Market Reactions to Anticipated versus Real Effects of Auditor

Rotation: Evidence from Periodic Auditor Designation Rule

Abstract: This paper examines the market's reaction to South Korea's Periodic Auditor Designation
(PAD) rule, which mandates audit firm rotation—rather than merely partner rotation—for companies
that have voluntarily appointed their audit firms for more than six consecutive years. Previous studies
suggest that mandatory auditor rotation improves independence and audit quality, but the source of this
improvement—whether driven by the anticipation of rotation or the actual change in auditors—remains
empirically ambiguous. Using the unique setting of South Korea's staggered implementation, this study
isolates the effects of PAD rule introduction (i.e., anticipation) from the actual auditor changes (i.c.,
realization). The results show that the market reacted positively when the PAD rule was introduced in
2020, signaling that the expectation of future auditor rotation led to an increase in perceived auditor
independence, rather than any actual change in audit quality. The actual improvement in audit quality
was observed in 2021, when auditor rotations took place, highlighting that the market's positive reaction
was driven by expected independence improvement, rather than real independence improvement. This
suggests that regulatory changes, even before their practical effects materialize, can significantly shape
market perceptions of auditor independence.
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I. Introduction

Auditor independence has been one of the most important issues on audit process. To perform high-
quality audit, auditors need a high degree of understanding of a company’s operations and financial
systems (Liao et al., 2023; Kwon et al., 2007). Therefore, companies often prefer to establish a long-
lasting relationship with auditor. However, this extended tenure can cause the adhesion between the
auditor and the client, which could threat auditor independence and objectivity (Singer and Zhang 2018).
This threat on auditor independence escalated into a major social concern in Korea following high-

profile corporate scandals, notably the Daewoo Shipbuilding & Marine Engineering accounting fraud.'
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These events underscored the severe consequences of weak auditor independence and the failure of
existing oversight mechanisms, which ultimately prompted Korean to introduce a Periodic Auditor
Designation (PAD) rule to solve this systemic problem.

In contrast to the United States, where auditor independence is reinforced primarily through
mandatory audit partner rotation, South Korea relied on audit firm rotation to mitigate long auditor-
client relationships. The PAD rule requires companies that have voluntarily appointed the audit firms
for more than six consecutive years to be assigned a new firm by the regulator. Thus, the PAD system
forces a complete change in the audit firm—rather than merely rotating the lead partner within the same
firm—creating a more substantial disruption to the audit relationship. This institutional feature provides
a unique setting for examining how markets respond to the anticipated and actual consequences of audit
firm rotation, independently of engagement partner effects.

Under the auditor designation rule, regulator designates firm’s auditor if the firm have audit issues.
There are evidences that auditor designation rule improved audit independence and audit quality (Chi
et al., 2013; Jeong et al., 2005; Kim & Yi, 2009; Tang et al., 2017). It is worth mentioning that the
existing audit firm rotation rule in Korea was primarily a penalty mechanism used by the regulator in
response to firms with financial issues or poor internal controls. In contrast, the PAD system introduced
in 2020 is a non-punitive, systematic measure applied periodically to all qualified firms when they have
surpassed the six-year threshold for voluntary auditor selection. Therefore, unlike the existing punitive
rotation rule, the PAD rule offers a unique setting to examine the market’s reaction to a mandatory, but
non-punitive, forced change of audit firm. However, whether the market reacts on the possibility of
implementation of the designation rule or on the actual changes of the auditor is still in question. These
two effects could not be separated in the real case because the implementation of the rule and the auditor
changes happened simultaneously.

The newly introduced audit designation rule in South Korea, in 2020, has unique setting to separate
the effect of the rule’s introduction from the effect of the actual auditor changes. This rule mandates
that firms voluntarily appointing audit firm for more than six years must replace them with an auditor
designated by a regulator. While a total of 434 firms were initially subject to mandatory rotation due to
exceeding the six-year limit, the regulator, concerned about potential market disruption, decided to
phase the designation: 220 larger firms were designated in 2020, and the designation for the remaining
214 smaller firms was deferred until 2021. Hence, market realized that the auditor change would occur
for the remaining smaller firms in 2020, but the real auditor change was happened in 2021. This time
lag provided us a unique setting to separate the effect of the possibility of new rule introduction and the
real auditor changes. For the remaining smaller firms, market’s positive reaction to genuine

improvements in audit independence (the realization effect) is expected to occur in 2021, when the
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actual mandatory audit firm designation takes places. However, the market may reflect these expected
benefits in 2020, reacting to the mere possibility of future rule implementation (the anticipation effect)
due to the expectation of the future auditor change.

Our study predicts the market will respond differently to the rule's introduction (anticipation) versus
the actual auditor changes (realization) based on three possible reasons. First, incumbent auditor’s
behavior can lead to an early market reaction. When the audit firm designation rule is announced, the
incumbent auditor is likely to act conservatively in advance, knowing that they may be dismissed. This
behavior improves perceived audit quality and audit independence (DeFond & Subramanyam, 1998;
Lennox et al., 2014), leading the market to react positively in anticipation of the real auditor change.
Second, the market may react preemptively to the rule’s introduction, anticipating the improved
independence resulting from the future mandatory auditor change (Blay & Geiger, 2001). As soon as
the market recognize that a new independent auditor will be mandatorily appointed in the future, it is
expected to immediately reflect the improved independence of the forthcoming auditor in 2020, even
though the actual change is deferred until 2021. Lastly, we separate auditor independence into two
dimensions: independence in fact and independence in appearance (O’Leary and Radich, 1996).
Independence in fact means that auditor performs audits in a situation where they are genuinely
independent from a firm. However, independence in appearance means that auditor seems to be
independent even if they are not. When market recognize that auditor would be changed in future,
auditor’s independence in appearance is immediately increased, and market is expected to react to this
change in perception.

We used remaining smaller firms, whose mandatory auditor designation was deferred until 2021, to
investigate the timing of the market’s reaction to the rule’s introduction using value relevance and
Tobin’s Q. We found that the value relevance and Tobin’s Q increased as the new designation rule was
introduced in 2020, but did not change when audit firm actually designated in 2021. These results show
that the effect of the designation rule comes from the possibility of the implementation of the rule in the
future but not from the actual auditor change. This result can be interpreted in three ways. First, the
market may have responded to the anticipated improvement in audit quality driven by the incumbent
auditor’s conservative behavior. Auditors who knew they would be replaced the following year might
have conducted audits more conservatively, leading to higher audit quality and a positive market
reaction. Second, the market may have reacted to the anticipation of increased de facto auditor
independence, expecting that the replacement of auditors in the following year would strengthen their
objectivity. Finally, the market may have reacted to improvement of ‘independence in appearance’.

It is challenging to definitively isolate which of these reasons caused the market to react in advance
in 2020. However, to test the hypothesis that the improvement in audit quality had an impact, we
conducted additional analysis. Specifically. we investigated the timing of the audit quality improvement

to assess its role in the observed market reaction. We find that the audit quality did not improve in 2020



(the announcement year), but did improve in 2021 (the designation year). This result implicates that the
market reacts positively to the anticipated improvement in auditor independence, even absent
contemporaneous changes in audit quality. Therefore, the market’s reaction in 2020 is likely attributed
to the other two mechanisms: market expectations or the improvement of independence in appearance.

Our paper contributes to the existing literature on auditor designation rule and market reaction. First,
we provide further empirical evidence on the effectiveness of the PAD system by confirming the
market’s positive reaction to the expected improvement in auditor independence. Second, utilizing
South Korea’s unique staggered designation regulation, we distinguish the effect of the rule’s
introduction from the actual realization of improved independence. These results differentiate between
the effects of introducing the system and those of its actual implementation, which were previously
indistinguishable, thereby highlighting the significance of the system's introduction itself. Third, we
confirm that the mandated change of auditor ultimately improved audit quality in 2021, aligning with
market expectations and prior literature.

The remainder of the paper is organized as follows. Section 2 reviews the literature and develops our
hypotheses. Section 3 discusses the research design, and Section 4 presents the empirical results.

Section 5 summarizes and concludes the paper.

II. Background and Hypotheses Development

Periodic Auditor Designation rule

In past years, South Korean firms could appoint their audit firm freely. However, this free auditor
selection system was widely criticized for fostering significant agency problems and practices that
fundamentally threaten auditor independence. This vulnerability was starkly exposed by high-profile
corporate failures and fraud incidents, such as Daewoo Shipbuilding & Marine Engineering accounting
scandals, highlighting the urgent need to restore financial market integrity. Accordingly, in October
2017, Korean regulators imposed a sweeping reform—the PAD system—to proactively enhance audit
quality by mandating audit firm rotation and improving auditor independence. This rule, which took
effect in 2020, mandates that firms that have voluntarily appointed audit firm for six consecutive years
must utilize a regulator-designated auditor for the subsequent three-year period.

The concept of audit firm designation was not entirely new in Korea. The original mandatory auditor
designation (MAD) system was introduced in 2006 to enhance auditor independence and the credibility
of external audits, granting the Securities and Futures Commission (SFC), an affiliated body of the
Financial Services Commission, the authority to appoint audit firms for certain firms. Prior to the
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targeting high-risk firms due to factors such as financial distress or internal control deficiencies.
However, the 2018 revision to the External Audit Act introduced the additional PAD system. This PAD
system dramatically broadened the scope through the ‘6+3 principle’: all KOSPI and KOSDAQ listed
companies, as well as large unlisted firms with unseparated ownership and management, are now
required to have their external audit firm designated by the SFC for three years after six consecutive
years of voluntary selection. While the regulation allows for exemptions, these are difficult to obtain,
requiring all three conditions to be met: applying for FSS’s regulatory review on audit one year prior to
the designation date, having three consecutive years of ‘unqualified’ opinions on internal controls, and
voluntarily changing audit firms. As meeting all three criteria is challenging, the majority of eligible
firms are expected to receive audit firm designation from the SFC.2 According to the regulations, a
total of 434 companies fell under this regulation in 2020. But to minimize potential market confusion
and ensure smooth regulatory transition, the regulator implemented a staggered approach: 220 larger
firms were selected by asset size and had new auditors designated in 2020, while the designation for
the remaining 214 firms was deferred until 2021.

The PAD is clearly differentiated from other existing auditor designation rules by two critical features.
First, unlike other auditor designation rules (e.g., MAD) that are imposed as a penalty mechanism only
on firms with pre-existing audit issues, the PAD rule is a systematic, non-punitive measure applied
periodically to firms based solely on the length of a firms’ voluntary auditor selection period. Second,
under PAD system, the replacement audit firm is designated by the regulator, whereas in other
mandatory rotation systems (e.g., audit partner rotation in U.S.), the replacement is selected by the firm.
This feature makes the PAD rule uniquely powerful in insulating the auditor from client influence,

thereby maximizing auditor independence and proactively preventing future audit issues.

Literature on Mandatory Auditor Rotation and Hypotheses Development

Independence of the auditor is one of the most important aspects of audit process, but it is constantly
threatened by various conflicts of interest (Moore et al., 2006). A significant issue raised about the
auditor independence is the adhesion that develops due to the long audit tenure. To mitigate this inherent
threat and strengthen auditor independence, some jurisdictions have implemented mandatory auditor
rotation, a regulatory regime that mandate firms with specific conditions to change their audit firm or
audit partner of firm.

Prior literature has extensively investigated the impact of mandatory auditor rotation and generally
found that mandatory auditor rotation did improve auditor independence and audit quality (Chi et al.,

2013; Jeong et al., 2005; Kim & Yi, 2009; Tang et al., 2017). These studies reveal several underlying
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mechanisms. For instance, mandatory auditor rotation has been shown to reduce firms’ earnings
management (Kim & Yi, 2009; Chi et al.,, 2013), suggesting an improvement in audit quality.
Furthermore, mandatory auditor rotation has associated with an increase in audit fees (Jeong et al.,
2005). This finding means that the client firm would have less bargain power in audit fee negotiations,
thereby directly enhancing the auditor’s economic independence. Experimental evidence further
supports this, showing that mandatory rotation helped auditors feel less pressure from the client
company, thus improving their objectivity and professional skepticism (Tang et al. 2017).

Auditor rotation also had an impact on client firm and the market (Choi et al., 2015; Daniels & Booker,
2011; Shim et al., 2020). Client firms reduced their aggressive accounting policy and improved their
audit quality when auditor rotation system was implemented (Shim et al., 2020). In addition, the market
reacted positively to the auditor designation system. For instance, while the stock market typically sees
decreased liquidity during a voluntary auditor change, it did not react negatively during a change
mandated by rotation (Choi et al., 2015). Furthermore, loan officers’ perceptions of auditor
independence improved under the mandatory auditor rotation rule, as evidenced by survey responses
(Daniels & Booker, 2011). In sum, by forcing the replacement of auditors, regulators can disconnect
the back-scratching relationship between auditors and the firm and improve auditor independence.

However, there are still questions as to whether the positive effect of ‘mandatory auditor rotation’ is
driven by the actual replacement of auditors or by the introduction and anticipation of the regulation.
This separation can give us more information about the effectiveness of auditor designation rule.
Crucially, the Korean PAD rule differs from typical mandatory auditor rotation systems (like those in
the U.S.) in two main aspects. Fist, PAD mandates the regulator, not the firm, selects the new audit firm,
thus maximizing independence. Second, while the U.S. requirement focuses on partner rotation, PAD
mandates audit firm rotation, which represents a more drastic change in audit personnel and
organizational knowledge. Therefore, the 2020’s unique staggered implementation of the Korean PAD
rule provides an unparalleled setting to empirically disentangle the distinct market reactions to
regulatory anticipation versus realized auditor change.

We hypothesize that the positive market reaction observed in prior studies may be due to the
anticipatory effect, and propose three possible mechanisms through which the market might react to the
future implementation of the regulation rather than the immediate auditor change. First, incumbent
auditors might be more conservative when auditor designation rule was announced, as they know that
they will be dismissed in the future. If conservative incumbent auditors improve audit quality and audit
independence, then market will react at rule announcement even though auditor is not designated yet.
When auditor designation is expected, incumbent auditors would be concerned about auditor
disagreements with new auditor. For example, incumbent auditors decrease discretionary accruals
before auditor change to avoid litigation risk (DeFond & Subramanyam, 1998). Also incumbent auditors

improve their audit quality and do more audit adjustments on their final year (Lennox et al., 2014).



Improvement of audit quality before auditor change is affected by the timing of new auditor contract.
When the contract was made before third fiscal quarter, then audit quality was not lower, but when the
contract was made later then fourth fiscal quarter, then audit quality decreased (Cassell et al., 2020).
Put in together, when incumbent auditor expects to be changed, they would try to improve audit quality
to alleviate litigation risk. Therefore, there is a possibility that market might react to auditor designation
rule even if real auditor has not been changed.

Second, market might react preemptively as they expect auditor would be designated in the future
and new auditor would be independent. Market are known to react on the changes of expectation
immediately (Blay & Geiger, 2001; Fleak & Wilson, 1994; Jones, 1996). For example, Going Concern
opinion had impact on market based on the changes of market expectations. Blay and Geiger (2001)
found that market did not react on expected Going Concern opinion but did react negatively on
unexpected Going Concern opinion. It may explain why market react on the expectation of auditor
designation rather than real auditor change.

Lastly, Independence is partitioned into two dimensions: independence in fact and independence in
appearance. Independence in fact means that the auditor audits independently from the client firm and
give unbiased audit reports. Independence in appearance indicates that auditor appears to be
independent, regardless of independence in fact. These two dimensions of independence is important to
be separated because these two dimensions does not always operate in same direction (Dopuch et al.,
2003, 2004). This inequivalence of independence was observed by O’Leary and Radich (1996). They
interviewed auditors and auditors agree that auditor rotation can improve the perception of auditor’s
independence although the cost outweigh the benefits of the auditor rotation. In sum, the impact of
auditor designation can be explained in two dimensions: the independence in fact by replacing the
auditor and independence in appearance by imposing the regulation. Using special setting of South
Korea in 2021, we expect to divide these dimensions. As the effect of the replacement of auditors would
increase the independence in fact and the effect of imposing the regulation would increase the
independence of appearance, we expect market would react differently in each dimension of auditor

designation rule. Therefore, based on the above discussion, our hypothesis is as follows:

H1: Market reacts to mandatory replacement of auditors.
H1a: Value relevance reacts with mandatory replacement of auditors.
H1b: Tobin’s Q reacts with mandatory replacement of auditors.

Hlec: Audit quality reacts with mandatory replacement of auditors.

H2: Market reacts on imposition of the regulation.
Hla: Value relevance reacts with imposition of the regulation.
H1b: Tobin’s Q reacts with imposition of the regulation.

Hlec: Audit quality reacts with imposition of the regulation.



II1. Research Design

Sample and Data

We construct a sample from the list of companies publicly traded on the KOSPI and KOSDAQ from
2019 to 2021. The database used in this study is Data Guide that is provided by Fn-Guide. Since the
PAD rule implemented in 2020, we restrict the sample period between 2019 and 2021. Non-December
year end firms were excluded because their financial reporting period differ systematically from those
of December year-end firms. Consistent with prior studies (e.g., Craswell et al., 1995; Frankel et al.,
2002), we also excluded financial and insurance observations from the sample because of differences
in financial characteristics. Table 1 presents a summary of the sample selection process. A total of 216
firms (648 observations) are selected, who were designated their auditors in 2021.

This study aims to distinguish and verify the effects of the introduction of the PAD system in 2020
and the effects of actual audit firm change in 2021. The sample was restricted to firms subject to periodic
auditor designation in 2021, which allows for a clear temporal separation between the anticipation effect
(in 2020) and the realization effect (in 2021). The PAD system was implemented in 2020, and there was
a total of 434 designated firms based on the periodic designation system. However, to minimize the
impact on the market, the regulator implemented a staggered approach: 220 larger firms were designated
in 2020, while the remaining 214 firms were designated in 2021 based on asset size. Therefore, for our
sample firms of the 214 deferred firms, market participants were expected to anticipate the mandatory
audit firm change following the rule’s introduction in 2020, even though the actual change occurred in
2021. This unique time lag in implementation allows us to empirically verify the market’s response to

the rule’s introduction versus the actual change of audit firm.

Market Reaction (1) Value Relevance
To analyze whether and when investors perceive the auditor independence as being affected by the
PAD rule, and specifically to empirically distinguish the anticipation effect from the realization effect,

we employ the following regression models based on value relevance:

PRICE;; = By + B1Y2020(or Y2021); + BoBPS;; + B3EPS; + B4BPS;e X Y2020(or Y2021); +
BsEPS;; X Y2020(or Y2021); + BeSIZE;; + B,LEV;, + PgROA;; + BgLOSS;; + YYD +
YIND + & (1)

Value relevance measures the extent to which accounting information is reflected in a firm’s stock

market value. An increase in value relevance is interpreted as a market signal that the reliability and



informativeness of the financial statements have improved. Since the primary goal of the PAD rule is
to maximize auditor independence and, consequently, enhance audit quality, any positive market
assessment of the rule’s introduction or actual implementation should manifest as a statistically
significant increase in the value relevance of the firm’s accounting information (Barth et al., 2001).
According to Ohlson (1995), the enterprise value can be explained by accounting information,
specifically, net assets and net income.

In this study, to verify the market's assessment of enhanced auditor independence stemming from the
PAD system, we extern the Ohlson's (1995) model, as presented in equation (1). Y2020 (or Y2021) is a
dummy variable that takes a value of 1 if it is the year 2020 (or 2021), and O otherwise. If the
introduction of PAD system successfully enhances the market's confidence in the future auditor
independence we expect that the regression coefficients S, and S5 for BPS;; X Y2020; and
EPS; X Y2020;in equation (1) will have significant positive values. Moreover, if the actual rotation to
a regulator-designated auditor is also positively evaluated by the market as a realization of enhanced
independence, we expect that the regression coefficients S, and f[s for BPS;; X Y2021; and
EPS;; x Y2021; will also have significant positive values.

The stock price (PRICE) can be affected by variables other than book value per share (BPS) and
earnings per share (EPS). Other factors like the presence of net income (Collins et al., 1997), firm size
(Fama and French, 1992), differences in profitability (Barth et al., 1998), and debt to equity ratio
(Dhaliwal et al., 1991) can lead to variations in the stock price. Based on this, we include current loss
(LOSS), firm size (SIZE), return on equity (ROE), and debt ratio (LEV) as control variables in equation
(1). Additionally, we incorporate year dummies (YD) and industry dummies (IND) into the model.

Market Reaction (2) Tobin’s Q

To complement the value relevance analysis, we further investigate the market’s assessment of the
enhanced auditor independence stemming from the PAD rule, particularly focusing on its effect on firm
value. For this purpose, we employ the following regression model based on Tobin’s Q to empirically

distinguish the anticipation effect from the realization effect:

TObiTlSQit = ﬁO + ﬁ1Y2020(0T Y2021)L + ,BlM]DAit + ﬂlOWNit + ﬂlFORit + ﬂlSIZEit +
P1LEV + B1CFO; + ByMTB; + 1ROl + B1BETA;: + YD + YIND + ¢; (2)

Tobin’s Q reflect the market’s assessment of a firm’s future growth. Core et al. (2001) argue that
improvements in corporate governance or information quality can increase Tobin’s Q by reducing
investor uncertainty and lowering the cost of capital. Therefore, because the PAD rule is a mandate
designed to significantly improve external auditing governance, Tobin’s Q serves as a robust tool to
capture the market’s assessment of the anticipated and realized increase in firm value. Tobin's Q is

calculated by dividing the sum of the market values of common shares and of preferred shares and book



value of total liability by the book value of total assets. In equation (2), the variable of interest is Y2020
(or Y2021). If the market positively evaluates the enhanced auditor independence stemming from the
introduction of the PAD system, we expect the [; for Y2020 to have a significant positive value.
Furthermore, if the market positively assesses the enhanced independence resulting from the actual
auditor rotation in 2021, we expect the ; for Y2021 to also have a significant positive value.

As control variables concerned to influence firm value (Tobin's ), the model includes variables such
as the ownership ratio of major shareholders (OWN), the ownership ratio of foreign investors (FOR),
firm size (SIZE), debt ratio (LEV), cash flows from operating activities (CFO), market-to-book value
ratio (MTB), ration of operating income (ROI), and market risk (BETA) (Kim, 2005; Shin et al., 2004).

Audit Quality

To verify whether the introduction of the PAD system and the actual auditor replacement led to an
observable improvement in audit quality, we employ a regression model using discretionary accruals as
a proxy for audit quality. This analysis allows us to test the anticipatory conservatism hypothesis (i.c.,
whether the outgoing auditor acts more conservatively in 2020) and the realized improvement
hypothesis (i.e., whether the new designated auditor improves audit quality in 2021). The model used

to analyze the change in audit quality is as follows:

M]DAit = ﬁO + ﬁ1Y2020(O7" YZOZ]-)L + ﬂlTAit—l + ,BlBIG4it + [310PNl-t + ﬂlSIZEit +
P1LEV;s + B1ROA; + f1LOSS; + f1GRW; + fOWN; + B1FOR; + ByMKT; + YYD +
YIND + ¢, 3)

This study, consistent with prior research, posits that high-quality audits hinder management from
making extreme choices in financial reporting. The accruals are used for making such extreme financial
reporting decisions (Becker et al. 1998; Myers et al. 2003). In this regard, we document the effect of
periodic audit firm rotation on earnings quality using modified Jones discretionary accrual measures as
proxies for earnings quality. To measure the discretionary portion of accruals, we first estimate the
predicted nondiscretionary accruals by using the cross-sectional model of modified Jones model,® and
then subtract these predicted nondiscretionary accruals from the total accruals. Specifically, we estimate

the equation (a) for each year and each industry using the same two-digit industry code in the sample.

3 ACCy/TAy = Bo/TAir + Pr(AREVy, — ARECy)/TAir + P1PPE;/TAi + &3¢ (@
where:
ACC = total accruals in year t for firm i;
TA = total asset in year t for firm i;
AREV = change in revenues in year t for firm i;
AREC = change in receivables in year t for firm i;
PPE = property, plant, and equipment in year t for firm i;



If the introduction of the PAD system itself leads to an improvement in the audit quality of the
incumbent auditor due to anticipatory conservatism, then the coefficient ; for Y2020 is expected to
have a significant negative (-) value. Additionally, if audit quality further improves following the actual
replacement with a regulator-designated auditor, then coefficient 8, for Y2021 is expected to also have

a significant negative (-) value.

IV.Empirical Results

Descriptive Statistics

Table 2 presents the descriptive statistics for the variables used in our analysis. The mean and
median values of a stock price (PRICE) are KRW 8,927 and KRW 5,115. The corresponding values of
BPS(EPS) are KRW 7,380 and KRW 4,845(KRW 279 and KRW 170). The mean value of LOSS is
0.282, indicating that 28 percent of the sample reports net loss. The TobinsQ’s mean and median are
1.456 and 1.118 respectively. On average, Tobin’s Q are 1.456 and its median value is 1.118. The
mean(median) MJDA is 0.003(0.013), indicating that discretionary accruals are close to 0, on average.
In relation to the auditor-related variables, the mean value of BIG4 is 0.27, indicating that 27 percent

of the sample are audited by Big 4 audit firm.

Value Relevance

In this section, we document the effect of adopting the PAD requirement on value relevance. Table 4
presents the results of the OLS regression model (1). We separately analyze the anticipation and
realization effects using two models. Model 1 shows the results of regression using the Y2020 dummy
variable, comparing 2020 to 2019, and Model 2 presents the results using the Y2021 dummy variable,
comparing 2021 to 2020.

In Model 1, the interaction terms BPSxY2020 and EPSxY2020 were found to have significant
positive coefficients of 0.224 at the 1% level and 1.5 at the 5% level, respectively. This evidence
indicates that the market reacted positively to the introduction of the PAD rule in 2020, even for firms
whose audit firm designation was deferred to 2021. In contrast, Model 2, which captures the reaction
to the actual auditor rotation, shows that both the BPSxY2021 and EPSxY2021 had coefficients that
were not statistically significant. This indicates that the market did not exhibit an additional positive
reaction when the auditor was actually replaced by the regulator-designated firm in 2021.

Summarizing the results, the evidence suggests that the market reacts strongly to the possibility of

audit firm replacement rather that to the actual replacement itself. This implies that the market



preemptively prices the expected benefits of the reform. This anticipation can be driven by one or more
of three potential mechanisms. The incumbent auditors may exhibit anticipatory conservatism and
improve audit quality to mitigate potential audit failures, knowing that the engagement is ending.
Alternatively, the market may respond to the expected genuine improvement in the independence of the
forthcoming regulator-designated auditor. Finally, the market could be reacting to the immediate
improvement in perceived independence solely because the auditor will be mandatorily replaced,
regardless of any actual change. In other words, the market reacts to the expected benefits of

independence even prior to any actual replacement.

Tobin’s Q

Next, market reactions to PAD were examined using Tobin’s Q as an additional measure beyond
value relevance. The results reported in Table 5 illustrate the association between PAD variables and
Tobin’s Q.

Consistent with the previous analysis in Table 4, Model 1 compares 2020—the year the PAD system
was introduced—with the preceding year, 2019, while Model 2 compares 2021 with 2020, when actual
audit firm changes took place. The regression results for equation (2) indicate that the coefficient for
Y2020, which represents the effect of the rule’s introduction, has a positive coefficient of 0.11799 that
is significant at the 5% level. This suggests that even though actual audit firm changes did not occur in
2020, the Tobin’s Q of firms subject to designation increased relative to 2019. This increase implies
that the market positively evaluated the introduction of the rule, anticipating enhanced independence
and improved future prospects. However, the coefficient for Y2021, representing the realization effect
of actual audit firm rotation, is not statistically significant, with a coefficient of 0.01332. In other words,
the market did not exhibit additional positive reactions when the designated auditors were actually
replaced in 2021.

In summary, these findings indicate that the market highly values the perceived improvement in
auditor independence due to the introduction of the PAD system in 2020, even if actual changes were
not observed immediately. Consistent with the earlier value relevance analysis, the results confirm that
the market respond ex-ante to the introduction of the PAD system rather than to the actual auditor
replacement. These findings imply that the market preemptively prices the expected benefits, likely
reacting to the potential for incumbent auditors to enhance audit quality in anticipation of being replaced,

and to the higher level of independence expected from the newly designated auditors.

Audit Quality
According to the regression analysis of equation (1) and (2), the market places a higher emphasis on
evaluating the improvement in auditor independence resulting from the introduction of the PAD system,

rather than auditor replacement due to the system. Therefore, in this section, we aim to differentiate and



confirm the effects of the PAD introduction and replacement of auditors in terms of audit quality,
determining when substantial improvements in audit quality occur.

Table 6 presents the results of the regression with equation (3). In Model, the analysis comparing
2019 and 2020, the coefficient for Y2020 is not statistically significant, with a coefficient of 0.00323.
This suggests that audit quality did not improve significantly in the year the system was introduced,
compared to the previous year. This finding rules out the anticipatory conservatism hypothesis as a
driver of the positive market reaction in 2020. In contrast, the results from Model 2, which compares
2020 and 2021 when audit firms were actually rotated, showed that the coefficient for Y2021 is
statistically significant at the 1% level with a value of -0.02115. This result indicates that a substantial
improvement in audit quality is observed after the replacement of designated auditors in 2021.

In summary, it appears that real, verifiable improvements in audit quality are more likely to be
observed when auditors are actually replaced by the regulator-designated audit firm, rather than when
the PAD system is merely introduced. That is, although the market anticipated improvements in auditor
independence and reacted accordingly in 2020—the year the PAD system was introduced—audit
quality improved only in 2021, when auditors were actually replaced under the designation regime. This
finding indicates that market reactions to mandatory audit firm rotation do not necessarily coincide with

the timing of improvements in audit quality.

Additional Test

According to the results of Table 4 and 5, the market reacted positively just to the mere possibility of
an auditor switch to a regulator-designated audit firm. However, it is possible that this positive market
reaction was not solely an evaluation of the future designated auditor’s independence, but rather a
reaction to the incumbent auditor providing enhanced audit quality due to impending regulatory changes.
Prior research suggests that incumbent auditors who are about to be rotated may provide higher audit
quality to lower the future audit failures (DeFond and Subramanyam 1998). Therefore, in order to verify
whether the results in Tables 4 and 5 indicate that a market reaction to the expected increased
independence of the future designated auditor, or whether it was a reaction based on expectations that
the incumbent auditor would provide higher audit quality, we empirically compared the audit quality
between the pre-announcement year, 2019, and the preceding year, 2018. This test aims to determine if
incumbent auditors were already improving quality before the PAD rule was officially introduced.

Table 7 shows the results of comparing the audit quality between 2018 and 2019 for the designated
firms. The interest variable, Y2019, takes value of 1 if the year is 2019 and 0, the year is 2018. The
coefficient for Y2019 is not statistically significant, with a value of 0.00496. This finding suggests that
audit quality did not improve significantly in 2019—the year right before the system was introduced—
compared to the previous year, when incumbent auditor conduct audits. Thus, this result confirms that

the market’s positive reaction to the introduction of PAD in 2020 was not caused by a pre-announcement



improvement in audit quality, but rather by the expectation about the increased independence of

designated auditor in the future.

V. Conclusion

In this paper, we analyze the effects of Korea's new auditor designation rule from two perspectives.
We examine whether the positive market reaction on auditor designation rule was due to the
implementation of new rule or due to the real audit firm change. By separating two dimensions of rule’s
effect using South Korea’s unique setting, we find that market reacted on implementation of new rule
itself rather than real auditor change. This result can be explained in three hypotheses. First, incumbent
auditor may have improved audit quality in anticipation of the auditor replacement. Second, the market
may have anticipated improved auditor independence resulting from the future auditor replacement and
reacted in advance. Third, market may react on ‘independence in appearance’ rather than ‘independence
in fact’.

Our study makes several meaningful contributions to the literature on auditor independence and
regulatory impact. By exploiting South Korea’s unparalleled phased designation regulation, we
disentangle the market reaction to regulatory introduction from the reaction to actual implementation.
Our results highlight that the mere announcement and anticipation of systemic reform are sufficient to
drive market reaction, demonstrating the power of the regulatory signal itself. Moreover, we confirm
that the mandated change of audit firm ultimately improved audit quality in 2021, aligning with market
expectations and prior literature that mandatory rotation strengthens audit quality. This reinforces the
long-term effectiveness of the PAD system. Lastly, our findings suggest that policymakers aiming to
bolster market confidence need not wait for the physical outcomes of a reform; the structural credibility
and visibility of the new rule can generate significant benefits immediately upon announcement,
primarily through altering market expectations and perceived independence.

While our supplementary analysis successfully ruled out the incumbent auditor’s conservative
behavior as the primary driver for the market’s initial positive reaction in 2020, we acknowledge a
limitation regarding the precise mechanism of the anticipation effect. Our current empirical setting,
though unique, does not permit the definitive isolation of the remaining two proposed factors: whether
the market reacted to the expectation of enhanced de facto auditor independence resulting from the
future designated auditor, or the immediate improvement in the auditor’s independence in appearance.

This limitation opens avenues for future research. Future studies could utilize survey data or
experimental methodologies to directly measure investor perceptions and expectations regarding the

designated auditors, which could provide explicit evidence to differentiate between the expectation



effect and the change in perceived independence. Furthermore, researchers could explore the spillover
effects of the PAD rule on non-designated firms or the long-term impact on the competitive landscape
of the audit market, offering a more comprehensive understanding of the regulatory environment’s

overall influence on audit quality and market behavior.



Table 1. Sample Selection

Sample Selection Criteria

Number of firms listed on the KSE or KOSDAQ
Less: Non-December fiscal year-end firm
Firms in the financial and insurance industry
Firms missing relevant data

Firms not designated companies in 2021

Final Sample

Number of
Firms
2,427

(41)
(150)
93)
(1,927)
216

Number of
Firm-Years
7,281
(132)
(450)
(528)
(5,523)
648




Table 2. Summary Statistics

stats N mean sd min p25 p50 p75 max
Y2020 648 0.333 0.472 0 0 0 1 1
Y2021 648 0.333 0.472 0 0 0 1 1
PRICE 648 8926.7 11164.1 192 3012.5 5115 9300 71800
BPS 648 7380.2 11059.6 249.9 2156.8 48452 8767.9 142760.4
EPS 648 279.7 1064.7 -5683.5 -51.0 170.4 569.6 6225.7
LOSS 648 0.282 0.451 0 0 0 1 1
SIZE 648 25.508 0.778 23.696 24.966 25.539 25.891 28.574
ROE 648 -0.025 0.304 -1.744 -0.020 0.040 0.089 0.407
LEV 648 0.360 0.189 0.051 0.201 0.340 0.497 0.897
TobinsQ 648 1.456 1.103 0.408 0.854 1.118 1.652 8.817
OWN 648 0.002 0.013 0 0 0 0 0.145
FOR 648 0.051 0.084 0 0.012 0.024 0.048 0.528
CFO 648 0.045 0.084 -0.283 0.002 0.050 0.094 0.268
MTB 648 1.858 2.106 0.184 0.760 1.174 2.122 15.403
ROI 648 0.022 0.076 -0.325 -0.003 0.025 0.062 0.236
Beta 648 0.995 0.401 0.003 0.719 0.994 1.250 2.232
MIJIDA 648 0.003 0.105 -0.481 -0.028 0.013 0.053 0.296
1 TA 648 -0.043 0.102 -0.497 -0.081 -0.033 0.007 0.308
BIG4 648 0.270 0.444 0 0 0 1 1
OPN 648 0.986 0.117 0 1 1 1 1
GRW 648 0.069 0.338 -0.698 -0.086 0.032 0.161 2.666
MKT 648 0.810 0.392 0 1 1 1 1

See Appendix A for variable definitions.



Table 3. Correlation Matrix

Variables ) ) A3) @) ) (©6) ™) ®) ) (10) (11) (12)
(1) Y2020 1.000

(2) Y2021 -0.500% 1.000

(3) PRICE 0.036 0.068* 1.000

(4) BPS -0.019 0.040 0.4847%%x 1.000

(5) EPS S0.110%%%  0.126%%%  0272%%*  (33]%xx 1.000

(6) LOSS 0.065* -0.051 0.088%%  L0.131%kx 0541 %% 1.000

(7) SIZE -0.016 0.077* 0.244%*%  0457**%  (0228%xx () ]]3%H* 1.000

(8) ROA -0.066* 0.100%*  0.139%%  0.134%F%  0.606%*F*  -0.669%F*F  0.]8]%*x 1.000

(9) LEV 0.005 -0.011 -0.058 0.000 0.233%k% 0333k 0236%*K 0. 389%** 1.000

(10) TobinsQ 0.068* 0.022 0.417%%%  _0.161%%*  -0.090** 0.099%** 10.259%*F  0.097%** -0.022 1.000

(11) OWN 0.043 -0.029 0.158%%* 0.022 0.056 0.059 0.051 -0.086%* 0.128%* 0.039 1.000

(12) FOR -0.022 0.002 0.106%**  0.167%**  (.]59%%x -0.059 0.209% 0.087%* -0.094% -0.065* -0.029 1.000
(13) CFO 0.023 20.086%%  0.128%** 0.052 0.303%%%  _0.355%%* 0.067* 0.451%%% 0 227%%* 0.043 0.044 0.074*
(14) MTB 0.049 0.003 0.314%*% 0 184%%*%  _0223%kk  (22]%Ex  0258%EE  _0344%Ex  (20]%FF  (.849%%* 0.067* -0.080%**
(15) ROI -0.049 0.073* 0.103%%x 0.086** 0.506%**  -0.613%%%  (.143%xx  (766%** -0 253%k 0.005 -0.049 0.086**
(16) Beta 0.013 0.005 20.086%%  -0.196%%%  _0.170%%*  (.]39%%* 0.032 -0.082%* 0.096%* 0.21 1%+ 0.004 -0.028
(17) MIDA 0.012 -0.001 0.055 0.105%*%  0.390%%*  _0.424%Fk (. 37RRE Q687FFF  0220%kx  0.]23%xx 0,003%* 0.035
(18)1 TA -0.058 -0.040 0.029 0.093%* 0.0917%* 0.123%F%  0.130%*%  0220%%x  0.178%FF  0.107*F*  -0.101%* 0.043
(19) BIG4 -0.076* 0.005 -0.025 0.097%* 0.053 -0.011 0.056 0.022 0.032 -0.011 -0.036 0.13 1%+
(20) OPN -0.028 -0.028 0.066* 0.056 0.145%*%  _0.160%** 0.062 0.285%*%  _(.]77%%* 0.005 -0.142%%x 0.028
(21) GRW 0.089%%  (.135%%* 0.069* 0.021 0.132%%% (. ]24%%* 0.033 0.129%x 0.049 0.11 1% -0.004 -0.021
(22) ROE -0.055 0.075* 0.112%%%  0.136%**  (.558%%x 0 570%0k (. 75%K%  (023%kk  0428%kx  _0.]120%%x  -0,093%* 0.0827%
(23) LOSS 0.065* -0.051 20.088%*F  -0.131%F  0.541%kx  1,000%FF  -0.113%F%  .0.669%*F*  (.333%%x 0.099%** 0.059 -0.059
(24) MKT 0.000 0.000 0.113%%x  L0.283%%x 0.041 01075 0.318%** 0.076* -0.192% 0.090%* 0.037 0,131

* k% FE¥ Denote two-tailed significance at the 0.1, 0.05, and 0.01 levels, respectively.

See Appendix A for variable definitions.



Variables (13) (14) (15) (16) (17) (18) (19) (20) @21 (22) (23) 24)
(1) Y2020

(2) Y2021

(3) PRICE

(4) BPS

(5) EPS

(6) LOSS

(7) SIZE

(8) ROA

(9) LEV

(10) TobinsQ

(11) OWN

(12) FOR

(13) CFO 1.000

(14) MTB -0.102%%** 1.000

(15) ROI 0.572%** -0.179%** 1.000

(16) Beta -0.060 0.235%** -0.060 1.000

(17) MJIDA -0.277%%* -0.279%** 0.345%** -0.034 1.000

(18) LTA 0.192%** -0.174%** 0.131%** 0.029 0.053 1.000

(19) BIG4 -0.027 0.004 -0.040 0.061 0.054 0.059 1.000

(20) OPN 0.130%** -0.150%*** 0.171%** -0.047 0.198%** 0.066* 0.042 1.000

(21) GRW 0.012 0.119%** 0.216%** 0.005 0.072* -0.073* -0.017 0.021 1.000

(22) ROE 0.418%** -0.459%** 0.668*** -0.127%** 0.641%** 0.236%** -0.005 0.339%** 0.055 1.000

(23) LOSS -0.355%%%* 0.221%** -0.613%%* 0.139%** -0.424%%%* -0.123%%%* -0.011 -0.160*** -0.124%%%* -0.570%%** 1.000
(24) MKT 0.121%** 0.042 0.119%** -0.119%%** -0.026 -0.028 -0.069* 0.010 0.020 0.071* -0.107*** 1.000

* k% FE¥ Denote two-tailed significance at the 0.1, 0.05, and 0.01 levels, respectively.

See Appendix A for variable definitions.



Table 4. Value Relevance after Auditor Rotation

Varable Expected Model 1
Sign
Intercept -12524
(-0.73)
BPS 0.351%**
(5.37)
EPS 0.16989
(0.19)
Y2020 532.39198
(0.57)
Y2021
BPSxY2020 ? 0.224%**
(2.96)
EPSxY2020 ? 1.500**
(2.31)
BPSxY2021 ?
EPSxY2021 ?
LOSS -520.23335
(-0.45)
SIZE 747.86521
(1.12)
ROE -2044.906
(-L.1)
LEV -2346.862
(-0.86)
Industry Dummies Yes
Year Dummies Yes
Adj. R? 0.4845
Number of obs. 432

Model2

26162
(-1.4)
0.460%**
(6.66)
2.455%%%
(3.88)

220.50814
(0.21)

-0.14768
(-1.63)
0.61995
(0.72)
-59.53093
(-0.05)
1417.878%*
(1.97)
-5134.253%*
(-2.41)
-5807.917*
(-1.95)

Yes

Yes
0.4755
432

* Rk xE¥ Denote two-tailed significance at the 0.1, 0.05, and 0.01 levels, respectively.

See Appendix A for variable definitions.




Table 5. Tobin’s Q after Auditor Rotation

Varable Expected Model 1 Model2
Sign
Intercept 3.36926%F% ©2.01228%%
(2.87) (2.23)
Y2020 ? 0.11799**
(2.25)
Y2021 ? 0.01332
(0.31)
MIDA 1.3957*** 1.15938%**
(3.81) (0.0002)
OWN 0.69053 -1.56247
(0.27) (-0.7)
FOR -0.09326 -0.36844
(-0.28) (-1.41)
SIZE -0.10133** -0.0504
(-2.23) (-1.406)
LEV -0.86797%** -0.8391***
(-4.78) (-5.96)
CFO 1.59536%** 1.53743%%%*
(2.93) (3.64)
MTB 0.44621 *** 0.52694%**
(29.24) (42.55)
ROI 0.14462 0.68968
(0.24) (1.44)
Beta 0.06126 -0.06994
(0.85) (-1.13)
Industry Dummies Yes Yes
Year Dummies Yes Yes
Adj. R? 0.7699 0.8701
Number of obs. 432 432

* ¥k FE¥ Denote two-tailed significance at the 0.1, 0.05, and 0.01 levels, respectively.

See Appendix A for variable definitions.




Table 6. Audit Quality after Auditor Rotation

Expected
Varable
Sign

Intercept

Y2020 ?

Y2021 ?

1 TA

BIG4

OPN

SIZE

LEV

GRW

ROA

LOSS

OWN

FOR

MKT

Industry Dummies

Year Dummies

Adj. R

Number of obs.

Model 1

-0.10629

(-0.6)
0.00323
(0.43)

-0.1903
(-4.56)
0.01319
(1.42)
0.01205
(0.33)
0.00296
(0.45)
0.00138
(0.05)
-0.01871
(-1.64)
0.7488%**
(16.18)
0.00964
(0.82)
-0.00222
(-0.01)
-0.0532
(-1.11D)
-0.0202
(-1.79)
Yes
Yes
0.5339
432

Model2

0.04881

(0.5457)

-0.02115%**
(0.6699)
-0.14815%**
(-4.24)
0.01199
(0.1558)
-0.02414
(0.7412)
-0.00041164
(0.651)
-0.01386
(0.9579)
0.00638
(0.101)
0.70138***
(14.18)
0.01591
(1.36)
-0.10519
(-0.26)
-0.06199
(-1.35)
-0.0233**
(-2.17)
Yes
Yes
0.4601
432

* k* ¥ Denote two-tailed significance at the 0.1, 0.05, and 0.01 levels, respectively.

See Appendix A for variable definitions.




Table 7. Audit Quality before Auditor Rotation

Varable Expected Model 1
Sign
Intercept -0.0450
(0.169)
Y2019 ? 0.00496
(0.00728)
1 TA -0.130%
(0.0734)
BIG4 0.00128
(0.00892)
OPN 0.0497
(0.0453)
SIZE 0.00261
(0.00625)
LEV 0.0474
(0.0294)
GRW -0.0262
(0.0159)
ROA 0.234%**
(0.0299)
LOSS -0.0308***
(0.0116)
OWN 0.248
(0.369)
FOR -0.0175
(0.0402)
MKT -0.0139
(0.0104)
Industry Dummies Yes
Year Dummies Yes
Adj. R? 0.495
Number of obs. 432

*) k% FEX Denote two-tailed significance at the 0.1, 0.05, and 0.01 levels, respectively.

See Appendix A for variable definitions.




APPENDIX.

Variables Definitions
Y2020 1 if year is 2020, and 0 otherwise;
Y2021 1 if year is 2021, and 0 otherwise;
PRICE Fisical year-end closing price of common shares.
BPS Net assets divided by the total number of issued shares.
EPS Net income divided by the total number of issued shares.
LOSS 1 If net income is less than 0, and 0 otherwise;
SIZE Natural logarithm of total assets.
ROE Net income divided by net assets.
LEV Total liabilities divided by total assets.
] Sum of market value of common shares + market value of preferred shares + book value of debt
TobinsQ divided by book value of total assets
OWN Percentage of ownership by the biggest shareholder;
FOR Percentage of shares held by foreigners;
CFO Operating cash flow divided by total assets.
MTB market-to-book ratio;
ROI Operating profit divided by total assets;
Beta Estimated firm risk measure over the prior 12 months;
MIJDA  Discretionary accrual measure following modified Jones model;
Total accruals of t-1, calculated as net income minus cash flow from operating activities divided
LTA by total asset
BIG4 1 if the audit is performed by one of the Big N audit firms, and 0 otherwise;
OPN 1 if the audit report was modified for going concern, and 0 otherwise;
MKT 1 if it's a company listed on the KOSDAQ, and 0 otherwise.
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