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ABSTRACT

This thesis has two interrelated objectives. First, it examines the demand-side
determinants of auditor choice of listed Chinese companies. Unlike most previous
studies just based on agency theory or signalling theory, I consider an institutional
perspective on auditor selection and audit fee determinants. The traditional theories
focus on the nature of companies and the companies’ inherent motivations to
safeguard reliable accounting information. However, the theory in relation to
institutions argues that external institutional factors such as legal system and
government intervention impose legal and political costs on companies and auditors,
which in turn affect the demand for, and supply of, auditing services. The second
objective is to study the determinants of audit fees. I pay particular attention to the
impact of auditor selection bias on audit pricing, which has been largely neglected in
most prior studies.

This study adopts a multi-strategy research design including an exploratory qualitative
interview study and a quantitative cross-sectional study. The latter is based on a
sample of 933 listed Chinese companies and estimates two-stage empirical models: a
multinomial logit model (MNL) for auditor selection in the first stage and weighted
least squares (WLS) regression models for audit fee determinants in the second stage.

The results show that the Chinese listed companies’ internal motivations to select high
quality auditors are not strong, but the institutional factors impose legal and political
costs on companies, which in turn motivate those with a large size or a high level of
state ownership to hire high quality auditors. In addition, this work documents
evidence of the existence of selectivity bias in audit fees in China. Controlling for the
selection bias, company size and the number of subsidiaries are significant fee
determinants for all Chinese auditors while company net cash flow and auditor tenure
have a differential influence on audit fees charged by Big Four firms, large and small
local firms. The study also provides evidence that all Chinese auditors do not have
their audit fees sensitive to company risks, and Big Four firms do not have a fee
premium relating to large local firms. Listed companies select auditors between Big
Four firms and large local firms who can minimise their audit fees, controlling for
other fee determinants and selectivity bias.
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CHAPTER 1

INTRODUCTION

1.1. Research background

At the beginning of the twenty-first century, some very high profile companies, like
Enron and WorldCom in the US, Vivendi in Europe and HIH, One Tel, Ansett and
Harris Scarfe in Australia, collapsed. In 2003, one of the Big Five accounting firms,
Arthur Andersen, who were the auditors of the collapsed high profile company, Enron,
ceased to exist because of its involvement in fraudulent auditing activities. The failure
of such high profile companies and auditor raises great concern about the quality of

financial reporting and the role of independent auditing.

Looking into these accounting scandals, we can see that the famous accounting firm,
Arthur Andersen, turned a blind eye to artificially enhanced earnings and was
reluctant to jeopardise client fees. Indeed, finding clever loopholes in accounting rules
and regulations seems to become the benchmark for excellence. The fear of ruining
independence and breaking the rules is not greater than the fear of failing to satisfy
clients and losing them. Company motivation to manipulate financial reports is a
direct inducement to auditors compromising their quality, which needs to be
elaborated. Therefore, after the accounting scandals, a great body of research about

audit quality has focused on the demand side: what factors influence company



motivations for high audit quality, such as corporate governance, the legal

environment, and government intervention.

The question of audit quality is also highly relevant in China. Before Andersen’s
collapse, China had several serious accounting scandals as well, involving large listed
companies such as Qiongminyuan (1998), Dongfang Guolu (1999), and Yinguangxia
(2001), and the largest Chinese local accounting firm, Zhongtiangin (2000). These
scandals made the regulators lose confidence in local auditors’ audit quality and prefer
Big Five auditors. In January 2001, the Chinese regulators, the China Security
Regulatory Commission (CSRC) and the Ministry of Finance (MOF), issued licenses
to foreign accounting firms to audit Chinese listed financial companies and required
that listed financial companies should be separately audited by local auditors and Big
Five auditors. In December 2001, the CSRC published Notice 16 and required that
IPO (initial public offering) companies and companies issuing additional shares must

have an extra audit by one of Big Five auditors.

These regulations in favour of foreign auditors had created a great amount of criticism
in China. Must Big Five accounting firms provide high quality audits? The answer
was soon disclosed through the Andersen collapse. After Andersen were discovered to
have been deeply involved in the Enron scandal in the US in 2002, the above

mentioned disputable Chinese regulations have been abolished. Enlightened by the

! Zhongtiangin was the largest local accounting firm in China. In 2000, it was suspended by the CSRC because of
its fraud in auditing the listed company, Yinguangxia. In 2001, the firm was dismissed by the CSRC.
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Andersen’s scandal, people realize that ‘Big Five’ firms are not a guarantee of audit
quality. If listed companies do not demand high quality audits, even Big Five firms
would compromise their quality. People’s criticism and researchers’ focus turn from
auditor side to company side. They are keen to know company motivations to demand
auditing services and what factors influence the motivations, and whether companies’

choice of auditors is interrelated with their audit fees.

1.2. Research motivation and objectives

The recent serious accounting and auditing scandals not only have created a trust and
confidence crisis in the auditing industry; they have also highlighted hidden company
demand motivation behind auditors’ failure. Such demand-side motivations pose
challenges to auditing studies. First is the need to consider company demand as an
essential factor in studying auditor choices and auditors’ behaviour. Secondly,
traditional theofies, such as agency theory and signalling theory, are insufficient to
explain companies’ motivations to demand audit quality and their auditor choices. La
Porta et al. (1998, 2000a and 2000b) discussed the influence of legal environment on
investor protection. Recent works by authors such as Choi and Wang (2003) and
Francis et al. (2003) studied its influence on the auditing markets and found that a
weak legal environment imposes legal costs on auditors and companies and influences
auditor selection. They conducted comparative studies on auditor selection in many
countries, but not including China. As an emerging market, China has its own

particular institutional setting. It is important to analyse theoretically its institutional



setting when investigating Chinese companies’ demands for audit services. The results

will make a contribution in terms of theory and policy-making.

Another challenge is that prior studies on audit fees neglected the fact that auditors are
not randomly assigned to companies, and we only observe the fees companies have
paid to their chosen auditors since the fees are required to publish, but cannot observe
the fees they would have paid to alternative auditors. Therefore, most previous audit
fee studies neglected auditor selectivity and produced bias. Some recent works on
audit fees (Ireland and Lennox, 2002; Chaney ef al., 2004 and 2005) began to take
into account selectivity bias in audit fees by using Heckman’s (1979) two-stage
selection model based on binary probit/logit regression for binary auditor choices (Big
Four/non-Big Four or large/small firms). They provided evidence of selectivity bias in
audit fees in the UK and US markets. Joint studies on audit selection and audit fee
determinants have not been conducted in China yet. Also, multiple categorical auditor

choices have not been considered into the two-stage models in the literature.

This study is motivated by the new challenges in auditing studies. The above
discussion regarding the accounting scandals has shown that demand-side influence is
great in the relationship between companies and auditors. Auditor choices are actually
heavily affected by the selection of companies. Therefore, this thesis intends to study
Chinese listed companies’ demand motivations for auditing services through an

examination of their auditor choices, which are disclosed in annual financial reports.



This thesis applies traditional theories and an institutional perspective (i.e. legal
environment and political influence) to study listed companies’ demand motivations
to select auditors in the Chinese auditing market. Traditional theories focus on the
nature of companies and explain the inherent motivation of firms to demand reliable
accounting information based on the efficient capital market assumption or the
efficient managerial labour market assumption. However, the efficient market
assumption (the EMA) is not the case in the real world, particularly like China,
because the two markets are operating under strong governmental intervention and a
weak legal system that protects property rights. These external institutional factors
have modified the role of auditing and exert a great influence on the auditing markets.
According to the theory in relation to institutional factors, China’s institutional
characteristics are not analysed as a particular puzzle but theoretically as a case with a
weak legal environment and strong government control compared with other markets.
This work aims to document evidence of the influence of such institutional factors on
auditor selection based on a sample of Chinese listed companies. In this sense, the
results of this work are significant not only for China but also for other countries

having a weak legal environment and strong government control.

This thesis attempts to separate non-Big Four large local firms from Big Four firms
and small local firms. Auditor choices in previous studies are normally distinguished

into two groups by auditor size or brand name. Non-Big Four large firms have not



been paid much attention to as alternative auditor choices in previous literature.
However, in China before the auditing market was completely opened to Big Four
firms, large local firms were the top firms and developed their own competitive
advantage. It is interesting to study differences in companies’ demand motivations to
select Big Four firms, large local firms and small local firms, and to investigate their

pricing determinants after the Big Four firms entered into the Chinese market.

Considering the great influence of demand side in auditor selection, I examine auditor
selection and audit fee determinants jointly in the Chinese context by taking into
account selection bias in audit fees. Audit fees, which are usually considered as the
values of audit services, may actually be determined differently across auditors. If a
company had chosen an alternative auditor, audit fees might have been charged
differently. Therefore, auditor choices and audit fees can be interrelated. The prior
audit fee studies do not pay much attention to pricing differences among auditors and
self-selection effect in audit fees. A joint study in this thesis aims to enhance our
understanding of the demand for, and supply of, audit quality in China, and recogniSe
their interrelationship. The results will have theory and policy implications for future

study and policy-making.

1.3. Target market
This study targets the domestic auditing market for the Chinese listed companies.

These public companies in China are the group who have first adopted Modern




Enterprise System (MES)’* and implemented a corporate governance system similar
to those adopted in western corporations. Their behaviours are thus more comparable
with companies in other auditing markets. Moreover, the revival of the Chinese
auditing profession is motivated by the establishment of the Chinese stock market.
Auditors and their listed companies attract the most attention from regulators and the
public. In addition, access to reliable data is very important for empirical studies.
Financial data and other information about listed companies and their auditors are
available in their published financial reports. For these reasons, this thesis focuses on
the Chinese listed companies’ auditor choices and determinants of their audit fees for

annual domestic auditing reports.

1.4. Research methods

This thesis adopts multiple research strategies: a qualitative method (i.e.
semi-structured interviews) and a quantitative method (i.e. a cross-sectional data
analysis). In the qualitative study, the interviews help the subsequent quantitative
study by facilitating a formulation of hypotheses, empirical analysis and discussion of
results. The semi-structured interviews collect explorative data on auditor selection
and audit fee determinants from twenty interviewees, ten CFOs and ten senior

partners from different Chinese listed companies and Chinese accounting firms

2 MES has been introduced to state-owned enterprises (SOEs) in order to alleviate the conflict of interests between
the government, the Party and management since 1993. It is an attempt by the Chinese government to clarify
property rights relations in SOEs, providing a clearer definition of rights and responsibilities between the state and
the management. It has been characterised with reconstruction and restructuring of SOEs into corporations similar
to their Western counterparts and introduction of the new management mechanism or so called ‘scientific
enterprise management’ into SOEs (Forrester and Porter, 1999).




respectively.

The cross-sectional quantitative study adopts a two-stage selection models developed
by Bourguignon et al. (2004) to examine auditor selection and audit fee jointly. The
advanced econometric models are derived from Heckman’s (1979) two-stage selection
models, but differ from Heckman’s models in that the first stage selection equation is
not a binary probit model but a Multinomial logit (MNL) model, because there are
three alternative auditor choices in this study (Big Four auditors, large local auditors
and small local auditors) and the second-stage fee equations are weighted least
squares (WLS) regression models. The sample for the quantitative study is selected by
using a cut-off sampling method. It includes 933 Chinese listed companies and all

secondary data are collected from their financial statements in 2002 and 2003.

1.5. Main findings

The interview study is exploratory in this work. The results reveal some factors
affecting auditor selection and audit fees that are difficult to include in a quantitative
study, such as the Guanxi network (interpersonal relationships), internal control
systems, and manager ethics. The interview results also indicate a weak demand of
listed companies for high quality auditing and the differences among the three types
of auditors, Big Four firms, large local firms and small local firms. Therefore, I
choose the MNL model to examine auditor selection in China, and establish four

hypotheses for companies’ demand motivations derived from traditional theories and



from an institutional perspective in relation to the legal environment and government
influence, i.e. agency cost hypothesis, signalling hypothesis, political cost hypothesis
and substitution hypothesis. I use advanced techniques to test the validity and
good-fitness of the MNL model and interpret the results. The results reject the agency
cost and signalling hypotheses and support the political cost and substitution
hypotheses on company demand motivations to select auditors. The results thus
indicate weak internal motivation of Chinese listed companies to demand high quality
auditing, and a positive impact of political force on companies’ choice of Big Four
firms. In China, the weak legal environment for investor protection and strong
government intervention mitigate companies’ internal demand; as a result, most listed
companies avoid high quality auditors. However, such institutions also make a few
companies, who are subject to government’s scrutiny, demand high quality auditors to
reduce their political and legal costs. The MNL model produces good predictions on
Chinese listed companies’ auditor choices, but its estimated results are sensitive to the

definition of large local firms.

The results of auditor selection are brought into the second-stage audit fee study.
Correction terms for self-selection bias are calculated from the estimation of the MNL
model and inserted into the second-stage audit fee equations. Other test and control
variables are derived from interview results and prior literature. Chapter seven is the
stratified study of observable audit fees paid by Big Four auditors, large local auditors

and small local auditors respectively, as a function of listed company size, complexity,



industry, risk, net cash flow, auditor tenure and correction terms for selectivity. The
results indicate the significant influence of selectivity on audit fees and different
pricing determinants among auditors. The results suggest that Big Four firms’ and
large local firms’ clients, on average, select their auditors so that Chinese listed
companies can minimise their audit fees. The results and support the argument of
Chaney et al. (2005) that auditors structure their business in a manner appropriate for

specific client segments.

1.6. Thesis layout

The thesis comprises eight chapters. Chapter one introduces research background,
motivations, objectives and thesis structure. Chapter two undertakes a theoretical
review that consists of the traditional theories and institutional perspective on auditor
selection and audit fee determinants, and discusses the notions of auditing product
differentiation relative to the theories. The chapter also reviews Simunic’s (1980)
model for audit fee determinants, and summarises previous findings relating to auditor

selection and audit fee determinants.

Chapter three theoretically analyses China’s institutional setting with respect to
government control and legal environment. It splits the auditing market into demand
and supply sides, and discusses the influence of institutional factors on both sides. It
also describes auditing market concentration and segmentation in China in order to

provide a full picture of the Chinese auditing market.
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Chapter four introduces the research design and explains the research methods in this
study. The chapter also specifies the design for interviews, such as interview questions,

structure, and sample selection.

Chapter five, a qualitative analysis of the interviews, summarises interview results
according to company demand preferences for auditor choices, auditor differentiations,
and also audit fee determinants. Chapters six and seven are quantitative analyses of

auditor selection and audit fee determinants respectively.

Chapter eight summarises findings from qualitative study and quantitative study and
draws conclusions. It also looks retrospectively at the whole thesis and points out
significant theoretical, empirical and methodological contribution made by this work,
and implications for policy-making. Finally, this chapter discusses the limitations of

this thesis and the scope for future study.
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CHAPTER 2

LITERATURE REVIEW

2.1. Introduction

This chapter explores theories relevant for understanding companies’ auditor selection
and audit fee determinants. These theories provide the foundation for this study’s
attempts to analyse China’s institutional setting, and guide the methodology design,
formulation of hypotheses, and discussion of results. This chapter organises the
literature review according to the theories related to auditing demand: traditional
theories (i.e. agency theory and signalling theory) and an institutional perspective.
The traditional theories are classic theories in auditing literature while the theory in
institutional perspective has emerged in recent auditing studies. The latter theory
focuses on the impact of institutional factors, such as legal environment and
gbvernment int;rvention, on the demand and supply of auditing. This work pays
particular attention to the effect of institutional factors on auditor choice and audit

fees in China’s institutional setting.

After reviewing relevant theories, I summarise major findings in previous studies
focusing on auditor selection and audit fee determinants. These findings present

evidence of the theories in different auditing markets and thus they are important

references for this study in the Chinese context. This chapter is grouped into two parts:
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theories and findings. Each part presents literature on auditor selection and audit fee

determinants separately.

2.2. Relevant theories

Agency theory and signalling theory focus on the nature of companies and
information asymmetry existing among different stakeholders of firms. It explains an
inherent motivation of the company to demand and safeguard reliable accounting
information. Agency theory and signalling theory, explain the existence of auditing as
a monitoring mechanism to solve the moral hazard problem and add credibility to

accounting information.

However, these theories, which argue that auditing is inherently created by some
intrinsic characteristics of the company, are imperfect because they ignore the fact
that the nature of the companies, the ‘nexus of contracts’, depends on the legal rules
of the Jurisdictions in a country and the market mechanism is established on a set of
regulations made by the authority. Recent research points to the institutions, which is
characterised as the political process as a competition among self-interested
individuals for wealth transfers and explains the influence of the legal environment on
investor protection and the quality of accounting across countries. Some researchers
argue that legal environment and government influence can affect auditors’ natures by
modifying their monitoring role in contracts through providing them with additional

roles: 1) increasing their clients’ market values, 2) serving as a substitution for legal
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protection of outside investors, 3) sharing risks of litigation with companies, 4)
avoiding the government’s attention, and 5) transferring wealth from their companies.
The arrangement from an institutional perspective is a significant complement to the
traditional theories. Considering internal factors and external factors on auditing is
significant for studying a specific auditing market, particularly the Chinese auditing
market which has a particular legal system and market economy setting. The

following sections specify the two types of theories.

2.2.1. Traditional theories: agency theory and signalling theory

The traditional theories are rooted in the ‘property rights’ literature that emphasises
the rights established by contracts (Coase, 1937 and 1960; Alchian and Demsetz, 1972;
Jensen and Meckling, 1976, and Fama and Jensen, 1983a and 1983b). Contracts
include formal contracts, for example, debt contracts, ownership contracts, and
informal contracts, such as unwritten working arrangements between managers.
Altﬁough the law regards the corporation as a separate legal entity, which is able to
act as an individual, under the property rights or contracting view, the company
actually has no separate existence; it is a ‘nexus of contracts’ and not an individual
(Watts and Zimmerman, 1986). As a result, the company does not act as an individual.
Instead, the company is made up of individuals who have contracted with the legal
entity for certain property rights. It is these individuals who act in their own
self-interest and each strives to maximise their utility (Smith, 1776; Berle and Means,

1932; Simon, 1959; and Williamson, 1964). They recognise that their own welfare
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relies on the company’s performance in competition with others, and also that
conflicts of interest will arise and it is necessary to write contracts that specify each
individual’s specific rights in the company’s outputs under various contingencies in
order to reduce the conflicts. Under the property rights approach, the company is a

team made up of such self-interested individuals.

However, dealing with different self-interested individuals is usually costly because
there is an information asymmetry problem that causes uncertainty concerning the
performance of contract obligations. The accounting information normally is
produced and controlled at a lower cost by managers within the company for internal
management and control purposes (Ng, 1978), while other parties, such as owners and
creditors, are not involved in the preparation of information. Ng (1978) employed
information economics analysis of financial reporting and found that although the
owner can exert some indirect influence over the manager, it is still the decision of the
manéger, based on his private interest, which determines what and how financial
information will be disclosed. Information asymmetry is an important feature of the
financial reporting process. It makes it possible for managers to manipulate
information in favour of their own interests. Information asymmetry and property
rights concept is the core of traditional theories. Derived from the basic concepts,
agency theory and signaling theory are developed to explain the demand for auditing

services.
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2.2.1.1. Agency theory and agency cost

Jensen and Meckling (1976) modelled the contract between shareholders of a
company and a manager and defined an agency relationship as ‘a contract under
which one or rriore (principals) engage another person (the agent) to perform some
service on their behalf which involves delegating some decision-making authority to
the agent’. Agency theory posits an inherent moral hazard problem in owner-manager
relations that gives rise to agency costs under the assumption of the EMA (Jensen and
Meckling, 1976). With competition and rational expectations (as it is under the EMA),
managers have the incentive to take value-reducing actions in their self-interest

(opportunistic action).

Agency cost leads to demand for monitoring activities to provide assurance on the
agent’s performance in accordance with a contract. In a broad sense, the principals are
not only owners, but also creditors who have a loan contract with the company. Jensen
and Meckling (1976) define two kinds of monitoring activities according to the
motivations of different parties: bonding activities that are the expenditure of
resources by managers, and monitoring activities that involve the expenditure of
resources by outside shareholders or creditors to assure that managers limit their
activities. Auditing practice is assumed to be efficient bonding and monitoring activity
because audited annual reports are means of reducing information asymmetry and
mitigating agency costs (e.g. DeFond, 1992; Francis and Wilson, 1988; and Palmrose,

1984). Also, as agency costs increase, there is a demand for higher credibility on
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audited accounting information, either voluntarily undertaken by managers as a
bonding mechanism or externally imposed as a monitoring mechanism by

shareholders, creditors, or potential investors (Watts and Zimmerman, 1986).

However, Dopuch and Simunic (1982) point out that linking auditing with reduced
agency costs relies on the fact that auditing has survived in a competitive setting and
is presumably, therefore, cost-effective. That is a limitation of agency theory because
its rational expectations are based on the assumption of an efficient market. But the

EMA is not often reliable in reality.

2.2.1.2. Signalling theory and the managerial labour market

Signalling theory was developed by Spence (1973) to explain managerial behaviour in
labour markets. It has been used to explain the motivation of managers to disclose
accounting information (Watts and Zimmerman, 1986; and Fama, 1980). The theory
suggests that information on managers’ opportunistic value-reducing behaviour
eventually becomes known and affects their reputation. If there is an efficient labour
market, the managers’ future compensation will be reduced due to their damaged
reputation. As a result, shareholders and creditors are protected against the
value-reducing actions of professional managers by the efficient managerial labour
market (Watts and Zimmerman, 1986). If managers are unable to convince the market
that they will consume no more than the average perquisites, they will bear the cost in

a lower pecuniary compensation.
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Also, signalling is a reaction to informational asymmetry in markets; in this case,
managers of listed companies have information that investors do not (Watson et al.,
2002). Asymmetries can be reduced if the party with more secure information signals
to others. Therefore, managers of higher quality companies will wish to distinguish
themselves from those of lower quality companies through higher quality auditing in
order to achieve higher personal reputation and better compensation in the labour
market. To signal quality successfully, the signal must be credible. Signalling theory
also has a basic assumption that there is an efficient managerial labour market. It is
assumed that credibility is achieved, only when the true quality of the company is
verifiable by the high quality of auditing. In the efficient market, if listed companies
falsely intend to signal that they are of high quality when in fact they are of low
quality, once the truth has been revealed by auditors; they will lose their credibility in
the market. Therefore, under this assumption, companies of lower quality do not have

the incentive to search for higher quality auditing.

Therefore, signalling theory is also established on an assumption of an efficient
managerial labour market, otherwise, managers’ motivation for demanding auditing
services will be modified. The latent EMA for the capital market and managerial
labour market reflects the limitation of traditional theories, which do not consider

institutional factors that could challenge the reliability of the EMA in reality.
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2.2.2. The theory in relation to institutional factors that influence the auditing
market

From the discussion of agency theory and signalling theory, it can be seen that the
theories that explain demand for independent audit as monitoring activities are based
on two assumptions: that there is an efficient capital market and an efficient
managerial lab'our market. However, the market mechanism operates under
intervention of the government and a legal system that protects property rights, which
can enforce contracts, and modify the market’s function and efficiency. Recent studies
exploring institutional factors have emphasised the influence of the national
institutional environment on investor protection and the auditing market and have
found comparable differences in auditing practices across countries (Francis et al.,
2003; and Choi and Wong, 2003). It is worth complementing the traditional theories
with the theory that argues the influence of institutional factors on an auditing market
when it comes to studying the Chinese auditing market since the government exerts
significant influence in the market and the legal environment is different from that of

developed countries.

2.2.2.1. The role of government in institutions arrangement

The theory explaining the government’s role in the auditing market is derived from
macroeconomics. Coase, Ronald H. won a Nobel Prize in 1991 primarily because of
his work on ‘transactions cost’ (Coase, 1988). His theory states that the initial

distribution of property rights including liability can affect the allocation of resources.
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This implies two fundamental efficiency roles that the government can target and

fulfil (Gillman, 1999):

(1) lowering the level of transactions costs, such as through the establishment of a
system of socio-economic contract law or a set of social norms under which
economic exchange may take place more easily; and

(2) redistributing property rights in line with social norms.

The institutions unavoidably take on the characteristic that it is formed, generally, as a
result of social and political forces that determine a set of transactions costs which, in
turn, shape economic forces. In this sense, institutional factors can play a significant

role in the auditing market, which will be discussed in the next session.

2.2.2.2. Government influence in the auditing market

Modern independent auditing was boosted by the 1933 and 1934 Securities Acts in the
US. Their rationale is that corporate disclosure prevents the capital market from
‘overestimating’ securities as it seriously did prior to the 1929 stock market crash. The
imposition of legal liability by the Acts increases pressure on auditors to fulfill their
role, which is to monitor managers’ disclosure of information that is to be used by
investors in their investment decision-making. Actually, according to Coase’s theory,
the boom in the auditing industry driven by legal and political forces indicates that the
government protects the public interest by imposing laws and administration. The

exogenous legal and political forces are expected to help the market decrease
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information asymmetry, lower transaction costs in capital exchange and protect public
investors. Therefore, in order to achieve the efficiency in the capital market, the
government emphasises the independence and competence of auditors by means of

setting a series of laws and regulations and carrying out administration.

To secure an average level of auditing quality, besides legal regulations the
government makes use of administrative tools by licensing auditors to restrict entry
into the audit profession and increasing existing auditors’ wealth. The potential
protection provided to the public by occupational licensing, in general, is described by
Akerlof (1970) and Leland (1979). They employed the information asymmetry
concept in their analysis. In an environment without licensing, an individual
professional is assumed to know considerably more about his own ability than the
typical consumer who does not possess professional knowledge about the services.
Indeed, even after auditing services are executed, a consumer may be unable to assess
the quality. Thus, auditors with higher quality may not receive fees commensurate
with the services they render, and will be driven out from the market by the
non-discriminating price. As a result, all auditors will command the same fee that
reflects the average quality level of services. Therefore, licensing restrictions, which
help customers to distinguish audit quality, have the potential to induce and maintain

a more desirable level of quality.

The imposition of legal liability and government administrative intervention
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engenders extra legal costs and political costs to auditors and companies. Some high
quality auditors may resign due to a client’s high risk. Shu (2000) reported a positive
relation between auditor resignations and clients’ litigation risk using US datasets. She
also found a company more likely to hire a small auditor when its litigation risk
increases. Choi and Wong (2003) found the legal cost effect not only on auditor
selection but also on audit fee determinants. Auditors may charge a higher risk
premium to their risky clients. Belkaoui and Karpik (1989) provided evidence that
companies employ a number of devices (including discretionary disclosures and
auditor selection) to avoid the attention of external parties such as government
regulators, suppliers, and unions. Deegan and Gordon (1996) indicated that companies
that are politically more visible to the market increase the credibility of disclosed
information as a means of mitigating potential political costs. In this sense, the
involvement of the legal and political forces broadens the nature of the auditing by
increasing the demand for auditing to meet legal or administration requirements. At
the same time; legal liabilities in the form of penalties and economic loss play-a
crucial role in providing efficiency-improving incentives to companies and the

auditing profession.

2.2.2.3. The different impact of legal systems on the auditing market
According to the above arguments, the imposition of legal liability has a potential
impact on both the demand and supply side of the auditing market. However, legal

systems differ across countries and exert different impacts on the auditing market. La
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Porta et al. (1998) examines the implication of laws on economic activities in terms of
laws governing investor protection, the quality of enforcement of these laws, and
ownership concentration among countries whose legal rules originate in the
common-law tradition and those whose laws originate in the civil-law tradition. Based
on their findings, Choi and Wong (2003) discussed how national legal environments
could influence an individual company’s auditor choices and audit fees by exploring
three different hypotheses: the legal cost hypothesis, the complementary effect

hypothesis, and the substitution effect hypothesis.

The legal cost hypothesis

Many studies have reported the legal cost effect imposed on ‘good’ auditors in strong
legal environments where auditors’ legal liabilities are generally high (Simunic and
Stein, 1996; Shu, 2000). Auditors may turn down risky clients in order to reduce
potential litigation costs. Francis et al. (2003) expanded the study of the legal cost
effect across countries through examining Big Four (previously Big Five) auditors’
conservatism around the world. Their results disclosed that the Big Four auditors were
less conservative in their treatment of large (influential) clients in countries whose
legal systems provided weaker protection of investors than in countries with stronger
investor protection where auditor litigation and the loss of reputation were more likely.
Leuz et al. (2003) also reported evidence of greater earnings management (lower audit
quality provided by Big Four auditors) in countries with weak investor protection,

despite the fact that Big Four auditors still had dominant market shares relative to
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non-Big Four auditors in countries with weak legal environments. These results
suggest the role of auditing in the production of credible accounting is conditioned by

the legal regime of a country with respect to investor protection (Francis et al., 2003).

Consistent with supply-side findings, Clarkson and Simunic (1994) and Choi and
Wong (2003) provided demand-side evidence that risky companies in strong legal
environments were also less likely than risky companies in weak legal environments
to hire Big Four auditors because legal litigation had a significant effect on audit fees
that could drive some companies away. Many prior studies provided evidence of a
significant positive relationship between audit fees and company risk (Simunic, 1980;
Choi et al., 2004). The effect of legal cost is reflected in the audit fees, which in turn
can affect clients’ auditor selection decisions. Specifically, high legal liability can
increase audit fees, which makes selecting high quality auditors prohibitively
expensive. De and Sen (2002) found that an increase in legal liability increases
auditors’ efforts and hence the fee; leading to increased marginal cost for the client
company, and finally a reduction in the overall demand for high quality audits. The
inverse relationship of audit fee and demand has been argued in price theoretical
analysis (e.g. Benston, 1985). Therefore, in this sense, the legal cost hypothesis
emphasises an association between the legal system and litigation risks for both

auditors and companies, which directly changes their behaviours in the market.
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The complementary effect hypothesis and the substitution effect hypothesis

Choi and Wong (2003) proposed two opposing hypotheses of how the legal
environment in a country affects individual companies’ motivation to choose high
quality external auditors, namely the complementary effect hypothesis and the
substitution effect hypothesis. The two hypotheses are based on differences in
arguments concerning the role of auditing. The complementary effect hypothesis
suggests that external auditing plays a potentially important role in corporate
governance, which is a complementary device for strengthening the legal protection
of outside investors. La Porta et al. (1997 and 1998) documented that, in strong legal
environments, the legal protection of outside investors significantly attenuated the
agency conflict between corporate insiders and outside investors. Outside investors
rely heavily on external auditors’ monitoring activities (Ball et al., 2000). As a result,
there is a strong demand for high quality external auditing that assures the credibility
of financial information. By contrast, companies in weak legal environments are less
apt than companieé in strong legal environments to select Big Four auditors (Choi and
Wong, 2003). The complementary effect hypothesis focuses on the influence of the
legal environment on companies as a whole without considering company-level
differences. In this sense, the complementary effect hypothesis explains that the
general demand of companies for high quality auditing is weaker in weak legal
environments than in strong legal environments. DeFond et al. (1999) provide such
evidence in China, where the legal protection of outside investors is weak, that listed

companies “flight from quality”, which suggests that the demand for high quality
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auditors is low there.

By contrast, the substitution effect hypothesis takes into account company-level
factors and argues that for some companies, a high quality external auditor serves as a
substitution for legal protection to mitigate agency conflicts between corporate
insiders and outside investors in a weak legal environment. Therefore, holding other
factors constant, those companies in a weak legal environment have greater demand
for Big Four auditors than those in a strong legal environment. A number of recent
studies have argued that the role of the company-level substitution mechanism is to
enhance the company’s reputation in order to protect outside shareholders or improve
the company’s corporate governance in a weak legal environment. Gomes (2000)
argued that companies in weak legal environments had much stronger incentives than
those in strong legal environments to develop a reputation for protecting minority
shareholders in order to raise external capital. Lang ef al. (2003 and 2002) found that
cross-listing® can have a more positive impact on the valuation of high quality
auditors for companies from markets with poorer investor protection than from
countries with stronger investor protection. Dyck and Zingales (2002) and Klapper
and Love (2002) indicated that company-level corporate governance provisions can
increase individual company market valuation more in countries with weak legal

environments than in those with strong legal environments.

3 Cross-listing in this context means that a company is listed in different stock markets at the same time.
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The complementary effect hypothesis and the substitution effect hypothesis focus on
different influences of the legal environments on auditing demand, but they can be
reconciled in one market. The former concentrates on the country-level effect while
the latter focuses on the company-level effect. In weak legal environments, high
quality auditors may serve as a substitution for the legal protection of outsider
investors only for a small number of companies since a large number of companies
will not demand high quality auditors. In fact, the high quality auditor market share
may well be smaller in weak legal environments consistent with the complementary
effect hypothesis. Both the complementary effect and substitution effect can exist in

one market.

2.2.2.4. Limitations of the theory in relation to institutional factors

The above arguments about political and legal factors basically assume that the
government’s objective is to maximise social welfare and obtain general equilibrium.
However, in reality, the government’s policies are often affected by the lobbying
behaviour of other parties. Watts and Zimmerman (1978) had their study of the
lobbying behaviour of companies as the beginnings of a theory that can explain the
determination of accounting standards. Similar studies (Haring, 1979; McKee et al.,
1984; Watts and Zimmerman, 1986) also analysed the characteristics of respondents
lobbying on specific accounting issues. In many Western countries, auditors play a
role in lobbyiﬁg and communicating with regulators in order to change laws,

particularly with regard to the principle of liabilities or accounting standards in favour
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of some influential companies or industries (Watts and Zimmerman, 1983; Power,
1998). Similarly, Cooper and Sherer (1984) developed the Political Economy of
Accounting (PEA) framework that studies the outcome of accounting regulation to
reflect the power relations and predominant interests in the society. The theories
relating to the government discuss the ‘political’ aspects of accounting and auditing

practices, which are in favour of the interest represented by the government.

In addition, the government not only plays a role as a regulator in market transparency
and efficiency, but also, as the owner of enterprises, which has the incentive to
increase the value of its owned assets just like other private ownership. Government
ownership genefates many conﬂictsbin its policy making. Conflicts arising from state
ownership will be discussed in detail in the next chapter, focusing on the Chinese

institutional setting.

Most early studies have paid more attention to company-level economics drivers, and
institutional economics factors, normally addressed as background knowledge, have
not been theoretically discussed. In this study, I develop an integrated theory
framework inclﬁding traditional theories (i.e. agency theory and signalling theory) and
an institutional perspective. Within this framework, institutional characteristics
particular to the Chinese context can be theoretically analysed (see the next chapter)
and compared with those of other countries. Thus, this study’s results will not only

make a unique contribution to the literature on the Chinese market but also provide
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useful information for comparison with other countries’ institutional characteristics.

2.3. Product differentiation of auditing services

The above section has mainly reviewed theories pertaining to the demand-side aspect,
i.e. demand for auditing services. This section explores theories relating to the supply
side aspect, i.e. production differentiation of auditing services, measures of auditor
types and the influence of institutions. Like other products, auditing services are
characterised by product differentiations under the market mechanism, in which
various companies have their own demand preferences for auditing services and
consequently auditors vary in providing differentiated services to meet the demand.
According to agency theory, various agency costs create by contracts lead to different
demands for auditing. Signalling theory emphasises the value of differentiated

credibility added to financial reports by auditors.

Watts and Zimmerman (1986) and DeAngelo (1981a) defined audit quality in terms
of technical competence and independence, two key factors to which add credibility to
accounting reports. Auditing quality depends on the auditor’s ability to carry out a
thorough examination of the accounts and detect possible errors or anomalies
(technical competence) and his willingness to provide an objective opinion on them
(independence) (DeAngelo, 1981b). The definition provides a useful breakdown for
analysis since it identifies two relatively distinct problems and therefore enables the

adoption of specific variables to assess each of the two factors. The next sections,
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2.3.1 and 2.3.2, review the attributes of audit quality and measures that have been

used in the literature, while section 2.3.3 discusses the latter’s limitations.

DeAngelo’s concept of audit quality, however, does not consider institutional factors,
legal environment or government intervention, which can modify the role of auditing.
The values of auditing services are broadened beyond professional competence and
independence. Section 2.3.4 discusses the perceived new values of auditing services

related to institutional factors and the impact of these new functions on audit quality.

2.3.1. Attributes of audit quality

Arrunada (2000) discussed two important attributes of audit quality: professional
judgment and the impact of independence on the third party and other clients.
Professional judgment is a crucial attribute of auditing quality because it substantially
enhances the informational value of auditing for the third party. HoWever, if there is a
lack of independence, auditors may decide not to make efforts to discover problems
they do not wish to report on. As a result, they may come to light in decisions that
reduce effective technical competence. Therefore, the content of audit quality,
competence and independence, are interrelated. Auditors have to exercise their

professional judgment independently.

However, some auditors’ clients in a difficult situation may not desire so much auditor

independence as other clients or third parties who do not wish it to be diminished.
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Third parties and other clients want their auditors’ independence to remain constant;
otherwise they will probably fire the auditor because the credibility of their audited
information will be impaired. Whether auditors compromise their independence or not
to a specific client is an empirical issue that involves comparing the benefits and costs,
and estimating the probability of detection of independence impairment. However,
auditor indepeﬂdence is intangible and hard to observe. Company managers can
assess audit independence only imperfectly by reviewing audit plans and audit scope
and by periodically observing the performance of audit firm personnel (Simunic and
Stein, 1987). The third party users of financial statements, such as shareholders and
creditors, have even less of an opportunity to assess independence (Colbert and
Murray, 1999). Indeed, only the audit firm has more knowledge about its capability
and independence than outside parties. This information asymmetry allows us only to
be able to perceive independence from the outside and it is difficult to know actual
independence. Thus, the gap between perceived and actual independence makes it
possible for a company to benefit from a perceived high independence that is actually
lower. Therefore, there is a need for a measure by which actual audit quality can be
recognised. Previous literature has examined several measures for audit quality, such

as size, brand name, industry specialization, and so on.

2.3.2. Measures of audit quality
Previous research has suggested a number of specific measures as proxies for

unobserved audit quality, based on an assumption argued initially by DeAngelo
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(1981a, b). He argued that auditors generally provide a uniform level of quality in
their audits (particularly in terms of independence) because providing a different
quality of auditing services could make the third party and other clients face a loss in
terms of the diminished value of the audit to recipients. Under such an assumption,
prior research documented auditor size, brand name, and industry specialisation as

measures for audit quality.

Auditor size

DeAngelo (1981b) argued that since larger audit firms had more clients, they had
more aggregate client-specific quasi-rents at stake if they lacked independence or
provided a low-quality audit. It was assumed that a larger audit firm would lose more
if such a breach were to occur. DeAngelo (1981b) regarded these quasi-rents as
‘collateral’ or a ‘bond’ on independence and audit quality, and suggested that auditor
size could be considered a surrogate for intangible audit quality. However, auditor size
is determined in different ways in empirical studies. For example, Francis and Wilson
(1988) adopted DeAngelo’s metric based on the combined sales of listed companies
audited by the audit firm, while DeFond et al. (2000) preferred the assets of clients.
Others use the number of listed companies audited as a measure. Colbert and Murray
(1999) employed a company-level measure of audit quality based on peer reviews
from the American Institute of Certified Public Accountants (AICPA) Division for
CPA Firms and found that the number of CPAs in the firm was positively associated

with audit quality. Generally speaking, the total assets of clients are the most popular
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measure for auditor size. In China, the official body, the Chinese Institute of Certified
Public Accountants (CICPA), adopts the total assets of clients and the number of

CPAs in the firm to rank Chinese accounting firms.

Brand name

In DeAngelo’s theory, client-specific quasi-rents come first and differential audit
quality is a passive by-product to maintain the rents. In contrast, Klein et al. (1978)
and Klein and Leffler (1981) employed the brand name (reputation) investment model
in which companies were explicitly motivated to develop and maintain brand name
reputations for quality in order to secure and protect quasi-rents arising from the brand
name. In other words, the brand-name development comes first and it, in turn, leads to
quasi-assuring price, which is higher than the minimum-—quality price. Therefore, the
disincentive on delivering the higher-quality product efficiently shrinks because of the

potential loss of brand name (loss of the present value of future quasi-rents).

In most auditing markets, the Big Four firms appear to be brand name producers.
There is much evidence in the literature that the Big Four firms have price premiums
in different auditing markets. Moizer (1997) reviewed the audit fee literature and
reported that the Big Four firms tended to be associated with a higher quality service
in most of the countries surveyed. The results pointed to a Big Four firms’ audit fee
premium (between 16% to 37%) across the countries surveyed. Big Four firm price

premiums are consistent with Klein and Leffler’s (1981) claim that ‘price is an
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indicator of quality’, which includes a reputation premium.

Industry specialisation

Craswell and Taylor (1991) identified the Big Five specialists in nine of 23 Australian
industry groups and revealed that within the Big Five firms there were still quality
differentiations because of their industry-specialisation. They thus argued that
reputation should be developed from brand name and industry specialisation. They
also found evidence that a Big Five fee premium included two separate components of
audit pricing: a general brand name premium, representing positive returns to brand
name development and maintenance, and an industry-specific premium, representing
positive returns to investment in industry specialisation by subsets of Big Five
auditing firms, above and beyond general brand name investments. This theory
confirms that within top auditing firms’ specialisation there is an additional dimension

of the quality-differentiated character of Big Five auditing.

The analysis of auditor industry specialisations carried out in the prior studies
(DeFond, 1992; Palmrose, 1984 and 1986a; Craswell and Taylor, 1991 and 1995),
normally has two steps: first, considering the overall number of companies in an
industry (only those industries comprising more than 30 companies); then, examining
each auditing firm’s industry market share using two measures: 1) the percentage of
companies audited, which is an unweighted measure of market share, and 2) the audit

firm’s share of total industry audit fees, which represents a size-weighted measure of
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market share (weighted by audit fees). A 10% market share based on either the
number of clients in the industry or the percentage of total audit fees has been a
threshold in prior studies. If an auditing firm meets the 10% threshold test, it is then
classified as an industry specialist. In the markets studied, the industries of mining, oil,

and financial services usually have specialist auditors.

2.3.3. Limitations of the measures (size, brand name, industry specialisation)

Most prior studies on audit quality have examined the surrogates (size, brand-name,
and specialisation) individually. However, they are all imperfect measures of audit
quality. The measures of auditor size and brand name often overlap because famous
audit firms are normally large in size. Industry specialisation has not been found in
many markets, particularly in emerging markets, because it takes a relatively long
time to cultivate industry specialists. Therefore, in an emerging market like the
Chinese auditing market, auditing services may not have achieved industry
specialisation as yet. DeFond (1992) suggested that considering the measures as a
group may provide more information on quality than considering them individually.

Principal components analysis was used to combine the three measures.

However, no matter whether individual surrogates or combined common factors are
considered, all are based on the traditional hypothesis that auditing plays a role in
providing independent professional judgement to mitigate the agency problem. This

assumption has been questioned by a result of recent accounting scandals (e.g. Enron
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and Andersen scandal) where large and famous accounting firms collaborated with
their client to manipulate financial statements. It is necessary to analyse the value of
auditing and differences between auditors carefully. In fact, the above arguments
concerning measures for audit quality ignore institutional factors’ influence on the
auditing market. From an institutional perspective, the legal environment and
intervention of the government have a significant impact on the demand for and
supply of auditing quality: on the one hand, they add new value to auditing besides its
monitoring role, but, on the other hand, they impose extra legal and political costs on
auditors. Choi et al. (2002) reported that in the US market consultancy services
provided by Big Five firms experienced a boom in the late 1990s. Such a kind of
non-auditing services actually increased the demand for Big Five auditors; however,
they became a fatal factor impairing auditors’ independence. The next sections will
explain other value of auditing imposed by institutional factors and their influence on

audit quality.

2.3.4. The perceived new values of auditing

Taking into account the impact of the legal and political forces, the nature of auditing
is broadened by adding new values in sharing legal liability, providing political
protection, and jointly offering NASs. These new functions could mitigate a
company’s motivation for the role of monitoring and also the auditor’s motivation to
provide high audit quality. Therefore, the theory in relation to institutional factors

argues that in a weak legal environment for investor protection, not only the overall
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