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Abstract

In capital market, the original purposes for the arrangement of
auditing institution were to verify the information disclosed by public
companies, reduce the informational disproportion between public
companies and investors in capital market, and optimize resources
allocation, with its professional accomplishment and objective independent
status. To guarantee the realization of the above functions, auditors are
required to provide quality services. Auditing services of high quality relies
on the independence and professional capability of the auditor. However,
the “issue of auditor independence” rather than the “issue of professional
capacity” , as an irremovable headache, has long troubled both the theory
and practice auditing circles during the course of the development of
auditing institutions in the past so many years. It is unquestionable that
the independence of auditor is threatened during the implementation of his
duties. As Mauts and Sharaf (1961) have pointed out, the auditing
profession contains factors that contradict auditor independence. Hence,
the author of this dissertation aims to probe into the institutional origin of
auditor independence threat, which is to be investigated as the first study
question.

According to the theory of institutional economy, any specific
institutional arrangement is always embedded in a certain institutional

framework (environment). Its efficiency depends not only on reasonable
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arrangement of its own, but on its interaction with institutional
environment, for instance, direct restraint, effective demand on this
institution. Therefore, to probe into the origin of independence threat by
comprehensively reviewing auditing institution within the institutional
framework has become a basic focuses of this dissertation. And the second
study question that the author will investigate into is how institutional
environment may restrain and affect auditor independence threat.
Meditation and argumentation over the first two study questions bring
out the first stage research of this dissertation — analysis of game theory,
which is to be developed as follows. (1) On the analytical basis of Agency
Theory, the author will construct a game model of auditing partakers to
discuss the origin of institutional arrangement. (2 ) Integrated with
pondering over the dissimilation of existing auditing relations, analysis of
the game theory shows that auditor independence threat institutionally
originated from the right of selecting auditors acted by corporations.
(3) But this may not make the auditing institution void. Further analysis
will center upon how institutional environment restrain auditor
independence threat; and how it enables the auditing institution remain and
continue to be effective. As indicated by game theory analysis and
empirical evidence, the most important institutional environments that
restrain independence threat are market mechanism and governmental
supervision mechanism. Thereafter, the author comes to the following
two propositions of her research in theory: (1) effective institutional
environment ( market mechanism and governmental supervision
mechanism) can restrain auditor independence threat; (2) effective
institutional environment ( market mechanism and governmental
supervision mechanism) can help produce high-quality auditing demands.
In the second stage of our research — empirical studies, we will

testify the above propositions with basic statistics from China, which is to



be developed as follows. (1) In the part of China’s institutional
environment analysis, we turns the propositions into confirmable
hypotheses of our research. (2) After dealing with how to deal with
“institutional environment”, “threat from the right of auditor selection”
and “auditing quality”, we could empirically testify. (3) On the basis of
the above propositions, the dissertation will respectively proof-test and
analyze the restraints that China’s institutional environment has on the
independence threat and the effects that the institutional environment has
on the preference of auditor selection.

On the restraints that institutional environment has on independence
threat.

Results of proof-test and analysis bring out the following conclusions
on relevance between degree of marketization and independence threat —
(1) The lower the degree of marketization that the area is (the stronger
intervention from the government and the weaker the implementation of
legal institutions is) , the more powerful the right of auditor selection is,
the remarkably “ cleaner” auditing opinions that public companies
systematically obtain; (2) the lower the degree of marketization is ( the
stronger intervention from the government and the weaker the
implementation of legal institutions is), the less powerful for auditing
offices to oppose the threat from auditor selection right and insist on telling
the truth, as shown by the remarkably “ cleaner” auditing opinions
presented by the offices in those areas; (3) there is no substantial evidence
to show that China’s legal institution environment has restrictive effect on
auditors. (4) There does exist obvious threat from auditor selection right,
that is, the auditing opinion given in the last year may apparently lead to
the change of the auditor.

Conclusions on the relevance between government supervision and

independence threat are; (1) Supervision over the information disclosure
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of changing the auditor in deed will play a hand more or less, because the
public company which changed the auditor did not obtain remarkably
“cleaner” auditing opinions that year. But it is possible that the selection
right threat is delayed, since within a year or two, the public company has
obtained remarkably  cleaner” auditing opinions. (2) The auditing
committee system in China could neither effectively eliminate the threat
that auditing profession faces, nor effectively restrain the public companies
from changing auditors for not obtaining satisfactory auditing opinions.
Further investigation shows that this could be attributed to the low degree
of participation on the part of the auditing committee into auditor
selections.

On institutional environment vs. public companies’ preference in selecting
auditors of various qualities:

Results of proof-test and analysis bring out conclusions as follows:
(1) the higher the degree of marketization that the area is (the weaker
intervention from the government, the severer the institutional
environment is and the stronger the implementation of legal institutions
is) , the more preferable for the public companies to choose high-quality
auditing office; (2) the public companies remarkably prefer low-quality
office after they change the auditors, which indicates that supervision over
information disclosure doesn’t effectively monitor public companies’
behaviors in re-choosing auditing office; (3) the auditing committee
system in China doesn’t function adequately in choosing high-quality
auditors, i. e. , such a system doesn’t necessarily bring out demands on
high-quality auditing.

Hypotheses of this research have been well supported by statistics.
With the premise of not alternating the existing auditing institutional
arrangement, it is unquestionable that there are independence threat

factors within auditing systems, but effective institutional environment



(market mechanism and governmental supervision) in deed, can restrain
and affect the limitations of auditor independence and help reach
equilibrium to certain extent. It is unrealistic to merely discuss and require
for auditor independence without referring to institutional environment.
Within the market mechanism of different efficiencies, the essence of
auditing quality lies in the interaction and equilibrium between
independence threat and corresponding institutional environment. In
China, to reduce government intervention and enforce the implementation
of relevant legal institutions will facilitate the progress of marketization.
Nevertheless, the promotion of marketization will play active roles not
only in restraining auditor independence threat and auditors’ opportunistic
behaviors, but also in guiding demands on high-quality auditing. It is
necessary to have proper governmental supervision since the market won'’t
be completely effective. Chinese government’s supervision over
information disclosure about changing auditors proves effective to a certain
degree, but the auditing committee system, which was set at the demand
of the government itself, hasn’t necessarily played its role due to its little

involvement in auditor selection.

Key Words: auditor independence, auditor selection, institutional
environment, market mechanism, mechanism of governmental

supervision, selection right threat.
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