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Abstract

The relation between client importance and auditor independence has been
heavily debated by regulators, investors, professionals, and academic researchers. Al-
though researchers begin to pay attention to macroscopic institution circumstances be-
cause of the contradiction of the results, the reform of macroscopic institution circum-
stances need a long time commonly and can’t be controlled by accounting profession.
Therefore, compared to macroscopic institution circumstances, it is more effective to
decrease the negative effect of client importance through improving microcosmic
practice circumstances. However, there are very little literatures about it currently.
The main purpose of this project is to examine how microcosmic practice circumstances
affect the relationship between client importance and audit quality.

This paper attempts to examine the effect of micro factors of client and audit firm
on the relationship between client importance and audit quality. On the client level,
as the audit risk will result in audit failures, the effect of client importance on audit
quality may be different under different audit risk circumstances. Moreover, the more
serious the nature of the client risk is, the smaller the negative impact of client impor-
tance is. On the audit firm level, the size of firms, the length of the term and the in-
dustry specialization will all affect the relationship between client importance and audit
quality. Therefore, this paper will also analyze these microeconomic factors in empiri-
cal methods.

According to the empirical analysis, the auditor will not compromise in the audit
report decision only because of economic dependence, the microeconomic factors will
play an important role in affecting audit quality. First of all, for the low risk client,
auditors are less likely to issue severe opinion as client importance increases. But the

relationship between client importance and audit quality isn’t significant for the

Abstract | 1



highrisk client. And when we distinguish the nature of client risk by the inner causes
of financial restatement, we find that the negative relationship between client impor-
tance and audit quality diminish. What’s more, we find that compared to long audit
tenure, the relationship between client importance and audit quality is more likely to
be negative in short audit tenure. And when we distinguish the audit firms’ characteris-
tics by size, we find that compared to small audit firms, the relationship between
client importance and audit quality is more likely to be negative in big audit firms. Fi-
nally, empirical evidence shows that the industry specialization of auditor can inhibit
the negative influence of client importance on audit quality.

This paper not only provides new empirical evidence and theoretical explanation
for the relationship between client importance and audit quality, but also provides the-
oretical basis and policy direction for policy maker to decrease the negative effect of
client importance on audit quality. Meanwhile this paper has important policy implica-
tions for audit governance of financial restatements and governance direction of audit

risk management.
Keywords: client importance; audit quality; micro—practice environment; fi-

nancial restatement; audit risk; the nature of risk; audit firms’ characteristics; in-

dustry specialization
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