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Abstract

China has made great strides in creating a viable capital market
in an economy that until very recently was governed entirely by non-
market forces. In an effort to increase auditor independence the Chi-
nese government recently adopted a rigorous set of new auditing stan-
dards. The main purpose of this study is to analyze the effects of the
new standards on auditor independence and the resultant impact on
audit market concentration.

The new standards clearly delineate auditing procedures and the
government imposes costly penalties on auditors who violate them.
Terefore, we hypothesize that the relative frequency of modified audit
reports will increase subsequent to the adoption of the new auditing
standards. We also expect the new standards to impact audit market
concentration. Potential penalties from the Chinese Securities Regu-
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latory Commission (CSRC) for violating auditing regulations include
revoking the auditor’s license to audit listed companies. Because
larger auditors have more clients, they have more to lose from revoca-
tion of their licenses and hence greater incentives to act independent-
ly when compared to smaller auditors ( DeAngelo 1981) . In addition,
Chinese managers are expected to be particularly averse to receiving
modified audit reports because they potentially draw the attention of
regulators. Further, aside from government regulations that require
listed companies to be audited, there are few institutional features in
the Chinese capital markets that provide incentives for managers to
demand independent auditors. If managers are averse to receiving
modified audit reports, and they lack incentives to demand indepen-
dent auditors, then an increase in auditor independence among larger
auditors will cause them to prefer smaller, less ihdependent auditors.
Thus, we hypothesize that the market share of larger auditors will de-
cline subsequent to the adoption of the new standards.

We test our hypotheses by analyzing all companies with suffi-
cient data listed on the Shanghai and Shenzhen stock exchanges du-
ring the period 1993 through 1996. This four-year period represents
the two years prior and subsequent to the implementation of the new
standards. We test our first hypothesis by performing univariate and
multivariate tests comparing the relative frequency of modified audit
reports during the periods before and after the implementation of the
new standards. We test our second hypothesis by comparing the mar-
ket share of large versus small auditors before and after the adoption
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of the new standards .

Consistent with our first hypothesis, we find that the average
relative frequency of modified opinions increases nine-fold subsequent
to the adoption of the new standards. Multivariate analysis finds that
this result is robust after controlling for other factors expected to im-
pact the issuance of modified opinions. As expected, we also find
that larger auditors are more likely to issue modified reports than
smaller auditors. This finding is consistent with studies using western
data that suggest larger auditors are relatively more independent than
smaller auditors. This is particularly interesting given that there are
few features in the audit environment in China to drive this increased
independence other than the threat of regulatory penalties.

Consistent with our second hypothesis we find that large auditors
lose market share in terms of both clients and assets audited, subse-
quent to 1994. This erosion in market share is primarily explained by
a decline in demand for larger auditors in the IPO market. Multivari-
ate analysis finds that this result is robust to controls for other factors
that may influence IPO auditor choice.

Our analysis 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 mar-
ket-driven economies that provide incentives for auditors to supply,
and managers to demand, independent audits. Performing an
archival-based analysis in such a stark setting is analogous to analyti-
cal studies and laboratory experiments that minimize the set of experi-
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mental variables in order to focus on a parsimonious set of factors.
Our findings suggest that when the sole incentive for auditors to be-
have independently is the threat of government penalties for violating
auditing standards, auditors will indeed be more independent than in
the absence of such regulation. However, if managers do not demand
independent audits, a perverse “flight from audit quality” accompa-
nies the increased independence. Watts and Zimmerman (1983) ar-
gue that “the existence of the independent auditor is not the direct re-
sult of government fiat.” Our results further suggest that government
fiat alone is not sufficient to create financial markets that foster audi-
tor independence. Rather, institutional features typically found in
free-market systems such as auditor litigation, majority private own-
ership of shares, and corporate governance mechanisms are also like-
ly to play a crucial role in developing a successful market for inde-
pendent audits.

Keywords: auditor independence; market share; modifed opin-
ion; auditor concentration; Voluntary demand
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