
 1

2008 6  10  2

C h i n a  A c c o u n t i n g  a n d  F i n a n c e  R e v i e w

Volume 10, Number 2, June 2008

1

2 3 4

1998 2002 299 A

1

>5

≤ 5 2

>5 ≤5

3

>5

≤ 5 4

1 70672101
07BJY027 NCET-

04–0591
2007

2 
430072 10-13

430072 027-68753141 Email: lql533@163.com
3 100000

Email: yyy6281@163.com
4 

361005



2   

5

2002 203

1

2003 2004 1

1

2

2004

1

5

2

5 2003 10 31



 3

2006

2006 2005 Ghosh and Moon, 2005; Myers et al., 2004; Myers 

et al., 2003 Carey and Simnett, 2006; 

Chi and Huang, 2005 2005

1

2

1

>5

≤5 2

>5 ≤5

3

>5

≤5 4

5

1

2



4   

2.1. 

DeAngelo, 1981

, ,

,

,

, ,

, Metcalf 1976

:

, Mautz and Sharaf 1961

Catanach and Walker 1999

,

,

Davis 

et al. (2002) Chi and 

Huang 2005

Carey and Simnett 2006



 5

(Petty and Cuganesan, 1996; Myers et al., 2003)

Dunham, 2002

Berton, 1991; Petty and 

Cuganesan, 1996; Palmrose, 1986, 1991; AICPA, 1992 AICPA 1992

1979 1991 406

3

Myers et al.

2003 Ghosh and Moon 2005

Geiger and Raghunandan 2002

Myers et al. 2003

Myers 

et al. 2004 1997 1 2001 10

2005

2003

2006 2005

2006 2006

2000 2002 1998 2004

2006 U 2006

U



6   

2.2. 

U.S. Senate, 

1976; Mauts and Sharaf, 1961 2006 2006

Petty and Cuganesan, 1996; Myers et al., 2003; 

AICPA, 1978 2005

H

3.1. 

3.1.1. 

Warfi eld et al., 1995; Francis et al., 1999; Davis et al., 

2002; Myers et al., 2003 Myers et al., 2003; 

Ghosh and Moon, 2005; Carey and Simnett, 2006; Blouin et al., 2007

DA  |DA| 

Kellogg, 1984; Kinney and Martin, 1994; Francis and Krishnan, 1999

Kinney and Martin 1994 Trompeter 1994

Kim et al., 2003

2006 2006  |DA| 
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DA+

DA−

Jones

Subramanyam, 1996; Bartov et al., 2001; Kothari et al., 2005

Kothari et al. 2005

Jones

2003

Jones

Jones DAt

DA1 (1) OLS

a1 a2 a3 (2)

(3) DAt

 GAt / At−1 = a1 (1 / A t−1) + a2 (ΔREVt / A t−1) + a3 (PPEt / A t−1) + a4 ROAt + et (1)

NDAt = a1 (1 / A t−1) + a2 (ΔREVt / A t−1) + a3 (PPEt / A t−1) + a4 ROAt (2)

DAt = GAt / A t−1 − NDAt  (3)

GAt = EBXIt − CFOt EBXIt t CFOt t

At−1 t − 1

NDAt t − 1 t

ΔREVt t t − 1

PPEt t

ROAt i t

Jones

DA DA2 (4)

OLS a1 a2 a3 (5)

(6)

DAt

 TAt / At−1 = a1 (1 / A t−1) + a2 (ΔREVt / A t−1) + a3 (PPEt / A t−1) + et (4)

 NDAt = a1 (1 / A t−1) + a2 (ΔREVt / A t−1) + a3 (PPEt / A t−1) (5)

DAt = TAt / A t−1 − NDAt  (6)

TAt = NTt − CFOt NTt t CFOt t
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At−1 t − 1

NDAt t − 1 t

ΔREVt t t − 1

PPEt t

3.1.2. 

3.1.3. 

RANK_M  |DA| 

6

B I G 1 5

DeAngelo, 1981; Becker et al., 1998; Francis et al., 1999; Francis and Krishnan, 1999; 

Myers et al., 2003 A

[2002]25 15
7

BIG15 1 0 GW

Ghosh and Moon, 2005

6 2001 2004

7 
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ROA LEV SIZE CFO

AGE OP TENURE

Warfi eld et al., 1995; Becker et al., 1998; Dechow et al., 1995; Myers et al., 

2003

3.2. 

2004

2003 10 8 2003

2002

1998

1998 2002

1997

1998 2002

10

Jones

Lev and Zarowin, 1999

Ghosh and Moon, 2005

panel data balanced 

sample

2005

1998 2002

299 1495 / 1

9 7 2

CSMAR

2001 2004

CSMAR

3.3. 

OLS

OLS STATA 8.2
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|DAit| DAit
+ DAit

−) = b0 + b1CPAit + b2RANK_Mit + b3ROAit + b4BIG15it + b5GWit

 + b6LEVit + b7CFOit + b8SIZEit + b9AGEit + b10OPit + b11TENURE it + eit (7)

|DAit| i t

DAit
+ DAit

− i t

1  

1997 CSMAR A 723

B 4

 10 C 39

DA D = A − B − C 680

1998 2002 5 E 16

 2002 F 353

 1997 2001 0 G 12

H = D − E − F − G 299

2  

/ %

15 1.00

710 47.49

 40 2.68

 40 2.68

 140 9.35

 135 9.03

 85 5.69

 10 0.67

 260 17.39

130 8.70

50 3.34

175 11.71

55 3.68

80 5.35

70 4.68

210 14.05

1495 100
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CPAit i t

RANK_Mit i t

ROAit i t

BIG15it i t 1

0

GWit i t

LEVit i t

CFOit i t

SIZEit i t

AGEit i t

OPit i t 1

0

TENUREit i t

3 |DA1| DA1
+ DA1

− 0.061 0.063 −0.061

0.042 0.041 −0.043 |DA2| DA2
+ DA2

− 0.073 0.069

−0.076 0.048 0.046 −0.052

3.116 9 1

1 2 3

4 2 24.68% 5

11% 5

4 5 |DA| 5 |DA|
5 5

5 |DA|
5 5 5

5 5

5

6 Spearman

Pearson |DA| 5%

Spearman −0.09 Pearson −0.07
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3  

|DA1| 0.061 0.042 1.318 0.00003 0.071

|DA2| 0.073 0.048 1.252 0.0001 0.088

DA1
+ (N = 651) 0.063 0.041 1.383 0.0003 0.085

DA1
− (N = 844) −0.061 −0.043 −0.0003 −0.449 0.058

DA2
+ (N = 721) 0.069 0.046 1.252 0.0001 0.086

DA2
− (N = 774) −0.076 −0.052 −0.0003 −0.934 0.090

CPA 3.116 3 9 1 1.801

RANK_M 9.668 7.000 30.000 1.000 7.624

ROA 0.019 0.037 0.377 −3.568 0.152

BIG15 0.302 0.000 1.000 0.000 0.459

GW 0.446 0.100 206.264 −0.998 5.660

LEV 0.485 0.455 7.152 0.009 0.323

CFO 0.046 0.041 0.654 −1.450 0.111

SIZE 20.858 20.814 23.603 17.885 0.909

AGE 5.833 6.000 13.000 2.000 2.254

OP 0.177 0.000 1.000 0.000 0.382

TENURE 4.627 4.000 11.000 1.000 2.457

1  |DA|

I 7

OLS |DA|
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CPA ≤ 5 CPA > 5

DUM

DUM 1 0

CPA

CPA*DUM CPA

|DA|
0 II 7 DUM

III 7

CPA CPA*DUM

2  DA > 0

3  DA < 0
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4  

CPA 1 2 3 4 5 >5

302 369 291 207 156 170

% 20.20 24.68 19.46 13.85 10.44 11.37

|DA1| 0.064 0.063 0.069 0.059 0.055 0.048

|DA2| 0.080 0.075 0.080 0.066 0.069 0.053

RANK_M 11.156 10.260 9.667 9.599 8.801 6.624

ROA −0.009 0.027 0.032 0.032 0.014 0.023

BIG15 0.215 0.228 0.254 0.300 0.429 0.588

GW 0.250 0.864 0.226 0.655 0.223 0.216

LEV 0.543 0.481 0.464 0.457 0.465 0.479

CFO 0.041 0.044 0.045 0.057 0.039 0.058

SIZE 20.743 20.764 20.817 20.929 20.980 21.137

AGE 5.613 5.458 5.275 5.739 6.340 7.641

OP 0.228 0.176 0.168 0.179 0.167 0.112

TENURE 3.162 3.989 4.443 4.986 5.763 7.453

5  

1 vs. >5 2 vs. >5 3 vs. >5 4 vs. >5 5 vs. >5

|DA1| 0.016** 0.015** 0.021** 0.011* 0.007

|DA2| 0.027** 0.022** 0.027** 0.013** 0.016**

RANK_M 4.532** 3.636** 3.043** 2.975** 2.177**

ROA −0.032* 0.004 0.009 0.009 −0.009

BIG15 −0.373** −0.360** −0.334** −0.288** −0.159**

GW 0.034 0.648 0.010 0.439 0.007

LEV 0.064* 0.002 −0.015 −0.022 −0.014

CFO −0.017* −0.014 −0.013 −0.001 −0.019**

SIZE −0.394* −0.373** −0.320** −0.208** −0.157*

AGE −2.028* −2.183** −2.366** −1.902** −1.301**

OP 0.116* 0.064** 0.056* 0.067* 0.055

TENURE −4.291* −3.464** −3.010** −2.467** −1.690**

** 5% * 10%
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7  

 I  II

|DA1| |DA2| |DA1|

OLS OLS OLS

−0.100

(0.43)

0.113

(0.02)

0.120

(0.01)

0.141

(0.30)

0.239

(0.00)

0.233

(0.00)

−0.100

(0.43)

0.106

(0.02)

0.112

(0.01)

CPA ? −0.002

(0.19)

−0.003

(0.02)

−0.003

(0.01)

−0.0009

(0.60)

−0.002

(0.09)

−0.002

(0.06)

DUM ? −0.013

(0.03)

−0.014

(0.01)

−0.014

(0.00)

CPA*DUM ?

RANK_M + −0.0001

(0.95)

−0.001

(0.02)

−0.001

(0.01)

0.0006

(0.48)

−0.001

(0.06)

−0.001

(0.03)

0.0001

(0.92)

−0.001

(0.02)

−0.001

(0.01)

ROA − −0.004

(0.80)

0.012

(0.37)

0.016

(0.24)

−0.282

(0.00)

−0.256

(0.00)

−0.246

(0.00)

−0.005

(0.75)

−0.011

(0.42)

0.015

(0.27)

BIG15 − −0.015

(0.10)

−0.005

(0.32)

−0.004

(0.37)

−0.010

(0.32)

−0.006

(0.23)

−0.006

(0.22)

−0.014

(0.11)

−0.004

(0.35)

−0.004

(0.39)

GW + 0.0001

(0.84)

0.002

(0.52)

0.0002

(0.44)

0.001

(0.08)

0.001

(0.02)

0.001

(0.00)

0.0001

(0.87)

0.002

(0.54)

0.0002

(0.46)

LEV + 0.011

(0.23)

0.016

(0.02)

0.017

(0.01)

−0.018

(0.06)

0.007

(0.33)

0.014

(0.05)

0.011

(0.23)

0.016

(0.02)

0.017

(0.01)

CFO − −0.145

(0.00)

−0.161

(0.00)

−0.162

(0.00)

−0.138

(0.00)

−0.144

(0.00)

−0.144

(0.00)

−0.148

(0.00)

−0.162

(0.00)

−0.164

(0.00)

SIZE − 0.009

(0.15)

0.002

(0.47)

−0.002

(0.33)

0.001

(0.86)

−0.007

(0.01)

−0.007

(0.00)

0.009

(0.16)

−0.016

(0.48)

−0.002

(0.34)

AGE − −0.002

(0.29)

−0.001

(0.52)

−0.001

(0.53)

−0.004

(0.02)

−0.001

(0.25)

−0.001

(0.47)

−0.001

(0.38)

−0.005

(0.64)

−0.0004

(0.66)

OP ? −0.013

(0.05)

−0.011

(0.04)

−0.011

(0.03)

−0.019

(0.01)

−0.011

(0.05)

−0.010

(0.07)

−0.013

(0.05)

−0.11

(0.03)

−0.011

(0.03)

TENURE + 0.002

(0.90)

0.001

(0.34)

0.001

(0.29)

0.0006

(0.70)

0.0006

(0.60)

0.0005

(0.67)

0.0002

(0.90)

0.001

(0.43)

0.001

(0.39)

R2 0.06 0.98 0.09 0.24 0.27 0.29 0.07 0.09 0.08

Adjust-R2 0.05 0.08 0.07 0.22 0.26 0.27 0.05 0.08 0.07

c2 /F 7.01

(0.00)

117.22

(0.00)

11.40

(0.00)

38.10

(0.00)

532.72

(0.00)

49.96

(0.00)

7.31

(0.00)

119.38

(0.00)

11.56

(0.00)

Hausman test 14.24

(P = 0.22)

41.51

(0.00)

13.80

(0.24)

CPA + CPA*DUM

(1) DUM 1 0 (2) P
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 III

|DA2| |DA1| |DA2|

OLS OLS OLS

0.144

(0.28)

0.233

(0.00)

0.227

(0.00)

−0.100

(0.44)

0.107

(0.02)

0.114

(0.01)

0.146

(0.28)

0.230

(0.00)

0.225

(0.00)

0.0004

(0.88)

−0.0004

(0.82)

−0.001

(0.74)

0.003

(0.20)

0.0015

(0.48)

0.001

(0.64)

−0.015

(0.03)

−0.014

(0.01)

−0.014

(0.01)

−0.003

(0.09)

−0.022

(0.10)

−0.002

(0.13)

−0.004

(0.01)

−0.003

(0.03)

−0.003

(0.05)

0.001

(0.39)

−0.001

(0.07)

−0.001

(0.03)

0.0001

(0.95)

−0.001

(0.02)

−0.001

(0.01)

0.0001

(0.37)

−0.001

(0.07)

−0.001

(0.03)

−0.282

(0.00)

−0.257

(0.00)

−0.248

(0.00)

−0.004

(0.76)

0.111

(0.40)

0.015

(0.26)

−0.283

(0.00)

−0.258

(0.00)

−0.248

(0.00)

−0.009

(0.38)

−0.006

(0.29)

−0.005

(0.27)

−0.014

(0.12)

−0.004

(0.38)

−0.003

(0.43)

−0.008

(0.39)

−0.005

(0.30)

−0.005

(0.28)

0.001

(0.01)

0.001

(0.00)

0.001

(0.00)

0.0001

(0.87)

0.0002

(0.54)

0.0002

(0.46)

0.001

(0.01)

0.001

(0.00)

0.001

(0.00)

−0.018

(0.06)

0.007

(0.34)

0.014

(0.05)

0.011

(0.23)

0.016

(0.02)

0.017

(0.01)

−0.018

(0.07)

0.007

(0.33)

0.014

(0.05)

−0.141

(0.00)

−0.145

(0.00)

−0.145

(0.00)

−0.147

(0.00)

−0.0161

(0.00)

−0.163

(0.00)

−0.141

(0.00)

−0.145

(0.00)

−0.145

(0.00)

−0.002

(0.81)

−0.007

(0.01)

−0.007

(0.00)

0.008

(0.17)

−0.002

(0.47)

−0.002

(0.33)

−0.002

(0.75)

−0.007

(0.01)

−0.007

(0.00)

−0.004

(0.04)

−0.001

(0.32)

−0.001

(0.57)

−0.001

(0.43)

−0.005

(0.67)

0.0004

(0.67)

−0.003

(0.06)

−0.001

(0.40)

−0.001

(0.64)

−0.019

(0.01)

−0.11

(0.05)

−0.010

(0.07)

−0.013

(0.05)

−0.011

(0.03)

−0.011

(0.03)

−0.020

(0.00)

−0.011

(0.05)

−0.010

(0.06)

0.001

(0.41)

0.001

(0.53)

0.0004

(0.68)

0.0002

(0.90)

0.001

(0.37)

0.001

(0.31)

0.0006

(0.68)

0.0006

(0.64)

0.0004

(0.73)

0.23 0.29 0.28 0.07 0.09 0.08 0.23 0.29 0.28

0.22 0.27 0.27 0.05 0.08 0.07 0.22 0.27 0.27

38.68

(0.00)

538.10

(0.00)

50.37

(0.00)

6.68

(0.00)

119.90

(0.00)

10.65

(0.00)

35.61

(0.00)

539.04

(0.00)

46.22

(0.00)

40.86

(0.00)

14.67

(0.26)

43.70

(0.00)

−0.002

(0.19)

−0.022

(0.03)
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5 DUM = 1 |DA|
DUM = 0 CPA |DA| CPA > 5

5
8

,

8

DUM CPA*DUM

CPA > 5

CPA > 5

5

1–2 3–4 5–6 7–8 9–10

11 5 1–2

3–4

51 18 5 2 3 5–

6 7–8 9–10

8 DUM = 0 DUM = 1 DUM = 0
CPA |DA1| |DA2| DUM = 1

CPA |DA1| −0.005 p 0.1056 CPA |DA2| −0.006 p
0.1328
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3 1 0 5 47

69 46 9 1–2 3–4

5–6

7–8 9–10

DUM TENURE

9 5–6 7–8 9–10

1–2 3–4

1–2 3–

4

5–6 7–8 9–10 1–

2 3–4

10

9 10 1–2 3–4 CPA

5–6 |DA1| CPA

−0.003 P 0.12 |DA2| CPA −0.004 P 0.08

5–6 7–8 9–10 CPA

1–2

2 3–4 4

5

10

LEV CFO

OP

RANK_M

9 

1–2 3–4 5–6 7–8 9–10

350 408 385 235 112

5  2 3 47 69 46

 51 18 3 1 0
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DA+

DA−

11 DA+ CPA

−0.001 −0.0006 DUM CPA*DUM

9  

1–2

(N = 350)

3–4

(N = 408)

5–6

(N = 385)

7–8

(N = 235)

9–10

(N = 112)

|DA1| |DA2| |DA1| |DA2| |DA1| |DA2| |DA1| |DA2| |DA1| |DA2|

−0.018

(0.80)
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(0.05)

0.057

(0.52)

0.159

(0.10)

0.301

(0.00)

0.323

(0.00)
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0.360
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0.268

(0.15)

CPA −0.0001
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0.002

(0.64)

−0.003
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−0.003
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−0.003

(0.17)

−0.003

(0.10)

−0.006

(0.05)

−0.010

(0.06)

−0.005

(0.06)

−0.004

(0.20)

RANK_M −0.001

(0.14)

0.00002

(0.86)

−0.001

(0.08)

−0.001

(0.10)

0.000

(0.56)

−0.001

(0.21)

−0.001
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(0.17)

−0.002
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−0.002
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0.024
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BIG15 0.015
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−0.022
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−0.033

(0.00)
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(0.32)

−0.007
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(0.15)

0.039

(0.33)

CFO −0.116
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(0.01)

−0.236
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−0.196
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0.022
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R2 0.105 0.425 0.162 0.280 0.049 0.240 0.256 0.190 0.152 0.651
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11  DA

DA1
+ N = 651 DA2

+ N = 721

 I  II  III  I  II  III

−0.109

(0.04)

−0.115

(0.03)

−0.124

(0.02)

0.096

(0.05)

0.091

(0.06)

0.084

(0.09)

CPA ? -0.001

(0.49)

0.003

(0.15)

-0.0006

(0.61)

0.003

(0.15)

DUM ? -0.012

(0.04)

-0.008

(0.12)

CPA*DUM ? -0.004
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-0.003
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RANK_M + −0.0003
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SIZE − 0.009
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(0.00)

0.007
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(0.16)

−0.008
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TENURE + −0.002
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−0.002
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−0.003
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R2 0.647 0.631 0.631 0.69 0.69 0.70

Adjust-R2 0.626 0.629 0.629 0.68 0.67 0.68

F-statistic

P.(F-sta)

100.08

(0.00)

101.04

(0.00)

92.88

(0.00)

135.83

(0.00)

136.46

(0.00)

125.55

(0.00)

(1) N (2) DUM

1 0 (3) P
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− N = 844 DA2

− N = 774

 I  II  III  I  II  III
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−0.001
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(0.59)
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0.355 0.348 0.348 0.67 0.67 0.67
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39.33
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DA− CPA

Myers et al., 2003; Kim et al., 2003

SIZE DA

DA CFO ROA

1 1998

1998 2002 1998 2002

1998 2002 7 11

OLS

12 10 2

3

10 1998 2002
3377 924

DUM CPA*DUM VIF 25 30 7
CPA DUM CPA*DUM

1998–2002 A 4597

1998–2002 10 B  82

DA C = A − B 4515

1998 2002 D 1122

 1997–2001 0 E  16

F = C − D − E 3377
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12  N = 3377

 I  II  III

|DA1| |DA2| |DA1| |DA2| |DA1| |DA2|
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(0.00)

0.253
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0.182

(0.00)
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(0.91)

0.0004

(0.74)

RANK_M + 0.00003
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(0.01)

−0.004

(0.34)

0.011
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(0.84)

−0.00004
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Adjust-R2 0.04 0.15 0.04 0.15 0.04 0.15
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(0.00)

54.05

(0.00)

12.75
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SIGNING AUDITOR TENURE AND AUDIT QUALITY: 
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ABSTRACT
This paper investigates the relationship between signing auditor tenure and audit quality. 
Using a sample of listed A-share companies in the mainland China stock markets from 
1998 to 2002 (the period prior to when the policy on a 5-year mandatory rotation of signing 
auditors was implemented), we obtain the following fi ndings after controlling for relevant 
infl uential factors: (1) Audit quality signifi cantly improves as signing auditor tenure 
increases, and in the case of long tenure (more than 5 years), the restriction effect on earn-
ings management is obviously greater than in the case of short tenure (5 years or less). (2) 
When signing auditor tenure is longer than audit fi rm tenure, audit quality declines as 
signing auditor tenure increases. (3) On the other hand, when signing auditor tenure is 
shorter than audit fi rm tenure, audit quality improves as signing auditor tenure increases; 
in addition, the restriction effect imposed by long tenure (more than 5 years) is evidently 
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greater than that imposed by short tenure (5 years or less). (4) Increases in signing auditor 
tenure helps restrain positive earnings management. (5) However, its increase does not 
control negative earnings management. The implication of these fi ndings for regulators is 
that the 5-year mandatory rotation of signing auditors should be implemented according to 
specifi c circumstances.

Key words: Signing Auditor Tenure, Audit Quality, Discretionary Accruals

I. INTRODUCTION
With the outbreak of such fi nancial scandals as Enron and WorldCom, the US 
promulgated the Sarbanes-Oxley Act of 2002 (known as SOX), which augmented 
the mandatory rotation of audit partners under Section 203, Chapter 2, as follows: 
“It shall be unlawful for a registered public accounting fi rm to provide audit services 
to an issuer if the lead (or coordinating) audit partner (having primary responsibility 
for the audit), or the audit partner responsible for reviewing the audit, has performed 
audit services for that issuer in each of the 5 previous fi scal years of that issuer.” 
Considering the implementation of such a provision, China referred to US practice 
and issued its own policy on a 5-year mandatory rotation of signing auditors. Cur-
rently, the direct regulatory rules enforced include (1) “Regulations on the Regular 
Rotation of Signing Auditors Involved in the Securities and Futures Audit Business” 
issued by the China Securities Regulatory Commission (CSRC) and the Ministry 
of Finance in 2003, which require that from 1 January 2004 onwards, signing audi-
tors or principals in charge of auditing projects should not provide auditing services 
to related institutions for more than 5 consecutive years; signing auditors who 
provide audit services for IPO companies should not provide audit services for more 
than 2 consecutive years after the company has been listed; and (2) the “Regulation 
on Perfecting and Strengthening the Management of Enterprise Annual Financial 
Report Auditing” issued by the Ministry of Finance in 2004, which pertains to all 
kinds of domestic non-fi nancial fi rms that are state-owned and state-controlled, 
excluding those in special industries. Clause 14 of that regulation stipulates that an 
enterprise should ask its audit fi rm to change the signing auditor when such auditor 
has offered auditing services to the same enterprise for 5 consecutive years.

The mandatory rotation policy on auditors in China may have been implemented 
for the following reasons. First, it helps improve the due independence of auditors. 
Many cases from the Chinese securities market reveal that audit failure is mainly 
attributed not only to technical reasons but also to the extent that auditors lack audit 
independence.5 In China, some listed companies have not changed their auditors 
since their IPOs, or even since the stock share reform or earlier times. Although 
some companies have appeared to rotate audit fi rms, the auditors have in fact 
remained the same because clients have followed auditors who “job-hop”. Therefore, 
there is a particular phenomenon that rotating audit fi rms does not change the 

5 Source: Securities Times, 31 October 2003.
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auditor in the audit market. If an auditor provides audit services for a specifi c client 
over a long period, an interest relationship affecting audit independence may form. 
Second, if an auditor provides services for a listed company over a long period, not 
only does this affect his independence, but it also renders him unable to scrutinise 
certain problems owing to the shaping of his thinking patterns resulting from long-
term audits. On the other hand, if the auditor can be changed regularly, this may 
have a positive effect on maintaining audit independence, and subsequent auditors 
may be able to detect issues not found by the former auditors, thus forming a mutual 
supervisory mechanism. This contributes to improving audit quality and protecting 
the interests of investors.

As legal regulations on auditor rotation in various countries reveal, the underlying 
idea is that audit independence will decline and audit quality be impaired if one 
auditor is committed to performing audits for a long period. Nevertheless, there is 
no consistent conclusion as to whether increasing auditor tenure inevitably results 
in a reduction of audit quality. Both the domestic and overseas empirical literature 
indicates that research on auditor rotation is mostly based on audit fi rms (Liu, 2006; 
Chen et al., 2006; Xia et al., 2005; Ghosh and Moon, 2005; Myers et al., 2004; 
Myers et al., 2003); only a few overseas studies (Carey and Simnett, 2006; Chi and 
Huang, 2005; Li et al., 2005) are based on audit fi rm partners and the tenure of 
signing auditors, while no domestic literature is based on signing auditors. Moreover, 
owing to differences in institutional background and professional environment, 
conclusions from foreign research may not apply to mainland China. Taking the 
above into account, this paper fi rst examines the relationship between signing auditor 
tenure and audit quality from the perspective of tenure to try to provide some direct 
empirical evidence for the policy on the 5-year mandatory rotation of signing audi-
tors in China. We have conducted our research in terms of the signing auditor, 
instead of the audit fi rm, for the following reasons. First, because the signing auditor 
is responsible for the audit report and decision making during the audit, it is his 
behaviour, rather than the audit fi rm, that has more to do with audit quality; hence, 
it is more precise to investigate the effect of signing auditor tenure, but not audit 
fi rm tenure, on audit quality. And second, it is the signing auditor, rather than the 
audit fi rm, who is under the regulation of the current laws and rules in China; 
therefore, research results based on the signing auditors are more relevant to the 
policy.

Using a balanced sample from prior to when the mandatory rotation of signing 
auditors was fi rst implemented, we obtain the following fi ndings after controlling 
for related infl uential factors. (1) Audit quality signifi cantly improves as signing 
auditor tenure increases. For a long tenure (more than 5 years), the restriction effect 
on earnings management is obviously greater than for a short tenure (5 years or 
less). (2) When the tenure of the signing auditor is longer than that of the audit 
fi rm, audit quality declines as signing auditor tenure increases. (3) On the other 
hand, when the tenure of the signing auditor is the same as or shorter than that of 
the audit fi rm, audit quality improves as signing auditor tenure increases. Moreover, 
the restriction effect imposed by a long tenure (more than 5 years) is evidently 



36 Liu, Yu, and Chen

greater than that imposed by a short tenure (5 years or less). (4) The increase in 
signing auditor tenure helps restrain positive earnings management. (5) However, 
its increase does not control negative earnings management.

Our contributions include the following: (1) we initiate the study on the relation-
ship between signing auditor tenure and audit quality from the perspective of signing 
auditor tenure instead of audit fi rm tenure, and we provide more direct empirical 
evidence as to whether the policy on a 5-year mandatory rotation of signing auditors 
is justifi able; and (2) we fi nd that when clients follow a signing auditor when he 
changes jobs or leaves a bankrupted audit fi rm (that is, his tenure is longer than 
that of the audit fi rm), audit quality worsens with the increase in his tenure; however, 
when the signing auditor’s tenure is shorter than the audit fi rm’s, audit quality 
improves as his tenure increases. All the above suggests that the policy on the 5-
year mandatory rotation of signing auditors should be implemented according to 
specifi c circumstances to have a positive impact on the transitional economy.

The remaining sections are arranged as follows: Section II surveys related litera-
ture and develops the research hypothesis; Section III introduces the research 
methodology, including variable analyses, sample choice, and regression models; 
Section IV contains the univariate analysis; Section V explains the multivariate 
regression analysis; Section VI provides the robustness analysis; and Section VII 
presents the conclusions and limitations.

II. LITERATURE REVIEW AND RESEARCH HYPOTHESIS

2.1. Literature Review
Audit quality is the joint probability of detecting and reporting misstatements in 
fi nancial reports; the former is related to an auditor’s professional capacity, while 
the latter depends on the auditor’s independence (DeAngelo, 1981). Currently, exist-
ing overseas literature has yet to form any conclusive view on the effects of auditor 
tenure on audit quality.

Scholars who hold a negative opinion argue that a longer auditor tenure imposes 
a more passive infl uence on audit quality. As auditor tenure increases, the auditor 
will increase communications with the client, and the relationship between them 
as well as its managers will grow closer. Under such circumstances, the auditor 
may, either purposefully or subconsciously, become concerned about the client’s 
benefi t and so may not adhere to audit principles to avoid the unfavourable impact 
of an audit opinion. At the same time, as the relationship becomes more solid, the 
auditor becomes more prone to believing the client, including the written or oral 
evidence the client provides, rather than deeply investigating the client’s real situa-
tion, and thus audit quality worsens. In a report to the US Senate, the US Metcalf 
Committee points out that a long-term association between audit fi rms and their 
clients may let auditors know what works to their clients’ benefi t, and so it becomes 
more diffi cult for them to maintain their independence. Mautz and Sharaf (1961) 
suggest that a longer auditor tenure leads to a higher probability of establishing 
private intimation with the client so that the auditor’s independence and objectivity 
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worsen and audit quality further declines. Catanach and Walker (1999) fi nd in a 
case study on audit failure in Hong Kong that credulity and acceptance of the 
interpretation of problematic transactions provided by the management is one reason 
for audit failure. The analyses above convey the notion that audit independence, 
and the audit quality determined thereby, tend to decline as auditor tenure 
increases.

Some empirical literature also holds that an increase in auditor tenure exerts a 
negative infl uence on audit quality. For example, Davis et al. (2002) reveal a posi-
tive relationship between auditor tenure and the absolute value of discretionary 
accruals. Chi and Huang (2005) use discretionary accruals to measure audit quality 
and consider the tenure of both audit fi rms and their partners; they fi nd that in 
Taiwan, as auditor tenure increases, auditors become more familiar with the clients’ 
business, and audit quality improves, whereas excessive familiarity may lead to a 
decline of audit quality. Based on the audit market in Australia, Carey and Simnett 
(2006) simultaneously use three methods to measure audit quality to explore the 
effect of partners’ tenure on audit quality. They discover that audit-partner tenure 
has no effect on audit quality when abnormal working capital accruals are used to 
measure audit quality, whereas they detect negative effects using the other two 
measurement methods.

On the other hand, scholars who support a positive effect of auditor tenure on 
audit quality claim that as auditor tenure increases, auditors gain special knowledge 
and learn the particular risks of specifi c clients, and thus decrease reliance on 
management estimates to avoid litigation and protect their own reputation; in this 
way, the auditors can develop their professional capacity, and audit quality further 
improves (Petty and Cuganesan, 1996; Myers et al., 2003). On the other hand, new 
auditors fi nd it hard to maintain audit independence owing to the lack of both par-
ticularities and the special knowledge of a specifi c client’s operations accumulated 
through experience (Dunham, 2002). Previous studies also show that audit failure 
often occurs among newly consigned clients (Berton, 1991; Petty and Cuganesan, 
1996; Palmrose, 1986, 1991; AICPA, 1992). The US AICPA (1992) analysed 406 
audit failure cases from 1979 to 1991 and found that the number of cases in the 
fi rst and second years was almost triple that of other years. There is also an opinion 
that proactive auditor rotation contains some information content; once mandatory 
rotation commences, management may take advantage of it to change an undesir-
able auditor, thereby reducing the information content of auditor rotation.

With regard to empirical studies, Myers et al. (2003) and Ghosh and Moon (2005), 
using abnormal accruals as the proxy for audit quality, fi nd that in the US longer 
audit tenure leads to improve audit quality. Geiger and Raghunandan (2002) examine 
whether the decision to issue going-concern-modifi ed audit opinions for companies 
suspected to be on the verge of bankruptcy is affected by audit tenure; they 
find that a longer audit tenure makes the auditor more prone to issue going-
concern-modifi ed audit opinions for such companies. Myers et al. (2003), using 
restatements to measure audit quality, obtain no empirical evidence to confi rm the 
negative effects of an increase of auditor tenure on audit quality. Myers et al. (2004) 
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compare differences in audit tenure between companies with fi nancial report restate-
ments and their counterpart companies from January 1997 to October 2001; they 
also fi nd little evidence to support the idea that a longer audit tenure damages audit 
quality. Li et al. (2005), taking discretionary accruals as the proxy for audit quality, 
fi nd that during the period when signing auditor tenure was not regulated in the 
Taiwanese audit market, a longer tenure restrained earnings management more 
distinctly.

The domestic literature examines the relationship between auditor tenure and 
auditor quality from the perspective of audit fi rms, with many differences among 
the conclusions. Yu and Li (2003), carrying out a theoretical analysis of the rela-
tionship, consider that in the case of long-term audits, factors that both harm and 
improve audit quality coexist; therefore, conclusions cannot be drawn as to whether 
increased audit tenure increases or decreases audit quality. Chen et al. (2006) and 
Xia et al. (2005), respectively using earnings management and auditor opinion as 
the proxy for audit quality, fi nd no evidence that audit tenure damages auditor 
independence; on the contrary, audit tenure may improve an auditor’s professional 
capacity and further improve audit quality. Chen et al. (2006) and Liu (2006) 
investigate the relationship between audit fi rm tenure and audit quality using the 
absolute value of discretionary accruals as the proxy for audit quality, and the 
sample data of listed companies between 2000 and 2002 and between 1998 and 
2004, respectively. Chen et al. fi nd an inverted U-shaped relationship between audit 
tenure and audit quality, while Liu fi nds the same relationship only in a sub-sample 
of positive earnings management; however, Liu also fi nds a positive relationship for 
the whole sample, that is, a longer audit fi rm tenure leads to a larger absolute value 
in the earnings management of listed companies.

To sum up, empirical literature in the US on the whole supports the argument 
that an increase of auditor tenure favours the improvement of audit quality, but 
owing to differences between the US and mainland China in professional systems, 
legal environments, practice settings, and so forth, the argument does not neces-
sarily pertain to mainland China. Meanwhile, the domestic empirical literature is 
entirely based on the perspective of audit fi rms, ignoring the effect of signing audi-
tors on audit quality. Therefore, this paper fi rst studies the relationship between 
signing auditor tenure and audit quality after controlling for regional differences 
in the external governance environment of listed companies in China to provide 
more direct empirical evidence for the 5-year mandatory rotation regulation on 
signing auditors.

2.2. Research Hypothesis
As mentioned above, there have always been two entirely contradictory opinions 
over the effect of auditor tenure on audit quality. Those who claim a negative effect 
argue that as auditor tenure increases, the auditor becomes prone to colluding with 
management, which consequently affects audit independence and leads to lower 
audit quality (US Senate, 1976; Mauts and Sharaf, 1961; Chen et al., 2006; Liu, 
2006). On the other hand, some researchers who support a positive effect consider 
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that longer auditor tenure leads to a greater understanding by auditors of their clients’ 
operations, helping them to design the best audit procedures, especially in cases 
where they are confronted with high litigation costs and loss of reputation (Petty 
and Cuganesan, 1996; Myers et al., 2003; AICPA, 1978; Li et al., 2005). Since the 
existing literature holds to no conclusive view, and since the relationship between 
audit quality and audit tenure is an empirical issue that can be tested, this paper 
makes no prediction about the direction in which signing auditor tenure affects 
audit quality; instead we develop the hypothesis as follows:

H: Signing auditor tenure is relevant to audit quality.

3. RESEARCH METHODOLOGY

3.1. Variable Design
3.1.1. Measurement of Audit Quality
Following previous studies (Warfi eld et al., 1995; Francis et al., 1999; Davis et al., 
2002; Myers et al., 2003) and consistent with recent literature (Myers et al., 2003; 
Ghosh and Moon, 2005; Carey and Simnett, 2006; Blouin et al., 2007), this paper 
employs the absolute value of discretionary accruals (|DA|) to measure the magnitude 
of earnings management allowed by auditors. Nevertheless, some research also 
discovers that auditor attitudes differ towards positive or negative manipulation of 
earnings (Kellogg, 1984; Kinney and Martin, 1994; Francis and Krishnan, 1999). 
Kinney and Martin (1994) and Trompeter (1994) reveal that audit failure resulting 
from overestimates of earnings (net assets) will cause greater damage to the audit 
than that resulting from underestimates, and auditors will thus be more inclined to 
restrain positive earnings management (that is, positive discretionary accruals) and 
pamper negative manipulation of earnings (that is, negative discretionary accruals). 
The results from the domestic literature also differ (Chen et al., 2006; Liu, 2006). 
Employing only |DA| to measure the magnitude of earnings management permitted 
by auditors neglects information about auditor attitudes towards earnings manage-
ment; plus, it also omits the behaviour of earnings management. Therefore, this 
paper further explores the effect of signing auditor tenure on both positive (DA+) 
and negative (DA−) earnings management.

Some studies fi nd that discretionary accruals estimated using the modifi ed Jones 
model (1995) can reliably measure earnings management (Subramanyam, 1996; 
Bartov, Gul, and Tsui, 2001; Kothari et al., 2005). Kothari et al. (2005) compare 
different measurement methods on discretionary accruals and fi nd that it is best to 
employ current ROAs as a matching factor, while the second best method is to add 
ROAs to the Jones model. Xia (2005), comparing the performances of all available 
discretionary accrual estimation models using data from the Chinese stock markets, 
fi nds that the cross-sectional Jones model by industry with total accruals (excluding 
below-the-line items) as an independent variable performs best in the Chinese 
setting. In this study, we employ the modifi ed Jones model to estimate discretionary 
accruals (DAt) (called DA1 herein). We fi rst use industry-year data to run OLS on 
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Model (1) in order to obtain parameters a1, a2, and a3, and then enter them into 
Model (2) to compute nondiscretionary accruals, which can be used in Model (3) 
to estimate discretionary accruals (DAt).

GAt/At−1 = a1 (1/At−1) + a2 (ΔREVt/At−1) + a3 (PPEt/At−1) 
+ a4ROAt + et  (1)

 NDAt = a1 (1/At−1) + a2 (ΔREVt/At−1) + a3 (PPEt/At−1) + a4ROAt (2)

 DAt = GAt/At−1 − NDAt, (3)

where GAt = EBXIt − CFOt; GAt is total accruals for year t including below-the-line 
items, EBXIt is the operating income for year t, and CFOt is cash fl ows from operat-
ing activities for year t. Other terms in the model are explained as follows:

At−1 = total assets at the end of year t − 1;
NDAt = nondiscretionary accruals for year t scaled by total assets at the end of 

year t − 1;
ΔREVt = revenue for year t less revenue for year t − 1;
PPEt = gross property, plant, and equipment for year t;
ROAt = return on total assets of fi rm i for year t, that is, net income of the current 

year divided by ending total assets.
To strengthen the reliability of the conclusions, we simultaneously employ the 

Jones model to calculate DA (called DA2 herein). We fi rst use industry-year data to 
run OLS on Model (4) in order to obtain parameters a1, a2, and a3, and then enter 
them into Model (5) to calculate nondiscretionary accruals, which can be used in 
Model (6) to estimate discretionary accruals (DAt):

 TAt/At−1 = a1 (1/At−1) + a2 (ΔREVt/At−1) + a3 (PPEt/At−1) + et (4)

 NDAt = a1 (1/At−1) + a2 (ΔREVt/At−1) + a3 (PPEt/At−1) (5)

DAt = TAt/At−1 − NDAt,  (6)

where TAt = NTt − CFOt; TAt is total accruals for year t, NIt is the net income for 
year t, and CFOt is cash fl ow from operating activities for year t. Other terms in 
the model are explained as follows:

At−1 = total assets at the end of year t − 1;
NDAt = nondiscretionary accruals for year t scaled by total assets at the end of 

year t − 1;
ΔREVt = revenue for year t less revenue for year t − 1;
PPEt = gross property, plant, and equipment for year t.

3.1.2. Explanatory Variables
The policy on the 5-year mandatory rotation of signing auditors requires that the 
time span for the signing auditor or audit partner to provide a specifi c client with 
audit services should be no longer than 5 consecutive years. In China, although the 
signing auditor is not the audit partner, the signing auditor and audit fi rm must take 
responsibility for any audit failure, and the reputation of the signing auditor will 
be damaged. The signing auditor may also suffer administrative punishment, such 
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as suspension of eligibility. Therefore, we carry out our study on signing auditors 
instead of audit partners. Of the two joint signing auditors, the rotation policy 
focuses on the one whose tenure is as long as 5 consecutive years. Therefore, if 
both joint signing auditors are of different tenure, we choose the longer one as the 
signing auditor tenure, which we calculate from the year of initial public offering. 
If one of the two signing auditors performs the audit for two consecutive years, this 
is regarded as a continuity of tenure, which is added cumulatively. When one of 
the previous year’s two signing auditors is involved in job-hopping or the audit fi rm 
shuts down, but the company is still audited by the same auditor in the current year, 
the signing auditor tenure is also added cumulatively.

3.1.3. Control Variables
The gradual evolution of the governance environment in China infl uences audit 
quality directly or indirectly. A better governance environment allows audit fi rms 
to better maintain independence and improve audit quality. As a result, the extent 
of marketisation is positively related to audit quality; in other words, the marketisa-
tion index RANK_M maintains a positive relationship with |DA|. This paper considers 
the marketisation rank of the place in which a listed company is located to be the 
corporate governance setting variable. Consequently, a place of corporate registra-
tion with a higher marketisation index has a higher degree of marketisation and a 
lower rank.6

BIG15 is a dummy variable that controls for the infl uence of audit fi rm size on 
discretionary accruals (DeAngelo, 1981; Becker et al., 1998; Francis et al., 1999; 
Francis and Krishnan, 1999; Myers et al., 2003). This paper identifi es big audit 
fi rms in terms of the 15 fi rms mentioned in the “Audit Firm List Qualifi ed for the 
Audit on A-share Listed Companies” issued by the China Securities Regulatory 
Commission (CSRC).7 If the auditor who audits the fi nancial report of a company 
for the current year works for one of the 15 audit fi rms or their predecessors, then 
BIG15 equals 1, and 0 otherwise, and the predicted sign is negative. Growth com-
panies (GW) have a relatively larger absolute value of discretionary accruals (Ghosh 
and Moon, 2005). Moreover, previous literature reveals that the return on assets 
(ROA), leverage ratio (LEV), company size (SIZE), cash fl ows (CFO), listing age 
(AGE), audit opinions (OP), and audit fi rm tenure (TENURE) are positively related 
to earnings management (Warfi eld et al., 1995; Becker et al., 1998; Dechow et al., 

6 Although differences exist in the marketisation index formulae between Fan and Wang 
(2001) and Fan and Wang (2004), the calculation results will not affect the ranking; there-
fore, this paper uses the ranking to measure the degree of marketisation in China’s 
provinces.

7 The 15 audit fi rms qualifi ed for special audit review are the following: Tianjian, Beijing 
Jingdu, KPMG Huazhen, Xinyong Zhonghe, Shanghai Lixin Changjiang, Shanghai 
Zonghua Fuyin, Ernst & Young Dahua, Deloitte Touche Tohmatsu, PricewaterhouseCoo-
pers Zhongtian, Jiangsu Tianheng, Zhejiang Tianjian, Xiamen Tianjian, Guangzhou Pearl 
River, Shenzhen Dahua Tiancheng, and Shenzhen Tianjian Xinde. In robustness tests, we 
re-run the regression with the annual top 10 audit fi rms instead of the former 15 fi rms 
according to the rankings based on the total assets of listed companies audited by the audit 
fi rms.



42 Liu, Yu, and Chen

1995; Myers et al., 2003). This paper thus includes these control variables in the 
model.

3.2. Sample Selection and Data Source
Although the rotation regulation on signing auditors in mainland China took effect 
in 2004, the provisions were issued on 8 October 2003. Accordingly, these provi-
sions will exert some infl uence on the 2003 audit reports, and so the sample period 
in this paper is truncated to 2002. In addition, we use cash fl ow statements to cal-
culate total accruals, the reporting of which began in 1998; therefore, we select a 
sample between 1998 and 2002. The calculation of discretionary accruals is based 
on the total assets and revenue of the previous period, and in fact, listed companies 
with total assets and revenue data in 1997 are included in our sample.

To avoid the errors induced by a small sample, we eliminate those industries 
having fewer than 10 fi rm-year observations between 1998 and 2002. Because of 
the unique characteristics of companies in the fi nancial and insurance industries 
that do not suit the Jones model, we also eliminate these companies from the sample. 
In light of previous literature, the earnings management behaviour of companies 
with a short listing age, including newly listed companies, differs from that of other 
companies; thus, these sample companies may not represent the relationship 
between signing auditor tenure and audit quality in a regular setting (Ghosh and 
Moon, 2005). At the same time, to analyse the behavioural choice of auditors to 
serve consistently for the same client, we can only truly explore the relationship 
between auditor tenure and earnings management by utilising both panel data and 
a balanced sample (Li et al., 2005). Consequently, using a balanced sample will 
probably strengthen the robustness of conclusions compared with using an overall 
sample.

We fi nally have 299 companies left after eliminating those lacking intact time-
serial data between 1998 and 2002, from which we obtain 1495 fi rm-year observa-
tions (see Table 1). The balanced sample consists of nine industries, in which the 
manufacturing industry comprises seven sub-industries (see Table 2). The industry 
classifi cation standard of listed companies follows the category standard framed by 
the CSRC, whereby the manufacturing industry is categorised at two levels because 
of the large number of companies involved while other industries are categorised 
at one level only. We obtain the fi nancial data in this paper from the Chinese Stock 
Market Analysis and Research (CSMAR) database developed by Shenzhen GTA 
IT Co., Ltd., and we take the marketisation index of the place of corporate registra-
tion from Marketisation Index in China compiled by Fan et al. (2001, 2004). In 
addition, we collect the yearly data for signing auditor tenure by hand based on the 
fi nancial report audit opinion database of Chinese listed companies obtained from 
the CSMAR.

3.3. Regression Model
We use both the fi xed effect and random effect to analyse the balanced sample 
(total sample); we also use OLS regression to strengthen the robustness of the 
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conclusions. We run the OLS regression only on the sub-samples classifi ed by the 
following standards: (1) the relation between signing auditor tenure and audit fi rm 
tenure, (2) audit fi rm tenure, and (3) the sign of discretionary accruals. The statisti-
cal software used is STATA 8.2. The regression model is shown as follows:

|DAit| DAit
+

 or DAit
−) = b0 + b1CPAit + b2RANK_Mit + b3ROAit + b4BIG15it 

+ b5GWit + b6LEVit + b7CFOit + b8SIZEit + b9AGEit 
+ b10OPit + b11TENURE it + eit (7)

where:
|DAit| = the absolute value of discretionary accruals of fi rm i for year t;
DA+

it (DA−
it) = the positive (negative) discretionary accruals of fi rm i for year t;

CPAit = the longest signing auditor tenure for year t;

Table 1 Sampling Process

Listed companies in 1997 (from CSMAR dataset) A 723
Less: Companies in the fi nancial industry B 4
 Companies in an industry with fewer than 10 listed companies C 39
Sample companies for DA calculation: D = A − B − C 680
Less: Time span less than 5 years between 1998 and 2002 E 16
 Companies with inadequate signing auditor tenure data from IPO to 2002 F 353
 Companies with zero core business revenue between 1997 and 2001 G 12
Total sample: H = D − E − F − G 299

Table 2 Distribution of the Total Sample

Industry Firm-year 
observation

Percentage (%)

Agriculture, forestry, farming, fi shing 15 1.00 
Manufacturing 710 47.49 
 Electronics 40 2.68 
 Textiles, clothes, furs, leather 40 2.68 
 Metals and non-metals 140 9.35 
 Petroleum, chemistry, plasticity 135 9.03 
 Medicine and biological products 85 5.69 
 Food and beverage 10 0.67 
 Machinery, equipment, instruments 260 17.39 
Information technology 130 8.70 
Social services 50 3.34 
Wholesale and retail trade 175 11.71 
Transportation/logistics 55 3.68 
Real estate 80 5.35 
Electricity, coal, gas, aquatic production and provision 70 4.68 
Miscellaneous 210 14.05
Total 1495 100
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RANK_Mit = the national rank of marketisation index of the province where fi rm 
i is registered for year t;

ROAit = return on assets of fi rm i for year t, that is, current-year net income 
divided by ending total assets;

BIG15it = 1 if the audit fi rm employed by fi rm i for year t belongs to the Big 15 
(or their predecessors), and 0 otherwise;

GWit = the sales revenue growth rate of fi rm i for year t, that is, the change in 
core business revenue divided by the previous year’s revenue;

LEVit = the debt ratio of fi rm i for year t, that is, total debt divided by current-
year total assets;

CFOit = cash fl ows from operating activities divided by beginning total assets of 
fi rm i for year t;

SIZEit = the natural logarithm of total assets of fi rm i at the end of year t;
AGEit = the listing age of fi rm i at the end of year t;
OPit = 0 if the audit opinion is not standard for firm i for year t, and 0 

otherwise;
TENUREit = the tenure that audit fi rms are incumbent in year t; if the audit fi rm 

is hired by the client after consolidation, it is viewed as a continual engagement of 
the previous audit fi rm.

IV. UNIVARIATE ANALYSIS
As Table 3 shows, the means of |DA1|, DA+

1, and DA−
1 are 0.061, 0.063, and −0.061, 

respectively, while their medians are 0.042, 0.041, and −0.043, respectively. The 
means of |DA2|, DA+

2, and DA−
2 are 0.073, 0.069, and −0.076, respectively, while their 

medians are 0.048, 0.046, and −0.052, respectively. The mean for signing auditor 
tenure is 3.116 years with a maximum of 9 years and a minimum of only 1 year. 
The relationship between signing auditor tenure and earnings management is pre-
sented in Figures 1, 2, and 3; on the whole, audit quality gradually improves as 
signing auditor tenure increases. As Table 4 shows, the sample of a 2-year tenure 
accounts for the highest proportion (24.68 per cent), while the sample with a tenure 
of over 5 years takes up approximately 11 per cent. These results indicate that not 
many samples have a signing auditor tenure exceeding 5 years. Table 4 also shows 
that the mean of |DA| with a tenure of more than 5 years is smaller than that with 
a tenure of 5 years or less. Therefore, this paper further compares the characteristics 
of sub-samples with a signing auditor tenure of more than 5 years with those with 
a signing auditor tenure of 5 years or less based on companies possessing the rela-
tively small |DA| mean with an auditor tenure of more than 5 years. The comparative 
results are shown in Table 5. On average, apart from fi rm-year observations of the 
5-year tenure, audit quality with a tenure of more than 5 years is signifi cantly better 
than that with a tenure of 5 years or less. Meanwhile, compared with companies 
with an auditor tenure of 5 years or less, companies with an auditor tenure of more 
than 5 years show the following characteristics: they have better corporate gover-
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nance; they are mostly audited by the Big 15 audit fi rms; and they have a greater 
corporate size, longer listing age, and longer audit fi rm tenure.

Table 6 presents the Spearman and Pearson correlation matrix of the balance 
sample. The correlation coeffi cients from the Spearman and Pearson tests of |DA| 
and signing auditor tenure are signifi cantly negative at the 5 per cent level; the 
coeffi cient from the Spearman test is −0.09, while that from the Pearson test is 
−0.07.

On the whole, audit quality improves gradually with an increase in signing auditor 
tenure. Nevertheless, we draw the above results from univariate analysis, which is 
to be further tested.

Figure 1 The Relation between Signing Auditor Tenure and |DA|

Figure 2 The Relation between Signing Auditor Tenure and DA (DA > 0)
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V. MULTIVARIATE REGRESSION ANALYSES
As Model I (see Table 7) shows, controlling for the effect of other variables and 
using the fi xed effect, random effect, and OLS methods to analyse the balanced 
sample, we fi nd that signing auditor tenure is signifi cantly and negatively related 
to the absolute value of discretionary accruals (|DA|) basically when the fl exibility 
of earnings management is measured by |DA|. This illustrates that a longer signing 
auditor tenure leads to better audit quality. Since the policy on the 5-year mandatory 
rotation of signing auditors implies that if a signing auditor serves a client for more 
than 5 years and continues working for such a client, this may harm audit quality, 
this paper divides signing auditor tenure into long tenure (CPA > 5) and short tenure 

Figure 3 The Relation between Signing Auditor Tenure and DA (DA < 0)

Table 3 Descriptive Statistics for the Balanced Sample

Variable Mean Median Maximum Minimum Standard deviation

|DA1| 0.061 0.042 1.318 0.00003 0.071 
|DA2| 0.073 0.048 1.252 0.0001 0.088 
DA+

1 (N = 651) 0.063 0.041 1.383 0.0003 0.085
DA−

1 (N = 844) −0.061 −0.043 −0.0003 −0.449 0.058
DA+

2 (N = 721) 0.069 0.046 1.252 0.0001 0.086 
DA−

2 (N = 774) −0.076 −0.052 −0.0003 −0.934 0.090 
CPA 3.116 3 9 1 1.801
RANK_M 9.668 7.000 30.000 1.000 7.624 
ROA 0.019 0.037 0.377 −3.568 0.152 
BIG15 0.302 0.000 1.000 0.000 0.459 
GW 0.446 0.100 206.264 −0.998 5.660 
LEV 0.485 0.455 7.152 0.009 0.323 
CFO 0.046 0.041 0.654 −1.450 0.111 
SIZE 20.858 20.814 23.603 17.885 0.909 
AGE 5.833 6.000 13.000 2.000 2.254 
OP 0.177 0.000 1.000 0.000 0.382 
TENURE 4.627 4.000 11.000 1.000 2.457 
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(CPA ≤ 5) to verify the reasonableness of this policy. For the complete structure of 
the balanced sample, this paper uses a dummy variable (DUM, which equals 1 if 
the signing auditor tenure is more than 5 years, and 0 otherwise) to substitute the 
continuous variable (CPA) of signing auditor tenure, and introduces the interaction 
term CPA*DUM into the regression model. If the policy is rational, the coeffi cient 
of the dummy variable should be signifi cantly positive; if there is any difference 
in audit behaviour between short and long tenure, the coeffi cient of the interaction 
item should differ signifi cantly from 0. The results of Model II in Table 7 indicate 
that the coeffi cient of DUM is signifi cantly negative, showing no evidence to support 
the expectations of the policy makers, but in fact indicating counter-results. In 

Table 4 Variable Characteristics of Different Tenure

CPA 1 2 3 4 5 >5

Sample 302 369 291 207 156 170
Proportion in total 

sample (%)
20.20 24.68 19.46 13.85 10.44 11.37

|DA1| 0.064 0.063 0.069 0.059 0.055 0.048
|DA2| 0.080 0.075 0.080 0.066 0.069 0.053
RANK_M 11.156 10.260 9.667 9.599 8.801 6.624
ROA −0.009 0.027 0.032 0.032 0.014 0.023
BIG15 0.215 0.228 0.254 0.300 0.429 0.588
GW 0.250 0.864 0.226 0.655 0.223 0.216
LEV 0.543 0.481 0.464 0.457 0.465 0.479
CFO 0.041 0.044 0.045 0.057 0.039 0.058
SIZE 20.743 20.764 20.817 20.929 20.980 21.137
AGE 5.613 5.458 5.275 5.739 6.340 7.641
OP 0.228 0.176 0.168 0.179 0.167 0.112
TENURE 3.162 3.989 4.443 4.986 5.763 7.453

Table 5 Comparison of Variable Means by Different Tenure

1 vs. >5 2 vs. >5 3 vs. >5 4 vs. >5 5 vs. >5

|DA1| 0.016** 0.015** 0.021** 0.011* 0.007
|DA2| 0.027** 0.022** 0.027** 0.013** 0.016**
RANK_M 4.532** 3.636** 3.043** 2.975** 2.177**
ROA −0.032* 0.004 0.009 0.009 −0.009
BIG15 −0.373** −0.360** −0.334** −0.288** −0.159**
GW 0.034 0.648 0.010 0.439 0.007
LEV 0.064* 0.002 −0.015 −0.022 −0.014
CFO −0.017* −0.014 −0.013 −0.001 −0.019**
SIZE −0.394* −0.373** −0.320** −0.208** −0.157*
AGE −2.028* −2.183** −2.366** −1.902** −1.301**
OP 0.116* 0.064** 0.056* 0.067* 0.055
TENURE −4.291* −3.464** −3.010** −2.467** −1.690**

Note: ** and * denote signifi cance at the 5 per cent and 10 per cent levels, respectively.
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addition, as Model III in Table 7 shows, we fi nd that the coeffi cient of CPA*DUM 
is signifi cantly negative while the negative coeffi cient of CPA is not signifi cant. 
This means that the effect of signing auditor tenure on |DA| for a long tenure (DUM 
= 1) is better than that for a short tenure (DUM = 0), and that a long signing auditor 
tenure (CPA > 5) is favourable to improving audit quality. This indicates that the 
5-year mandatory rotation policy may not meet the intentions of the regulation.8

On the whole, although audit quality improves as signing auditor tenure increases, 
there are different relationships between signing auditor tenure and audit fi rm tenure, 
which are mainly of two types. In the one, the tenure of the signing auditor is longer 
than the audit fi rm’s. In this case, former clients follow the signing auditor, who is 
working in another audit fi rm after job hopping or the dissolution of the former 
audit fi rm. Under this circumstance, the signing auditor maintains a relatively good 
relation with the clients, even after leaving to work in another audit fi rm. But this 
“intimate” relationship may harm the signing auditor’s independence and affect 
audit quality. In the other type, the tenure of the signing auditor is shorter than or 
the same as the audit fi rm’s, and thus there may not be a private friendship between 
the signing auditor and the client, contributing to the maintenance of independence. 
Moreover, the increase in signing auditor tenure strengthens the perception of spe-
cifi c risks and special knowledge of specifi c clients, professional capacity improves, 
and reliance on management estimates decreases, ultimately further promoting audit 
quality.

In view of the above, we partition the total sample into two sub-samples to run 
regressions, where one sub-sample consists of observations with a signing auditor 
tenure longer than audit fi rm tenure; the remaining observations belong to another 
sub-sample. The results are shown in Table 8. For the sub-sample with a signing 
auditor tenure longer than audit fi rm tenure, the increase in signing auditor tenure 
does not lead to an improvement in audit quality; the coeffi cients of DUM and 
CPA*DUM are signifi cantly positive, showing that a long tenure (CPA > 5) of the 
signing auditor will harm audit quality, in which case the 5-year mandatory rotation 
policy helps to improve audit quality. In contrast, for another sub-sample with an 
audit fi rm tenure longer than or the same as the signing auditor tenure, audit quality 
improves gradually as signing auditor tenure increases, and a longer signing auditor 
tenure (CPA > 5) can assist in improving audit quality. For this case, the rotation 
regulation is unfavourable to improving audit quality.

Owing to the joint effect of audit fi rm tenure and signing auditor tenure on earn-
ings management and the diffi culty in distinguishing between the two, we need to 
study the effect of signing auditor tenure on earnings management after controlling 
for audit fi rm tenure to enhance the robustness of the conclusion that signing auditor 

8 At the same time, the sample observations are divided into two groups: when DUM = 0 
and when DUM = 1. We fi nd from the group (DUM = 0) that the sign of the coeffi cient 
between CPA and |DA1| and that between CPA and |DA2| are inconsistent, and both are not 
signifi cant. For the group (DUM = 1), the coeffi cient between CPA and |DA1| is −0.005, 
with a p value at 0.1056; the coeffi cient between CPA and |DA2| is −0.006, with a p value 
at 0.1328.



50 Liu, Yu, and Chen

Table 7 The Effect of Signing Auditor Tenure on Earnings Management

Balanced 
sample

Expected 
sign

Model I Model II

|DA1| |DA2| |DA1|

Fixed 
effect

Random
effect

OLS Fixed
effect

Random
effect

OLS Fixed
effect

Random
effect

OLS

Intercept −0.100
(0.43)

0.113
(0.02)

0.120
(0.01)

0.141
(0.30)

0.239
(0.00)

0.233
(0.00)

−0.100
(0.43)

0.106
(0.02)

0.112
(0.01)

CPA ? −0.002
(0.19)

−0.003
(0.02)

−0.003
(0.01)

−0.0009
(0.60)

−0.002
(0.09)

−0.002
(0.06)

DUM ? −0.013
(0.03)

−0.014
(0.01)

−0.014
(0.00)

CPA*DUM ?

RANK_M + −0.0001
(0.95)

−0.001
(0.02)

−0.001
(0.01)

0.0006
(0.48)

−0.001
(0.06)

−0.001
(0.03)

0.0001
(0.92)

−0.001
(0.02)

−0.001
(0.01)

ROA − −0.004
(0.80)

0.012
(0.37)

0.016
(0.24)

−0.282
(0.00)

−0.256
(0.00)

−0.246
(0.00)

−0.005
(0.75)

−0.011
(0.42)

0.015
(0.27)

BIG15 − −0.015
(0.10)

−0.005
(0.32)

−0.004
(0.37)

−0.010
(0.32)

−0.006
(0.23)

−0.006
(0.22)

−0.014
(0.11)

−0.004
(0.35)

−0.004
(0.39)

GW + 0.0001
(0.84)

0.002
(0.52)

0.0002
(0.44)

0.001
(0.08)

0.001
(0.02)

0.001
(0.00)

0.0001
(0.87)

0.002
(0.54)

0.0002
(0.46)

LEV + 0.011
(0.23)

0.016
(0.02)

0.017
(0.01)

−0.018
(0.06)

0.007
(0.33)

0.014
(0.05)

0.011
(0.23)

0.016
(0.02)

0.017
(0.01)

CFO − −0.145
(0.00)

−0.161
(0.00)

−0.162
(0.00)

−0.138
(0.00)

−0.144
(0.00)

−0.144
(0.00)

−0.148
(0.00)

−0.162
(0.00)

−0.164
(0.00)

SIZE − 0.009
(0.15)

0.002
(0.47)

−0.002
(0.33)

0.001
(0.86)

−0.007
(0.01)

−0.007
(0.00)

0.009
(0.16)

−0.016
(0.48)

−0.002
(0.34)

AGE − −0.002
(0.29)

−0.001
(0.52)

−0.001
(0.53)

−0.004
(0.02)

−0.001
(0.25)

−0.001
(0.47)

−0.001
(0.38)

−0.005
(0.64)

−0.0004
(0.66)

OP ? −0.013
(0.05)

−0.011
(0.04)

−0.011
(0.03)

−0.019
(0.01)

−0.011
(0.05)

−0.010
(0.07)

−0.013
(0.05)

−0.11
(0.03)

−0.011
(0.03)

TENURE + 0.002
(0.90)

0.001
(0.34)

0.001
(0.29)

0.0006
(0.70)

0.0006
(0.60)

0.0005
(0.67)

0.0002
(0.90)

0.001
(0.43)

0.001
(0.39)

R2 0.06 0.98 0.09 0.24 0.27 0.29 0.07 0.09 0.08
Adjust-R2 0.05 0.08 0.07 0.22 0.26 0.27 0.05 0.08 0.07
c2/F value 7.01

(0.00)
117.22
(0.00)

11.40
(0.00)

38.10
(0.00)

532.72
(0.00)

49.96
(0.00)

7.31
(0.00)

119.38
(0.00)

11.56
(0.00)

Hausman test 14.24
(P = 0.22)

41.51
(0.00)

13.80
(0.24)

CPA + 
CPA*DUM

Note: (1) DUM, a dummy variable, which equals 1 if signing auditor tenure is more than 5 years, and 0 otherwise; 
(2) P-value is listed in the parentheses.
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Model III

|DA2| |DA1| |DA2|

Fixed
effect

Random
effect

OLS Fixed
effect

Random
effect

OLS Fixed
effect

Random
effect

OLS

0.144
(0.28)

0.233
(0.00)

0.227
(0.00)

−0.100
(0.44)

0.107
(0.02)

0.114
(0.01)

0.146
(0.28)

0.230
(0.00)

0.225
(0.00)

0.0004
(0.88)

−0.0004
(0.82)

−0.001
(0.74)

0.003
(0.20)

0.0015
(0.48)

0.001
(0.64)

−0.015
(0.03)

−0.014
(0.01)

−0.014
(0.01)

−0.003
(0.09)

−0.022
(0.10)

−0.002
(0.13)

−0.004
(0.01)

−0.003
(0.03)

−0.003
(0.05)

0.001
(0.39)

−0.001
(0.07)

−0.001
(0.03)

0.0001
(0.95)

−0.001
(0.02)

−0.001
(0.01)

0.0001
(0.37)

−0.001
(0.07)

−0.001
(0.03)

−0.282
(0.00)

−0.257
(0.00)

−0.248
(0.00)

−0.004
(0.76)

0.111
(0.40)

0.015
(0.26)

−0.283
(0.00)

−0.258
(0.00)

−0.248
(0.00)

−0.009
(0.38)

−0.006
(0.29)

−0.005
(0.27)

−0.014
(0.12)

−0.004
(0.38)

−0.003
(0.43)

−0.008
(0.39)

−0.005
(0.30)

−0.005
(0.28)

0.001
(0.01)

0.001
(0.00)

0.001
(0.00)

0.0001
(0.87)

0.0002
(0.54)

0.0002
(0.46)

0.001
(0.01)

0.001
(0.00)

0.001
(0.00)

−0.018
(0.06)

0.007
(0.34)

0.014
(0.05)

0.011
(0.23)

0.016
(0.02)

0.017
(0.01)

−0.018
(0.07)

0.007
(0.33)

0.014
(0.05)

−0.141
(0.00)

−0.145
(0.00)

−0.145
(0.00)

−0.147
(0.00)

−0.0161
(0.00)

−0.163
(0.00)

−0.141
(0.00)

−0.145
(0.00)

−0.145
(0.00)

−0.002
(0.81)

−0.007
(0.01)

−0.007
(0.00)

0.008
(0.17)

−0.002
(0.47)

−0.002
(0.33)

−0.002
(0.75)

−0.007
(0.01)

−0.007
(0.00)

−0.004
(0.04)

−0.001
(0.32)

−0.001
(0.57)

−0.001
(0.43)

−0.005
(0.67)

0.0004
(0.67)

−0.003
(0.06)

−0.001
(0.40)

−0.001
(0.64)

−0.019
(0.01)

−0.11
(0.05)

−0.010
(0.07)

−0.013
(0.05)

−0.011
(0.03)

−0.011
(0.03)

−0.020
(0.00)

−0.011
(0.05)

−0.010
(0.06)

0.001
(0.41)

0.001
(0.53)

0.0004
(0.68)

0.0002
(0.90)

0.001
(0.37)

0.001
(0.31)

0.0006
(0.68)

0.0006
(0.64)

0.0004
(0.73)

0.23 0.29 0.28 0.07 0.09 0.08 0.23 0.29 0.28
0.22 0.27 0.27 0.05 0.08 0.07 0.22 0.27 0.27

38.68
(0.00)

538.10
(0.00)

50.37
(0.00)

6.68
(0.00)

119.90
(0.00)

10.65
(0.00)

35.61
(0.00)

539.04
(0.00)

46.22
(0.00)

40.86
(0.00)

14.67
(0.26)

43.70
(0.00)

−0.002
(0.19)

−0.022
(0.03)

−0.003
(0.02)

−0.001
(0.61)

−0.001
(0.19)

−0.002
(0.13)
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tenure affects earnings management. Therefore, we divide the sample into fi ve 
groups according to audit fi rm tenure to analyse the impact of signing auditor tenure 
on earnings management after controlling for audit fi rm tenure. The whole observa-
tions are divided into the following fi ve sub-samples in terms of audit fi rm tenure: 
1–2 years, 3–4 years, 5–6 years, 7–8 years, and 9–10 years. Since there are only 
fi ve observations in the sub-sample of 11 years, our research does not consider this 
sub-sample. Among the fi ve sub-samples considered, those of 1–2 years and 3–4 
years have 51 and 18 observations, respectively, with a signing auditor tenure longer 
than that of the audit fi rm, and 2 and 3 observations, respectively, with a signing 
auditor tenure of more than 5 years. Among the sub-samples of 5–6 years, 7–8 
years, and 9–10 years, observations with a signing auditor tenure longer than audit 
fi rm tenure are 3, 1, and 0, respectively, and observations with a signing auditor 
tenure of more than 5 years are 47, 69, and 46, respectively.9 This means that when 
compared with the sub-samples of 5–6 years, 7–8 years, and 9–10 years, more cases 
of clients following signing auditors after such auditors job-hop or their former 
audit fi rms dissolve are found in the sub-samples of 1–2 years and 3–4 years. 
Because of structural differences among the sub-samples and because the effect of 
audit fi rm is basically controlled, such variables as DUM and TENURE are not 
brought into the regression again. Table 9 presents the regression results. For the 
sub-samples of 5–6 years, 7–8 years, and 9–10 years, earnings management decreases 
and audit quality gradually improves with the increase of signing auditor tenure; 
however, for the sub-samples of 1–2 years and 3–4 years, the negative relation is 
not signifi cant, and audit quality does not improve.

The reason for the above results may be that more observations of clients follow-
ing signing auditors after they have changed jobs or their former audit fi rms have 
dissolved are found in the sub-samples of 1–2 years and 3–4 years than in the sub-
samples of 5–6 years, 7–8 years, and 9–10 years. Of course, another explanation 
may be that the tenure of signing auditors is relatively short in the sub-samples of 
1–2 years and 3–4 years; therefore, auditors have not acquired adequate specialized 
knowledge of and learned the corresponding risks of specifi c clients; as a result, 
both professional capacity and audit quality show no improvement.

We run the regression again according to the method used in Table 9 after elimi-
nating observations where signing auditor tenure is longer than audit fi rm tenure. 
The results are presented in Table 10, where the coeffi cients of CPA are insignifi -

9 The total sample is divided into the following sub-samples based on audit fi rm tenure:

Sub-sample 1–2
years

3–4 
years

5–6 
years

7–8 
years

9–10 
years

Observations 350 408 385 235 112

Observations of signing auditor tenure more than 
5 years

2 3 47 69 46

Observations of signing auditor tenure longer 
than audit fi rm tenure 

51 18 3 1 0
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cantly negative in the sub-samples of 1–2 years and 3–4 years. For the sub-sample 
of 5–6 years, the coeffi cients of CPA are −0.003 and −0.004 with p-values of 0.12 
and 0.008 when |DA1| and |DA2| are dependent variables, respectively. The coeffi -
cients for the sub-samples of 5–6 years, 7–8 years, and 9–10 years are for the most 
part signifi cantly negative. Moreover, as we eliminate observations with a signing 
auditor tenure longer than audit fi rm tenure, signing auditor tenure is no more than 
2 years or 4 years in the sub-samples of 1–2 years and 3–4 years, respectively. No 
obvious improvement in audit quality can be found for short signing auditor tenure 
as tenure increases, but when it comes to long tenure (from 5 to 10 years), audit 
quality gradually improves as signing auditor tenure increases. This shows that as 
signing auditors acquire the special knowledge and perceptions of the specifi c risks 
of specifi c clients, their professional capacity gradually improves, and so does audit 
quality. Therefore, when signing auditor tenure is shorter than audit fi rm tenure, as 
mentioned above, the 5-year mandatory rotation regulation can benefit audit 
quality.

We also fi nd that the signs of leverage level (LEV) and cash fl ows (CFO) are 
basically consistent with predicted signs; audit opinions (OP) are negatively associ-
ated with earnings management, and no consistent conclusions are drawn between 
the corporate governance environment variable and earnings management.

Furthermore, we partition the sample into two sub-samples according to the sign 
of discretionary accruals (that is, positive and negative earnings management) to 
test the attitude of auditors towards specifi c management patterns in implementing 
earnings management in China. As Table 11 shows, the coeffi cients of CPA are 
−0.001 and −0.006, respectively, but not signifi cant within the sample of positive 
discretionary accruals (DA+). However, the coeffi cients of DUM and the interaction 
term (CPA*DUM) are basically signifi cantly negative and do not support the policy 

Table 10 Regression Results after Eliminating Samples with Signing Auditor Tenure Longer than Audit 
Firm Tenure

1–2 years
(N = 299)

3–4 years
(N = 390)

5–6 years
(N = 382)

7–8 years
(N = 234)

9–10 years
(N = 112)

|DA1| |DA2| |DA1| |DA2| |DA1| |DA2| |DA1| |DA2| |DA1| |DA2|

Intercept −0.033
(0.64)

0.163
(0.08)

0.040
(0.66)

0.134
(0.19)

0.307
(0.00)

0.331
(0.00)

0.244
(0.11)

0.362
(0.02)

0.297
(0.07)

0.268
(0.15)

CPA -0.004
(0.55)

-0.001
(0.88)

-0.002
(0.56)

-0.0001
(0.98)

-0.003
(0.12)

-0.004
(0.08)

-0.006
(0.04)

-0.006
(0.06)

-0.005
(0.06)

-0.004
(0.20)

....... ....... ....... ....... ....... ....... ....... ....... .......
R2 0.160 0.460 0.165 0.290 0.055 0.252 0.257 0.187 0.152 0.651
Adjust-R2 0.131 0.450 0.143 0.270 0.029 0.232 0.225 0.151 0.068 0.617
F-value 5.480

(0.00)
24.89
(0.00)

7.480
(0.00)

15.53
(0.00)

2.140
(0.02)

12.50
(0.00)

7.750
(0.00)

5.140
(0.00)

1.800
(0.07)

18.87
(0.00)

Note: (1) N represents the number of observations in the sub-samples; (2) for simplicity, this table excludes 
the results of other variables similar to those in Table 9; (3) p-values are listed in parentheses.



56 Liu, Yu, and Chen

Table 11 The Effect of Signing Auditor Tenure on Earnings Management Among Sub-Samples 
with Positive and Negative Discretionary Accruals (DA)

Expected 
sign

DA+
1 Sub-sample

(N = 651)
DA+

2 Sub-sample
(N = 721)

Model I Model II Model III Model I Model II Model III

Intercept −0.109
(0.04)

−0.115
(0.03)

−0.124
(0.02)

0.096
(0.05)

0.091
(0.06)

0.084
(0.09)

CPA ? −0.001
(0.49)

0.003
(0.15)

−0.0006
(0.61)

0.003
(0.15)

DUM ? −0.012
(0.04)

−0.008
(0.12)

CPA*DUM ? −0.004
(0.02)

−0.003
(0.03)

RANK_M + −0.0003
(0.24)

−0.0003
(0.25)

−0.0003
(0.27)

0.0003
(0.29)

0.0003
(0.27)

0.0003
(0.24)

ROA − 0.023
(0.14)

0.024
(0.13)

0.022
(0.16)

0.794
(0.00)

0.791
(0.00)

0.785
(0.00)

BIG15 − −0.002
(0.65)

−0.001
(0.79)

−0.001
(0.81)

−0.005
(0.29)

−0.004
(0.37)

−0.004
(0.38)

GW + 0.0002
(0.45)

0.0002
(0.46)

0.0002
(0.46)

−0.0001
(0.83)

−0.0001
(0.84)

−0.00005
(0.85)

LEV + −0.016
(0.21)

−0.016
(0.22)

−0.016
(0.21)

0.001
(0.82)

0.001
(0.81)

0.002
(0.75)

CFO − −0.597
(0.00)

−0.596
(0.00)

−0.597
(0.00)

−0.646
(0.00)

−0.644
(0.00)

−0.645
(0.00)

SIZE − 0.009
(0.00)

0.009
(0.00)

0.009
(0.00)

−0.004
(0.05)

−0.004
(0.06)

−0.004
(0.06)

AGE − 0.001
(0.55)

0.001
(0.47)

0.001
(0.34)

0.007
(0.00)

0.007
(0.00)

0.007
(0.00)

OP + −0.008
(0.18)

−0.008
(0.16)

−0.008
(0.17)

0.009
(0.09)

0.009
(0.10)

0.009
(0.10)

TENURE + −0.002
(0.06)

−0.002
(0.10)

−0.002
(0.05)

−0.003
(0.02)

−0.002
(0.02)

−0.003
(0.01)

R2 0.647 0.631 0.631 0.69 0.69 0.70
Adjust-R2 0.626 0.629 0.629 0.68 0.67 0.68
F-statistic
P. (F-sta)

100.08
(0.00)

101.04
(0.00)

92.88
(0.00)

135.83
(0.00)

136.46
(0.00)

125.55
(0.00)

Note: (1) N represents the number of observations in the sub-samples; (2) DUM, a dummy variable, 
which equals 1 if signing auditor tenure is more than 5 years, and 0 otherwise; (3) p-values are 
listed in parentheses.
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Expected 
sign

DA−
1 Sub-sample

(N = 844)
DA−

2 Sub-sample
(N = 774)

Model I Model II Model III Model I Model II Model III

−0.174
(0.00)

−0.172
(0.00)

−0.173
(0.00)

−0.208
(0.00)

−0.208
(0.00)

−0.209
(0.00)

? 0.001
(0.25)

0.0008
(0.67)

−0.0002
(0.85)

0.001
(0.65)

? 0.0028
(0.52)

−0.004
(0.44)

? 0.0004
(0.76)

−0.001
(0.48)

− 0.0003
(0.15)

0.0003
(0.17)

0.0003
(0.16)

0.0004
(0.09)

0.0004
(0.10)

0.0004
(0.10)

+ 0.094
(0.00)

0.094
(0.00)

0.094
(0.00)

0.325
(0.00)

0.325
(0.00)

0.325
(0.00)

+ 0.002
(0.55)

0.003
(0.50)

0.002
(0.57)

0.008
(0.07)

0.008
(0.06)

0.008
(0.06)

− 0.001
(0.41)

0.001
(0.39)

0.001
(0.39)

−0.002
(0.02)

−0.002
(0.02)

−0.002
(0.02)

− −0.012
(0.01)

−0.013
(0.01)

−0.012
(0.01)

−0.024
(0.00)

−0.025
(0.00)

−0.025
(0.00)

+ −0.396
(0.00)

−0.396
(0.00)

−0.396
(0.00)

−0.465
(0.00)

−0.466
(0.00)

−0.465
(0.00)

+ 0.007
(0.00)

0.007
(0.00)

0.007
(0.00)

0.009
(0.00)

0.008
(0.00)

0.008
(0.00)

+ 0.00001
(0.99)

−0.00003
(0.97)

−0.00002
(0.99)

0.002
(0.09)

0.002
(0.08)

0.002
(0.08)

− −0.002
(0.69)

−0.002
(0.68)

−0.002
(0.70)

−0.013
(0.02)

−0.013
(0.02)

−0.013
(0.02)

− −0.001
(0.28)

−0.001
(0.41)

−0.001
(0.28)

−0.001
(0.50)

−0.001
(0.59)

−0.001
(0.50)

0.355 0.348 0.348 0.67 0.67 0.67
0.343 0.333 0.333 0.66 0.66 0.66

39.33
(0.00)

39.20
(0.00)

36.02
(0.00)

138.79
(0.00)

138.94
(0.00)

127.18
(0.00)
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of mandatory rotation for signing auditors. Moreover, when signing auditor tenure 
is more than 5 years, the increase of tenure improves audit quality better than a 
tenure of 5 years or less. For the sub-sample of negative discretionary accruals 
(DA−), the signs of the coeffi cient of CPA are neither consistent nor signifi cant, 
indicating that as signing auditor tenure increases, auditors make no restrictions on 
negative earnings management. This is consistent with the fi ndings in recent overseas 
literature (e.g., Myers et al., 2003; Kim et al., 2003). Negative earnings manage-
ment may be one type of accounting information conservatism (conservative fi nancial 
reporting behaviour); auditors do not advocate aggressive fi nancial reporting, and 
they may thus tolerate negative earnings management.

In addition, we fi nd that the sign of size (SIZE) in samples with positive discre-
tionary accruals differs from the predicted sign, while that in samples with negative 
discretionary accruals is consistent with the predicted sign. The signs of cash fl ows 
(CFO) and operating income (ROA) in both the positive and negative sub-samples 
differ from the predicted signs, showing the distinctive effect of cash fl ows and 
profi tability on both positive and negative earnings management.

VI. ROBUSTNESS TESTS
We conduct the following sensitivity tests to make our results robust. (1) The balance 
sample may exclude companies that are listed before 1998 but delisted between 
1998 and 2002, and companies newly listed from 1998 to 2002; because these 
companies often have many problems, for which auditor independence may play a 
critical role, excluding them may lead to a bias in sample choice. Therefore, we run 
the OLS regression with the non-balanced sample between 1998 and 2002 in terms 
of the models from Tables 7 to 12 and fi nd that the conclusions are basically con-
sistent with those stated in this paper. The main regression results are listed in Table 
12.10 (2) To control for the annual effect, we add a yearly dummy variable in the 

10 As suggested by the anonymous reviewers, we choose the non-balanced sample between 
1998 and 2002 to study again, and fi nally obtain 3377 observations involving 924 listed 
companies. Specifi c processes are presented in the following table. Since the VIF values 
of DUM and CPA*DUM are higher, around 25 and 30, respectively, consistent with Table 
7, we do not use the CPA, DUM, or CPA*DUM variables in the regression.

Observations

Observations of non-fi nancial industries between 1998 and 2002 (A) 4597
Less: Observations where the number of companies is less than 10 in 

one industry between 1998 and 2002 (B)
82

Observations used to calculate DA (C = A − B) 4515
Less: Observations missing data of signing auditor tenure between 

1998 and 2002 (D)
1122

Observations with zero main operating revenue between 1997 and 
2001 (E)

16

Observations of the non-balanced sample (F = C − D − E) 3377
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Table 12 The Effect of Signing Auditor Tenure on Earnings Management (N = 3377) 
(non-balanced sample)

Expected 
sign

Model I Model II Model III

|DA1| |DA2| |DA1| |DA2| |DA1| |DA2|

Intercept 0.185
(0.00) 

0.253
(0.00) 

0.182
(0.00) 

0.249
(0.00) 

0.186
(0.00) 

0.254
(0.00) 

CPA ? −0.003
(0.00) 

−0.003
(0.01) 

−0.003
(0.05) 

−0.003
(0.05) 

DUM ? −0.008
(0.03) 

−0.007
(0.09) 

CPA*DUM ? 0.0001
(0.91) 

0.0004
(0.74) 

RANK_M + 0.00003
(0.86) 

−0.00013
(0.51) 

0.00005
(0.78) 

−0.00011
(0.57) 

0.00003
(0.86) 

−0.0001
(0.50) 

ROA − 0.003
(0.35) 

0.001
(0.70) 

0.003
(0.38) 

0.001
(0.76) 

0.003
(0.35) 

0.001
(0.71) 

BIG15 − −0.027
(0.00) 

−0.097
(0.00) 

−0.027
(0.00) 

−0.097
(0.00) 

−0.027
(0.00) 

−0.097
(0.00) 

GW + 0.000
(0.30) 

0.00000
(0.33) 

0.00000
(0.31) 

0.000
(0.34) 

0.000
(0.30) 

0.000
(0.33) 

LEV + 0.023
(0.00) 

0.022
(0.00) 

0.023
(0.00) 

0.023
(0.00) 

0.023
(0.00) 

0.022
(0.00) 

CFO − 0.041
(0.01) 

0.037
(0.03) 

0.040
(0.01) 

0.036
(0.03) 

0.041
(0.01) 

0.037
(0.03) 

SIZE − −0.006
(0.00) 

−0.009
(0.00) 

−0.006
(0.00) 

−0.009
(0.00) 

−0.006
(0.00) 

−0.009
(0.00) 

AGE − 0.001
(0.16) 

0.001
(0.51) 

0.001
(0.10) 

0.001
(0.40) 

0.001
(0.17) 

0.0005
(0.56) 

OP + −0.004
(0.34) 

0.011
(0.01) 

−0.004
(0.33) 

0.011
(0.01) 

−0.004
(0.34) 

0.011
(0.01) 

TENURE + −0.00005
(0.95) 

0.001
(0.56) 

−0.001
(0.39) 

−0.0002
(0.84) 

−0.00004
(0.96) 

0.001
(0.54) 

R2 0.05 0.15 0.04 0.15 0.04 0.15
Adjust-R2 0.04 0.15 0.04 0.15 0.04 0.15
F-statistic
P. (F-sta)

13.91
(0.00)

54.54
(0.00)

13.54
(0.00)

54.05
(0.00)

12.75
(0.00)

49.99
(0.00)

CPA +
CPA*DUM

−0.0029
(0.00)

−0.0026
(0.00)

Note: (1) N stands for the number of the sub-sample observations; (2) p-values are listed in 
parentheses.

model and fi nd that the conclusion is not affected. (3) Ranking the audit fi rms by 
client asset size, and further substituting the former Big 15 audit fi rms for the current 
top 10 audit fi rms annually, we re-run the regression and fi nd that the conclusions 
are basically not affected. (4) Taking into account the fact that discretionary accru-
als may affect audit opinions, and owing to the potential endogeneity between the 
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two, we eliminate observations with non-standard audit opinions and run the regres-
sion again; we fi nd that the conclusions still hold (see Table 13). (5) We run the 
OLS regression with the balanced sample, the positive DA sample, and the negative 
DA sample, which are all truncated according to 3 times the standard deviation of 
the control variables, and fi nd that the results are basically consistent with those 
stated in this paper.

Table 13 Regression Results of the Total Sample after Eliminating Companies with 
Non-standard Audit Opinions

Expected
sign

Total sample after eliminating companies with non-
standard audit opinions (N = 1230)

Model I Model II Model III

|DA1| |DA2| |DA1| |DA2| |DA1| |DA2|

Intercept 0.103
(0.03)

0.172
(0.00)

0.096
(0.04)

0.165
(0.00)

0.099
(0.04)

0.165
(0.00)

CPA ? −0.003
(0.03)

−0.003
(0.04)

−0.001
(0.66)

0.0001
(0.98)

DUM ? −0.012
(0.02)

−0.012
(0.02)

CPA*DUM ? −0.002
(0.31)

−0.002
(0.14)

RANK_M + −0.001
(0.05)

−0.0004
(0.14)

−0.001
(0.06)

−0.0004
(0.15)

−0.001
(0.05)

−0.0004
(0.15)

ROA − 0.195
(0.00)

0.084
(0.04)

0.193
(0.00)

0.081
(0.05)

0.194
(0.00)

0.082
(0.05)

BIG15 − −0.006
(0.26)

−0.007
(0.18)

−0.005
(0.26)

−0.007
(0.19)

−0.005
(0.29)

−0.006
(0.22)

GW + 0.007
(0.00)

0.009
(0.00)

0.007
(0.00)

0.009
(0.00)

0.007
(0.00)

0.009
(0.00)

LEV + 0.038
(0.00)

0.035
(0.01)

0.038
(0.00)

0.035
(0.01)

0.038
(0.00)

0.035
(0.01)

CFO − −0.189
(0.00)

−0.204
(0.00)

−0.190
(0.00)

−0.205
(0.00)

−0.189
(0.00)

−0.205
(0.00)

SIZE − −0.002
(0.33)

−0.005
(0.03)

−0.002
(0.34)

−0.005
(0.04)

−0.002
(0.33)

−0.005
(0.03)

AGE − −0.001
(0.60)

−0.0003
(0.79)

−0.0005
(0.67)

−0.0002
(0.86)

−0.0005
(0.68)

−0.0001
(0.91)

TENURE + 0.002
(0.09)

0.002
(0.15)

0.002
(0.13)

0.002
(0.17)

0.002
(0.10)

0.002
(0.16)

R2 0.11 0.13 0.12 0.12 0.11 0.13
Adjust-R2 0.10 0.11 0.10 0.11 0.10 0.11
F-statistic
P. (F-sta)

14.81
(0.00)

16.42
(0.00)

14.84
(0.00)

16.55
(0.00)

13.56
(0.00)

15.15
(0.00)

Note: (1) N stands for the number of the sub-sample observations; (2) p-values are listed 
in parentheses.
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VII. CONCLUSIONS AND LIMITATIONS
With a sample of listed A-share companies in mainland China between 1998 and 
2002 before the policy on a 5-year mandatory rotation of signing auditors was 
implemented, we use discretionary accruals, which are estimated with the modifi ed 
Jones model and the Jones model, respectively, to measure audit quality. Discretion-
ary accruals are divided into positive and negative to study the relation between 
signing auditor tenure and audit quality. We fi nd the following results: (1) An 
increase in signing auditor tenure signifi cantly improves audit quality. For a long 
tenure (more than 5 years), the restriction effect on earnings management is obvi-
ously greater than that for a short tenure (5 years or less). (2) When the tenure of 
the signing auditor is longer than that of the audit fi rm, audit quality declines as 
signing auditor tenure increases. (3) On the other hand, when the tenure of the 
signing auditor is shorter than or the same as that of the audit fi rm, audit quality 
improves with the increase in signing auditor tenure. Moreover, the restriction effect 
imposed by a long tenure (more than 5 years) is evidently greater than that imposed 
by a short tenure (5 years or less). (4) The increase of signing auditor tenure helps 
restrain positive earnings management. (5) However, this increase does not control 
negative earnings management. The implication of these conclusions for regulators 
is that the policy on the 5-year mandatory rotation of signing auditors should be 
implemented according to specifi c circumstances. If signing auditor tenure is longer 
than audit fi rm tenure, the policy can be carried out; otherwise, it does nothing to 
improve audit quality.

Limitations include the following points: (1) Like the research of Myers et al. 
(2003), the data are sourced from prior to when the mandatory rotation regulation 
of signing auditors was implemented; thus, our research may have some limitations 
when its results are applied in a setting of mandatory rotation since under the regu-
lation of mandatory rotation, auditors or management may make different decisions. 
However, the policy on the mandatory rotation of signing auditors per se is a regu-
latory decision based on auditors’ previous behaviour, and thus the conclusions of 
this paper still have a positive signifi cance to be referenced by regulators. (2) As 
Hribar and Nichols (2007) fi nd, some company characteristic variables, such as 
variations in cash fl ows, net income, and operating revenue, should be added into 
the model with the absolute value of discretionary accruals as the dependent vari-
able; otherwise, the results may be affected. But in this paper these characteristic 
variables are not considered. (3) Owing to restrictions on the data source, our 
research fails to consider the case where the signing auditor and the audit project-
in-charge are not the same person, but changing the project-in-charge may have a 
potential effect on audit quality. We will conduct further research on this point.
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