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Government Audit and Independent Audit Pricing : Free Ride or Caution Light
Evidence From Listed Companies Controlled by Central Stated-Owned Enterprises

LI Qing-yuan, MA Bin-bin
(School of Economics and Management in Wuhan University, Wuhan, HuBei, 430072, China)

Abstract ; Auditors , analysts, regulators , tax inspectors, financial press,and government are among the possible

monitors that observe the senior management of firms. Each of these monitors focuses on a different subset of man-
agement’ s actions. Government audit is one of the monitors as well as independent audit. This study takes a differ-
ent approach by focusing on monitoring effort rather than on monitoring outcomes. More specifically, the study exam-
ines whether and how the monitoring effort of one monitor affects the monitoring effort provided by another moni-
tor. This study assumes assume that at least a subset of management actions is observed by another monitor and that
the interests of the monitors do not conflict. This paper examines whether independent auditors respond to govern-
ment audit and argues that government audit affects independent audit pricing in two non-mutually exclusive ways.

First, the effort level of the independent auditors can decrease due to positive spillover effects of the government
audit. One of the influence channels is as follows ; Government audit not only helps independent auditors confirm au-
dit risk of the firms,but also helps independent auditors to ensure the significant audit areas by providing more in-
formation about the firms. The other influence channel is that the authority of government audit can address market
failures caused by information asymmetry between the investors and auditors, which contributes to virtuous cycle of
audit market and reduces the information collecting costs of independent auditors finally. Both channels cause a de-
crease in audit fees.

Second , the independent auditors can increase its effort levels due to warning effects. One of the influence
channels is that the independent auditors may fear the risk of penalties in the form of reputation loss or litigation
costs if government auditors discovers and reports a managerial action that the independent auditors haven’ t repor-
ted. The other influence channel is that if the government auditors unsuccessfully discipline the managers with re-
spect to the desired monitoring outcomes of the independent auditors, the independent auditors may enhance the risk
assessment of management’ s misbehavior. Both channels cause a rise in audit fees.

Based on the government audit reports released by the National Audit Office of China during 2010 and 2015,
this paper focuses on audit effort to investigate the impact of government audit on independent audit. The empirical
results show that the function of government audit plays an important role in improving the independent audit pri-
cing ,namely the warning effects dominate the spillover effects; the severer the punishment is,the stronger the corre-
lation will be. This paper also finds that the warning effects mainly exist in listed company controlled by central stat-
ed-owned enterprises audited by non-bigl0,and the effect of government on the pricing of independent auditing is
stronger in the high marketization index areas.

In further studies, this paper analyzes the changes of social audit pricing before and after national audit inter-
vention ,and finds that the national audit intervention significantly influence the social audit pricing of the year. This
study applies Propensity Score Method and Difference-in Difference research design to control potential endogenous
problems. This paper has also conducted Placebo test to identify the real impact of national audits on social audits,
which enhances the robustness of the conclusion. This study also conducted other robustness tests and the conclu-
sions are consistent.

The contribution of this paper could be summarized as follows:a) Compared with Janssen(2013) find some
evidence that audit fees and tax enforcement are negatively associated , the effect of government audit on independent
audit are likely to be more professional and more direct. This paper riches and expands the literature on the interac-
tion between government audit and independent audit. b) Compared with past research focues on the relation be-
tween external supervision and corporate governance,this study focues on the interaction within the system of exter-
nal supervision and provides additional evidence to improve the system. ¢) Our paper also benefits to build an “im-
mune system” with the combination of a self-discipline and regulation, so as to keep the functional order of state-
owned assets in our country.

Key Words : government audit; audit pricing; warning effects
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