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Abstract

The emerging competitive market (audit and capital) in Iran as a result of regulatory changes has created a unique opportunity for researchers, especially in the auditing area. As a result of regulatory changes, there have been significant changes in the capital market and auditing environment in Iran that lead to auditor switches, thus emerging concerns about auditors’ independence and audit quality. The new situation may have impaired auditor independence and audit quality by providing an opportunity to companies to opinion shop using auditor changes. The aim of this research is to determine the factors associated with auditor changes. The sample includes 1721 observations of Tehran Stock Exchange (TSE) listed companies from 1999 to 2003. The logit analysis is used to analyse the data. The findings indicate that the following factors are associated with auditor changes in Iran: earnings management (discretionary accruals), regulatory change (emerging intense competition between auditors), interaction between changes in public sector ownership and CEO, and interaction between changes of board members and chairman. In general, the findings support the idea that the implementation of the privatisation policy and the regulatory changes has created significant changes in the capital market and audit environment in Iran.

1. Introduction 
The emerging competitive market (audit and capital) in Iran as a result of regulatory changes has created a unique opportunity for researchers, especially in the auditing area. This provides an opportunity to study the emergence and development of competition in the market from its very inception, unlike other studies that have investigated markets that have existed for a long-time. This research examines how competition emerged and developed in the market from the inception to maturity. This study particularly examines factors associated with auditor changes in an emerging market in Iran. As a result of regulatory changes, there have been significant changes in the capital market and auditing environment in Iran that lead to auditor switches, thus emerging concerns about auditors’ independence and audit quality. The new situation may have impaired auditor independence and audit quality by providing an opportunity to companies to opinion shop using auditor changes. The regulatory changes are described below.
In the 1990s, the Iranian government implemented a privatisation policy to transfer ownership of public sector companies from the government to the private sector. The reasons for this new policy included concerns regarding the weaknesses in the performance of public sector companies, inefficiencies, mismanagement and the squandering of finances, the creation of monopolies and a lack of competition in public sector companies (EghtesadeIran, 2002). In 1993, as a result of regulatory changes, the Iranian Certified Public Accountants (ICPA) were legally allowed to practise in the public sector audit market which had previously been monopolised by the Iranian Audit Organization (Moulkaraei, 2005) 
. The approval of this bill had an important effect on the development of the accounting profession in Iran (Roudaki, 1996). The bill encouraged public sector companies to use the specialist and professional services of certified accountants. 
 In 1995, under the requirements of the Bill the government approved an Article (The Instruction of Identifying Liable Certified Accountants and How to Select Them) specifying the minimum educational and professional qualifications and selection process for certified accountants. According to the Article certified accountants were required to have a bachelor’s degree in accounting or related areas (e.g., management) and six years of professional accounting practice (IACPA, 2005). A committee was required to be established to accredit candidates, to certify successful candidates, and to conduct quality control of certified accountants. Thus, the Iranian Association of Certified Public Accountants (IACPA) was established in 2001. The main objectives of the IACPA were to develop the accounting and auditing professions and the professional supervision of the activities of certified public accountants in Iran. 

The regulatory changes, which have affected both Tehran Stock Exchange (TSE) listed companies (capital market) and audit environment (audit market), created extraordinary new laboratory for this study. To the best knowledge of the author, this is a unique situation in which, at the same time, governmental regulatory changes affect significantly both the capital and audit markets. In the capital market, the structure and number of shareholders have changed significantly as well as their incentives and objectives. These changes may have changed companies’ behaviours, especially in relation to their auditors. As well, a new competitive audit market has emerged, while have changed from mainly a monopolised market to a very competitive audit market. The emerging competition may have affected the behaviour of auditors. These changes in the behaviour of the clients and auditors may have resulted in auditor switches. This situation, gives an extraordinary opportunity to investigate the effects of the changes in the capital and audit markets on the auditor switches in an emerging and developing competitive audit market. Based on the above discussions the general research question is: What factors are associated with auditor switches in Iran? 
2. Theoretical Framework and Hypotheses Development
2.1 Introduction

The literature about auditor switches indicates that researchers have used three theories to explain, or examine, the reasons for auditor changes by companies mainly in the well established markets as well as developed countries
. These theories include: agency theory (e.g., Francis and Wilson, 1988; DeFond, 1992); signalling theory (e.g., Titman and Trueman, 1986; Wallace, 1987; Menon and Williams, 1991; Balvers et al., 1988); and insurance theory (e.g., Wallace, 1985; Kothari, Smith, and Watts, 1988; Schipper, 1991). Agency theory is used whenever the reason for auditor changes is related to the agency-related incentives for higher quality audit such as diffusion of ownership and owner-debtholder conflict (e.g., Francis and Wilson, 1988). In the literature (e.g., Carpenter and Strawser, 1971; Beatty, 1989), signalling theory is mainly used to explain the reasons for auditor changes before or at the time of initial public offerings (IPO) and the issuing of new stocks. The insurance theory implies that some companies may change their auditors in order to share risk (Wallace, 1985) and because they consider auditors as having “deep pockets” (e.g., Kothari et al., 1988; Schipper, 1991). 
Unlike prior research this study examines the emerging markets (capital and audit) rather than well established ones with a view to gaining new insights about the behaviour of the clients and auditors (how they act) in different situations (e.g., market development). Emerging markets usually suffer from a lack of shareholder and creditor protection (Porta et.al. 1998) and they may not be as efficient as the well established markets (e.g., Walczak, 1999; Fan and Wong, 2005)
. Because of these the type and the level of the agency costs (conflicts of interest) in the emerging markets may be different than the developed markets
. According to Fan and Wong (2005) in the emerging markets it is difficult to reduce agency conflicts between controlling owners and the minority shareholders through conventional internal and external control mechanisms such as board of directors and takeovers. In a review of the literature on corporate governance issues in Asia  as an emerging market (Claessens, Fan, 2002) it was found that investors anticipate and price the agency costs caused by certain ownership structures, especially large deviations between control and cash flow rights. In emerging markets, conventional corporate governance mechanisms such as board of directors and takeovers are not strong enough to ease the agency problems and because of that other mechanisms are employed to mitigate these problems (e.g., high quality auditors).  In the emerging markets the risk of expropriation of minority shareholders by large (controlling) shareholders is high (Claessens et al., 2000 and 2002). 

All of these may imply that in the emerging markets the role of auditing as a mean of reducing agency conflicts (costs) may become much more important than developed markets. The results of a study in eight East Asia economies propose that auditors play a governance role to mitigate agency problems in emerging markets (Fan and Wong, 2005). Regarding the vital role of auditors in the emerging markets it may be argued that studying the factors i.e., auditor switches, which may impair the auditors’ independence and finally the role of the auditors in the emerging marks, becomes much more important.
2.2 The Factors that may Cause Auditor Switches in Iran
As mentioned before, the implementation of the privatisation policy (1990s) and the establishment of the IACPA (2001) created significant changes in the TSE. As a result of these changes the structure and objectives of the TSE listed companies as well as the responsibilities of the management changed significantly. In addition, the emerging competition among auditors provided more opportunity and incentive for companies to change their auditors. In this section, the factors that may cause auditor changes in the TSE listed companies are described. These factors include; client characteristics, the auditor characteristics, regulatory change, and interacted factors. 

2.2.1 Client Characteristics
Client characteristics include; ownership and management changes, rapid firm growth, leverage, financial statues (profitability and liquidity), earnings management, and firm size. These characteristics will be discussed below.

2.2.1.1 Ownership and Management Changes
The main objective of the privatisation policy was to transfer the ownership of public sector companies and to reduce government ownership of the companies. It aimed to increase the private sector ownership and control of companies. It was supposed that the implementation would result in significant changes in the ownership structure of the TSE listed companies since many of them had public sector shareholders. It can be argued that the privatisation policy has changes the level of agency costs in the TSE listed companies by changing the ownership structure of the companies
. The reason for differentiating between these two types of ownership (public and private sector) is that they represent different dimensions of the ownership structure with different possible objectives
. Different combinations of these dimensions as a result of ownership changes (privatisation) may result in different agency costs levels due to conflicts of interest that may exist between the two parties
. To the best knowledge of the author, the present study is the first study to examine the association between changes in the ownership structure (large public and private shareholders) and auditor changes.

Shleifer and Vishny (1997) argue that large shareholders may get full control of the company and make private benefits of the control, which are not shared by the minority shareholders as they represent their own interest that may not be matched with the interests of the other stakeholders (e.g., minority shareholders). For example, large shareholders may prefer dividends while the small shareholders may be more interested in capital gains (Shleifer and Vishny, 1986). When some shareholders have dominated control over a firm it enables them to arrange corporate contracts with different stakeholders (e.g., minority shareholders, managers, and debtholders) and also to determine firm policies including profit sharing among shareholders (Claessens and Fan, 2002). This position may motivate them to engage in opportunistic behaviour (self-interested) without facing obstacle internally by board of directors and externally by takeover markets (Fan and Wong, 2005). 

Public sector companies in Iran (as the main shareholders in the TSE listed companies) had several objectives, including implementing governmental policies (e.g., providing employment and cheaper goods and services) as well as profit seeking. In contrast, private sector companies did not have this range of complexity of objectives since they were mainly profit seeking (Komijani, 2003)
. Given that large shareholders may get full control of the company and make private benefits (e.g., Shleifer and Vishny, 1997), especially in the emerging markets such as TSE it may be argued that when each of these two types of shareholders (public-private) becomes the large shareholder in the company they may apply firm resources to achieve their objectives in the expense of the other shareholders
. 

When there are large shareholders in the company who can have significant influence/control in the company, which is the case in TSE, the agency problem between shareholder-manager conflicts of interest may shift to agency problem between the large shareholders and the minority shareholders (e.g., Fan and Wong, 2002a; Shleifer and Vishny, 1997 ). The agency problem emerges as large shareholders are able to increase their interests or have perquisite consumption without having the full cost of their actions (Lemmon and Lins, 2003). In this situation, the minority shareholder(s) in the TSE listed companies may require higher level of audit quality to protect their interests in an emerging market where conventional corporate governance mechanisms such as board of directors may not be strong enough to ease the agency problems (Claessens, Fan, 2002)
. Fan and Wong (2005) found that there is a positive association between the level of the agency conflicts (between majority and minority shareholders) and the quality of the auditor chosen in the emerging markets. As the level of the conflict increases the possibility of auditor changes and choosing a higher quality auditor increases as well.   

According to the literature about agency theory there is an association between the level of agency costs and the level of audit quality required by a company (e.g., DeFond, 1992; Francis and Wilson, 1988). Different levels of agency costs may require different levels of audit quality, which may result in auditor changes (e.g., DeFond, 1992; Francis and Wilson, 1988). In addition, it is hypothesised in the agency theory literature that “significant changes in the existing principal’s supply of resources or new principals supplying new funding would signal the need to revise agency contracts. This revision could in turn signal a change in monitoring efforts” (Williams, 1988, p.247). 

On the Other hand, there may be some incentives for the large shareholders in the TSE listed companies to bring in monitoring or bonding mechanisms, which eliminate their ability to expropriate minority shareholders and therefore mitigate the agency conflicts (e.g., Jensen and Meckling, 1976). The influence of the large shareholders in the TSE listed companies may end up with some costs for them and the companies as a whole. The outside investors may anticipate this influence and therefore may price-protect themselves by lowering (discounting) the share prices and also not being interested to buy the shares of the TSE listed companies (Johnson et al., 2000; La Porta et al., 2002)
. This may create some difficulties for the companies in the TSE to issue shares in the future as well (Fan and Wong, 2005). Regarding the privatisation policy and the process of selling the shares of the TSE listed companies to the public it may be argued that large shareholders, especially public sector shareholders may have some incentives to have a higher level of audit quality to get a higher level of share prices. Because of this they may switch their auditors during the privatisation process.
Iranian public sector companies were known to have inefficiencies, mismanagement, squandering of finances, and weaknesses in their performance (EghtesadeIran, 2002). Also, they had to be audited by the Iranian Audit Organization (IAO). One of the reasons for companies to change their auditors after ownership changes may have been to signal that they were no longer public sector companies; implying that they did not have these problems any more. In addition, because of the privatisation companies have to sell their shares to the public (transfer from pubic to private shareholders), which may encourage companies to take actions (e.g., auditor selection) to transfer private information to the investors, in the hope of getting higher share prices
. In the emerging markets such as TSE where ownership structures is concentrated and large shareholders (including public sector ownership) usually have more access and control in the companies there may a new type of asymmetry problem (asymmetry problem between large and small shareholders), which may give more incentives for signalling
. Gul and Qiu found that companies in the countries with poor legal protection/law enforcement and corporate governance as well as less developed markets (emerging markets) are associated with higher level of the asymmetry problem
.

Signalling theory assumes that managers (large shareholders in the case of TSE) have much more information than outside investors and there is an information asymmetry problem between management/large shareholders and outsiders (e.g., Watts and Zimmerman, 1986; Brennan, 1990; Thakor, 1991; Gibbons, 1992; Osborne and Rubinstein, 1994) 
. Since there is an information problem, some firms are misvalued by public capital markets, which provides some incentive for managers/large shareholders of these companies to take action, including signalling to correct the misevaluation (Thakor, 1991 and 1993; Healy and Palepu, 1993). 

Signalling theory literature considers auditors as a means of signalling future cash flows to outside investors in a company and supposes that companies with more positive prospects select higher quality auditors (e.g., Big Four) to expose these prospects (Weets, 1999). Because of litigation risk and the possibility of losing reputation and wealth, high quality auditors usually accept less risky clients (e.g., Firth and Smith, 1995; Raghunandan and Rama, 1999). Therefore, the selection of a higher quality auditor may be a positive signal of better prospects for a company.

In summary, it can be said that as the level of the agency costs related to the conflicts of interest between public and private sector (large and minority) shareholders in the TSE listed companies may vary over the time due to the privatisation, different audit quality may be required at different periods, which may result in auditor changes (DeAngelo, 1981a; Haskins and Williams, 1990). In addition, since there is a high level of information asymmetry between large shareholders and other users of financial statements i.e., small shareholders in the TSE as an emerging market, there may be some incentives for TSE listed companies after ownership changes to engage in signalling activities including auditor changes. Therefore, the first two hypotheses are:

H1: Changes in private blockholder ownership in TSE listed companies are positively associated with auditor changes.

H2: Changes in public sector ownership in TSE listed companies are positively associated with auditor changes.

Regarding the privatisation it may be argued that changes in the ownership structure of the TSE listed companies due to ownership changes may result in management changes
. According to the Iranian Trade Laws the election of the board members is by cumulative voting (Article-108). This means that large shareholders have more power (vote) to elect their related (favourite) managers and consequently they may have more influence and control over them. Because of this influence/control in the TSE listed companies the agency problem (shareholder/manager conflicts of interest) may be created mainly by the conflicts of interest between minority shareholders and the related new managers rather than conflicts of interest between outside shareholders and managers, which is the case in developed markets (diffused ownership)
. In this situation the related new managers may have more incentives (self and related shareholder interests) for opportunistic behaviour and the information asymmetry problem between new management and minority shareholders may be high
.

It may be argued that the possible influence/control of large shareholders over the new managers in the TSE listed companies may affect/adjust the level of the agency costs in the companies for the related and non-related parties
. This influence may bring more alignment between the incentives of the new manager(s) and the related shareholders
. However, this relationship may increase the agency costs for the non-related shareholders in the companies. In this situation, the small (non-related) shareholders may require a higher audit quality to protect their interests. Alternatively, given the possible influence/control and the concerns of the minority shareholders about it, which may affect the share prices and the possibility of future issues, the new managers/large shareholders, may employ high quality auditors (e.g., Claessens et al., 2002).

Although, the relationship between related large shareholder(s) and manager(s) may reduce the agency problem between them it may not be possible to keep it down for all the time. The reason is that the agency problem may not be uniform throughout the time of the agency relationship (Arthurs and Busenitz, 2003). The large shareholders may not be able to identify all the opportunistic behaviour of the agents in advance and because of that they may demand monitoring i.e., auditing. This demand may differ according to the possibility of the opportunistic behaviour of the managers, which may result in auditor changes. In addition, regarding the ownership structure of the TSE listed companies, in which, in average, there are four different large shareholders (public and private) and the required number of board member (at least five) it can be said that a large shareholder may have seat(s) on the board of directors but it does not mean that he/she has complete control of the company even though it may facilitate his/her monitoring in the company (e.g., Shleifer and Vishny, 1986). Therefore, there may be conflicts of interest between different lager shareholders and different management components (board members, chairman, and CEO), which may require higher level of audit quality.

New managers in the TSE listed companies themselves may also have required auditor changes since the previous auditor may have a strong relationship with the previous owners/management or because new managers may require new ideas. The new managers may also have brought in a new auditor with whom they had had a good working experience/relationship (e.g., Williams, 1988) 
. 
Theoretically the presence of new managers may change the existing corporate relationships and necessitates the arrangement of new contracts (Schwartz and Menon, 1985; Williams, 1988). In another words, a new agency relationship is formed by new agents entering the company. Agency theory is concerned with the agency problems that exist in each agency relationship (Ekanayake, 2004). An agency relationship is defined as a contract under which one party [called principal(s)] engages another party [agent(s)] to carry out some activities on its behalf. This agreement requires the transfer of some decision-making authority from the principal(s) to the agent(s) (e.g., Jensen and Meckling, 1976; Wallace, 1985). 
In corporations, agency conflicts (costs) exist because of the separation of ownership and management as well as the giving of decision-making authority to the management  (Ng, 1978; Jensen and Meckling, 1976). These conflicts appear since there is a possibility that management applies the resources of the company to fulfil its own interests at the expense of shareholder interests, especially in the emerging markets
. “Moreover, in the absence of monitoring, principals would assume divergent actions by the agents and ‘price-protect’ themselves by lowering compensation to those agents. Of interest is when monitoring takes the form of an audit” (Wallace, 1987, p.11). According to the agency theory literature, since the principals are able to protect themselves by a downward adjustment of the prices paid to agents (wages), the agents, not the principals, generate a demand for the monitoring activities. This adjustment creates an incentive for agents to demand monitoring as a means of avoiding the downward adjustment of their wages (e.g., Jensen and Meckling, 1976; Wallace, 1985and 1987; Watts and Zimmerman, 1986). 

Agency theory suggests that a principal should try to remove or lessen the agency problem despite the fact that this problem is not uniform throughout the time of the agency relationship (Arthurs and Busenitz, 2003). As a result, principals may not fully price protect themselves since they may not be able to identify all the opportunistic behaviour of the agents in advance. This leads to a demand for monitoring
. Different possibilities of the opportunistic behaviour of the agents may require different levels of audit quality. As the possibility of the opportunistic behaviour of the new agent may be different than the old one, taking into account human characteristics such as self-interest, a different level of the audit quality may be required as well
. As mentioned before, in the agency theory literature auditing is considered as a means of reducing agency costs and there is a positive association between the level of the agency costs and the level of the audit quality required by the companies. Changes in the level of the required audit quality as a result of the changes in the agents may result in auditor changes.

According to Fama and Jensen (1983), the reason for the continued existence of the separation of decision and risk-bearing functions in organizations partly refers to the contract structures of those organizations that separate the approval and monitoring of decisions from the initiation and application of the decisions. Each organization is a nexus of contracts and these contracts identify the rights of agents, and are the bases upon which they are assessed, and how costs and rewards are allocated among different parties in the organization (Jensen and Meckling, 1976; Fama and Jensen, 1983). In every organization, the decision-making process includes these steps: Initiation–giving suggestions for use of resources and arrangement of contracts; ratification-selection of the given suggestions to be executed; implementation-                           implementation of approved decisions; and monitoring-measuring the act of decision agents and carrying out rewards (Fama and Jensen, 1983). According to these authors, in order to have effective control over the decision-making process, there should be some separation between the control of decisions (ratification and monitoring) and management of decisions (initiation and implementation). This means that an agent should not implement special management as well as control rights over the same decision. This separation decreases the possibility of opportunistic behaviour by the agent since his/her decision or action is controlled by others.

In organizations, residual claimants (shareholders) usually have endorsement rights (by vote) on issues such as Board membership and auditor choice. Shareholders hand over other management and control tasks to the Board. The Board of Directors in each organization is a kind of decision control system. The existence of the Board of Directors facilitates the separation of decision management and control of those decisions. The Board also passes on most decision management functions and many control functions to internal agents; however it holds ultimate control over internal agents, including the right to ratify and monitor major policy initiatives and to hire, fire, and compensate top-level managers, i.e., Chief Executive Officer (Fama and Jensen, 1983). 
To the best knowledge of the author, the present study is the first study to examine separately and simultaneously the association between the changes of management components (the Chairman, the Board Members, and the CEO) and auditor switches
. The main reason for examining the association of these components separately is that each of them may play a different role in the company decision making process (e.g., Fama and Jensen, 1983) .i.e., auditor changes
. The results of the prior research about the association between management changes and auditor switches are inconsistent. Some studies (e.g., Burton and Roberts, 1967; Beattie and Fearnley, 1995 and 1998) found that changes in management are one of the main reasons for auditor changes while other studies (Schwartz and Menon, 1985 and Williams, 1988) did not find any significant association between management changes and auditor changes.

In summary, regarding the potential influence/control of large shareholders over managers in the TES listed companies, it may be said that management changes may result in auditor changes. The existence of this influence/control increases the agency costs for both related and non-related parties because of this a higher level of audit quality may be required by both parties at the time of management changes, which may result in auditor changes. Theoretically, the presence of new managers may change the existing corporate relationships and necessitates the arrangement of new contracts. This may require higher level of audit quality as well. Furthermore, the results of the prior studies about the association between the management changes and auditor switches are inconsistent. Therefore, the third hypothesis is:

H3-1: Changes in Head of Board of Directors in TSE listed companies are positively associated with auditor changes.

H3-2: Changes in the Board Membership in TSE listed companies are positively associated with auditor changes.

H3-3: Changes in Chief Executive Officer in TSE listed companies are positively associated with auditor changes.

In order to test the above hypotheses the following variables will be used as proxies. For H1, changes in the percentage of ownership by private sector shareholders who own 5% or more of a company will be used as a proxy for measuring ownership changes by private blockholders. The data related to shareholders who have more than 5% of ownership is presented in company financial statements. For H2, for public sector ownership changes the proxy will be the difference between the percentage of stock owned by the public sector (PS) in the current year minus the previous year’s PS. For H3-1, changes in a company’s Chair of the Board of Directors, H3-2 changes in the Member of Board of Directors, and H3-3 changes in Chief Executive Officer in the year prior to the auditor changes will be used as direct measures for management changes. For these hypotheses and the following ones the time period for consideration will be the year prior to the auditor changes.

2.2.1.2 Rapid Firm Growth

The privatisation policy changed the objectives of the TSE listed companies from implementing governmental policies as well as profit seeking to mainly profit seeking. Because of this, significant competition between the companies may have emerged. Companies may have to expand and diversify their activities in order to survive in the competitive market. All of this may result in rapid firm growth. The rapid firm growth may require the entrance of new managers into the company as new activities and new departments may emerge. Regarding the TSE context (the influence and control of large shareholders) the new managers mainly may be the persons who are related to the large shareholders/top managers. This means that the incentives of the new managers may be more align with the large shareholders rather than the small ones. Because of this it may be argued that the rapid firm growth in the TSE listed companies may have increased the conflicts of interest (agency problem) that had existed between the large and the minority shareholders (e.g., Fan and Wong, 2002a) as well as the asymmetry problem between related managers and minority shareholders. As a result small shareholders may have required higher audit quality to protect their interests, which may result in auditor changes (e.g., Francis and Wilson, 1988).
Theoretically, rapid firm growth is another measure of changes in the principal-agent contract. Rapid growth can be a measure of new principal-agent contracts. High growth requires new contractual agreements as new departments and new managers join the company. This may change the level of the agency costs in the firms that may require different level of audit quality. The different level of audit quality required may result in auditor changes as explained before. Rapid growth also changes the economies of scale previously available to the current auditor. Rapid growth may also change TSE listed companies’ needs and creates the desire for additional services. Therefore, the companies may need to change to new auditors who can provide the required audit and non-audit services (Schwartz and Menon, 1985; Seabright, Levinthal and Fichman, 1992; Carpenter and Strawser, 1971; Macchiaverna, 1981). The results of the prior studies about the effect of the rapid firm growth on the auditor changes are inconsistent. Some studies (e.g., Haskins and Williams, 1990; Johnson and Lys, 1990; Woo and Koh, 2001) indicate that there is an association between firm growth and auditor changes while others ( Burton and Roberts, 1967, and Chow and Rice, 1982) did not find any significant association between them. Therefore, the fourth hypothesis is:

H4: Rapid growth in TSE listed companies is positively associated with auditor changes.

For measuring a firm’s growth there are two alternatives: a) changes in sales divided by total sales and b) changes in sales divided by total assets. 

 2.2.1.3 Leverage
The conflicts of interest between shareholders/managers-debtholders may have increased in the TSE listed companies after the privatisation. The TES listed companies no longer have governmental financial support and because of that they may have to finance their activities (e.g., investing) mainly by borrowing, which may have resulted in increased levels of debts and as a result increased conflicts of interest between shareholders and debtholders
. As the amount of the debt increases the agency costs related to shareholders-debtholders conflicts of interest increases as well, especially in the form of a risk shifting incentive. Risk shifting means that as the level of the debt increases shareholders may have more incentives to take riskier projects. Taking riskier projects will benefit them by paying the debtholder the contracted rate (amount) and keep the residual gain when the project is successful. However, if the project is not successful, the debtholders suffer the costs of the riskier project (e.g., Bathala et al., 1994).

After the privatisation as new private shareholders and debtholders have emerged the risk of transferring wealth from debtholders to shareholders (especially large ones) and as a result the conflicts of interest may have increased as well. While before the privatisation because of the common ownership and control (public sector) over the companies and debtholders (banks) the risk of transferring wealth from debtholders to shareholders was low
. In addition, regarding the existence of the large shareholders and the possible influence/control of them over managers in the TSE listed companies it can be argued that managers may have more incentives to transfer wealth from the debtholders to the shareholders
. Because of these, debtholders may require a higher level of the audit quality to protect their interests in an emerging market, where there is a higher level of the conflicts of interest between large shareholders and debtholders and management has a higher level of incentives for the wealth transferring. 

Alternatively, it may be argued that the presence of large shareholders in the companies may reduce the agency conflicts between shareholders and debtholders. The reason is that large shareholders are usually long-term investors who may be with the company for a long-time. While the companies in the TSE have to borrow money for financing their activities regularly these shareholders may be more concern to mitigate the conflicts of interest with bondholders than small shareholders. They may consider the conflicts as a risk to their future interests
. For example, there is a negative association between the family ownership and the costs of debt financing (Anderson et al., 2003), which may imply that considering long-term interests may encourage large shareholders to mitigate the conflicts of interest with debtholders.

Theoretically, debtholders have some concerns about the possible transfer of wealth by managers from debtholders to shareholders, since managers are working for shareholders and thus trying to maximise their interests (e.g., Jensen and Meckling, 1976). This incentive may be higher in the emerging markets such as TSE where creditors are less protected (Porta et.al. 1998). The possibility of wealth transfer (agency costs) increases as the amount of debt increases
. Auditing is generally considered as a means of reducing agency costs, including the costs related to shareholder-bondholder conflicts of interest (e.g., Jensen and Meckling, 1976). Therefore, the demand for higher audit quality increases as the amount of debt (leverage) increases (DeFond, 1992; Woo and Koh, 2001). 
There is a positive correlation between the level of a company’s debts (the percentage of debt in a company’s capital structure) and owner-manager incentives to transfer wealth from bondholders (Jensen and Meckling, 1976; Chow, 1982; Watts, 1977). This indicates that, the level of agency costs related to shareholder-bondholder conflicts of interest may be different at different times because the percentage of debt in a company’s capital structure may change. Since different levels of agency costs require different levels of audit quality any changes in agency costs (e.g., company debts) may result in auditor changes. Some empirical evidence indicates that there is a significant association between changes in leverage and auditor changes
 (e.g., DeFond, 1992; Woo and Koh, 2001). Therefore, the fifth hypothesis will be: 

H5: Leverage in companies listed on the TSE is positively associated with auditor changes
2.2.1.4 Financial Status (Profitability and Liquidity)

The fact that the Iranian public sector companies were known to have weaknesses in their performance as well as inefficiencies leads to the assumption that this situation may continue after the privatisation
. Regarding the privatisation process and the possible effects that the financial status of companies may have on their share prices it may be argued that large shareholders/managers may be more concerned about the companies’ financial status than before
. In addition, in the companies with large shareholders the possibility of management replacement as a result of poor performance (e.g., profitability) may be higher than the companies with dispersed shareholders (Kaplan and Minton, 1994; Kang and Shivdasani, 1995)
. Because of these it may be argued that after the privatisation disagreements between managers/shareholders who want to present a good picture of the company and auditors may have increased in the companies with low level of profitability and/or liquidity.  

As the financial status of a company gets worse the possibility of auditor changes by that company increases and vice versa. The reason for this may come from the fact that when companies are in financial trouble they do not want to represent it in their financial reports since this has negative consequences for them (Kluger and Shields, 1989). Because of the consequences companies may try to manipulate the financial reports, which increase the litigation risk for auditors (DeAngelo, 1982; Schwartz and Menon, 1985). The companies may apply income increasing methods to present a favourable picture of the companies’ financial situations while because of the litigation risk auditors may become more conservative and ask the companies to implement income decreasing methods (e.g., DeFond and Subramanyam, 1998). This disagreement may result in auditor changes in the hope that the new auditor will be more cooperative with the companies’ interests.

There may be an inverse association between the economic conditions of a client firm and the likelihood of auditor-client disagreement, which can result in auditor changes. The empirical results indicate that firms switching auditors after a disagreement have a worse earnings performance, more debt, a lower level of current assets, and a lesser stock price performance than firms switching auditors without disagreement in the same industry (Dhaliwal, Schatzberg, and Trombley, 1993). In addition, companies in financial distress may have greater motivation to switch auditors (Haskins and Williams, 1990; Schwartz and Menon, 1985). Also, failing companies have more incentives to switch auditors than non-failing firms (Schwartz and Menon, 1985). Meanwhile, Woo and Koh (2001) do not find any association between client financial status (profitability) and auditor switches. 

In summary, regarding the privatisation process and the possible effects that companies financial status can have on the share prices i.e., new issues it may be argued that there may be a negative association between the level of companies’ profitability/liquidity and the possibility of auditor-client disagreement preceding auditor changes. Therefore, the sixth and seventh hypotheses will be:

H6: Financial status-profitability of TSE listed companies is negatively associated with auditor changes.

H7: Financial status-liquidity of TSE listed companies is negatively associated with auditor changes

2.2.1.5 Earnings Management

Regarding the TSE history and the privatisation policy it can be said that TSE is in the early stages of its development. In another words, TSE is an emerging market, which may not be as efficient as developed markets. For example, most of the listed companies perform only the minimum disclosure requirements mandated by the Iranian Trade Laws and TSE regulations. In addition, financial analysts and the financial press may not play a significant role as the information intermediaries between the companies and investors as they play in developed markets. All of these may imply that TSE may not have strong-form efficiency. This low level of efficiency in the TSE may give incentives to managers to engage in earnings management (Fields et al., 2001). Given these, it may be said that the TSE listed companies may have a higher level of incentives and possibilities for earnings management than the companies in the developed markets. 

According to Watts and Zimmerman (1990) managers may engage in earnings management to either maximize the firm value or their self-interests (opportunistic behaviour)
. Emerging competition between companies in the capital market (for selling shares and issuing debt equity) may have increased the chance of earnings management in the TSE listed companies. Regarding the privatisation process in which public sector ownership has been transferred to the private sector shareholders by selling shares of the companies and the existence of an emerging market it may be argued that the current large shareholders/managers may be seeking the ways, which can help them to get higher prices for the new equity issues. One of these ways is earnings management
. Therefore, it may be argued that because of the privatisation (selling shares at a higher price) the incentives for earnings management may have increased in the TSE listed companies.

Regarding the TSE context as a emerging market, where there are less legal protection as well as fewer corporate governance mechanisms such as dispersed ownership structures and high-quality disclosure to protect minority shareholders interests it may be argued that the conflicts of interest between large shareholders and minority shareholders may be the main reason for earnings management rather than conflicts of interest between shareholders and managers (self-interested) as it is considered in the agency theory literature (e.g., Jensen and Meckling, 1976)
. Given that nearly all of the TSE listed companies have large shareholders it may be argued that this type of conflicts of interest (conflicts of interest between large and minority shareholders) may give more incentives and possibilities to them for earnings management.  Therefore, earnings management may exist nearly in all of the TSE listed companies.
Theoretically, agents are self-interested as well as opportunistic and since the monitoring of their performance is costly their activities are not always in the best interest of the principals (e.g., Jensen and Meckling, 1976). This situation leads to the agency problem (cost) that is not uniform throughout the time of the agency relationship (Arthurs and Busenitz, 2003). Earnings management is one of the opportunistic behaviours of the management since it could mislead the users, especially shareholders by relying on the figures that may not reflect the real situation of the company (Neu, 1991).  

Accounting-based contracts (management compensation contracts and lending contracts) create some incentives for earnings management. Earnings management takes place because it may be costly for compensation committees and creditors to detect earnings management (Watts and Zimmerman, 1978). There is some evidence (e.g., Healy, 1985; Holthausen, Larcker, and Sloan, 1995) which indicates that managers try to manipulate accounting earnings in order to maximise their compensation in different ways according to their own expectations of earnings being: (i) below the lower bound required to earn any bonus; (ii) above the upper bound after which no further increases in bonuses are obtained; or (iii) between the lower and upper bounds
.

Also, there is some evidence which indicates that companies may engage in earnings management (manipulating earnings upwards) at time of the issuing of equity such as Initial Public Offering (Teoh, Welch, and Wong, 1998a) and Seasoned Equity Offerings (Teoh, Welch, and Wong, 1998b). “In general, the evidence is consistent with firms managing earnings to window-dress financial statements prior to public securities offerings, to increase corporate managers’ compensation and job security, to avoid violating lending contracts, or to reduce regulatory costs or to increase regulatory benefits”( Healy and Wahlen, 1999, p.367). DeAngelo (1988) stated that at the time of an election campaign there are some incentives for the current managers for discretionary accruals to give a better presentation of their performance which can help them to win the election. Also, there is some incentive for incoming managers to take an earnings bath and to give the responsibility for that to the poor management of the previous managers.

Managers may implement income increasing methods, which increase a client’s litigation risk. In this situation, litigation risk concerns may persuade auditors to force managers into accepting conservative accounting choices, which ultimately may result in auditor changes (DeFond and Subramanyam, 1998). Kluger and Shields (1989) provided indirect empirical evidence in support of the association between managerial manipulation of financial information and auditor changes in failing companies. Their findings supported the argument (DeAngelo, 1982; Schwartz and Menon, 1985) that the failure of managers to manipulate earnings, especially among failing firms, may be an important motivation for auditor changes. 

In summary, regarding the TSE context as an emerging market, where there is a high level of incentives and possibilities for earnings management as an agency cost, and the expected role of auditors as a means of reducing agency conflicts in the companies it may be said that companies may try to coordinate their auditors with their incentives. In this process the auditors who may not comply with companies’ incentives may be replaced by the new auditors in the hope of having more favourable auditors (Lennox, 2000). Given these, it may be argued that if companies (large shareholders/managers) could not manage their auditors, which resulted in less favourable earnings management, they are more likely to change their auditors and vice versa. Therefore, the eighth hypothesis will be:

H8: Earnings management in TSE listed companies are negatively associated with auditor changes 

In order to measure earnings management in this research, two models of discretionary accruals will be used. The first one is the Cross-Sectional Modified Jones and the second one is the ‘forward-looking Model’ of Dechow, Richardson, and Tuna (2003, p. 359). These models will be discussed in Chapter-six.

2.2.1.6 Firm Size

Regarding TSE context as an emerging market, where there are conflicts of interest between large and minority shareholders as well as asymmetry problem between managers and the minority as explained before it may be argued that as the size of TSE listed companies increases these problems increase as well. In other worlds, increases in the size give more opportunity and incentives to the large shareholders/managers for expropriation of minority shareholders. Because of these it may be argued that increase in the companies’ size increases the agency cots for the minority shareholders. The increased size may increase the agency costs related to large shareholders/managers and bondholders as well. Because of the increased agency costs interested parties (minority shareholders/debtholders) may require higher level of audit quality to protect their interests. This demand may result in auditor changes.

Theoretically, the increasing size of company creates structural separation, which subsequently cause administrative problems of coordination and control (Blau, 1970). As the size of a company increases, information asymmetry between managers and shareholders increases as well. Also, it gets more difficult for shareholders to monitor management activities or for debtholders to monitor management or owner’s activities. All of these may increase agency costs resulting from conflict of interests between shareholder-manager and shareholder-bondholder. Higher agency costs may result in a demand for higher quality audits (Palmorse, 1984). Nevertheless, auditor changes are significantly higher among smaller companies (Beattie and Fearnley, 1998b). In the case of large companies, few believe that the benefits of the auditor changes are more than the costs (Burton and Roberts, 1967).
There is also a correlation between the reasons for auditor changes and client size. For example, in the case of small companies the influence of a third party capital provider and changing needs are the main reasons for changes, while in large companies, merger/takeover and group rationalization are the main reasons for auditor switches (Beattie and Fearnley, 1998b). In failing companies size does not matter with respect to the actual switching among the failing companies (Schwartz and Menon, 1985). Also, changes in client size affect auditor-client relationships (e.g., Johnson and Lys, 1990; Haskins and Williams, 1990; Levinthal and Fichman, 1988; Schwartz and Menon, 1985). Therefore, the ninth hypothesis will be:

H9:  The size of TSE listed companies is positively associated with auditor changes.

2.2.2 Auditor Characteristics- Audit Opinion

In the emerging markets such as TSE where conventional internal and external mechanisms (e.g., board of directors and takeovers) are not strong enough to ease agency conflicts between large and small shareholders/debtholders the role of auditing as a means of reducing agency costs becomes more important. In these markets auditors play a governance role to mitigate agency problems (e.g., Fan and Wong, 2005; Claessens and Fan, 2002). All of these may imply that the audit report may have more effects on the investors decision making process and finally on the share prices in these markets than developed ones. Regarding the privatisation process and the aim of the companies to sell their shares at a higher price it may be argued that companies in the TSE are very sensitive to the type of the audit report issued by the auditors. Regarding the privatisation and the possible effects (positive/negative) that the audit report can have on the market it may be said that companies may be more   willing to change auditors after receiving a qualified opinion than unqualified one.                     The TSE listed companies may change their auditors because they have received a    qualified opinion and hope to receive an unqualified opinion by changing their current auditors. The results of the prior research about the effect of receiving a qualified audit report on auditor changes are inconsistent. Some studies (e.g., Chow and Rice, 1982; Teoh, 1992; Lennox, 2000) indicate a significant correlation between auditor changes and receiving a qualified opinion while some others (e.g., Schwartz and Menon, 1985; Haskins and Williams, 1990) do not find any significant association between auditor changes and audit opinion. Therefore, the tenth hypothesis will be:

H10: Qualified audit opinions issued by auditors in TSE listed companies are positively associated with auditor switches.

2.2.3 Regulatory Changes (establishment of IACPA)

The establishment of the IACPA (2001) created intensive competition between auditors and provided greater opportunity for TSE listed companies to change their auditors. There is a positive association between the level of competition between auditors and the opportunities and incentives for companies to change them (Shockely, 1981). Based on these arguments a dummy variable will be used to capture the effects of the establishment of the IACPA. This dummy variable will be zero for the years 1999-2001 and one for years 2002-2003. The year of establishment (2001) will be considered as the years before the establishment for the following reasons. First, the establishment took place after the Annual General Meetings of TSE listed companies, which implies that companies had already selected their auditors and they did not have any other option. Second, the year 2001 may have been a year of bargaining for companies and auditors. During this year companies may have attempted to convey what they expected from auditors and tried to convince/threaten them to follow the company line. The results of this process should be reflected in the following years. Therefore, the eleventh hypothesis will be:

H11: Regulatory Change (establishment of IACPA) is positively associated with auditor change.
2.2.4 Interacted Factors
Regarding the possible interaction between different independent variables, which may affect/alert their main effect(s) on the dependent variable (auditor changes) the most possible interactions are considered. The existence of the interaction may influence the main effects of the independent variables on the dependent one as the main effect may differ as the level of the interacted variables may change. The potential interactions considered include; interaction between ownership and management components and interaction between changes of board members and chairman as well as CEO
.
2.2.4.1 Interaction between Ownership and Management Components (chairman, board member, and CEO) Changes
Regarding the privatisation it may be argued that changes in the ownership structure of the TSE listed companies due to ownership changes may result in management changes
. According to the Iranian Trade Laws the election of the board members is by cumulative voting (Article-108). This means that large shareholders have more power (vote) to elect their related (favourite) managers and consequently they may have more influence and control over them
. Given that, the management components are elected (directly/indirectly) by the large (dominated) shareholders leads to conclusion that changes in the ownership (large public/private shareholders) may result in changes in the management components, which may lead to auditor switches. In this situation, the effect of management component changes on the auditor switches may be affected by the changes in the ownership of dominated shareholders (public/private). The influence/control of the new large shareholder(s) over the new managers may result in auditor changes for the following reasons: first, the new large shareholders may have different incentives/attitudes towards auditors than prior large shareholders and because of that they may have asked new managers to change the current auditors. Second, because of the control of the new large shareholder(s) over the new managers, especially CEO the risk of expropriation of minority shareholders interests may have increased and because of that they may have required a higher level of audit quality to protect their interests. By controlling management, especially the CEO large shareholder(s) can more easily align companies’ activates with their interests (Anderson et al., 2003). Therefore, the twelfth hypothesis is: 

H12-1: interaction between changes in public sectors ownership and the chairman in the TSE listed companies is positively associated with auditor changes

H12-2: interaction between changes in public sectors ownership and board members in the TSE listed companies is positively associated with auditor changes

H12-3: interaction between changes in public sectors ownership and CEO in the TSE listed companies is positively associated with auditor changes

H12-4: interaction between changes in private sectors ownership and the chairman in the TSE listed companies is positively associated with auditor changes

H12-5: interaction between changes in private sectors ownership and board members in the TSE listed companies is positively associated with auditor changes

H12-6: interaction between changes in private sectors ownership and CEO in the TSE listed companies is positively associated with auditor changes

2.2.4.2 Interaction between Changes of Board Members and Chairman as well as CEO 

According to the Iranian Trade Law the board of directors is responsible for selection/dismissal of the chairman and the CEO. Given that the selection/dismissal of the chairman/CEO is depended on the vote of the board members it may be said that changes in the board composition may result in changes in the chairman/CEO. Traditionally, the person who wants to become the chairman/CEO has to have the support of the majority of the board members. This support may come from the common interests/incentives in the company as well as prior relationship (e.g., friendship) with board members. In the case of the public sector companies the support may come from the same political party members that the chairman/CEO is belonged to. Regarding the significant executive role of the CEO in the TSE listed companies the selection of the CEO may be more sensitive and challenging than the chairman. Because of this the CEO position may be more competitive and risky than the chairman. The support of the board members may change as the current board members change. The new board members may bring in new chairman/ CEO who are more aligning with their interests/incentives.

Because of the possible effect of the changes in the board members on the changes in the chairman/CEO, it may be said that the effect of chairman/CEO changes on auditor switches may be affected by the changes in the board members. In other words, it may be said that the incentives/preferences of the new person chosen as the chairman/CEO towards the auditors may be affected by the incentives/preference of  the new board members since his/her selection may be based on his/her alignment with board members. Therefore, the thirteenth hypothesis is:

H13-1: Interaction between changes in board members and the chairman in the TSE listed companies is positively associated with auditor changes

H13-2: interaction between changes in board members and CEO in the TSE listed companies is positively associated with auditor changes

3. Research Methodology

In this section research framework, research model, and the possible factors associated with auditor switches in Iran are described. 

3.1 The Research Framework

As explained before there have been two significant changes in Iran (Figure-1). Firstly, the implementation of the privatisation policy in the 1990s and secondly the establishment of the IACPA in 2001. These changes have had major effects on TSE listed companies and especially on the audit market. As explained before, the changes have affected the demand and also the supply side of the audit market. On the demand side some changes in the characteristics of companies (e.g., ownership changes) have created a new need for different audit quality and even for new audit firms. On the supply side the changes have created intensive competition among auditors at the TSE
. This new situation can impair audit independence and ultimately audit quality. This situation can also result in auditor changes if audit firms do not fulfil the demands and wishes of companies. In other words, audit firms which want to maintain their independence and quality and refuse to comply with company demands may be changed by the companies which hope to receive the desired audit reports. 

3.2 The Research Model

The research model is based on the research framework. As mentioned before, the changes in the TSE have affected the demand and also supply sides of the audit market. The research model is designed to capture the effects of changes on both sides of the audit market i.e. on auditor switches/no switches. Auditor changes/no changes is the research dependent variable, which is a binary variable.

 The Logistic Regression (Logit) Model, which is similar to previous studies (Williams, 1988; Woo et.al, 2001), will be used to examine the decisions by companies to change auditors. Logistic Regression can be applied when the dependent variable is binary or dichotomous. The Logistic Regression Model can be applied to predict a response (dependent) variable on the basis of explanatory (independent) variables and to determine the percentage of variance in the dependent variable explained by the independent variable. Logistic Regression transfers the dependent variable into a logit variable (the natural log of the odds of the dependent variable occurring or not) and then applies the maximum likelihood estimation to predict the probability of a certain event occurring. The changes in the log odds of the dependent variable are calculated by Logistic Regression not changes in the dependent variable itself, as is the ordinary least squares regression (e.g., Hosmer et.al, 1989; Menard, 1995; Kleinbaum et.al, 2002).Therefore, the research model is:
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Z= a variable (1, 0) that a client did (1) or did not (0) change its auditors. 
The independent variables included in the research model are described in Table-1.

4. The Sample Descriptive Statistics

The number of companies in the research sample was 1721 in total. The largest number (297) related to 2001 (see Table-2). The companies which were listed in TSE from 2001 were not included in the sample
. The fact that it was not included in the sample was why there were only 13 industries in the sample and 18 industries in the population since new industries had mainly jointed the TSE since 2001. The lowest number of companies (266) was in 1998. It was apparent that the availability of the required data increased along with the number of listed companies. As with the population in the research sample, the largest industry group was Metal and non-Metal Minerals (No. 10) with 260 companies during the sample period. The smallest industry group was Communication Devices (No. 13) with 27 companies.

The data of the number of auditor changes/no changes from 1999 to 2003 is presented in Table-3. The data is presented annually for all the period. Data relating to auditor changes/no changes was collected for 1351 companies. This represented 90%
 of TSE listed companies from 1999 to 2003. There were 136 auditor changes during the research period, which represents 10% of TSE listed companies which changed their auditors during the sample period. The largest percentage of changes (21%) was in 2003. The second largest percentage of auditor changes (17%) occurred in 2002. These percentages show that after the regulatory changes and the establishment of the IACPA (2001) there was a significant increase in the number of auditor changes in TSE listed companies. This significant increase supports the assumption that regulatory changes in Iran and the establishment of the IACPA would have significant effects on the TSE and especially on the audit environment. The lowest percentage of changes (3%) interestingly was in the same year as the establishment of the IACPA, 2001. 

5. Logistic Regression Results
5.1 Introduction 

The results of estimating the Logistic Regression Model are presented in Table-4. The Table includes statistics related to the overall significance of the model, and individual parameter estimates, their standard errors and p-values. As can be seen from Table-4, the Logistic Regression Model is statistically significant (p-value= 0.000). This small p-value is also an indication of the model’s good fit. In relation to the model’s goodness of fit, Hosmer and Lemeshow’s Goodness of Fit Test result (85.1%) also conveys that the model fits the data well
. In addition, the model correctly predicts 91.3% (i.e., 546) of the 598 companies included in the analysis. The overall predicted percentage presents the percentage of companies for which the auditor changes variable was correctly predicted given the model. This overall correctly predicted percentage is not only consistent with prior studies but also is higher than their percentages. The p-values in Table-4 indicate that four variables are significant at the 5% significance level (one-tailed test)
. The following sections present the model’s results related to the independent variables (Table-4). The presentation will be in accordance with the hypotheses development section.
5.2 Changes in Ownership
The independent variable changes in the private blockholder ownership (p-value=.13 one-tailed, Table-4) is not significant at the 5% significance level. This shows that there is no significant association between changes in this variable and the possibility of auditor changes by the TSE listed companies, ceteris paribus. This result does not provide evidence in consistent with hypothesis one (H1). It was hypothesised that there is a positive association between changes in the private blockholder ownership and auditor changes. Changes in public sector ownership variable (p-value= .47 one-tailed, Table-4) is not significant at the 5% significance level as well. This result does not provide evidence in consistent with the second hypothesis (H2)
. It was hypothesised that there is a positive association between the changes in the public sector ownership and the possibility of auditor changes by the companies. 

Regarding these results it may be argued that although public sector shareholders had different objectives, including implementing governmental policies (e.g., providing employment and cheaper goods and services) but they may have changed their objectives to mainly profit seeking because of the privatisation policy. The privatisation policy may have encouraged the public sector shareholders to concentrate more on the financial objectives (e.g., profit seeking) rather than social objectives (e.g., providing employment) to get a higher price for their new shares issued. This shift of objectives may have brought more alignment between the private and public sector shareholders and as a result the conflicts of interest between them may have reduced. The reduced conflicts of interest between these parties may be one of the possible reasons that there is no significant association between ownership changes (public and private) and auditor changes.  
It may also be argued that the privatisation may have not been successful in achieving its objective to reduce public sector ownership in the TSE listed companies
. There may not have been significant changes in the level of the public sector ownership in the TSE listed companies. What happened is that there were transfers of the public sector ownership among different large public sector shareholders (e.g., different banks). This means that the ownership was transferred among different parties of the public sector instead of transferring to the private sector shareholders. In this case, there may not be significant changes in the objectives and the ownership structure of (private/public sector) the TSE listed companies in general, which could have resulted in increased agency costs leading to auditor changes. The new public shareholders may also have the same preference for the auditor as the previous public sector shareholders.

5.3 Changes of Management
The results indicate that the management component changes variables (chairman-value=.33; board members=.36, and CEO=.24, all one-tailed, Table-4) are not significant at the 5% significance level. This shows that there is no significant association between changes in these variables and the possibility of auditor changes by the TSE listed companies, ceteris paribus. This result rejects Hypotheses 3-1 (H3-1), 3-2 (H3-2), and 3-3 (H.3-3). It was hypothesised that there is a positive association between changes in these variables and changes in auditors in TSE listed companies. This result is consistent with some of the prior studies that did not find any significant association between management changes and auditor changes (Schwartz and Menon, 1985; Williams, 1998).

The possible reason for this result may be related partly to the controlling and monitoring role of the large shareholders in the TSE listed companies. This role may not only decreases the agency problem (managerial opportunistic behavioural) for large shareholders but also for the minority ones as well. Large shareholders (especially public sector ones) may try to mitigate the possible conflicts of interest between related managers and minority shareholders as this conflicts may affect share prices and the issuance of new shares in future. Another argument may refer to the reasons (section-5.2) for insignificancy of the ownership changes variables (public/private), which may imply that the risk of expropriation minority shareholders interests by large shareholders in the TSE listed companies may not be high as it is the case in the emerging markets. In the emerging markets the high level of conflicts of interest between large and minority shareholders result in auditor changes (Fan and Wong, 2005). In addition, regarding the selection and also the control of the large shareholders over the managers it may be argued that if there is no significant changes in the ownership (as it is the case in TSE) there may not be any significant changes in the incentives/preferences of the companies towards auditors as the new managers follow large shareholders orders/incentives.

5.4 Rapid Growth
The independent variable changes in sales divided by previous year’s total sales (p-value=.36 one-tailed, Table-4) is not significant at the 5% significance level. This result provides evidence which is not consistent with Hypothesis Four (H4). It was hypothesised that there is a positive association between firm growth and the possibility of auditor changes.  This result is consistent with some of the prior research (Burton and Roberts, 1967; Chow and Rice, 1982), which did not find any significant association between firm growth and auditor changes. This result may imply that rapid growth may have not increased the conflicts of interest that may have existed on TSE listed companies. In addition, it may not change/diversify TSE listed companies’ needs for audit and non-audit services in to a level that the current auditors may not be able to provide them. Rapid growth may have not change the economies of scale previously available to the current auditor as well. Generally, if the results in section-5.2 imply that the conflicts of interest between large and minority shareholders in TSE listed companies are low there should not be any significant association between rapid growth and auditor changes as it is the case here
.
5.5 Leverage
The independent variable leverage (p-value=.40 one-tailed, Table-4) is not significant at the 5% significance level. This result provides evidence which is not consistent with Hypothesis Five (H5). It was hypothesised that there is a positive association between the level of leverage and the possibility of auditor changes by the TSE listed companies. Theoretically, debtholders have some concerns about the possible transfer of wealth by managers from debtholders to shareholders, since managers are working for shareholders and thus trying to maximise their interests (e.g., Jensen and Meckling, 1976). This incentive may be higher in the emerging markets such as TSE where creditors are less protected (Porta et.al. 1998). The possibility of wealth transfer (agency costs) increases as the amount of debt increases. Auditing is generally considered as a means of reducing agency costs, including the costs related to shareholder-bondholder conflicts of interest (e.g., Jensen and Meckling, 1976). Therefore, the demand for higher audit quality increases as the amount of debt (leverage) increases (DeFond, 1992; Woo and Koh, 2001). 
This result (rejection of H5) is consistent with the argument presented by Anderson et al., (2003), which indicates that the existence of the large shareholders (which is the cases in nearly all TSE listed companies) may mitigate the conflicts of interest between large shareholders and debtholders. The reason is that large shareholders are usually long-term investors who may be with the company for a long-time. Regarding the regular need of the company for borrowing these shareholders may be more concerned to mitigate the conflicts of interest with bondholders than minority shareholders. The large shareholders may consider the conflicts as a threat to their long-term interests in the company. Therefore, they may use their influence/control over the company to reduce these conflicts. Another reason that the leverage variable is not significant may refer to the fact that in many of the TSE listed companies there may not be conflicts of interest between large shareholders-bondholders since the companies (large shareholders) and the bondholders (banks) are mainly controlled and owned by the public sector
. Another reason may be the low rate of leverage (10%) in these companies.

5.6 Financial Status-Profitability and Liquidity
The results of estimating the logistic regression also indicate that variables related to financial status-profitability and liquidity are not significant at the 5% significance level. These variables include; ROA (p-value=.25 one-tailed, Table-4) as a proxy for financial status-profitability; CFO/Current liabilities (p-value=.34 one-tailed, Table-4), Interest Coverage Ratio (p-value=.39 one-tailed, Table-4), and Current Ratio (p-value=.21 one-tailed, Table-4) as proxies for financial status-liquidity. These results reject Hypotheses Six (H6) and Seven (H7). It was hypothesised that there is a negative association between the financial status of a company and the possibility of auditor changes by that company (e.g., Dhaliwal, Schatzberg, and Trombley, 1993; Schwartz and Menon, 1985). This result is consistent with Woo and Koh’s (2001) findings that do not provide any evidence in support of any significant association between client financial status and auditor changes. In average, the financial status of the TSE listed companies was good during the research period and it may be the reason that why these variables are not significant.

5.7 Earnings Management
The findings show that the earnings management-discretionary accruals variable (p-value =0.0045 one-tailed, Table-4) is significant at the 5% significance level
. This result provides evidence that is consistent with Hypothesis eight (H8), which predicts a negative association between the level of the earnings management and the possibility of auditor changes. The coefficient sign (-2.16) of this variable is negative. The negative sign means that a lower level of discretionary accruals in the previous year is associated with a higher probability of auditor changes in the current year and vice versa, other things being equal. The result indicates that there is a negative association between earnings management and auditor changes. In other words if companies can manage their earnings efficiently they are less likely to change their auditors and vice versa. 

The result is also consistent with the auditor switching literature which indicates that the attempts of companies to manage their earnings may result in auditor changes (e.g., DeFond and Subramanyam, 1998; Shu, 2000; Teoh, 1992; DeFond and Jiambalvo, 1993). The result may also support the argument that in the emerging markets such as TSE the conflicts of interest between lager and minority shareholders may be the main reason for earnings management rather than the conflicts of interest between outside (diffused) shareholders and managers (Liu and Lu, 2003)
. In addition, the result supports the argument that because of the privatisation and TSE listed companies’ willingness to get higher prices for their new equity issues they may have more incentives to engage in earnings management
. TES listed companies’ managers may also have personal incentives to engage in earnings management, which may be in accordance with the interests of the large shareholders as well
. They may have engaged in earnings management since in the TSE listed companies; where there are large shareholders the risk of their replacement as a result of poor performance is higher than the markets with diffused shareholders (Kaplan and Minton, 1994; Kang and Shivdasani, 1995). 

5.8 Firm Size
The results also show that independent variable firm size (p-value=.395 one-tailed, Table-4) is not significant at the 5% significance level. This result does not provide evidence consistent with Hypothesis nine (H9). The result indicates that there is no significant association between the size of the companies and the possibility of changing auditors. This result is consistent with some of the prior research (e.g., Schwartz and Menon, 1985; Woo and Koh, 2001), which did not find any significant association between size and auditor changes. This result may imply that increased size may have not increased the conflicts of interest (between large and minority shareholders as well as the large shareholders and debtholders) that may have existed in TSE listed companies.

Another possible reason for insignificancy of the size variable may refer to the proxy used for size (natural logarithm of total assets) although it is widely used. Increases in the assets may not necessarily increase the agency costs. For example, if a company renews or restructures some of its plant assets it may not have anything to do with agency costs although it increases total assets (size). Increases in the number of subsidiaries, opening new branches, establishment of new plant or production lines may increase agency costs related to increased size, which are not considered in this study because of data shortages. Based on the above discussions, it can be said that size (natural logarithm of total assets) may not be a good measure for agency costs raised in an agency relationship unless the sources of its increase is identified. 

5.9 Audit Opinion
The results also indicate that independent variable audit opinion (p-value=.32 one-tailed, Table-4) is not significant at the 5% significance level. This result does not provide evidence consistent with Hypothesis Ten (H10). It was hypothesised that there is a positive association between qualified audit opinions received by TSE listed companies and the possibility of auditor changes by them. This result is consistent with some of the prior research (e.g., Schwartz and Menon, 1985; Haskins and Williams, 1990) that do not find any significant association between audit opinion and auditor changes. 

The main reason that there is not any significant association between audit opinion and auditor changes in TSE listed companies may refer to the fact that receiving a qualified audit opinion is almost commonplace for TSE listed companies. For example, according to Naderian, the Head of the Iranian Audit Organization (IAO), in an interview with Taheri (2003), although public sector financial reporting had improved during the previous years, in 2003, 86% of audit reports issued by IAO were qualified. During the period which this research covered 90.4% of audit reports issued were qualified. The high rate of qualified audit opinions may be an indication of different problems which may exist in the companies audited financial reports. 
5.10 Regulatory Change (V Period)
The findings indicate that the regulatory changes-V Period variable (p-value= 0.000, Table-4) is significant at the 5% significance level
. This result provides evidence, which is consistent with Hypothesis Eleven (H11). The coefficient (1.79) sign is positive, which means that the probability of auditor changes increased after the establishment of the IACPA (2001), all else being constant. In other words, the regulatory change (establishment of the IACPA in 2001) increased the possibility of auditor changes by TSE listed companies. The positive sign of the coefficient (1.788) is consistent with what was expected.

The result supports the argument that the establishment of the IACPA (2001) created intensive competition between auditors at the TSE and provided more options to companies in dealing with their auditors. In this competitive situation the independence of auditors and audit quality may decline. Auditors may face with the dilemma of retaining their clients or maintaining their independence. On the other hand, the intense competition between auditors provided an excellent opportunity to TSE listed companies to choose and work with new auditors.

5.11 Control Variable-Industry

As can be seen from Table-4 the Control Variable-Industry (p-value=.279 one-tailed) is not significant at the 5% significance level, which means that there is no significant association between the type of the industry and the possibility of changing auditors by the companies in that industry. This variable was included to control for the possible effects of different industries on auditor changes. Different industries may have different effects on auditor changes because of their complexity and risk that may present to auditors. The audit differences between industries and their effects on audit fee are documented in literature about audit fee (e.g., Pearson and Trompeter, 1994). Based on the above discussions, it may be said that although different industries may have different effects on the audit process and finally audit fee they may not pose significant effects on companies decisions for changing auditors.
5.12 Interaction between Ownership and Management Components (Chairman, Board Member, and CEO) Changes
The results indicate that from the variables related to the interaction between ownership and management components changes only the variable that captures the interaction between public sector ownership changes and CEO changes (Interacted PubCEO, p-value=.01 one tailed, Table-4) is significant at the 5% significance level. This result provides evidence in consistent with Hypothesis 12-3 (H12-3). Other interacted variables including; interaction between changes in Blockholder ownership and board members (Interacted BlockMember, p-value=.42 one tailed, Table-4), interaction between changes in blockholder ownership and chairman (Interacted BlockChairman, p-value=.20 one tailed, Table-4), interaction between changes in blockholder ownership and CEO (Interacted BlockCEO p-value=.21 one tailed, Table-4), interaction between changes in public sector ownership and board member (Interacted PubMember, p-value=.376 one tailed, Table-4), and interaction between changes in public sector ownership and chairman (Interacted PubChairman, p-value=.25 one tailed, Table-4) are not significant at 5% level of the significance. These results reject hypotheses 12-1 (H12-1), 12-2 (H12-2), 12-4 (H12-4), 12-5 (H12-5), 12-6 (H12-6). It was hypothesised that there are positive associations between these interacted variables and the possibility of auditor changes in TSE listed companies.
 These results indicate that only simultaneous changes in the public sector ownership (large public shareholders) and CEO are significantly associated with the possibility of auditor changes in TSE listed companies. The coefficient sign is positive (7.9), which implies that there is a positive association between the levels of the interactions between public sector ownership and CEO changes and the possibility of auditor changes by the companies. As the level of the interaction between these two variables increases the possibility of auditor changes increases as well and vice versa, ceteris paribus. This result may also imply that the interaction between these variables may have more effects on the companies’ conflicts of interests (agency costs) than the other interactions between ownership and management components changes. The significance of this interacted variable may partly refer to the important role that the CEO can play in the company. By holding the CEO large public shareholders can more easily align companies’ activates with their interests
. In this situation, the conflicts of interest between large public and minority shareholders may increase, which may result in auditor changes. The reason that why the other interactions between ownership changes and management components (board members and chairman) are not significant may refer to the role those may play in the company. Board members and the chairman have monitoring role in the company not executive one, which is supposed to reduce the agency costs in the company.

5.13 Interaction between Changes of Board Members and Chairman as well as CEO 

The results indicate that interacted MemberChairman variable (p-value=.0005 one tailed, Table-4), which represents the interaction between board members and the chairman changes is significant at 5% level of significance. This result provides evidence in consistent with Hypothesis 13.1 (H13-1). The coefficient (1.055) sign is positive as it was expected. The positive sign indicates that there is a positive association between the levels of the interactions between board members and chairman changes and the possibility of the auditor changes in TSE listed companies. As the level of the interaction increases the possibility of auditor changes increases as well and vice versa, all else being constant. This result supports the idea that the person chosen as the chairman may have the most alignment with the board members in companies’ decisions making process i.e., auditor changes. The reason for this significant association may refer to the fact that both board members and the chairman may have the same incentives towards auditors as a means, which could help them to better monitor the CEO’s activities.

The results indicate that interacted MemberCEO variable (p-value=.065 one tailed, Table-4), which represents the interaction between board members and the CEO changes is not significant at 5% level of significance. It was hypothesised that there is a positive association between this interacted variable and the possibility of auditor changes by TSE listed companies. This result rejects Hypothesis 13-2 (H13-2). The main reason for the insignificancy of this variable may refer to the fact that board members and CEO have different roles in the company and because of that they may have different incentives/attitudes towards auditors. For example, board members may prefer high quality auditors as they may better help them to perform their monitoring role while CEO may prefer less quality auditors as it may give them better chance for engaging in opportunistic behaviours.

6. Conclusions

The purpose of this study was to investigate the factors associated with auditor changes in TSE- as an emerging market.  In view of the significant changes brought about by the implementation of the privatisation policy and the establishment of the Iranian Association of Certified Public Accountants (IACPA). The main concern was that these significant changes would have a major impact on TSE listed companies, which could have resulted in a reduction in market efficiency. This impact on companies included the possibility of changes in the ownership structure, management, and more importantly in the objectives of the companies and the mandates given to management. It was also expected that the reasons for auditor changes in TSE as an emerging market may be different than the reasons for auditor changes in the developed markets because of the different environments (e.g., market development and different types of shareholders i.e., the existence of large public shareholders in TSE listed companies).

Reliable information is the cornerstone of every efficient financial market. The reliability of the provided financial information depends mainly on the audit quality. In TSE, due to intense competition between auditors and the changes in the objectives of companies, audit quality may have been at risk. Changing auditors may have been used by companies to influence auditors to comply with their wishes (opinion shopping), which often results in a decline in audit quality. According to the literature review, different researchers have attempted to identify the factors affecting auditor changes. The importance of these factors comes from the possible effects that they may have on auditor independence and audit quality (Beattie and Fearnley, 1998). 
The empirical investigation of this research suggests that the following variables are significantly associated with auditor changes in TSE listed companies: earnings management (discretionary accruals), regulatory change (emerging intense competition between auditors), InteractedPubCEO, and Interacted MemberChairman. In addition, the results also show that several factors are not significantly associated with the auditor changes in TSE, although they may have been significant in other studies. These insignificant factors are ownership changes variables (large public and private shareholders), management components changes variables (board members, chairman and CEO), rapid growth, leverage, financial statues-profitability and liquidity, size, audit opinion, control variable-industry, and interacted variables (BlockMember, BlockChairman, BlockCEO, PubMember, PubChiarman, MemberCEO). 

Generally, the results support the research idea that the regulatory changes (privatisation and the establishment of the IACPA) have created significant changes in the capital (e.g., ownership and management changes) and audit markets as well as companies’ incentives and mandates given to managers (e.g., earnings management) preceding auditor changes. For example, the significant association between the regulatory changes and auditor changes may indicate that emerging intense competition between auditors as a result of the establishment of the IACPA has increased the possibility of auditor changes in TSE listed companies. Further, the difference between the research results (i.e., significant variables) and the prior research findings supports the other research argument presented in chapter one. It was argued that the reasons for auditor changes in TSE as an emerging market may be different than the reasons for auditor changes in the developed markets. This difference may mainly refer to the fact that TSE is in the earlier stages of its development. 

The research contributes to the literature about auditor changes by extending it to TSE-an emerging market. This study has also contributed to the literature by providing new evidence about the factors, which affect and do not affect auditor changes in an emerging market. As was seen in the literature review chapter, most studies in the literature were done in developed countries such as the US and the UK with developed markets. Especially, this study contributes to the literature by: first, examining the association between changes in the ownership structure (large public and private shareholders) and auditor switches; second, by examining separately and simultaneously the association between the changes of management components (the chairman, board members, and CEO) and auditor changes; third, examining the association between regulatory change (emerging competitive audit market) and auditor changes; and fourth, examining the association between the levels and types (positive/negative) of discretionary accruals and auditor changes. To the best knowledge of the author these factors were not considered by the prior studies. Generally, this research provides empirical evidence on the role of earnings management, regulatory changes, interaction between changes in public sector ownership and CEO, and interaction between changes of board members and the chairman in auditor change decisions.
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Figure-1
The Research Framework
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Table-1

The Research Model-Independent Variables
	Variables
	Description
	Data required and alternatives

	PBOwnChg
	Private Blockholder Ownership

Changes
	The percentage owned by private shareholders who have 5% or more this year minus the percentage owned by these people last year 

	PCOwnChg
	Public Sector Ownership Changes

 
	Percentage of stock owned by public sector this year minus percentage of stock owned by public sector last year (PC)

	MgtChg
	Management Changes

 
	Changes in Companies:

1.Head of Board of Directors (HBD)

2.Member of Board of Directors (MBD)

3.Chief Executive Officer (CEO)

	Growth
	Firm Growth 

 
	1.Changes in sales (CS) divided by last year  Total Sales (CSS)

2.CS divided by last year Total Assets (CSA)

	Levg
	Leverage  
	Long term liabilities/total assets (LG)

	Profit
	Financial Status-Profitability  
	1.Net income/total sales (ROS)

2.Net income/total assets (ROA)

	Liqu
	Financial Status- Liquidity  
	1.Current ratio (CR)

2.Cash flow from operating activities (CFO)/ Current liabilities (CFO/CL)

3. Interest coverage Ratio (IC)

	EarnMgt
	Earnings Management 
	For measuring discretionary accruals (DA) the following models are used:

1.Cross-Sectional Modified Jones (DA J)

2.Forward-looking Dechow et al., (DA D)

	Size
	Firm Size 
	The natural logarithm of total assets (FZ)

	AudOp
	Audit Opinion
	Audit reports (Unqualified=0, Qualified=1)

	VPeriod
	Regulatory Changes-Establishment of IACPA 
	1. Before establishment and the year of establishment (1999-2001)=0

2. After establishment (2002-2003)=1

	CVIndu 

	Control Variable-Industry
	For each specific industry the value of this variable will be one and for other industries the value will be zero.

	InOwMaC
	Interactions between Ownership and Management Components Changes
	These interacted variables are:

1. Interaction between changes in public sector ownership and the Chairman (PCHBD)

2. Interaction between changes in public sector ownership and board members (PCMBD)

3. Interaction between changes in public sector ownership and the CEO (PCCEO)

4. Interaction between changes in Blockholder ownership and the Chairman (BCHBD)

5. Interaction between changes in Blockholder ownership and board members (BCMBD)

Interaction between changes in Blockholder ownership and CEO (BCCEO)

	InMaC
	Interactions between changes of board members and chairman  as well as CEO


	These interacted variables are:

1. Interaction between changes in board members and CEO (MBOCEO)

Interaction between changes in board members and chairman (MBOHBD)


Table-2

TSE listed companies included in the research sample by industry

	Industries
	Code
	1998
	1999
	2000
	2001
	2002
	2003
	Total

	Equipment
	1
	26
	28
	27
	28
	28
	27
	164

	Oil and Petrochemical
	2
	7
	10
	10
	9
	10
	10
	56

	Investor
	3
	14
	17
	18
	18
	19
	20
	106

	Medical &Chemical
	4
	34
	36
	38
	40
	40
	40
	228

	Alimentary and Drinking
	5
	38
	39
	42
	42
	42
	41
	244

	Basic Metals
	6
	25
	27
	29
	30
	30
	30
	171

	Carton
	7
	10
	10
	10
	10
	10
	10
	60

	Rubber & Plastic
	8
	12
	12
	13
	13
	12
	13
	75

	Electric Machinery
	9
	8
	8
	9
	9
	9
	9
	52

	Metal and Non-Metal Minerals
	10
	41
	39
	42
	46
	46
	46
	260

	Textiles
	11
	26
	26
	25
	24
	22
	22
	145

	Automotive
	12
	21
	22
	22
	23
	22
	23
	133

	Communication Devices
	13
	4
	4
	4
	5
	5
	5
	27

	Administrative and Accounting Machinery
	14
	
	
	
	
	
	
	

	Agricultural and Animal Husbandry
	15
	
	
	
	
	
	
	

	Informatics Services
	16
	
	
	
	
	
	
	

	Building
	17
	
	
	
	
	
	
	

	Medical Equipment
	18
	
	
	
	
	
	
	

	Total
	
	266
	278
	289
	297
	295
	296
	1721


Table-3

Auditor Changes and No Changes from 1999-2003

	Year
	Changes of Auditor (1)
	No Changes of Auditor(0)
	Total(1&0)
	Changes %

	1999
	13
	263
	276
	.05

	2000
	21
	265
	286
	.07

	2001
	10
	283
	293
	.03

	2002
	46
	230
	276
	.17

	2003
	46
	174
	220
	.21

	Total
	136
	1215
	1351
	.10


 Table-4
The Results of Estimating the Research Model (N=598, 41.1%)
	Variables
	Predicted Sign
	Coefficient
	Wald Chi-Square*
	P-Value*

	Model
	
	
	59.176
	.000

	Intercept
	
	-3.785
	123.660
	.000

	Blockholder ownership changes(t-1)
	+
	-1.307
	1.258
	.262

	Public sector ownership changes(t-1)
	+
	-.220
	.004
	.947

	Head of Board of Director changes(t-1)
	+
	-.480
	.199
	.656

	Member of the Board of Director changes(t-1)
	+
	-.150
	.123
	.723

	Chief executive officer changes(t-1)
	+
	-.754
	.501
	.479

	Changes in sales/previous year’s total sales(t-1)
	+
	.138
	.129
	.719

	Leverage(t-1)
	+
	-.360
	.059
	.807

	Return on assets (ROA) (t-1)
	+
	.720
	.464
	.496

	CFO/ Current liabilities(t-1)
	-
	-.420
	.167
	.683

	Interest coverage ratio(t-1)
	-
	.000
	.079
	.779

	Current ratio(t-1)
	-
	-.284
	.633
	.426

	Discretionary accruals-Modified Jones(t-1)
	-
	-2.163
	6.797
	.009

	Firm Size(t-1)
	+
	-.035
	.069
	.793

	Audit opinion(t-1)
	-
	.226
	.224
	.636

	V Period
	+
	1.788
	25.588
	.000

	Control variable-Industry
	
	-.262
	.341
	.559

	Interacted BlockMember
	+
	.657
	.038
	.846

	Interacted BlockChairman
	+
	1.884
	.715
	.398

	Interacted BlockCEO
	+
	2.179
	.630
	.427

	Interacted PubMember
	+
	-1.287
	.099
	.753

	Interacted PubChairman
	+
	3.878
	.452
	.502

	Interacted PubCEO
	+
	7.889
	5.434
	.020

	Interacted MemberCEO
	+
	.558
	2.291
	.130

	Interacted MemberChairman
	+
	1.055
	11.262
	.001


Hosmer and Lemeshow Test (HLT) = 48%

Overall Predicted Percentage (OPP) =91.3
Cox & Snell R Square=.094 and Nagelkerke R Square=.205
*These columns present the Wald chi- square value and two-tailed p-value (except for Model and intercept) applied in assessing the null hypothesis that all the coefficients (parameters) are zero. The p-values are two-tailed and before comparing them to a significance level they should be divided by two since the research hypotheses are one-tailed (positively or negatively directed).
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� This regulatory change refers to the passing of the “Law of using professional and specialist services of eligible accountants as certified accountants”. 


� Wallace (1985; 1987) identified three sources of demand for audit. These interlinked sources are: agency theory, information theory, and insurance hypothesis.


� “ the legal system does not protect minority sharholders because of either poor laws or poor enforcement of laws” (Gomes, 2000, p.615).


� Gul and Qiu stated that in the countries with weak legal protection, enforcement and corporate governance the agency conflicts are higher.


� Ang, Cole, Lin (2000) found that there is an association between the ownership structure and agency costs. For example, agency costs increase as the number of non-managers shareholders increases.


� According to Demsetz and Villalonga (2001) ownership structure is an endogenous variable and it has different dimensions such as fraction of shares owned by the five largest shareholders and management.


�In addition, different types of governmental and private sector agencies those are shareholders in the TSE listed companies themselves may also have different incentives.


� According to Claessens et al., (2000, p.109) “ … the direct participation by government officials in the control of a large part of the corporate sector opens up the possibility of wide-spread conflicts between public and private interests…”.


� For example, public sector shareholders may implement firm resources to provide cheaper goods and services, which may impair private sector shareholders’ interests who are mainly profit seeking. In addition, as the ownership of the large shareholder increases his/her ability to expropriate small shareholders increases as well while at the time of decrease his/her interests may be less tied to the company and as a result his/her incentives becomes less associated with small shareholders (Fan and Wong, 2005). 


� Prior studies [e.g., Palmorse, 1984 (cited in Woo and Koh, 2001, p. 135); Francis and Wilson, 1988] also indicated that diffusion of ownership is a significant factor that can cause auditor changes.


�  Alternatively, the present of large shareholders may also have positive effect on the market value of the companies (e.g., Shleifer and Vishny, 1986).


� Because of the low level of market efficiency there is some possibility for misleading as well.


� The collected data indicate that TSE listed companies are dominated by large shareholders, especially public sector shareholders.


� There is no specific date related to this paper.


�  “The asymmetry is assumed to exist between corporate insiders who possess superior information about the firm’s future earnings prospects and outside investors” (Talmor, 1981, p.413).


� Schwartz and Menon (1985, p. 250) stated that “ external shareholders may identify management weaknesses as a principal factor in the company’s deteriorating financial condition and insist upon management changes as a condition for their continued support.”


� All large shareholders may not have the same incentives to monitor managers (Tufano, 1996).This situation may be different for public and private sector shareholders. The reason is that public sector owners themselves do not or can not directly participate in controlling and managing the investee companies as the private sector blockholders usually do. The public sector owners have to appoint the Board Members who represent them in the investee company. These agents may have different incentives than the public sector owners. Because of this the public sector shareholders may employ high quality auditors to protect their interest in the company.  


� Shleifer and Vishny (1997) discuss different potential opportunistic behaviours of controlling shareholders and managers such as excessive salaries to themselves, asset sales to themselves at favourable prices, and transfer pricing with other controlled firms.


� In this study related parties refer to the shareholders (usually large) who have influence/control over managers.


�  The presence of large shareholders may result in more monitoring of management (Shleifer and Vishny, 1986 and 1997).


� Also, there is an incentive (e.g., bonus scheme; management reputation) for talented managers to engage in signalling activities such as voluntary earning forecasts to disclose their own excellence. The forecasts provide investors with a more positive assessment of the manager’s ability to predict economic changes and to alter production plans accordingly (Trueman, 1986). This may imply that management may apply auditor selection as a means of signalling their excellence.


� This problem is also referred to as managerial opportunism. 


� One component of agency costs is monitoring costs (e.g., audit fees) incurred by the principal to monitor the actions of the agent (e.g., Jensen and Meckling, 1976). The incurring of monitoring costs by the principles indicates that they are concerned about monitoring (e.g., Auditing) as well as agents. In reality, many factors affect the process of auditor selection, which indicates that agents are not the only party, which is concerned about monitoring, although they may suggest auditors. For example, the composition of the Board of Directors (e.g., Beasley and Petroni, 2001) and Audit Committees (e.g., Abbott and Parker, 2000) affect the choice of auditors. Based on this, for the purpose of this study, it is assumed that both parties (principal and agent) have some incentives for monitoring.





� The focus of agency theory is on determining the most efficient contract governing the principal and agent relationship taking into account the human characteristics such as self-interest (Eisenhardt, 1989).


� For example, Williams (1988) used replaces of either the president, chief executive officer, chief financial officer or treasurer to measure for changes in the key management positions of clients and as a one variable. Because of the limited data in Iran about changes in chief financial officers or treasurers this proxy will not be considered in this study.


� According to the Iranian Trade Laws each of these components has a different role in the company.  


� Alternatively, according to agency literature there is a negative association between the levels of institutional ownership and the levels of debt ratios (e.g., Bathala et al., 1994).


� All the banks were owned and control by the public sector before the privatisation while it changed latter as new private banks were established.


� Muller and Inderst (1999) show that in the companies with large shareholders (concentrated share ownership) the agency costs related to shareholders and debtholders conflicts of interest are higher than the companies with dispersed share ownership.


� Anderson et al., (2003).


� Although issuing debt creates or increases agency conflicts between shareholder-bondholder, to some extent, it reduces the agency conflicts between shareholder-manager (e.g., Jensen and Meckling, 1976; Grossman and Hart, 1982, cited in Williamson, 1988, p.579). Given this, it may be argued that issuing debt in the TSE listed companies may reduce the conflicts of interest between large and small shareholders.


� In relation to the effects of leverage on auditor selection the research findings are inconsistent. For example, some (Eichenseher and Shields, 1989 cited in Woo and Koh, 2001) indicated that there is an association between selecting former Big-Eight auditors while others (Healy and Lys, 1986) did not find any significant association between them.


� Villalonga (2000, p. 53) stated that “a privatized firm may not show an efficiency improvement immediately after privatization, but it may exhibit an increasing trend in the evolution of its post-privatization efficiency.”


� Companies’ shares were transferred in different stages and during different periods.


� Privatisation itself may not put the companies in a better position. For example, Konings (1997) found that privatised companies neither do nor perform better than state-owned companies.


� In the companies with large shareholders the possibility of management replacement as a result of poor performance is higher than the companies with dispersed shareholders (Kaplan and Minton, 1994; Kang and Shivdasani, 1995). This risk of replacement may give more incentives to the managers of these companies (with large shareholders) to engage in earnings management. 


� According to Dechow and Skinner (2000) managers/firms that want to issue equity have strong motivations to increase stock price and therefore engage in earnings management. 


� Leuz et al., (2003) in examining the systematic differences in earnings management across 31 countries found that there is a negative association between the quality of legal minority protections and earnings management. In addition, Liu and Lu’s (2003) findings suggest that the conflicts of interests between controlling shareholders and outside investors are the main incentives for earnings management in China’s listed companies.  


� However, according to Holthausen, Larcker, and Sloan (1995) there is no evidence which indicates that managers manipulate earnings downwards at the time that earnings are below the lower bound required to earn any bonus.


� It was planned to test the interaction between client size and audit opinion, and interaction between regulatory changes (V Period) and audit opinion but because of the multicollinearity problem that existed they were not included in the main model.


� There is an association between changes in the ownership and changes in board structure. For example, Denis and Sarin (1999) found that large changes in ownership and board structure are associated with one another.


� Large shareholders may affect company’s decisions making process (e.g., Shleifer and Vishny, 1997) including management and auditor changes.  


� In 2003, the number of audit firms in the TSE was 93 while the number of companies was 386.


�  It was planned to collect data relating to the three years before auditor changes but because of some lack of available data especially for the earlier years, this was changed to one year before.


�The number of auditor changes/no changes from 1999-2003 divided by the number of companies in the research sample in that period =1351/1493=.90.


� A well fitted model has a Hosmer and Lemeshow’s goodness of fit test statistic greater than .05 (e.g., Hosmer et al., 1989).


 


� In the Table-4 the p-values are two-tailed and before comparing them to a significance level they should be divided by two because the research hypotheses are one-tailed (positively or negatively directed).


� Woo and Koh (2001) did not also find any association between changes in management ownership and auditor changes. 


� According to the official newsagency daily newspaper Iran (2004) the public sector directly owns 60% of the equities in TSE listed companies, and a total of 85-90% of ownership of these companies is indirectly owned by the public sector. Also, in average, there was not a significant change in the public sector ownership (-.0115) in the TSE listed companies.





� In studying auditor changes applying rapid growth variable which merely includes changes in sales without identify the reasons for (or the sources of) the increases may not be a good proxy for agency costs (conflicts). The reason is that some increases in the sales may not be caused by the factors which could result in increased agency costs (e.g., price increases and using idle capacity).  





� According to the official newsagency daily newspaper Iran (2004) the public sector directly owns 60% of the equities in TSE listed companies, and a total of 85-90% of ownership of these companies is indirectly owned by the public sector.


� The results of using absolute values of the discretionary accruals instead of using signed ones (negative/positive) in the main model are the same as the main model but the related coefficient is positive.


� Alternatively, it may be argued that earnings management may also be in the interests of the current minority shareholders as it may increase the current share prices.


� Managers/firms that want to issue equity have strong incentives to increase share prices and therefore engage in earnings management (Dechow and Skinner, 2000).


� The results of running the discretionary accruals models indicate that earnings management exists nearly in all of TSE listed companies.


� In order to indicate whether there is any relation between current auditor changes and prior changes in auditors a dummy variable was created, which was entered in the main model latter. The results indicate that there is no association between current auditor changes and changes in the auditors in the prior years.


� See for example Anderson et al., (2003). In addition, according to the Iranian Trade Laws CEO have the power to manage the daily operations of the companies and engage in the agreements with third parties (Article-124, 125).


� Different industries may have different effects on auditor changes because of their complexity and the risk they may present to auditors. It is also accepted in the audit fees literature that there are some auditing differences between industries (e.g., Pearson and Trompeter, 1994).
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