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DOES AUDITOR SIZE CHANGE INVESTORS’
PERCEPTIONS OF AUDIT QUALITY?*

Haiping Zhou? and Changjiang Lu®

ABSTRACT

Based on the return model of value relevance of accounting income, we investigate the
relationship between auditor size and investors’ perceptions of audit quality in China. We
find that larger-sized auditors do not bring about a significant increase in the value relevance
of their clients” accounting income. Under the current institutional environment of China,
auditor size does not change the investors’ perceptions of audit quality; in other words, the
investors do not think that there is any difference in audit quality between large and small
auditors. The results can help the government to formulate industry policies and listed
companies to choose auditors.

Keywords: Auditor Size, Perceived Audit Quality, Value Relevance of Accounting
Income

[. INTRODUCTION

Since it is not easy to measure audit quality directly and compare it between audi-
tors, the investors’ perceived audit quality appears to be more important. Do inves-
tors believe that large auditors can provide audits of higher quality, and thus put
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more trust and reliance on the accounting income of the auditors’ clients? Do inves-
tors think that it is meaningful for listed companies to employ large audit firms?
And do investors agree on the Chinese government’s strong promotion of mergers
between small auditors to form a large audit firm? Doubtless the answers to these
questions have important implications.

Western studies have shown that audit quality is positively related to auditor size.
Investors are aware of this finding and pay more attention to the accounting income
of large auditors’ clients (Teoh and Wong, 1993; Francis et al., 1999; Schipper and
Vincent, 2003; Pittman and Fortin, 2004). However, Chinese academics cannot
reach a consistent conclusion; they find a positive relationship between auditor size
and audit quality using the Jones model (Zhang and Liu, 2002; Qi et al., 2004),
but no relationship between the two when using the audit opinion type to measure
audit quality (Yuan and Li, 2003; Fang et al., 2004). Moreover, research on audit
quality from the investors” perspective has rarely been conducted.

In China, the findings concerning audit quality are sensitive to the research
design as well as the sample period. Therefore, we choose investors’ perceived audit
quality as a new measure for the research. Using the value relevance of accounting
income as a proxy for perceived audit quality, we try to find if auditor size changes
investors’ perceptions of audit quality.

As to the classification of auditors in terms of size in China, previous research
generally ranks them by one particular criterion, such as the number of clients,
revenue, or total assets of clients, and with data for one year only, resulting in high
randomicity. In addition, it is not proper to make a comparison among studies with
different sample periods. On the basis of Zhang and Liu (2002), Yuan and Li (2003),
and Fang et al. (2004), we extend the sample period from one year to three years
and identify the large and small auditors according to their actual statistical
characteristics, thus overcoming the weakness of classification by subjective
judgments.

The empirical results of this research indicate that the value relevance of the
accounting income of large auditors’ clients does not increase significantly. This
shows that Chinese investors do not consider the audit quality of large auditors to
be higher than that of other audit firms, suggesting that investors’ perceived audit
quality will not be changed by auditor size. We also conduct some robustness tests,
including comparing the Big Four firms with the non-Big Four firms, excluding ST
or PT firms, and comparing the large auditors with the small auditors. In addition,
we re-rank the auditors in the model by different criteria and repeat the robustness
tests, the results of which do not change our conclusion.

The paper is organised as follows. The next section summarises the related lit-
erature and puts forward the research question. Sections Il1 and 1V discuss the
research design and sample selection. Sections V and VI present our empirical
results. The last section concludes the paper.
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II. LITERATURE REVIEW AND RESEARCH QUESTION

2.1. Literature Review

There are two ways to examine the relationship between auditor size and audit
quality. The first one is to investigate whether the actual audit quality of large audi-
tors is higher than that of small auditors; the second is to test whether the investors’
perceptions of audit quality change with auditor size.

DeAngelo (1981) defines audit quality as the joint probability that a given auditor
will both discover a breach in the client’s accounting system and report the breach.
She points out that for those auditors who have higher numbers of clients (referred
to as “large auditors” below), the revenue from a particular client is not significant
enough to impact the independence of the auditor or induce the auditor not to report
adiscovered breach. More importantly, the total quasi-rents from all the other clients
can, like collateral of a loan, prevent auditors from taking opportunistic behaviour,
and guarantee the high quality of large auditors. The conclusion is thus that audit
quality is dependent of auditor size.

Other research adopting different methods also supports this finding. Using a
large sample of NASDAQ firms over the period from 1975 to 1994, Francis et al.
(1999) show that although firms audited by the Big Six have higher levels of total
accruals, they also have lower amounts of estimated discretionary accruals. Hence,
they conclude that the Big Six can restrain earnings management of their clients
and increase the reliability of their clients’ accounting information. The results of
Chung et al. (2005) are consistent with theirs. In addition, Pittman and Fortin (2004)
find that the Big Six can help those firms that are newly listed and less known
to the public to reduce their cost of debt because the high audit quality of Big
Six firms can enhance the credibility of financial statements and reduce the debt-
monitoring costs of the lenders.

Using the investors’ perspective, Teoh and Wong (1993) indicate that the earnings
response coefficients of Big Eight clients are higher than that of non-Big Eight
clients. This implies that the market treats accounting information audited by the
Big Eight to be more credible; in other words, the investors regard the Big Eight
as high-quality audit service providers. Therefore, Western academics have drawn
a consistent conclusion that audit quality is positively related to auditor size, and
the investors are aware of this and take action accordingly.

In fact, there is an obvious difference between the two approaches to research
on audit quality; one focuses on actual quality while the other focuses on perceived
quality. Dopuch et al. (2003) emphasise that “independence in appearance” is much
more important than “independence in fact”. Ghosh and Moon (2005) also believe
that the perceived audit quality is more important when they try to test the relation-
ship between audit tenure and perceptions of audit quality. They argue that the
value of auditing services depends on perceived quality because the actual quality
cannot be measured directly.

In China, academics often pay more attention to actual audit quality than to the
perceived quality. In addition, existing literature does not provide consistent conclu-
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sions on the relationship between actual audit quality and auditor size due to dif-
ferent research designs and periods.

Using the utility function to clarify the relation between audit quality and auditor
size, Wu et al. (2005) suggest that audit quality can benefit from a larger auditor
size only when the firm has proper internal controls and there exists a healthy
auditing market. Zhang and Liu (2002) conduct their research based on listed firms
that were given non-standard audit opinions in 1998, and find that large auditors
are more competent at identifying earnings management and express more severe
opinions. Qi (2004) calculates the discretionary accruals of listed firms for 2002,
and finds that the audit quality of the Big Four is higher than that of local auditors.*
On the other hand, Yuan and Li (2003) analyse the relation between an audit opinion
and the organisational structure, ownership, and size of an auditor, and find that
audit quality is independent of auditor size. Fang et al. (2004) and Cai et al. (2005)
carry out research on the factors of audit opinion type, and find no evidence to
support the hypothesis that large auditors provide audits of higher quality. Wang
and Chen (2006) use conservatism, timeliness, and earnings aggressiveness as the
proxies for transparency of accounting income and try to find if there exist differ-
ences in audit quality among auditors of different types. Their results suggest that
the transparency of firms audited by the Big Four is significantly greater than that
of other firms, but no variance between local auditors is found.

In respect of perceived audit quality, Zhang (2005) measures the reputation of
an auditor by the correlation between their clients’” market value and returns on
assets, and test the relation between the auditor type and perceived audit quality
for the first time in a highly regulated buyers’ market. As a result, he also finds a
deviation between audit quality and auditor size in China; however, his research
focuses on the reputation of auditors, and it also covers some other areas, such as
whether the pricing of various types of auditors is different. Since we will focus
on the relation of perceived audit quality to auditor size, our research can comple-
ment Zhang’s.

From an overview of the above research, we can find that the sample periods are
usually limited to one year only, and the criteria for the large auditor classification
are not clearly described. Some research just uses the top 10 auditors in China
ranked by certain newspapers, thus reducing the reliability and comparability of
the results. We try to extend the research by making some improvements.

2.2. Research Question
This paper tries to answer the following question: Does auditor size change the
investors’ perceptions of audit quality? In other words, do investors think that the

* The literature using discretionary accruals to measure audit quality also include Cai et al.
(2005), Wu et al. (2006), and so on. Most of them conjecture that large auditors can provide
higher audit quality.
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audit quality of a large auditor is higher than that of other audit firms? We choose
this topic for two reasons.

First, researchers in China have reached different conclusions about the relation-
ship between audit quality and auditor size due to differences in research design.
Using the Jones model to calculate the amount of discretionary accruals, most
studies find that large auditors provide higher audit quality (Zhang and Liu, 2002;
Qi et al., 2004). However, if the type of audit opinions is used as the measuring
criterion, auditor size and audit quality will be found to have no relation (‘Yuan and
Li, 2003; Fang et al., 2004). Therefore, it is obvious that research on audit quality
in China is sensitive to the design and sample period. We think that no ultimate
answers can be found to the question on audit quality even if we employ a new
research method.

Second, there is relatively little research on investors’ perceptions of audit quality
in China, even though it is a very important factor in audit quality, sometimes even
more important than the actual audit quality (Dopuch et al., 2003; Ghosh and Moon,
2005). In particular, when it is impossible to ascertain the actual audit quality, the
perceived audit quality reflects the market’s perspective on auditors of different
sizes, which can greatly help listed companies to maximise shareholder value and
the China Securities Regulatory Commission (CSRC) to protect the interests of
investors.

Zhang (2005) attributes the deviation between auditor size and audit quality to
the lack of demand for high audit quality and the lack of severe punishment for low
audit quality. Previous research also makes similar findings. Chen and Zheng (2001)
and Deng et al. (2002) find that in China, the demand for an audit is generated by
the government through compulsory regulations rather than by the investors. Wang
et al. (2003) suggest that due to the existence of internal controls by large share-
holders, the unclear ownership of property rights, and the split share structure,
Chinese audit firms generally lack motivation to provide high-quality services.

We carry out our research on the relationship between audit quality and auditor
size mainly because of the special institutional background in China. Many research-
ers argue that in a mature market, large auditors, especially the Big Four, can
provide higher audit quality with their advantages in technology, professionalism,
reputation, and legal risks. However, can these advantages also help to increase
audit quality in China?

The Chinese auditing market is far from fully competitive, as judged by the
conditions discussed by DeAngelo (1981). Large local auditors used to monopolise
the market because of some historical and administrative reasons. The Big Four
collaborated with large local auditors to enter into the Chinese market, and were
endowed with monopolised resources by the government. In 2001, the CSRC and
the Ministry of Finance required that banks, securities houses, and insurance com-
panies be doubly audited by a local auditor as well as an international auditor. The
Big Four were officially issued a temporary one-year licence. In the same year, the
CSRC required that an A-share listed company should employ a famous international
auditor to conduct a supplementary audit when launching an initial public offering
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or refinancing. Since then, the shares of the Big Four in the market of important
local firms have been increasing. On the one hand, the numbers of clients of the
Big Four and large auditors are driven by administrative forces rather than by the
market; on the other hand, their shares in the Chinese audit market are still far
from those in the mature market. It is thus difficult to establish the required inde-
pendence described by DeAngelo (1981). Besides, even Big Four firms were involved
in some scandals in the Chinese capital market. For example, PWC was criticised
by the Ministry of Finance; KPMG and DTT were found to be involved in the
Jinzhougang incident and Kelong incident, respectively. Moreover, although the
investors may sue auditors for their misconduct, the actual probability of suing is
quite low due to the high costs but low gains. As the legal risks in China are low,
the audit quality of Big Four firms decreases because of localisation (Liu and Xu,
2002). After conducting a survey on the audit failure disclosed by the CSRC, Li
and Deng (2007) also find a negative relation between auditor size and audit quality.
Lastly, from the perspective of demand and supply of audit services, a study team
doing research on CPAs’ practising environment indicates that when companies
decide on an auditor, they will not measure audit quality in terms of the auditor
size. Above all, the special institutional background in China is likely to result in
the deviation between audit quality and auditor size.

However, we also note that through mergers and affiliations in 2002, some large
auditors have been established with good potential for development. In 2001, the
new Accounting Systems and Accounting Principles were issued; these new regula-
tions provide listed companies and auditors with the standards for improving the
quality of accounting income. In order to protect the investors, the CSRC continues
to stipulate requirements for the disclosure of accounting information. The “Regula-
tion on Civil Indemnity Cases Resulting from False Statements in the Capital
Market” was promulgated on 9 January 2003 by the Supreme Court of the People’s
Republic of China. All these positive changes should be, in theory, adequate enough
to urge large auditors to provide higher audit quality in order to protect their reputa-
tion and public image. Nevertheless, whether the investors consider these changes
to have an impact on auditors or not will remain to be tested by the market.

[ll. RESEARCH DESIGH

3.1. Proxy for Auditor Size

Western academics use a uniform standard for large auditors, namely the Big Four.
In China, however, no authoritative standards have been established to classify large
auditors. Previous research employs different criteria, such as an auditor’s revenue
(Cai, 2005), the number of clients (Zhang and Liu, 2002; Yuan and Li, 2003; Fang
et al., 2004), and clients’ total assets (Wu, 2006). We also find that in those studies,
auditors are often ranked and the hypotheses are tested using data for one year only.
Inevitably, there exists the concern about the existence of selective distortion of the
sample and the occasionality of time. In addition, it is not easy to make comparisons
between the studies.
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In view of the above, we use the data for the three years from 2001 to 2003 to
classify large auditors in China. Following DeAngelo (1981), we choose the number
of clients as our criterion for ranking, and such data are taken from the CSMAR
Database (Ver. 2005). This database provides information on all A-share listed
companies and their auditors, thus helping us to obtain the number of clients for
each auditor for the three years. We also calculate the average number of clients
for each auditor for the three years. The distributions of these data are shown in
Table 1.

Table 1 Descriptive Statistics for Auditors’ Number of Clients

N Mean Median Min. 20% 40% 60% 80% Max. Std. Dev.

2001 74 15.05 125 1 6 11 15 23 50 10.83
2002 75 1596 14 1 7 12 16.6 238 52 11.14
2003 77 16.39 15 1 7 122 17 246 65 12.04
Avg. 78 1528 14 0 5.8 11 15 23.2 56 11.46

We believe that audit quality should be stable throughout the sample period, so
the investors’ perceptions of audit quality will not be likely to change unless financial
scandals are reported. Hence, we rank the auditors based on their average number
of clients for the three years to identify the large auditors. Figure 1 presents the
frequency distribution of the average number of clients (referring to the listed
companies only).

Figure 1 Frequency Distribution of the Average Number of Clients
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From 2001 to 2003, the mean number of clients is 15; the minimum is O (one
auditor has only one client in a year, so the average number of clients for the three
years is zero), and the maximum is 56, showing a huge variance. Most auditors
have an average number of clients of less than 24. We can find from the detailed
data that there is a clear gap from 24 to 26, so those auditors with the average
number of clients for the three years higher than 26 are defined as large auditors,
as listed in Table 2. According to Table 1, these large auditors are higher than the
80™ percentile, meaning that their annual number of clients is within the top 20 per
cent.

Zhang and Liu (2002) and Fang et al. (2004) use the same method to classify
auditors, but they all set the cut-off point at 20. Yuan and Li (2003) do not disclose
their standard. We can see from Figure 1 that quite a large number of auditors have
their average number of clients at around 20. If we set the cut-off point at 20, another
nine auditors will fall into the category of large auditors, and it is hard to explain
why those auditors with the average number of clients at 19 cannot be classified as
“large auditors”. The number of 26 is chosen finally because it can demonstrate
“the largeness” of these large auditors. We also use such other standards as the
median and the 80" percentile to classify large auditors to conduct the robustness
tests, and find that the conclusion still holds.

In Table 2, there are 14 auditors with the average number of clients for the three

Table 2 Large Auditors in China from 2001 to 2003

Number of Clients

2001 2002 2003 Average
Shulun Pan CPAs 50 52 65 56
Shenzhen Pengcheng CPAs 42 46 49 46
Zhejiang Pan-China CPAs 39 42 47 43
Ernst & Young Da Hua CPAs 44 38 33 38
Daxin CPAs 35 34 36 35
PricewaterhouseCoopers CPAs 19 40 38 32
Wu Zhou CPAs 30 33 32 32
Beijing Jingdu CPAs 34 31 27 31
Shanghai CPAs 29 28 32 30
Wu Lian United CPAs 29 28 29 29
Shenzhen Dahua Tiancheng CPAs 28 27 29 28
Sichuan Jun He CPAs 29 27 27 28
Yue Hua CPAs 28 26 28 27
Hunan Carea CPAsS 26 26 27 26
Total 462 478 499 480
No. of listed companies disclosing 1137 1198 1262 1199

information on their auditors
Percentage of companies audited by large

. 40.63% 39.90% 39.54% 40.00%
auditors
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years higher than 26. Their total number of clients is about 470 annually, account-
ing for 40 per cent of all listed companies, and shows a steady increasing trend.
Therefore, they are really the large auditors in China.

3.2. Proxy for Audit Quality

Academics in China used to employ the Jones model or the types of audit opinion
to measure audit quality, and they usually come to different conclusions: audit
quality is positively related to auditor size by the former method, but not related by
the latter method. The conclusions are not consistent because the relationship between
audit quality and auditor size is sensitive to the research design and sample period.
So we turn to use perceived audit quality to conduct the research from a new angle.
Different from using firm value to regress on returns of assets as described in Zhang
(2005), we choose a mature model that is often used overseas, namely the value
relevance of accounting income.

The value relevance of accounting income is the regression on a firm’s accounting
information using market returns of the firm. After analysing and comparing the
four explanations of value relevance, Francis and Schipper (1999) argue that the
result indicates the power of accounting income to explain market returns, thus
demonstrating whether the accounting information is helpful to decision making.
In other words, higher value relevance means that investors consider the accounting
information to be more credible, and they will rely more on it to make decisions.
Therefore, value relevance reflects how investors evaluate the quality of accounting
information.

In the case of auditing, if investors believe that a given auditor provides higher
audit quality than others, they will put more trust in the annual reports of the
auditor’s clients, whose stock prices will contain more accounting information.
Higher perceived audit quality of the auditor can thus result in more value relevance
of its clients’ accounting income. Many Western academics have used the value
relevance of accounting income as the proxy for audit quality, including Teoh and
Wong (1993), Schipper and Vincent (2003), and Ghosh and Moon (2005); Gul
et al. (2002) even use it to measure the actual audit quality.

3.3. Research Model

We use a return model for the value relevance of accounting income taking into
account both earnings changes and earnings levels. We include transitory and per-
manent components of earnings in the regression because this can increase the
explanatory power of the model (Ghosh and Moon, 2005). The model is as
follows:

RET = a+ B Ei+ B, AEi+ Bs - Dit - Eie + Bo - Dyt - AEji + Bs - Dig + &, (1)

where RET, is the return for firm i in year t with a calculation period comprising
the last eight months of the current and first four months of the following year, and
the calculation formula is “IT (1 + Rj) — 1", where Rj represents the monthly raw
returns for the j™ month during the said period with cash dividends reinvested; E;
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is the earnings per share for firm i in year t, calculated as “net income / stock
capital”, and divided by the closing stock price on 30 April of the year; AE;, is the
change in earnings per share for firm i in year t, calculated as “ANI / stock capital”,
and divided by the closing stock price on 30 April of the year; D; is adummy coded
as 1 when the auditor of firm i in year t is one of the large auditors classified in
this paper, and 0 otherwise.

Since the Chinese capital market is still under development, stock prices are
exposed to influences of the whole market, the economic environment, and other
forces. Therefore, we refer to Francis and Schipper (1999) and Ghosh and Moon
(2005) and use market-adjusted returns (MARET,,) as another dependent variable
in the model, which is the difference between raw returns and market value-weighted
returns of the year (with cash dividends reinvested).

IV. DATA SOURCE

4.1. Sample Selection

The data are sourced from the CSMAR Database (Ver. 2005). Since this database
does not provide information about auditors of B-share listed companies, the sample
is composed of only A-share listed companies from the years 2001 to 2003. The
selection process is described in Table 3.

Table 3 Selection Process

2001 2002 2003 01-03

No. of firms disclosing their auditors 1137 1198 1262 3597
Less:

No. of firms audited by Andersen® 23 1 0 24

No. of financial firms 7 8 10 25

No. of firms also issuing B shares 66 73 74 213

No. of firms also issuing H shares 15 23 23 61

No. of firms with data missing 134 109 114 357

Outliers® 49 54 56 159
Final sample size 843 930 985 2758

> Arthur Andersen Hua Qiang CPAs audited 23 A-share listed companies in 2001 but was
merged with other audit firms in 2002 due to the Enron incident. It is quite hard to decide
whether or not the CPA firm belongs to the category of large auditors because it basically
does not exist after 2002. We thus exclude the 23 clients audited by Andersen in 2001 and
the one client audited by them in 2002.

® We eliminate the top and bottom 1 per cent of observations for E, AE, and RET in the
model.
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Finally, we obtain a sample of 2,758 firm-year observations.

4.2. Descriptive Statistics

Table 4 presents the descriptive statistics of the continuous variables in the model.
During the sample period, the mean and median of raw returns for A-share listed
companies are —16.26 per cent and —19.75 per cent, respectively, and those of MARET
are —2.8 per cent and —4.87 per cent, respectively. The quartile shows both types
of returns are left-skewed, meaning that returns of most companies are negative.
This is consistent with the trend in the Chinese A-share market from 2001 to 2003.
In addition, the mean and median of earnings levels (E) are 0.0094 and 0.0120,
respectively, and those of earnings changes (AE) are —0.0021 and —0.0005, respec-
tively. This tells us that generally, the profits of listed companies show a decreasing
trend during the three years.

Table 4 Descriptive Statistics

N Mean Min. 25% Median  75% Max. Std. Dev.

RET 2758 -0.1626 -0.5980 -0.2887 -0.1975 -0.0731 0.6470 0.19
MARET 2758 -0.0280 -0.5341 -0.1477 -0.0487 0.0596 0.6900 0.18
E 2758  0.0094 -0.2434 0.0041 0.0120 0.0216 0.0893 0.03
AE 2758 -0.0021 -0.1849 -0.0064 -0.0005 0.0036 0.1747 0.03

4.3. Correlations
The Pearson correlations for the continuous variables are presented in Table 5.

Table 5 Pearson Correlation Matrix

RET MARET E AE
RET 1.000
MARET 0.924*** 1.000
E 0.356*** 0.335*** 1.000
AE 0.264*** 0.234*** 0.613*** 1.000

Both raw returns and market-adjusted returns are positively correlated with earn-
ings levels (E) and earnings changes (AE). The correlation coefficients between
earnings levels and the two returns are both around 0.35, while those between
earnings changes and the two returns are around 0.25. This illustrates that earnings
levels are more correlated with stock returns, and are reflected more in the stock
prices than earnings changes. In addition, positive correlations also exist between
the two returns and between earnings levels and earnings changes.
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V. EMPIRICAL RESULTS

5.1. Value Relevance of Accounting Income

Before conducting the empirical research, we first test if the accounting information
in China is value relevant during the research period. The results are shown in Table
6.

Table 6 Value Relevance of Accounting Income from 2001 to 2003

Full Sample Audited by Large Auditors Audited by Other Auditors

A —0.181%%*  —0.182%%* ~0.180%**
E(B) 2.065%+* 1.862%** 2.195%**
AE(B) 0.533% 0.661%* 0.446%*
F-statistic ~ 206.108*** 64.021 %%+ 142.141%**
Adj. R? 0.130 0.102 0.146

N 2758 1106 1652

Notes: The dependent variable is raw returns. *, **, and *** denote statistical significance
at the 10 per cent, 5 per cent, and 1 per cent levels, respectively, for a two-tailed test. The
same denotations apply in the following tables.

Consistent with Chen et al. (2001), we do find the existence of value relevance
in the Chinese capital market. Furthermore, even if we divide the full sample into
one sub-sample audited by large auditors and another audited by the other audit
firms, the coefficients of earnings levels and earnings changes in both regressions
are significantly positive. Thus, the use of value relevance of accounting information
in this research is supported. We also find that the magnitude and significance of
the coefficients for these two sub-samples are very much the same, suggesting that
to some extent, investors in China do not differentiate between large and other
auditors.

5.2. Relationship between Perceived Audit Quality and Auditor
Size

Based on the value relevance of accounting income, we try to find the relationship
between investors’ perceived audit quality and auditor size in China. If the investors
believe that large auditors can provide higher quality, the two coefficients before
the interaction terms between the dummy and earnings levels/changes (83; and f3,)
in model (1) should be significantly different from zero.

Table 7 presents the empirical results. Raw returns and the market-adjusted returns
are the dependent variables in Panels A and B, respectively. Each panel also lists
the regression results for the full sample and those for each year.

As shown by the regression results for the full sample in Panel A, the coefficients
of earnings levels in both regressions are significantly positive and those of earnings
changes are statistically significant, reflecting that stock prices and earnings per
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Table 7 Impact of Auditor Size on Perceived Audit Quality
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Full Sample 2001 2002 2003
Panel A: Raw returns as the dependent variable
o —0.180%** —0.203*** —0.209%** —0.117***
E(By) 2.195%** 0.203 1.812%** 2.806%**
AE(B,) 0.446** 2.370%** 0.285 -0.059
D*E(B,) -0.333 -0.210 0.066 -0.702
D*AE(Bs) 0.214 0.032 0.826 -0.011
D(Bs) -0.002 0.001 0.003 -0.008
F-statistic 82.768*** 16.505*** 22.850*** 39.954***
Adj. R? 0.129 0.084 0.105 0.165
Panel B: Market-adjusted returns as the dependent variable
o —0.046%** 0.023*** —0.069*** —0.064***
E(B) 2.159%** 0.193 1.807*** 2.775%**
AE(B,) 0.199 2.247%** 0.296 -0.051
D*E(B,) -0.470 -0.327 0.042 -0.706
D*AE(,) 0.279 0.208 0.832 0.026
D(Bs) 0.000 0.000 0.003 -0.009
F-statistic 71.333%** 15.042%** 22.701%** 39.002%**
Adj. R? 0.115 0.077 0.105 0.162
N 2758 843 930 985

share are closely related to each other. However, the coefficient before the interac-
tion term between the dummy and earnings levels (8s) is —0.333 in Panel A and
—0.470 in Panel B; the coefficient before the interaction term between the dummy
and earnings changes (f,) is 0.214 in Panel A and 0.279 in Panel B, all without
statistical significance. This suggests that investors do not rely more on the account-
ing information of the companies audited by large auditors; they cannot distinguish
the difference in audit quality between large and other auditors.

Results of regressions by year are consistent with those for the full sample.
Meanwhile, Panel B shows that using market-adjusted returns as the dependent
variable for regressing on the yearly data, we also come to the same conclusion that
B; and B, are not significantly different from zero.

Overall, the regression results for the full sample and those for each year both
suggest that investors do not think that large auditors can provide higher audit
quality than other auditors.

5.3. Controlling Other Variables

Table 7 shows the differences in coefficients between yearly regressions in terms
of the magnitude and sign, despite the fact that the regression results are consistent.
B is negative and f, is positive for 2001; both are positive for 2002 and negative
for 2003. The differences may cause unreliability in the results shown in Table 7.
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Therefore, we add two year variables (YEAR) into model (1). Moreover, the inves-
tors usually take into consideration the operation and accounting features of the
industry when they make their decisions, thus certainly influencing the value relevance
of accounting income. We include industry variables (INDUSTRY) in model (1).
In addition, the value relevance is associated with some other characteristics of
firms and accounting information (Teoh and Wong, 1993; Chen et al., 2001; Ghosh
and Moon, 2005). Therefore, we include the following five control variables and
their respective interactions with earnings levels and earnings changes in model
(1): (i) SIZE is the natural logarithm of total assets, serving as the proxy for firm
size; (i) LEV is the ratio of total debts to total assets, serving as the proxy for firm
risks; (iii) GRTH is the growth rate of sales revenue, serving as the proxy for
firm growth; (iv) PERS is calculated as (earnings before tax—operating profits) /
earnings before tax, serving as the proxy for income persistence, and the higher

Table 8 Impact of Auditor Size on Perceived Audit Quality—With Control Variables

@ 2 (©) 4)
o —0.716%** —0.227%** —0.204%** —0.749%**
E(B) 11.164%** 2.180*** 2.148%** 11.772%**
AE(B,) —7.274 0.294 0.467** -7.898
D*E(B,) -0.260 -0.440 —0.366 -0.344
D*AE(B,) 0.002 0.278 0.223 0.064
D(Bs) 0.004 0.001 -0.002 0.004
SZE*E —1.281%** —1.306%**
SIZE*AE 0.868** 0.932**
LEVE 0.198 0.117
LEV*AE -0.390 -0.415
GRTH*E -0.289 -0.235
GRTH*AE -0.075 -0.090
PERS'E 0.115 0.123
PERS*AE -0.024 -0.020
DNI*E 5.780%** 4.793%**
DNI*AE 1.831%** 1.561%**
SZE 0.050%** 0.051***
LEV -0.013 -0.024
GRTH 0.001 0.001
PERS 0.000 -0.001
DNI 0.026 0.021
OPN -0.009 -0.002
YEAR control control
INDUSTRY control control
F-statistic 43.749%** 99.809*** 49.114%** 41.652%**
Adj. R? 0.246 0.201 0.136 0.286

N 2747 2747 2747 2747
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the value, the less persistence the accounting income has; (v) DNI is a dummy
variable coded as 1 when the earnings level is positive, and 0 otherwise. Based on
the research on value relevance of accounting income in China, Chen et al. (2001)
suggest that a higher level of persistence will lead to higher value relevance, but
there is no evidence to support this suggestion. They also suggest that accounting
information will have more impact on stock prices when the reported income is
positive, and this conclusion is supported in their research. Therefore, we expect
that SI’ZE, GRTH, PERS and DNI will increase the value relevance of accounting
income while LEV will decrease it. Finally, we include OPN to control the impact
of audit opinions on the value relevance of accounting income; OPN takes the value
of 0 when the firm was issued with an unqualified audit opinion for the previous
year.

Of the 2758 observations, some companies do not provide the data required to
calculate the above control variables. The sample has to be reduced by 2, 6, and 3
for 2001, 2002, and 2003, respectively. As a result, we obtain a final sample of 2747
firm-year observations. Table 8 presents the empirical results.

Regardless of what control variables we include in the regression—whether only
YEAR, only INDUSTRY, only other control variables, or all control variables—the
conclusion on auditor size and perceived audit quality still holds. The coefficients
before the interaction term between the dummy and earnings levels (8;) are all
negative (—0.260, —0.440, —0.366, and —0.344, respectively), and those before the
interaction term between the dummy and earnings changes (f3,) are all positive
(0.002, 0.278, 0.223, and 0.064, respectively). But all are statistically insignificant.
This suggests that investors in China do not give more attention to the accounting
information of those firms audited by large auditors; in other words, they do not
think that large auditors can provide higher audit quality. We come to the same
conclusion when we use market-adjusted returns as the dependent variable, so the
results are not reported in this paper.

We can also gain some other valuable information from Table 8. The firm size
significantly increases the value relevance of earnings changes but decreases that
of earnings levels. This conflicting effect is consistent with Teoh and Wong (1993).
Firm risks and growth have no significant impact on the value relevance of account-
ing income, meaning that investors do not take them into account when making
decisions. The previous studies make no definite conclusions about this issue either.
For those two control variables representing accounting income characteristics, we
find that persistence has no increasing effect on the value relevance of accounting
income, but positive earnings can significantly increase the value relevance, con-
sistent with Chen et al. (2001).

5.4. Comparison between Big Four and Non-Big Four Firms
Compared with local large auditors, the Big Four firms have predominance in terms
of revenue, client assets, client revenue, the number of employees, or reputation. It
is therefore essential to conduct thorough research on the relationship between audit
quality and auditor size to check whether investors consider the audit quality of Big
Four firms to be higher than that of other auditors.
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Following Teoh and Wong (1993), we construct a matching sample for this com-
parison test. For each listed company audited by the Big Four (referred to as “the
target firm”), we choose a company audited by an auditor other than the Big Four
in the same year, engaging in the same industry with the firm size within the range
of 90 per cent to 110 per cent of the target firm’s size; if we can find two firms ful-
filling these criteria, the one with its earnings per share more closer to the target
firm’s will be chosen as the matching firm.

The outcome of the matching can be described as follows. The Big Four had 40
clients in 2001. The number of companies audited by the Big Four is relatively
small in our sample because we exclude the companies issuing B shares or H shares
concurrently, which are usually audited by the Big Four. Of the 40 clients, we cannot
find the matching firms for 2 of them, so the sample size for 2001 is 76. There are
48 and 51 target firms for 2002 and 2003, respectively, but we cannot find the
matching firms for 4 and 7 of them, respectively. The sample size is therefore both
88 for these two years. In the end, we obtain a final sample of 252 firm-year obser-
vations. The following model is used for this test:

RET = a+ B - Ei+ B, AEi+ Bs - Dyt - Ei + By - Dit - AEji + Bs - Dig + &, (2)

where the dependent variable is raw returns. The dummy is coded as 1 if firm i is
audited by one of the Big Four firms in year t, and 0 otherwise.

Table 9 presents the empirical results of comparing the Big Four firms with the
Non-Big Four firms. As shown by the column of the full sample, the coefficient
before the interaction term between the dummy and earnings levels () is —1.843,
and that before the interaction term between the dummy and earnings changes (3,)
is 3.138; both are statistically insignificant. The investors do not give more response
to the accounting information of companies audited by the Big Four; they do not
think that there is any clear difference in audit quality between the Big Four and
the Non-Big Four firms. The results of yearly regressions are consistent.

Table 9 Comparison between Big Four and Non-Big Four Firms

Full Sample 2001 2002 2003

a —0.224%%* —0.126%** —0.284%** —0.165%**
E(B) 4.516%** -3.667 6.116%** 4.804%**
AE(B) 1.438 5.201 1.510 0.926
BIG4* E(;) -1.843 1.504 -3.329 —2.358
BIG4* AE(S,) 3.138 -0.822 2.343 7.964
BIG4(Bs) 0.067** -0.039 0.096** 0.102
F-statistic 13.447%%* 1.793 8.216%** 5.992%**
Adj. R? 0.199 0.050 0.293 0.223

N 252 76 88 88
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VI. ROBUSTNESS TESTS

6.1. Excluding Companies with ST or PT

Generally speaking, listed companies that have been specially treated (stock names
marked with ST or PT) are more likely to manage earnings, or even manipulate
earnings, with the motivation to turn losses into profits. Rational investors are aware
of this fact and will not rely on the accounting income of these companies to make
decisions. Thus, the value relevance of accounting income of the sample will be
influenced, and the coefficients in Table 7 will no longer be significant. Therefore,
we exclude the firms that have been specially treated during the research period
from our sample to eliminate this impact. The empirical results (unreported) are
not different from those in Table 7. After excluding these companies, the coefficient
before the interaction term between the dummy and earnings levels (83;) is —0.298,
and that before the interaction term between the dummy and earnings changes (,)
is 0.232 in the regression of the full sample; both are statistically insignificant. The
coefficients of the yearly regressions are also not significantly different from zero.
The results indicate that investors in China do not think that large auditors can
provide higher audit quality.

6.2. Comparison between the Largest and the Smallest Auditors
In order to further investigate the relationship between perceived audit quality and
auditor size, we take out the top 15 and bottom 15 auditors based on the average
number of clients for the three years, and make a comparison between them directly.
Since the number of auditors involved is about 75 for each year, the top 20 per cent
of auditors are deemed to be large auditors in this comparison. During the regres-
sion, we no longer use the full sample, but limit the sample to firms audited by the
top 15 and bottom 15 auditors. The final sample includes 1322 firm-year observa-
tions, of which 420 observations are for 2001, 437 for 2002, and 465 for 2003,
respectively.

We use both the raw returns and market-adjusted returns (MARET) as the depen-
dent variables to run the regressions. The results (unreported) do not alter our
conclusion.

6.3. Using Different Criteria to ldentify Large Auditors

We employ different criteria to redefine the large auditors and test the relationship
between perceived audit quality and auditor size again so as to increase the robust-
ness of the research.

(1) Median of the average number of clients for the three years

First, we use the median of the average number of clients for the three years as the
criterion to identify the large auditors. As shown in Table 1, the median is 14, and
38 auditors satisfy this new definition of large auditors. Their number of clients is
640 for 2001, 703 for 2002, and 724 for 2003, respectively. The regression results
(unreported) show that the coefficients before the interaction terms between the
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dummy and earnings levels/changes are statistically insignificant, meaning that the
results are consistent with the previous results; investors do not think that these
large auditors can provide higher audit quality.

(2) Top 100 auditors by CICPA

We select the top 10 and top 20 auditors from the Top 100 Auditors for 2003
announced by the Chinese Institute of Certified Public Accountants (CICPA) as
large auditors in the model and repeat the robustness test. The CICPA ranks audi-
tors by the auditors” annual operating income, which is different from the ranking
criterion we choose in this paper. Results of the two regressions (unreported) indicate
that the coefficients before the interaction terms between the dummy and earnings
levels/changes remain statistically insignificant even using a different criterion and
a different sample size. In other words, investors do not rely more on the accounting
information audited by these large auditors; they do not believe that there exist any
differences in audit quality between large and other auditors.

VII. CONCLUSION

We investigate the relationship between audit quality and auditor size from the
investors’ perspective, and try to answer the following question: Does the size of
an auditor change the investors’ perceptions of audit quality? The empirical results
show that in China, investors do not rely more on the accounting information audited
by large auditors when they make decisions; investors cannot distinguish any dif-
ference in audit quality between large and other auditors. We also conduct a series
of robustness tests, and the conclusion still holds.

Based on the special institutional background of the auditing industry in China,
we suggest that investors cannot recognise the relationship between audit quality
and auditor size; therefore, it is improper to use auditor size as the proxy for audit
quality. The result is to some extent meaningful for the listed companies and the
government. Thanks to the fact that the economic environment and legal systems
in China are quite different from those in developed countries, investors do not
regard large auditors as better auditors. In view of this, the government should draft
industry policies with the aim of creating a fair competitive environment for all
auditors without any discrimination. Meanwhile, the management and regulation
of the auditing industry should focus on improving audit quality instead of simply
establishing large auditors through mergers. On the other hand, to win recognition
from investors, listed companies should build their reputation in the market through
enhancing their core competence, delivering better performance, and demonstrating
great potential for development rather than by employing large auditors.
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