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RENEERREMELURS - 1 REZFEEWHAEN > FitHSEMER - #
MeMEARERYFMNERERTN: 2 - ANTHEERRNESHmE - &
MEB/NESE > ZREEEXNT T EWANARTE » BI/NESTAFE T
RTFHLAGREFAEE—ENELTHESH; HE  FREEEXN/NEFH
FZINERNTFIESHNBATENITHER  RAFTSHFUHRELBANRE
B3 AWMREEHN  FHMAFEFNEHELRERATENTEEZEARR
HITMEBFEEEYEHTHARRAEENTN A FEEHA AR ENERE
BRATH > TEREEATEEIEKEER—FFRALR -

#4099 FEREENE - #URE - BAREE - BERE

* AXRBERIBEFREFNHBFINFHLMFTAAIFHYTE (BT
NCET-04-0591) BRI B MR R © 457 B EEH R KT AR L - E5L
Bt RFMEZRET - FEMTRENBRATRIZEE - ASERIBEIX - £iF
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— .\ HEHEH

FREZUXNEATEMEMERNIIA > BEXASE—RIMSAENE
A (TR —BR R A ) (2002) MHE > BRBHEANIMERR « £
G BEEREN—NER - ATHLEEFFEERNTITREERFIE
W o CEESEET—RLTEHT AR E) 201 KA 202 KERAE S > BRI @ E
—EFPEHREFIRS - FEANEY > SEHAFHIMAEERERE £
BREMEFISHERLE > REREATREEMBLESEES - 2002 F
FATH (RRARERERTZEIESRTEEEGRKLIIZNREENAUSE
HAXAZNEMAE © "ARERZENEBREEREBESEMSF - s
ZFEEFEEEEE A2 RERNYMIAZFFHERLTTRE - HEAMK
RELGREARBEREIFAFLRIEN > ARBERF FUZE” - B
RIMES T REFTEREIENE T MW &M - B0 A RS > &RERE
ERABZEF/NARERRERIENS > WML ELESE - HERS A
RERXTEEILSFTHEEBHFESI XN REFBERGNETAE) (&=
AREBERAE R (2003]2 5 > LUFHEAR “HlE”) 7 2003 & 2 A 1 AWYIE
o AFBEETFFUHRFIFRARTT - BHAEELEHE - £1HTES
BT - BIMEE SR » B RIS T e A WL T LA B 1B R Mok i 3 R
ERERFIBSE  FTEERAE  TAPARSNEREEETEAER
MFEE-—AANT—FME BT KM EEREE » ARENERBK
A9 SRR A AN REBETE  F=T5HE - BIBFERT AT

fORRAEERER - 5 201 £FHE  BIEIE <2002 FIEMET—R TET B
E) 0L &HRKBINSHITESHSHNEBEEELHIHETZHE 180 XA »
TEHATE RN > R ERAITAEBREAEF RS (Lo EFiIHRS) »
ZAT A EMMS M ESM T UAEEERIRESERNE(T oA EH
HTREUSIMIETRE - RERTANFHZERSRIE () AW E T Lt
ETELSE - F202F/FHE - EREFFTRSHOMESEER > FEFTARE
AT A LEEFITRS (B 201 ZFAER 9 L EFIHRSEH) BI&FE I
AR RAT A AT M AT A BH 5% -

S N T2UESHWRERE > —SMHXAER © (FEARLEFMEEMS IHW
) (1993) 5FME+Z&ME » SHMESHEREELE - AFEN - H{GF
EREANERBEN > NYKERABERE - GESE%) $F-AT 40
CHIEFHFMETT ~ EHREIEFR K HES EEH RS - B R hiREsE s
ERBEXHNENNE > SEFNARAEFEERG > - =R
B > REEFEETE o

¢ AAME LEEEANNERERY > LEERERERINSE . SHAE
HILEANTELEES  REP/NERERRBE > WA HEL
F - RKERIEESESE  MHEXATTADERETHNEHEE X—ZRIIEH
BHREX PMEELZHNEFIHRESATT -
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S BTG EEREBERITOER > UREAEERFRMEREZENRE
R o XK BHNBRERRBRBETEERE > METHFIHMAREFERE
BYASIHMEA R THITTXNAAEENNHER - AXENMEEFE
EEERENENE  FREESENESAFHRENZ R -

FERMALE FRrEEANBREENEZW > U REEFEREE
(economic dependence) [RI » B4 ABRERIR s FERFHEINA -
WM A HAMLHS > HREL (Prawic, 2000) » EIMFIRAWEREUERER
NEE - THBENHEENETRRMN > MRETHHENRTE - BRER
MEMBELT - THSE5HPENRR (PESLFKAERLS - 2002)% >
MEEZWIENEREXRENERYE - A T2 UHHELAFE-ITETEFA
1IE (economic equality) 5A R RN ZMEEFR (BRISCSE - 2005) » &
EAEENBEEETREMERREELTNEAE R ITEREEIHERE T
BT R > BEMEMEESS KR - Btk A EFENTE > HRERAIR
EHEMERED - XMEFRINFEEBSERR -

AXEETHITMEERENERNE - ERrEEESRATHEZEAMR
Z o LIREIEFHTH 2002 71 2003 FHY LT AT RES » FEEGH T HMBEE
MEmME > TRAMEEERTIMNELE -1 - BEZFEEEAEM - F1F
A AELEMEE > #MAMH AR EELYRNERERTN 2 ~ BXT
MERRNELZHMS » EFAER/PDNES » TR EZEEXH ITIMATZ A
RETE > BNELEFNTFITIATIFH2ATEFFE-—ENBRERTE ;
BHE > EREEUXN/INELFINEMER/PNTINESHNEREBME E
B> *RAELEHFHRELRANRES -3 AHRBLEA » FIHHIHARFEF
EHEYR[BLAEENTERAINRE » FIHMEHSEEEEY /HHETARE
KEETN  HAEERHAREMNBARKREENITN  IREATEENERE
HA—HAHFFAIR -

AXWABMET : 1) MRATEEEREMERNRG > FREEENFIT
AT AN > EETEREXNFENXE ;> (2) BREATFiHmRF
ZREHYRAATENTAERARKRY > FitHEBEEEREYRETHNR
MAKEBRTN > ATEEHAAERBEKEENTN 4R TEENBERE
HARA—HMERIRER - _

AXEEIBSAZHNT  FHSEXBEAMSHREE ; E=0
EMAFEESLEERE ; FUMrEEAEFESHEES ST RKIE
GREGN ERMARE—FANTEREENR  ELHoEMASGRS
AR -
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- XEEHSHRRIK

(=) XEEm

BSEZFEEHSRREEINRRANE  IRAGFELCXMTENEE
BEEEEIMEIEN IR - AN ATHRXENEAEENENEEEZER
ETHITHRA - FFIHRSHA - ENFF B NESHEAE S E S E
& PSS S B A L OIS A R IR Y - L TEEATAIXLE
A B IE RO T A LR A AR AT SRk

1~ ZEREEMHSHITRENMEX
XS ANEREESHSSEFITRLETRE  AMSREFHRE -
DeAngelo (1981b) INAZEFS5EFMZ B ZE—WIGAZER KR (bilateral
monopoly) » FIIRNEEEF » TSR EBIEMERANE P HHAIF T
B BT REFNFHHRASERS - FIHTNE P AT SIRBES W it
M A9 3R S7PE (Mautz and Sharaf, 1961; Cohen Commission (AICPA), 1978 ;
Reynolds and Franchis, 2001) > #MZWME MM B AEENIMHER - =
EifHxH5Z R4% (SEC) MBIEZE R4 (Cohen Comission) ANHTEL
RN F = AR RN E P AR BB IR - SERITRIGAIF T2 A » AT
X % FIE B %5 K38 (financial dependence) s HIMEF IR - X
BREBMEER - BFRSIHMHKES (IFAC) RIGEEZR B2 T 20004
6 HSERLAY IFAC HMLL‘F#WMW{IE? BRA - REBAT TEAKET
WHRETEEFBRAFRSHESKE~E BRI EERIE - H5b -
DeAngelo (1981b) IWREMFE B FHHMIASNE - EHFAELFERAS
BHEE s RN EERNF U THRFENRRL - ReZmE Hay s > B
WHF IR K F2ET T2 ML (perfect independence) © [FAT »
EEEHXHERS (SEC) EFMoZEFEINN » HEFIHMEFITIRFZ 4 -
NE—FFBIMEBEFEFIHRS - AMERS T 5 PN RFE Z F 890 5K
B BRETEFIHRSEED REHIRGE - K H B F 1TIMAY J52% (Simunic,
1984; Parkash and Venable, 1993; Firch, 1997) - HET 520 X & & & H AN
fER -
T;‘Zilf}??i?iﬁ HE - EXBMEIFFEFITRENFIIRE (BFER
) EHREEZWMYNLS - BTEMRSHER NS —HETFIKP © Wines
1994 ) AR EAREFEFITLFSSBEFRBENERT » FitARXE
FHEFEE LM FE IRk G A e FTREMK o Barkess and Simneet (1994)
FRAFTARATHRR - EERF P EMORN > 5L EBEFTR
HFEIEAN - WX EISE T8 A SR IS0t > HET R I X AL B E A& 1
Ml o Goreeral (2001) WMDZEEMHERER  FFEITRSRESERY



FREEHSHFURE—RETELTARNERITE 51

BBEAEHEEMRK o th4h > Bazerman er 2l (1997) K Beeler and Hunton
(2001) MR AIF R » KRB/ EF RSN FITMAIRER REZ 0 -
Frankel er 2l (2002) KI > JEH I FAL LA LLAIMK - F it RiFERE
YEREAETHENEERL FERN > ERAHEH - FFRASLARMN
REFERERER -

2 EPREBRMSHITREEMEX
TRHEFPEENSE W REEARRAOM SR FER S TR FFMERT
2 - ATANNERFANEERET - FHMABHELSKMEESRE > FFI
AR & B BER ST A9 SoLE » R A RE R MM — S R/A T F
PREEFRRLSESHRE » BAEEWES > #EMRA R SRS TS
RBYBEST (Antle et al, 1997; Pitt and Birenbaum, 1997) ° DeAngelo (1981b)
IWHBTHEMNARE  EFMARREENKAMEESE - ANHEENSE
HTFHREEN R > REZIE TRV « b » FZEFNREFITR
ST RIE M EFE IHMAE B BT ( reputation capital) BY#E % (Arrufiada, 1999;
Dopuch er al, 2001) - B > FRRAFEFIHRS > RmMABTEAF IR
= e .
HEEEF®E - RS ?'JTH’-%%E?CT@EE’JB‘Z% 5140 Palmrose
(1986) ~ Abdel-khalik (1990) K Davis eral. (1992) BISEHEZRIFARSCH
Simunic (1984) BrEIERY “FEFIRHME RS - 800X 3 & W 45 RO 4K
FE” o Parkash and Venable (1993) & Firth (1997) 5l RE R EER T
FHETAN - RAERERAAMERRSFITREN LT » AR EEMLT
WREMWELSFMEEFIRS  Frankel er 27 (2002) ZME I AHBE
NN EEY /A RERITNEA M AIER - BE/ERI Ashbaugh er 2L (2003)
BYBFF K BL Frankel er al. (2002) BITFARE R HATRE (robust) - %iﬂﬁﬁ
FIHERER > ZIWEFRRRAEF RS F IHHIER AT N
Defond er al. (2002) WEMFEFITRFEFIHHAMNKAD » ZEE ﬂl‘]ﬁfr
XN FHELEAHEREFEXEEALREERRE > BIHENF ML
AR - REM > FFIFHB LG REBMF TN FELERR
EHREF  BRGEEALREERNRE  MH > ERAFIHRAMEH » &
TSN FEZEEAAMEEZEF » ERBEALREEN o Chaney and

7 ZENEHS (SEC) HETE 2001 F 1 A 5 HUGMERT > LHHREHITH
A5EFINEERA » NTEZRF G LIREUE )3 R 69 80E RAEATHIR -
Frankel er o/, (2002) FIRF It M S FF IR AHT T HRETR - KIEF
WHRAMSHEGABEK 2 MAFERLYRAREEMBEELR; FEX
U ERAKED - FFURASLAARNREFERESEER ; MH TR AM
EE Y HEREBT A MFEER -
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Philipich (2002) BEEMRLZEGEEN > HAXREFH AN BEEOH
IZMEFHET R » Reynolds and Francis (2001) MM EANZ PN E LSBT B
MEZME (LLF P S E AT Bk LA 4 B BT e b 74 7 45 & 500 30 40
FN) AE > RREEFHAE RSN - £2 KW > K 45
ME > FFOARER  FiHMEENEITERMNE /SR ERREEH4S
FEEME » X KEFNEFKEFAERTH MO E R - #H—%
Chung ez 2/ (2003) A AT P B30 - FH A &4 L EIERE
GrkEE > WRIMEHFREMF IR E o Craswell eral. (2002) MDIEEH
B " HUHBERFEARE BRI T B I 755 o 87 Tl 28 4 i 0 8 3
WMBRSTYER R IR > B RRA R TR R IR S R T A AR &
RE i E o

3 BENHMEXRHR

HTFREEESE2001F 12 A 24 HAER E AR GEEFRE DU
HEESFTORMENEESTMUESE > Al - ENE XA EERSH T
REMTIRIXBMED « BREE (2003) AN > CPAMABTBRRTHEIEFNE
Fo EERLER "N MABAEEEESEMAEZE P OFELEEN
CPAHHEENTENES » SEHFHRETH - ZE48 - 2% (2003)
WH > 4 CPAMN—NMEPEE - MIXEFEFANEEET (EEY) I
FURAR15% M - MEFEFFEFENBIENAESN - SEE - A%
H(2003) KAF KRB SAARS - FAAN - BrEffhz  FiER%E
BERREEMERX - EIXFE (2004) BT 2002 FEHZERF T2 FHAED
295FR EMAFABHAZTRBAFE#HTRYE  RUFITASABELAEESN
EHAREEE > MARERLA LT AT RS IIF - 7 M - dtel s
(2004) BEMARLAFAE LM THACPANER > MBEFRHEEBANES
AYMC AR CPA MRILMERYIESE » Bikskin » B A 2002 4 RELIBTAI S
o BAMEXXESEARTFANEFEEENTIIREEREEM -

ﬁlﬂﬁ%zﬁékﬂﬂ%?ﬁﬁﬁ%?ﬁ%ﬁﬁﬁﬁEé%ﬁi%?i (Watts and Zimmerman,
1983; DeAngelo, 1981) - MIREF It REFFR B F IR I ESFHIHEL
WERANTERENE B2 EEE ST REN A RANBETER =
E'Iﬁ-‘?'ﬁiﬂﬂlﬁﬁ%&g}ﬁEg‘ﬁﬁﬁiﬂﬂi%ﬂkﬁﬁpﬁﬁﬁi,@%%% o T
HMX AT ERROTAVHE « BHHE  RURSSELENFR > S
MERLFHENBE - BMAEIXBRE - BT EEREA LY BEEAE
ENNFURERFATEMI > EMERHFEEES - EENR > EEH;
Mo BHAREFEEHESRATEX RN RAEER LHEET 2002 F LIF
WEE - WREEEETIRRNMET  WNE P EERARNT RS -
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B - AXFEEREREFEMERME (EH 2002 2003 FRIZEE) -
FERPEEMXNBREENZWEL -

(Z) BrRF=R

WMBIATE » B FSWHEAZR—ANETEFAESAAMEN A
HE > ERMESNEFEERENERAERSTWRARE HERAES
IR R HITT Y - 2003 4F LA JF 3 SHIM IR A9 S B ITAE A BT - AECHLEAT
FTHEITRFIRIRMAANT « X8 - FPAEBKR > FRIEENRE B
%> WIHARBNREFERTHME - R > EETZERENEMN . —B
WIARW - BHHTRIFEEBMAMEA B F A IRH RN » &7
FALA RO PR TA A B b 7= A9 7 LS U PT R 5 B RO = T A A
LV ERBYFBHETRAEENIVR I ACTHOTAAIRH - Bt &
ARFEUEFNESHIEEE  HHF I EERE Z T RMIAL M EME > B
GTEHELARBRAMNBREHETME -

RlE > MERIEMERMATA > F IS RN - W TR EE
& SREESITMEN AR ERRETREREL - I TREF  ERAER
MIESH > ATEFRYD > B —FF AN EERRS  WRTESFMNE
GHRME - Rlet - W FAMENESHFMS - —BFIHRN > PrfRks=E -
WIAEBRRMN T RESHEB/D ; H—7E > XN TRESH - UEE/NY
EEHPWANFEAR » EF IR LA FTEORARD - HELVEHHEHE
XEE o it - AT ARESFT > BREETENE > BPFESHTHFHRE
WEENALEE  ITEATFFEELYREREENZEH2IFELR -

Ei > AXTEWFREERETEMERNG - FFEERERNESTHITH
M - RABSFINEEZFITHFENZSR > UEAREF I RETRETE
MR ILERE R -

= MRAESEERE

EEHNTFRS > FRENITECRITEEEL FHRIENITH (A0 Healy,
1985; DeAngelo, 1986) > T e B8 & Y 30k 4 F AT 44 M N T CR1E N &
HREBMNENREE (Warfield er l., 1995; Becker er /., 1998; Reynolds and
Francis, 2001; Frankel et al., 2002; Myers et al., 2003; Ashbaugh ez al, 2003 ; -
SLE > 20035 XBRE > 2006) RS » AR SRA T ATREMER T
DA FUEHEE T TE 40 3R I TA 1E 0 A - LTS Bt AR -

EEWREIN > EE]Jones B ff 1+ 19 T 4850 B THEBEH A AU ET &
NEBELEHENTEE (Bartov, Gul and Tsui, 2001; Kothari, 2005) ° E3L%E
(2003) MW ZA A AT EHE R EFARERE FERESF TN ERSR
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AT T SRR > KBTS BR AL T BB 5l S S E N B 81
THFMESLAIBTE Jones RE B RIFHIERARNAERER - Fit » A3CK
R —BEEAE AT R R R > K5 > HESETIE MR (T4)
AL 1T AR AT RS RE 3 8 (VDA 2 18] A9 22 400 1E o ol #2855 1 B2 33K
(D4) -~ FHUGERREHE - HERMT ¢

NDA, = a,(1/ Ary) +ay(AREV, [ A,,) + as(PPE, | A,.,) (1)

(1) ReP > NDA RZH 1 HERARFNEEOE IR
BRI AREV, R5 BRI (— | IR ERMIOEY - PPE RS 1
AR RESEERFNE > A RE - | SERAEFT - o -
a0 a BT - ARERHHEESH - TIREYUTHER - 58 FRF
A~ TRV B BT IR R -

GA.[ Ay = a1/ A)+ 2 (AREV,[ A, )+ a5(PPE,[ A, + €, (2)

# (2) XFM 2 > 4, > a, B OLS fHIHE « G4, = EBXI - CFO, » &
FGA KRR AKX THEREN I > EBXT NS HZERE > CFO. R
B oHMNAEBEHASRE - HREEMFXE (1) K-

DA, =TA,[ A, — NDA, 3)

 (3) AH > DA RET r— 1 PIRERF=HAEFNE B TEE
RIS  TA = NI - CFO, - EF TA A% « MM @FELT 5 H /98 Bt
B NLREMHE > CFO NE HNZEEHNLRE - HATENE YA
(1) K-

EHLRE—FFEEMNEENT > B ENUARMNFEIHRA - EFi
FTRE > SRESFHTEEFUEFNFITSEFIH A RSN OSREE -
HET: (1) ENBMEENFITRAENEEREZIH - HHORRATE
WEHES—B; (2) —RATABATILRESLS TN EITHRAEE
DIEETE ; (3) RERSFEWHRASEFITRA  iHEAEEENEE
Koo NESSRE > MERUELAMNHEERABRNBEIFIHHRANERZTE
(Craswell et al., 1995; Francis, 1984; Reynolds ez 2/, 2001) » EUHEFEF B
EEHE - MEAAFITERRE AR RE=IEREMDY - 5% 1% F 048
*E&E - Hlt » BEESMEEE - S AT RS BB EER T it A
MEBEREE . BUITEEFNEEE -

S mxEEAHE (fAFE27 - 600188 - 600028 ~ 600695 * 000019 * 600600 °

000045 * 000726 ° 600272 * 600555 > 600689 ~ 600851 - 000488) %
E0AEETERMESNMERES - BFWFARAEIFEE -
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T HAS B HE » Dechow eral (1995) MR ER » RENERES
AR R I B VI U S% o Press and Weintrop (1990) YRR KIL » fi
B f51) th, 7T RS M AT RIS MR T - BV RIS AR E M S AN A B ER
REPREERS > IRAERRSEAIMEEY - EELREF 2RI TE
BRI > UEEATARKIKT » Defond and Jiambalvo (1994) F1Warfield
et al. (1995) HEHARIESFERIUTEEINERAKR o Becker er al.
(1998) W > ARFEAREARMEEZIRREE (omicred variable) >
BB LIS > AR 1% E AV BT o B - PR A UAFEIRIEEEIRA
BN HERERARNE ; AN - SFERKETELZ F—FRRKEENZN
THETARR o EARIXEREE c BEKEAR (GW) B AR R (E
B K (Ghosh and Moon, 2003) ° EINAITHREI - F 5 BTHb B M AT gEX =
WREFAEEM - AR Locality, A= H LT~ 75 F 55 B9 g5 R 4 it
REMNER  XEATNENBRKEEZWAEETRm -

WIBRIEATITIE - AR5 BAEXTFR (Defond and Subramanyam, 1998;
Becker ez al.,, 1998; RﬁynoldsetﬂL,ZOOl;Z§E§%§%§’ 2004) » B ER AL
WEIFR > EEHBEXEZNTRT  REEFEENNEEYRALETEN
- EEHERNT :

\DA,| or [TA,| = Bo + BLIMPOR, + B,OCF, + B3SIZE, + B LEV,
+ Bs|DAa|+ BGW, + B, LOCAL + &, @

He ( REEE)
ZM'Tﬁ?&ﬁﬁﬁ%u%@ B
D BRI BRI SR

JMmm IR EPIRZERFINEGE - SEESMEFTNRFELTA
CiF=S 9 mﬂﬁFm Rt o

OCF : ZEY SR EREAR BT

LEV,: B GER AT E 37

SIZE : AR DHERABRHET ;

DA_ : E— SRR E N W HER L E—F A ET %

GW,: REFE I RAFAE HAIHERARKE - IRALAALSFEE L
FSIMARFE L EARNERENHE

9 XATUM—EIIEETY - 7£2001 ~ 200245 - BMEFAHITE RS RBEE
RILL P ETFTAME S - £2003F > FMEFFHHEFERELREE NG
BTAMES1.39% > BEFSRELMNER G . A EFHEEREELMNE

PIEETRMLEF - QEFIUHFEESFTH—HFITHH T (2003)) - 5 19
T o

~
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Local} : iR AFE SARENESHE LT AR EM M IER —& RAT
X BRERLT - FMHRo -

NFRDESFFHFUHTANES > BUTHTNHETRE - UENES
BTl (Bl FE S BT LA R BRI a0 B8 M8 ¥FE 5
BT e ARNTATREA (RIS BT AR A TAKRE SRR F) »
FUMBEMNTARRD (U GSRAK) > WRAEMERAMEB P ES
oW GS=1>RKRZ> GS=0 » FEEAKX (4) FMA IMPOR *GS, {F
NFEFRERE - RFTH - HEKX P IMPOR *GS, ZRBBEZEKRTF 0 -

C BEAREESHERESLT

NTEREEBFEMENG  ESHTNBRKEENSE > RITERT
2002 £ 2003 FRE LT ATMENHANE - AMEEER > FETUTIL
AFE: (1) BETFERIIMEARTEHARASUTEX BB DA K R
T FEET AR HAE 30 N RUE (EfA T #1743 bR SR B o BT
WAL > KT 30 MRERMTEFLUSIE > EdfidEdl s FARE
ERANEZ > BOTBFHMCLAESE (HELFREACIOMNATE 16K > C28
NEAF 2K COHATRE 24 K> BITEEARN—% > I 42 K) » Hiif7
WH—fr g3 (2) AIHERL EHAR; ) AFHEDATEL—
FRHEE > MR EFAONAEERTFYFH D EFEARYNE - X > 2002
FHEAE 1121 MEEMEANT > 2003 FHEE 1132 MEERAAT -

FEHARMEHIEREFE LT ARMESEIEE (CSMAR) » BXESH
R BRIk B WIND BIRE - ¥ F M3 BREE > RIEENEBAN
ik (http://www.jrj.com.cn) ERTARER - AR FTEFHAMNSEITEMGE
Eview3.1 #1 SPSS11.5 -

RIWARTEZENSGURE - TUEL » E2002 FIREASF > EFE
EHRFHE 0.0616 > EHEB/IARF - HEEHE (IMPOR ) T8
{557 0.1260 > EABBRNESFRE > REEWEFHE (IMPOR )
0.0407 » REFME/NESHMEELETHEEEFLEMNES (P<0.00001) o

" Locality BIB(EF BT « MRAR AR S FEFEREFT MBS HEMS L
WA FEM AE R — B RATE XS - I 4 Localiny, MEN 1 » EMBUER O -
MAEFHAREESH > MLBESHAEMMIERNESHTEN ; MRKESE
FHEt > MLBEHMESHEMBERGHEESMEML—RENES
Brir7Esh 5 R EWARBEMNEERIR (SR EEAMNEIEN B4
WNEFFESRS EHAFEMBARRE - FRERFEREZK (REK) B
WrgFEess > AEEKR - EEEMNBSFEEEERRZ b X% 57 4 324
o> FEMBBUATZE TR ME/D -
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* 1 #HEEgi ‘

2002 4 A% THE O FEE A BAME BA
DA‘ 1121 -0.0398 0.0821 ~0.0341 -1.5127 0.1447
|DAX| 1121 0.0495 0.0767 0.0373 2.90E-05 1.5127
DA’ >0 163 0.0332 0.0328 0.0224 0.0001 0.1447
DA, <0 958 —-0.0522 0.0815 —-0.0385 -1.5127 -2.90E-05
TA‘ 1121 -0.0429 0.1381 -0.0342 —1.8554 0.9000
| TA) 1121 0.0810  0.1198 0.0512 7.99E~05 1.8554
OCFx 1121 0.0534 0.1030 0.0503 —~0.7531 0.9446
LEI{ 1121 0.3720 0.0763 0.4632 0.0004 0.7907
S]ZE, 1121 20.1266 1.3534 20.1506 12.7894 26.5045
DA, 1121 -0.0220  0.0611  -0.0215  —0.4439 0.7691
GVK 1121 1.3800 3.3745 1.1300 0.0131 87.4000
LOCAL, 1121 0.6271 0.4837 1.0000 0.0000 1.0000
]MPORr 1121 0.0616 0.0619 0.0467 0.0119 1.0000
]MPOR[Mrr 847 0.0407 0.0150 0.0416 0.0119 0.0760
]MPOR{,W 274 0.1260 0.0976 0.0892 0.0644 1.0000
2003 4 BAK  THR O FEZ O RE B/AME A
DA, 1132 -0.0285 0.0818 —0.0284 -0.6146 1.3586
[DA,[ 1132 0.0497 0.0709 0.0355 5.47E-05 1.3586
DA‘ >0 211 0.0568 0.1141 0.0273 7.79E-05 1.3586
DA, <0 921 ~0.0481 0.0565 ~-0.0364 -0.6146 ~5.47E-05
TA, 1132 —-0.0300 0.1398 -0.0267 —-1.0791 1.4818
|TA,| 1132 0.0808 0.1179 0.0491 5.35E-05 1.4818
OCF‘ 1132 0.0479 0.1275 0.0478 -1.3799 1.1708
LEI{ 1132 0.0372 0.0663 0.0173 3.90E-05 0.7707
S]ZE, 1132 20.2946 1.3929 20.3205 13.3554 24.8140
DA,_I 1132 -0.0399 0.0820 -0.0341 -1.5128 0.1447
GVK 1132 1.3842 2.6755 1.1759 0.0001 78.8110
LOCALr 1132 0.6074 0.4885 0.6074 0.0000 1.0000
]MPOR' 1132 0.0622 0.0782 0.0451 0.0105 1.0000
IMPOR, . 887 0.0404  0.0155 0.0413 0.0105 0.0763
IMPOR 245 0.1414 0.1394 0.0948 0.0587 1.0000

+ R

TE 2003 FAEAT > £UEANEFEEY. (IMPOR) THE N 0.0622 >
EREB/NGAH > HEEW (IMPOR, ) FHEN 0.1414 - FEHBE
KOFEIRE - REZEWFHE (IMPOR ) $10.0404 > KELF S/ E
° T A MR B R TE

SHEERTHENMEELENES (P <0.00001)



58 XEFE BRRX EHE

MBEENNESER > BTHFUHELRD - EREFWEZHANRS - 2002
% DA BTN —0.0398 > |DA,| BITHEN 0.0495 > Heh DA >0 BIF
AH 1631 > DA < 0 WIREZAF 958 1 5 2003 5 DA, F-FHEN -0.0285 >
|DA, | B350 0.0497 > HF DA >0 BIHAF 211 1> DA, <0 BIFFAR
H 921 o EMEMEIEF - DA<0 WE DA >0 WEEZHIAE - 54
KRBT RN (Becker er al., 1998; Francis er al., 1999 %)

# 21 FIR T AL EZ @AY Spearman F Pearson HFFE - ATLLRH
7E Spearman T TREH NI HMENE (|D4) SEFEEHE
(IMPOR) BEEMX » SU&HE (OCF) BEF LMK - 5F /MK (SIZE)
BEFHR - SR ( LEV) MESTMEEFERTEE - 5 EFAR
BRI ELEXE (|DA_D ~ NEIHKBREMHARNEE ; EPearsonmi »
AREWRITHMENE (|D4)) SEFEEY (IMPOR) EMARAFEE -
5W4HE (0CF) - H#PAE (SIZE) ~ FHAMBEEERML - 5L
FE BB ITRAEXE (|DA_ ) MHAFKF (LEV) EMXAEE - 52
ARKHEETEMAX - BTEFEENE (IMPOR) WS HRRIUMA
Sb > 54 Pearson Fl Spearman WIERE - HARE E’?ﬂl’lﬁ?ﬁﬁﬂﬁq: K
FEEERT SHEKF (LEV) B R R B LA (FE Pearson N
0.654 > T Spearman #19 0.532) » 5 HEABEH(3E CENAXREOIAE  ME
0.65 UF - BT 5 - ARBZEIFKEFBFFE -

7E Pearson #5 H » BRBITEAVEE (|74) SEFEZEHE (IMPOR)
Eﬂﬂﬁzkwémgom)2?%;%@5@%@%5%
Rw+(uy)‘Aimk&izﬁﬁﬁ¢5L$T%ﬁﬁmﬁﬁ%ﬂﬁ
(|p4_]) - HE TS RARSS R B 5 7E Spearman M > F R IHEAIL
X (|T4) 5EZFFEZEHE (IMPOR) SRR EE - %ﬂém; OCF) ~
HFEUEEETFML > SARAAEEZAMR > 5 LFTREEMITH
(DA_) EMXFEE > SESFHMBHEMARBKEAERTEE - 5F
Pearson Hl Spearman M KE - EXRESHEWTH 2 -

B REERSH-D O

(=) REERDH

%3 RMEFEEHENT TG ZE S BRERTHOZM - AERK
F(R3LEEHS)  EEFHETTRENMTENERE > EEFENME

n ORI EEE > AT T 2003 BURRIAES R EE > 2002 FEUEMIMEX R
St grASFAERER I XEERAFIH - -
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5 IMPOR 5 |TA| BEFMA (REHN -0.174 » P=0.002) > 5 |DA|
BEFRMKX (REN ~0.073 » P=0.050) - MAEEFEMELIA (2002
FHIR) - IMPOR 5 |TA| T |DA| BATMR > BHAREE - XERW > &F
TR EIRAEEREET UG - HFHEFNESAMEEN > BET R
PRI > BT MIEE  HEW AR E F E}Eéﬁﬂﬁﬁ%mﬁﬁﬁ

ATH—FETAARAEESINFFBAKAERIT N ENZ0 > UREE
AEE/NIE ST & WS iR *EXTHM;%BU:E@% B> &R
432%%@? {?Hmﬁ HMER » HMAREFARANBREEZE - AR
FEEHENX (4) 2 FMAT IMPOR *GS {ERRREE > AAWERIITE 3
(Eﬂ-ﬁ%ﬁﬁa‘) o M%IE%%%E% > 2003 FHIEBRE T4 fEREEEAE
B s IMPOR *GS MR EENIE » RHN 0.438 > P=0.006 5 7ELL |DA|
EREZERMEIES » IMPOR *GS MEHMTEERNIE - Z¥ N 0.181 >
P=0.080 ° MM 2002 FHIEIES %E_/T B IMPOR *GS MAFHNIE -
ENREE - xRET  BREERENE - AN ESAT R TS
B> M IRFITMNGEFOBEREET N > B2 EAERINESE
ﬁfrﬂﬂim%%iug)ﬂi%ﬁﬁ 2> EMATEFRA—ENBREEESH - X
R XNPEEFHME - SFFIRBUEN T EFER -

d—# > BT IMPOR WAL (B) RERZFFEZMEX R EAIR MW > T
IMPOR *GS, MEH (B,) MRARERTARBNES » FREEEX N IT
HHIMEER » B +8, WRKRB T MAEESIE A EXEN M ITERIZ M -
M= 3 & 2003 FHEETLURI - AT IMPOR *GS AR B, EFENIE > £
Ok 3 45 B R VR R I L A TN 45 B R B BB IR P K T
MEHREBT/NESH - R - ATHE|DA| - |TAERERENELT -
IMETFE|B|>B, ?Jtiﬁﬂﬁ Eﬂﬁ%d\é%@? s ENBAEEMMHERbEEK
THEAWEFHFENARERSTHE - A6 > 038 3 Prs (2003 F89F) » &
A IMPOR *GS, }ZEF ; u |TA|ENEZERIE HS » IMPOR HIREE
N > B,=-0.649 > P=0.000 ; fugDAM’Ej‘JIZI}Eg-;EfJIEIBEP > IMPOR,
MABIFEZENR > B,=-0269 > P=0.023 > BABATRT % 3 LB
R~ Rity

RIEFR 3 52003 BEHER > 2 - AURBEFLSHAE > 4 2003
FRRATNARESHAHEFITNARMB/DESFHE LSRN THES > o
MR FTREE - KAERREELX - DNEFHAEARA D EEFREIHME
FEFEEESNITHEFNENEYEZEAMX  HEREFFTANIMPOR
RN ESHR ;s YEEREN |T4] - |DA] B » KREFEHTHM RS F

2 @ FREEHAN IMPOR ~ GS T IMPOR*GS THE > F7E™ B M L&

B HJ > ALRERNAAZ=ZNEE -



62 XER BN $hafs

N —0.624 F ~0.178 > NEFFAMARLI 7 -0.209 Fl —0.108 - XFKH
EEEFRTNNE - KESFFINEEFFEEESRE > XEFAREEN
MEERATTRRER - XCFHFE 3 NER -
ETHERHAEEFE » OCF, ~ SIZE, M LEV, & F 5B —E
|DA,_ | 1 LOCAL S S TEMEA -, BEHREE ; W NRE 2

iy o

®4 RANAESFHARAD > ERFEEEXNAEREEZMALE

AT KRESHAREE NEE AR
(N =887) (N =245)
| T4) | DA} [TA) |DA|

ﬂo 525 278 .508 377
(.000) (.000) (.000) (.000)

IMROR - —.624 -.178 -.209 -.108
(.013) (.098) (.002) (.006)

OCF, - -.311 —.111 .094 . 142
) (.000) (.000) (.148) (.000)
SIZE, _ +/— -.021 -.011 -.023 -.017
(.000) (.000) (.000) (.000)

LEYV, + 511 .207 449 .193
(.001) (.044) (.000) (.000)

|DA_| - ~.037 ~.007 023 ~.035
(.376) (.810) (.870) (.673)

GW, + .001 .002 .023 .018
(.467) (.004) (.000) (.000)

LOCAL, ? -.003 -.007 011 ~.005
(.688) (.157) (.4353) (.540)

R 207 104 224 319
adj. R 200 097 201 298
F—sraristic 30.480 13.634 9.469 15.316
Prob(F-srartisric) (.000) (.000) (.000) (.000)

(=) HE—FoH

ES BRI ACEIE S - TN T EEY RRAR KL (EMTTE
BEENITE) kD> (AETHREEMITE) M7 EXRENEEFF—
H-ATHFINIRGARAAEREL IR ERARLEFR-MEZFAREE
MIRE > Al FHTEREZREELRBABREMIITR . HAREEE
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EYBLBOHTRH (EERDERY HRBARFHSIHTERK) (Defond and
Jiambalvo, 1994; Becker e «l., 1998; Francis and Krishnan, 1999; Kellogg, 1984;
Trompeter, 1994) o YEULTE LT » 40 LA AT 45 o 7 2R B R T A A X (B
(IDAl #1 ITAl) RGEFHMAFRKEENEE > TSR —LEES
£ o FElt - AR S K EFBREA > KA RE R THECR R R T R IE R

X4y R FREACSRIRT « R T B RRR EkBiRay @t » s —2 T
B EPEEANFINTAFEEYLRHETRAKER M (EmEHAE) L/
TRAEEHEEZS - '

B RATKERE (74) MATHBEERITE (D4) &k 3 AIRK
WATEAHT > TRAE S (WFE S5 » ERAMITE (74) MAREEN TR
(DA) RFRFHEAF > 2003 FHIBERR IMPOR RH (B) MEFNIE -
Hev > 74 HEZEMN [MPOR R B,=0.164 - P=0.001; DA, NEEE
Ay IMPOR Z¥L B, =0.106 > P=0.004 > WHESR Fﬁﬂﬁﬁﬁfaﬁiﬂﬂﬁ
MHIER - T 2002 FRFAR TR > ¥E TA T DA AFHITHRAS - RE
IMPORZHCAIE - (BYIFEE > HHAES B R 7 412 A BRI O 2 A A
TER - BE > ERRTE (T4) ARSI (D4) AIERFRAF
2003 FHIRER 74 NELEM IMPOR ZEL B,=0.089 > P=0.162; D4,
HEA BN [IMPOR ZE B,=0.036 > P=0.656 - RPUFEFHXERBARE
BEAMEER - HEFI’ 2002 FEAREIH LR $ IMPOR WIEREH AT
FEE  ZFHELSHANERAKEEBREMEEMD -

H—# o fEE 5 ERM L > A IMPOR *GS fERERZEE > ATLAIKI
(LE6) » ERTENEMFHEAF > 2003 Eﬁﬁ%@ﬂﬂf‘ﬁfﬁzﬁrﬁﬁ%{
(DA) HEZEEWMHERT > IMPOR M RN - IMPOR *GS W REALE -
SWiA—3 ; MAERRMITE (74) AEEEMNERT » IMPOR ZHNIE
SERWAN AR —5 - IMPOR * GSEG,—MUJE 58 mEe—2 - {HEA]
HAEE o 2002 FLERKWE [IMPOR M IMPOR *GS MAHIRRE - KR
B > zoozﬂzoos@%ﬁﬁﬁﬂﬁﬁﬁ% aiﬂ&ﬁ#ﬂ%wﬁﬁﬁ (5FRSEEX—F) »
ME » K- NELEHERNEAFEEZEENZRN - HITAREER -

FERLHECR R FREA S 2003 FEIRRYIEL T4 71 DA NEAZER
T » IMPOR ZHM IMPOR *GS, RAEMMF S SHRTHTE 2
IMPOR ZHAF5 b“mE IMPOR *GS, ﬁ:ﬁfu—’f EERN > BMEFEE - X
=W ﬂ?@)ﬂmiﬂéﬁaﬁﬁm ﬂ*aﬂﬁﬁ FHHIHA e B HER - [
B FENESEF s ERPEEERFHMAFITRETRAEFLES W - B
NEEHNEFRLHEB—ENRLETETH - TH > AR GIERTUAI > B
FIMPOR *GSHIRHRE N » FREARE S B f e BB IH 1 R T
/N %R)@mr‘ﬁiﬁzﬂﬁfﬂﬁwﬁﬁﬁ RESHOFITRES T/ NESH - ﬁ‘ﬁzooz
FEHAREY - IMPOR REH IMPOR *GS RS SR TMzE L5
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BHFREZE > N5 2003 ENERTEEA—HF  XRYUMEBEERTERNM
> WA ARMBEKEETNTEERE TEL » MHF AT RRERFRIR
EEAEETH (EEYEREMETSWER) » BRI E A ER
BEEEBITN -
X—EREItHERATRENENBAETET ARSI XM AN
(Defond and Jiambalvo, 1994; Becker ez /., 1998; Francis and Krishnan, 1999;
Kellogg, 1984; Trompeter, 1994) FHEFHEA—3L - EATHEW H XA E
AR E NEEEREMELUR > FIINEEZFWE - fAEBKRERITH
MEMEER > RESFEFTELZHERFITREMRT s MAREFREMELU
5> REMAR EHME  FRET  BREE - ST R PTREMESFNER
EERPE > EPFCEBS ERAATERENARDALS - UEEEER
ko EHW > W EHAREE A" BEEEFPAGRAESHEZN  F5H
AR EREMEIER - AN > ERATXMHER - FF—RASHEDHET
AEBEREE, AW XTAAEATE  ZPRSTEAESHED > F5
FReems R EMEMER « XERTHRREERIMEUR - FPMESHIRITH
HZpRIER - ’

AoREENS  ARERSBIR

(—) RN

T IS SR RO R B > ATFFHEAT T 5 BURE S A 2

1ATHeREENSHEEROEN - ARG EREBLIZARE
REARRIEZ ZEMME(E > 5 d 32 MEANEE - BERIETEL > X
W T AR Rt A (Y B 8RB A » IMPOR *GSAHMIEE
HTFEUS (P=0.213) > HKRGRHIFAZZM

2. EABRRBOMTF » EPEEM (IMPOR) SHEWE (LEV) ZH
AR R EE S > 7 Spearman 4 0.532 > T Pearson 7 0.654 - AT KX
ATEBYHNFER > AWAER 3 BHIMIAZIIR (IMPOR *LEV) X
REAGEFTI « A XMFMME LR (LEV) MNEMEE  FARGRFSLER
KFREARHEMA 1 > RZ > WH o - WXXAEEETWURMAS LEXR
INRRIE AR > HEEW (IMPOR) REFRZESR > RN > ANEESE
EH (IMPOR) Sf4hE (LEV) ZHXEFERMEGROEMW - FRK
W R RERR AN E (|D4)) NEEREBH SN EREEH
(IMPOR) MMHBRBERNE > MEXTRBEARANE - BFFEE (P =

bOREAXHHRBEN  SUBRESTEERT 2003 FHIIE -
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0.231) ~ ELERWHAXNE (|T4)) REZRENIHITF - FRERHE
(IMPOR) MK EZENIE - AINMZXMALLMNIE - HEF (P=0.0059)
LR > RS (|DA) ~ |T4)) SEFEZM (IMPOR) ZEIKIRE -
EARZMSELE (LEV) MRH -

3. EXRIWEL (|DA4) ~ | 74)) BENEHETEASHR > ARAERT
EEMREHRIE (DA ) BEEXE (|DA_)) MR - AT HE LFE
ESPERI I (DA_) RECT (X B H 4 RAIE I - X 8 - AR LF AR
BRI (DA ) AEEXHE » BEE 3 #TEAM - RAHKRHALZ
B o

4 RATH—HBER 3 FIRHTESE > AXNEFFERENTUERESE
FANGEEUHEPMREEHES » BN (D4, T4) FERER
EEEHEPTAREENZFEAKREEZE (UTEZNENEEINER - &
EHERMALTFREEHEF e EEREFRAM2EEEEMREEANEA
KEBZE > NTISTHFR 3 SRR -

5. MFEFEEMN  ASCRRAES S E A IF I8 SHBNEUE
HEFESHHEITITA LA R H I AR EEN AR Z W ENEREE -
HE3 F4 K5 - RWFRETTEHE - RAKFREF LARZEMW -

6. ZBEETLEBHR > R 3 R AOEMTAMEE (& A -
C-D*F G "H ] K MEfrImEE) #T7THH . RN
WEARZZM -

7. WM FRINEITHR - BRAATR - AXREWREHTERE > EX
3 -%5 -ROMFAEHE > RAXFHFREARLRE -

8. WFHIBESHT » FK 3 - F£s5 - RCHFTX - FUEMLEE 5
fTEE > RICPFRERRZREM -

(=) FRERERIR

FER  EFREERSFHRBZANARFIREZMNERALEBR
& BNEANHREZET 2002 FREURMMEIE AVERTERANE
BT RMEFFEENNFHREFRAELM - AEXBERAELRRETTE
PHiE RPEEHSRAEETNZENRER - BXMAKEILEFT S
2002F12003F MR - EEREERWEROELT - FXRAEERRIE
MELE > REMFITREARARRS > FHI—L5EIFRLERT K
AR o

EEHRHEEEENELT - AXRAEEERRENEUG : (1) HEF
PEEEAEM . TS EMEE > EMamEl A FANEKEERTH (2)
AR FRBEEANESIMS @ EARBDEST > FREEENFE TN
EMAREE - NESFTNFE I T SHAATERFE-ENEREHE



68 XIEFE BRRX %5E

ZE; BRE > ERFEEMNNESHNENEE/ N T/INELEITNE LS
HHER - RASEHFTRELREANRES - X52003 M H & 2 BRI
REW (BREE > 2003 EEH - FH > 2003 HEE - FEFE4E > 20035 =
SLFE 5 2004) A o XA 2003 FF WITREFFTF IR E NS IR R A
TEBERXFF - ) AMAZRA » HEFHIHIXNEAEEYRFBEAEHE
FEARESENR—B > FIHHHREAEEFRIUBLARD (MHBELE
H)A9TR » AT Er R B &8 (EREAER) AVTH -
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This study examines the effect of client importance on audit quality and the change in this
effect before and after the increase in auditors’ legal liability. Using a sample of companies
listed on Chinese stock markets in 2002 and 2003, we find, after controlling the influence of
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I. INTRODUCTION

After a series of financial scandals, such as the Enron case, and with the promulga-
tion of the Sarbanes-Oxley Act of 2002, the question of how client importance af-
fects earnings management and audit quality has again attracted much attention
from practitioners, researchers, and regulators. Non-audit services provided to a
single client are prohibited or restricted under sections 201 and 202 of the Sarbanes-
Oxley Act* to reduce the negative effect of client importance on audit quality. When
China was in the early stage of regulation, the legal liability of audit firms and
auditors was relatively low. Since civil liability could not be enforced due to opera-
tional difficulty, an auditor’s litigation risks mainly came from administrative and
criminal liabilities.” The “Notice of the Supreme People’s Court on Issues about
Accepting Civil Lawsuits Arising from Mendacious Statements in Stock Markets”
promulgated in 2002 prescribes that any civil lawsuits related to mendacious state-
ments shall be accepted by the Supreme People’s Court . . . only after the Chinese
Securities Regulatory Commission (CSRC) and its agencies conducted an investi-
gation and made a penalty decision, and after the plaintiff has agreed to use the
results of the investigation and the penalty decision as evidence to bring the lawsuit.
This notice was attached with a proviso on claims upon an auditor’s civil liability,
and thus its effect was quite limited, resulting in the court’s inability to accept
lawsuits initiated by minority shareholders against the auditor, such as in the case of
Sichuan Hongguang. The auditor’s civil liability could really be claimed upon in
China only after the promulgation of the “Several Provisions of the Supreme People’s
Court on Accepting Civil Lawsuits Arising from Mendacious Statements in Stock

* The related specific requirements are as follows: Section 201 provides that it shall be

uniawful for a registered public accounting firm (and any associated person of that firm, to
the extent determined appropriate by the Commission) that performs for any issuer any
audit required by this title or the rules of the Commission under this title or, beginning 180
days after the date of commencement of the operations of the Public Company Accounting
Oversight Board established under section 101 of the Public Company Accounting Reform
and Investor Protection Act of 2002 (in this section referred to as the “Board™), the rules of
the Board, to provide to that issuer, contemporaneously with the audit, any non-audit service,
including nine types of non-audit service; section 202 provides that the aggregate amount
of all such non-audit services provided to the issuer constitutes not more than 5 percent of
the total amount of revenues paid by the issuer to its auditor.

Some regulations on an auditor’s civil liabilities are as follows: according to Clause 43
under the Certified Public Accountant Law of the People’s Republic of China (1993), the
audit firm shall be responsible for any loss to clients and to other stakeholders resulting
from any law-violating act of the audit firm; according to Clause 202 under the Security
Law of the People’s Republic of China, the professional agencies that provide legal docu-
ments for issuance, initial public offering, or transactions of securities are responsible for
any loss resulting from their mendacious statements.

The above provisions could not offer effective protection for investors, especially the lack
of civil liability for compensation. The judiciary department could not deal with this kind of
case effectively, thus many small and medium investors suffered a tragic loss; for example,
in the Hongguang case in Sichuan and the Daging Lianyi case, the related responsible per-
sons were not required to pay compensation. This series of cases has been more or less
related to the low audit quality.
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Markets” on 2 February 2003. According to Clause 7, under these provisions, audit
firms, law firms, and assets evaluation agencies can be the defendant in a civil law-
suit arising from mendacious statements. According to Clause 24, professional ser-
vice intermediaries and their direct responsible persons are liable for any loss
incurred by investors resulting from mendacious statements made by such interme-
diaries in violation of Clauses 161 and 202 under the Securities Law. According to
Clause 30, the penalty compensation shall be limited to the actual loss incurred by
an investor due to the defendant’s mendacious statements. Qverall, these provisions
have actually increased auditors’ legal liability and their rent-seeking costs—the
cost of compromising with their clients in doing earnings management—and hence
enhanced auditors’ independence in reducing earnings management. Our study seeks
to investigate the change in the effect of client importance on audit quality before
and after the increase in auditors’ legal liability.

With regard to the effect of client importance on audit quality or the question of
economic dependence, so far there is no conclusive view amongst existing overseas
literature (Prawitt, 2000). However, there is an implicit assumption in such litera-
ture that the legal system is well developed and the overall credibility level is high.
What we are now interested in is the extent of the effect of client importance on
audit quality when the market is, like China’s, underdeveloped, the legal system is
rapidly changing, and market-participants lack credibility (Chinese Entrepreneurs’
Survey System, 2002). Since accounting is a dual-value system based on economic
equality and individual firm efficiency (Chen et al., 2005), the rapid change in the
legal system will affect the cost effectiveness in earnings management and incen-
tives for an individual to seek rent, thereby influencing the allocation of rent. Our
results may change when the institutional environment changes. Further empirical
work is for this reason required.

Specifically, this study examines the relationship between client importance and
earnings management before and after the increase in auditors’ legal liability. Using
a sample of firms listed on Chinese stock markets in 2002 and 2003, we find, after
controlling the influence of other variables, that when auditors’ legal liability
increases, (1) auditors will become more conservative and more likely to constrain
earnings management behaviours as client importance increases; (2) the negative
effect of client importance on audit quality still exists in small audit firms when
compared with large audit firms, which can be explained by rent seeking in that
small auditors may provide a certain level of freedom to their clients to do earnings
management; however, an overall increase in audit quality is observed in these small
audit firms as the positive effect of client importance on audit quality dominates the
negative effect; and (3) there is asymmetry in reducing positive and negative earn-
ings management in that auditors are more likely to reduce negative earnings man-
agement than positive earnings management, which may be considered a unique
phenomenon that is inconsistent with earnings management found in the overseas
markets.

Our main contributions are as follows: first, we examine the extent of the effect
of client importance on audit quality when the legal system changes; second, we
find evidence supporting an auditor’s conservatism by showing that there is an asym-



CLIENT IMPORTANCE AND AUDIT QUALITY 75

metry between positive earnings management constraints and negative earnings
management constraints.

The rest of the paper will be organised as follows: section two provides the litera-
ture review and the research question; section three explains the research design;
the empirical results and further analysis are presented in section four; and section
five describes the sensitivity tests, the conclusions, and the limitations.

Il. LITERATURE REVIEW AND RESEARCH QUESTION

2.1 Literature Review

Regarding the relationship between client importance and audit quality, there are
two opposing views, both of which are supported by theories and empirical evidence.
In the existing literature, client importance is measured by audit fees, non-audit
service fees, and the percentage of an individual client’s assets in total clients’ as-
sets of the audit firm or the percentage of individual sales in total sales. We will
review all evidence from these two sides and from the perspectives of different
measures. '

2.1.1 Client Importance Negatively Associated with Audit Quality

It is viewed from this perspective that client importance will impair auditor inde-
pendence and consequently reduce audit quality. DeAngelo (1981b) points out that
actually there exists a bilateral monopoly between the audit firm and its client, and
hence being afraid of losing its client, the audit firm may lose its independence and
issue a favourable opinion on the client. And since a large portion of its revenue
comes from large clients, the audit firm has a kind of economic dependence on
these “important” clients, and this economic dependence will impair the auditor’s
independence and ability to constrain earnings management (Mautz and Sharaf,
1961; Cohen Commission (AICPA), 1978; Reynolds and Francis, 2001). The Secu-
rities and Exchange Commission (SEC) and the Cohen Commission also regard
that low-balling in the audit market will generate a kind of accounts receivable, and
this kind of economic dependence on the client will impair the auditor’s
independence, including the ability to constrain earnings management. The Ethics
Committee of the International Federation of Accountants (IFAC) stipulated a regu-
lation on professional ethics to address the issue of client importance, which is
considered the main source of self-interest risks according to the exposure draft on
proposed changes to the Code of Ethics for Professional Accountants released in
June 2000. DeAngelo (1981b) points out that low-balling is a competition strategy
resulting from market inefficiency and due to the small size of an audit firm. And
because of the huge losses from reputation impairment, low-balling will not affect
audit independence but the optimum level of audit independence is still below perfect.
The SEC and other scholars also have the concern that if an audit firm provides non-
audit services to its client, its independence could be impaired due to its higher
economic dependence and greater involvement in managerial functions (Simunic,
1984; Parkash and Venable, 1993; Firth, 1997), thereby influencing its ability to
constrain earnings management.
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We can also find some empirical evidence supporting the negative effect of non-
audit services on audit quality (including earnings management). Wines (1994) finds
that the auditor is less inclined to issue a qualified opinion when a higher economic
dependence is associated with non-audit services. In other words, non-audit ser-
vices can increase economic dependence. Findings from Barkess and Simnett (1994)
indicate the same phenomenon with reference to Australian data. Audit indepen-
dence is impaired as the demand of non-audit services increases with the increase in
the number of clients. Gore et al. (2001) also find that non-audit fees are positively
associated with discretionary accruals, which is a reverse measure of audit quality,
in the UK market. Bazerman et al. (1997) and Beeler and Hunton (2001) provide
evidence using the experimental method that the provision of non-audit services
will negatively influence an auditor’s judgment. Frankel er al. (2002) also find a
positive relationship between non-audit fees and discretionary accruals, and that
non-audit fees are negatively associated with the share price movement of the client
on the day of audit fee disclosure.

2.1.2 Client Importance Positively Associated with Audit Quality

This view is supported mainly by practitioners as well as some researchers. They
argue that as auditors have to face high legal liability, the provision of non-audit
services will not impair independence; on the contrary, their ability to detect prob-
lems is actually improved because these non-audit services can provide them with
an opportunity to better understand their clients (Antle et al., 1997; Pitt and
Birenbaum, 1997). As mentioned above, DeAngelo (1981b) points out that low-
balling is a competition strategy resulting from market inefficiency and due to the
small size of an audit firm. And because of the huge losses from reputation
impairment, low-balling will not affect audit independence. Some scholars view
that non-audit services can help an audit firm increase investment in reputation
capital; this can actually enhance independence and improve audit quality (Arrufiada,
1999; Dopuch ef al., 2001).

This view is also supported by a lot of empirical evidence. Results from Palmrose
(1986), Abdel-khalik (1990), and Davis et al. (1992) all indicate that non-audit
services are associated with higher audit quality, inconsistent with the argument
deduced by Simunic (1984) that economic dependence increases due to the knowl-
edge spillover effect. Parkash and Venable (1993) and Firth (1997) find, based on
US and UK data respectively, that firms facing high agency costs and demanding
high audit quality are less likely to purchase non-audit services from the auditor.
Frankel er al.” (2002) find that the higher the audit fees, the more constrained
earnings management is. Ashbaugh et al. (2003) point out that the findings of Frankel

7 The US Securities and Exchange Commission (SEC) requires that audit fees and non-audit
fees should be disclosed in annual financial reports after 5 January 2001. This requirement
also benefits researchers as more accurate data are available. Frankel et al. (2002) did a
study with audit fee and non-audit fee data. They find that the higher the proportion of non-
audit fees, the larger the extent of earnings management is allowed, and non-audit fees are
negatively associated with the share price movement of the client on the day of audit fee
disclosure; while higher audit fees are associated with more constraint by auditors on earn-
ings management.
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et al. (2002) are not robust and are quite sensitive to research design. The latter
finds no negative effect of non-audit services on audit independence. Defond et al.
(2002) focus on the effect of non-audit services and audit fees on the auditor’s deci-
sion on whether to issue a modified unqualified audit opinion to firms facing going-
concern uncertainty. They find that the percentage of non-audit fees in total audit
fees will not influence the auditor’s opinion. They also find that the higher the total
audit fees, the more likely the auditor is to issue a modified unqualified audit opin-
ion to those firms facing going-concern uncertainty. Chaney and Philipich (2002)
find from the case of Andersen that the independence of Andersen is not impaired
by non-audit fees. Reynolds and Francis (2001) examine the effect of client size on
audit independence based on the importance of the individual client to the branch
office of the auditor, represented by the natural logarithm of sales of one client
divided by the logarithm of total sales of all clients audited by the branch office.
They find that for local branches, the larger the client size, the more conservative
the audit opinions are, indicating that client importance will not impair audit
independence. Chung et al. (2003) conduct further tests employing the percentage
of the sum of non-audit and audit fees from the individual client in total revenue of
the branch office to measure client importance, and find that audit quality is not
impaired by such importance. Craswell er al. (2002) use the probability of an audi-
tor to issue a modified audit opinion as the dependent variable to test the effect of
audit fee dependence on audit independence in the Australian market. They find
that an increase in the audit fee dependence does not lower the auditor’s propensity
to issue a modified opinion.

2.1.3 Related Research in China

In China, it is only after the audit fee disclosure requirement was stipulated by the
Chinese Securities Regulatory Commission on 24 December 2001 that audit fee
data for all listed firms became available. Therefore, research examining the asso-
ciation between client importance and audit quality is quite limited. Chen (2003)
points out that in China, the crucial factor determining whether an audit firm can
survive or not is the number of clients. Should the auditor say “no” to its client to
maintain independence and audit quality but lose this client, it will most probably
choose to please its client due to the economic stress, resulting in impaired audit
quality. The study by Qing and Guo (2003) also points out that when audit fees
received from a single client or a single group account for at least 15 percent of the
audit firm’s total revenue, this economic dependence could impair andit indepen-
dence and audit quality. Han and Zhou (2003) find that audit fees are significantly
correlated with client size, the number of subsidiaries, leverage, and audit opinions.
Using a multiple regression method and a sample of 295 firms listed on the Shenzhen
and Shanghai stock markets in 2002 with audit fee data disclosed in their financial
statements, Zhang (2004) finds that evidence of opinion shopping exists in compa-
nies with high earnings management but not in those with low earnings management.
Fang and Hong (2004) do not find any evidence of a negative effect of individual
client importance on audit independence using a sample of firms posting a loss for
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the first time. Overall, studies in China using data for 2002 or earlier show that
client importance will negatively affect audit quality.

Audit quality is the joint probability that an existing problem is discovered and
reported by the auditor (Watts and Zimmerman, 1983; DeAngelo, 1981). If audit
quality is considered to be determined by audit independence and the professional
skills of the auditor, the relationship between client importance and audit quality
will be dependent on the combination of two relations: one between client impor-
tance and audit independence and the other between client importance and the
professional skills of the auditor. As the professional system, legal regime, and vo-
cational environment affecting these two relations are different subject to the
relevant jurisdictions, uncertain trends are shown. As indicated in the existing over-
seas literature, there still exists controversy over the relationship between client
importance and audit quality, except in the United States where the view that client
importance will not negatively affect audit quality wins support on the whole. In
China, as far as we know, research on the relationship between client importance
and earnings management basically use data before 2002, and consider that client
importance will affect audit quality on the premise that legal liability is relatively
low. Therefore, this study mainly examines the effect of client importance on earn-
ings management before and after the increase in legal liability using 2002 and
2003 data.

2.2 Research Question

As previously mentioned, since accounting is a dual-value system based on eco-
nomic equality and individual firm efficiency, the change in the legal system will
affect the cost effectiveness in earnings management and accordingly the incentives
for an individual to seek rent, and will further influence the allocation of rent. An
auditor’s legal liability sharply increased after 2003 in China. We argue that the
number of potential plaintiffs increases with the increase in client size. Therefore,
an auditor’s litigation risks increase with the size of its client when its civil liability
is material. Meanwhile, overall market efficiency has improved. And this increases
the auditor’s loss function over reputation impairment. We expect that higher litiga-
tion risks, plus a larger loss accompanied with reputation impairment, will con-
strain the auditor’s rent-seeking behaviour in performing its role of reducing
earnings management. Although the negative effect of client importance on audit
quality still exists, we predict that the above legal and market reasons will moderate
or may even dominate this negative effect.

However, large and small audit firms may face different situations in respect of
economic considerations. For a small audit firm, due to its small size and number of
clients, the relatively large importance of a single client will make the economic
dependence even stronger while less loss is incurred from reputation impairment or
from losing a lawsuit. Another important difference related to audit quality is that a
small audit firm has relatively fewer resources when compared with a large audit
firm, so the former’s investment in audit learning and training is quite limited. These
limitations will constrain its ability to detect breaches in financial reports, thereby
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lowering audit quality, even though the relevant legal liability has increased.
Therefore, we expect that the above-mentioned moderating effect of legal and mar-
ket factors on economic dependence will be less pronounced in small audit firms.

The research objectives of this study are to examine the change in the effect of
client importance on audit quality before and after the legal environment changes,
and to test whether this change is different in small and large audit firms. We are
also interested in whether unique findings can be obtained in the unique environ-
ment setting of China.

lll. RESEARCH DESIGN

Earlier researchers, such as Healy (1985) and DeAngelo (1986), employ total ac-
cruals to proxy for earnings management by managers. Later, most studies use dis-
cretionary accruals to measure a manager’s opportunistic behaviours and audit quality
(Warfield et al., 1995; Becker et al., 1998; Reynolds and Francis, 2001; Frankel
et al., 2002; Myers et al., 2003; Ashbaugh et al., 2003; Xia, 2003; Liu, 2006). In this
study, we employ both discretionary accruals (DA ) and total accruals including
below-the-line items (7A ) as dependent variables to proxy for earnings manage-
ment and audit quality. ‘ :

It is found in some studies that discretionary accruals estimated with the modified
Jones model can reliably measure earnings management (Bartov, Gul, and Tsui,
2001; Kothari, 2005). Xia (2003) compares the empirical performances of all
the available discretionary accrual estimation models using data from Chinese stock
markets. He finds that the cross-sectional Jones model by industry with total
accruals (excluding below-the-line items) as the independent variable performs
best in the Chinese setting. In this study, we employ this model to estimate non-
discretionary accruals as the following. And then the difference between total
accruals (including below-the-line items) (7A ) and estimated non-discretionary ac-
cruals (NDA)) is calculated as discretionary accruals (DA ):

NDA, = a,(1/ Ai)) + a2(AREV, | A__) + a3;(PPE, [ A.)» (1)

where NDA is non-discretionary accruals of period ¢t adjusted by total assets at
the end of the previous period; AREV  is the change in operating profits from the
previous period to period #; PPE is the total fixed asset value of property, plant, and
equipment at the end of period 7; A _, is total assets at the end of period r —1; and a,,
a,, and a, are parameters of various industries and years. These parameters are first
estimated with the following regression equation for each year and industry:

GA, /A = a)(1/ A_)+ o (AREV, [ A )+ as(PPE, [ AL) + & )

where a, a,, and a, are OLS estimated values; GA, =EBXI — CFO, where GA, is
total accruals excluding below-the-line items for period ¢, EBXI is operating profits
for period 1, and CFO, is operating cash flows for period t. Other variables have the

same definitions as in equation (1).
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DA, =TA,[A._, — NDA,, 3)

where DA is discretionary accruals for period 7 adjusted by total assets at the end
of the previous period; TA, =NI, — CFO,, where TA is total accruals including
below-the-line items for period #, NI is net profits, and CFO, is operating cash flows
for period r. Other variables have the same definitions as in equation (1).

To measure the independent variable, client importance, theoretically, the per-
centage of audit fees or non-audit fees received from one individual client in total
audit fees and non-audit fees received from all clients of the audit firm should be
used. However, this measure is inappropriate in the Chinese setting for the follow-
ing reasons: (1) In China, currently, the disclosure standards are inconsistent in that
disclosed audit fees may be recognised as actual payments or accounts receivable;
(2) when several audit firms provide audit services to the same client,® the disclosed
audit fees are actually the total payments made by that client without individual
payment breakdown; and (3) audit fees and non-audit fees are not separated. In
overseas research, the logarithm of the client’s sales is usually employed as a proxy
for audit fees (Craswell et al., 1995; Francis, 1984; Reynolds et al., 2001) to mea-
sure client importance. But in China, audit fees are more related to size than sales,
so we use instead the logarithm of total assets as the proxy for audit fees to measure
client importance.

For control variables, Dechow et al. (1995) point out that discretionary accruals
are negatively associated with operating cash flows. The study by Press and Weintrop
(1990) shows that when a company has high leverage, its managers could have
strong incentives to relieve the company’s financial crisis through earnings
management. Defond and Jiambalvo (1994) and Warfield er al. (1995) also provide
evidence that discretionary accruals are positively associated with leverage. Becker
et al. (1998) point out that size should be included as a control variable to proxy for
a number of omitted variables to improve the correctness of the model. Therefore,
we add the logarithm of sales into the regression model to proxy for size. Previous
year’s discretionary accruals are also included considering the negative relation-
ship between consecutive years of earnings management. The study by Ghosh and
Moon (2003) shows that the magnitude of discretionary accruals in high growth
firms (GW) is higher. It is also found by some research in China that whether the
audit firm and its client are in the same city or region can influence audit quality.’

8 For example, the following companies (code: 600188, 600028, 600695, 000019, 600600,
000045, 000726, 600272, 600555, 600689, 600851, 000488) hired two auditors, one for-
eign firm and one domestic firm, but they did not disclose the audit fees paid to each auditor
separately.

It can be found from the data that non-local clients are more likely to receive a modified
audit opinion than local clients in both 2001 and 2002. In 2003, the percentage of non-local
clients receiving a modified unqualified audit opinion is 1.39 percent higher than that of
local clients. But within the group receiving modified audit opinions, local clients are more
likely to receive a qualified opinion than non-local clients. (Who Audits the Chinese Stock
Market—An Analysis on Audit Market, 2003, p. 19).
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Therefore, we define that dummy Locality, equals one if the audit firm is a local firm
for the client, and zero otherwise, to control the influence of locality on audit quality.

Following previous studies in this area (Defond and Subramanyam, 1998; Becker
et al., 1998; Reynolds et al., 2001; Lee et al., 2004), we use the regression method
with audit quality as a dependent variable and client importance and other control
variables as independent variables to examine the effect of client importance on
audit quality. The regression model is as follows:

DA, or |[TA,|= By + BIMPOR, + B,OCF, + BaSIZE, + B, LEV,
+ Bs|DA|+ BsGW, + B.LOCAL + £, “)

where:

t is year number;

DA  is discretionary accruals divided by total assets at the beginning of the year;

TA, is total accruals divided by total assets at the beginning of the year;

IMPOR is the ratio of the logarithm of total assets of one client to the logarithm
of total assets of all clients of the audit firm;

OCF  is operating cash flows divided by total assets at the beginning of the year;

LEV equals total liabilities at the year-end divided by total assets at the beginning
of the year;

SIZE, is the size of the client measured by the logarithm of sales;

DA_| is the previous year’s discretionary accruals divided by total assets at the
beginning of the year before the previous year;

GW,_ is the growth rate of sales of client i for period 7, calculated as the year-on-
year ratio of major operating income;

Local '° takes the value of one if the domicile of client i and the audit firm hired
for period ¢ are located in the same provincial administrative region, and zero
otherwise.

To test the difference in the effect of client importance between large and small
audit firms, we divide all the sample firms into small (firm size is smaller than
sample median) and large (firm size is larger than sample median) sub-samples
based on the size of the audit firm, which is represented by the logarithm of total
assets of all clients of that firm. We also define the size dummy represented by GS,,
which takes the value of one if the firm belongs to the small sub-sample, and zero
otherwise. We then add the interaction term IMPOR *GS, into the regression

' Locality, is defined as follows: if the auditor and the domicile of its client are located in the
same provincial administrative region in the financial reporting year, it takes the value of
one, and zero otherwise. If there exists no merger, the domicile of the audit firm will be
used; if there exists a merger, both domiciles before and after the merger will be used. If the
audit firm is a branch of one of the international Big Five (or Big Four) Firms in China, this
audit firm is treated as a non-local auditor. This is because Big Five (or Big Four) auditors
with branches in various regions in China are unlikely to be subject to local political and
economic influence.
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equation (4). The coefficient of this interaction term is predicted to be positive and
significant.

IV. SAMPLE SELECTION AND DESCRIPTIVE STATISTICS

To investigate the change in the effect of client importance on audit quality before
and after the change in legal liability, we choose firms listed on China stock markets
in 2002 and 2003 as research subjects. We delete all firm-year observations belong-
ing to the industry with less than 30 firms when calculating discretionary accruals.
The standards of industry categorization adopted by the CSRC are employed. As a
large portion of firms are from the manufacturing industry, we classify these firms
further using two-digit industry codes (for the manufacturing industry, 16 firms
assigned with the code C9, 2 with C2, and 24 with C3; all are classified under the
same category, totalling 42 firms). Other firms are represented by one-digit industry
codes. We delete all listed financial firms. Since the previous year’s data will be
used in calculating discretionary accruals, the smaller sample size is chosen for two
consecutive years. Finally, we obtain 1121 firm observations for 2002 and 1132 for
2003.

All the financial data of the listed firms are extracted from the China Stock
Market and Accounting Research (CSMAR) database, and audit firm data from the
WIND database. For the few missing values, we directly search the firm’s annual
report at http://www jrj.com.cn. Statistical software used in this study mainly in-
cludes Eview3.1 and SPSS11.5.

The major statistics of all variables are presented in Table 1. The mean of client
importance for 2002 is 0.0616. The mean of client importance for the small sub-
sample (IMPOR, ) is 0.1260, and 0.0407 for the large sub-sample (IMPOR ).
The difference is statistically significant (P< 0.00001). The mean of client impor-
tance for 2003 is 0.0622 for all samples. The mean of client importance for the
small sub-sample is 0.1414, and 0.0404 for the large sub-sample. The difference is
statistically significant (P< 0.00001). For both years, the average client importance
is higher for small firms than for large firms due to the fact that small firms have a
smaller average number of clients. For 2002, the mean of DA, is —0.0398 and the
mean of [DA| is 0.0495, of which 163 samples show positive DA, and 958 show
negative DA . For 2003, the mean of DA is —0.0285 and the mean of |DAt[ is 0.0497,
of which 211 samples show positive DA and 921 show negative DA . For both
years, the number of observations showing negative DA, is greater than that show-
ing positive DA, and this is consistent with previous literature (Becker ez al., 1998;
Francis et al., 1999).

The Spearman and Pearson correlation matrix is presented in Table 2."" From the
Spearman test, we find that the absolute value of discretionary accruals (|DA) is
significantly and positively correlated with client importance (/MPOR), significantly
and positively correlated with operating cash flows (OCF), and significantly and

' For simplicity, only the correlation matrix for 2003 is presented as the correlations and
results of regression analysis for 2002 are basically consistent.
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2002 Sample  Mean Standard ~ Median Minimum  Maximum
size deviation
DA, 1121 —-0.0398  0.0821 —-0.0341 -1.5127 0.1447
[DA) 1121 0.0495  0.0767 0.0373 290E-05 15127
DA,>0 163 0.0332  0.0328 0.0224 0.0001 0.1447
DA <0 958 ~0.0522  0.0815 -0.0385  -1.5127 —2.90E-05
TA, 1121 ~0.0429  0.1381 -0.0342 —-1.8554 0.9000
|7A ) 1121 0.0810  0.1198 0.0512 7.99E-05  1.8554
OCF, 1121 0.0534  0.1030 0.0503 -0.7531 0.9446
LEV, 1121 0.3720  0.0763 0.4632 0.0004 0.7907
SIZE 1121 20.1266  1.3534 20.1506 12.7894 26.5045
DA, 1121 -0.0220  0.0611 -0.0215 —0.4439 0.7691
GW, 1121 1.3800  3.3745 1.1300 0.0131 87.4000
LOCAL, 1121 0.6271  0.4837 1.0000 0.0000 1.0000
IMPOR, 1121 0.0616  0.0619 0.0467 0.0119 1.0000
IMPOR . 847 0.0407  0.0150 0.0416 0.0119 0.0760
IMPOR . 274 0.1260  0.0976 0.0892 0.0644 1.0000
2003 Sample = Mean Standard ~ Median Minimum  Maximum
size deviation
DA, 1132 -0.0285 0.0818 -0.0284 —0.6146 1.3586
|DA) 1132 0.0497  0.0709 0.0355 547E-05  1.3586
DA >0 211 0.0568 0.1141 0.0273 7.719E-05  1.3586
DA <0 921 -0.0481  0.0565 —-0.0364 -0.6146 —5.47E-05
TA, 1132 -0.0300 0.1398 ~0.0267 -1.0791 1.4818
|TA| 1132 0.0808  0.1179 0.0491 5.35E-05  1.4818
OCF, 1132 0.0479  0.1275 0.0478 —~1.3799 1.1708
LEV, 1132 0.0372  0.0663 0.0173 3.90E-05 0.7707
SIZE 1132 202946  1.3929 20.3205 13.3554 24.8140
DA | 1132 -0.0399  0.0820 -0.0341 -1.5128 0.1447
GW, 1132 1.3842  2.6755 1.1759 0.0001 78.8110
LOCAL, 1132 0.6074  0.4885 0.6074 0.0000 1.0000
IMPOR, 1132 0.0622  0.0782 0.0451 0.0105 1.0000
IMPOR . 887 0.0404  0.0155 0.0413 0.0105 0.0763
IMPOR 245 0.1414  0.1394 - 0.0948 0.0587 1.0000

+ BT

negatively correlated with client size (SIZE,). We also find that the absolute value of
discretionary accruals is negatively correlated with locality but not significantly,
and positively correlated with the previous year’s absolute value of discretionary
accruals (|[DA_|) and client growth but not significantly. From the Pearson test, we
find that the absolute value of discretionary accruals (|DA ]) is positively correlated
with client importance (IMPOR)) but not significantly, and negatively and
significantly correlated with operating cash flows (OCF), client size (SIZE)), and
locality. We also find that the absolute value of discretionary accruals is positively
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correlated with the previous year’s absolute value of discretionary accruals (|DA_])
and leverage (LEV)) but not significantly, while it is significantly and positively
correlated with client growth. All the signs of the correlation are consistent with the
predictions except for the correlation between client importance and audit quality.
Client importance is highly correlated with leverage (0.654 from the Pearson test
and 0.532 from the Spearman test). Correlations between client importance and
other independent variables are quite low (all below 0.65). Overall, collinearity
between independent variables should not be a problem.

From the Pearson test, we find that the absolute value of total accruals (|7A}) is
positively correlated with client importance (/MPOR ) but not significantly, nega-
tively and significantly correlated with operating cash flows (OCF) and client size
(SIZE), positively and significantly correlated with leverage (LEV ) and client growth,
and negatively but not significantly correlated with the previous year’s absolute
value of discretionary accruals (|DA,_|) and locality. From the Spearman test, we
find that the absolute value of total accruals (|74 |) is negatively but not significantly
correlated with client importance (IMPOR ), positively and significantly correlated
with operating cash flows (OCF) and leverage, negatively and significantly corre-
lated with client size, positively but not significantly correlated with the previous
year’s discretionary accruals (DA ), and negatively but not significantly correlated
with locality and client growth. The results of the two tests are basically consistent
with the predictions.

V. EMPIRICAL RESULTS AND FURTHER ANALYSIS

5.1 Analysis of Empirical Results

The results on the association between client importance and discretionary accruals
are presented in Table 3. It is found that after the auditor’s litigation risks increase,
client importance (IMPOR) is negatively and significantly correlated with the ab-
solute value of total accruals (|7A |) (coefficient is ~0.174; p-value is 0.002) as well
as with the absolute value of discretionary accruals (JDA ) (coefficient is —0.073; p-
value is 0.050). Before the auditor’s legal liability increases (2002 data), the corre-
lations between client importance and the absolute value of total accruals and the
absolute value of discretionary accruals are still negative but not significant. These
results indicate that with the increase in the auditor’s legal liabilities, the higher the
client importance or the stronger the economic dependence, the more conservative
the auditor will become to constrain earnings management.

To further test whether small audit firms are more likely to be negatively affected
by client importance when compared with large audit firms, an interaction term
between client importance and audit firm size dummy (/MPOR *GS)) is added into
the regression equation (4),'? and the results are reported in the right half of Table 3.
Based on empirical results for 2003, the coefficient on the interaction term is posi-
tive (0.438) and significant (p =0.006) when the absolute value of total accruals is

2OIf IMPOR,, GS, and IMPOR *GS, are all included in the regression model, severe collinear-
ity problems may arise. Therefore, this study does not incorporate these three variables
concurrently.
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a dependent variable, and still positive (0.181) and significant (p =0.080) when the
absolute value of discretionary accruals is a dependent variable. However, for 2002,
the two coefficients on the interaction term are still positive but not significant with
absolute total accruals and absolute discretionary accruals as dependent variables
respectively. Overall, the results in Table 3 indicate that audit firms under higher
litigation risks tend to be more conservative and more likely to constrain earnings
management behaviours by managers, but for small audit firms, the economic
dependence from client importance dominates the litigation risk effect.

The coefficient on client importance (f3,) represents the effect of client impor-
tance on audit quality for large audit firms. The coefficient on the interaction term
(B,) represents the incremental effect of client importance on audit quality for small
audit firms when compared with large audit firms. f3, + 3, represents the overall
effect of client importance on audit quality for small audit firms. As found in
Table 3, f3, is positive and significant, indicating that when compared with large
audit firms, small audit firms are less likely to constrain earnings management when
the audited client is important. In other words, when the client is important, the
audit quality of a small audit firm is lower than that of a large audit firm. In addition,
B, is negative and its magnitude is always larger than the magnitude of ,» meaning
that even though small firms are more likely to be affected by economic depen-
dence than larger firms, the net effect of client importance on audit quality is still
positive; in other words, the litigation risk effect dominates the economic depen-
dence effect. Meanwhile, as shown in Table 3 (2003 data), the coefficient on client
importance after adding the interaction term is significantly negative (3, = -0.649
and p =0.000) when the absolute value of total accruals is a dependent variable, and
still significantly negative (3, = -0.269 and p =0.023) when the absolute value of
discretionary accruals is a dependent variable. So these results are still consistent
with the conclusion based on the left half of Table 3.

Based on the 2003 results in Table 3, the samples for 2003 are further divided into
two sub-samples: one consists of clients audited by large audit firms and the other
of clients audited by small audit firms. Regression analyses are conducted on these
two sub-samples as shown in Table 4. We find that whether for large or small firms,
client importance and the absolute value of total accruals are significantly and nega-
tively correlated in both cases after legal liability increases. However, in cases when
the absolute value of total accruals is a dependent variable and when the absolute
value of discretionary accruals is a dependent variable, the coefficients on client
importance are ~0.624 and —0.178 respectively for the large sub-sample, and
—0.209 and -0.108 respectively for the small sub-sample. The coefficients on client
importance for the large sub-sample are greater than those for the small sub-sample
in both cases. This indicates that as legal liability increases, large audit firms tend to
be more conservative towards important clients and more able to constrain earnings
management. These results still support the conclusion based on Table 3.

For the control variables, the coefficients on OCF, SIZE, and LEV are basically
consistent with the predictions. |DA_| and LOCAL have their predicted signs but
are not significant. The sign of the coefficient on GW, is inconsistent with the
prediction.
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Table 4 Effect of Client Importance on Earnings Management for Large and Small Audit
Firms

Predicted sign Large audit firm Small audit firm
sub-sample sub-sample
(N =887) (N =245)
|74 IPA] I7A] IDA]
B, 525 278 508 377
(.000) (.000) (.000) (.000)
IMPOR, - —.624 -178 -.209 -.108
(.013) (.098) (.002) (.006)
OCF, - -311 -111 .094 142
(.000) (.000) (.148) (.000)
SIZE, +/~ -.021 -.011 -.023 -.017
(.000) (.000) (.000) (.000)
LEV, . + 511 207 449 .193
(.001) (.044) (.000) (.000)
IDA_| - —-.037 —-.007 .023 -.035
(.376) (.810) (.870) (.673)
GW. + .001 .002 .023 018
(.467) (.004) (.000) (.000)
LOCAL, ? -.003 -.007 011 —-.005
(.688) (.157) (.435) (.540)
R 207 .104 .224 319
adj.R? .200 .097 .201 .298
F-statistic 30.480 13.634 9.469 15.316
Prob(F—statistic) (.000) (.000) (.000) (.000)

5.2 Further Analysis

As discussed in previous overseas literature, auditors treat positive and negative
earnings management asymmetrically due to their asymmetric loss function over
their inability to detect positive and negative earnings management. They are thus
more likely to constrain positive earnings management than to constrain negative
earnings management. There even exists some kind of “encouragement” to nega-
tive earnings management among auditors (Defond and Jiambalvo, 1994; Becker et
al., 1998; Francis and Krishnan, 1999; Kellogg, 1984 Trompeter, 1994). Under
such circumstances, some information content may be lost when using the absolute
values of total accruals and discretionary accruals to measure earnings management.
In this study, therefore, all the firm-year observations are further divided into posi-
tive earnings management and negative earnings management sub-samples accord-
ing to total accruals and discretionary accruals to test whether the effect of client
importance on audit quality is asymmetric over positive and negative earnings
management.
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Regression analyses are conducted on total accruals and discretionary accruals
for the positive and negative earnings management sub-samples respectively using
the method employed for Table 3. The results are reported in Table 5. For the nega-
tive earnings management sub-sample, f, is significantly positive for 2003 with the
coefficient being 0.164 and the p-value 0.001 when total accruals is a dependent
variable, and the coefficient being 0.106 and the p-value 0.004 when discretionary
accruals is a dependent variable, indicating that the auditor can exert a reducing
effect on negative earnings management. For 2002, 3, is still positive but not sig-
nificant for the negative sub-sample, indicating that the auditor is less likely to con-
strain negative earnings management. For the positive earnings management
sub-sample, f3, is 0.089 and p =0.162 for 2003 when total accruals is a dependent
variable, and 3, 0.036 and p =0.656 when discretionary accruals is a dependent
variable, indicating that the auditor does not constrain positive earnings manage-
ment efficiently. For 2002, f, is negative but not significant for the positive sub-
sample in both cases, also indicating that the auditor does not constrain positive
earnings management.

The interaction term between client importance and audit firm size (/MPOR *GS )
is further added in the above test, and the results are presented in Table 6. For the
positive earnings management sub-sample, the coefficient on client importance is
negative and the coefficient on the interaction term is positive for 2003 when dis-
cretionary accruals is a dependent variable; both are consistent with the predictions.
In the case when total accruals is a dependent variable, the coefficient on client
importance is positive, which is inconsistent with the prediction, while the coeffi-
cient on the interaction term is positive, which is consistent with the prediction, but
both values are insignificant. The coefficients on client importance and the interac-
tion term are both insignificant for 2002. These results indicate that auditors exert
no reducing effect on positive earnings management for both 2002 and 2003
(basically consistent with Table 5). And there is no difference between large and
small audit firms in defending against client importance.

For the negative earnings management sub-sample, the coefficients on client im-
portance and the interaction term both have their predicted signs for 2003 (all posi-
tive for the former and all negative for the latter, and both are significant) when total
accruals and discretionary accruals are dependent variables respectively. These re-
sults indicate that the auditor can constrain negative earnings management by im-
portant clients, but small firms will be influenced by the economic dependence from
an important client, resulting in fewer constraints on earnings management. In
addition, as the coefficient on the interaction term is significantly negative as shown
in Table 6, large audit firms are more likely to constrain negative earnings manage-
ment by important clients than small audit firms, indicating a higher audit quality.
For 2002, the coefficients on client importance and the interaction term have their
predicted signs but are not significant — a result torally different from that for 2003.
This could be explained by the fact that with the increase in litigation risks, auditors
become more conservative and pay more attention to negative earnings manage-
ment but are unable to constrain positive earnings management.
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These results also show that there may exist some inconsistencies between our
findings on earnings management in China and those of previous studies in the
United States and western countries (Defond and Jiambalvo, 1994; Becker et al.,
1998; Francis and Krishnan, 1999; Kellogg, 1984; Trompeter, 1994). This could be
explained by the following. Before the increase in litigation risks, auditors have
little incentives to constrain both positive and negative earnings management, and
low audit quality is the result of unilateral compromise from auditors. While after
the increase in legal liability, and because of the very strict regulatory requirements
for IPO, new share issuance, qualifications for placement, and ST and PT stocks,
clients, especially important clients, have strong incentives to increase earnings
through earnings management to meet these requirements. The client’s rigid atti-
tude towards downward earnings adjustment makes it difficult for the auditor to
constrain positive earnings management. On the other hand, since clients have few
incentives to practise, and are rarely involved in, negative earnings management,
auditors are more effective in constraining negative earnings management. This
may in fact be the result of mutual compromise between the client and the auditor
after the increase in legal liability.

VI. SENSITIVITY TESTS, CONCLUSIONS, AND LIMITATIONS

6.1 Sensitivity Tests

We conduct the following sensitivity tests to make our results robust.”

1. To exclude the influence of outliers, we delete those observations exceeding
three standard deviations. Thirty-two firm observations are deleted, and the regres-
sion analysis is conducted again based on Table 3. Similar results are obtained ex-
cept that in the regression with the absolute value of discretionary accruals as a
dependent variable, the significance of the coefficient on the interaction term de-
creases (p =0. 213).

2. As shown in the correlation miatrix, the correlation between client importance
(IMPOR ) and leverage (LEV) is quite high (0.532 from the Spearman test, and
0.654 from the Pearson test). In order to differentiate the effects of these two variables,
we include the interaction term between client importance and leverage (IMPOR,
*LEV) in the regression model, where LEV, is a leverage dummy. It takes the value
of one if leverage is higher than the sample median, and zero otherwise. The pur-
pose of including the interaction term is to test whether the effect of client impor-
tance on audit quality will be different under different levels of leverage and whether
the main result will change. We find that after inclusion of the interaction term, the
coefficient on client importance is still positive and significant and the coefficient
on the interaction term is positive but insignificant (p-value =0.231) when the abso-
lute value of discretionary accruals is a dependent variable. In the case when the
absolute value of total accruals is a dependent variable, after inclusion of the inter-
action term, the coefficient on client importance is still positive and significant

13 Sensitivity tests are conducted only on 2003 data.
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and the coefficient on the interaction term is also positive and significant (p-value =
0.0059). These results indicate that the association between client importance and
audit quality (measured by |DA | and |TA ) is basically not affected by leverage.

3. The regression analysis using the raw value of discretionary accruals of the
previous year as a dependent variable sees similar results.

4. To test whether the results in Table 3 are sensitive to the way we measure client
importance and earnings management, we assign a client dummy to proxy for client
importance. It takes the value of one if client importance is higher than the sample
median, and zero otherwise. We also use the variance of accruals (DA, and TA)
to test the difference between clients of high and low importance in earnings
management. We find that clients of high importance do not have more room for
earnings management than those of low importance, and this supports the conclu-
sion based on Table 3.

5. We employ the ratio of the logarithm of total audit fees from the audited client
to the logarithm of total audit fees from all listed companies audited by the firm in
calculating client importance and get regression results similar to those in Tables 3,
4,5, and 6.

6. Industry dummies (assigned as A, C, D, F, G, H, J, K, and M) are included in
the main regression of Table 3 to see whether industry will affect the main results.
The conclusion is found to be basically unchanged.

7. We also assign dummies for control in respect of companies issuing both H
shares and B shares. The main findings in Tables 3, 5, and 6 still hold.

8. For new auditors who have entered into contracts for less than two years, we
assign a dummy for control, and the main findings in Tables 3, 5, and 6 remain
unchanged.

6.2 Conclusions and Limitations

Recently, the question concerning the relationship between client importance and
audit quality has drawn lots of attention from both regulators and researchers.
However, most research on this question is conducted using data for 2002 or earlier,
during which the legal liability of auditors was low. A negative relationship be-
tween client importance and audit quality was found in these studies. Our study
tries to examine whether the effect of client importance on audit quality is different
after auditors’ legal liability increases. Using a sample of companies listed on Chi-
nese stock markets in 2002 and 2003, we find an overall improvement of audit
quality after the increase in legal liability in China and some unique phenomena in
the Chinese audit market.

In particular, after controlling other influential factors, we obtain the following
findings: when the auditor’s legal liability increases, (1) auditors actually become
more conservative and more efficient in constraining earnings management with
the increase in client importance; (2) the effect of client importance on auditors still
exists in small audit firms when compared with large audit firms; that is, auditors
from small firms will allow a certain degree of earnings management for rent seeking,
but overall, even in small audit firms, the positive effect still dominates the negative
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effect of client importance on audit quality, showing an overall improvement in
audit quality in China; these findings are inconsistent with the findings before the
increase in auditors’ legal liability in 2003 (Chen, 2003; Qin and Guo, 2003; Han
and Zhou, 2003; Zhang, 2004), providing supporting evidence for the regulation;
and (3) in China, auditors pay more attention to and are more efficient in constrain-
ing negative earnings management than in constraining positive earnings
management; the direction of this asymmetry is contrary to that in the United States
and other western markets.

The main limitation of this study lies in the sample constraint. A potential con-
cern is that as there is only one year of data available after the increase in litigation
risks in 2003, the external validity could be impaired. But considering the large
sample size, the multi-variable regression method employed in the study, and the
number of sensitivity tests, we believe that the results are reliable. One future re-
search opportunity in this area is to examine the unique phenomena of audit quality
and earnings management in China as the system of the Chinese capital market
develops.
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