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On the association between organizational forms of audit firms and
audit independence: Evidence from China
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Abstract

China is the largest socialist economy and
the second largest economy in the world only
after the US. Audit firms have been given option
to choose between legal forms of partnership and
limited liability corporation (LLC) since 1994 in
China. In general partnership, every partner is
personally liable for all services provided by the
audit firm, which provides an incentive for
partners to monitor the quality of the services
provided by their fellow partners. Under LLC,
personal assets of individual partner are no
longer available to pay a partnership’s liability,
thus reducing the incentives for intrafirm
monitoring by partners within an audit firm. In
the first year, |1 will explore whether auditor
independence is lower for legal structure of LLC
than for legal forms of partnership. Following
prior studies, we use discretionary accrual
(therefore DA) and the likelihood of auditor firms
issuing clean opinion as proxies for auditor
independence, respectively. Specifically, |1



hypothesize and find that auditees of audit firms
adopting legal forms of partnership report higher
the levels of both the income-increasing DA and
the absolute DA, compared to clients of audit
firms adopting LLC legal forms. | also
hypothesize and find that the likelihood of
issuing unqualified opinion is higher for partner
of general partnership relative to one of LLC.
Furthermore, | will examine whether the LLC’s
auditor is associated with a reduction in the
extent of “news-based” earnings conservatism
(i.e., the differential extent to which earnings
reflect bad news on a timely basis). Reduced
earnings conservatism is expected to occur if
LLC’s auditor in reduced auditor independence.

Further, | explore the determinants of
firm’s decision to choose between two types of
audit firms.  This project focus primarily on the
effect of corporate governance on choice of audit
firms since a typical listed firm in China has a
mixed  ownership  structure  with  three
predominant groups of shareholders—the state,
legal persons, and individuals. | find that firm
with greater holding by legal persons are more
likely to choose the partnership audit firms.

Keywords: partnership, limited liability
corporation, audits independence, accrual,
conservatism
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