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Abstract 

Despite its impressive economic growth over the years, China has been criticized for poor corporate 

financial reporting and weak corporate governance. The concepts of independent director, audit 

committee, and auditor independence, which have been developed in an Anglo-American environment, 

have been identified in the literature as the key corporate governance issues which have a direct 

positive impact on financial reporting. China has decided to import these concepts in an attempt to 

make its corporate governance arrangements and financial reporting more internationally acceptable.  

 

This paper seeks to provide insights into the effectiveness of these imported concepts in China. The 

paper discusses the associated issues in terms of economic and political systems as well as cultural 

orientation in China, and raises some issues related to the achievement of expected outcomes. It 

argues that, at least in the short run, the effectiveness of adopting Anglo-American ideas in China is 

hampered by the lack of independence of directors, audit committees and auditors.  

 

1. Introduction 

Financial reporting plays an important role in corporate governance and economic development 

whereas corporate governance arrangements, in turn, have a direct impact on financial reporting. 

Organization for Economic Cooperation and Development (OECD 2004) states that ‘the corporate 

governance framework should ensure that timely and accurate disclosure is made on all material 

matters regarding the corporation, including the financial situation, performance, ownership, and 

governance of the company’. The concepts of independent directors, audit committees and auditor 

independence are recognised internationally as important in ensuring good corporate governance, 

which is likely to have direct interplay with financial reporting.  
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Despite its impressive economic growth1  over the years, China has been criticized for poor corporate 

financial reporting and weak corporate governance (Leung et al. 2005). Many aspects of corporate 

governance in China remain ineffective and unknown to outsiders. In the 1990s China decided to 

establish its corporate governance structures by emulating the Anglo-American2 model (Tian and Lau 

2001; Tam 2002). Accordingly, the Code of Corporate Governance for Listed Companies in China and 

the Guidelines for Introducing Independent Directors to the Board of Directors of Listed Companies 

were issued in January and August 2001, respectively, emphasize among other things, independent 

directors and audit committees, auditor independence, information disclosure and transparency. 

 

Further, the revised China Accounting Standards (CASs), first applied to listed companies from 1 

January 2007, is based on International Financial Reporting Standards (IFRS), which is largely 

developed in Anglo-American countries. The revised CASs are expected to raise transparency and 

comparability and be beneficial for capital markets in China (PwC 2006). However, to what extent 

these Anglo-American concepts can be effective in China’s context is debatable.    

 

This paper seeks to investigate this issue. The remainder of the paper is organized as follows. Section 

two provides a review of the relevant literature. Section three presents an overview of the context in 

China. This is followed by section four which discusses some of the issues associated with the 

adoption of Anglo-American concepts of corporate governance and financial reporting in China’s 

context. The fifth and final section concludes the paper. 

2. Literature Review 

                                                 
1 China is one of the fastest-growing economies with an average 9.67 percent growth rate of GDP from 1978 to 2006 while 
the world economy has been growing at about 3.3 percent on average in the same period. It is the world's fourth largest 
economy and third largest trader (Xinhuanet 2007). Foreign direct investment received by China has been more than any 
other developing country for 14 successive years and by the end of 2006 there were 590,000 foreign-invested firms in China. 
China received a total of 622.4 billion U.S. dollars in foreign direct investment from 1979 to 2005 (Ningbo Foreign Trade and 
Economic Cooperation Bureau 2006). 
 
2 The term Anglo-Saxon or Anglo-American is used for a group of countries that includes the United States, the United Kingdom, Canada, 
Australia, and New Zealand (Alexander and Archer 2000). 
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This section reviews the literature in relation to corporate governance and financial reporting in order 

to establish the interrelation between them. The section begins with an overview of principles of 

corporate governance developed by OECD and Anglo-American countries. This is followed by a 

discussion of some studies of corporate governance and financial reporting. Next, some issues related 

to corporate governance and financial reporting in China are discussed prior to providing a summary.  

2.1 Principles of Corporate Governance 

Independent director, audit committee, and auditor independence are three key governance issues 

which have direct impact on financial reporting and have been recommended in various corporate 

governance principles. OECD (2004) recommends a sufficient number of non-executive board 

members to ensure that the board is able to exercise objective independent judgment on corporate 

affairs such as the integrity of financial and non-financial reporting and the review of related party 

transactions. It is also suggested that the board may consider establishing specific committees 

composed a minimum number or entirely of non-executive directors. Further, an independent audit 

committee shall be charged with recommending the external auditor and overseeing the relationship 

with the external auditor to improve auditor independence and integrity of financial reporting. OECD 

(2004) also requires an annual audit conducted by an independent, competent and qualified auditor to 

ensure fairly represented financial statements. 

 

In Australia, both Bosh (1995) and Hilmer (1998) reports stress the importance of independent 

directors, auditor independence and the role of an audit committee and the board as a whole in the 

area of financial reporting. In 2003, the Principles of Good Corporate Governance and Best Practice 

Recommendations was issued by Australian Stock Exchange (ASX 2003), which emphasises, among 

other things, that both the board and the audit committee should consist of a majority of independent 

directors with an independent chairperson. Further, the audit committee is responsible for overseeing 

the auditor independence and safeguarding the integrity in financial reporting. 
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In the United States, the Securities Exchange Commission (SEC) approved the New York Stock 

Exchange Final Rules on Corporate Governance in November 2003 which was codified in Section 

303A of the NYSE’s Listed Company Manual. It mandates, among other issues, a majority of 

independent directors and an audit committee. Accordingly, the audit committee is responsible for 

assisting board oversight of the integrity of the company’s financial statements and the auditor 

independence. Moreover, the definition of independent director is clarified and tightened (SEC 2003).  

 

In United Kingdom, the report of the Cadbury Committee (1992) on the financial aspects of corporate 

governance aimed at improving confidence in financial reporting disclosures. The principal 

recommendations of this report include separation of chief executive and the chairman, minimum two 

independent directors, and an audit committee composed exclusively of non-executive members. 

Further, the Financial Reporting Council (FRC) released the Combined Code on Corporate 

Governance in July 2003. The Code incorporates aspects of both Higgs (2003) and Smith (2003) 

reports and presents similar recommendations to those mentioned in Cadbury Report. In addition, the 

role of audit committee in monitoring the integrity of the company’s financial reporting and reinforcing 

the independence of the external auditor are emphasized.  

2.2 Corporate Governance and Financial Reporting 

Researchers (e.g., Dhaliwal et al., (1982), Becker et al.(1998), Fan and Wong (2002), Frankel et 

al.(2002), Klein (2002), Bowen et al., (2003), Agrawal and Chadha (2005), Francis et al. (2005) and 

Koh et al. (2007)) have highlighted the relationship between various corporate governance 

mechanisms and financial reporting. It is generally accepted that good corporate governance has 

positive relationship with the quality of financial reporting. For example, Klein (2002) points out that 

sound corporate governance mitigates managers' opportunism in managing reported earnings. Koh et 

al. (2007) have argued that effective governance structures such as independent and active audit 

committees and independent boards are important governance attributes and enhance the value for 

financial reporting. 
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The board of directors is ultimately responsible for the integrity of financial reporting. Independent 

directors play an important monitoring role in upholding the integrity and credibility of financial 

statements because they contribute objective and independent views to the company’s financial 

reporting. Peasnell et al. (2005) report that a higher proportion of outside board members are 

associated with less income-increasing earnings management, whereas Koh et al. (2007) report that 

the board independence is negatively associated with absolute abnormal accruals. However, both 

studies indicate that the association between governance structures and abnormal accruals is not 

symmetrical between income-increasing and income-decreasing abnormal accruals. The effectiveness 

of governance structures in terms of mitigating discretionary financial reporting behavior is greater in 

restricting income-increasing abnormal accruals relative to income-decreasing abnormal accruals. A 

possible explanation for this finding is that a company could face greater litigation risks and higher 

scrutiny from regulators and the public for overstatement rather than understatement of earnings. In 

addition, the value of independent directors with financial expertise is particularly recognized because 

financial experts are more likely able to provide oversight of a firm’s financial reporting practices. For 

example, Agrawal and Chadha (2005) indicate that the probability of restating earnings is lower in 

companies whose boards or audit committees have an independent director with financial expertise, 

and that it is higher in companies in which the chief executive officer belongs to the founding family. 

 

Audit committee is a sub-committee of the board of directors and is particularly charged with 

safeguarding the integrity of financial reporting through strengthening a company’s compliance with 

laws and legislations, overseeing the financial reporting process and protecting external auditor’s 

independence. For example, Akhigbe and Martin (2006) examine the effects of the Sarbanes–Oxley 

legislation in terms of reducing the opacity of financial statements and improving the integrity of 

financial reporting. They find that the effects are less favorable for firms with less independent audit 

committees and without a financial expert on the audit committee.  
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The audit committee is also responsible for monitoring the financial reporting process. Empirical 

research shows that an effective audit committee enhances the financial controls of an entity (Collier 

1993; Vinten and Lee 1993; English 1994). Companies with an active and independent audit 

committee are less likely to conduct earnings management (Defond and Jiambalvo 1991; Dechow et 

al. 1996; Peasnell et al. 2000), experience financial fraud (McMullen 1996; Beasley et al. 2000) and 

other reporting irregularities (McMullen 1996; McMullen and Raghunandan 1996).  

 

Further, audit committee is an intermediary between external auditors and the company management 

to ensure open discussion and effective information flow (Klein 2002). To fulfil its duty of maintaining 

auditor’s independence, the audit committee itself is expected to be independent and have sufficient 

knowledge to provide objective oversight of audit practice. An independent audit committee enhances 

auditor independence (Simnett et al. 1993). Carecllo and Neal (2000) in a study of firms that 

experienced financial distress during 1994 and find that auditor independence and the quality of 

financial reporting are negatively impacted by the lack of independence of audit committees. Moreover 

DeZoort and Salterio (2001) report that greater independent director experience and greater audit 

knowledge are associated with higher audit committee member support for an auditor who advocates 

a ‘substance over form’ approach in the dispute with client management. These findings further 

demonstrate that an independent audit committee with sufficient audit knowledge is critical to enhance 

the independence of external auditors.  

 

External auditors provide additional check and professional opinion on the quality of financial reporting 

and thus add credibility to financial reporting. Agency theory suggests that external auditors mitigate 

the conflicting interest between management and investors (Jensen and Meckling 1976; Xiao et al. 

2004) and improve disclosure practice of their clients (Owusu-Ansah 1998). The quality of auditing can 

have a significant influence on the quality of financial reporting. For example, Becker et al. (1998) and 

Krishnan (2003) find that the then Big 6 auditors mitigate accrual-based earnings management and 

managerial opportunistic behavior more effectively than non-Big 6 auditors. Further, auditors must 
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remain independent in order to maintain their service quality and add credibility to financial statements. 

Independence is one of the fundamental ethical principles established by professional accounting 

organizations. It is also a basic requirement reinforced through legislation in many countries such as 

USA and Australia. High-profile corporate collapses including Enron, WorldCom, and HIH in Anglo-

American countries are directly attributable to, among other things, a lack of auditor independence. In 

addition, the consequence of seriously compromising audit quality caused by a lack of rules ensuring 

auditor independence in some Asian countries is reported by Favere-Marchesi (2000).  

 

The impact on audit independence of the provision of non-auditing services to an audit client has been 

subjected to intense debate (Knapp 1985; Briloff 1987; Pany and Reckers 1988; Gul 1991; Wallman 

1996; Lowe et al. 1999; Swanger and Chewning 2001; Khurana and Raman 2006; Chen and Cheng 

2007). For example, Wallman (1996) maintains that the provision of non-auditing services enhances 

audit quality due to a more in-depth understanding of the client business, provided that internal audit 

and external audit are performed by different staff from the same audit firm. In contrast, others argue 

that fees dependency and an involvement in management decision making could compromise auditor 

independence (Knapp 1985; Briloff 1987; Gul 1991). Sarbanes-Oxley Act in the United States 

prohibits the provision of non-audit services to audit clients. 

 

Auditor rotation is a fundamental requirement regarded as a means of enhancing auditor 

independence. For example, in revising its code of ethics for professional accountants, IFAC has 

specified that, for audit of listed entities, the lead engagement partner should be rotated after a 

predetermined period, normally no more than seven years, and that a partner rotating after a 

predetermined period should not participate in the audit engagement until a further period of time, 

normally two years, has elapsed. However considerable concern has been raised about the negative 

effects of this requirement (AICPA 1992; Arrunada and Paz 1997; Carecllo and Nagy 2004).  Carecllo 

and Nagy (2004) claim that mandatory audit firm rotation could have adverse effects on audit quality 

and they find no evidence that fraudulent financial reporting is more likely given long auditor tenure. 
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AICPA (1992) argues that audit quality is like to be poor when the auditor lacks a sound understanding 

of the client’s business, which is one potential consequence of auditor rotation. 

2.3 Corporate Governance and Financial Reporting in China 

The value of both good corporate governance and quality financial reporting is well acknowledged by 

the government, business, academia and professionals in China. However, there are only a few 

studies focusing on the relationship between corporate governance and financial reporting in China. 

Liu and Lu (2003) argue that corporations with good governance tend to have less earnings 

management, hence better financial reporting quality. In particular, more independent directors on the 

board could lead to more transparent disclosure (Leung et al. 2005). However, they report a negative 

relationship between voluntary transparency and the presence of an audit committee. Chen et al. 

(2006) report that independent directors have an important role in preventing corporate financial fraud.  

 

While Anglo-American corporate governance and financial reporting concepts are increasingly 

adopted in China, concerns regarding their effectiveness in China remain. For example, Miles (2006) 

points out that it is very difficult to implement Anglo-American corporate practices in Confucian 

corporations due to the fundamental differences in culture systems. Although China has decided to 

reform corporate governance arrangements in order to facilitate the harmonization of Chinese 

accounting practices with IFRS practices,  the enforcement mechanisms for both corporate 

governance and financial reporting have yet to be effective (Chen and Cheng 2007). Chen (2004) 

indicates that based on China’s special characteristics it is difficult to prescribe what type of 

governance structure China should adopt. He argues that the most important issue is not to find a 

fixed set of governance models from which to copy, but to develop institutions, which will improve 

corporate governance in the local context.  

2.4 Summary 

Corporate governance mechanisms such as independent directors, audit committee and auditor 

independence are identified to have direct impact on financial reporting as they are likely to ensure the 

integrity of financial statements. However the question of how to improve the effectiveness of these 
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mechanisms remains debatable. It is important to take into account China’s unique context in terms of 

its economic, political, and cultural systems in evaluating the effectiveness of adopting internationally 

acceptable corporate governance mechanisms and financial reporting concepts. 

3. An Overview of the Context in China 

This section examines the context in China in terms of economic, political and cultural systems, as it 

determines the nature of corporate governance arrangements and financial reporting in the country. 

Modern China, established in 1949, is a young socialist country with a history of more than 5000 years. 

The planned economy system characterized by a single public ownership had been practiced in the 

country until 1978 when China started to adopt liberalization policy. Confucian philosophy forms the 

foundation of Chinese culture which seeks for familial, social and political stability and harmony (Lu 

1983). Accounting system in the Soviet Union had significant impact on accounting practices in China 

(Graham and Li 1997).  

3.1 Economic System 

In China, a centrally planned economic model, imported from the Soviet Union, had been employed 

from 1949 to 1978. The scarce resources were allocated to enterprises by the government based on 

the national economic plan. Enterprises then organized the production in accordance with the 

production plans set by the government. Profit made was submitted to the government which formed 

the major source of national revenue. The state-owned enterprises (SOEs) had been the main 

production entities in the economy. A uniform and rigid system of financial reporting based on Soviet 

Union accounting experts’ recommendation was developed to meet government’s information needs 

for economic planning. 

 

The planned economy system dominated by SOEs started to decline since 1978. After 1980s other 

forms of enterprises began to grow due to new reform policies. Currently there is a variety of 

enterprise forms in China including state-owned enterprises (SOEs), town and village enterprises 

(TVEs), jointed ventures (JVs), foreign-owned enterprises and family owned enterprises. In 1992, 

Deng Xiaoping, the leader of the Government, called for the introduction of a market economy, and 
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China began the slow process of reforming SOEs with the aim of transforming them into state-owned 

corporations or public listed corporations. Around 1200 large companies in China have diversified their 

ownership through public listing. Accompanying this process, a legal framework, which includes 

company law, contract law and accounting and securities laws, has also been established.   

3.2 Political System 

China is a socialist country established in 1949 with the Communist Party of China (CPC) assuming 

the sole leadership. In essence the CPC is the equivalent of the government. This political system is 

associated with the adoption of centrally planned economy. Further, it also has significant impact on 

the corporate governance arrangements and accounting regulation in the country as discussed above. 

Today China is moving towards a market economy with socialist characteristics. Market will play 

increasingly important role in the national economy.  However it can be expected that government will 

continue to exert significant influence on various aspects of economic activity including accounting and 

corporate governance development. 

3.3 Cultural Orientation 

Confucian philosophy, developed by a Chinese philosopher Confucius, plays an important role in 

Chinese culture. Accordingly, it is believed that people exist in relationship to others and are motivated 

by others’ expectations. Confucianism codifies five types of social relationships: relationships between 

the ruler and subject, father and son, elder brother and younger one, husband and wife, and between 

friends (Fei 1992; Lovett et al. 1999; Hwang and Baker 2003). These relationships are based on 

mutual and complementary obligations (Hofstede 1991). The relationship system is hierarchical in 

which everybody accepts the existing hierarchical order and the place where they are with no further 

justification needed (Bond and Hwang 1986). The essence of Confucianism lies in loyalty and 

obedience to the superior and ruler. As Wang (1991, p169) states ‘the central tenets of the Confucian 

were loyalty to the ruler and filial piety to one's parent’. Hence Confucianism focuses on familial, social 

and political stability and harmony (King and Bond 1985). Chinese culture stresses that individual is an 

inherent part of the collective where he or she belongs to. Glory or shame is not only a personal affair 
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it could affect the family, friends and clan (Bond and Hwang 1986). This is contrary to laissez-faire in 

Anglo-American countries, which emphasizes self-realized value and individual’s achievement.  

 

In China guanxi is an invisible network and prevailing everywhere which is rooted in China’s culture 

and reflects China’s culture philosophy. Guanxi refers to the networks of informal relationships and 

exchanges of favors that dominate all business and social activities across China (Lovett et al. 1999; 

Hwang and Baker 2003). Historically, Chinese society has been built based on family clans. Guanxi 

develops beyond family relationship to include unrelated individuals on the basis of common interests. 

It involves the exchange of gifts and benefits. Thus, it works on the basic, unspoken principle of 

reciprocity and equity (Luo 1997). 

 

Maintaining good relationship with various parties involved in an enterprise’ operation is extremely 

important for survival and prosperity in China. For example, Yeung and Tung (1996) study factors 

contributing to business success in China by asking managers of 19 diverse international companies 

to rank 11 key factors. Guanxi is the only item consistently identified as a key success factor. Further, 

Luo (1997) reports a direct correlation between a company’s level of guanxi and its sales growth in 

China’s market. The cultivation, development, and expansion of guanxi have become a priority of 

many Chinese business people (Luo 1995). However, guanxi is criticized to be detrimental to the 

development of China’s market economy. Chinese officials take advantage of their position and act as 

intermediaries among people who need to establish business connections. The practice of guanxi 

results in widespread bureaucratic corruption (Su and Littlefield 2001; Fan 2002) as it exerts 

significant influence on business conduct. In some cases ‘guangxi’ could even override laws and 

regulations, thus harm Chinese corporate governance system (Braendle et al. 2005). 

3.4 Corporate Governance and Financial Reporting 

Both corporate governance and financial reporting in China are moving towards Anglo-American 

models. In order to establish a modern enterprise system, the Code of Corporate Governance for 

Listed Companies in China was issued by the China Securities Regulatory Commission (CSRC) in 
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January 2001. Among other things, the Code provides that ‘a listed company shall truthfully, 

accurately, completely and timely disclose information as required by laws, regulations and the 

company’s articles of association’.  It also introduces independent directors to the board of directors 

and recommends an audit committee chaired by an independent director and comprised of a majority 

of independent directors.  To enhance auditor’s independence and maintain the integrity of financial 

reporting, the code specifies that the main duties of the audit committee include recommending the 

engagement or replacement of the company’s external auditing institutions and inspecting the 

company’s financial information and its disclosure. In addition, it also requires that at least one 

independent director from the audit committee shall be an accounting professional. 

 

In China, most listed companies are re-structured state-owned enterprises (SOEs) with the 

government being the largest shareholder (Ho, 2004). Due to the special ownership structure, the 

relationship between listed company and its controlling shareholders is strictly governed by the Code. 

For example, the Code, among other things, provides that a listed company shall be separated from 

its controlling shareholders in matters relating to personnel, assets and financial affairs, and that the 

board of directors, the supervisory committee and other internal officers of a listed company shall 

operate in an independent manner. In China the agency problem seems to arise from the exploitation 

of minority shareholders by the coalition between large shareholders and managers. This is contrary 

to the agency problem in Anglo-American countries, which reflects conflicting interests between 

managers and dispersed shareholders.   

 

In accordance with the Code, CSRC issued the Guidelines for Introducing Independent Directors to 

the Board of Directors of Listed Companies in August 2001. The Guidelines, among other things, set 

deadlines for the implementation of introducing independent directors to the board, stipulate the 

qualifications requirements, and stress activating the role of the independent director in listed 

companies. In addition, the Guidelines restate that independent directors shall constitute the majority 
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of sub-committees including auditing committee, and that at least one independent director shall be an 

accounting professional which indicates that a key focus of CSRC is the integrity of financial reporting. 

 

Despite efforts made towards improving corporate governance in China, there is still considerable 

scope for further improvement (Tenev et al. 2002). For example, although the state inclines to 

withdraw from the economy, at present it still remains in control over enterprises in key sectors such 

as national security-related industries, natural monopolies and important enterprises in pillar industries 

(Clarke 2006). This causes a fundamental dilemma for SOEs. The state wants the SOEs to be run 

efficiently, but not solely for the purpose of wealth maximization. They are expected to achieve 

objectives which include the maintenance of employment levels, direct control over key industries, or 

politically sensitive job placement. 

 

Accounting practice in China reflects a shift from uniform accounting systems (UASs)3 to accounting 

standard approach. The accounting development in China was significantly influenced by the Soviet 

Union (Doupnik and Perera 2007). A uniform accounting system characterized by fund-oriented 

accounting practices4 was developed to help the government plan its economic activities and manage 

the various government funds. A series of UASs tailored for various industries came into effect in 1950. 

 

With the economic reforms, many forms of non-state-ownership such as joint ventures and private 

ownership have emerged. To accommodate the mix-ownership and integrate China into the global 

market China has reformed its accounting system and converged with accounting practices in mature 

                                                 
3 A uniform accounting system typically consists of a chart of accounts and guidelines of how to use them, a set of prescribed financial 
statements, and detailed regulations concerning depreciation, costing and spending (Ezzamel et al. 2007). 
 
4  ‘Fund applications' and 'fund sources' are the two basic accounting elements. The former reflects information about the employment and 
utilization of funds while the latter refers to the channels from which the funds are obtained. Fund applications are divided into fixed 
assets, current assets and specific assets. Fund sources are classified into fixed funds, current funds, and specific funds. The Chinese 
format of balance sheet reflects fund management practice which shows accounts of fund applications on one side and accounts of fund 
sources on the other, and contains three self-balanced sections. These three self-balanced sections, fixed assets and fixed funds, current 
assets and current funds, specific assets and specific funds, reflect the relationship between fund sources and fund applications which is 
different from the western balance sheet equation, asset minus liabilities equals equity (Chow et al. 1995).  
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market economies. In addition to government agencies, various stakeholders such as creditors and 

investors’ information needs are taken into account by the accounting regulation. 

 

The first accounting standard, Accounting Standards for Business Enterprises (ASBE-Basic Standard), 

was issued by Minster of Finance (MOF) in1992. The ASBE-Basic Standard is equivalent to the 

conceptual framework in Western countries. It sets out the objective of financial reports, assumptions 

underlying financial reports, qualitative characteristics of financial reports, elements of financial reports. 

In particular, it expands the traditional function of accounting in the provision of information for the 

government’s decision making in planned economy by incorporating the needs of external users in 

understanding an enterprise’s financial position and performance and the needs of management of 

enterprises in strengthening their financial management and administration. To facilitate the 

implementation of ASBE-Basic Standard, MOF issued 13 industry-based accounting rules providing 

technical guidelines in 1993. During 1997 to 2001, MOF issued 16 ASBE-Specific standards which 

focus on individual accounting issues rather than particular industries and have different applicability. 

The ASBE-Basic Standard and 16 ASBE-Specific standards are referred to as old Chinese Accounting 

Standards (CASs). 

 

In 2006, MOF issued new Accounting Standards for Business Enterprises (new ASBE, also referred 

as new CAS) consisted of one new Basic Standard and 38 specific ASBE applicable to enterprises 

established within China. ASBE covers nearly all of the topics under IFRS and is substantially in line 

with IFRS except for certain modifications which reflect China’s unique circumstances and 

environment. For example, there are differences between new Chinese Accounting Standards and 

their equivalent IFRS in such topics as Related Party Disclosures, Segment Reporting and Interim 

Financial Reporting. It is expected that new ASBE will gradually replace UAS and play a dominant role 

in future. Listed companies are required to adopt new CASs from 1 January 2007, which will be 

expanded to all state-owned enterprises controlled by the Chinese central government starting in 2008, 

and then to all large and medium-sized companies in China starting in 2009, with early adoption 
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encouraged. However, subsequent to the announcement of new ASBEs, MOF also issued some 

guidelines on the implementation of new accounting standards. For example, In November 2006 the 

MOF issued a 263-page book of implementation guidance on 32 of the 38 new Chinese Accounting 

Standards (CASs). An additional guidance on the CASs, a 622-page book of Interpretations of New 

Chinese Accounting Standards, was published in May 2007.The existing accounting regulation 

involves the coexistence of accounting standards and UAS. More than a decade ago, Chow et al. 

(1995) pointed out that the accounting reforms in China represented a shift towards a more 

international Anglo-American orientation in financial reporting system. However, China's culture and its 

accounting subculture 5  will hinder this development as the development and enforcement of 

accounting standards will remain government driven although financial reporting will be governed by 

accounting standards, which will continue to rely heavily on detailed technical rules. This mixed 

orientation will constitute China's unique national identity in terms of its accounting and financial 

reporting practice.  

4. Adoption of Anglo-American Concepts of Corporate Governance and Financial Reporting in 

China 

This section discusses some of the issues associated with the adoption of Anglo-American concepts 

of corporate governance and financial reporting in China. In general it can be argued that independent 

directors, audit committee, and external auditor should add value to the credibility of financial reporting, 

as they are likely to lead to objective and independent opinion. IFRS is principle-based, and 

professional judgments of accountants are critical to ensure that the financial statements present a 

true and fair view.  

4.1 Independent Director and Audit Committee 

In China the introduction of independent directors to the board of directors is mandatory requirement. 

Although companies are encouraged to establish audit committees (Chen and Cheng 2007) report 

that only 30 per cent of the sample companies had set an audit committee by 2003. According to the 
                                                 
5 Based on Hofstede (1980) and Gray (1988) cultural value and accounting value models, China’s accounting development and practice 
should be in the cluster that supports statutory control, uniform practices, a conservative measurement approach and secrecy in disclosure 
as opposed to Angle-American countries’ lower rank in power distance and uncertainty avoidance and higher rank in individualism and 
accordingly higher rank in professionalism and lower rank in uniformity, conservatism and secrecy (Chow et al. 1995). 
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Code of Corporate Governance for Listed Companies in China, the majority of the audit committee 

shall be independent directors including the chair of the committee.  

 

Introducing independent directors should be an appropriate governance mechanism facilitating 

China’s transition to market economy in the long-term. According to agency theory, independent 

directors are able to reduce agency cost by monitoring self-interested managers’ choices, thereby 

avoiding opportunistic behavior (Haniffa and Cooke 2002). They are expected to raise disclosure 

transparency by addressing the minority shareholders’ concern about information asymmetry and 

constantly monitoring managers’ behavior (Chen and Jaggi 2000). Thus it is expected that the 

introduction of independent directors is valuable in China’s unique ownership structure and extensive 

large shareholder abuse. However, the effectiveness of independent directors in China is questionable 

due to weak implementation mechanisms. Further, Leung et al. (2005) point out that the concept of 

‘independence’ is still new in China.  

 

China uses a two-tier board system composed of supervisory board and board of directors. There is a 

functional overlap between the two boards. This system is different from the two-tier board system 

used in Germany. Although the supervisory board is charged with supervision of the board of directors, 

both boards are at the same level in the firm’s hierarchy and report to the shareholder meeting. In 

effect, the supervisory board is weak and is dominated by management (Clarke 2006). In accordance 

with the Code and Guidelines, the board of directors may establish sub-committees such as audit 

committee and nomination committee comprising a majority of independent directors. Both the audit 

committee and the supervisor board are responsible for supervising and examining the company’s 

financial matters. Thus the functional overlap coupled with the management-dominant supervisory 

board causes confusion and hence impairs their effectiveness. 

 

The legal environment in China contributes to the level of effectiveness of independent directors 

(Clarke 2006). The Code and the Guidelines are policy documents enforced by the CSRC, which does 
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not have any legal force. Under existing Chinese law and regulatory practice, the liability and the 

requirements for independent directors are not clearly defined. The Article 123 of the Company Law 

provides that the directors have a duty to carry out their duties in ‘good faith’. However if independent 

directors fail to maintain independence and discharge their duty properly or diligent independent 

directors are prevented from fulfilling their role by fellow directors and managers, it is difficult for 

shareholders to take legal action. China’s legal system is relatively weak which is further worsened by 

the ineffective enforcement (Xiao and Yang 2004). In China, civil litigation by shareholders is 

extremely difficult. In addition, Chinese law is also unclear regarding the powers of the independent 

directors to challenge board decisions. The lack of legal protection to the directors indicates that 

directors may be reluctant to challenge executives (Leung et al. 2005). In China independent directors 

are called ‘vases’, which are only used for decorating the board of directors. 

 

The foundation of Chinese culture discourages independence concept. Confucian philosophy, which 

stresses stability, harmony, collectivity and others’ expectation, is inconsistent with the independence 

requirement. Most independent directors, appointed by managers, government agencies or large 

shareholders, maintain a good relationship with managers and are unwilling to express dissent. In 

addition, the continuing influence of government also weakens the effectiveness of independent 

directors. Currently government is still the largest shareholder in most listed companies. Although the 

shares owned by government are gradually allowed to be traded in stock markets, the government 

does not have any plan to sell these shares. This indicates the government’s significant continuing 

influence on companies. In addition, managerial labor market and market for corporate control do not 

function effectively in China, which leads to lack of incentives for independent director to play the 

expected role. Consequently, the introduction of independent directors is likely to add little value to 

corporate governance (Tan and Wang 2004). 

4.2 Auditor Independence 

Independent auditing did not exist in China until the 1981 when the first Certified Practicing 

Accountant (CPA) firm was established in Shanghai (Chen et al. 2001). The Chinese Institute of 
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Certified Public Accountants (CICPA) is a government agent established in 1988 rather than a 

professional organization.  The majority members of CICPA are appointed by the government (Leung 

et al. 2005). Traditionally accounting firms were affiliated with the government. This structure has 

significantly restricted the auditors’ independence. Although the disaffiliation program6 has improved 

auditor independence (Yang et al. 2001), government influence in the auditing service market still 

plays an important role.  

 

In addition, market protectionism7 (Liu and Zhang 1996) and low possibility of the threat of costly 

shareholder litigation due to governmental control over CPA firms (Palmrose 1988; Lys and Watts 

1994) are attributable to the perception of a lack of auditor independence.  Moreover, China is one of 

the most corrupt economies (La Porta et al. 1998; Xiao and Yang 2004). China’s ‘guanxi’ culture 

encourages corruption and leads to ineffective enforcement of regulation. In order to obtain clients in 

the increasingly competitive market, it is not unusual that corruption among auditor, managers and 

government officials occurs, which inevitably weakens auditor independence. Further research 

findings show that managers lack incentives to demand independent auditors (Defond et al. 1999; 

Clarke 2006) and this situation has caused ‘flight from audit quality’ 8  (Defond et al. 1999). 

Consequently, low quality auditing partly contributes to poor financial reporting in China (Chen et al. 

2002). 

4.3 Professional Judgment 

True and fair view is an important concept in Anglo-American corporate governance and IFRS. For 

example Australian corporate governance principles require the chief executive officer and the chief 

financial officer to state in writing to the board that the company’s financial reports present a true and 

fair view of the company’s performance and are in accordance with relevant law and legislation (ASX 

                                                 
6 Chinese CPA firms were established and initially owned by government bodies. This situation has caused much concern regarding 
auditor independence in China. A program to disaffiliate CPA firms from their sponsoring body began in 1997. 
 
7  Market protectionism arises, for example, when local governments exercise authority to dictate that entities located within their 
administrative territory are to be audited by CPA firms situated in the same territory (Liu and Zhang 1996).  
8 The ‘flight from audit quality’ refers to the phenomenon that  the increase in modified reports is followed by a decline in audit market 
share among large auditors – those with the greatest propensity to issue modified reports (Defond  et al. 1999).  
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2003). OECD (2004) principles indicate that failures of governance can often be linked to the failure to 

disclose the ‘whole picture’. In some Anglo-American countries, for example, United Kingdom, if the 

company’s financial statements are unable to present true and fair view although all relevant 

legislation and laws are complied with, then additional notes are needed to achieve the purpose of 

presenting true and fair view. However Chinese principles only emphasize compliance with laws and 

regulations and do not discuss the important concept ‘true and fair view’.  

 

China lacks a legal and cultural environment to encourage professional judgment. A uniform 

accounting system has been practiced for decades in China. Traditionally accounting profession has 

been heavily government regulated. Accountants, managers and auditors are used to rely upon 

various guidelines issued by government agency. Chinese culture also appreciates obedience to 

authority. Independent and professional judgment is new concept in accounting practice. Arguably, in 

the absence of professional judgment, the effectiveness of the adoption of IFRS is questionable. 

5. Concluding Remarks 

The effectiveness of adopting Anglo-American ideas in China’ context is affected by the lack of 

independence of independent directors, audit committee and auditors, and the unique Chinese culture. 

However, given the China’ transition to market economy, it can be expected that the Anglo-American 

governance arrangements should add value to financial reporting in China in long-term.  

 

There are three main ways to improve effectiveness of Anglo-American governance mechanisms by 

adding credibility to financial reporting in China. First,, clearly defining the respective responsibility of 

supervisory board and independent directors to avoid functional overlap and confusion is important for 

independent directors to understand their particular role in the company. Second, incorporating 

independent directors and external auditors’ duties, independence requirement and authority into 

Chinese laws facilitates the implementation of these government arrangements. Finally, developing 

various market mechanisms such as mmanagerial market and market for corporate control will provide 

inherent incentive for directors to act independently. 
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This paper contributes to current literature by discussing corporate governance and financial reporting 

in China. Although, the discussion is only at the theoretical level, this paper provides valuable insights 

into the China’s context. International investors would benefit from this study by obtaining a 

comprehensive picture of China’s unique position in relation to corporate governance and financial 

reporting. In addition by identifying areas of concern with regards to corporate governance and 

financial reporting, policy makers, professional practitioners and company managers should gain 

insights from the discussion of this study.  

 

This paper also calls for more research to investigate direct relationship between corporate 

governance and financial reporting in China. To date, most corporate governance research in China 

focuses on corporate governance and firms’ performance. However from investors’ point of view the 

most basic issue is the credibility of financial reporting. Without integrity of financial reporting, the 

creative numbers mean nothing to investors regardless of good or bad news. In particular, on the 

question of whether Anglo-American ideas can work properly in China’ context, much debate is still at 

the theoretical level. Research integrating theoretical arguments and empirical evidence is needed to 

understand the true picture in China.  
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