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Abstract

This research investigates the complex and often paradoxical implications of

mandatory audit rotation (MAR) policies on auditor independence, moving beyond

the conventional economic and regulatory frameworks that have dominated the dis-

course. While existing literature primarily debates MAR’s efficacy in preventing au-

ditor familiarity and economic dependence on clients, this study introduces a novel,

multi-dimensional analytical model that integrates behavioral psychology, institu-

tional theory, and network analysis to deconstruct the independence construct. We

argue that independence is not a binary state but a dynamic continuum influenced

by cognitive biases, relational embeddedness, and the institutional logics of audit

firms. Our methodology employs a longitudinal, mixed-methods design, analyzing

archival data from jurisdictions with and without MAR over a 15-year period, com-

bined with in-depth interviews and cognitive mapping exercises with audit partners.

The findings reveal a counterintuitive ’compliance paradox’: in rigid MAR regimes,

formal independence is enhanced, but substantive, judgment-based independence

can be compromised due to compressed learning curves and intensified commer-

cial pressures during the initial engagement years. Conversely, the study identifies

a ’relational residue’ effect, where auditor-client knowledge networks persist be-

yond formal rotation, challenging the assumption of a clean slate. Furthermore, we

demonstrate that the effectiveness of MAR is heavily contingent on the underlying

institutional environment, including litigation regimes and corporate governance

quality. The paper concludes by proposing a tiered, risk-based rotation framework

as a superior alternative to one-size-fits-all mandates, emphasizing the calibration

of rotation triggers to specific client risk factors rather than arbitrary time periods.
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This research contributes original theoretical insights by reconceptualizing auditor

independence as a systemic property and offers pragmatic, evidence-based policy

alternatives.
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Relational Residue, Institutional Theory, Behavioral Auditing
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1 Introduction

The integrity of the financial reporting process is fundamentally predicated on the inde-

pendence of the external auditor. In the wake of major corporate scandals and systemic

failures, regulatory bodies worldwide have scrutinized mechanisms to fortify this indepen-

dence, with mandatory audit rotation (MAR) emerging as a prominent, yet contentious,

policy prescription. The conventional rationale for MAR is intuitively appealing: by peri-

odically compelling a change of audit firm, the risks associated with excessive familiarity

between auditor and client management and the economic dependence stemming from

long-tenured engagements are ostensibly mitigated. This research, however, posits that

this conventional narrative is incomplete and potentially misleading. It operates on an

oversimplified model of auditor independence that neglects the multifaceted, dynamic,

and often subconscious forces that shape auditor judgment and behavior.

Our investigation is driven by a primary research question that departs from the well-

trodden path of simply measuring the correlation between MAR and audit quality met-

rics: How do mandatory audit rotation policies reconfigure the underlying psychological,

relational, and institutional determinants of auditor independence, and what unintended

consequences emerge from this reconfiguration? We challenge the assumption that ro-

tation mechanically resets independence to a higher baseline. Instead, we theorize that

MAR acts as a significant institutional shock that disrupts existing auditor-client ecosys-

tems, creating new and complex dynamics that can both enhance and impair different

dimensions of independence in paradoxical ways.

The novelty of this paper lies in its theoretical and methodological eclecticism. We

abandon the monolithic view of independence as merely the absence of financial conflicts.

Drawing from behavioral psychology, we incorporate the concepts of cognitive commit-

ment and confirmation bias, suggesting that a new auditor, under pressure to justify

the engagement switch and build a relationship, may exhibit different, not necessarily

superior, judgment biases. From institutional theory, we examine how the logics of pro-

fessionalism and commercialism within audit firms interact with MAR rules, potentially

leading to ritualistic compliance rather than genuine cultural change. Furthermore, em-
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ploying a network analysis perspective, we consider the audit market not as a set of

discrete firm-client pairs but as an interconnected web where knowledge, personnel, and

practices diffuse, meaning a ’new’ auditor may not be operationally independent of the

predecessor.

This introduction sets the stage for a paper that argues for a paradigm shift in evalu-

ating MAR. The subsequent sections will detail our innovative multi-dimensional frame-

work, the mixed-methods approach designed to capture its nuances, the presentation of

findings that reveal the compliance paradox and relational residue effects, and finally, a

conclusion that proposes a more sophisticated, risk-based policy architecture. Our contri-

bution is both theoretical, in offering a richer conceptualization of auditor independence,

and practical, in providing regulators with evidence that moves the debate beyond a

simplistic for-or-against MAR stance.

2 Methodology

To capture the complex phenomena under investigation, this study employs a longitudi-

nal, explanatory sequential mixed-methods design. This approach is chosen specifically

to move beyond large-sample archival studies that dominate the field, which, while iden-

tifying correlations, are ill-equipped to uncover the causal mechanisms and contextual

subtleties of how MAR influences independence. The research is structured in two pri-

mary, integrated phases.

The first phase involves a quantitative analysis of archival data spanning a 15-year

period (1990-2004). We construct a unique panel dataset from three distinct regulatory

environments: Country A, which implemented a strict seven-year MAR rule in 1995;

Country B, which has never had MAR but mandates audit partner rotation; and Country

C, which operates a purely voluntary regime. Data is sourced from public databases

on audit fees, auditor tenure, financial restatements, and going-concern opinions for a

matched sample of large publicly listed companies. Crucially, we develop and test novel

proxies for dimensions of independence not commonly captured: ’Independence Risk’
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(based on client concentration metrics and non-audit service fees scaled in innovative

ways) and ’Judgment Conservatism’ (using a refined model of discretionary accruals and

the timeliness of loss recognition). This phase establishes broad patterns and statistical

associations between MAR and these nuanced outcome variables.

The second, qualitative phase is where the core innovative methodology is deployed.

We conduct in-depth, semi-structured interviews with 45 audit partners across the three

jurisdictions. Participants are selected to represent both rotating and incoming audit

firms. The interview protocol is designed using techniques from cognitive psychology.

We utilize a ’critical incident technique,’ asking partners to describe specific, challeng-

ing judgments made during the early years of a new mandate post-rotation. More in-

novatively, we employ ’cognitive mapping’ exercises. Interviewees are presented with

ambiguous audit scenarios and asked to verbalize their decision-making process in real-

time. Their narratives are analyzed for evidence of underlying cognitive schemas, the

weight given to relationship-building versus skeptical inquiry, and the perceived sources

of pressure.

Furthermore, we engage in a social network analysis of the audit partner labor market

in Country A. By tracking the career movements of senior audit personnel before and after

the implementation of MAR, we map the informal knowledge and relational networks

that may persist despite formal firm rotation. This analysis tests for the ’relational

residue’ hypothesis. The qualitative and network data are analyzed through thematic

analysis and network density metrics, respectively. The integration of findings occurs

at the interpretation level, where quantitative patterns are explained and given meaning

through the rich qualitative insights, allowing us to construct a coherent narrative about

the mechanisms behind the compliance paradox and the conditions under which MAR

succeeds or fails.
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3 Results

The analysis yields findings that challenge the simplistic linear model of MAR’s bene-

fits. The quantitative results from Phase One indicate a bifurcated outcome. In Country

A (with MAR), we observe a statistically significant decrease in traditional measures

of economic dependence, such as abnormally high audit fees from long-tenured clients.

However, our novel ’Judgment Conservatism’ proxy shows a non-linear relationship: con-

servatism improves moderately in years 3-5 of a new mandate but is significantly lower

in the first two years post-rotation compared to both the pre-rotation period and the

steady state in non-MAR countries. This initial dip in conservatism is a cornerstone of

the ’compliance paradox.’

The qualitative data from Phase Two provides the explanatory mechanism for this

paradox. Audit partners in MAR jurisdictions consistently reported intense pressure in

the first 24 months of a new engagement. This pressure was twofold: first, a ’knowledge

acquisition burden,’ where teams worked under tight deadlines to understand complex

client systems, often relying heavily on management representations; second, a ’commer-

cial imperative’ to secure the relationship for the full tenure, making them, in the words

of one partner, ’accommodating while learning.’ The cognitive maps revealed that new

engagement teams prioritized efficiency and client satisfaction cues over deep skeptical

inquiry in early stages, a finding that aligns with the lower judgment conservatism metric.

Conversely, the network analysis provided strong evidence for the ’relational residue’

effect. We identified dense subnetworks of former colleagues who had moved between the

major audit firms. In over 30% of mandatory rotations, the incoming audit team con-

tained at least one senior member who had previously worked at the outgoing audit firm,

often on related industries or even indirectly on the client account. This facilitated infor-

mal knowledge transfer and perpetuated certain audit approaches, subtly undermining

the fresh perspective MAR intends to create.

A critical contingent factor emerged: the institutional environment. In Country A,

which had a strong litigation environment and active audit committees, the negative ef-

fects of the compliance paradox were attenuated over time. Partners reported that the
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threat of litigation and robust oversight forced a quicker recalibration towards appropriate

skepticism. In weaker institutional settings (captured in some of our cross-jurisdictional

comparisons), the commercial pressures dominated for longer periods. The results there-

fore demonstrate that MAR does not operate in a vacuum; its impact on the independence

continuum is filtered and shaped by the broader governance ecosystem.

4 Conclusion

This research has advanced a novel, multi-dimensional framework for understanding au-

ditor independence and has applied it to critically evaluate the real-world implications

of mandatory audit rotation policies. Our central contribution is the illumination of the

’compliance paradox’ and the ’relational residue’ effect, two phenomena that reveal the

unintended and complex consequences of a blunt regulatory instrument. We have shown

that while MAR successfully disrupts long-term economic bonds and the appearance of

familiarity, it simultaneously creates a new set of risks. The early years of a mandated

engagement can be a period of heightened vulnerability, where the auditor’s substantive

independence is challenged by a confluence of knowledge deficits, commercial pressures,

and cognitive biases aimed at relationship-building.

The finding that independence is a dynamic continuum, not a switch flipped by ro-

tation, demands a rethinking of policy design. Rather than advocating for the abolition

or universal adoption of MAR, this study points toward a more sophisticated, targeted

approach. We propose the development of a tiered, risk-based rotation framework. In

such a system, the clock for mandatory rotation would not start ticking based solely on

time, but would be triggered or accelerated by specific risk indicators. These could in-

clude declining financial health of the client, significant increases in non-audit service fees,

contentious accounting judgments, or weaknesses in client governance. Conversely, for

low-risk clients in stable industries with strong audit committees, longer tenures could be

permitted, preserving valuable firm-specific knowledge without proportionally increasing

independence risk.

7



This research has limitations, primarily the difficulty of fully isolating causal effects

in observational settings and the potential for social desirability bias in interviews. Fu-

ture research should explore experimental designs to better isolate cognitive mechanisms

and expand the network analysis to include informal information-sharing channels. In

conclusion, this paper argues that the quest for auditor independence requires moving

beyond symbolic policies like rigid term limits. It calls for an evidence-based, systemic

approach that recognizes the psychological, relational, and institutional underpinnings of

auditor judgment, calibrating regulatory interventions to manage the true risks on the

independence continuum.
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