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Abstract

In the securities market, the investors
make decisions mainly by using financial infor-
mation disclosed by listed companies. The au-
dit of financial statements performed by CPAs
provides reasonable assurance for the credibili-
ty of the information, thus enhancing the in-
vestors’ confidence and promoting the pros-
perity of the market. Therefore, the develop-
ment of the securities market is tightly related
to CPAs. However, with the development of
china ' s securities market, its immaturity is
increasingly becoming evident. Many factors
such as the imperfection of corporate gover-
nance, the lag of rule making in accounting,
auditing, and disclosure, the absence of regu-
lation, and the adverse environment for audit-

ing, make the cost incurred far below the ben-

SOLIAG UOHRLIISSI(] [RI0PI0(] TUHHRoaIY

B & H & W



B & H &% =0

SOLEIG HONELESSI(] [Rdopaog] BUURN

)

BE EMATBHHNEEBRIEHR

efit obtained for corporate management by fraudulent acts, which
allures more and more listed companies into fraud and other irreg-
ularities. The investors’ confidence is seriously impaired from the
frequent and apparently increasing discovery of corporate fraud
and audit failures. The CPA profession, serving as a bridge be-
tween the investors and the listed companies, faces rigorous repu-
tation crisis and gets into hot water. Corporate scandals happened
in China, such as Qiongminyuan, Dongfang Guolu, Yinguangxi-
a, and Maikete, and abroad, such as Enron, Xerox, are all in
close relation to CPAs. For a period, the CPA becomes the syn-
onym of “account cook” and is regarded as the accomplice of
fraud. The reputation of CPAs is severely eroded.

The false representations by listed companies and intermedi-
ary agencies have directly endangered the investors’ interests. In
light of the frequent and increasing litigations faced with listed
companies and intermediary agencies, the Supreme People ’ s
Court, on January 15 2002, issued A letter on dealing with civil
infringement cases caused by the false representations in the secu-
rities market , allowing all levels of courts to deal with these kinds
of cases resting on the investigations and valid penalty decisions
made by China Securities Regulatory Commission (CSRC) and its
regional offices. On January 9 2003, the Supreme People s Court
again announced The regulation relating to trying the civil law-
suits caused by false representations in the securities market , clar-
ifying the qualifications of plaintiff and defendant, the way of pro-
ceeding, the identification of false representations, the determina-

tion of infringement relationship, penalty and immunity, the
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scope of compensation, and the calculation of losses in the civil
lawsuits. The issuance of the above rules will doubtlessly cause a
new series of litigations toward CPAs and CPA firms. It has
sounded the alarm to the CPA profession, and has stirred up the
whole profession’s attention toward the audit risk of listed compa-
ny.

In recent years, most research on listed companies concen-
trate on the empirical study of earnings management, analyzing
the cause of audit risk from the corporate side. However, few re-
searches regarding the audit risk are made from the aspect of the
CPA profession. This thesis, starting from the analysis of the
penalty enforced on the listed companies and CPA firms by the
CSRC in recent years, in combination with questionnaire investi-
gation and case study, attempts to analyze the cause and legal
consequences of audit risk from four aspects: auditing environ-
ment, auditing subject, auditing object, and auditor’s legal liabil-
ity, and finally provides policy implications. The aim of the re-
search is to help CPAs and CPA firms in decreasing the level of
audit risk to some extent, and can be beneficial reference for regu-
lators.

This thesis is divided into 8 chapters, the following is the
main content included in each chapter:

Chapter 1 “Introduction”. This chapter discusses the re-
search background, motivation, research methodology, key re-
search issues and the framework of this thesis, and notes the sig-
nificance and necessity of the research.

Chapter 2 “The general view of audit risk”. This chapter in-
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troduces the definition of audit risk, summarizes the pervasive na-
ture of audit risk and the specialties of risk in the listed company

audit, and closely explores the cause of audit risk building on the
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principal — agent theory and the game theory.
Chapter 3 examines the cause of listed company audit risk in

use of empirical study. First, the penalty notices issued by the

jran (]

CSRC on listed companies and CPA firms are collected and sort-
ed. Analysis is made about the amount of penalty, the object of
penalty, the means of penalty, and the reason for penalty. Sec-
ond, this chapter closely analyzes the questionnaire on listed com-

pany audit risk. Third, by selecting and analyzing typical audit

SN ORI

failures happened in China in recent years, this chapter attempts
10 to identify the key problems existing in listed companies, as well
as the issues that CPAs should be alert during the audit.

Chapter 4 examines the cause of the audit risk from the as-
pect of audit environment. This chapter discusses the extant audit
environment and its effect on audit risk. The audit environment
encompasses economic and social environment, regulatory envi-
ronment, the approval and administration system on specific qual-
ification and the system environment. As to the economic and so-
cial environment, the immaturity of capital market, expectation
- gap between the public and the profession, the inappropriate
policy inclination, the government intervention, and provincialism
lead to the adverse environment for audit. With regard to the reg-
ulatory environment, this chapter reviews the development of reg-
ulation on the profession as well as its current plight, analyzes the

effect of function regression on professional supervision, and dis-
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cusses the beneficial points that we can learn from the regulation
mode of U. K and U. S. When it comes to the approval and ad-
ministration system on specific qualification, this chapter briefly
reviews the generation and evolution of stock and futures auditing
qualification, examines the advantages and disadvantages of the
approval system, and indicates the key problems in the expansion
of CPA firms. With reference to system environment, this chap-
ter selects a number of highly discussed issues to analyze the effect
of rules and regulations in accounting, auditing, and disclosure on
audit risk and to emphasize the importance of coordination among
different regulatory agencies.

Chapter 5 analyzes the cause of audit risk from the aspect of
the audit object—listed company. In China, most listed compa-
nies are transformed from the state - owned enterprises. The am-
biguous relationship between the principal and the agent makes
the relationship between the CPA and listed company very embar-
rassed. The imperfection of corporate governance directly causes
the increasing risk in the listed company audit. This chapter
briefly analyzes the effect of Code of the Corporate Governance in
Listed Companies, independent director system and audit com-
mittee system on improving corporate governance and on lowing
the audit risk. Since corporate fraud is the main reason for high —
level audit risk, this chapter examines the means and damage of
fraud, and introduces relevant research by the International Fed-
eration of Accountants (IFAC), U. S. and China.

Chapter 6 discusses the cause of audit risk from the aspect of

audit subject—CPA firm. Beginning with a description of the or-
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ganizational structure of CPA firms, the setting of independent
auditing standards, the construction of professional ethics codes,
the development of CPA firm quality control system and the audit
approach, this chapter analyzes the cause of audit risk in CPA
profession itself.

Chapter 7 analyzes the legal consequence of audit risk. This
chapter introduces the different CPA’s legal liability regimes in
China, U.S, France, and Japan. Then examinations are made
regarding the key factors affecting CPAs’ legal liability. It is em-
phasized the importance of establishing the risk reduction system
for the CPA firms. Finally, this chapter analyzes the effect of the
Supreme People ’s Court’s recent rules on CPAs’ legal liability .

Chapter 8 “The policy implications”. Based on the analysis
of the previous chapters, the final chapter provides some policy
suggestions, hoping that these suggestions can help CPAs and
CPA firms in decreasing the level of audit risk, and can become

beneficial reference for regulators.



