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Abstract

The impact of investor protection is wide and great. It affects en-
terprise’ s agency problem and the development of capital market.
Ultimately, it affects the development of a country’s economy. The
development of a country’s economy depends on the healthy develop-
ment of the enterprises in this country. Only when entrepreneurs can
raise their operating capital, they can create wealth for the society.
Only when capital and other economic resources are reasonably dis-
tributed among the enterprises, the wealth of our society can be maxi-
mized. However, only when people are willing to invest their capital
on enterprises in exchange for future investment returns, entrepre-
neurs can raise capital. Obviously, if there is no investor protection
measures to protect investors, the enterprises will not return the mon-
ey to investors or provide return to the investors. So, investors will not
invest on the enterprises and the enterprises can not raise money to

create wealth. The economy will not develop. This potential market
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failure requires investors to be protected in order to make financing
possible.

Certificated Public Accountants ( CPA) audit system (or inde-
pendent audit system) is an important infrastructure of market econo-
my system . Theoretical study ( AAA, 1973; Watts & Zimmerman,
1986) indicates that CPA) audit is an effective means to protect the
interests of investors after the emergence of Corporation limited and
capital markets. CPA audit system has the function of effectively pro-
tecting property rights, preventing and resolving conflicts, enhancing
coordinating and mutual trusting and inhibiting powerful group. When
this function interacts with real economic environment, the result is
the role of Certificated Public Accountants (CPA) audit system. CPA
audit system has been proved to have played an important role in
western economically developed countries. Although there have been
many cases which have destructed the system, the status of CPA audit
system still has not been shaken. On the contrary, these cases make
CPA audit system improve constantly ( Li — Rong Han, 2005) . The
emergence of the capital market in China provides CPAs with a broad
market. The development of the capital market promotes the develop-
ment of CPA audit industry. As joint — stock companies, listed com-
panies have the most thorough separation of powers and the most
stakeholders of economic interests . It is the most meaningful and re-
sponsible field where CPAs can play a role in.

According to LLSV’ s (1998) analytical framework of investor
protection, in the areas where investor protection is weaker, inde-
pendent audit may become alternative mechanism to compensate for
the negative impact of weak investor protection ( FRANCIS, KHURA-
NA, PEREIRA, 2001; Fan and Wong, 2005) .
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Chinese security market has the typical characteristic of the
emerging markets. Compared with the development of securities mar-
kets, the level of development of Chinese legal provisions and law en-
forcement is relatively lower (Pistor, Xu, 2004) . Legal protection
for Chinese small and medium — sized investors is generally poor. At
the security market level, there is still inadequate means to protect in-
vestors. At the company level, the overall level of corporate govern-
ance of listed companies in China is low. Protection to investors is
still very poor. This paticular background provides us opportunity to
study if independent audit is a substitute mechanism to compensate for
the weak investor protection.

In emerging markets like China, the topic that independent audit
could play a role in the protection of investors is still a controversial
topic. There is still contradiction in theories and evidences. Whether
or not independent audit has played a role in investor protection is
still a problem which needs to be confirmed.

The basic idea of this paper is: First of all, theory of investor
protection is generalized. On this basis, the author constructed inde-
pendent audit investor protection theory. Then, this paper tested the
effect of independent audit on investor protection with data from
Chinese stock market and listed companies. Lastly, the author sum-
marized the whole paper and made recommendations.

The significance of this study

The significance of this study is as follows:

Firstly, to deepening research on the role of independent audit in
China. This paper can provide direct evidence about the role of inde-
pendent audit by testing the effect of “big four” accounting firms, do-

mestic large  accounting firms and  audit opinions  on
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investor protection.

Secondly, the significance of the study is to deepening research
on Chinese investor protection constitution. LLSV (1998 ), Francis
etc. (2001) speculate that high — quality audit can be used as a al-
ternative mechanism to ease enterprise agency conflict in the environ-
ment where legal investor protection is weak.

Our country’s judicial system is not yet perfect. Especially, weak
judicial enforcement mechanisms led to weak investor protection.
Rules or contractual arrangements can not be effectively implemented.
There’s phenomenon of soft legal constraints ( He Jian — Gang, Liu
Feng, 2006) . Can independent audit act as an alternative mecha-
nism of law to provide protection for Chinese investors? This paper has
empirically tested the hypothesis.

Thirdly, it is helpful to propose more practical suggestions for
improvement to test the role of CPA audit system from the perspective
of investor protection.

The fundamental task of CPA audit is to protect outside inves-
tors. Therefore, it is helpful for the improvement of CPA audit system
and its environment to test the effect of CPA audit system on investor
protection, to find out the problems and to analysis the influencing
Factors and propose targeted recommendations.

This paper is composed of six chapters.

Chapter | Introduction Firstly, the author introduced the
background of this research, raised questions which need to be test-
ed, the theoretical and practical significance of these topics. Then the
author made a literature review, the research ideas, research design,
and the structure of the paper. Finally, the author noted the innova-

tion and shortcomings of this research.



Chapter [  Theoretical Analysis On the Role of Independent
Audit upon Investor Protection In this chapter, the author defined in-
vestors, the right of investors and the role of independent audit in in-
vestor protection. Then, the author explained the motives of inde-
pendent audit to protect investors, pointed out that investor protection
is the root cause of independent audit to be born and develop. Inde-
pendent audit has the function to protect investors. Then, the author
discussed the effect of independent audit to protect investors, how to
‘measure the effect, which factors affect the effect. The author pro-
posed measures to strengthen the role of independent audit to protect
investors.

Chapter . Independent Audit to Protect the rights and inter-
ests of Stockholders — Evidence from Agency Costs of Equity At the
corporate level, the issue of investor protection turns into the issue of
agency problems. The issue of investor protection turns into how to re-
duce agency costs. This chapter tests the relationship between the
scale of accounting firms and equity agency costs, the relationship be-
tween non — standard audit opinion and agency costs with a measure of
relative overhead expense and the ratio of annual sales to total assets.
This paper assumes that international Big Four accounting firms and
domestic “Big Eight” accounting firms can reduce agency costs be-
cause their audit quality is higher. This paper also assumes that non-
standard audit opinion can reduce agency costs because non-standard
audit opinion is external pressure which forces the management to re-
duce agency costs. Empirical evidence shows that audit opinion can
promote agency efficiency while the effect of international Big Four or
domestic “Big Eight” on investor protection is not significantly better

than those small firms.
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