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THE IMPACT OF GUANXI ON AUDITOR INDEPENDENCE:
PERCEPTIONS OF AUDITORS AND CFOS IN HONG KONG

Philip Law*, Desmond Yuen**, Lyu Chan***
Abstract

Auditor independence has long been referred to as the cornerstone of the auditing profession. Guanxi
refers to the networks of informal relationships and exchanges of favors that dominate all business and
social activities that occur throughout China. This research will analyse the impact of guanxi and client
size on the perceived independence of auditors in the setting of Hong Kong. Survey data is obtained
from 524 questionnaire responses from Chief Financial Officers (CFOs), Big 4 and Non-Big 4 auditors.
Two within-subjects independent variables: “guanxi” and the “client size”, and one between-subject
independent variable: auditors versus CFOs, are employed. Results indicate guanxi is a significant
factor influencing perceived auditor independence in Chinese society, which has largely been neglected
in the accounting literature. Independence is severely impaired when the duration of guanxi with
clients reaches five years or more. Large client size has a negative influence on the perceived
independence of auditors and this result contradicts an earlier U.S. study. The results indicate that the
longer the guanxi when the auditor is associated a with large audit client, the greater the decrease in
their perceived independence and this has implications for audit legislation. CFOs generate the lowest
mean scores (greatest threat to auditor independence) for the perceived effects of all levels (durations)
of guanxi among the three groups. This result supports the stewardship theory that asserts stewards
(CFOs) motives are aligned with the objectives of their principals. CFOs consider the increasing levels
of guanxi associated with the auditors are not in the best interests of their principals, and hence affect
the reliability of the audited accounts. Though this study is conducted in the Asia Pacific region,
western counterparts will find the results useful. Multinational corporations which have subsidiaries
or headquarters established globally, should be aware that guanxi has implications for their Asian
operations and their consolidated audited accounts. In view of the critical importance of the guanxi
factor on the perceived auditor independence, standard setters in this region should consider devising
ethical guidelines requiring mandatory rotation of public accounting firms.

Keywords: Guanxi, Auditor Independence, Client Size, Stewardship Theory, Rotation of Audit Firm

*Corresponding author. Department of Accounting, L214, Faculty of Business Administration, University of Macau, Macau
SAR, China

Tel: 853 8397 4164

Email: PLaw @umac.mo

**Department of Accounting, Faculty of Business Administration, University of Macau, Macau SAR, China

***Department of Accounting, Faculty of Business Administration, University of Macau, Macau SAR, China

1. Introduction Perceived independence of auditm®f critical
importance both for the Profession and in auditing
Auditor independence is regarded as one of theesearchin view of the importance of perceptions of
cornerstones in auditing theory (Mautz and Sharafauditors’ independence, researchers worldwide have
1961). The AICPA (2008) in its Principles of been investigating dimensions of this issue over a
Professional Conduct sets down the following forconsiderable period of time (Ashton,1974; Firth Q98
auditors to observe: Shockley, 1981; Johnson and Pany, 1984; Knapp,
1985; Pany and Reckers, 1987; Gul, 1989; Bartlett,
“For a member in public practice, the 1993; Teoh and Lim, 1996; Beatt¢al, 1999; Maijid
maintenance of objectivity and independenceet al, 2001; Goodwin and Seow, 2002; Umar and
requires a continuing assessment of clientAnandarajan, 2004; Lindberg and Beck, 2004; Lin
relationships and public responsibility. Such aand Chen, 2004; Jones and Chen, 2005; Cosipal,
member who provides auditing and other2006; Law, 2008b; Daniels and Booker, 2009; Law
attestation services should be independent irand Yuen, 2010).
fact and appearanceé Many researchers have concentrated their effort
in examining whether the influence of provision of
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non audit services (NAS) have had a negativeesearch draws attention to stewardship theory in
influence on perceptions of auditors’ independencegonsidering the goal convergence of shared coliecti
and this has particular relevance especially after interests with the contracted steward, i.e., th©@EBf
Enron debacle (Shockley, 1981; Hillison andcorporations.
Kennelley, 1988; Teoh and Lim, 1996; Beatieal, In Hong Kong, there is currently no mandatory
1999; Gendromt al, 2004; Lindberg and Beck, 2004; enforcing of Auditing Standards to monitor the iropa
Alleyne et al, 2006; Careyet al, 2006; Richard, of guanxior other perceived risks to independence.
2006; Law, 2008b), or whether it positively enhaice With increasing globalization, this study has picadt
independence (Bartlett, 1993; Emby and Davidsonimplications for multinational corporations thatviea
1998; Windmoller, 2000). Additionally, some business in Chinese societies. It is hoped that the
researchers reveal NASs provisions have no infleenaesults of the research can assist regulators and
on perceptions of independence (Sucher andtandard setters in devising auditing standards and
Bychkova, 2001; DeFondt al, 2002; Ashbauglet ethical guidelines in Hong Kong and their
al., 2003; Chung and Kallapur, 2003; Quick andinternational counterparts.
Rasmussen, 2005). Following this introduction the paper proceeds
These studies had as a focus the monetanyith a literature review, namely, importance of
impact (provisions of non audit services) on audito auditor independence, stewardship theory guanxi
independence, however, considering the importanckom which hypotheses are developed. The data
of guanxiin doing business in Chinese society thiscollection method of this research experiment enth
non-monetary dimension has considerablaliscussed. This is followed by the presentation of
importance. Scant attention has been given howeveesults, discussion and finally a conclusion.
to research examining tHeuman impacion auditor
independence, likguanxi 2. Literature review and hypothesis
The research issue gluanxiis interesting and development
such a study can be of significant practical reteea
to regulators and practitioners in addition toImportance of auditor independence
researchers in both accounting and management. In
Western society, because of the close or strosgriie Auditor independence is an alleged factor attending
the network relations of organisations (Podolny &recent corporate collapses and corporate scandals
Page, 1998) a form ofuanxi exits. This research across the world, for example, Enron, WorldCom,
takes the opportunity to extend the empirical stoafly and Sunbeam in the US (Baleiral, 2005), HIH and
these relations to the Eastern society, partioulewrl OneTel in Australia, and Parmalat in Italy. Auditor
Hong Kong. The only prior research similar to thisindependence has long been referred to as an ie$sent
has been conducted by Hwaeg al, (2008) using component of the auditing profession (Mautz and
Taiwanese data. Sharaf, 1961), and been seen as crucial to thdityali
Hong Kong was under the sovereignty of Britainof external audit (Sucher and Bychkova, 2001).ak h
for over 100 years until 1997 and western cultureé a been observed by the Chairman of the American
accounting practice is understood in the regionMLa Institute of Certified Public Accountants (AICPA)
and Hung, 2009). However it is appropriate toand embraced by the Hong Kong Institute of Cedifie
conduct an empirical study such as this in Hong?ublic Accountants (HKICPA) as indeed the
Kong, because Confucian culture is still deeplycornerstone of the accounting profession and one of
ingrained in the Hong Kong society. Cohenal, its most preciousralues Actual independence and
(1995) has indicated that there are internationalhe appearanceof auditor independence have thus
differences in auditors’ ethical perceptions, amchn  been heralded within the major worldwide
increasingly global environment accounting ethicsprofessional accounting bodies as matters of psimar
and cross-cultural behavioral research is stronglymportance. The requirement for CPA auditors’
recommended (Umar and Anandarajan, 2004; Coopéndependence from audit clients is well establisimed
et al, 2006). This study is the first study in the #si the professional standards of the accounting bodies
Pacific region using empirical survey data to exaami such as the Institute of Chartered Accountants of
the impact of guanxi on perceived auditor England and Wales (ICAEW), American Institute of
independence. Certified Public Accountants (AICPA), The Institute
Three sample groups of are drawn: Big 4of Chartered Accountants in Australia (ICAA), and
auditors, non big 4 auditors and Chief FinancialCPA Australia. The Code of Professional Conduct
Officers (CFOs) from Hong Kong. Two within- (ICAA and CPA Australia, 2005) explicitly requires
subjects independent variables — tipeanxi factor not only actual independence from audit clients, bu
(duration) and the client size factor — and onealso the maintenance of theappearance of
between-subject independent variable — “auditorgndependence to third parties.
versus CFOs from Hong Kong — are examined. In that context the International Standards on
Given the lack of any theory used to explain theAuditing (ISA) 200 states that the objective of an
impact of guanxi on auditor independence, this audit of financial statements is to enable the tandd
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express an opinion whether the financial statementse in the best interests of his/ her principalsvipat

are prepared, in all material respects, in accargan al., 1997b). Stewards are motivated by intrinsic
with an identified financial reporting frameworkf | rewards such as trust, job satisfaction and mission
outside parties doubt the independence of thalignment (Mayeret al, 1995). The disposition of
reporting auditors, then a number of possibilitiesboth the principal and the contracted steward is
could arise. Firth (1980) mentions the followingeth  towards trust and the realization of collectiveenast,

impacts: and this differs significantly from that of agency
1. Audits may be perceived to be valueless. Auditheory which is more distrusting of the intentiasfs
work and audit fees would disappear. the agent (Slyke, 2006)ence, there is much less of a

2. The Government may become more involved inclear divergence between managerial and shareholder
auditing matters and could move towards a stateinterests under the assumptions of stewardshipytheo
controlled audit board. Though the accounting literature has attemptedséo u

3. Other regulatory bodies such as Stock Exchangebse stewardship theory to examine corporate
may become more concerned with auditingcompetitiveness (Ho, 2005), the theory remains
matters. This may result in lower earnings foracknowledged but largely neglected and untested
auditors and lessen the powers of the professionéElyke, 2006; Pirie and McCuddy, 2007), particylarl
accounting bodies and CPAs. in application to auditor independence.

Thus, it is generally argued as vital that auditors

maintain their independence, to ensure high gualitGuanxi

of audits are maintained at all times, and thahuit

auditors’ independence, the credibility of the &edi Guanxi describes the basic dynamic in the complex

financial statements would be reduced to thenetwork of personal influence and social

detriment of interested parties and, indeed, to theelationships, and is a central concept in Chinese
accounting and auditing profession generally (Bakasociety. China is often described as being a miati
etal., 2005). society involving mutual obligations’ a long-term
Overall the pervading rhetoric appears to be thatperspective and cooperative behaviour. By contrast
when auditors discharge their responsibilitiesWestern society and business environment is
independence botim fact andin appearanceshould characterised by the short-term immediate benefit,

always be present (Mautz and Sharaf, 1961; Firthhighly transactional behaviour (Tsang et. Al., 1998

1980; Shockley, 1981; EFAA, October 1998; Hussey In the Chinese language, “guanxi” is the term for

and Lan, 2001). Indeed, in the wake of Enron aed tha personal relationship. It refers to the netwofk o

subsequent demise of Arthur Andersen the future ahformal relationships and exchanges of favors that

the auditing profession was argued to be dependedbminate all business and social activities thatuoc
upon the perceptions of auditor independence. Ithroughout China (Lovett et al., 1999; Hwang and
other words, once an auditor is perceived to laciBaker, 2000). Sociologists have linked guanxi with
independence, the audit work loses credibility el the concept of _social capitahnd it has been
value of the auditing function is severely impajréd exhaustively described in studies of Chinese
not lost (Firth, 1980; Koh and Mahathevan, 1993economic and political behavior (Wellman et al.,

DeFondet al, 2002; Law, 2008b); an audit report is 2002). Guanxi has been critically important to

only beneficial if it contains reliable and unbidse Chinese society since the time of Confucius (Hwang

information. When users of the audit report do notand Staley, 2005). Confucius promulgated five eéts
believe that the auditor is independent, reducetiealthy relationships with society: ruler/subject,

confidence is applied to the auditor’s opinion et parents/children, older/younger brothers,
audit report (Quick and Rasmussen, 2005; Lawhusband/wife, and friends (Hwang and Baker, 2003;
2008Db). Lovett et al, 1999). Researchers observe that bssin
people cannot achieve their goals alone and thigt mu
Stewardship theory rely on social networking or guanxi with others,
particularity in Chinese society (Hwang et al., 200
Stewardship theory examines relationships androen et al, 2008). In the Mao era, China

behaviors often discounted in organizationalemphasized collectivistic values like the alignmeht
economic theories, emphasizing collective andndividual and organizational interests, when
contractual behavior in which a higher value ipth  performing well for the individual means performing
on goal convergence than on agent self interestell for the organization. Conflicts of interestear
(Slyke, 2006). Stewardship theory defines situtio removed because of this collective interest.

in which managers are not motivated by individual Guanxi is embedded in the mindset of the
goals, but rather are stewards whose motives a@hinese and in their personal and organisational
aligned with the objectives of their principals (& relationships (Park and Luo, 2001). Thus it ties i
et al, 1997a). In contrast to agency theory, a stewartlusiness partners by reciprocal exchanges of favour
places greater value on collective rather tharand obligations regularly and voluntarily (Alston,
individual goals, makes decisions he/she percdives 1989). Once it is established between partners, one
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can ask a favour of the other, who can also expezt built-in relationships, and thus the degree of
be repaid in the future, in some way. thoroughness in the audit investigations may be
As China integrates herself into the worldlower, affecting the independence of the auditors.
economy, mangers in Chinese organizations are noAuditor independence is further threatened by the
facing the challenge of having to compete withvery nature of the relationship between client
outsiders. They will have to come to terms withmanagement and the auditor (Windsor and
operating under a non-guanxi based environmenfshkanasy, 1995), Furthermore, prior studies have
Similarly managers from the west with have toindicated that perceived auditor independence may
confront Chinese managers where a more Confuciadiffer very much in different countries (Cooperatt,
environment prevails. This may be either inside o0r1994; Cooper et al.,, 1996; Patel and Psaros, 2000;
outside their corporate boundary, for exampleUmar and Anandarajan, 2004; Cooper et al., 2006),
managers operating a Division of a large corponatio therefore the importance of guanxi in Chinese dgcie
in China or in dealings with an external suppliemf  is worthy for our research.Hence in the contexthef
Asia. stewardship function and the above literature rgvie
In the Chinese business environment, it isleads to the following hypothesis:
unavoidable that an auditing firm will be exposed t
guanxi (Hwang and Staley, 2005; Taormina and Lao, H1: Guanxi has a negative influence on the
2007: Law and Hung, 2009). The potential audk ris perceived independence of auditors.
and violation of ethical standards that would irpac
audit firms when operating in a society of guanxiClient size
should not be overlooked (Hwang and Staley, 2005).
As a result, guanxi has been widely used in the Generally though, studies which have
Chinese society; it is a strong social culturalgapt. investigated the association between client siz¢ an
Individuals can obtain legitimate benefits from auditor independence have been infrequent. Shockley
organizations but guanxi may also carry negativ§1981) commented that in a highly competitive
consequence including  cronyism, corruption,environment, competition for audit clients increhse
violation of organizational procedures, erosiotro§t and this gave clients greater opportunities and
and independence (Khatri et al. 2006; Hwung et alincentives to replace incumbent auditors. Auditors’
2008), hence, favour exchanges between close guardépendence on their clients may increase. Emby and
parties within an organization may negatively affec Davidson (1998) commented that auditors were in a
the welfare of the others (the non-guanxi parties).  relatively weak position in disputes with theiretits,
Western and Eastern approaches to guanxi ampared to other professionals groups in society,
quite different. Law and Hung (2009) found that th that the existence of the competing audit firmshia
social networking factor is a key factor that imfiices  audit market can provide a major source of power to
CPAs to become entrepreneurial start-ups in Honglients. Reynolds and Francis (2005) agree that
Kong. Chinese business people often rely on guanxdconomic dependence clearly exists for large dient
for business information, advice and problem s@vin This dependence is greater when a client is large
(Hwang and Staley, 2005; Taormina and Lao, 2007relative to other clients in the accounting firmhely
Hwang et al., 2008). Hwang and Staley (2005)urther comment that could lead to preferential
observe that in China, business people first stiive treatment and favourable reporting by auditors.
build guanxi with a potential customer, and businesDeAngelo (1981) further found that economic
development follows afterwards. It was also foundconsequences create strong incentives for accauntin
that once guanxi has been established, marketifiyms to be lenient and report favourably in order
costs and bad debt expense are lowered (Hwang anetain large clients. Miller (1992) also reportibt
Baker, 2000). Yeung and Tung (1996) noted in theieconomic dependence could lead to favorably
research that guanxi was the only item consistentlyeporting for large clients. A subsequent study
chosen as a key factor that contributes to businesonducted in the U.S. found the impact of cliezesi
success in China. Likewise, Au and Wong (2000has a negative influence on the auditor indeperelenc
indicated that the ethical judgments of Chinese €PA(Carcelloet al, 2000).
are negatively affected by guanxi. From a western In order to make a classification of the definition
research perspective, Wright and Booker (2005pf client size in this study, corporations whicte ar
comment that a former auditor’'s prior relationshipconstituents stocks of the Hong Kong Hang Seng
with the audit client would likely impair auditor Stock Index are classified as large corporatiorslew
independence. Another US study conducted byhose not in the constituents stocks of the HangSe
Bowlin et al., (2009) show that there are concern$tock Index are classified as small corporatiortsisT
when auditors become managers of their auditethe classification is consistent with the grouping
clients. In a qualitative study in Poland, MacleHli categories in prior studies (Pany and Reckers, ;1980
and Sucher (2005) found that ethical issues warg th Knapp, 1985; Gul, 1989). In considering the impact
presented to be a likely problem for Polish auditor of client size on the perceived independence of
Auditors may be over familiar with clients for thei
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auditors, the above literature review leads to theg. Data collection method
following hypothesis
Given the exploratory nature of the research an
H2: Large client size has a negative influence orexperimental approach has been taken. Respondents
the perceived independence of auditors. are familiarized with the topic of the researctotigh
small vignettes of two Hong Kong companies one
To determine the interaction effects between themall and one large. Their views are then sought,
independent variables afuanxi and the client size through closed questions of the impactgofnxion
factors, the alternative hypothesis H3 is proposed. auditor independence. Different durations of guangi
are then posed (1,3,5 and over 5 years) in order to
H3: The influence of guanxi on the perceivedexplore the different possible impact of timescale.
independence of auditors depends on client size. 250 Big 4 auditors, 250 non Big 4 auditors and
250 CFOs were randomly selected from the Directory
Between-subject independent variables: of CPAs booklet (Dijk, 2000). Research assistants
types of respondent groups were employed to make phone calls to the selected
participants, requesting their participation before
There have been several calls for cross-culturadending off the questionnaires to them (Law, 2008b)
behavioral and accounting ethics research (Umar anthe respondents were assured of anonymity and of
Anandarajan, 2004; Coopet al, 2006). Coheret the voluntary nature of their cooperation in the
al., (1995) suggest there is a need to explorsurvey. The survey package together with a prepaid
international  differences in auditors’ ethical envelope was then sent to those who agreed to
perceptions. Cooper et al., (1996) in their redearcparticipate. The package consisted of a copy of
found that there are differences in the ethicalignettes, the questionnaire and a cover lettaresig
perceptions and operational practices of auditars iby the researchers. Prior evidence in Australia and
Hong Kong and those in Australia. Hong Kong wasNetherlands supports contacting the respondents
under British rule for over 100 years. Althoughvids  before sending off the questionnaires and suggests
handed back to China in 1997, Western culture antesponse rates of 70% to 80% might be expected
accounting practice remains prevalent through wario (Roberts, 1999; Dijk, 2000). Baruch (1999) obssrve
channels, in television, movies, lifestyle, socialan average response rate of 59% for surveys of
activities, and the educational system (Law anddjun professionals and that this is an acceptable l&Vls
2009). The power of the West has been, and still i similar techniques were used in this study in the
rooted in the forms of social, economic and culturaexpectation of a satisfactory response rate (Sekara
patterns that prevail in the sociefchaper & Volery, 2000; Desira and Baldacchino, 2005). Collis and
2004. Hence, both Chinese and Western culture iHussey (2009) suggest that the response rate veeuld
the Hong Kong environment create a uniquencreased by keeping the questionnaire as short as
environment for the study ajuanxi The study of possible and using closed questions of a non-$emsit
perceived national cultural differences and thedotp nature.
of these cultural differences on commercial behavio
justify the selection of auditors and CFOs in HongMeasurement
Kong as respondents for this research (Patel and
Psaros, 2000). The term uanxi was defined to the respondents and
Hence H4 and H5 are proposed: their attention focused on the relationship between
auditor and client for the hypothetical small comypa
H4: The influence of the guanxi factor on thenot registered on the HKSE. Attention was then
perceived independence of auditors depends oturned to a larger size company which was regidtere
the respondent sample groups. on the HKSE. The respondents were asked to rate
H5: The influence of the client size factor on thetheir perceptions of auditor independence in the
perceived independence of auditors depends ovignettes on a five-point Likert scale ranging frdm
the respondent sample groups. “guanxi seriously undermines independence” to 5
“guanxi strongly enhances independence.” These
The final hypothesis is formed to examine perceptions dealt with the existence of and dunatio
whether there are differences in the perceptions ajuanxibetween the auditor and client for each of one
auditor independence among the three groups. year, three years, five years and finally above fiv
years.
H6: There are differences in the perceptions of Responses such as those required in this research
auditor independence among the threeare not unfamiliar to auditors. Pany and Reckers
respondent groups. (1987) point out auditors often make repeated
judgments in their daily work. Auditors are genbral
working on similar aspects of more than one audit
during their daily work and repeated judgments are
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often required (Bamber, 1983). Therefore, thesetaud1989; Dijk, 2000; Fuller and Kaplan, 2004; Law,
judgments are likely to belike within subject 2008b).
responses. Some researchers have commented there To recap the experiment the two independent
exists a possible ‘demand’ effect in the within-variables are:
subjects repeated measures (Pany and Reckers, 1987; 1) existence and duration gfuanxi with four
Chang et al, 2002). Demand effect implieslevels, 1 year, 3 years, 5 years and more tharafsye
instructions may induce the participants attentioa  relationships with the client, and
certain direction and this may occur especially in 2) client size with two levels, large and small
experimental design studies. Findings inclient.
psychological research suggest however, that tisere The dependent variable is the perceived
little evidence to show the experimental demandndependence of the auditor in the auditor - client
effect actually exists (Weber and Cook, 1972yrelationship, and the between-subjects independent
Berkowitz and Donnerstern, 1982). variables are CFOs, Big 4 auditors and Non Big 4
Moreover, in this research, possible bias due t@uditors.
learning effects from the subjects are controltadhy
printing the order of the vignettes and questionthe 4. Results
questionnaire in a random manner (Gul, 1987; Gul,
1989; Dijk, 2000; Chung and Monroe, 2000; Law,There were 193 responses from the CFOs, 178
2008b). Gul (1989) further concludes that based oresponses from the Big 4 auditors and 153 responses
his extensive reviews of the literature therenis from the non Big 4 auditors, giving response rates
clear-cut evidence on the existence of “demand77%, 71%, and 61% respectively. The items in the
effects” in the repeated measures design. Fulldr arsurvey showed satisfactory levels of reliabilitythha
Kaplan (2004) state that the advantages of theiwith Cronbach’s alpha of 0.84 and a normal data
subjects design in the mixed ANOVA far outweighdistribution. A test for non-response bias wasiedrr
the disadvantages. out by comparing the first 30 responses and the las
A mixed ANOVA (within subjects and between 30 responses of the second requests for the three
subjects ANOVA) is conducted for analyzing thegroups respectively (Oppenheimer, 1976), but no
main and interaction effects. Shannon and Daveénposignificant differences in perceptions of indepercie
(2001) point out that the mixed ANOVA entails awere found and hence non-response bias was not
most useful analysis. In the auditing literatutee  considered a problem. For the CFOs sample, 69% of
uses of within subjects repeated ANOVA analysishe respondents had 11-15 years of experience and
techniqgues are commonly used in examiningl9% had more than 15 years of experience. Whereas
behavioral issues, and in researching auditorsfor the auditors groups, 62% had 6-10 years of
perceptions of independence (Ashton and Kramegxperience, 21% had 1-5 years of experience and 15%
1980; Shockley, 1981; Pany and Reckers, 1980; Parhiad 11-15 years of experience. The descriptive
and Reckers, 1987; Knapp, 1985; Gul, 1987; Gulstatistics for the means and standard deviatiortkeof
scores for the dependent variable, perceived audito
independence, are shown in Table 1.

Table 1.Descriptive statistics — perceived Auditor Indepamzk by client size and Guanxi duration

Clients / Duration Subjects (Types of Mean Std. Deviation N
samples)
Large clientsGuanxiwith CFOs 3.01 1.34 193
1 years relationship
Big 4 auditors 457 73 178
Non Big 4 auditors 4.65 77 153
Total 4.02 1.27 524
Large clientsGuanxiwith CFOs 2.29 1.25 193
3 years relationships
Big 4 auditors 2.90 1.73 178
Non Big 4 auditors 3.35 1.52 153
Total 281 1.57 524
Large clientsGuanxiwith CFOs 1.58 1.13 193
5 years relationships
Big 4 auditors 1.63 1.05 178
Non Big 4 auditors 2.28 1.24 153
Total 1.80 1.18 524
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Large clientsGuanxiwith CFOs 1.11 .33 193
more than 5 vyears
relationships

Big 4 auditors 1.44 .93 178

Non Big 4 auditors 1.71 1.09 153

Total 1.40 .86 524
Small clients,Guanxiwith CFOs 3.61 1.16 193
1 years relationship

Big 4 auditors 4.61 .80 178

Non Big 4 auditors 4.63 .72 153

Total 4.25 1.05 524
Small clients,Guanxiwith CFOs 2.55 1.30 193
3 years relationships

Big 4 auditors 3.10 1.87 178

Non Big 4 auditors 3.65 1.66 153

Total 3.06 1.67 524
Small clients,Guanxiwith CFOs 2.16 1.28 193
5 years relationships

Big 4 auditors 2.41 1.46 178

Non Big 4 auditors 2.67 1.49 153

Total 2.40 1.42 524
Small clients,Guanxiwith CFOs 1.49 .96 193
more than 5 vyears
relationships

Big 4 auditors 2.12 1.42 178

Non Big 4 auditors 2.68 1.56 153

Total 2.05 1.40 524

Scores are from 1 guanxi seriously undermines iedéence to 5 guanxi strongly enhances independence

4.1 Within subject analysis using the Bonferroni comparison (Green and Salkind,
2001) to reveal where the differences exist. The

For hypothesis 1the multivariate test reported in pairwise comparison (Table 4dhows that all four

Table 2 relates to the first within-subject indeghem  levels ofguanxiare significantly different from each

variable — guanxi  Green and Salkind (2001) other at a p value < 0.05. The mean scorgf@anxi

recommend reporting the familiar Wilks’ lambda with 1 year of relationship drops from 4.18 to 1f@6

value. The variable foguanxihas an F value of 996 guanxiafter a relationship of more than 5 years (see

at p < 0.05 and hence the result is statisticallyrable 3) and therefore H1 is supported.

significant. As the variable is significant and Hasr

levels, pairwise comparisons were undertaken

Table 2. Multivariate Tests of client size aigdianxiduration

Effect F Hypothesis df Sig.
CLIENT Pillai's Trace 91.503(a) 1.000 .000
Wilks' Lambda 91.503(a) 1.000 .000
CLIENT * TYPESAMP Pillai's Trace .082(a) 2.000 921
Wilks' Lambda .082(a) 2.000 921
GUANXI Pillai's Trace 996.578(a) 3.000 .000
Wilks' Lambda 996.578(a) 3.000 .000
GUANXI* TYPESAMP Pillai's Trace 15.466(a) 6.000 .000
Wilks' Lambda 16.087(a) 6.000 .000
CLIENT * GUANKXI Pillai's Trace 11.049(a) 3.000 .000
Wilks' Lambda 11.049(a) 3.000 .000

A Exact statistic
The statistic is an upper bound on F that yieldevéer bound on the significance level. Design: lo¢pt+TYPESAMP
Within Subjects Design: CLIENTGUANXHCLIENT*GUANXI
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Table 3.Mean values of influence guanxion Auditor Independence lgpanxiduration

GUANXI Mean Std. Error 95% Confidence Interval
Lower Bound Upper Bound

1 year 4.179 .033 4.113 4.244

3 years 2.975 .052 2.874 3.076

5 years 2.123 .042 2.042 2.205

More than 1.757 .033 1.692 1.822

5 years

Table 4. Pairwise comparisons of influencegfanxion Auditor Independence lgwanxiduration

(I) GUANXI (J) GUANXI Mean Std. Error Sig.(a) 95% Confidence Interval for
Difference (I-J) Difference(a)
Lower Bound Upper Bound

1 year 3 years 1.204(*) .055 .000 1.057 1.351
5 years 2.055(*) .052 .000 1.919 2.192
>5 years 2.422(%) .045 .000 2.303 2.540

3 years 1 year -1.204(*) .055 .000 -1.351 -1.057
5 years .852(%) .063 .000 .684 1.019
>5 years 1.218(*) .060 .000 1.060 1.376

5 years 1 year -2.055(%) .052 .000 -2.192 -1.919
3 years -.852(*) .063 .000 -1.019 -.684
>5 years .366(*) .042 .000 .256 476

>5 years 1 year -2.422(*) .045 .000 -2.540 -2.303
3 years -1.218(*) .060 .000 -1.376 -1.060
5 years -.366(*) .042 .000 -.476 -.256

Based on estimated marginal means.
* The mean difference is significant at the .0%lev
(a) Adjustment for multiple comparisons: Bonferroni.

For Hypothesis 2, the client size variable has awf < 0.05. The mean score for large client siz&4p.
F value of 92 at p < 0.05 (Table 2) and the remsult is significantly lower than that of small client.9Z),
significant. The means and pairwise comparisongmplying the larger client size has a negativeuefice
(Tables 5 and 6) show that both levels of the \dgia on the perceived independence of auditors, thugsH2
are significantly different from each other at sgbue  supported.

Table 5. Mean values of influence gluanxion Auditor Independence by client size

CLIENT Mean Std. Error 95% Confidence Interval
Lower Bound Upper Bound

Large 2.543 .028 2.488 2.599

Small 2.974 .037 2.901 3.047

Table 6. Pairwise comparisons of influencegfanxion Auditor Independence by client size

(I) CLIENT (J) CLIENT Mean Std. Error Sig.(a) 95% Confidence Interval for
Difference (I-J) Difference(a)
Lower Bound Upper Bound
Large Small -.430(%) .045 .000 -.519 -.342
Small Large .430(*) .045 .000 .342 519

Based on estimated marginal means
* The mean difference is significant at the .0%lev
(a) Adjustment for multiple comparisons: Bonferroni
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For hypothesis 3, ClienBuanxihas an F value mean score drops significantly from 3 yearsanxi
of 11 at p < 0.05 (Table 2). The result is statedty  (2.85) to 5 yearguanxi (1.83) (Table 7), indicating
significant, and thus H3 is supported. The meamerceived independence is significantly impaired
scores of the interactions is shown in Table 7tsTes  when duration ofguanxi increases from 3 years of
within subject contrasts (Table 8) show that therelationships with clients to 5 years of relatiopshin
difference lays in level 2 versus level 3. Thathe a large client environment.

Table 7.Mean values — clientguanxi

CLIENT GUANXI Mean Std. Error 95% Confidence Interval
Lower Bound Upper Bound

Large 1 year 4.073 .044 3.986 4.160
3 years 2.849 .066 2.719 2.979
5 years 1.832 .050 1.734 1.930
>5 years 1.419 .036 1.348 1.490

Small 1 year 4.284 .041 4.204 4.364
3 years 3.101 .071 2.962 3.240
5 years 2.415 .062 2.294 2.536
>5 years 2.095 .058 1.981 2.208

Table 8.Tests of within-subject contrasts

Source Client Guanxi Type Il Sum of F Sig.
Squares

Client Level 1 vs. Level 2 96.082 91.503 .000

Client * typesamp Level 1 vs. Level 2 173 .082 921

Guanxi Level 1 vs. Level 2 752.193 471.163 .000
Level 2 vs. Level 3 376.582 182.031 .000
Level 3 vs. Level 4 69.628 77.794 .000

Guanxi* typesamp Level 1 vs. Level 2 46.551 14.579 0.00
Level 2 vs. Level 3 24.638 5.955 .003
Level 3 vs. Level 4 11.630 6.497 .002

Client * Guanxi Level 1 vs. Level 2 Level 1 vs. Level 2 .860 .189 .664
Level 2 vs. Level 3 56.853 9.722 .002
Level 3 vs. Level 4 4.488 1.348 .246

Client level relates to large and small companynttie
Guanxi level relates to duration 1, 3 5 and >5 yekration

4.2 Between-subject analysis groups, while non Big 4 auditors have the highest
mean scores for all levels among the groups (T@ple

For hypothesis 4 the Guanxt TYPESAMP) Overall CFOs consider the independence of auditors
interaction has an F value of 16 at p < 0.05 (T&le would be impaired under the different levels of
The result is statistically significant, and thud k& guanxi relationships to a greater extent than the
supported. Test of within-subject contrasts (Te)le auditors. These results support the stewardskigryh
show that the four levels (durations) gfianxi are that the CFOs are concerned (as stewards) to giee d
significantly different from each other for the ¢ler regard to the the resources entrusted to the
groups. corporation under their control (Davis et al., 1897

It is interesting to note that the CFOs have theSlyke, 2006). This will be elaborated further ireth
lowest mean scores (thajuanxi more seriously following section.
undermines independence) for all levels among the
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Table 9. Mean values - Types of samplegranxi

Types of samples  GUANXI Mean Std. Error 95% Confidence Interval
Lower Bound Upper Bound
CFOs 1 year 3.306 .055 3.198 3.413
3 years 2.422 .085 2.256 2.589
5 years 1.870 .068 1.736 2.005
>5 years 1.301 .054 1.194 1.407
Big 4 auditors 1year 4.590 .057 4.478 4.702
3 years 3.003 .088 2.830 3.176
5 years 2.022 071 1.883 2.162
>5 years 1.778 .056 1.667 1.889
Non Big 4 auditors 1 year 4.641 .062 4519 4.762
3 years 3.500 .095 3.313 3.687
5 years 2.477 077 2.326 2.628
>5 years 2.193 .061 2.073 2.312

For hypothesis 5, the (Client * TYPESAMP) means among the three groups, F value of 140 at p <
interaction has an F value of 0.08 at p > 0.05 [@ab 0.05 (Table 10). Post Hoc tests also confirm the
2). Thus H5 is rejected. There is no significantresults (Table 12). The mean scores of the CFQ@3 (2.
difference between the respondent groups concerniraye the lowest among the groups while non Big 4
the influence of client size on the independence ochuditors have the highest (3.2) (Table 11). Hehi&,
auditors. This is perhaps not surprising and iddee is supported. This confirms the impression created
somewhat reassuring dimension of the study, thatarlier (see Table 1) that the lowest score for
there is some commonality of thinking between théundermining independence’ are awarded by CFOs.
different samples on this point. Big 4 auditors and to a greater extent non-Big 4

For hypothesis 6, the between-subject ANOVAauditors do not report as much concern about the
reveals that there are significant differences hie t undermining of independence.

Table 10.Tests of Between-Subjects Effects

Source Type 1l Sum of df Mean Square F Sig.
Squares

Intercept 3950.715 1 3950.715 12926.344 .000

Typesamp 85.904 2 42.952 140.535 .000

Error 159.235 521 .306

Significant at the .05 level

Table 11.Mean values of Auditor Independence by subject

Types of samples Mean Std. Error 95% Confidenaat
Lower Bound Upper Bound
CFOs 2.225 .040 2.147 2.303
Big 4 auditors 2.848 .041 2.767 2.929
Non Big 4 auditors 3.203 .045 3.115 3.290
®
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Table 12.Post Hoc tests

(I) Types of samples (J) Types of samples Mean Std. Error Sig.
Difference (I-J)

Bonferroni CFOs Big 4 auditors -.6236(*) .05745 Q00
Non Big 4 auditors _.9779(*) 05984 .000
Big 4 auditors CFOs .6236(*) 05745 .000
Non Big 4 auditors -.3543(%) 06095 .000
Non Big 4 auditors CFOs .9779(%) .05984 .000
Big 4 auditors .3543(*) 06095 .000
Hochberg CFOs Big 4 auditors -.6236(*) 05745 000
Non Big 4 auditors -.9779(%) 05984 .000
Big 4 auditors CFOs .6236(*) 05745 .000
Non Big 4 auditors -.3543(%) .06095 .000
Non Big 4 auditors CFOs 9779(*) 05984 .000
Big 4 auditors 3543(*) 06095 .000
Games-Howell CFOs Big 4 auditors -.6236(*) 05681 .000
Non Big 4 auditors -.9779(*) .05847 .000
Big 4 auditors CFOs .6236(%) 05681 .000
Non Big 4 auditors -.3543(%) 06455 .000
Non Big 4 auditors CFOs .9779() 05847 000
Big 4 auditors .3543(*) .06455 .000

Based on observed means. *The mean differencenidisant at the .05 level.

5. Discussion and implications relationship. Though that may incur increased
transaction costs (Williamson, 1981), the benefits
This empirical study makes several contributionscould nevertheless outweigh the costs in the lang r
First, the result in H1 indicates thguanxi has a Second, the result in H2 reveals that large client
negative influence on the perceived independence aize has a negative influence on the perceived
auditors. Independence is severely impaired when t independence of auditors. This result contradicts a
guanxiwith the client reaches five years or more. Inearly study conducted by Pany and Reckers (1980) in
Hong Kong, there is currently no mandatory rulethe U.S. Since this study is conducted in a soaéty
enforcing Auditing Standards or monitoring of the Chinese Confucian culture, further research is
impact ofguanxior other perceived familiarity risks recommended to validate this finding. H3 indicates
to independence. Likewise, Section 203 of the U.Shat the longer thguanxibetween the auditor and the
Sarbanes Oxley Act (2002) only requires thelarge audit client, the greater the underminingheir
reviewing partner of the public accounting firmkie  perceived independence. The result in H3 reinforces
rotated off of the audit every five years. Howewbe the finding in H1, and confirms thajuanxi is a
impacts ofguanxion the perceived independence ofsignificant factor influencing auditor independence
other auditors in the audit firm are ignored in theparticularly in Chinese society. Hence it is susing
Sarbanes Oxley Act (2002). Several bills withthat the effect ofjuanxion auditor independence has
provisions dealing with audit firm rotation were largely been neglected in the accounting literature
heavily debated in the U.S., however nothing washus far.
enacted into law because the U.S. Congress decided Third, the result in H4 is interesting and
further study was needed (Daniels and Booker, 2009¢ontributing to the existing body of literature ated
Though this empirical finding originated from Hong to stewardship. It is promising to note that CF@seh
Kong, Umar and Anandarajan (2004) point out thathe lowest mean scores for all levelsgofanxiamong
many corporations (MNC) have operations globally.the three groups. That is, they believe thaanxi
The unique Confucian culture ingrained in themore seriously undermines auditor independence.
Chinese society could have a significant influeane Results support the stewardship theory that asserts
the perceived independence of auditors, and thstewards’ (CFOs) motives are aligned with the
fairness of the consolidated audited financialobjectives of their principals (Davist al, 1997a).
statements that emerge from regional operation®CFOs perceive that the utility gained from
Standard setters could seriously consider draftingontractually aligned behavior is higher than the
ethical guidelines requiring the mandatory rotatién utility that can be gained through individualisgelf
public accounting firms when the durationgfanxi  serving behaviors, which are undertaken at the
with clients reaches a certain number of yeargxpense of the principal’s goals (Daefsal, 1997a).
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The stewards (CFOs) place greater value on colecti all about connections. The impact ghianxi will
rather than individual goals, and consider thedetermine the success of the business or whathgngt
increasing levels ofguanxi associated with the a person must go to help the others. Hence, the non
auditors are not in the best interests of theingipals, Chinese auditors working with Chinese managers
and hence affect the reliability and fairness of th should become accustomed to the practicguainxj
audited accounts. Further, H6 also indicates theriet  if not this may result in misunderstanding, distrus
are significant differences for the impactgafanxion  anger and even the end of a business relationisloip.
the perceived independence of auditors among thmatter how much experience the non-Chinese
three groups. The mean scores of the CFOs (2.2) aneanagement possess, the rigatanxi can remove
the lowest among the groups while non Big 4 auditorbarriers when they encounter difficulties. Western
have the highest (3.2) (Table 11). Apparently CFOsuditors and CFOs have to consider the impact of
give due regard to the resources entrusted to thguanxi on auditor independence, as we take this

corporation and this may result in lower percepgion subject forward.

of auditor independence than the auditors group.

This research was exploratory in dealing with

Nevertheless, there may be some other variablés théne impact ofguanxiin a Chinese environment which
contribute to the variation of perceived auditorare familiar with a Western notion of auditor
independence between the groups and further résearibdependence. It sought the opinions of major grisy
is recommended to explore this result. Such rekeardsubjects) in the audit process.Guanxi will be
may be based on interview, or case study and pgrhafamiliar to all respondents and in this researsingle

be of a longitudinal nature in the future.

Finally, whilst the sample groups
significantly different views on the effects gbianxi
on auditor independence, they do not
significantly different views on the impact of alie
size on auditor independence.
was not supported.

item variable was used to identifyuanxi to the
held respondents and this has been used successfully in
previous
holdHowever future research could attempt to deconistruc
the guanxi characteristic
Hence hypothesis Additionally, case studies could be adopted to &rpl
further the impact ofguanxi using interviews and

research (Lee and Humphreys 2007).

into distinct elements.

research of a longitudinal nature could occur to

Conclusion

discover more about how it is founded, how it grows

and its consequent impact.

This empirical study draws data from Hong Kong to

examine the impact of guanxi on auditor
independence. It makes several contributions to
further our understanding and the results arel.

consistent with stewardship theory. Given the latk
prior empirical research using stewardship theory t
examine the impact ofguanxi on perceived
independence, this research contributes to théimgxis
literature. Though this study is conducted in theaA
Pacific region, western counterparts in the U.S org
U.K. should also find the results beneficial. For
example, MNCs nowadays have subsidiaries or
headquarters established globally, the impacts of.
guanxi have possible implications for their Far East
operations, the fairness of their regional finahcia
statements and ultimately affecting the consolidiate
audited accounts. With the increasing globalizatbn
doing business, this study contributes some pialctic
implications for multinational corporations thatviea
business in Chinese societies. 6.
In view of the critical importance of thguanxi
factor on the perceived auditor independence,
standard setters should consider devising ethical-
guidelines requiring mandatory rotation of public
accounting firms. Though that may involve
transaction costs (Williamson, 1981), the benefits™
would nevertheless outweigh the costs in the lamg r
Guanxi is grounded in the Chinese community and
the interpersonal relationships between friends anch.
family members are not necessarily in terms of

money. In Hong Kong, life and getting work done is 10.
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