13), gender (Questionnaire statement 2 and
4), Experience (Questionnaire statement 10), number of employees (Questionnaire

statement 10 and 14) (Kousay and Hassein 2014)

4.4 Auditors' perceptions of importance of mandatory audit rotation

11.2_ Under mandatory audit rotation, the audit firm will be more
independent and objective in performing service.

Valid Cumulative
Frequency | Percent Percent Percent Summarized | Frequency Percent

Valid Strongly 1 1.6 1.6 1.6

Disagree

Disagree 1 1.6 1.6 33 Disagree 2.0 33

Neutral 10 16.4 16.4 19.7 Neutral 10.0 16.4

Agree 27 443 443 63.9 Agree 49.0 80.3

Strongly 22 36.1 36.1 100.0 Total 61.0 100.0

Agree

Total 61 100.0 100.0

Table 7 Respondents’ distribution important of Mandatory audit firm rotation

The second question in section two asked the respondents to answer “under
mandatory audit rotation, the audit firm will be more independent and objective in
performing service “.Table 7 report respondents' perceptions as to the importance of
mandatory audit firm rotation. The analysis indicates that 80.3 % “agree” that audit firm
rotation would enhance auditor quality, independence and objectivity and important the

requirement of the policy and also that the respondents 16.4% “Neutral” no provide of
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answer, However that the respondents 3.3% “Disagree” the benefits of mandatory audit
firm rotation would exceed the costs of implementing such a requirement (GAO, 2003, p.
6). However that the respondents 46.6% should be implemented uniformly for the public
interest regardless of size and nature. The result the same as (Sarben Oxlay Act 2002,

AICPA. Kousay and Hassein 2014).

4.5 Overall View on Requiring Mandatory Audit Firm Rotation

Table 8 Respondents’ distribution according to overall on requiring mandatory audit firm

rotation.
There should be compulsory rotation of audit firm after a fixed number of years
Percentage
Answer No. Frequency (%)

Agree, They believe it enhance audit quality,

1 independence and objectivity (table 6) 49 80.3

2 3 > 5 reappointment (Fig 2) 23 38.3

3 3 > 5 tenure (Fig 3) 34 57.6
Yes, MAFR is implement uniformly in public

4 interest company (Fig 4) 27 46.6

The 80.3% respondents perception’s on mandatory audit firm rotation enhance
audit quality independence and objectivity therefore important of MAFR requirement.
(Sarben Oxlay Act 2002, AICPA. Kousay and Hassein 2014).

The respondents perception’s on mandatory firm rotation be permitted once again
38.8% respondents were that there would need to be a “Cooling off period” before the

audit firm should be allowed to return to the client after rotating off. The majority of the
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respondents suggested that there should be at least three to five years before they should
come back to the same client so that they “have adequate time to de-familiarize themselves
before they go back to the same client again.

The respondents that 57.6% should believe that limiting the audit firms audit tenure
period. The respondent’s perception that the tenure should “be no more than five years” I
believed “that any longer than five years and the comfort level kicks in, this is when you
begin to get to know the client a bit better and next thing you know you’ll have something
like an Arthur Andersen case to deal with” long audit tenure association company.

Regarding the question overall current opinion on firm supports requiring
mandatory audit rotation, the table shows that 80.3% of the respondents supports requiring
mandatory rotation policy and 57.6% should be believe the limiting of audit tenure no
more than five years with the 38.8% respondents are cooling off period three to five and

46.6 % of respondents should be implemented in public interest company.
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CHAPTER FIVE

5. CONCLUSION AND RECOMMENDATIONS

5.1 Summary and Conclusion

The main objective of this study is to presents the opinions of sample of auditors
who are practicing in audit firms in Ethiopia on potential effects provided by implementing
mandatory audit firm rotation (auditor independence). It is believed that this study would
supplement literature by providing answers to the following research questions. 1) Does
mandatory audit firm rotation improve auditor independence? And 2) to what extent the
auditors' perceptions about the effect of mandatory audit firm rotation on the auditor
independence is influenced by demographic characteristics. Data for the study were
collected by distributing self-administered questionnaire to the sample study that consist
all auditors working in audit firms in Ethiopia. We started our study by asking auditors the
most basic question: Does your firms have a policy that requires the mandatory audit firm
rotation rules? 42.4 percent of the respondents 'indicated that no answer provide such a
policy. Almost 46.6 percent of the respondents agreed with the statement that mandatory
firm's should be applied uniformly for audits of all public interest companies regardless of
the nature or size of the public interest company with audit tenure period of three to less
than five years 57.6%. As a contribution to previous research, the perceived effects of
mandatory audit firm rotation on auditor independence found in this study was compared
with the perceived effects found in previous studies by the first hypothesis. The Average
mean and standard deviation for all first hypothesis questions together resulted in rejection

to the null hypothesis. This means that there is a statistically significant relationship
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between mandatory audit firm rotation and auditor independence and that coincide by
finding of prior studies.

The average mean of all questions together of the hypothesis is 3.717 with average
standard deviation of 1.030 which is less than half of the mean. This indicated that there
is no dispersion existed among respondents about the questions of the hypothesis. Also,
the analysis shows that the 7 value is (6.358) which is greater than the table critical value
of (1.67), (60 degree of freedom; 5% level of significance in the t distribution table), and
the p-value obtained is 0.002 which is less than the value of significance at (p<0.05), these
results confirm that there is a statistically significant relationship. This study investigates
auditors' opinions on requiring mandatory audit firm rotation. 80.3% of the respondents
believe that mandatory audit firm rotation will enhances auditor independence but should
be implemented. Moreover 57.6 % of them see it works if rotation period is three to five
years with the 38.3% cooling off period three to five years.

Another relevant question addressed by this study is to what extent the auditors'
perceptions of the effect of mandatory audit firm rotation on the auditor independence is
influenced by demographic characteristics? Analysis of variance (ANOVA) was
conducted to answer this question. As shown in table 6, it was found that respondents'
qualification do not have any significant effect upon the perceptions of auditor
independence except for (Questionnaire statement 12 with P < .05), and (Questionnaire
statement 13 with P <.05) seems to be affected by the respondents' qualification. It was
found that gender has a significant effect on auditors' perceptions on some questionnaire
statement related to the effect of the MAFR on the auditor independence (Questionnaire

statement 2 and 4 with P <.05). It was found that position of respondents has no effect on
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auditors’ perceptions of the effect of MAFR on the auditor independence. The results also
reveal that, perceptions of auditor independence were not affected by respondents'
experience only on some statement (Questionnaire statement 10 with P < .05).
Furthermore, it was found also that number of employees has effect on auditors'
perceptions of the MAFR on the auditor independence (Questionnaire statement 10 and
14 with P < .05).

The researcher also conclude that the adoption of rotation rules wasn't given enough
attention among the auditing firms in Ethiopia. For that, 42.4 % of respondents' don't know
"whether their firms have a policy that requires the mandatory audit firm rotation rules".
36.7% don't know how many years the mandatory firm should be permitted to once again
compete for audit services. In requesting the respondents their beliefs regarding whether
MAFR should be applied uniformly for audits of all public companies regardless of the

nature or size of the public interest company, 34.5% indicate no answer

5.2 Recommendation

The area under study is an important subject not only to the auditors themselves
but also other users of audit reports. Regarding to this, in the introductory chapter the
researcher argued that from a practical perspective, the auditor independence is the interest
of many different stakeholders on which they may get benefit from a quality audit judging
from the objectivity of the auditors that arises from their independence and it benefit the
auditor as it increases their reputation which may also result to an increase in the reputation
of the general professional auditing bodies in which the auditors belong. However, as

shown in the results, the protection of the auditors independence is not seems to work quite
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effectively. As a result, the implications of the findings from this study leads the researcher

to give the following recommendations.

Firstly, several respondents’ suggestions were put forward regarding the
enhancement of an auditor’s independence as mandatory audit firm rotation. The
researcher believes that further research could be conducted surrounding the areas of
making directed towards examining the effect of MAFR upon audit quality and on the cost
of audit rotation. Also, an investigation into whether hot file reviews by an independent

third party to improve the quality of the auditors work, could be conducted.

Second, Another subject that would importance further research would be the
suggestion that Government bodies appoint the auditors for each company. It is believed
that this would strengthen independence given the fact that a client will have no say in
whether or not to retain their clients; therefore, the auditor will feel under no obligation or

have no incentive to issue a qualified report in order to retain their client.

Finally, this study has addressed the research question and provided a clear
overview of the opinions of the external auditors. It is hoped that the findings of this
research has added a valuable to the stakeholders in the significant of the study, how audit

firm rotation would effect on an auditors’ independence.

58



REFERENCES

Amsalu Gelaneh (2011). The Impact of Extended Audit Tenure on Auditors Independence
and Audit Quality in Addis Ababa. Addis Ababa University.

American Institute of Certified Public Accountants (AICPA). 2011. Re: Request for
Public Comment: Concept Release on Auditor Independence and Audit Firm
Rotation. New York, NY.

AICPA (American institute of Certified Public Accountants) (1992), "Statement of

position regarding mandatory rotation of audit firms of publicly held companies".

AICPA. 1999. Auditing Standards: Original Pronouncements. New York, NY.

Arey D. and David M. (2008). Demand For Auditing In Small Firms An Impact On Small
Companies In Sweden That Are Not Required By The Legislation To Have Their
Accounts Audited. Master Thesis. Umea: Umed University.

Arel B, Brody RG, Pany K (2005). "Audit firm rotation and audit quality”, The CPA
Journal, January.

Alleyne, P.A., Devonish, D. and Alleyne, P. (2006). Perceptions of auditor independence
in Barbados, Managerial Auditing Journal, Vol. 21, No. 6, pp. 621-635.

Arens AA, Loebbecke JK, Iskandar TM, Susaela SD, Isa S, Boh M (1999). Auditing in
Malaysia; An integrated approach, Kuala Lumpur, Malaysia, Prentice Hall.

Abeer Fayez Al-Khoury, Ala’eddin Ali, Mahmoud Al-Sharif, Jabra Hanania, Iyad Al-
Malkil &Mohammad Jallad, 2014.Auditors independency and mandatory audit firm
rotation in Jordan. International Business Research; Vol. 8, No. 4; 2015 ISSN 1913-

9004 E-ISSN 1913-9012 Published by Canadian Center of Science and Education.

59



Burke and Anthony (2004) , Mixed Methods Research: A Research Paradigm Whose
Time Has Come, Educational Researcher, Vol. 33, No.7, pp. 14-26, available
at<<http://www.aera.net/uploadedFiles/JournalsandPublications/Journals/Educational
Researcher/Volume33 N 7/03ERv33n7 Johnson.pdf>> accessed on March 2011.

Breeden R (2012). "Proposals for auditor independence and audit firm rotation",
Available at: blogs.law.harvard.edw/.../2012l.../proposals for auditor- independence.

Beatty RP ('1989), 'Auditor reputation and the pricing of initial public offering', The
Accounting Review 64(1 0) r693-709.

Bryman, A. & Bell, E. (2007).Business Research Methods.2nd edition. New York, USA:
Oxford University Press 2007.

Carcello, Joseph V., Nagy, Albert L. 2004. "Audit firm tenure and fraudulent financial
reporting."Auditing: A Journal of Practice & Theory Sept. 2004: 55.

Catherine (2002), Practical Research Methods A user-friendly guide to mastering
research techniques and projects, available at <<http://www.howto books .co.uk
>>accessed on Apr 2011.

Caixin.2012. China's Big Four banks rotate auditors. Will audit quality suffer?
http://t.co/Hc8TuY As

Carcello, J.V. & Nagy, A.L. (2004).Audit firm tenure and fraudulent financial reporting.
Auditing Journal of Practice and Theory, 23(2), 55-69.

Craswell AT, FrancisdanJR, Taylor SL (1995)" Auditor brand name reputations and
Industry specialization ",J. Account. Econ. (20):297-322

Commission of the European Communities. (2003). Reinforcing the statutory audit in the

EU. Brussels: Commission of the European Communities.

60



Duff, A. (2004). AUDITQUAL: dimensions of audit quality. Great Britain: Antony Rowe
Ltd.

DeAngelo, L.E. (1981). Auditor size and audit quality. Journal of accounting and
economics, 3, 183-199.

DeFond, M., K. Raghunandan, and K. R. Subramanyam. 2002. Do non audit service fees
impair auditor independence? Evidence from going concern auditor opinions. Journal
of Accounting Research 40 (4), 1247-1274.

Dopuch, N., Gupta, M., Simunic, D. A., & Stein, M. T. (2003).Production Efficiency and
the Pricing of Audit Services. Contemporary Accounting Research, 20 (1), 47-77.

European Commission. (2010). Green paper; audit policy: lessons from the crisis.
Brussels: European Commission

Etienne and Joel (2010), The impact of extended audit tenure on auditor independence:
Auditors perspective, available at<<www.essays.se/essay/19c6de0999>> accessed on
Feb 2011.

Ernst &Young’s (EY) March 2013, Point of view series on' Q & A mandatory firm
rotation', Internet viewed 22 November 2015< http://www.Ey qa_on_ Mandatory

firm _rotation march 2013 Ernst and young>

Ernst & Young’s(EY) 10 December 2012,' 2012 AICPA National Conference on Current
SEC and PCAOB Developments', Internet viewed 14 November 2015 <
http://www.2012 AICPA National Conference on Current SEC and PCAOB

Developments >

61



Financial Reporting Outlook 2013,'EY’s 10th Financial Reporting Outlook (FRO)
conference held in November 2013 in London', viewed 22 November 2015,<
http://www.EY _ Financial Reporting Outlook 2013>

Federal Government of Ethiopia 2009, Charities and societies agency establishment,
proclamation No.621/2009, Federal Negarit Gazette, Addis Ababa.

Federal Government of Ethiopia 1996, Federal Government of Ethiopia Financial
Administration, Proclamation No. 57/1996, Federal Negarit Gazette, Addis Ababa.

Federal Government of Ethiopia 1994, The licensing and supervision of banking business
proclamation No.84/1994, Federal Negarit Gazette, Addis Ababa.

Federal Government of Ethiopia 2009, The registration and Administration of Charities
and Societies, Regulation No. 168/2009, Federal Negarit Gazette , Addis Ababa.
Federal Government of Ethiopia 2014, Financial Reporting, Proclamation No. 847/2014,

Federal Negarit Gazette, Addis Ababa.

Federal Government of Ethiopia 1996, Monetary and Banking proclamation No.83/1996,
Federal Negarit Gazette, Addis Ababa.

Federal Government of Ethiopia 2007, Ethiopia Commodity Exchange Authority,
Proclamation No, 551/2007, Federal Negarit Gazette, Addis Ababa.

Ghosh, A., Moon, D., 2005. Auditor Tenure and Perceptions of Audit Quality, the
Accounting Review, Vol. 80, No.2, pp. 585-612

Gietzman MB, Sen PK (2002), 'improving auditor independence through selected
mandatory rotation", In. J. Audit. 6:183-2'10.

George, D., & Mallery, P. (2003). SPSS for Windows step by step: A simple guide and

reference. 11.0 update (4th Ed.). Boston: Allyn & Bacon.

62



Geiger, M., and Raghunandan, K. 2002. Auditor tenure and audit reporting failures.
Auditing: A Journal of Practice & Theory 21 (March): 187-196.

Government of Ethiopian 1997, Government of Ethiopia, Office of the federal Auditor
General Establishment Proclamation, Addis Ababa.

General Accounting Office (GAQO). (2003). Public accounting firms: required study on
the potential effects of mandatory audit firm rotation. Washington, DC: General
Accounting Office.

International Federation of Accountants, IFAC. (2011). Handbook of International
quality control, auditing, review, other assurance, and related services
pronouncements. 2010 Edition, Part I. New York: [FAC

IESBA: International Ethics Standards Board for Accountants,' Strengthening Safeguards
Against Familiarity Threats', CAG Agenda Paper E-1, September 12, 2012 — New
York, USA. Internet viewed 22 November 2015, < http://www.IESBA _ Familiarity
Threats CAG agenda paper E-1>

Jeffrey R. Casterella, Derek Johnston 11 January 2013,'Can the academic literature
contribute to the debate over mandatory audit firm rotation?', Research in Accounting
Regulation 25 (2013) 108-116,

Johnson, E., Khurana, Inder K.J., Reynolds, Kenneth, 2002. Audit-Firm Tenure and the
Quality of Financial Reports, Contemporary Accounting Research, Volume 19, Issue
4, pages 637— 660.

KalsomSalleh and HazlinaJasmani (15/09/2014),' Audit rotation and audit report':

empirical evidence from Malaysian PLCs over the period of ten years, Available

63



online at www.sciencedirect.com, Procedia - Social and Behavioral Sciences 145
(2014) 40 -50

Kousay said and Hussein Khasharmeh (2014),'Auditors' perceptions on impact of
mandatory audit firm rotation on auditor independence': Evidence from Bahrain,
Journal of International Accounting, Auditing and Taxation 25 (2015) 46—66, vol.6
(1), pp.1-18, April 2014, www.academic journals .org/JAT

Kathleen Harris and ScottWhisenant (2012),' Mandatory Audit Rotation’: An
International Investigation, Bauer College of Business The University of Houston
March 21, 2012, email: scottwhisenant@uh.edu,

Kwon, Soo Young, Lim, Youngdeok and Simnett, Roger, 2010. Mandatory Audit Firm
Rotation and Audit Quality: Evidence from the Korean Audit Market (November 19,
2010).Available at SSRN: http://ssrn.com/abstract=176434

Knapp, M. C. 1991. Factors that audit committee members use as surrogates for audit
quality .Auditing: A Journal of Practice and Theory 10 (1): 35-52.

Levitt, A. 2000.Renewing the covenant with investors. Speech given at the New York
University Center for Law and Business, New York, NY, May 10.

Myers, J. N., Myers, L. A., and Omer, T. C. 2003. Exploring the term of the auditor-
client relationship and the quality of earnings: A case for mandatory auditor rotation?
The Accounting Review 78 (July): 779-799.

Mednick, R. 1997. Chair's corner. The CPA Letter (June) 10.

National Bank of Ethiopia 1996, Directive No. SBB/19/96, Independent Auditor, viewed

19 November 2015,<http://www.nbe.gov.et/gallery/Directives/indpendent%auditor >.

64



Omri Mohamed Ali, Akrimi Nesrine (May 6, 2015), 'Factors Affecting Auditor
Independence in Tunisia: The Perceptions of Financial Analysts', Available online at

(http://www.sciencepublishinggroup.com), Journal of Finance and Accounting 2015;

3(3): 42-49

Pierre KSt, Anderson J (1984). "An analysis of the factors associated with lawsuits
against public accountants", Account. Rev. 59:242-263

Pitchaya and Pitchaya (2010), Clients* perspectives Toward Audit Service Quality of the
Big 4 in Thailand, available at << www.essays.se/essay/af590bb45d>> accessed on
Apr 2011.

PCAOB.2011a. PCAOB to Consider Concept Release on Auditor Independence and
Audit Firm Rotation.PCAOB Press Release. Washington, DC: U.S. Public Company
Accounting, August 11.

PCAOB. 2011b. Concept Release on Auditor Independence and Audit Firm Rotation:
Notice of Roundtable. PCAOB Release No. 2011-006. Washington, DC: U. S. Public
Company Accounting Oversight Board, August 11.

Pricewater house coopers international limited.(PWC) June 2014, Point of view series on
'Mandatory firm rotation : other change less disruptive', Internet viewed 25 November
2015 < http://www.pwc.com/regulatorydebate>

Ruiz-Barbadillo E, Gomez-Agullar N, Carrera N (2009). "Does mandatory audit firm
relation enhance auditor independence? Evidence from Spain", Auditing: J. Practice
Theory. 28(1)1113-135.

Shockley, R. (1981). Perceptions of auditors’ independence: an empirical analysis. The

Accounting Review, 56(4), 785-800.

65


http://www.sciencepublishinggroup.com/

Stice, J. D. 1991. Using financial and market information to identify pre-engagement
factors associated with lawsuits against auditors. The Accounting Review 66 (July):
516-533.

SilvanoCorbella, Cristina Florio, Giorgio Gotti, Stacy A. Mastrolia (22 October 2015),
'Audit firm rotation, audit fees and audit quality': The experience of Italian public
companies, Journal of International Accounting, Auditing and Taxation 25 (2015)
4666

Sarbanes-Oxley Act of 2002.The Public Company Accounting Reform and Investor
Protection Act.Available at
http://www.whitehouse.gov/infocus/corporateresponsibility.

SDA Bocconi (unpublished, 2002). The Impact of Mandatory Audit Rotation on Audit
Quality and on Audit Pricing: the Case of Italy.

Sati P. Bandyopadhyay, Changling Chen, Yingmin Yu 29 December 2013,' Mandatory
audit partner rotation, audit market concentration, and audit quality': Evidence from
China, Advances in Accounting, incorporating Advances in International Accounting
30 (2014) 18-31

Tackett J, Wolf F, Clay pool G (2004) Sarbanes-Oxley and Audit failures; a critical
examination, managerial Audit. J .19:3

Tracey C. Ball, Jonathan Glover, Karim Jamal, RozinaKassam, Ken Kouri, D. Brad
Paterson, Suresh Radhakrishnan and Shyam Sunder (2012)," Audit Firm Rotation": A

Joint Academic and Practitioner Perspective

66



Taylor, M.H. (2000). Bounded rationality, uncertainty, and competence: The effects of
industry specialization on auditors’ inherent risk assessments and confidence
judgments. Contemporary Accounting Research, 17, 693-712.

U. S. Senate, 1976. Subcommittee on Reports, Accounting, and Management of the
Committee on Government Operations, the Accounting Establishment. A Staff Study
(U. S. Government Printing Office, 1976).

Walker, P. L., Lewis, B. L., &Casterella, J. R. (2001). Mandatory auditor rotation:
Arguments and current evidence. Accounting Enquiries, 10,209-242.

World Bank 2007,'Report on the observance of standards and codes (ROSC 2007)
Ethiopia', The World Bank, viewed 22 November

2015,<http://www.worldbank.org/ifa/rosc_aa ethiopia.pdf>.

67



APPENDIX




Appendix A: List of External Auditors

69



70



71



72



73



Appendix B: Descriptive data out put

Educational Status

Frequency Percent Valid Percent | Cumulative Percent
Valid ACCA 59 96.7 96.7 96.7
CPA 2 33 33 100.0
Total 61 100.0 100.0
Gender
Frequency Percent Valid Percent | Cumulative Percent
Valid Male 55 90.2 91.7 91.7
Female 5 8.2 8.3 100.0
Total 60 98.4 100.0
Missing System 1 1.6
Total 61 100.0
Position
Frequency Percent Valid Percent | Cumulative Percent
Valid Principal 37 60.7 60.7 60.7
Partners 24 393 393 100.0
Total 61 100.0 100.0
Total work experience (Year):
Frequency Percent Valid Percent | Cumulative Percent
Valid 1-5 5 8.2 8.2 8.2
6-10 2 33 33 11.5
11-15 33 54.1 54.1 65.6
over 15 21 344 344 100.0
Total 61 100.0 100.0
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No. of employees

Frequency Percent Valid Percent | Cumulative Percent
Valid 1-10 5 8.2 8.6 8.6
11-20 6 9.8 10.3 19.0
20-30 17 279 293 483
over 31 30 49.2 51.7 100.0
Total 58 95.1 100.0
Missing System 3 4.9
Total 61 100.0
A_ Financial system design and implementationl
Frequency Percent Valid Percent | Cumulative Percent
Valid Yes 27 443 45.0 45.0
No 33 54.1 55.0 100.0
Total 60 98.4 100.0
Missing System 1 1.6
Total 61 100.0
B_ Taxation
Frequency Percent Valid Percent | Cumulative Percent
Valid Yes 54 88.5 88.5 88.5
No 7 11.5 11.5 100.0
Total 61 100.0 100.0
C_ Accounting services
Frequency Percent Valid Percent | Cumulative Percent
Valid Yes 42 68.9 68.9 68.9
No 19 31.1 31.1 100.0
Total 61 100.0 100.0
D_ Internal audit services
Frequency Percent Valid Percent | Cumulative Percent
Valid Yes 31 50.8 50.8 50.8
No 30 49.2 49.2 100.0
Total 61 100.0 100.0
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E_ Management functions or human resources

Frequency Percent Valid Percent | Cumulative Percent
Valid Yes 16 26.2 26.2 26.2
No 45 73.8 73.8 100.0

Total 61 100.0 100.0

F_ Other non - audit services

Frequency Percent Valid Percent | Cumulative Percent
Valid Yes 20 32.8 32.8 32.8
No 41 67.2 67.2 100.0

Total 61 100.0 100.0

I1.1_ Auditor's independence is a key priority not only for auditors, but. Also for management and investors.

Frequency Percent Valid Percent | Cumulative Percent
Valid Neutral 1 1.6 1.6 1.6
Agree 15 24.6 24.6 26.2
Strongly 45 73.8 73.8 100.0
Agree
Total 61 100.0 100.0

I1.2_ Under mandatory audit rotation, the audit firm will be more independent and objective in performing

service.
Frequency Percent Valid Percent | Cumulative Percent

Valid Strongly 1 1.6 1.6 1.6

Disagree

Disagree 1 1.6 1.6 33

Neutral 10 16.4 16.4 19.7

Agree 27 443 443 63.9

Strongly 22 36.1 36.1 100.0

Agree

Total 61 100.0 100.0
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I1.3_ The longer audit tenure may adversely impact auditor objectivity and professional skepticism and therefore,

impair the appearance of independence.

Frequency Percent Valid Percent | Cumulative Percent
Valid Strongly 1 1.6 1.7 1.7
Disagree
Disagree 6 9.8 10.0 11.7
Neutral 14 23.0 233 35.0
Agree 16 26.2 26.7 61.7
Strongly 23 37.7 383 100.0
Agree
Total 60 98.4 100.0
Missing System 1 1.6
Total 61 100.0

I1.4_ A long term auditor-client relationship can induce an auditor to give much importance on the economic
interest in preserving the client than to independence.

Frequency Percent Valid Percent | Cumulative Percent

Valid Strongly 1 1.6 1.6 1.6

Disagree

Disagree 10 16.4 16.4 18.0

Neutral 9 14.8 14.8 32.8

Agree 25 41.0 41.0 73.8

Strongly 16 26.2 26.2 100.0

Agree

Total 61 100.0 100.0
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I1.5_ Mandatory audit rotation would decrease auditors' incentive to compromise their independence through

biased reporting in favor of management.

Frequency Percent Valid Percent | Cumulative Percent
Valid Strongly 3 4.9 4.9 4.9
Disagree
Disagree 10 16.4 16.4 21.3
Neutral 18 29.5 29.5 50.8
Agree 11 18.0 18.0 68.9
Strongly 19 31.1 31.1 100.0
Agree
Total 61 100.0 100.0
I1.6_ Mandatory rotation would increase auditor's willingness to resist pressure from management.
Frequency Percent Valid Percent | Cumulative Percent
Valid Disagree 6 9.8 10.2 10.2
Neutral 14 23.0 23.7 339
Agree 27 443 45.8 79.7
Strongly 12 19.7 20.3 100.0
Agree
Total 59 96.7 100.0
Missing System 2 33
Total 61 100.0

I1.7_ There are other factors motivating the auditor to maintain his independence, such as the need to preserve
reputation and client revenue.

Frequency Percent Valid Percent | Cumulative Percent
Valid Strongly 2 33 33 33
Disagree
Disagree 13.1 13.3 16.7
Neutral 7 11.5 11.7 28.3
Agree 27 443 45.0 73.3
Strongly 16 26.2 26.7 100.0
Agree
Total 60 98.4 100.0
Missing System 1 1.6
Total 61 100.0

78




I1.8_ Mandatory rotation will increase the auditor's potential for dealing more appropriately with financial
reporting that may materially affected client's financial statements.

Frequency Percent Valid Percent | Cumulative Percent

Valid Strongly 1 1.6 1.6 1.6

Disagree

Disagree 8 13.1 13.1 14.8

Neutral 13 213 213 36.1

Agree 26 42.6 42.6 78.7

Strongly 13 213 21.3 100.0

Agree

Total 61 100.0 100.0

I1.9_ Auditor's tenure exceeding five years is not significantly perceived as reducing auditor independence.

Frequency Percent Valid Percent | Cumulative Percent
Valid Strongly 2 33 33 33
Disagree
Disagree 10 16.4 16.7 20.0
Neutral 16 26.2 26.7 46.7
Agree 19 31.1 31.7 78.3
Strongly 13 213 21.7 100.0
Agree
Total 60 98.4 100.0
Missing System 1 1.6
Total 61 100.0

I1.10_ Mandatory audit rotation can impair independence because it undermines the incentive to build up a
reputation for honesty or because of the interest of the auditor in maintaining the client for the recovering of the
initial investment.

Frequency Percent Valid Percent | Cumulative Percent
Valid Strongly 4 6.6 6.7 6.7
Disagree
Disagree 13 213 21.7 28.3
Neutral 11 18.0 18.3 46.7
Agree 15 24.6 25.0 71.7
Strongly 17 279 28.3 100.0
Agree
Total 60 98.4 100.0
Missing System 1 1.6
Total 61 100.0
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I1.11_ Mandatory audit rotation would decrease management's ability to influence the auditors

Frequency Percent Valid Percent | Cumulative Percent

Valid Strongly 1 1.6 1.6 1.6

Disagree

Disagree 11 18.0 18.0 19.7

Neutral 15 24.6 24.6 443

Agree 25 41.0 41.0 85.2

Strongly 9 14.8 14.8 100.0

Agree

Total 61 100.0 100.0

I1.12_ Mandatory audit rotation may reduce the competition for large firm and tenure in compromise of

independence.
Frequency Percent Valid Percent | Cumulative Percent

Valid Disagree 14 23.0 24.1 24.1
Neutral 19 31.1 32.8 56.9
Agree 14 23.0 24.1 81.0
Strongly 11 18.0 19.0 100.0
Agree
Total 58 95.1 100.0

Missing System 3 4.9

Total 61 100.0

I1.13_Mandatory audit firm rotation may have promoting of financial statement users.
Frequency Percent Valid Percent | Cumulative Percent

Valid Disagree 7 11.5 11.7 11.7
Neutral 16 26.2 26.7 383
Agree 24 393 40.0 78.3
Strongly 13 213 21.7 100.0
Agree
Total 60 98.4 100.0

Missing System 1 1.6

Total 61 100.0

I1.14_ Due think that about possibility of mandatory audit rotation imposing more damage on audit market share.
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Frequency Percent Valid Percent | Cumulative Percent
Valid Strongly 2 33 33 33
Disagree
Disagree 15 24.6 24.6 279
Neutral 15 24.6 24.6 52.5
Agree 14 23.0 23.0 75.4
Strongly 15 24.6 24.6 100.0
Agree
Total 61 100.0 100.0
I1.15_ Mandatory audit rotation in the specific period that create low balling.
Frequency Percent Valid Percent | Cumulative Percent
Valid Strongly 1 1.6 1.8 1.8
Disagree
Disagree 9 14.8 16.1 17.9
Neutral 20 32.8 357 53.6
Agree 12 19.7 21.4 75.0
Strongly 14 23.0 25.0 100.0
Agree
Total 56 91.8 100.0
Missing System 5 8.2
Total 61 100.0
I11.1_ Does your firm have a policy that requires the mandatory audit firm rotation rules?
Frequency Percent Valid Percent | Cumulative Percent
Valid Yes 10 16.4 16.9 16.9
No 24 393 40.7 57.6
No 25 41.0 424 100.0
answer
Total 59 96.7 100.0
Missing System 2 33
Total 61 100.0
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II1.2_ How many years should the mandatory firm rotation be permitted once again?

Frequency Percent Valid Percent | Cumulative Percent
Valid 3<5 23 37.7 383 383
5<8 13 213 21.7 60.0
8-10 2 33 33 63.3
No 22 36.1 36.7 100.0
answer
Total 60 98.4 100.0
Missing System 1 1.6
Total 61 100.0
I11.3_ What should be the limit on the mandatory firms audit tenure periods?
Frequency Percent Valid Percent | Cumulative Percent
Valid 3<5 34 55.7 57.6 57.6
5<8 18 29.5 30.5 88.1
8-10 4 6.6 6.8 94.9
>10 3 4.9 5.1 100.0
Total 59 96.7 100.0
Missing System 2 33
Total 61 100.0

I11.4_ Do you believe that mandatory firm's should be applied uniformly for audits of all public interest company?

Frequency Percent Valid Percent | Cumulative Percent
Valid Yes 27 443 46.6 46.6
No 11 18.0 19.0 65.5
No 20 32.8 34.5 100.0
answer
Total 58 95.1 100.0
Missing System 3 4.9
Total 61 100.0
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Appendix C. Inferential Statistics Out put

T-Test

One-Sample Statistics

N

Mean

Std.
Deviation

Std. Error
Mean

I.1_ Auditor's independence is a key priority not
only for auditors, but. Also for management and
investors.

I1.2_ Under mandatory audit rotation, the audit
firm will be more independent and objective in
performing service.

1.3 The longer audit tenure may adversely
impact auditor objectivity and professional
skepticism and therefore, impair the appearance
of independence.

1.4 A long term auditor-client relationship can
induce an auditor to give much importance on the
economic interest in preserving the client than to
independence.

1.5 Mandatory audit rotation would decrease
auditors' incentive to compromise their
independence through biased reporting in favor of
management.

1.6 Mandatory rotation would increase auditor's
willingness to resist pressure from management.

I1.7_ There are other factors motivating the
auditor to maintain his independence, such as the
need to preserve reputation and client revenue.

1.8 Mandatory rotation will increase the
auditor's potential for dealing more appropriately
with financial reporting that may materially
affected client's financial statements.

I1.9_ Auditor's tenure exceeding five years is not
significantly perceived as reducing auditor
independence.

II1.10_ Mandatory audit rotation can impair
independence because it undermines the incentive
to build up a reputation for honesty or because of
the interest of the auditor in maintaining the client
for the recovering of the initial investment.

II.11_ Mandatory audit rotation would decrease
management's ability to influence the auditors

11.12 Mandatory audit rotation may reduce the
competition for large firm and tenure in
compromise of independence.

II1.13_ Mandatory audit firm rotation may have
promoting of financial statement users.

I1.14_ Due think that about possibility of
mandatory audit rotation imposing more damage
on audit market share.

I1.15_ Mandatory audit rotation in the specific
period that create low balling.
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3.90

3.74

3.54

3.76

3.78

3.69

3.52

3.47

3.49

3.38

3.72

341

3.52

488

.858

1.085

1.079

1.233

.897

1.091

1.009

1.112

1.295

1.010

1.057

940

1.202

1.095

.062

110

.140

138

158

117

141

129

.144

167

129

139

121

154

146
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One-Sample Test

Test Value =3

df

Sig. (2-
tailed)

Mean
Difference

95% Confidence
Interval of the
Difference

Lower

Upper

I.1_ Auditor's independence is a key priority not
only for auditors, but. Also for management and
investors.

I1.2_ Under mandatory audit rotation, the audit
firm will be more independent and objective in
performing service.

1.3 The longer audit tenure may adversely
impact auditor objectivity and professional
skepticism and therefore, impair the appearance
of independence.

1.4 _ A long term auditor-client relationship can
induce an auditor to give much importance on the
economic interest in preserving the client than to
independence.

II.5_ Mandatory audit rotation would decrease
auditors' incentive to compromise their
independence through biased reporting in favor of
management.

I1.6_ Mandatory rotation would increase auditor's
willingness to resist pressure from management.

I1.7_ There are other factors motivating the
auditor to maintain his independence, such as the
need to preserve reputation and client revenue.

1.8 Mandatory rotation will increase the
auditor's potential for dealing more appropriately
with financial reporting that may materially
affected client's financial statements.

I1.9_ Auditor's tenure exceeding five years is not
significantly perceived as reducing auditor
independence.

I1.10_ Mandatory audit rotation can impair
independence because it undermines the incentive
to build up a reputation for honesty or because of
the interest of the auditor in maintaining the client
for the recovering of the initial investment.

II.11_ Mandatory audit rotation would decrease
management's ability to influence the auditors

II1.12_ Mandatory audit rotation may reduce the
competition for large firm and tenure in
compromise of independence.

II1.13_ Mandatory audit firm rotation may have
promoting of financial statement users.

I1.14_ Due think that about possibility of
mandatory audit rotation imposing more damage
on audit market share.

I1.15_ Mandatory audit rotation in the specific
period that create low balling.

27.574

10.144

6.428

5.342

3.428
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2.791

3.802

2.734

5.903
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3.538
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1.721

1.115
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738
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17

410
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1.60

.89

.62

46

23

.53

.50

43

23

13

23

.10
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22

1.85

1.33

1.01

.86

1.00

1.07

.95

.80

.80

5

.66

.96
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Education- Qualification

ANOVA one way
Sum of Mean
Squares df Square F Sig.

II.1_ Auditor's independence is a key priority not  Between 161 1 161 .672 416
only for auditors, but. Also for management and ~ Groups
INVestors. Within 14.102 59| 239

Groups

Total 14.262 60
I1.2_ Under mandatory audit rotation, the audit Between .307 1 .307 413 523
firm will be more independent and objective in Groups
performing service. Within 43.890 59 | 744

Groups

Total 44.197 60
1.3 The longer audit tenure may adversely Between 2.503 1 2.503 2.171 .146
impact auditor objectivity and professional Groups
skepticism and therefore, impair the appearance Within 66.897 58 1.153
of independence. Groups

Total 69.400 59
I1.4_ A long term auditor-client relationship can ~ Between 142 1 142 120 730
induce an auditor to give much importance on Groups
the economic interest in preserving the client Within 69.661 59 1.181
than to independence. Groups

Total 69.803 60
1.5 Mandatory audit rotation would decrease Between .003 1 .003 .002 962
auditors' incentive to compromise their Groups
independence through biased reporting in favor Within 91.144 59 1.545
of management. Groups

Total 91.148 60
I1.6_ Mandatory rotation would increase Between 1.125 1 1.125 1.408 240
auditor's willingness to resist pressure from Groups
management. Within 45.553 571 799

Groups

Total 46.678 58
1.7 There are other factors motivating the Between 3.063 1 3.063 2.646 .109
auditor to maintain his independence, such as the ~ Groups
need to preserve reputation and client revenue. Within 67.121 58 1.157

Groups

Total 70.183 59
I1.8_ Mandatory rotation will increase the Between 3.557 1 3.557 3.648 .061
auditor's potential for dealing more appropriately ~ Groups
with financial reporting that may materially Within 57.525 59 975
affected client's financial statements. Groups

Total 61.082 60
1.9 Auditor's tenure exceeding five years is not ~ Between 4.552 1 4.552 3.858 .054
significantly perceived as reducing auditor Groups
independence. Within 68.431 58 | 1.180

Groups

Total 72.983 59
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11.10_ Mandatory audit rotation can impair Between 4.864 1 4.864 2.999 .089
independence because it undermines the Groups
incentive to build up a reputation for honesty or Within 94.069 58 1.622
because of the interest of the auditor in Groups
maintaining the client for the recovering of the
initial investment. Total 98.933 59
II.11_Mandatory audit rotation would decrease Between 2.102 1 2.102 2.097 153
management's ability to influence the auditors Groups

Within 59.144 59 1.002

Groups

Total 61.246 60
I1.12_ Mandatory audit rotation may reduce the Between 5.441 1 5.441 5.234 .026
competition for large firm and tenure in Groups
compromise of independence. Within 58214 56 1.040

Groups

Total 63.655 57
II1.13_ Mandatory audit firm rotation may have Between 3.407 1 3.407 4.052 .049
promoting of financial statement users. Groups

Within 48.776 58 .841

Groups

Total 52.183 59
11.14 _ Due think that about possibility of Between 2.457 1 2.457 1.720 195
mandatory audit rotation imposing more damage  Groups
on audit market share. Within 84.297 59 1.429

Groups

Total 86.754 60
II.15_ Mandatory audit rotation in the specific Between 4.556 1 4.556 4.005 .050
period that create low balling. Groups

Within 61.426 54 1.138

Groups

Total 65.982 55

Position
ANOVA one way
Sum of Mean

Squares df Square F Sig.
II.1_ Auditor's Between 367 1 367 1.558 217
independence is a key Groups
priority not only for Within G 13.895 59 236
auditors, but. Also for e ITOUpS ’ ’
management and investors.  1otal 14.262 60
II.2_ Under mandatory audit ~ Between .107 1 107 143 707
rotation, the audit firm will Groups
be more independentand  yyighin Groups 44.090 59 747
objective in performing
service. Total 44.197 60
I1.3_ The longer audit tenure ~ Between 1.469 1 1.469 1.255 267
may adversely impact Groups
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auditor objectivity and
professional skepticism and
therefore, impair the
appearance of independence.
1.4 _ A long term auditor-
client relationship can
induce an auditor to give
much importance on the
economic interest in
preserving the client than to
independence.

II.5_ Mandatory audit
rotation would decrease
auditors' incentive to
compromise their
independence through
biased reporting in favor of
management.

1.6 Mandatory rotation
would increase auditor's
willingness to resist pressure
from management.

I1.7_ There are other factors
motivating the auditor to
maintain his independence,
such as the need to preserve
reputation and client
revenue.

I1.8_ Mandatory rotation
will increase the auditor's
potential for dealing more
appropriately with financial
reporting that may
materially affected client's
financial statements.

I1.9_ Auditor's tenure
exceeding five years is not
significantly perceived as
reducing auditor
independence.

I1.10_ Mandatory audit
rotation can impair
independence because it
undermines the incentive to
build up a reputation for
honesty or because of the
interest of the auditor in
maintaining the client for
the recovering of the initial
investment.

II.11_ Mandatory audit
rotation would decrease
management's ability to
influence the auditors

I1.12_ Mandatory audit
rotation may reduce the
competition for large firm

Within Groups
Total

Between
Groups

Within Groups
Total

Between
Groups

Within Groups
Total

Between
Groups

Within Groups
Total

Between
Groups

Within Groups
Total

Between
Groups

Within Groups
Total

Between
Groups

Within Groups
Total

Between
Groups

Within Groups
Total

Between
Groups

Within Groups
Total

Between
Groups

Within Groups

67.931
69.400

.200

69.604

69.803

279

90.868

91.148

1.416

45.262
46.678

.642

69.542
70.183

.016

61.066

61.082

2.178

70.806
72.983
11

98.222
98.933

223

61.023
61.246
1.382

62.273

58
59

59
60

59
60

57
58

58
59

59
60

58
59

58
59

59
60

56

1.171

.200

1.180

279

1.540

1.416

794

.642

1.199

.016

1.035

2.178

1.221

711

1.693

223

1.034

1.382

1.112

.169

181

1.783

.535

.015

1.784

420

216

1.243

87

.682

672

187

467

.903

187

.520

644
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and tenure in compromise of  Total 63.655 57
independence.
II.13_Mandatory audit firm  Between 1.225 1 1.225 1.394 .243
rotation may have Groups
promoting of financial Within Groups 50.958 58 879
statement users.

Total 52.183 59
I1.14_ Due think that about Between 1.607 1 1.607 1.113 296
possibility of mandatory Groups
audit rotation imposing Within Groups 85.148 59 1.443
more damage on audit
market share. Total 86.754 60
II.15_ Mandatory audit Between .096 1 .096 .079 780
rotation in the specific Groups
period that create low Within Groups 65.886 54 1.220
balling.

Total 65.982 55

Experience
ANOVA one way
Sum of Mean
Squares df Square F Sig.

II.1_ Auditor's Between Groups 319 3 .106 435 729
independence isakey  yipin Groups 13.943 57 245
priority not only for
auditors, but. Also for Total 14.262 60
management and
investors.
1.2 Under mandatory ~ Between Groups 1.259 3 420 557 .646
audit rotation, the audit ;i Groups 42938 57 753
firm will be more
independent and Total 44.197 60
objective in performing
service.
1.3 The longer audit Between Groups 2.254 3 751 .626 .601
tenure may adversely  yii Groups 67.146 56 1.199
impact auditor
objectivity and Total 69.400 59
professional skepticism
and therefore, impair
the appearance of
independence.
1.4 A long term Between Groups 2.503 3 .834 707 552
auditor-client Within Groups 67.300 57 1.181
relationship can induce
an auditor to give much ~ Total 69.803 60
importance on the
economic interest in
preserving the client
than to independence.
I1.5_Mandatory audit Between Groups 1.359 3 453 288 .834
rotation would decrease y;iin Groups 89.789 57 1.575
auditors' incentive to
compromise their Total 91.148 60
independence through
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biased reporting in
favor of management.
1.6 Mandatory
rotation would increase
auditor's willingness to
resist pressure from
management.

I1.7_ There are other
factors motivating the
auditor to maintain his
independence, such as
the need to preserve
reputation and client
revenue.

1.8 Mandatory
rotation will increase
the auditor's potential
for dealing more
appropriately with
financial reporting that
may materially affected
client's financial
statements.

I1.9_ Auditor's tenure
exceeding five years is
not significantly
perceived as reducing
auditor independence.
I1.10_ Mandatory audit
rotation can impair
independence because it
undermines the
incentive to build up a
reputation for honesty
or because of the
interest of the auditor in
maintaining the client
for the recovering of the
initial investment.
II.11_ Mandatory audit
rotation would decrease
management's ability to
influence the auditors

II1.12_ Mandatory audit
rotation may reduce the
competition for large
firm and tenure in
compromise of
independence.

11.13_ Mandatory audit
firm rotation may have
promoting of financial
statement users.

I1.14_Due think that
about possibility of
mandatory audit
rotation imposing more
damage on audit market
share.

Between Groups
Within Groups
Total

Between Groups
Within Groups
Total

Between Groups
Within Groups
Total

Between Groups
Within Groups
Total

Between Groups
Within Groups
Total

Between Groups
Within Groups
Total

Between Groups
Within Groups
Total

Between Groups
Within Groups
Total

Between Groups
Within Groups
Total

Between Groups

1.178
45.500
46.678

1.400
68.783
70.183

983
60.099
61.082

2.856
70.127
72.983

17.605
81.328
98.933

2.829
58.417
61.246

3.807
59.848
63.655

1.572
50.611
52.183
10.545
76.209
86.754

2.298

55
58

56
59

57
60

56
59

56
59

57
60

54
57

56
59

57
60

393
.827

467
1.228

328
1.054

952
1.252

5.868
1.452

.943
1.025

1.269
1.108

.524
.904

3.515
1.337

766

475

.380

311

.760

4.041

920

1.145

.580

2.629

.625

701

768

817

521

.011

437

.339

.631

.059

.602
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II.15_Mandatory audit ~ Within Groups 63.684 52 1.225
rotation in the specific
period that create low Total 65.982 33
balling.
No of Employees
ANOVA one way
Sum of Mean
Squares df Square F Sig.
II.1_ Auditor's Between 1.388 3 463 2.048 118
independence is a key Groups
prio.rity not only for Within 12.198 54 226
auditors, but. Also for Groups
management and
investors. Total 13.586 57
II.2_ Under mandatory Between 4.444 3 1.481 2.166 103
audit rotation, the audit Groups
firm will bemore ~ yyjhin 36.935 54 684
independent and objective Groups
in performing service. Total 41379 57
1.3 The longer audit Between 6.816 3 2.272 2.085 113
tenure may adversely Groups
impact audi.tor objectivity  Vithin 57.745 53 1.090
and p_ro_fessmnal Groups
skepticism and therefore,
impair the appearance of Total 64.561 56
independence.
II.4_ A long term auditor-  Between 8.157 3 2.719 2.471 .072
client relationship can Groups
induce an auditor to give  yyjghin 59.429 54 1.101
much importance on the Groups
economic interest in
preserving the client than Total 67.586 57
to independence.
II.5_ Mandatory audit Between 11.166 3 3.722 2.670 .057
rotation would decrease Groups
auditors' incentive to Within 75.265 54 1394
compromise their Groups
independence through
biased reporting in favor Total 86.431 57
of management.
I1.6_ Mandatory rotation Between 1.133 3 378 473 702
would increase auditor's Groups
willingness to resist Within 42.340 53 799
pressure from Groups
management. Total 43.474 56
I1.7_ There are other Between 3.238 3 1.079 .856 469
factors motivating the Groups
auditor to maintain his ~ yyjghin 66.797 53 1.260
independence, such as the Groups
need to preserve
reputation and client Total 70.035 56
revenue.
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1.8 Mandatory rotation
will increase the auditor's
potential for dealing more
appropriately with
financial reporting that
may materially affected
client's financial
statements.

I1.9_ Auditor's tenure
exceeding five years is
not significantly
perceived as reducing
auditor independence.

II.10_ Mandatory audit
rotation can impair
independence because it
undermines the incentive
to build up a reputation
for honesty or because of
the interest of the auditor
in maintaining the client
for the recovering of the
initial investment.
II.11_Mandatory audit
rotation would decrease
management's ability to
influence the auditors

II1.12_ Mandatory audit
rotation may reduce the
competition for large firm
and tenure in compromise
of independence.

I1.13_ Mandatory audit
firm rotation may have
promoting of financial
statement users.

I1.14_ Due think that
about possibility of
mandatory audit rotation
imposing more damage
on audit market share.

II.15_ Mandatory audit
rotation in the specific
period that create low
balling.

Between
Groups
Within
Groups
Total

Between
Groups
Within
Groups
Total
Between
Groups
Within
Groups
Total

Between
Groups
Within
Groups
Total
Between
Groups
Within
Groups
Total
Between
Groups
Within
Groups
Total
Between
Groups
Within
Groups
Total
Between
Groups
Within
Groups
Total

3.717

54.300

58.017

1.791

68.420

70.211
24.844

73.367

98.211

4.615

51.816

56.431
5.988

53.727

59.714
6.830

44222

51.053
15.685

67.971

83.655
7.552

57.655

65.208

54

57

53

56

53

56

54

57

52

55

53

56

54

57

49

52

1.239

1.006

.597

1.291

8.281

1.384

1.538

.960

1.996

1.033

2.277

.834

5.228

1.259

2.517

1.177

1.232

462

5.982

1.603

1.932

2.729

4.154

2.139

.307

710

.001

.199

136

.053

.010

.107
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Gender

T-Test

Independent Samples Test

Levene's Test

for Equality of
Variances t-test for Equality of Means
95%
Confidence
Interval of
Std. the
Mean Error Difference
Sig. (2- | Differ | Differe Up
F Sig. t df tailed) ence nce Lower | per_
II.1_ Auditor's independence  Equal 486 | .489 -.320 58 750 -.073 227 =527 | .38
is a key priority not only for ~ variances 2
auditors, but. Also for assumed
management and investors. Equal -.345 4912 744 -.073 211 -.617 | 47
variances 2
not
assumed
1.2 Under mandatory audit  Equal 1.109 | .297 | -1.863 58 .068 =727 390 | -1.509 | .05
rotation, the audit firm will variances 4
be more independent and assumed
objective in performing Equal -3.148 7.062 .016 =727 231 | -1.273 -
service. variances 18
not 2
assumed
1.3 The longer audit tenure ~ Equal 693 | 409 | -1.481 57 144 -.730 493 | -1.716 | .25
may adversely impact variances 7
auditor objectivity and assumed
professional skepticism and Equal -1.715 5.112 .146 -.730 425 | -1.816 | .35
therefore, impair the variances 7
appearance of independence.  not
assumed
1.4 A long term auditor- Equal 2252 | 139 | -1.402 58 .166 -.691 493 | -1.677 | .29
client relationship can induce variances 5
an auditor to give much assumed
importance on the economic ~ Equal -2.423 7.281 .045 -.691 285 | -1.360 -
interest in preserving the variances .02
client than to independence. not 2
assumed
I1.5_ Mandatory audit Equal 3.103 | .083 -467 58 .642 -273 584 | -1.441 | .89
rotation would decrease variances 5
auditors' incentive to assumed
compromise their Equal -.662 5.846 .533 -.273 412 | -1.287 | .74
independence through biased  variances 1
reporting in favor of not
management. assumed
I1.6_ Mandatory rotation Equal 1.831 181 -.580 56 .564 -.245 423 | -1.093 | .60
would increase auditor's variances 2
willingness to resist pressure  assumed
from management. Equal -.720 5.362 .501 -.245 340 | -1.103 | .61
variances 2
not
assumed
I1.7_ There are other factors Equal 1.019 | 317 | -1.332 57 .188 -.736 553 -1.843 | 37
motivating the auditor to variances 0
maintain his independence, assumed
such as the need to preserve Equal -2.274 4.732 .075 -.736 324 | -1.583 | .11
variances 0
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reputation and client
revenue.

1.8 Mandatory rotation will
increase the auditor's
potential for dealing more
appropriately with financial
reporting that may materially
affected client's financial
statements.

I1.9_ Auditor's tenure
exceeding five years is not
significantly perceived as
reducing auditor
independence.

I1.10_ Mandatory audit
rotation can impair
independence because it
undermines the incentive to
build up a reputation for
honesty or because of the
interest of the auditor in
maintaining the client for the
recovering of the initial
investment.

II.11_ Mandatory audit
rotation would decrease
management's ability to
influence the auditors

II.12_ Mandatory audit
rotation may reduce the
competition for large firm
and tenure in compromise of
independence.

I1.13_ Mandatory audit firm
rotation may have promoting
of financial statement users.

I1.14_ Due think that about
possibility of mandatory
audit rotation imposing more
damage on audit market
share.

I1.15_ Mandatory audit
rotation in the specific period
that create low balling.

not
assumed

Equal
variances
assumed
Equal
variances
not
assumed
Equal
variances
assumed
Equal
variances
not
assumed
Equal
variances
assumed
Equal
variances
not
assumed

Equal
variances
assumed
Equal
variances
not
assumed
Equal
variances
assumed
Equal
variances
not
assumed
Equal
variances
assumed
Equal
variances
not
assumed
Equal
variances
assumed
Equal
variances
not
assumed
Equal
variancs
assumd
Equal
variances
not
assumed

.548

4.740

2.468

.039

1.161

.047

.052

185

462

.034

122

844

286

.828

821

.669

-.229

-.273

-1.026

-1.523

-1.684

-2.309

-1.152

-.967

-1.826

-2.220

-.642

-.495

-1.563

-1.443

-.600

-514

58

5.181

57

6.149

57

5.727

58

4.495

55

5.315

57

4.408

58

4.624

54

4.559

.820

795

309

77

.098

.062

254

383

.073

.074

523

.644

124

213

551

.631

-.109

-.109

-.537

-.537

-1.011

-1.011

-.545

-.545

-.892

-.892

-.278

-.278

-.873

-.873

-.310

-.310

AT7

.399

523

353

.600

438

474

564

489

402

433

.561

.558

.605

516

.603

-1.064

-1.125

-1.585

-1.395

-2.213

-2.095

-1.494

-2.046

-1.871

-1.907

-1.144

-1.781

-1.991

-2.466

-1.345

-1.905

72

1.2
85
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Appendix D. Research Questionnaire
ADDIS ABABA UNIVERSITY
SCHOOL OF GRADUATE STUDIES
MSC. ACCOUNTING AND FINANCE DEPARTMENT

QUESTIONNAIRE TO BE FILLED BY: AUDITORS

Dear: Respondent

This questionnaire is prepared for research purpose entitled “Perception of auditors on
mandatory audit firm rotation and its effect on auditor's independence”. The expected
respondents of this questionnaire are principal and/or partner of external audit firms. The
study focuses on assessing the perceptions of external auditors on Mandatory audit firm
rotation. I kindly request the respondents to give their honest and professional responses
so as to help to make proper analysis. The data will be kept confidential and will be used
for the study purpose only.

I hurtfully thank you for your kind co-operation in giving me your precious time.

I. General information/
a) Background information

1. Educational Status. |:| ACCA |:| CPA |:| Msc.,BA...Other
2. Gender [ ]| Male [ ] Female

3. Position: [ ] Principal [ | Partners [ ] Audit Manager

4. Total work experience (Year): [ | 1-5 [ ] 6-10[ ] 11-15[ Jover 15
5. No. ofemployees|:| 1-10 [J11-20 ] 20-30 [ Jover31

b) The Current audit practice (Service provide to audit clients)

a )Financial system design and implementation 1. Yes 2. No
b) Taxation 1. Yes 2.No
¢) Accounting services l. Yes 2. No
d) Internal audit services 1. Yes 2.No
e) Management functions or human resources 1. Yes 2. No
f) Other non - audit services 1. Yes 2. No
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Instruction: Encircle on the choice of your answer.

I1. To what extent do you think that the Strongly Disagree Neutral Agree Strongly

situations of described below can effects of Disagree Agree
Audit firm rotation on perceived auditor
independence.

1. Auditor's independence is a key priority not
only for auditors, but. Also for management
and investors.

2. Under mandatory audit rotation, the audit
firm will be more independent and objective
in performing service.

3. The longer audit tenure may adversely
impact auditor objectivity and professional
skepticism and therefore, impair the
appearance of independence.

4. A long term auditor-client relationship can
induce an auditor to give much importance on
the economic interest in preserving the client
than to independence.

5. Mandatory audit rotation would decrease
auditors' incentive to compromise their
independence through biased reporting in
favor of management.

6. Mandatory rotation would increase auditor's
willingness to resist pressure from
management.

7. There are other factors motivating the auditor
to maintain his independence, such as the
need to preserve reputation and client
revenue.

8. Mandatory rotation will increase the auditor's
potential for dealing more appropriately with
financial reporting that may materially
affected client's financial statements.

9. Auditor's tenure exceeding five years is not

significantly perceived as reducing auditor
independence.
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10. Mandatory audit rotation can impair Strongly Disagree Neutral Agree Strongly

independence because it undermines the Disagree Agree
incentive to build up a reputation for honesty
or because of the interest of the auditor in | 2 3 4 5

maintaining the client for the recovering of
the initial investment.

. Mandatory audit rotation would decrease 1 2 3 4 5
management's ability to  influence the
auditors
12. Mandatory audit rotation may reduce the 1 2 3 4 5

competition for large firm and tenure in
compromise of independence.

13. Mandatory audit firm rotation may have 1 2 3 4 5
promoting of financial statement users.

14. Due think that about possibility of mandatory 1 2 3 4 5
audit rotation imposing more damage on
audit market share.

15. Mandatory audit rotation in the specific 1 2 3 4 5

period that create low balling.

III .Overall opinions on requiring mandatory audit firm’s rotation.

1. Does your firm have a policy that requires the mandatory audit rotation rules?
a) Yes b) No c¢) No answer

2. How many years should the mandatory firm rotation be permitted once again?
a) 3<5 b) 5<8 c)8-10 d)>10 e) No answer

3. What should be the limit on the mandatory firms audit tenure periods?
a) 3<5 b) 5<8 c)810 d)>10

4. Do you believe that mandatory firm's should be applied uniformly for audits of

all public interest entity?
a) Yes b) No ¢) No answer
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