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Preface

A university campus, if it holds no intellectual activities or possesses no ac-
ademic atmosphere, no matter how physically beautiful or modem it is, it would
be spiritually desolate and barren. In fact, the earliest historical European uni-
versities started from academic learning. The relationship between a university and
the academic learning cannot just be interpreted literally, but more importantly,
it should be set on the ideas and academic learming which are the so — called
sources of the energy and vitality of all universities.

Zhongnan University of Economics and Law is a high education institution
which enjoys rich academic atmosphere. Having the academic germs seeded by
such great masters as Fanwenlan, Jiwenfu, Panzinian and Mazhemin, genera-
tions of scholars and students in this university have been sharing the favorable
academic atmosphere and making their own contributions to it, especially during
the past fifty — five years. As a result, at the beginning of the new century when a
new historical new page is turned over with the combination of Zhongnan Univer-
sity of Finance and Economics and Zhongnan University of Politics and Law, the
newly established university has set its developing strategy as “Making the Uni-
versity Prosperous with academic learning; Strengthening the University with sci-
entific research”, which is not only a historical inheritance of more than fifty
years of academic culture and tradition, but also a strategic decision which is to
lift our university onto a higher developing stage in the 21st century.

Our ultimate goal is to make the university prosperous and strong, even
through our struggling process, in a greater sense. We tend to unify the destina-
tion and the process as to combine the pursuing process of our magnificent goal
with the practical struggling process. The youth’ s Academic Library of Zhongnan

University of Economics and Law, funded by the university, is one of our specif-
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ic measures.

The guideline or academic theme of this Library lies first at promoting the
publishing of selected academic works. By funding them, an academic garden
with high — quality fruits can come into being. We should also make great efforts
to form the awareness and atmosphere of selected works and improve the quality
and standard of our academic productions, so as to make our own contributions in
developing such fields as finance, economics, politics, law and literate humani-
ty, as well as in working out solutions for major economic and social problems fa-
cing our country and the Communist Party. Secondly, our aim is to form some ac-
ademic teams, especially through funding the publishing of works of the middle
— aged and young academic cadreman, to boost the construction of academic
teams and enhance the strength and standard of our academic groups. Thirdly, we
~ aim at making a specific academic field of our university. By funding those aca-
demic fruits which have some original or innovative points in their ideas, meth-
ods and views, we expect to engender our own characteristic in scientific re-
search. Our final goal is to form an academic school and establish an academic i-
dea system of our university through our efforts. Thus, this Library makes great
emphases particularly on the middle - aged and young people, selected works,
and original academic monographs.

Sowing seeds in the spring will lead to a prospective harvest in the
autumn. Thus, Let us get together to cultivate this academic garden and make it

be opulent with academic fruits and intellectual flowers.

Wu Handong
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Abstract

The regulation of CPA profession is an important research subject with many
policy implications. However, we are still short of profound and innovative re-
search results on this subject. We especially need an integrated theoretical frame-
work to guide the research work. Based on the theory of economic regulation, in-
complete contract theory, game theory, theory of institutional change and funda-
mental auditing theory, we develop a preliminary analytical framework for the re-
search of CPA regulation, which includes demand, supply and equilibrium theo-
ries of regulation of CPA profession. With this theoretical framework, we explain
the origin of CPA regulation, the intrinsic mechanism for the allocation of regula-
tory power, the strength and weakness of different regulatory regimes, the rela-
tionship between government regulatory agencies and professional association in
the regulatory system, the dynamics of the change of regulatory institutions, etc.
Using this framework, we analyze the institutional arrangements for CPA regula-
tion in USA and China. Some useful conclusions have been drawn and several
policy suggestions have been made.

In Chapter 1, we have done an extensive literature review about the research
of government regulation, the regulation of professions and the regulation of the
CPA profession. After that, we put forward a demand theory for CPA regulation
in Chapter 2. We hold that the “credence goods” attribute of independent audit
and the asymmetric distribution of quality information between consumers and
suppliers of audit service are the origin of CPA regulation. The incompleteness of
audit quality information results in severe “adverse choice” and “moral hazard”
problems in the audit market. The market — based auditor reputation mechanism
and other “signaling” mechanisms help alleviate the audit quality problems, but

they have their limitations in solving the problems. The quality — contingent lia-
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bility covenants enforced by courts can restrain auditors “opportunistic behaviors
and protect investors” benefits, but they themselves are highly incomplete. So
we must introduce regulation where the market and courts cannot curb the trend of
audit quality deterioration.

Then, since regulation is necessary for the orderly operation of audit market,
who should be the regulators? We answer this question in Chapter 3. We devel-
oped a supply theory of regulation, which tries to explain why there are three po-
tential regulators in the audit market, i. e. government agencies, self — regulatory
organizations (SROs) and independent regulatory agencies, and why the three
potential regulators have different performance when they are doing the same
work. The supply theory should explain how the regulatory power is allocated a-
mong the three potential regulators. We established a “three — dimension model”
to explain the performance differences among different regulators, which define
three key factors that influence regulatory performance, i. e. incentive, authority
and knowledge. Using this model, we analyze the comparative advantages of gov-
ernment regulation, self — regulation and independent regulation. We find that
“parallel regulation” which establishes a cooperative relationship between gov-
ernment agencies and SROs is better than pure government regulation and pure
self — regulation. We have proved that independent regulation is by no means the
best regulatory regime.

We establish the equilibrium theory for CPA regulation in Chapter 4. We
show that the formation of regulation equilibrium is a process of games among dif-
ferent interest groups. In order to protect or expands its interests, every interest
group has a strong incentive to influence policy makers by providing political sup-
port, and policy makers’ preference to different groups and their ideology play a
critical role in the formation of regulatory polices. Based on the theory of institu-
tional change, we analyze the dynamics underlying the evolution of regulation re-
gimes. We find that almost every impénant regulatory reform results from the
pressure created by crises. Crises have both positive and negative effects on the
evolution of regulatory regimes. For one side, they break the balance of power a-
mong different interest group and stimulate change and regulatory reform. F or an-

other, they may result in over — reaction of the market participants and drive the
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equilibrium away from the social — optimal point.

In chapter 5, we analyze the institutional arrangements for CPA regulation in
the USA with the integrated theoretical framework. We find that, although the
audit market is advanced and the legal system is sophisticated, there still exists
strong demand for various forms of regulation. Because the CPA profession is
strong enough, SROs have comparative advantages over government agencies in
the knowledge dimension and the mainstream ideology is against direct govern-
ment regulation over professions, self — regulation plays a basic role in the regula-
tory regime and government agencies seldom impose direct regulation on the CPA
profession. Sarbanes — Oxley Act passed by the Congress in 2002 after Enron and
Worldcom scandals has been proven to be hasty, imposing heavy costs on public
companies, going too far on the way to weaken self — regulation and hence can be
defined as an over — reaction to the crises.

In chapter 6, we also apply the theoretical framework to the analysis of insti-
tutional arrangements and their changes for CPA regulation in China. We find
that, since the audit market and legal systems in China are imperfect, and there
are a lot of barriers for the investors to protect their interests through civil litiga-
tion, there exists strong demand for government regulation. In the regulatory re-
gime, government regulation plays a dominant role, and the SRO plays a minor
role due to its affiliation to the government. This regulatory arrangement has re-
sulted in many cases of improper regulation and regulatory failures. In order to
improve the institutional arrangements for CPA regulation, we suggest that the
legislator should lift the barriers to private litigation in securities market; the
Ministry of Finance (MOF) can establish a new division called “CPA Oversight
Bureau” with the regulatory power over CPA profession; the Chinese Institute of
Certified Public Accountants ( CICPA) should cut off its affiliation to MOF and
gain an independent position from the government, representing both the public

interest and the interest of the profession.
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