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The Association between Political
Connections and Auditor Choice:
Evidence from China

Chen Lung Chin, National Chengchi University, Taiwan
Mei-Hui Chen, National Defense University, Taiwan
Xi Xiong, Nanyang Technological University, Singapore

Motivations (1/3)

* The political connections phenomenon is very
pervasive around the world and recently has drawn
increasing attention from academic researchers in
general and accounting researchers in particular.

* Chinais a counterexample to the findings in the law,
institution, finance, and growth literature (Allen,
Qian, and Qian, 2005); therefore, prior results (e.g.,
Guedhami, Pittman, and Saffar, 2014) about this
issue cannot necessarily be generalized to China.




Motivations (2/3)

* The SEC has approved the PCAOB’s final rules "Improving
the Transparency of Audits: Rules to Require Disclosure
of Certain Audit Participants on a New PCAOB Form and
Related Amendments to Auditing Standards," which were
issued on December 15, 2015.

— This new disclosure rule has prompted a significant increase in
research on audit partners (Lennox and Wu, 2017) .

— Data availability of the signing auditors’ names in China provides
us with a unique setting for exploring the alleged association
between political connections and auditor’s quality at the firm
and partner levels simultaneously.

Motivations (3/3)

* China is the largest transition economy in the world
and plays an increasingly important role in the global
economy.

— The effects of political connectedness are largely affected
by its legal, political, and social environment.

— The effects are the strongest in countries with high levels
of corruption (Faccio, 2006) such as China (La Porta,
Shleifer, and Vishny, 1998; Allen et al., 2005; Fan, Rui, and
Zhao, 2008).




Research Questions

* Whether and how political connections affect
choice of auditors at the firm and individual levels
in the context of a transition economy

— (1) The associations between appointing Top 10 audit firms and
political connected firms.

— (2) The associations between hiring signing auditors sanctioned
by the regulatory authorities/CSRS and political connected firms.

* We provide further evidence from Chinese audit
market to examine whether
— (1) connected firms are more likely to retain both non-Top 10 audit
firms and individual sanctioned auditors?

— (2) connected firms with non-Top 10 audit firms (or sanctioned signing
auditors) exhibit aggressive earnings management behaviors and are
less likely to receive a modified audit opinion?

Main Findings (1/3)

* Insiders in politically connected firms in China tend
to have fewer incentives to hire a higher-quality
audit firm and to have their actions monitored,
which is in sharp contrast to the study of Guedhami
et al. (2014)

* Connected firms are more likely to hire sanctioned
signing auditors, relative to their non-connected
counterparts.
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Main Findings (2/3)

Further analyses

— The propensity of retaining auditors among (1) (non-Top 10,
sanctioned)> (2) (hon-Top 10, non-sanctioned) > (3) (Top 10,
non-sanctioned) is greater when public companies are politically
connected

— Connected firms are /ess likely to hire high-quality Top 10 audit
firms, irrespective of “Big 4” or “other Top 6 audit firms” .

— Politically connected firms with non-Top 10 auditors/sanctioned
auditors exhibit lower earnings quality and less likely to receive a
modified opinion

Main Findings (3/3)

Further analyses

— For individual auditor level analyses, we find positive link
between the presence of political connections and the
extent of sanctions imposed against signing auditors.

— The presence of political connections and lower-quality
auditors increases with divergence hetween ultimate
owner’s control and the equity ownership level.
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Hypotheses Development of H1 (1/2)

* Though prior studies show that firms tend to derive gains
from their connections (Mobarak and Purbasari, 2006; Duchin
and Sosyura, 2012; Berkman, Cole, and Fu, 2010; Faccio,
Masulis, and McConnell, 2006; Faccio, 2010; Svensson, 2003;
Hellman, Jones, and Kaufmann, 2003; Bertrand et al., 2007;
Fan and Wong, 2005, etc.), however, in the Chinese setting,
political connections tend to generate value-decreasing and
rent-seeking activities to firms (Morck et al., 2000; Qian et al.,
2011)

Politically connected firms face fewer disciplinary actions from
regulatory agencies and fewer constraints from regulatory
rules (Berkman et al., 2010).

Hypotheses Development of H1 (2/2)

Weaker regulation enforcement and lower penalties for audit
failure in China

Chinese public companies receiving a MAO can easily achieve
“opinion shopping” by switching to low-quality auditors
(Wang et al., 2011).

Due to lower penalty costs for audit failure, audit quality does
not improve after disciplinary actions against audit firm and
individual signing partners (Wang et al., 2011).

H1: Compared to their counterparts, politically
connected firms would be less likely to appoint Top
10 audit firms.

12




Hypotheses Development of H2 (1/2)

* Auditor quality tends not to improve even after
signing auditors are sanctioned (Wang et al., 2011)

— Weaker law enforcements, lower penalties for audit failure,
and fierce audit market competition, individual partners
tend to not remedy past mistakes on a timely basis, thus
leading to a stronger time-series persistence of audit
failure (Wang et al., 2015).

Hypotheses Development of H2 (2/2)

* |f signing auditors violate audit regulation and
standards, regulatory agencies and/or CICPA will take
disciplinary actions against these auditors.

* H2: The likelihood of hiring signing auditor(s)
sanctioned by the regulatory authorities
and/or CICPA is higher for connected firms
than for non-connected firms.
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Empirical Models

TOP10 = a,+ a, CONN +a, CONTROL + a, SIZE + a,
LEV + a.ROA+ a, STATE +a,SOE+ a, INVRATIO + a,
CRRATIO + a,, GROWTH++ a,, CROSS + Industry and
Year dummies+ e (1)

CPA . crion = b+ b,CONN + b ,CONTROL + b, SIZE +
b, LEV + b. ROA+ b, STATE +b,SOE+ b, INVRATIO +
b, GROWTH+ b,, CRRATIO +b,,CROSS+ Industry and
Year dummies +& (2)

Sample and data sources

All publicly traded nonfinancial firms in China during
2007~2013
— IFRS-based Chinese Accounting Standards (hereafter IFRS-
based CAS) became effective in 2007.

Financial statement data, audit firm and signing auditors’
names data and politically connected data are obtained from
the CSMAR.

Top 10 audit firms are obtained from the website of CICPA.

Sanction data are hand-collected from related websites of
regulatory agencies (CSRC, MOF) and CICPA.
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Data (1/2)

TABLE 1
Sample Selection Process
Panel A: Sample Selection for the Full Sample

Number of finu-vear

observations

Total observations available on CSMAR during 2007-2013 14,145
Deleting financial industry (125)
Deleting observations due to subject to special treatment

stans (833)
Deleting observations due to unavailable ultimate
control owners data (1.118)
Deleting observations due to missing financial data (2.032)
Funl sample 10,015
2018/8/23

Data (2/2)

Fanel B: Sample Firms Distributed by Year

Audited by Top 10 andit Signed by a sanctioned

s auditors

{1 (2} i3 4)
Year 1 Top 10 % Sanctioned %
2007 1.062 470 44.26 3l 292
2008 1.140 451 39,56 41 3.60
2009 1,171 134 17.06 13 367
2010 1.267 533 12.07 53 118
2011 1.548 638 41.21 80 517
2012 1,870 7749 41.606 106 5.67
2013 1,957 B2 42.00 b 1.9
Lotal 10,015 4,127 41.21 440 1.39

2018/8/23
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Descriptive Statistics (1/2)

TABLE 2
Summary Statistics
Panel A: Full Sample (n=10,015)

Variables
IOPIO
CPAvcnon
CONN
SIZE

LEV
CROSS
CASHRIGHT
CONTROL
LARGE
STATE
ROA
INVRATIO
CRRATIO
SOE
GROWH

Mean
0.412
0.044
0.269
21.829
0.463
0075
0.377
0.335
0.366
0.104
0.067

0.175

2.295
0.502
0.182

Std. dev
0.492
0.205
0.443
1.233
0.209
0263
0.156
0.172
0.154
0.189
0.060
0.159
2.851
0.500
0.379

ql
0

0

0
20934
0305
0
0251
0.197
0240
0
0035
0.070
0996
0
0.008

Median Q3
0 1

] 0

0 1
21,667 22.529
0.474 0.624
0 0
0.362 0.492
0.316 0,461
0.350 0481
0 0.126
0.060 0.094
0.135 0.223
1.439 2302

1 1

0.091 0.223

Descriptive Statistics (2/2)

Panel B: Politically Connected Firms v.s. Politically Non-connected Firms
CONN =1
(n=2.69%4)

Mean  Median

Variables
TOP10
CPAsanciov
SIZE

LEV
CROSS
CASHRIGHT
CONTROL
LARGE
STATE
ROA
INVRATIO
CRRATIO
SO
GROWH

2018/8/23

CONN=0

m=7,321)
Mean  Median
0.420 0
0.042 0
21.734 21.538
0.448 0452
0.097 0
0.388 0.382
0.350 0337
0.374 0361
0101 0
0.065 0058
0.171 0133
2.538 1,528
0.462 0
0.186 0.090

0.390
0.049
22.083
0.505
0.014
0.345
0297
0344
0111
0072
0.189
1.637
0.609
0.169

0

0
22.088
0.519
0
0.321
0.294
0.321
0
0.062
0.141
1.266
1
0.095

Differences
{-stat. z-stat.
275" —
135 ° -

13427 -1600"
I8 C1219°T
2010
1256 1256
148" 1468 ™
885" 874"
2367 525
559 476"
4837 26
18667 14537
130177 <1300
213 0.16

[
)
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Results of H1 & H2

TABLE 3

Probit Regression of the Choice of Audit Firms and Signing Auditors on

Political Connections

Y=TOP!0 Y= CPAsiverion
r;va(icl 1 Model 2
Variables Coeff § ( Z-stat.) Coeff. ( Z-stat.)
| conv 0105 (-3.56) 0.207"" ( 3.64)
CONTROL 0244777 (-2.88) ~0,201 (-1.33)
SIZE 0.019 (1.16) -0.106™" (-5.02)
LEV <0328 (-3.49) 0.232 ( 1.32)
ROA 077777 (3.16) -241177 (-5.22)
STATE 0.238""  (2467) 0.462"" (2.65)
SOE 016677 («4.19) 0.020 (0.33)
INVRATIO 0125 (-0.06) -0.421 (-~1.60)
CRRATIO -0,007 (-1.28) 0.004  (0.36)
GROWH -0.002 (-0.03) 0.079  (1.14)
CROSS 0184 (-3.41) (-2.76)
Iniercepi 0.062 (0.18) T (-3.02)
Indusery duninics Yes Yes
Year diimmies Yes Yes
Psendo-R° 0.0370 0.0372
" 10,015 10,015
Marginal effect of
=184 1.87
CONNin %
2018/8/23 15
Further Analyses (1/3)
Pancl A: Political Connections and the Choice of Signing Auditors
Mulrinomial Logit
Ordinal Logit CPAcuoree = 1 REASacE =S
V.S, V.S,
CPAcporer = 0 CPAcnowcr =0
Model 1 Model 2
0.1927" (3.98)  0.156™ (3.41)  0.585  (4.08)
CUNIROL Oy i e o) Rarr COSTT
SIZE DOTLTT (-2.63) 0034 (127 D452 77 (-484)
LEV 0.579™ (3.68) 0619 (4.09) 0.588 (1.17)
ROA -1.846 77 (4.66) 2124277 (305 <5301 7T (-5.24)
STATE -0.215 (-1.5%) -0.019 (-0.32) 0.445 (0.94)
SOF 025877 (4.30) T (4.60) 0.153 (097)
INVRATIO 0.009 (0.04) (-0.06) 0.310 (0A47)
CRRATIO 0.014 (143) (2.13) -0.030 (-0.90)
GROWH 0.008 (0.39) (-0.32) 0.289 (1.53)
CROSS 0.2307" (2.70) (3.17) -0.856 ° (-1.90)
Intercept] 12417 (201 (047
Intercept? 277277 (4449 6.242 77 (3.08)
Industny dwrmies Yes Yes 'es
Year dummies Yes Yes Yes
Piendo-R’ 0.0366 0.0643
7 3734677 665476
n 10,015 10018
20

2018/8/23
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Further Analyses (2/3)

Fanel B: Political Connections and the Choice of Andit Firms

Multinemial Logit

Crdinal Logit TOPN=1 TOPN=:
Vs, V.5
TOPN =0 TOPN =]
Vanables Model 3 Model] 4
L ovy 0153 """ (-3.27) 0168 =3.14) 0024 (0.25) |

CONTROL D412 2s0) 05827 ((4.22) 07137 (234
SIZE 003K ( 1.38) nn2e (094) 025 (063
LEV 050577 (-3.39) 051077 (-327) 0097 (-0.37)
RO 1.19% (3.14) 1343 (3.16) 02120 (030
STATE 0341 (245) 0.510"" (3.24) 0486 " (-2.03)
SOE 0266 (4.23) 0.303"" (-4.62) 0.080  (0.97)
INVRATIO 0225 (-1.15) D156 (-0.66) 0189 (-0.55)
CRRATIO 05T (-1.78) D044 (22.00) D085 (-0.56)
GROWH 0000 (-D.00) 0000 (0.00) 0006 (-0.06)
CROGS 024877 (-281) DA007T (-1.06) 03637 (127
ji,li'.c!}'(ppi_f =0.320 (=(L37) 1.330 (=0.35)
Tutercepi? -2318™ (4.12) 18357 (-218)

2018/8,/23

Further Analyses (3/3)

TABLE 5
Analyses ol the Ellect of the Choice of Auditor Firms and Signing Auditors oo Andit Quality
Discretionary Aceruals (|4]) Audit Opirdon (MAC)

Variables Model | Modal 2 Wodel 3 Madel 4
CONN 0017 ™ (26T 0008 (<151 135 7 (343 0081 (-0 57)
FTOPIO 0007 (-0.49) 0502 (091}
| commerropis 0043 " (-2.83) 2526 " (273 |
PRANE 0003 {-0.11) 1063 {-0.73)
|('EJ_‘:'_\-"'P!>'.L\"[' 0065~ (2.30) 5308 q-:_za;]
TABLE 6
Political Connections and .'ngulng Anditor: The Dtg]rr ol sanctioms
Variables Coefl. ] ( Z-stat.)
CONN «0.563" (=1.67)

2018/8/23
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Further Analyses

TABLE 7

Political Connections and Auditor Choice: Ownership Structures Analyses

Panel A: Political Connections and Andit Firm Choice

- - WEDGE =
WEDGE =IMVERGE
DUMCONTROL
Model 1 Model 2

Variables Coeft. { Z-stat) Coeff { Z-stat )
CONN -0.048 (1.25) 0075 7 (=230
HWEDGE =0.037 (=019 ) 056 (=1.35)
CONN* WEDGE 04834 7 (-227T) 0049 " (-2.05)

Panel B: Political Connections and Signing Auditor Choice

WEDGE =
DUMCONTROL

WEDGE =IMVERGE

Model 3 Model 4
variables Coeff. { Z-stat.) Coeff. { Z-stat.)
CONN 0.195 2.72) 0223 ™ 'r_ 3.55)
IEDGE L 000 T, 3136 * e
CONN*WEDGE 0.180 (0.27) <0.080 (-0.53)

Sensitive analysis

Political Connections and Aunditor Choice: Sensitivi

Panel A: Political Connection and Audit Firm Choice

ity Analyses

Heckman 2-stage

PsM Instument Variable procedure
Model 1 Model 2 Model 3
Variables Coeff. { Z-stat.) Coeff ( Z-stat) Coeff. ( Z-stat.)
CONN 0,107 (-2.85) -0.12077 (-4.20)
PRE convecmons 04917 (224

Panel B: Political Connection and Signing Auditor Choice

Heckman 2-stage

PSM Instrument Variable procedure
Model 4 Model 5 Model 6
Variables Coeff. { Z-stat) Coeff. {Z-stat)  Coeff. { Z-stat)
CONN 0.219"" (3.32) 0.256" (2.53)
PRE conngCTIONS 1.385" (2.85)
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Contributions (1/2)

* We contribute to the literature on political
connections by documenting evidence on the
negative effect of political connections on the choice
of auditors.

* Qur results, coupled with findings by Chaney et al.
(2011), connected insiders are less willing to improve
information transparency to limit their consumption
of private control benefits stemming from political
ties by appointing lower-quality auditors and in turn
providing lower-quality financial reporting.

Contributions (2/2)

* We also make several contributions to
auditing literature:
— Consistent with the PCAOB’s argument that the

disclosure requirements increase transparency
regarding the engagement partner’s identity.

— Answer the call by DeFond and Zhang (2014) for
further analyses on the effect of individual
auditors’ characteristics on audit quality.
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