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The purpose of this Master’s thesis is to examine whether audit firm rotation has effect 

on the number of disclosed key audit matters (KAMs) in the auditor’s report. With the 

renewal of the International Standards of Auditing (ISA), International Auditing and 

Assurance Standards Board (IAASB) introduced new standard called ISA 701: 

Communicating Key Audit Matters in the Independent Auditor’s Report. The standard 

requires auditors to disclose those areas in the auditor’s report that they considered to 

be most significant during the audit process. Disclosure of KAMs became mandatory for 

all audits ending on or after December 15, 2016. At the same time, mandatory audit firm 

rotation for companies operating in EU member countries became effective. In the past 

mandatory audit firm rotation has been unusual for most EU member countries and 

most have favored only the audit partner rotation which have been mandatory since 

2006. After the Regulation 573/2014 became effective audit firm tenure of all listed 

companies, banks, and insurance companies was limited to 10 years. 

 

Scope of the thesis is listed companies in European Union and United Kingdom, and it 

covers years from 2016 to 2019. Size of the sample is 1 432 company observations and 

4 205 KAM observations. Empirical study on association with the number of KAMs and 

audit firm rotation has been conducted by using OLS regression model. 

 

Result of the regression analysis shows that the audit firm rotation associates positively 

with the number of disclosed key audit matters. This implies that companies with audit 

firm rotation report more KAMs than companies without rotation. Further study 

showed that the association with account-level risk KAMs is higher than with entity-

level risk KAMs. The result may for example indicate that the audit firm rotation has 

increase the risk that auditor associates with the company. It also suggests that the new 

auditor exercises more professional skepticism leading to more aggressive reporting. 
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1 INTRODUCTION 

The need for audit has been explained through various theories and hypothesis, and most 

of them have been linked on some level to the information risk and information 

asymmetry investors faces due to differing motives of the management. Studies have 

concluded that the need for auditors is derived from the need to reduce the information 

risk. (Smieliauskas et al. 2020; Salehi, 2011.) As the audit report is the outcome of audit 

process, and thus significant communication channel between auditors and the users of 

company’s financial statements (Ji, 2019), the audit profession has gone through 

changes with aim to reduce the information asymmetry. These reforms included among 

others the introduction of ISA 701 and mandatory auditor rotation. 

1.1 Problem discussion 

Audit profession faces regulation due to the importance it brings to large audience of 

stakeholders. The regulation has tried to adapt into the changes a complex and global 

economy brings forward. Especially the major corporate collapses in the early 21st 

century, i.e. Enron and Arthur Andersen, and global financial crisis in 2008-2009 have 

duly made their impact on the accounting and auditing regulation and turned the 

spotlight towards to the audit quality (King and de Beer, 2018). Stakeholders have raised 

concerns relating to auditor independence and long audit tenures (Daniels & Booker, 

2011; Lu & Sivaramakrishnan, 2009). Also, the auditor’s report has been subject of 

conversations and debates regarding the nature, content and communicative value in 

brings to stakeholders (Bédard et al., 2016). 

One of the topics recently related to content and communicative value of audit report is 

the audit expectation gap which has first appeared in the academic research in the early 

1970. Also, the audit information gap has been connected to the discussions about the 

auditor’s report. The expectation gap has been subject of prior research, but after the 

events of early 21st century it has become important that both of these gaps are reduced 

by auditors, standard setters and other stakeholders. Typically, the audit expectation and 

information gaps have been related to delusion that auditors are the actual preparers of 

the financial statements. There is also misconception of the extent of work that is 

performed by auditors; some stakeholders expect auditors to be ‘blood hounds’ that 

detect all misstatements or can give assurance on the viability of the entity in the future. 

(King and de Beer, 2018.) 
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Ruhnke and Schmidt (2014) have identified three types of failure which contributes to 

the expectation gap: 1) failure of the public to understand the responsibilities of the 

auditors under current audit standards; 2) failure of the auditor due to the disparity 

between current audit standards and auditors own view of their responsibilities, or the 

failure to follow the required standards; and 3) failure of the standard setter appears 

when the current standards are unable to communicate the auditors’ responsibilities 

clearly to the public. In relation to third failure the International Auditing and Assurance 

Standards Board (IAASB) noticed the need for establishing more clarified standards on 

audit reporting to reduce the untrust of stakeholders and narrow the expectation and 

information gaps. In 2016 IAASB published revised set of International Standards of 

Auditing (ISA) and introduced new standard called ISA 701. The scope of ISA 701 is to 

ensure that auditors communicate key audit matters (KAMs) in the auditor’s report and 

thus provide clearer image of the audit process to the financial statement users. 

At the same time with the enhanced reporting framework, the standard setters noticed 

also other areas where audit regulation could be improved. Mandatory audit firm 

rotation was one of these. In 2016, European Union regulated that all listed companies, 

banks, and insurance companies are required to change auditor after 10 years 

(Smieliauskas et al., 2020). Motivation behind the regulatory change was to improve the 

auditor independence and audit quality as well as boost the audit markets to work more 

efficiently and dynamically. Studied have shown that investors’ opinion of auditor 

independence is impaired due long tenure leading to decrease in trust and information 

value of financial statements and auditor’s report. (Cameran et al., 2015; European 

Comission, 2010; King and de Beer, 2018.) Mandatory audit rotation has received mixed 

reaction and there is no clear consensus among academia whether it has actually 

improved audit quality and auditor independence or not. There is also little evidence on 

how these two new standards effects on each other. 

1.2 Motive of the study 

The new trend in auditing has been more informative and transparent communication 

to users of the financial statement. Audit opinion and auditor’s report is the end-product 

of whole audit process, and as such it is the only direct communication financial 

statement users receive from the auditors. The current global implications for 

economies, markets and businesses caused by COVID-19 enhances the importance of 

auditor’s report as a communication way to investors. Especially important are proper 

assessment of audit opinion and also disclosure KAMs. (Arnold & Gould, 2020.) 
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This thesis sees the growing importance of clear and informative auditor’s report and 

sees the new ISA 701 as a tool for narrowing the existing expectation and information 

gaps. It also recognizes the mandatory audit firm rotation as one possible way to improve 

audit quality and this way also enhance the informative value of auditor’s report. Thus, 

the main motive of this thesis is to explore what kind of association mandatory audit firm 

rotation and disclosed key audit matters have. The regulatory setting has been changed 

at same time for auditor reporting and rotation and therefore it is interesting to examine 

how these associate with each other. 

Auditor rotation and reporting have been subject of prior research but there is still much 

that has not been covered. There is only limited prior research of the effect of audit firm 

rotation on the key audit matters, and thus the thesis has theoretical motivation. It is 

also important for future development of audit regulation and standard framework to 

understanding what kind of impact these two standards have on auditor’s behavior and 

how they correlate with each other. 

To address the motives behind this study, research questions are following: 

1. Does the auditor rotation effect the amount of disclosed KAMs in the auditor’s 

report? 

2. Does auditor rotation effect more on the entity or account level KAMs? 

1.3 Methodology and limitations 

The research is conducted as quantitative study. The research method is discussed more 

detailed in the chapter 5. Data for the research is derived from Refinitiv Eikon database 

and Wharton Research Data Services (WRDS). The scope of the study covers listed 

companies in European Union and United Kingdom, and it covers years from 2016 to 

2019. Since prior the prior thesis work had already analyzed the key audit matters in 

Finnish entities, the scope of the thesis was expanded to cover the whole European Union 

and United Kingdom (Elopuro, 2020; Torvinen, 2017). 

1.4 Structure of the thesis 

This thesis is divided into eight chapters including the introductory chapter. Chapters 2 

and 3 address the theoretical framework. Theoretical framework is divided into two 

sections: firstly, it discussed about the role and need of auditors and secondly, it 

describes the changes in audit regulation with the focus on auditor’s report and 
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mandatory rotation. Chapter 4 discusses about prior research and their contribution. 

Chapter 5 presents the hypothesis for the research and the methodology used. Chapter 6 

presents the results of the empirical study and chapter 7 analyses the results. Chapter 8 

concludes the thesis. 
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2 THE DEMAND FOR AUDITS 

The demand for auditing has been subject of prior research and theories with object to 

explain why society needs auditors and what kind of and how much value they can bring 

to them. Smieliauskas et al. (2020) have explained auditing through three types of 

hypothesis. Most generally the need for auditing has been explained through information 

hypothesis according to which the auditors are needed to decrease the information risk 

financial statement users face. Information risk refers to risk of flawed decision making 

due to inaccurate information and therefore possible losses to the users. Information can 

be inaccurate for example due to errors and misstatements, intentional or not, in the 

financial statements. Losses may also occur if the company’s management is not able to 

disclose all the necessary information in the financial statements. Auditors’ work is to 

ensure that the financials are measured materially correct and that the company has 

reported all the required information. Thus, auditors help to ease the information 

asymmetry. 

Second hypothesis mentioned by Smieliauskas et al. (2020) is the monitoring hypothesis 

and it is based on the principal-agent framework. Hypothesis states that if the 

management is not monitored, they will spend more resources than necessary to 

maximize their profits. Thus, the rational investors will price the securities of the 

company lower which will generate incentive for the management to hire external 

auditor. The purpose of the external auditor is to monitor managements behavior and 

thus restore the investors’ trust in managements actions. Hypothesis concludes that the 

management hires the auditor as long as the cost of an auditor is less than the wage loss 

without the monitoring. Assumption of this hypothesis is that the management’s income 

increases when they are monitored. 

The final hypothesis Smieliauskas et al. (2020) is called the insurance hypothesis which 

refers to the need of an auditor for insurance purposes. Investors rely on the audited 

financial statement when they make the investment decisions. Thus, in case of business 

failure or losses due to inaccuracies in the financial statements, the auditors can be sued 

for the losses. This way investors have in one sort of insurance against losses. 

Salehi (2011) in his paper has approached the demand for audits through six different 

types of theories: a) policeman theory: b) credibility theory; c) moderator of claimant’s 

theory; d) quasi-judicial theory; e) theory of inspired confidence; and f) agency theory. 

These theories have some obvious overlapping with the three hypotheses introduced by 
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Smieliauskas et al. (2020). For example, credibility theory, theory of inspired confidence 

and agency theory have similarities to hypotheses presented above. 

According to credibility theory the main purpose of auditors is to add credibility to the 

financial statements (Salehi, 2011). This theory has similar kind of setting as the 

information hypothesis of Smieliauskas et al. (2020), but also has similarities to 

monitoring hypothesis since the management (the agent) tries to enhance the owner’s 

(the principle) trust in the management by using auditor to confirm the financial 

statement and the activities of the management. 

Theory of inspired confidence has some similar characteristics as credibility theory and 

information hypothesis and monitoring hypothesis. This theory was developed to 

address the demand and supply of auditors. According to the theory the need for auditors 

is consequence of the outside stakeholders’ participation in the company. Stakeholders 

require management accountability against the contributions they have made to the 

company, but they do not know whether the information management has produced is 

reliable or not. Therefore, the need for auditor services is generated. Regarding the 

supply side of audit services, the theory expects that the auditors do everything in their 

power to meet the reasonable expectations of the outside stakeholders. (Salehi, 2011.) 

Salehi (2011) also introduces the agency theory with purpose to analyze the relationship 

of management and investors. The approach is somewhat different than in Smieliauskas 

et al. (2020) monitoring hypothesis, even though both are derived from principal-agent 

framework of economic theory. Agency theory sees the auditor’s role as a supervisor of 

the relationship between the manager and the owners, while in monitoring hypothesis 

concentrates more on the motives of the management trying to maximize the payments 

received. Salehi (2011) raises the expectation gap as one limitation of the agency theory, 

and the next chapter will address this with the information gap. 

As a conclusion, the need for audit has been explained through various theories and 

hypothesis, and most of them have been linked on some level to the information risk and 

information asymmetry investors faces due to differing motives of the management. 

Auditors are required to reduce this risk by ensuring that the disclosed information is 

accurate and free from material misstatements, but also to report their own opinion of 

the state of company’s financial statement. 



 7 

However, after the corporate collapses of early 21st century and the global financial crisis, 

concerns relating to information risk have been raised by investors. The concerns are not 

solely related to auditor’s report but also on auditor independence and long auditor 

tenures and how these effect on the overall audit quality (Bédard et al., 2016; Daniels & 

Booker, 2011; King and de Beer, 2018; Lu & Sivaramakrishnan, 2009). When the audit 

quality decreases, also the informative value investors receive decreases since the 

information received is not as trustworthy as with audits of higher quality. The following 

chapters will concentrate on information asymmetry from the regulatory perspective. 

Auditor reporting and auditor rotation have been subject of renewed regulation and the 

next chapter considers the effects these might have on information asymmetry. 
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3 AUDIT REGULATION 

This chapter concentrates on the audit regulation and the steps it has taken over the past 

years. It also tries to elaborate why these changes have been taken and what are the 

positive and possible negative aspects from the renewed regulation. First chapter 

concentrates on the evolution of audit regulation. Following chapters discuss the motives 

behind the renewed reporting standards and describes the reasons for mandatory 

auditor rotation. 

3.1 Evolution of audit regulation 

Audit profession has long history from ancient Greece, China, and Egypt with objective 

to verify specific transactions to detect and prevent possible fraud. However, the 

statutory audit with reporting duty was made mandatory in 1862 by the UK Companies 

Act. The Wall Street Crash of 1929 consequently altered the focus from fraud detection 

to assessing the whether the financial statements give true and fair view of the company. 

Shift was mainly due to the growth and advancement in the securities markets and the 

separation of ownership and management. (King and de Beer, 2018.) 

In 1980s, the role of audit firms evolved more towards being the provider of advisory 

services in addition to audit services. Risk-based auditing had made the understanding 

of client’s business increasingly important and thus enabled the audit firms to provide 

broad range of non-audit services to their audit clients. Arguments in favor of this ‘one-

stop’ strategy were that full understanding of the company enabled auditors to detect in 

a timely manner errors and frauds in a company. The globalization in 1990s had resulted 

in swift growth in audit profession leading to mergers of audit firms and increased 

offering on non-audit services. However, the 2000s began with major corporate 

collapses of Enron, WorldCom, and Parmalat which placed the auditors and their ‘one-

stop’ strategy under scrutiny. (King and de Beer, 2018.) 

Soon after Enron’s fall, the Commission of the European Communities made 

recommendation in 2002 regarding statutory auditor’s independence in the EU. The 

recommendation stated that the independence is fundamental for the public confidence 

and adds credibility to published financial information and value to investors. The 

recommendation was made due to the comments noting that there is no harmonized 

regulation on auditor independence among the EU member states. Not only, the 

recommendation sets a first framework of auditor independence in EU that all member 

states should follow, but it also rules on audit quality and public disclosure of audit fees. 



 9 

(2002/590/EC.) The recommendation was direct and fast answer to increased scrutiny 

due to poorly executed audit work and loose of credibility in publics eyes. 

After the global financial crisis and fall of Lehman Brothers, the European audit 

regulation faced the second reform, but now it was not directed only to auditor 

independence but to whole industry itself. In 2010, European Commission published 

Green Paper called ‘Audit Policy: Lessons from the Crisis’. In this paper the Commission 

(2010) criticized the current way of practicing auditing stating that auditors are more 

interested on ensuring that the financial statements are prepared according to applicable 

accounting framework rather than focusing on substantive verification. The global 

banking crisis had however shown that this risk-based approach is not enough, and 

opinion should focus more on substance. Other areas the paper focused were 

communication between auditor, client, and the public; for example, in their 

communication to public auditors could disclose the items that were verified basis on 

professional judgement, internal models, or management explanations. 

In 2014, after the Green Paper related consultations, European Commission made the 

proposals to improve the quality of audits on Public-Interest-Entities (PIEs) leading to 

Regulation 537/2014, and to enhance single market for statutory audits leading to 

Directive 2014/56/EU. Notable changes related to for example independence, capping 

of non-audit services, mandatory firm rotation, auditor reporting, and oversight at the 

EU level. (Dekeyser et al., 2019). 

The EU statutory audit reform that resulted from the Green Paper has been subject of 

some discussion after their release. Concerns relating to reform and lobbying has been 

raised since Green Paper had received most comments from audit professionals among 

all the interest groups and arguments of the audit professionals were more self-

referential rather than conceptually based arguments (Gros & Worret, 2016). Also, 

Ianniello (2011) has raised the incentives of commenters on the table stating that most 

of the commented parties were accounting and auditing professionals with sometimes 

conflicting interests with other stakeholders. 

One of the explanations for the audit quality is that auditors are able to ensure that 

financial statements are free from material unintentional and intentional errors (Moizer, 

1997) and during the historical development audit profession has taken steps to fulfil this 

mission. Audit profession has shifted from inspector of all transactions to consultant 

companion of the company to object of strict scrutiny and increased regulation. These 
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changes have been necessary to ensure independent, transparent, and effective financial 

market. The following chapters will discuss about audit reporting and mandatory audit 

firm rotation and the regulatory changes they have faced. Audit reporting as well as 

auditor rotation are seen ways to improve the information value financial statement 

users receive through increased audit quality and independence. 

3.2 Renewed reporting framework 

The need for auditors is mostly generated through information risk. Audit opinion and 

auditor’s report are the end-products of the whole audit process, and as such they are 

significant communication channels to the financial statement users. The auditor’s 

report communicates to the investors that everything is presented as they should be, or 

in some cases lets the investors know that something is wrong with the financial 

statements. Thus, the auditor’s report is effective way for auditors to minimize the 

information risk investors face. However, audit reporting has not always seen effective, 

and this has resulted in expectation and information gaps that users of the financial 

statements have about audit process. This chapter studies the regulatory changes in 

auditor reporting and reasons behind these changes. 

The audit report is significant communication channel between auditors and the users 

of company’s financial statements (Ji, 2019). As the whole audit profession has faced 

changes, the audit reporting has not been exception. In December 2003, IAASB 

published Exposure Draft that proposed pronouncements on the auditor’s report. 

Previous revision on the International Auditing Standard (ISA) 700 was made in 2001 

and even though it was limited in its scope it generated significant number of comments 

in the exposure draft that the public though should be addressed. Comments for clearer 

guidance on the form and content of auditor’s report, led to IAASB approving new project 

proposal for a comprehensive review of ISA 700. Most significant parts of the proposal 

included guidance on forming the auditor’s opinion at the conclusion of the audit, 

reporting of the applicable financial framework, disclosure whether the audit has been 

conducted according to ISA, national standards, or both. 

In 2013, Mock et al. studied the audit reporting model and concentrated especially on 

the expectation gap between what financial statement users expect audit is delivering 

what audit profession believes it is providing. The study focused on evaluating the 

reporting framework valid at the time and concluded that the stakeholders require more 
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information about the entity and that there would be room to enhance the audit reporting 

regulation. 

In 2011 IAASB addresses the auditor reporting once again by releasing consultation 

paper on ‘Enhancing the Value of Auditor Reporting, Exploring options for change’. In 

the aftermath of the global financial crisis, IAASB (2011) had recognized that the current 

state of the auditor reporting framework enabled the expectation gap and information 

gap to slowly increase. Expectation gap had been raised on the table among academia 

already in 1990s in connection to discuss of harmonization of auditor reporting in 

European Union (King, 1999). Even though, King’s study focused more on the 

harmonization aspect of auditor reporting, the background remains the same; users of 

the financial statements are not fully understanding what auditors do. Also, more recent 

studies have addressed the same problem. In 2011, Salehi argued that some of the 

financial statement users believe that the unqualified opinion automatically means that 

the financial statement is free from all misstatements. He also added that some users 

expect auditors to give opinion on whether to invest in the company and believe that 

auditors work can detect all fraud in management. 

In the consultation paper, IAASB (2011) described the expectation gap is resulted from 

the misunderstanding by the financial statement users of the scope, objectives, and 

limitations of the audit process. It is also stated that the generic and complex wording in 

auditor’s report increases the expectation gap, since it makes for common user hard to 

assimilate the whole picture of the events. IAASB’s description of the expectation gap is 

in line with already published academic studies, and clearly describes to some extent the 

reasons why public had little or no confidence in auditor reporting after the financial 

crisis. Other motivation for audit reporting regulation reform mentioned by IAASB 

(2011) was the information gap. The chapter 2 covered the question why auditors are 

needed and in many theories the need was generated through information risk investors 

were facing. IAASB’s (2011) description of the information gap in the consultation paper 

was following: 

“Users of corporate financial information point to the existence of a gap between the 

information they believe is needed to make informed investment and fiduciary decisions, and 

what is available to them through the entity’s audited financial statements or other publicly 

available information” (IAASB, 2011, p. 8) 

The information gap has a negative effect to capital markets and the cost of capital since 

investors lack the proper understanding of companies’ operations as well as their 
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financial statements and therefore associate higher risk in investing. IAASB also notes 

that there are weaknesses in the overall financial reporting framework in relation to 

especially disclosure information which is vital to investors to properly understand the 

business. Figure 1 illustrates the information available to public from auditor’s report, 

audited financial statements, and other public sources of information. (IAASB, 2011.) 

The information available to users is just ‘tip of the iceberg’ whereas most of the – 

sometimes even relevant – information is not publicly available. 

Figure 1 Illustration of the "Information Gap" (IAASB, 2011). 

 

According to IAASB (2011) one way of narrowing the information gap is to disclose more 

information that is not publicly available to users. The additional information in 

principle could be derived from management, those charged with governance (TCWD), 

and auditors. From these options additions to auditor’s reporting has raised most 

requests among investors and analysts. Requested additions included for example the 

disclosure of key risk areas auditor believes that exists in business, operations and audit 

process; auditor’s opinion on the key assumptions of the judgements materially affecting 

financial statements and their possible outcome; key audit issues and their resolution 

which audit engagement partner documents in summary audit memo; and quality and 

effectiveness of the governance structure and risk management. 

The discussion relating to these additions have been divided. Some believe that receiving 

this type of information directly from the auditor adds the credibility and 

trustworthiness of the communication and would have different type of importance than 

the information received through the ongoing discussions and communication between 

the auditor, management and those charged with governance. On the other hand, 

questions have been raised whether it is wrong for the auditor to originate this type of 
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information from the entity and would it undermine the division of responsibilities 

between auditor, management and those charged with governance. (IAASB, 2011.) 

Based on the discussions and feedback ISAs were revised and ISA 701 was introduced. 

These became effective for audits of financial statements ending on or after December 

15, 2016. ISA 701 required auditors to disclose the key audit matters in auditor’s report. 

Other standards related to reporting that received modifications were ISA 700 which 

concentrates on the overall formatting and content of auditor’s report and standards 705, 

706 and 720 address the modification or additions made to standard auditor’s report. 

For example, if auditor sees necessary to report some additional information not closed 

in the financial statements, they are required to do so under an Other matters paragraph. 

(IAASB, 2016a; IAASB, 2016b; IAASB, 2016c; IAASB, 2016d; IAASB, 2016e.) 

Regulation (EU) No 537/2014 became effective in June 2016. It requires auditors to 

prepare auditor’s report in accordance with international auditing standards and 

disclose in their opinion following items: 

“Description of the most significant assessed risks of material misstatement, including 

assessed risks of material misstatement due to fraud; a summary of the auditor's response to 

those risks; and where relevant, key observations arising with respect to those risks.” (EU 

537/2014, article 10.) 

The description is fairly similar to what is set in ISA 701. Both standards require clearer 

communication from auditors in form of enhanced auditor’s report. Motive behind these 

changes was mainly to increase the informative value financial statement users receive 

from auditors. As the main purpose of this thesis is to examine key audit matters and the 

association them and mandatory audit firm rotation, the following chapter describes the 

ISA 701 standard more comprehensively. 

3.3 ISA 701: Disclosure of key audit matters 

Standard setters had noticed that the financial statement users value auditor’s opinion 

but miss more informative and entity-specific content in the report. ISA 701 was 

established to increase the transparency of the audit process and to focus users of the 

financial statement on those areas that needed most judgement by management and by 

auditors and thus enabling better understanding of the underlying company. It is also 

believed to increase the communication between auditor and audit committee and 

refocus the auditor, and possibly indirectly increase the professional skepticism and 

audit quality. (IAASB, 2015; King & de Beer, 2018.) 
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3.3.1 Determining the key audit matters 

The introductory part of the standard, states that its purpose is to enhance the 

communicative value of auditor’s report by disclosing the key audit matters and thus 

helping investors to understand better those matters auditor found most relevant in the 

audit of the financial statements of that period. However, standard reminds the users of 

the financial statement that KAMs are not substitute for disclosures in the financial 

statements nor they are substitutes for auditor’s opinion. (IAASB, 2016b.) 

Auditors are required to determine the KAMs from matters already communicated with 

those charged with governance based on auditor’s judgement on their significance for 

the financial statements of the current period (IAASB, 2016b). When identifying 

significant matters auditors need to: 

1) Recognize that audit is risk-based and focus on areas with higher risk of material 

misstatements or identified significant risks in accordance with ISA 315. 

2) Identify those areas that needed significant auditor judgement in matters 

involved significant management judgement, i.e. uncertain accounting estimates. 

3) What effect significant events or transactions occurred in the period had on the 

audit. (McGeachy & Arnold, 2017) 

The standard provides guidance on auditors to determine whether a matter 

communicated to TCWG is a KAM or not. Firstly, auditor needs to consider the nature 

and the extent of the communications since more complex issues might have led to more 

intense interaction with TCWG. Secondly, it is important to consider whether the issue, 

if disclosed, brings informative value to financial statement users. Thirdly, auditors need 

to understand the underlying accounting policy and determine the appropriateness of 

the used policy. The guidance also addresses the detected misstatements related to key 

matters, auditor’s effort to address the key matter, and difficulties faced in the audit 

process. (IAASB, 2015.) 

The purpose of the decision-making process is to find the most significant issues that 

auditor reports to the users of the financial statements. However, IAASB (2015) reminds 

that there are also aspects that might influence on the final key audit matters auditor 

decides to report including entity-specific issues and auditor related issues. Auditor 

related issues include for example the size of the audit firm and audit fees, the level of 

auditor’s specialization on the entity’s industry, and possible auditor rotation. Prior 
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research has recognized following client related factors influencing on audit work: size, 

complexity, and financial and reputational risk. (Sierra-García et al., 2019.) 

3.3.2 Reporting the key audit matters 

When disclosing KAMs in the auditor’s report, auditors need to explain why the matter 

was included to be one those with most significance in the audit and how the matter was 

addressed in audit. The description content of the KAM has to also clearly refer to the 

applicable disclosure in the financial statement. Since the description of KAMs is 

intended to provide sufficient explanation to users of the financial statements, limiting 

the use of highly technical language is also advised. (IAASB, 2015; IAASB, 2016b.) 

Prior studies have studied the informative value of key audit matter disclosure to users 

of the financial statement and also the content and complexity of the disclosures. There 

is some studies suggesting that auditor specific issues have also influence on the 

disclosure in addition to decision-making process. Features like gender and industry 

specialization have seen effecting the length and complexity of KAM reporting. 

(Abdelfattah et al., 2019; Zehms, 2020.) 

3.3.3 Types of key audit matters 

Prior research has distinguished separate groups of key audit matters that are disclosed 

in auditor’s report. The separation has been made based on the nature of the underlying 

risk of the key audit matter into entity-level and account-level risks, unexpected and 

expected risks, and industry-specific and company-specific risks. (Sierra-García et al., 

2019; Lennox et al., 2021; Calixto de Sousa, 2018.) 

The account-level risk KAMs are related to specific financial statement item or account 

balance and entity-level risk KAMs are related to the entity’s risk as a whole. In prior 

studies the account-level risk KAMs have included revenues, intangibles, property, plant 

and equipment, pension schemes, inventories, financial assets, supplier rebates, and 

impairment of assets.  On contrary, the entity-level risk KAMs are related to tax issues, 

litigation, acquisition accounting, controls, and IT. Prior studies states that the account-

level KAMS are easier to audit than entity-level KAMs since they are subject of 

substantive testing. Entity-level KAMs are associated with macro-level controls and 

affect the audit strategy. (Sierra-García et al., 2019; Lennox et al., 2021; Calixto de Sousa, 

2018.) 
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The company-specific risks are usually not as visible to users of the financial statement 

as the industry-specific risks; hence they are also more unexpected. Industry-specific 

risks have more generic traits. Company-related and unexpected risks are expected to 

receive more intense response from the financial statement users since they were not 

aware of that before. Therefore, the information value of company-specific and 

unexpected risks can be considered higher than with other risks. (Lennox et al., 2021.) 

3.4 Mandatory auditor rotation 

Moizer (1997) has identified three aspects to consider when discussing about the audit 

quality: 

1) Whether the amount and nature of audit work undertaken is appropriate for that particular 

client company; 2) how technically competent the audit staff are to undertake the work 

properly; and 3) how independent the audit firm is and hence how likely it is to report any 

unadjusted errors or omissions that it finds. (Moizer, 1997, p.62.) 

These three aspects describe the basis of audit quality. Auditors need to be able to design 

the audit process to be adequate to the engagement in question since too little work might 

lead to missed errors but too much work wastes resources. Auditors need to be 

competent enough to challenge the clients and to detect unintentional or intentional 

errors. And finally, auditors need to be independent enough to report these errors. 

Arguments for mandatory auditor rotation are usually related to the third point and 

supporters of mandatory rotation see it increasing independence and audit quality 

(Carey & Simnett, 2006; European Comission, 2010). 

When discussing about mandatory auditor rotation, two different options should be 

distinguished: engagement partner rotation and audit firm rotation. Many countries 

have chosen the mandatory partner rotation from these two options since it is considered 

to reduce the lost knowledge more than firm rotation. In 2006, European Commission 

ruled that audit partner rotation for all companies operating in EU member states is 

mandatory after seven years with cooling-off period of two years. However, some of the 

member states have chosen to also adopt the audit firm rotation. For example, in Italy 

the audit firm must be rotated after nine years and in Slovakia after five years. (Cameran 

et al., 2015.) 

As discussed earlier, the global financial events have affected on audit regulation. After 

the financial crisis the audit industry received increased scrutiny leading European 

Commission to criticize the current way of practicing auditing. Independence and the 
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overall audit quality among other were included in the targets of improvement. European 

Commission suggested in the Green Paper (2010) that mandatory audit firm rotation 

should be considered to address the independence issues in addition to already existing 

audit partner rotation. In 2014 European Commission published Regulation 573/2014 

to address the quality of audits on Public-Interest-Entities (PIEs) and Directive 

2014/56/EU to enhance the single market for statutory audits. 

With the renewed regulation, audit firm tenure of all listed companies, banks, and 

insurance companies was limited to 10 years starting from June 17, 2016. At the same 

time cooling-off period of 4 years after consulting and non-audit services was introduced. 

In practice this meant that companies with audit tenure commenced between June 2003 

and June 2006 were granted a transition period expiring in June 2016. Regulation gave 

option for member states to allow extension of 14 years in case of join audits or 10 years 

in case of public tender. For companies, whose audit tenure commenced before June 

2009 the transition period expired in 2019. These companies also received the possibility 

for extension if member state allowed that. For companies, whose audit tenure in June 

2014 was between 11 and 20 years were granted 9-year transition period ending in 2023 

and companies whose audit tenure was longer than 20 years received transition period 

of 6 years ending in 2020. (Cameran et al., 2015; KPMG, 2014; Smieliauskas et al., 

2020.) 

The motive behind mandatory auditor rotation was to improve audit quality and increase 

the independence of auditors. It was also seen as possible catalyst to more dynamic audit 

markets. However, the prior studies have not clearly concluded whether the longer 

tenures are associated with impaired audit quality. It is also acknowledged that the loss 

of knowledge might lead to poor audit quality in first years of audit. On the other hand, 

some evidence shows that the tendency to issue going concern opinion is lowered when 

the tenure is longer. (Cameran et al., 2016; Carey & Simnett, 2006; European Comission, 

2010.) 

Mandatory audit rotation has received mixed reaction with some positive and negative 

perspectives. Those who see mandatory rotation as positive argue that it serves not only 

catalyst for improved audit quality but also safeguard against familiarity and self-interest 

threats that derive from long audit tenures. Firstly, it seen improving the auditor 

independence. Independence can be independence in appearance or in fact. Auditor that 

has independent mindset when planning and conducting the audit is independent in fact 

compared to auditor that only appears to be independent. Long audit tenures might shift 
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auditor from factual independence to appearance independence as the auditors might 

feel more part of the client’s management. There is also evidence that investors’ opinion 

of auditor independence is impaired due long tenure since they believe auditor would 

not be able to act without bias. This leads also decreased information value of auditor’s 

report since long relationship between auditor and client reduces the investor’s trust in 

the financial statement numbers. (Cameran et al., 2015; King and de Beer, 2018.) 

Secondly, the mandatory auditor rotation is seen enhancing the focus since there is new 

pair of eyes looking the company’s operations and financials. Long tenures might make 

the audit process feel like routine and some areas might be overlooked if they were 

considered to be correct in the previous periods. After rotation, new audit firm might 

look issues more critically and thus pay more attention to all the areas in the audit 

process. This also helps to refocus audit committee, management and those charged with 

governance since new types of questions might be asked. Mandatory tenure is also 

believed to bring objectivity and skepticism by auditor since they know another auditor 

will be assessing their work later. (Cameran et al., 2015; King and de Beer, 2018; 

Smieliauskas et al., 2020.) 

Mandatory auditor rotation is seen also reducing the economic dependence and 

increasing competition among audit firms. The economic relationship between auditor 

and audit client might impair the audit quality for example in the situations where 

auditor fears to lose the client and hence lowers the standards in order to please the 

client. However, with mandatory firm rotation, auditor knows that the relationship will 

end after certain time and thus it might reduce the need for opportunistic behavior. 

Increased competition was one of the motives European Commission had to renew the 

regulation. Mandatory firm rotation is seen increasing the competition since all PIEs 

have to rotate after certain number of years. (Cameran et al., 2015; King and de Beer, 

2018.) 

The opponents of the mandatory auditor rotation believes that the rotation will decrease 

the audit quality in the first years after the change since the new auditor does not have 

similar knowledge of the company as the old auditor had. New auditor requires certain 

amount of time to become familiar with the client and thus might miss some errors in 

the learning process. The effect of the lost knowledge is larger for complex companies. 

Change of auditor is also seen as costly process since the new auditor needs to be trained 

to have the same kind of knowledge as the previous auditor had. In the eyes of the 

investors, mandatory auditor rotation can be considered enabling so called ‘opinion 
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shopping’ where auditor is changed if the opinion is not satisfying (Cameran et al., 2015; 

Cameran et al., 2016; King & de Beer, 2018; Smieliauskas et al., 2020.) 

Motive behind the mandatory audit firm rotation was to increase the auditor 

independence and thus the audit quality. As concluded previously, audit quality affect 

also to the information value users of the financial statements receive. Impaired 

independence and audit quality can reduce the trustworthiness of the financial statement 

numbers as well as the auditor’s report in the eyes of the users and therefore, mandatory 

audit firm rotation was introduced on European Union level. 
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4 PRIOR RESEARCH 

Key audit matters are relatively new topic among auditing and accounting research and 

the studies about the correlation between KAMs and audit firm rotation found to be very 

limited. Study by Sierra-García et al. (2019) determined auditor rotation as one the 

independent variables. However, the study found that there is no statistically significant 

association with auditor rotation and the number of KAMs. 

Most of the prior research has concentrated on the correlation between KAMs and audit 

fees, the impact KAMs have on investors and its communicative value, and the 

determinants of key audit matters (Calixto de Sousa, 2018; Köhler et al., 2020; Lennox 

et al., 2021; Pinto & Morais, 2019; Pinto et al., 2020; Sierra-García et al., 2019; Velte & 

Issa, 2019). Some researchers have also studied whether the new reporting framework 

has been able to decrease the audit expectation and information gaps discussed in 

theoretical framework (Iwanowicz & Iwanowicz, 2019). 

Research on mandatory audit rotation has examined the effect on audit quality and 

auditor independence (Ball et al., 2015; Bowlin et al., 2015; Cameran et al., 2016; Daniels 

& Booker, 2011; Jackson et al., 2008; Payne & Williamson, 2021). Prior research has also 

questioned whether the positive effects of fresh pair of eyes can reverse the negative 

effects of lost knowledge (Lu & Sivaramakrishnan, 2009). Some studies have also 

focused on the effect that the mandatory rotation of engagement partner has on audit 

quality (Carey & Simnett, 2006; Kalanjati et al., 2019). 

4.1 Effect of KAM disclosure on information value 

As described in the theoretical framework, the academia and the standard setters had 

noticed a need for enhanced and clearer auditor’s report so that investors could better 

understand and utilize it. Iwanowicz & Iwanowicz (2019) studied whether the disclosure 

of key audit matters and materiality impacted the audit expectation gap. The scope was 

listed companies in Warsaw and London stock exchange. The result of the study show 

that the implementation of ISA 701 and materiality disclosure narrowed the expectation 

gap but recognizes the need for further discussion and research. On the other hand, Velte 

& Issa (2019) argued in their paper that the disclosure of KAMs can also have negative 

effect on expectation gap since shareholders may expect auditors to disclose all critical 

information in KAMs even though this is not the case. However, they also mentioned 

that the KAM disclosure can reduce expectation gap for some shareholders since they 

receive better picture of the audit process. 
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Lennox et al. (2013) studied the disclosure of risks of material misstatement (RMMs) 

and the investors’ reactions to this new standard in companies that are listed in London 

Stock Exchange. They had divided the RMMs into categories like entity and account-

level risks and expected versus unexpected risks. However, there was no significant 

indication that RMMs would have had effect on investors’ opinions. Result of the study 

indicate that investors might already be aware of these RMMs and therefore not see the 

value in extended auditors report. However, authors acknowledged that there might be 

other benefits to new regulation, like increased external monitoring on management and 

auditors. 

Study from Köhler et al. (2020) argued that users of the financial statement assess the 

company’s financial situation differently when auditor reports KAMs with negative tone 

than when report includes KAMs with positive tone. The results of the study show that 

the KAMs with negative tone increase trust in auditor since usually this information is 

something that the user had not noticed before. 

4.2 The underlying determinant of KAMs 

Some of the prior studies explaining the determinant of key audit matters have divided 

the KAMs in two separate groups according to their nature: entity-level risk KAMs and 

account-level risk KAMs. The account-level risk KAMs are related to specific financial 

statement item or account balance and entity-level risk KAMs are related to the entity’s 

risk as a whole. (Calixto de Sousa, 2018; Sierra-García et al., 2019.) 

Sierra-García et al. (2019) carried out a study in the UK to determine what are the 

underlying items effecting key audit matter reporting. The research design was based on 

the assumption that key audit matters are affected by auditor characteristics like audit 

firm and audit and non-audit fees, and client characteristics like size and complexity. The 

result of the study shows that the audit firm effects on the number of KAMs indicating 

that the some audit firms have more specific knowledge on certain areas than other audit 

firms or that the client-pool is more complex and riskier. Also, study showed that the 

companies with higher audit fees had higher amount of ELRKAMs than ALRKAMs. 

Authors concluded that usually the audit fees are higher for riskier and larger companies 

which is logical with the higher association between audit fees and entity-level risk KAMs 

since these are usually related to more complex issues. 

Calixto de Sousa (2018) studied in his master’s thesis the impact culture has on key audit 

matters. Study focused on listed companies in Portuguese, Netherlands, and UK indices. 
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Study excluded the ALRKAMs from the study and focused only on ELRKAMs since 

entity-level KAMs are expected to be more related to cultural factors than account-level 

KAMs. Results of the study shows that if auditor is avoiding the uncertain situation and 

values rules, they disclose more ELRKAMs. 

Other studies have had focus on total KAMs and have not divided those in groups. Pinto 

& Morais (2018) have studied the factors that impact the number of KAMs on European 

level. The focus of the study was to find out whether litigation and auditor’s reputation 

risk, auditor-client relationship, and the precision of accounting standards have impact 

on number of KAMs. The study expected that the risk associated with the company and 

precision of accounting standards have positive relation to the number of KAMs and that 

there is negative association with auditor tenure and fees and the number of KAMs 

disclosed. Results of the study shows that there is no significant association with audit 

client risk, auditor tenure and the number of KAMs. However, there is significant 

negative association with audit fees and number of KAMs, which according to authors’ 

expectation might indicate impaired independence. The rule-based accounting 

standards and the number of KAMs found to have significant positive association 

indicating that for less precise standards auditors find it easier to justify not disclosing 

KAMs. Other result the study found, is that the culture may have impact on auditor’s 

judgement when disclosing KAMs. Cultural aspects were studied by Calixto de Sousa 

(2018) and found to be in connection to entity-level risk KAMs. 

Pinto et al. (2020) continued the study about the effect of accounting standards on the 

number of KAMs previously studied by Pinto & Morais (2018). This study was also 

conducted on European level and the purpose was to conclude does it matter whether 

the standard is more rule- or principle-based. Study divided the accounting standards 

into two categories based on their nature. Rule-based standards are seen more complex 

since they have more rules, justifications, scope exceptions and tend to be amended more 

often. However, principle-based standards require more professional judgement and 

decision-making regarding estimates which may lead to more complex KAM disclosures. 

The study concluded that the rule-based standards increase the likelihood of KAM 

disclosure and make the KAM disclosure more difficult to read and understand by 

outsiders. 

Some of the prior studies have focused on auditor features and the effect those have on 

key audit matters. Abdelfattah et al. (2019) studied whether auditor’s gender have effect 

on the number of KAMs reported. The expectation of the study was that female audit 
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partners report more KAMs and report those with more detailed than male audit 

partners since females are seen more risk averse and less overconfident. Study was 

conducted on companies listed in London Stock Exchange FTSE ALL Shares index and 

covered years from 2013 to 2017. The results of the study show that female audit partners 

disclose on average 6 % more KAMs and give 13 % more details about the KAMs than 

male partners indicating that gender diversity can alleviate for example information 

asymmetries and increase the audit quality. Zehms (2020) have conducted research 

focusing on audit partner style and the effect it has on key audit matters and audit fees. 

Study showed that partners have individual reporting styles in respect to volume, topic 

diversity and average length of KAMs and that higher volume and topic diversity increase 

the audit fees. 

4.3 Mandatory auditor rotation and effect on quality and independence 

Many of the prior research have studied the audit quality and auditor tenure through 

issuance of going concern opinions. Carey and Simnett (2006) have studied the 

association of auditor rotation and audit quality in Australia. The study argued that 

longer audit partner tenure has negative effect on audit quality since it deteriorates the 

auditor independence. The relationship between tenure and quality was examined 

through three factors one of them being auditor’s tendency to issue going concern 

opinion. The result of the study shows that the tendency to issue going concern opinion 

is lowered when the tenure is longer.  

Payne and Williamson (2021) have examined the auditor’s relationship to audit client’s 

CEO and found similar results as Carey and Simnett’s study (2006). The study shows 

that when tenure is longer, client is more likely to report more accruals and auditor is 

not likely to issue going concern opinion. On the other hand, another study scoped to 

Australian firms has shown that there is not much effect what auditor rotation has on 

audit quality. Study argued that longer tenure will actually increase the going concern 

opinion and thus improve the audit quality. (Jackson et al., 2008.) 

Other research has studied the mandatory auditor rotation through independence and 

quality. Ball et al. (2015) study focused on solving whether person-to-person relationship 

between auditor and client can impair the auditor independence and thus the audit 

quality. Study focused on 2006 ASX/S&P top 500 Australian firms. The result of the 

study shows that longer relationship between the client’s management and audit 

engagement partner leads to impaired independence and thus enables the management 
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to adopt more liberal accounting principles. The result of the study is in line with the new 

regulation on mandatory auditor rotation since the rotation is seen increasing the 

auditor independence. 

Kalanjati et al. (2019) have shown that audit partner rotation increased the audit quality 

in Indonesian listed companies. However, the accumulated amount of audit firm 

rotations decreased the quality. Authors argued that the fresh view from new partner has 

positive association with quality, but loss of knowledge due firm rotation decreases the 

quality. Cameran et al. (2016) concluded that audit quality increases in the last 

engagement period before the mandatory rotation but on the contrary decreases the 

quality in the first years after the rotation. Daniels & Brooke (2011) have shown that 

auditor independence is increased after the auditor rotation, but the quality is decreased. 

Bowlin et al. (2015) study suggests that rotation may result unintended professional 

skepticism leading to higher efforts in audit and also more aggressive reporting since the 

knowledge and understanding of the client is not yet complete. 
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5 RESEARCH DESIGN 

This chapter sets out the hypotheses and describes the research design. As stated in the 

previous chapter, there has been some prior research relating to the determinants of 

KAM and what factors influence the count of disclosed KAMs. The research design 

described in this chapter is based on these prior studies. Hypotheses are based on the 

prior research results of the auditor rotation. 

5.1 Research hypotheses 

Two research questions were set in the first chapter: 

1. Does the auditor rotation effect the amount of disclosed KAMs in the auditor’s 

report? 

2. Does auditor rotation effect more on the entity or account level KAMs? 

Even though there is no clear consensus among prior research about the effects of auditor 

rotation, many research results have suggested that auditor rotation improves the 

independence and thus the audit quality. For example, the studies have shown that the 

probability for issuance of going concern opinions increases after auditor rotation. 

Auditor rotation may also lead to increased professional skepticism leading to more 

aggressive reporting since the knowledge and understanding of the client is not yet 

complete. (Ball et al., 2015; Bowlin et al., 2015; Carey & Simnett, 2006; Payne & 

Williamson, 2021.) 

Based on these results, the hypothesis 1 is set to address the first research question. 

Auditor rotation is seen increasing the amount of disclosed key audit matters in auditor’s 

report. 

H1: There is positive association between auditor rotation and the total number of 

disclosed KAMs. 

Prior research has divided the KAMs in two separate groups according to their nature: 

entity-level risk KAMs and account-level risk KAMs and suggest that the ALRKAMs are 

easier to audit since they are subject of substantive testing while ELRKAMs are 

associated with macro-level controls. (Sierra-García et al., 2019; Lennox et al., 2021; 

Calixto de Sousa, 2018.) 
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Based on this, the hypothesis 2 is set to address the second research question. Auditor 

rotation is seen effecting more on ALRKAMs since they are easier to audit and because 

they are not as constant as KAMs relating to entity-level risks. 

H2: There is higher positive association between auditor rotation and the number of 

disclosed ALRKAMs than ELRKAMs. 

5.2 Regression model 

Prior studies have used linear regression model to study the underlying determinants of 

KAMs (Abdelfattah et al., 2020; Pinto & Morais, 2019; Pinto et al., 2020; Sierra-García 

et al., 2019). The linear regression model may be written as: 

𝑦𝑖 =  𝛽0 + 𝛽1𝑥1 + 𝛽2𝑥2+𝛽3𝑥3 + ⋯ + 𝛽𝑘𝑥𝑘 + 𝜀 

The variable y is known as the dependent variable and the x variables are known as 

independent variables. The β0 is known as intercept which describes the value of y 

variable when x variable is zero. The β1 to βk are called regression coefficients which 

measure the rate of change in the mean value of dependent variable y for a unit of change 

in the value of independent variable x. The ε is error term which includes the variables 

that are not included in the model. It is assumed that the effect of error term is marginal. 

(Gujarati, 2011; Wooldridge, 2016.) 

Based on prior research the regression model used to study hypotheses 1 and 2 is written 

followingly: 

𝐷𝑒𝑝𝑒𝑛𝑑𝑒𝑛𝑡𝑖𝑡 =  𝛽0 + 𝛽1𝑅𝑂𝑇𝐴𝑇𝐼𝑂𝑁𝑖𝑡 + 𝛽2𝐴𝑈𝐷𝐼𝑇 𝐹𝐼𝑅𝑀𝑖𝑡+𝛽3𝐺𝑂𝐼𝑁𝐺 𝐶𝑂𝑁𝐶𝐸𝑅𝑁𝑖𝑡 + 𝛽4𝑆𝐼𝑍𝐸𝑖𝑡

+ 𝛽5𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖𝑡 + 𝛽6𝐶𝑈𝑅𝑅𝐸𝑁𝑇 𝑅𝐴𝑇𝐼𝑂𝑖𝑡 + 𝛽7𝑅𝑂𝐴𝑖𝑡 + 𝛽8𝐿𝑂𝑆𝑆𝑖𝑡

+ 𝛽9𝐼𝑁𝑉𝐸𝑁𝑇𝑂𝑅𝑌𝑖𝑡 + 𝛽10𝐺𝑂𝑂𝐷𝑊𝐼𝐿𝐿𝑖𝑡 + 𝛽11𝐵𝑈𝑆𝑌 𝑆𝐸𝐴𝑆𝑂𝑁𝑖𝑡 + 𝛽12𝐼𝑁𝐷𝑈𝑆𝑇𝑅𝑌𝑖𝑡

+ 𝐹𝐼𝑋𝐸𝐷 𝐸𝐹𝐹𝐸𝐶𝑇𝑆 (𝑌𝐸𝐴𝑅, 𝐶𝑂𝑈𝑁𝑇𝑅𝑌) + 𝜀𝑖𝑡 , 

where 

β0 is the intercept 

β1 to β12 are the regression coefficients for independent variables 

εit is the error term 
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5.2.1 Dependent variables and test variable 

This chapter presents more detailed information about the three dependent variables 

KAM, ELRKAM and ALRKAM, and about the test variable audit firm rotation. 

5.2.1.1 Dependent variables 

The prior research has divided the key audit matters into two categories based on their 

nature: entity-level risk KAMs and account-level risk KAMs (Sierra-García et al., 2019; 

Lennox et al., 2021; Calixto de Sousa, 2018). To address the research questions and the 

hypotheses 1 and 2, there are three regressions and three dependent variables. First 

dependent variable is KAM which is the total number of disclosed key audit matters in 

auditor’s report. Second dependent variable is ELRKAM which is the number of entity-

level risk key audit matters disclosed in the auditor’s report. These entity level KAMs 

include for example tax and litigation related matters. Third dependent variable is 

ALRKAM which indicates the number of account-level risk key audit matters disclosed 

in the auditor’s report. These are for example revenue and inventory related issues. 

Table 1 Disclosed key audit matters by category from 2016 to 2019. 

KAMs 2016 2017 2018 2019 Total 

Acquisition accounting 127 292 308 252 979 

Tax 163 279 271 223 936 

Litigation/provisions 128 245 233 240 846 

Going concern 11 24 54 164 253 

Controls 18 38 28 29 113 

IT 17 16 18 15 66 

Industry-specific issues 8 11 15 10 44 

Other 157 325 410 542 1 434 

Entity-level risk KAMs total 629 1 230 1 337 1 475 4 671 

Intangibles 362 728 749 777 2 616 

Revenue 294 686 718 774 2 472 

Inventory 108 170 188 198 664 

Property, plant and equipment 68 153 147 184 552 

Pension schemes 97 119 113 105 434 

Financial assets 20 61 46 44 171 

Supplier rebates 24 35 35 39 133 

Impairment of assets 30 33 33 37 133 

Other 45 84 99 124 352 

Account-level risk KAMs total 1 048 2 069 2 128 2 282 7 527 

KAMs total 1 677 3 299 3 465 3 757 12 198 
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The table 1 above shows the distribution of ELRKAMs and ALRKAMs in the data set. The 

table show that between 2016 and 2019 the auditors of EU and UK companies have 

issued approximately 1,600 to 3,700 KAMs yearly from which the share of ALRKAMs is 

60 %. The standard has been adopted for the companies whose financial period ends on 

or after 15th of December 2016 which explains the lower amount of KAMs in 2016. In the 

following years also those companies with financial period end before December had to 

report KAMs. The ratio for ELRKAMs and ALRKAMs is logical with prior research 

stating that ALRKAMs are easier to audit and thus easier to report. ELRKAMs on the 

other hand are related to overall company risk. This risk might also increase the amount 

of reported ALRKAMs. 

5.2.1.2 Test variable: Audit firm rotation 

Test variable in the regression model is audit firm rotation. It is a dummy variable which 

takes the value of one if the company has changed the lead audit firm and zero otherwise. 

The change in second or third auditor keeps the value as zero. Based on the prior 

research, auditor rotation is expected to correlate positively with the number of KAMs 

since new auditor might result in heightened skepticism towards the client (Bowlin et al, 

2015). Also, the improved independence resulted from auditor change (Ball et al., 2015; 

Carey & Simnett, 2006) can increase the amount of KAMs disclosed. 

The table 2 show the number of companies with auditor change between 2016 to 2019. 

There has been quite significant increase from 2016 to 2017 which may be a result of the 

new regulation. The transition period for the companies whose auditor tenure had 

started between June 2003 and June 2006 ended in June 2016, thus resulting increased 

rotations in 2017 (KPMG, 2014). 

Table 2 Number of companies with auditor rotation between 2016-2019. 

Auditor rotation 2016 2017 2018 2019 Total 

Number of companies 49 118 99 139 405 

 

5.2.2 Independent variables and control variables 

This chapter describes the variables that are believed to have effect on key audit matters 

based on the prior research. The variables are divided into groups based on their nature. 
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5.2.2.1 Size and complexity 

The independent variables were selected based on regression models used in prior 

research. Prior studies have used the natural logarithm of total assets to describe the size 

of the audit client (Abdelfattah et al., 2020; Pinto et al., 2020; Sierra-García et al., 2019). 

Size is expected to have positive relation with KAMs meaning that when the client is 

larger the auditor is expected to disclose more key audit matters. The client size is also 

expected to have higher association with ELRKAMs than ALRKAMs. 

INVENTORY and GOODWILL are measured as the natural logarithm to avoid problems 

of scale. These variables are used to describe the complexity of the company. In prior 

research the companies with higher amount of inventory and goodwill are seen more 

complex to audit, and thus those are expected to associate positively with disclosed 

KAMs. (Sierra-García et al., 2019.) 

5.2.2.2 Financial risk, liquidity and profitability 

LEVERAGE and LOSS have been used to capture the possible financial risks that are 

related to the audit client. LEVERAGE is calculated by dividing total debt with total 

assets and LOSS is a dummy variable that takes the value of one if the company has made 

loss during the period and zero otherwise. Both variables are expected to associate 

positively with the number of KAMs since the risk associated with client has increased 

the number of KAMs in prior research. (Abdelfattah et al., 2020; Pinto & Morais, 2019; 

Pinto et al., 2020; Sierra-García et al., 2019.) 

In addition to variables used in prior research, GOING CONCERN is added to the model 

to describe the company risk even further. GOING CONCERN is a dummy variable that 

takes the value of one if there is going concern statement and zero otherwise. It is also 

expected to associate positively with the number of KAMs. 

On contrary to LEVERAGE, LOSS and GOING CONCERN, the CURRENT RATIO is used 

to describe the liquidity of the company and is expected to have negative relation with 

KAMs. This means that companies with better liquidity situation is expected to report 

fewer KAMs. It is calculated by dividing total current assets with total current liabilities. 

ROA is used to describe the profitability of the audit client and is calculated by dividing 

profit before taxes with lag value of total assets. Like CURRENT RATIO, it is also 

expected to be negatively related to dependent variables. (Abdelfattah et al., 2020; Pinto 

& Morais, 2019; Sierra-García et al., 2019.) 
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5.2.2.3 Audit firm 

AUDIT FIRM indicates whether the incumbent auditor is PwC, EY, Deloitte or KPMG. 

Each of them is a dummy variable which takes value of 1 if the primary auditor is one of 

these companies and zero otherwise. Other audit firms compose the reference group and 

thus are excluded from the regression model. 

There is no clear expectation how the number of KAMs are related to these variables. The 

table 3 presents the amount of key audit matters disclosed by PwC, EY, Deloitte and 

KPMG, and other audit companies between 2016 and 2019. PwC has disclosed most 

KAMs out of all audit firms, however on average EY discloses more KAMs than PwC. 

Among Big ¤ companies, Deloitte and KPMG have disclosed least KAMs both in number 

and on average which might indicate that these variables are negatively related with the 

number of KAMs. Big 4 companies together have disclosed 10 694 key audit matters out 

of 12 198 totaling to 87,7 % of all KAMs in the sample. 

Table 3 Number of KAMs by audit firm. 

  ELRKAM ALRKAM KAM 
Average 

KAM 

PwC 1 340 2 101 3 441 2,979 

EY 1 024 1 718 2 742 3,017 

KPMG 1 039 1 441 2 480 2,894 

Deloitte 771 1 260 2 031 2,837 

Other audit firms 497 1 007 1 504 2,648 

Total 4 671 7 527 12 198 2,901 

 

5.2.2.4 Operating industry 

INDUSTRY is categorical variable for each industry: agriculture, construction, 

manufacturing, mining, retail trade, services, transportation, and wholesale trade. It is 

meant to reflect the effects from different industries (Sierra-García et al., 2019). 

Manufacturing is reference variable and thus excluded from the regression model. There 

are no clear expectation how different industries will associate with the number of KAMs. 

However, industries with difficult ways to address revenue recognition or with high 

inventories can be expected to associate more with ALRKAMs than ELRKAMs. 

The table 4 shows that manufacturing industry has most KAMs compared to other 

industries. However, it is mainly due to highest observation count and because of this it 

has been selected to be the reference variable. Mining and Retail Trade have the highest 
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number of KAMs on average and Retail Trade has the highest number of ALRKAMs on 

average. This might be due to high account level nature of the business, like high 

inventory values and revenue recognition, and can indicate that ALRKAMs and Retail 

Trade have positive association. 

Table 4 Number of KAMs by industry. 

  
Average 

ELRKAM 
Average 

ALRKAM 
Average 

KAM 
KAM 

Agriculture 0,922 1,588 2,510 128 

Construction 0,894 2,078 2,972 648 

Manufacturing 1,090 1,665 2,754 5 517 

Mining 1,722 1,657 3,380 365 

Retail Trade 1,204 2,133 3,337 931 

Services 1,102 1,754 2,856 2 162 

Transportation 1,238 2,070 3,308 1 836 

Wholesale Trade 0,868 1,744 2,611 611 

Total 1,111 1,790 2,901 12 198 

 

5.2.2.5 Busy season and control variables 

BUSY SEASON is a dummy variable that takes the value of one if the financial year end 

is 31st of December. It is expected to associate negatively with dependent variables since 

auditors do not have as much time spend on one client and thus not as many KAMs are 

audited and reported. (Pinto et al., 2020; Sierra-García et al., 2019.) 

Regression model uses YEAR and COUNTRY as control variables. Both are categorical 

variables. YEAR is corresponding the financial year and is ranked from 2016 to 2019. 

Year 2019 is excluded from the model since it is reference value. COUTRY is dummy 

variable for each country of headquarter. Germany is excluded from the model since it is 

reference value. YEAR and COUNTRY are not reported with other variables in the 

regression results. (Abdelfattah et al., 2020; Pinto et al., 2020; Sierra-García et al., 2019.) 

5.3 Sample selection 

The financial data for the sample has been retrieved from Refinitiv Eikon and data for 

key audit matters and auditor rotation has been retrieved from WRDS. The original 

sample retrieved from Refinitiv Eikon includes all publicly listed companies whose 

country of headquarter, incorporation, and exchange is one of the EU member countries 

or United Kingdom. Since United Kingdom was part of European Union until 1st of 
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February 2020 it is included in the sample. The data from Refinitiv Eikon was combined 

to WRDS data with ISIN code. 

Companies without financial information during the study period 2016-2019 (5 200) 

were excluded from the sample. Total amount of companies without KAM disclosure or 

auditor information in WRDS is 836 and these were excluded from the sample. Prior 

research models have excluded the companies operating in finance, insurance, and real 

estate industries due their operating and regulatory nature (Abdelfattah et al., 2020; 

Gutierrez et al. 2018; Sierra-García et al., 2019). Thus, all companies with SIC code 

between 6000-6999 (97) are excluded from the sample. The final sample size is 1 432 

company observations and 4 205 KAM observations. 

Table 5 Composition of the sample. 

Refinitiv Eikon Companies 

1. Companies located in European Union and UK 7 565 

2. Companies without financial information between 2016-2019 -5 200 

3. Companies without KAM disclosure or auditor information -836 

4. Companies in Finance, Insurance and Real Estate industries -97 

Final sample size 1 432 

    

Total sample with KAM disclosure (2016-2019) 4 205 
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6 EMPIRICAL RESULTS 

This chapter presents the results from empirical research. Firstly, it analysis the result 

from descriptive statistics and summarizes the characteristics of the sample. Secondly, it 

presents the results from Pearson correlation analysis. Thirdly, it tests heteroskedasticity 

and multicollinearity with Breusch-Pagan test and VIF analysis. Finally, it presents the 

results from OLS regression analysis. 

6.1 Descriptive statistics 

This chapter presents the descriptive statistics of the sample. The table 6 presents the 

mean, standard deviation, minimum, median, maximum, skewness, and kurtosis of the 

dependent variables and some of the independent variables. Descriptive statistics are 

meant to describe the data and summarize the features of the data. 

Average KAM is 2,901 which is in line with the average amount of disclosed KAMs in 

previous studies (Abdelfattah et al., 2020; Pinto et al., 2020; Sierra-García et al., 2019). 

Maximum amount of disclosed KAMs is 11 and the median is 3 which is close to average. 

The skewness has low value meaning that the KAM is close to symmetrical distribution 

and that there is only small tail in the distribution. The kurtosis for normal distribution 

is 3 and variable KAM is slightly below this indicating that the distribution is platykurtic. 

Platykurtic distribution has lower peak but it is wider than normal distribution. 

The average ELRKAM is 1,111 while the average ALRKAM is 1,790. Both have minimum 

value of 0 and maximum value of 7. The median for ELRKAM is 1 and for ALRKAM is 2. 

The standard deviation for both variables is low indicating that the values tend to be close 

to each other which is logical due to the nature of the variable. The skewness for both 

variables is low indicating the symmetrical distribution. However, the kurtosis is below 

3 for both variables indicating the platykurtic distribution. Compared to KAM, the 

ELRKAM and ALRKAM have flatter and wider distribution. 

Since ROTATION is dummy variable the minimum and maximum values are 0 and 1, 

respectively. The average ROTATION is 0,096 and the distribution shows positive 

skewness indicating that observations are concentrated on the left of the figure and that 

there is tail in the right. Kurtosis is over 3 which means that the distribution leptokurtic. 

Leprokurtic distribution has higher peak and its narrower than normal distribution. 

All audit firm variables have positive skewness and platykurtic distribution meaning that 

the distribution is wide and flat and is concentrated more on the left side. Based on the 
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average, the PwC is most common, then EY, thirdly KPMG and lastly Deloitte. The 

standards deviation is close to 0,4 with all companies meaning that there is similar 

variation in the values for all variables. 

GOING CONCERN has average of 0,028 and standard deviation of 0,164 indicating 

small variation of the set of values. The distribution is however positively skewed and 

have high kurtosis of 31,317. Thus, the distribution is not symmetrically distributed and 

there is tailing and heavy pointiness. 

SIZE variable is natural logarithm of total assets. The average is 20,755 and median is 

close to this with the value of 20,700. This indicates that the distribution is symmetrical 

which can be also noted from the low value of skewness. The standard deviation is 2,073 

indicating low variation in the sample. Kurtosis is negative indicating very low point but 

wide form of the distribution. Using natural logarithm to total assets have made the 

sample more normally and closely distributed. The standard deviation of total assets is 

26 766, skewness is 8,258 and kurtosis is 93,544 indicating that total assets have higher 

variation in the sample and distribution is asymmetrical. 

Average LEVERAGE is 0,240 which is close to median value of 0,229. The minimum and 

maximum values are 0 and 1,791, respectively. The low values of standard deviation and 

skewness indicate that the values are close to each other and symmetrically distributed. 

Kurtosis is close to 3 meaning that the form of the distribution is close to normal. 

Average CURRENT RATIO is 1,651 and median is 1,356. The maximum value is far from 

the median leading to high positive skewness and kurtosis. The distribution is 

concentrated on the left with long right tail and have extremely narrow and pointy form. 

The distribution is asymmetrical die to these few unordinary values. 

ROA is on average -3,7 % which is due to extremely low minimum value. The maximum 

value is also relatively high leading to higher negative skewness and long left tail. The 

kurtosis is high meaning that the form of the distribution is extremely narrow and pointy. 

Also, the standard deviation indicates that there is variation in the set of value. Hence, 

the values are not normally distributed due to the significantly low minimum and high 

maximum values. 

LOSS is dummy variable and thus the minimum and maximum values are 0 and 1, 

respectively. The average is 0,160 meaning that there are more companies making profit 

than those who are making loss. The distribution shows low positive skewness indicating 
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and small kurtosis below 3. The distribution is thus concentrated on the left with short 

right tail in the right and has lower and wider form. 

Both the INVENTORY and GOODWILL have average close to mean and skewness value 

close to zero. The kurtosis for both is also near zero and the standard deviation is 

relatively small. Thus, the distribution of the values is close to symmetrical and the values 

are near to each other. However, the form is lower and wider than normal distribution. 

Table 6 Descriptive statistics. 

KAM is the total number of key audit matters disclosed in the audit report. ELRKAM is the total number of entity-level risk key audit 
matters disclosed in the audit report. ALRKAM is the total number of account-level risk key audit matters disclosed in the audit report. 
ROTATION is a dummy variable that takes the value of one if the company has changed the auditor since the previous year and zero 
otherwise. PwC, EY, Deloitte and KPMG are dummy variables for audit firm. GOING CONCERN is a dummy variable that takes the value 
of one if there is going concern statement and zero otherwise. SIZE is the natural logarithm of total assets. LEVERAGE is calculated by 
dividing total debts with total assets. CURRENT RATIO is calculated by dividing total current assets with total current liabilities. ROA is 
calculated by dividing profit before taxes with total assets. LOSS is a dummy variable that takes the value of one if the company has made 
loss during the period and zero otherwise. INVENTORY and GOODWILL are measured as the natural logarithm of both items. 

 Mean Std. Dev. Minimum Median Maximum Skewness Kurtosis 

KAM 2,901 1,332 1,000 3,000 11,000 0,985 1,779 

ELRKAM 1,111 1,058 0,000 1,000 7,000 1,035 1,361 

ALRKAM 1,790 0,907 0,000 2,000 7,000 0,707 1,181 

ROTATION 0,096 0,295 0,000 0,000 1,000 2,738 5,497 

PwC 0,275 0,446 0,000 0,000 1,000 1,010 -0,980 

EY 0,216 0,412 0,000 0,000 1,000 1,380 -0,097 

Deloitte 0,170 0,376 0,000 0,000 1,000 1,755 1,081 

KPMG 0,204 0,403 0,000 0,000 1,000 1,471 0,164 

GOING CONCERN 0,028 0,164 0,000 0,000 1,000 5,771 31,317 

SIZE 20,755 2,073 14,041 20,700 26,914 0,086 -0,238 

TOTAL ASSETS (M€) 7 876 26 766 1 977 48 8071 8,258 93,544 

LEVERAGE 0,240 0,168 0,000 0,229 1,791 1,213 4,952 

CURRENT RATIO 1,651 1,992 0,092 1,356 102,844 32,909 1600,704 

ROA -0,037 5,803 -376,143 0,056 0,855 -64,792 4200,304 

LOSS 0,160 0,366 0,000 0,000 1,000 1,857 1,451 

INVENTORY 17,796 2,576 6,228 17,970 24,568 -0,489 0,405 

GOODWILL 18,217 2,632 9,848 18,260 25,490 -0,233 -0,120 

 

The table 7 shows the distribution of the sample by the number of KAMs reported. Total 

assets, leverage, current ratio, and ROA % are presented as average values and other 

items as total amounts. The distribution shows that most commonly the auditors have 

reported two to four KAMs per audit report. 
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Most of the auditor rotation and going concern observations are for companies with 2 to 

4 KAMs which is logical since the observations for 2 to 4 KAMs cover 77,1 % of the total 

sample. However, when calculating the ratio between going concern observations and 

KAM observations the companies with 7 and 8 KAMs have highest ratio of going concern 

statements 10,9 % and 6,7 %, respectively. This is in line with the expectation that 

companies receiving going concern opinion are considered riskier and thus subject of 

more KAMs. 

The amount of total assets increases as the number of KAMs increases which is logical 

since the company’s size and complexity are considered to be related. Thus, the auditors 

of larger companies tend to report more KAMs. Companies with 9 reported KAMs have 

on average the highest total assets. The companies with 10 and 11 reported KAMs have 

lower total assets, however the observations are only 2 and 1, respectively, and thus can 

be seen as discrepancies in the sample. 

Also, leverage increases with the amount of disclosed KAMs. As stated in the previous 

chapter, the leverage describes the financial risk associated with the company. Therefore, 

the increase in leverage is considered to also increase the risk of the audit client and the 

amount of disclosed KAMs. The company with 11 KAMs have the highest leverage and 

companies with 9 KAMs have the second highest leverage ratio. 

Companies with better liquidity situation are seen less risky and thus auditors expected 

to report fewer KAMs. Table 7 shows that the companies with higher current ratio tend 

to receive fewer KAMs as expected. Companies with only 1 or 2 KAMs have on average 

current ratio of 1,805 and 1,850, respectively. ROA is also considered to indicate the 

financial situation and the risk level in a company. Companies with better profitability 

are seen less risky. However, the result from the table 7 shows that the companies with 

2 KAMs have on average lowest profitability. Reason for this is that one companies in 

this group has ROA of -376 %. When excluding this company, the average ROA is 6,2 %, 

which is in line with the expectations. 
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Table 7 Companies distributed by the number of KAM. 

This table provides the analysis on KAM distribution in the data. KAM is the total number of key audit matters disclosed in the audit 
report. OBS. is the observations for each KAM. Total KAM is the total amount of KAMs. Auditor Rotation is the total amount of auditor 
changes. Total Assets is the average amount of total assets in M€. Going Concern is the total amount of going concern opinions. Leverage 
is average of total debts divided with total assets. Current Ratio is average of total current divided with total current liabilities. ROA is 
average of profit before taxes divided with total asset.  

KAM OBS. 
Total 
KAM 

Auditor 
Rotation 

Total 
Assets 
(M€) 

Going 
Concern Leverage 

Current 
Ratio ROA % 

1 509 509 40 2 538 6 0,209 1,805 7,912 

2 1 260 2 520 113 4 296 25 0,235 1,850 -23,638 

3 1 311 3 933 119 6 516 37 0,240 1,591 4,330 

4 669 2 676 67 14 741 28 0,250 1,483 3,988 

5 280 1 400 38 16 174 9 0,274 1,350 4,746 

6 107 642 19 19 795 5 0,270 1,353 3,159 

7 46 322 6 18 642 5 0,273 1,309 1,565 

8 15 120 1 22 928 1 0,246 1,396 1,600 

9 5 45 1 25 973 0 0,324 0,826 5,000 

10 2 20 0 15 809 0 0,125 2,170 10,000 

11 1 11 1 208 0 0,460 0,790 -8,000 

Total 4 205 12 198 405 7 876 116 0,240 1,650 -3,713 

 

The figure 2 shows the geographical composition of the sample by countries. Majority of 

the companies are located in United Kingdom which is logical since it is one of the biggest 

markets in the Europe and have also had mandatory KAM disclosure since 2013. 

Germany is second largest country in the sample; however only 12 German companies 

have reported KAMs in 2016. Observations from France (421) and Sweden (379) are at 

the same level which is unexpected since France also had mandatory disclosure of 

Justification of Assessment already before 2016 which have similar nature than KAMs. 

Finland, Italy and Netherlands have 248, 201 and 169 observations, respectively. Other 

countries consist mainly of observations from Denmark (126), Spain (116), and Belgium 

(112) since the financial data from Eastern European countries was not available in many 

cases. 

The number of KAM disclosures have stayed yearly at the same level within the larger 

countries. Germany and Italy have had larger increase on the observation from 2016 to 

2017 but otherwise the observations have been similar yearly. This indicates that the ISA 

701 has been adopted in a similar way in these countries since there has not been major 

changes in the amounts. For example, no country has increased or decreased drastically 

the disclosed amount after 2017. 
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Figure 2 Geographical composition of the sample. 

 

 

6.2 Correlation matrix 

The Pearson correlation matrix detects the possible correlations between different 

variables. The matrix indicates the correlation coefficients which is a measure of the 

relationship. The correlation coefficient can take a value between -1 and 1 and it has 

always same sign as covariance. If two variables are statistically independent their 

correlation coefficient is zero. (Gujarati, 2011.) All the dependent and independent 

variables were selected into correlation analysis and the table 8 presents the results from 

this. 

The test variable ROTATION has positive and highly significant correlation with KAM 

and ALRKAM as expected. There is positive correlation also with ELRKAM, but it is not 

statistically significant. The correlation is also lower with ELRKAM than with ALRKAM 

as expected based on the prior studies. The correlation between ROTATION and KAM is 

0,055 (ρ≤0,01) and ELRKAM is 0,047 (ρ≤0,01). The positive correlation indicates 

increase in the number of KAM and ELRKAM when the auditor is rotated. 
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SIZE, GOODWILL and TRANSPORTATION have the positive and highly significant 

correlation with KAM. The correlation of with SIZE is 0,289 (ρ≤0,01), with GOODWILL 

it is 0,258 (ρ≤0,01) and with TRANSPORTATION it is 0,119 (ρ≤0,01) indicating that 

increase in size or goodwill and operations in transportation increases the number of 

KAMs and vice versa. SIZE and GOODWILL have also positive and highly significant 

correlation with ELRKAM and ALRKAM at the 1 % level. The results for SIZE and 

GOODWILL follow the expectations set earlier stating that the company’s size and 

complexity have positive association with the number of KAMs. 

MANUFACTURING, CURRENT RATIO and BUSY SEASON have negative and 

significant correlation with KAM. The correlation with MANUFACTURING is -0,105 

(ρ≤0,01), with CURRENT RATIO it is -0,080 (ρ≤0,01) and with BUSY SEASON it is 

0,093 (ρ≤0,01). The results suggest that increase in current ratio, operations in 

manufacturing industry or that the audit is conducted during busy season decreases the 

number of KAMs and vice versa. CURRENT RATIO and BUSY SEASON have also 

negative and highly significant correlation with ELRKAM and ALRKAM. Account-level 

risk KAMs have also negative and significant correlation with manufacturing industry. 

On contrary the entity-level KAMs correlate negatively with wholesale trade. The results 

for CURRENT RATIO and BUSY SEASON follow the expectations set earlier stating that 

the better liquidity situation and busier time for audit have negative association with the 

number of KAMs. Also, the average number of KAMs in manufacturing industry is lower 

than the average for the whole sample which is line with the negative correlation results. 

From audit firms, PwC and EY correlate positively with the total number of KAMs. The 

correlation with PwC is 0,036 (ρ≤0,05) and with EY 0,046 (ρ≤0,01). The number of 

KAMs have negative correlation with KPMG and Deloitte as expected. However, this is 

not statistically significant. KPMG has significant positive correlation with ELRKAM and 

negative correlation with ALRKAM indicating that companies who are audited by KPMG 

receive less account-level risk KAMs. On contrary, companies who are audited by EY 

receive more account-level risk KAMs. 

Other variables have relatively low correlation with each other. The size and complexity 

variables have stronger correlations with each other indicating possible multicollinearity 

problem. The correlation between SIZE and GOODWILL is 0,798 (ρ≤0,01) and 

correlation with INVENTORY is 0,754 (ρ≤0,01). According to prior research the goodwill 

and inventory are related to company’s complexity. Also, usually the size of company 

increases the complexity level and thus correlates strongly with goodwill and inventory. 
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(Sierra-García et al., 2019.) The VIF test is performed in the next chapter to ensure that 

there are no problems with the multicollinearity. 
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Table 8 Correlation analysis. 

 

 

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25

1 - KAM 1

2 - ELRKAM ,7 35** 1

3 - ALRKAM ,612** -,087 ** 1

4 - ROTATION ,055** ,028 ,047 ** 1

5 - PWC ,036* ,029 ,020 -,013 1

6 - EY ,046** ,008 ,058** -,017 -,323** 1

7  - DELOITTE -,022 -,015 -,015 -,045** -,27 9** -,238** 1

8 - KPMG -,003 ,049** -,061** -,019 -,311** -,266** -,229** 1

9 - GOING CONCERN ,066** ,061** ,026 ,024 -,058** -,036* -,007 -,031* 1

10 - SIZE ,289** ,267 ** ,113** -,056** ,134** ,140** ,07 3** ,010 -,17 8** 1

11  - LEVERAGE ,087 ** ,113** -,003 -,001 ,012 ,067 ** ,015 -,032* ,120** ,193** 1

12 - CURRENT RATIO -,080** -,043** -,068** -,009 -,024 ,003 -,019 -,018 -,019 -,130** -,223** 1

13 - ROA ,008 -,015 ,030 ,005 ,011 ,009 ,007 ,009 -,002 ,008 -,009 ,001 1

14 - LOSS ,080** ,097 ** ,004 ,047 ** -,056** -,045** ,001 -,021 ,255** -,256** ,049** ,042** -,048** 1

15 - INVENTORY ,17 6** ,156** ,07 7 ** -,053** ,130** ,111** ,055** ,007 -,168** ,7 54** ,025 -,083** ,002 -,246** 1

16 - GOODWIL ,258** ,227 ** ,114** -,059** ,106** ,106** ,056** ,016 -,138** ,7 98** ,156** -,17 2** ,005 -,214** ,562** 1

17  - BUSY  SEASON -,093** -,047 ** -,081** -,011 ,011 ,096** ,023 -,054** ,002 ,120** ,123** -,005 -,008 -,017 ,07 5** ,082** 1

18 - AGRICULTURE -,033* -,020 -,025 ,008 ,000 -,032* ,037 * -,018 ,048** -,066** -,010 -,007 ,001 ,017 -,037 * -,057 ** -,062** 1

19 - CONSTRUCTION ,013 -,048** ,07 4** ,025 ,027 ,023 -,029 -,006 ,006 ,048** -,037 * -,017 ,003 -,002 ,07 0** -,042** ,018 -,026 1

20 - MANUFACTURING -,105** -,019 -,132** -,001 ,033* -,013 ,040** -,019 -,012 -,052** -,127 ** ,104** -,014 -,022 ,229** -,007 ,101** -,106** -,223** 1

21  - MINING ,058** ,094** -,024 -,007 -,009 ,043** ,014 -,026 ,028 ,07 4** -,007 ,020 ,002 ,065** ,041** -,005 ,047 ** -,018 -,038* -,155** 1

22 - RETAIL TRADE ,087 ** ,024 ,101** ,000 -,051** -,003 ,042** ,019 ,002 -,009 ,006 -,003 ,003 ,045** ,07 5** -,015 -,165** -,030 -,062** -,254** -,043** 1

23 - SERVICES -,016 -,004 -,018 ,000 -,060** -,010 -,066** ,041** -,003 -,131** ,017 -,052** ,007 ,008 -,381** ,008 -,048** -,052** -,110** -,447 ** -,07 6** -,125** 1

24 - TRANSPORTATION ,119** ,047 ** ,120** ,006 ,013 ,034* ,016 -,018 -,014 ,232** ,191** -,082** ,005 -,044** -,044** ,116** ,050** -,043** -,091** -,37 2** -,063** -,104** -,183** 1

25 - WHOLESALE TRADE -,053** -,056** -,012 -,030 ,044** -,039* -,046** ,011 ,003 -,067 ** ,006 -,010 ,004 -,001 ,043** -,082** -,056** -,027 -,057 ** -,232** -,039* -,065** -,114** -,095** 1

**. Correlation is significant at the 0.01 level (2-tailed).

*. Correlation is significant at the 0.05 level (2-tailed).
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6.3 Breusch-Pagan test and VIF analysis 

All three regression models have been tested for heteroskedasticity. If multiple 

regression uses the homoskedasticity assumption, then the variance for error term εit is 

constant. However, homoskedasticity fails if the variance of unobserved factors changes 

across population. (Wooldridge, 2016). Heteroskedasticity results when the dependent 

or the independent variables correlates with the error term or some combination of the 

variables correlate with it (Kumar, 2020). Heteroskedasticity can be tested for example 

with the Breusch-Pagan test or the White test. The hypotheses for the test are following: 

H0: Homoskedastic 

H1: Heteroskedastic 

The test for heteroskedasticity was performed with Breusch-Pagan test and results are 

shown in the table 9 below. The data shows that the Chi2 squares for all tests are high 

and the p-values are low which indicates that there is heteroskedasticity in the data. 

Thus, the null hypothesis is rejected. The existence of heteroskedasticity means that in 

the regression analysis must be used heteroskedasticity-robust standard errors. 

Therefore, the regression is done by using RLM macro in SPSS developed by Andrew F. 

Hayes. 

Table 9 Breusch-Pagan test. 

Breusch-Pagan Chi2 p-value Significance 

KAM 534,095 0,000 *** 
ELRKAM 412,663 0,000 *** 
ALRKAM 383,935 0,000 *** 

 

Variance inflation factor (VIF) measures the multicollinearity in multiple regression 

variables. The multicollinearity refers to correlation between independent variables and 

is invoked when some of the correlations are large but not well defined. Variables with 

VIF values between 1 and 5 are considered to correlate moderately. VIF values from 5 to 

10 are considered significant and imply that the regression coefficient might be poorly 

designed because of multicollinearity. VIF values greater that 10 indicates that the 

estimate is poor. Tolerance is the reciprocal of the VIF value (Tolerance = 1 / VIF) which 

means that tolerance levels below 0.2 to 0.1 indicate relatively high level of 

multicollinearity. (Kumar, 2020; Wooldridge 2016.) 



 43 

The result for multicollinearity test is shown in the table 10. All variables are below 10 

which means that the estimate is not poorly designed. Also, only the variable SIZE has 

VIF value over 5. The correlation matrix shows that the SIZE correlates quite strongly 

with the variables GOODWILL and INVENTORY. Additional regression was performed 

where the GOODWILL was excluded from the model since it had stronger correlation 

with SIZE. However, there was no significant effect on other variable outputs or the 

adjusted R2 of the model. Without GOODWILL the VIF value of SIZE is 4.135. See 

additional regression results in Appendix 1. 

Table 10 VIF Analysis. 

Variable Tolerance VIF 

ROTATION 0,965 1,036 

AUDIT FIRM    

PwC 0,331 3,025 

EY 0,366 2,735 

Deloitte 0,414 2,417 

KPMG 0,397 2,519 

GOING CONCERN 0,869 1,151 

SIZE 0,142 7,020 

LEVERAGE 0,803 1,246 

CURRENT RATIO 0,898 1,114 

ROA 0,983 1,017 

LOSS 0,845 1,183 

INVENTORY 0,253 3,950 

GOODWIL 0,276 3,624 

BUSY SEASON 0,716 1,397 

INDUSTRY    

Agriculture 0,950 1,053 

Construction 0,895 1,118 

Mining 0,905 1,104 

Retail Trade 0,891 1,122 

Services 0,602 1,661 

Transportation 0,630 1,588 

Wholesale Trade 0,889 1,125 

YEAR < 0,751 < 1,408 

COUNTRY < 0,984 < 2,806 

 

6.4 Univariate analysis 

This chapter discusses the results of the univariate analysis conducted by independent-

sample T Test. This analysis is used to determine whether there is statistically significant 

difference between the means of two groups. The groups have been divided by dummy 
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variable ROTATION which shows whether company has changed auditor compared to 

prior year or not. Test variables are KAM, ELRKAM and ALRKAM. 

The table 11 shows the result from the analysis. The results show that companies with 

auditor rotation report on average 3,123 KAMs while companies with no change in 

auditor report 2,877 KAMs. The mean difference is highly significant at the 1 % level. 

Companies with auditor rotation also report more ELRKAMs and ALRKAMs. The mean 

difference for entity-level risk KAMs is 0,101 and it is significant at the 10 % level. 

Number of account-level risk KAMs increase by 0,145 which is highly significant at the 1 

% level. The results from univariate analysis are in line with the expectations since the 

auditor rotation increase the number of reported KAMs and the increase come more 

from ALRKAMs than ELRKAMs. 

Table 11 Univariate analysis on auditor rotation. 

This table provides the univariate analysis for the data. ROTATION is a dummy variable that takes the value of one if the company has 
changed the auditor since the previous year and zero otherwise. KAM is the total number of key audit matters disclosed in the audit 
report. ELRKAM is the total number of entity-level risk key audit matters disclosed in the audit report. ALRKAM is the total number of 
account-level risk key audit matters disclosed in the audit report. Levels of significance are indicated by *, **, and *** for 10%, 5%, and 
1%, respectively. 

 ROTATION = 1 ROTATION = 0 Mean difference ρ-value 

KAM 3,123 2,877 0,246*** 0,000 

ELRKAM 1,202 1,101 0,101* 0,067 

ALRKAM 1,921 1,776 0,145*** 0,002 

Number of 
observations 3 800 405   

 

6.5 Regression results 

The regression results are presented in the table 12 below. The regression was performed 

on total number of key audit matters in auditor’s report as well as entity-level risk KAMs 

and account-level risk KAMs separately. To address the problem of heteroskedasticity 

noted in the chapter 6.3, the regression was performed by using RLM macro in SPSS 

developed by Andrew F. Hayes. This macro includes the heteroskedasticity-robust 

standard errors in the regression model. 

The adjusted R2 for the regression model explaining the total number of key audit 

matters is 0,298. The prior research models have explained the number of KAMs by 11,4 

to 36,0 percent. The R2 has been higher for research conducted on companies in UK and 

for research based on companies operating also other countries in the European Union 
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it has been on lower side. (Abdelfattah et al., 2020; Pinto & Morais, 2019; Pinto et al., 

2020; Sierra-García et al., 2019.) 

For entity-level risk KAMs and account-level risk KAMs the adjusted R2 is 0,220 and 

0,154, respectively. The prior research models concentrating on the UK companies the 

R2 has been 38,2 percent for number of entity-level risk KAMs and 29,1 percent for 

account-level risk KAMs (Sierra-García et al., 2019). Prior studies that have covered 

more countries have had adjusted R2 of 22,5 % for entity-level risk KAMs (Calixto de 

Sousa, 2018). 

The models’ adjusted R2 are mostly on similar and logical level when looking into prior 

research. However, the account-level risk KAMs are not as well explained as in the 

research by Sierra-García et al. (2019). This can be a result of the different geographical 

area of the sample, since Sierra-García’s et al. study focuses only on UK and the sample 

used in this thesis covers the European Union and UK. Also, when comparing the R2 of 

KAM and ELRKAM regressions the UK based research explained more than research 

covering also other countries. 

The p-value for all three regressions is 0,000 meaning that the regression models are 

highly significant at the 1 % level. The significance for each variable is indicated with 

asterisk at the end of the value. The significance is marked with *** for variables that are 

statistically significant at 1 % level, with ** for variables that are significant at 5 % level, 

and with * for variables that are significant at 10 % level. 
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Table 12 OLS Regression results. 

This table provides the OLS regression results. KAM is the total number of key audit matters disclosed in the audit report. ELRKAM is 

the total number of entity-level risk key audit matters disclosed in the audit report. ALRKAM is the total number of account-level risk 

key audit matters disclosed in the audit report. ROTATION is a dummy variable that takes the value of one if the company has changed 

the auditor since the previous year and zero otherwise. PwC, EY, Deloitte and KPMG are dummy variables for audit firm. GOING 

CONCERN is a dummy variable that takes the value of one if there is going concern statement and zero otherwise. SIZE is the natural 

logarithm of total assets. LEVERAGE is calculated by dividing total debts with total assets. CURRENT RATIO is calculated by dividing 

total current assets with total current liabilities. ROA is calculated by dividing profit before taxes with total assets. LOSS is a dummy 

variable that takes the value of one if the company has made loss during the period and zero otherwise. INVENTORY and GOODWILL 

are measured as the natural logarithm of total inventory and net goodwill, respectively. BUSY SEASON is a dummy variable that takes 

the value of one if the financial year end is 31st of December. INDUSTRY is a dummy variable for each industry. The t-statistics are 

based on heteroskedasticity-robust standard errors. Levels of significance are indicated by *, **, and *** for 10%, 5%, and 1%, 

respectively. 

  KAM ELRKAM ALRKAM 

  Coefficient t-statistic Coefficient t- statistic Coefficient t- statistic 

ROTATION 0,171*** 2,599 0,075 1,384 0,096** 2,131 

AUDIT FIRM       

     PwC 0,007 0,099 0,120** 2,209 -0,114** -2,255 

     EY 0,057 0,839 0,078 1,443 -0,021 -0,403 

     Deloitte -0,177** -2,420 -0,033 -0,567 -0,144*** -2,623 

     KPMG -0,136* -1,941 0,153*** 2,615 -0,289*** -5,820 

GOING CONCERN 0,622*** 4,819 0,337*** 3,304 0,286*** 3,149 

SIZE 0,246*** 10,577 0,210*** 11,217 0,035** 2,071 

LEVERAGE 0,052 0,462 0,379*** 4,009 -0,326*** -3,776 

CURRENT RATIO -0,015** -2,532 0,002 0,268 -0,017*** -3,937 

ROA 0,003*** 5,794 -0,002*** -7,529 0,005*** 14,842 

LOSS 0,426*** 7,953 0,362*** 7,726 0,064* 1,666 

INVENTORY 0,002 0,115 -0,024** -2,250 0,026** 2,471 

GOODWIL 0,025* 1,962 -0,004 -0,370 0,029*** 3,037 

BUSY SEASON -0,054 -1,018 0,076* 1,701 -0,129*** -3,448 

INDUSTRY     
 

 
     Agriculture -0,259* -1,880 -0,186 -1,612 -0,073 -0,626 

     Construction -0,023 -0,277 -0,364*** -5,110 0,341*** 6,611 

     Mining 0,054 0,399 0,197** 2,073 -0,143 -1,493 

     Retail Trade 0,322*** 3,898 -0,069 -1,083 0,392*** 5,849 

     Services 0,063 1,098 -0,077 -1,633 0,140*** 3,178 

     Transportation 0,221*** 3,304 -0,182*** -3,355 0,403*** 7,898 

     Wholesale Trade -0,228*** -3,156 -0,244*** -4,174 0,017 0,299 

       
Intercept -3,129*** -12,316 -3,208*** -15,380 0,079 0,447 

       
Year fixed effects Yes  Yes  Yes  
Country fixed effects Yes  Yes  Yes  

Adjusted R2 0,298  0,220  0,154  
p-value of the model 0,000  0,000  0,000  
Number of 
observations 4 205   4 205   4 205   

 



 47 

7 ANALYSIS ON REGRESSION RESULTS 

This chapter provides analysis based on the regression results presented in the table 10. 

First, it discusses the results regarding the test variable auditor rotation and the 

association it has with the dependent variables. Secondly, it describes the results for 

other independent variables and discusses whether those are in line with the 

expectations. 

7.1 Test variable: Audit firm rotation 

Test variable ROTATION is dummy variable indicating whether audit firm has been 

changed compared to prior year. It shows positive and significant association with 

dependent variables KAM (coefficient: 0,171; ρ ≤0,01) and ALRKAM (coefficient: 0,096; 

ρ ≤0,05). There is positive association with ROTATION and ELRKAM but it is not 

statistically significant (coefficient 0,075; ρ ≥ 0,1). The results support the hypothesis 1 

and 2. Hypothesis 1 stated that there is positive association between auditor rotation and 

the total number of disclosed KAMs and hypothesis 2 stated that there is higher positive 

association between auditor rotation and the number of disclosed ALRKAMs than 

ELRKAMs. 

In respect to the economic significance, the number of total KAMs is 17,1 % higher for 

companies that have had auditor rotation compared to those who have same auditor as 

prior year. This means that on average these companies report 2,901 x 1,171 = 3,397 

KAMs. Thus, new auditors associate more potential risk to the company than prior 

auditor did. In relation to account-level KAMs, the new auditors report 9,6 % more KAMs 

than previous auditor. On average the companies whose auditor has changed receive 

1,790 x 1,096 = 1,961 ALRKAMs. 

The results are in line with the prior studies on auditor rotation and quality. Previous 

studies have suggested that change in auditor may lead to increased professional and 

thus higher efforts in audit and more aggressive reporting (Bowlin et al. 2015). The 

positive association with audit firm rotation and the number of KAMs and ALRKAMs 

might for example be result of the increased professional skepticism. Prior studies have 

also suggested that the mandatory auditor rotation enhances the focus of the audit since 

there is new pair of eyes looking the company’s financials. Long tenures are seen 

increasing the feeling of routine in audit team possibly resulting to overlooking of some 

areas. (Cameran et al., 2015; King and de Beer, 2018.) Therefore, after auditor rotation 

companies are more likely to report increased number of KAMs. 
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Prior studies on auditor rotation and key audit matters support also the result for the 

second hypothesis. Prior research has shown that the auditor rotation leads to lost 

knowledge since the new audit team does not have similar experience from the client as 

the prior auditor had (Daniels & Booker, 2011; Kalanjati et al.,2019). It is also suggested 

that the account-level risks are easier to audit since they are subject of substantive 

testing. They are also more related to accounting policy issues while entity-level risks are 

more associated with macro-level controls and require more comprehensive 

understanding and knowledge of the company. Entity-level risks are also considered to 

be more constant than account-level risks. (Lennox et al., 2021; Sierra-García et al., 

2019.) Thus, the regression result stating that association between the audit firm rotation 

and entity-level risk KAMs is lower than with account-level KAMs is in line with earlier 

research results. 

7.2 Other independent variables 

This chapter provides analysis on the other independent variables. It is sectioned based 

on the nature of the variables. 

7.2.1 Size and complexity variables 

The variable SIZE is used to describe to size of the company and it is natural logarithm 

of total assets. The variables INVENTORY and GOODWILL are also measured as the 

natural logarithm and are used to describe the complexity of the company. The higher 

the value of these variables, the more complex the company is considered. (Abdelfattah 

et al., 2020; Pinto et al., 2020; Sierra-García et al., 2019.) 

SIZE has positive and highly significant association with all the dependent variables 

which is in line with expectations. The association with KAM and ELRKAM is significant 

at the 1 % level and with ALRKAM at the 5 % level. The average SIZE is 20,755. When it 

increases by one unit to 21,755 the number of total KAMs increase by 24,6 %. This means 

that when the total assets increase from 1 032 million euros to 2 806 million euros the 

reported KAMs increase from 2,901 to 3,615. With entity-level risk KAMs the increase is 

21,0 % and with account-level risk KAMs it is 3,5 %. As expected earlier, the association 

is higher between SIZE and ELRKAMs. Possible explanation for this might be that bigger 

companies tend to face more litigation or provision issues and practice more acquisition 

accounting than smaller companies. 
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Variables INVENTORY and GOODWILL do not have significant association with KAM. 

There is negative association between INVENTORY and ELRKAM (coefficient: -0,024; 

ρ ≤ 0,05) and positive association between INVENTORY and ALRKAM (coefficient: 

0,026; ρ ≤ 0,05). GOODWILL has statistically significant association only with ALRKAM 

(coefficient: 0,029; ρ ≤ 0,01). The regression results indicate that the complexity 

increases only the number of account-level risk KAMs and lowers the number of entity-

level KAMs. Especially inventory is strongly to account-level risk KAMs due to its nature; 

auditors disclose KAMs that are only related to inventory which might explain the 

regression results. 

7.2.2 Risk variables 

LEVERAGE, LOSS and GOING CONCERN are used to capture the possible financial 

risks that are related to the audit client. All three variables are expected to have positive 

association with dependent variables. (Abdelfattah et al., 2020; Pinto & Morais, 2019; 

Pinto et al., 2020; Sierra-García et al., 2019.) 

LEVERAGE does not have significant association with KAM. However, it has positive 

and highly significant association with ELRKAM (coefficient: 0,379; ρ ≤ 0,01) and 

negative and highly significant association with ALRKAM (coefficient: -0,326; ρ ≤ 0,01). 

Higher leverage indicates higher ratio of debt compared to total assets in a company 

which can be interpreted as increased financial risk. Entity-level risk KAMs include for 

example litigation and provision issues which are can be related to poorer financial 

situation. Therefore, the nature of ELKAMs might explain the positive and significant 

association. Also, the account level risk KAMs are not usually related so much to 

company’s financial situation. They are more connected to issues raising from the 

accounting principles, i.e. valuation and recognition issues. 

Variable LOSS has positive and significant association with all dependent variables 

which is in line with the expectations. The association with KAM and ELRKAM is 

significant at the 1 % level and with ALRKAM at the 10 % level. The number of total KAMs 

is 42,6 % higher for companies that are making loss during the period. This means that 

on average these companies report 2,901 x 1,426 = 4,137 KAMs. Thus, the auditor 

associates more potential risk to loss-making companies than profit making companies. 

In relation to ELRKAMs, the loss-making companies report 36,2 % more KAMs and in 

relation to ALRKAMs 6,4 % more KAMs than profitable companies. The nature of KAMs 

can explain also in this case the differing results between ELRKAMs and ALRKAMs. As 
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stated above, the financial risk is more in connection with the entity-level risks and 

account-level risks relate to accounting policies. 

Variable GOING CONCERN has also positive and highly significant association with all 

dependent variables. Companies who receive going concern opinion are associated with 

increased financial distress and risk. Auditors of going concern companies report on 

average 4,705 KAMs while companies without going concern opinion receive on average 

2,901 KAMs. Thus, the results also show that auditors associate higher risk to these 

companies. Increase in entity-level risk KAMs is 33,7 % and in account-level risk KAMs 

28,6 % which is in line with the results and reasoning of LEVERAGE and LOSS variables. 

7.2.3 Liquidity and profitability variables 

CURRENT RATIO describes the liquidity of the company and ROA tells the profitability 

of the company. Both of these are expected to have negative relation with KAMs. 

(Abdelfattah et al., 2020; Pinto & Morais, 2019; Sierra-García et al., 2019.) 

CURRENT RATIO has negative and significant association with KAM and ALRKAM. 

However, the economic significance is low since the impact on total number of KAMs is 

-1,5 % and to number of account-level KAMs is -1,7 % when CURRENT RATIO increases 

one unit. ROA also shows similar results. The association with all dependent variables is 

significant at the 1 % level, however the impact on KAMs is below 1 % for each KAM 

category. 

7.2.4 Audit firm variables 

AUDIT FIRM indicates whether the incumbent auditor is PwC, EY, Deloitte or KPMG. 

Other audit firm form the reference group. Since Deloitte and KPMG discloses on 

average the least amount of KAMs it was expected that these associate negatively with 

the total number of KAMs. Regression results show negative and significant association 

between Deloitte and KAM (coefficient: -0,177; ρ ≤ 0,05). This indicates that if the 

company has Deloitte as auditor it receives on average 17,7 % less KAMs meaning 2,388 

KAMs compared to reference group. There is also negative and highly significant 

association between KPMG and KAM (coefficient: -0,136; ρ ≤ 0,1) meaning that 

companies with KPMG as auditor receive on average 13,6 % less KAMs in total. 

Even though, these results meet the expectations set, it is worth noting that KPMG has 

positive and highly significant association with ELRKAM (coefficient: 0,153; ρ ≤ 0,01) 

meaning that KPMG reports on average 15,3 % more ELRKAMs. The overall negative 
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association is therefore due ALRKAMs. Also, PwC have positive and significant 

association with ELRKAM (coefficient: 0,120; ρ ≤ 0,05) and negative and significant 

association with ALRKAM (coefficient: -0,114; ρ ≤ 0,05). These results indicate that 

KPMG and PwC have either more complex and riskier clients or that KPMG and PwC as 

audit firms usually see the ELRKAMs more important to report. 

7.2.5 Industry variables 

INDUSTRY is categorical variable for each industry: agriculture, construction, 

manufacturing, mining, retail trade, services, transportation, and wholesale trade. It is 

meant to reflect the effect from different industries. Manufacturing is reference variable 

and thus excluded from the regression model. 

Regression results show positive and highly significant association at the 1 % level with 

Retail Trade, Transportation and KAM, and negative and significant association with 

Agriculture, Wholesale Trade and KAM. Since the Manufacturing is reference group the 

results indicate that companies operating in retail and transportation industries receive 

more KAMs than those companies who operate at manufacturing. With retail trade 

industry the increase is on average 32,2 % KAMs and with transportation 22,1 % KAMs 

whereas companies in wholesale trade industry receive 22,8 % less KAMs on average and 

agriculture companies 25,9 % less KAMs. 

Majority of the industries correlate negatively with ELRKAM but positively with 

ALRKAM showing that manufacturing factoring industry receives more entity-level risk 

KAMs and less account-level risk KAMs compared to other industries. Construction, 

Transportation and Wholesale Trade have negative and highly significant association at 

the 1 % level with ELRKAM. Only Mining has statistically significant positive association 

with ELRKAM. These results suggest that companies operating in manufacturing are 

considered by auditors to have more complexity or possible risk. 

All significant association with industry variables and ALRKAM is positive and 

significant at 1 % level. There is association with Construction, Retail Trade, Services, 

Transportation and ALRKAM indicating that these industries are subject of more 

substantive testing and accounting policy related issues compared to manufacturing 

industry. 
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7.2.6 Busy season 

BUSY SEASON is a dummy variable that takes the value of one if the financial year end 

is 31st of December. It is expected to associate negatively with dependent variables since 

auditors do not have as much time spend on one client and thus not as many KAMs are 

audited and reported. (Pinto et al., 2020; Sierra-García et al., 2019.) BUSY SEASON has 

highly significant and negative association with ALRKAM (coefficient: -0,129; ρ ≤ 0,01) 

which is in line with the expectations. However, there is positive association with 

ELRKAM (coefficient: 0,076; ρ ≤ 0,1). 

The possible reason for the result is that auditors do not pay as much attention to 

account-level issues and prioritize the entity-level issues when they have limited time to 

use. This might be due to considering account-level issues easier and therefore falsely 

associate less risk in them and pay less attention to them. 

7.3 Additional analysis 

Additional regression analysis was performed to investigate whether the division of 

companies into large and small would impact the results. The division was made based 

on the variable SIZE and companies above median were classified as large and 

companies below median were considered small. Median of SIZE is 20,700. 

Due to multicollinearity issues, the regression model was modified by changing the audit 

firm variables into one variable called BIG 4. All other variables were kept unchanged. 

Updated regression model is written followingly: 

𝐷𝑒𝑝𝑒𝑛𝑑𝑒𝑛𝑡𝑖𝑡 =  𝛽0 + 𝛽1𝑅𝑂𝑇𝐴𝑇𝐼𝑂𝑁𝑖𝑡 + 𝛽2𝐵𝐼𝐺 4𝑖𝑡+𝛽3𝐺𝑂𝐼𝑁𝐺 𝐶𝑂𝑁𝐶𝐸𝑅𝑁𝑖𝑡 + 𝛽4𝑆𝐼𝑍𝐸𝑖𝑡

+ 𝛽5𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖𝑡 + 𝛽6𝐶𝑈𝑅𝑅𝐸𝑁𝑇 𝑅𝐴𝑇𝐼𝑂𝑖𝑡 + 𝛽7𝑅𝑂𝐴𝑖𝑡 + 𝛽8𝐿𝑂𝑆𝑆𝑖𝑡

+ 𝛽9𝐼𝑁𝑉𝐸𝑁𝑇𝑂𝑅𝑌𝑖𝑡 + 𝛽10𝐺𝑂𝑂𝐷𝑊𝐼𝐿𝐿𝑖𝑡 + 𝛽11𝐵𝑈𝑆𝑌 𝑆𝐸𝐴𝑆𝑂𝑁𝑖𝑡 + 𝛽12𝐼𝑁𝐷𝑈𝑆𝑇𝑅𝑌𝑖𝑡

+ 𝐹𝐼𝑋𝐸𝐷 𝐸𝐹𝐹𝐸𝐶𝑇𝑆 (𝑌𝐸𝐴𝑅, 𝐶𝑂𝑈𝑁𝑇𝑅𝑌) + 𝜀𝑖𝑡 , 

Appendices 2 and 3 present the results for the additional regressions. The regression was 

performed on total number of key audit matters in auditor’s report as well as entity-level 

risk KAMs and account-level risk KAMs separately. To address the problem of 

heteroskedasticity, the regression was performed by using RLM macro in SPSS 

developed by Andrew F. Hayes. 

The adjusted R2 for the large companies’ regression model explaining the total number 

of key audit matters is 28,2 and it decreased only slightly compared to main regression. 

Also, the adjusted R2 for ELRKAM and ALRKAM stayed materially at the level compared 
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to main regression. The adjusted R2 for KAM, ELRKAM and ALRKAM among small 

companies is 22,9 %, 14,9 % and 14,2 %, respectively. The R2is lower for all three 

regressions indicating that the model is not as suitable for smaller companies than it is 

for larger companies. 

7.3.1 Test variable: Audit firm rotation 

Variable ROTATION has positive and significant association with KAM (coefficient: 

0,226; ρ ≤ 0,05) in the regression model for large companies. The results show that on 

average these companies receive 22,6 % more KAMs when audit firm is rotated. The 

average KAM for large companies is 3,243 meaning that after rotation the number of 

KAMs is 3,976. When comparing this to the main regression results, it reveals that not 

only larger companies receive more KAMs on average before the rotation but also after 

it. There is no significant association between ROTATION and ELRKAM and ALRKAM. 

Also, the regressions on smaller companies did not show significant association with 

dependent variables and audit firm rotation. 

The result is in line with the prior studies indicating that company’s size associate 

positively with the possible complexity auditor relates to it. Thus, it can be expected that 

larger companies also receive more KAMs after the rotation compared to total sample. 

The larger companies might also be subject of larger audience, hence resulting more 

aggressive reporting by new auditor. 

7.3.2 Other independent variables 

Additional regressions show differing results mainly in GOING CONCERN, ROA and 

BUSY SEASON. Also, the changes seem to be more intense for larger companies than 

smaller. These are further analyzed in this chapter. 

Regression result for large companies show that going concern opinion is not associating 

significantly with the number of KAMs. The main regressions showed significant 

association at the 1 % level. On contrary, the variable COING CONCERN associates 

positively and at significant level with the dependent variables in the regression models 

for small companies. This can indicate that larger companies with going concern opinion 

are not considered as risky as small companies with the going concern opinion. Auditor’s 

might conclude that the even with the going concern it is more likely for larger companies 

to continue operations than it is for smaller companies. 
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ROA shows high positive and significant association with KAM and ALRKAM in the 

regression model for large companies. The association between ROA and KAM is -1,149 

(ρ ≤ 0,01) and it -0,935 (ρ ≤ 0,01) between ROA and ALRKAM. This suggest that when 

large companies increase the profitability by one unit, they receive on average 114,9 % 

less KAMs. This is significant change compared to main regression results where the 

economic significance was limited. The results for small companies follow the main 

regression results with very limited economic significance. 

The change is mainly due to ALRKAMs (coefficient: -0,935; ρ ≤ 0,01). The results are in 

line with the expectations set for the variable. However, there is no clear explanation why 

the account-level risk KAMs are more effected since based on the analysis for other 

financial ratios the impact should have been higher for entity-level risk KAMs. One 

reason for this might be the reduced risk associated to revenue recognition since the 

management might not feel as much pressure to manipulate the revenue due to already 

profitable result leading to lower amount of revenue related ALRKAMs.  

Regression results for large companies show negative and significant association 

between BUSY SEASON and KAM (coefficient: -0,160; ρ ≤ 0,05). This is due mainly 

negative association with ALRKAM (coefficient: -0,136; ρ ≤ 0,05). The regression results 

for small companies show that BUSY SEASON associates positively with ELRKAM 

(coefficient: 0,131; ρ ≤ 0,05) but negatively with ALRKAM (coefficient: -0,112; ρ ≤ 0,05).  

These additional regressions indicate similar results as the main regression where it was 

concluded that auditors do not pay as much attention to account-level issues and 

prioritize the entity-level issues when they have limited time to use. However, these 

results show more intense association between BUSY SEASON and dependent variables. 
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8 DISCUSSION 

The purpose of this thesis was to study the association between mandatory audit firm 

rotation and disclosed key audit matters. The new trend in auditing has been more 

informative and transparent communication to users of the financial statement. Since 

the regulatory environment was renewed at the same time for audit reporting and 

auditor rotation, it was considered interesting to examine how these associate with each 

other. Standards setters considered that both reforms would increase the information 

value investors and other stakeholders receive from company and auditors. 

This chapter concludes the study results and discusses the results in the context of the 

theoretical framework and prior studies. The potential limitations of the research are 

also presented, and possible future research is suggested. 

8.1 Reliability and validity 

Reliability examines whether the research model generates similar results when 

repeated. Since the measurement contains always certain amount of error, there is never 

going to be study without unreliability. However, the results should be consistent when 

repeated. Validity of the model or variable is achieved when it does what is intended. 

(Carmines & Zeller, 1979.) 

The study used linear regression model to study the association between different types 

of key audit matters and auditor rotation. Prior studies had studied the determinant of 

key audit matters and divided the key audit matters in two groups based on their nature. 

The similar regression model was also used to examine the determinants. Also, few 

studies had focus on European Union. (Abdelfattah et al., 2020; Calixto de Sousa, 2018; 

Pinto & Morais, 2019; Pinto et al., 2020; Sierra-García et al., 2019.) 

For the regression, the key audit matters were categorized manually after content 

analysis which might affect to subjectivity. It is possible that prior research and future 

research interpret and categorize the matters differently. However, in most cases the 

content of the key audit matter are self-evident so the risk of lowered validity is relatively 

low. The independent variables used in the study were based on prior studies and 

followed most commonly used calculation metrics (Abdelfattah et al., 2020; Calixto de 

Sousa, 2018; Pinto & Morais, 2019; Pinto et al., 2020; Sierra-García et al., 2019) 

increasing the validity of these variables and the model used. 
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Additional regression was performed to examine whether the division of companies will 

make difference to the results. Companies were divided based on their size into large and 

small companies. The results were mostly similar comparing to the main regressions 

increasing the reliability of the study. 

8.2 Conclusions and implications 

The need for audit has been explained through various theories and hypothesis, and most 

of them have been linked on some level to the information risk and information 

asymmetry investors faces due to differing motives of the management. To reduce the 

information asymmetry audit reform was conducted in European Union introducing 

mandatory audit firm rotation and disclosure of key audit matters in auditor’s report. 

Feedback from users of the financial statement had indicated the need for additional 

information in the auditor’s report, and prior studies had shown that long audit tenure 

impairs investors’ opinion of auditors’ independence leading to reduced trust. (Bédard 

et al., 2016; Cameran et al., 2015; IAASB, 2011.) 

The regression results suggest that the audit firm rotation increases the reporting of 

account-level risk KAMs by 9,6 % on average and total KAMs on average 17,1 %. This 

means that on average they receive 1,961 ALRKAMs and 3,397 KAMs. The regression 

results are in line with the expectations set based on the prior studies indicating that 

auditor rotation might lead to more aggressive reporting (Bowlin et al. 2015). The results 

also answered to both research questions set in the first chapter. The auditor rotation 

effects to the number of disclosed KAMs in the auditor’s report, and the effect is greater 

for account-level risk KAMs. 

Results also indicate that the audit firm rotation increases the information users of the 

financial statement receive from the company and from the auditor. However, the 

regression results do not reveal whether the positive association is a result of improved 

audit quality. The prior studies have argued that higher number of key audit matters 

indicate that auditors associate higher risk with the company (Abdelfattah et al., 2020; 

Pinto & Morais, 2019; Pinto et al., 2020; Sierra-García et al., 2019). 

Thus, the results of the regression analysis imply that users of the financial statements 

receive more information about the company after auditor rotation but the content of 

might be increasing the quality of the information or decreasing it. Users can also 

conclude that the new auditor considers the company riskier than the prior auditor did. 
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Regarding other variables, the results imply that size and financial risks associated with 

the company increases the number of reported key audit matters and mainly the amount 

of entity-level risk KAMs. The results are in line with the prior studies showing that 

number of KAM associates positively for example with size, leverage and loss 

(Abdelfattah et al., 2020; Pinto et al., 2020; Sierra-García et al., 2019). 

The additional regressions revealed that the profitability ratio is highly associated with 

KAM and ALRKAM in large companies whereas the this not much effect for smaller 

companies. On average auditors disclose more KAMs to larger companies than for 

smaller companies, which might explain the larger impact. 

8.3 Suggestions for the future research 

Results of the regression showed that the audit firm rotation associates positively with 

the number of key audit matters. However, the study does not reveal if the content of key 

audit matters, like length, readability, and tone, changes after auditor rotation. Further 

studies could be conducted on this area. Abdelfattah et al. (2020) have studied how 

female partner effects the number of KAM and to the content of KAMs. Future research 

could use similar approach when studying the effects of auditor rotation on key audit 

matters. 

Other area which was left unanswered is that whether the number of KAMs stays 

constant also in the years following the auditor rotation. There is possibility that the 

number of key audit matters is only temporarily affected and are returned on similar 

level after one year. This study would also touch the question regarding the content of 

the KAMs. If the level of KAMs is returned after one year following the rotation, the 

additional KAMs were most likely connected to risk of first year audit. 
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APPENDIX 1 REGRESSION EXCLUDING GOODWILL 

This table provides the OLS regression results. KAM is the total number of key audit matters disclosed in the audit report. ELRKAM is 

the total number of entity-level risk key audit matters disclosed in the audit report. ALRKAM is the total number of account-level risk 

key audit matters disclosed in the audit report. ROTATION is a dummy variable that takes the value of one if the company has changed 

the auditor since the previous year and zero otherwise. PwC, EY, Deloitte and KPMG are dummy variables for audit firm. GOING 

CONCERN is a dummy variable that takes the value of one if there is going concern statement and zero otherwise. SIZE is the natural 

logarithm of total assets. LEVERAGE is calculated by dividing total debts with total assets. CURRENT RATIO is calculated by dividing 

total current assets with total current liabilities. ROA is calculated by dividing profit before extraordinary items divided with total assets. 

LOSS is a dummy variable that takes the value of one if the company has made loss during the period and zero otherwise. INVENTORY 

IS measured as the natural logarithm of total inventories. BUSY SEASON is a dummy variable that takes the value of one if the financial 

year end is 31st of December. INDUSTRY is a dummy variable for each industry. Levels of significance are indicated by *, **, and *** 

for 10%, 5%, and 1%, respectively. 

  KAM ELRKAM ALRKAM 

  Coefficient t-statistic Coefficient t-statistic Coefficient t-statistic 

ROTATION 0,172*** 2,604 0,075 1,383 0,096** 2,132 

AUDIT FIRM       

     PwC 0,003 0,040 0,121** 2,224 -0,118** -2,346 

     EY 0,057 0,835 0,078 1,444 -0,021 -0,409 

     Deloitte -0,180** -2,480 -0,032 -0,557 -0,148*** -2,710 

     KPMG -0,138** -1,976 0,153*** 2,622 -0,292*** -5,877 

GOING CONCERN 0,626*** 4,840 0,336*** 3,301 0,290*** 3,191 

SIZE 0,275*** 15,532 0,206*** 14,326 0,069*** 5,297 

LEVERAGE 0,051 0,450 0,379*** 4,010 -0,328*** -3,788 

CURRENT RATIO -0,018*** -2,708 0,002 0,340 -0,02*** -4,464 

ROA 0,003*** 5,799 -0,002*** -7,519 0,005*** 14,888 

LOSS 0,423*** 7,912 0,362*** 7,729 0,061 1,586 

INVENTORY -0,001 -0,058 -0,024** -2,227 0,023** 2,210 

BUSY SEASON -0,048 -0,917 0,075* 1,684 -0,123*** -3,278 

INDUSTRY     
 

 
     Agriculture -0,266* -1,950 -0,185 -1,604 -0,081 -0,709 

     Construction -0,048 -0,589 -0,36*** -5,163 0,312*** 6,134 

     Mining 0,021 0,158 0,202** 2,151 -0,181* -1,879 

     Retail Trade 0,316*** 3,817 -0,068 -1,069 0,384*** 5,743 

     Services 0,071 1,235 -0,078* -1,662 0,149*** 3,397 

     Transportation 0,206*** 3,091 -0,180*** -3,337 0,386*** 7,554 

     Wholesale Trade -0,232*** -3,211 -0,244*** -4,166 0,011 0,202 

       
Intercept -3,225*** -13,025 -3,193*** -15,590 -0,032 -0,186 

       
Year fixed effects Yes  Yes  Yes  
Country fixed effects Yes  Yes  Yes  

Adjusted R2 0,298  0,220  0,152  
p-value of the model 0,000  0,000  0,000  
Number of 
observations 4 205   4 205   4 205   
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APPENDIX 2 ADDITIONAL REGRESSION: LARGE COMPANIES 

This table provides the OLS regression results. KAM is the total number of key audit matters disclosed in the audit report. ELRKAM is 

the total number of entity-level risk key audit matters disclosed in the audit report. ALRKAM is the total number of account-level risk 

key audit matters disclosed in the audit report. ROTATION is a dummy variable that takes the value of one if the company has changed 

the auditor since the previous year and zero otherwise. BIG 4 is dummy variable which takes the value of one if the audit firm is PwC, 

EY, Deloitte or KPMG and is zero otherwise. GOING CONCERN is a dummy variable that takes the value of one if there is going concern 

statement and zero otherwise. SIZE is the natural logarithm of total assets. LEVERAGE is calculated by dividing total debts with total 

assets. CURRENT RATIO is calculated by dividing total current assets with total current liabilities. ROA is calculated by dividing profit 

before extraordinary items divided with total assets. LOSS is a dummy variable that takes the value of one if the company has made loss 

during the period and zero otherwise. INVENTORY and GOODWILL are measured as the natural logarithm of total inventory and net 

goodwill, respectively. BUSY SEASON is a dummy variable that takes the value of one if the financial year end is 31st of December. 

INDUSTRY is a dummy variable for each industry. Levels of significance are indicated by *, **, and *** for 10%, 5%, and 1%, respectively. 

  KAM ELRKAM ALRKAM 

  Coefficient t-statistic Coefficient t-statistic Coefficient t-statistic 

ROTATION 0,226** 2,342 0,129 1,487 0,097 1,453 

BIG 4 -0,170 -0,892 -0,125 -0,823 -0,045 -0,364 

GOING CONCERN 0,398 0,941 0,479 1,544 -0,081 -0,398 

SIZE 0,248*** 7,076 0,262*** 8,893 -0,014 -0,536 

LEVERAGE 0,060 0,335 0,502*** 3,361 -0,442*** -3,141 

CURRENT RATIO -0,012 -1,584 0,007* 1,828 -0,020*** -3,431 

ROA -1,149*** -2,687 -0,214 -0,619 -0,935*** -3,162 

LOSS 0,278** 2,561 0,370*** 3,803 -0,092 -1,264 

INVENTORY 0,030 1,44 -0,03* -1,673 0,060*** 3,786 

GOODWILL 0,047** 2,426 0,025 1,557 0,021 1,550 

BUSY SEASON -0,160** -1,991 -0,027 -0,378 -0,134** -2,300 

INDUSTRY     
 

 
     Agriculture 0,125 0,817 -0,017 -0,069 0,142 0,594 

     Construction -0,047 -0,441 -0,375*** -3,957 0,327*** 5,25 

     Mining 0,143 0,792 0,236** 2,012 -0,093 -0,706 

     Retail Trade 0,374*** 2,983 -0,021 -0,226 0,396*** 3,866 

     Services 0,200** 2,058 -0,069 -0,842 0,269*** 3,611 

     Transportation 0,299*** 3,531 -0,237*** -3,209 0,536*** 8,337 

     Wholesale Trade -0,035 -0,275 -0,178* -1,665 0,143 1,499 

       
Intercept -4,093*** -7,158 -4,684*** -10,121 0,591 1,484 

       
Year fixed effects Yes  Yes  Yes  
Country fixed effects Yes  Yes  Yes  

Adjusted R2 0,282  0,222  0,149  
p-value of the model 0,000  0,000  0,000  
Number of 
observations 2 103   2 103   2 103   
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APPENDIX 3 ADDITIONAL REGRESSION: SMALL COMPANIES 

This table provides the OLS regression results. KAM is the total number of key audit matters disclosed in the audit report. ELRKAM is 

the total number of entity-level risk key audit matters disclosed in the audit report. ALRKAM is the total number of account-level risk 

key audit matters disclosed in the audit report. ROTATION is a dummy variable that takes the value of one if the company has changed 

the auditor since the previous year and zero otherwise. BIG 4 is dummy variable which takes the value of one if the audit firm is PwC, 

EY, Deloitte or KPMG and is zero otherwise. GOING CONCERN is a dummy variable that takes the value of one if there is going concern 

statement and zero otherwise. SIZE is the natural logarithm of total assets. LEVERAGE is calculated by dividing total debts with total 

assets. CURRENT RATIO is calculated by dividing total current assets with total current liabilities. ROA is calculated by dividing profit 

before extraordinary items divided with total assets. LOSS is a dummy variable that takes the value of one if the company has made loss 

during the period and zero otherwise. INVENTORY and GOODWILL are measured as the natural logarithm of total inventory and net 

goodwill, respectively. BUSY SEASON is a dummy variable that takes the value of one if the financial year end is 31st of December. 

INDUSTRY is a dummy variable for each industry. Levels of significance are indicated by *, **, and *** for 10%, 5%, and 1%, respectively. 

  KAM ELRKAM ALRKAM 

  Coefficient t-statistic Coefficient t-statistic Coefficient t-statistic 

ROTATION 0,145 1,632 0,046 0,714 0,099 1,592 

BIG 4 0,028 0,395 0,207*** 3,697 -0,179*** -3,401 

GOING CONCERN 0,570*** 4,097 0,276** 2,502 0,295*** 2,957 

SIZE 0,174*** 4,659 0,110*** 3,534 0,064** 2,396 

LEVERAGE 0,154 0,947 0,316** 2,505 -0,162 -1,36 

CURRENT RATIO 0,000 -0,025 -0,005 -0,384 0,005 0,381 

ROA 0,002*** 5,764 -0,003*** -6,733 0,005*** 15,23 

LOSS 0,392*** 6,267 0,310*** 5,841 0,083* 1,716 

INVENTORY -0,010 -0,605 -0,012 -0,883 0,002 0,12 

GOODWILL 0,009 0,518 -0,028** -2,032 0,036*** 2,761 

BUSY SEASON 0,020 0,285 0,131** 2,297 -0,112** -2,309 

INDUSTRY     
 

 
     Agriculture -0,331** -2,122 -0,203 -1,54 -0,128 -0,974 

     Construction 0,137 1,033 -0,256** -2,511 0,393*** 4,371 

     Mining 0,010 0,051 0,121 0,741 -0,111 -1,036 

     Retail Trade 0,302*** 2,711 -0,100 -1,196 0,401*** 4,388 

     Services -0,002 -0,022 -0,051 -0,938 0,050 0,935 

     Transportation 0,074 0,601 -0,131 -1,563 0,205** 2,288 

     Wholesale Trade -0,259*** -2,925 -0,263*** -3,746 0,005 0,07 

       
Intercept -1,189** -2,443 -1,005** -2,494 -0,184 -0,521 

       
Year fixed effects Yes  Yes  Yes  
Country fixed effects Yes  Yes  Yes  

Adjusted R2 0,229  0,149  0,142  
p-value of the model 0,000  0,000  0,000  
Number of 
observations 2 102   2 102   2 102   

 

 


