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l. Introduction

This paper investigates whether Chinese audit firms assign the more experienced
engagement partners to listed clients that have switched from other audit firms
(hereinafter referred to as “new clients” or “newly accepted clients”). Numerous prior
studies have examined the motivating factors of audit firm switches, and the audit pricing
and audit quality subsequent to the switches (e.g. DeAngelo, 1981a; Chow and Rice,
1982; Francis and Wilson, 1988; Simon and Francis, 1988; Craswell and Francis, 1999;
Lennox, 2000). The audit firm switches in China are also extensively studied (e.g. Li
and Wu, 2002a; Chan et al., 2006).> As to the consequence of audit firm switching, prior
studies mainly focus on its impact on the financial reporting and audit quality. As far
as the research method is concerned, researchers observe the beginning (a switch) and
the end (the financial reporting or audit outcome) of the impacting process, but offer
limited insights into the process.

The process that an audit firm switch could have an impact on audit quality starts
with an important step, in which the successor audit firm makes the client acceptance
decision and assigns audit personnel to the newly accepted client. A body of literature
has examined the association between client acceptance decision making and audit
staffing (Johnstone, 2000; Johnstone and Bedard, 2001, 2003; Asare et al., 2005). The
main idea of this body of literature is that as an approach to managing risks, assigning
an auditor with greater experience could mitigate the risk that a new client may bring to
the firm, thus increasing the probability of accepting a risky client. Although an earlier
experimental study (Johnstone, 2000) fails to find that audit partners tend to act this
way, subsequent studies (e.g. Johnstone and Bedard, 2003) using audit firms’ internal
archival data do find that assigning the more experienced auditors mitigates the negative
impact of client risks on the audit firm’s client acceptance decision. Moreover, Johnstone
and Bedard (2001) and Asare et al. (2005) provide internal archival and experimental
evidence, respectively, that audit firms respond to the client risk profile by planning to
assign the more experienced audit personnel.

The above-mentioned studies focus on how the audit staffing plan affects the audit
firm’s client acceptance decision. An audit firm’s internal archival data often provide
information about the bidding clients (including successful and unsuccessful bids), and
about the planned assignment of auditor experience. In experimental studies, the auditor

experience measure is obtained via the subjective staffing preference made by the

2 Also refer to Li and Wu (2002b) and Wu and Liu (2008) for more detailed reviews.



Do Audit Firms Assign the More Experienced Engagement Partners

participating auditors. This paper attempts to extend the literature on the risk management
and quality control of accounting firms in the following ways.

First, prior studies examine the factors that affect an audit firm’s client acceptance
decision, while I examine an audit firm’s arrangement of audit labour after the firm
accepts a new client. Meanwhile, I examine the actual audit labour usage, thus extending
the planned labour usage (Johnstone and Bedard, 2001, 2003) or the labour usage
preference obtained in experiments (Johnstone, 2000; Asare et al., 2005).

Second, most prior research on audit labour usage focuses on the audit hour measure
and the allocation of audit hours among engagement team members at various levels
(e.g. Palmrose, 1989; O’Keefe et al., 1994; Dopuch et al, 2003; Asare et al., 2005;
Bell et al., 2008), while I use another measure (i.e. the auditor’s practicing experience)
to examine the audit labour usage. Moreover, although prior experimental or survey
studies often use the professional ranking (e.g. partner vs. manager vs. staff) to reflect
the differences in practicing experience among audit personnel, I measure individual
auditor’s experience based on both the number of practicing years and the accumulated
number of in-charge engagements, thus extending the operation of the auditor experience
variable in empirical research.

Third, T focus on how an audit firm assigns the engagement partners, as these
individuals usually dominate the efficiency and quality of an audit and should be
responsible for the overall quality of an audit engagement. Since the identities of
engagement partners are publicly available in Chinese stock markets, this study is able
to use a large-size sample with public archival data, which extends prior studies that
use audit firms’ internal archival data or experimental data (usually with smaller sample
size), and therefore enhances the generalisability of the empirical findings herein.

Based on the above extensions, this paper examines how audit firms assign
engagement partners with various experience levels in response to a fundamental client
risk profile; that is, a newly accepted client versus a continuous client. Since experienced
auditors are scarce resources in an audit firm, the assignment of engagement partners
with various experience levels to various clients is an important issue for an audit firm
in respect of risk management and engagement quality control.

For a listed client that is newly accepted, the successor audit firm has very limited
understanding of this client, and thus faces greater engagement risks and uncertainties.
The audit firm needs to assign the more competent engagement partners to new clients
to provide a greater level of engagement quality control. Accordingly, the hypothesis of
audit firm risk management expects that engagement partners are more experienced for
new clients than for other (continuous) clients. However, empirical findings based on data
from the Chinese stock markets between 2001 and 2005 do not support the hypothesis.
For smaller audit firms, the engagement partners of new clients are less experienced
than those of continuous clients. Even for larger audit firms, the engagement partners of
new clients are no more experienced than those of continuous clients, although I find

that the engagement partners of new clients in larger firms are more experienced than
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those of new clients in smaller firms. Finally, I find that the above findings hold even
for more risky new clients. A number of possible explanations for the anomaly are then
discussed and warrant further study.

The remainder of this paper is organised as follows. The next section develops the
research hypotheses. The third section describes the research design. The fourth section

presents the empirical results. The paper concludes with a discussion.

Il. Research Hypotheses

2.1 Audit Firm Risk Management Hypothesis

One important feature of audit techniques is the considerable start-up costs for a
given client (DeAngelo, 1981b). Owing to the lack of sufficient knowledge about a newly
accepted client (including the substantive reason for switching from the predecessor audit
firm), the successor firm often faces an audit task which is more complex, more uncertain,
and more risky than that for a continuous client. International auditing standards require
that audit firms should assign firm personnel with appropriate levels of capabilities and
competence whether for an existing client or for a new client. However, for an initial
audit, the audit firm has additional considerations in the assignment of firm personnel
(e.g. assigning individuals with higher levels of capabilities or experiences),® with an
expected benefit of maintaining the audit quality of the initial as well as subsequent
audits. As described in the international standards, capabilities and competence are
developed through a variety of methods including working experience (IFAC, 2007,
171). Consistent with international standards, Bell et al. (2008) find evidence from a
Big-Four accounting firm that the audit hours allocated at every rank of labour increase
systematically for a first-year client.

Since 1996, regulators of the Chinese stock markets have established and improved
the requirements for audit firm switching disclosure and corporate governance (Li and
Wu, 2002a). Since 2002, the Chinese Institute of Certified Public Accountants (CICPA)
has emphasised initial audits due to the listed company switching audit firms during the
annual national inspection, and the strength of inspection has been reinforced for recent
years (Li and Wu, 2002b; CICPA, 2008). The intensive scrutiny on the part of regulators
and the professional body aims to maintain the audit quality subsequent to the audit
firm switching. Accordingly, an audit firm will face a greater likelihood of inspection if
accepting a listed client switching from another audit firm. Thus, from a non-technical

perspective, assigning the more experienced engagement partners also serves as a signal

3 Please refer to the requirements of the International Federation of Accountants (IFAC, 2007) for
accepting an initial audit as described in International Standard on Quality Control (ISQC) 1 — Quality
Control for Firms That Perform Audits and Reviews of Historical Financial Information, and Other
Assurance and Related Services Engagements, International Standard on Auditing (ISA) 220 — Quality
Control for Audits of Historical Financial Information, and ISA 300 — Planning an Audit of Financial
Statements. Similarly, ISA 330 — The Auditor’s Procedures in Response to Assessed Risks and ISA
240 — The Auditor’s Responsibility to Consider Fraud in an Audit of Financial Statements stipulate
that assigning the more experienced audit personnel to an engagement can be one of the overall
responses to address the risks of material misstatement at the financial statement level.
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by the successor audit firm of commitment to audit quality for the new client, which helps
to mitigate the regulatory concern about the audit quality (particularly the competence
aspect) of a successor audit firm and to lower the related regulatory risk.

The qualification for an individual auditor to sign an audit report for a listed
company has long been regulated in Chinese stock markets. To obtain a special practicing
licence, an individual auditor has needed to pass a specific and very demanding
examination since 1997 (in addition to the national CPA examination), to accumulate
relevant practicing experience (a minimum of one year of working experience after
obtaining the CPA certificate), and to meet other practicing requirements.* Under these
regulations, the CPAs that are qualified to sign the audit report for a listed company
generally have a higher level of capabilities and practicing experience than an average
CPA, and are of a very limited number.® Therefore, these licensed CPAs are scarce human
resources in a given audit firm, among which the more experienced ones are even more
scarce. An audit firm needs to assign the scarce human resources (engagement partners)
to more risky audit engagements.

In sum, I develop the following testable hypothesis:

H1: Audit firms assign the more experienced engagement partners to newly

accepted clients than to continuous clients.

2.2 The Effect of Audit Firm Size

Theoretically, a large audit firm suffers greater losses from an audit failure because
it has more clients and thus more quasi-rents (DeAngelo, 1981b). An implication of this
is that larger audit firms may be more likely to employ superior audit resources than
smaller firms in order to maintain a high level of engagement quality control (to prevent
audit failures). Bedard et al. (2008, RQ5) also raise the questions about whether large
audit firms respond to correlated client business risks across the portfolio by differentially
assigning personnel across engagements and what the relative performance of smaller
firms is in responding to client risks. Correspondingly, I develop the second hypothesis

as follows:

H2: Larger audit firms are more likely to assign the more experienced

engagement partners to new clients than smaller audit firms are.

For example, the individual auditors are required to have sound practice quality and good professional
ethics, and are not found with any violations of laws or professional standards during the latest three
years prior to the application.

> Based on a review by the Examination Division of the CICPA (2008), the CICPA organised the
securities business licensing examinations for CPAs six times from 1997 to 2002. About 3,000
individuals passed the examination and were issued the licence, serving as the backbone of audit
workforce in Chinese capital markets.
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2.3 The Effect of Differential Risk Profiles among New Clients

Apart from the fact that the overall level of risk for new clients is higher than that
for continuous clients, the risk profiles can be quite different among new clients. Prior
empirical evidence (Johnstone and Bedard, 2001; Asare et al, 2005) shows that audit
firms respond to some risk factors of new clients (e.g. misstatement risk or a management
integrity problem) by planning to assign the more experienced audit personnel. The audit
firm risk management hypothesis also implies that audit firms need to assign the more
experienced engagement partners to those new clients with higher risks. Therefore, I

develop the third hypothesis as follows:

H3: Audit firms assign the more experienced engagement partners to new

clients that are more risky.

Further combining the effect of audit firm size as hypothesised in H2, I develop
the fourth hypothesis as follows:

H4: Larger audit firms are more likely to assign the more experienced
engagement partners to new clients that are more risky than smaller audit firms

are.

It is worth noting that evidence consistent with H3 but inconsistent with H1 would
still support the audit firm risk management hypothesis to some extent, and evidence
consistent with H4 but inconsistent with H2 would still support the effect of audit firm

size to some extent.

lll. Research Design

3.1 Measuring the Practicing Experience of Engagement Partners

According to the Chinese auditing standards, an engagement partner refers to
the head of the accounting firm who is responsible for the audit engagement and its
performance and signs on behalf of the accounting firm the auditor’s report, or the auditor
who signs the report under delegated authority.® Under the relevant regulation, to be
qualified as an auditor licensed for securities business, the certified public accountant
needs to pass a special national examination and apply for registration with the regulatory
agency. Then, the audit firm may assign the licensed auditor to be an engagement partner
for a listed company.

An auditor may have participated in a number of audits for listed clients before
he or she becomes a signing auditor (that is, an engagement partner) for a listed
client. However, there can be considerable differences between participating in an
engagement and leading an engagement. The latter is much more demanding for an

¢ See Article 3 of the China Standard on Auditing No. 1121 — Quality Control for Audits of Historical
Financial Information.
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auditor in terms of professional knowledge, techniques, and experience. Besides, there
are substantive differences in legal liability between leading and participating in an
engagement. Moreover, it is difficult to observe and measure potential differences in the
length and extent of participation in audits for listed clients before an auditor becomes
an engagement partner. Therefore, the term “practicing experience” used in this study
denotes the auditor’s experience as an engagement partner for the annual audit of a listed
client, rather than as a participating auditor for the audit of a listed client. Accordingly,
the starting point in measuring the practicing experience is the earliest fiscal year for
which the auditor becomes an engagement partner for the annual audit of a listed client.

Auditors accumulate their practicing experience after becoming an engagement
partner for a listed client. I use two approaches to measure the experience accumulating
process. The first approach is to add up the experience based on the initial practicing year.
The count of experience adds 1 as one year passes. Specifically, for a given individual
auditor 7, the practicing experience EXP, is measured as follows:

EXP,, = current fiscal year — the earliest fiscal year when auditor i becomes an
engagement partner for any annual audit of any listed client.

The above approach is consistent with the approach popularly used in academic
research and practice to describe professional experience based on the practicing
years.” This measurement is relatively simple and less costly in calculation. However,
the limitation is that it is a rough measure for reflecting the intensity of experience
accumulation after an auditor becomes an engagement partner. To mitigate this limitation,
I use the second approach of measuring the experience based on the cumulative number
of in-charge annual audits of listed clients. The count of experience adds 1 for each
annual audit of a listed client in which the auditor acts as an engagement partner.
Specifically, for a given individual auditor i, the practicing experience EXP, is measured
as follows:

EXP,, = the cumulative number of in-charge annual audits of listed clients taken
by auditor i prior to the current fiscal year audit.

The second approach is consistent with the logic underlying the experience accruing
process; that is, the practicing experience increases as the frequency of being an

engagement partner increases. This approach is better than the first approach at capturing

7 Taking the experimental or survey studies on auditor judgment as an example, researchers often
describe participants’ experience based on their years of practicing. It is also popular in practice that
many professional examinations or qualification applications have the requirement of practicing years.
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the difference in the intensity of experience accumulation, but at a higher measurement
cost, and it is subject to the completeness of data.®

Given two securities business licensed auditors A and B and the yearly numbers
of their in-charge audits for listed companies between 2001 and 2005, Table 1 exhibits
how two approaches measure their yearly practicing experience, respectively. Taking
Auditor A as an example, assume that he becomes an engagement partner for the first
time for the 2001 annual audit. This means that Auditor A has not accumulated any
experience as an engagement partner for any listed company prior to the 2001 audit, thus
his practicing experience in the 2001 audit is measured as zero. Assuming that Auditor
A does not act as an engagement partner for any listed client in the 2003 annual audit,
the second approach based on the cumulative number of prior audits does not count
any accumulation of experience in the 2003 audit, while the first approach based on the

initial practicing year keeps accumulating Auditor A’s experience.

Table 1 Exemplified Measurement of Practicing Experience of Engagement Partners

Auditor A Auditor B
Practicing experience Practicing experience
Yearly Based Yearly Based
number of Based on the number of Based on the
in-charge on the cumulative  in-charge on the cumulative
audits of initial number of  audits of initial number of
listed  practicing  in-charge listed  practicing  in-charge
Fiscal year clients* year audits clients* year audits
2001* 1 0 0 - - -
2002* 1 1 1 3 0 0
2003 - - - 2 1 3
2004 1 3 2 1 2 5
2005 2 4 3 3 3 6

Data in the column are hypothetical.
#  Assume that the 2001 (2002) fiscal year is the year for which Auditor A (B) becomes an
engagement partner for the first time for any listed company.

In China, an auditor’s report requires the signatures of at least (and normally) two
auditors.’ This requirement makes the analysis of engagement partner experience even
more complicated. As required, one signing auditor is responsible for field work and

the other one is responsible for engagement review. However, researchers are unable

For example, if the data about a certain engagement partner for a listed company are not available,
using the second approach will obviously underestimate the practicing experience of this partner. But
with the first approach (based on the practicing year), if the engagement partner with missing data has
ever signed any audit report for any listed company prior to the data-missing year, the measurement of
experience of this engagement partner will not be affected. To obtain a set of engagement partner data
that is as comprehensive as possible, I include the financial-industry listed companies and B-share-
only companies in measuring the practicing experience. I also supplement the missing engagement
partner data between 2001 and 2005 via the internal data source from the Inspection Bureau of the
Ministry of Finance.

® See “The Rule on the Signatures of Certified Public Accountants on an Auditor’s Report” issued by
the Ministry of Finance on 2 July 2001 (Ref. no.: Caikuai [2001] No. 1035).
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to identify the field-work partner from the engagement-review partner through publicly
available disclosures. To systematically differentiate the two engagement partners, |
design the following method. First, I measure the practicing experience (EXP, where i
= x or y) of the two signing auditors x and y for the same client. Then I distinguish
the auditor with a higher level of experience from that with a lower level of experience,
and define that EXP = max (EXP_ EXP), and EXP = min (EXP_ EXP). 1 examine
both EXP —and EXP  in subsequent analyses. Given that review responsibilities
are determined on the basis that the more experienced team members will review the
work performed by the less experienced team members,'"” the auditor with EXP, _may
determine the quality of the engagement review, whereas the auditor with EXP  may
have a greater impact on the quality of the field work. For a few cases where three

signing auditors are assigned to a listed client, the above methodology still applies.

3.2 Models of Experienced Engagement Partner Assignment

3.2.1 Model used to test H1

As an economic agent, the audit firm normally considers the profitability of a
specific audit engagement, and determines the input of audit resources based on its
matching with audit revenues (Maister, 1993; Johnstone, 2000). Therefore, the factors
that determine the audit revenues (fees) could also be those that determine the audit
staffing. For example, in prior related studies (Palmrose, 1989; O’Keefe et al., 1994;
Dopuch et al., 2003; Bell et al., 2008), researchers construct audit fee models and audit
effort models at the same time, often using the same set of independent variables for the
two models. Correspondingly, I refer to the audit pricing model (Simunic, 1980; Hay et
al., 2006) to construct the engagement partner assignment model, which is used to test
HI.

EXP =b, + b NEWCLNT + b LTA + b,SOSUBS + b,LEV + b RECVINV
+ b,LOSS + b MOD + INDUSTRY + YEAR + & (1)

The dependent variable EXP can be EXP _ or EXP , using both measures of
practicing experience (based on years of practicing or the cumulative number of in-
charge audits). As EXP is non-negative count data, Poisson regression is used to test the
model."" The experimental variable is NEWCLNT (coded as 1 for a new client accepted
from another audit firm, and 0 for a continuous client).!”” The audit firm risk management

hypothesis (H1) predicts a significantly positive coefficient on NEWCLNT.

10 See Article 20 of the China Standard on Auditing No. 1121 — Quality Control for Audits of Historical
Financial Information.

"' T also set the dependent variable as In(EXP+1) and run the OLS regression, from which qualitatively
the same major results are obtained.

12 The change in audit firm name and the merger or split among audit firms are not treated as an audit
firm switching.
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A set of typical variables are then selected as the control variables of the model,
including: (1) the client size variable LTA4 (= the natural logarithm of total assets); (2)
the client complexity variable SOSUBS (= the square root of the number of consolidated
subsidiaries); (3) the financial leverage LEV (= total liabilities to total assets ratio);
(4) the receivables and inventory ratio RECVINV (= (receivables + inventory) / total
assets); (5) the profitability status LOSS (coded 1 if current net income is negative,
and 0 otherwise); and (6) the audit opinion type variable MOD (coded 1 if the client
is issued a modified audit report,'* and 0 otherwise). In the audit pricing model, factors
of client size, complexity, and business risk are often found to be positively correlated
with audit fees. Given the matching between audit revenues and audit inputs (Maister,
1993; Johnstone, 2000), I expect that these variables are also positively correlated with
the experience of engagement partners assigned by the audit firm. Finally, the model is
controlled for the industry dummy, which is set according to the industry classification
list issued by the China Securities Regulatory Commission (CSRC), and for the year
dummy.

To compare whether the pattern of engagement partner assignment is consistent
with the audit fee determinant model, I also examine the audit fee model by setting the
dependent variable LAF (the natural logarithm of annual audit fees) and the same control

variables as those in Model (1).

3.2.2 Model used to test H2

To test H2, T classify audit firms into the larger group (BIGFIRM = 1) and the
smaller group (BIGFIRM = 0). The larger group of audit firms includes the Big Four,
namely PricewaterhouseCoopers, KPMG, Ernst & Young, and Deloitte, and the top-10
local firms, which are classified according to the yearly number of listed clients. Other

audit firms are grouped as smaller firms. The testing model is set as follows:

EXP =b, + b NEWCLNT + b,NEWCLNT * BIGFIRM + b,BIGFIRM
+b,LTA + b.SQSUBS + b LEV + b RECVINV + bLOSS
+ b,MOD + INDUSTRY + YEAR + & @)

The effect of audit firm size (H2) predicts that the coefficient b, in Model (2) will
be significantly positive. If H1 is valid for larger audit firms, the joint coefficient b +b,

in Model (2) is expected to be significantly positive.

3 Modified audit reports include a disclaimer of opinion, an adverse opinion, a qualified opinion, and
an unqualified opinion with an emphasis of matter paragraph.
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3.2.3 Model used to test H3

To test H3, a more risky subgroup is differentiated among the newly accepted
clients. Prior literature on audit firm switching generally documents that a previous
modified audit opinion is more likely to lead to the audit firm switching (e.g. Chow
and Rice, 1982; Lennox, 2000; Li and Wu, 2002a; Chan et al., 2006), while the audit
firm switching associated with a stronger incentive for opinion shopping often results in
greater market attention and regulatory inspection (Li and Wu, 2002b; CICPA, 2008).
For the successor audit firm, the new client with a previous modified audit opinion is
more likely to be deemed as a more risky one. Therefore, I classify the new clients into
two subgroups, one of which receives a modified audit opinion in the previous year
(NEWCLNT, ..,
previous year (NE WCLNT,

= 1), and the other one of which receives a clean audit opinion in the
= 1). The testing model is set as follows:

reclean

EXP =b, + bNEWCLNT, . +bNEWCLNT, +bLTA

+ b,SQSUBS + b.LEV + bRECVINV + b,LOSS + bMOD
+ INDUSTRY + YEAR + & 3)

If H3 holds, the coefficient bl in Model (3) is expected to be significantly positive.

3.2.4 Model used to test H4

To test H4, the interaction items between subgroups of new clients (NE WCLNT.,.,...
and NEWCLNT ) and larger audit firm (BIGFIRM) are added. The testing model is

preclean

set as follows:

EXP =b, + bNEWCLNT, . +bNEWCLNT, . * BIGFIRM
+ bNEWCLNT, , +bNEWCLNT, , * BIGFIRM
preclean preclean

+ bBIGFIRM + b.LTA + b.SQSUBS + bLEV + bRECVINV
+ b, LOSS + b, MOD + INDUSTRY + YEAR + & )

If H4 holds, the coefficient b, in Model (4) is expected to be significantly positive.
If H3 is valid for larger audit firms, the joint coefficient b +b, in Model (4) is expected

to be significantly positive.
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3.3 Sample and Data

The sample consists of non-financial A-share companies between 2001 and 2005
annual audits with available data for all variables in Models (1) to (4) and with available
audit fees as well."* The full sample has 5982 observations including 642 new clients and
5340 continuous clients. To mitigate the impact of extreme values, all of the continuous

independent variables are winsorised at the 5th and 95th percentiles.

IV. Empirical Analyses

4.1 Descriptive Statistics

Statistics show that there are 854, 947, 1013, 1265, and 1385 individual auditors
who act as an engagement partner for a Chinese listed company in annual audits between
2001 and 2005, respectively. Table 2 presents the distribution of practicing experience
of engagement partners for Chinese listed companies during the sample period. Panel
A (B) describes the experience based on practicing years (the cumulative number of in-
charge audits).

As shown in Panel A, 261 (30.6 per cent) CPAs become an engagement partner for
the first time in the 2001 annual audit, and 261 (30.6 per cent) CPAs have practicing
experience of more than three years. It is worth noting that the yearly increase in the total
number of signing auditors for the 2004 annual audit is as high as 24.9 per cent, which
suggests that audit firms considerably increase the number of new auditors as engagement
partners. This phenomenon is likely attributable to the de-regulation of securities business
licensing in 2004 (Li and Wu, 2005)." During the sample period, the yearly proportion
of engagement partners with experience exceeding three years ranges from 30.6 per
cent to 43.5 per cent, that with experience exceeding four years ranges from 21.8 per

cent to 33.1 per cent, and that with experience exceeding five years ranges from 13.6

4 The sample period starts from the 2001 annual audit because audit fee data become publicly available
since then. The sample period ends at the 2005 annual audit as this study began to handle the
engagement partner data since 2006. Robustness checks show that the major findings for the current
sample period apply to an earlier period, such as the 1998-2000 annual audits, if the requirement for
audit fee data availability is not considered.

Statistics show that the yearly increase in the total number of signing auditors is 18.0 per cent for
the 1999 annual audit, gradually dropping to 6.9 per cent for the 2003 annual audit. On 19 May
2004, the State Council of China issued a list on which a number of items that had been subject to
administrative approval were no longer required for approval. The securities business licence is one
item on that list. Correspondingly, the special examination for that licence was then cancelled. This
institutional change suggests that an ordinary CPA (without the special licence) can be assigned as
an engagement partner for a listed client as long as the audit firm is willing to do so. Those CPAs
already having the special licence can still be engagement partners depending on their will and the
audit firm’s overall staffing strategy.
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per cent to 25.4 per cent. These statistics suggest that securities business licensed CPAs
with senior experience are relatively scarce. Panel B shows that the yearly proportion of
engagement partners with experience of less than 10 listed-client audits is above 70 per
cent, ranging from 70.4 per cent to 78.3 per cent during the sample period. The number
(proportion) of engagement partners with experience of at least 30 listed-client audits
increases from 34 (4.0 per cent) in the 2001 annual audit to 100 (7.2 per cent) in the
2005 annual audit.

Table 3 presents the descriptive statistics of variables in Model (1) and audit fees
for the full sample, the new client sub-sample, and the continuous client sub-sample,
respectively. Compared with continuous clients, newly accepted clients are smaller in
size, higher leveraged, with a greater proportion of receivables and inventory to total
assets, more likely to suffer a loss, and more likely to receive a modified audit report.
These characteristics indicate that new clients have greater financial and business
risks, which is consistent with the notion that listed clients switching audit firms are
generally more risky, and consistent with the expectation that audit firms assign the more
experienced engagement partners to these new clients. Statistics also show that audit fees
charged to new clients are significantly lower than those charged to continuous clients,
which is consistent with the initial audit fee discount that has been concerned in prior
studies (e.g. DeAngelo, 1981a; Simon and Francis, 1988).

For the more experienced partner among the two engagement partners, the mean
(median) value of EXP

continuous clients; the mean (median) value of EXP

is 4.80 (5) years for new clients and 6.1 (6) years for
is 16.88 (9) prior audits for
new clients and 24.69 (19) prior audits for continuous clients. For the less experienced
partner among the two engagement partners, the mean (median) value of EXP s 1.44
(1) years for new clients and 2.4 (2) years for continuous clients; the mean (median)
value of EXP . is 3.06 (1) prior audits for new clients and 5.87 (3) prior audits for
continuous clients. Both the t- and Wilcoxon rank-sum tests show that the practicing
experience (based on either measurement) of either engagement partner for new clients
is significantly lower than that for continuous clients (p < 0.001). Thus, the univariate
tests do not support the audit firm risk management hypothesis.

Table 4 presents the correlation coefficients matrix for the main variables in Model
and EXP

suggesting that the two measurements of practicing

(1). The Pearson correlation coefficient is 0.63 between EXP and
0.75 between EXP . and EXP

experience developed in this study (one based on practicing years and the other based

max2’>

min2’

on the cumulative number of in-charge audits) are highly and positively correlated. The
correlation coefficient is 0.40 between EXP _ and EXP . and 0.38 between EXP  and

2
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EXP . ., suggesting that the practicing experience levels are also highly and positively
correlated between the two engagement partners assigned to the same listed client.
The experimental variable NEWCLNT is significantly and negatively correlated with
all four experience variables (p < 0.01), suggesting that the new clients are assigned
with engagement partners with significantly lower practicing experience, which is not
consistent with the audit firm risk management hypothesis. The maximum correlation

coefficient is 0.47 (between MOD and LOSS) among the independent variables in Model
(1).16

4.2 Testing Results of H1

Table 5 presents the Poisson regression results of Model (1). For the purposes of
comparison, it also presents the result of the audit pricing model for the same sample.
All regressions are overall statistically significant."” As a pilot test, the regression on
the audit fee model shows that the coefficient of NEWCLNT is significantly negative
(p < 0.05), which is consistent with the notion that audit fees are cut in initial audit
engagements; in other words, new clients are associated with lower economic revenue.

When the dependent variable is £XP ., the regression results using both measures
of the practicing experience show that the coefficients of the experimental variable
NEWCLNT are significantly negative (p < 0.01). Similarly, when the dependent variable
is EXP . the regression results using both measures of the experience also show that
the coefficients of NEWCLNT are significantly negative (p < 0.01). These results suggest
that for the two signing auditors, whether it is for the one charged with the field work
or the one charged with the review work, the more experienced auditor is less likely to
be the engagement partner of a new client; in other words, the engagement partners of
new clients are less experienced than those of continuous clients. The evidence in Table
5 does not support the audit firm risk management hypothesis (H1).

As to the control variables, the coefficients of the client complexity variable
SQOSUBS are significantly positive in all regressions, and are consistent with the direction
in the audit fee model. This finding suggests that audit firms probably consider the
client complexity when assigning engagement partners. In most of the regressions, the
client size (LTA) does not have a significant impact on the assignment of experienced
engagement partners.

Also note that the regression results fail to find any significantly positive coefficient
on any of the client risk profile variables (LEV, RECVINV, MOD, LOSS), including the

Subsequent multicollinearity diagnoses show that the maximum variation inflation factor is 1.8 for
independent variables in Models (1) to (4), suggesting that multicollinearity does not pose a serious
problem to the models.

In all subsequent regressions, all reported t-or z-statistics use standard errors corrected for clustering
at the company level or corrected for White heteroskedasticity.



Xi Wu

Se0’0
#5475 80T
7865
(s5L¥°€)
0T¢'T
SO

SO
(20°0)
100°0
(LT1°)
CLO0-
(L1°0°)
620°0-
(400,
€LT0
(446€°€)
€L0°0
(8¢0)
€10°0

(5%%S9°L")
$29°0-

1200
w55 E£L°09€
7865
(191
[ 2840
SOA
SOA
(66°0)
6100
(+€6'1-)
6L0°0-
(s0°0)
900°0
(20°0-)
200°0-
(+x0T0)
1€0°0
(sL0)
9100

(5%%29°'8")
YS¥'0-

1900
#5xx S ELY
7865
(4%%50°6)
°L9°T
SOA
SOA
(€0°0-)
200°0-
(65°1-)
L90°0-
(26°0-)
€Cro-
(s1°0)
L10°0
(%x90'9)
0600
(61°0)
S00°0

(5%%,9°97)
11€°0-

¥€0°0
#5575 978
7865
(42%1T°8)
9¢T'Il
SO

SOA
(sz0)
L00'0
(++9'1-)
9€0°0-
(88°0-)
950°0-
(4%+09°C)
0r1°0-
(42%1TY)
0€0°0
(424CLT)
€€0°0

(sexPT°L7)
IL1°0-

€0
#5009
7865
(4246T1")
1TL0-
SOA
SOA
(4488°¢)
201°0
(6£°0)
L00"0
01°0°)
L00°0-
(LS0)
€00
(42+ST°0T)
780°0
(4%%€0°€0)
I1S¢€0

(+%£0°CT)
¥€0°0-

o (opnasq) “py
(srenbs-1y)) 4 [PPON
u

JueISuU0))

YVAL
AALSNANT
aow

SSO7T

ANIADTYA

AdT

S4NnSOS

Vi1
S3[qBLIBA [01)UO))

INTOMAN
J[qeLreA [ejuowLIddX

(onsneis-z)

(onsness-z)

JUIIOJO0D) JUDIIJO0D)
("axa) ("axa)
sjipne 93Ieyo-ul SIBOA

Jo 1oqunu Suronoead
oAnR[MWND uo poseq
uo poseq

- dXH

(onsness-z)

(onsness-z)

JUDIIJO0D) JUSIOJO0D)
"axa) ("axa)
sjipne 93Ieyo-ul SIBOA

Jo 1oqunu Suronoead
dAnR[MWND uo poseq
uo poseq

XDl

dXHd

(onsners-)
JUSIOYJa0))

AVT

d1qerrea juapuado

[SPOIN 99, 1PNy Y} PUB [OPOIA JUAWUTISSY Jouled Judwage3uy oY) Jo s} NSy UOISSAIZY § d[qe],



SIBWYOUSQ JY) SB JIpNe [enuue [)0Z dY} 10 SUONBAIISQO YIM ‘GOOZ PUB [007 Ud9mIdq polad ojdwes oY) uo paseq sarurwunp JIedk Ioj :ypAL

SeWyoudq Yy

se Ansnpul SuLINORJNUBW Y} Ul SUONBAIISQO (M ‘(PapN]oXd UOIIMISUL [RIOURUL) UOIIROYISSRIO NTIP-ou0 DYSD dY) UO Paseq sarwwunp Ansnpul [[ :A¥ISANI
"9SIMIaUIO () pue 410dal yIpne payIpour & panssi SI JUdI[d Y} JI [= ON

"OSIMIAUIO () PUB ‘QAIIBSAU SI dWOOUI JOU JUALIND JI [ = §SOT

'SJOSSE [€)0} / (KIOJUQAUL + SO[QBAIOIL) = ANIADTY

"O1BI S19SSB [0} 0] SANI[IQRI] [RI0) = AT

"SOLIBIPISQNS PIJBPI[OSUOD JO Idqunu Y} JO 1001 d1enbs ay) = §9150S

'$19sse [B)0) JO WIILIRSO] [RINjRU dY) = P[]

“JUSI[O SNONUNUOD © I0J () PUB ‘WY }IPNE IOYJoue wWolj pajdadoe Jual[d mau e 10J [ = INTOMIAN

‘£ 10 X 9q UBD 7 SIOYM “IIpNE IBAA [BOSY JUALIND oY) 0} Jotid 7 101Ipne AQ SIUSI[O PIISI[ JO SIIPNE [BNUUR 9FIBYI-UI JO JOQUINU JANR[NWND Y} = - JXT

K

10 X 9 UBD 1 219UyM 9uUI[d PAsI] Aue 10§ jipne [enuue Aue 10§ Jouired JuowoFeIud UB SAW009q 7 I0JIPNE UIYM JBIA [BOSY ISII[IRY oY) — 1BIK [BOSY Juoumd = "gyg
“Juat[o paysi| e o) pousisse srouped juswesesus om) 1w £ pue x oroym (Cgx7 Cgx) ww = gy

“JUQI[O PRSI B 0) paudisse s1oulred juowade3ud om) are A pue X d1oym AR&«M Caxg) ww = " gxg

Juot[o paysi| & o) pousisse souyed juswoSesuo om) axe £ pue x oxoym ‘(Cgxg Cgxg) xew = " gyy

‘el pajsi| & o} pousisse sroured juowesesus om) ore A pue x orouym ‘(“gx7 gxg) xew = gy

.mvv.w HM@DN Mmﬂﬁﬁm .wO Eﬂuﬁmwoﬁ ~NHENE Dﬂu = .”Nv\wN
‘S9[qeLIe A JO suonmuga(J

dxd 10 " axg axa dxg 9q weo gxg d1eym
‘9 + ¥VAX + AYISNANI + AOW'A + SSOTA + ANIADTY A + AFT'q + SINSOSTA + VLT + INTOMAN'A + °4 = dXd
Maxg 10

9 + YVAL + AALSNANI + GOW A + SSOT'A + ANIADTY A + AFTA + SGNSOS A + FLTA + INTOMAN'A + °q = VT
P77 S1 9IqereA judpuadop 9y} uaym pajsd) SI [opowl UO0IssaIZaI §TO SuImo[oj oyl

qunu cqunu

dX St o[qerrea juopuadop oy} USYM oIS} SI [OPOW UOISSAITAI uossIod Surmorjoy ayL

‘ToA9] Auedwods o) je SUIIAISN[O J0J PAJOAIIOD SIOLID PIEPURIS OSN SONSIEIS-Z 10 -} pajodar [y

Do Audit Firms Assign the More Experienced Engagement Partners

"K[oAT)oadsar ‘(paTel-om}) SJOAS] 99UBIYIUSIS 040] PUB 094G ‘05T Y} AJBIIPUI 4 PUR “yy ‘4uy  OION



Xi Wu

variable that has a significantly positive coefficient in the audit fee model (i.e. MOD).
In some regression results of Model (1), client riskiness variables such as LEV and
LOSS even show significantly negative coefficients. These findings suggest that even if
audit firms charge higher audit fees for client risk factors, they do not assign the more
experienced engagement partners to clients with such risk profiles. On the contrary, audit

firms show some aversion to such risks.

4.3 Testing Results of H2

In the full sample (n = 5982), there are 2273 (38.0 per cent) observations with
BIGFIRM = 1. Table 6 presents the testing results of NEWCLNT, NEWCLNT*BIGFIRM,
and BIGFIRM in Model (2)."® In all regressions, the coefficients of NEWCLNT are
significantly negative (p < 0.01), whereas those of NEWCLNT*BIGFIRM are significantly
positive (p < 0.01). The results suggest that smaller audit firms assign the less experienced
engagement partners to new clients, while larger audit firms assign to new clients
engagement partners with significantly more experience than smaller firms do, which
supports the audit firm size effect (H2)."

Considering that the regulatory environment experienced considerable changes
between 2001 and 2005, T also conduct by-year tests of Model (2). Untabulated results
show that in 20 regressions (5 years times 4 measures of dependent variables), all of
the coefficients of NEWCLNT are negative, among which 19 are significant (p < 0.01
or < 0.05). The evidence suggests that it is common for smaller audit firms to assign
the less experienced engagement partners to new clients for all years during the sample
period, rather than limited in any specific year. On the other hand, the coefficients of
NEWCLNT*BIGFIRM are not significantly different from 0 in four regressions in year
2001, but are positive in all the 16 regressions for the years between 2002 and 2005
(among which 11 are significant). The evidence suggests that the results shown in Table
6 are driven by a period (i.e. since 2002) in which the CICPA clearly emphasised the
regulation of audit firm switching, while prior to 2002 there is no significant difference
in the assignment of experienced engagement partners between larger and smaller audit

firms.

Table 6 does not report the regression results of the control variables in Model (2), as they are very
similar to those reported in Table 5. Similarly, Table 7 does not report the results of the control
variables in Models (3) and (4).

1" Note that the results shown in Table 6 are obtained by controlling for the audit firm size (BIGFIRM),
suggesting that the main findings of this study are not affected by any systematic difference in the
practicing experience of signing auditors between larger and smaller audit firms.

Specifically, the CICPA began to intensify the regulation of audit firm switching in 2002 (Li and
Wu, 2002b), and the State Council of China cancelled the requirement for the auditor’s licence to
practise securities business.

20
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Table 6 also presents the results of testing the joint coefficient (b,+b,) of NEWCLNT
+ NEWCLNT*BIGFIRM. All of the four joint coefficients are negative, and three are
significant. The evidence suggests that, even for larger audit firms, the engagement
partners assigned to new clients are significantly less experienced than those assigned to
continuous clients. Untabulated results of by-year tests show that this finding is mainly
driven by the 2001 annual audit, because all of the four regressions for 2001 show
significantly negative joint coefficients, while the 16 regressions between 2002 and 2005
show only one significantly negative joint coefficient, 14 joint coefficients that are not
significantly different from 0, and one significantly positive joint coefficient. In general,
larger audit firms have not assigned the less experienced engagement partners to new
clients since the CICPA reinforced the regulation of audit firm switching in 2002.

As the number of listed clients audited by Big Four firms is relatively small (413
among the full sample of 5982 observations), and the number of new clients of Big Four
firms is even smaller (n = 41), I combine the Big Four observations with those audited
by top-10 local firms as one single group (BIGFIRM = 1) in previous tests. However,
re-running Model (2) by setting two separate dummy variables, BIG4 and BIGLOCAL
(untabulated), shows that both coefficients of the interaction items between NEWCLNT
and these two variables are significantly positive, and the coefficient of NEWCLNT*BIG4
is significantly greater than that of NEWCLNT*BIGLOCAL (p = 0.011). Therefore, H2
is still supported.?!

In sum, larger audit firms tend to assign the more experienced engagement partners
to new clients than smaller audit firms do, and this effect mainly exists in a period when
the professional body intensifies the regulation. The evidence is consistent with DeAngelo
(1981b) that larger audit firms face a greater loss of quasi-rents when the regulatory risk
increases, and therefore have more incentives to enhance the level of engagement quality
control. In contrast, smaller audit firms are less sensitive to an increase in regulatory
risk. In any event, the increase in regulatory risk does not lead the risk management of
larger audit firms to an extent to which the more experienced engagement partners are

assigned to new clients.

4.4 Testing Results of H3 and H4

Of the 642 audit firm switches in the full sample, 168 switches are associated with
a prior-year modified audit report (NEWCLNT, = 1), whereas the other 474 cases are
associated with a prior-year clean audit report (NEWCLNT = 1).
preciean
Panel A of Table 7 presents the regression results of NEWCLNT,

NEWCLNT in Model (3). To perform the pilot test, I examine the audit pricing

preclean

and

2l By-year analyses do not include the Big Four observations due to the very small subgroup size.
For top-10 local firms, by-year tests generate qualitatively similar results as those obtained when
combining Big Four firms and large local firms, suggesting that the audit firm size effect holds for
top local audit firms as well. Besides, the main findings and inferences do not substantially change
when BIGLOCAL is defined as top-10 local firms ranked on the basis of yearly client assets.
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Do Audit Firms Assign the More Experienced Engagement Partners

associated with various levels of initial audit risk. The results show that the coefficient
of NE WCLNT,,... is significantly positive (p = 0.01), while that of NE WCLNT,...1can is
significantly negative (p < 0.01). This suggests that audit firms charge higher fees to new
clients that have received a modified audit opinion prior to the switch (and therefore are
more risky), and charge less fees to new clients that have received a clean audit opinion
prior to the switch (and therefore are less risky).

For the engagement partner assignment model, Panel A of Table 7 shows that, in
all regressions, the coefficients of NE WCLNT,

that new clients which have received a prior-year clean audit opinion are assigned with

e, Ar€ significantly negative, suggesting
the less experienced engagement partners. Given the audit pricing characteristic of such
clients, the finding may be explained from an economic perspective; that is, lower audit
revenues are matched with a lower audit input level. More interestingly, the coefficients
of NEWCLNT,, .,
show that the coefficients of NE WCLNTp}_m J
of NEWCLNT This unexpected finding indicates that even if audit firms charge

preclean’

are also significantly negative, and untabulated Chi-square tests

are not significantly different from those

higher audit fees to new clients with higher risks, they still assign the less experienced
engagement partners to such clients. The finding is neither consistent with the audit
firm risk management hypothesis, nor can be readily explained from the economic
revenue-input matching perspective. I tend to interpret the finding as an aversion by the
engagement partners to more risky new clients.

Panel B of Table 7 further considers the audit firm size effect. In the audit pricing
model, the coefficient of NE WCLNT,,... is significantly positive, which suggests that
smaller audit firms charge higher fees to new clients that have received a modified
audit opinion prior to the switch (and therefore are more risky). In all regressions

of the engagement partner assignment model, the coefficients of NEWCLNT, are

remod
significantly negative, suggesting that smaller audit firms assign the less experienced
engagement partners to such clients; all of the coefficients of NEWCLNT, *BIGFIRM
are significantly positive, which suggests that larger audit firms are more inclined to
assign the more experienced engagement partners to new clients with higher risks when
compared with smaller audit firms. Therefore, the audit firm size effect (H4) is supported.
However, untabulated results of the Chi-square tests show that in four regressions, the
joint coefficients of NE WCLNT, ., + NEWCLNT, . ., *BIGFIRM are negative (one of

which is significant), which does not support H3.

MO

4.5 Additional Robustness Checks

4,5.1 Excluding observations where an audit firm does not accept any new
clients

In previous tests, the control sample of new clients consists of all continuous-client

observations. However, some audit firms may not accept any client switching from
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another audit firm in a certain year or even during the whole sample period. All the
clients of such audit firms consist of continuous clients (without any new client). These
audit firms may be systematically different from audit firms that accept one or more new
clients with regard to the client risk management, composition of auditor experience,
and engagement partner assignment decision. To mitigate the impact of these potential
differences on previous findings, I exclude all observations where an audit firm does not
accept any new client.”? The new sample consists of observations where each audit firm
has both continuous clients and at least one new client switching from another audit
firm. The size of the new sample decreases to 4111 observations from the original size
of 5982 observations. Untabulated results show that the major findings and inferences

remain qualitatively unchanged.

452 Differentiating the forced audit firm switching from the voluntary
switching

New clients of an audit firm may come from switchings of a different nature (forced
vs. voluntary). Forced audit firm switching can be further partitioned into two types based
on whether the predecessor firm continues running: one type is that the predecessor firm
ceases to exist due to regulatory sanction (Li and Wu, 2003) or business liquidation,
which is set as NEWCLNT, =1 (n = 182); the other type is that the State-owned Assets

close

Supervision and Administration Commission of the State Council of China (SASAC)
mandatorily rotates or assigns new audit firms during the sample period (Qi, 2008), which
is set as NEWCLNT esian — 1 (n = 28). All audit firm changes other than these two types
of forced changes are classified as the voluntary type, which is set as NEWCLNT, , =1

lun

(n = 432). To examine whether previous main findings are driven by any specific type of
audit firm switching, I extend the single experimental variable NEWCLNT in Model (1)
NEWCLNT , , and NEWCLNT

close® desig’

into three dummy variables, namely NEWCLNT

volun’

Untabulated results show that, either for the original full sample (n = 5982) or for the
newly formed full sample (n = 4111; see Section 4.5.1), all of the three new-client
dummy variables are significantly and negatively correlated with the dependent variable
EXP using any of the four measures (p < 0.01 or < 0.05). These tests suggest that the

major findings in Table 5 are not driven by any specific nature of audit firm switching.”

22 1 appreciate the editor for suggesting this robustness check.

# Note that for the mandatory audit firm rotation advocated by the SASAC, the successor audit firms
assign the less experienced engagement partners to new clients than to continuous clients. This finding
implies that the lack of understanding in the initial audits of large state-owned enterprises (prompted
by the SASAC policy on mandatory audit firm rotation) might be exacerbated due to the lower level
of practicing experience. However, I understand that this finding is preliminary given the small size
of the mandatory audit firm rotation subsample and warrant additional studies.
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As there are fewer observations of the two types of forced audit firm switching, and
the distribution of these observations are unbalanced across the years or between larger
and smaller audit firms (in particular, there are 160 forced changes due to regulatory
sanction in 2001), I do not re-run the tests of audit firm size effect, by-year tests, or
tests of more risky new clients for the variables NEWCLNT,,  and NEWCLNT,, . After
excluding the two types of forced audit firm switches from the full sample, I re-run
Models (2) to (4) for voluntary audit firm switching. Untabulated results show that all

main findings and inferences hold for voluntary changes.

453 Using the average practicing experience of two partners as the
dependent variable

Previous tests examine the engagement partner assignment model based on the
respective practicing experience of the two engagement partners. One would argue that
these two partners do not totally independently conduct the audit for the same client;
rather, they share their experience and normally undertake the same legal liability.
Therefore, an audit firm may assign engagement partners based on the averaged level
of their experience.”* To address this concern, I examine the association between new
clients and the averaged level of experience (EXP,,. = (EXP, +EXP )/2). Untabulated
results show that all major findings and inferences obtained through previous tests hold

when using the alternative specification of the dependent variable.

V. Discussion and Conclusion

The audit firm risk management hypothesis predicts that a firm assigns the more
experienced engagement partners to new clients due to a higher demand for auditor
capabilities and competence and engagement quality control. Based on the empirical
evidence from Chinese stock markets, I find that (1) smaller audit firms assign the less
experienced engagement partners to new clients than to continuous clients; (2) although
larger audit firms have tended to assign the more experienced engagement partners to new
clients than have smaller audit firms since 2002 when the professional body reinforced the
regulation of audit firm changes, I find no evidence that the engagement partners of new
clients of larger firms are obviously more experienced than those of continuous clients;

and (3) the above findings hold even for more risky new clients (measured by the type

2+ 1 appreciate one reviewer for raising this argument and suggesting related tests.
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of audit opinion before the audit firm switch). Collectively, although the audit firm size
effect is generally supported (H2 and H4), the empirical findings of this study do not
support the audit firm risk management hypothesis (H1 and H3) and are not consistent
with the traditional concept of audit firm quality control and regulatory requirement.

How to explain the above anomaly? A number of possible interpretations are
offered. First, economic interests may be the cause. On the one hand, an audit firm may
offer an audit fee discount to a newly accepted client (DeAngelo, 1981a); evidence from
Table 5 also shows that new clients are associated with lower economic revenues. On
the other hand, engagement partners often need to invest greater audit efforts and costs
to new clients. Therefore, the practice of assigning the less experienced engagement
partners to new clients may imply that audit firms allocate audit resources more on the
basis of costs and benefits (Maister, 1993; Johnstone, 2000) than on the basis of quality
control and public responsibility.

Another explanation may be the risk aversion on the part of the engagement partner.
Since newly accepted clients have greater engagement risks and uncertainties, a more
experienced auditor may be less willing to act as an engagement partner for such clients.
Meanwhile, new clients are more susceptible to regulatory scrutiny. An auditor that is
the engagement partner for such new clients is more likely to be the target of regulators
as well. Evidence shown in Table 7 is consistent with the risk aversion explanation.
That is, although audit firms charge higher audit fees to new clients that have received
a modified audit report prior to the switch, they assign the less experienced engagement
partners to such new clients.

There could be other explanations.?® For example, audit firms may assign
engagement partners to new clients simply according to the current workload of various
auditors. As the less experienced auditors are often associated with less workload, they
are more likely to be assigned to newly accepted clients. Alternatively, audit firms may
assign engagement partners to new clients simply based on who is the referral partner

of the new client.?

% T appreciate one reviewer for raising alternative explanations.

26 The “referral partner” explanation has to satisfy strict assumptions. First, the one who makes the client
acceptance decision (a referral partner) should be the one who signs the audit report (an engagement
partner). Second, most of the new clients should be accepted by the less experienced auditors. If the
first assumption is violated, the characteristics of the referral partner (particularly in the experience
aspect) will have little to do with those of the engagement partners. If the second assumption does
not hold (e.g. most of the new clients are accepted by the more experienced auditors), the findings of
this study will reinforce the risk aversion interpretation on the part of the more experienced auditors.
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No matter which interpretation applies to the anomaly, a common point of these
interpretations is that the audit firm fails to assign engagement partners on the basis of
the generally accepted quality control standards. However, it warrants further studies as
to which interpretation (e.g. an auditor’s intentional aversion to client risks vs. an audit
firm’s procedural and unintentional arrangement) is more valid for a certain group of
audit firms or for a specific practical situation.

Further studies are also warranted regarding whether the assignment of the less
experienced engagement partners to new clients systematically leads to lower audit
quality of such clients, and whether audit firms have alternative quality control practices
to maintain the audit quality for such clients.”’” Nevertheless, even if the answers to
these questions remain unclear, the findings of this study should have implications for
Chinese professional bodies and regulators. Specifically, smaller audit firms that assign
the less experienced engagement partners to new clients may warrant a greater level of
regulatory scrutiny.

For larger audit firms, I fail to find evidence that clearly supports the audit firm
risk management hypothesis. Larger audit firms may need to improve quality control
practices and consider assigning the more experienced engagement partners to new
clients. However, assigning auditors with a higher level of practicing experience may
not necessarily ensure a better audit quality, because auditor independence issues may
arise as an equally important determinant of audit quality when the auditor competence
reaches an acceptable level.

Finally, although I use two approaches to measure the practicing experience of
engagement partners, | am aware that there is always difficulty in how to precisely
measure this unobservable and subjective variable. Researchers may wish to design more

refined measures of the auditor experience in further studies.

References

Please refer to pp. 27-28.

27 The alternative quality control practices may include requiring other members of the engagement team
to more strictly carry out the audit procedures and obtain audit evidence, or establishing an effective
quality control review apart from the review taken by the engagement team. However, as evidence in
this study shows, the practice of assigning the less experienced engagement partners to new clients is
concentrated in smaller audit firms, which are less likely to take alternative quality control measures
to maintain the audit quality of new clients.



