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Abstract

This study is a historical critical analysis of the role of the transnational professional
services firms known as the Big Four in the development of the accounting profession in Chi-
na. China emerged in the early 1980s after decades of seclusion and began an economic trans-
formation that would make it the world’s second largest economy by 2010. China did not
have an accounting profession after the founding of the People’s Republic of China in 1949
until the accounting profession restarted in 1980 as the country opened up to foreign invest-
ment. The Big Four, as members of the globalizing transnational capital class came to domi-
nate the accounting profession in China with the support of other members of the transna-
tional capital class including investment bankers, international lawyers, and transnational in-
stitutions such as the World Trade Organization. Grounded in Marxist theories of class strug-
gle, particularly in Gramsci’s theory of hegemony, this study explores how ideology, ex-
pressed as normative roles for independent accountants, enabled the Big Four to dominate the
market. Using mixed research methods with archival and interview data, this study finds that
the Big Four achieved its dominant position through three hegemonic projects: foreign direct
investment, the reform of State-owned enterprises through international capital markets, and
the enabling of private enterprise to access international capital markets. This study also ex-
plains how indigenous accounting firms followed Dutschke’s counter-hegemonic strategy of a
“long march through the institutions” that reformed the domestic accounting profession and
gave it access to the coercive power to the state to challenge the hegemony of the Big Four.
This study finds that the globalization of accounting markets leads to regulatory holes, gaps in
the transnational regulation of accounting firms. This study provides recommendations to the

Big Four, indigenous firms, and local and transnational regulators.
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Chapter 1: Introduction

From the 1990s when they entered China quite cautiously to the beginning of this new century
when they lord themselves arrogantly across China, only ten years have they used in China
doing all the things which might have taken them several decades... or more than 100 years if
in other countries.

Ding Pingzhun, (2006b, p. 83).

This is a study of how an elite transnational group of large accounting firms (known
today as the Big Four accounting firms and hereafter referred to as the Big Four) came to
dominate the market for auditing services in China and how indigenous firms have struggled
to break their domination. The study draws from Gramsci’s (1935/1971) theory of hegemony,
and argues that the Big Four, as part of a globalizing transnational capital class, has domi-
nated indigenous firms by bringing to China an ideology that came to be accepted as norma-
tive. By winning this battle of ideology, the Big Four gained access to the coercive power of
the State, and to the power of transnational institutions that have subsumed part of the power
of the State. Indigenous firms have pursued a counter-hegemonic strategy of undermining the
ideological superiority of the Big Four through the infiltration and modification of institution-
al arrangements following what Rudi Dutschke (1969, p. 249) called “the long march through

the institutions.”

The Big Four Accounting Firms

Arthur Andersen, Arthur Young, Coopers & Lybrand, Haskins & Sells, Ernst & Ernst,
Peat Marwick Mitchell & Co., Price Waterhouse, and Touche Ross were collectively known
as the Big Eight for much of the twentieth century (Stevens, 1981). Each of the Big Four
firms traces its origins to the United Kingdom and the United States in the nineteenth century.
Some initially practiced under different names in different countries and in the 1970s migrat-
ed to a single global brand. Lybrand, Ross Brothers and Montgomery of the United States
combined its brand with United Kingdom based Cooper Brothers to create Coopers &
Lybrand in 1973. United States based Haskins & Sells combined its name with United King-
dom based Deloitte in 1978 to become Deloitte, Haskins and Sells, and United States based
Ernst & Ernst combined with its United Kingdom affiliate Whinney Murray to establish the
name Ernst & Whinney in 1979.

Historical roots. PricewaterhouseCoopers typifies the development of the Big Four.
Price Waterhouse, a predecessor firm, traces its origins to a sole practitioner, Samuel Lowell

Price, who opened an office in London in 1849 in the early days of the profession. As capital
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flowed from Britain to America and to Britain’s colonies, members of the British profession
of chartered accountants periodically traveled to these locations on behalf of their clients. The
British firms, including Price Waterhouse, began to establish a permanent presence in the
United States (DeMond, 1951; Edwards, 1960; Stevens, 1981). As capital markets developed
in the United States early in the twentieth century, the British firms found a ready market for
their skills. When United States Steel first floated its investment securities in 1903,
management hired the British firm of Price Waterhouse to certify their statements in order to
make the investment more attractive for British investors (DeMond, 1951, p. 58-64).
Following World War Il, Price Waterhouse expanded rapidly throughout the world by
opening new offices or by aligning with local firms (Baskerville & Hay, 2010; Caramanis,
1999; D. J. Cooper, Greenwood, Hinings, & Brown, 1998; Way & Nield, 2002). In 1982,
Price Waterhouse World Firm was formed to coordinate the activities of Price Waterhouse
firms worldwide. In 1998, Price Waterhouse merged with Coopers and Lybrand (which had
followed a similar path) to form PricewaterhouseCoopers, the world’s largest professional

services firm (PricewaterhouseCoopers, 2010b).

Consolidation. In the 1980s, the increasing globalization of the firms and their clients
led each of the members of the Big Eight to conclude that they needed greater scale. Deloitte,
Haskins and Sells pursued a merger in 1984 with Price Waterhouse but the partners ultimately
voted the combination down. Peat Marwick Mitchell & Co. merged with Netherlands based
Klynveld Main Goerdeler to create KPMG in 1987, the first of a series of mega mergers in the
Big Eight.

In 1989, two major mergers took place, resulting in the Big Eight becoming the Big
Six. Ernst & Whinney merged with Arthur Young to form Ernst & Young. Deloitte, Haskins
and Sells merged with Touche Ross to become Deloitte & Touche. Price Waterhouse and Ar-
thur Andersen explored a merger the same year, but ultimately called it off. In 1993, Deloitte
& Touche changed its name to Deloitte Touche Tohmatsu to recognize the importance of its

Japanese firm.

In 1998, Coopers & Lybrand merged with Price Waterhouse to create Pricewater-
houseCoopers. This reduced the Big Four to the Big Five. In 2002, Arthur Andersen failed in
the wake of a criminal conviction for its complicity in the Enron scandal and the Big Five
became the Big Four (Toffler, 2003).

In this thesis, | use the term Big Four to describe these firms regardless of the number
of members at a particular point in time unless the context requires use of the more specific

terms, Big Eight, Big Six, or Big Five.
2



The Opening Up of China and the Accounting Profession

China’s rapid development into a major economic power late in the twentieth century
is a remarkable event in world history. Few events in history have had such a dramatic effect
on the lives of so many people in such a short time period. Economic historian Angus Maddi-
son (2003) estimated that China had about a quarter of the world’s real gross domestic prod-
uct (GDP) in terms of purchasing power parity (PPP) in the first century, a share that would
grow to a third by 1820. Over the next 160 years, foreign incursions, civil war, the failure to
participate effectively in the industrial revolution, and the adoption of communism would re-
sult in China’s share of global GDP falling to a low of 4.6%. In December 1978, Deng Xiao-
ping launched China on a program of economic reforms called the Four Modernizations,
thereby hoping to transform China into an economic power by the early twenty-first century.
The cornerstone of the reforms was the transformation of the economy from a centrally
planned system to socialism with Chinese characteristics (Mackerras, Taneja, & Young,
1994). Since the start of the reform, socialism with Chinese characteristics took on all of the
trappings of capitalism, including the development of large capital markets and a largely mar-
ket driven economy over which the State retains significant influence. The reforms led China
to reassert its historic position in the world economy. By 2010, China had the second largest
national economy by GDP (PPP) and is forecast by the International Monetary Fund to pass
the United States of America (United States) in 2016 (Barboza, 2010; Weisbrot, 2011). For-
eign investment flooded into China in the late twentieth century and formerly state-owned en-
terprises (SOEs) transformed into powerful multinational enterprises and sought capital on

stock exchanges around the world.

China’s emergence as an economic power involved massive social transformation. Re-
forms altered the cognitive orientations of society and modified fundamental existential and
normative postulates, values, and ethics. The Chinese developed a new weltanschauung, or
worldview; a new way of interpreting and interacting with the world (Hiebert, 2008). New
concepts of the role of government and business, and of China’s role in the world needed to
be developed and then assimilated into Chinese society. Implicit in the construction of a new
worldview was the contemporaneous development and modification of China’s institutions.
While none of China’s institutions, including education, legal, commercial, government, and

social institutions, escaped transformational change during this period, some institutions did

! Zhou Enlai conceived of the Four Modernizations, involving reform in agriculture, industry,
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not exist and were created anew. Among the newly created institutions were certain profes-
sions that had not risen to significance in Communist China. These professions most promi-
nently include accountants, lawyers, and other capitalistic professionals such as investment
bankers, financial printers, and valuation experts. As China’s new economy ventured into the
uncharted territory of a market economy, it needed these new institutions to provide the nor-

mative and regulative forces needed to guide development.

China had developed a public accounting profession in the early decades of the twen-
tieth century, only to inter it together with other artifacts of capitalism following the Com-
munist Revolution in 1949. As China began to open up to the world in the 1980s, it resurrect-
ed the public accounting profession to serve the needs of the developing market economy.
Burgeoning interest by foreign companies eager to “sell deodorant to two billion armpits”
(Lockard, 2010, p. 775) led to the then eight largest international accounting firms setting up
small offices in China in the early 1980s that would provide advice on doing business in Chi-
na to potential foreign investors. The Chinese, however, kept the auditing market to them-

selves and set up state-owned accounting firms to audit the new foreign investors.

On the night of June 4, 1989, tanks rolled into Tiananmen Square and squelched popu-
lar demands for political reforms. Foreign investors fled China and reforms paused during a
period of introspection by Chinese leaders who were uncertain about whether to retreat to
their familiar communist ideology or to advance towards further reform. Deng Xiaoping end-
ed the debate with a call for the acceleration of reforms during his famed Southern Tour in
1992, and an amazing period in global economic history began. Foreign investment flooded
into China, making it the second largest destination for foreign direct investment (after the
United States) in the years to follow. China reopened its stock exchanges to help SOEs raise
capital. The economy rapidly privatized. Many Chinese companies began to list on interna-
tional stock exchanges in order to raise capital and to import foreign corporate governance
principles with the expectation that these principles would improve the competitiveness of

Chinese companies in world markets.

The acceleration of reform created the opportunity for the Big Four to capture the rap-
idly expanding accounting markets. Foreign investors starting businesses in China wanted to
use their own accounting firms rather than a State-owned firm. Investment bankers advising
Chinese companies seeking international stock listings told the companies to start by hiring
the Big Four to get their accounts in order. In 1992, the Big Four won the right to audit in

China provided they entered into a joint venture with a State institution. The Big Four and



their joint ventures rapidly secured the lion’s share of audits related to foreign direct invest-

ment (FDI) and international listings, leading to a dominant position in the market.

Concerned about losing their market to foreigners, local firms and regulators em-
barked on a series of reforms that were intended to return the auditing markets to Chinese
control. China adopted international accounting and auditing standards, and separated the
State-owned audit firms from the State in order to make them independent of their clients, fol-
lowing international practices. The concept of creating a Chinese Big Four captivated some
Chinese regulators; other regulators believed that the international Big Four was best suited to

serve China’s economic aspirations.

As the millennium approached, China’s leaders sought to reach their long-held goal of
becoming a full member of the global community by obtaining membership to the World
Trade Organization (WTO). While accession to the WTO was mostly a process of removing
market barriers, Chinese accounting regulators saw an opportunity to localize the accounting
profession by forcing the Big Four to practice in entities controlled by local CPAs, as was the
practice in most WTO member countries. The Big Four outmaneuvered Chinese negotiators
and persuaded the American and European government representatives to carve out a special

exception permitting them to keep their China practices under foreign control.

Following China’s accession to the WTO, China’s economy rapidly expanded. Chi-
nese companies developed a voracious appetite for capital, and in 2009 seven of the 10 largest
global initial public offerings (IPOs) were from China (PricewaterhouseCoopers, 2010a). The
Big Four, unleashed from their State-owned joint venture partners, grew into substantial firms
of over 4,000 professional staff each and the firms began to talk of the not-too-far-off days
when the China firms would rival their American firms as the largest in the Big Four net-
works (J. L. Lee, 2007).

Chinese local firms, supported by the Chinese Institute of Certified Public Account-
ants (CICPA), began to lobby for greater support in their competition against the Big Four.
The CICPA put forth policy recommendations, ultimately accepted by the State Council, Chi-
na’s highest executive organ, which called for ten large Chinese accounting firms capable of

serving China’s multinational corporations globally.



One of the strategies sanctioned by the State Council was for China’s local firms to
align with second-tier global firms? and by 2009, firms that had aligned with the second-tier
firms RSM, BDO, and Crowe Horwath had taken the fifth, sixth and seventh places behind
the Big Four. Although each of these firms remained significantly smaller than the smallest of
the Big Four, their rapid ascension and strong government support raises the future possibility
that the Big Four will not dominate the Chinese accounting profession in the same way that it

has dominated most markets in the world.

The Purpose and Significance of this Study

The purpose of this study is to document and understand the historical development of
the accounting profession in China with a focus on the role of the Big Four accounting firms.
This research aims to provide an understanding of how accounting markets develop in
emerging economies and how the forces of globalization shape the competitive structure and
regulation of those markets. The study also will provide insight into the future development of
the accounting profession in China. If indigenous firms successfully challenge the hegemony

of the Big Four in China, there may be implications for accounting markets globally.

How this study contributes to the literature. | have positioned this study within a
body of research that has addressed the development of the accounting profession in China.
Western scholars began to turn their attention to the development of the modern accounting
profession in China in the early 1990s, approximately a decade after China first opened up.
Substantive papers on modern Chinese accounting begin to appear in the mid to late 1990s,
nearly 20 years after the accounting profession was re-established. Most early papers chroni-
cled the current state of the accounting profession. These papers were primarily descriptive,

with the apparent purpose being to introduce Chinese accounting to the accounting academy.

Extant research related to the development of the accounting profession in China.
Xiang (1998) explained how the transition of China’s economy was influencing China’s ac-
counting reforms and standards. He found that accounting reforms lagged managerial reforms
in China. Lin (1998), one of the more prolific scholars on Chinese accounting, published one
of the first important papers. Lin’s 1998 paper focused on the process of internationalization

of the accounting profession in China. He found evidence of internationalization in improved

2 The second-tier of global accounting firms are those large firms ranked behind the Big Four
in size. BDO, the fifth largest global accounting firm is approximately 25% of the size of
KPMG, the smallest of the Big Four (Table 28). BDO, RSM, Grant Thornton, Baker Tilley
and Crowe Horwarth are generally considered members of the second-tier.
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qualification standards for CPAs, the establishment and consolidation of professional ac-
counting organizations, the implementation of professional accounting standards and training,
and the opening up of the accounting market to foreigners. The major problems that the ac-
counting profession faced at that time were a lack of independence, relatively poor quality, a
lack of competition, a weak legal environment, and poor enforcement of standards. A number
of similar papers reported on early developments in the profession in China (Bai, 1988; M.
Chan & Rotenberg, 1999; A. Lau & Yang, 1990; Scapens & Hao, 1995; Q. Tang & Lau, 2000;
Y. Tang, Chow, & Cooper, 1994).

Hao (1999) documented the development of the accounting profession from 1918 to
the mid-1990s. He found the State to be the dominant player in the development of the ac-
counting profession. Foreign influences were more significant than community and market
forces. He contrasted the development of the Chinese profession to that in the Czech Republic
and observed that the Big Nine firms had failed to dominate in China as they had in the Czech
Republic.

International influences on the development of accounting in China are a common
theme in the extant literature. Early articles by Fang and Tang (1991) and Ge (1993) ex-
plained how increasing internationalization described the early development of the accounting
profession. A different type of article was written by Yunwei Tang (2000) and published in
the journal Accounting Horizons. Tang was a noted Chinese accounting professor, Interna-
tional Accounting Fellow with the International Accounting Standards Committee (IASC),
senior partner of Da Hua, Shanghai’s largest accounting firm, and Chairman of Price Water-
house Da Hua, Price Waterhouse’s joint venture firm in Shanghai. Tang observed the difficul-
ty experienced in setting accounting standards in China, the need to accept international prac-
tice, and the importance of developing people to serve as accountants. This article and three
others that he authored (Y. Tang, 1997a, 1997b, 1999) provide a perspective on this period

from an actor inside the emerging institution.

The first attempt to write a book length modern history of accounting in China fell
short of its potential. Huang and Ma’s (2001) book covers the period from 1949 to 2000, but
its 122 page length results in it merely pointing out the major events. It is strongest in its cov-
erage of Mao era accounting, a topic rarely considered by others. Coverage of the role of the
international firms is absent. In article form, Lu and Saunders (2005) wrote about the history
of Chinese public accounting from the 1900s to the present, but their paper simply reported

key events and did not provide any meaningful analysis or interpretation.



There are several significant historical publications written in the Chinese language.
The two volumes of Gao’s (1982; 1988) General History of Chinese Accounting predate the
significant institutional developments of the profession that occurred in the 1990s, as does the
work of Li and Wang (1989). The memoirs of Ding Pingzhun (2008b) are a four volume set
that include many source documents related to his service as Director General of the CICPA
during the key periods of development of the profession. These documents, while often exhib-
iting an extreme bias, provide remarkable insight to the workings of the Chinese government

bureaucracy and political system. This study makes extensive use of Ding’s memoirs.

Rask, Chu, and Gottschang (1998), writing in the economic literature, described the
role of accounting in the transition of China’s economy. They observed that enterprises oper-
ating under market forces were outperforming SOEs, and that western accounting practices

WEere necessary for a market economy.

Noting the limitations of prior research, this study aims to extend extant research that
has examined the development of the profession in China in three ways. First, the present
study examines the development of the accounting profession over a longer period of time
and in considerable detail. Because authors conducted much of the extant research before
2000, they did not consider the significant development of the profession and China’s econo-
my in the first decade of the twenty-first century. This study fills that gap. Second, it further
explains how international institutions shaped China’s accounting institutions, and in particu-
lar, how the Big Four served as agents of change. Third, the focus of this study is on the role

of the Big Four, a frequently ignored actor in extant research.

Role of the Big Four. Most extant research on Chinese accounting has focused on in-
stitutional developments such as the gradual adoption of international standards and has not
focused on the role of firms in the development of the profession. Research that does consider
accounting firms as important actors in the development of the profession has principally
looked at indigenous firms, ignoring the elephant in the room presented by the much larger
Big Four firms (Dai, Lau, & Yang, 2000; W. Lu, Ji, & Aiken, 2009). A conception that the

Big Four are insignificant players in the Chinese audit market has developed and persisted.

This (arguably nationalistic) bias against considering the impact of the presence of the
Big Four can be traced to Hao (1999, p. 300) who wrote: “At the date of this writing, it ap-
pears that the Big Five cannot be expected to play a dominant role in the formation of a Chi-
nese accountancy community in the near future.” Yapa and Hao (2007, p. 33) updated Hao
(1999) based on a series of interviews in Beijing in 2005, reaching a dubious conclusion, al-

beit one consistent with Hao (1999):
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However, according to available information, despite the PRC’s openness to the out-
side world, it appears that “Big Four” and other international accounting firms cannot
be expected to play a prominent role in the development of the Chinese accountancy
profession in the near future.

The authors appear to have based their conclusion largely on Tang’s (1999) report that the
international firms had a market share of about 15% at the undisclosed time when Tang col-
lected his data. Data that was readily available when Yapa and Hao did their 2007 study
would have indicated that the Big Four firms had a significant market share when measured
by revenues or by market capitalization audited. The authors further indicate that regulations
forbid the international Big Four from doing statutory audit or accounting work in China, yet
they acknowledge the firms can open representative offices, establish joint ventures, and ac-
cept member firms. The authors appear to fail to understand that the Big Four typically prac-

tice in these one of these forms in most countries in the world.

Lu, Ji, and Aiken (2009) critically evaluated the significance of governmental domi-
nance in Chinese accounting development. They examined the role of government over three
periods of Chinese development — until 1949, 1949-1979, and 1979 to 2009, with an emphasis
on the most recent history. They concluded that government played a dominant, near exclu-
sive, role in shaping the accounting profession. The article reaches some questionable conclu-
sions by completely ignoring the presence and influence of international firms and institutions
in China. For example, they state that there is no independent accounting profession in China
because of the influence of the State and that most clients are SOEs. This ignores the reality
of the existence of sizable international accounting firms that are clearly independent of the
State and the reality that by 2002 the non-state sector would produce over two thirds of Chi-
na’s GDP (Asian Development Bank, 2002). While the paper does acknowledge that outside
forces have influenced the development of accounting (in particular the worldwide trend to-
wards IFRS), the authors maintain that the government still maintains controlling powers and
is likely to do so into the foreseeable future. The paper fails to even mention the presence of
international accounting firms in China, the role of the WTO, and how international capital

markets have shaped China’s accounting markets.

This refrain was most recently repeated by Simunic and Wu (2009, p. 21) who call for
auditing research in the Chinese environment because “the market share of the Big 4 firms is
quite low.” The present study will correct those misconceptions and explain the prominent
role played by the Big Four in the development of the accounting profession in China. During
this study, the author observed what appears to be a nationalistically driven resentment of the

Big Four presence in China by Chinese academics. This resentment has led to bias in present-
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ing research results. By exposing the facts, this study will contribute to the eradication of this

source of bias.

Globalization. This study is also positioned within the body of research addressing
globalization and accounting, a field that is itself a subset of globalization research within the
discipline of the political economy. It answers Poullaos’s (2004) call for greater engagement
between critical accounting researchers and the globalization literature. Samsonova (2009, p.
529) conceives of globalization as “not merely something that is imposed or exerted but rather
as something that is a product of the cross-border collaborative agency of State as well as
non-state actors, both individual and collective.” This study follows Samsonova’s perspective
of globalization, and focuses on the roles of State and non-state actors in the process of devel-
oping and globalizing China’s accounting profession. In this respect it extends Suddaby,
Cooper and Greenwood (2007) by providing a field-level account of how the Big Four and
transnational institutions like the WTO have subsumed some of the power of State regulators.
It also explains the role of transnational accounting firms in the processes of globalization,
extending to a new geography similar studies that have been conducted in Greece (Caramanis,
1999, 2002, 2005); New Zealand (Baskerville & Hay, 2010); and Eastern Europe (D. J.
Cooper, et al., 1998; Samsonova, 2009). This study extends the literature related to the influ-
ence of the Big Four in emerging markets, most specifically the work on Russia and Eastern
Europe done by Cooper et al. (1998), Kosmala (2007), Mennicken (2007, 2008, 2010), Sam-
sonova (2009) Sucher and Bychkova (2001), and Sucher and Kosmala-MacLillich (2004).

This study extends those earlier studies by using China as the research site.

Marxism. This study brings accounting research informed by Gramsci’s theory of he-
gemony back to its Marxist roots in class struggle. This study casts the struggle between the
transnational capital class represented by the Big Four and the indigenous Chinese accounting
firms in stock Marxist terms as the quintessential confrontation between the proletariat and
the bourgeoisie. Fleishman and Radcliffe (2003, p. 16) remind Marxist accounting historians
of their responsibility to update Marx as new stages of capitalism wax and wane. This study
makes a modest contribution in this respect by providing a field-level account that applies
Marxist theory to the conversion of China’s Marxist/Leninist, communist/socialist based

economy to a form resembling capitalism.

This study also answers the call by McNally and Schwartzmantal (2009) for scholars
of international relations to explain more broadly and more thoroughly the processes by which

hegemonic consent by the subordinate class is obtained. This study also extends hegemonic
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research in accounting by providing a field level account of how counterhegemonic strategies

are developed and executed.

Why this study is important. China’s emergence as a world economic power
increasingly intertwines the lives of nearly all the world’s people with China in some way.
Consequently, China’s institutions have broad reaching influence. Accounting firms perform
a normative and regulative function within society, and the Chinese accounting profession
increasingly has impact far beyond its local activities. Chinese companies have dominated the
IPO market globally in recent years (PricewaterhouseCoopers, 2010a). China has become the
second largest source of FDI, while remaining the second largest destination for the same.
Chinese companies trade globally, and get into trade disputes globally. The accounting
profession in China plays a key role in all of those activities, providing critical services that
allow capital to flow and trade to continue. Understanding how the accounting profession in

China fills these roles is the most important contribution of this study.

This study will be useful to a broad range of users. It will be of particular use to both
domestic and international regulators of the accounting profession. Domination by the Big
Four of global accounting markets is a matter of great concern for policy makers and regula-
tors worldwide (European Commission, 2009, 2010; General Accounting Office, 2003;
Government Accountability Office, 2008; House of Lords, 2011). Because China is a relative-
ly new market, we can see how globalization leads to market domination in a relatively short
period. The examination of counter-hegemonic strategies by indigenous firms will inform the
development of strategies to counter Big Four domination in markets globally. This study will
help regulators in China to better understand how they are influenced, and to a certain extent
controlled, by the transnational capital class and its supporting institutions. International regu-
lators will be able to understand how emerging patterns of transnational regulation enable and
constrict their powers and help them to identify how regulatory holes — gaps where transna-
tional accounting firms escape regulation — come to exist. Although the scale of and institu-
tional environment of China makes it a unique market among developing nations, this study
will inform those involved with the development of the accounting profession in other

emerging economies.

The findings of this study will be useful to accounting firms in their strategic planning.

The Big Four will benefit from this study through gaining an understanding of the threats and
opportunities that they face with respect to their market positions. Second-tier international
firms will better understand how they can find the success in China that has eluded them
elsewhere. Indigenous firms will better understand why the Big Four dominates them and
11



how they can develop market optimizing strategies. This information will be useful to indige-

nous firms in other markets who face competition from globalizing market entrants.

The Research Question

The major research question of this thesis is this: how did the accounting profession in
China develop during China’s period of opening up and reform?® | will answer that question

by answering three subsidiary questions.

The first of these is: how did the Big Four come to dominate accounting markets in
China? Based on the findings in this thesis, | will argue that Chinese society chose to accept
the Big Four as a means of reforming its economy and gaining acceptance in the global com-
munity. Chinese society decided to accepted the neoliberal ideology of global markets that,
from an accounting perspective, includes international accounting and auditing standards,
conventions as to the role and structure of accounting firms, and acceptance of the dominant
role of the Big Four. | argue that the Big Four is a member of what the literature calls the
globalizing transnational capital class, which gains access to and ultimate domination of local
markets though the spread of its ideology, which in the present case was the neoliberal ideol-
ogy of globalization (Carroll & Carson, 2003; Sklair, 1995, 1997, 2002; van der Pijl, 1984,
1998).

The second of the subsidiary questions is: why did the Big Four come to dominate ac-
counting markets in China? | will argue that the process of globalization has resulted in the
shifting of spatial, ideational and identification boundaries of the profession in a manner con-
sistent with the theory developed by Suddaby et al. (2007). This theory posits that changing
boundaries of the profession have resulted in a shift of power away from traditional State reg-
ulators to transnational forces such as the WTO and the Big Four firms. | argue that this shift

in power led the Big Four to dominate the market in China.

The third of the subsidiary research questions is: how have indigenous firms tried to
break the dominance of the Big Four in China? This study will examine the counterhegemon-
ic strategies and tactics used by local firms and their principal advocate, the CICPA. The

study will find that the indigenous firms have primarily used a strategy of mimetic and norma-

% In 1978, China launched a policy of openness and reform that has guided China’s develop-
ment in the 30+ years since. The term opening up has come to refer to the acceptance of for-
eign investment in China and the increasing engagement of China with the world (Démurger,
2000).
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tive isomorphism as a means of deepening contradictions related to the Big Four dominance

of local markets.

Overview of Methodology

This study is a critical historiography, conducted, in part, as ethnography. The re-
searcher has been engaged with the subject for over 30 years, first in a 28-year career with
PricewaterhouseCoopers that culminated in a leadership role in China, followed by a second
career as a visiting accounting professor at Peking University where he continued his interac-
tion with the profession. The study uses a bricolage, as the term is defined by Denzin and
Lincoln (2000). With a bricolage, the researcher draws from different qualitative approaches

to knowledge construction and uses them to build a bespoke methodology.

There are two primary methodological streams for this study. The first evaluates the
structure of the accounting profession in China using established methodologies for measur-
ing market concentration. These methodologies allow comparison of the China accounting
market to accounting markets in other countries. The second stream constructs a history of the
involvement of the Big Four in China. This portion of the study uses various archival data
sources including news clippings, firm histories, and private records. Significant to the study
are the memoirs of Ding Pingzhun, the former Secretary General of the CICPA. Ding has pre-
served documents that provide a rare insight to the thinking of Chinese bureaucrats during this
historic time and allow this research to speak to both sides of the story. Extensive interviews
of people involved during the development of the accounting profession in China supplement
the archival sources. During the course of conducting the present study, | received unprece-

dented access to people in the Big Four and to recently retired Big Four partners.

Limitations and Delimitations

The modern accounting profession in China has developed over a 30-year period be-
ginning in 1980. | decided to study this period in order to identify and analyze phenomena
that result in persistent changes, rather than those with temporary impact. The period of study
also fills a gap in the literature for a comprehensive analysis of the development of the profes-
sion in China. This decision, however, results in a more superficial analysis than an examina-
tion of a shorter period would allow. In my opinion, the level of analysis is appropriate to the
purpose of the study, yet | acknowledge that a more comprehensive analysis of shorter periods

of development would yield further insights. I leave this to future research.

This study focuses on the role of the Big Four in China. This has biased the research
design towards collecting and evaluating data related to the Big Four rather than indigenous
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firms. In large part, | have allowed the memoirs of former CICPA Director General Ding
Pingzhun to speak for indigenous firms. While my research shows Ding to be a tireless advo-
cate for indigenous firms, other voices might add to the analysis of indigenous firm responses
to Big Four hegemony. Chan (2008) has taken this up with her case study of the strategies of

two indigenous firms competing with Big Four firms, but there is further work to be done.

This is a cross-cultural study. The important actors come from diverse backgrounds
including many of Western, Hong Kong, and Mainland Chinese origin. The researcher and
author of this study is an American who has lived and worked in China since 1997. Bias is a
major threat to cross-cultural studies. Constructs that are chosen may not be similarly defined
in all cultural groups (van de Vijver & Leung, 1997). Data for this study included materials in
both Chinese and English. Because | am not completely proficient in the Chinese language, |
have relied on translations of Chinese materials. Translation introduces possible bias. The
translation literature suggests that there is no one correct translation and that the translator is
like Aladdin in the enchanted vaults; spoiled for choice (Bassnet, 1994). The methodology

chapter further discusses how | have compensated for cross-cultural and translation bias.

Organization of the Thesis

The remainder of this thesis is structured as follows: Chapter 2 explains the overall
grounding of the study in Marxist theory, and explains and justifies the selection of Gramsci’s
theory of hegemony as the guiding theoretical foundation for the study. Chapter 3 outlines the
methodology of the study. Chapter 4 evaluates extant literature related to the Big Four ac-
counting firms with a focus on the globalizing impacts of these firms. Chapters 5 through 8
present the findings of this study. Chapter 5 explains the early development of the profession.
Chapter 6 explains the process by which the Big Four dominated the accounting profession in
China. Chapter 7 explains how the Big Four have sustained their domination. Chapter 7 also
presents findings related to the market structure of the accounting profession in China. Chap-
ter 8 outlines the counter-hegemonic strategies of the indigenous accounting profession.
Chapter 9 analyzes the findings and answers the three subsidiary research questions. Chapter
10 addresses the implications of the study. In Chapter 10, | present strategies to enhance or
protect the respective positions of the three key groups of actors in this study: the Big Four,
indigenous accounting firms, and accounting regulators. | also present a series of recommen-

dations of areas for further research in this field.
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Chapter 2: Theoretical Foundations

Classes struggle, some classes triumph, others are eliminated. Such is history; such is the his-
tory of civilization for thousands of years. To interpret history from this viewpoint is histori-
cal materialism; standing in opposition to this viewpoint is historical idealism.

Mao Zedong, Cast Away lllusions, Prepare for Struggle: August 14, 1949 (Mao, 1961).

The purpose of this chapter is to set forth the theoretical foundations for the study. The
chapter begins by positioning the study within historical critical accounting research. | evalu-
ate alternative research paradigms and defend the selection of a Marxist approach. The chap-
ter then explains Antonio Gramsci’s theory of hegemony and counter-hegemony. The chapter
concludes with a defense of the appropriateness of the theories of hegemony and counter-

hegemony for the purposes of this study.

Historical Critical Accounting Research

This research is positioned within the body of critical accounting research that answers
Hopwood’s (1978) call for studies of accounting rather than the traditional studies in account-
ing. Critical accounting research aims to uncover the relationships between accounting and
society by examining the circumstances surrounding the emergence and development of ac-
counting practices (Burchell, Clubb, Hopwood, Hughes, & Nahapiet, 1980; Hopwood, 1988).
Where traditional accounting research focuses principally on positivistic analysis of economic
factors, critical accounting research expands this focus to include political, cultural and socie-
tal parameters (Hopwood, 1987). Bryer (2005, p. 26) argues that “to unleash accounting histo-
ry we must drop the neoclassical framework and engage with major social theorists, particu-

larly Weber and Marx.”

In the context of historical accounting research, the traditional approach has been to
examine accounting in the historical context in which it operates in order to provide a basis
for determining how ideas and practices influence society (Napier, 1998). The critical ap-
proach to accounting history seeks the same result through a greater emphasis on the political,
cultural, and social context in which accounting develops (Gomes, 2008). Fleischman and
Radcliffe (2003) observe that contemporary accounting historians have moved away from an
older economic reductionism into a broader investigation of the cultural, social and political

foundations of industrial activity.

An important thread of historical accounting research has included research on the
profession of accountancy and the firms and individuals that make up that profession. The ac-

counting profession is a powerful and important institution in most societies and it has attract-
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ed considerable attention from scholars. Robson and Cooper (2006) argued that too many of
the early studies of the role of the accounting profession in society were willing to accept the
professions own narrative that emphasized their public interest purpose. Burrage (1990, pp. 5-

6) criticized much of the historical work on the professions:

...historians focused on the creation, the domestic affairs, and of the corporate affairs
of particular professions and therefore tended to concentrate on the elite of the profes-
sion and the issues that came to the attention of their governing bodies. They rarely
sought to study the working practice of the rank and file members of the profession,
rarely referred to other professions, rarely sought to relate changes in the profession to
changes in the wider society and rarely therefore found any reason to criticize the pro-
fession. Their main task was to recount the success story of responsible leaders coping
with the problems that faced the profession.

Burrage might criticize this study for many of the same reasons. Studies of the devel-
opment of a profession necessarily focus on the activities of the elite of the profession, and
that is because of the significant impact that the elite have on the process. The daily working
practices of the rank and file shed little light on how institutions are formed. Based in part on
Burrage’s criticism, | have included many interviews of the rank and file in my data, but |
found little explanatory power in their observations of the process. | accept and respond to
Burrage’s other criticisms by relating the development of the accounting profession in China
to the broader changes taking place in Chinese society as it opened up to the world, and by
considering the impact of other professionals, particularly lawyers and investment bankers on

the development of the accounting profession.

Alternative Theoretical Foundations for Historical Accounting Research

Fleischman and Radcliffe (2003) identify three prominent paradigms for accounting
history studies: neoclassical or economic-rationalist, Foucauldian, and Marxist. Similarly,
Goddard (2002) categorizes the literature on the relationship between the accounting profes-
sion and the State into three schools: Foucaldian, Weberian, and Marxist (and a fourth catego-

ry that is a composite of these).

Non-Marxist approaches. The neoclassical or economic-rationalist perspective has
been the dominant traditional approach to accounting history studies. The neoclassical per-
spective holds that accounting change is a rational movement towards lower transaction costs

and accordingly aligns well with traditional, positivistic accounting research.

Foucauldian approaches, based on the work of French postmodernist philosopher
Michel Foucault, stress the importance of knowledge in the acquisition of power. According

to Edward Said (1983, p. 216), Foucault’s greatest contribution is explaining how “the will to
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exercise dominant control in society and history has also discovered a way to clothe, disguise,
rarify and wrap itself systematically in the language of truth, discipline, rationality, utilitarian
value and knowledge.” Foucauldian approaches are useful in explaining professionalism and
closure of accounting markets. In the present study, Foucault may help to explain how the ex-
pertise of the Big Four helped them to achieve a dominant position in the China accounting

markets.

Foucaldian approaches stress the centrality of language in synthesizing power and
knowledge. The Foucaldian school was characterized by Chua and Sinclair (1994) as analyz-
ing how discursive and non-discursive practices of accountants interconnect with diverse dis-
courses and programs of governments. Armstrong (1991), however, points out that Foucald-
ian approaches reject any a priori correlation of interest with class. Since the central thesis of
this study associates power with the class of the Big Four, the Foucaldian approach provides

less explanatory power than Marxist approaches where class is central.

Closely related to Foucauldian approaches are Weberian approaches, based on the
work of German sociologist and political economist Max Weber. Goddard (2002) argues that
the Weberian school, illustrated by Chua and Poullaos (1993, 1998) and Walker and Shackle-
ton (1998), downplays the materialistic base of Marxist approaches and instead relies more on
closure theories of professions. Closure theories are powerful tools to explain the early devel-
opment of accounting markets. In China, however, the accounting profession rapidly achieved
closure following the opening up of the economy, most likely because of the rapid acceptance
of Western practices. Accordingly, closure theory is not ideal for explaining how the Big Four

came to dominate accounting practice in China.

Marxist approaches. This study is informed by the Marxist tradition, a body of the-
ory that is largely based on the writings of Marx, Engels, Lenin, Trotsky, Stalin, and Mao.
From a historical perspective, Marx argued that industrial society emerged from a long pro-
cess of class conflict that ultimately resulted in the capitalistic mode of production overthrow-
ing the feudal system (Bryer, 2005). Fundamental to the Marxist tradition is the exploitation
of the working class by capitalist firms and the “whole network of ideological and repressive
State apparatuses that ultimately support the ruling class and the extant mode of production”
(K. James, 2010, p. 697).

Much of Marxist informed accounting research has focused on the partisan nature of
accounting records and on how accounting practices can suppress classes of people (Bryer,
2005, 2006; Hopper & Armstrong, 1991). Bryer (1999) has gone so far as to argue that Marx

could provide us with a general theory of accounting based on these concepts.
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This study, however, focuses not on how accounting technologies suppress working
classes, but rather on how two classes of professional accountants emerged and how one class,
the Big Four firms, came to dominate the other class, the indigenous accounting firms. Marx
and Engels (1846/1974, p. 77) argued that “all history is the history of class struggle,” and this

thesis argues that the history of the accounting profession in China is no exception.

China is one of the few remaining countries in the world that claims to follow a Marx-
ist/Leninist philosophy. The current constitution of the Communist Party of China states:
“Marxism-Leninism brings to light the laws governing the development of the history of hu-
man society. Its basic tenets are correct and have tremendous vitality” (Communist Party of
China, 2007). Marxism-Leninism’s focus on the inherent class struggles of capitalism formed
the ideological justification for China’s experiments with communism. Marxism informs this
study not because of China’s ideological support for it and its significant impact on the or-
dering of Chinese society, but rather because it best explains the reemergence of capitalism in
China under what the Communist Party calls Deng Xiaoping Theory and Jiang Zemin’s Im-
portant Thought of Three Represents. Marx believed that feudalism would successively give
way to capitalism, socialism, and communism. While it can be argued that Chinese com-
munism did not reflect what Marx had in mind, the ironic use of Marxism in this study to ex-
plain the evolution of communism to State-sponsored capitalism in China could perhaps be

described as a case of Marx being hoisted by his own petard.

Theory of Hegemony

Hegemony is a Marxist concept derived largely from the work of Antonio Gramsci,
the first leader of the Italian Communist Party in the turbulent days of Mussolini’s march to
power. Gramsci worked for the Communist International* during 1923-24 in Moscow and Vi-
enna. He was later imprisoned in one of Mussolini’s jails where he wrote his famous Prison
Notebooks which are considered his most important contribution to Marxist theory (Sasson,
1991). Among Marxists, Gramsci is noted for his theory of cultural hegemony as the means to
gaining class dominance. In his view, a new Communist man had to be created before any
political revolution was possible. He also concluded that so long as the workers had a Chris-
tian soul they would not respond to revolutionary appeals, so the critical agenda was to repla-

ce the Christian soul. This led to a focus on the efforts of intellectuals in the fields of educa-

* The Communist International, commonly abbreviated as ComlIntern and also known as the
Third International, was an international communist organization formed in Moscow in 1919
and which operated until 1943 (Borkenau & Aron, 1962).
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tion and culture. Gramsci envisioned an extended campaign through society’s institutions, in-

cluding the government, the judiciary, the military, the schools, and the media.

Gramsci’s conception of hegemony is that a culturally diverse society can be dominat-
ed by one of its social classes. The ideas of the dominating class come to be accepted as the
norm, perceived to benefit all of society while possibly only benefiting the dominating class.

Williams (1960, p. 587) provides a comprehensive definition of hegemony:

By “hegemony” Gramsci seems to mean a sociopolitical situation, in his terminology a
“moment,” in which the philosophy and practice of a society fuse or are in equilibrium;
an order in which a certain way of life and thought is dominant, in which one concept
of reality is diffused throughout society in all its institutional and private manifesta-
tions, informing with its spirit all taste, morality, customs, religious and political prin-
ciples, and all social relations, particularly in their intellectual and moral connotations.
An element of direction and control, not necessarily conscious, is implied. This he-
gemony corresponds to a State power conceived in stock Marxist terms as the dictator-
ship of a class.

Hegemony of consent. Most scholars who have interpreted Gramsci have concluded
that the hegemony of consent is the distinguishing feature of hegemony over other forms of
domination. Simon (1982, p. 21) explains hegemony as “a relation, not of domination by
means of force, but of consent by means of political and ideological leadership.” Bates (1975,
p. 352) explains hegemony as “political leadership based on the consent of the led, a consent

which is secured by the diffusion and popularization of the world view of the ruling class.”

Consent to hegemony by the subordinate class is rarely active or even conscious. We-

ber (1922/1978, p. 21) suggests that such explicit consent would be unusual:

In the great majority of cases, actual action goes on in a state of inarticulate half-
consciousness or actual unconsciousness of its subjective meaning. The actor is more
likely to “be aware” of it in a vague sense than he is to “know” what he is doing or be
explicitly self-conscious about it. In most cases, his action is governed by impulse or
habit. Only occasionally and in the uniform action of large numbers, often only in the
case of a few individuals, is the subjective meaning of the action whether rational or ir-
rational, brought clearly into consciousness. The ideal type of meaningful action where
the meaning is fully conscious and explicit is a marginal case.

Hegemonic studies tend to infer the consent of the subordinate class from the absence
of organized opposition to the hegemony. McNally and Schwarzmantal (2009) have called for
scholars applying Gramscian theory to international relations to explain more thoroughly and
more broadly the processes by which hegemonic consent is reached. This is likely a difficult
task; particularly if one accepts Weber’s view that people do not tend to be actively involved

in such decisions. Instead, it is necessary to examine changes in ideology with a view towards
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understanding why there was no active resistance to change, or why resisted change was ulti-

mately accepted.

Joseph (2002) observes that for a class to become hegemonic, it must have behind it
the economic, political, and cultural conditions which allow it to put itself forward as leading.
In the present study, the ideological changes that enabled Big Four hegemony were nested in
broader ideological changes in society as it moved from the former economic system to one
more based on capitalistic principles. Chinese society changed its ideology from a centrally
planned and controlled Communist approach to a market based approach, and the Big Four

participated in, benefited from, and influenced this change.

Hegemony of coercion. The hegemony of consent is backed up from time to time by
the hegemony of coercion. Gramsci viewed the State as playing a central role in organizing
social and political life, which it achieves by providing cultural, ideological, and political
leadership (Lehman & Tinker, 1987). Political society is derived from the coercive power of
the State — conventionally understood to include laws, courts, military, police, and regulators.
A group that has established hegemony of consent through ideological superiority may occa-
sionally need the coercive power of the State to maintain that hegemony. The coercive power
of the State is present in accounting principally through the regulation of the profession. Such
regulations include standards for admission to the profession, accounting and auditing stand-
ards, and requirements as to the form of practice. Other coercive instruments of society such

as police, courts, and prisons back up these regulations.

While the State in Gramsci’s work was easily understood, the role of the State as it re-
lates to the accounting profession has been subsumed by the emergence of new regulators that
alter the traditional boundaries of professional regulation (Suddaby, et al., 2007). Sklair (1995,
1998) considers the bureaucrats that make up these regulators (together with sympathetic lo-
cal bureaucrats) as members of the transnational capital class (further discussed below). These
new regulators include non-governmental associations such as the International Accounting
Standards Board (IASB) and the WTO. While certain of these regulators set rules and stand-
ards, the ultimate enforcement of their rules and standards rests with the State, since only the
State has the power to imprison or confiscate the property of those who choose to ignore rules
and standards. For example, the IASB establishes International Financial Reporting Standards
(IFRS). An actor can be compelled to follow such standards only if the State chooses to adopt

the standard and to sanction non-compliance.

The accounting profession in China, particularly the Big Four, also faced multiple

State actors. The increasing globalization of China’s economy brings its companies and insti-
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tutions into regulatory nexus with other jurisdictions. For example, a Chinese company that
lists its shares in New York and London is subject to State securities regulation in all three
countries. In this situation, China has the power to regulate the company because it is orga-
nized under Chinese laws and operates within China. United States and United Kingdom reg-
ulators gain regulatory nexus because they regulate all companies listed on their stock ex-
changes. By gaining the regulatory nexus to regulate companies listed on stock exchanges,
countries also typically gain regulatory oversight on accountants who audit the companies

listed on those exchanges.

Class. Marx used an essentially functionalist definition of class derived from the place
of a function within the system. Marx identified the three great classes of modern capitalist
societies to include wage-laborers, capitalists, and landowners, yet acknowledged that this
class articulation does not emerge in a pure form. In determining what makes up a class, Marx
suggested looking to the source of revenue of the social groups — wages, profit, and ground-
rent in the case of the three great classes (Marx, 1867/1981).

Ollman (1993) argues that this definition of class is too simplistic for today’s society
because class represents a complex social relation. Individuals who share a social space and
functions and assume over time common characteristics as regards income, life-style, political
consciousness, and organization become members of a class. Ollman argues that class is a
quality that attaches to individuals in the class and shapes the thinking and action of class
members. While class is a quality attached to an individual, other qualities such as gender and
nationality (arguably classes in themselves) also attach to the individual and moderate the in-

fluence of the class on the thinking and action of the class member.

Transnational capital class. Globalization in the later half of the twentieth century
has spawned a thread of research arguing for recognition of the emergence of a transnational
capital class (Carroll & Carson, 2003; Sklair, 1995, 1997, 2002; van der Pijl, 1984, 1998).
The transnational capital class is theorized as a segment of the world bourgeoisie purported to
represent transnational capital and the ideology of neoliberalism. It is transnational in the
sense that it denotes economic and related social, political, and cultural processes that super-
sede nation-states (Robinson & Harris, 2000). Carroll and Carson (2003) found evidence of
interlocking directorships in transnational organizations such as the World Economic Forum

and argued that this illustrated how the transnational capital class influenced global policy.

Robinson and Harris (2000) argue that the transnational capital class is a global ruling
class because it controls the levers of an emergent transnational State apparatus and of global

decision making. This is consistent with Suddaby, Cooper, and Greenwood's (2007) finding
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of emerging transnational regulation of the accounting industry. Robinson and Harris (2000, p.
12) maintain that the transnational capital class was in the process of constructing a historic

hegemonic bloc:

This historic bloc is composed of transnational corporations and financial institutions,

the elites that manage the supranational economic planning agencies, major forces in

the dominant political parties, media conglomerates, and technocratic elites and state
managers in both North and South.

Robinson and Harris (2000) observe that most accounts (with the notable exception of
that given by Sklair (1995), who unlinks the class from geography) of the transnational capital
class posit a national bourgeoisie that converges externally with national classes in other
countries. These accounts are consistent with the account presented in this study of the Big
Four, where Big Four practices are organized on a national basis yet are integrated globally.
Beaverstock (2004) found that expatriate professionals in law firms working side by side with
local professionals created transnational communities. McNally and Schwarzmantal (2009, p.
24) explain how hegemony is established between the transnational capital class and local

subordinate groups:

Thus, those who subscribe to the logic of the transnational capital class, international
hegemony is processed through the consensual relationships forged between transna-
tional elites and their respective ‘national subordinate’ classes.

Transnational epistemic communities. Sklair (2002) includes globalizing profes-
sionals as one of four interlocking groups that make up the transnational capital class (also
including corporations, globalizing bureaucrats and politicians, and merchants and media).
Professionals in the transnational capital class would include accountants, lawyers, investment
bankers, financial printers, and valuation experts. These professionals form epistemic com-

munities, as defined by Haas (1992, p. 4):

An epistemic community is a network of professionals with recognized expertise and
competence in a particular domain and an authoritative claim to policy-relevant
knowledge within that domain or issue area. Although an epistemic community may
consist of professionals from a variety of disciplines and backgrounds, they have (1) a
shared set of normative and principled beliefs which provide a value-based rationale
for the social action of community members; (2) shared causal beliefs which are de-
rived from their analysis of practices leading or contributing to a central set of prob-
lems in their domain and which then serve as the basis for elucidating the multiple
linkages between possible policy actions and desired outcomes; (3) shared notions of
validity — that is, intersubjective, internally defined criteria for weighing and validating
knowledge in the domain of their expertise, and (4) a common policy enterprise — that
is, a set of common practices associated with a set of problems to which their profes-
sional competence is directed, presumably out of the conviction that human welfare
will be enhanced as a consequence.
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Christiansen, Newberry, and Potter (2010) argue that small epistemic communities of
expert accountants have an outsized influence in guiding global accounting policy. The trans-
national epistemic communities of professionals are important to the establishment of hegem-
ony, since they mutually reinforce the ideology of the transnational hegemonic class. For ex-
ample, in the case of international listings of Chinese companies, international investment
bankers, international lawyers and accountants expect, and often demand, the participation of
each other, in part to manage risk, and in part because that is the way it is done — a mutually

reinforcing ideology.

Robinson and Harris (2000) criticize Sklair (1995) for conflating strata with class, a
criticism that would apply to this thesis as well. The argument is that the transnational capital
class is simply an elite stratum of the capitalist class. Following Robinson and Harris’s logic,
the Big Four would not represent a separate class, rather an elite stratum of the class of pro-
fessional accountants, or more broadly professionals, or the bourgeoisie. Robinson and Har-
ris’s own work undermine their argument, where they refer to the World Economic Forum as
an acknowledged class organization because of the strict conditions of admission. A Gramsci-
an (and Marxist) analysis is powerful for unaligned segment interests since it focuses on the
conflict between the objectives of the segments. Regardless of whether we call a segment a
stratum or a class, the Gramscian and Marxist concept of class applies to situations, such as
the accounting profession in China, where the interests of the segments are potentially in con-
flict.

Class and the accounting profession. The premise of this thesis is that the ac-
counting profession in China divided into two classes shortly after its inception. The first class
consists of those accountants who organized into indigenous accounting firms in the 1980s.
The return of public accounting to China after its long hiatus created a class of domestic ac-
countants where none was present before. Over time, these accountants would become con-
scious of their new class as certified public accountants. The other class consisted of the Big
Eight accounting firms that entered China at the same time. Well established in other coun-
tries, this class consisted of personnel who came to China with a clear consciousness of their
class status, although newly hired employees might take some time to acquire class-

consciousness.

Members of either the indigenous accountants class or the Big Eight accountants class
were members of other classes as well. Indigenous accountants might identify with classes
based on geography, educational background, gender, or the State institution from which they
came. The national origin, firm affiliation, and functional specialization such as audit or tax
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heavily influenced the perspectives of Big Eight accountants. As the Big Eight firms grew and
employed increasing numbers of local employees, these employees would often have com-
mon traits with indigenous accountants such as Chinese Communist Party memberships, edu-
cational backgrounds, and other social experiences. Within the Big Eight firms there would be
additional classes including such divisions as expatriates versus locals, partners versus staff,
and audit versus tax. Such divisions would be less pronounced in the indigenous accounting
firms in the early stages, however there would soon arise class distinctions between smaller

indigenous firms and those permitted to audit listed companies.

Over time, the indigenous and Big Eight classes of accountants would become con-
scious of their different classes. The consciousness of a class is critical to Marxist theory, sin-
ce it enables the class struggle that is at the heart of capitalism. Ollman (1993) describes class-
consciousness as a type of group think, a collective, interactive approach to recognizing, la-
beling and coming to understand, and acting upon, the particular world that class members
have in common. Class-consciousness sets forth the broad outline of class struggle and where
one fits in it, establishes feelings of solidarity with other members of the class and a rational

hostility towards opposition classes.

The identity of two primary classes of independent accountants is consistent with both
Marx’s and Ollman’s approach to class. From a Marxist perspective the Big Four looked to
different sources of revenue — mainly large internationally listed SOEs and foreign invested
enterprises while the indigenous firms focused on smaller SOEs and private companies. From
Ollman’s perspective of class, interviews with accountants in China clearly establish that Big
Four accountants and local firm accountants perceive themselves as belonging to different

groups.

Creation of historic blocs. Hegemony, once established, is rarely ephemeral but ra-
ther manifests itself in historic blocs. Simon (1982, p. 26) argued that once a hegemonic class
has combined leadership in civil society with leadership in sphere of production, an “historic
bloc” is established and may endure for an entire historic period. According to Worth (2002, p.
298):

An historic bloc refers to the solid structure that is created when a hegemonic order is

in place, its formation being dependent on the hegemony, which in turn "binds™ or

"glues™ together all the other parts of society into a relationship which recognizes ho-
mogenous norms of political economic practices and culture.

The conditions for the creation of a hegemonic class are often established by an organ-

ic crisis. An organic crisis is one in which there is a breakdown of the social relations and in-
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stitutions which hold society together and enable it to maintain and reproduce itself (S. Hall,
1984, p. 12). Gramsci (1935/1971, p. 178) maintained that such crises can only be resolved by
the creation of a new hegemony and “sometimes last(s) for decades.” Goddard (2002) argued
that:

During this period of instability and transition, the system of alliances forming the ba-
sis of the hegemony may have to undergo far-reaching changes and a process of re-
structuring if it is to survive. Such crises are often precipitated by failure of the ruling
class in some large undertaking such as war, for which it demanded the consent and
sacrifice of the people or as a result of the crisis in the sphere of production (Bates,
1975). The crisis will consist of a struggle to create a new balance of political forces,
requiring a reshaping of state institutions as well as the formation of new ideologies.
Unless effectively challenged, the ruling class will re-establish its hegemony, although
a new historic bloc will be created. Historical development can therefore be seen as a
series of organic crises followed by new historic blocs that establish hegemony over a
period of relative stability.

Identification of organic crises has important methodological implications, since they
serve to both establish as well as threaten hegemony. Organic crises are the catalysts for

change.

The Big Four’s hegemony over the accounting profession in America and much of the
developed world has constituted a historic bloc since the early twentieth century (Stevens,
1981). The series of corporate scandals in the early 2000s following the collapse of Enron
were a major organic crisis that threatened the public accounting profession (Asthana, Balsam,
& Kim, 2009). These corporate crises reshaped State institutions, creating in the United States
the Public Company Accounting Oversight Board (PCAOB). They also led to new ideologies,
such as new conceptions of independence that prohibited the firms from performing certain
consulting services with audit clients. Laws institutionalized these new conceptions. Three of
the Big Four shed their consulting practices in the early 2000s and the Big Four survived the

crisis, effectively forming a new historic bloc and maintaining their hegemony.

In China, the accounting profession emerged because of institutional reforms brought
about largely by the organic crisis brought about by the failure of the Cultural Revolution, that
ultimately led to China’s strategy to open up to the outside world. The next major organic cri-
sis was marked by the events at Tiananmen Square in 1989, which led to the major economic
reforms that created the economic and political conditions that enabled the Big Four to estab-
lish hegemony over the nascent profession. This study identifies two further organic crises —

the opening and expansion of capital markets and China's entry into the WTO.

Ideology. At the core of Gramsci’s conception of hegemony is ideology. The hegem-

ony of consent builds on the perceived ideological superiority of the ruling class. Bates (1975)
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equates hegemony with political leadership that is based on the consent of the led, a consent
which is secured by the diffusion and popularization of the worldview of the ruling class.
Whichever class achieves this political leadership, or hegemony, will determine which range
of outcomes prevails. Marx believed that “the economic base sets the range of possible out-
comes, but free political and ideological activity is ultimately decisive in determining which

alternative prevails” (Femia, 1986, p. 38).

Hegemony is not to be found in a purely instrumental alliance between classes which
retain their individuality and own ideologies, but rather it involves the “creation of a higher
synthesis so that all its elements fuse in a “collective will” which becomes the protagonist for
political action throughout that hegemony’s entire duration” (Mouffe, 1979, p. 184). It is
through ideology that this collective will is formed, since its very existence depends on the
creation of ideological unity which will serve as “cement” (Gramsci, 1935/1971, p. 1380).
The creation of ideological unity is not the product of a "titanic struggle between rival Welt-
anschauungen” but rather is a result of "practical engagements about shifts and modifications

in common sense, or popular consciousness™ (Hunt, 1990, p. 310).

Sallach (1974, p. 41) argues that the dominant class uses its privileged access to the

primary ideological institutions to propagate values which reinforce its structural position:

Such propagation involves not only the inculcation of its values and the censorship of
heterodox views but also and especially the ability to define the parameters of legiti-
mate discussion and debate over alternative beliefs, values and worldviews. Actually,
censorship and direct inculcation are extreme instances in the hegemonic process (and
frequently may be counter productive). The most effective aspect of hegemony is
found in the suppression of alternative views through the establishment of parameters
that define what is legitimate, reasonable, sane, practical, good, true, and beautiful.

The reward for winning the battle for ideology is access to the coercive power of the
State and the creation of a hegemonic class. Through ideology, the hegemonic class creates a
dominant conception of reality enabling a particular form of power and domination to be sta-
bilized and consent to be secured (S. Hall, 1983).

In the case of accounting, ideologies are often expressed as technologies. International
accounting and auditing standards and the methods of organization and practice by accounting
firms reflect the ideological consensus of society as to how accounting and auditing should be
practiced. This ideology developed over the century and half history of the profession in the
West and has become well entrenched in Western society. In China, however, this ideology
was new and untested, and was contrary in many aspects to accepted Chinese ideologies. For

example, the concept of an independent accounting firm owned by its partners is well ac-
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cepted in the West yet was ideologically inconsistent with Chinese views on the role of the

State and the appropriateness of private ownership.

In order for the Big Four to establish hegemony over the accounting profession, it
needed to establish its ideology of how accounting and auditing should be organized and con-
ducted as superior to alternatives based on Chinese ideologies. The Big Four needed to sup-
press alternative views that Chinese auditors could organize and practice under different ideo-
logies than the West. The Big Four did this by successfully suppressing alternative views that
indigenous firms could serve large Chinese multinational companies. Following Sallach’s
(1974) theory, they did this through their privileged access to the primary ideological institu-
tions — investment banking, the international legal profession and foreign capital markets, as
well as transnational agencies involved in setting accounting and auditing standards. Through
this they succeeded in defining themselves to investors, companies and the Chinese govern-
ment that they were the only “legitimate, reasonable, sane, practical, good, true, and beautiful”
choice. The Big Four also had the proper economic, political, and cultural conditions to ena-
ble itself to be put forward as leading. Changing domestic attitudes towards capitalism and

the role of foreigners in the economy enabled the Big Four to put forth its ideology.

Maintaining hegemony. Hegemony is not only about securing dominance over other
classes, but it is also about reproducing the social structures that have created the material
conditions for a historic bloc. Joseph (2002) argues that the ruling bloc maintains its hegemo-
ny by advancing a dynamic of social reorganization and modernization. In the case of the Big
Four, simply obtaining a dominant market position is not sufficient. If the firms fail to retain
their existing clients and fail to win a dominant portion of new clients, they would rapidly lose
their hegemony. Retaining and winning new clients requires firms to upgrade methodologies

and create new services — which is the process of modernization in the accounting world.

Hunt (1990, p. 311) argues that a hegemonic class can never simply articulate the im-
mediate interests of its own constituents. He maintained that to be dominant, the hegemonic
class must "address and incorporate, if only partially, some aspects of the aspirations, interests,
and ideology of subordinate groups.” Hunt advances the idea that three mechanisms are in-
volved in this process. First, the dominant ideology must contribute to securing a minimum
standard of social life. In the case of accounting in China, this means that the Big Four could
not take over the entire market, but rather must leave sufficient opportunity for the indigenous
accounting firms. Second, the dominant class must engage in a more or less self-conscious
compromise to incorporate some aspect of the interests of the subordinate group. In a market
situation, this may manifest itself in decisions to reject certain competitive tactics that, while
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potentially effective, might be excessively predatory. The third mechanism identified by Hunt
is the need for the dominant hegemony to articulate values and norms such that they take on
significant trans-class appeal. For example, proposals for the adoption of international ac-
counting and auditing standards in China needed to be articulated in a way that appealed to

indigenous accounting firms.

Counter-hegemony. Subordinate groups often will resist the hegemony of the domi-
nant class and attempt to end the historic bloc. Hunt (1990, p. 312) calls the process of break-
ing the hegemony of the dominant class counter-hegemony, and defines it as: "The process
by which subordinate classes challenge the dominant hegemony and seek to supplant it by
articulating an alternative hegemony.” Hunt saw that process as a “reworking” or “refashion-

ing” of the elements that are constitutive of the prevailing hegemony (p. 313).

The objective behind Gramsci’s work was to guide the struggle against Italian fascists.
Fundamental to Gramsci’s struggle with Italian fascists was his view that militant opposition-
al politics entails much more than straightforward, frontal confrontation with the institutions
of established power (Buttigieg, 1991). For Gramsci, hegemonic order could only be chal-
lenged by a passive revolution, where counter-hegemonic forces persistently challenge the
overall ideology of the hegemony, and then serve to transform it over time (Worth, 2002).
Evoking images of Mao Zedong's Long March of the Red Army, Rudi Dutschke (1969, p. 249)
labeled this non-violent approach to revolution “the long march through the institutions,” a
process of infiltrating institutions with the goal of a “subversive-critical deepening of the con-
tradictions related to class interests.” Gramsci (as quoted in Larrain (1983, p. 84)) pointed out
that the process does not involve the creation of contradictions, but rather the deepening of the
awareness and significance of existing contradictions: “It is not a question of introducing from
scratch a scientific form of thought into everyone's individual life, but of renovating and mak-

ing “critical’ an already existing activity.”

This deepening of contradictions undermines the ideological foundations supporting
the hegemonic class, ultimately facilitating revolution. Because hegemony requires ac-
ceptance of the ideological superiority of a particular class, Gramsci and Dutschke recognized
that the best (and perhaps only) way of breaking the hegemony was to undermine and replace

the ideology of the hegemonic class.

Following the reasoning of Gramsci and Dutschke, it is unlikely that indigenous Chi-
nese accounting firms could alter the hegemony of the Big Four through a direct assault. Cer-
tainly, violent means of overthrow would be absurd. Because the Big Four’s claim to ideolog-

ical superiority had been widely accepted, it is also likely that any attempt to secure the coer-
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cive power of the State to force change would fail. Accordingly, the indigenous firms need to
first take the long march through the institutions. The objective of the long march would be to
infiltrate the institutions that support the hegemony of the Big Four with the intent to under-
mine the ability of the Big Four to claim the legitimacy conferred by these institutions. For
example, one of the claims to ideological superiority of the Big Four is their purported ex-
pertise in the application of international accounting and auditing standards. This claim has
contributed to the Big Four gaining exclusive access to internationally listed Chinese compa-
nies. Indigenous firms, supported by the CICPA and Chinese government, have begun to ad-
dress this issue by adopting international accounting and auditing standards and becoming
involved in the institutions that set these standards. These are major steps in the “long march
through the institutions” that Gramsci and Dutschke considered fundamental to a successful
counterrevolution. The counter-hegemonic efforts of indigenous firms seek to deepen nation-
alistic contradictions — “if we do the same work to the same standards, why do foreign rather

than Chinese firms dominate the Chinese auditing profession?”

Hegemonic projects. According to Joseph (2002), hegemony manifests itself at two
levels — a deeper hegemony that operates at a structural level and surface hegemony which is
embodied in conscious hegemonic projects. Hegemonic projects emerge from the deeper heg-
emonic conditions and the ideological superstructure. The consequence of a class establishing
ideological superiority is that an ideational superstructure emerges in response to the existing
social structure defined in terms of coercive economic and political social relations (Sallach,
1974). This ideological superstructure is the deeper layer of hegemony. At the surface, he-
gemony (and counter-hegemony) manifests itself in a series of hegemonic projects, which in-

volve intention and agency on the part of specific social actors (Hunt, 1990).

Hegemonic projects are more easily observed than the deeper ideological superstruc-
ture because they involve actions. Because hegemonic projects are based upon that super-
structure, they serve to illuminate the ideological basis for hegemony. The identification and
analysis of hegemonic projects is a critical direction for the methodological design of this

study.

Why hegemony is the appropriate theory for this study. Gramsci and the theory of
hegemony have been established as a “legitimate and useful approach to the study of account-
ing” (Goddard, 2002, p. 662). Goddard indicates that hegemonic approaches can make further
contributions to the historical study of accounting in general by providing a rigorous theoreti-

cal methodology for the study of accounting in its social, political, and economic context.
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Accounting scholars have used the theory of hegemony in a wide range of studies. The
relationship between accounting and the State is a central topic. Cooper (1995) used the the-
ory of hegemony to construct historical and material explanations for accounting's relation-
ships with the State. Richardson (1989) used the theory of hegemony to explain corporatism
in the regulation of Canadian accountants. Alawattage and Wickramsainghe (2008) consider
the role of accounting in a political hegemony. Spence (2007, 2009) framed social and envi-
ronmental reporting as a hegemonic process and then considered the counter-hegemonic role
of social accounting. Other topics that have been evaluated using a theory of hegemony in-
clude financial accountability in non-government organizations (Ahmed, Hopper, & Wick-
ramsinghe, 2010), hegemony of public accountants over tax education in Canada (Warsame,
2006), and the role of Western hegemony in establishing accounting regulation in Gulf Coop-
eration Countries (Al-Qahtani, 2005).

Yee’s (2009) work applying the theory of hegemony to the development of the ac-
counting profession in China is particularly relevant to this study. Yee examined the
reemergence of public accounting in China in the early 1980s and, in particular, the political
and ideological influences on the nascent profession. She found evidence that the political and
ideological influence of the State permeated the accounting community, empowering the gov-
ernment to mobilize Chinese accountants in the implementation of its economic agenda.
Yee’s study does not consider the role of international accounting firms and transnational in-
stitutions because she examines the early 1980s, a period that preceded the establishment of

Big Four hegemony.

There are some problems with Yee’s analysis. She conflates the State with a hegemon-
ic class. In a classic Gramscian analysis, the State is the reservoir of coercive power accessi-
ble from time to time to support the hegemony of the dominating class. Yee uses the State as a
proxy for a hegemonic class associated with the Communist Party of China and more particu-
larly for the bureaucrats who supported the reform ideology of Deng Xiaoping. Her treatment
of public accountants as a subordinate class is premature, since her work focuses on a period
when these accountants were just being deployed from State institutions and likely had not yet
developed class-consciousness. Yee finds greater explanatory power by reference to Confu-
cian principles of filial piety. She argues that the State provided a nurturing environment for
the nascent profession that could be likened to the father and son relationship encompassed in
the Confucian notion of wu lun. This present study extends Yee by evaluating a much longer
period (Yee through the early 1980s and this study through 2010). This study also focuses on

the role of international firms and institutions in the development of the profession in China.
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While these firms and institutions were present during Yee’s study, their influence would
grow significantly in subsequent years. While this study results in significantly different find-

ings than Yee, the difference is explainable given the different historical periods examined.
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Chapter 3: Research Design

In studying such transformations it is always necessary to distinguish between the material
transformation of the economic conditions of production, which can be determined with the
precision of natural science, and the legal, political, religious, artistic or philosophic — in
short, ideological forms in which men become conscious of this conflict and fight it out. Just
as one does not judge an individual by what he thinks about himself, so one cannot judge
such a period of transformation by its consciousness, but, on the contrary, this consciousness
must be explained from the contradictions of material life, from the conflict existing between
the social forces of production and the relations of production.

Karl Marx (1859/1976, p. 8)

The purpose of this chapter is to explain the research design of this study. The overall
research design of this study can be described as a bricolage as the term is defined by Denzen
and Lincoln (2000). With a bricolage, the researcher draws from different approaches to

knowledge construction and uses them to build a bespoke methodology.

| have organized the remainder of this chapter as follows: first, I explain the overall
research design and its two components. The first component determines the organizational
structure of the accounting profession in China. The second component is a history of the Big
Four accounting firms in China. This chapter then discusses the specific research design for

each of those components.

Overall Research Design

Following the guidance suggested by Karl Marx in the quote that begins this chapter,
the research design has two objectives. First, it will determine the “material transformation of
the economic conditions of production,” a matter which Marx (1859/1976, p. 8) claims can be
determined with the precision of natural science. For the present study, this involves deter-
mining the organizational structure of the accounting profession in China. According to Di-
Maggio and Powell (1983) the structure of an organizational field must be defined on the ba-
sis of empirical investigation. Organizational structures are best understood through analysis
of overall patterns rather than by analysis of specific organizational characteristics
(Greenwood & Hinings, 1993). | choose to establish the organizational structure of the ac-
counting profession by using established methodologies for measuring market concentration
for auditor services. Data for this component are principally schedules of auditor remunera-
tion for geographical and institutional markets in which China’s accounting firms operate. |
analyze the data using concentration ratios and the Herfindahl-Hirschman Index (HHI).
Measures of market concentration provide a static indication of the structure of a market.

There are limitations to this approach. Studies that focus on measures of industry concentra-
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tion “conceal as much as they reveal about the nature of the underlying competitive processes”
(Davies & Geroski, 1997, p. 299). The second objective of the research design deals with this

limitation.

The second objective is to uncover what Marx calls the “ideological forms in which
men become conscious of this conflict and fight it out” (Marx, 1859/1976). The conflict to
which Marx refers is the conflict between classes. In the present study, that is the conflict be-
tween indigenous firms and the Big Four as China’s accounting profession matured. The con-
flict between indigenous firms in China and the Big Four is part of a greater struggle known
as globalization. | address this objective through a historiography. The historical approach’s
inherent flexibility provides ways to understand organizations and institutions that is not pos-
sible through the quantitative methods used in the first component (Miranti Jr., Jensen, &
Coffman, 2003). The analysis is built in the style of an ethnography, defined as a systematic
narrative of the behavior and idea systems of a cultural system (such as an organization) based
on a description of the various linguistic and symbolic practices which constitute and maintain
a shared reality among social actors (Dey, 2002; Power, 1991). Ethnographic studies allow
researchers to exploit their experience in terms of participation in (or observation of) the re-
search setting to achieve interpretations of the subjective meanings that are inherent in organi-
zations (Dey, 2002). | joined Price Waterhouse directly from graduate school in 1976 and fol-
lowed a career in international business. | have lived and worked among Big Four accountants
in China since 1997, when | transferred to China to become the senior tax partner of the China
firm and a member of the China management board. | retired from PricewaterhouseCoopers
in 2004, but remained in China closely engaged with the Big Four in my role as a visiting ac-
counting professor at Peking University as well as through this project and through other re-

search projects. My wife, Grace Tang, is an audit partner of PricewaterhouseCoopers in China.

| did not decide to begin this study until 2006. My observation of the profession in my
earlier years in China accidentally fall into Laughlin’s (1995, p. 67) recommendation that:
“The individual observer is permitted and encouraged to be free to be involved in the observa-
tion process completely uncluttered by theoretical rules and regulations on what is to be seen
and how the ‘seeing’ should be undertaken.” 1 later developed a theoretical perspective for
this study (see Chapter Two) that guided the expansion of the research design to include ar-
chival research and interviews with key actors in order to address the significant limitations of

the accidental ethnographic approach.

My long experience in the Big Four, internationally and in China, formed a foundation
for this project. The formal research design builds on this foundation through two primary re-
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search designs. The first design consists of archival research. The purpose of archival research
is to unearth data to allow for subsequent analysis, “grist for the paradigmatic mill”
(Fleischman & Tyson, 2003, p. 31). | used several archives for this phase, including news
clippings, records of audit fees for public companies, firm histories and the private archives of

participants.

The second design consists of interviews with participants who were involved in as-
pects of the development of the profession. These participants are primarily practitioners who
practiced with the international accounting firms. Interviews provide rich and dense data on

complex social phenomena (Corbin & Strauss, 2008).

Determining the Structure of the Accounting Profession in China

The primary objective of this phase of the research is to describe the structure of the
market for public accounting services in China. | choose to do this by measuring market con-
centration levels of various segments of the accounting profession in China. | compared these
findings to other markets to determine how the Chinese market has developed in comparison

with those other markets.

Market concentration studies have been used extensively to study the structure of the
accounting profession (Beattie & Fearnley, 1994; Bigus & Zimmermann, 2008; Danos &
Eichenseher, 1982, 1986; DeFond, Wong, & Li, 1999; Doogar & Easley, 1998; Government
Accountability Office, 2008; D. S. Lee, 2005; Minyard & Tabor, 1991; Moizer & Turley,
1989; Narasimhan & Chung, 1998; Peecher, 2003; Simunic, 1980; Tonge & Wootton, 1991,
Wolk, Michelson, & Wootton, 2001). Walker and Johnson (1996) summarize the literature on

supplier concentration in non-US accounting markets.

| choose to use a similar methodology as most previous studies mostly because these
methodologies are the standard way to describe the structure of a market. | also use these
methodologies because they isolate the relationships that | am seeking to understand. What is
the market power of various participants in the market and how was this market power estab-
lished? How does the market power of the Big Four in China compare to other global markets?

How are market shares of accounting firms in China changing over time?

Data. | collected data for the market concentration studies from several sources as de-

scribed below.

CICPA data on top firms. | evaluate the structure of the accounting market in China
by identifying the major participants and measuring their market shares. The primary source
of data is the revenue of accounting firms as published by the CICPA and available on the
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CICPA website®. This data includes statistics for the 100 largest firms in China as measured

by revenue.

The CICPA top 100 data are not without limitation. The larger international ac-
counting firms in China operate their tax and consulting practices in separate wholly owned
enterprises, and the revenue of these businesses is not included in the CICPA list and is not
publicly available. Accordingly, the data may understate the size of the Big Four in China and
may not accurately reflect the level of concentration for all services provided by accounting

firms.

The accuracy of the CICPA Top 100 list is dependent on the accuracy of the data
submitted to the CICPA. The CICPA uses this data to assess the revenue-based dues of ac-
counting firms. The CICPA has periodically audited firms to determine the accuracy of the
revenue reported. In examinations conducted in 1996 by the CICPA, each of the Big Six were
found to have underreported income, principally by recording outside of China income that
was earned in China (P. Ding, 2006b, p. 102). I believe that the information included in this
study is more reliable, because the increased size and sophistication of the Big Four firms and
the CICPA has created significant risk of serious sanctions should the firms be found to have

repeat violations.

For comparative information | use the top 100 list for the United States published by
Inside Public Accounting ("The Inside Public Accounting 2010 top 100 accounting firms,"
2010) the top 100 list for the United Kingdom published by Accountancy Age (Grant, 2010)
and a top 100 list for Australia published by Business Review Weekly ("Top 100 accounting
firms: 2010," 2010).

Public company audits. | also collected data on the market shares of public companies
in China, and that of Chinese companies listed in the Hong Kong and in the United States.
Audit fees and auditor name of all 1224 Hong Kong companies for 2009 were obtained from
a Big Four firm that had manually collected the data from Hong Kong Stock Exchange
(HKSE) records. | tested the accuracy of this schedule by checking 25 companies against an-
nual reports of the companies and found no errors. Data was missing for several companies

and | added this data by reference to the corporate governance report for the company. | then

> Www.cicpa.org.cn
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manually tagged this data to identify companies that are Red Chips or H-shares based on lists

of such companies provided by the HKSE.®

I identified Chinese companies listed in the United States by reference to several lists
provided by investment banking firms, accounting firms, and from information on the web-
sites of NASDAQ and the New York Stock Exchange (NYSE). Because the actual listed enti-
ty for United States listed Chinese companies is usually incorporated in offshore jurisdictions
such as the Cayman Islands or the British Virgin Islands, these lists include companies that
are either incorporated in China or have a majority of their assets located in China. In total, |
found 206 companies listed on the NYSE, NASDAQ, or American Stock Exchange (ASE).
Using the Audit Analytics Database, | collected audit fees and auditor names for each of these
companies for 2009. | investigated missing or unusual data by reviewing the relevant SEC
filings on EDGAR.

Data regarding the development of China’s capital markets and audit market shares
was obtained from the database maintained by the China Center for Economic Research at
Peking University (CCER) and the CSMAR China Stock Market Financial Statements Data-

base provided by GTA Data. These databases are comparable to Compustat.

Proxies for firm size and selection of sample frame. | use accounting firm revenue (or
in the case of stock market based calculations, audit fees paid by public companies) as a proxy
for firm size consistent with the approach suggested by Tomczyk & Read (1989). Other stud-
ies of market concentration in accounting have selected size measurements based principally
on the availability of data. These studies have used selective measures of firm attributes such
as audit fees of public clients (Bigus & Zimmermann, 2008), number of auditors in the firm
(Buijink, Maijoor, & Meuwissen, 1998), and the number of audit firm clients (Q. Wang,
Wong, & Xia, 2008). Other studies have used client attributes to measure firm size, such as
client revenue (Johnson, Walker, & Westergaard, 1995; Moizer & Turley, 1989; Tonge &

Wootton, 1991) or the square root of client revenue (Simunic, 1980).

The sample in other studies of market concentration was drawn from clients listed on
the Fortune 500 list (Zeff & Fossum, 1967), clients listed on major US stock exchanges
(Tonge & Wootton, 1991), and various national exchanges (Johnson, et al., 1995; K. B.
Walker & Johnson, 1996).

® H-share companies, incorporated in Mainland China and listed in Hong Kong, usually also
have listings on the mainland exchanges. Red-chips are incorporated and listed in Hong Kong
but are issued by companies with significant mainland operations and are typically controlled
by governmental entities on the mainland (Ferguson, Lam, & Lee, 2002).
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Earlier studies that have considered audit market concentration in China have used cli-
ent audit fees of companies listed on the Chinese Stock exchanges (Chuntao Li, Song, &
Wong, 2008), the number of audit firm clients that are listed on the Chinese Stock Exchanges
(Q. Wang, et al., 2008), or client assets of companies listed on the Chinese Stock Exchanges
(DeFond, et al., 1999) as proxies for firm size. Because these studies have drawn their sam-
ples from companies listed on China’s two stock exchanges, they do not result in samples that
reflect the complete nature of the accounting profession in China. As of 2006, China has over
5,600 accounting firms of which only 46 were authorized to audit public companies (Chinese
Institute of Certified Public Accountants, 2011; Luk, 2010c). In 2008, there were nearly 5
million corporations in China, yet only 1,533 companies were listed on the Shanghai and
Shenzhen Stock Exchanges (National Bureau of Statistics of China, 2009). In addition, Chi-
nese companies have increasingly listed on overseas exchanges, often as their sole listing. As
of December 31, 2009, there were 128 Chinese companies listed on NASDAQ, 51 listed on
the New York Stock Exchange, 66 on the London Stock Exchange and others on the Singa-
pore, Tokyo and other global exchanges (Table 11). In Hong Kong, the most popular location
for listings outside the mainland for Chinese companies, there are 149 H-shares and 94 Red-
chips (Table 7). While some of the auditing work on H-shares and Red-chips is done in Hong
Kong or by staff of the Hong Kong firm traveling into China, much of it is done on the main-

land by China affiliates of the Hong Kong audit firms.

Proxies for firm size based only on public companies generally omit clients that are
subsidiaries of companies incorporated elsewhere. China has attracted enormous amounts of
FDI since opening up in 1980. By 2001, foreign invested enterprises had a 16.9% share of
Chinese industrial value-added, profits, and long-term debt, a share that would grow to 20.7%
by 2005 (Dougherty & Herd, 2005). Many of the world’s largest corporations have significant
operations in China that are included in the parent’s financial statements. Typically, a member
of the same accounting firm that audits the parent company audits the Chinese subsidiary. The
same firm usually also conducts the required statutory audit in China, but some foreign inves-
tors select a lower cost indigenous firm for this purpose. None of these foreign subsidiaries
has listed on the Shanghai and Shenzhen stock exchanges. Measures of market concentration
for auditor services based on audit fees of companies listed on the Shanghai and Shenzhen
exchanges omit the significant impact of non-listed companies, overseas listings, and foreign

investment.

A more inclusive measure of firm size is firm revenues. Firm revenues measure the

size attributable to all activities of the firm and are not restricted to the size related to public
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company audits on specific exchanges. Size measures based on the number of clients or based
on client attributes of public companies use a proxy for size based on a limited sample of the
firm’s clients. These measures may be appropriate for certain studies since they closely relat-
ed to the influence that accounting firms have on those specific sectors. The influence that an
accounting firm has on social institutions is based on the entirety of its practice, not just the
portion that deals with listed companies. Every client engagement results in social interaction
with the potential to influence society. Total revenue and headcount are better measures of the
level of this interaction. By using CICPA data on the revenue of accounting firms, the reve-
nues associated with foreign listings and foreign companies in China are included in the sam-

ple, resulting in a more reliable measure of market share than the previous studies.

Because accounting firms are typically private enterprises that are not required to pub-
licly disclose revenues, such measures have often not been available for researchers. In recent
years, however, accounting firms have begun to disclose this information and lists of top 50 or
top 100 accounting firms in many countries are published regularly. Tomczyk and Read (1989)
used a top accounting firm list by Bowman’s Accounting Report to calculate concentration
indexes and concluded that studies based on other surrogates for size such as client sales are
upwardly biased. They suggested that direct measures such as top accounting firm lists can be
compared more reliably to ratios in other industries, and can be used to make better interna-

tional comparisons of auditor concentration.

Measures of market concentration. Market concentration measures the degree to
which large participants dominate a market and provide empirical evidence of the organiza-
tional pattern of the industry. Audit market concentration is an important topic for regulators
worldwide (Government Accountability Office, 2008; London Economics, 2006) and also in

China. It is the best means of understanding the present structure of the profession.

Market concentration is commonly measured using n-firm concentration ratios (CR)
and the HHI. I use these methods to examine market concentration of the top 100 auditing
firms in China and to compare concentration in China to that of other major markets. Concen-
tration ratios are a means of measuring the market share of a firm or of a group of firms. The

concentration ratio based on revenue of the n largest accounting firms is calculated as follows:

CR Total Revenue of n Largest Firms

Total Revenue of All Firms

Concentration ratios are sensitive to the definition of the denominator. Most studies
have defined the “Total Revenue of All Firms” as the total of an attribute in a segment of the

total population, such as total audit fees paid by public companies. Comparisons between
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studies are valid only to the extent they use comparable denominators. Concentration ratios in
studies of public accounting markets typically report four-firm concentration ratios (CR4),
which include the four largest firms (typically the Big Four), and eight firm concentration ra-
tios (CR8) that include the Big Four and the next four largest firms. | calculate both a CR4

and CR8, to reflect concentration in both the Big Four and the top eight firms.

The Herfindahl-Hirschman index is a statistical measure of concentration. Squaring

the market shares of all firms in a market and then summing the squares calculate the measure:

n

HHI = Z(MSJ 2

=1

Where M5

refers to the market share of the ith firm. This is the sum of the squares of the
market shares of all of the firms in a given market (Rhoades 1993). The result is reported

without a decimal point. The maximum value of the HHI is 10,000, which would occur only

when one firm has a 100% market share (HHI = (100) - 10,000). Assume that there are five
accounting firms in a market, and Firm A has 50% of the audit revenue, Firm B has 20% and
Firms C, D, and E each have 10%. The HHI in this market is:

50% + 20% + 10% + 10%+ 10%= 2,500 + 400 + 100 + 100 + 100 = 3,200.

The HHI is a more powerful measure than concentration ratios because it gives
heavier weight to firms with large market shares than to firms with small shares. This follows
the theory that even if a market has many competitors, the presence of a few with a substantial
market share will weaken competition (Rhoades, 1993). HHI is particularly useful in evaluat-
ing the market concentration of accounting firms, because the four firm concentration ratio
used to measure Big Four market position does not accurately describe the situation where, as
exists in some years of my data, one of the large firms has a significantly larger market share

than the others.

The data for this study include the Top 100 accounting firms in China, Australia, the
United States, and the United Kingdom. I have included an HHI index for Hong Kong for
2009 calculated on audit fees from public companies only, since a list of the top firms by rev-
enue is not available for that market. Properly, the calculation of the HHI includes all firms in
a market. However, because market shares are squared in the calculation of the HHI, the in-
dex weighs more heavily the values for large auditing firms. According to Tomczyk and Read
(1989) this weighting scheme makes it relatively unimportant to gather accurate data on the

market shares of very small firms.
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The United States Department of Justice uses the HHI to evaluate mergers using the

following guidelines (Government Accountability Office, 2008):

HHI Market state
< 1,000 Competitive market
1,000 - 1,800 Moderately concentrated market
>1,800 Highly concentrated market

The 2008 Government Accountability Office study found an HHI index for the United
States public company auditing market in 2006 of 2,300, determined using audit fees collect-
ed by firms auditing public companies as a measurement. London Economics performed a
study for the European Union examining 2004 market shares based on the revenues of com-
panies audited or audit fees when available for all listed companies. This study found that the
HHI exceeded the EU concentration threshold of 2,000 in all but three European Union (EU)
Member States (London Economics, 2006).

History of the Big Four in China

The first part of the research design determines the organizational structure of the ac-
counting profession in China. The next two parts, consisting of archival research and inter-
views, focuses on understanding how the profession developed in China and why it developed
as it has. The objective is to create a coherent and comprehensive history of the Big Four in

China. Archival and interview sources are used to construct this history.

Archival data. | obtained archival data from a wide range of sources, including the
personal files of many of the subjects of my interviews. | made it a practice to pick up bro-
chures and publications whenever | visited Big Four firms. The most important archival in-

formation is described below.

News clippings. | collected a significant number of articles and news clippings related
to the accounting profession in China from 1979 through 2010. Journalism is famously the
“first rough draft of history.” These news clippings provided a near contemporaneous record
of events. The principal source of these clippings was the FACTIVA database, which includes
thousands of newspapers and journals for this period. | searched the database using several
limiters. | set a geographic limitation to Greater China, thereby including articles related to
Hong Kong, a market with keen interest in China. | set the industry limitation to accountancy.
I would then review each article and selected those with relevance to this study. | downloaded

the selected articles in batches, usually limited to a single year, although in some years the
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volume was so high that the data was downloaded in half-year batches. In total, I collected

2,610 documents for analysis.

There are significant limitations with this data. Many of the articles appear to have
been based entirely on press releases, repeating the story as the firm wished for it to be told
without any apparent independent verification. While that information remains useful, it is
necessary to always question its objectivity. At times, the limitations in the data can be helpful.
Differences in how different firms reported events often highlight conflicts between firms or

provide alternative narratives that | further explored in interviews.

Historical journal articles. | found 88 academic journal articles dealing with the his-
torical development of the accounting profession in China. | identified these articles using
keyword searches in Google Scholar, and supplemented those findings through snowball

sampling from references in those articles.

Firm histories. Many histories have been published of the major accounting firms.
Cooper and Robson (2009) identified six characteristic contributions of these histories: first,
most histories celebrate individual firms and practitioners and focus on auditing. Second, cli-
ents are presented as the primary force in the growth and characteristics of the multinational
firms. Third, the histories report the contribution of elite practitioners. Fourth, histories re-
count the spread of practitioners and accounting practices across geographical space. Fifth,
the histories describe the nature of the practice of accounting firms. Finally, the histories ex-
plain the formal organizational structures of the firms. Most histories focus on single firms;
“few histories have as yet attempted to address the field of institutional activities in which
firms practice or the common connections that exist in the audit field” (Cooper & Robson,
2009, p. 288).

Cooper & Robson (2009) observed that most firm histories are whiggish in their per-
spectives and orientations. They tend to focus on those who lead the firm and construct events
as the accomplishment of professional ideals through the response to client and market de-

mands. The two firm histories that | have used in this study come from this genre.

Two of the Big Four accounting firms (KPMG and PricewaterhouseCoopers) have
published firm histories of their Hong Kong firms that provide useful information about their
practices in China (Lewis, 2005; Way & Nield, 2002). Lewis is a retired partner of KPMG
who used the minutes of KPMG Board meetings as his principal source. Nield is a retired
PricewaterhouseCoopers partner and his more extensively researched book was co-authored

with a professional journalist.
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Way & Nield are unapologetically positive about their subject, dealing with difficult
issues in the most positive light, and rarely casting a critical eye. Lewis is more direct with his
subject, and several current KPMG partners have commented to me that his work has upset
some at KPMG. | have used these sources with skepticism. While they are highly useful at
documenting events, | have sought to confirm with independent sources any inferences that |

drew from these sources.

Memoirs of Ding Pingzhun. Ding Pingzhun is a communist, scholar, and bureaucrat.
He was born on December 2, 1937. On June 27, 1993, Ding became deputy secretary-general
of the CICPA, which at the time was the lead regulator of the accounting profession in China.
He later became acting director-general and then director-general of the CICPA until his
retirement on January 8, 1999. He was the key person within the Chinese government for
matters related to the accounting profession during a critical period when the future structure
of the profession was determined. | first met Ding in December 1997. Forceful in personality
and highly opinionated, Ding had enemies and allies in the profession and the government.
Several of the Big Four partners | interviewed spoke of Ding with derision; calling him a
“nationalistic old-school communist,” while others complemented his intellect and
commitment. In negotiations with the American delegation over China’s entry into the World
Trade Organization, Ding became so animated that American trade ambassador Charlene
Barshefsky commented: “Ding, you are a passionate accountant!” Another source told me
that Zhu Rongji, Premier of China, felt that Ding was often unaligned with his plans for
reform of the economy, and referred to him using a Chinese homonym, Ding Ben Zhen,

meaning Ding really stupid.

After retirement, Ding assembled his memoirs, which consist largely of memoranda
written during his career. This data was published in 2006 and 2008 in four volumes totaling
2,992 pages (P. Ding, 2006a, 2006b, 2008a, 2008b). The data offer an unusual opportunity to
explore the development of the accounting profession in China from the perspective of the

regulator. Ding’s memoirs offer a rare insight to Chinese bureaucratic processes.

Ding wrote his memoirs in Chinese, and | arranged for selected portions to be trans-
lated into English because my Chinese language skills are not adequate to analyze information
written in Chinese. | employed a professional translator, Hainy Liu, who | have used on other
projects. | did not translate the entire books. Rather, | translated the table of contents for each
volume and selected sections to translate based on their relevance to this study. | also gave the
books to several Chinese colleagues with an interest in the area and asked them to help me to
identify important parts. In total, 88,120 words were translated and imported into NVivo 8 for
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analysis. This is a small portion of Ding’s memoirs, since my research focuses primarily on
the international firms. Ding’s memoirs provide a treasure trove of data for researchers inter-

ested in the domestic accounting profession and institutional practices at work in China.

Other archival data. During the course of the research, | collected significant data in
the form of brochures and publications of the Big Four firms that the firms use for educational
and marketing processes. | followed the strategy of hoovering, gathering everything available
with the intent to later analyze it for relevancy. Where useful, such data was entered into the
NVivo 8 database and coded.

Certain participants in interviews provided documents from their personal records,
typically personal correspondence in the form of emails. This information was entered into
NVivo 8 and coded.

| also reviewed my personal archives for relevant data. | was a member of the man-
agement committee of PricewaterhouseCoopers China from 1997 to 2002, with principal re-
sponsibility for regulatory affairs. | found that my archives were not particularly useful to this
study, since they tended to focus on detailed operational issues. Important documents were

entered into NVivo 8 and coded.

| issued a survey to each of the Big Four firms to collect details on staffing levels in
order to understand the localization of the practices. | agreed with the firms that | would pub-

lish this information only in summary form.

Interviews. The interview is the most common method of gathering data in qualitative
research (Nigel King, 2004). The primary objective of interviews was to discover the percep-
tions of participants about events that shaped the development of the accounting profession. |
used interviews to confirm events | discovered in my archival research. More importantly,
interviews added depth and insight to the data, providing indications of people’s aspirations
and emotions during the events. The experiences and efforts of many people shape a complex
social phenomenon such as the development of a profession in China, and my interviews cap-

tured a sample of those efforts and experiences.

It is common with interviews of the type that | conducted for them to be quite lengthy.
Data collection and analysis processes often overlapped, as the analysis of one interview usu-
ally shaped the conduct of future interviews. This iterative process facilitates deeper under-
standing of the phenomenon (Nigel King, 2004). One interview spanned five sessions, with

each session digging deeper into the phenomenon.
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Selection of interview candidates. | selected interview candidates using several
methods. | created an initial list of candidates based on an analysis of the archival data col-
lected. I used a code in NVivo 8 to flag key people as | reviewed the data and used this coding
to generate a target interview list. As | began interviews, | used snowballing to identify other
people to interview. The sampling approach was purposeful and opportunistic. | sought inter-
view candidates from each of the major firms, selected people who had been involved at dif-

ferent times, and sought a balance between Chinese nationals and foreigners.

Email interviews. | traveled to Hong Kong, the United States, and Shanghai to con-
duct some interviews, although most took place in Beijing. In some cases, | conducted the in-
terviews by email. Email interviews are useful for gathering data from subjects that are diffi-
cult to interview in person, often due to geographic limitations (S. J. Morgan & Symon, 2004).
| also found them useful for accessing senior executives who are more comfortable with the
control that email gives them over the interview time and their responses. | would send ques-
tions to the subject and they would respond, often with a lengthy answer. | specifically tai-
lored the questions to the subject based on my knowledge of the role played by the subject
and the data | sought. One subject, Sir John Stuttard, wrote a 12-page summary of the activi-
ties of Coopers & Lybrand, yet most of the responses | received were succinct. Most email
subjects were quite senior, including former senior partners or chairman of the global ac-

counting firms. Only one request for an email interview was ignored and none were declined.

Interviews from other research projects. During this research, | was contemporane-
ously involved with several other research projects and consulting assignments. These pro-
jects brought me into regular contact with people involved with the profession. | was involved
in a Big Four funded research project to study the reform of accounting education in China,
which involved a large number of interviews of Big Four and university personnel. | was also
the project leader for the European Commission’s Directorate General for Trade on an as-
signment that examined the state of China’s convergence with international accounting and
auditing standards and practices. As word of my studies spread, a number of investment firms
engaged me to consult on the regulatory implications of my findings. To the extent that these
projects yielded information that was informative to this study, and if use of the information
did not violate the confidentiality provisions of the project, | incorporated the data into my
findings. | did not alter the research design of this study to accommodate any of the firms and

institutions that supported my work.

Interviews. | conducted 82 in person interviews. These interviews varied in length
from 15 minutes to 18 hours over five sessions, although most were from one to two hours in
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length. | conducted interviews at locations of convenience to the subject, usually in offices or
hotel suites. | recorded most interviews with the permission of the subject, although in some
cases where recording was awkward or inappropriate | kept careful notes and prepared a writ-

ten summary of the interview within several hours of its conclusion.

The interviews | conducted were largely unstructured as | sought to learn what the
subject considered important. Unstructured interviews are ideal for generating dense data
(Corbin & Morse, 2003; Corbin & Strauss, 2008). Because most of my interview subjects
were highly experienced professionals, they needed little prompting before they told their sto-
ry. | would prepare for the interviews by reviewing my archival data to position the subject in

the study.

| sent the interview recordings to Jesse Transcriptions, a service in India, which tran-
scribed them. | reviewed the transcriptions for accuracy, checking against the recording as
necessary. This was an important step since the recordings often included words or phrases

spoken in Chinese that the transcriber did not understand.

Analysis of qualitative data. The research design resulted in the collection of a sig-
nificant volume of qualitative data. | chose to organize the data for analysis using a qualitative
data analysis program called NVivo 8. Issues related to translation and analyses are discussed

below.

Translation methodological risks. . A significant quantity of this data was in the Chi-
nese language, and, because my Chinese language skills are inadequate to properly evaluate
materials that have been prepared in that language, | employed a professional translator to

translate the data in to English.

A significant quantity of data, most importantly Ding’s memoirs, was translated from
Chinese to English. There are risks when working with translated materials. Temple and
Young (2004) suggest two issues: the epistemological position of the researcher and issues
pertaining to specific languages. From an epistemological viewpoint, | wish to eliminate bias
in the research. The act of translation creates an opportunity for the introduction of the bias of
the translator to the data. The translator may have a perspective on the material and may trans-
late in a manner that supports that perspective. | have dealt with this risk by selecting a trans-
lator untrained in accounting, and who is unfamiliar with most of the institutions under study.
This had disadvantages as well, since occasionally the translator was confused as to what the
original text was conveying, but this was easily worked out in discussion due to my familiari-

ty with the subject material. Where the risk of translator bias remained, such as situations de-
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scribing Communist ideology, | was careful to seek confirmation of the translation from oth-

ers.

A translation can never be a perfect representation of the original. Languages are cul-
turally infused and too complex for a complete and accurate translation. Meanings expressed
in one language may not be easily expressed in another (Newmark, 1988). This is especially
true with respect to the Chinese language, because a single character often has complex mean-
ings that can only be fully understood in the context in which they are used. |1 have compen-
sated for this risk in several ways. | am sufficiently familiar with the Chinese language that I
understand many common difficulties in translation. | believe that | have a high ability to ad-
just my interpretation of a translation to the intended meaning of the translator. At times, par-
ticularly when the point was critical, | would return to the original Chinese text and ask native
Chinese speaking Big Four partners to translate the text again. | generally chose to use Big
Four partners for this exercise because they understood the context of the text and they were

readily available to me.

Data analysis using NVivo 8. NVivo 8 is qualitative data analysis software produced
by QSR International. It is designed for qualitative researchers working with text-based or
multimedia information, where deep levels of analysis is required (Crowley, Harre, & Tagg,
2002; Johnston, 2006). | used this software to organize and analyze the qualitative data used

in this study.

| coded the data in NVivo 8. Each component of data was coded to a specific year, and
where appropriate to a specific accounting firm. The data were also coded to specific issues. |
selected an initial list of issues from a word frequency table generated by NVivo 8. | added
additional issue codes (called nodes within NVivo 8) as the data was coded. | had an inten-
tional bias towards creating additional codes whenever | identified new issues. Intermittently
during the coding process, | reviewed the coding lists and combined similar codes. While my
coding methods were similar to those used in grounded theory (as developed by Corbin and
Strauss (2008)), my purpose was not to develop a theory from the data but instead to provide
a method for me to aggregate related material for analysis. The coding process facilitates
breaking the data apart into analyzable units. The analysis process involves putting the data
back together in a way that relates the concepts present in the data (Corbin & Strauss, 2008). |
did this by examining the data through different lenses. | would first read all data by year to
obtain a chronological perspective on the issues. | then selected individual subjects, typically
a firm or a person, in order to see what the data had to say about them. I could also look at the
coding for a particular concept, such as localization, and see all of the data related to that cod-
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ing. NVivo 8 is powerful software that facilitates the examination of data from multiple per-
spectives. Perhaps the most useful and powerful feature of NVivo 8 is the ability to search the

entire database for specific words or combinations thereof.

Reflexivity. Ideally, the researcher does not allow his personal experiences and biases
to influence the research process. The ideal is unattainable because the researcher is human
and develops emotions and reactions that influence the research process. This is particularly
the case when the researcher has been active in the research area. “The very idea that one can
be a mere neutral recorder of the way others see the world is an impossibility” (Jonsson &
Macintosh, 1997, p. 378).

My background includes seven years as a partner in China with the largest accounting
firm in China (and the world) from 1997 to 2004. Not only was | a partner, | was involved in
senior management, and participated in every major strategic and tactical decision made by
PricewaterhouseCoopers during that period. That period, | have determined, included several
years in which decisions were made that proved critical to the manner in which the profession
developed. While my participation gives me extraordinary insight to the events, | recognized
early in the research process that | was carrying the baggage of significant bias. | found guid-

ance in dealing with my preconceptions in Chesney (2001, p. 131):

I support the autobiographical analysis of self, not as separate from or in competition
with the ethnographic words of the women but as a nurturing bed to place the research
finding in and as part of the transparency of the research process. Reflecting honestly
and openly has helped me to retain some integrity and develop insight and self-
awareness, and it has given me a certain self-confidence.

| deal with my inherent bias not by setting it aside, but by recognizing it and using it as
a “nurturing bed” on which to build my findings. | concur with Cutcliffe (2003) that we can-

not disconnect our thinking from our past. | use the tool of reflexivity to:

1. Examine the impact of the position, perspective and presence of the researcher;

2. Promote rich insight through examining personal responses and interpersonal dy-
namics;

3. Empower others by opening up more radical consciousness;

4. Evaluate the research process, method and outcomes; and

5. Enable public scrutiny of the integrity of the research through offering a methodo-
logical log of research decisions. (Finlay, 2002, p. 532)

In practice, | found using these tools to be helpful in guiding me to understand my
place in this process. | began the study with an outsized view of my contribution to the devel-
opment of the profession, swung to believe that | had contributed little, and then finally settled

on what | believe to be a fair view of my personal contribution. My efforts are not directly
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mentioned in this thesis, not because | purposefully excluded them, but because events that |
participated in were better explained through the actions and words of others who also partic-
ipated. In this process, however, | came to understand that while history tends to record the
actions of a select few, the reality is that events are guided by countless others who make
small to major contributions that are often just out of the public view. This insight led me to
alter my data gathering to make certain that | gave voice to those who played important, but

less obvious roles in the process.

The Iron Curtain Syndrome. MacLullich and Sucher (2005) called the attention of
academics to the tendency when writing about former Soviet countries to practice a form of
cultural hegemony that treats the practices of the West as normative and those of the East as
primitive. They call this phenomenon “The Iron Curtain Syndrome” and | found that it is pre-
sent in some of the Chinese accounting literature. The hypothesis behind the present study
that the Big Four establishes hegemony by bringing to China a superior ideology plays direct-

ly into the Iron Curtain Syndrome.

To a certain extent, the Western ideology brought to China by the Big Four may be
normative. | will make that case with respect to certain issues, such as the independence of
accounting firms. In other cases, the ideology accepted (such as the partnership form of opera-
tion) may not be normative, and its adoption may have been more the result of cultural he-
gemony. In this study, I intend to determine the ideology that led to Big Four hegemony, yet |
do not intend to determine whether that ideology is normative. It is unnecessary for the pur-
poses of this study to determine whether the selected ideology is normative; | need only de-

termine that it exists and it was accepted.
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Chapter 4: The Big Four

Working through an intricate network of high-level contacts and special relationships, they
operate at the seat of power and yet are often removed from the public eye. This influence is
pervasive, touching the lives of every human being and impacting the decisions of govern-
ments, corporations, churches, rock stars, armies, hospitals, universities, museums, peniten-
tiaries, poets and police.

Mark Stevens (1981, p.2)

This chapter is a review and synthesis of the literature that examines the globalization
of the Big Four accounting firms that are the principal actors in this study. It begins with a
snapshot of the present status of the Big Four firms. | then explain the structure of the Big
Four, starting with the partnership structure that is the foundation of the firms, and leading to
an explanation of how the Big Four structure their global networks. This analysis is critical to
this study, because the international structures that existed both enabled and constrained the
entry of these firms into China. Following this analysis, | evaluate the literature that addresses
how the Big Four have entered emerging markets. Finally, I briefly review the limited litera-
ture dealing with foreign law firms in China. The foreign legal profession has faced similar
challenges to accounting in entering China, and it has been less successful in obtaining a sig-

nificant market position.

The professions have long been a focus of sociological research because the autonomy
and social status of individual professionals contrasts with the anonymity of impersonal mar-
kets and the rational character of bureaucracy (Abbott, 1988). The professionalization of ac-
counting has been an important theme in academic research (see West (1996) for a review of
this literature). Professional service firms have been an increasingly important sector in
modern society and as a result have attracted a significant volume of academic research. Ac-
counting firms and law firms have been studied in the bulk of that work, although other pro-
fessions are increasingly being identified and examined (von Nordenflycht, 2010). The Big
Four have been the focus of a large portion of professional service firm research mainly be-
cause they are large, influential organizations with a global reach. Larsen (1977) wrote that
the professions are a project in which an occupation attempts to translate its special knowl-
edge and skills into social and economic rewards, and in that respect the Big Four have been
very successful. The Big Four audit most public companies on stock exchanges globally, and
are the advisor of choice to governments worldwide on economic and social issues (Cooper &
Robson, 2009).
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The Big Four

Big Four markets. The Big Four are large transnational organizations that tend to
dominate accounting markets globally (General Accounting Office, 2003; Government
Accountability Office, 2008; Minyard & Tabor, 1991; Narasimhan & Chung, 1998; K. B.
Walker & Johnson, 1996). By 2009, the Big Four firms collectively employed 611,986 peo-
ple around the world and had combined revenue of $93.8 billion (Table 1). Each of the Big
Four operates in at least 140 countries and have offices are in nearly every commercial center
in the world.

Table 1
Big Four 2009 global statistics

Revenue Partners Total Staff Countries

PricewaterhouseCoopers $26.2 8,603 163,545 151
Deloitte Touche Tohmatsu 26.1 9,100 169,000 140
Ernst & Young 21.4 8,364 144,441 140
KPMG 20.1 7,677 135,000 144
Total $93.8 33,744 611,986

Sources: Public Accounting Review, February 28, 2009, Big Four websites.
Revenue in US$ billions.

Assurance services. The principal business line of the Big Four is assurance services,
often referred to as auditing. Assurance mainly involves the auditing of financial information
and the provision of a report expressing an opinion of the auditor as to whether the financial
statements fairly present the position of the company in accordance with generally accepted
accounting principles. Regulators of stock exchanges, tax collection bureaus, and corporate
administration bureaus often require audit reports. Audit reports are usually made available to
shareholders and to certain creditors, including banks, suppliers, and labor unions. Assurance

services made up 45.1% of the revenue of the Big Four in 2009 (Table 2).

Tax services. Tax services have long been an important secondary business line for
the Big Four. Tax services include the preparation of tax returns, other tax compliance tasks,
and tax planning and consulting. These services made up 24% of Big Four revenue in 2009
(Table 2).

Advisory services. Advisory services are also commonly called consulting services.
Consulting services grew from a range of 5% to 19% of revenue in 1977 to a range of 11% to
28% in 1984 (Previts, 1985). By 1999, Former SEC Chairman Levitt pointed out that the
share of big accounting firm’s revenues derived from consulting rose from one-third in 1993
to 51% in 1999 (Levitt, 2002, p. 8). Zeff (2003, p. 278) observed: “...during the 1990s, the
big firms expanded into global, multidisciplinary professional services firms that also hap-

pened to conduct audits.” Concerns about whether auditors could be independent of their cli-
50



ents while providing significant consulting services led to regulatory reform in the United
States in the form of the Sarbanes-Oxley Act of 2002. The new rules restricted the ability of
accounting firms to provide consulting services to audit clients. In anticipation of these rules,
three of the Big Four (with the exception of Deloitte Touche Tohmatsu) divested of their con-
sulting practices by sale or public offering (Brock & Powell, 2005). The firms soon returned

to consulting and, by 2009, advisory revenue had again climbed to 28% of Big Four revenue

(Table 2).

Table 2
Big Four 2009 global revenue by service line (US$ billions)

PwC DTT EY KPMG Big Four
Assurance $13.2 $11.9 $10.1 9.9 45.1
Tax 6.9 5.7 5.8 4.1 225
Advisory 6.1 8.5 5.5 6.1 26.2
Total $26.2 $26.1 $21.4 $20.1 $93.8
Percentages
Assurance 50% 46% 48% 50% 48%
Tax 26% 22% 27% 20% 24%
Advisory 24% 32% 26% 30% 28%
Total 100% 100% 100% 100% 100%

Source: Big Four websites

This study focuses on the assurance segment of the Big Four. It is in assurance ser-
vices that the influence of the Big Four on global and national institutions is most pronounced.
Assurance services, also commonly called auditing, are critical to the functioning of global
capital markets. In the tax and advisory markets the Big Four play significant, often leading
roles, but these markets are more competitive and less dominated by the Big Four. While tax
and advisory services may result in a significant impact on the success of a company, they do

not have the widespread influence on society of assurance services.

Characteristics of Big Four partnerships. While international accounting firms rival
some of the largest corporations in terms of the scale of their operations, they are significantly
different from most multinational companies (Lowendahl, 2000). Understanding the structure
of international accounting firms is a necessary step towards understanding how they expand
into new markets. Most multinational businesses of the scale of the Big Four organize as cor-
porations. These firms typically raise capital from shareholders, usually by issuing shares that
trade on major stock exchanges. The shareholders select a Board of Directors that hires man-
agers to administer the business. When multinational enterprises expand internationally, they
typically form a wholly owned subsidiary in that location and managers are either locally

hired or seconded into the new subsidiary. Profits that are not reinvested locally are paid as a
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dividend to the parent company, and become available for distribution to shareholders or for

use in other parts of the business.

The Big Four firms initially established themselves as partnerships owned by partners
who were the senior practitioners in the firms. The firms raised capital from the partners
themselves. Accounting laws in most jurisdictions institutionalized this practice by prohibit-
ing the ownership of accounting firms by non-accountants. As partners retire, the firm returns
their capital, typically from funds raised from newly admitted and existing partners. In this
manner, the firms have passed on ownership from generation to generation of partners over
their long existence. Profits of the firm are divided among the partners on the basis of the
partnership agreement, with a partner’s share of profits typically determined by the partner’s

tenure and performance (Greenwood & Empson, 2003; Morris & Pinnington, 1998).

Partnerships were the predominant form of business organization in Western countries
until the emergence of the public corporation in the nineteenth century. While most business-
es moved to the corporate form, professional service firms by and large retained the partner-
ship form, particularly in the legal and accounting professions (Greenwood & Empson, 2003).
Three important characteristics of professional service firms may have contributed to this
phenomenon: knowledge intensity, low capital intensity, and a professionalized workforce
(von Nordenflycht, 2010).

Knowledge intensity. von Nordenflycht (2010) observes that professional service
firms rely on an intellectually skilled workforce. Intellectually skilled workers are difficult to
retain, because their high skills put them in a strong bargaining position with the firm. Highly
skilled individuals are also notoriously difficult to manage, with strong preferences for auton-
omy and disdain for formal organizational processes (Greenwood & Empson, 2003; Lorsch &
Tierney, 2002). The management of knowledge intensive businesses has often been described
as “herding cats” (Lowendahl, 2000; von Nordenflycht, 2010).

Low capital intensity. The low capital intensity of professional services firms has al-
lowed the firms to prosper despite being unable to access capital markets due to restrictions
on their ownership. However, the low capital requirements of professional service firms also
increase employee bargaining power because it is easier for employees to leave and start their
own firms. von Nordenflycht (2010) observes that if knowledge intensity creates the cat herd-
ing problem, adding low capital intensity turns it into a situation where the cats go down the
elevator each night, and the firm cannot control whether they come back. Greenwood and
Empson (2003) argue from tournament theory and property rights theory that partnerships are

unusually well suited to the management of knowledge workers because of the superior incen-
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tive systems they offer. The promise of partnership, the participation in management and gov-
ernance, the up or out nature of most partnerships, and the flexibility in compensation offered
by the partnership structure all appeal to knowledge workers (Burke, 1996; von Nordenflycht,
2010).

Professionalized workforce. Professionals have become increasingly important to
modern institutions. Scott (2008, p. 99) observes: “They have displaced the seers and wise
men of earlier times to serve in a variety of capacities as institutional agents.” According to
Greenwood, Hinings, and Brown (1990, p. 731), “the dominant characteristic of the primary
task of a professional partnership is that the work is done almost entirely by professionals.”
Through an expansive review of literature, Torres (1991) identified three characteristics of
professionals: a knowledge base, regulation and control, and an ideology. The knowledge
base relates to the knowledge intensity of partnerships. The professions are generally subject
to regulatory control, a bargain the profession reached with the State to obtain closure of the
occupation (Chua & Poullaos, 1998; T. A. Lee, 1990; R. Murphy, 1984). Ideology is a key
component of professionalism. The conception that professionals have a responsibility to pro-
tect the interests of clients and/or society in general is the foundation of this ideology. Profes-
sionals consider themselves called to a profession, and perceive this calling as greater than the
firm. This contributes to the demand for autonomy that is characteristic of professionals.
Suddaby and Greenwood (2005) describe this calling as the trustee model of professionalism,
which places the public interest ahead of mercantile elements. The Big Four brings this ideol-
ogy to China; an ideology that indigenous accounting firms would also ultimately accept,

thereby forming the foundation for the establishment of Big Four hegemony.

The partnership form has endured significant change in the 150+ years since partner-
ship accounting firms first emerged in England in the mid-1800s. The Big Four firms have
increased exponentially in size to include thousands of partners and in geographic scale to in-
clude operations in hundreds of countries. Even where superior forms of organization were
adopted, such as vehicles that limited the liability of partners (limited liability companies and
limited liability partnerships), the unique features of partnerships were retained to the extent
possible. IBM, a decade after purchasing PricewaterhouseCoopers’ consulting practice, con-
tinues to use the title partner for the senior executives in that business despite not using the
partnership legal form (IBM, 2010). The concept of partnership has evolved to mean more
than a legal form of organization and now reflects a strategic orientation to managing a pro-

fessional services firm. The Big Four partnerships resemble smaller accounting firm partner-
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ships in form only; they have become commercialized entities less tied to the traditional val-

ues of accounting firms (Suddaby, Gendron, & Lam, 2009).

Strategic challenges of partnerships. The Big Four partnerships face a number of
strategic challenges made more complex by the characteristics of the partnership organiza-
tional form. These challenges have particular significance to the ability of these firms to ex-
pand into new markets. Ferner, Edwards, and Sisson (1995, p. 357) observed that the partner-
ship form of organization was so fraught with difficulties “the wonder is not that partnerships
function badly, but that they function at all.” Ferner and his co-authors acknowledged that the
firms appear to be markedly profitable, so they must be highly successful at operating with
the ambiguity created by the partnership form of organization. However, as Greenwood and
Empson (2003, p. 916) conclude:

There are other reasons for expecting the partnership and the private corporation to be
more successful than the public corporation in the management of professionals. They
use more appropriate control processes, which provide incentives for sharing proprie-
tary knowledge, and they deploy unique human resource practices that produce excep-
tional productivity.

The key strategic challenges that create the greatest obstacles for global expansion of
the Big Four include: organizational size and complexity, organizational homogeneity, and

capital availability and deployment.

Organizational size and complexity. Big Four firms have typically had three general
levels of professional staffing. At the apex are partners/owners who were typically admitted to
the partnership after about a dozen years of practice. In the middle are managers, usually
divided into several subgroups (seniors, managers, senior managers, directors) depending on
experience and who typically have between three and twelve years of experience. At the
bottom level are staff accountants, most of whom are recent university graduates beginning
their professional careers (Hinings, Brown, & Greenwood, 2007; Maister, 1982). The
professional ranks have long operated under an up or out philosophy, where continued
employment is conditional upon continued advancement (Greenwood & Empson, 2003; von
Nordenflycht, 2010). Firms also have significant numbers of administrative staff, often
sharing similar titles with professional staff’. Administrative staff are usually not subject to

the up or out philosophy.

" For example, Deloitte LLP in the United States reports that 8,762 of its total employees of
42,367 in 2009 were administrative staff, or about 20% of the total (www.deloitte.com).
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The firms tend to select management from the professional staff ranks, although firms
increasingly hire specialists for administrative management positions in marketing, finance,
and human resources. Partnerships have traditionally had informal management processes,
with few formal rules, little strategic planning or market analysis, and weak performance ac-
countability (Greenwood, et al., 1990; Hinings, Greenwood, & Cooper, 1999; von
Nordenflycht, 2010). A key feature of partnerships has been collegial decision making. When
Samuel Price and Edwin Waterhouse joined forces in 1865, decision-making was likely easily
concluded over lunch, but as the partnership grew to hundreds and then thousands of partners,

a more efficient management structure was required. Ferner et al. (1995, p. 356) observed that:

... growth, internationalization and diversification have encouraged a bureaucratization
of structures of control that sit uneasily with the ethos of professionalism in partner-
ship-based service firms.

The internationalization challenge is significant. Partnerships were initially used to
serve local markets, but soon they no longer served only local clients, “but transnationally in-
tegrated global clients expecting coherent and coordinated international services” (Ferner, et
al., 1995 p. 356). Hinings, Brown, and Greenwood (1991, p. 390) observed the weakness of

the partnership structure in developing and implementing long-term strategies:

In a partnership the professional system of authority is institutionalized in the owner-
ship structure producing a juxtaposition of individualized, autonomous day-to-day ac-
tivities with collegial, group based policy decision-making. This makes the authority
system fragile for dealing with long-term, strategic change because of the lack of an
organizationally prescribed, hierarchical system of decision-making which can be mo-
bilized when necessary.

Through the 1990s, and early into the 21% century, the firms developed new systems
of control that Greenwood, Morris, Fairclough, and Boussebaa (2010, p. 180) refer to as a

multiplex organizational form:

The multiplex form balances the need to maintain and enhance several axes of deep
specialization: professional expertise (achieved through lines of service in which staff
can build their careers), client expertise (achieved through industry and market analy-
sis), and jurisdictional expertise (achieved through a distributed network of local of-
fices in national firms).

The multiplex form is management by means of a matrix, with each partner and staff
member typically assigned to a line of service, industry or market specialization, and a ge-
ographic location. Because each staff has multiple affiliations within the organization (line of
service/industry/geography), the form encourages cooperation and discourages isolating be-
haviors. In practice, Greenwood et al. (2010, p. 175) found that the multiplex form created

several tensions:
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One tension that stood out was securing an appropriate balance between national and
international considerations. On the one hand, the historical center of gravity consists
of the ““national firms’’, partly because they are the original building blocks of today’s
international network, partly because they are still the “*home base’” of professionals
who need to be located near “‘their’” clients, and partly to contain risks of legislation.
On the other hand, the strategic emphasis of the evolving firms was, and remains,
transnational: they seek to provide cutting-edge services to global, as well as national
and local clients, and to deliver those services in an apparently seamless way with con-
sistent standards of service quality.

Organizational homogeneity. Early professional services firms were relatively homo-
geneous. Partners were engaged in very similar kinds of work and had experienced similar
training and career paths. Partners usually came from similar geographic and ethnic back-
grounds and were further socialized into conforming behaviors through an internal process of

cloning (Covaleski, Dirsmith, Heian, & Samuel, 1998).

As the firms grew, they became more heterogeneous, mixing in new service lines and
geographies. The new service lines brought people with different educational backgrounds
and differing career expectations. Geographic expansion introduced new cultures, languages,
and ethnicity. Heterogeneity created new challenges for firm management, with implications
for organizational form, team-working and pricing systems (Malhotra & Morris, 2009).
Greenwood and Empson (2003, p. 923) observed “Heterogeneity strains collegiality and the

willingness to cooperate.”

The firms responded to the challenge of disciplinary heterogeneity by creating a new
business form — the multiplex organizational form identified by Greenwood et al. (2010). By
managing through a matrix of service line, industry, and geography, the firms found a means

of addressing the challenges of heterogeneity.

Degree of capital intensity. Accounting firm partnerships do not typically require sig-
nificant capital, since most of their value is related to their people and client relationships
(human and relationship capital) and not to tangible assets (Hitt, Bierman, Uhlenbruck, &
Shimizu, 2006). Nevertheless, firms require working capital and a sizable investment in in-
formation technology and office fit-outs. It is fortunate that capital requirements for profes-
sional service firms are not significant, because access to investment capital for accounting
partnerships is typically limited. A partnership’s capital base is limited to the wealth of its
partners (Wilhelm & Downing, 2001).

New Partners typically contribute capital upon admission to the partnership, and the
capital requirements typically increase as the partner’s share of the partnership profits in-

creases. Morrison and Wilhelm (2004) observe that partner capital is illiquid, and the prospect
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of repayment is dependent on existing partner’s skills in mentoring new partner candidates

who can be admitted and provide the capital necessary to pay retiring partners.

Because partners typically receive only their original capital upon withdrawal or re-
tirement, intergenerational issues exist. Often, those responsible for managing the firm are
older partners who may resist longer-term investments because the returns are not immediate-
ly received and do not advantage those approaching retirement (Wilhelm & Downing, 2001).
Some of the firms have retirement programs that give partners a continued interest in the firm
and an incentive to ensure its long-term success. Others rely on a partnership culture that fo-
cuses on the long-term viability of the firm. A Big Four partner remarked: “When | became a
partner in (a Big Four firm), | was told that | was a trustee for future generations of partners; I
was responsible for leaving the firm better than | found it. Building a practice in China was

part of that responsibility” (Big Four partner, personal communication, July 17, 2008).

The vulnerability of partners to the risks of litigation has been a defining characteristic
of Big Four partnerships (Talley, 2006). The firms have attempted to mitigate this risk in three
ways. First, firms have become more selective about the clients that they accept and have im-
proved internal quality processes (Bockus & Gigler, 1998; Shu, 2000; Smith, 2008). Secondly,
where possible, firms have adopted limited liability partnerships or have incorporated to limit
the liability of partners to the assets of the firm (Ribstein, 2003). Third, the firms are careful
in their international structuring to prevent situations that could result in spillover liability

from one jurisdiction (and partnership) to another.

The focal point for capital investment in the Big Four is the national firm. Partners are
admitted to a national firm, rather than the global firm, and contribute their capital to that firm.
The firms have retained this historic relic because of its efficacy in “ring fencing” exposure to
litigation. When Arthur Andersen failed in 2002, only the United States firm failed outright,
despite Arthur Andersen being considered the most integrated of the Big Five. The national
firms of Arthur Andersen outside the United States generally survived to merge with another
of the Big Four (McBride, 2002).

The national firm structure creates significant barriers to seamless global operations
for the Big Four firms. Because profits are determined and distributed primarily based on na-
tional results, the legal structure has the potential to create tensions between member firms.
The allocation of fees on global audit clients among the various firms participating in the au-
dit is a continual source of conflict. The firms have put in place global sharing arrangements

and regional groupings of firms to help to mitigate the problem, and they attempt to become
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as close to a global entity as they can be without allowing the spillover of legal problems from

one territory to another.

The existence of separate capital and profit pools has been a major challenge for the
international expansion of firms to new markets. In addition to the expected dialogue about
the viability of entering a new country, the firms must resolve who would invest the funds

necessary, who would own the resulting firms, and who would share in its eventual success.

Globalization of the Big Four

Globalization creates both risks and opportunities for the major firms. Converging in-
ternational accounting and auditing standards create the opportunity for significant cost sav-
ings for the international firms, allowing them to share technical, training and quality prac-
tices globally. Perera, Rahman, and Cahan (2008) pointed out the risk to reputation created by
the increased visibility of globalization. Because globalizing firms are exposed to more regu-
lators and to higher public expectations, problems in one part of the world can easily affect

the brand globally.

Perera et al. (2008) highlight the pressure that globalization puts on the traditional
ownership structures of international accounting firms. The traditional partnership form of
organization may result in slow decision-making and lead to an overly conservative entity.
The partnership form can also be divisive because of regional and national differences. Perera
and his authors predict that the Big Four in the future may become alliances of relatively au-
tonomous sub-entities held together by a strong central core. Under their vision, each sub-
entity would focus on a functional specialty or geographic region, and each would have a

unique ownership and organizational structure depending on its market and risks.

Daniels, Thrift, and Leyshon (1989) identify two distinct periods of expansion of the
major accounting firms. The first period began in the 1890s and lasted until World War Il (as
typified by the case of Price Waterhouse discussed earlier in this chapter). The second period
started in 1945 and led to more structured international partnerships. I argue that this period
ended in the late 1970s as the firms substantially filled out their global networks (Baskerville
& Hay, 2010; Lewis, 2005; Wallerstedt, 2001; Way & Nield, 2002). Annisette (2000) obser-
ves that the accountancy internationalization movement of the 1970's was part of a wider pro-
cess of building informal empire for it served to facilitate a smoother incorporation of over-

seas economies into the expanding world economy that centered around the United States.

| argue that a third period commenced with the opening of the accountancy markets in

the former communist states of the Soviet Union and China (D. J. Cooper, et al., 1998; Hilmy,
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1999; N King, Beattie, Cristescu, & Weetman, 2001; Kirsch, Laird, & Evans, 2000;
Mennicken, 2010; Samsonova, 2009; Seal, Sucher, & Zelenka, 1996; Y. Tang, 2000). The
opening of these markets was concurrent with major structural changes in these economies
where market oriented systems replaced communist ideologies. This third period is the focus

of this study.

Structure of international accounting firm networks. The management strategy lit-
erature pays considerable attention to the structuring of the multinational firm (Bartlett,
Ghoshal, & Birkinshaw, 1995; Daniels, Pitts, & Tretter, 1984; Ghoshal & Bartlett, 1990).
This research is of limited application to the Big Four. While the Big Four are among the
largest of multinationals, their structure is very different. Rather than deploying the typical
MNC structure of a parent company with subsidiaries around the world, accounting firms are

structured as associations of independently owned firms.

As accounting firms expanded internationally or began to serve clients with a need for
global services, a structure to organize the firms was required. Lenz and James (2007, p. 369)
observe that: “in most countries the right to practice as a certified audit firm is granted only to
national firms in which locally qualified professionals have majority or full ownership.” As a
result, the typical corporate multinational solution of using controlled subsidiaries or branches
was not available and instead the firms organized through network arrangements. This creates
unique strategic challenges that are particularly evident as the firms attempted to expand into

developing markets. Greenwood et al. (2010, p. 175) observe:

One tension that stood out was securing an appropriate balance between national and
international considerations. On the one hand, the historical center of gravity consists
of the ““national firms’’, partly because they are the original building blocks of today’s
international network, partly because they are still the “*home base’” of professionals
who need to be located near “‘their’” clients, and partly to contain risks of legislation.
On the other hand, the strategic emphasis of the evolving firms was, and remains,
transnational: they seek to provide cutting-edge services to global, as well as national
and local clients, and to deliver those services in an apparently seamless way with con-
sistent standards of service quality.
The characteristics of international accounting firm networks are important to under-
standing the development of the accounting market in China. The nature of the international

networks of the firms shaped the manner in which the firms entered and expanded in China.

Network typology. Lenz and James (2007) proposed a two-category typology for in-

ternational accounting firm networks: correspondence contracts and cooperation contracts.

Correspondence contracts: Many small or medium sized networks use correspondence
contracts particularly where firms have a small number of internationally oriented clients. The
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correspondence contracts typically serve to facilitate the mutual referrals of clients. The ar-
rangements may be on an exclusive or non-exclusive basis and there is no exchange of per-
sonnel or continuous quality controls. Firms may use a common international name for brand-
ing purposes but typically use a local name when providing services. Accounting networks
such as Nexia or The Leading Edge Alliance (both with China affiliates) are typical of this
form (2010 annual directory of CPA firm associations and networks," 2010; Koza & Lewin,
1999).

Cooperation contracts: Larger international firms require a stronger institutionalized
structure due to the need for greater control over quality and standards, and greater coordina-

tion of services. Lenz and James (2007, p. 376) state:

We define a contractual cooperation between legally and economically autonomous
national audit firms, which are organized based on partnership principles under the
strategic leadership of one or more member firms for the joint fulfillment of interna-
tional client needs as a strategic audit networks.

These cooperation contracts typically specify the following rights and obligations of member
firms (Lenz & James, 2007, p. 378):

Rights of member firms:

Use the international name.

Use joint resources (audit technologies, training materials etc).
Exclusive service rights in local market.

Local decision making for local market.

el NS

Obligations of member firms:

Follow worldwide quality standards.

Maintain a consistent global identity and branding.

Refer foreign work to other member firms.

Use best efforts to convince clients to use member firms for foreign work.
Contribute to network costs.

agrwdE

A study by the Fédération des Experts Comptables Européens (FEE) examined the
structure of international accounting firms operating in Europe (Fédération des Experts
Comptables Européens, 2008). This study surveyed the top 20 international accounting organ-
izations based on European revenue and 10 other groups outside the top 20. While this study
focused on Europe, each of the groups surveyed have a presence in China and the sample in-
cluded all of the 15 largest international accounting groups present in China. Accordingly, this
study is representative of the global structure of international accounting firms operating in
China.
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The FEE study found that international accounting firms could potentially use three
distinct models of transnational organization and practice: 1) an international association of
independent firms coordinated by a separate legal entity; 2) an integrated international part-
nership; and 3) a national practice with subsidiaries in other jurisdictions. The first model is
used by the Big Four and the other largest and most commonly known accounting practices
(Fédération des Experts Comptables Européens, 2008, p. 26; Post, 1996). Legal liability risks,
local statutory requirements, and the expectations of local partners have precluded broad use

of the other two models by the largest international firms.

Within the commonly used international association model, the FEE study identified

three discernable categories of associations:

1. Category A —first level of transnational interaction and coordination.

2. Category B — increasing and evolving level of transnational interaction but in some
respects a still modest degree of transnational coordination.

3. Category C — considerable to high degree of transnational interaction and coordina-
tion and to some degree integrated transnational functioning.

The majority of associations in the FEE study were either Category A or Category B
organizations (Fédération des Experts Comptables Européens, 2008, p. 26). At the lowest lev-
el, Category A associations operate as essentially as directories to facilitate the referral of
work, and require modest membership fees (Fédération des Experts Comptables Européens,
2008, p. 45). Category C organizations require substantial commitments to common operating
practices and the sharing of substantial central operating costs. Category C organizations in-

clude the Big Four and some organizations outside the Big Four.

Each of the Big Four currently has a non-practicing governance entity® in which indi-
vidual firms become members. The governance entity coordinates the activities of firms,
promotes the brand, and establishes and enforces quality standards. The member firms are es-
tablished under the laws of the countries in which they operate and are owned by individual
partners. Most member firms use the partnership structure, although corporations and other
forms of ownership are used depending on local laws and customs. Many member firms oper-

ate within a single country; some combine operations of several countries or related markets.

® PricewaterhouseCoopers International Limited is a United Kingdom membership based
company. Ernst & Young Global Limited is a United Kingdom private company limited by
guarantee. KPMG International is a Swiss cooperative. Deloitte Touche Tohmatsu is a Swiss
verein. Each of the Big Four has member firms in more than 140 countries worldwide. Source:
Big Four websites.
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As discussed more thoroughly in later chapters, the Big Eight initially entered China
with representative offices owned by an entity related to the international coordinating entity.
Over time, they have evolved into separate legal entities that are members of an international
association of firms coordinated by a separate legal entity. There are elements of an integrated
international partnership present as well. Each Big Four firm currently operates China, Hong
Kong, and Macau as a single business unit. PricewaterhouseCoopers also includes Singapore
in this combination from 2008 and Taiwan from 2010 (PricewaterhouseCoopers, 2011). Ernst

& Young combines 15 countries in Asia into a single business unit (Tydd, 2008).

Network expansion. As the Big Four expanded around the world, the typical means of
doing so was through alignment with a local firm in the new location. This provided immedi-
ate access to local expertise and resources and provided the local firm with access to interna-
tional clients. Often the local firm had maintained a long correspondent relationship with the
international firm before formally joining the network (Way & Nield, 2002). Where a suitable
local firm was not available, firms could establish a new firm. Brown et al. (1996, p. 62) ob-

served:

Once they become viable, the firm operates as a separate profit center, like any other
national firm, rather than as a mere branch of the parent firm sending profits back to
the head office.

There are several good examples in the literature that describe the how the process of
network expansion has typically operated. These examples are from New Zealand, Spain, and

Sweden.

New Zealand. Baskerville and Hay (2010) describe the entry of the Big Eight into
New Zealand. The major New Zealand firms were established in the 1930s or earlier. By the
late 1960s, all of the Big Eight had affiliations with New Zealand firms. The New Zealand
firms, with the exception of Price Waterhouse (which had special dispensation due to its early
arrival) were not permitted to use the international firm names. In 1982, revised rules permit-
ted the firms to adopt international names, and a major restructuring of the profession com-
menced. Major firms that were unable to affiliate with a Big Eight firm generally broke up
and became a series of smaller firms. By the mid-1990s, the large international firms domi-
nated the New Zealand market, which had a HHI in excess of 2000 (Baskerville & Hay, 2006).

Spain. Price Waterhouse entered Spain in 1929, and by the 1960s all of the Big Eight
had offices in Spain. A 1988 Audit Law made audits compulsory for all medium and large
companies. After the law was enacted the large multinational audit firms became a dominant

force in the Spanish audit market and, by the mid-1990s, had a 64% market share (Moizer,
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Benau, Humphrey, & Martinez, 2004). Moizer et al. examined the images of accounting firms

in Spain. They found:

Hence the Big Six audit firms were seen as more American, more oriented towards
Madrid, more modern, stronger internationally, more successful, better organized, mo-
re energetic, more well known and with more famous clients. They were also thought
of as having better coverage of Spain, in accordance with the existence of few, large
Spanish national audit firms. The Big Six firms were also seen to have some different
attitudinal characteristics: being perceived as more arrogant, more informal, more ruth-
less, more unfriendly, more private school biased and more female oriented. They were
also regarded as being more overpriced and more overrated (p. 566).
Sweden. Wallerstedt (2001) examined the development of the accounting profession in
Sweden from 1912-1999, focusing on the emergence of the Big Five. Three Big Five firms
that employed 55% of the public accountants in the country dominated the audit market in

Sweden in 1999, yet sole practitioner firms made up 81% of the number of firms.

Price Waterhouse entered Sweden in 1932 directly after being called in from London
to handle a major accounting scandal. The other members of the Big Five entered by aligning
with significant local firms in the 1960s, and by the 1990s, all of the affiliated local firms had
changed their name to that of the international firm. A major motivation for the alignment

with Big Five firms was the need to serve Swedish companies internationally.

PricewaterhouseCoopers and Ernst & Young pursued an aggressive strategy of acqui-
sitions to grow market share in Sweden. KPMG relied more on organic growth. These three
firms dominated the market in Sweden in 1999, with Deloitte Touche and Arthur Andersen

holding lesser positions.

Organizing international activities. Brown (1996, p. 62) identified seven major

types of arrangements used by the Big Six to organize international activities:

1. The firm operates under its international name.

2. A combined name is used where an international firm affiliates with a local firm.

3. A local name is used where an international firm is totally affiliated with a local
firm.

4. An association or federation may be relied on to coordinate activity among mem-
ber firms.

5. Correspondents may be used if an international firm does not have an office in a
locale and exclusively refers clients to a single local firm.

6. On rare occasions, a local firm may have multiple affiliations with several interna-
tional firms.

7. A final case is when two or more names occur — where an international firm prac-
tices under two or more national firm names.

Brown observes that the first alternative is the one usually preferred by the Big Six.

Although the international firms tend to practice in each country using the same name, each
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country is typically a separate firm owned by the partners in that country. The key organizing
principle, according to Lenz and James (2007), is that the firms retain legal and economic au-

tonomy.
Writing in 1996, Brown et al. noted:

Furthermore, each of the national firms has developed to the point where it maintains a
high degree of independence. With the single exception of Arthur Andersen, which is
centrally directed worldwide, the Big-Six national firms direct their own affairs, allo-
cate profits on a national basis, and independently decide on promotion to partnership.

As Brown et al. (1996) indicate, the exception to the independence of national firms was Ar-
thur Andersen, which entered international markets only after the death of founder Arthur E.
Andersen in 1947°. Arthur Andersen’s late arrival in international markets allowed it to de-
velop a more integrated international partnership. Arthur Andersen member firms shared a
common global profit pool, although they remained structured as national legal partnerships
for liability and local regulatory purposes (Caso, 2002). Lenz and James (2007) assert that the
restriction imposed by liability concerns and local regulation hinders cross-border exchanges
of audit services. Absent these restrictions the firms would have likely evolved into more in-
tegrated organizations with lower organizational and control costs and better funding options
(Lenz & James, 2007, p. 375). Consulting firms, such as Accenture and IBM Consulting (both
with Big Four roots), are examples of integrated consulting companies that were able to or-
ganize without audit-related regulatory restrictions. Accenture is a public company organized
like a traditional MNC with a parent company in Bermuda and subsidiaries around the world.

IBM Consulting is a subsidiary of IBM.

Ferner et al. (1995, p. 355) observes: “International accounting firms are built on an
essentially devolved and fragmented federal structure, more akin to a franchise than to a cor-
porate multinational.” Franchises, however, typically serve local markets, while the principal
clients of the international accounting firms were multinational corporations looking for con-

sistent quality and seamless service on a global basis. Ferner et al. (1995, p. 356) noted:

At a more practical level, the growing tension, between a structure of federated quasi-
autonomous firms and a strategy of providing integrated global business services,
raises a series of choices for strategic decision-makers in such firms.

The firms responded to this strategic challenge by developing structures to organize

their far-flung international operations. Hence, for Morgan (1995, p. 357) these structures

% Arthur E. Andersen had opposed expansion of his firm outside of the United States. His suc-
cessor, Leonard Spacek, would lead Arthur Andersen’s international expansion, expanding to
25 countries by his retirement in 1973 (Gant, 2005).
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must provide for the construction of social, relational spaces and communities in order to
facilitate managerial coordination and control. The nature of professional services required
these structures to flexibly facilitate both decentralization and integration (G. Morgan, 2001).
Boussebaa (2009, p. 832) states:

The raison d’etre of these umbrella structures is not to command and control the part-
nerships, but simply to bring them together to practice under common brands, method-
ologies and other professional guidelines. The partnerships themselves remain inde-
pendent firms owned and managed on a local basis.

Relationships between member firms. Structure alone did not lead to the globaliza-
tion of the major accounting firms. Internal processes are also important for ensuring the
global consistency of service demanded by MNC clients. Because of market expectations and
the risk of spillover of liability, the firms needed consistent quality and risk management pro-
cesses. Barrett, Cooper, and Jamal (2005) found that the mechanisms deployed by the Big
Four to manage these processes were standardized audit methodologies and inter-office in-

structions. The inter-office instructions linked the local and global in a dialectical manner.

Boussebaa (2009) observed that partners are reluctant to share staff with different
profit pools because metrics and profit sharing are determined on a national basis. The ways
in which the firms measure and pay subunits creates reward and recognition systems that im-
plicitly favor competition over cooperation. He said that firms would have already solved the
problem if it required only modification of the reward and recognition systems. Instead, he
pointed to the American system of management that focuses on short-term results and the vast
differences in global consulting markets. This situation is accentuated in the Big Four, where
developing and smaller country markets are significantly different from the major markets in
the United States and the United Kingdom. There are wide differences in partner compensa-
tion between large markets and small markets, which reflect differences in market opportuni-
ties and cost structures. Because a substantial portion of the work of the Big Four is serving
multinational clients, the internal market for sharing work and resources is an important dy-

namic for these firms.

The Big Four in Emerging Markets

The literature with the Big Four as a research subject and developing markets as a re-
search site is limited. In a broad survey, McKee and Garner (2009) examined the role of the
Big Six in markets of the Pacific Basin. They concluded that while the Big Six are not central

to the economic potential of these nations, they are important institutions for international
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linkage and the functioning of capital markets. Reviewed here are studies that are instructive

as to issues found in China.

Big Four market strategies in emerging markets. Kirsch, Laird, and Evans (1997)
examined the strategic marketing approaches of the Big Six when entering the emerging mar-
kets of China, Central Europe, and the Commonwealth of Independent States. They conducted
the study by surveying each of the Big Six firms. They completed the surveys in the fall of
1996 and the spring of 1997, an early point in the development of these markets. Respondents
reported opening offices in six of the eleven member states of the CIS, three of four former
republics, and all seven of the former Eastern European Satellites. Each had multiple offices
in China. The most commonly mentioned factors for opening offices were the size of the po-
tential market and the political stability of the country. The leading reasons to enter were ex-
plained as 1) market analysis of potential, 2) political stability and 3) availability of workforce.
Four of the six firms said they priced their services in developing markets the same as the rest

of the world.

The survey instrument was weak because it is clear that the authors did not understand
the nature of the firm’s operations or intent in these markets. Since it appears that the authors
sent a single survey to the global office of each firm, there is no way of gauging whether the
persons who completed the survey were knowledgeable about the operations in each jurisdic-
tion. Based on my personal experience, | believe that the information the authors sought was
widely diffused at Price Waterhouse at the time of the survey, and that no single individual
could accurately complete the survey. The weakness of the survey is illustrated on one ques-
tion where the authors interpreted answers that suggested that the firms were reinvesting prof-
its to mean that the firms were not merely interested in a quick profit and exit but rather, that
the firms were in it for the long term. | had access to the largest firm’s data at that time and
the reality was that they did not have any profits in emerging markets to reinvest, a fact fur-
ther documented on another firm by Cooper et al. (1998). Rather, the firms were investing
heavily (through funding operating losses) to develop practices in those markets. It is also ap-
parent from the article that the authors were unaware of the organizational complexity of the
Big Six, since they take an American centric approach. An example of this approach is a sur-
vey question that asked whether the firms staff their offices with United States nationals. This
question fails to recognize the global nature of these firms and the significant involvement of

the Hong Kong member firms in China.

Greece and the role of national politics. The development of Greece’s accounting
profession has some interesting application to China because it helps to explain the intercon-
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nectedness of national politics with regional and global forces and the implications of this in-
teraction for the regulation of the accounting profession. In particular, the struggle between
indigenous and international auditing firms was a key theme in the development of Greece’s
auditing markets (Ballas, 1998, 1999; Caramanis, 1997, 1998, 1999, 2005; Citron & Manalis,
2001).

The Greek government brought in British auditors to support the work of American
agencies involved in post-World War 2 reconstruction. Ballas (1998) said the role of the Brit-
ish auditors was to facilitate government control. In 1955, legislation created an indigenous
auditing profession. The State opted for a State-sponsored profession based on the view that
only State employees are trustworthy. The profession was under the Body of Sworn-in Ac-
countants (Soma Orkoton Logiston, hereafter SOL), which acted as both a professional body
and a practicing firm. SOL held a monopoly on statutory audits until it was abolished the ear-
ly 1990s, and the profession was opened to competition. SOL audits were not accepted out-
side of Greece, and international firms typically did any work that was used outside of Greece.
SELE (Syllogos Eghekrimenos Loghiston Elegton), formed in 1979 by partners of the interna-
tional auditing firms, argued for opening up the statutory audit market to the international
firms (1998). The auditing market opened up in 1992 when SOL terminated. Ballas (1999)
argues three factors led to the abolishment of SOL in 1992. First, the European Eighth Di-
rective created pressure to harmonize auditing practices throughout Europe. Second, political
conditions had changed to disfavor State intervention. Third, regulators faced the practical
problem that international markets did not accept the financial statements of privatizing State-

owned firms audited by SOL.

Political changes in Greece resulted in an attempt to reverse the 1992 reforms that had
opened up the statutory audit market to international firms and to return it to local firms. The
local firms suffered a humiliating defeat, which Caramanis largely attributes to lobbying ef-
forts of transnational institutions such as FEE, IFAC, OECD and EU Commission (Ballas,
1999) .

Caramanis argues that the key reason that the international firms were successful in
this effort was that they were influential enough within another major nation-state to mobilize
the resources of that State in their attempt to expand internationally and compete with indige-
nous firms and other businesses. Caramanis observes that only one of the Big Five (Arthur
Andersen) is considered to be American, yet these firms are thought to be very influential in
the United States, as well as other countries in the Anglo-American world including the Unit-
ed Kingdom, Canada, and Australia. The international firms, despite their ambiguous nation-
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ality, proved capable of enlisting various States and transnational institutions to fight market
access battles. Caramanis (2002) suggests that local professions must integrate globally in or-

der to compete:

However, in order to be successful in this new age, aspiring occupational groups will
have to diversify political resources from the local to the international domain. Thus,
professional politics at the level of the nation-state are to be reshaped to take into ac-
count changes in the international governance system, although the exact configuration
will vary to reflect the relative power of the local and the international. Inward looking
occupational groups, particularly in weaker nation-states, that by some historical acci-
dent or by some mistaken policy have failed to integrate within the dominant global
system will find it increasingly difficult to compete with rival groups that have been
properly linked to the international system and enjoy the active support of potent inter-
national actors.

Malaysia and local firm competition. Research with Malaysia as the setting is instruc-
tive in two ways. This research emphasizes the importance of localization for political ad-
vantage (in Malaysia this involved including Bumiputras [indigenous Malays] in a profession
dominated by ethnic Chinese). It also highlights the challenges faced by local firms when

faced with competition from international firms.

The Big Four dominate the Malaysian market for audit services for public companies.
As early as 1991, the Big Six audited 75.9% of the Bursa Malaysia (Main Board) listed com-
panies (Che-Ahmad, Houghton, & Derashid, 1996; Che-Ahmad, Houghton, & Yusof, 2006).
While ethnic Chinese dominate the profession, the Big Six employed over 90% of Bumiputra
and Indian auditors. Because the Bumiputra hold significant political power in Malaysia, the
hiring of most Bumiputra auditors may have helped the Big Six to dominate the market. The
Big Four in China might draw from this experience the importance of Communist Party

membership by their local partners and staff in order to secure access to political power.

Salleh, Rose, Kumar, and Peng (2007) surveyed Malaysian auditing firms to deter-
mine their readiness for the challenges of globalization. They found that only 28 of 573 mem-
bers of the Malaysian Institute of Accountants had international affiliations. They found that
firms without international affiliation were poorly prepared to meet globalization challenges,

and that size was a critical criterion for competing in the international market.

The Big Four in former Soviet Block countries. The Union of Soviet Socialist Re-
publics (U.S.S.R.) was the first modern centrally planned economy developed under socialist
principles. Accounting in the U.S.S.R. was designed to provide statistical information to dif-
ferent levels of government to facilitate management of the centrally planned, command

economy (Salleh, et al., 2007).
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The former countries of the Soviet Union in Eastern Europe won freedom from the
U.S.S.R. in the 1980s, ultimately leading to the collapse of the Soviet Union in 1991. This
political process was accompanied by a transition from a state controlled to a market economy
(Gaidar & Gaidar, 2003; L. H. Radebaugh, Krylova, & Rahman, 1994). Bailey (1995, p. 603)
theorizes that this transition raises a number of questions about how the accounting profession

will develop in transition economies:

In what circumstances does accounting cease to be merely legally obligatory (and
commercially and economically irrelevant) and become commercially and economical-
ly relevant? How does accounting, shaped by a political perspective, become respon-
sive to a commercial or economic (i.e. market induced) imperative? How does ac-
counting, instead of being politically driven (i.e. designed so as to promote the realiza-
tion of certain political objectives) come to be market driven? Or, how does accounting
cease to be State directed and become State regulated?

Literature addressing the development of the accounting profession in the Russia is
particularly informative to this study. The U.S.S.R. had significant influence on the develop-
ment of Communist ideology and institutional practices in China. Both countries transitioned
from a centrally planned economy to one based on market principles at about the same time.
While China’s scale was greater, the issues faced by Russia and other former members of the

Soviet Union in the transition to a market economy were similar.

Russia’s transition economy. The tension between national and international consider-
ations is highlighted by Cooper et al. (1995, p. 603) in their detailed case study of how one of
the Big Six firms invested in the former Soviet Union. Bychkova (1998) predicted that new
audit reforms in 1994-1995 would most certainly result in a market dominated by the big in-
ternational accounting firms, a prediction that Mennicken (2010) would later prove wrong.
Cooper et al. identified two themes: tensions between nationalism and globalization, and the

limits of rational investment and strategic decision making in complex organizations.

Cooper et al. (1995) found that the unnamed firm that they studied liked to state that
their motivation for entering new markets was to meet client needs, and the authors found ev-
idence to support that assertion. They also found an expansionist desire of the firm to develop
local markets around the world. This was accompanied by a strong sense of national spheres
of interest within the Big Six firm they studied, indicating that the German firm has a historic
place in Eastern Europe and the British firm a special connection with its former colonies. |
see ample evidence of these factors in China. The firms that substantially funded the invest-
ment in China for the Big Four (generally the United States and United Kingdom member
firms) had a keen interest in serving their existing clients who were coming to China, and to
develop new markets for that purpose alone. The Hong Kong firms viewed that they had a
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special connection with China and some of the Hong Kong firms of the Big Four previously

had a historic role in China before the 1949 revolution.

Cooper et al. (1995) describe the complex negotiations between various member firms
that were interested in developing the new markets. In the firm that they examined, the global
board and its International Executive Committee had overall responsibility for this project, yet
individual member firms with a keen interest in these markets made the funding and opera-
tional decisions. The relevant member firm was sometimes a geographically adjacent firm (i.e.
Austria to Hungary) or more commonly was one or more of the larger member firms (United
States, United Kingdom, Germany). In the case of the Russian market, the initial firms in-
volved were from Germany and the United Kingdom. The Russian authorities wanted a more
international (and less European centric), investment, and asked if the Americans could join.
The Canadian firm, seeing an opportunity, pushed their way into the deal despite the re-

sistance of the others.

However, as the new venture came into operation, the American and Canadian firms
withdrew support, finding the required investments were too high in face of the need to main-
tain partner incomes at home. The result was a poor performance of the firm in Russia, where
it became one of the smallest of the Big Six. This case illustrates how the international firms
cooperate while operating in their own self-interest. While the international accounting firms
like to position themselves as seamless global firms, the separate national identities and eco-

nomic interests of the firms significantly guide their behavior.

Mennicken (2010) examined the development of auditing in Russia as it transitioned
from State-led inspections to market-oriented auditing from 1985 to 2005. Mennicken used a
linked ecologies approached derived from Abbott (1996), explaining that this means that “au-
dits and markets, and the boundaries that come to be formed around them, only exist in rela-
tion to other arenas of economic, political and social activity” (p. 355). The emphasis in this
approach was on how arenas and fields came to be interlinked. Mennicken found that audit
reforms were inextricably linked to Russia’s wider transition from a planned to a market
economy. Quoting Rose (1999, p. 150), Mennicken observes that auditing became involved in

discourses aimed at transforming the Soviet ethos of government:

... From one of bureaucracy to one of business, from one of planning to one of compe-
tition, from one of command and control to one of choice, self-regulation and individ-
ual responsibility.

Mennicken observes that three key factors led to the realization that the old Soviet in-

spection system needed replacement by a privatized auditing profession. These factors were
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the activities of the Big Six in Russia, the opening up of the Soviet Union for FDI, and the
introduction of new forms of private property. China experienced these same factors, with the

added influence of significant capital markets.

The accounting profession in Russia developed differently than in China, with a num-
ber of large indigenous firms. PricewaterhouseCoopers is the only Big Four among the top ten
firms in Russia (although it is the largest and more than twice the size of its nearest competi-
tor). Three firms affiliated with second-tier international firms (BDO International, PKF In-
ternational and RSM International) are in the top ten in Russia (Mennicken, 2010). Mennick-
en reports that the rankings indicate that the indigenous firms are able to compete with the Big
Six. They evidence Russian attempts to establish a Russian alternative, a Russian Big Nine or
Big Ten. She reports that four groups of audit firms came to be identified — the Big Four, se-
cond-tier international audit networks, large and medium sized Russian audit firms and small
firms and partnerships. Professional prestige accrued not to individual accountants or profes-
sional associations, but to particularly prestigious firms portraying themselves as enforcing

high standards.
Mennicken (2010, p. 355) found that despite the fact that the Big Six did not dominate

the Russian market, they were important role models:

Their international standing and local presence reinforced beliefs that the foundation of
commercial, market-oriented audit firms constituted the right response to inspection
reform demands. The big firms came to be seen as entities that had successfully em-
braced market ideals, and that exhibited high standards of professionalism. They had a
“‘trademark” that particularly larger Russian audit firms aspired to. The big firms were
further important in the diffusion and local transfer of Western marketing and branding
instruments.

The harmonization of Russian auditing processes with Western methods was studied
by Samsonova (2009). Samsonova observed how Russian audit policy evolved through trans-
national communications between actors within and without Russia. The presence of Big Four
firms in Russia encouraged the cross-border acceptance of international standards and uni-
form approaches to service delivery. She determined that Russia favored the Continental Eu-
rope tradition of greater State involvement in accounting as fulfilling its aspirations for an al-

ternative mechanism for State control.

International firms in the Czech Republic. Seal et al. (1996) chronicled the develop-
ment of the accounting profession in the Czech Republic. There was essentially no accounting
profession at the time that the Velvet Revolution separated the Czech Republic from Russian

influence. Most of the Big Six came to Czechoslovakia in 1990, immediately following the
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Velvet Revolution. In a pattern similar to that seen in China, the Big Six initially served MNC
clients investing in the Czech Republic, and later expanded into providing services to newly
privatized local Czech enterprises. The authors forecast that the Big Six would audit the ma-
jority of large enterprises and smaller local audit firms would provide services to small local
Czech enterprises. They observed that Czech companies perceived a need for international
standard audits and that the Big Six dominated this market. However, the authors asserted that
the international credibility of the Big Six raised the reputation of Czech accountants in gen-

eral, regardless of whether the accountants were Big Six employees.

Entry of the Big Five into Slovakia. Daniel, Suranova and De Beelde (2001) observed
that the Big Five entered Slovakia after 1989 and increased their impact significantly between
1993 and 2000. The key factors driving this increase were increasing foreign investment and
the privatization of the banking industry. At least 75% of Slovak banks used a Big Five firm
as auditor. Many privatized banks used both a local and international auditor to increase ac-
ceptance in international markets. While many Slovak industrial companies choose to use the
Big Five to enable access to international financial markets, the authors noted that local audit

firms remained dominant.

Law Firms

The legal profession has many similarities to accounting, in particular including its use
of the partnership structure (N King, et al., 2001). Similar to the trend in accounting, globali-
zation has led many law firms to open overseas offices in order to serve international clients
who are investing in those markets and local clients with needs for international legal advice
(Greenwood, et al., 1990).

Morgan and Quack (2006) determined that United States mega-law firms tended to
follow the strategy of an exporting global law firm. A strong central headquarters that estab-
lishes overseas offices in a small number of world city centers or promising emerging markets
by practicing domestic law abroad characterizes this model. The exception was Baker &
McKenzie, which uses national partnerships similar to the Big Four. The managing partner of
the foreign offices of law firms tended to be a senior United States partner. Where rules per-
mit the practice of local law by foreign law firms, the firms generally use separate teams of
local lawyers within the firms. The spread of American style contract law has made United
States law firms powerful forces for the spread of American legal norms, techniques and style
abroad while skimming the most lucrative legal work in the market (Beaverstock, 2004;
Silver, 2007).
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British law firms developed internationally more along the lines of the Big Four, fol-
lowing “the integrative model of the global law firm” with national partnerships at the center
of the governance structure and elements of the multiplex organizational form being used
(Dezalay & Garth, 2002; G. Morgan & Quack, 2006, p. 419). Morgan and Quack observe that
the international structures of law firms were converging, but not necessarily on the American

model.

In China, high levels of foreign investment attracted many large law firms to open rep-
resentative offices in China. As Chinese companies began to tap international capital markets
and expand internationally, the client base of these firms expanded to include these companies.
Law practice in China was far more restricted than accountancy, with foreign law firms not
permitted to practice local law, hire local lawyers, or enter into joint ventures. The sensitivity
of legal practice, particularly with respect to civil and criminal litigation, and local concerns
about foreign competition have prevented foreign law firms from enjoying similar market ac-
cess as was afforded to accounting firms. As a result, foreign law firms presently practice in
China using representative offices that are severely restricted in their scope of operations.
Nevertheless, most major global law firms have a presence in China, albeit at levels far small-
er than the Big Four; generally having only a handful of lawyers present in the country
(Godwin, 2009).
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Chapter 5: Building Foundations

In China, you need to have friends in high places.
Nellie Fong, Arthur Andersen (1973-2002) and PricewaterhouseCoopers (2002-2007)

There are four broad segments in China’s history that are important for purposes of
understanding the involvement of accounting in Chinese society. The first is the dynastic
period that begins with the Xia Dynasty about 2100 BCE and ends with the Qing Dynasty that
fell in 1911. Accounting never achieved a prominent role in the dynastic period. Its function
during that period was limited to keeping track of the emperor’s wealth because the agricul-
tural based economy did not require sophisticated accounting practices. The formation of the
Republic of China in 1912 begins the second phase and marks the entry of China into the
modern world. It was during this phase that public accounting first prospered in China. The
third phase commences with the foundation of the People’s Republic of China in 1949, which
marked the introduction of communism to China. Over the following decade, private owner-
ship of business ceased and the public accounting profession disappeared. Under China’s cen-
trally planned economy accounting became a bureaucratic function, heavily guided by Soviet
practice. The fourth segment begins with Deng Xiaoping’s decision to end China’s long isola-
tion from the West, beginning the remarkable transition of China to a market based economy,

and giving it a major role in the world.

This chapter is the first of four that will explain the d