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Abstract  
 
This study analyzes how investors perceive of audit firms1 tenure. Using 

earnings response coefficients from returns-earnings regressions as a proxy for investor 
perceptions of earnings quality, the results document a positive association between 
investor perceptions of earnings quality and tenure. Further, this study finds that the 
association between debt ratings and reported earnings does not vary with tenure. 
Finally, the result shows that the influence of past earnings on one-year-ahead earnings 
forecasts becomes larger as tenure increases. In general, the results are consistent with 
the hypothesis that investors perceive auditor tenure as improving audit quality. One 
implication of this study is that imposing mandatory limits on the duration of the 
auditor-client relationship might impose unintended costs on capital market 
participants.  
 
Keywords: audit firms tenure; auditor independence; audit quality; earnings quality; 

mandatory auditor rotation; capital market perceptions.  
 
 
 
 

 
1 The term of auditor  tenure in this paper means audit firm tenure. I use the two terms respectively. 
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I. INTRODUCTION 
 

The recent rise in accounting irregularities has reopened questions about auditor 

tenure, independence, and audit quality (Bricker, 2002; Mayangsari, 2005). Recent 

studies provide valuable insights into the debate surrounding auditor tenure by 

examining the association between tenure and (1) accounting accruals, (2) analysts’ 

forecast errors, and (3) the cost of debt. Myers et al. (2003) conclude that longer auditor 

tenure constrains managerial discretion with accounting accruals, which suggests high 

audit quality. Johnson et al. (2002) also find that accruals are larger and less persistent 

for firms with short auditor tenure relative to those with medium or long tenure. Using 

credit spreads between bond yields and matched Treasury yields as the cost of debt, 

Mansi et al. (2004) find that the cost of debt declines with longer tenure, which suggests 

bondholders perceive audit quality as improving with extended tenure. In contrast, 

Davis et al. (2002) conclude that audit quality declines with extended tenure because, as 

tenure increases, client firms have greater reporting flexibility and earnings forecast 

errors decline. Mayangsari (2005) finds that lawsuit against auditor positively is 

influenced by auditor tenure for Indonesia case. 

This study focuses on how investors perceive auditor tenure. Using earnings 

response coefficients from returns-earnings regressions as a proxy for investor 

perceptions of earnings quality, I analyze whether investors perceive earnings quality as 

being affected by tenure. Specifically, I examine whether tenure affects the relationship 

between reported earnings and debt ratings.  

A key distinction between this study and those of Davis et al. (2002) and Mansi 

et al. (2004) is the difference in the research design. This study examine whether the 

extent to which analysts rely on past reported earnings to predict future earnings varies 

with tenure, whereas Davis et al. (2002) explore the association between forecast errors 

and tenure. This research design might be better suited because it is difficult to draw 

unambiguous inferences about analysts’ perceptions from an association between 

forecast errors and tenure. Lower forecast errors with longer tenure might suggest that 

earnings quality is perceived as improving with tenure because earnings are more 

predictable. However, it could also suggest lower earnings quality if managers 
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increasingly guide earnings forecasts as auditor tenure lengthens. Further, Mansi et al. 

(2004) investigate the influence of tenure on the cost of debt, whereas we examine 

whether the influence of reported earnings on debt ratings varies with tenure. Although 

Mansi et al. (2004) examine the effect of tenure on debt ratings, their primary aim is to 

purge the information effects of tenure and other control variables related to debt ratings 

and ultimately examine the insurance role of tenure on the cost of debt. In contrast, our 

emphasis is on the informational role of tenure. Our fundamental objective is to provide 

insights into any changes in the perceived credibility of reported earnings with extended 

auditor tenure.  

Emphasis on capital market perceptions of independence and audit quality is 

consistent with the conceptual framework for financial reporting and principles of 

auditor independence. 

According to the Statement of Financial Accounting Concepts (SFAC No. 1), “financial 

statements are often audited by independent accountants for the purpose of enhancing 

confidence in their reliability.” The Indonesia Professional Public Accountant also 

acknowledges the importance of considering investor perceptions of auditor 

independence. A former chairman of AICPA, Elliott  says "[The AICPA] believe[s] that 

appearances are very important and capital markets require confidence in financial 

statements and audit reports, and the member firms of the AICPA are basing their 

business of auditing on their reputations, and that is heavily affected by appearance.”  

Other things remaining constant, audited financial statements are less reliable 

for investment and credit decisions if users of financial statements view lengthy tenure 

as having an adverse effect on auditor independence and audit quality. Alternatively, 

investors are more likely to rely on reported accounting numbers if they perceive that 

greater auditor expertise from longer tenure improves independence and audit quality. I 

assert that the relationship between perceptions of earnings quality and auditor tenure 

provides insights into how capital market participants view auditor tenure as affecting 

audit quality.  

This study uses earnings response coefficients (ERC) from contemporaneous 

returns-earnings regressions to measure investor perceptions of earnings quality. After 

controlling for the other determinants of ERC—such as the age of the firm, the quality 
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of auditors, growth, earnings persistence, earnings volatility, systematic risk, firm size, 

financial leverage, and regulatory environment—The results find that the magnitude of 

the ERC increases as the auditor-client relationship lengthens. One concern is that if the 

market anticipates a portion of current earnings more than one year ahead of the 

earnings release, the estimated ERC might be biased downwards (Kothari 1992; Kothari 

and Sloan 1992). Additionally, if the market is more likely to anticipate current earnings 

for firms with longer tenure, the bias might be associated with tenure. Consistent with 

the premise that prices lead earnings, the estimated ERC for firms with extended tenure 

is larger when we increase the returns measurement window or when using non-market 

metrics, such as total assets, to deflate earnings. Thus, the ERC-based findings are 

consistent with the hypothesis that investors perceive auditor tenure as enhancing 

earnings quality.  

Finally, after controlling for factors that affect analysts’ earnings forecasts, this 

study finds that the influence of past earnings on one-year-ahead earnings forecasts 

becomes larger over extended auditor-client relationships. All else equal, analysts are 

more likely to rely on reported earnings to predict future earnings with longer tenure. 

Thus, the results from analyst earnings forecasts also suggest that analysts perceive 

earnings quality as improving with longer auditor tenure.  

While the results are based on a sample of firms spanning eleven years, there is 

one concern with our dataset. If auditor tenure is endogenous to audit quality, the results 

are also consistent with an alternative hypothesis that auditor turnover is high for firms 

with low earnings quality. In other words, high-quality auditors might terminate 

engagements with client firms that prefer low-quality financial statements (DeFond and 

Subramanyam 1998). I address potential concerns about frequent auditor turnover by 

constructing a subsample for which the auditor-client relationship lasts for at least five 

years, as in Myers et al. (2003). When I use this subsample, our inferences remain 

unchanged for all our tests.  

In sum, the results are generally consistent with the hypothesis that reported 

earnings are perceived as being more reliable as auditor tenure increases. One 

implication of our results is that capital market participants view longer auditor tenure 

as having a favorable impact on audit quality. The results suggest that imposing 
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mandatory limits on the duration of the auditor-client relationship might impose 

unintended costs on capital markets. However, results from a regime without auditor 

term limits may not be applicable to a regulated environment because of differences in 

economic incentives for both auditors and clients.  

The rest of the paper is organized as follows. Section II establishes the links 

between tenure, independence, and perceptions of audit quality. Section III and IV 

discusses the research design, and the results. Section V shows the sensitivity analysis. 

Section VI concludes the paper. 

 
 
II. EMPIRICAL BACKGROUND AND HYPHOTESES DEVELOPMENT 

 

II. 1. Tenure, Independence, and Investors’ Perceptions of Audit Quality 

 
Independent auditors are considered the “gatekeepers” of the public securities 

markets. However, the recent rash of accounting irregularities has led many to question 

auditor independence. One perception is that auditors are more likely to agree with 

managers on important reporting decisions as the length of the audit engagement 

increases (Ryan et al., 2001; Farmer et al., 1987). Therefore, imposing mandatory limits 

on auditor tenure is expected to improve audit quality by reducing client firms’ 

influence over auditors (Turner, 2002; Brody and Moscove, 1998; Indonesia Financial 

Minister Decree (Kep-MenKeu), 2002; Mautz and Sharaf, 1961).  

An opposing viewpoint is that problem audits occur more frequently for newer 

clients because auditors have less information about these firms. Client-specific 

knowledge of items such as operations, accounting system, and internal control 

structure is crucial for auditors to detect material errors and misstatements. In particular, 

Johnson et al. (2002) argue that lack of adequate client-specific knowledge during the 

early years of engagement decreases the likelihood of detecting material errors and 

misstatements. As the auditor-client relationship lengthens, firm-specific expertise 

allows auditors to rely less on managerial estimates and become more independent of 

management (Solomon et al., 1999).  
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The crux of the debate rests on how tenure affects auditor independence. 

Proponents of mandatory auditor rotation claim that lengthy auditor tenure erodes 

independence, which in turn impairs audit quality. Others argue that independence and 

audit quality increase with longer tenure because of improved auditor expertise from 

superior client-specific knowledge.  

This study investigates whether capital market participants perceive longer 

tenure as affecting audit quality. Insights from a market-based approach are important 

along at least two dimensions. First, academics often emphasize the need to understand 

capital market perceptions of auditor independence and audit quality because ultimately 

the value of auditing services depends on perceptions of independence (Dopuch et al., 

2003; Shockley, 1981). Second, regulatory institutions such as the FASB (SFAC No. 1) 

and BAPEPAM emphasize the importance of capital market perceptions of auditor 

independence. A perception that the auditors’ work is more objective and independent 

inspires greater confidence in auditor opinion, which increases the perceived reliability 

or quality of reported accounting numbers (Ryan et al., 2001; Elliott and Jacobson, 

1998). Independent auditors increase the reliability of financial  statement. 

In this study, the focus on the perceptions of investors because they are the 

principal users of financial statements. In its Conceptual Framework, the FASB defines 

“quality” in relation to the usefulness of financial statements to investors and links 

“usefulness” in turn to constructs such as relevance and reliability (SFAC No. 1 and No. 

2). To draw inferences about investors’ perceptions of earnings quality, researchers tend 

to use stock market-based metrics such as earnings response coefficients from 

regressions of returns on earnings (Schipper and Vincent, 2003; Warfield et al., 1995). 

Prior studies document that investors pay a larger premium for “high-quality” earnings 

because high-quality earnings are viewed as sustainable (Schipper and Vincent, 2003; 

Teoh and Wong, 1993). Thus, examining the influence of auditor tenure on the pricing 

of earnings is likely to provide valuable insights into investors’ views of the association 

between the length of the auditor-client relationship and earnings quality.  

Given that information intermediaries constitute an integral part of the capital 

market by providing stock recommendations, debt ratings, and earnings forecasts (Lang 

and Lundholm, 1996), I also analyze how independent rating agencies view auditor 
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tenure. Hunt (2002) states that independent rating agencies provide information about 

the creditworthiness of issuers and that credit ratings play a significant role in 

investment decisions. Extant research finds links between earnings and debt ratings or 

stock rankings issued by independent rating agencies (Bhojraj and Sengupta, 2003; 

Ziebart and Reiter, 1992; Van Horne, 1992; Kaplan and Urwitz, 1979), suggesting that 

perceptions of earnings quality could be an important input in determining rankings or 

ratings. Similarly, financial analysts also play a prominent role as information 

intermediaries in capital markets because of their ability to incorporate value-relevant 

information in their published reports, which impacts security prices (Francis and 

Soffer, 1997; Schipper, 1991; Lys and Sohn, 1990; Brown et al., 1987). Prior research 

finds that analysts rely on earnings releases to estimate future earnings (Kasznik and 

McNichols, 2002; Barron et al., 2002; Stickel, 1989), which suggests that the extent to 

which analysts depend on reported earnings to make earnings forecasts might vary with 

perceptions of earnings quality.  

Extending this line of research, this study examines the association between 

auditor tenure and debt ratings. Additionally, I analyze how auditor tenure affects the 

association between reported earnings and  debt ratings. If auditor tenure is perceived as 

enhancing earnings quality, all else equal, the influence of reported earnings on debt 

ratings and earnings forecasts is expected to become larger with longer auditor tenure.  

Based on the association between our proxy measures for perceptions of 

earnings quality and auditor tenure, this study infers how investors view auditor tenure 

as affecting audit quality. A positive relationship between the proxies for perceptions of 

earnings quality and auditor tenure is consistent with the hypothesis that longer tenure is 

perceived as improving independence and audit quality. In contrast, a negative 

relationship is consistent with the hypothesis that lengthy tenure is viewed as eroding 

independence and audit quality.  

 

II.2. Hypotheses development 

As empirical background above, the following hypotheses  is stated as: 

H1:  Audit firms tenure positively influence on investors’ perception of audit quality 
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III. Research Method 
 

III.1. Samples and Data 

This study classify samples as two; full sample and restricted sample. Full 

sample consist of firms that have been listed in JSX from 1994-2004. Restricted 

samples include firms in the full samples that audit firms tenure at least five years.  

Prior researchers frequently use forecast errors and dispersion among forecasts 

as proxies for the uncertainty among analysts about the quality of accounting 

information (Hope, 2003; Duru and Reeb, 2002; Ashbaugh and Pincus, 2001; Barron et 

al., 1998; Lang and Lundholm, 1996).  

As we known before, managers have strong incentives to avoid negative 

earnings surprises because of the large stock-price reactions to negative earnings (see 

Ghosh et al. 2004; Bartov et al. 2002; Myers and Skinner 2002; Skinner and Sloan 

2002; Barth et al. 1999). Firms can avoid earnings surprises by manipulating earnings to 

meet expectations or by guiding analyst expectations to avoid overly optimistic 

forecasts. Although existing studies suggest that earnings management declines with 

longer auditor tenure (Myers et al., 2003; Johnson et al., 2002), we do not know 

whether tenure affects managers’ propensity to guide analysts’ expectations.  

The computation of Tenure will understate the actual length of auditor tenure. 

There are some restrictions on the sample: (1) I delete the top and bottom 1 percent of 

observations for the level of earnings (E), changes in earnings (8E), annual earnings per 

share (EPS), and the absolute change in annual earnings per share (8EPS); (2) Remove 

all observations with the absolute value of cumulative market-adjusted returns (CAR) 

greater than 100 percent; and (3) Winsorizing  the top and bottom 1 percent of 

observations for Growth, Persistence, Volatility, Beta, and Leverage.  

Some concerns remain with the full sample. Firms might frequently switch 

auditors either because of “opinion shopping” or because of auditors’ preference for 

conservative accounting choices (DeFond and Subramanyam, 1998). Alternatively, high 

quality auditors might end engagements with clients that prefer low quality of financial 

reporting. This study avoid some of these biases by constructing a subsample in which 

K-INT 09



SIMPOSIUM NASIONAL AKUNTANSI 9 PADANG                                

Padang, 23-26 Agustus 2006  9

the auditor-client relationship lasts for at least five years. For auditor-client relationships 

lasting less than five years, will be deleted. 

Table 1 reports summary statistics for both the full sample (Panel A) and the 

restricted sample (Panel B). I report the mean, minimum, first quartile, median, third 

quartile, and maximum for Tenure, FirmAge, CAR, E, 8E, Debt Ratings. Auditor tenure 

is longer for the restricted sample than for the full sample; the mean Tenure for the full 

sample is 8.5 years, while the corresponding number for the restricted sample is 9 years. 

The mean FirmAge for the full sample is 15 years, compared to a mean of 10 years for 

the restricted sample.  

The summary statistics for CAR, E, and ∗E indicate few differences across the 

two samples. The mean CAR for the full sample is -0.060, while that for the restricted 

sample is -0.054. The mean E for the full sample is -0.007, compared to a mean of 

0.000 for the restricted sample. The mean 8E is identical for the full and restricted 

samples (0.006).  

Similarly, there are almost no differences in Debt Ratings between the two 

samples. The average firm in both samples has a  BBB debt rating.  

Table 2 reports the Pearson correlation matrix between CAR, E, 8E, Debt 

Ratings, Tenure, and FirmAge for the full sample. Finally, the correlation between 

Tenure and FirmAge is positive and statistically significant (ñ=0.337, p-value=0.001), 

which underscores the need to control for FirmAge when analyzing Tenure.  

 
III.2. RESEARCH DESIGN 

This study uses the following basic regression framework to analyze whether investors 

perceive earnings quality as being affected by auditor tenure:  

 
CAR = α+ β1 E + β2 8E + β3 E*Tenure + β4 8E*Tenure + β5 Tenure +  
            E*Control variable + 8E*Control variable + ε……………………..(1)  
 
 

E and 8E are reported earnings and changes in reported earnings, respectively. Tenure is 

the duration of the auditor-client relationship  in years, starting from 1994 until 2004 

(audit firm mergers are considered as a continuation of the prior auditor).  
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Each of the control variables is interacted with E and 8E, and is also included as a 

separate independent variable. Details on the dependent and control variables are 

provided in subsequent subsections.  

The sum of earnings levels and changes coefficients (β1 + β2) or the “earnings 

response coefficient” (ERC) is our proxy for capital markets’ perceptions of earnings 

quality. Our interest is in the sum of the E*Tenure and 8E*Tenure coefficients (β3 + 

β4). If investors and rating agencies perceive earnings quality as improving (declining) 

with longer auditor tenure, β3 + β4 is expected to differ from zero.  

  

 

Observation period from 1994-2004. The following criteria to choose sample: 

1. The firms must be listed in JSX since 1994 until 2004 

2. The firms must publish audited financial statement regularly, at least two period 

continuously  

3. The firms has active traded stocks. This criteria is useful to measure Beta 
 

III.3. Operational definition 

1. Cumulative Abnormal Returns (CAR) 

           Dependent variable is CAR. The measurement of CAR using market adjusted 

returns. Cumulative market-adjusted returns measure from 12 month period ending 

three months after the fiscal year end. Market adjusted returns are the difference 

between raw returns and value weighted JSX market returns.  

2. Independent and control variables 

a. Tenure is the length relationship between audit firms and auditee starting 

from 1994 until 2004. 

b. E is income before extraordinary items deflated by market value of 

equity at the beginning of the year. 

c. 8E is the difference between income before extraordinary items for the 

current year and the last year deflated by market value of equity at the 

beginning of the year. 
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d. FirmAge measures the number years that the firm is publicly traded as of 

the fiscal year end. 

e. Special is an indicator variable that equals 1 when the client’s auditor has 

specialization industry; 0 otherwise. 

f. Growth is the sum of the market value of equity and the book value of 

debt scaled by the book value of total assets. 

g. Persistence is the first-order autocorrelation of income before 

extraordinary items per share for the past 16 quarters. 

h. Beta is the systematic risk computed with market model with fowler-

rorke method to diminish bias 

i. Size is the logarithmic transformation of the fiscal year-end market value 

of equity of the prior year. 

j. Leverage is the ratio of total debt to total assets 

k. Regulation is an indicator variable. 1 for regulated industry; 0 otherwise 

 

2. Detail hypotheses testing 

The measurement of investor perceptions of earnings quality using twelve-

month (ending three months after the fiscal year-end) cumulative market-adjusted 

returns (CAR) as the dependent variable. Market-adjusted returns are the difference 

between raw returns and value-weighted JSX market returns.  

I include earnings changes and earnings levels in the same regression because 

including both increases the explanatory power and magnitude of earnings response 

coefficients when earnings contain both transitory and permanent components (Easton 

and Harris 1991; Ali and Zarowin 1992). E is income before extraordinary items and 8E 

is the difference between income before extraordinary items for the current year and 

that of last year. Both E and 8E are deflated by market value of equity at the beginning 

of the year.  

This study uses various control variables because the ERC is associated with 

other firm characteristics (Warfield et al. 1995; Dhaliwal and Reynolds 1994; Collins 

and Kothari 1989), which in turn might be associated with tenure. The control variables 

are defined as follows: FirmAge,  measures the number of years that the firm has been 
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publicly traded as of the fiscal year-end; Specialization industry is an indicator variable 

that equals one when the client’s auditor has industry specialization; Growth is the sum 

of the market value of equity and the book value of debt scaled by the book value of 

total assets; Persistence (Volatility) is the first-order autocorrelation (standard 

deviation) of income before extraordinary items per share for the past sixteen quarters; 

Beta is systematic risk computed by market model with fowler and rorke method to 

diminishing bias; Size is the logarithmic transformation of the fiscal year-end market 

value of equity of the prior year; Leverage is the ratio of total debt to total assets; and 

Regulation is an indicator variable that equals one for firms in a regulated industry. 

This study includes FirmAge for two reasons: (1) older firms are more likely to 

be stable with less information asymmetry problems, which suggests higher ERCs; and 

(2) Tenure and FirmAge are positively correlated. This study control for Audit firm 

quality because it is generally associated with high-quality audits (Becker et al., 1998; 

Teoh and Wong, 1993). The inclusion of Growth, Persistence, Volatility, and Beta is 

primarily motivated by valuation considerations (Warfield et al., 1995). The inclusion 

of Size is motivated by the political cost theory: managers of large, politically sensitive 

firms are more likely to exploit the latitude in accounting to reduce political costs, 

which affects earnings quality. I include Leverage because of contracting 

considerations. As debt contracting hyphotesis, firms with high leverage are more likely 

to use the latitude in accounting to avoid possible debt-covenant violations (DeFond and 

Jiambalvo, 1994). Finally, the quality of earnings is affected in a regulated environment 

(Regulation) because managers have limited scope for opportunistic behavior (Warfield 

et al., 1995).  

 
 

IV. RESULTS  
 

All the regression results reported in Tables 3 to 5 are based on yearly 

regressions from 1994 to 2004. The reported coefficients are the average of eleven 

yearly coefficients, and the corresponding t-statistics are computed by comparing the 

average coefficient to its time-series standard error. We prefer this approach to a pooled 

time-series cross-sectional estimation because the standard errors in the latter approach 
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are not adjusted for the correlation of regression residuals across firms, which lead to 

inflated t-statistics. The estimation procedure of year-by-year cross-sectional 

regressions and the use of average slopes and their time-series standard errors to draw 

inferences allow for residual cross-correlation (for details, see Fama and French, 2000).  

 

IV.1. The Impact of Auditor Tenure on Investors’ perceptions 

In this subsection, the findings be showed of how auditor tenure affects the 

returns-earnings association. The interest’s findings is in the sign and magnitude of the 

sum of the coefficients on E*Tenure and 8E*Tenure (β3 + β4). Consistent with prior 

research, this study finds that reported earnings (E and 8E) are significantly positively 

associated with returns (CAR) in Table 3. The sum of the coefficients on E and 8E, or 

ERC, is 0.507 (t-stat=10.30) in the first regression without the control variables using 

the full sample. More important, β3 + β4 is positive and significant (0.012, t-stat=3.45). 

Regression estimates indicate that investors on average pay a premium of 2.4 percent 

(=0.012/0.507) for earnings as the auditor-client relationship increases by an additional 

year. The coefficient on Tenure (β5) is also significant (0.005, t-stat=4.06), indicating 

that auditor tenure is positively associated with returns.  

The ERC is 0.432 (t-stat=9.00) in the second regression when we include a 

number of control variables. β3 + β4 remains positive and significant (0.008, t-

stat=2.48). The parameter estimates suggest that, after controlling for the other 

determinants of ERC, investors pay a premium of 2 percent (=0.008/0.432) for earnings 

as the audit engagement increases by an additional year. Even though the magnitude of 

β3 + β4 is smaller in the second regression, the findings reassuring that the results 

continue to be significant even after including many control variables. When using the 

restricted sample for which the auditor-client relationship lasts for at least five years, the 

finding is similar results. Specifically, β3 + β4 is positive and significant at the 5 

percent level (0.008, t-stat=2.03) in the third regression.  

The parameter estimates of the components of ERC provide added insights into 

investor perceptions of the time-series properties of earnings. The coefficients on E and 

8E in all three regressions are positive and significant at the 1 percent level. 

Considering that earnings levels (earnings changes) are more important for pricing 
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decisions when earnings contain transitory (permanent) components (Easton and Harris, 

1991; Ali and Zarowin, 1992), the results suggest that investors view reported earnings 

as containing both transitory and permanent components. Individual coefficients on 

E*Tenure (β3) and 8E*Tenure (β4) also provide some insights: (1) β3 is larger than β4 

in all three regressions; and (2) β3 is statistically significant in all three regressions at 

the 10 percent level or below, while β4 is significant in only one regression. The 

incremental importance of earnings levels in pricing decisions suggests that, as the 

auditor-client relationship lengthens, investors perceive reported earnings as being more 

transitory.  

This study briefly discusses the results of the control variables because they 

have been extensively analyzed in prior studies (Subramanyam and Wild, 1996; 

Warfield et al., 1995; Dhaliwal and Reynolds, 1994; Collins and Kothari, 1989). To 

conserve space, this study does not report the individual coefficients on the interactions 

between each control variable and E/8E. Instead, this study reports the sum of the two 

interaction coefficients. Controlling for other determinants of ERC, the results based on 

the restricted sample suggest that the ERC does not vary with FirmAge (β6 + β7 is 

insignificant). Since β8 + β9 is negative and significant, the results indicate that the 

ERC is lower for client firms of specialization auditing firms, which is inconsistent with 

the findings of Teoh and Wong (1993). As in prior studies, we find that the ERC is 

positively associated with Growth, Persistence, and Size, and is negatively associated 

with Volatility, Beta, Leverage, and Regulation. Also, the coefficients on FirmAge, 

Special, Growth, Persistence, Volatility, and Regulation are all significant at the 5 

percent level or below.  

 

IV.2. Bias in the Estimated ERC from Prices Leading Earnings  

A potential concern in Table 3 is that the estimated ERC from a 

contemporaneous returns-earnings regression might be biased downwards if the market 

anticipates current year earnings more than one year prior to the earnings release 

(Kothari, 1992; Kothari and Sloan, 1992). The estimated ERC could be biased from 

using a twelve-month contemporaneous period to compute returns or from using market 

value of equity as a deflator. Further, the downward bias in the estimated ERC is 
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expected to be larger for firms with longer tenure. Given that prior studies generally 

find that earnings quality improves with extended tenure, and considering that high 

quality earnings are easier to predict, the market is more likely to anticipate current year 

earnings for firms with longer tenure.  

I mitigate potential biases in the estimated ERC in two ways. First, as in DeFond 

and Hung (2003) and Collins and Kothari (1989), I measure returns over a fifteen-

month period ending three months after the fiscal year-end. Increasing the returns 

measurement window enhances the probability of including the period in which the 

market anticipates current earnings thereby reducing any measurement error. Second, as 

in Subramanyam (1996), I deflate earnings by total assets at the beginning of the year. 

Since total assets are typically based on historical cost rather than market value, any 

bias in the estimated coefficients from prices leading earnings is likely to be reduced 

from using total assets as a deflator.  

Panel A of Table 4 reports the results from using cumulative market-adjusted 

returns measured over fifteen-months (CAR15-month) as the dependent variable. While 

the magnitude of ERC (β1 + β2) is smaller, the results show that the size of the sum of 

the coefficients on E*Tenure and  If prices lead earnings, current period earnings 

contain information that is ‘new’ to the market and information that is ‘stale’ or ‘old’. 

Given that stock prices change in response to new information, the independent variable 

contains errors of measurement from using current period earnings as the regressor (also 

known as errors-in-variable problem). Measurement error on the independent variable 

biases the slope coefficient downwards because of its correlation with the regression 

disturbance term (Greene 1993). Similarly, deflating earnings by market value of equity 

might inject a downward bias in the estimated coefficients when the market anticipates 

current period earnings at the beginning of the year.  

8E*Tenure (β3 + β4) is 25 to 38 percent larger than that reported in Table 3. 

One reason why the ERC is smaller may be because of the large number of control 

variables. When we estimate the regressions in Panel A without the control variables, 

we find that the estimated ERC becomes larger. Specifically, unreported results show 

that the ERC for the full sample without the control variables is 0.568, while the 

corresponding estimate is 0.507 in Table 3.  
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I find similar results using total assets as a deflator for E and 8E. The estimate of  

β3 + β4 using the full (restricted) sample is 0.027 (0.025) in Panel B of Table 4, while 

the corresponding estimate in Table 3 is 0.008 (0.008). Thus, the magnitude of β3 + β4 

is 213 to 238 percent larger in Panel B compared to that reported in Table 3. The 

magnitude of ERC is also larger in Panel B than that in Table 3. Hence, the results in 

Table 4 suggest that investors are more likely to anticipate current year earnings more 

than one year ahead of the earnings release for firms with extended auditor-client 

relationships.  

Overall, the results from Tables 3 and 4 are consistent with the hypothesis that 

investors perceive earnings quality as improving with longer auditor tenure. Our results 

suggest that investors view audit quality as improving with auditor tenure.  

 

V. Sensistivity analysis 

 This analysis is conducted because the investor perception can not measure only 

from stock investor but also from independent user, such as rating agencies. Since 1997, 

Indonesia has independent rating agencies, it names PT. Kasnic Credit Rating 

Indonesia. There are 35 firms that has credit rating. So, this analysis based on 35 firms 

and the observation period for this subsection start from 1997 until 2004.  

 In this analysis, I use debt rating as dependent variable. The result as shown in 

Table 4. In accordance with Table 4, the results suggest that for debt rating, auditor 

tenure does not give impact significantly.  

 
 

VI. CONCLUSIONS 

This study provides insights into the recent debate surrounding auditor tenure, 

independence, and audit quality by analyzing the relationship between auditor tenure 

and audit quality as perceived by capital market participants. This study focuses on a 

market-based approach because academics, regulatory institutions, and practitioners 

frequently emphasize the importance of incorporating capital market perceptions of 

independence and audit quality (Dopuch et al., 2003; Ryan et al., 2001; Carmichael, 

1999). Based on the association between perceived reliability of financial statements 
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and auditor tenure, I infer how capital markets view tenure as affecting audit quality. 

All else equal, if capital market participants perceive auditor tenure as improving 

(impairing) audit quality, reported financial statements are viewed as more (less) 

reliable for investment and credit decisions.  

I analyze the perceptions of two primary users of audited financial statements: 

investors and independent rating agencies. Using earnings response coefficients from 

returns-earnings regressions as a proxy for investor perceptions of earnings quality 

(Schipper and Vincent, 2003), this study finds evidence consistent with the hypothesis 

that investors perceive earnings quality as improving with auditor tenure. The analysis 

of the perceptions of independent rating agencies is based on how tenure affects the 

association between ratings and reported earnings. I find that the the influence of 

reported earnings on debt ratings does not vary with tenure. Thus, the results provide 

limited evidence that independent rating agencies view auditor tenure as having a 

favorable impact on earnings quality. Finally, using earnings coefficients from a 

regression of one-year-ahead consensus earnings forecasts on reported earnings as a 

proxy for analysts’ perceptions of earnings quality, I find evidence consistent with the 

hypothesis that financial analysts perceive earnings quality as improving with extended 

auditor-client relationships.  

In general, most of the results are consistent with the hypothesis that audited 

financial statements, and in particular reported earnings, are perceived as more reliable 

for firms with longer auditor tenure. One implication of the results is that many capital 

market participants view longer tenure as having a favorable impact on audit quality. 

Overall, this study suggests that imposing mandatory limits on the duration of the 

auditor-client relationship might impose unintended costs on capital market participants. 

The results are also subject to a caveat. Results from a regime without auditor term 

limits may not be applicable to a regime with mandatory auditor rotation because the 

incentives for auditors and clients might differ between the two regimes.  
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TABLE 1  
Descriptive Statistics  

Variables  Mean  Min  25%  50%  75%  Max  N  
Panel A: Full Sample  
Tenure 
(years)  

8.549  1.000  5.000  8.000  12.000  19.000  38,794  

FirmAge 
(years)  

17.597  3.417  7.000  12.167  23.833  75.000  38,794  

CAR  -0.060  -0.991  -0.343  -0.108  0.158  0.999  38,794  
E  -0.007  -2.795  -0.022  0.048  0.083  0.523  38,794  
8E  0.006  -1.418  -0.032  0.006  0.034  2.815  38,794  
Debt Ratings  9.147  1.000  6.000  9.000  12.000  23.000  9,462  
Panel B: Restricted Sample  
Tenure 
(years)  

9.096  1.000  6.000  9.000  12.000  19.000  35,826  

FirmAge 
(years)  

18.004  3.417  7.000  12.750  24.000  75.000  35,826  

CAR  -0.054  -0.989  -0.332  -0.102  0.161  0.999  35,826  
E  0.000  -2.795  -0.013  0.050  0.084  0.523  35,826  
8E  0.006  -1.418  -0.030  0.006  0.033  2.804  35,826  
Debt Ratings  9.087  1.000  6.000  9.000  12.000  23.000  9,060  

 
Notes: The full sample includes firms with available data from 1993 to 2004. The restricted sample 
consists of firms in the full sample with auditor-client relationships lasting for at least five years. Tenure 
is the duration of the auditor-auditee relationship in years starting from 1993. FirmAge measures the 
number of years that the firm has been publicly traded as of the fiscal year-end. CAR is cumulative 
market-adjusted returns for the twelve-month period ending three months after the fiscal year-end. 
Market-adjusted returns are the difference between raw returns and value-weighted of JSX market 
returns. E is income before extraordinary items deflated by market value of equity at the beginning of the 
year. 8E is the difference between income before extraordinary items for the current year and that of last 
year deflated by market value of equity at the beginning of the year. Debt Ratings represent numerical 
values of senior debt ratings, respectively. Debt Ratings are assigned a value of 1 if a firm’s senior debt is 
rated as AAA, and as debt ratings decline, the numerical value increases by 1.  
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TABLE 2  
Pearson Correlation Matrix  

Variables  CAR E 8E Debt 
Ratings 

Tenure FirmAge 

 CAR  1.000       
E  0.262  

(0.001)  
1.000      

8E  0.194  
(0.001)  

0.368  
(0.001)  

1.000     

 Debt 
Ratings  

-0.185  
(0.001)  

-0.341  
(0.001)  

-0.028  
(0.004)  

1.000 
 

  

 Tenure  0.112  
(0.001)  

0.122  
(0.001)  

0.015  
(0.001)  

-0.169  
(0.001)  

1.000  

 FirmAge  0.093  
(0.001)  

0.115  
(0.001)  

0.010  
(0.026)  

-0.428 
(0.001)  

0.337 
(0.001)  

1.000 
  

 
Notes: Pearson correlation matrix for the full sample. CAR is cumulative market-adjusted returns for the 
twelve-month period ending three months after the fiscal year-end, where market-adjusted returns are the 
difference between raw returns and value-weighted of JSX market returns. E is income before 
extraordinary items deflated by market value of equity at the beginning of the year. 8E is the difference 
between income before extraordinary items for the current year and that of last year deflated by market 
value of equity at the beginning of the year. Debt Ratings represent numerical values of senior debt 
ratings, respectively. Debt Ratings are assigned a value of 1 if senior debt is rated as AAA,and as debt 
ratings decline, the numerical value increases by 1. Tenure is the duration of the auditor-client 
relationship in years starting from 1993. FirmAge measures the number of years that the firm has been 
publicly traded as of the fiscal year-end. The p-values for correlation coefficients are reported in 
parentheses.  
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TABLE 3  

Earnings Response Coefficients and Perceptions of Investors  
Variables (Coefficients)  Full Sample  Restricted Sample 
 (1)  (2)  
Intercept (α)  -0.037 (-5.82)*** -0.096 (-6.40)***  -0.088 (-5.87)***  

E (β1)  0.356 (6.91)***  0.261 (4.51)***  0.195 (2.92)***  

6E (β2)  0.151 (8.09)***  0.171 (5.04)***  0.232 (5.60)***  

(β1 + β2)  0.507 (10.30)*** 0.432 (9.00)***  0.427 (7.09)***  

E*Tenure (β3)  0.007 (2.49)**  0.006 (1.80)*  0.009 (2.18)**  

.E*Tenure (β4)  0.005 (3.39)***  0.002 (1.34)  -0.001 (-0.78)  

(β3 + β4)  0.012 (3.45)***  0.008 (2.48)**  0.008 (2.03)**  

Tenure (β5)  0.005 (4.06)***  0.003 (5.68)***  0.003 (5.29)***  

Control Variables     
E*FirmAge (β6) / 8E*FirmAge (β7)   -0.002 (-1.75) -0.002 (-1.71) 
E*Big4 (β8) / 8E*Special (β9)   -0.091 (-2.25)**  0.117 (-2.11)** 
E*Growth  / 8E*Growth  0.023 (1.35) 0.035 (1.92)* 
E*Persistence / 8E*Persistence  0.084 (2.42)** 0.079 (2.19)** 
E*Volatility / 8E*Volatility  -0.083 (-7.40)***  0.092 (-7.52)*** 
E*Beta / 8E*Beta   -0.061 (-1.87)* 0.070 (-1.99)* 
E*Size / 8E*Size   0.119 (9.27)*** 0.132 (8.79)*** 
E*Leverage / 8E*Leverage   -0.290 (-4.74)*** - 0.296 (-4.21)*** 
E*Regulation / 8E*Regulation  -0.061 (-1.38) -0.051 (-1.27) 
FirmAge   0.001 (4.58)***  0.001 (4.47)***  

Special  0.047 (4.00)***  0.041 (3.43)***  

Growth   0.023 (5.41)***  0.024 (5.60)***  

Persistence   0.014 (1.93)*  0.015 (2.28)**  

Volatility   -0.025 (-7.75)*** - 0.025 (-8.53)***  

Beta   -0.005 (-0.18)  -0.003 (-0.10)  
Size   -0.005 (-1.23)  -0.005 (-1.39)  
Leverage   -0.018 (-0.71)  -0.014 (-0.53)  
Regulation   0.045 (4.01)***  0.044 (3.72)***  

Adjusted R2  0.039 - 0.162  0.111 - 0.372  0.109 - 0.369  
 
The dependent variable is cumulative market-adjusted returns for the twelve-month period ending three 
months after the fiscal year-end (CAR). Market-adjusted returns are the difference between raw returns 
and value-weighted JSX market returns. E is income before extraordinary items deflated by market value 
of equity at the beginning of the year. 8E is the difference between income before extraordinary items for 
the current year and that of last year deflated by market value of equity at the beginning of the year. 
Tenure is the duration of the auditor-client relationship in years starting from 1982. We suppress the 
individual coefficients on E*control variable and 8E*control variable; instead, we report the sum of the 
two coefficients. The control variables are defined as follows: FirmAge measures the number of years 
that the firm is publicly traded as of the fiscal year-end; Special is an indicator variable that equals one 
when the client’s auditor has specialization industry; Growth is the sum of the market value of equity and 
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the book value of debt scaled by the book value of total assets; Persistence (Volatility) is the first-order 
autocorrelation (standard deviation) of income before extraordinary items per share for the past sixteen 
quarters; Beta is the systematic risk computed using the market model with fowler rorke method to 
control bias; Size is the logarithmic transformation of the fiscal year-end market value of equity of the 
prior year; Leverage is the ratio of total debt to total assets; and Regulation is an indicator variable that 
equals one for firms in a regulated industry, otherwise it equals zero. The corresponding t-statistics in 
parentheses are based on the distribution of the yearly coefficients. *, **, and *** denote statistical 
significance at the 10 percent, 5 percent, and 1 percent level, respectively, for a two-tailed test.  
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TABLE 4 
Debt Ratings and Perceptions of Information Intermediaries  

Variables (Coefficients)  Full Sample Restricted Sample  
 (1)  (2)  
Intercept (α)  11.101 (64.35)***  14.387 (42.74)***  14.032 (31.54)***  

E (β1)  -8.796 (-3.37)***  -1.378 (-0.21)  2.596 (0.40)  

8E (β2)  4.228 (2.13)**  14.567 (1.13)  11.871 (0.88)  

(β1 + β2)  -4.568 (-5.87)***  13.189 (1.02)  14.467 (1.13)  

E* Tenure (β3)  -0.169 (-0.84)  0.014 (0.18)  0.020 (0.22)  

8E* Tenure (β4)  0.076 (0.54)  -0.230 (-2.06)**  -0.260 (-1.89)*  

(β3 + β4)  -0.093 (-1.03)  -0.216 (-1.98)*  -0.240 (-1.66)  

Tenure (β5)  -0.183 (-6.33)***  -0.065 (-4.78)***  -0.067 (-4.51)***  

B. Control Variables     

E*FirmAge (β6) / 8E*FirmAge 
(β7)  

 0.040 (3.11)*** 0.040 (2.63)** 

E*Big4 (β8) / 8E*Special (β9)   -13.630 (-1.05) -15.302 (-1.17) 
E*Growth  / 8E*Growth  1.333 (1.61) 1.641 (1.54) 

E*Persistence  / 8E*Persistence  1.284 (3.17)*** 1.280 (2.97)*** 
E*Volatility  / 8E*Volatility   0.068 (0.57) 0.114 (0.67) 
E*Beta / 8E*Beta   1.011 (2.11)** 1.083 (2.26)** 
E*Size / 8E*Size   -0.594 (-2.67)** -0.552 (-2.25)** 
E*Leverage  / 8E*Leverage    0.449 (0.29) 0.512 (0.32)  
E*Regulation / 8E*Regulation  -1.127 (-1.84)* -1.271 (-1.99)* 
FirmAge   -0.014 (-7.46)***  -0.014 (-7.13)***  

Special  1.473 (3.13)***  1.914 (3.80)***  

Growth   -0.102 (-1.94)*  -0.108 (-1.98)*  

Persistence   0.306 (4.78)***  0.305 (4.60)***  

Volatility   0.254 (7.55)***  0.223 (5.36)***  

Beta   1.359 (12.12)***  1.333 (11.66)***  

Size   -1.087 (-31.65)***  -1.088 (-29.81)***  

Leverage   3.676 (13.00)***  3.663 (12.30)***  

Regulation   -1.025 (-10.18)***  -1.017 (-10.20)***  

Adjusted R2  0.132 - 0.245  0.602 - 0.699  0.596 - 0.697  
The dependent variable is senior debt ratings converted into numerical values (Debt Ratings). Debt 
Ratings are assigned a value of 1 if a firm’s debt is rated as AAA. As the debt ratings decline, the 
numerical value increases by 1. Tenure is the duration of the auditor-auditee relationship in years starting 
from 1994. E is income before extraordinary items deflated by market value of equity at the beginning of 
the year. 8E is defined as the difference between income before extraordinary items for the current year 
and that of last year deflated by market value of equity at the beginning of the year. I suppress the 
individual coefficients on E*control variable and 8E*control variable; instead, I report the sum of the two 
coefficients. The control variables are defined as follows: FirmAge measures the number of years that the 
firm is publicly traded as of the fiscal year-end; Special is an indicator variable that equals one when the 
client’s auditor has specialization industry; Growth is the sum of the market value of equity and the book 
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value of debt scaled by the book value of total assets; Persistence (Volatility) is the first-order 
autocorrelation (standard deviation) of income before extraordinary items per share for the past sixteen 
quarters; Beta is the systematic risk computed using the market model; Size is the logarithmic 
transformation of the fiscal year-end market value of equity of the prior year; Leverage is the ratio of total 
debt to total assets; and Regulation is an indicator variable that equals one for firms in a regulated 
industry, otherwise it equals zero. The corresponding t-statistics in parentheses are based on the 
distribution of the yearly coefficients. *, **, and *** denote statistical significance at the 10 percent, 5 
percent, and 1 percent level, respectively, for a two-tailed test.  
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TABLE 5 

Analyst Earnings Forecasts and Perceptions of Information Intermediaries  
Variables (Coefficients)  Full Sample Restricted Sample  
 (1)  (2)  
Intercept  0.217 (8.84)***  0.366 (15.47)***  0.364 (14.87)***  

EPSt-1 (β1)  0.834 (22.34)***  0.532 (15.28)***  0.530 (15.64)***  

∗EPSt-1 (β2)  0.174 (4.59)***  -0.068 (-0.66)  -0.074 (-0.70)  

(β1 + β2)  1.008 (20.29)***  0.464 (4.62)***  0.456 (4.49)***  

EPSt-1* Tenure (β3)  0.005 (1.75)  0.005 (1.79)  0.005 (1.54)  

.EPSt-1* Tenure (β4)  0.014 (2.00)**  0.011 (2.11)**  0.011 (1.95)*  

(β3 + β4)  0.019 (2.68)**  0.016 (2.90)***  0.016 (2.51)**  

Tenure (β5)  -0.000 (-0.15)  -0.003 (-1.16)  -0.002 (-0.76)  
Control Variables     

EPSt-1*FirmAge (β6) / .EPSt-1*FirmAge (β7)  -0.004 (-2.83)*** -0.004 (-2.90)*** 
EPSt-1*Special (β8) /  
6EPSt-1*Special (β9)  

 -0.060 (-1.29)  -0.077 (-1.49)  

EPSt-1*Growth / 8EPEt-1*Growth -0.008 (-0.33)  -0.010 (-0.41)  

EPSt-1*Volatility / 8EPSt-1*Volatility  -0.032 (-0.67) -0.033 (-0.67) 
EPSt-1*Beta / 8EPS t-1*Beta   -0.011 (-0.37) -0.012 (-0.38)  
EPSt-1*Size  / 8EPSt-1*Size    0.140 (7.17)***  0.147 (8.00)***  

EPSt-1*Leverage / 8EPSt-1*Leverage  -0.235 (-2.18)** -0.225 (-1.99)* 
EPSt-1*Regulation / 8EPSt-1*Regulation -0.041 (-1.26) -0.034 (-1.04) 
FirmAge   0.003 (4.92)***  0.004 (4.95)***  

Special  0.028 (1.39)  0.034 (1.54)  
Growth   -0.003 (-0.91)  -0.003 (-1.00)  
Volatility   0.138 (3.04)***  0.138 (2.86)***  

Beta   -0.004 (-0.28)  -0.002 (-0.18)  
Size   -0.048 (-12.29)***  -0.050 (-12.99)***  

Leverage   0.174 (5.06)***  0.168 (4.41)***  

Regulation   0.020 (0.89)  0.013 (0.55)  

Adjusted R2  0.736 - 0.878  0.759 - 0.891  0.757 - 0.893  
 
Notes: The full sample includes firms with available data from 1994  to 2004. The restricted sample 
consists of firms in the full sample with auditor-client relationships lasting for at least five years.  
The dependent variable is the mean annual one-year-ahead earnings per share forecasts for year t issued 
immediately following the earnings announcement for year t-1 (FEPSt). EPSt-1 is annual earnings per 
share for year t-1, and .EPSt-1 is the absolute change in earnings per share for year t-1 defined as the 
difference in annual earnings per share in year t-1 and that in year t-2 (|EPSt-1 - EPSt-2|). Tenure is the 
duration of the auditor-client relationship in years starting from 1994. All the control variables including 
Tenure are measured as of the end of year t-1. This study suppresses the individual coefficients on 
E*control variable and 8E*control variable; instead, reporting the sum of the two coefficients. The 
control variables are defined as follows: FirmAge measures the number of years that the firm is publicly 
traded as of the fiscal year-end; Special  is an indicator variable that equals one when the client’s auditor 
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is has specialization industry; Growth is the sum of the market value of equity and the book value of debt 
scaled by the book value of total assets; Volatility is the standard deviation of income before 
extraordinary items per share for the past sixteen quarters; Beta is the systematic risk computed using the 
market model; Size is the logarithmic transformation of the fiscal year-end market value of equity of the 
prior year; Leverage is the ratio of total debt to total assets; Regulation is an indicator variable that equals 
one for firms in a regulated industry, otherwise it equals zero; the corresponding t-statistics in parentheses 
are based on the distribution of the yearly coefficients. *, **, and *** denote statistical significance at the 
10 percent, 5 percent, and 1 percent level, respectively, for a two-tailed test.  
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