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Summary:

This study aims to examine the impact of auditor-client-relationship tenure on the quality
of audit and whether the mandatory auditor-rotation will result in enhancement of audit
quality. Discretionary accruals calculated with the help of Modified Jones Model 1991
are used as the proxy for audit quality. 121 companies related to non-financial sector of
Pakistan listed in Pakistan Stock Exchange are selected after taking the data from year
2005 till year 2014. It is observed that the magnitude of discretionary accruals increases
during the initial years of auditor-client-relationship tenure, reason being, the auditors are
not equipped with required client-specific knowledge. Once the auditors acquire client-
specific knowledge, the magnitude of discretionary accruals decreases, resulting in
increase in audit quality. Based on the findings of this study, it is derived that the lengthy
auditor-client-relationship tenure does not result in decrease in audit quality.
Furthermore, the Big 4 audit firms acquire client-specific knowledge far more earlier as
compared to other auditors (three years as compared to six years). The results of the study
suggest that the regulators and standards setters in Pakistan should reconsider their policy

regarding mandatory-auditor-client relationship tenure.

Key words:Auditor Tenure, Audit Quality, Discretionary Accruals, Modified
Jones Model 1991, Pakistan Stock Exchange,
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1 Chapter: INTRODUCTION



The Impact of AuditorTenure on Audit Quality; Evidence from Pakistan.

1.1 Background

The increase in accounting anomalies,at the start of twenty first century,has raised certain
questions like auditor-client-relationship tenure, and audit quality(Bricker, 2002; Ghosh
& Moon, 2005). Myers, Myers, and Omer (2003) deduced that lengthy auditor-client-
relationship tenure confinesmanagement’s discretion towards accounting accruals,
resultantly, quality of audit enhances. Likewise, companies having shorter auditor-client-
relationship tenure have larger and inconsistent accounting accruals comparing with
companies with medium or long auditor-client-relationship tenures(Johnson, Khurana, &

Reynolds, 2002).

Bricker, R. (2002). Transparency, independence, technology and CPA scope of services:
new challenges to the profession. Ohio CPA Journal, 61(2), 48-51.

Ghosh, A., & Moon, D. (2005). Auditor tenure and perceptions of audit quality. The
Accounting Review, 80(2), 585-612.

Johnson, V. E., Khurana, I. K., & Reynolds, J. K. (2002). Audit-Firm Tenure and the
Quality of Financial Reports*. Contemporary accounting research, 19(4), 637-660.

Myers, J. N., Myers, L. A., & 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(3), 779-799.
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