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BIG8 =0 BIG&=1 BIG8 =0 BIG8=1 Mann-Whitney
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¥ H{A T D TV 2 {d
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F* 5 OEEBEAKXNITN Logistc BIHAFATH 4 HE

TR S (1 {2)
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ID_STA o ~0,316%*F 4.050
ID_GI - -{),959*%** 12.910
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LNASSET + 0.6207* 42.497 0.580*** 36.64%
LEV - ~0.515 1.751 ~0.450  1.298
MROA + -1.259 2.163 -1.374 2,392
INVREC 7 0.051 0.0611 ~0.034 0.005
SUB_SQT + 0.048 0.975 0.066 1.678
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DOES THE ARRANGEMENT OF CORPORATE CONTROL
RIGHTS AFFECT THE DEMAND FOR EXTERNAL AUDIT
SERVICES?

— EVIDENCE FROM AUDITOR CHOICES AND AUDIT
FEES OF LISTED FIRMS'

Qifeng Zhang,> Ming Zhang,* and Jungiu Wang*

ABSTRACT

Using the Big Eight auditors whose clients have higher earnings response coefficients as the
proxy for quality auditors, this paper investigates the impact of the arrangement of corpo-
rate control rights on the demand for external andit services. After isolating the impact of
related factors, we find that state-owned enterprises, especially non-profit state-owned
enferprises, are fess likely te hire Big Eight auditors and to pay higher audit fees, The rela-
tionship between the demand for quality audit services and the proportion of shares held by
the largest shareholder is non-linear and shows the intervai effect. Our study provides evi-
dence to support the role of the largest shareholder in deciding on the external audit
services, and identifies state ownership as the main hindrance to quality audit service in
China.
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I. INTRODUCTION

The independent audit industry has been developing for more than two decades in
China. From the outset, the development of the CPA industry has gone hand in hand
with government regulation. Currently, the independent audit market is stll imma-
ture and dominated by buyers; it is therefore important to investigate and to pro-
mote the demand for independent andit services in China.

By statistically depicting the audit market structure in China, it is documented in
prior literature that the demand for gquality auditors is insufficient (Li, 2000; Zhn
et al., 2004; Sun and Cao, 2004). However, these studies seldom take into account
andit pricing, which is closely related o the demand for audit services, and there is
fittle investigation into the causes of insufficient demand.

As a monitoring and bonding mechanism, an independent audit can mitigate in-
formation asymmetry among the stakeholders of a firm and alleviate the agency
conflicts between the principals and the agents in order to lower transaction costs.
Theoretically, firms with different arrangements of control rights should have dif-
ferent agency problems so that they have different demands for audit services,
which can be exhibited by their anditor choices and audit fees. Practically, since the
industry concentration of the audit market in China is low, and the demand for audit
services is mainly the direct result of statutory requirements from the government,
the choice of auditor and the determination of audit fees are dominated by the con-
trolling shareholder and managers of a listed firm. The purpose of this study is thus
to analyze the effect of the arrangement of corporate control rights on the demand
for audit services, and to find the cause of the insufficient demand for quality audit
services in China.

As the controlling shareholders of state-owned enterprises (SOEs), government
departments or institutions in charge of investment do not have enough incentives
and are not constrained to monitor top management. On the contrary, they may
interfere in the audit and try to get benefits through their positions as government
otficers. Moreover, the soft budget constraints of SOEs allow them to have easier
access to financial markets, reducing their demand for quality audit services to sig-
nal externai investors. Therefore, we hypothesise that a firm where the controlling
shareholder is state-owned, especially where it is a non-profit state-owned entity,
will be less likely to employ quality auditors and will pay lower andit fees.

The impact of ownership concentration on the demand for audit services has two
opposite effects. On the one hand, the information asymmetry between the largest
shareholder and the minority shareholders increases with an increase in the propor-
tion of shares held by the largest shareholder. Meanwhile, the Iargest shareholder
has more abilities and incentives to hire quality auditors to mitigate agency prob-
lems and signal the outside investors, thereby increasing the market value of the
firm. This is consistent with the incentive effect of ownership concentration. On the
other hand, with the increase in ownership concentration, the largest shareholders
are more motivated to expropriate the minority shareholders, and are thus unwilling
to hire gnality auditors who will monitor their opportunistic behaviours. This is
consistent with the entrenchinent effect of ownership concentration. Under the im-
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pact of the combination of these two effects, we hypothesise that the relationship
between the concentration of ownership and the decision of a firm about hiring a
qualify auditor or about its audit fees will be non-linear and will show the interval
effect.

Based on the sample of listed firms from 2001 to 2003, and using the Big Eight
auditors whose clients have higher earnings response coefficients (ERCs) as the
proxy tor quality auditors, we find that a firm where the controlling shareholder is
state-owned, especially where it is a non-profit SOE, is less likely to select a Big
Eight anditor and pays lower audit fees; meanwhile, there is a non-linear relation-
ship between ownership concentration and the demand for quality andit services. In
particular, the proportion of shares held by the largest shareholder has an N-shaped
relationship with the probability of selecting a Big Eight auditor and a U-shaped
relationship with audit fees.

This paper addresses an important issue in the Chinese andit market and contrib-
© utes to the literature by identifying state ownership as the main hindrance to quality
audit services, which is considered as one of the major external mechanisms for
providing a sonnd corporate governance framework. This has important implica-
tions for policy makers in China in developing the audit market and intensifying the
reform of corporate ownership. Based on strong theoretical argnments, this paper
also differentiates the relevant range of ownership concentration where the incen-
tive effect and the entrenchment effect prevail. Finally, we document the informa-
tional role of the auditor by identifying gnality auditors whose ciients have higher
ERCs in an emerging market like China.

The remainder of this paper proceeds as follows. Section II reviews prior litera-
ture and discusses the decision mechanism of the largest shareholder in selecting
the auditor and determining audit fees, and develops cur hypotheses for the rela-
tions between the ownership of the largest shareholder and the demand for external
audit services. Section III presents the sample data and model design, and Section
IV reports the empirical analyses. In Section V, we conclude the paper.

li. LITERATURE REVIEW AND DEVELOPMENT OF HYPOTHESES

2.1 Literature Review

Prior literature identifies three types of demand for external audit services, uamely
monitoring demand, information demand, and insurance demand. The monitoring
demand for independent auditing is uot dependent on mandatory regulation by the
government but originates from the need to implement the contract between the
shareholders and management, which resulits from the separation of ownership and
control (Watts and Zimmerman, 1983; Chow, 1982). In addition, the demand for
iudependent auditing can partially offset the financial disciosure responsibility of
the firm. In the United States, the auditor often becomes a target sued by investors
and creditors when a firm runs into fajlure (Wallace, 1980). The monitoring and
bonding roles of indepeadent auditing in corporate governance mitigate the infor-
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mation asymmetry between insiders and outside investors, and hence improve the
assessed value of the firm. As evident from analytic models, different types of andi-
tors can affect the pricing of an TPO (Titman and Trueman, 1986; Beatty, 1989) and
the ratto of equity to debt (Datar et al., 1991).

Listed companies are now required by law to have independent audits. As audit
services are said to be heterogeneous, meaning that different auditors represent dif-
ferent audit qualities, the researchers investigate the demand for auditing through
observing the behaviours of firms in hiring different auditors. The studies on the US
audit market show that large firms or firms ready for securities issuance will hire
big auditor firms or name-brand auditors or firms which are both. But they fajl to
find any significant relation between auditor choice and the financial leverage and
management ownership of a firm (Francis and Wilson, 1988; Johnson and Lys,
1990; DeFond, 1992). One possible interpretation of this may be that the other in-
ternal and external governance mechanisms, such as independent directors, and the
market for corporate control and managers, mitigate the correlation between audi-
tor choice and the agency problem (Fan and Wong, 2005),

Fan and Wong (2003) investigate the role of the Big Five auditors in emerging
markets. Using a sample of listed firms in the East Astan economies from 1994 to
1996, their study shows that the firms with more agency conflicts, which are mea-
sured by the separation between the cash flow rights and voting rights of controlling
shareholders, are more likely to employ Big Five auditors and to pay higher audit
fees.

Using a sample of listed firms in China from 1993 to 1966, DeFond, Wong, and
Li (1999) find that the Big Ten auditors set a higher threshold for issuing a standard
unqualified opinion, while nou-Big Ten auditors do not. But the big auditor firms
lost their market shares after 1994 when the enforcement of the independent audit
standards began. Meanwhile, the probability of a firm selecting a Big Ten auditor is
positively associated with the size of firm and the equity share of overseas
shareholders. Their research provides direct evidence for the lack of demand for
quality auditors among Chinese firms.

Based on the data of IPO firms from 2001 to 2002, Zhu, Chen, and Xia (2004)
find that the share of an auditor in the IPO audit market is negatively correlated with
the probability of the auditor issuing an unqualified audit opinion and with whether
the audijtor has been punished by the government; whereas, it is positively associ-
ated with the auditor size in terms of the client base, with whether the auditor is
Tocated in the same province as its clients, and with whether the auditor is qualified
as an IPO reviewer by the government. Such evidence suggests that Chinese IPO
firms are averse to quality auditors; the firms select anditors mainly to comply with
the government regulations and for geographical reasons, and there is insufficient
demand for quality auditors,

Sun and Cao (2004) investigate the relationship between firm ownership and
auditor choice. Using a sample of listed firms for 2001, they find that the probability
of a firm selecting an international Big Five or local Big Five auditor is negatively
correlated with the proportions of state shares, legal person shares, and domestic
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tradable shares, while it is positively correlated with the proportion of foreign insti-
tutional shares. Zeng and Ye (2005) find that the function between the probability of
a firm selecting an international Big Four auditor and the largest shareholding
shows a reverse U shape. Furthermore, Xia (2005) and Wang et al. (2005} investi-
gate the impact of the institutional environment and government intervention on
auditor choice. They find that the firm where the controHing shareholder is the local
government authority is more likely to employ a small auditor located in the same
jurisdiction as the local government authority, and this inverse selection is more
predominant when the firim is in regions where the credit markets and legal systems
are less developed.

Recently, many researchers have examined the determinants of audit fees by us-
ing the research method of Simunic (1980). They demonstrate that the audit fees
mainly depend on the size and the business complexity of a firm, and are indepen-
dent of the audit risks measured by the financial indicators of the firm (Wang, 2002;
Han and Zhou, 2003; Liu er al., 2003; Li, 2004).

Overall, these studies follow the analysis method used in US audit research.
There is very little research that examines the role of the largest shareholder in
selecting auditors and audit pricing, or identifies the causes of insufficient demand
for quality auditors among Chinese firms.

2.2 Hypotheses Deveiopment

In this section, we describe the institutional factors that determine the supply and
demand of the Chinese audit market, and discuss the impact of the nature and con-
trol rights of the largest shareholder on the demnand for audit services. Based on the
above analysis, we deveiop our hypotheses.

2.2.1 Influence of Institutional Factors on the Supply and Demand
of the Audit Market

2.2.1.1 Positive Factors

Recently, the Chinese government has taken many measures to improve the quality
of auditing and accounting information.” Zhang (2005} analyses the positive and
negative impacts of government regulation on audit quality, and finds that interna-
tional Big Four auditors have a higher perceived audit quality than other auditors as
measured by ERCs, indicating that the international Big Four auditors are accepted
by the market.

The concentration of ownership in Chinese listed firms has created serious
agency conflicts between the controlling shareholder and minority shareholders.
Meanwhile, the lack of other corporate governance mechanisms, such as the market
for corporate control and managerial labour, makes the auditors an important inter-
mediary to mitigate the agency conflicts between the controlling owner and minor-

*  For cxample, disaffiliation and privatisation of audit firms in 1998, mergers of small audi-

tors in 2000, pilot enforcement of dual auditing, and implementation of the PO audit re-
view system.
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ity shareholders (Fan and Wong, 2005). For instance, in 2001 the China Securities
Regulatory Commission issued Rule No. 14 on the information disclosure of listed
corporations, which stipulates that a firm being issued a qualified audit opinion
could be delisted and be forbidden to pay the dividends. This demonstrates that an
independent audit is not only a carporate governance mechanism to alleviate the
agency conflicts between the controliing owner aud minority sharehoiders, but also
an important institutional arrangement to mitigate the information asymmetry be-
tween government regulators and listed firms.

2.2.1.2 Negative Factors

An emerging audit market like China faces several special institutional impedi-
ments to its development. First, the initial public offerings, seasoned equity
offerings, special treatment, or delisting of firms are closely related to financial and
earnings indicators in the highly regulated Chinese stock market, and thus listed
firms have intense incentives to manage earnings (Aharony ef al., 2000; Chen et al.,
2000; Li, 2001). Listed firms with strong incentives to manage earnings elude qual-
ity auditors in an inefficient market.

Second, listed firms in China are mainly state-owned aud have concentrated
ownership. As the monitoring role of staté-owned shareholders is weak, the firm is
in fact controlled by the internal managers (Qiau, 1995), who choose the auditor
and have no incentive to employ a quality auditor who might restrain their opportu-
nistic behaviours.

Third, the concentration of ownership in listed firms allows the controlling share-
holders to effectively designate the managers through their voting rights. Since the
information asymmetry between the controlliug shareholders and the managers is
weak, the controlling shareholders have little monitoring demand for quality
auditors.

Fourth, the majority of the Chinese listed companies are owned by government
entities whose shares are untradeable under the split share strncture system. As a
result, the controlling sharehoiders are indifferent to the market value of their firms,
resulting in their inadequate information demand for quality auditing.

Finally, since the system of civil compensation in China is stili underdeveloped,
investors fack insnrance demand for quality auditing (Zhang, 2006a). According to
the law on securities civil compensation, fuvestors cannot bring lawsuits on false
representations in finaucial statements of listed firms unless they have met certain
stringent conditions. For example, the court will not accept a lawsuit on false repre-
seutations in financial statements until the listed firm has received an administrative
penalty; class action lawsuits are prohibited under the law on securities civil
compensation. Considering the costs of a lawsuit, investors can hardly obtain any
compensation from the auditors for losses resulting from false representations in
financial statements, culmiuating in the absence of insurance functions in auditing.
Therefore, under the unsound system of civil compensation, the auditing services
provided by audit firms are unreliable, resulting in the inadequate insurance de-
mand for audit services.

Accounting firms are profit-making organisations. They assure their audit quality
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mainly for satisfying the market demand for quality anditing and in order to avoid
strict punishment from sub-standard auditing. The audit firms have, therefore, less
incentive fo improve their auditing quality because of the inadequate demand for
quality and the absence of lawsuits by investors. It is thus obvions that auditing
quality in China is poor on the whole, and audit failures occasionally take place.

In general, the impediments to the development of the audit market in China
prevail; the audit market shows the characteristics of lower concentration and ap-
parent regional segmentation, and the auditor choices and audit fees are mainly
determined by the controlling shareholder and managers.

2.2.2 Impact of the Nature of the Controlling Sharehoider on External
Audit Demand

The listed firms cau be divided iuto state-owned enterprises (SOEs) and non-state-
owned enterprises based on the nature of the controlling shareholders. The SOEs
can be further divided into for-profit SOEs and non-profit SOEs. The controlling
shareholders of non-profit SOEs are government departments like the Finance
Bureau or investment institutions authorised by the government. The non-profit
SOEs do not engage in concrete production and operating activities. They exercise
the administrative functions of the government and aim at the value preservation
and appreciation of state-owned assets. On the other hand, the controlling share-
holders of for-profit SOEs include solely state-owned enterprises, conglomerates,
or holding companies engaging in various production and operating activities. As
for the different types of controlling shareholders, the cost and benefit of anditor
choice are different, resulting in a great difference in the demand for quality
auditing.

2.2.2.1 Dual Role of the Controlling Shareholder in SOEs

During the 1990s, the Chinese securities markets adopted a securities-issuing sys-
tem combining administrative approval with quota control. The quota is mainly
allocated to SOEs, which are supported by the local government authority. From
IPOs to seasoned equity offerings, the interests of state-owned listed firms are
aligned with those of the local authority so that they form a coalition 10 win the
contest for financial resources. The findings of Chen and Li (2001) show that local
authorities actively participate in the earnings management of listed firms. They
provide many tax privileges and financial allowances to listed firms, which greatly
distort the accounting information. Almost half of the listed firms would not have
obtained the gnalification for seasoned equity offerings if they had not had financial
support from local authorities.

Whether the SOE is for-profit or not, the government department concerned is
not only the decision maker on auditor choice but also the administrative supervisor
for the audit business. Therefore, the controlling shareholder of an SOE has more
power to determine the audit engagement, and is thus unwilling to hire a quality
auditor, who has more independence to resist pressure from the controlling share-
holder and who imposes more restraints on the opportunistic behaviowrs of the con-
trotling owners and managers of an SQE.
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2.2.2.2 Incentives for the SOE Controlling Shareholders to Employ
Quality Auditors

The controlling shareholders of non-profit SOEs obtain fewer supervisory benefits
but bear higher costs of disclosure restraints from quality auditing. First, the con-
trolliug shareholders have no residual claims in the listed firms, and their shares are
untradeable. Even if a quality anditor can signal and enhance the market value of
the firm, it is difficult for the controlling shareholders to transform the benefits from
employing the quality auditor into cash flows. Instead, they may lose the control
rights of the firm because of the possibility of job promotion (Zhang, 1999),
Second, a quality auditor with more independence can resist the pressure from the
local authority and compel the firm to disclose the information that is disadvanta-
geous to the controlling shareholders; whereas, the controlling shareholders of non-
SOEs and for-profit SOEs can benefit from the monitoring and signalling roles of
quality auditors and transform the gains into their private benefits by means like
increasing the market value of the firm or expropriating the minority shareholders.
Finally, the soft budget constraints make the SOEs easier to find external capital
support in times of financial distress. The SOEs, especially the non-profit SOEs, are
thus less likely to employ a quality auditor and are willing to pay lower audit fees.

To sum up, we develop the following hypotheses:

H1-1: The probability of a firm selecting a gnality auditor will be negatively
correlated with the state-owned nature of the fargest sharcholder, especiaily for
non-profit SOEs.

H1-2: The audit fees will be negatively correlated with the state-owned nature of
the largest shareholder, especially for non-profit SOEs.

2.2.3 Relationship between Ownership Concentration and the Audit
Demand
In firms with highly concentrated ownership, the roles of the largest shareholder in
corporate governance are still open to dispute. The proponents argue that investors
holding large stakes in the firm have strong incentives to maximise the value of
their firm, and are able to collect information and oversee managers to alleviate the
agency costs (Jenson and Meckling, 1976). Large shareholders also have incentives
to oust non-performing managers through a proxy fight or a takeover (Shleifer and
Vishny, 1997). This is called the incentive effect. The opponents argue that the
couceutration of ownership makes the managers designated by the largest share-
holder difficult to replace, as a result of which the large owners could acquire pri-
vate beuefits through their control rights by expropriating minority shareholders.
This is called the entrenchment effect. Using the data of eight economies in East
Asia, Claessens ef al, (2002) find that the firm value increases with the cash-flow
ownership of the largest shareholder, consistent with a positive incentive effect,
Meanwhile, the firm value falls when the control rights of the largest shareholder
exceed its cash-flow ownership, consistent with the entrenchment effect.
Similarly, the incentive effect and the entrenchment effect co-exist when the con-
trolling shareholder decides on the choice of auditor and andit fees. On the one
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hand, the information asymmetry increases with ownership concentration. The firm
has more incentives to hire a quality auditor to mitigate the agency problem and
signal outside investors in order to mcrease the market value of the firm; this is
consistent with the incentive effect. On the other hand, as the ownership concentra-
tion increases, the controlling shareholder has more abilities and opportunity to
encroach on the minority owners. Hence, the controlling shareholder is more likely
not to employ a quality auditor who might try to restrain the opportunistic
behaviours of the controliing shareholder and managers; this Is consistent with the
entrenchment effect.

Under the combined impact of the incentive effect and the entrenchment effect, it
is hard to predict the effect of ownership concentration on the external audit de-
mand of firms, and we expect that the relationship between the concentration of
corporate ownership and the external audit demand wili be non-linear.

To sum up, we develop the following hypotheses:

H2-1: The relationship between the probability of a firm selecting a quality au-
ditor and the proportion of shares held by the largest shareholder will be non-
linear and show the interval effect.

H2-2: The relationship between the audit fees paid by a firm and the proportion
of shares held by the largest shareholder will he non-linear and show the inter-
val effect.

{ll. RESEARCH DESIGN

3.1 Data and Sample Selection

Our sample consists of companies listed from 2001 to 2003 in the Chinese A-share
market. The following firms are excluded from our sample: (1) financial firms, as
their decisions on auditor choice and audit fees are systematically different from
those of the other firms (Simuntc, 1980); ¢2) firms that also issue B shares or H
shares, because they are required to receive dual audits in which the investors, regu-
latory environment, and market pressure are different, resulting in systematic dif-
ferences in their auditor choices and audit fees; (3) companies whose controlling
shareholders are administrative institutions, such as research institutes or schools of
higher education, to simplify the analysis; (4) firms without available data; and (3)
observations with audit fees or firm size at maximum or minimum levels of 1 per
cent, to eliminate the influence of extreme values.

Table 1 presents the procedures for sample selection. We obtain 2061 firm-year
observations on curnulative abnormal returng {CAR), 3079 observations on auditor
choice, and 2828 observations on audit fees.

The data on the nature of the controlling shareholder, audit fees, the number of
subsidiaries, audit opinions, and the auditor choice of the firm are collected manu-
ally from annual reports of sample firms provided by the website of the Chinese
Securities Regulatory Comunission (CSRC). The share prices, ownership
structures, and financial data of the sample firms are mainiy sourced from the
CSMAR and Wind databases. We crosscheck the data from these databases and
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Table 1 Sample Selection Process
Panel A: Sampie Selection Process for CAR Data
2001-2003 2001 2002 2003
Number of listed firms as at the end of the year 3671 1160 1224 1287
Excl: Firms with B or H shares (417 (137 (139) (14D
Firms in the financial industry {25) (7 {8} (10
Firms being issued a qualified audit (316) (126) (123) (67
opinion
Firms without available data (292) 91 (90) (111}
Outliers at the maximum or minimum {118) (39} (38) (41)
1% of CAR
Sample 2503 760 826 917
Excl: Firms without Beta data (442} {178y  (167) 97
Final sample 2061 582 659 820
Panel B: Sampie Selection Process for Auditor Choice Data
20012003 2001 2002 2003
Number of listed firms as at the end of the year 3671 1160 1224 1287
Excl: Firms with B or H shares {417 (131 (139} (141
Firms in the financial industry _ (25} {7 (&) (1
Firms with the largest sharcholder being (75 22) (27 2N
an administrative institution
Qutliers at the maximum or minimum (75) 24 (23) (28)
1% of firm size
Final sample 3079 971 1027 1081
Panel C: Sample Seclection Process for Audit Fees Data
2001-2003 2001 2002 2003
Number of listed firms as at the end of the year 3671 1160 1224 1287
Exel: Firms with B or H shares 417 (137) (139 (149
Firms in the financial industry (25) {7 (8} (10)
Firms with the largest shareholder being (75) 2n (27 27
ar administrative institution
Firms without audit fees data (259) (135) (68} (56)
Outliers at the maximum or minimum (67) (18) (25) (24)
1% of audit fees
Final sample 2828 842 957 1029
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adjust the differences according to the annual reports disciosed in the CSRC
website.

3.2 Model Specification

We examine the demand for external audit services from the perspectives of auditor
choice and audit fees. The first issue to resolve concerns the measurement of quality
auditors in the market.

3.2.1 Measurement of High Quality Auditors

As part of their aundit services, auditors are required to issue opinions on the
legitimacy, fairness, and consistency of the financial statements of the auditees.
Auditing is considered as an external monitoring and bonding mechanism; high-
quality anditors can increase the reliability of financial statements, whose main
function is to provide earnings information for investors to evaluate the market
value of the firm and make decisions on their investment activities. It is expected
that the more trust the investors place in the quality of the auditor, the more they
will rely on the accounting earnings information assured by the quality auditor to
evaluate the market value of the firm. Therefore, the degree of association between
market returns of the firm and its unexpected eanings (that is, the ERC) can reflect
the perceived reliability of the fiuancial statements assured by the auditor. Accord-
ing to the above analysis, we can measure the perceived quality of an auditor by the
mean ERC of his clients.

Although a firm is less likely to select an auditor based on ERC in practice, the
ERC provides a basis for us to verify the auditor accepted by the market, Prior
studies on the Chinese market usually use the proportion of qualified opinious of an
auditor or the degree of earnings mauagement, such as abnormal accruals, as a
proxy for audit quality.® Unlike in these studies, we use ERCs to measure the audit
quality for the following reasons: (1) A firm would be more likely to employ an
auditor only if the quality of the auditor can be perceived in the market. We investi-
gate the quality of an auditor from the view of the demand for andit services, while
ptior studies focus on the supply characteristics of audit services. (2) When the
firms anticipate that higher market values can be generated from quality auditing,
they are willing to pay a premium for the quality services. Therefore, identifying
the auditor accepted by the market through BERCs accords with our research on the
demand in the audit market.

Consistent with Toeh and Wong (1993} and Gul ez al. (2003), we identify high-
quality auditors by the following ERC model:

CAR; =&, + cu AUDITOR, * UE; + a;UE; + 0, AUDITOR, + as LNMV, + cx FORLG;
+ 0, FORLG, * UE; + Gy LEV, * UE; + 0y MBR; * UE; + 00,y BETA; * UE;

20
+ 001 LEV; + 0, MBR, + 043 BETA; + 00 YEAR, + Y Otyyidnd, + &, M

o=

& For example, Li (2000) and Xia (2005) use the proporiion of qualified opinions of an audi-
tor to measure the audit quality. For further literature reviews of audit quality, please see
Zhang {2005b).
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where @, is the intercept, &, ~ o, are coefficients, and £ is the residual. The defi-
nitions of the variables in the model are given below.

3.2.1.1 Dependent Variables
CAR is the cumulative net-of-market stock returns for 12 months from the begin-
ning of May in the current year to the end of April iu the following year.

3.2.1.2 Experimental Variables
We use the variable AUDITOR*UE to measure the perceived quality of an auditor,
whose coefficient ¢, is the ERC of the auditor. AUDITOR is a dummy variable for
the types of auditors including the Big Eight auditors (BIGS), the international Big
Four auditors (INT4), the domestic Big Three auditors {DBIG3), and the domestic
Big Four auditors (DBIG4). The Big Eight auditors are Ernst & Young Da Hua,
Ernst & Young Hua Ming, KPMG Hua Zheng, PricewaterhonseCoopers Zhong
Tian, Deloitte & Touche Hua Yong, Shanghai Lixin, Beijing Jingdu, and Xiuyong
Zhonghe; the domestic Big Three auditors are Shanghai Lixin, Beijing Jingdu, and
Xinyong Zhonghe; the domestic Big Four auditors include the above Big Three
auditors as well as Zhejiang Tianjian. In our regression tests, we substitute one or
more of the above variables for AUDITOR.

UE is the unexpected earnings computed by the difference between actual earn-
ings and expected earnings measured by actual earnings of the previous year.

3.2.1.3 Control Variabies

Consistent with Toeh and Wong (1993) aud Fan and Wong (2002), we use the fol-
lowing control variables to control the impact of other factors on the ERC of an
auditor.

LNMYV is the natural logarithm of the tradable market value of the firm as at the
beginning of the year to control the impact of size.

LEV represents total liabilities divided by total assets as at the beginning of the
year to conirol the effect of financial leverage.

MBR is the market-to-book ratio, which is equal to market value per share
divided by net assets per share, to control the influeuce of growth and persistence
of earnings.

BETA is estimated by the slope of the CAPM model using 100 observatious to
control the impact of the firm risk.

FORLG 1s a (0,1) variable which is assigned a value of 1 when the firm has a
foreign institutional investor,

Furthermore, we use YEAR and IND as controls in ihe regression model. YEAR is
a dummy variable fo control for the effects of calendar years; we add Y2001 and
Y2002 in our model. IND is also a dummy variable controlling for the effects of
different industries, which are classified according to the Guidelines on the Industry
Classification of Listed Companies issued by the CSRC.
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3.2.2 Models for Auditor Choice and Audit Fees

In order to investigate the impact of the arrangement of corporate control rights on
auditor choice and audit fees, we construct the following two regression models in
consistency with Simunic (1980), Wang (2002), and Li and Wu (2004):

Model for audiior choice: Logistic Regression Model
BIGS =, + o, ID_OWNER + 0, TOPICEN + ¢, TOPIC _SQ + esTOPIC _CB
+OHERF2 _5+ 0 MNGSH + 0, FORLG + o LNASSET
+06SUB_SQT + ay MROA+ 0, INVREC + et LEV + 00, PRELOSS
+ o5 PROV + 06 IPO + o7 ISSU _NX + g FIXED + (2)

Model for audit fees: OLS Regression Model
LNFEE = o, + 01D _OWNER + o, TOPICEN + o, TOPIC _SQ
+ s TOPIC _CB+ 0 HERF2 _5 + 0t;MNGSH + s FORLG
+ O LNASSET + 0t;o MROA + ¢ INVREC + t, LEV
+ 0 SUB_SOT 4+ 0 PROV 4 a5 [PO + a5 ISSU _NX
+ 07 ISSU _ PR+ Gty BIGS + 5 OPIN + 0y LOSS + 6 FIXED + 4, (3)

where ¢, is the intercept, o, ~ o, are coefficients, and £is the residual. The defi-
nitions of the variables in the model are given below.

3.2.2.1 Dependent Variables

BIGS is a2 (0,1) variable that is assigned a value of 1 when a firm hires a Big Eight
auditor. In the latter OLS regression model, LNFEE is the natural logarithm of total
audit fees.

3.2.2.2 Experimental Variables
The arrangement of corporate conirol rights is described in terms of the nature of
and the proportion of shares held by the largest shareholder. ID_OWNER 15 an
aggregate variable representing the nature of the largest shareholder, which can be
replaced with the variables 1D _STA, ID_GI and ID_5 in the regression tests.

ID_STA takes the value of 1 when the largest shareholder is a state-owned
enterprise, and O otherwise; /£)_GI takes the value of 1 when the largest sharcholder
is a non-profit state-owned enterprise, and O otherwise; ID_S takes the value of 1
when the largest shareholder is for-profit and state-owned, and 0 otherwise. We add
the above variabies into the regression model respectively and expect the coeffi-
cients to be negative.

TOPICEN, TOP1_SQ, and TOPI_CB refer to the proportion of shares held by
the largest shareholder adjusted by the mean valne of the sample, its square, and its
cube, respectively. In order to mitigate the multi-linear problem in the OLS regres-
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sion model, we centralise the variables of TOP/. Prior studies have not reached a
consensus on the interval effect of ownership concentration on corporate
governance. There exist two representative conchisions, one of which is the N-
shaped relationship between ownership concentration and the performance of a
firm a5 documented by Morck ez al. (1988), and Xu and Wong (2006); the other one
is the U-shaped relationship between ownership concentration and the corporate
value (Tobin’s Q) as documented by Bai ef al. (2005), and Xia and Fang (2003).
Therefore, we use the square or cube of the proportion of shares held by the largest
sharcholder (TOPI_SQ and TOPI_CB) to test the interval effect of ownership
concentration. If the coefficieut of TOP1_CRB is positive, the curve will have two
inflections and show an N shape. If the coefficient of TOPI_S( is positive, it indi-
cates that there is a U-shaped relationship between ownership concentration and the
demand for audit services.

3.2.2.3 Control Variables

HERF2_5 refers to the natural logarithm of the snm of squares of proportions of
shares held by the second to the fifth largest shareholders, which isolates the impact
" of ownership check and balance on the demand for audit services. It is expected that
the sign of ¢, is positive because the minority owners have more incentives and
abilities to employ a gnality auditor to monitor the opportunistic behaviours of the
controlling shareholder and managers, and thus more audit fees will be paid.

MNGSH takes the value of | if there is management ownership of shares, and 0
otherwise. Francis and Wiison (1988) and DeFond (1992} find that management
ownership measured by shares held by management is negatively correlated with
the demand for audit services, consistent with the hypothesis of agency theory that
management ownership can alleviate the agency cost between the shareholders and
managers and lower the monitoring role of auditors (Jenson and Merkling, 1976;
DeFond, 1992). Uniike in developed countries, the managerial labour market in
China is immarture, and firms are often controlled by managers, who have the power
to choose the auditor and determine audit fees. Therefore, managers are inclined to
avoid quality auditors, who are more likely to find and report the opportunistic
behaviours of managers in preparing the financial statements. It is expected that a
firm with management ownership is less likely to employ a quality auditor and wil}
pay smaller audit fees.

FORLG takes the value of 1 when a foreign institutional investor holds the shares
of the firm, and 0 otherwise. In view of the higher degree of information asymmetry
between the foreign institutional shareholders and managers, the foreign instit-
tional shareholders have more incentives to employ a quality auditor and to pay
more audit fees to monitor the managers. Therefore, it is expected that the sign of ¢,
in both models is positive.

LNASSET is the natural logarithm of total assets as at the end of the year;
SUB_SQT is the square root of the number of subsidiaries that are included in the
consolidated financial statement of the auditee; MROA is the net income from major
operations divided by total assets as at the end of the year; and /NVREC is the sum
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of inventory and receivables divided by total assets as at the end of the year. Consis-
tent with DeFond (1992), Chaney et al. (2004), Simunic (1980), Wang (2002), and
Li and Wu (2004), we use these variables to isolate the impact of firm size, business
complexity, earnings power, and inherent risks on auditor choice and audit fees.”

LEV represents total liabilities divided by total assets as at the end of the year,
which measures the degree of agency conflicts between the creditors and the
managers, and means the impact of the financial leverage of the firm on audit de-
mand in both models. Chaney ef al. (2004} and DeFond (1992) document that the
financial leverage of a firm is positively correlated with the demand for audit
services, which shows that the creditors and management have more incentives to
hire a quality aunditor in order to mitigate the agency costs of financial leverage.
However, the bond market in China is underdeveloped, and the creditors of a firm
are mainly banks. Owing to the soft budget constraints of SOEs, creditors have
difficulty in influencing the decisions of managers. Therefore, the managers are
unwilling to hire a quality auditor; who would be more likely to disclose adverse
information about the debts of the firm. It is expected that the financial leverage of
a firm will be negatively correlated with the decision of the firm to select a quality
auditor. Besides, Simunic (1980) argues that a higher financial leverage means
higher audit risks, and therefore more fees charged by the anditor. We expect the
sign of the coefficient of LEV in the model for audit fees 0 be positive.®

PRELOSS/LOSS takes the value of 1 if the firm incurs a net loss in the previous/
current year, respectively, and @ otherwise. We expect that the firms incurring
losses are unwilling to hire quality auditors, who are likely to find and report their
earnings management behaviours and to charge more fees. Simunic (1980) docu-
ments that the firm incurring a foss has higher audis risks, so the auditor tends to
charge more audit fees. Therefore, we expect that the firm incurring a loss will be
positively correlated with its audit fees.

OPIN is a (0,1) variable that is assigned a value of | il an auditee receives a
qualified opinion in the current vear. A qualified opiniou is given when there exist
significant risks in the financial statements of the auditee that the auditor needs to
make a greater effort to verify the justifiability of the audit opinion; meanwhile, the
auditor tends to charge higher fees to cover the audit risks (Simunic, 1980; Han and
Zhou, 2003). Therefore, it is expected that a firm receiving a qualified opinion will
have to pay more fees.

PROV i3 a (0,1) variable that is assigned a value of 1 if au auditee is domiciled in
the developed districts, such as Beijing, Shanghai, Shenzhen, and Guangdong
T Simunic (1980) and Wang (2002) use two indicators, the year-end inventory divided by
total assets and the year-end receivables divided by totaf assets, to measure the inherent
risks of a firm. We merge the two indicators into one because both are insignificantly asso-
ciated with auditor choice and audit fees in both models. Moreover, the indicators can eas-
ily be manipulated by managers in view of their strong incentives to manage earnings. The
merging of the two indicators can describe the aggregate inherent risks of a firm.

Apart from LEV, we test the ratio of long debts to total assets and to quick ratio. Both are
insignificantly correlated with the decision of a firm (o select a Big Eight auditor and with
audit fees. The major conclusions still hold.
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province. It is expected that the auditees in these districts are more likely to select a
Big Eight auditor and to pay higher fees, because the Big Eight auditors are located
in these districts, which have higher living standards, meaning that higher costs for
employee compensation in these districts lead to higher audit fees (Lia er al., 2004;
Li and Wu, 2004).

We use a (0,1) variable BIGS, which is assigned a value of 1 if an auditee hires a
Big Eight auditor, to isolate the influence of the type of auditor on audit fees. It is
expected that a Big Eight auditor will charge higher audit fees becanse a Big Eight
anditor of higher quality will make a greater effort to find out if there are any mate-
rial errors in the financial statements of the anditee, and the auditee is willing to pay
higher fees in view of the reputation of a quality auditor, which can enhance the
market valne of the firm.

To measure the influence of securities issuance on the demand for audit services,
we use three (0,1) variables, IPO, ISSU_NX, and ISSU_PRE, which are assigned a
value of 1 if a firm launches an initial public offering in the current year, a seasoned
equity offering in the following vear, and a seasoned equity offering during the
second half of the current year, respectively, and 0 otherwise. It is expected that a
firm faunching an initial public offering in the current year and a seasoned equity
offering in the following year will have a greater incentive to employ a quality
auditor, who can provide more information to send a signal to investors. However,
a firm launching a seasoned equity offering during the second half of the current
year is required by law to have an interim audit conducted by an external auditor,
which will ease the workload of the year-end audit and make the auditor lower his
charges.

Finally, consistent with Model (1), we include FIXED as a control for year and
industry factors that affect the relation between owuership and audit demand. For
simplicity, we have not reported their impact on our results.

3.2.3 Data Description

According to Li (2001) and Li (2002), the largest shareholders of listed firms can be
divided into four types: (1) government departments, such as bureaus for state-
owned assets administration and the Ministry of Finance, whose expenditure is in-
corporated into the national budget; (2) non-profit investment institutions
authorised by the government, including state-owned assets management
corporations, investment management corporations, and holding companies, which
are empowered by the state to run state-owned assets; (3) state-owned enterprises
or conglomerates, including factories and state-owned or state-controlled himited
companies directly engaging in production and operating activities; aud (4) private
enterprises, including collectively owned enterprises, Chinese-foreign joint
ventures, solely foreign-owned companies, and private firms. To simplify the
analysis, we merge the first and second types into one, which is entitled non-profit
state-owued euterprises. Our sample covers 397 non-profit SOEs (12.9%), 1859
tor-profit SOEs (60.4%}, and 823 private enterprises (26.7%).
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Table 2 presents the descriptive statistics of the main variables broken down hy
the nature of the largest shareholder. For auditor choice, the market share of Big
Eight auditors accounts for 12.9 per cent, but drops to only 6.1 per cent for the sub-
sample of non-profit SOEs, which is below half the average market share. For andit
fees, although the non-profit SOEs are of a larger size than private enterprises, the
andit fees paid by the non-profit SOEs are lower than those paid by private listed
firms.

The for-profit SOEs have the highest ownership concentration, followed by the
non-profit SOEs, and the private enterprises have the lowest. Even in private
enterprises, the largest shareholder has a 33.3 per cent stake on average, and the
ratio of shares held by the second largest shareholder to those held by the largest
shareholder is 44.7 per cent on average. This shows the very high concentration and
low ownership check and balance in Chinese listed firms, In addition, the size of
for-protit SOEs is the biggest, and the tinancial leverage of for-profit SOEs is the
lowest; whereas, the size of private enterprises is the smallest, and the financial
leverage of private enterprises is relatively higher.

IV. EMPIRICAL RESULTS AND INTERPRETATIONS

4.1 Who Are the High-Quality Auditors?

Table 3 presents the estimation of ERC for auditors. As shown in Table 3, the
coefficients of UFE are positive and statistically significant at the 1 per cent level,
which provides a basis for calculating the ERC for different anditors. Cotumns (1)
and (2) show that the ERCs for Big Eight auditors are significantly higher than
those for others. Farthermore, we divide the Big Eight auditors into international
Big Four and domestic Big Three auditors.” The results show that (1) in Column (3),
the ERCs of the international Big Four and the domestic Big Three anditors
are positive and statistically significant at the 1 per cent and 10 per cent levels,
respectively; (ii) in Column {4), the ERCs of the international Big Four auditors are
still positive and significant, while the ERCs for the domestic Big Four auditors are
no longer significant. Our analysis extends the research of Gul ez al. (2003} and
Zhang (2003). Using the sampie of companies listed in the Shanghai stock market
from 1996 to 1997, Gul er al. (2003} find that the Big Ten auditors have higher
ERCs than the others. Based on the sample of listed companies from 2001 to 2003,
Zhang (2005) finds that the response coefficients between the market values of the
clients of international Big Four auditors and the earnings indicators of these clients
are higher, but he does not find any higher perceived audit quality among the do-
mestic Big Ten anditors. We further sub-divide the domestic Big Ten auditors, and

? In Column (1), the VIF values of all variables are less than 2.5, suggesting that there is liztle

multi-linear problem in the regression. In Column {2}, we use the interaction terms of UE
between MBR, LEV, and BETA, respectively, to control the impact of firm growth, leverage,
and tisks on the ERCs of auditors. Although there 1s a certain muiti-iinear probiem, the
coefticient of BIGS*UFE is significantly positive.
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find that the international Big Fonr anditors and the domestic Big Three auditors
have higher ERCs.

In respect of the control variables, the coefficients of LNMV, MBR, and BETA are
significant with a positive sign, but the ERC and the coefficient of corporate lever-
age (LEV) for the company having a foreign institutional shareholder are both in-
significantly positive, consistent with the evidence of prior research (Toeh and
Wong, 1993; Fan and Wong, 2002).

4.2 Arrangement of Corporate Control Rights and Auditor Choice
4.2.1 Characteristics of Big Eight Clients

Are there any systematic differences between the characteristics of Big Eight
clients and those of non-Big Eight clients? Table 4 lists the results of the parametric
and noen-parametric tests on the client characteristics.

The results listed in Table 4 show that there are significant differences between
the two kinds of clients. According to the one-way analysis, the clients of the Big
Eight auditors have the following characteristics when compared with the clients of
the non-Big Eight anditors: a significantiy higher proportion of shares held by the
largest shareholder, less controlled by non-profit state-owned enterprises, higher
audit fees, larger in size, greater earnings power as measured by the core return on
assets, more subsidiaries, lower leverage ratio, lower percentage of inventory and
receivables in total assets, lower percentage of loss for the previous year, and lower
percentage of loss for the current year.

4.2.2 Multivariate Analysis of Logistic Regression

We report the logistic regression results of auditor choice in Table 5. With regard to
the nature of the controlling shareholder, Column (1) shows that the coefficient of
state-owned enterprise (/D_S7A) is negative and statistically significant at the 5 per
cent level. But when we further divide the state-owned enterprises into non-profit
and for-profit state-owned enterprises, we find that the coefficient of non-profit
state-owned enterprise is still negative and statistically significant at the | per cent
level, while the coefficient of for-profit state-owned enterprise is negative and
insignificant. The results are consistent with our prediction in H1-1, which
hypothesises that state-owned enterprises, especially non-profit state-owned
enterprises, will be less likely to select high-quality auditors. For ownership
concentration, the coefficient of TOPIC_SQ is not statistically significant in Col-
umn (1), but the coefficient of TOPIC_CB is positive and statistically significant,
consistent with the prediction in H2-1, which hypothesises that the relation between
ownership concentration and the incentives for the firm to select Big Eight auditors
will show an N shape.

By examining the other variables depicting ownership structure, we find that the
coefficients of FORLG and MNGSH are positive and negative, respectively, and
both are statistically significant, which is consistent with our prediction, The coeffi-
cient of HERF2 5 is positive and not statistically significant. This indicates that
although the other shareholders have incentives to hire a high-quality auditor to
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Table 4 Characteristics of Big Eight Clients versus Non-Big Eight Clients

BIGSE=0 BIGE=1 T test BIG8=0 BIGE=1 Mann-Whitney
test

N=2683 N=239 N=2683 N=39

Mean Mean T Value Median Median Z Vahe
ID_GI 0.135 0.061 5.425%%% 0 (} —d THE*r*
D5 0.387 (3.649 —2,399%* 1 } ~2.344%*
DN 0.278 0.290 -0.511 0 1] -0.511
TOFP! 43.020 47.386 —4.686%%* 41,763 45.530 —4.44 Q%=
LNFEE?® 12.810 13.113 —11.944%*% 12766 13.122 —11.7Qf**=
CAR? -0.046 -0.032 —-1.314 -0.062 -{.056 -1.287
UEY 0.000 0.000 -0.070 0.000 (.000 -0.792
LNMW 20.679 20.885 ~5.983%*%*  20.629 20.883 —6, 47 #H*
MBR® 3.812 3.568 2.022%* _2.986 3.019 -0.292
BETA? 1.039 1.051 —0.796 1.058 1.056 ~(.504
ILNASSET 20913 21.341 -10.440%=% 20,871 21.276 3 F 4
LEV 0,478 0.452 1.653* 0.455 0.434 ~2.47T2*F
MROA 0.014 0.024 -1,840% 0.026 0.030 -2 FGFHE*
SUB_SQT  1.953 2.482 -0, 507*xx 2 2.449 0,661 FFF
FORLG 0.040 0.096 =3.692%%x () 0 -4 966 #*
MNGSH 0.082 0.038 3.090* %k Q 0] -3 06 6*F*:*
INVREC 0.230 0.224 0.672 0.208 0.1925 —2.050%*
FPRELOSS  0.112 0.048 5.166%%*% 0 —3.80()%k*
LOSS 0.121 0.066 4.635%%% 4 0 -3, OQ2F*H
PROV 0.175 0.601 —16.579***% ) 1 —18.82]***

Notes: #%% #% and * represent significance at the 1 per cent, 5 per cent, and 10 per cent
levels, respectively {two-tailed test). N is the number of observations.

BIGS takes the value of 1 when a firm hires a Big Eight auditer, and O otherwise; ID_Gr
takes the value of 1 when the largest shareholder is a non-profit state-owned enterprise, and
0 otherwise; ID_S takes the value of 1 when the largest shareholder is a for-profit state-
owned enterprise, and ( otherwise; ID_N takes the value of 1 when the largest shareholder is
a private enterprise, and 0 ctherwise; TOPT: the proportion of shares held by the largest
shareholder; LNFEE: the natural logarithm of total audit fees; CAR: the cumulative net-of-
market stock returns for 12 months from the beginning of May in the current year to the end
of Aprilin the following year; UE: the year-on-year difference in actual earnings divided by
the market value of equity at the beginning of May; LNMV: the natural logarithm of the
tradable market value of the firm as at the beginning of the year; MBR: the market-to-book
ratio; BETA s estimated by the slope of the CAPM model uging 100 observations to measure
firm risks; LNASSET: the natural iogarithm of fotal assets as at the end of the year; LEV:
total liabilities divided by total assets as at the end of the year; MROA: major operating
earnings divided by assets as at the end of the year; SU/B_SQT: the square root of the number
of subsidiaries; FORLG takes the value of 1 when there is a foreign institutional shareholder,
and O otherwise: MNGSH takes the value of 1 if there is management ownership, and ¢
otherwise; INVREC: the sum of inventory and receivables divided by total assets as at the
end of the year; PRELOSS/LOSS takes the value of 1 if the firm incurs a net loss in the
previous or in the current year, respectively, and 0 otherwise; PROYV takes the value of 1 if
an auditee is domiciled in the developed districts, such as Beijing, Shanghai, Shenzhen, and
Guangdong province, and 0 otherwise.

* Observations of LNFEE are broken down into 360 and 2469 based on the type of auditor.
b Observations of CAR, BETA, UE, LNMV, and MBR are broken down into 346 and 1715
based on the type of auditor.
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Table 5 Results of the Logistic Regression of Auditor Choice for the Big Eight Auditors

Expected sign (D (2)

Coefficient  Wald Value Coefficient  Wald Value

ID_STA - —0.316%* 4.050

D_Gi - —0.959%*+ 12910
D5 - -0.211 1.741
TOPICEN ? 0.020%*# 14.544 0.002 0,072
TOPIC_SQ ? 0 1.192 0 0.014
TOPIC_CB 7 (s 7.029
FORLG + 0.521** 4.615 0.464% 3.0l4
MNGSH - ~1.084%%* 12992 —1.038x#:* 11.809
HERF2 5 + 0.046 2.071 0.030 0.835
LNASSET + 0.620%#*% 42497 0.580%**  36.649
LEV - -0.515 1.751 —-0.450 1.298
MROA + —-1.259 2.163 -1.374 2,392
INVREC ? 0.051 0.011 ~-(.034 0.005
SUB_SQT + 0.048 0915 0.066 1.678
PRELOSS - ~0.570%*% - 4.047 -0.610%* 4.594
PROV + L725%%% 175470 [.716%%% 173,058
IPO + 0.211 0.647 0.234 0.788
ISSU_NX + -0.215 0.172 -0.285 0.304
FIXED coniro} control

Constant -15.731%**  64.778 —-14.826%**  56.628
Nagelkerke R? 0.272 0.281
Chi-square 484 987 502.962

sig 0.000 0.000

N 3079 3079

Notes: #**, #*_and * represent significance at the 1 per cent, 5 per cent, and 10 per cent
levels, respectively (two-tailed test). N is the number of observations.

Dependent variables: B/G8, a duommy variable, which takes the value of 1 when a firm hires
a Big Eight auditor, and 0 otherwise; ID_STA takes the value of 1 when the largest shareholder
1s a state-owned enterprise, and O otherwise; JD_G/J takes the valve of 1 when the largest
shareholder is a non-profit state-owned enterprise, and 0 otherwise; ID_§ takes the value of
1 when the largest shareholder is a for-profit state-owned enterprise, and 0 otherwise;
TOP{CEN, TOPI_SQ, and TOPI_CB are the proportion of shares held by the largest
sharcholder adjusted by the mean value of the sample, its square, and its cube, respectively;
FORLG takes the value of | when there is & foreign institutional shareholder, and 0 otherwise;
MNGSH takes the vaiue of 1 if there is mmanagement ownership, and 0 otherwise; HERF2_5:
the natural logarithm of the sum of squares of the shares held by the second to the fifth
largest shareholders; LNASSET: the natural logarithm of total assets as at the end of the
year; LEV: total liabilities divided by total assets as at the end of the year; MROA: major
operating earnings divided by assets as at the end of the year; INVREC: the sum of inventory
and receivables divided by total assets as at the end of the year; SUB_SQT: the square root
of the number of subsidiaries; PRELOSS takes the value of 1 if the firm incurs a net loss in
the previons year, and 0 otherwise; PROV takes the value of 1 if an auditee is domiciled in
the developed districts, such as Beijing, Shanghai, Shenzhen, and Guangdong province, and
0 otherwise; IPO and ISSU_NX take the value of 1 if a firm conducts an initial public offering
in the current year and & seasoned equity offering in the following year, respectively, and 0
otherwise; FIXED: a control for the year and industry factors; Constant: intercept.
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monitor the controlling shareholder, they have no significant inflnence on audit
choice.

The test resuits of variables for securities issnance of listed companies suggest
that the coefficients of ISSU_NX and PO are not statistically significant. This is
inconsistent with the prediction; a possible reason for this is that the listed company
selects an auditor for sending a signal to the regulators rather than to the investors.
The listed companies issuing securities during the current or following year may
select the auditors ticensed by the government or the Big Eight auditors, thus weak-
ening the information role of the Big Eight auditors. Therefore, it is difficult to find
any significant correlation between securities issuzance and the choice of Big Eight
auditors.

The test results of other variables are roughly consistent with those explained in
prior literature. By examining the complexity of aunditees, we find that the size of
the client is significantly and positively correlated with the choice of Big Eight
anditors, while the number of subsidiaries is positively correlated with the choice of -
Big Eight anditors but insignificantly. The test results of financial risk show that the
coefficient of PRELOSS is significantly negative, which means the company incur-
ring a loss in the previous year has less incentive to choose a high-quality auditor,
- But we also find that the coefficients of financial leverage, percentage of inventory
and receivables in total assets, and core return on total assets are not significant,

4.2.3 Further Analysis for Ownership Concentration

Figure I shows the one-way analysis and plots of the association between the pro-
portion of shares held by the largest shareholder and the proportion of companies
selecting Big Fight auditors. According to Figure 1, when the proportion of shares
heid by the largest sharehoider is less than 40 per cent or more than 65 per cent, the
carve moves up. When the proportion of shares held by the largest shareholder is
between 40 per cent and 65 per cent, the proportion of the companies selecting Big
Eight auditors drops and reaches a trough at the shareholding level of 65 per cent.
As a result, we suggest that there is an N-shaped relationship between the propor-

Figure 1 Relationship between the proportion of shares held by the largest shareholder and
the selection of & Big Eight auditor
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tion of shares held by the largest shareholder and the demand for high-quality audit
services. Meanwhile, the non-state-owned companies are more likely to select Big
Eight auditors than the state-owned companies. The slope of the curve for non-
state-owned companies is larger than that for state-owned companies. One possible
reason for this is that the agency problems in state-owned companies weaken their
incentives to monitor the management and expropriate other investors.

Our results are slightly different from those of Zeng and Ye (2005}, who find that
the two inflections of the N-shaped relationship between the proportion of shares
held by the largest shareholder and the proportion of companies selecting interna-
tional Big Four auditors are at 45 per cent and 80 per cent respectively. We think
that the difference is due to the sample selection and the test model. First, the
sample of Zeng and Ye (2005) includes mega-cap companies and the firms issuing
tradable stocks in foreign markets during the period 2001 to 2002, while ours ex-
clude these companies. Second, the test model of Zeng and Ye (2005} does not
consider the effect of securities issuance and the business complexity of the auditee,
while in our model we control for these variables,

Furthermore, we divide the sample into the following three sub-samples based on
the proportion of shares held by the largest shareholder: (1) 0 to 40 per cent; (2) 40
to 65 per cent; (3) above 63 per cent. The results of the logistic regression show the
interval effect between ownership concentration and the decision to select a Big
Eight anditor. In particular, when the proportion of shares held by the largest share-
holder is jess than 40 per cent or more than 65 per cent, the coefficient of TOPICEN
is positive and statistically significant at the 1 per cent level, which indicates that
the companies with high or dispersed ownership concentration are more likely to
select Big Eight auditors. When the proportion of shares held by the largest share-
holder is between 45 per cent and 65 per cent, the coefficient of TOPICEN is nega-
tive and statistically significant at the 10 per cent level.

Why does the relationship between ownership concentration and the demand for
high-quality anditors show an N shape? We suppose that in the company with
dispersed ownership concentration, the agency problem resuits from conflicts be-
tween the shareholders and the management (Jensen and Meckling, 1976). The
targest shareholder shares the right of selecting an anditor with managers. As the
proportion of shareholding increases, the largest shareholder has moye ability and
incentive to hire a high-quality auditor to monitor the management. Thus, the rela-
tionship between ownership concentration and the demand for high-quality audi-
tors 1s positive. When the proportion of sharcholding reaches the intermediate
interval, the Jargest shareholder can still control the company, but the agency prob-
iem changes from confiicts between shareholders and management to conflicts be-
tween the large shareholders and the minority owners. In the absence of checks and
balances from other shareholders, the marginal “entrenchment effect” resulting
from the increase in shares held by the large shareholders is greater than the mar-
ginal “incentive effect”, meaning that the benefit from avoiding high-quality audi-
tors is larger than the incremental benefit from hiring a high-quality auditor to
monitor the management. Therefore, the relutionship between ownership concen-
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tration and the demand for high-quality auditors is negative. When the largest
shareholder has absolnte or excess control over the company, the benefit from-ex-
propriation is less than the cost of expropriation, The largest shareholder is more
likely to select a high-quality auditor to send a signal to increase the market value of
the company; the relationship between ownership concentration and the demand
for high-quality auditors is thus positive.

In concinsion, consistent with the predictions in H1-1 and H2-1, our resuits indi-
caie that a staie-owned company, especially a non-profit state-owned company, is
more likely to select a Big Eight anditor, and the relationship between the propor-
tion of shares held by the largest shareholder and audit fees shows the interval
effect.

4.3 Arrangement of Corporate Control Rights and Audit Fees

4.3.1 Muitivariate Analysis )

We report the multivariate regression results of audit fees in Table 6. With regard to
the nature of the controlling shareholder, Column {1) shows that the coefficient of
state-owned enterprise (fD>_STA) is negative and statistically significant at the 5 per
cent level. In Column (2), we find that the coefficient of state-owned enterprise is
negative but insignificant, and the coefficient of non-state-owned company is
stgnificantly negative at the 1 per cent level. The results are consistent with our
prediction in H1-2, which hypothesises that the controlling shareholders of state-
owned enterprises will pay smaller audit fees.

As for ownership concentration, Column (1} in Table 6 shows that the coefficient
of TOPICEN is not statistically significant, but the coefficient of TOPIC S0 is
positive and statistically significant, In Column (2), the coefficient of TOP_CH is
not significant. The resnlts are consistent with the prediction in H2-2, which
hypothesises that there will be a U-shaped relationship between ownership concen-
tration and audit fees.

By examining the other variables depicting ownership structure, we find tbat the
coefficients of HERF2_5 and FORL( are positive but insignificant, meaning that
foreign institutional shareholders and the checks and balances from other share-
holders do not play a key role in deciding audit fees. The coefficient of MNGSH is
negative and significant, which is due to “insider control” (Qian, 1995). Manage-
ment of the Jisted companies usually plays a critical role in the decision making for
external auditing, especially in determining audit fees. Since the corporate gover-
nance system, including the managerial labour and corporate contro} market, is
inefficient, the self-serving managers will have little demand for external auditing
when they hold the shares of the company. They are therefore less likely to hire a
Big Eight auditor and will pay lower audit fees.

The test resuits of the control variables are roughly consistent with onr
predictions. Audit fees are positively correlated with client size (LNASSET), the
number of subsidiaries (SUB_SQT), leverage ratio (LEV), whether the client re-
ceives a qualified opinion (OPIN), and whether the auditor belongs to the Big Eight
(BIG8); whereas, audit fees are not significantly correfated with the following



Table 6 Results of OLS Regression for Audit Fees

Expected sign ¢)) (2)

Coefficient T Value Coefficient T Value

ID_STA - -~{), 034 %% «2.045

ID_GI e -0,100%** 4,208
ID_ 5 - -0.017 -(.981
TOFP! ? 0 0.311 0.001 1.078
TOPIC_SQ ? Qk® 2.960 (Pt sk 3.1206
TorPIC_CB 0 -1.433
FORLG + (0.026 (.791 (0.021 0.643
MNGSH — —0.061%* -2.449 —(.060** -2.432
HERF2_5 + 0.005 1.451 0.006% 1.691
LNASSET + 0.242 %= 24.059 0,230 %k 23.841
SUB_SQOT + O.070%*% 11.858 0,071 %** 12.096
LEV + (.00 %% 3.253 0.090%** 3.201
MROA 0.135*% 1.650 0.128 1.576
INVREC ? -(),082 -1.601 -0,088* -1,728
OPIN + 0,053 %% 2.214 0.055%* 2.282
LOSS + 0.020 0.820 0.023 (.940
ISSU_NX - -0.010 -0.170 -0.013 -0.231
ISSU_PRE + 0.009 0.10% 0.018 0.215
PO + 0.037 1.297 0.033 1.155
BIGS + 0,170k 8.198 0.168**=* 8.049
PROV + 0.021 1.250 0.020 1.185
FIXED control conirol

{Constant) T 3TRHA* 36,988 7.581 %% 36.415
ad_R? 0.365 (1368

F 41.541 40.240

sig 0.000 0.000

N 2828 2828

Notes: #**_ **_ and * represent significance at the 1 per cent, 5 per cent, and 10 per cent
levels, respectively (two-tailed test). N is the number of observations,

Dependent variabies: LNFEE, which is the natural logarithm of total audit fees; ID_STA
takes the value of 1 when the largest shareholder is a state-owned enterprise, and 0 otherwise;
ID_Glakes the value of 1 when the fargest shareholder is a non-proht state-owned enterprise,
and O otherwise; ID_S takes the value of 1 when the largest shareholder is a for-profit state-
owned enterprise, and 0 otherwise; TOPICEN, TOP1_SQ, and TOPJ_CFB are the proportion
of shares held by the largest shareholder adiusted according to the mean value of the sample,
its square, and its cube, respectively; FORLG takes the value of 1 when there is a foreign
institutional shareholder, and 0 otherwise; MNGSH takes the value of 1 if there is management
ownership, and 0 otherwise; HERF2_5 refers to the natural jogarithm of the sum of squares
of proportions of shares held by the second to fifth largest sharehelders; LNASSET: the
natural logarithm of total assets as at the end of the year; SUB_SQOT: the square root of the
number of subsidiaries; LEV: fotal Habilities divided by total agsets as at the end of the year;
MROA: major operating earnings divided by assets as at the end of the year; INVREC: the
sum of inventory and receivables divided by total assets; OPIN takes the value of 1 if an
auditee receives a qualified apinion in the current year, and 0 otherwise; LOSS takes the
value of 1 if the firm incurs a net loss in the curvent year, and O otherwise; IPO, ISSU_NX,
and ISSU_PRE take the value of 1 if a firm conduets an initial public offering in the cumrent
year, a seasoned equity offering in the following year, and a seasoned equity offering during
the second half of the current year, respectively, and 0 otherwise; PROV takes the value of
1 if an auditee is domiciled in the developed districts, such as Beijing, Shanghai, Shenzhen,
and Guangdong province, and 0 otherwise; FIXED: contro} for year and industry factors;
Constant: intercept.
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control variables: the core return on assets of the client; proportion of inventory and
accounts receivable in assets (INVREC); and whether the client is located in devel-
oped districts (PROV), incurs a loss in the current year (LOSS), issues securities in
the following year (ISS5U/_NX), issues securities in the current year (ISSU_PRF),
and launches an IPO in the current year (IPQO).

4.3.2 Further Analysis

4.3.2.1 Relationship between the Proportion of Shares Held by the
Largest Shareholder and Audit Fees

Figure 2 shows the graphical one-way analysis and plots of the association between
the proportion of shares held by the largest shareholder and audit fees.

From Figure 2, we find that there is a quadratic corve relationship, which goes
down initially and rises afterwards, between the proportion of shares held by the
largest shareholder and audit fees. When the proportion of shares held by the largest
shareholder increases, the audit fees hegin to drop dramatically and reach a trough
at the 40 per cent shareholding Ievel. When the proportion of shares held by the
largest shareholder exceeds 40 per cent, the curve moves up. As a result, we find
that audit fees have a significant U-shaped relationship with the proporgion of
shares held by the largest shareholder.

To further test the effect of ownership concentration on audit fees, we d1v1de the
sample into two sub-samples at the cut-off point of 40 per cent. The results for the
sub-sample with ownership concentration of less than 40 per cent show a signifi-
cantly negative correlation between ownership concentration and audit fees.
Meanwhile, the results for the sub-sample with ownership concentration of more
than 40 per cent show a significantly positive correlation between ownership con-
cenfration and audit fees. The regression results of the two sub-samples validate our
prediction in H2-2, which hypothesises that there will be an interval effect between
ownership concentration and audit fees.

4,3.2.2 Self-Selection of Audit Fees

Following Wu (2003) and Chaney er al. (2004), we use a two-stage regression to
control for the self-selection problem of audit fees. We use the logistic model to

Figure 2 Relationship between the proportion of shares held by the largest shareholder and
audit fees
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estimate the probability of clients selecting Big Eight auditors, and then we add the
variable to the linear regression model of audit fees.

Table 7 lists the estimation results of audit fees after controlling for the problem
of self-selection. The results of most variables shown in Table 7 are the same as
those in Table 6, except that in the first column, the coefficient of MATCH _BS§ is
positive and statistically significant, meaning that the companies select Big Eight
auditors as expected and pay a significant premium tor audit services {the preminm
reaches 21.9 per cent). The coefficient of UNDER_BS is positive and statisticaily
significant at the 1 per cent level, which suggests that the firmns which are expected
not to but do select Big Eight auditors also pay a significant premium for audit
services {the premium reaches 17 per cent). For the firms who are expected to but
do not select Big Eight anditors, the audit fees paid are slightly less than the average
but uot significant, indicating that audit fees are not the main reason for the firm not
to hire a Big Eight aunditor.

In the second and the third columns, the coefficient of IMR_BS§ is not significant,
which suggests that the self-selection problem has no significant effect on audit
fees. In the third column, the coefficients of ID_GI and ID_S are insignificantly
negative and positive, respectively. This means that the strong bargaining power of
the state-owned companies in deciding on audit fees is limited by the high-quality
auditor.'?

Table 7 Regression Results of Audit Fees after Controiling for the Problem of Self-Selection

All BIGE =0 BIGE =1

Coefficient T Value  Coefficient T Value Coefficient T Value

ID_GI -0.089%**  -3845  -0.102**¥*  -3555  0.140 -1.371
ID_% ~0,004 -(.253 -0.017 ~0.917 0.032 0.611
TOP! 0 —-0.096 0 0.411 0.001 0.370
TOPIC_SQ (ke 3.027 (FE* 2.696 Or* 2.167
HERF2_5 0.005 1.594 0.005 1.260 0.025%* 2.246
FORLG 0.024 0.715 -0.009 -0.221 0.017 0.196
MNGSH ~0.061%* 2452  —0.060+* ~1.984  -0.091 ~).827
LNASSET 0.238%=% 23342 0.250%*% 106,147 0. 1g5%* 3.884
SUB_SQT 0.072%%% 12268 0.0g5%** 5.670 0.108%*%% 6.101
LEV (0.093 %% 3.310 0.085%** 2.733 0.019 0.204
MROA 0.130 1.597 0.0066 0.680 0.197 1.127
INVREC -0.086%* —1.681 -0.093* —-1.687  -0.014 ~0,103
OPIN 0.054%* 2.275 0.063%* 2.508 -0.051 —{.656

W We appreciate the advice of the reviewer that for the sub-sample of Big Eight clients, the
coefficient of JD_GIF is insignificant because the bargaining power of non-profit SOEs is
limited by the internationai Big Four auditors rather than by the domestic Big Three
auditors. Excluding the firms audited by the international Big Four auditors, we find that the
coefficient of ID_GJ is insignificantly negative.
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Table 7 Continued

All BIGE =0 BIGE =1

Coefficient T Value Coefficient T Value Coefficient T Value

LOSS 0.022 0.918 0.003 0.102 0.197** 2.040
ISSU_NX ~0.013 -0.235  -0.006 ~(1.101 -~0.093 ~-0.582
ISSU_PRE 0.021 0.240 -0.015 ~{.162 0.277 0.924
PO 0.037 1.302 0.041 1.331 0.035 0.425
FPROV 0.020 1.130 0.032 0.675 0.103 0.815

FIXED control control control
MATCH_B8 (.]198*** 4,443 )
UNDER _BS§ (h157+%* 7.048

OVER _BS ~(2.049 -0.826

IMR_B& 0.008 0779 —-0.008 -~(.316
(Constant} 7.649%F% 36675 7.338%*%  18.655 B.7BE*** 7.498
ad_R? 0.367 0.318 0.421

f 39.172 29.058 7.523

sig 0.000 - 0.000 0.000

N 2828 - 2468 360

Notes: **¥ *% and * represent significance at the 1 per cent, 5 per cent, and 10 per cent
levels, respectively (two-tailed test). N is the number of observations.

Dependent variables: LNFEE: the natural logarithm of total andit fees; ID_STA takes the
value of 1 when the largest shareholder is a state-owned enterprise, and (0 otherwise; [D_GI
takes the value of 1 when the fargest shareholder is 2 non-profit state-owned enterprise, and
0 otherwise; ID_S takes the value of 1 when the largest shareholder is a for-profit state-
owned enterprise, and ( otherwise; TOPICEN, TOP!_SQ, and TOPI CRB are the proportion
of shares held by the largest shareholder adjusted by the mean value of the sample, its square,
and its cube, respectively; AERF2_5: the natural logarithnt of the sum of squares of the
preportions of shares held by the second to fifth largest shareholders; FORLG takes the
value of 1 when there is a foreign institutional shareholder, and O otherwise; MNGSH takes
the value of 1 if there exists management ownership, and 0 otherwise; LNASSET: the natural
logarithm of total assets as at the end of the year; SUB_SQOT: the square root of the number
of subsidiaries; LEV: total liabilities divided by total assets as at the end of the year; MROA:
major operating earnings divided by assets as at the end of the year; INVREC: the sum of
inventory and receivables divided by total assets as at the end of the year; OPIN takes the
value of 1 if an anditee receives a qualified opinion in the current year, and 0 otherwise;
LOSS takes the vaiue of 1 if the firm incurs a net loss in the current year, and 0 otherwise;
IPO, ISSU_NX, and ISSU_PRE take the value of 1 if the firm launches an initial public
offering in the current year, a seasoned equity offering in the following year, and a seasoned
equity offering during the second half of the current year, respectively, and 0 otherwise;
PROV takes the value of I if an auditee is domiciled in the developed districts, such as
Beijing, Shanghai, Shenzhen, and Guangdong province, and 0 otherwise; FIXED: conirol
for year and industry factors; MATCH _B& takes the value of 1 when a firm is expected to
and does hire a Big Eight auditor, and  otherwise; I/NDER_BS takes the value of 1 when a
firm is expected not to but does hire a Big Eight anditor, and 0 otherwise; OVER _B& takes
the value of | when a firm is expected 1o but does not hire & Big Eight auditor, and 0 otherwise;
IMR_B8: the inverse Mills” ratio of anditor choice for the Big Eight, to measure the impact
of the self-selection for the Big Eight on audit tees; Consrant: intercept.
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In conclusion, our results suppoti the hypotheses H1-2 and H2-2. Compared with
the privately owned companties, state-owned companies, especially non-profit
state-owned companies, pay smaller audit fees. The relationship between the pro-
portion of shares held by the largest shareholder and audit fees is non-linear and
shows a U shape.

4.4 SENSITIVITY TESTS

4.4.1 Substitutive Interpretation for Audit Risks

A substitative interpretation based on audit risks may be used to explain the empiri-
cal results that state-owned companies are less likely to select Big Eight anditors. If
the Big Eight auditors are not willing to provide audit services for the state-owned
companies because of the higher audit risks, the auditors should charge a higher
premium on the audit fees to compensate for the higher audit risks. But the results
in Table 6 show that the state-owned companies pay lower audit fees, and this re-
jects the substitutive interpretation for audit risks.

Similarly, the empirical results iu Table 6 may be due to the lower audit risks of
state-owned companies. But the descriptive statistics in Table 2 show that the firm
risks of state-owned compaunies are not lower than those of non-state-owned com-
panies regardiess of whether the risks are firm-specific like finaucial leverage
(LEV) and earnings power (MROA) or systematic (BETA). If the audit risks of state-
owned companies are really lower than those of non-state-owned companies, we
suppose that it may be due to the lower politica! risks of state-owned companies.
And this is consisient with our presumption that the state-owned companies are
more powerful in the negotiation of audit fees.

4.4.2 Other Sensitivity Tests

In order to verify the reliability of our results, we proceed to the following sensitiv-
ity tests. First, we test the regression models year by year and divide our sample by
firm size. Considering the significant relaticuship between the firm with foreign
institutional shareholders and the decision to select a Big Eight auditor, we exciude
the 144 observations with foreign iustitutioual shareholders, For the sake of assur-
ing that the largest shareholder is the controlling owner, we eliminate 217
observations, with the proportion of shares held hy the largest shareholder being
less than 20 per cent. We find little difference in our results.

Taking into account the possible market segmentation existing between the inter-
national Big Four aud domestic avditors, we first use the international Big Four
auditors as the proxy for high-quality auditors, and find that the test results of Mod-
els (2) and (3) are similar to those in Tables 5 and 6. Then we exclude the firms
avdited by international Big Four auditors and substitute the domestic Big Three
auditors for high-quality auditors. The regression results remaiu stable,
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V. CONCLUSIONS

Based on the sample of listed companies from 2001 to 2003, and using the Big
Eight auditors whose clients have higher earnings response coefficients as the
proxy for high-quality auditors, we investigate the impact of the arrangements of
corporate control rights on the demand for external audit services. Atter controlling
for related factors, such as client size, financial leverage, earnings power, audit
risks, and securities issuance, we find that the state-owned companies, especially
non-profit state-owned companies, are less likely to hire Big Eight auditors, and
these companies pay lower audit fees. Meanwhile, an interval effect between the
preportion of shares held by the largest shareholder, and auditor choice and audit
fees exists. In particular, the proportion of shares held by the largest shareholder has
an N-shaped relationship with Big Eight auditor choice and a U-shaped relationship
with audit fees.

The research contributes to the understanding of the formation of the Chinese
andit market structure. Our results verify the conjecture of DeFond ef al, (1999) that
the inadequate demand for audit services may be due to the fact that most listed
compantes are state-owned.

In view of the miany institutional factors impeding demand for independent audit’
services, our conclusions should be interpreted in the light of the transitional
economy and highly regnlated capital market in China. It is believed that the de-
mand for external audit services cannot be improved only through adjustment of the
arrangements of corporate control rights. Further improvements in the institutional
environment, such as reforms to the split share structure and the civil compensation
system for audit cases, are also necessary to facilitate the development of indepen-
dent audit services in China.
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