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The Insurance Effect of Audit Services in A Regulated Market: A Case Analysis of Big 4 Clients in China
Summary
Previous research has indicated that Chinese companies have little incentive to procure quality audits (Defond et al. 2000). The literature also shows that most Big 4 clients in China need to raise capital in the international markets, an exercise for which a quality audit is expected (Chen et al. 2008). However, a number of local companies that do not have any apparent reason to hire a Big 4 auditor are nevertheless audited by Big 4 firms. In this study, we attempt to provide a possible explanation for hiring Big 4 auditors in the emerging Chinese market. We argue that Chinese companies are subject to regulatory risk which can be significantly reduced by hiring a Big 4 auditor. When a Big 4 auditor lobbies a regulatory body to defend itself against any possible accusation in a case involving a financial reporting scandal, it will invariably feel obliged to play down the severity of the scandal, which will reduce the likelihood that its client will be penalized by the regulators. We demonstrate the insurance effect of audits by analyzing two cases in which clients of local and Big 4 firms were discovered to have misrepresented their financial results in a similar way, but ended up facing substantially different penalties. We conclude that this insurance effect may explain why local companies with no apparent need to hire quality auditors nevertheless have an incentive to hire Big 4 firms. 
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Introduction

Implicit insurance is regarded as one of the benefits of an independent audit (Wallace 1987; Chow et al. 1988; Schwartz and Menon 1985; Menon and Williams 1994). In mature markets in which the main agency conflicts that exist are between corporate managers and shareholders, the audit insurance effect stems from the right of investors to be reimbursed by auditors for the losses they sustain by relying on audited financial statements that contain misrepresentations (Menon and Williams 1994).  However, in emerging markets, agency problems are more likely to arise between controlling and minority shareholders (Claessens and Fan 2003; Fan and Wong 2005). Emerging markets are also closely regulated by government bodies that have direct or indirect interests in corporations. In this type of regulated market, the auditing of public company is often monitored by regulators and subject to their disciplinary powers, rather than being left to market forces. Whether auditing provides a similar insurance effect in emerging markets remains an empirical question.
We argue that in relationship-based economies, controlling shareholders are more likely to select auditors who are able to defend them against regulators’ charges in the event of an investigation into possible irregularities. This type of protection may serve as a form of insurance to buyers of audit services in emerging markets. Following this line of argument, we observe that auditors’ ability to reduce their clients’ exposure to the risk of disciplinary action by regulators is one of the factors that companies consider in selecting auditors and determining audit fees. 

We further argue that the Chinese market provides an interesting setting for examining this issue, because both auditors and clients are more likely to be penalized by regulators than by courts. Big 4 firms play a unique role in the Chinese market. On the one hand, their international reputation and experience make them popular among companies that seek financing in international markets. On the other hand, poorly performing companies may also be attracted by their ability to lobby regulators in a strong and effective fashion. 
Insurance is a social device involving the payment of relatively small premiums to guard against potentially large losses. In the context of auditing, poorly performing clients pay relatively high audit fees in exchange for protection that may help them to come through the disciplinary system relatively unscathed when irregularities are discovered. 
DeFond, Wong and Li (1999) find that Chinese companies have little incentive to procure a high quality audit. Chen, Su and Wu (2007) conclude that listed companies use Big 4 services mainly for overseas financing reasons. However, we find that some companies that have no plans to seek finance overseas are also audited by Big 4 firms. Given that Big 4 firms usually charge fees that are significantly higher than those of other firms, their clients must have a strong incentive other than overseas financing to hire a Big 4 auditor.
In China, the main source of discipline for listed companies is regulators rather than market forces. Operating in an emerging market with a weak legal system, Chinese companies often engage in questionable transactions in grey areas which can easily land themselves in serious trouble. For many of these transactions, it may be difficult to assess ex ante whether they violate any regulations, and if so, whether any such violation will lead to a severe penalty. Moreover, Chinese companies often have strong incentives to overstate their profits and meet the profit targets they are required to achieve to issue more shares (Chen et al. 2001). Excessive earnings management increases the risk of regulatory penalty, which in turn gives rise to demand for insurance protection.
To examine whether Big 4 firms can reduce their clients’ exposure to the risk of regulatory penalty, we select for analysis a Big 4 client and a locally audited client that were subject to substantially different penalties for their roles in the respective financial scandals in which they became embroiled. At the relevant time, these two television tube makers faced similar operating difficulties and became involved in similar financial reporting scandals. Our analysis suggests that the Big 4 firm that audited one of these companies successfully helped its client to avoid the type of penalty that would normally have been imposed had the company’s auditor been a local firm. 
We further discuss whether an improved regulatory environment and more vigilant media monitoring in China have reduced the amount of room available to Big 4 firms for lobbying. We find that the recent tightening of regulatory enforcement and more effective reporting in the press have been accompanied by a reduction in market share for the Big 4 firms, suggesting that poorly performing companies are now less likely to seek insurance benefits by using the services of the multinational auditors.

Overall, our analysis indicates that there is an insurance effect associated with Big 4 audit services in China; both the motivations for seeking such services and the level of compensation available via this form of insurance differ from those of mature markets.
China’s capital markets: a regulated system
China reopened its capital markets in 1990 in response to the demand for more efficient capital allocation that arose in the wake of the economic reforms initiated in 1978. These economic reforms have significantly changed the role the government plays in economic development, which has progressed from one of direct control to a function characterized by indirect influence through state ownership (which allows the government to dominate decision making by appointing key personnel in state-owned companies) and regulatory discipline (which gives the government the ultimate power to discipline those who do not follow laws and regulations). 
The Shanghai Stock Exchange (SSE) and Shenzhen Stock Exchange (SZSE) were founded in 1990 and 1991, respectively. By the end of 2007, 1,550 companies were listed on the two exchanges. The combined market capitalization of the two exchanges peaked at RMB 3.27 trillion in 2007, a figure 30% higher than China’s GPD in the same year (CSRC, 2008). 
The China Securities Regulatory Commission (CSRC), which follows the model of the SEC in the US, was established in 1992. Although the CSRC operates in a similar way to the SEC, it has far more discretion in how it regulates the market and disciplines public companies. For example, the CSRC has the power to approve or decline IPO and rights issue requests without giving its reasons. In addition, the CSRC is responsible for granting licenses to CPA firms, law firms
 , and investment banks that are authorized to serve public companies. The CSRC also controls the enforcement of disclosure rules and investigations into legal and regulatory violations. In addition to its responsibility for the IPO approval process, the CSRC determines which cases should be investigated, any penalties that should be imposed, and when a listed firm should be suspended or delisted.
Market mechanisms such as analyst followings and scrutiny, the market for corporate executives, merger and acquisitions, and effective intermediaries are either in their formative stage or function poorly. This lack of effective market mechanisms, which was a particular problem during the early years of the capital market, has created a demand for alternative monitoring functions, giving the government a perfect opportunity to introduce regulations that most market participants consider excessive. To a certain extent, while excessive regulation has resulted from the lack of market mechanisms described above, it is also part of the reason market forces remain underdeveloped. 
China has promulgated an impressive number of laws since its economic reforms were initiated. However, the enforcement of these laws has been very weak (DeFond et al. 1999). The level of protection afforded by laws against the misappropriation of property is often subject to government intervention. In many cases, building a strong relationship with government bodies can effectively reduce the risk of being penalized. We offer the YGX case as an example of how difficult it can be for investors to sue public companies and how legal protections can be weakened or even disregarded.    
Two judicial interpretations issued by the Supreme Court in January 2002 and January 2003, respectively, grant investors the right to file civil suits against executives and controlling shareholders for losses caused by fraudulent financial reports. These interpretations clarify that investors are allowed to sue only executives and controlling shareholders of companies that have already been publicly penalized by the CSRC or another governmental agency (the Ministry of Finance (MOF), for instance) due to misrepresentations made in their financial results. However, only a limited number of claims have been accepted by the courts over the last six years, and even fewer cases have been resolved in favor of investors. In August 2001, Caijing, a well-known finance journal, reported that Yinguangxia (YGX, code 000557.SZ), a fast-growing company, had fabricated revenue amounting to one billion RBM over the previous two years. In April 2002, the CSRC issued an administrative penalty letter confirming the Caijing report. Encouraged by the judicial interpretation issued by the Supreme Court in January 2002, investors started filing lawsuits against YGX executives in early 2002. None of these lawsuits were successful. According to the Supreme Court’s judicial interpretation of January 2002, only intermediate courts located in the provincial capital city where the issuer is registered can accept such cases. This meant that because YGX was registered in Yinchuan, investors were obliged to file their cases with the Yinchuan Intermediate Court. It is not surprising that the Yinchuan Intermediate Court repeatedly delayed the case by asking for additional evidence or supporting documents
. This type of situation is relatively common in China, a country in which protecting local firms is widely regarded as a natural choice. Investors’ cases were largely ignored by the courts until December 2004, when Yinchuan Intermediate Court accepted the first case just before the last day of the effective litigation period
. This change in the court’s attitude is likely to have been induced by the high level of media interest in the YGX case. However, the court required YGX to pay compensation to only one investor. 
The YGX case demonstrates that the unique institutional structure in China reduces the litigation risk companies face for fraudulent financial reporting to a very low level. Rather than litigation risk, CSRC disciplinary penalties are a more realistic threat to companies because the CSRC controls the capital allocation process in the market and has the exclusive power to penalize listed companies. Similarly, intermediary agencies, such as auditing firms, investment banks, and law firms, are also exposed mainly to disciplinary risk from the CSRC.
The foregoing discussion suggests that Chinese investors are not likely to recover their losses from auditors through the courts. The type of insurance provided by independent audits in mature markets does not appear to form part of the Chinese context. This is also reflected in the fact that Chinese CPA firms do not usually insure themselves for potential litigation liability. Of the few firms in Shenzhen that have regularly insured themselves against potential litigation claims due to a local regulatory requirement, none had made a claim by the end of 2008.
 
As is the case in other markets, the auditors of companies listed in China are normally selected by company executives. One of the major concerns of such executives is how to reduce the risk of disciplinary action by regulatory bodies. To a certain extent, this is likely to be the primary concern of executives who run businesses in China (which are mainly state-owned). As rational, risk-averse economic agents, managers will do their best to find all possible ways to diversify their risk, including hiring auditors that have the ability to lobby regulatory bodies in a strong and effective manner. 
The Big 4 and their evolution in the Chinese auditing market

China is potentially one of the world’s largest auditing markets.  However, when the country opened its doors to what were then the Big 8 firms
 in the early 1980s, rather than being permitted to establish branches – the normal arrangement in other markets – they were only allowed to set up representative offices. Coopers & Lybrand set up its representative office in Shanghai in January 1981 and all the remaining Big 8 firms had representative offices in China within the next 3 years. These offices were not allowed to provide auditing services in China independently, i.e., in their own names, but were allowed to help their head offices with document collection and verification work for subsidiaries of multinational companies that were clients of the Big 8. It was only in 1990 that what had by then become the Big 6 were allowed to enter the auditing market, at which point they formed cooperative firms (a type of joint venture) with local partners. The Big 6 set up firms in conjunction with powerful organizations that were capable of providing them with the level of political support they needed. Arthur Andersen, Ernst & Young and KPMG founded their joint-venture firms with the Ministry of Finance, which controls CICPA, the professional body, while Deloitte selected the Finance Department of the Shanghai Municipal Government as its partner. Coopers & Lybrand’s partner is CITIC, one of the most powerful state-owned companies in China, with business interests in banking, securities, real estate development, insurance, and other regulated industries. PriceWaterhouse was the only Big 4 firm to choose a local university, Shanghai University of Finance and Economics (SUFE), as its joint venture partner.  SUFE was the only university in Shanghai that provided accounting programs at the Bachelor, Master, and Ph.D. levels until the 1980s. The joint firm it formed with SUFE allowed PriceWaterhouse to take advantage of a powerful alumni network in Shanghai that would bring in many important clients over time. 
The Big 6 firms started their businesses in China with a very high profile and a reputation unmatched by local firms.  For example, while top foreign managers from the Big 6 had opportunities to meet with China’s president, premier or vice-premier during their visits to China, a great honor in Chinese culture, their local counterparts had no hope of meeting with even a minister
.  This support from top government officials, which is ongoing, effectively endorses the Big N’s reputation for high-quality auditing (Chen et al. 2006). Big N firms not only have good personal relationships with high-level government officials, but also provide crucial consulting services to Chinese governments at various levels on economic issues. For example, since the economic reforms initiated in 1978, China has implemented a significant body of accounting and auditing standards that follow international practice. Big N firms have provided strategic and technical support for this reform process by sharing their experience and expertise with the Chinese government. Through their advice to the Chinese government, the Big N have established a reputation as something more than mere business organizations or profit-seekers; they have managed to create the impression that they stand for professionalism, quality, and integrity. Furthermore, according to the social norm of reciprocation, mutual trust and assistance is a necessary element of a constructive working relationship. This is particularly true in a relationship-based society like China. In this regard, it is not surprising that the Big N together form an extremely powerful lobby when dealing with the government and the regulatory bodies it controls. 
What are now the Big 4 are widely regarded as high-quality audit service providers, even in markets such as China where they do not have a long track record. This reputation is important to government bureaucrats responsible for the performance of state-owned enterprises, as they usually appoint key personnel to such enterprises.  As Wanda (1980) argues, the insurance benefit to politicians accrues from the regulation of mandated auditing and auditors, who serve as a convenient scapegoats in most cases involving financial fraud or failure in the capital markets. According to this political insurance argument, government bureaucrats are likely to encourage SOEs subject to their supervision to hire Big N auditors, thereby enabling them to claim they have taken all reasonable steps to avoid problems when a scandal arises. 
The market share of Big N auditors in China


Table 1 shows the market share of Big N audit firms in China from 1993 to 2006. A few observations may be made in relation to this table. First, Big N firms have a smaller market share in China than they do in most mature markets. Measured by number of clients, the market share of the Big N did not reach 10% in any year for which figures are given. The absolute number of clients increased steadily during the period covered by Table 1 until 2003, when the regulatory bodies strengthened their monitoring and disciplinary practices. In 2002, the CSRC introduced a large number of regulations aimed at protecting investors from scandals like Enron and similar Chinese cases such as YGX. This tightened state of regulatory enforcement may have reduced the amount of room available for auditors to lobby regulators; as a result, companies may have less incentive to insure themselves by appointing a Big N auditor. Second, although the number of clients served by Big N firms dropped from 100 in 2005 to 97 in 2006, the Big N’s market share in terms of client assets increased from 49.23% to 80.73%, indicating that Big 4 firms rearranged their client portfolios by replacing risky smaller clients with large SOEs (such as commercial banks and the “giant” SOEs). 
(Insert Table 1 about here)


Table 2 compares Big N clients with those of local firms. In general, Big N clients are larger, more profitable, and less risky. However, the table also indicates that in early years (before 1999), Big N firms had only a small number of clients, and that those clients performed no better than clients of local firms. For example, from 1996 to 1999, Big 5 clients grew at a slower rate and were less profitable than local firms. This may indicate that there was a fundamental change in the makeup of the Big 5’s Chinese client portfolios and that many of their early clients no longer met their client acceptance criteria. This in turn suggests that some of these clients hired Big 5 firms for reasons other than those documented in the auditing literature. We argue that insurance could be one of these special reasons.
(Insert Table 2 about here)


In this section, we seek to establish whether some companies that would not normally have hired a Big N auditor nevertheless did so for insurance purposes. We do so by first estimating a logit model to determine the firm characteristics of Big N and local firm clients. Based on these characteristics, we then predict the auditor choices of these two groups of clients. The estimated results will show us how many companies that would normally have selected a local audit firm nevertheless engaged a Big N firm as their auditor. We first run model (1):
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 (1)
where:

Big4 = an indicator variable coded 1 if a Big 4 auditor is hired, and 0 otherwise;

Loss = an indicator variable coded 1 if the net income of a firm is negative, and 0 otherwise;

Lgassets = log (total assets+1);
Roa_op = operating income/total assets;

Debt_ratio = (short-term debt + long-term debt) / total shareholders’ equity;

Cur_ratio = current assets/current liabilities;

Quick_ratio = (current assets – net inventory – prepaid expenses – other current assets) / current liabilities;

Receivable_Ratio = (accounts receivable + other receivables + prepayments + export tax refund receivable) / total assets; and  
Inven_ratio= inventory/total assets.
Model (1) is applied to all non-bank A-share companies in China at the relevant time, which gives a total of 328 firm/year observations of Big N clients and 6,436 firm/year observations of local firm clients for the 6-year period from 2001 to 2006. Table 3 gives the summary statistics obtained from the model estimation. Our results show that the clients of Big N auditors were large and relatively low-risk (when debt and receivables are excluded). 
(Insert Table 3 about here)

Table 4 shows the optimal classificatory accuracy level derived, which is 0.48. We then predict companies’ auditor choices using this cut-off criterion. The results summarized in Table 5 show that only 17 firm/year observations of Big N clients are predicted to have hired a Big 5 auditor. The vast majority of Big 5 clients (311 firm/year observations out of 328) are predicted to have been local firm clients. This result suggests that many Big N clients may have had reasons for appointing a Big N auditor other than those normally cited.
(Insert Tables 4 & 5 about here)


However, these China-specific reasons for selecting a Big N auditor may not necessarily have related to insurance. We propose two possible additional reasons: overseas financing and non-Chinese shareholdings. The literature (Healy and Lys, 1986; Chen et al. 2008) documents that companies with overseas financing plans are more likely to hire Big N auditors to reduce equity costs. Studies also show that companies with large agency costs are more likely to use Big 5 auditors for signaling purposes (Fan and Wong 2005). Overseas shareholders usually have limited access to information about Chinese companies and thus require a more credible auditor to protect their interests. Overseas financing needs and overseas shareholdings are thus two possible factors other than insurance that encourage Chinese listed companies to hire Big N auditors. Table 6 shows that of the 311 firm/year observations for which we predicted that a local auditor was used but in which a Big N firm was hired, 4 firms raised capital from international markets in the following year and 79 firms had large (defined as top-three) overseas shareholders. There are 231 firm/year observations for Big N clients whose reasons for appointing a Big N firm we have not identified and who may have used Big 5 auditors for insurance purposes.
(Insert Table 6 about here)

 The supply of audit insurance

The previous section discussed the factors underlying Chinese companies’ decisions to purchase Big N audit insurance.  These factors can, to a varying extent, be attributed to the unique institutional setting of China. In this section, we discuss why Big 4 firms are willing to provide this type of insurance.

Big 4 auditors do not set out to provide insurance to their clients. As discussed earlier, listed companies in China face limited litigation risk, but run the risk of substantial regulatory penalties which are difficult to predict because regulatory actions are often subject to the judgment and discretion of government officials. Clients of Big 4 firms may also be involved in irregularities relating to financial reporting issues. Any penalty given to a Big 4 client will significantly damage the Big 4’s reputation as providers of high quality audit services. To avoid reputational damage, the Big 4 consistently seek to press regulators and understate the severity of problems discovered so they will not be penalized or criticized. Their clients benefit from their efforts to defend themselves either directly or indirectly. Knowing that Big 4 auditors have both the incentives and ability to defend their clients in regulatory actions, companies with doubtful reporting practices may turn to the Big 4 even where they do not have overseas financing plans or overseas shareholders. 

 However, given the Big 4’s tendency to rid themselves of risky clients as part of the portfolio management process (Johnstone and Bedard 2004), it is difficult to understand why they are willing to take on risky clients they may need to defend at a later stage. There are a few possible explanations for their willingness to do so. First, Big 4 firms are known to provide audit services at varying levels of quality across different legal regimes. The quality of the auditing service provided is positively related to the litigation risk faced by the auditor. In emerging markets, where legal enforcement is weak and litigation risk is low, Big 4 firms have a relatively weak incentive to maintain the quality of their audit services at a high level. Accordingly, the threshold used for client acceptance decisions in China may be significantly lower than that used in mature markets. Empirical studies using Chinese data also suggest that audit quality in Big 5 firms does not differ significantly from audit quality in local firms when assessed according to all available quality measures (Liu and Zhou 2005). Second, as newcomers to a market in which quality audits have not always been valued, the Big 4 have had difficulties competing with local firms since they established Chinese offices in the 1990s. They may have had to adapt to the local environment and lower their client acceptance thresholds to gain traction in what is potentially one of the most important and profitable markets in the world. Third, since most listed companies are state-owned and have close government connections, whether or not to accept such a firm as a client may not be a simple business decision. Rather, maintaining smooth relationships with government bodies is the key to success in a relationship-based economy like China, especially at an early stage. This is likely to have been an important factor, especially in the 1990s when the Big 5 were yet to establish a reputation in the local market. 

The demand for an insurance effect when firms are audited in the Chinese market stems from the fact that the regulatory bodies (mainly the CSRC and MOF) frequently inspect and discipline auditors and CPA firms. Figure 1 and Table 7 show an increasing trend in auditors and their firms being inspected and penalized. Table 8 shows the types of penalties imposed by the CSRC. In general, the severity of the penalty imposed is correlated with the severity of the client irregularities the auditor fails to report. Those who are able to defend their clients in the course of an inspection will not only avoid being penalized, but will also be regarded in the market as an effective insurance provider.
(Insert Figure 1 & Tables 7 & 8 about here)

Case Analysis: Sichuan Hongguang (HG) vs. Baoshi Electronic Glass (BS)
Sichuan Hongguang (HG)
Sichuan Hongguang Industrial Co., Ltd. (HG, code: 600083.SH) launched its IPO in May 1997, issuing 70 million tradable shares at a price of RMB 6.05 and raising RMB 410 million. Just one year later, HG published its first annual report, which revealed a loss of RMB 198 million.  The CSRC’s prompt investigation showed that HG had committed three counts of fraud: (1) false reporting in its application for an IPO involving the fabrication of more than RMB260 million of net income; (2) misrepresentation in its first annual report following the IPO involving the underreporting of its net loss by RMB 31.5 million (15%); and (3) intentionally concealing information showing that more than 50% percent of its products were defective. The CSRC commenced disciplinary proceedings in which it sought to fine the firm’s auditor, investment bank, and certain other related individuals and institutions. In 2000, He Xingyi, the then CEO of HG, along with other three executives, were found guilty of fraud in the IPO application and financial reports and were sentenced to as much as 3 years in prison. HG was classified ST and PT (the two categories used by the CSRC to alert investors that a company may face a significant level of risk in continuing its operations) in 1998 and 2000, respectively. The company was reorganized as Chengdu Fortunate Science and Technology Co., Ltd. after a controlling stake was acquired by the Fortunate group in 2001.
Baoshi Electronic Glass (BS)
Baoshi Electronic Glass Co., Ltd. (BS) launched two IPOs in 1996, the first for B shares in June 1996 (code: 200413) and the second for A shares in September 1996 (code: 000413)
. Its 1996 annual report delivered a very confusing set of results: while the company was shown to have made a profit of RMB 120 million in the A-share report (based on Chinese GAAP), its B-share report declared a loss of RMB 3.2 million (based on international accounting standards). BS then unexpectedly reported a huge loss of RMB 342 million in 1997 and a further loss of RMB 258 million for the following year. As a result of these two consecutive unprofitable years, it was classified ST in 1998. However, it reported profits of RMB 57 million in 1999 and RMB 100 million in 2000, and had its ST designation removed in 2000. No CSRC disciplinary proceeding or other litigation was ever reported, not even an investigation.
Table 9 compares the two companies described above on the basis of their history, businesses, and financial reporting problems. 
(Insert Table 9 about here)

Table 9 shows that both HG and BS were producers of TV tubes and related products. While HG manufactured color bulbs, black and white bulbs, and CRTs, BS had a narrower product range covering only black and white bulbs and CRTs. HG raised funds to set up a new production line for color CRTs in conjunction with Hitachi, while BS raised funds to invest in its existing color bulb subsidiary. 
With the benefit of hindsight, neither of the two companies would have been approved for listing if they had disclosed certain key facts. The most important fact neither company disclosed was that their main manufacturing lines were being run far beyond the useful lives for which they were designed, leading to high scrap rates. For instance, by June 1996, just after BS launched its IPO, its black and white CRT line had already been operating for nearly 10 years and its black and white bulb line for 8 years, significantly longer than the industry norm of 5 years. BS failed to disclose either in its prospectus or its 1996 annual report that its impaired manufacturing lines would lead to a high scrap rate, thus making its production activities unprofitable. BS also failed to report that the cost of manufacturing a black and white TV was already higher than the price at which such TVs were sold by the time of its IPO. It should be noted that the company’s B-share prospectus disclosed that its black and white bulb line was built in 1990 and that its black and white CRT line was constructed in 1987, although it did not state that both lines were close to or beyond the end of their useful economic lives. 
There were similar problems with HG’s reporting on the efficiency and effectiveness of its production lines, both in its prospectus and in its annual reports. The major difference with BS was that HG’s production lines were for color kinescopes and bulbs  and were technologically more advanced than those of BS.
HG reported losses for three consecutive years and was designated ST and PT. Unlike BS, which managed to report profits after being classified ST, HG did not resume normal operating activities, and did not have its ST designation removed until it was sold to a new controlling shareholder.
The role of auditors in the HG and BS financial reporting scandals
While HG and BS suffered from qualitatively similar financial reporting problems, the two cases had entirely different outcomes: BS was not penalized and is still operating normally, while HG and its managers were investigated and penalized by regulators. There may be many reasons for these different outcomes, but we believe that the difference between the two cases can be partially explained by the different roles their auditors played after the scandals came to light.
HG was audited by a local auditor, Chengdu Shudu Certified Public Accountants, Ltd.( Shudu). Based on number of clients, Shudu was the second largest local accounting firm in 1997 and was affiliated with the local Finance Bureau, which is in the lower echelons of the governmental hierarchy. It is reasonable to assume that Shudu had no identifiable channel for communicating or bargaining with CSRC officials. This is reflected in the fact that for the whole period during which the HG case was being dealt with, there is no evidence or sign suggesting that the CSRC gave either HG or Shudu any opportunity to defend itself or clarify the relevant issues. In fact, Shudu was forced to close down before the investigation conducted by the CSRC was completed. Given that Shudu could not avoid being closed down, we assume that it was difficult for the firm to provide HG with any protection in its fight against possible regulatory penalties. This suggests that where audit services are purchased from a local firm, such services are unlikely to include an insurance component.
In contrast with HG, BS survived its financial reporting scandal with the assistance of its auditor, PriceWaterhouse. The key to its survival appears to have been its ability to produce credible reports demonstrating that the company had turned around and started to make a profit. However, whether other companies are able to achieve such an objective in future appears to depend to a great extent on the credibility of the auditor and its willingness to accommodate its clients. BS managed to report a profit and successfully convinced both the market and regulators that it had turned around its operations. This was mainly achieved by reversing the “big bath” it had taken in the two previous years. The fact that this result was endorsed by PriceWaterhouse appears to have been a key factor in avoiding any challenge by either the financial media or regulators. When BS presented its 1997 and 1998 annual reports showing huge losses, PW Dahua, BS’s A-share auditor, issued a qualified audit report. However, in the following year, PW Dahua issued an unqualified report for BS which included an explanatory paragraph. While a footnote in BS’s annual report explained that BS had not had normal business operations for the whole year, PW appears to have ignored this footnote and avoided the issue in its audit report. The combination of BS’s annual report, which showed a profit, and PW’s moderately positive audit report, allowed the company to represent itself as a normal going concern. This eventually resulted in the removal of BS’s ST designation. However, BS’s 1999 annual report conceded that the company had no operating activities in 1999 and that it had only a small amount of revenue generated by selling used parts and disposing of certain assets. Its non-operating revenue of RMB 136 million in that year was generated from the reversal of interest accrued in previous years. 
In stark contrast to the fates of both auditor and client in the HG case, neither the BS nor its auditor, PW, received any disciplinary penalty, or even a warning, after the BS scandal was reported. While this result may appear surprising when considered alongside the HG case, it is worth noting that no Big N firm was ever criticized by a Chinese regulatory body (at least not publicly) until 2001, when PWC and KPMG were listed among firms regarded by the Ministry of Finance as “practices with weaknesses and mistakes” for the first time as part of its routine quality checks. 
In summary, our analysis of the HG and BS cases indicates that both companies engaged in similar instances of wrongdoing that involved the provision of misleading financial results to the public. However, the consequences of their respective irregularities differed substantially. While HS was designated ST and PT (suggesting that the company is very risky), has remained designated as such until this very day, and its top managers have been convicted on criminal charges, BS was only designated ST for a relatively short period before regaining a normal listing. Moreover, none of BS’s managers were penalized by regulators. One possible contributing factor to the different outcomes of these two cases is the identity of their respective auditors, whose lobbying networks with regulators and government officials are likely to have differed to a considerable extent and been a key factor in their regulatory outcomes. 
Concluding Remarks


This paper presents a case analysis undertaken to explain why Big 4 auditors are hired by companies that do not have apparent motives for procuring a quality audit. We argue that in a relationship-based economy like China, the threat of regulatory penalty is a bigger risk for company managers than litigation. Given that regulatory actions are difficult to predict and avoid, companies have an incentive to insure themselves against this risk. However, this type of risk is not one for which commercially available insurance is written in the market. Instead, reputable auditors who have strong lobbying credentials with regulatory bodies can be used as a shelter from potential regulatory action.


This study has several limitations. First, the conclusions we reach are based on an analysis of two cases and may not be generalizable to other companies and/or markets. Second, the insurance benefits Chinese firms derive from Big 4 auditors are not governed by an explicit contract, nor are they legally enforceable. We use the term “insurance” in a broad sense to refer to the type of benefit that is needed only in the event of a potential liability that cannot be quantified on an ex ante basis. Third, some of the discussion in this paper is based on anecdotal evidence which is difficult to verify or disprove. Nevertheless, we contribute to the literature by suggesting a possible explanation for the demand for Big 4 audit services in emerging markets.  
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Figure 1: Distribution of penalty announcements by the CSRC

[image: image2.emf]Number of punishments

0

2

4

6

8

10

1993199619971998199920002001200220032004

Year

Number of

punishments


Table 1 
Big N Market Share in China

	Year
	Total no. of listed companies
	Big N clients
	Percentage in terms of number of clients
	Percentage in terms of clients’ assets
	Percentage in terms of clients’ sales

	1993
	175
	10
	5.71
	13.67
	13.02

	1994
	289
	21
	7.27
	18.77
	15.67

	1995
	319
	27
	8.46
	19.98
	20.49

	1996
	532
	36
	6.77
	18.27
	16.36

	1997
	744
	42
	5.65
	14.55
	12.90

	1998
	853
	49
	5.74
	13.31
	13.89

	1999
	949
	44
	4.64
	10.73
	13.35

	2000
	1092
	57
	5.22
	13.89
	15.46

	2001
	1160
	73
	6.29
	28.67
	34.73

	2002
	1224
	118
	9.64
	48.11
	38.50

	2003
	1287
	111
	8.62
	46.07
	38.30

	2004
	1377
	100
	7.26
	46.08
	64.52

	2005
	1374
	100
	7.28
	49.23
	44.29

	2006
	1433
	97
	6.77
	80.73
	50.89


Table 2
A Comparison of Financial Data for Big 4 and Local Firm Clients

(Excluding banks and those with growth>10 due to data error)

	year
	auditor
	Obs
	growth
	lgassets
	Roa_ni
	Roa_op
	Debt_ratio
	Receivable

	1994
	local
	166
	0.3757
	20.3471
	0.0706
	0.0615
	0.4071
	0.1392

	
	Big4
	10
	0.2573
	20.8376
	0.0723
	0.0768
	0.3090
	0.1190

	1995
	local
	265
	0.1934
	20.4522
	0.0468
	0.0431
	0.4626
	0.2273

	
	Big4
	18
	0.1130
	21.0141
	0.0559
	0.0610
	0.3461
	0.1650

	1996
	local
	287
	0.0897
	20.5336
	0.0363
	0.0284
	0.4644
	0.2399

	
	Big4
	20
	0.0064
	21.4493
	0.0278
	0.0271
	0.3713
	0.1411

	1997
	local
	481
	0.2304
	20.4487
	0.0493
	0.0460
	0.4456
	0.2773

	
	Big4
	26
	0.1116
	21.6000
	0.0191
	0.0198
	0.4015
	0.1652

	1998
	local
	683
	0.1397
	20.5918
	0.0402
	0.0380
	0.4304
	0.2746

	
	Big4
	31
	-0.030
	21.6516
	0.0032
	0.0032
	0.4111
	0.1691

	1999
	local
	787
	0.1659
	20.6998
	0.0340
	0.0313
	0.4479
	0.2777

	
	Big4
	29
	0.1289
	21.8702
	0.0336
	0.0354
	0.3989
	0.1717

	2000
	local
	873
	0.2149
	20.8596
	0.0252
	0.0260
	0.4685
	0.2671

	
	Big4
	37
	0.3426
	21.8047
	0.0359
	0.0421
	0.3718
	0.1536

	2001
	local
	989
	0.1769
	20.9269
	-0.011
	0.0023
	0.5029
	0.2161

	
	Big4
	54
	0.0883
	21.8096
	0.0213
	0.0282
	0.4157
	0.1274

	2002
	local
	1019
	0.2246
	20.9788
	-0.027
	0.0001
	0.5229
	0.2418

	
	Big4
	98
	0.2399
	21.8797
	0.0349
	0.0426
	0.4160
	0.1436

	2003
	local
	1084
	0.2430
	21.0684
	-0.007
	0.0062
	0.5563
	0.2314

	
	Big4
	98
	0.2433
	22.0604
	0.0378
	0.0472
	0.4194
	0.1268

	2004
	local
	1149
	0.2863
	21.1387
	-0.033
	0.0009
	0.5935
	0.2435

	
	Big4
	87
	0.3783
	22.3714
	0.0524
	0.0674
	0.4368
	0.1265

	2005
	local
	1247
	0.1383
	21.1246
	-0.025
	-0.0030
	0.6383
	0.2676

	
	Big4
	92
	0.1732
	22.5256
	0.0414
	0.0584
	0.4430
	0.1259

	2006
	Local
	1249
	0.1855
	21.1771
	-1.479
	-0.7424
	1.3643
	0.4618

	
	Big4
	80
	0.2341
	22.9137
	0.0429
	0.0509
	0.4819
	0.1107


Where:
Growth: Growth rate = (Sales revenue in year t/Sales revenue in year t-1)/1
Lgassets: log assets at the end of year t 

Roa_ni: Net income for year t/Total assets at the end of year t
Roa_op: Operating profit/total assets at the end of year t
Receivable: Total receivables/total assets at the end of year t 

Table 3 Logistic Regression Modela
	Chi-square for Model
	295.5 (p-value <0.0001)
	Concordant
	74.20%

	Pseudo R-square
	0.15
	Discordant
	24.40%

	

	Independent Variable
	Estimated Coefficient
	Standard Error
	Wald Chi-square
	p-value

	Intercept
	-21.325
	1.383
	237.603
	<.0001

	LOSS
	 -0.299
	0.314
	0.905
	0.342

	LGASSETS
	 0.864
	0.062
	192.816
	<.0001

	ROA_OP
	1.608
	1.132
	2.017
	0.156

	DEBT_RATIO
	-0.019
	0.008
	5.492
	0.019

	CUR_RATIO
	0.069
	0.137
	0.251
	0.617

	QUICK_RATIO
	-0.008
	0.150
	0.003
	0.956

	RECEIVABLE_RATIO
	-2.501
	0.594
	17.713
	<.0001

	INVEN_RATIO
	0.480
	0.510
	0.887
	0.346

	

	
	
	Model Predictionsb
	

	
	Actual
	
	Big4
	Non-big4
	Total
	

	
	
	Big4
	17
	 311
	 328
	

	
	
	Non-Big4
	 1
	6,435
	6,436
	

	
	
	Total
	18
	6,746
	6,764
	

	

	a Estimated on a sample of 328 big4 and 6,436 non-big4 observations.

	b Based on the maximum classificatory accuracy; the cut-off level is 0.48. Accuracy classification rate = (17 + 6,435) / 6,764 = 95.4%.

	

	Big4: indicator variable coded 1 if a firm hires one of the big 4 auditors, and 0 otherwise

	LOSS: indicator variable coded 1 if net income of a firm is negative, and 0 if positive

	LGASSETS: Log(total assets +1)

	ROA_OP: operating income / total assets

	DEBT_RATIO: (short-term debt + long-term debt) / total shareholders’ equity

	CUR_RATIO: current assets / current liabilities

	QUICK_RATIO: (current assets – net inventory – prepaid expenses – other current assets) / current liabilities

	RECEIVABLE_RATIO: (accounts receivable + other receivables + prepayments + export tax refund receivable) / total assets

	INVEN_RATIO: inventory / total assets


Table 4 Classificatory Accuracy
	Predicted Probability of Big4 from Modela,b
	Percentage of Observations Correctly Classified

	
	Accuracy
	Big 4
	Non-Big 4

	0.02
	34.95
	92.38
	32.02

	0.06
	76.92
	53.05
	78.14

	0.10
	88.14
	40.24
	90.58

	0.14
	92.25
	29.88
	95.43

	0.18
	93.81
	21.65
	97.48

	0.22
	94.52
	17.68
	98.43

	0.26
	95.03
	11.59
	99.29

	0.30
	95.17
	7.93
	99.61

	0.34
	95.18
	6.71
	99.69

	0.38
	95.28
	6.71
	99.80

	0.44
	95.31
	5.18
	99.91

	0.48
	95.37
	5.18
	99.97

	0.50
	95.36
	4.88
	99.97

	0.52
	95.31
	3.96
	99.97

	0.56
	95.30
	3.66
	99.97

	0.60
	95.27
	3.05
	99.97

	0.64
	95.22
	2.13
	99.97

	0.68
	95.20
	1.52
	99.97

	0.72
	95.15
	0.61
	99.97

	0.76
	95.14
	0.00
	99.98

	0.80
	95.14
	0.00
	99.98

	0.84
	95.14
	0.00
	99.98

	0.88
	95.14
	0.00
	99.98

	0.92
	95.15
	0.00
	100.00

	

	a Estimated on a sample of 328 big4 and 6,436 non-big4 observations.

	b Classificatory accuracy is assessed at every cutoff point between 0.02 and 0.92 (scaled in increments of 0.04). The cutoff points represent the predicted probabilities of engaging a Big4 auditor that are derived from the application of the logistic regression model. For example, using a cutoff value of 0.48 (i.e., “Big4” is predicted for all observations where the model-generated probability of engaging a big4 auditor is 48 percent or greater), 95.37 percent of all observations are correctly classified, 5.18 percent of all Big4 observations are correctly classified, and 99.97 percent of all non-Big4 observations are correctly classified.


Table 5 Classification of Actual Big4 and Predicted Big4a (2001-2006)

	
	Actual Big4 and Predicted Big4

(1,1)
	Actual Big4 and Predicted Non-Big4

(1,0)
	Actual Non-Big4 and Predicted Big4

(0,1)
	Actual Non-Big4 and Predicted Non-Big4

(0,0)
	Total

	
	Obs
	%
	Obs
	%
	Obs
	%
	Obs
	%
	

	2001
	1
	0.10
	29
	2.76
	0
	0
	1020
	97.14
	1050

	2002
	2
	0.18
	66
	5.98
	0
	0
	1036
	93.84
	1104

	2003
	2
	0.17
	62
	5.35
	0
	0
	1095
	94.48
	1159

	2004
	2
	0.17
	55
	4.61
	0
	0
	1137
	95.23
	1194

	2005
	3
	0.26
	56
	4.86
	0
	0
	1093
	94.88
	1152

	2006
	7
	0.63
	43
	3.89
	1
	0.09
	1054
	95.38
	1105

	Total
	17
	
	311
	
	1
	
	6435
	
	6764

	

	a Based on the maximum classificatory accuracy; the cut-off level is 0.48. Predicted big4 takes the value of 1 if the predicted probabilities of engaging a Big4 auditor that are derived from the application of the logistic regression model are larger than 0.48, and 0 otherwise. 

	


Table 6 The Number of Firms without Overseas Financing and Top 3 Overseas Shareholders in the Sample of 311 Observations with Actual Big4 and Predicted Non-Big4 
	
	Actual Big4 and Predicted Non-Big4
	Factor 1:

Overseas Financinga
	Factor 2:

Overseas Shareholders among Top 3
	Both Factor 1 and Factor 2
	Neither Factor 1 nor Factor 2

	
	
	
	
	
	Obs
	%

	2001
	29
	0
	12
	0
	17
	58.62

	2002
	66
	0
	16
	0
	50
	75.76

	2003
	62
	1
	14
	1
	48
	77.42

	2004
	55
	0
	11
	0
	44
	80.00

	2005
	56
	0
	12
	0
	44
	78.57

	2006
	43
	3
	14
	2
	28
	65.12

	Total
	311
	4
	79
	3
	231
	74.28

	

	a One case of a B-share rights offer and three cases of private placement of equity.  

	


Table 7: Penalties imposed on accounting firms by the Ministry of Finance

	Number of accounting firms penalized
	Number of certified auditors penalized

	Warning
	Suspension of business
	Imposition of fine
	Dissolution
	Confiscation of illegal 
income
	Warning
	Suspension of business
	Imposition of fine
	Cancellation of certified license

	28
	12
	3
	4
	2
	68
	17
	0.5
	4


Note. In addition to the penalties shown above, 88 accounting firms and 232 certified auditors have been penalized by MoF offices at the provincial level or above through the issuance of a warning, a suspension of business, or the cancellation of a certified license.

Table 8: Types of penalties imposed by the China Securities Regulatory Commission (1999 – 2005)

	Type of penalty
	On auditing firms
	On certified public accountants

	Warning
	24
	59

	Fine
	21
	43

	Confiscation of income
	14
	-

	Suspension of practicing license
	4
	16

	Revocation of certified public accountant’s license
	-
	2

	Revocation of the practicing license of the auditing firm
	1
	-

	Banned from practicing in the stock market
	-
	2

	Revocation of license to engage in securities business
	-
	2


Table 9: Background Information: A Comparison between BS and HG
	BS
	HG

	IPO year

	1996
	1997

	Main products before IPO

	Black and white glass bulbs (48%) and cathode ray tubes (CRTs) (52%)
	Color glass bulbs (59%), black and white CRTs (17%), others (23%)

	Capital raised

	RMB 354 million
	RMB 410 million

	Purpose of IPO Financing (as reported in the prospectus)

	Purchase a controlling share in a color glass bulb company
	Build up a color CRT manufacturing line

	Actual purpose for which the capital raised was used

	Sold its controlling share in the color glass bulb company; SJZBS changed its main business to production and marketing of pins and anode caps in 1999.
	The manufacturing line project was postponed due to HG’s inability to obtain approval from various governmental bodies. The capital raised was used to repay bank loans.

	Accounting Firm

	PriceWaterhouse Dahua Certified Public Accountants, Ltd.
	Chengdu Shudu Certified Public Accountants, Ltd.

	Facts intentionally omitted from prospectus

	Production on the black and white CRT assembly line was stopped due to excess inventory in June 1996.

The black and white glass bulb assembly line was not in use due to excessive production beyond the economic life for which it ws designed.
	Production on the color bulb assembly line ceased in early 1998 due to excessive use and a high failure rate. 

	Annual report in the first year after the IPO

	A-share report: RMB 120 million profit;

B-share report: RMB 3.2 million loss
	RMB 198 million loss

































































� Wei and Liu acknowledge the financial support of the NSFC (grant nos. 70532003 & 70772080). 


� In 2002, a group of lawyers filed a lawsuit against the CSRC in response to the implementation of the Administrative Procedure Law, thereby forcing CSRC to relinquish its discretionary powers over the licensing of law firms to advise on IPOs and provide other securities-related legal services. However, the CSRC has maintained its power to grant or decline authorization for CPA firms and investment banks that seek to provide services relating to securities business.


� See a report titled In the Name of Law, Faren Magazine, No.11, 2004, for the whole story.


� According to the Supreme Court Judicial Interpretation issued in January 2002, the effective litigation period is just two years, starting from the first day on which the CSRC imposes sanctions. In the YGX case, this was April 22, 2002.


� Local regulators require CPA firms in Shenzhen, the largest Special Economic Region in China, to spend 1% of their revenue on buying insurance arranged by the CICPA Shenzhen office. However, only firms authorized to audit listed companies actually purchase insurance as required. Some CPA firms in other parts of China set aside provisions for potential losses, but do not buy insurance.


� We use the terms “Big 8,” “Big 6,” “Big 5” and “Big 4” in this paper interchangeably, depending on the time period. For example, the term “Big 8” is used for the early 1980s, while “Big 4” is used for the post-Arthur Andersen period. We also use “Big 4” to discuss the big accounting firms generally, and “Big N” where needed.


� This kind of meeting is usually regarded as a big event and is routinely reported by the China Central TV news program during prime time, approximately 7:00-7:30 pm. Since CPA firms are not allowed to advertise, this kind of news report is not only a very effective advertisement, but also sends a very strong signal to listed companies that the Big N are superior to local firms from a regulatory perspective.


� A shares are issued to domestic shareholders and B shares are issued to overseas (mainly Hong Kong) shareholders, but are listed and traded on both the Shenzhen and Shanghai stock exchanges.
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