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Overcapacity and Auditing Governance: An Empirical
Study Based on Risk Premium of Audit Fees

Sun Anqi

(School of Accountancy, Shanghai University of Finance and Economics, Shanghai 200433, China )

Summary: Since 1990s, due to the unique fiscal decentralization system, official promotion
system, local government intervention and other institutional factors, China’s problem of
overcapacity has become more and more serious. In 2008 after the global financial crisis, because
of government relax control over industry capacity and the subsequent four trillion RMB
economic stimulus plan, the serious overcapacity occurred in some industries. Coupled with the
slowdown of economic demand, overcapacity problem becomes a more and more prominent
contradiction in China’ s economy. Resolving overcapacity is an important task of the supply-side
reform under the new normal economy, and also a difficult problem to be solved to realize the
sustained and healthy development of China’ s economy. In order to resolve overcapacity, the
central government has begun to introduce a series of administrative measures to regulate and
guide local governments to cut capacity. Since 2009, the Ministry of Industry and Information
Technology has issued the index of elimination of backward and excess capacity in every province,
and has announced the completion of annual capacity indicators of different provinces. In this
context, based on the administrative provisions from the Ministry of Industry and Information
Technology about eliminating backward and excess capacity by every provinces and using the
sample of Chinese A-share listed companies from 2009 to 2015, this paper examines the impact of
overcapacity on audit fees. It finds that, due to overcapacity, business, financial and policy risks are
rising, and accounting firms improve the audit fees in order to reduce the audit risk, indicating
that there is a risk premium of audit fees. Further analysis shows that the risk premium of audit
fees of state-owned enterprises having overcapacity is higher than that of private enterprises. The
higher degree of marketization enterprises have, the higher risk premium of audit fees caused by
overcapacity enterprises get. And there is a lower risk premium of audit fees caused by overcapacity
of companies with political connections compared with companies without political connections.
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Traditional economics or western quantitative economics is essentially an empirical intellectual
science. And it is not to study the overall social life, but to study only one aspect of social life; it is
not to put the economy into the overall human life to study, but to draw out the economy from
the overall social life; it is not derived from the human nature of all-round development, but the
economic nature of human beings. Thus although it has achieved the quantification of accuracy,
in essence, traditional economics is instrumental rationality and metaphysics, not practical
rationality or overall. Thus, when the center of social life shifts from general material production
to social harmony and common prosperity, its limitation is highlighted. The era calls for socialist
political economics with people’ s happiness as the highest principle. Starting from the standpoint
of Marxist philosophy and combining with the central work of the party, this paper starts thinking
of this question through the following five aspects: the raise of issue, the divergence of
philosophical standpoints, the connotation of socialist political economics, the adherence to
Marx’ s research ideas, and facing age matters. The viewpoints of this paper are as follows: the
socialist road must adhere to the direction of market economy development, but the inevitable
trend of market economy is the polarization of society, therefore to achieve common prosperity is
impossible without the country, neither possible if ignoring the existence of the overall society.
Economics shall rise to become not only political economics, but also social economics; it should
quantify not only capital and wealth, but also poverty and people’ s livelihood; it should adhere to
not only GDP standards, but also the standards of people’ s happiness, and put the people’ s well-
being as a major standard to measure the work of governments at all levels. Only economics

taking people’ s happiness as the theme is the socialist political economics.
Key words: philosophical position; economy; country; people (society); socialist political
€conomics
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Finally, by using a new overcapacity indicator to examine based on the amount of eliminated
capacity by provinces constrained by the Ministry of Industry and Information Technology,
conclusions remain robust. In conclusion, in the context of China’s current overcapacity and
cutting capacity through government intervention, this paper shows that China’ s audit market is
aware of and focuses on the specific risks of enterprises caused by overcapacity, and auditors
increase audit fees by increasing audit procedures and risk costs to reduce audit risks. Risk
premium of audit fees caused by overcapacity is essentially passing the risk information of excess
capacity of enterprises to the regulators and investors through audit market, thus making auditing
play a role of external governance in resolving the problem of overcapacity. This paper reveals the
economic consequences of overcapacity at the microcosmic level, and finds out empirical
evidence of the governance role of audit market in solving overcapacity problem, which is of
great policy significance to capacity cutting, supply-side reform and economic transformation in

the new normal economy.
Key words: overcapacity; auditing governance; audit fee; risk premium



