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Abstract

Independent audit industry has developed more than two decades
in China. From its birthday the development of CPA’s industry is
hand in hand with government regulation. Now the independent audit
market is still immature and is dominated by buyers. So it is signifi-
cant to research the demand for audit services and to develop the
demand for audit services.

In order to mitigate the adverse selections and moral hazards
resulting from information asymmetry of audit market, government
implemented a serial of measures recently, especially to enhance the
entry threshold of the CPA’ s securities audit industry, to promote
the enlargement of accounting firm and to qualify some accounting
firms as IPO reviewers, One purpose of this study is to analyze the
effects of these measures on audit markets.

As a firm’ s monitoring and bonding mechanism, independent
audit can mitigate the degree of information asymmetry, alleviate the
agency conflicts between the principals and the agents and lower the
transaction costs. The firms with different arrangements of control
rights should have different agency problems so that they have differ-
ent demand for audit services, which can be exhibited by their auditor
choices and their audit fees. The other purpose of this study is to ana-
lyze the effects of the arrangement of firm’s control rights on the
demand for audit services.

Based on the analyses of the effects of government regulation on
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CPA’s industry and the firm’s decision on external audit services,
this paper brings forth four hypotheses as follows and tests them by
investigating the listed firms during the period 2001 through 2003.

Firstly, at present the firm’s demand for audit services is mainly
driven by government regulations. The lack of firm’s demand for
quality auditor provides the accounting firms few incentives to im-
prove their audit qualities and to build their reputations. It is reason-
able for the accounting firm to invest in seeking rents. So it is per-
ceived that the accounting firms with the qualifications of IPO review-
er possess more ability to seek rent, rather than more competence on
audit services. We hypothesize that the accounting firms with qualifi-
cation of IPO reviewer haven’t higher perceived audit qualities than
the others have,

Also the accounting firm’s size is driven by the government reg-
ulation, not by the competition in the audit market. The govern-
ment, not by the audit market, provides the punishments and incen-
tives for the auditor. Thus, the large-size accounting firms have more
incentives to seek rents, rather than more concerns for audit quali-
ties. We notice that in the government’s launch of Year 2000, it took
less three months for lots of accounting firms to merge into a firm in
order to acquire the qualification of auditing securities and to hold the
market share. In these consolidations, these firms hadn’t consistent
institutions or technical standards, let alone the culture’s harmoniza-
tions, which reduce their validity of these accounting firms’ internal
control system, increase their risks and lower their qualities of audit
services. So we hypothesize that the domestic accounting firms with
large size haven’ t higher perceived audit qualities than the others
have.

For the international four accounting firms, they provide their



£ ] = e 7

services in the international markets. There are intensive demands for
quality audit services in the international financial markets, which
provide International four auditors more incentives to improve their
quality of services and to maintain their reputations. So we hypothe-
size that international four auditors have higher perceived audit quali-
ty than the others have.

Consistent with the first hypothesis, we find that the accounting
firms with initial qualification of IPO reviewer or the domestic big 10
accounting firms haven’t higher perceived audit qualities measured by
the earnings’ relevance with their clients’ market value and the earn-
ings response coefficient (ERC) than the others have. The interna-
tional 4 auditors’ clients have higher earnings’ relevance with their
clients” market value and higher ERC than the other auditor’s clients
have.

Secondly, we expect the government regulation to impact the
price of audit services. Through choosing those auditors with the ini-
tial qualification of IPO reviewer, the listed firms tend to be conven-
ient to the authorization of the governmental reviewers. Thus, they
are willing to pay more audit fees for the auditors with the initial
qualification of IPO reviewer. Meanwhile the government qualifies
the IPO reviewers and sets up the entry threshold for the segment of
IPO audit services. In view of the characteristics of “buy all or noth-
ing once” in the purchase of audit services and its extant switch costs
in the change of auditors, the advantage of the auditors with the ini-
tial qualification of IPO reviewer in the IPO audit market can be ex-
tended to financial statements audit market. So we hypothesize that
the auditors with the qualification of IPO reviewer charge more audit
fees than the others do.

By performing univariate and multivariate tests, we find that the
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auditors with the qualification of IPO reviewer charge more audit fees
than the others do.

Thirdly, as a firm’ s controlling owner, governmental depart-
ments and their institutes in charge of investment have not enough
incentives and constraints to monitor the firm’s managers. Further-
more they can interfere the CPA’s engagements and try to gain the
benefits through their identities as governmental officer. So the state
as controlling owner has less demand for quality audit services. Addi-
tionally, soft constraints of State Owned Enterprises’ (SOEs) budg-
ets make them easier access to financial markets, which reduce their
demand for quality auditor to signal external investors. Thus, SOEs
have less demand for quality auditor. We hypothesize that a {irm’s
controlling owner with the state-owned identity is negatively related
to its decision to hire quality auditor and its audit fees, especially for
the firm with governmental departments and their institutions as con-
trolling owner,

Based on the first hypothesis and its test results, using Interna-
tional Four accounting firms as a proxy for quality auditors, after
controlling the other relevant determinant factors, we find that a
firm’s controlling owner with the state-owned identity is negatively
related to its decision to hire an International Four auditing firm and
its audit fees, especially for the firm with governmental departments
and their institutions as controlling owner.

Fourthly, the concentration of corporate ownership has two
opposite sides of impacts on the demand for audit services. On one
hand, when the stake of the firm’s largest owner increase and the
degree of information asymmetry increases, the largest owner have
more incentives to hire quality auditor to signal external investor, to

alleviate the agency costs and to enhance the firm’s market value.
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This impact is incentive effect, On the other hand, the concentration
of corporate ownership creates agency conflicts between controlling
owners and minority shareholders. The more controlling owner’ s
capacities of exploiting and tunneling the minority shareholders’ ben-
efits, the more quality auditors give the controlling owner constraint
costs. Thus, the controlling owner is averse to the choice of quality
auditor. This is entrenchment effect. Under the combination of
incentive effect and entrenchment effect, we hypothesize that the
functions between the concentration of corporate ownership and the
firm’ s decision to hire an International Four auditing firm or the
firm’s audit fees are nonlinear.

Our results support the fourth hypothesis, We find that the
functions between the concentration of corporate ownership and the
firm’s decision to hire an International Four auditing firm are nonlin-
ear. To be accurate, in the firm with its largest owner’s share more
than 65 percent or the firm with its largest owner’s share less than 45
percent, the largest owner’ s incentive effect is dominated and the
concentration of firm ownership is positively related to the firm’s de-
cision to hire an International Four auditing firm significantly. While
in the firm with its largest owner’s share between 45 percent and 65
percent, the largest owner’s entrenchment effect is dominated and
the concentration of firm ownership is negatively related to firm’s de-
cision to fire an International Four auditing firm slightly. The func-
tion between the audit fees and the concentration of corporate owner-
ship is exhibited as U shape. In the firms with the largest owner’s
share not more than 40 percent, the concentration of firm ownership
is negatively related to the firm’s audit fees slightly. While in the
firms with the largest owner’s share more than 40 percent, the con-

centration of firm ownership is positively related to the firm’s audit
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fees significantly.

This study is performed in a unique experimental setting. China’s
newly emerging capital markets are heavily regulated and nearly void
of the institutional features typically found in more market-driven
economies that provide incentives for auditors to supply, and manag-
ers to demand for independent audit services. Meanwhile China’s
economic institution is rapidly changing. The analysis provides some
insights into the demand for audit services in the transitional econo-
mies and in the heavily regulation setting.

Firstly, the result that auditors qualified as IPO reviewer by gov-
ernment haven’t higher perceived audit qualities overall suggests that
only government regulation on the supplies could not improve their
perceived audit qualities and promote their market reputations. The
government should turn their attention into fostering the demand for
audit services. As for accounting firms, in order to build their market
reput:;ltion, it is important to enhance their competences and hold
their independences.

Secondly, through investigating the relation between the identity
of the firm’s controlling owner and the firm’s demand for audit serv-
ices, the results suggest that at present the immature audit market is
dominated by buyers mainly because the listed firm’s is mostly con-
-sist of SOEs whose controlling owner lack demands for quality audit
services.

Thirdly, the result shows that the more the shares of the largest
owner hold, the more likely the firms with high concentration of
ownership hire an International Four auditing firm and the more audit
fees they pay. This suggests that controlling owner in the firms with
high concentration of ownership have more incentive to monitor the

managers. This paper documents the firm’s controlling owner’s in-
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centive effect. The results further suggest that independent audit can
complement the firm’ s internal governance mechanisms and is re-
stricted by the firm’s internal governance mechanisms, and that the
arrangements of firm’s control rights play important roles in develo-

ping a successful market for independent audits.



