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o D IE 2 A0 AR T 2003 SR BB R A TR TSR SR 55 R T 2 1
FEHRH R ME Y (RIRR SRR E ™) » BORZEFUEM 2 T 22 0y F— 4 AL
Py SR TR S5 ANAF I AR o W42 SMEX — BUR M TR & 27 M 2 Ay K
FAHME T RE 2 FEARA WU o S8 - EF 2T K f T HE R & B2 S 50w
THTCRE AT R 2 AR AR AT T 2 S IR T 2 ARZ O A ER ST a1t
U EAR S o PRGSO T R 2 TR AT THE A7 15 & I B TIE AN 7253 > DFR
WIEFREW o W Carey and Simnett(2006) & BLREF2x THIT I H THE I 55 1 iU & 7k
Ko FH— LR R AT 2 A THE I ADOR 2 S B0d it U TR 2t
1481 1157 5 (Chen, Lin, and Lin, 2008 ; X5 5% » FFAMPRIC > 2008 3 Chi, Huang,
Liao, and Xie, 2009) °

B TR R T R BT AR A T 55 s B BB S % (DeAngelo, 1981b) o H
HH R T R L L AT RE D R o TS T R R LW A AR R BT R E
AT G R B A 5 W AR BT X B T e Ml PR A BB ) A A S AN T T
W o NERADFRE » —J5ii - BB A LR > F7 RS 2 1%
PR SE TR - X8 P B RR e X A T ()it s b 1 OGP TR AR o
MHEF LR T) > S 3 IH R IH2 5 (Petty and Cuganesan, 1996 5 Myers,
Myers, and Omer, 2003) o A SCR X — 5% R MR #9507 R € IR BN
FH—J T BEA ITHMERIEK > 2HTEF A Z R RIS T AL (Familiaricy
Threat) > VAN B B F 5% R AR 2 (Self-Interest Threats) > X265 R 5200 187 11
B985 M (Mautz and Sharaf, 1961 3 IESBA (International Ethics Standards Board for
Accountants), 2010) o A SCHR N H THE IR MLV o 25 & T HE IO U
R 5% i 2 B2 LR T 580 P AR SR TR RSN T S P A5 N T AN B AR X R/ > Y
R AU R T AL RN ST » 7 THAE B BB 52 = o 3 T & 5 AR » YRS PERK
REK T2 S 8 FITRALLIN > A THE B B i 2 B AR 1 i

MELA SCHKE - A R BEF 2 THIN A THAE A 22 560 0 4 B AR b SR % P ki e
VU T s MR BEAT ST I RE A 42 =7 11T i (Chen, Lin, and Lin, 2008 ;
Manry, Turner, and Mock, 2008 5 XIJH5E ~ RFZEFMPRIC > 2008 5 Chi, Huang, Liao,
and Xie, 2009) o (EEAFEFTA—DIEUR © X — LR BEARFEFIER AL R Z
FAFTEZE S5 2 XA THME A A I R R R AR M AR E — c H—NRARR -
O~ &2 T 5 2 7 FANOR R AT IS > B T S0 J 57 R 9 32 1 P RS K -
I AT S B T A A5 SR AR AS 4 e o S B 2 X S AR AT (2009) KL - FER
FAERNK RGO - EF 2K - S Em « AR AKRT
T > EFH AL » F IR ZE o IXE—DEBER M > FONIRAE
FANK ZR W REAS A o THE A B JE K 2 FEART TH T i - I8 24 285 2 THI AL L BOR i B
AR SEREAR N Fl = AR T SRS B o ASCZE I8 55— 4R Bk AR > BT IHE
AR %P R E RN o HAKHL > FAT1Z8 G807 THITAT AL LK THE 2 P R g
RSS2 o B T AR 20 e e RN TRBON BB R #5AF TH B — D Z AT 2 - %)
A BT BT TR 4R 1 % P R R D o I BE R AT THE IR IS KRR E
FIRA — MG ERR R - R IR o H AR iR % F B T A7l
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LKAV » B 2 FEWI LR VB Bt 1 BT E AR B & P R R R K E &
B> FIKEE FTHMESIWEK > B PR IR B R RN » B IHMER R &
FURERE TN B ) 55 o T BB > A SCH A RAT L KA THE B S A
JTEEOC R BN T AN B 5 AT Ml B KA T T 1 5 W) s R 15 22 B ar
PERI R o

s AR SOOI 25574 o U i o 2R 48 o) B S it 2 T 1998 22 2002 4F T A w1 Bk
W > A B2 VAT Ml KOO T A 5 07 TR 2 R OC R BRI o DFRR IR
AR AT T BB AR A TR > (H R B RARBIAE ST A bk = AT R K
N o TS 2 TR AT L A > TR IS R 2 R A IR AR OGO R S e
XL > Mo it iE Z AT LK > A7 THE IR R I R RSN R I T
ST AEREAR B FUIRT AN o T4 23 TR R AT B K > 37 THT A ZE K R 19 & P e
FE RV RIIEAN B, > B THE A 5 5 1 1 TEAH OGO R 32 31 2 I 85 o

AR SCH DT BLAE LR T ¢ (1) H BT 2 KPR BER 2B E N AT

BT BRI R B & 2K - BE T T2 KRR o HAMEH
J& Gul, Fung, and ]aggi(2009)HTJL > TATTAMN S T2 X — SO ) J2 1T =5 25/
AEHAIRR - T HLE BRI 25 2 2 55 i o THT IR RS 7 2 THI i THE I > 28572
THIT A T IA S INE 2 > [R5 45 55 AT L T KT 2 i i AT b &/ it
WS IR R R > ZF2THAT LK EINES - ) RATPFREEHRE
B> B TAT R K SHIHMERN & PR e ISR RO R > FIEAT & K
H A A K7 THE A SR 1 2R AR TR - — NMEE 2 BN
W RXHAT b T KR F 2 I AT SR R 0 > A 2 7E B2 iR B T A S Ss PR R I  X
BT L AT RE T RS I AL/ > SR R I R ROR BLGF - (3) Fefa » TERORIZ |
b R T ZREET T A AU R S T2 KT T K B e SRR AR
BTEYEmME% -

A SCHARTRI AR « 55 AR 5376 8] AR 5% SCRik i) BEAils B R 47 3898 70 A 942
HBFRARUL 5 5 =30 NWWFF s Bt 5 S ER > N IE A5 AR RN ERE 5 e N
L5 BRI -

= - XA AT B

HAE 204 70 A% > S E BRI TSR B R I M AT BE A R I A R &
Vb J 2 75 HEAT B A TR AT T2 TS o il EEIZRIBE (U.S. Senate,
1977) WK > A TS 2RSS 2 W KT X R G BEHE SIS g P B
JZWIR 35 B VIAR DS > UL 55 BrARXMES ST R R THE W o R oix — B Ip ik 2 —
AR N 55 T AT IS o SEFELIE MR 2 (SEC) A& M2 Tl 2 (AICPA)
IR » WK F TS S S B T EAR TR T R - 1053 55 7 5 i #2460
/N RERI R U /0% (AICPA, 1978 5 SEC, 1994) © NELA SCHRA > A7 THTHAWF %
F 5 M ANZ TR — 2T 55 55 Irdi THE I OB 78 A 3 T 2 b a7 ST RS
B ARSI R ZE T 2R K PRI 245 B KT (9 A7 THT S0 0F 538 SO B i) ik
PP e
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MEFZSFTKEE > KA T A BEAUE TSV o R AR 3T (Mautez
and Sharaf, 1961 ;> Dopuch, King, and Schwartz, 2001 ; Davis, Soo, and Trompeter,
2009) o A AR — M I A THAT 2 0 A T R - BRI AT A T 4
(AICPA, 1978 5 SEC, 1994)  (H2 T LU R > # PHE W H A FRARHF 15T
o MR KA THE A RESE = 7 1T T & (Geiger and Raghunandan, 2002 5 Johnson,
Khurana, and Reynolds, 2002 5 Myers, Myers, and Omer, 2003 ;> Ghosh and Moon,
2005 5 EALFE ~ BRAETTRJT R - 2005 5 BRAE SR SLE > 2006 5 XIJHSE > 2006 5
Gul, Fungand, and Jaggi, 2009) ° AT S F RN R I A —E R W A
PERAR - ATREALEI U BSC R (BREICMIESLE > 2006 5 XA 5E > 2006) ©

DL BB TAR R S5 IR REIT Y > AR A 0 B A2 T /K SP-BF 5 A7 T A
HIH TR > FONEF 2 i £ SR H I 55E 2 o AN THIE 5S4
G R o BT IR ol 55 A BRI T DT N I R S AT (H
2 22 0 2007 5 R 0 2009) o ZEF 2 THIMEYH THAT 0y B 5 T R
AHERENRR » B PF 2 00 AF 5 LS 55 AR B B D9 MRl (XS 5 > &R
FAZFIRISL > 2008) o 75 BRI » X IR E 5555 T A 5 A AT ol it &
P o =555 BT Y o s S AT AR BRAE R IR AN S B RS F 2 1h i b o HeAn s W DA AN 38
SEPHOY T B ) R 2 T AT AL ST B B A o W] BRI A B RA BEAL T AN
SEFR—AE o ZH ST TR TR i AN T BE SR AV BR R IR H DT Z I AR AR
B[R] o [R5 BT J2 T 19 FR) 2R AN 25 2 T2 TR0 A DR 3R AR ol i 3 o 6 = A el B
FEM o o ]2 1 U P 2 A0 Hb I 267 ATl 4 M A AR IR A 3 55 T RN A
TP Z T o teAh > 2K IR 5 5555 BT KRR T RE 245 R R #Y
4518 (Francis, Stokes, and Anderson, 1999 ; Carey and Simnett, 2006 > Chen, Sun, and
Wu, 2010) ° 7EDefond and Francis(ZOOS)@ﬁ(ﬁﬁﬁ?ﬁﬁ‘ﬁﬁﬁm%g%ﬂqé\ﬁ“ﬂm(parmer)
IKFSG > IF G I — 2L T 2 KA B T HEBER © Chi and Huang(2005) & 3
BT R B A T B K R (RSB — R R (KBON S ) > KA
THE S AR T R & - Carey and Simnett(2006) Z 2 I H THMT A IE K 25
AT B AN o RPN T IARRAR T B AR ae 2 E W B WA AT REE - S T
BIAIBE M A REME o {HManry, Turner, and Mock(2008) LATEZIE R TR A7 1T & »
RILBEE T2 TH THE K > BRIV R KB - aE W] 3 B AR T 4
# © Chen, Lin, and Lin(2008)7E# il T 2 55 i IMEAfG - [FIRE R B2 I KA 3t
A4 & T A Bt o Chi, Huang, Liao, and Xie(2009) | M 575 Ab—™ f i 2 5507 1T
WMEHIT R Z AR KRR - AT EEEREF 2R BORSOR > 4530 R B
1] A8 B F B o AR T AR 2 A TSR T AR BE AR A R S R
AT~ AT A A R EE S AR R SR B SRR 2 i
SRR A TS T E IR o BN AR T2 T A B AT TR A
JoT 2 5 I Y SCHRIE FLE D - AR R RS 2 1M A B T I e R R A I
BAEKA THER (R T 5 4F) BG BU N - AR mds oo & 0 25O s m B . (il 3¢
RFFFPRIC - 2008) o AHK B AL R & 7 1T B2 A AR > RS F 23t
il 5 2 P2 Z MAFTERA ARG R B0 S W BB R & - A8 4K THE A B 2 10 3 o 1o
B (XA s M BEEE > 2009) o 8 H SCHR RARIE R THE a7 3 i @ i 2 AU & >
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R DA TR WA i 3 o R AR AR B U R 2 T e THE I 55 T o A A R
PE(UEE - BSE TN E > 2008) o 4 IR SE (2006) B 1N TF2 THIm 401
FEFZ SR T 24 TR B A AR 40 i 5 — 4 T A R AT TR A BB R O o A5 SRR
il F 4 HR e T R PR A BR o ZBJETHEAN £ 51 (2009) B 5885 2 I R i 2
B OR - RIS F2 TRl A B S AR B A RERRARAR M NI > (H AT DAl i
[] ) B AR B o

B b XTI PRI T 15T L A R B R R o 1 SR
A H AR IE K - 57 THITR AR B8 2 9 % P R g R > XE2% P i R e IXUR: th B
TR R0 T O B A TR - TR TR AR Ty - S EBUR 1T
AL (Petty and Cuganesan, 1996 5 Myers, Myers, and Omer, 2003)  JX /& Fif 3C
BTk 09 2% P R RN o LUK > 2 AR 18 25 A RE DR A e 7 A 20 6T 31 Jo
AIRZ o %R » FEARNBEZ VI (DeAngelo, 1981a) » B THAE S » 2110
XFH X SR B RA PN © BEE RN B85 A Bl |l > 2k 2% P B4 5F s 02
BN > 2 VH T PO A H AR RS AR AR - BT R R (Gul, Jaggi, and
Krishnan, 2007 5 Gul, Fung, and Jaggi, 2009) o ' Xf2x THIId7 3B 547 1157 & 2 1Rl /Y
BURH R 5% F2 1Y 2B R IR O K A7 THAE 305 SRy o7 ST S P N B o Bl T T HE
HYIEK > ’%ﬁ“'ﬁﬁ'@gﬁZI‘HjH@%%ﬁ?%&%{(f;amiliarity Threat) » A2 A &
) g5 5% 2R I A (Self-Interest Threats) > aX #8252 1 77 10 (19 4577 (Mautz and Sharaf,
1961 5 IESBA (International Ethics Standards Board for Accountants), 2010) ©

S5 B AR OO V5T SR R W Y I TR 0N RN TN I AE o AR B
R E2WMEE > AV TG LT > B (B ) R84 35 Hhr -
B T2 AT &K 5% P RrE R Z AR — @ R B E SRR > B
25 78 AR 2 VAT % KK > 7 A A A Qe S P 280N A0 25 P o R DR B8N ) A
X EEEA ARE] o BARKUL - M2t & P R EAT LA R E IR > &
RF S G0 0 L T T R I ) L R ARONE DS o SR A S ST PR SO A R 4
o M THITRAT LRI B I > OGP AT T XU Y AR 22 AR A X 2 A B
BT A B P A AR R N E S > KRR AR R B £ SR -

FET UL LI > AR A0 st -

Hl : SR TILERE  EFHENRMSER  SFSUTHFITES
MEKEBRESFITRE - Y2HMRABTLERN  FRFREARBAES  £F
SUMERNERNFITRENREHERSWSBK

U RONAEAR T AR AR TSR EROESS - A5 5 S TR o ] DUREE Quasi-rene - ATRALERT it

T FEAETE A I IS BN > 25 3 low-balling (RN %) VLS (DeAngelo, 1981a) » BIFERIH]
AR N AR BE 2 985 16 J5 ST TR0 o RS A A AN #5125 o DRI 24 40 7 1119
WG JUAE IS (B YT B IN) > df pHi 2 U BT AR HN R 55 0 H 2 9 1 Refs O e ikl
SHFR > DMETE G S0 P TR BUAS (Gul et al., 2009) o MAET 1 T LRSS (RIAT AT IS
KR Bl |l T RN BRI A AR > U R R AT RN BRI 5 X
5 Johnson et al. (2002) M —5K o
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(—) BEAREFENEBERIR

TS UE R SCHE I BGR > AR SR 1998 F 2002 4F ] AR T FNFEAR o FEAR
Z T LA IE T 2002 452 N 2003 47 AW BCESFIE 2 K AT T O TIES 10k 5555
T2 VT AR A L E ) o 1A B R RS M 2 1IN A 5 A AT 9 AR A o
I 2003 4F K& 2 J5 B9 257 2 THITAT A 23 32 315X — il BE A R2 I o ASSCHIBR T 4 Rl 281y
EHATE - IPOARMELBH AT > FHIyIX LA 7 RS HA A RR[F o (7]
N FEFATI THEARNE RIS - FRATESRAT AR AR B T 20 » FUCHIBR T BT id AT
My — A RIBUNT 20 FEAR o AR SO BT A R 55 8008 ~ A7 B E R 3ok A
BB LAE BBAABRAFIF KM CSMAR SR o 2552 THIT B & 56 A CSMAR %L
P RS > R el 2 AR TE R 7 SO B AT TR AUEIE o 1A >y T s
Bt (B RE M > FRAT TS AT v i A e A8 oA T 1% (AR Ab 3 -

RGN THAMESRE - @ik G > RIGIHEALNTE 3938 K > 1998 &
2002 44310 602 > 659 ~ 759 ~ 912~ 1006 % °

*®1 REAR T 1 A

1998 1999 2000 2001 2002 Ait

BN IR 826 924 1,061 1,139 1,203 5,153
B -

WAE PO FEAR 106 99 138 82 75 500
BRSEAHE 5 5 6 7 7 30
ANBE ARG BT REA 46 59 82 58 43 288
KBTS FIHREA 65 98 73 79 71 386
A B Bk 2 4 3 1 1 11
HRAREAR 602 659 759 912 1,006 3,938

(DIRBEBNTEIRE

FAT o0 2L R A S e 3T 7 SRAS B (B SR ) S SR i It 14 HARAS: 56
BRI

IDA| = « + B, CPATEN + B, CPATEN*CAPEXPT + f3, FIRMTEN
+ B, FIRMEXPT + 8, FIRMEXPT*FIRMTEN + s BIG + B, FIRMCH
+ B, SIZE + By AGE + B, GROWTH + f3,, OCF + f3,, ROA + 3, LOSS
+ By OPN + B, LEV + 3 BXIND, + 3" B*YEAR,

M

SRR R N o FATT LA I > SR JE A AT B K A (CPAEXPT=1) FlE
11l T K (CPAEXPT=0) AR (1) FEATE I o #5E8Y (1) AR & AT -

RIS & N IR (| DA|) © A8 SOR FERGNE R T 20 ER A B i T > X
—HIEELIEF AR 12 R A2 (Myers, Myers, and Omer, 2003 ; Carey and
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Simnett, 2006 ; Blouin,Grein, and Rountree, 2007 5 Chen, Sun, and Wu, 2010) o #Z\ P
REH3 R BRI D7 U« (1) VARE AR BT Jones B85 8 > AR 4R M AT L HEAT A8 3T
XHORAE > 158 |DAL| o |DAT|BEK - FRUFRIVER TS 2 "IV 55 i 3 o
W > W RMAZE o A o | DAT| BN > WIFTTHTT R BRAT o (2) 73 Hr Be & rE )
VAREAY B A BRI N 1 (Ball and Shivakumar, 2006) o X THEL 3 A #RES P N 3R 46 0t
5 > 155]|D42| -

BEAh o BRI ok SR FY AR i 0% ¢ (1) 9 TR A BSOS AR
N R 3% 2 (Kothari, Leone, and Wasley, 2005) > FRATTHE VA 5 PE N 1 i) 1
(1 1 T Jones BERLAS T /A 7] 24 4E L 47 (ROA,) Jr 18 BRI HE N 1 | DA3| = 2) KA B4
IR TTE > 435 FIE W B AR E L (DA+) I AR E B (DA-) 1B N 1T & A A
AR o

RERD (1) WA E 2R B NS T2 T B THE I (CPATEN) © F6E# A7 1R
&2 IR T T (UBCES » 2001) » 23X A5 FAT] AT DA B #0588 &6+
2RI BE - 7B IS F 2R A THERIN - WA TR GG >
REF 2 HITERT 5 M AE P AR EL > B THE RS —4F o XX NI — AR —
EFEREA > A AL F 2 THIT A B THE AR - Sla BATION & K &2
THITAE AR N B AR EF 2 T TR o 01X —E X7k 53 SCH— 20 (Chi and
Huang, 2005 5 XJJH5E ~ RT2MPRINC > 2008 5 IWEN - BETHMEH > 2008)
FERR (1) > CPATENZR /R 2 THIH HE R TR A 520 o ARG 1 > FAT 1
MTEARAT LB KA - CPATENW R B E N -

CPAEXPTRZEF 2 AT T o HATSCRON 8 ATl & K p fir 8 £ 2
WIRR D% - AT A Tk AAT L 20 5 43 A% (Marker Share Approach and Portfolio
Approach) o I FAT L &K FIRBE 17 L T3 0800 e nmi kg m - BEte] RLRAT T
%Tﬁ%ﬁﬂ%fﬁf%?‘fﬂ?{\‘(Hogan and Jeter, 1999 5 Ferguson, Francis, and Stokes, 2003) °
Francis, Reichelt, and Wang(2005) AT A TR B R 5 K2 Tl g5 45 T o SCH
BAZATI L KBH T o Reichelt and Wang(2010)47EF— 17k 1 H A Fe K i
B F S IE XNATIEKFSSE > I HESESINAT g maFHEL s — 2%
D 10% s 1% 55 Il A R AT L T 3 U3 30% © Lim and Tan(2010) 1A 2000
£ 2001 4 [FAT ML T 03 AR I 249 YT 10 ATl B K A7 10 > 2002 222005 4 1847
Al T S A I 30% 95 THIT N AT L % K F T o [ A 2% 35 43R N iS4 (2007)
AT\ T UK T 55 T 10% B F 55 B € X NAT IR K55 o 55 —Fhr ik 2arl
A MANE > B — 87 VAR H T # AT i S O B s AT AR Dy B K AT
Al (Hogan and Jeter, 1999 5 535 FNEESCEE > 2007) o TEAT I AH G Oy AEE T ARAATH 11
A TRKAT I - MBI 3 55 I 7E % K AT ML BIVEE T o % 268 08 77 37 03 0B AR AR AR
AIRERE SR IX — AT A A7l B A 1l o AR SR A S5 3 9 3CHK (Francis, Reichels,
and Wang, 2005 5 Lim and Tan, 2010 ; Reichelt and Wang, 2010)— 375 i% » DUAT L
WS &7 T K o TEAT 2 FebndE b > FRATR A A B E e 2 ATl s
HE > BREE BN AT ACES S > HARAT I — ATl ALHS

BRI » DA SRR P AT b &K SRR T 55 55 BT /KPR = 55 i 43 BT K

P OEEKIE AT R BRI B RE TR TS A -
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- (SCHk R — AR ON T T - A SCRRI A R B EF 2 K o BAT TR B2
S AT AT T K S H T F 55 BTKT3 FK T & KA W RUAIR (1) 78
Fe— 47 P 2 T B E Sz 8 I X — A7 M A = S5 T A 0 E 5SS T 43 i Y 2
H o 2) BF 2 K894 L Hi 4 080N T 5555 BirK ¥ 803 55 17 43 BT KP4 40
B FUWIR B A AT H 5 KT L Ko CR e > flan - BUTIl i
AU 30% 5K 10% M REF 2 18L& BT T @i m & > #AKRZY o it
TATRHLAT U7 208 XA AT L KEF2 1t
1) NE—FRNEFIIMHEAT TSR HES - BT 20% B2 1T E
NATA T KL F 25 1 (CPATEN_20PCT)
2) A AEREF LT T A BB THES > KT 20 (ST E XN
11l B K25 25 71l (CPATEN_20RANK)
3) B —AFAT I T A RS T 8CE R I 3% B 252 THIN N AT L B KRS 2 1T
(CPATEN_3PBS)
Horps 72 M0 AR AT T S 080 BAR TH R AR

Jik
2. [ASSET,,
2 27 JASSET,

CPAEXPT, FRREF o i T kAT TS B8 - o T RN EF2 1000 i Fr7E k
& PR GE = 0F IAR » 3 BE R T 82 THIAE kAT A & P 3 11
TR o AV FEE B CPAEXPT,, > B AR SR —F 25 F 2 MR A4 T Mk T S A3 4

TERRMEMEA R > FATEZE T A F AT 7 a) A — NS FE 2147
M TT A B AT HER > B HT 10% W27 2 1T E XONAT I T K T2 100 5 b) X
— RS T2 HEAT L T AR BUEITHES > B ET 10 (T2 i E ORIk & K
2T

CPATEN*CPAEXPT#: CPATEN 5 CPAEXPTHIZZTRIH o N2 HifT & K4
Hl g5 7 THE R S T IR ROCR o I 2 AU CPATTEN*CPAEXPTWI R HUE. 3 )
1F °

FIRMTEN R FH 55 Fr i AT « FIRMEXPTARE RS T &K o BATK 4
— AR E S AT T A BB THE AT T A R I 109 1Y 5 55 T SCONAT
K55 o 3% 5 56 B 308 (2007) WA 7 2N — 30 o AEAERY (1) R 3RATTIR] B
N CPATENFI FIRMTEN > H (/2 2% S50 THE 5 1F & A9 5% I vh RS 2 2 521t
il A A S 45 B T T AR 5 AR AR VE R o [N CPATTEN*CPAEXPT
A FIRMTEN*FIRMEXPT &N T 25847l % K87 T HAVE F 04 5% i 2 AR BN A 25 =
ST KO8 2 55 55 KT

HoAth AR O AR o P AR A IR BRLE A T A A O STk H s AR i (2
FAZIE > 2002 5 BB ICME N > 2006 5 Gul, Fung, and Jaggi, 2009 : X J A 0
HH > 2009) o BIGARFRZ S5 T HLAE o Qi 5 Dy (] s 78 2R R ] N 7S K UER(E D 15 45 ]
BUE N0 > FEINZSK LT 12 P 8 B U AR UE » # 5E— 455 55 BT ik A 4% 07
WP EHEA RIS > WA N ZE NS KET o FIRMCH N RERVE & > 25550
AN > FWNO o SIZEFIRES A FIMAL > NA R ™1 B IRNE - GROWTH

CPAEXPT, =
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FSRESHISE M » T E IR K R o 0CF WA BTG A& FR U
ROA FARESHI A R B FIRE ST o LOSS FREE il 28w /&

BRI AR

B o
WRAETW o LEV WA F Rt

SALH - OPNRRA TR ARG IEAR T 0 > EARE I N1 > WO -
WA > CPATEN*CPAEXPTS CPAEXPT 2 [BIWIAHI< RN 0.8 HAE0.01 /K &
2 W RIS CPATEN*CPAEXPT A CPAEXPT N 18] IH AR » w] GE2 i hig i ™

HAY LA

DRI AT 7 J 18T S [0 01 2 A o R 1 23 AL D D R 2 4 2 (R SR A9 D5 0

K 5ERIX — ] (Fan and Wong, 2002 5 5308 ~ SE X Besk » 2008) © 3

®2 s 7E X

TER TEENL

DAl DA Jones B2 T8 A R HE R T A 4 X3

|DA2)| LA Ball and Shivarkumar(2006) B 58y #2071 A 248 % (L
|DA3| Ll Kothari et al.(2005) 881 115 AL R Y 28 06 (B
DA+/DA- DX B A E T 1) o I o) ) SR PR L 1 7 1 B 43 2 B 1

CPAEXPT 20PCT

CPAEXPT 20RANK

CPAEXPT 3PBS

CPATEN
FIRMTEN
FIRMEXPT

BIG

FIRMCH
AGE
OPN
LOSS
LEV
GROWTH
OCF
ROA
SIZE

N EF AT TS BB THE S K HE2 T 200 1925
FoE CNAT A B K EF 2T o IR N LK EF 200
W CPAEXPT 20PCTEUE N 1 » & MBUE N 0

MR —FR S MHAT T AR B TS > SHEA T 20 (2125
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partners who sign the audit reports have less expertise, their tenure is positively related
to audit quality. However, auditors’ industry expertise at the partner level weakens this
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l. Introduction

In 2003, the China Securities Regulatory Commission (CSRC) and the Ministry of
Finance (MOF) jointly released The Policy of the Mandatory Rotation of Signing Certified
Public Accountants Engaging in the Business of Securities and Futures (hereinafter the
“Mandatory Rotation Policy”); this required that signing certified public accountants
(CPAs) should be changed after serving a firm for 5 consecutive years. The premise
behind this regulation is that regulators believe that the long tenure of signing CPAs may
decrease audit quality. However, does the long tenure of signing CPAs really decrease
audit quality? Under what conditions will the long tenure of signing CPAs lead to a
decline in audit quality? These questions remain unanswered. Because most countries
do not disclose information on signing CPAs, evidence on the relationship between
auditor tenure and audit quality is still rare and the conclusions of prior studies are not
consistent; for example, Carey and Simnett (2006) find a negative relationship between
the signing CPA’s tenure and audit quality, while others have found that the signing
CPA’s tenure does not lead to a decline in audit quality but rather improves it (Chen,
Lin, and Lin, 2008; Liu, Yu, and Chen, 2008; Chi, Huang, Liao, and Xie, 2009).

Audit quality is defined as the joint probability that an auditor discovers a breach
in a client’s accounting system and reports that breach (DeAngelo, 1981b); the former
depends on the auditor’s competence, while the latter is mainly determined by the
auditor’s independence. According to the extant literature, auditor tenure has two
contrary effects on audit quality. On the one hand, with longer tenure, auditors will gain
more client-specific knowledge and a better understanding of client-specific risk and
meanwhile become less dependent on managers’ estimations of financial information.
Auditors will therefore enhance their competence and eventually improve their audit
quality (Petty and Cuganesan, 1996; Myers, Myers, and Omer, 2003). In this paper, this
effect is referred to as the client-specific knowledge effect. On the other hand, problems
that can arise from the relationships built up between auditors and clients as a result of
the extension of auditor tenure, such as the familiarity threat and self-interest threats,
decrease auditor independence (Mautz and Sharaf, 1961; IESBA (International Ethics
Standards Board for Accountants), 2010). In this paper, this effect is referred to as the
independence-decreasing effect. In sum, the effect of auditor tenure on audit quality
mainly depends on the relative importance of the client-specific knowledge effect and
the independence-decreasing effect: When the client-specific knowledge effect dominates,
long auditor tenure will improve audit quality, but when the independence-decreasing
effect dominates, long auditor tenure will reduce audit quality.

The prior literature generally supports the dominance of the client-specific
knowledge effect over the independence-decreasing effect: that is, audit quality can
be improved by auditor tenure at the partner level (Chen, Lin, and Lin, 2008; Manry,
Turner, and Mock, 2008; Liu, Yu, and Chen, 2008; Chi, Huang, Liao, and Xie, 2009).

However, a question worth exploring is whether this finding differs among companies
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with different characteristics. The relationship between auditor tenure and audit quality
can be affected by two factors. The first one is personal relationship. For instance,
when signing partners have personal relationships with clients, their independence will
be harmed more severely with the extension of auditor tenure. In this situation, will
long auditor tenure still be able to improve audit quality? Liu and Tang (2009) find that
without personal relationships, the longer the signing partner’s tenure, the better the audit
quality, while with personal relationships, the longer the signing partner’s tenure, the
worse the audit quality. This finding is important because if long auditor tenure decreases
audit quality in the personal-relationship subsample, the Mandatory Rotation Policy for
signing partners will have a positive effect and enhance their audit quality.

This paper considers another factor — an auditor’s industry expertise at the partner
level. Specifically, we investigate the impact of an auditor’s industry expertise on the
client-specific knowledge effect of partner tenure. An important premise for the client-
specific knowledge effect to take place is that the client-specific knowledge held by
auditors is relatively limited at the initial stage. So, with long auditor tenure, there will
be an incremental accumulation of client-specific knowledge and an increase in audit
quality. However, if auditors are the industry experts in their clients’ business, they
already have a lot of client-specific knowledge at the initial stage. In this situation, the
incremental accumulation of client-specific knowledge gained as a result of the extension
of auditor tenure is small and hence the client-specific knowledge effect of auditor tenure
is weakened. Before going on, we want to clarify that this paper focuses on the impact
of partners’ industry expertise on the relationship between auditor tenure and audit
quality instead of directly examining the impact of industry expertise on audit quality
or whether audit quality will be affected by independence of the auditor.

Using a sample of listed companies in the Chinese stock market from 1998 to 2002,
which was before the Mandatory Rotation Policy was introduced, we find that when the
partners who sign auditing reports have less expertise, their tenure is positively related
to audit quality. However, auditors’ industry expertise at the partner level weakens
this positive relationship; that is, for partners with less industry expertise, the client-
specific knowledge effect dominates the independence-decreasing effect, but for partners
with more industry expertise, the client-specific knowledge effect decreases and the
independence-decreasing effect becomes comparatively important.

This paper contributes to the literature in the following ways. First, audit research
at the individual partner level has become a hot topic (DeFond and Francis, 2005). This
paper extends the research on the impact of industry expertise and auditor tenure on
audit quality to the partner level and therefore expands the partner-level audit literature.
Compared to Gul, Fung, and Jaggi (2009), we not only investigate auditor tenure from the
partner level but also find that audit partner tenure is more important when we consider
the tenure of both audit firm and audit partner simultaneously. Our findings regarding

industry expertise are similar: that is, partners’ industry expertise is more important
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than firms’ industry expertise. Second, our findings show that there is a substitution
between industry expertise and the client-specific knowledge effect of auditor tenure. The
independence-decreasing effect is comparatively important in the sample with industry
expertise. Thus, a direct implication from this evidence is that the Mandatory Rotation
Policy will have a better effect for partners with industry expertise since mandatory
rotation improves their independence while having little impact on their professional
competence. Third, technically, this paper provides future studies with a variety of market
share based measures of industry expertise at the audit-partner level.

The rest of this paper is organised as follows: Section II provides the theoretical
analysis and puts forward a hypothesis based on a review of the relevant literature,
Section IIT presents the design of the research methods, Section IV provides the
empirical results and interpretations, and the final section contains conclusions and policy

recommendations.

Il. Literature Review and Hypothesis Development

As early as the 1970s, the U.S. regulatory authorities were concerned that audit
tenure might affect audit quality, and ever since then there has been extensive discussion
on the necessity of mandatory audit rotation. For instance, the U.S. Senate (U.S. Senate,
1977) contended that a long-term employment relationship between companies and
accounting firms would lead to close relationships and the sharing of interests between
accounting firms and the managements of their clients, and hence it would be difficult
for accounting firms to issue independent audit opinions. One way to solve this problem
is the mandatory rotation of accounting firms; this view is shared by the Securities and
Exchange Commission (SEC) and the American Institute of Certified Public Accountants
(AICPA), who have claimed that long audit tenure decreases earnings quality (AICPA,
1978; SEC, 1994). The prior literature on audit tenure can be categorised into two levels
— accounting-firm level and audit-partner level. Since this paper is based on the audit-
partner level, we only give a brief review of the studies dealing with the accounting-
firm level.

At the firm level, long audit tenure may impair audit independence and decrease
audit quality (Mautz and Sharaf, 1961; Dopuch, King, and Schwartz, 2001; Davis, Soo,
and Trompeter, 2009). Regulatory authorities generally agree that long audit tenure may
impair audit quality and that mandatory audit rotation is required (AICPA, 1978; SEC,
1994). However, evidence from many other studies shows that long audit tenure does
not impair audit quality but rather enhances it (Geiger and Raghunandan, 2002; Johnson,
Khurana, and Reynolds, 2002; Myers, Myers, and Omer, 2003; Ghosh and Moon, 2005;
Xia, Chen, and Fang, 2005; Chen and Xia, 2006; Liu, 2006; Gul, Fungand, and Jaggi,
2009). Audit tenure and audit quality do not necessarily show a simple linear relationship;
there may be an inverted U-shaped relationship between them (Chen and Xia, 2006; Liu,
2006).
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The research cited above focuses on the accounting-firm level, but it is necessary
to study the effect of audit tenure on audit quality from the partner level because
engagement partners supervise all audit business activities and signing partners take
main responsibility for the overall quality of audit services (CICPA, 2007; Wu, 2009).
Therefore, the behaviour of signing partners should have a closer link to audit quality
and it would be more accurate to analyse the tenure of signing partners than the term of
accounting firms (Liu, Yu, and Chen, 2008). What should be noted is that this does not
mean that accounting firms themselves have no form of quality control, which is reflected
in the assignment and supervision of engagement audit partners; accounting firms can, for
example, punish or replace engagement audit partners who do not comply with the ethics
standards. Meanwhile, just like none of the corporate governance mechanisms is perfect,
a firm’s quality control measures cannot completely eliminate the agency problem.
Thus, factors at both the accounting-firm level and the partner level will have important
effects on audit quality. The regulations from the Chinese Institute of Certified Public
Accountants (CICPA) and the CSRC also focus on these two levels. In addition, studies
at the signing partner and audit firm levels may come to different conclusions (Francis,
Stokes, and Anderson, 1999; Carey and Simnett, 2006; Chen, Sun, and Wu, 2010). Since
Defond and Francis (2005) initiated the study of audit behaviour at the audit-partner level,
there have been some studies of auditor tenure at the audit-partner level. Chi and Huang
(2005) find that audit quality improves with the extension of partner tenure, but after
a certain number of years (roughly 5 years), long partner tenure reduces audit quality.
Carey and Simnett (2006) find that deterioration in audit quality is associated with long
partner tenure: there is a lower propensity to issue a going-concern opinion and a higher
possibility of just beating earning benchmarks. Using estimated discretionary accruals as
the measure for audit quality, Manry, Turner, and Mock (2008) find that discretionary
accruals decreases and audit quality increases with the extension of audit partner tenure.
After controlling for the audit tenure of the accounting firm, Chen, Lin, and Lin (2008)
still find that long audit-partner tenure improves audit quality. Chi, Huang, Liao, and
Xie (2009) investigate the relationship between partner tenure and audit quality from
another perspective. They directly examine the effect of the rotation of signing partners
and find that audit quality is lower after the implementation of the Mandatory Rotation
Policy. In their study, there is no significant difference in audit quality between the
mandatory rotation sample and the non-rotation sample or the voluntary rotation sample;
this generally supports the conclusion that the mandatory rotation of signing partners
does not improve audit quality. There are still only a few Chinese studies on the effect
of audit tenure on audit quality from the perspective of signing partners. The extant
studies have found that the tenure of signing partners can improve audit quality and
that such an effect is more significant for long partner tenure (longer than 5 years) (Liu,
Yu, and Chen, 2008). However, for long partner tenure to improve audit quality, certain

conditions need to in place. If there are personal relationships or unusual employments
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between signing partners and clients, long auditor tenure will decrease audit quality
(Liu and Tang, 2009). The above studies usually use discretionary accruals as the proxy
for audit quality. If audit opinions are used as proxies for audit quality, there will be
no correlation between auditor tenure and audit quality (Shen, Qi, and Zeng, 2008).
Li and Wu (2006) directly examine the initial effect of mandatory partner rotation. By
investigating first-year audit quality after mandatory rotation, they find that mandatory
rotation has a limited effect on audit quality. Gong and Wang (2009) investigate the effect
of mandatory rotation and find that the mandatory rotation of signing partners cannot
reduce discretionary accruals as a whole but can inhibit positive earnings management.

In theory, there are two explanations for the positive effect of auditor tenure on
audit quality. First, with the extension of auditor tenure, auditors gain more client-
specific knowledge and a better understanding of client-specific risk and meanwhile
become less dependent on managers’ estimations. Auditors will therefore enhance their
competence and eventually improve audit quality (Petty and Cuganesan, 1996; Myers,
Myers, and Omer, 2003). This is the client-specific knowledge effect mentioned above.
The second explanation regarding the effect of auditor tenure on audit quality comes
from the perspective of low-balling (DeAngelo, 1981a), which suggests that due to
economic pressure, an auditor is lenient with clients at the early stage of low-balling.
Nonetheless, as the cost of low-balling is recovered and the economic pressure of losing
clients gradually decreases, auditors become stringent, thus increasing audit quality (Gul,
Jaggi and Krishnan, 2007; Gul, Fung and Jaggi, 2009).! The main explanation for the
negative correlation between auditor tenure and audit quality is the decline in auditor’s
independence caused by long auditor tenure. With the extension of auditor tenure, the
relationships between signing partners and clients become too close (familiarity threat)
and auditors may be restrained by their own interests (self-interest threats). Such threats
will affect auditor independence (Mautz and Sharaf, 1961; IESBA (International Ethics
Standards Board for Accountants), 2010).

The positive and negative effects of auditor tenure on audit quality co-exist.
Based on the extant literature, at the audit-partner level, we do not know under which
circumstances the positive (or negative) effects will dominate. Since there is a certain
degree of overlap and substitution relationship between auditors’ industry expertise and
client-specific knowledge, the relative importance of the independence-decreasing effect
and the client-specific knowledge effect will be different given the different levels of

auditors’ industry expertise. Specifically, when the auditor has more audit experience

Owing to the cost and technical advantages of incumbent auditors, they can get quasi-rent in follow-
up audit years. When the audit market achieves equilibrium after competition, the low-balling
phenomenon occurs (DeAngelo, 1981a); that is, auditors charge lower prices at the early stage, but in
the follow-up audit year, they charge higher prices to compensate for initial losses. Therefore, at the
initial stage (short auditor tenure), auditors will be more lenient with clients in order to maintain the
relationship and recover the initial costs in subsequent years (Gul et al., 2009). After several years
of audit (long audit tenure), the cost of low-balling is recovered and the economic pressure of losing
clients gradually decreases; then, auditors become stringent with clients, which is consistent with the
findings of Johnson et al. (2002).
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in the client’s industry, the marginal effect of client-specific knowledge is relatively

3

small and the “independence effect” of auditor tenure is relatively enhanced. When
auditors have less industry experience, their perception of audit risk relies more on the
understanding of clients per se; in this situation, client-specific knowledge becomes more
important and plays a dominant role.

Based on the analysis above, we propose the following hypothesis:

H1: When partners have less industry expertise, the client-specific knowledge
effect will be stronger, and hence long audit-partner tenure can improve audit
quality. When partners have more industry expertise, the client-specific knowledge
effect will be weakened and hence the positive effect of long audit-partner tenure

on audit quality will also be weakened.

lll. Research Design

3.1 Data Source and Sample Selection

In order to test the hypothesis, this paper uses a sample of listed companies in the
Chinese A-stock market from 1998 to 2002. The sample ends at 2002 because at the end
of 2003 the MOF and CSRC jointly introduced the Mandatory Rotation Policy, which
requires that signing CPAs should be changed after serving for 5 consecutive years;
hence, the audit-partner tenure figures for and after 2003 would be affected. Financial
companies, newly-listed companies, and delisted companies are eliminated from the
sample because the characteristics of these companies are different from other companies.
Meanwhile, when estimating discretionary accruals by industry, the number of listed
companies in that industry should be greater than 20, and so industries with less than 20
listed companies during a year are also deleted. The financial data and industry types of
the listed companies are taken from the CSMAR database developed by GTA IT Co.,
Ltd. The data on the signing partners are first extracted from the CSMAR database and
then verified and corrected through various channels and methods. Moreover, in order
to control for the influence of outliers, we winsorise all of the continuous variables at
1%.

Table 1 shows the sample selection process. The final sample consists of
3,938 observations: 602, 659, 759, 912, and 1,006 observations from 1998 to 2002,

respectively.
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Table 1: Sample Selection

1998 1999 2000 2001 2002 Total

Original sample 826 924 1,061 1,139 1,203 5,153
Less:
1PO firms 106 99 138 82 75 500
Firms in the financial
industry 5 5 6 7 7 30
Firms for which DA cannot
be calculated 46 59 82 58 43 288
Firms that do not disclose
signing partners’ names 65 98 73 79 71 386
Missing control variable 2 4 3 1 1 11
Final observations 602 659 759 912 1,006 3,938

3.2 Model and Definitions of Variables

We employ two methods to test the hypothesis — the subsample method and the

interaction method. The model with interaction terms is as follows:

\DA|=c+f3, CPATEN+f3, CPATEN*CAPEXPT+[3, FIRMTEN
+f, FIRMEXPT+[3, FIRMEXPT*FIRMTEN+p; BIG+f, FIRMCH
+6,SIZE+f3 AGE+, GROWTH+f,, OCF+f,, ROA+f,, LOSS
+B,; OPN+B,, LEV+3 B*IND,+3" B,*YEAR, )

When we use the subsample method, interaction terms are removed. We divide the
sample into two groups: an industry expertise group (CPAEXPT=1) and a non-industry
expertise group (CPAEXPT=0). The meanings of the variables in Model (1) are described
below.

The dependent variable is audit quality (JDA|). In this paper, the absolute value of
discretionary accruals is used to measure audit quality; such an approach has been widely
accepted in the literature (Myers, Myers, and Omer, 2003; Carey and Simnett, 2006;
Blouin, Grein, and Rountree, 2007; Chen, Sun, and Wu, 2010). Discretionary accruals
are obtained using the following methods: (1) the adjusted cross-sectional Jones model
is used to estimate DA, and we get the absolute value of discretionary accruals, |DAI|;
(2) the piecewise linear regression model is used to estimate discretionary accruals, |[DA2|
(Ball and Shivakumar, 2006).

In addition, the following measures are used in the robustness tests: (1) in order to
control for estimate errors caused by company performance during the calculation of DA
(Kothari, Leone, and Wasley, 2005), we use the adjusted-cross-sectional Jones model
to control for company performance (ROA,) to obtain |[DA3|; (2) we also distinguish
the direction of earnings management using positive earnings management (DA+) and

negative earnings management (DA-) as proxies for audit quality, respectively.
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The main test variable in Model (1) is audit-partner tenure (CPATEN). Because
an audit report must be signed by two CPAs in China (MOF, 2001),> the Chinese audit
setting offers a valuable opportunity to directly observe the tenure of signing partners.
We calculate audit-partner tenure as follows: If signing partners are involved in year #-1
and year ¢, then we add one year in their tenure. Since there will be two sets of tenure
data on two signing partners corresponding to each firm-year, we take the longer tenure
as the final tenure. This operational method is consistent with the existing literature
(Chi and Huang, 2005; Liu, Yu, and Chen, 2008; Shen, Qi, and Zeng, 2008). In Model
(1), CPATEN represents the impact of auditor tenure on audit quality. According to
Hypothesis 1, we expect that in the non-industry expertise group, the coefficient of
CPATEN will be significantly negative.

CPAEXPT represents the industry expertise of signing partners. According to the
extant literature, there are two ways to measure auditors’ industry expertise: the market
share approach and the portfolio approach. Since industry expertise increases with
industry market share, industry market share can be used as a measure for industry
expertise (Hogan and Jeter, 1999; Ferguson, Francis, and Stokes, 2003). Francis, Reichelt,
and Wang (2005) define accounting firms with the top five largest market share in the
industry as the accounting firms with industry expertise. Reichelt and Wang (2010)
define the accounting firms with the largest market share in a particular industry, where
the firm’s industry market share needs to be 10 per cent larger than that of the second
largest firm or 30 per cent larger than the overall industry, as the accounting firms with
industry expertise. Lim and Tan (2010) define the accounting firms with an industry
market share over 24 per cent from 2000 to 2001 as the accounting firms with industry
expertise (while for the years between 2002 and 2005, the percentage increases to 30
per cent). Chinese scholars Cai and Xian (2007) define the accounting firms with an
industry market share more than or equal to 10 per cent as the accounting firms with
industry expertise. The other way to measure auditors’ industry expertise is the portfolio
approach, which defines the industry with the largest market share of all of the industries
audited by an accounting firm as its industry expertise (Hogan and Jeter, 1999; Cai and
Xian, 2007). Under the portfolio approach, each accounting firm, even those small-sized
accounting firms with a lower absolute value of market shares, has its own industry
expertise. Consistent with the recent literature (Francis, Reichelt, and Wang, 2005; Lim
and Tan, 2010; Reichelt and Wang, 2010), this paper uses the market share approach
to measure industry expertise. We adopt the CSRC’s industry definitions as the industry
classification standards. We use two-digit codes for the manufacturing industry and one-
digit codes for other industries.

It should be noted that the definitions of industry expertise in the above literature
are based on the accounting-firm and practice-office level (commonly referred to as the
“firm level” in literature). This paper needs to redefine industry expertise at the audit-

2 Usually, one is responsible for audit services and the other for check and review.
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partner level. We note that there are two differences between the industry expertise at
the signing auditor partner level and at the firm/office level: (1) the number of signing
auditor partners in a particular industry is far more than the number of accounting firms or
offices in that industry; (2) the industry market share of signing partners is less than that
of accounting firms or offices. So, we cannot directly use the threshold value of industry
expertise based on the definition at firm level; for example, it would be inappropriate to
take signing partners with over 30 per cent or 10 per cent of the industry market share
or the ones with the highest market share as partners with industry expertise. Therefore,
we adopt the following methods to define partners with industry expertise:
(i) rank all partners by industry market share for each year and then define the top 20
per cent of them as the signing partners with industry expertise (CPATEN_20PCT);
(ii) rank partners by industry market share for each year and then define the first 20
as the signing partners with industry expertise (CPATEN_20RANK); and
(ii1) take partners with an industry market share equal to or more than 3 per cent for
each year as the signing partners with industry expertise (CPATEN_3PBS).

The annual industry market share of partner is calculated as follows:

Jik
- ASSET,,
CPAEXPT, ZIH ﬁkSS o
2, 2 JASSET,

CPAEXPT,, is the market share of partner i in industry k; the numerator represents
the square root of the total client assets in the kth industry audited by the partner i;
the denominator represents the square root of the total client assets in the kth industry
audited by all signing partners. We calculate CPAEXPT year by year to get the industry
market shares of signing partners for each year.

In the robustness test, we also try the following measures: (a) ranking signing
partners by industry market share for each year and defining the top 10 per cent of them
as the ones with industry expertise and (b) ranking signing partners by industry market
share for each year and defining the first 10 of them as the ones with industry expertise.

CPATEN*CPAEXPT is the interaction term of CPATEN and CPAEXPT. If partners’
industry expertise weakens the relationship between auditor tenure and audit quality, we
will expect the coefficient of CPATTEN*CPAEXPT to be significantly positive.

FIRMTEN represents the firms’ audit tenure. FIRMEXPT represents the firms’
industry expertise. We rank accounting firms by industry market share for each year and
define those with over 10 per cent of industry market share as industry expertise firms.
This method is consistent with Cai and Xian (2007). We add CPATEN and FIRMTEN
into Model (1) at the same time to investigate whether it is the tenure of signing partners
or the firms’ audit tenure that plays a more fundamental role in affecting audit quality.
We add CPATTEN*CPAEXPT and FIRMTEN*FIRMEXPT at the same time to examine
whether the impact of industry expertise on audit tenure is reflected at the audit-partner

level or the accounting-firm level.
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Table 2: Variable Definitions

Variable Name Definition

|DAI| Absolute discretionary accruals derived from the Jones Model
|DA2| /DA/ derived from Ball and Shivarkumar (2006) Model

|DA3| /DA/ derived from Kothari et al. (2005) Model

DA+/DA— Distinguish the direction of DA to positive DA and negative DA

CPAEXPT_20PCT Equals 1 if the signing partner is an industry expert and 0
otherwise. We rank signing partners by industry market share for
each year and define the top 20 per cent of them as the audit

partners with industry expertise.
CPAEXPT_20RANK Equals 1 if the signing partner is an industry expert and 0

otherwise. We rank signing partners by industry market share for
each year and define the first 20 as the partners with industry

expertise.
CPAEXPT_3PBS Equals 1 if the signing partner is an industry expert and 0

otherwise. We take signing partners with industry market share
equal to or more than 3 per cent for each year as the signing

partners with industry expertise.

CPATEN Audit tenure at the partner level
FIRMTEN Audit tenure at the firm level
FIRMEXPT Equals 1 if the audit firm is an industry expert and 0 otherwise.

The audit firm is defined as an industry expert if it has more than

a 10 per cent market share in an industry.
BIG Equals 1 if it is a big audit firm and 0 otherwise. An audit firm

is considered to be a big firm if it is among the Big Four or the
domestic Big Six. The domestic Big Six are ranked as the top six

audit firms according to clients’ total revenue.

FIRMCH Equals 1 if audit firm switch happens and 0 otherwise.

AGE List age, equal to report year — list year +1

OPN Equals 1 if the client receives a modified audit opinion and 0
otherwise.

LOSS Equals 1 if net income is less than zero and 0 otherwise.

LEV Total debt divided by total assets

GROWTH Operating income growth rate

OCF Operating cash flows divided by total assets

ROA Net income divided by total assets

SIZE Natural logarithm of total assets

The other variables are the control variables. We include control variables in our
regression model according to the extant literature (Li and Wu, 2002; Chen and Xia,
2006; Gul, Fung, and Jaggi, 2009; Liu and Tang, 2009). BIG represents audit firm size;
it equals 1 if the accounting firm is among the international Big Four or the domestic
Big Six and 0 otherwise. The domestic Big Six are ranked based on the sales revenue of

their clients. Specifically, an accounting firm is considered to be among the domestic Big
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Six if the sum of its clients’ sales is ranked among the top six. FIRMCH is a dummy
variable which equals 1 if the accounting firm is switched and 0 otherwise. SIZE, the
natural logarithm of an auditee’s total assets, is used to control for the auditee’s size.
GROWTH, the growth rate of operating revenue, is used to control for the auditee’s
growth. OCF is operating cash flow divided by total assets. ROA is used to control for
the auditee’s profitability. LOSS is used to control for whether the company is in a loss
position. LEV is the company’s financial leverage. OPN represents whether the company
gets a non-qualified audit opinion: 1 for qualified audit opinion and 0 otherwise.

Moreover, the correlation coefficient between CPATEN*CPAEXPT and CPAEXPT
is 0.8, which is significant at the 0.01 level. If we include CPATEN*CPAEXPT and
CPAEXPT into the regression model simultaneously, a collinearity problem may be
caused. Therefore, we run regressions by group and remove the main factors to overcome
this problem (Fan and Wong, 2002; Wu, Wu, and Xiao, 2008).?

3.3 Descriptive Statistics

Panel A of Table 3 presents the descriptive statistics of the main variables. The
dependent variable is the absolute value of discretionary accruals, |DA|. The expected
value of DA is 7 per cent by the Jones model, 5.2 per cent by the Ball and Shivakumar
(2006) model, and 5.7 per cent by the Kothari et al. (2005) model. In addition, the
subsample with positive DA+ (DA-) accounts for 50.45 per cent (49.55 per cent) of
the total sample. The mean of CPAEXPT measured by the top 20 per cent of market
share rankings is 0.384, suggesting that 38.4 per cent of the sample firms are audited
by partners with industry expertise; the mean of CPAEXPT measured by the first 20
auditors is 0.344; the mean of CPAEXPT with 3 per cent market share as the threshold
is 0.229; the mean and the maximum value of CPATEN are 2.579 and 9, respectively,
suggesting that the longest continuous period for the signing partner to audit the same
client is 9 years, but on average, this period is about two and a half years.

In Panel B, by taking CPAEXPT_20PCT as industry expertise, we divide the sample
into a group with industry expertise and a group without industry expertise to compare
the differences in audit quality between them. The results show that overall there is
no significant difference between these two groups. On the one hand, partners with
industry expertise are familiar with the operating characteristics, transaction processes,
and special accounting policies of the auditee’s industry. This knowledge can help them
to gather audit evidence, enhance their professional judgment and audit efficiency, and
more accurately assess the fairness of clients’ financial reports. On the other hand, in
China’s audit market with low auditor independence and low litigation risk, partners
with industry expertise may be more vulnerable since they rely more on clients that are

within the industry they are familiar with, thus reducing audit quality (Cai and Xian,

3 One way to deal with collinearity problems is the adjusted means process (Aiken and West, 1991;
Hao, Jin, and Zhang, 2011), which only applies to continuous variables. Since CPAEXPT and CPATEN
are both discrete variables, this method is inapplicable.
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2007). In this study, we only consider industry expertise and neglect all other variables

affecting audit quality such as audit tenure.

Table 3: Summary Description

Panel A

Variable Obs Mean Median Min Max
DA 3938 0.070 0.050 0.000 0.287
|DA2| 3938 0.052 0.039 0.000 0.246
|DA3| 3938 0.057 0.041 0.000 0.259
DA+ 1987 0.070 0.051 0.000 0.285
DA- 1951 -0.069 -0.049 -0.287 -0.000
CPAEXPT _20PCT 3938 0.384 0 0 1
CPAEXPT_20RANK 3938 0.344 0 0 1
CPAEXPT _3PBS 3938 0.229 0 0 1
CPATEN 3938 2.579 2 1 9
Panel B

Expert Non-expert Diff

Variable N Mean Median N Mean Median T Value Z Value
|DAI| 1512 0.069  0.049 2426 0.071  0.050 0.386  0.426
|DA2| 1512 0.051  0.040 2426  0.054 0.039  0.082* 0.528
|DA3| 1512 0.058  0.041 2426 0.058  0.041 0974 0577

IV. Empirical results

4.1 Correlation Analysis

Table 4 shows the Pearson correlations among the main variables. For simplicity,
we only report the correlation between |DA1| and CPAEXPT _20PCT in the analysis of
the relationship between audit quality |[DA| and a partner’s industry expertise CPAEXPT.
The results remain consistent when using other measures. From column (1), we can see
that |DAI| and CPATEN are significantly negatively correlated at the 0.01 level, indicating
that, in general, with an increase in a partner’s tenure, audit quality improves. |[DA!| and
FIRMTEN are negatively correlated at the 0.05 level of significance, indicating that with
an increase in the tenure of an accounting firm, audit quality improves. This means that
when testing the impact of the tenure of an audit partner on audit quality, the influence
of tenure of the accounting firm should be controlled. In addition, by including CPATEN
and FIRMTEN in the model simultaneously, we can test which factor plays a more
important role. [DA1| and CPAEXPT are negatively, but insignificantly, correlated. It can
be seen from column (4) that CPAEXPT and FIRMEXPT are positively correlated and
significant at the 0.001 level. However, the correlation coefficient is not large (0.183),
indicating that partners from accounting firms with industry expertise are not necessarily

partners with industry expertise and vice versa.
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4.2 Multi-regression Analysis

Table 5 shows the regression results of Model (1). In all of the regressions in Table
5, the dependent variable is the absolute value of discretionary accruals.

In Panel A, we use CPAEXPT _20PCT, the top 20 per cent of signing partners
ranked by industry market share for each year, to proxy for partners’ industry expertise.
In columns (1) to (3), we use the absolute value of discretionary accruals estimated by
the Jones model, |DAI|, as the proxy for audit quality, while in columns (4) to (6), we
use the absolute value of discretionary accruals estimated by the model from Ball and
Shivakumar (2006), |DA2|, as the proxy for audit quality.

In columns (1) and (2), we use the subsample method to investigate the impact of
the industry expertise of partners on the relationship between auditor tenure and audit
quality. Column (1) shows the results of the non-industry expertise group. The results
show that the coefficient of CPATEN is significantly negative, indicating that for the
non-industry expertise group, due to the lack of client-specific knowledge, short partner
tenure is related to low audit quality. With the extension of the audit tenure, client-
specific knowledge is accumulated and audit quality is improved. Column (2) shows
the regression results of the industry expertise group. The coefficient of CPATEN is not
significant, indicating that for partners with industry expertise, the lack of client-specific
knowledge due to short audit tenure will largely be compensated for by their industry
expertise, and thus the quality of their audits is not bad. The marginal contribution of
long partner tenure to audit quality is small, and thus audit quality will not increase with
a partner’s tenure. This is consistent with Hypothesis 1. In column (3), we include the
interaction term CPATEN*CPAEXPT to test Hypothesis 1. Consistent with the regression
results by subsample, the coefficient of CPATEN*CPAEXPT is significantly positive,
which again supports the view that partners’ industry expertise weakens the positive
correlation between audit partners’ tenure and audit quality. In addition, in columns (1)
to (3), none of the coefficients of FIRMTEN, FIRMEXPT, and its interaction terms is
significant, indicating that compared to accounting firms’ industry expertise, partners’
industry expertise plays a more essential role in the effect of auditor tenure. With regard
to the control variables, the coefficients of ROA and |DAI| are significantly negatively
correlated and the coefficients of LEV and GROWTH are significantly positive. The
coefficients of OCF, SIZE, and AGE are significantly negative. Such results are consistent
with the existing literature (Xia, Chen, and Fang, 2005; Liu and Tang, 2009). In columns
(4) to (6), we rerun the regressions by using the absolute value of discretionary accruals
estimated by the model of Ball and Shivakumar (2006), |DA2|, as the proxy for audit
quality. The results show that in columns (4) and (5) of the subsample regressions, the
coefficient of CPATEN is significantly negative at the 0.05 level in the non-industry
expertise group but insignificant in the industry expertise subsample. In column (6), the
coefficient of CPATEN*CPAEXPT is significantly positive. These results are consistent
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with the conclusions from columns (1) to (3), thus further supporting Hypothesis 1. The
coefficients of all of the other control variables except for OCF are similar to those
when |DAI| is used as a dependent variable. The coefficients of OCF are contrary to
those in columns (1) to (3), mainly because in estimating DA2 (Ball and Shivakumar,
2006), OCF, OCF_CHANGE, and OCF_CHANGE*OCF have been already controlled
for. Therefore, the relationship between DA2 and OCF is different from the relationship
between DAl and OCF.*

In Panel B, we use CPAEXPT_20RANK, that is, the first 20 signing partners ranked
by industry market share for each year, to measure auditors’ industry expertise. The
other variables are the same as those in Panel A. The results show that the coefficient of
CPATEN in the non-industry expertise group is significantly negative and that with the
extension of partners’ tenure, audit quality can be improved. The coefficient of CPATEN
in the industry expertise group is insignificant, suggesting that the long tenure of a partner
with industry expertise cannot significantly improve audit quality. The coefficient of
CPATEN*CPAEXPT is significantly positive, indicating that partners’ industry expertise
weakens the positive correlation between partners’ tenure and audit quality significantly.

In Panel C, we use CPAEXPT _3PBS, which equals 1 if the signing partners have
an industry market share of at least 3 per cent, to measure auditors’ industry expertise.
The results show that the coefficient of CPATEN in the non-industry expertise group
is significantly negative, indicating that audit quality improves with the extension
of partners’ tenure. The coefficient of CPATEN in the industry expertise group is
insignificant, suggesting that the long tenure of a partner with industry expertise
cannot significantly improve audit quality. The coefficient of CPATEN*CPAEXPT is
significantly positive, indicating that auditors’ industry expertise weakens the positive
correlation between auditor tenure and audit quality significantly.

In summary, the results in Table 5 show that compared to accounting firms’ tenure,
partner tenure may be more fundamental and more important in affecting audit quality.
When audit partners have less industry expertise, partners’ tenure can improve audit
quality, but when audit partners have more industry expertise, partners’ tenure does not
significantly affect audit quality and industry expertise weakens the positive correlation
between partners’ tenure and audit quality. Finally, we can see from columns (3)
and (6) of panels A to C in Table 5 that the sum of the coefficients of CPATEN and
CPATEN*CPAEXTP is still negative, indicating that long tenure of partners with industry
expertise can still enhance audit quality; nonetheless, partners’ industry expertise will

weaken the positive correlation between auditor tenure and audit quality.

4 Regression results remain unchanged with OCF excluded from the control variables.
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4.3 Robustness Tests

In Table 5, we use |DAI| and |DA2| as proxies for audit quality. Since company
performance may affect the discretionary accruals estimated by the Jones model (Kothari,
Leone, and Wasley, 2005), in the robustness tests, we first re-estimate discretionary
accruals, defined as |DA3|, using the model of Kothari, Leone, and Wasley (2005).
Second, due to risk considerations, auditors pay more attention to positive earnings
management. In the robustness tests, we further distinguish between positive earnings
management (DA+) and negative earnings management (DA-) and then rerun the
regressions respectively.

In panels A and B of Table 6, we report the regression results with |DA43| as the
dependent variable. In Panel A, we use CPAEXPT 20PCT as a proxy for industry
expertise, and the results show that the coefficients of CPATEN in the industry expertise
group and non-industry expertise group are both insignificant. In Panel B, we use
CPAEXPT _20RANK as a proxy for industry expertise, and the results show that the
coefficient of CPAEXPT 20RANK is significantly negative in the non-industry expertise
group and insignificant in the industry group. In panels C and D of Table 6, we report
the regression results with DA+ and DA-. In Panel C, we use CPAEXPT 20PCT as a
proxy for industry expertise, and the results show that industry expertise only weakens
the relationship between partners’ tenure and audit quality in the subsample of positive
earnings management. This is consistent with the existing literature which contends that
auditors mainly focus on positive earnings management behaviour. In Panel D we use
CPAEXPT _20RANK as a proxy for industry expertise, and the results are similar to those
in Panel C. In summary, the conclusions of this paper are robust to different measures

of audit quality.

Table 6: Robustness tests of audit quality
Panel A: using |DA3| to proxy for audit quality and CPAEXPT 20PCT to proxy

for expertise at the partner level

@ €))

Variable |DA3| |DA3|
Non expertise Expertise

CPATEN —-0.001 —0.001
[-1.428] [-0.872]

Control variable Control Control
Obs. 2426 1512

Adj R? 0.062 0.060
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Panel B: using |[DA3| to proxy for audit quality and CPAEXPT 20RANK to proxy

for expertise at the partner level

) (2)

Variable |DA3| |DA3|
Non expertise Expertise

CPATEN —0.001* —-0.001
[-1.704] [-0.838]

Control variable Control Control
Obs. 2583 1355
Adj R? 0.063 0.065

Panel C: distinguishing between DA+/DA- and using CPAEXPT 20PCT to proxy

for expertise

@ 2 3 @
Variable DA+ DA+ DA- DA-
Non expertise Expertise  Non expertise Expertise
CPATEN -0.002** 0.000 0.000 0.002*
[-2.074] [-0.400] [0.382] [1.891]
Control variable Control Control Control Control
Obs. 1329 878 1092 634
Adj R? 0.389 0.279 0.608 0.414

Panel D: distinguishing between DA+/DA- and using CPAEXPT 20RANK to proxy

for expertise

@ 2 3 “

Variable DA+ DA+ DA- DA-
Non expertise Expertise ~ Non expertise Expertise
CPATEN -0.001* 0.000 0.001 0.003*
[-1.915] [-0.216] [0.658] [1.856]

Control variable Control Control Control Control
Obs. 1422 785 1158 568
Adj R? 0.397 0.256 0.605 0.395

Note:please refer to Table 2 for variable definitions; *, **, and *** represent significance at p<0.10,
<0.05, and <0.01, respectively; T-value in brackets; standard errors are cluster corrected
(Petersen, 2009).

In Table 5, we use CPAEXPT_20PCT and CPAEXPT_20RANK as the proxies for a
partner’s industry expertise. Since the existing literature does not cover how to measure a
partner’s industry expertise, it is necessary to do sensitivity tests for the threshold value of
industry expertise. We use (a) CPAEXPT_10PCT, the top 10 per cent of signing partners
ranked by industry market share for each year, and (b) CPAEXPT_10RANK, the first 10
signing partners ranked by industry market share for each year, as the proxies for auditors
with industry expertise. The test results in Table 7 show that the main conclusions of
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this paper do not change when CPAEXPT [0PCT and CPAEXPT _I10RANK are used as

the proxy variables for partners’ industry expertise.

Table 7: Robustness tests of industry expertise
Panel A: industry expertise defined as CPAEXPT _10PCT, which means ranked as

the top 10 per cent in partners’ market share

) (2) 3) “4)

Variable |DAI| |DAI| |DA2| |DA2|
Non expertise Expertise  Non expertise Expertise

CPATEN —0.002%* 0.001 —0.002%*%* 0.000
[-2.422] [0.396] [-2.954] [0.297]

Control variable Control Control Control Control
Obs. 2426 1512 2426 1512
Adj R? 0.183 0.143 0.246 0.127

Panel B: industry expertise defined as CPAEXPT 10RANK, which means ranked

as the top 10 in partners’ market share.

@ ) 3 O

Variable |DAI| |DAI| |DA2| |DA2|
Non expertise Expertise = Non expertise Expertise

CPATEN —-0.001* 0.000 —0.002%* 0.000
[-1.706] [-0.178] [-2.585] [0.364]

Control variable Control Control Control Control
Obs. 2583 1355 2583 1355
Adj R? 0.18 0.151 0.239 0.127

Note:please refer to Table 2 for variable definitions; *, ** and *** represent significance at p<0.10,
<0.05, and <0.01, respectively; T-value in brackets; standard errors are cluster corrected
(Petersen, 2009).

4.4 Alternative Explanations
4.4.1 Personal relationship

The impact of auditor tenure on audit quality may be related to an auditor’s
independence. The correlation between auditor tenure and audit quality may especially
be affected when there is a close relationship between the signing partner and listed
companies (Liu 2006; Liu and Tang, 2009). Therefore, we further consider the impact
of personal relationship on the main conclusions of this paper. In Panel A of Table 8§,
we control for personal relationship, which is defined as in Liu (2006): if the tenure
of an accounting firm is shorter than the partner tenure, then RELATION is equal
to 1; otherwise, it is 0. The results show that (1) even after controlling for personal
relationship, the conclusions of this paper still hold; and (2) the impact of personal
relationship on the effect of partners’ tenure is mainly reflected in the non-industry
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expertise group, and industry expertise can alleviate the negative effects brought by

personal relationships to a certain extent.

Table 8: The impact of personal relationships and the marketisation index

Panel A: the impact of personal relationships: interaction test

) 2 A3) “ (6]
Variable DA IDAI| IDAI| IDAI IDAI|
Non Non
expertise Expertise expertise Expertise
CPATEN —0.002%* —0.002%* -0.001 —0.002%* -0.001
[-2.422] [-2.552] [-1.102] [-2.185] [-0.948]
RELATION —0.018%** —0.023%** -0.013
[-3.049] [-2.949] [-1.486]
CPATEN*RELATION  0.005%** 0.006%** 0.004 -0.001 0.000
[2.762] [2.677] [1.273] [-0.774] [0.0488]
Control variable Control Control Control Control Control
Obs. 3938 2426 1512 2426 1512
Adj R? 0.204 0.252 0.147 0.25 0.146

Panel B: the impact of personal relationships: subsample test

No personal
relationship sample

Personal
relationship sample

1) (&) C))

Variable |DAI| |DAI| |DAI| |DAI|

Non expertise Expertise ~ Non expertise Expertise

CPATEN —0.002** —-0.001 0.002 0.009

[-1.964] [-0.617] [0.371] [1.608]

Control variable Control Control Control Control

Obs. 2322 1439 104 73

Adj. R? 0.175 0.126 0.049 0.116
Panel C: the impact of marketisation index

ey ()

Variable |DAI| |DAI|

Non expertise Expertise

CPATEN —0.003*%** —0.002

[-2.859] [-1.389]

CPATEN*MKTINDEX 0.001 0.001

[1.534] [1.256]

MKTINDEX —0.001 0.000

0.832 0.546

Control variable Control Control

Obs. 2426 1512

Adj R? 0.25 0.148

Note:please refer to Table 2 for variable definitions; *, **, and *** represent significance at p<0.10,
<0.05, and <0.01, respectively; T-value in brackets; standard errors are cluster corrected

(Petersen, 2009).
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In addition, we divide the sample into four groups by industry expertise and personal
relationship (2x2 ways) and rerun the regression model. The test results are shown in
Panel B of Table 8. According to the regression results by group, in the non-industry
expertise group without personal relationships, the correlation between partners’ tenure
and audit quality is still significantly positive (negative with |DA4)|. However, in the non-
industry expertise group with personal relationships, the client-specific knowledge effect
is no longer significant. According to Liu (2006) and Liu and Tang (2009), this implies
that the impact of personal relationships on auditor independence dominates the client-

specific knowledge effect.

4.4.2 Region marketisation

Firth, Rui, and Wu (2011) find that the effect of CPA rotation is related to the
level of marketisation. At places with a higher degree of marketisation, auditors will be
more concerned about litigation risk and damage to their reputation brought by audit
compromise, and so the effect of auditor rotation will be more pronounced at places
with a lower degree of marketisation. It should be noted that Firth, Rui, and Wu (2011)
find that the impact of marketisation on the effect of CPA rotation is mainly reflected in
the mandatory rotation of signing partners; nonetheless, the impact of voluntary auditor
rotation on audit quality is very limited. This paper’s sample is from 1998 to 2002, when
the rotation of CPAs was voluntary, and so the impact of the degree of marketisation
on auditor tenure is not obvious. We adopt the method of Firth, Rui, and Wu (2011) to
test the impact of the degree of marketisation. Since (a) the earliest that the Fan Gang
index can be accessed is 2001 and (b) there is little variation in the marketisation index
each year, we use the marketisation index of 2001 to proxy for the marketisation indices
from 1998 to 2000. The regression results are reported in Panel C of Table 8. After

controlling for the degree of marketisation, the conclusions of this paper are still valid.

4.4.3 Client self-selection

High-quality companies (i.e. with a lower DA) tend to retain the incumbent auditors,
and this leads to longer auditor tenure. However, auditors are more likely to resign from
low-quality companies (i.e. with higher DA4), thus leading to shorter auditor tenure (Gul,
Fung, and Jaggi, 2009). Thus, the negative correlation between audit partners’ tenure
and |DA| is probably due to clients’ self-selection, and this means that companies with
long auditor tenure generally have higher earnings quality while companies with short
auditor tenure have lower earnings quality. In order to exclude the possibility of clients’
self-selection, we use a two-stage regression method. In the first stage, we establish a
selection model to predict the value of CPATEN (P_CPATEN), which is then used in

the second stage regression. The selection model of CPATEN is as follows:
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CPATEN=B,+3, RECT+f3, BIG+B, FIRMTEN+f3, FIRMCH+f; LOSS
+B, SIZE+B, AGE+B, GROWTH+, OCF+8,, INVT+,, QUICK ~ (2)
+B,, ROA+B,, LEV+3, B ¥IND+3," B *YEAR,

The regression results are listed in Table 9. For simplicity, we only report the results
of the second stage regression. The regression results of the non-industry expertise group
are shown in column (1) of Table 9. The coefficient of P_CPATEN is negative and
significant at the 0.05 level, suggesting that the long tenure of audit partners can improve
audit quality. The regression results of the industry expertise group are shown in column
(2) of Table 9. The coefficient of P_CPATEN is significantly positive, suggesting that the
long tenure of audit partners cannot improve audit quality but rather decreases it. This
suggests that the “independence effect” dominates over the “client-specific knowledge
effect”. Long partner tenure creates relationships between audit partners and clients that
are too close, leading to a decline in auditor independence, and results in an ultimate

increase in room for earnings management for clients.

Table 9: Client self-selection — Regression results in second stage

Variable |DAI| |DAI|
(1) Non expertise (2) Expertise
P_CPATEN -0.198** 0.067%**
[-2.574] [3.534]
BIG 0.041%* 0.001
[1.842] [0.255]
FIRMTEN 0.057** -0.018%**
[2.565] [-3.431]
FIRMCH -0.112%* 0.049%%**
[-2.261] [2.832]
SIZE -0.002 -0.007**
[-0.208] [-2.159]
AGE 0.003 0.001
[0.889] [0.590]
LEV 0.060%* 0.029*
[2.149] [1.915]
GROWTH 0.009 0.003
[1.043] [0.705]
OCF -0.011 -0.002
[-0.150] [-0.0438]
IND Control Control
YEAR Control Control
Obs. 2420 1510

Note:please refer to Table 2 for variable definitions; *, **, and *** represent significance at p<0.10,

<0.05, and <0.01, respectively; T-value in brackets.
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V. Conclusions and Implications

Using a sample of listed companies in the Chinese stock market from 1998 to 2002,
which was before the mandatory rotation of signing partners policy was introduced, this
paper studies how auditors’ industry expertise at the partner level affects the relationship
between auditors’ tenure and audit quality. We find that when partners who sign the
auditing reports have less expertise, their tenure is positively related to audit quality;
that is, with the extension of the tenure, the accumulation of client-specific knowledge
plays an important role in enabling partners with less industry experience to improve
audit quality. In this situation, the positive role of the client-specific knowledge effect
dominates the negative role of the independence-decreasing effect. For those audit
partners with industry expertise, the client-specific knowledge effect brought by long
tenure is significantly weakened.

This paper makes a contribution to the academic literature and to practice. For
academics, this study introduces the industry expertise of audit partners into the relation
between auditor tenure and audit quality, enriching the existing literature at the partner
level. We find that compared to analysis at the firm level, tenure and industry expertise
at the partner level play a more decisive role in audit quality. For practitioners, the
results of this study can help stakeholders to predict the relationship between auditor
tenure and audit quality. The results of this study have important implications for policy
makers as well. For example, the policy of the mandatory rotation of signing partners
has different effects on auditors with and without industry expertise. Regulators should
be especially concerned about auditors without industry expertise because they will be
negatively affected by the rotation policy.

In this paper, we have only used discretionary accruals as the proxy variable for
audit quality to obtain the above conclusions. In future research, alternative audit quality

measures should be tested.
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