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Abstract We analyze whether audit partners suffered
damage to their professional reputations with the demise of
Zhongtiangin (ZTQ), formerly the largest audit firm in
China, after an audit failure enabled a major client, Yin-
guangxia (YGX), to fraudulently exaggerate its earnings in
a high-profile scandal resembling the Andersen—Enron
events in the US. This involves evaluating whether the
reputational damage sustained by partners implicated in the
scandal spreads to other partners in the same audit firm. We
isolate whether impaired reputation impedes partners who
were not complicit in the ZTQ-YGX events from attracting
new clients or keeping existing ones. Our evidence implies
that the market shares of these partners fell after ZTQ’s
collapse, supporting that guiltless partners’ reputations
were tarnished. We also find that these partners are less
likely to be employed by reputable audit firms. The clients
of these partners tend to have lower earnings response
coefficients, implying that investors downgrade the per-
ceived quality of their audits. Moreover, compared to a
matched sample, the former ZTQ partners tend to charge
lower audit fees after the firm’s collapse. Finally, we
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exploit the unique structure of ZTQ to provide evidence
consistent with the prediction that the former partners from
the branch that handled the YGX audits experienced worse
damage to their reputations. In a setting with minimal
auditor discipline stemming from civil litigation, our
results lend support to the intuition that partners’ reputation
concerns motivate them to protect audit quality by closely
monitoring other partners in the firm.
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Introduction

We examine the importance of a high-profile audit failure
committed by a large Chinese audit firm to the reputations
of its partners who did not participate in the engagement.
Our analysis helps to empirically resolve whether the
reputational fallout from audit failure is confined to the
complicit partners (narrow scope) or extends to the rest of
the partners in the audit firm (wide scope). Auditors have a
strong incentive to cross-monitor each other if they share
reputation jointly with their partners, which should
engender higher audit quality (e.g., Coffee Jr 2002; Lennox
and Li 2012). In the other direction, if audit partners do not
genuinely share their reputation, then partners may elect to
largely avoid monitoring each other, translating into lower
audit quality. Our research is constructive for clarifying
whether reputation is shared jointly among partners. We
gage the impact of the demise of Zhongtiangin (ZTQ),
formerly the largest audit firm in China, on the reputation
and practicing careers of guiltless partners who were not
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directly involved in this major scandal.' One of its clients,
Yinguangxia (YGX), was found to have fabricated a profit
of 745 million yuan—equivalent to almost US$126 mil-
lion—by forging contracts and commercial notes. ZTQ, in
turn, was held responsible for the misrepresentation, and
the firm collapsed shortly after its practicing license was
suspended by the Ministry of Finance (MOF) in 2001.
Meanwhile, the MOF revoked the practicing licenses of the
two partners who signed YGX’s audit report. Accordingly,
the ZTQ-YGX scandal in China, in some ways, mirrors the
Arthur Andersen—Enron scandal in the US.

We evaluate whether the reputational loss sustained by
the partners after suffering sanctions, which routinely fol-
low enforcement actions initiated by the Chinese Security
Regulatory Commission (CSRC; Jia et al. 2009), spreads to
the rest of the ZTQ partners. Partners’ personal exposure to
reputational damage rises when other partners render clean
opinions on materially misstated financial statements. It
follows that individual partners have strong incentives to
monitor each other’s work when they have valuable repu-
tations at stake. Reputational concerns may motivate audit
partners to actively monitor the performance of the firm’s
other partners in order to avoid costly damage to their own
reputations. We isolate whether the ZTQ-YGX events
generate spillovers by undermining the professional repu-
tations of partners who were not implicated in the audit
failure that enabled YGX to fraudulently exaggerate its
earnings.

Extant research continues to struggle with unraveling
the importance of litigation and reputation incentives to
persuading auditors to closely monitor the financial
reporting process (e.g., Weber et al. 2008; Skinner and
Srinivasan 2012). Indeed, Leuz (2001, p. 177) calls for
evidence that helps settle: “... under which conditions
exposure to litigation is sufficient, and when we can rely on
reputation-based mechanisms” to elicit accounting trans-
parency. Although both reputation protection and civil
litigation shape the audit quality in the US (e.g., Mansi
et al. 2004), it is largely left to reputation alone to compel
auditors to prevent managers from excessively distorting
reported earnings in jurisdictions where it is difficult for
investors to recover damages from auditors for issuing an
unqualified opinion on materially deficient financial state-
ments (Guedhami and Pittman 2006; Coffee Jr 2007).
Against this backdrop, we analyze whether audit partners
in China—a country that imposes hardly any discipline on

' In a major upside, focusing on a large audit firm generates power
for the analysis since the negligence of a single partner threatens each
individual partner’s reputation with the risk magnified in larger audit
firms that have more partners signing audit reports (Lennox and Li
2012). In other words, a partner’s worries about the degree of care
exercised by other partners increases with their number; i.e., partners’
cross-monitoring incentives are stronger in larger audit firms.

@ Springer

auditors from civil lawsuits—share their reputation jointly
and severally with other partners in the same audit firm.” In
contrast to recent research on reputational incentives at the
audit firm level (e.g., Weber et al. 2008; Skinner and
Srinivasan 2012), we provide evidence on the incentivizing
role that partner reputation plays.

Data constraints are largely behind empirical research
that examines the economic implications stemming from
partners’ reputations remaining scarce. In fact, extant
research mainly focuses on the importance of reputation
and litigation to audit quality at the audit firm level.
However, given that an audit firm usually comprised a
group of audit partners, audit quality partly hinges on their
underlying incentives (Kinney 1999; Coffee Jr 2002). The
Public Company Accounting Oversight Board (PCAOB) in
the US recently sought advice from various parties on
whether to mandate the disclosure of engagement partner
identity (PCAOB 2011). Other jurisdictions have begun to
shift toward revealing the identities of the responsible
engagement partners. For example, the Eighth Company
Law Directive of the European Union compels the EU
member countries to adopt a requirement for the audit
report to be “signed by at least the statutory audi-
tor(s) carrying out the statutory audit on behalf of the audit
firm.” The primary argument for insisting on this disclo-
sure is that this would lead to better audit quality. Divul-
ging the engagement partner’s identity also implicitly
acknowledges that a public company audit involves a
substantial amount of work by highly skilled individual
practitioners exercising their own professional judgment,
and that each partner has a reputation to protect. At the
same time, the PCAOB has stressed that the proposed rule
would not affect either a firm’s or an individual partner’s
legal liability for audit failure. In short, the individual
partners’ interest in protecting their valuable professional
reputations is the most likely be the economic reason for
any increase in audit quality that ensues.

The Chinese audit market provides an opportune setting
for analyzing our research questions for several reasons.
First, at a practical level, listed companies in China are
required to disclose the identities of signing partners.
Consequently, we can observe the impact of the reputation
damage caused by a partner on the rest of the firm’s part-
ners by tracing the history of each partner’s practice and
clients. Second, the implicit insurance coverage afforded
by the investors in the event of audit failure is minimal in
China, enabling us to reliably isolate the impact of repu-
tation forces. This context is conducive to distinguishing
between the reputation protection and litigation explana-
tions since investors have almost no recourse against

2 It is important to note that litigation against auditors in Hong Kong
is an exception (Ferguson and Majid 2003).
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auditors when corporate misreporting occurs (e.g., Firth
et al. 2005). In contrast, it remains hard to discriminate
between these explanations in the US because of the
extreme litigation exposure that prevails there (e.g., Leuz
2010).* Although investors in Chinese companies are
entitled to recover losses sustained when auditors render a
clean opinion on materially inaccurate financial statements,
civil lawsuits against auditors seldom succeed.* Improving
identification in our analysis, the insurance rationale is
close to zero in China, putting us on more solid ground in
attributing our evidence to reputational fallout. Third,
increasing the power of our tests, recent evidence implies
that auditors provide valuable external monitoring in the
country’s capital markets that suffer from widespread
diversion of corporate resources (e.g., Chen et al. 2007;
Wang et al. 2008; Jiang et al. 2010). Accordingly, we
respond to calls for empirical research that exploits the
unique characteristics of the Chinese environment to pro-
vide insight on auditing issues; e.g., Simunic and Wu
(2009).

In a series of tests integrating matched samples to
improve identification, we examine whether the reputa-
tional damage spreads to audit partners who were not
implicated in the ZTQ-YGX events.” We find that the

3 El Ghoul et al. (2012) provide equity pricing evidence that
subjecting auditors to intense litigation exposure is responsible for the
major fault line that distinguishes the US from the rest of the world on
the performance gap between Big 4 and non-Big 4 auditors. In fact,
prior evidence casts doubt on whether researchers can reliably gage
the separate impact of auditors’ incentives with event studies on the
collapse of a large US public accounting firm. For example, Menon
and Williams (1994) report evidence implying that the negative share
price reaction that clients of the public accounting firm Laventhol and
Horwath suffered after its bankruptcy in 1991 reflects the insurance
explanation, although Baber et al. (1995) find that both the reputation
and insurance explanations were responsible. More recently, Chaney
and Philipich (2002) attribute the negative stock returns incurred by
Arthur Andersen’s clients surrounding when investors learned about
its apparent complicity in the Enron scandal to reputational impli-
cations. However, Nelson et al. (2008) provide evidence that calls this
interpretation into question.

4 Moreover, China does not permit class action lawsuits that can have
a sobering impact on auditors’ incentives to constrain firms against
manipulating their financial statements (Ball 2009; Mahoney 2009).
As far as we know, there have been no successful civil lawsuits
against auditors of listed firms in China. More generally, minority
investors in modern China have hardly had any legal recourse against
tunneling by insiders, who are frequently politically connected, and
security regulators have minimal jurisdiction over controlling entities
(e.g., Allen et al. 2005; Fan et al. 2007; Jia et al. 2009; Jiang et al.
2010; Chen et al. 2014).

> Studies like ours are frequently labeled “natural experiments” in
that we analyze outcome measures for observations in treatment and
control groups that have not been randomly assigned. We explain in
more detail later in the paper that our treatment group comprised ZTQ
partners who were not implicated in the YGX audit failure and our
control group comprised partners in other large audit firms. We
compare differences in outcomes before and after the ZTQ-YGX

number of former ZTQ partners who were hired by other
auditing firms and who are still engaged in auditing listed
clients decreased significantly after ZTQ’s demise. We also
document that the number of listed clients of these auditors
fell steeply. Another set of results indicate that prominent
audit firms were reluctant to hire these auditors, reinforcing
that damaged reputation extends to partners who were not
directly involved in the scandal. Further, the clients of
former ZTQ partners exhibit lower earnings response
coefficients after the demise of the firm, implying that their
audit quality had fallen according to investors’ perceptions.
Moreover, relative to a matched sample, the former ZTQ
partners tended to charge lower audit fees after the firm’s
collapse.

The validity of inferences drawn from a before and after
design with an untreated control group can be improved by
relying on multiple treatment groups to help dispel con-
cerns surrounding alternative explanations (e.g., Card and
Krueger 1994). In our setting, we can exploit the structure
of ZTQ to isolate treatment groups that are subject to dif-
ferent intensity levels for the reputation intervention. We
expect that variation in the intensity of the treatment
stemming from the YGX audit failure will exert a differ-
ential impact on the outcomes under study according to
whether the partners were affiliated with the Zhongtian
(ZT) or Tiangin (TQ) branch. ZTQ was formed through the
merger of ZT and TQ, although the branches remained
operationally independent afterward. Since this merger
occurred in 2000, a year before YGX’s deceptive financial
reporting surfaced, the TQ partners may have been more
sheltered against the ensuing reputational fallout. Impor-
tantly, YGX was always audited by ZT. Consequently, we
expect that former ZT partners, who are closer to the YGX
audit failure, will have suffered more severe damage to
their reputations relative to their counterparts at TQ.
Consistent with this prediction, we find evidence that the
audit failure tarnished the reputations of former ZT part-
ners more than those of former TQ partners. Collectively,
our results lend support to the intuition that audit partners
share their reputation jointly and severally with other
partners in the same audit firm, motivating them to protect

Footnote 5 continued

events in 2001 between the groups to identify the importance of
partners’ incentives to protect their reputations by monitoring their
fellow partners. Major advantages of implementing a difference-in-
differences design include its simplicity for narrowing the range of
plausible competing explanations for the results along with its
potential to bypass many of the endogeneity complications that rou-
tinely arise when making comparisons between heterogeneous indi-
viduals (e.g., Bertrand et al. 2004). Although we assume that the
reputations of non-ZTQ partners in the control group are immune to
the YGX audit failure, any damage to their reputations (contagion
effects) would work against our tests rejecting the null hypotheses.

@ Springer
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their individual reputations by actively monitoring their
fellow partners.

We primarily contribute to extant research in eight
ways. First, rather than estimating the importance of rep-
utation to audit quality at the audit firm level (e.g., de
Castro et al. 2006; Weber et al. 2008; Skinner and Srini-
vasan 2012), we delve deeper by evaluating its impact at
the partner level. Similarly, instead of analyzing the reha-
bilitation of corporate reputation (e.g., Sims 2009; Hillen-
brand et al. 2012), we focus on the personal reputation
implications in the aftermath of an ethical scandal. This
involves isolating whether sharing reputation among audit
partners represents another governance layer in the audit
firm by inducing partners to closely monitor each other’s
performance. Accordingly, we complement prior research
inferring reputation damage from the market reaction to the
clients of the collapsed audit firm by considering how such
events influence individual partners’ professional reputa-
tions. Set against recent research having begun to shift
from taking a firm-wide to an office-level perspective on
audit firms (Ferguson et al. 2003; Francis et al. 2005;
Francis and Yu 2009), we add a step in this progression by
examining the links between individual auditor character-
istics and economic outcomes. In fact, amid firm- and
office-level analyses continuing to dominate archival audit
quality research, we respond to calls for evidence at the
individual auditor level (e.g., DeFond and Francis 2005;
Francis 2011).

Second, we alleviate the identification complications
plaguing research on the reputational implications of major
audit failures (e.g., Baber et al. 1995; Menon and Williams
1994; Chaney and Philipich 2002; Nelson et al. 2008) by
focusing on a country where civil litigation plays almost no
role in motivating auditors and by applying a difference-in-
differences design to control for contemporaneous events
that can lead to spurious results.

Third, we complement Blouin et al. (2007), who rely on
the demise of Arthur Andersen to analyze the determinants
of auditor selection by their former clients. They estimate
the importance of switching and agency costs to whether
companies remain a client of the Andersen audit team that
had handled their engagement when they join another audit
firm. In contrast to Blouin et al.’s (2007) focus on the
auditor selection by Andersen’s clients, we examine the
fallout from audit firm dissolution for its partners.

Fourth, the PCAOB recently proposed mandating the
disclosure of engagement partner names. This proposal is
grounded in the expectation that partners’ incentives to
protect their valuable professional reputations would
engender higher quality. Conceptually, this rule would
resemble the CFO and CEO signature requirement under
SOX that underscores their responsibility for ensuring the
veracity of the company’s financial statements. It follows

@ Springer

that reputation is behind any ensuing increase in audit
quality since the PCAOB has specifically argued that
reporting engagement partner names will not raise indi-
vidual liability. Although it would be premature to make
firm policy conclusions at this early stage (especially when
based on research from a different country), our evidence
provides some empirical support to validate the PCAOB’s
proposal to require audit firms to divulge engagement
partner identity.

Fifth, recent evidence implies that the reputational
implications stemming from fraudulent financial reporting
far exceeds the costs of any formal sanctions imposed. For
example, Karpoff et al. (2008) estimate that the average
company subject to SEC enforcement for financial report-
ing violations incurs, for every dollar in misstated earnings,
$0.36 in fines and class action settlements and another
$2.71 in reputational loss. Our analysis reconciles with this
research in that although regulators in China did not for-
mally punish the ZTQ partners who did not work on the
YGX engagement, these partners still suffered costly
damage to their professional reputations.

Six, against the backdrop of prior research on corporate
fraud in China primarily focusing on internal governance
structures (e.g., Persons 2006; Jia et al. 2009), we con-
tribute to emerging evidence on the role of information
intermediation in the capital markets by external monitors
(e.g., Chen et al. 2014).

Seven, we help close another gap in the literature by
examining whether prior research implying that clients’
earnings response coefficients fall in the wake of damage to
their audit firm’s reputation (Francis and Ke 2006) holds at
the auditor partner level. This involves examining whether
investor perceptions of companies’ earnings quality reflects
that a high-profile audit failure undermines audit partner
reputations for strictly monitoring the financial reporting
process.

Finally, our analysis extends Sun and Zhang’s (2008)
evidence on the career paths of persons involved—whether
directly or indirectly—in financial reporting scandals in
China to include individual auditors. In sharp contrast to
their evidence that a large fraction of senior executives
implicated in these scandals are later promoted to higher
positions in corporate groups or governmental organiza-
tions, we find that partners in audit firms pay a heavy price
in the form of reputational damage stemming from audit
failure, even when they did not actually participate in the
engagement.

It is important to stress that although China provides an
opportune testing ground for our research questions, any
analysis of a single country may raise doubts on whether its
inferences can be validly generalized to other countries.
However, in contrast to the impact of litigation institutions
governing auditors that can vary extensively across
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jurisdictions (e.g., Guedhami and Pittman 2006; Francis
and Wang 2008), reputational implications stemming from
audit failure may cross borders. For example, some prior
evidence implies that audit firms’ incentives to protect their
valuable reputations lead to higher-quality audits in coun-
tries—similar to China—that impose hardly any discipline
on auditors in the form of tough investor protection insti-
tutions (e.g., Fan and Wong 2005; Weber et al. 2008;
Skinner and Srinivasan 2012). Nonetheless, we caution that
focusing strictly on a single country is a limitation of our
research since our results may not necessarily generalize to
audit partners practicing in other countries.

The rest of this paper is organized as follows. In “Mo-
tivation” section, we profile the Chinese audit market,
recount the events leading to ZTQ’s collapse, and outline
prior research to develop our testable predictions. “Data
and Sample” section describes the data and sample.
“Empirical Results” section covers our empirical strategy
and evidence. “Conclusions” section concludes.

Motivation
Audit Market in China

The audit market in China has undergone major reforms in
the past two decades. All Chinese auditors were affiliated
until recently with government agencies, government-
sponsored bodies, or universities to the detriment of their
independence. To facilitate auditors becoming financially
and operationally independent, the Chinese Institute of
Certified Public Accountants (CICPAs) and the MOF
launched a disaffiliation program in 1996 that required all
auditors to sever their links with their sponsoring bodies
within 2 years. In striving to strengthen auditor indepen-
dence, the MOF adopted a new set of Independent Auditing
Standards in 1995, which are based on the International
Standards on Auditing promulgated by the International
Federation of Accountants. Over 20 Chinese auditing
standards were issued between 1995 and 1999. DeFond
et al. (2000) observe a higher frequency of qualified audit
opinions after the release of the new auditing standards.
However, the increase in modified reports has been fol-
lowed by a decline in the audit market share held by large
audit firms—in other words, those with the greatest
propensity to issue modified reports—reinforcing that lis-
ted public companies in China have resisted improving
their accounting transparency (e.g., Wang et al. 2008).
Although China’s publicly listed companies are attrac-
tive clients, the market is not yet open to all audit firms
because the MOF and the CSRC require all listed compa-
nies to be audited by designated audit firms (Yang 2012).
The central government is pushing to increase auditor size,

including nurturing larger audit firms to eventually com-
pete with the Big 4, which are allowed to audit A-share
listed companies in China. To stimulate domestic audit
firms toward increasing their size, the government has
issued several regulations. Starting in 1997, an audit firm is
only eligible to apply for a license to audit listed companies
if it employs more than eight individual certified public
accountants (CPAs) who have passed additional profes-
sional examinations and obtained a qualification from the
CSRC permitting them to sign audit reports for listed
companies. In 2000, the CSRC and the MOF issued a new
regulation that increased the requisite number of CPA
employees from 8 to 20. In 2005, the State-Owned Assets
Supervision and Administration Commission also set
minimum requirements for audit firms to handle engage-
ments involving state-owned enterprises (SOEs) controlled
by the central government. More specifically, an audit firm
under these regulations must have at least 40 (60) full-time
employees to audit a central SOE with total assets between
5 (50) billion yuan and 50 (100) billion yuan. The threshold
rises to at least 100 employees for an audit firm to become
eligible to audit a central SOE with total assets exceeding
100 billion yuan.

Merger Between ZT and TQ

The ZTQ audit firm was created from the merger of the
Shenzhen ZT audit firm and the Shekou TQ audit firm in
2000. The predecessor of ZT was the Shenzhen Zhonghua
audit firm, which was established on 4 December 1986. Its
annual revenue in China was ranked first in 1993 and third
in 1997. The predecessor of Shekou TQ was the Shekou
Zhonghua audit firm. Established on 26 April 1984, its size
was comparable to that of ZT. This firm was restructured
into Shekou TQ in 1997. After the merger of ZT and TQ in
2000, ZTQ became one of the largest audit firms in China;
e.g., at that time, it ranked first among audit firms with 57
A-share listed clients. ZTQ had annual revenue exceeding
60 million yuan and was widely regarded as the most
successful domestic audit firm. During the period between
the merger and the collapse of ZTQ, the two merged audit
firms (ZT and TQ) continued to operate independently,
including managing audit quality (Xu and Yin 2001). They
had separate personnel and offices, and used different serial
numbers in their audit reports, ZTQ A and ZTQ B. The
YGX audit engagements were conducted by ZT. Accord-
ingly, investors may have perceived the quality of audits
performed by the two offices of ZTQ differently, so the
collapse of ZTQ may have had distinct impacts on the
auditors from the two branches. In our analysis, we exploit
this unique audit firm structure to help dispel concerns that
alternative explanations are responsible for our evidence on
the importance of reputation to motivating partners.

@ Springer
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ZTQ Audit Failure

In 2001, the financial fraud of YGX was exposed. In
August 2001, Caijing, a well-known financial journal in
China, alleged that the company had exaggerated its rev-
enue by 1 billion yuan over the previous 2 years. Shortly
afterward, YGX publicly admitted that its Tianjing sub-
sidiary, the main source of its profits, had fraudulently
reported its output of products, quantity of exports, amount
of exchange settlement, and financial data. On 6 September
2001, the CSRC announced the results of its formal
investigation. First, YGX had deliberately overstated
profits of 745 million yuan during 1999-2000 by fabri-
cating accounting documents, including purchase contracts,
sales contracts, export documents, tax invoices, tax rebate
slips, and bank notes. Second, ZTQ had violated the law by
issuing severely misleading audit reports. The General
Manager, CFO, and other relevant persons in charge of
YGX were subjected to criminal detention. Meanwhile, the
MOF, the CSRC, and the CICPA conducted a joint
investigation of ZTQ, which affirmed that the two CPAs
who had signed the company’s audit report, Liu Jiarong
and Xu Linwen, had violated the Law of CPAs of the
People’s Republic of China, Independent Auditing Crite-
rion of Chinese CPAs, and Fundamental Principles of
Professional Ethics of Chinese CPAs; had been grossly
negligent; did not perform the necessary audit procedures;
and had rendered false audit reports for YGX. ZTQ was
held partly responsible for the misrepresentations. The
MOF suspended the operating license of ZTQ, and the firm
subsequently collapsed. The practicing licenses of the two
partners were also canceled. However, the other partners at
ZTQ were not formally punished.® For example, they could
still work at other audit firms and audit listed clients.

The ZTQ scandal became known as the “Chinese
Enron” because it not only involved a massive fraud that
attracted widespread publicity, but also it exerted a sig-
nificant impact on the audit market in China. In the after-
math of the scandal, regulators imposed stricter monitoring
on the audit industry and implemented several major
reforms to the audit market in China. For example, the
CSRC since 2001 has required all firms operating in the

5 Guedhami and Pittman (2006) find evidence implying that investor
perceptions of audit quality rise when countries impose tough
criminal enforcement against auditors. In China, discipline from
sanctions leveled by regulators plays a role in the country evident in
the two ZTQ partners having their licenses revoked. However, we
isolate the reputational impact on the former ZTQ partners who were
not implicated in the scandal according to the government; i.e., we
specifically exclude from our analysis the two ZTQ partners who
were later prohibited from auditing listed companies.
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financial industry and IPO firms issuing more than 300
million shares to hire an international accounting firm to
provide an additional audit opinion. Moreover, the CSRC
since 2001 has required all listed firms to divulge the audit
fees that they pay. On 8 October 2003, the CSRC and the
MOF jointly issued a policy requiring auditors who sign
the audit report of a listed company in China to be rotated
off after serving the client for 5 years. Reinforcing that the
ZTQ-YGX events represent a major fault line shaping
auditing in China, the period after 2001 is routinely labeled
the “post-ZTQ” era there.

Prior Research

The value of an auditor’s report to investors in attesting to
the veracity of their clients’ financial statements partly
stems from their reputation (e.g., Jensen and Meckling
1976; Watts 1977; Watts and Zimmerman 1986). This is
evident in audit firms suffering economic losses, including
lower fees (e.g., Davis and Simon 1992) and client defec-
tions (e.g., Wilson and Grimlund 1990; Lennox and Pitt-
man 2010), after compromising their reputations. This
evidence lends support to seminal theory stressing that
audit firms with valuable reputations at stake are more
intent on identifying material misstatements and resisting
client pressure to waive their correction (DeAngelo 1981a,
b). We complement prior literature by examining how an
ethical scandal affects individual partners’ professional
reputations.

The Arthur Andersen—Enron events provide a fertile
testing ground for studying the economic consequences of
tarnished reputation among audit firms. Chaney and Phi-
lipich (2002) report that questions raised about Enron’s
financial reporting during 2001-2002 and the damage to
Andersen’s reputation resulted in a statistically significant
market decline in the stock price of its audit clients.
However, Nelson et al. (2008) find that confounding effects
are spuriously responsible for Chaney and Philipich’s
(2002) evidence, casting doubt on the reliability of their
inferences on the role that reputation damage plays
according to the investors’ reactions. They argue that their
study highlights the difficulty in estimating economic
outcomes arising from the audit firm’s damaged reputation
using an event study methodology that is vulnerable to
confounding effects that can contaminate the analysis. In
this study, we respond to Nelson et al.’s (2008) call for
more rigorous empirical evidence on these issues using
alternative research designs to help dispel concerns about
competing explanations. However, rather than focus on
audit firm reputation, we examine whether partners with
valuable reputations are eager to protect the strong incen-
tives to strictly monitor the performance of the rest of the
firm’s partners.
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Testable Predictions

Appointing a high-quality auditor enables clients to
become better known in the capital markets according to
prior theory (e.g., Titman and Trueman 1986; Datar et al.
1991). Consistent with this audit quality distinction partly
hinging on auditors protecting their valuable reputations
(DeAngelo 1981a, b), some prior research implies that
damage to the reputation of one audit firm can spillover to
others. For example, Asthana et al. (2003) document that
the Enron events hurt the reputations of the non-Andersen
Big 5 auditors. Similarly, Doogar et al. (2004) provide
evidence that impairment to Andersen’s reputation had a
significant spillover to other audit firms when the Enron—
Andersen scandal unfolded. If the damaged reputation of
some audit partners afflicts other partners within the same
audit firm, then the damages sustained by audit partners
complicit in these events will also undermine the reputa-
tions of their innocent colleagues.” In the case of ZTQ,
such damage may have ruined the careers of its partners as
CPAs since, for example, large audit firms may be reluctant
to hire auditors with a poor reputation because this could
tarnish their own brand names. It follows that the reputa-
tional fallout will include individual partners losing clients
and possibly their careers as CPAs, which is behind our
first pair of predictions (all hypotheses are stated in alter-
native form):

H, Relative to other partners’ market shares, the number
of former ZTQ partners’ clients fell after the scandal.

H, Relative to other partners, former ZTQ partners are
more likely to have switched to another career or started to
work at smaller audit firms.

A fall in demand stemming from reputational deterio-
ration would be evident in shrinking market shares for
former ZTQ partners under H;, or by them resorting to
charging lower audit fees in order to retain clients. In
another way to measure client perceptions of the economic
value of audits, we analyze audit fees to complement our
other reputational fallout tests. Extant theory and evidence
suggests that higher-quality audits occur when audit firms
expend more effort on the engagement, which leads to
higher audit fees (e.g., Dye 1993; Davis et al. 1993;

7 For expositional convenience, we label partners not directly
involved in the YGX audit failure as “innocent” or “guiltless” since
the country’s regulator did not impose any sanctions on them.
However, it is important to stress that under a broader interpretation
these partners may shoulder some blame for failing, for example, to
closely monitor the two partners implicated in the scandal and to
develop rigorous quality control systems (e.g., training programs,
policies designed to attract and retain capable personnel, etc.) that are
intended to ensure that all partners uniformly supply high-quality
audits.

Caramanis and Lennox 2008). Mapping into our focus on
reputation, Davis and Simon (1992) document that the SEC
leveling disciplinary sanctions against an audit firm
adversely affects its audit fees. We expect to observe
that impairment to their reputation will translate into
cheaper pricing for audit services supplied by former ZTQ
partners:

H; Relative to other partners, the former ZTQ partners
tend to charge lower audit fees after the firm’s collapse.

Highly publicized audit failures may undermine audit
partners’ reputations for providing strict external monitor-
ing of the financial reporting process, reducing their cli-
ents’ accounting transparency to investors. Prior empirical
research routinely relies on earnings response coefficients
to estimate the role that audit quality plays in shaping
investor perceptions (e.g., Teoh and Wong 1993), including
when examining Chinese listed companies (e.g., Haw et al.
2008). Relevant to our purposes, Francis and Ke (2006)
find that clients’ earnings response coefficients subside
after the audit firm’s reputation is damaged, helping to
motivate our prediction that investors conclude that earn-
ings quality is worse for the clients of former ZTQ
partners:

H, Relative to other partners, investors downgrade their
perceptions of the quality of audits by former ZTQ partners
according to clients’ earnings response coefficients.

Although Nelson et al. (2008) call into question their
inferences, Chaney and Philipich (2002) find that the cli-
ents of Andersen’s Houston Office, which handled the
Enron engagement, suffered more negative returns,
implying that reputation implications are concentrated near
the audit failure. ZT and TQ continued to operate sepa-
rately after their merger to form ZTQ. ZT had audited
YGX since its initial listing. Moreover, former TQ partners
may have been fairly insulated from the reputational fallout
since the merger in 2000 occurred shortly before the YGX—
ZTQ events in 2001. If only partners directly involved in
the engagement were culpable in the audit failure, then the
clients audited by the other ZTQ partners may not have
been materially affected. If audit partners share their rep-
utations jointly and severally with other partners in the
same firm, we would expect former ZT partners to have
experienced more serious damage to their reputation than
their counterparts at TQ under our final prediction:

Hs Former ZT partners suffered more severe damage to
their reputations than former TQ partners.

More generally, examining multiple predictions is also
constructive for identification purposes since finding sup-
portive evidence on all of them would be hard to attribute
to a competing explanation.
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Data and Sample

In China, each listed firm is required to disclose the iden-
tities of the audit engagement partners. We cross check the
data on listed firms’ engagement partners from CSMAR
database and Wind database, the two major sources for
capital market data on Chinese companies. If there is any
inconsistency between these two databases, we double
check the annual report to verify the engagement partners’
names. We rely on CSMAR database as the primary source
for our financial statement and return data. Our sample
period covers 1996-2009.® We exclude observations for
the 2001 transition year when the fraud orchestrated by
YGX surfaced and regulators imposed sanctions on ZTQ,
although our core results are virtually identical when we
keep these observations.” All of the continuous variables

8 Regulatory events prevent us from extending our sample period
beyond the 1996-2009 timeframe. In December 1995, the CICPA
issued the first batch of China’s Independent Auditing Standards of
the Certified Public Accountants (CIAS’s), which specify the
responsibilities of auditors as well as the content and format of audit
reports. DeFond et al. (2000) find that auditor independence improved
after 1995. The National Development and Reform Commission and
the Ministry of Finance constituted “The measures for the adminis-
tration of Certified Public Accountants service charges” on 27
January 2010. It formulates guidelines on audit fees. In addition, the
Ministry of Finance and the State Administration for Industry and
Commerce issued “Interim provisions on promoting large scale
accounting firms adopt the special general partnership” on 21 July
2010. Under the special general partnership, a complicit partner or
partners should bear unlimited liability or unlimited liability jointly
and severally if the liability is incurred due to intentional or gross
negligence, while the other partners should bear limited liabilities up
to their share in the partnership. Under the interim provisions, audit
partners not only share reputation, but also the liabilities stemming
from audit failure. We narrow our focus to the 1996-2009 period to
avoid providing spurious results on the predictions arising from
regime shifts distorting our evidence. In addition, it follows that the
reputational impact will subside as the scandal becomes more distant,
an issue that we discuss in more detail later in the paper. To show how
our findings provide implications for future practice and make further
contributions to extant research, we extend the sample period to 2013
and add a dummy variable indicating whether an observation was
before or after 2009 to the analysis. The results of the perceived audit
quality tests show that reputational effects decreased after 2009.
However, the results for the audit fee analysis are mixed. It is
important to exercise caution in interpreting these results given the
regime shift after 2009.

° Also, to avoid biasing the analysis toward supporting our predic-
tions, we exclude data for 2001 because it routinely took the former
ZTQ partners some time to find a new employer. Moreover, even for
those that managed to quickly join another audit firm, they
experienced delays in becoming signing partners given the continuous
nature of auditing. In China, the fiscal year end is 31 December while
audit reports must be completed by 30 April, leaving the former ZTQ
partners a short window to become signing partners on 2001 audit
engagements for listed clients at their new firm. In fact, only two
former ZTQ partners became signing partners in 2001. All of the
major events in the ZTQ-YGX audit failure from the initial fraud
allegations to the eventual punishment leveled against the audit firm
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are winsorized by year at the 1st and 99th percentiles to
reduce the impact of outliers and data coding errors,
although this does not materially affect any of the evidence
on our predictions.

ZTQ was ranked first in terms of the number of listed
clients among all audit firms in 2000, 1 year before its
license was revoked. It had a total of 19 partners and
audited 57 A-share listed companies. Among these 19
partners, 8 were from the former ZT audit firm with 36
listed company clients, and 11 were from the former TQ
audit firm with 17 listed company clients. Four (two) of
ZT’s (TQ’s) clients did not disclose their engagement
partners’ names. The remaining four listed companies did
not disclose the names of their engagement partners, and
we also cannot identify the branch name of their audit firm.
To mitigate confounding effects, we specify the rest of the
Top 10 audit firms as the matching sample with one
exception: we discarded “Tongren” CPA firm which was
ranked No. 5 in 2000 since it lost its license to audit listed
firms after 2001.'° The matching sample comprised 138
partners that collectively audit 259 A-share listed compa-
nies. Fifteen of the total clients only disclose their audit
firm’s name, preventing us from identifying the engage-
ment partners. For the 8 audit firms in the matching sample,
the number of partners (listed clients) ranges from 11 (27)
to 23 (45).

The presence of differential trends affecting the treat-
ment and control groups is an internal validity threat to our
inferences; i.e., the exclusion of such interactions is a
standard identifying assumption in difference-in-differ-
ences designs. The untreated matching sample derived
from other large audit firms is plausibly subjected to the
same changes over time—for example, the influence of
shifts in macroeconomic conditions or in how data are
compiled on audit partners’ market shares—as the treat-
ment sample except for the reputational impact of the
ZTQ-YGX events. In other words, this empirical strategy
is intended to neutralize trends that affect both the treat-
ment and control groups.

Footnote 9 continued
and two of its partners occurred in 2001, ensuring that the surrounding
years under study were not contaminated.

1 In untabulated analysis, all of our core results are materially
insensitive to including “Tongren” CPA firm in our sample.
Moreover, our evidence persists when we exclude “DH” CPA firm,
which had the second most listed clients in 2000 and merged with
Ernst and Young in early 2002. Chen et al. (2010) report that many of
DH’s clients switched to other audit firms during the 2002-2004
timeframe. Finally, the evidence on our predictions remains when we
specify the rest of the Top 8 audit firms as the matching sample after
Chen et al. (2011).
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Empirical Results

Impact of Reputation Damage on Audit Practice
and Number of Clients

For the 1996-2009 period, Panel A of Table 1 reports
statistics on the practicing status and number of clients of
the former ZTQ partners as well as the matching sample.
Since the practicing licenses of the two ZTQ partners who
had signed the audit report rendering a clean opinion on
YGX’s financial statements were later canceled, they could
not work at other audit firms after 2001. Accordingly, to
avoid biasing our results, we delete these two partners from
our sample (to provide some perspective, they audited nine
listed firms in 2000). The remaining 17 former ZTQ part-
ners audited 38 listed firms in 2000."" Unreported evidence
indicates that the majority of the 17 former ZTQ partners
no longer engaged in auditing listed clients after the col-
lapse of ZTQ, and only 5 were still auditing listed clients in
20009. In contrast, 69 of the matching sample’s 138 original
partners (untabulated) continued to audit listed clients in
2009.'? The evidence in Columns (1) and (2) indicates that
the number of ZTQ partners engaged in auditing decreased
from 71 before scandal to 50 afterward. For the matching
sample, the number of partners engaged in auditing
increased from 393 before scandal to 684 afterward. A y*
test supports at the 1 % level that the number of former
ZTQ partners who were still auditing listed clients after
2000 was significantly less than the corresponding number
for the matching sample."?

In unreported analysis, we dig deeper into the data to
consider the possibility that the 12 (69) of the 17 (138)
ZTQ (matching sample) partners who are no longer
auditing listed clients by 2009 left public practice to pursue

' This 38 equals the 57 clients of ZTQ in 2000 minus the 6 listed
clients which did not disclose their engagement partners’ names, 4
listed companies which did not disclose the names of their engage-
ment partners and the branch name of their audit firm, and 9 listed
firms audited by the 2 ZTQ partners whose practicing licenses were
later canceled.

12 Our matching sample is the original partners of the rest of the Top
10 audit firms in 2000. Naturally, the sample size decreases over time
for several reasons: some of them no longer audit listed firms,
although they still work at audit firms that have the license to audit
listed firms; some moved to audit firms that do not have the license to
audit listed firms (very small audit firms); and some moved to other
industries.

13 Besides the univariate tests, we also conduct regression analysis.
In the first regression, the dependent variable is ZTQ_client, which
equals 1 if the listed firm is audited by former ZTQ auditors, and 0
otherwise. In the second regression, the dependent variable is ZT,
which equals 1 if the listed firm is audited by former ZT auditors, and
0 if the listed firm is audited by former TQ auditors. In both
regressions, we find that the coefficients on POST are negative and
statistically significant at the 1 % level, lending additional support to
our predictions.

better opportunities. Inspecting data from the CICPA
website reveals that some of the partners do not audit listed
firms, although they still work at audit firms that have the
license to audit listed companies; some of them moved to
audit firms that do not have the license to audit listed
companies (i.e., very small audit firms); and some moved
to another industry. More specifically, although 2 of the 17
former ZTQ partners left the audit industry by 2009, the
rest are still in practice at this stage: 5 continue to audit
listed companies while 10 do not. In contrast, 11 of the 138
partners in the matching sample left the audit industry by
2009. Sixty nine of the remaining 127 matching sample
partners continue to audit listed clients by 2009; the other
58 do not have listed clients in 2009. Overall, the vast
majority of the partners who left our sample because they
no longer audit listed clients remain in public practice.
However, almost all of them either join audit firms without
a license to audit listed companies, or lose their listed
clients although they continue to work at audit firms that
have a license to audit listed companies. In short, there is
no systematic evidence implying that they left for better
jobs outside the audit industry. In additional data inspec-
tion, we merge the names of partners who no longer
practice with the names of executives in listed firms. We
find that none of the former ZTQ partners held an executive
position after they left the audit industry. In comparison, 2
of the 11 partners from the matching sample who left the
audit industry became CFOs of listed companies. Collec-
tively, this analysis helps dispel any concern that the ZTQ
partners who no longer audit listed companies in the wake
of the YGX scandal actually enjoyed better career pro-
spects afterward.'*

In Columns (3) and (4), we tabulate the number of listed
clients of former ZTQ partners and the original partners of
the matching sample from 1996 to 2009, respectively. The
audit reports of Chinese listed companies are routinely
signed by two or more auditors. We adopt two methods to
measure the number of listed clients of an auditor. First, if a
partner is one of the signing auditors of a listed company,
then this company is counted as one client of the partner
(Clientsl). Second, if a partner is one of the signing
auditors of a listed company, then the corresponding
number of listed company clients is the reciprocal of the
number of all of the signing auditors of the company
(Clients2). For example, listed company A has two signing
CPAs, one of whom was a former ZTQ partner. The
number of clients assigned to the partner is 1 (0.5) under
the first (second) approach.

4 Moreover, additional data inspection reveals that none of the
former ZTQ partners and partners from the matching sample became
fund managers or investment bankers after they left the audit industry.
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Table 1 Statistics about the practicing status and number of clients of former ZTQ partners and the matching sample for the period 1996-2009

Number of clients
(Clients 2)

Number of clients
(Clients 1)

Number of partners

ZTQ Matching sample 7ZTQ Matching sample 7ZTQ Matching sample
(Y] @) 3 “® ® (6)

Panel A: practicing status and number of clients of former ZTQ partners and the matching sample for the period 1996-2009

Before scandal 71 393 176 952 148.5 840.17
After scandal 50 684 110 2002 63.5 1264.33
12 test p-value < 0.01 p-value < 0.01 p-value < 0.01

Number of clients
(Clients 2)

Number of clients
(Clients 1)

Number of partners

ZT TQ ZT TQ ZT TQ
M @ €) “) ) (6)

Panel B: practicing status and number of clients of partners who were affiliated with the two branches (ZT and TQ) of ZTQ before the merger for
the period 1996-2009

Before scandal 30 41 101 75 85 63.5
After scandal 13 37 29 81 14.5 49
12 test p-value = 0.066 p-value < 0.01 p-value < 0.01

This table reports statistics about the practicing status and the number of clients of former ZTQ (ZT and TQ) partners and the matching sample
for the period 1996-2009. “Before scandal” is the period from 1996 to 2000 and “after scandal” is the period from 2002 to 2009. We adopt the
following two methods to measure the number of listed company clients of a partner. If a partner is one of the signing auditors of a listed
company, then the company is counted as one client of the partner (Clients 1). Alternatively, if a partner is one of the signing auditors of a listed
company, then the corresponding number of listed company clients is the reciprocal of the number of all of the signing auditors of the company

(Clients 2)

In Column (3), we report that the total number of listed
clients of former ZTQ partners from 1996 to 2000 was 176
with that number subsiding to 110 between 2002 and 2009.
In comparison, the total number of listed clients of the
original partners of the matching sample rose from 952 to
2002 between 2002 and 2009 according to Column (4). The
results of a y” test strongly suggest that the number of listed
clients of the former ZTQ partners fell after 2000 compared
with the number for the matching sample. We obtain cor-
roborating evidence when we measure the number of listed
clients of partners based on the second approach in Col-
umns (5) and (6)." Collectively, the evidence in Table 1 is
consistent with the prediction in H; that the number of
former ZTQ partners’ clients had fallen after the scandal.'®

!5 This analysis involves 13 years of data with repeated annual
observations for each company. However, after applying firm-level
clustering to address the lack of independence, the results in Columns
(3)—(6) hold at the 1 % level.

16" All of the evidence reported in Panel B persists at the 1 % level
when we narrow the period under study to the 10 years surrounding
the ZTQ-YGX events, 1996-2006: in order to reflect that the
reputational impact may be concentrated nearer the audit failure—or
restrict the matching sample to audit partners that have at least five
clients to address potential mean reversion in the number of ZTQ
partners per client after the YGX scandal. Similarly, our results are
also robust to excluding existing clients (i.e., clients that were with

@ Springer

ZTQ was created through the merger of ZT and TQ in
2000, although both branches remained operationally
independent afterward, providing an opportune testing
ground to examine reputational implications stemming
from the YGX events. YGX was always audited by ZT. We
expect to observe under the prediction in Hs that the col-
lapse of ZTQ exerts a larger impact on the former partners
of ZT than those of TQ, who were further removed from
the scandal.

For the 1996-2009 timeframe, Panel B of Table 1
reports statistics after isolating the practicing status and
number of clients of partners affiliated with ZT and TQ
before the merger. Unreported analysis reveals that the
number of guiltless ZT partners who continued to audit
listed companies fell steeply after 2000: there were six
partners in 2000, although none were still engaged in
auditing listed companies in 2009. In stark contrast, 5 of
the 11 partners who were affiliated with TQ in 2000 were
still auditing listed companies in 2009. The evidence in
Columns (1) and (2) indicates that the number of ZT
partners engaged in auditing decreased from 30 before
scandal to 13 after scandal, while that of TQ decreased

Footnote 16 continued
ZTQ before 2001) from the analysis to sharpen the focus to strictly
new clients.
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from 41 to 37. More formally, a ¥ test provides supportive
evidence—albeit at only the 10 % level in these small
samples that suffer from low power—that the reputational
impact was concentrated in the former partners of ZT; i.e.,
the reputational damage incurred by the former TQ part-
ners was smaller according to the fraction that continued to
audit listed firms after the scandal.

We gage the shift in the number of clients of partners
affiliated with the two branches over time in Columns (3)—
(6). This evidence demonstrates that the number of clients
of partners affiliated with ZT decreased dramatically from
101 in the 1996-2000 period to 29 in the 2002-2009 per-
iod, whereas the number of clients of partners affiliated
with TQ increased slightly from 75 to 81 between these
periods; predictably, a y* test is statistically significant at
the 1 % level.!” Reinforcing this evidence, we find that the
former ZT partners lose more clients than the former TQ
partners when we rely on Clients?2 to calibrate their market
share. Altogether, the results in this section lend support to
the prediction in Hj that, relative to the former TQ partners,
the former ZT partners, who were closer to the YGX
events, experienced worse damage to their reputations.

In Panel A of Table 2, we distinguish between the audit
firms that hired former ZTQ partners after 2001 in order to
provide evidence on their career paths in the aftermath of
the YGX events. This involves ranking the audit firms
according to the number of listed clients and then classi-
fying the Top 10 audit firms or Big 4 as “large” audit
firms; we label the rest of the audit firms as “small” firms.
This partitioning reflects that the Chinese audit market is
dominated by local Chinese auditors. Given the relatively
small presence of Big 4 firms in the Chinese stock market,
we combine the Big 4 with the Top 10 audit firms to form
the “large” audit firm group.'®

Columns (1) and (2) report the cumulative frequencies
of former ZTQ partners who work for the large audit firms
and small audit firms in the 2002-2009 period. In this
analysis, we find that half of all former ZTQ partners who
were still engaged in auditing listed companies after 2001
were hired by “large” audit firms, whereas nearly 75 % of
the partners from the matching sample continued to work at
“large” audit firms. Consistent with the prediction in H,
the results of a ” test show that the proportion of original

17 The results in Columns (3)-(6) remain statistically significant at
the 1 % level when we apply firm-level clustering.

18 DeFond et al. (2000) and Wang et al. (2008) identify large audit
firms according to whether they are among the 10 largest auditors in
China based on clients’ assets. Reinforcing their auditor choice
specification, Gul et al. (2010) find that Big 4 audit firms increase the
amount of firm-specific information impounded into share prices of
listed firms in China. More generally, prior research routinely gages
audit quality with the presence of a Big 4 audit firm (e.g., Mansi et al.
2004; Kim et al. 2011).

partners of these two sets of audit firms (former ZTQ
partners and partners belonging to the matching sample)
who were still working in “large” audit firms after 2001 is
significantly different at the 1 % level. This evidence
implies that larger audit firms with their own valuable
reputations to protect were reluctant to hire auditors with
tarnished reputations. In other words, the audit failure by
two ZTQ partners left a stain on the reputation of their
innocent colleagues, reinforcing that audit partners have an
incentive to monitor each other’s performance given their
exposure to reputational loss.

Next, we analyze the proportion of partners who were
affiliated with the two branches of ZTQ before the merger
and who were still engaged in auditing listed companies
after 2001. The results in Panel B of Table 2 include that
the fraction of innocent partners affiliated with ZT who
were still working for “large” audit firms from 2002 to
2009 is 3 out of 13 (23.1 %), whereas the fraction of for-
mer TQ partners who were still working in “large” audit
firms is 22 out of 37 (5§9.5 %). Corroborating the results in
Panel B of Table 1 that support the prediction in Hs, a >
test indicates that the two proportions are significantly
different at the 5 % level.'” This evidence implies that the
reputations of former ZT partners suffered more damage
than those of former TQ partners.?’

1 The evidence on the predictions in H, in Panel A of Table 2 and
Hs in Panel B of Table 2 remains at the 1 and 10 % levels,
respectively, when we shorten the timeframe to the first 5 years,
2002-20006, after the ZTQ-YGX events.

20 We also evaluate whether this evidence persists in a regression
framework. In this analysis, we specify the dependent variable as
BIG_audit, which equals 1 if an auditor is hired by a “large” audit
firm, and O otherwise. We rank the audit firms based on the number of
listed clients and then classify the Top 10 audit firms or Big 4 as
“large” audit firms and other audit firms as “small” audit firms. ZTQ
is a dummy variable, which equals 1 if the auditor is a former ZTQ
auditor, and O otherwise. ZT is a dummy variable, which equals 1 if
the auditor is a former ZT auditor, and O if the auditor is a former TQ
auditor. After He and Ke (2014), we include four control variables in
the model to capture individual auditor characteristics: (i) Experience
is the natural logarithm of the number of years since the first year
when an auditor served as a signing auditor for a publicly listed firm,
(ii) Modified is the mean fraction of an auditor’s clients who were
issued a non-clean audit opinion over the past 5 years t — Stot— 1,
(iii) Enforcement is the mean fraction of an auditor’s clients that
violated financial reporting and disclosure regulations over the past
S yearst — 5tot— 1, and (iv) Specialist is the mean value of SPEC
over the past 5 years t—5 to t— 1. SPEC is a dummy variable
indicating auditor specialization in one or more economically
important industry sectors. An industry sector is considered econom-
ically important if it represents at least 1 % of total assets of all
Chinese listed companies. An auditor is designated as an industry
specialist if the size of her within-industry clientele in terms of
audited total assets belongs to the highest decile of its annual
distribution (Knechel et al. 2013). Reinforcing our other evidence
consistent with the prediction in H,, we find in successive regressions
that the coefficients on ZTQ and ZT are negative and statistically
significant at the 1 % level.
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Table 2 Statistics on which

audit firms hired former ZTQ Z1Q Matching sample
partners after 2001 Large audit firms Small audit firms Large audit firms Small audit firms
H @) 3) C))
Panel A: audit firms that hired former ZTQ partners after 2001
Total 25 25 510 174
XZ test: p-value < 0.01
ZT Branch TQ Branch

Large audit firms

@

Small audit firms Large audit firms Small audit firms

(@) 3 “

Panel B: audit firms that hired former ZT and TQ partners after 2001

Total 3
i test: p-value = 0.024

10 22 15

This table reports statistics on which audit firms hired former ZTQ (ZT and TQ) partners after 2001. They
are the cumulative frequencies of former ZTQ partners who work for the large audit firms and small audit
firms in the 2002-2009 period. We rank the audit firms based on the number of listed clients and then
classify the Top 10 audit firms or Big 4 as “large” audit firms and other audit firms as “small” audit firms

Impact of Reputation Damage on Audit Fees

The impairment to their reputation after the firm’s collapse
will translate into cheaper pricing for assurance services
supplied by former ZTQ partners under the intuition for the
prediction in H;. To examine how any reputation damage
influences their audit pricing, we follow recent empirical
research in selecting and coding controls for potential audit
fee determinants; e.g., Francis et al. (2005), Wang et al.
(2008), and Lennox and Li (2012). This model reflects that
audit fees are a function of client characteristics as well as
auditor characteristics and reputation:

LAF=a+f,ZTQ + f,TOP10+ 8;BIG4+ f,LTA + fsLEVERAGE
+ BsCURRENT + B,LOSS + B3ROA + BoLIQ + f3,,OPINION .

(1)

After prior research (e.g., Francis 1984; Ferguson et al.
2003), we specify the logarithmic transformation of audit
fees (LAF) as a dependent variable, although our core
results remain when we replace this variable with audit fees
deflated by total assets (e.g., Simunic 1980). Given that the
audit fee data only became available in 2001, we cannot
conduct a difference-in-differences analysis for audit
fees.”' Rather, we can only compare the audit fee charged
by the former ZTQ partners with that charged by the
partners of the matching sample. We rely on ZTQ, TOP10,
and BIG4 to capture auditor characteristics. ZTQ is a
dummy variable that equals 1 if the partner was previously

2l The CSRC began to require listed firms to disclose their audit fees
in 2001.
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affiliated with ZTQ, and O otherwise. TOP10 is a dummy
variable that equals 1 if the partner was affiliated with a
Topl0 audit firm, and O otherwise. BIG4 is a dummy
variable that equals 1 if the partner was affiliated with a
Big 4 international audit firm, and O otherwise. We specify
the natural log of total assets (LTA) to measure firm size
and total debt—total assets (LEVERAGE) to reflect finan-
cial leverage. We also include the following variables to
capture other client characteristics such as liquidity, prof-
itability, financial distress, and audit opinion. CURRENT is
current assets—total assets. LOSS is a dummy variable that
equals 1 if the current profit is negative, and O otherwise.
ROA is net income-total assets. LIQ is current assets—
current liabilities. OPINION is a dummy variable that
equals 1 for modified opinions, and O otherwise. These are
standard control variables according to extensive prior
research on the determinants of audit fees (e.g., Francis
et al. 2005; Gul 2006; Wang et al. 2008). We expect to
observe higher audit fees for firms that appoint big auditors
and larger, higher-risk clients. Panels A and B of Table 3
report the descriptive statistics and Pearson correlations of
the main variables used in the audit fee regressions. We
show that former ZTQ partners are less likely to be
employed by Top 10 audit firms than their counterparts in
the matching sample. Moreover, we find that the size of the
clients of former ZTQ partners tends to be larger than that
of the clients of matching sample. None of the variation
inflation factors for the regression variables exceed five,
suggesting that our analysis does not suffer from multi-
collinearity problems.

We report the results of estimating Eq. (1) in Panel C of
Table 3 where the r-statistics in parentheses correct for
serial correlation and heteroscedasticity with the Huber/
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Table 3 Impact of reputation damage on audit fees
Variables Mean Median Min. Max. Std. dev. N
Panel A: descriptive statistics of the main variables used in audit fee regression model
LAF 13.187 13.122 11.849 15.009 0.521 1813
TOP10 0.728 1.000 0.000 1.000 0.445 1813
BIG4 0.069 0.000 0.000 1.000 0.253 1813
LTA 21.287 21.219 16.508 24.485 1.054 1813
LEVERAGE 0.575 0.486 0.055 18.141 1.019 1813
CURRENT 0.518 0.515 0.057 0.997 0.205 1813
LOSS 0.103 0.000 0.000 1.000 0.304 1813
ROA 0.028 0.029 —0.809 3.116 0.148 1813
LIQ 1.527 1.225 0.010 10.608 1.226 1813
OPINION 0.076 0.000 0.000 1.000 0.265 1813
Variables Mean Median Std. dev. Mean Median Std. dev. Diff. in mean Diff. in median
ZTQ (N = 93) Matching sample (N = 1720) (z-test) (Wilcoxon-test)
LAF 13.197 13.122 0.626 13.186 13.122 0.515 —0.010 0.000
TOP10 0.419 0.000 0.496 0.745 1.000 0.436 0.325%** 1.000%**
BIG4 0.269 0.000 0.446 0.058 0.000 0.234 —0.211%%* 0.000%%*%*
LTA 21.679 21.614 0.948 21.265 21.204 1.055 —0.414%%* —0.411%%%*
LEVERAGE 0.458 0.452 0.180 0.581 0.488 1.045 0.124 0.036
CURRENT 0.510 0.544 0.220 0.518 0.515 0.204 0.008 —0.029
LOSS 0.065 0.000 0.247 0.105 0.000 0.307 0.041 0.000
ROA 0.038 0.040 0.055 0.028 0.029 0.151 —0.011 —0.011%*
LIQ 1.664 1.208 1.371 1.519 1.225 1.217 —0.144 0.017
OPINION 0.054 0.000 0.227 0.077 0.000 0.267 0.024 0.000
LAF TOP10 BIG4 LTA LEVERAGE CURRENT LOSS ROA LIQ OPINION
Panel B: Pearson correlation of the main variables used in audit fee regression model
LAF 1.000
TOP10 0.087 1.000
(0.000)
BIG4 0.102 —0.132 1.000
(0.000) (0.000)
LTA 0.653 0.010 0.150 1.000
(0.000) (0.678) (0.000)
LEVERAGE —0.055 0.003 —0.042 —0.305 1.000
(0.019) (0.891) (0.071) (0.000)
CURRENT  0.007 0.059 —0.040 —0.132 0.111 1.000
(0.764) (0.012) (0.086) (0.000) (0.000)
LOSS —0.104 —0.094 —0.071 —0.199 0.137 0.019 1.000
(0.000) (0.000) (0.003) (0.000) (0.000) (0.431)
ROA 0.022 0.050 0.028 —0.051 0.262 0.010 —0.393 1.000
(0.361) (0.034) (0.237) (0.031) (0.000) (0.675) (0.000)
LIQ —0.114 0.018 0.057 —0.116 —0.208 0.330 —0.138 0.089
(0.000) (0.457) (0.015) (0.000) (0.000) (0.000) (0.000) (0.000)
OPINION —0.128 —0.058 —0.037 —0.260 0.343 0.071 0.422 —0.165 —0.145 1.000
(0.000) (0.013) (0.115) (0.000) (0.000) (0.003) (0.000) (0.000) (0.000)
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Table 3 continued
Model 1 Model 2
ey (@)
Panel C: results for audit fee regression model
71Q —0.105%*
(—2.16)
ZT —0.185*
(—1.78)
TQ —0.082
(—1.51)
TOP10 0.085%** 0.082%%*%*
(4.03) (3.92)
BIG4 0.055 0.051
(1.31) (1.20)
LTA 0.350%** 0.350%*%*
(34.28) (34.30)
LEVERAGE 0.067%** 0.067%***
(8.63) (8.63)
CURRENT 0.239%** 0.2387%%%*
(4.83) (4.81)
LOSS 0.061* 0.060*
(1.83) (1.80)
ROA 0.123* 0.124*
(1.86) (1.86)
LIQ —0.016%* —0.015%
(—1.97) (—1.92)
OPINION —0.011 —0.010
(—0.28) (—0.25)
Constant 5.526%%* 5.527%%%
(24.92) (24.94)
Number of observations 1813 1813
Adj. R? 0.463 0.463

This table reports descriptive statistics of the main variables and OLS estimation results of the audit fee regression model. The sample period is
from 2002 to 2009. p-values are reported in parentheses in Panel B. Test statistics (in parentheses) in Panel C are calculated based on the Huber/
White/sandwich heteroscedastic consistent standard errors that are also corrected for correlation across observations for a given firm

* k% and *** Significance levels of 0.10, 0.05, and 0.01, respectively

White/sandwich estimator (clustered) for variance.”” In
Column (1), the coefficient on ZTQ is negative and sta-
tistically significant at the 5 % level, implying that the
former ZTQ partners tend to charge lower audit fees after

22 In unreported sensitivity analysis, we control for two other
variables in the audit fee model: total receivables and inventory,
each scaled by total assets. All of our core results hold in these
regressions with adjusted R? increasing trivially to 0.468. Also, we
cannot control for the number of subsidiaries and the proportion of
subsidiaries that are foreign because of poor data availability (in
another study focusing on Chinese firms, Wang et al. 2008 also do not
control for these potential determinants). Although the explanatory
power of our audit fee model is slightly lower than in prior research
on US firms, it exceeds that observed in recent evidence on Chinese
firms. For example, the Adj. R? in Panel C of Table 3 is 0.463, which
is higher than the 0.377 that Wang et al. (2008) report.

@ Springer

the firm’s collapse, consistent with the prediction in Hj.*?
This is a fairly compelling evidence since lower demand
for audits by former ZTQ partners could manifest as either
lower market shares under H; or clients requiring com-
pensation in the form of lower audit fees under Hj; our
results support that both outcomes occur.”* We also find

23 The sample size of the matching sample is much larger than the
ZTQ sample. As a sensitivity test, we specify the rest of the Top 3
audit firms in 2000 as the matching sample (ZTQ was ranked first in
terms of the number of listed clients among all audit firms in 2000).
The sample size of matching sample is reduced. In both the audit fee
and perceived audit quality tests, our core evidence persists.

% Given that it is conceivable that the reputational fallout that
partners experience will subside as the scandal becomes more distant,
we run additional tests to examine this issue. First, for the audit fee
analysis, we include a dummy variable POST in the model, which
equals 1 if it is in the period 2002-2004, and 0 otherwise. In
untabulated results, we find that the coefficient on ZTQ * POST is
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that the Top 10 auditors tend to generate higher audit fees,
potentially reflecting their superior expertise.

Next, we sharpen the analysis by re-running this
regression after distinguishing between former ZT and TQ
partners within ZTQ. In Column (2), we find that the
coefficient on ZT loads negatively at the 10 % level, while
TQ is statistically indistinguishable from zero. Moreover,
the magnitude of the coefficient on ZT (—0.185) is more
than double that on TQ (—0.082).25 Corroborating our
earlier results supporting the prediction in Hs, this evidence
implies that reputation damage evident in audit fees is
concentrated in the former ZT partners that were in closer
proximity to the YGX audit failure.

Impact of Reputation Damage on Perceived Audit
Quality

The identities of the engagement partners are observable to
the users of the financial statements in China, potentially
shaping investor’s perceptions of audit quality. Teoh and
Wong (1993) attribute their evidence that, relative to other
audit firms’ clients, companies that appoint Big 8 audit firms
enjoy higher earnings response coefficients to market par-
ticipants concluding that financial reporting becomes more
credible in their presence. The collapse of ZTQ may have
resulted in a reduction in the assessed audit quality that
affected the perceived credibility of the earnings numbers of
its clients. This, in turn, is expected to have decreased the
earnings/returns association, or earnings response coeffi-
cients, of their clients. We closely follow Francis and Ke
(2006) and Nelson et al. (2008) in specifying this regression
model to analyze the earnings response coefficients of clients
audited by the original partners of ZTQ and the matching
sample before and after the scandal (subscripts omitted for
notational convenience):

Footnote 24 continued

statistically indistinguishable from zero. Second, for the perceived
audit quality analysis, we include two dummy variables, POST; and
POST,, in the model. POST; is a dummy variable that equals 1 if it is
in the period 2002-2004, and O otherwise. POST, is a dummy vari-
able that equals 1 if it is in the period 2005-2009, and 0 otherwise. In
these estimations, we find that the coefficient on UE * POST); fails to
load, while the coefficient on UE * POST, is statistically significant.
However, the difference between these two coefficients is not statis-
tically significant. Consequently, there is no clear evidence implying
that the reputational impacts dissipate over time during the 8-year
period under study. We find similar evidence when we specify 2005
or 2006 as alternative cutoff points for identifying the post periods.
Overall, we only find some suggestive supporting that the partner
reputational impacts gradually fall over the 2002-2009 timeframe.

5 After re-estimating the tests on the ZT and TQ subsamples, we find
virtually identical evidence supporting our predictions.

CAR=a-+ §,UE + B,POST + f;UE x POST + B, LNMV + MB
+ BsLOSS + B, STDRET + B, LEVERAGE +¢,

(2)

where CAR is the market-model adjusted abnormal return
over the (—1, 1) window around the annual report
announcement. The estimation period is (—203, —4), with
a required minimum of 50 non-missing daily returns. UE is
unexpected earnings, defined as the return on assets
(ROA-5) of the current year minus the ROA of the previous
year. POST is a dummy variable that equals 1 if it is in the
period 2002-2009, and O otherwise. LNMYV is the natural
logarithm of the market value at the end of the current year.
MB is the ratio of the market value at the end of the current
year to its book value. LOSS is a dummy variable that
equals 1 if the current profit is negative, and 0 otherwise.
STDRET is the standard deviation of daily stock returns
over the (—203, —4) window prior to the earnings
announcement date, with a required minimum of 50 non-
missing daily returns. LEVERAGE is total debt—total
assets. For this analysis, we exclude firms with missing
variables as well as firms receiving qualified audit opinions
since their financial statements are quite different.”® In
Panels A and B of Table 4, we report the descriptive
statistics and Pearson correlations for the main variables,
respectively. We find that the size of the clients of the
former ZTQ partners are larger than that of the clients of
the matching sample. None of the VIFs exceed five, dis-
pelling concerns surrounding potential multicollinearity.
Panel C reports the results from estimating Eq. (2) using
ordinary least squares with the 7-statistics in parentheses
based on the Huber/White/sandwich heteroscedastic con-
sistent standard errors that are also corrected for correlation
across observations for a given firm.?’ Most relevant to our
purposes, Column (1) shows that the earnings response
coefficients for the clients of former ZTQ partners sank
dramatically after the firm’s collapse with the coefficient
on UE * POST loading negatively at the 1 % level. In
contrast, UE * POST is not significant in Column (2) when

26 We continue to find almost identical evidence on our predictions
when we follow Nelson et al. (2008) by removing from all regression
observations with studentized residuals exceeding 2 in absolute value,
and when we control for the extent of marketization with an index that
reflects the depth of advances in market-oriented institutional
transformation and economic development in the province (Chen
et al. 2011).

27 Qur core inferences in this section hold when we interact each
control variable with UE. However, including these interactions
engenders serious multicollinearity problems in the small sample.
More specifically, we find that the variance inflation factor (VIF) for
each regression exceeds 40 after including the interaction terms. In
contrast, the VIFs are the vicinity of 3.5 in the specifications without
the interactions between the control variables and UE. Accordingly,
we follow Nelson et al. (2008) by excluding these interactions from
the estimations.
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Table 4 Impact of reputation damage of former ZTQ (ZT and TQ) partners on perceived audit quality

Variables Mean Median Min. Max. Std. dev. N
Panel A: descriptive statistics of the main variables used in perceived audit quality regression
CAR —0.002 —0.007 —0.204 0.972 0.066 2619
UE —0.002 —0.002 —0.256 0.320 0.049 2619
POST 0.701 1.000 0.000 1.000 0.458 2619
LNMV 14.713 14.612 12.618 18.924 0.917 2619
MB 3.932 3.109 0.709 25.806 2.870 2619
LOSS 0.065 0.000 0.000 1.000 0.246 2619
STDRET 0.029 0.028 0.010 0.056 0.009 2619
LEVERAGE 0.467 0.472 0.055 0.922 0.175 2619
Variables Mean Median Std. dev. Mean Median Std. dev. Diff. in mean Diff. in median
ZTQ (N = 218) Matching sample (N = 2401) (t-test) (Wilcoxon-test)
CAR —0.005 —0.009 0.055 —0.002 —0.007 0.067 0.003 0.001
UE —0.001 —0.003 0.057 —0.002 —0.002 0.049 —0.001 0.001
POST 0.431 0.000 0.496 0.725 1.000 0.447 0.294 %% 1.000%**
LNMV 14.835 14.805 0.898 14.701 14.597 0.918 —0.134%* —0.208**
MB 4.025 3.248 3.085 3.924 3.104 2.850 —0.101 —0.144
LOSS 0.073 0.000 0.261 0.064 0.000 0.244 —0.010 0.000
STDRET 0.029 0.029 0.009 0.029 0.028 0.009 0.000 —0.001
LEVERAGE 0.463 0.467 0.172 0.467 0.472 0.176 0.004 0.005
CAR UE POST LNMV MB LOSS STDRET LEVERAGE
Panel B: Pearson correlation of the main variables used in perceived audit quality regression
CAR 1.000
UE 0.022 (0.261) 1.000
POST —0.003 (0.879) 0.053 (0.007) 1.000
LNMV —0.028 (0.156) 0.035 (0.077) 0.012 (0.529) 1.000
MB —0.038 (0.051) 0.079 (0.000) —0.266 (0.000) 0.257 (0.000) 1.000
LOSS 0.024 (0.230) —0.423 (0.000) 0.043 (0.029) —0.181 (0.000) 0.031 (0.114) 1.000
STDRET —0.046 (0.020) 0.039 (0.045) 0.061 (0.002) —0.010 (0.606) 0.045 (0.021) 0.092 (0.000) 1.000
LEVERAGE 0.011 (0.569) 0.023 (0.248) 0.111 (0.000) —0.027 (0.167)  0.119 (0.000) 0.132 (0.000) 0.143 (0.000) 1.000
ZTQ Matching sample T TQ
(1) 2) 3 C))
Panel C: results for perceived audit quality regression
UE 0.306%* (2.58) 0.123* (1.89) 0.736%* (2.31) 0.133 (1.38)
POST —0.007 (—0.89) —0.003 (—1.20) 0.007 (0.48) —0.016* (—1.79)
UE * POST —0.393%** (—3.15) —0.093 (—1.07) —0.784*** (=2.75) —0.236% (—1.94)
LNMV 0.006 (1.29) —0.001 (—0.71) 0.014** (2.07) 0.001 (0.19)
MB —0.000 (—0.34) —0.001%* (—2.43) —0.002 (—0.88) 0.000 (0.18)
LOSS —0.004 (—0.28) 0.015 (1.52) 0.054* (1.66) —0.036%* (—2.40)
STDRET —1.113%* (=2.52) —0.293** (—2.23) —1.437* (—1.70) -1.123%* (—2.43)
LEVERAGE 0.011 (0.60) 0.006 (0.72) —0.045 (—1.64) 0.042* (1.67)
Constant —0.056 (—0.84) 0.025 (1.16) —0.145 (—1.42) 0.005 (0.07)
Number of observations 218 2401 89 129
Adj. R? 0.079 0.004 0.138 0.105
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Table 4 continued

ZTQ
(1) 2) 3) (C)]

Matching sample ZT TQ

Test the difference in coefficient of UE * POST using SUEST test

ZTQ versus matching sample
p-value = 0.045

ZT versus TQ
p-value = 0.064

This table reports descriptive statistics of the main variables and OLS estimation of the perceived audit quality regression. p-values are reported
in parentheses in Panel B. Test statistics (in parentheses) in Panel C are calculated based on the Huber/White/sandwich heteroscedastic consistent
standard errors that are also corrected for correlation across observations for a given firm

* %% and *** Significance levels of 0.10, 0.05, and 0.01, respectively

Table 5 Robustness test for the perceived audit quality regression

Window Coefficient of UE * POST Test the difference
3 using SUEST
ZTQ Matching test (p-value)
sample

Coefficient of UE * POST Test the difference
using SUEST

test (p-value)

ZT TQ

Panel A: results for perceived audit quality regression based on different windows

(=1,0) —0.346%* (—3.82) —0.087 (=1.17)  0.025
(=1,2) —0.469%%* (=2.87) —0.111 (=1.15)  0.055
(-=1,3)  —0468%* (=2.50) —0.121 (—1.25) 0.094
(=2,2)  —0458% (=2.51) —0.087 (—0.82) 0.074
(=3,3)  —0454%* (=2.19) —0.140 (—1.30)  0.171

Panel B: calculate CAR using Fama—French’s three-factor model
—0.394%%* (=-3.13)  —0.100 (—=1.16)  0.050

—0.612%%% (—2.82)  —0.193%* (=2.58)  0.055
—0.957%% (—2.55) —0271 (=1.43)  0.087
—0.977%% (—2.53) —0.230 (=1.02)  0.080
—1.038%* (—2.53) —0219 (—=1.04)  0.063
—1.035%% (=2.51) —0.255 (=1.02)  0.090

—0.727%%% (=2.71)  —0.242% (—1.95)  0.086

The CARs in Table 4 are estimated using the market-model adjusted abnormal return over the (—1, 1) window around the annual report
announcement. The estimation period is (—203, —4), with a required minimum of 50 non-missing daily returns. To test the robustness of the
findings, we replicate these tests with the alternative event windows of (—1, 0), (—1, 2), (—1, 3), (=2, 2), and (—3, 3) in Panel A. We estimate the
CARs using the Fama—French three-factor model instead of the market-model adjusted abnormal return in Panel B

we re-estimate the regression on the matching sample.”®
More formally, we rely on seemingly unrelated estimation
(SUEST) to test whether the coefficients on UE * POST
are statistically different between the models for former
ZTQ partners and the partners in the matching sample.” In
this analysis, we find evidence at the 5 % level that the
coefficient on UE * POST in Column (1) is larger than that
in Column (2), implying that the earnings response coef-
ficients for clients of the former ZTQ partners fell after the
scandal compared with clients of the partners in the
matching sample.”® This suggests that investors more

28 We find that the ERCs of the matching sample decline in the post
period. One possible explanation is that the ERCs of all of the firms
subside in the post period (from the period 2002 to 2009) since listed
firms were required to disclose quarterly reports after 2002. We did
not calculate unexpected earnings based on the quarterly ROAs
because we did not have access to quarterly earnings data before
2002.

29 Recent research applies SUEST, which was originally proposed by
Zellner (1962) as an econometric technique for testing cross-model
hypotheses; e.g., Hayes et al. (2012) and Price et al. (2011). In an
important upside, this approach does not assume that the two
regression models share the same residual.

30 We also re-estimate the regressions on the full sample after adding

the dummy variable ZTQ (or ZT). In results not reported in tables, we
find qualitatively similar evidence.

heavily discount the perceived quality of the audits per-
formed by former ZTQ partners, consistent with the pre-
diction in Hy.

Next, we evaluate the shift in the earnings response
coefficients of the clients audited by original partners of
the two branches of ZTQ before and after the scandal. We
report in Columns (3) and (4) the results from separately
re-estimating Eq. (2) for the ZT and TQ subsamples. We
find that the earnings response coefficients for clients of
former ZT and TQ partners declined significantly after the
scandal. Moreover, in low power analysis involving 218
observations, the SUEST test supports at the 10 % level
that the coefficient on UE * POST is larger (more nega-
tive) in Column (3) relative to Column (4), implying that
former ZT partners suffer perceptibly worse damage to
their reputations than former TQ partners. Additionally, in
comparing the UE * POST coefficient between the ZT
partners [—0.784 in Column (3)] and the matched sample
[—0.093 in Column (2)], we find that the difference is
statistically significant at the 5 % level. In contrast, there
is no statistical difference in the UE * POST coefficient
estimate between the TQ partners [—0.236 in Column (4)]
and the matched sample [—0.093 in Column (2)], pro-
viding more evidence consistent with the prediction in Hs.

@ Springer



720

X. He et al.

CAR is the market-model adjusted abnormal return over
the (—1, 1) window around the annual report announce-
ment. The estimation period is (—203, —4), with a required
minimum of 50 non-missing daily returns. In sensitivity
tests reported in Panel A of Table 5, we find that our core
evidence persists when we replicate these tests with the
alternative event windows of (—1, 0), (—1, 2), (—1, 3),
(=2, 2), and (-3, 3). Similarly, our inferences hold when
we analyze the cumulative abnormal return using the
Fama—French three-factor model instead of the market-
model adjusted abnormal return. These results are shown in
Panel B of Table 5.

Conclusions

We analyze whether audit partners suffered damage to their
reputations with the demise of ZTQ, formerly the largest
audit firm in China, after an audit failure enabled a major
client, YGX, to fraudulently exaggerate its earnings in a
highly publicized scandal resembling the Andersen—Enron
events in the US. Our research helps settle whether the
reputational fallout in the aftermath of an audit failure is
restricted to the complicit partners (narrow scope) or
extends to the rest of the partners in the audit firm (wide
scope). In a country where litigation institutions play
hardly any role in shaping audit quality—in China, inves-
tors in listed companies are afforded almost no implicit
insurance coverage against losses sustained when auditors
issue a clean opinion on materially deficient financial
statements—we examine whether reputational damage
incurred by ZTQ partners implicated in the scandal spreads
to other partners in the same firm who were not directly
involved in the YGX engagement.

We find that the number of clients of former ZTQ
partners—despite that they were not complicit in the YGX
events—fell after the scandal. These partners are also less
likely to be affiliated with reputable audit firms. The clients
of these partners exhibit lower earnings response coeffi-
cients, implying that investors downgrade the perceived
quality of their audits. Moreover, compared to a matched
sample, the former ZTQ partners tend to charge lower audit
fees after the firm’s demise. ZTQ was created through the
merger of ZT and TQ, although both branches remained
operationally independent afterward. YGX was always
audited by ZT. Additionally, only about a year elapsed
between the merger and the exposure of the YGX fraud,
suggesting that former TQ partners would be more shel-
tered from the reputational impact. We find evidence that
the collapse of ZTQ undermined the reputations of former
ZT partners more than that of former TQ partners, indi-
cating that reputational damage is concentrated near the
audit failure. Collectively, our results suggest that audit
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partners share reputation jointly and severally with other
partners in the same audit firm.

Our research has several preliminary policy implications,
including that our evidence lends support to the intuition that
reputation concerns at the partner level help motivate them to
more closely monitor the performance of the firm’s other
partners. Additionally, our results may be relevant to the
discourse on the PCAOB’s (2011) proposal calling for the
disclosure of audit partner identity in the US, although
research on another country’s auditing institutions naturally
should be interpreted with caution from a policy perspective.
Complementing our analysis, future research could examine
how reputational damage in the event of a financial reporting
failure affects partners in audit firms operating in countries
with strict private and public institutions governing auditor
discipline. For example, recent evidence implies that the US
Securities and Exchange Commission tends to target its
enforcement at audit partners, rather than audit firms,
implicated in fraudulent financial reporting (Kedia et al.
2014). It would be interesting for future research to analyze
whether audit partner reputational forces play a disciplinary
role in countries such as Australia that both require partners
to divulge their identities in their audit reports and, relative to
China, impose far tougher investor protection institutions that
hold auditors more responsible for rendering an unqualified
opinion on materially inaccurate financial statements.

Additionally, we call for research that examines whether
various forms of social ties shape the importance of audit
partner reputation forces. Liu et al. (2011) report that
guanxi—social ties that enable firms to secure resources
and support according to extensive prior research (e.g., Au
and Wong 2000; Dunfee and Warren 2001)—in China
undermines auditor independence there. Despite the fact
that recent research implies that social links among audit
partners, executives at client firms, and audit committee
members play a major corporate governance role (e.g.,
Hwang and Kim 2012; Kwon and Yi 2012; He et al. 2014),
evidence on whether the links between audit partner rep-
utation and economic outcomes hinge on the presence of
such social ties remains scarce.
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