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Auditor Failure and Market Reactions: Evidence from China

Abstract
Zhongtianqin (ZTQ), the largest Chinese auditor, collapsed in 2001 due to its audit failure. This study investigates how the domestic market reacted to the audit scandal in the unique Chinese institutional setting. We find that the whole market reacted to the disclosures of the scandal. We also provide some weak evidence that ZTQ clients suffered more than clients of other auditors. Moreover, investors treated clients of ZTQ’s two separately operated offices differently. Furthermore, the stock returns of ZTQ clients and other companies are related to both their assurance demand and insurance demand. Finally, companies audited by international auditors suffered less value losses. This study adds to the worldwide literature of auditor failure.
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I. INTRODUCTION
In China at the beginning of August 2001, an article entitled “Trap of Yinguangxia” (Ling and Wang 2001) announced suspicions that the profits of the Guangxia (Yinchuan) Industry Corporation, commonly known as Yinguangxia (YGX) and a fast growing high-tech biochemical listed company, stemmed from fabrications. On September 6, 2001, after formal investigations, the Chinese Securities Regulatory Commission (CSRC) announced that YGX falsified profits for Rmb745 million (US$90 million) during 1999-2000 and that its auditor, Zhongtianqin CPA Firm (ZTQ), was partly responsible for the misrepresentations. On September 7, 2001, the Ministry of Finance (MOF) announced that it planned to suspend the operating license of ZTQ. The largest auditor in China in 2000, ZTQ, collapsed subsequently. The objective of this research is to test how the stock market reacted to these two events in the unique Chinese institutional setting.

In the U.S., the value of independent audit is demonstrated to include two components: (1) assurance value, assuring that material misstatements are omitted from the audited financial reports; and (2) insurance value, providing compensations for investors if they incur investment losses due to misrepresentations in the audited financial reports (e.g., Menon and Williams 1994 and Baber et al. 1995). Previous U.S. studies have shown that when the reputation of an auditor is damaged or an auditor fails, the market value of its clients decreases due to decrease in assurance value and insurance value (Menon and Williams 1994, Baber et al. 1995, Chaney and Philipich 2002, Krishnamurthy et al. 2002 and Asthana et al. 2003). Also, prior research reports that the losses in market value of clients are positively related to the level of clients’ demand for assurance and insurance offered by the auditors. 

However, the above studies are about what happened in the U.S. securities market. The institutional structures including the legal environment in China are very different from those in the U.S.. It is not clear whether the results of previous studies in the U.S. can be applied to auditor failure in China. This paper is an extension of this set of studies on auditor failure in the emerging Chinese market

We test various hypotheses using samples selected from all Chinese companies issuing A-shares and listed companies whose A-share auditor was ZTQ in 2000, respectively. Compared to the U. S. market, the Chinese market is more speculative with more unsophisticated investors. The scandals brought to the attention of investors the high risk in the unusually high stock prices in the whole market and diminished investors’ confidence severely. Consistent with this conjecture, our univariate tests and time-series tests indicate that the whole market reacted to the disclosures of the scandal. This finding is different from what happened in the U. S. market.

 Our multivariate tests provide some weak evidence that ZTQ clients experienced a more negative market reaction than clients of other auditors. Although ZTQ was created through the merger of Zhongtian CPA Firm (ZT) and Tianqin CPA Firm (TQ) not long before the scandal happened, they operated separately until ZTQ failed. ZT had audited YGX since YGX was listed. Consistently, our results suggest that ZT clients sustained more adverse returns than TQ clients. Hence, although the Chinese stock market is young, investors differentiate audit quality in the stock valuation.

Although Chinese auditors may not face the threat of costly shareholder litigation, they face the threat of costly penalties for violating the CPA Law and auditing standards. Thus, we expect that Chinese auditors have incentives to avoid audit failure and investors price the assurance value of audit in the stocks. Consistent with this proposition (albeit weak), we find that the market reaction of both ZTQ clients and other public companies are positively associated with their assurance demand. Specifically, we find that ZTQ clients and other public companies suffered more due to the scandal if they received modified audit opinions, had a higher proportion of non-core income (a special measure of earnings management for Chinese companies, see Chen and Yuan 2004), or had larger market value of equity.

Chinese investors are entitled to recover their investment losses from auditors if auditors fail to perform their duties. However, civil lawsuits against auditors have not been successful in China. Nevertheless, we find that ZTQ clients with greater demand for insurance provided by the auditor, measured by the variance of abnormal returns or the turnover of shares, experienced a more adverse stock price reaction. Hence, investors price the right to sue auditors even though the law enforcement is not very effective.

Presently the Chinese domestic independent accounting profession is facing the competition from international auditors, who have already been allowed to participate in the audits of A-share, B-share, H-share or N-share financial reports on their own or in the form of Sino-foreign joint ventures. Consistent with previous studies (DeFond et al. 1999), we find that companies with their reports audited by international auditors or Sino-foreign joint venture auditors experienced less adverse market effect due to the scandal. 

This paper makes several contributions. It adds to the worldwide literature on auditor failure because it connects prior U.S. research on auditor failure with the unique legal, accounting and investment characteristics in the emerging Chinese market. Our analysis suggests that in an environment with only the threat from governmental regulations but no successful shareholder litigation against auditors, auditors still have incentives to provide services with a certain level of quality and the stock prices contain the assurance value of audit. Also, our results indicate that investors price their right to sue the auditors based on the securities and CPA laws, even though the civil lawsuits against auditors have not succeeded.

 In addition, we find that investors regard the audit quality of international auditors to be higher than that of domestic auditors. Thus, this study should be of special interest to international auditors including the Big 4 auditors in the U.S. as they seek opportunities to expand their business in the rapidly expanding Chinese market. It also has implications for Chinese domestic auditors as our findings suggest that they need to work harder in order to get a market advantage over international auditors. More importantly, this research has implications for Chinese regulators and researchers by helping them understand the behavior of the Chinese market and the audit in China.  

The remainder of this paper is organized as follows. First, we discuss the background, followed by the development of hypotheses. Next, section 4 contains the research design. Then details about the sample and data are presented in section 5. We report the results and conclude the paper in the final two sessions.

II. BACKGROUND

2.1 Features of Chinese domestic stock markets

As an important step to move toward a free market economy, the Chinese government set up two domestic securities markets – the Shenzhen Stock Exchange and the Shanghai Stock Exchange in 1990 and 1991, respectively. Two kinds of shares are traded in these two markets: A-shares are issued to domestic investors; B-shares were issued to foreign investors before February 19, 2001 and to both domestic and foreign investors thereafter. In addition, Chinese companies can also issue shares on the Stock Exchange of Hong Kong (H-shares) and the New York Stock Exchange (N-shares). Most companies only issue A-shares. Some companies also issue B-shares, H-shares, or N-shares. Firms issuing A-shares are subject to Chinese accounting standards, whereas firms issuing B-shares or N-shares must use International Accounting Standards (IAS), and firms issuing H-shares are required to report under Hong Kong accounting standards or IAS
. 

The Chinese domestic stock market is expanding very fast. However, it has been regarded as one of the most volatile and speculative in the world (Graham 1996). For example, the price is around 50 times earnings on average in the domestic stock market in 2001 (Xue 2001). Even the Chinese government describes it as “experimental”. Also, the stock market is very vulnerable to the intervention of the government (Graham 1996). The government plays an important role in the stock market by issuing new policies to regulate the stock market or the listed companies because government entities are the largest owners of most of the listed companies (DeFond et al. 1999). In addition, investors are immature and less sophisticated making them more vulnerable to opportunistic behaviors by managers.    

2.2 Regulation of the independent accounting profession in China 

Since the establishment of the People’s Republic of China’s free market policy, the first CPA firm was set up in 1981 (Yan 2002). The Chinese CPA profession has grown rapidly as the expansion of the stock market increases the demand for independent audit. By the end of 2003, there were about 4,500 CPA firms and 60,000 CPAs in China.
 

In China, independent auditors are monitored and disciplined by the Chinese Institute of Certified Public Accountants (CICPA), which is established and supervised directly by the Ministry of Finance (MOF). The Certified Public Accountant (CPA) Law of China was promulgated in 1993. It stipulates the expertise and independence requirements of registered CPA and CPA firms, and establishes legal penalties for violating the laws, including fines, administrative punishment, suspension or revocation of the auditor’s license, compensation and imprisonment. Later in 1995, the MOF adopted a new set of Independent Auditing Standards. Compared to previous standards, these new standards provide more detailed and stricter guidance on auditor independence, audit quality controls, professional ethics, continuing professional education and standard auditing procedures. The legal liabilities for breaking auditing standards were first established in 1992. Since then, there have been some auditors who had their licenses suspended or were put in prison for professional negligence. The MOF’s efforts to improve the audit quality are rewarding. For example, following the implementation of the new auditing standards, the auditor independence increased (DeFond et al. 1999), information environment improved leading to less information asymmetry (Sami and Zhou 2005; Zhou 2005). 
Before 1996, all the Chinese CPA firms were established and owned by the government or government-related institutions such as universities. To help the CPA firms gain financial and operational independence, the Chinese government launched the disaffiliation program, which started at the end of 1996 and lasted until the end of 1998 (Tang et al. 2001; Gul et al. 2005). Since 1998, CPA firms have taken the form of partnerships or limited liability companies. Limited liability firms have legal liability to the maximum of their original investment in the firm; in partnerships the partners each bear the economic consequences of their improper audits in two ways: (a) Failures in an unlimited partnership result in claims upon the assets of the firm and then the personal assets of all partners; (b) In the limited liability partnership only the partners who are responsible for the audit negligence or fraud are liable to make good the losses. 

2. 3 Events related to YGX and ZTQ 

ZTQ had been the auditor of YGX since the latter was listed until the scandal happened. ZTQ was created through the merger between ZT and TQ in July 2000. Before 1998, when it was disaffiliated from the government, ZT was named Shenzhen Zhonghua CPA Firm. It was set up on December 4, 1986. Its annual revenue in China was ranked as the first in 1993 and the third in 1997. TQ was named Shekou Zhonghua CPA Firm before the disaffiliation program. It was established on April 26, 1984 and its size was comparable to that of ZT. The merged firm of ZTQ took the form of a limited liability company. ZTQ had annual revenue of over Rmb60m (US$7m) and was regarded as the most successful domestic CPA firm in Shenzhen (Jin 2002) and the biggest auditor nationwide in 2000 in terms of the total assets of its clients. 

YGX is a high-tech biochemical firm and has been listed on Shenzhen Stock Exchange since June 17, 1994. YGX’s reported earnings-per-share was Rmb0.51 (US$0.06) in 1999 and, after a two-for-one stock split, Rmb0.827 (US$0.1) in 2000. Its security price performance was regarded to be very outstanding in the stock markets in China in 2001, increasing about 4.4 fold after the adjustment for the stock split in 2000. Shortly afterwards two journalists of the magazine “Caijing” became doubtful about the credibility of YGX’s financial statements, product selling prices and production capacities. After investigations for more than a year, in July 2001, the journalists obtained some evidence to support their suspicions about YGX through the National Bureau of Taxes in Tianjin and the Tianjin Customs House. They put their findings in the article “Trap of YGX” and asserted that the profits of YGX were probably fabricated. This article appeared on the website of “Caijing” on the night of Thursday, August 2, 2001 and then in the magazine Caijing on Sunday, August 5, 2001. 

On August 4, as a response to “Trap of YGX”, the board of directors of YGX announced in Chinese official securities newspapers that on August 2, 2001 its management had already applied for emergency suspension on the trading of the stocks of YGX. The company also disclosed that its Board held a special meeting on August 3, 2001, and planned to make the announcement regarding the issues to be discussed at the special meeting on August 7, 2001. On the same day, the Shanghai Securities News reported that its journalist interviewed the Chairman of the Board of YGX on this matter and the latter expressed great shock at the content of  “Trap of YGX”. On August 7, 2001, YGX announced that the Board held special meetings on August 3, 2001 and August 4, 2001 and that the announcement about the results of the board meeting would be deferred until August 8, 2001. From August 8, 2001 through August 10, 2001, YGX made an announcement everyday warning that the financial statements of its subsidiary in Tianjin were not reliable
, and that the problem was very serious and extensive and needed further investigation. Also, YGX disclosed that CSRC started the formal investigation into YGX on August 3, 2001. 

The shares of YGX were suspended from trading from August 3, 2001 through September 7, 2001. During the following 15 trading days, the price of its stocks decreased by about 10% every day, the daily maximum decrease allowed by then current Chinese market regulation for non-loss companies. The price plummeted from Rmb30.79 (US$3.71) on August 2, 2001 to Rmb6.35 (US$0.77) on October 8, 2001, the market value of YGX dropping from Rmb15,557 million (US$1,874 million) to Rmb3,208 million (US$387 million) through these 15 trading days
. Finally, the price dropped continually and reached the lowest at the closing price of Rmb2.33 (US$0.28) on January 22, 2002.  

On September 6, 2001, CSRC announced the results of its formal investigations: (a) YGX over-reported profits of Rmb745 million (US$90 million) during 1999-2000 by fabricating accounting documents, including purchase contracts, sales contracts, export documents, tax invoices, tax rebate slips and bank notes, etc.; and (b) ZTQ broke the laws and issued severely unreliable audit reports.  

On September 7, 2001, MOF disclosed that it planned to revoke the operating license of ZTQ and the qualifications of the two partners who were responsible for the audit negligence. The formal notification was sent out on February 8, 2002, but ZTQ was already disbanded on September 7, 2001. 

On May 14, 2002, YGX received an administrative punishment notification by CSRC. YGX was fined Rmb600, 000 (US$72,289) according to the securities laws. This notification also stated that YGX fabricated profits of Rmb771 million (US$93 million) during 1998- 2001. 

On December 20, 2002, 6 persons, who were directly responsible for the severely misleading financial statements, were sentenced according to Article 161 of the Chinese Criminal Laws. These 6 persons included four managers in YGX and two partners in ZTQ. The verdicts were disclosed on September 16, 2003. These 6 persons were imprisoned for two to three years and fined for amounts ranging from Rmb30, 000 (US$3,614) to Rmb100, 000 (US$12,048).

2.4 Civil lawsuits against auditors in China

Article 63 of Securities Law of China (effective since July 1, 1999) entitles investors to recover their damages from companies, organizations and persons who are responsible for the losses. Investors are also allowed to sue auditors for indemnifications against investment losses due to audit failure. Moreover, according to Article 42 of CPA Law of China, CPA firms shall be liable for indemnifications for violating CPA Law of China and causing damages to their clients or related persons. 

However, law enforcement in China is relatively weak compared to that in the U.S.. So far, no companies, CPA firms nor CPAs that participated in fraud or the fabrication of financial information have been sentenced to compensate for investors’ losses due to their illegal behaviors (He and Kong 2002). Prior to YGX, there were some other listed companies that were found to have provided falsified financial information to the public, but Chengdu Hongguang Industrial Co. Ltd was the only listed company that was sued by investors to indemnify the investment losses. However, in 1998 the plaintiffs in this lawsuit finally failed. The reason given by the court of law was that the plaintiffs could not prove the causality between the misrepresentations and their investment losses. Presently investors of YGX are in a similar situation. Some individual investors submitted their lawsuits against YGX and ZTQ to various Middle Courts of China. The reply that investors have obtained from the courts so far is that temporarily the court will not accept and process cases of civil lawsuits for indemnification related to the stock markets.

2.5 Related research on auditor failure in the U. S.

In November 1990, Laventhol and Horwath (L&H), the seventh largest accounting firm in the U.S. filed for bankruptcy unexpectedly. Menon and Williams (1994) find that the disclosure of L&H’s bankruptcy had an adverse effect on L&H clients’ stock prices and that the abnormal returns that L&H clients experienced is negatively associated with the recent losses their securities sustained and increased with whether the company is an IPO client
. Baber et al. (1995) document that the market-adjusted abnormal returns of L&H’s clients are negative when L&H’s bankruptcy was disclosed and that the market-adjusted abnormal returns were more negative for financially distressed firms. 

In the Andersen’s case, Chaney and Philipich (2002) document that Andersen’s clients suffered adverse market-adjusted abnormal returns to news that reflected negatively on Andersen’s reputation. They also find that the clients of Andersen’s Houston office and clients with higher recent sales growth experienced more negative returns. Using a larger sample than that in Chaney and Philipich (2002), Krishnamurthy et al. (2002) find that when news of Andersen’s indictment was made public, Andersen’s clients suffered a negative abnormal return, while clients of other Big 4 firms did not. Asthana et al. (2003) also find that Andersen’s clients had more negative returns due to disclosures that damaged the reputation of Andersen. In addition, they document that these returns are a function of variables surrogating for assurance and insurance value of the audit. Moreover, they report that the loss in Andersen’s reputation spilled over to other Big 5 auditors. 

III. HYPOTHESES DEVELOPMENT

An auditor’s reputation is regarded as a collateral bond for its audit quality (Watts and Zimmerman 1986) and previous U.S. studies show that audit quality is priced in the companies’ securities (e.g., Teoh and Wong 1993; Moreland 1995; Balsam et al. 2003). When the reputation of an auditor is damaged or investors’ perception of its audit quality decreases, the price of its clients’ securities would adjust correspondingly to the perceived lower audit quality (e.g., Menon and Williams 1994; Baber et al. 1995; Chaney and Philipich 2002; Krishnamurthy et al. 2002; Asthana et al. 2003). Soon after the disclosure of ZTQ scandal, ZTQ was suspected to have helped YGX to fabricate its profits. Also, on September 7, 2001, MOF concluded that ZTQ did not perform important necessary audit procedures. Therefore, after the ZTQ scandal was released, investors would reassess the audit quality of ZTQ. Hence, we hypothesize (in the alternative form):

H1:  Ceteris paribus, clients of ZTQ experienced a more adverse market reaction to the news that damaged the reputation of ZTQ than clients of other auditors.

Both after the merger and right up to the collapse of ZTQ, the two merged accounting firms (ZT and TQ) still followed their own ways of doing business and managing 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 audits of YGX had been conducted by ZT because it was publicly traded. Thus, investors may perceive the quality of audits performed by the two offices of ZTQ to be different. Therefore:

H2: Ceteris paribus, TQ clients experienced a less adverse market reaction to the news that damaged the reputation of ZTQ than ZT clients.
As the reputation of an audit firm is damaged, the assurance provided by the auditor on its clients’ financial statements would be reduced. Consequently, the component of the assurance value in the prices of its clients’ securities decreases. Hence, clients that have greater demand for assurance provided by the auditors should attract more skepticism from investors and sustain more adverse returns (Baber et al. 1995 and Asthana et al. 2003).  Although in China investors have not won the civil lawsuits against the auditors so far and auditors may not face the threat of costly shareholder litigation, they face the threat of legal penalties for violating the CPA Law and auditing standards. As discussed above, these legal penalties can be as harsh as suspending or revoking of the auditor’s license and imprisonment, as experienced by ZTQ and its two partners. Therefore, auditors have the incentives to provide audit with a certain level of quality. For instance, DeFond et al. (1999) show that auditors in China are more likely to issue modified audit opinions after the adoption of the new auditing standards. We expect that investors priced the assurance value of audit in the stock price and this part of value in the stock price should decrease when the auditor’s reputation is damaged. Hence:

H3:  Ceteris paribus, ZTQ Clients with greater demand for assurance experienced a more adverse stock price reaction to the news that damaged the reputation of ZTQ. 

Asthana et al. (2003) document that the Enron event damaged the reputation of other Big 5 auditors in addition to that of Andersen. Also, Doogar et al. (2004) provide evidence that impairments in the reputation of Andersen had significant spillovers to other auditors when the Enron-Andersen scandal was disclosed. Compared to the U.S. market, the Chinese market is more speculative and thus riskier. As a result, we conjecture that the scandal may have made the investors aware of the high risk in the unusually high stock prices and diminished investors’ confidence in the stock market. Actually, a survey by the Huading Corporation indicates that the confidence of about half of the investors in the stock market was severely affected by the YGX scandal and as a result more than 90% of investors did not have enough confidence in the stock market (Xiao 2001). Therefore, the YGX event may cause investors to cast doubt on not only the assurance value of the audits of ZTQ, but also those of all the local accounting firms. The above discussions lead to the following hypothesis for all the listed companies: 

H4:  Ceteris paribus, companies with greater demand for assurance experienced a more adverse stock price reaction to the news that damaged the reputation of ZTQ. 

Although civil laws against auditors in China have not been effectively enforced so far, Chinese laws including Securities Law and CPA Law entitle investors to recover their damages from companies or auditors who are responsible for the losses. Also, some individual investors filed lawsuits against ZTQ after the scandal. Therefore, we expect investors to have regarded the auditor as a potential indemnifier against their investment losses when they purchased the stocks of ZTQ clients. If potential investors depend on recovering damages from the auditor in case of investment losses, the price of the securities should consist of a component for the expected insurance coverage. When the reputation of ZTQ was severely damaged or its survival was in question, the insurance value of ZTQ reflected in the stock prices of ZTQ clients should decrease. Therefore:

H5:  Ceteris paribus, ZTQ clients with greater demand for insurance provided by the auditor experienced a more adverse stock price reaction to the news that damaged the reputation of ZTQ. 
Presently some international auditors have already participated in the audits of A-share, B-share, H-share or N-share financial reports on their own or in the form of Sino-foreign joint ventures. Compared to international auditors, Chinese CPA firms are younger, smaller and with lower quality. Moreover, international auditors are less likely to get the same protection from the Chinese government as domestic auditors and care more about their reputation in the international capital markets. For example, DeFond et al. (1999) provide evidence that when foreign auditors were not allowed to perform audits independently, Sino-foreign joint ventured CPA firms in China were more independent than other CPA firms. Hence, investors may view the audit quality of international auditors higher than that of local CPA firms
. 

A listed company that issues more than one type of shares may be audited both by an international accounting firm and a domestic accounting firm for the same fiscal year. In practice, the international auditor and its Chinese counterpart work closely to reduce the audit risk. In this situation, the auditors have incentives to improve their own audit quality because of the peer comparison and monitoring. Moreover, they have to report the accounting problems that their counterparts have found, because clients that issue more than one type of shares are required to disclose the net income under different related accounting standards and explain the difference between them. Hence, we have the following hypothesis for all the public companies (in the alternative form):

H6.1: Ceteris Paribus, companies whose A-share, B-share, H-share or N-share financial reports were audited by international auditors or Sino-foreign joint venture auditors experienced a less adverse market reaction to the news that damaged the reputation of ZTQ. 

Based on the same reasoning, we hypothesize the following for firms with ZTQ as the A-share auditor in 2000:

H6.2: Ceteris Paribus, ZTQ clients whose B-share, H-share or N-share financial reports were audited by international auditors or Sino-foreign joint venture auditors experienced a less adverse market reaction to the news that damaged the reputation of ZTQ. 

IV. RESEARCH DESIGN

In the multivariate analysis, we examine the market reactions to two events: (1) The content “Trap of YGX” was first disclosed on Friday, August 3, 2001, and widely disseminated in the market on Monday, August 6, 2001; (2) CSRC released the results of its formal investigations into YGX and ZTQ on September 6, 2001 and the survival of ZTQ was announced impossible by MOF on September 7, 2001. The news release of “Trap of YGX” was a substantial surprise to the whole market. Stock prices in both domestic markets dropped sharply on Monday, August 6, 2001 and it was later called “ Black Monday”.
  Hence, this was the first unexpected news that damaged the reputation of the largest auditor in China. Also, the official announcements on September 6, 2001 and September 7, 2001 confirmed and strengthened the fabrication facts of YGX and serious audit negligence of ZTQ. Therefore, we test these hypotheses using the two event windows (-1, +1) centering on August 3, 2001 to August 6, 2001, and on September 6, 2001 to September 7, 2001, respectively. 

Two types of samples are used to test the hypotheses. To test hypotheses H1, H4, and H6.1, we use the sample called “Whole Sample”, which includes all the Chinese companies, with necessary data, issuing A-shares. Hypotheses H2, H3, H5 and H6.2 will be tested based on a sample called “ZTQ Sample”, which includes listed companies, with necessary data, whose A-share auditor was ZTQ in 2000. 

We use two different models to conduct the multivariate analysis. Model (1) below is used for testing hypotheses H1, H4 and H6.1 using the Whole Sample:
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where,

	CAR (AW)

	=
	cumulative abnormal return  in A-share market for the window (-1,1) around Friday; 

	
	
	August 3, 2001, to Monday, August 6, 2001 for each firm in the Whole Sample;

	CAR (SW)
	=
	cumulative abnormal return in A-share market for the window (-1,1) around 

	
	
	September 6, 2001 to September 7, 2001 for each firm in the Whole Sample;

	ZTQ
	=
	1 if a company's A-share auditor was ZTQ in 2000, and 0 otherwise;

	ST
	=
	1 if a company was a "special treatment (ST)" firm in 2000, and 0 otherwise; 

	MODOPIN
	=
	1 if a company received a modified audit opinion in 2000, and 0 otherwise; 

	NCROE
	=
	non-core income (loss) in 2000 deflated by common equity at the end of 2000;


	LOGMV
	=
	natural logarithm of market value of equity (in thousands) at the end of 2000; and 

	FORAUD
	=
	1 if a company had its A-share, B-share, H-share or N-share financial report audited by

	
	
	an international auditor or Sino-foreign joint venture auditor, and 0 otherwise.

	
	
	


The definitions of all the variables in this study are also listed in Table 1.
(Insert Table 1 Here)
ZTQ is the test variable for hypothesis H1 and is expected to have negative coefficient. ST, MODOPIN, NCROE, and LOGMV are measures of companies’ assurance demand for audit from different perspectives and are test variables for hypothesis H4. 

ST is a unique proxy for financial distress for Chinese publicly traded companies. It is coded 1 if a company was a "special treatment (ST)" firm in 2000 and 0 otherwise. Since April 22, 1998 firms facing the risk of being de-listed were classified as ST firms by domestic stock exchanges. These firms reported losses in two consecutive years, were confirmed to have serious accounting errors or misrepresentation problems but had not corrected them, were found not disclosing annual reports or semi-annual reports according to the laws, or were in the first year of regaining the trading of their shares. The regulators put “ST” at the beginning of the ticker symbols of these companies to warn investors about the investment risk.
  We predict a negative sign for the coefficient of ST.

MODOPIN. Chen et al. (2001) document that Chinese companies that manage their earnings to reach the regulatory profitability criterion are more likely to receive modified audit opinions, including unqualified opinions with explanatory paragraphs, qualified, disclaimer and adverse opinions.
 Hence, companies that have received modified audit opinions need more assurance for the quality of their financial statements. Therefore, coefficient of MODOPIN should have a negative sign.

NCROE. Non-core income (loss) is income (loss) not from “core operating activities”.
 Chen and Yuan (2004) provide evidence that non-core income is a more common approach than discretionary accruals that firms use to manage earnings in China. Currently Chinese GAAP does not allow firms as much discretion in accounting methods as U.S. GAAP. The majority of shares of Chinese listed companies are held by state-owned companies and thus Chinese listed companies can easily manage their earnings through related-party transactions, such as “sales” of fixed assets or investments with their parent companies. To be consistent with Chen and Yuan (2004) and Srinidi et al. (2003), we deflate non-core income (loss) by common equity.
  Firms that are suspected to manage earnings need more assurance from the auditor. Therefore, we use NCROE as a measure of assurance demand and expect its coefficient to be negative.

LOGMV. YGX is one of the top three companies in terms of market value. Larger companies have more complex organizations and businesses. Thus, fraudulent reporting in larger companies is not so easily observed. Moreover, larger companies have more resources to falsify financial information as YGX did. In this unique context, investors may have more suspicions for the credibility of financial statements of larger companies. Therefore, we use LOGMV as a measure of demand for assurance. Alternatively, since pre-disclosure information increases with firm size (Atiase 1985), the security price reaction of larger firms on new information can be less substantial than those of smaller firms. As a result, we do not have expectation for the sign of the coefficient on LOGMV.

FORAUD. This variable is to test Hypothesis H6.1 (in Model 1) and H6.2 (in Model 2). If investors believe that the audit quality of international auditors or Sino-foreign joint venture auditor is higher than that of domestic auditors, its coefficient should be positive. 

To control for the confounding value-relevant news related to different industries in or around the event windows, we add the industry dummy variables in Model (1).
 
We use Model (2) below to test hypotheses H2, H3, H5 and H6.2 using the ZTQ Sample:
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where,

	CAR (AZ)
	=
	cumulative abnormal return in A-share market for the window (-1,1) around Friday, 

	
	
	August 3, 2001, to Monday, August 6, 2001, for each firm in the ZTQ Sample.

	CAR (SZ)
	=
	cumulative abnormal return in A-share market for the window (-1,1) around September 

	
	
	6, 2001 to September 7, 2001 for each firm in the ZTQ Sample.

	TQ
	=
	1 if a company had its A-share financial report audited by TQ office of ZTQ in 2000, 

	
	
	and 0 otherwise.

	VOLAT
	=
	variance of daily abnormal stock returns during the period of August 2, 2000

	
	
	to August 1, 2001. 


Other variables are defined as before. TQ is the test variable for Hypothesis H2. Previous U.S. studies show that the likelihood of litigation against auditors increases with the variance of abnormal daily stock return (Stice 1991). The reason is that the greater the increase or decrease in stock price, the greater the potential benefit of suing the auditor. Therefore, some U.S. studies use variance of abnormal stock returns to proxy for litigation risk (e.g., Clarkson and Simunic 1994; Simunic and Stein 1996; Krishnan and Krishnan 1997). Hence, we use VOLAT to measure the demand for insurance by the auditor and expect its coefficient to be negative. Due to the restrictions from the small size of ZTQ samples, we do not control for industry effects in Model (2).
 

V. SAMPLE AND DATA

The sample selection procedure is tabulated in Table 2. The Whole Sample (ZTQ Sample) selection starts from all companies (ZTQ clients) with financial data at the end of 2000. Moreover, a company has to meet all of the following criteria to be included in the sample: first, no missing values for the variables in the models; second, shareholders’ equity is positive to assure meaningful cross-sectional tests of NCROE; third, not among the three companies who were disclosed to be large shareholders of YGX;
 and fourth, to reduce the influence of confounding effect, no value-relevant disclosure
 in the event windows or one information disclosing day
 preceding or following the event window in the three Chinese official securities newspapers.
 The Whole Sample comprises 624 (769) observations for tests of the events in August (September) and the final ZTQ Sample consists of 40 (54) observations for tests of the event in August (September).
 Hereafter, the Whole Sample is called “Whole Sample-August” if it is for testing the events in August 2001 and “Whole Sample-September” if it is for testing the events in September 2001. Also, the ZTQ Sample is named “ ZTQ Sample-August” if it is for testing the events in August 2001 and “ZTQ Sample-September” if it is for testing the events in September 2001.  

 (Insert Table 2 Here)

We collected data from various sources. Financial data and price data were obtained from the Taiwan Economic Journal (TEJ) database. Data of A-share auditors, auditors for foreign shares, auditor opinions and ticker symbols of firms were collected from the annual reports. Furthermore, we identified whether the audit of a ZTQ client was performed by ZT office or TQ office from the serial numbers
 of the auditor reports.
 Finally, we read the electronic versions of the three Chinese official securities newspapers on the websites to get the value-relevant disclosures in the event windows and one information disclosing day preceding or following the event windows.

VI. EMPIRICAL RESULTS

6.1 Univariate Analysis

Table 3 provides descriptive statistics for the Whole Samples (Panel A for August and Panel B for September) and ZTQ Samples (Panel C for August and Panel D for September). The means and medians of CAR for the whole sample over the event period in August are both positive (Panel A), while those over the event period in September are negative (panel B). On the other hand, over the event periods in both August and September, the means and medians of CAR for the ZTQ samples are both negative and, as expected, much larger in magnitude compared to those of the whole sample.  
(Insert Table 3 Here)

The upper part of Table 4 presents the means and medians of cumulative abnormal returns (CARs) around the August and September event windows for Non-ZTQ samples (Whole samples excluding ZTQ samples) and ZTQ samples. Analyses suggest that CARs around the August and September event windows for Non-ZTQ samples and ZTQ samples are not normally distributed. Therefore, instead of T-Tests, we use sign tests to test whether the means are significantly different from zero and use Wilcoxon tests to test median differences (Ramsey and Schafer 2001). The means of CARs for Non-ZTQ samples and ZTQ samples around the August and September event windows are all not significantly different from zero except that the mean of CAR for the Non-ZTQ sample around the August event window is significantly positive (P < 0.01). The medians of CARs for ZTQ samples are negative and significantly lower than those of Non-ZTQ samples (P < 0.1) around both the August and September event windows. These results are different from those in U.S. studies, which document significantly negative market-adjusted abnormal returns for the firms around the date of the news release that damaged the reputation of their auditors (e.g., Baber et al. 1995; Chaney and Philipich 2002). We conjecture that this is because the whole market reacted to the scandals of ZTQ. 
(Insert Table 4 Here)
To address this concern, we report the means and medians of cumulative raw returns around the August and September event windows for Non-ZTQ and ZTQ samples in the bottom part of Table 4. For the same reason discussed above, we use sign tests to test whether the means are significantly different from zero and use Wilcoxon tests to test median differences. The means of cumulative raw returns around the August and September event windows are all significantly negative for the Non-ZTQ samples and ZTQ samples. Also, the ZTQ sample has lower median of cumulative raw return than the Non-ZTQ sample around the September event window. 

The above evidence supports our conjecture that the whole market reacted to the scandals. One explanation is that in such a speculative stock market with unsophisticated investors, the scandal brought to the attention of investors the high risk in high stock prices in the whole market. According to the principles of stock valuation, the higher the risk, the greater is the required return (discount rate), and hence the lower the present values (prices) of the stocks.

One may argue that the negative raw returns that firms suffered in the stock markets resulted only from a general declining trend of stock price movements and not due to the scandal. To address this concern, we use time series intervention analysis to determine the numeric impact of the disclosure of the scandal in August and September on the A-share market. As the first step in the intervention analysis, we use the A-share daily closing indices on the 100 trading days ending 3 trading days before the event window in August (from March 5, 2001 to July 27, 2001) to estimate the time series model. The analysis suggests that the underlying model of the A-share daily closing index series is an ARIMA (0,1,0) process (random walk) and the model is:
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Parameter estimation under Exact Maximum Likelihood method gives the variance of the residual 
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 39.649. We then choose the following intervention model to test the impact of the disclosure of the scandal on the A-share market:
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takes the value of 1 if t is on or after August 6, and 0 otherwise;
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takes the value of 1 if t is on or after September 7, and 0 otherwise;

B is a backshift operator. 

Other variables are defined as before.

Based on the 150 A-share daily closing indices from March 5, 2001 to October 12, 2001, the estimate of 
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is -188.548 and its t-value is -3.50 (p < 0.01). Therefore, the publication of the article “Trap of YGX” in the magazine Caijing on Sunday, August 5 had a very significant impact on the A-share market. However, 
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is not significant if we replace August 6 with August 2, August 3 or August 7 in the definition of 
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. These results suggest that the market reaction in the August event window mainly resulted from the publication of the article in the magazine on Sunday, August 5, instead of its publication on the website on the night of August 2, 2001, consistent with Chinese investors’ limited access to internet for information.The estimate of 
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is -158.49 and its t-value is -2.94 (p < 0.01). However, 
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. These results suggest that the market reaction in the September event window mainly resulted from the disclosure that MOF planned to revoke the operating license of ZTQ, while the official confirmation of the audit quality problem of ZTQ on September 6 caused little market reaction because the reaction to audit quality already occurred on August 6.
Table 5 reports the Pearson correlations among the variables in the models. In Panel A (for Whole Sample-August), CAR(AW) is negatively correlated with LOGMV and positively correlated with FORAUD (p < 0.01). In Panel B (for Whole Sample-September), CAR(SW) is negatively correlated with MODOPIN (p < 0.05), and positively correlated with FORAUD (p < 0.1) and LOGMV (p < 0.05). In Panel C (for ZTQ Sample-August), the correlation between CAR(AZ) and TQ is positive (p < 0.05) and the correlation between CAR(AZ) and VOLAT is negative (p < 0.01). In Panel D (for ZTQ Sample-September), CAR(SZ) is negatively correlated with MODOPIN (p < 0.05) and VOLAT (p < 0.01). Taken jointly, these univariate results support some of our hypotheses. Also, there are no correlations among independent variables that are above 0.50. The Variance Inflation Factor (VIF) is less than 2.1 in all cases (see Tables 6 and 7), indicating that multicollinearity is not a problem (Kennedy 1992).
(Insert Table 5 Here)

 6.2 Multivariate Analysis

Table 6 reports the results for Model (1) based on the Whole Sample-August (Columns B and C) and the Whole Sample-September (Columns D and E). Both the August regression and the September regression are significant and the adjusted R-squares are 8.92% and 1.93%, respectively.
(Insert Table 6 Here)
The coefficient of ZTQ is negative but only significant (p < 0.1) in the September regression, providing weak evidence to support Hypothesis H1. Among the variables representing companies’ demand for auditor assurance, MODOPIN has a significantly negative coefficient (p < 0.05) in the September regression, NCROE has a significant and negative coefficient (p < 0.1) in the August regression and LOGMV has a significantly negative coefficient in the August regression (p < 0.01). Therefore, the results provide some support for Hypothesis H4 that companies with greater demand for assurance experienced a more adverse stock price reaction to the disclosure of the scandal. 

The coefficient of FORAUD is significant and positive (p < 0.01 and p < 0.05 respectively) in both regressions. Hence, the results support hypothesis H6.1, which predicts that companies with their A-share, B-share, H-share or N-share financial reports audited by international auditors or Sino-foreign joint venture auditors experienced a less adverse market reaction to the news that damaged the reputation of ZTQ. Thus, consistent with what DeFond et al. (1999) have found, foreign auditors are perceived to have higher quality. For brevity, the coefficients of industry dummies are not reported in the tables.

Table 7 reports the results for Model (2) based on the ZTQ Sample-August (Columns B and C) and the ZTQ Sample-September (Columns D and E). Both regressions are significant. The adjusted R-square is 31.37% and 14%, respectively. 
(Insert Table 7 Here)
The coefficient of TQ is significantly positive in the August regression (p < 0.05), which is consistent with our expectations in hypothesis H2. This suggests that investors differentiate the audit quality of the two offices of ZTQ. Of the variables measuring ZTQ clients’ demand for assurance, MODOPIN has a significantly negative coefficient (p < 0.01) in the September regression and LOGMV has a significant and negative coefficient (p < 0.1) in the August regression. Taken together, the evidence somewhat supports hypothesis H3, suggesting that ZTQ clients with greater demand for assurance experienced a more adverse stock price reaction to the scandal. 

The coefficient of FORAUD is positive but not significant in either regression, suggesting that whether a ZTQ client had its foreign reports audited by a foreign auditor or Sino-foreign joint venture auditor does not affect the market reaction to the scandal. One potential explanation is that ZTQ’s reputation rather than that of foreign auditors is more of a concern to investors when they value the stocks of ZTQ clients. Hence, H6.2 is not supported. 

VOLAT, the proxy for ZTQ clients’ demand for insurance provided by ZTQ has a highly significant coefficient (p < 0.01) with the expected sign, supporting hypothesis H5. In other words, the market reaction of ZTQ clients to the news that damaged the reputation of ZTQ is positively related to the demand for insurance provided by the auditor. Although investors have not succeeded in suing auditors in China, they priced their right to sue the auditors. 

6. 3 Additional Tests

We conducted additional tests to analyze the robustness of our results. First, we used different event windows (-1 to 0, and 0 to +1) and rerun the regressions and the results were not qualitatively different from those already reported. Also, we excluded firms that made other concurrent disclosures in the three official securities newspapers during the event window, such as decisions of the Board of directors, from our sample and our results were unchanged. Finally, because Jones and Weingram (1996) find that the likelihood of litigation against auditors increases with the number of shares traded, we used TURNOVER (defined as total A-share trading volume during the period of August 2, 2000 to August 1, 2001 for each company, deflated by total number of A-shares outstanding at the end of 2000) to replace VOLAT and re-estimated the models, TURNOVER is also significantly negative.
VII. CONCLUSIONS

In China, at the beginning of August 2001, an article announced suspicions that the Guangxia (Yinchuan) Industry Corporation (YGX), a very-well performing listed company, fabricated its profits. This suspicion was officially confirmed at the beginning of September 2001. The auditor of YGX, Zhongtianqin CPA Firm (ZTQ), the largest auditor in China in 2000, has collapsed since then. This study analyzes the market reactions to the scandal in a unique emerging market context. 

Different from the U.S. studies, we find that the whole market reacted to the disclosures of the scandal, consistent with our conjecture that the scandals brought to the attention of investors the high risk in the unusually high stock prices in the whole market and thus the stock prices adjusted to the perceived higher risk. 
Also, our results indicate that ZTQ clients suffered more in their stock prices than clients of other auditors. ZTQ had two separately operated offices merged into ZTQ not long before the scandal: Zhongtian (ZT) and Tianqin (TQ). YGX was audited by ZT. We find that  ZT clients sustained more adverse returns than those of TQ clients. Hence, although the Chinese stock market is young, Chinese investors distinguish differences in audit quality in the stock valuation.

Different from U. S. auditors, Chinese auditors may not face the threat of costly shareholder litigation, but they face the threat of costly penalties for violating the CPA Law and auditing standards. Consistently, we find that both ZTQ clients and other public companies with greater assurance demand experienced a more adverse market reaction. We also find that ZTQ clients with greater insurance demand suffered more in the stock market, suggesting that investors price the right to sue auditors although civil lawsuits against auditors have not been successful in China. 

International auditors including the Big 5 from the U. S. compete with domestic auditors in China. We find that companies with their A-share, B-share, H-share or N-share financial reports audited by international auditors or Sino-foreign joint venture auditors suffered less losses in value as a result of the scandal. But this does not apply to the companies with ZTQ as their A-share auditor.

This study adds to the worldwide literature on auditor failure as it extends auditor failure research in the U.S. to the emerging Chinese market. It also has implications for international auditors, Chinese domestic auditors, regulators and researchers. 
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TABLE 1

Variable Definitions

	
	=
	Cumulative abnormal return in A-share market for the window (-1,1) around Friday, 

	CAR (AW)
	
	

	
	
	August 3, 2001, to Monday, August 6, 2001 for each firm in the Whole Sample.

	CAR (AZ)
	=
	Cumulative abnormal return in A-share market for the window (-1,1) around Friday, 

	
	
	August 3, 2001, to Monday, August 6, 2001 for each firm in the ZTQ sample.

	CAR (SW)
	=
	Cumulative abnormal return in A-share market for the window (-1,1) around September 

	
	
	6, 2001 to September 7, 2001 for the each firm in Whole Sample.

	CAR (SZ)
	=
	Cumulative abnormal return in A-share market for the window (-1,1) around September 

	
	
	6, 2001 to September 7, 2001 for each firm in the ZTQ sample.

	ZTQ
	=
	1 if a company's A-share auditor was ZTQ in 2000, and 0 otherwise.

	ST
	=
	1 if a company was a "Special Treatment (ST)" firm in 2000, and 0 otherwise.

	MODOPIN
	=
	1 if a company received a modified audit opinion in 2000 and 0 otherwise. 

	NCROE
	=
	Non-core income (loss) in 2000 deflated by common equity at the end of 2000.

	LOGMV
	 =
	Natural logarithm of market value of equity ( in thousands ) at the end of 2000. 

	FORAUD
	=
	1 if a company had its A-share, B-share, H-share or N-share financial report audited by

	
	
	an international auditor or Sino-foreign joint venture auditor, and 0 otherwise.

	TQ
	=
	1 if a company had its A-share financial report audited by TQ office of ZTQ in 2000, 

	
	
	and 0 otherwise.

	VOLAT
	=
	Variance of daily abnormal stock returns during the period of August 2, 2000 to 

	
	
	August 1, 2001. 


TABLE 2
Sample Selection Procedure

	Procedures
	Whole Sample
	ZTQ Sample

	
	August
	September
	August
	September

	Companies with financial data at the end of 2000
	919
	919
	59
	59

	Less:

	(1) Companies with missing values for any of the
	　
	　
	　
	　

	      the variables in the model
	(119)
	(119)
	(4)
	(4)

	(2) Companies with negative or zero equity
	(3)
	(3)
	(1)
	(1)

	(4) Companies that were disclosed as large 

      shareholders of YGX
	　
(2)
	　
(2)
	　
(0)
	　
(0)

	(5) Companies that made value-relevant announcements 
 on the days in the event window or one disclosing   

 days preceding or following the event window
	(171)
	(26)
	(14)
	(0)

	Companies in the sample
	624
	769
	40
	54


TABLE 3

Descriptive Statistics of Variables

(See table 1 for variable definitions)
Panel A:  Whole Sample-August (N=624)
	Variable
	　
	　
	Standard
	First
	Third

	　
	Mean
	Median
	Deviation
	Quartile
	Quartile

	CAR (AW)
	0.116 
	0.491 
	3.649 
	-1.914 
	2.245 

	ZTQ
	0.064 
	0.000 
	0.245 
	0.000 
	0.000 

	ST
	0.014 
	0.000 
	0.119 
	0.000 
	0.000 

	MODOPIN
	0.157 
	0.000 
	0.364 
	0.000 
	0.000 

	NCROE
	0.026 
	0.010 
	0.054 
	-0.001 
	0.033 

	LOGMV
	8.257 
	8.187 
	0.568 
	7.855 
	8.549 

	FORAUD
	0.114 
	0.000 
	0.318 
	0.000 
	0.000 


Panel B:  Whole Sample-September (N=769)
	Variable
	
	
	Standard
	First
	Third

	
	Mean
	Median
	Deviation
	Quartile
	Quartile

	CAR (SW)
	-0.094
	-0.092
	2.992
	-1.332
	1.148

	ZTQ
	0.070
	0.000
	0.256
	0.000
	0.000

	ST
	0.017
	0.000
	0.129
	0.000
	0.000

	MODOPIN
	0.144
	0.000
	0.352
	0.000
	0.000

	NCROE
	0.019
	0.010
	0.035
	-0.001
	0.033

	LOGMV
	8.239
	8.159
	0.555
	7.846
	8.546

	FORAUD
	0.104
	0.000
	0.305
	0.000
	0.000


	      Panel C:
	 ZTQ Sample-August (N=40)
	
	

	Variable
	Mean
	Median
	Standard
	First
	Third

	
	
	
	Deviation
	Quartile
	Quartile

	CAR (AZ)
	-0.341 
	-0.283 
	3.218 
	-1.632 
	1.520 

	TQ
	0.325 
	0.000 
	0.474 
	0.000 
	1.000 

	ST
	0.025 
	0.000 
	0.158 
	0.000 
	0.000 

	MODOPIN
	0.100 
	0.000 
	0.304 
	0.000 
	0.000 

	NCROE
	0.037 
	0.014 
	0.059 
	0.003 
	0.036 

	LOGMV
	8.326 
	8.235 
	0.577 
	7.902 
	8.775 

	FORAUD
	0.150 
	0.000 
	0.362 
	0.000 
	0.000 

	VOLAT
	14.163 
	2.305 
	37.465 
	1.714 
	3.361 


TABLE 3 (continued)
Descriptive Statistics of Variables

(See table 1 for variable definitions)
Panel D: ZTQ Sample-September (N=54)
	Variable
	Mean
	Median
	Standard
	First
	Third

	
	
	
	Deviation
	Quartile
	Quartile

	CAR (SZ)
	-0.478 
	-0.327 
	3.147 
	-2.220 
	1.552 

	TQ
	0.333 
	0.000 
	0.476 
	0.000 
	1.000 

	ST
	0.019 
	0.000 
	0.136 
	0.000 
	0.000 

	MODOPIN
	0.074 
	0.000 
	0.264 
	0.000 
	0.000 

	NCROE
	0.028 
	0.015 
	0.035 
	0.003 
	0.040 

	LOGMV
	8.295 
	8.235 
	0.539 
	7.897 
	8.616 

	FORAUD
	0.130 
	0.000 
	0.339 
	0.000 
	0.000 

	VOLAT
	14.828 
	2.317 
	41.354 
	1.685 
	3.385 


TABLE 4

Analyses of Mean of Cumulative Abnormal Return and Cumulative Raw Return 

around the August and September Event Windows

	Return
	Time
	　
	Non-ZTQ Sample
	ZTQ Sample
	Difference

	　
	　
	　
	(A)
	(B)
	(C=B-A)

	Cumulative Abnormal Return
	August
	　
	(N=584)
	(N=40)
	　

	　
	　
	Mean
	     0.147***
	-0.341
	-0.488

	　
	　
	Median
	0.512
	-0.282
	  -0.794*

	　
	September
	　
	(N=715)
	(N=54)
	　

	　
	　
	Mean
	-0.065
	-0.478
	-0.413

	　
	　
	Median
	-0.073
	-0.326
	  -0.253*

	Cumulative Raw Return
	August
	　
	(N=584)
	(N=40)
	　

	　
	　
	Mean
	     -3.518***
	-3.450***
	-0.068

	　
	　
	Median
	-3.340
	-3.285
	 0.055

	　
	September
	　
	(N=715)
	(N=54)
	　

	　
	　
	Mean
	    -0.261***
	-0.670**
	-0.409

	　
	　
	Median
	          -0.460
	-0.845
	  -0.385*


***, **, and * indicate significance at the 0.01, 0.05 and 0.1 levels respectively, one-tailed.

TABLE 5
Pearson Correlations Matrix  
(See table 1 for variable definitions)
      Panel A:  Whole Sample-August (N=624)
	　
	ZTQ
	ST
	MODOPIN
	NCROE
	LOGMV
	FORAUD

	CAR (AW)
	-0.033
	0.014
	0.007
	-0.064
	    -0.157*** 
	     0.112*** 

	ZTQ
	　
	0.023
	-0.041
	0.051
	0.032
	0.030

	ST
	　
	　
	      0.169*** 
	    0.077** 
	 -0.074* 
	0.041

	MODOPIN
	　
	　
	　
	    0.080**
	    -0.094** 
	0.026

	NCROE
	　
	　
	　
	　
	     0.089** 
	-0.003

	LOGMV
	　
	　
	　
	　
	　
	      0.236*** 


Panel B:  Whole Sample-September (N=769)
	　
	ZTQ
	ST
	MODOPIN
	NCROE
	LOGMV
	FORAUD

	CAR (SW)
	-0.035
	-0.033
	  -0.078** 
	0.018
	    0.081** 
	  0.068* 

	ZTQ
	　
	 0.003
	    -0.055
	    0.072** 
	0.028
	0.023

	ST
	　
	　
	    0.147*** 
	      0.117*** 
	-0.058
	0.054

	MODOPIN
	　
	　
	　
	0.019
	      -0.091*** 
	0.030

	NCROE
	　
	　
	　
	　
	     0.086**
	0.014

	LOGMV
	　
	　
	　
	　
	　
	      0.210*** 


Panel C:  ZTQ Sample-August (N=40)
	　
	TQ
	ST
	MODOPIN
	NCROE
	LOGMV
	FORAUD
	VOLAT

	CAR (AZ)
	0.309** 
	-0.024
	-0.065
	-0.060
	-0.028
	0.136
	     -0.547*** 

	TQ
	　
	0.231
	0.125
	-0.011
	  0.266* 
	      0.456*** 
	-0.218

	ST
	　
	　
	-0.053
	-0.074
	0.018
	    0.381** 
	-0.048

	MODOPIN
	　
	　
	　
	-0.001
	0.025
	-0.14
	-0.095

	NCROE
	　
	　
	　
	　
	0.110
	0.038
	-0.081

	LOGMV
	　
	　
	　
	　
	　
	0.182
	  -0.282* 

	FORAUD
	　
	　
	　
	　
	　
	　
	-0.129


Panel D:  ZTQ Sample- September (N=54)
	　
	TQ
	ST
	MODOPIN
	NCROE
	LOGMV
	FORAUD
	VOLAT

	CAR (SZ)
	0.092
	0.014
	     -0.292** 
	0.091
	0.154
	0.136
	      -0.358*** 

	TQ
	　
	0.194
	0.100
	0.000
	0.149
	     0.429*** 
	-0.023

	ST
	　
	　
	-0.039
	-0.071
	0.025
	     0.356*** 
	-0.040

	MODOPIN
	　
	　
	　
	0.068
	0.039
	-0.109
	-0.078

	NCROE
	　
	　
	　
	　
	0.096
	0.036
	-0.103

	LOGMV
	　
	　
	　
	　
	　
	0.194
	  -0.262* 

	FORAUD
	　
	　
	　
	　
	　
	　
	-0.113


***, **, and * indicate significance at the 0.01, 0.05 and 0.1 levels respectively, two-tailed.

TABLE 6
OLS Regression Results for the Whole Sample in August and September
(See table 1 for variable definitions)
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	Expected
	August
	September

	Variable　
	
	Estimated
	　
	Estimated
	　

	
	 Sign
	Coefficient
	t-statistics
	Coefficient
	t-statistics

	
	A
	B
	C
	D
	E

	INTERCEPT
	?
	6.275 
	    2.150**  
	1.030 
	 0.410 

	ZTQ
	-
	-0.668 
	-1.150 
	-0.541 
	 -1.270* 

	ST
	-
	0.370 
	0.300 
	-0.736 
	-0.850 

	MODOPIN
	-
	-0.162 
	-0.410 
	-0.641 
	    -2.040** 

	NCROE
	-
	-3.952 
	 -1.440* 
	1.142 
	  0.360 

	LOGMV
	?
	-1.267 
	     -4.640*** 
	0.306 
	  1.450 

	FORAUD
	+
	1.650 
	      3.540*** 
	0.612 
	     1.670** 

	Observations
	624
	769

	Adj-R square
	8.92%
	1.93%

	F Value
	3.26    
	1.56    

	Prob> F
	<.0001
	0.0358

	Highest VIF
	1.237
	1.203


Dependent variable is CAR (AW) and CAR (SW) for August and September, respectively. 

***, **, and * indicate significance at the 0.01, 0.05 and 0.1 levels respectively, one-tailed where signs are predicted,  two-tailed otherwise.
TABLE 7
OLS Regression Results for the ZTQ Sample in August and September
(See table 1 for variable definitions)
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	Expected
	August
	September

	Variable　
	
	Estimated
	　
	Estimated
	　

	
	 Sign
	Coefficient
	t-statistics
	Coefficient
	t-statistics

	
	A
	B
	C
	D
	E

	INTERCEPT
	?
	12.041 
	1.820* 
	-2.505 
	-0.380 

	TQ
	+
	2.018 
	  1.890** 
	0.747 
	  0.790 

	ST
	-
	-2.679 
	       -0.910 
	-0.806 
	      -0.250 

	MODOPIN
	-
	-1.671 
	-1.150 
	-4.027 
	      -2.590*** 

	NCROE
	-
	-4.693 
	-0.640 
	6.184 
	  0.530 

	LOGMV
	?
	-1.432 
	  -1.800* 
	0.279 
	  0.350 

	FORAUD
	+
	0.028 
	0.020 
	0.092 
	  0.070 

	VOLAT
	-
	-0.050 
	     -4.140*** 
	-0.028 
	       -2.720***

	Observations
	40
	54

	Adj-R square
	31.37%
	14%

	F Value
	3.55
	2.23

	Prob> F
	0.006
	0.0485

	Highest VIF
	1.488
	1.274


Dependent variable is CAR (AZ) and CAR (SZ) for August and September, respectively.

 ***, **, and * indicate significance at the 0.01, 0.05 and 0.1 levels respectively, one-tailed where signs are predicted, two-tailed otherwise.

� Only international auditors and a few domestic CPA firms who have become affiliated with international auditors are qualified to audit the financial statements prepared in accordance with IAS. 





� Source: http://www.e521.com/cjkx/guonei/1225084447.htm


� ZTQ also audited this subsidiary.


� There were 42 trading days from August 3, 2001 through October 8, 2001. The trading of YGX was suspended for 27 trading days in this period.


�The reason is that the security laws assure stronger insurance protection for investors in the IPO market than investors in the market of seasoned securities.


� Actually, as a step to assure the quality of publicly disclosed information, since January 12, 2001, CSRC requires Chinese financial service companies to have their financial statements audited both by a domestic CPA firm and a foreign accounting firm that has obtained the temporary permission from CSRC and MOF to practice in China. Later, all of the Big 5 auditors obtained this permission. To reestablish investors’ confidence in the stock markets after the scandal of YGX and ZTQ, on December 30, 2001, CSRC issued a rule requiring listed firms that plan to raise money in the domestic markets after January 1, 2002 to undergo an audit by an international firm in accordance with IAS, in addition to the audit by a local CPA firm under Chinese accounting standards. However, this rule was later eased, due to objections by domestic firms and the scandals of Enron and Andersen since October 2001 in the U.S.. After the revision, the double audit requirement is still necessary for A-Share companies seeking to issue stocks valued at Rmb300m (US$36m) or more (Economist 3/23/2002).


� Currently Chinese investors rely more on newspapers or magazines than websites for information about public companies.


� Consistent with previous studies, the Capital Asset Pricing Model is used to estimate the abnormal return. Alpha and beta were estimated using a one-year estimation period that started from August 2, 2000 and ended August 1, 2001, the day before the event window in August. To eliminate the unusual effect of the scandal related to YGX and ZTQ on the calculation of abnormal return, we also use the same parameters from the above market model to estimate abnormal return in the September event window.


� Currently, all Chinese publicly held companies have a calendar fiscal year.


� Another kind of company with a more serious financial problem were those firms with three consecutive years of losses, which were classified as "Particular Transfer (PT)" firms from July 9, 1999 to April 30, 2002. According to Securities Law and Companies Law, the trading of firms with three consecutive years of losses should be suspended. But in this period, the trading of PT firms was allowed to take place every Friday.  Because of missing data of price in the event windows, PT firms were deleted in the sample selection process. Hence, we do not include a dummy variable for PT firms in the model.


� CSRC allows listed companies to receive unqualified, qualified, disclaimers or adverse opinions.


� It equals sales minus cost of goods sold, operating expenses and financial expenses.


� Return on common equity is one of the important regulatory measures in Chinese stock market (Chen and Yuan 2004). So far only one Chinese listed company has issued preferred stocks (TEJ database).


� So far China has 22 industry classifications for listed companies. 


� Firms are distributed in 15 industries in the ZTQ Sample-August and 16 industries in the ZTQ Sample-September. 


� Source: � HYPERLINK "http://www.people.com.cn/GB/jinji/35/159/20020527/737819.html" ��http://www.people.com.cn/GB/jinji/35/159/20020527/737819.html�. Also, we have confirmed that top ten shareholders of YGX are not publicly traded companies.  


� Following Menon and Williams (1994), we define value-relevance disclosures as dividend or earnings announcements.


� Companies can publish information on these newspapers on Saturday, which is not a trading day.


� CSRC require Chinese listed companies release their annual reports and other important information on at least one of the three newspapers: The China Security Daily, Shanghai Security Daily and Security Times (TEJ database). 


� There are fewer firms in August samples than in September samples because Chinese public companies are required to release their interim financial reports before the end of August and many firms announced their earnings in August. 


� Serial Number is A for TQ office and B for ZT office.


� Source: � HYPERLINK "http://www.stock2000.com.cn" ��http://www.stock2000.com.cn�.
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