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The Impact of Auditors’ Liability Insurance on Audit Quality 

In the Chinese setting of significant improvements in shareholder litigation and 

a notable increase in auditors’ liability exposure for damages since the 

promulgation of China's new Securities Law, this study examines the impact of 

auditors’ liability insurance on audit quality using public data. We find that 

higher auditors’ liability insurance coverages correlate with lower audit quality, 

revealing the risk-transferring effect of auditors’ liability insurance. Our 

mechanism analysis discovers that higher auditors’ liability insurance coverages 

lead audit firms to reduce cost input and time input in audit practice, resulting in 

diminished audit quality. In addition, our heterogeneity analysis indicates that 

the negative impact of auditors’ liability insurance coverages on audit quality is 

more pronounced when auditors’ liability exposure for damages is higher. Our 

research not only expands the literature on the socioeconomic functions of 

auditors’ liability insurance but also is of great significance for improving 

auditors’ liability insurance systems and strengthening audit quality control. 

Keywords: auditors’ liability insurance; risk-transferring; proactive 

supervision; knowledge-transferring; audit quality 

 

1. Introduction 

The purpose of this study is to determine whether auditors’ liability insurance affects 

audit quality. Auditors’ liability insurance is designed to insulate auditors from the 

threat of litigation and financial liability resulting from their professional activities. Its 

implementation is universal in most jurisdictions with high litigation exposure and 

stringent liability for damages against auditors. For example, countries such as the UK, 

Australia, and Germany mandate auditors to purchase auditors’ liability insurance and 
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set a minimum coverage limit. Although there is no mandatory requirement in the US, 

more than two-thirds of US auditors carry auditors’ liability insurance coverage. In 

addition, even in the Chinese emerging capital markets, with the continuous refinement 

of shareholder litigation and the heightened exposure of auditors’ liability for damages 

in recent years, the emphasis on auditors’ liability insurance has become increasingly 

urgent. 

For audit firms or auditors, as auditors’ liability insurance coverage enables them 

to transfer the liability exposure for damages to insurers, it can lead to the 

reconfiguration of auditors’ revenue matrix and the audit supervision environment. As 

a result, auditors’ liability insurance coverage inevitably has an impact on auditors’ 

behavior and thereby affects audit quality. Specifically, on the one hand, auditors’ 

liability insurance coverage can generate the risk-transferring effect and have a negative 

effect on audit quality. That is, because auditors’ liability insurance coverage can 

mitigate auditors’ liability exposure for damages, it could induce unintended auditors’ 

moral hazard and opportunistic behavior (Moizer and Hansford-Smit, 1998), thereby 

possibly damaging the audit quality. On the other hand, there may be a positive effect 

of auditors’ liability insurance coverage on audit quality. Auditors’ liability insurance 

coverage can integrate insurers into the audit supervision environment. Auditors’ 

liability insurers, as rational business entities and professional risk management 

institutions, have the motivation to urge audit firms to improve risk management and 

reduce high-risk behaviors by exerting proactive supervision and knowledge 

transferring (O’Sullivan, 1993; Holderness, 1990; Frank et al., 2021). Therefore, 
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auditors’ liability insurance coverage may contribute to enhancing audit quality. To sum 

up, theoretically speaking, auditors’ liability insurance coverage may exert dual 

paradoxical effects on audit quality.  

Despite the above theoretical divergence, empirical evidence about the effect of 

auditors’ liability insurance coverage on audit quality is relatively sparse due largely to 

the non-public availability of auditors’ liability insurance coverage data. Only a few 

literatures have conducted a preliminary examination using non-public data from China, 

but their conclusions were inconsistent. Xue and Wang (2021) found that audit firms 

are more inclined to allocate experienced auditors and increase audit input for audit 

clients after purchasing auditors’ liability insurance. Wang et al. (2021) found that the 

magnitude of audit adjustments significantly increases after small audit firms purchase 

auditors’ liability insurance, and the effect is dominated by income-decreasing audit 

adjustments. Instead, Deng et al. (2021) discovered the opposite evidence. Overall, 

existing evidence about the impact of auditors’ liability insurance coverage on audit 

quality is mixed. More importantly, the evidence lacks generalizability. Although audit 

failures occur frequently in China, auditors face relatively low liability exposure for 

damages due to the operational constraints of shareholder litigation for a long time in 

the past (Wu, 2021). Therefore, in such an environment, auditors’ liability insurance 

has not been valued, and its functions are difficult to reflect (Xue et al., 2020), which 

leads to the fact that the above existing research conclusions are not generalizable. 

The promulgation and implementation of the new Securities Law of the People’s 

Republic of China (hereafter, the new Securities Law) has provided favorable research 
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conditions for fully revealing the impact of auditors’ liability insurance on audit quality. 

Firstly, the new Securities Law focuses on improving the shareholder litigation 

mechanism and emphasizes the responsibility of securities participants. Since the 

promulgation of the new Securities Law at the end of 2019, auditors’ liability exposure 

for damages in China has significantly increased (Wu, 2021; Xue and Wang, 2021). 

According to statistics, there were about 25 cases of claims against audit firms, and the 

total amount of joint compensation was about RMB 5.6 billion since 2020—starkly 

contrasting with merely two such cases throughout the preceding two decades. 

Specially, Guangdong Zhengzhong Zhujiang audit firm was sentenced to bear 100% joint 

and several liability for the compensation of 2.459 billion yuan of Kangmei Pharmaceutical, 

and eventually went bankrupt. Consequently, auditors’ liability insurance, which can 

strengthen auditors’ capacity for fulfilling the liability for damages, has garnered 

increasingly widespread attention. Secondly, to align with the disclosure-centric 

regulatory philosophy of the new Securities Law, both the Shanghai and Shenzhen 

Stock Exchanges have required listed firms to disclose auditors’ capacity for fulfilling 

the liability for damages in the announcement of hiring audit firms, including the 

cumulative limit of auditors’ liability insurance and the provision of professional risk 

funds. It provides public data resources for examining the impact of auditors’ liability 

insurance coverage on audit quality. 

We examine the impact of auditors’ liability insurance coverage on audit quality 

and its underlying mechanisms using a sample of A-share firms from 2019 to 2022. Our 

independent variable is measured by the cumulative limit of auditors’ liability insurance, 
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which refers to the maximum damage awards specified in the insurance contract for all 

covered losses within the policy’s scope. The empirical result indicates that there is a 

negative relationship between the cumulative limit of auditors’ liability insurance and 

audit quality. The mechanism analysis demonstrates that higher cumulative limits of 

auditors’ liability insurance lead to a reduction in the time and cost input during the 

audit process, resulting in poorer audit quality. Furthermore, we find that the negative 

impact of auditors’ liability insurance coverage on audit quality is more pronounced 

when auditors’ liability exposure for damages is higher. Specifically, our heterogeneity 

analysis indicates that the negative relationship between the cumulative limit of auditors’ 

liability insurance and audit quality is more pronounced in scenarios with stricter legal 

environments, poor integrity records of audit firms, or higher importance of audit 

clients. 

We extend prior research and contribute to the literature in several ways. First, we 

provide direct empirical evidence about the impact of auditors’ liability insurance on 

audit quality. Unlike prior studies that used non-public data and were conducted in 

environments with low liability exposure for damages (Wang et al., 2021; Deng et al., 

2021; Xue Jie et al., 2020), we validate the detrimental effects of auditors’ liability 

insurance in the Chinese capital market where auditors’ liability exposure for damages 

has significantly increased following the promulgation and implementation of the new 

Securities Law. This finding that enriches the literature about the socioeconomic 

functions of auditors’ liability insurance and contributes to the ongoing debate over the 

merits of auditors’ liability insurance. Second, we reveal the mechanism by which 
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auditors’ liability insurance affects audit quality. Our findings indicate that auditors’ 

liability insurance coverage mainly generates the risk-transferring effect, triggering 

auditors’ moral hazards and opportunistic behaviors. These behavioral distortions are 

manifested primarily through the reduction of audit time input and cost input, ultimately 

leading to diminished audit quality. Third, we expand the research literature on the 

relationship between legal liability and auditors’ behavior. Most prior studies have 

focused on the impact of the changes in shareholder litigation systems or the legal 

environment on auditors’ behavior and audit quality. We extend these research from the 

perspective of auditors’ responses to legal liability by studying the impact of auditors’ 

liability insurance on audit quality. Finally, we evaluate the socio-economic functions 

of auditors’ liability insurance from the perspective of auditors’ behavior, which 

facilitates relevant departments and professional institutions to improve the auditors’ 

liability insurance system and products, thereby enhancing the effectiveness of response 

mechanisms for audit professional risks. 

 

2. Institutional background and Literature Review 

2.1. Institutional background 

2.1.1. The Origin and International Development of Auditors’ Liability Insurance 

Around the 1930s, auditors’ liability insurance emerged in tandem with both the rapid 

development of the Western capital market and the establishment of securities 

accountability mechanisms. In particular, around the 1980s, there was a ‘litigation 

explosion’ in the Western capital market. Audit firms, as the gatekeepers of the capital 
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market, frequently became the targets of investors’ lawsuits and claims. The 

extraordinarily high damage awards severely threatened the viability of audit firms (Hill 

et al., 1993; DeFond and Zhang, 2014). In response to this predicament, countries such 

as the UK, US, and Germany successively developed and improved auditors’ liability 

insurance systems to enhance audit firms’ risk resistance capabilities. The ACCA in the 

UK required its members to hold auditors’ liability insurance and has set a minimum 

insurance coverage limit. Both Australia and Germany also mandate auditors to 

purchase auditors’ liability insurance. Although there is no mandatory requirement in 

the US, according to statistics from 2019, approximately 70% of auditors in the US 

have carried auditors’ liability insurance coverage. 

2.1.2. The development of Auditors’ Liability Insurance in China 

China had plans to establish auditors’ liability insurance since the early stage of capital 

market development. However, its functional realization and recognition underwent a 

protracted evolutionary journey under the regulatory mechanisms that prioritized 

administrative penalties over civil liabilities and suffered from inadequate shareholder 

litigation systems (Tang, 2020; Wang et al., 2023). Specifically, along with the reform 

of Chinese capital market regulatory systems and the process of legalization, the 

development of auditors’ liability insurance has gone through four stages: the stage of 

germination and initiation, the stage of slow development, the  stage of institutional 

construction and promotion, and the stage of comprehensive advocacy and accelerated 

development. 

The Stage of Germination and Initiation. In 1993, the Certified Public 
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Accountants Law of the People's Republic of China stipulated that audit firms should 

handle professional insurance. However, due to the absence of relevant shareholder 

litigation systems and judicial procedures in China at that time, as well as the lack of 

specific rules concerning the civil liability of auditors (Jiang and Wang, 1999), there 

were virtually no cases of auditors facing civil litigation or liability exposure for 

damages when audit failures occur. This reality has led to a lack of basis for the 

development of auditors’ liability insurance and caused significant delays in its 

implementation. It was not until 2000 that an insurance institution in Shenzhen issued 

the first auditors’ liability insurance policy, marking breakthrough from zero in auditors’ 

liability insurance. 

The Stage of Slow Development. Since the 21st century, China has continuously 

revised and improved the shareholder litigation system and securities accountability 

mechanisms. In 2003, the Supreme Court issued the Several Provisions on Hearing 

Civil Compensation Cases Arising from Misstatements in the Securities Market, 

clarifying that investors can file damage claims against misstatement perpetrators, such 

as listed companies and their actual controllers, auditors, etc. In 2005, the newly revised 

Securities Law and Company Law further clarified the legal status of shareholder 

litigation and introduced a representative litigation system. In 2007, Several Provisions 

on Hearing Civil Infringement Compensation Involving Audit Firms in Auditing 

Activities further specified auditors’ liability for damages in detail. However, a series of 

issues such as pre-litigation procedures, the absence of litigation systems with uncertain 

numbers of claimants, and cumbersome litigation processes have severely dampened 
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shareholders’ activism in safeguarding their rights, still hindering the effective 

implementation of shareholder litigation (Chen et al., 2024; Luo et al., 2023). Even in 

the few shareholder litigation cases that were successfully pursued, the ultimate liable 

parties were mostly listed firms (Wang, 2023). Therefore, over the past decade or so, 

although audit failures have occurred frequently, damage claims against auditors remain 

extremely rare (Xue et al., 2020; Lennox & Wu, 2022). Given this reality, neither 

insurance institutions nor audit firms have shown much enthusiasm for developing or 

purchasing auditors’ liability insurance (Peng et al., 2013), resulting in the slow 

development of auditors’ liability insurance. 

The Stage of Institutional Construction Promotion. With the rapid development 

of the Chinese capital market and the advancement of its legal construction, coupled 

with structural reforms in audit firms1 , auditors’ liability exposure for damages has 

gradually become more apparent. In this context, to enhance audit firms’ enthusiasm 

for purchasing auditors’ liability insurance and standardize insurance practices, the 

Ministry of Finance and the China Insurance Regulatory Commission jointly issued the 

first auditors’ liability insurance regulation in 2015—The Interim Measures for 

Professional Liability Insurance of Audit Firms (hereafter The Interim Measures). The 

Interim Measures not only set minimum insurance coverage limits based on audit firms’ 

risk levels but also encouraged firms to complete the transition from maintaining 

professional risk funds to purchasing auditors’ liability insurance within five years. 

 
1 China required large audit firms to convert to the special general partnership organizational form 

by December 31, 2010, and encouraged medium-sized audit firms to do so by December 31, 2011, 

which increases auditors’ liability for damages. 
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The Stage of Vigorous Advocacy and Accelerated Development. The Chinese 

capital market entered a new era of legal governance with the enactment of the new 

Securities Law in late 2019. With a primary focus on investor protection, the new 

Securities Law established a special representative litigation system with Chinese 

characteristics, providing a robust guarantee for the effective implementation of 

shareholder litigation. In early 2022, the Supreme People's Court issued the Provisions 

on Several Issues Concerning the Trial of Civil Compensation Cases for Tortious False 

Statements in the Securities Market, abolishing pre-litigation procedures and further 

lowering the threshold for shareholder litigation. Against this backdrop, auditors’ 

liability exposure for damages has surged dramatically (Wu, 2021; Xue and Wang, 

2022). According to statistics, there are approximately 25 cases that audit firms are 

liable for damages from 2020 to 2023, with total damage awards amounting to ¥5.6 

billion—starkly contrasting with merely two such cases throughout the preceding two 

decades. Notably, audit firm named Guangdong Zhengzhong Zhujiang was sentenced 

to bear 100% joint and several liability for the compensation of 2.459 billion yuan of 

Kangmei Pharmaceutical and eventually went bankrupt. The explosive surge in auditors’ 

liability exposure for damages has propelled auditors’ liability insurance into 

unprecedented prominence. Both regulatory authorities and industry practitioners have 

strongly advocated for accelerating the development of auditors’ liability insurance.2 

 
22
  In 2021, the General Office of the State Council of China issued the Opinions on Further 

Regulating the Order of Financial Auditing and Promoting the Healthy Development of the Certified 

Public Accountant Industry, requiring the improvement of auditors’ liability insurance system. 

 In 2022, in order to address the problems of high insurance premiums, difficult renewal, low 

protection, and difficult claims settlement for auditors’ liability insurance, the China Institute of 
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2.2. Literature review 

2.2.1. Research on auditors’ liability insurance 

(1) The Factors Influencing Audit Firms’ Purchase of Auditors’ Liability Insurance 

Existing research on the factors influencing audit firms’ purchase of auditors’ 

liability insurance mainly focuses on the following aspects: The first is the size of audit 

firms. Using China’s non-public data, Qiu and Wu (2014) found that larger audit firms 

are more inclined to purchase auditors’ liability insurance. Kang et al. (2019) also found 

the same results using South Korean data. The second is the risk. Several surveys of 

insurance professionals or lawyers with extensive audit litigation experience indicate 

that Big 4 audit firms typically self-insure for low-level risks and rely on third-party 

insurers for high-level risks (Frank et al., 2021; Msksymov et al., 2020). Kang et al. 

(2019) showed that audit firms are more likely to purchase liability insurance when they 

are subject to regulatory measures. The third is the business characteristics. Kang et al. 

(2019) showed that when the proportion of audit business is relatively high and the 

income growth is relatively fast, the possibility of audit firms purchasing auditors’ 

liability insurance is higher. The fourth is the appeal of claims. Msksymov et al. (2020) 

found through a survey of lawyers with extensive audit litigation experience that audit 

firms with higher capacity for fulfilling the liability for damages are more likely to 

 

Certified Public Accountants (CICPA) released the Guidance on Carrying out the Collective 

Bargaining Work of Professional Liability Insurance for Accounting Firms (Draft for Soliciting 

Opinions), taking the lead in promoting the collective bargaining work of auditor liability insurance.  

During the Two Sessions in 2024, many industry professionals proposed strengthening the 

management of auditors’ liability insurance and revising the relevant system, to which the Ministry 

of Finance gave a positive response. 
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attract claims. Therefore, some audit firms may reduce their purchase of auditors’ 

liability insurance to avoid claims. 

(2) The Functions of Auditors’ Liability Insurance and Its Impact on Audit Quality 

Since the emergence of auditors’ liability insurance, some scholars have conducted 

theoretical analyses on its functions and potential impact on audit quality, forming the 

following perspectives: Firstly, auditors’ liability insurance possesses the risk-

transferring function. Auditors’ liability insurance enables audit firms to shift their 

liabilities for damage to insurers, which may trigger moral hazards and reduce the 

incentive of auditors to maintain audit diligence and independence (Moizer and 

Hansford-Smith, 1998). Secondly, auditors’ liability insurance serves a supervisory 

function, providing effective external oversight for audit quality (O’Sullivan, 1993; 

Ben-Shahar and Logue, 2012). Thirdly, auditors’ liability insurance serves the 

knowledge-transferring function, promoting the dissemination of risk management 

knowledge from auditors’ liability insurers to audit firms (Frank et al., 2021). 

In terms of empirical analysis, due to the non-public availability of auditors’ 

liability insurance coverage data, empirical evidence about its impact on audit quality 

remains scarce. Only a few scholars have used non-public data in China from 2009 to 

2017 to examine this relationship, and their findings are divergent. Xu and Wang (2021) 

found that audit firms are more inclined to allocate experienced auditors or increase 

audit input for audit clients after purchasing auditors’ liability insurance, thereby 

achieving better audit governance outcomes. Wang et al. (2021) measured audit quality 

through audit adjustments and found that the magnitude of audit adjustments 
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significantly increases after small audit firms purchase auditors’ liability insurance, and 

the effect is dominated by income-decreasing audit adjustments. In contrast, Deng et al. 

(2021) discovered audit firms with more auditors’ liability insurance coverage exhibit 

a lower probability and magnitude of audit adjustments. Xue et al. (2020) found no 

evidence that auditors’ liability insurance coverage can affect audit firms’ undertaking 

for high-risk clients. In addition, using China’s Notice on Adjusting the Application 

Requirement of Audit Firms for Securities Qualifications in 2012 (this policy requires 

audit firms to raise the sum of the cumulative limit of auditors’ liability insurance and 

professional Risk Fund from 6 million to 80 million yuan), Qi and Yuan (2023) found 

that auditors’ governance of financial information has strengthened and client firms’ 

financial reporting quality has improved following the policy revision, with a stronger 

effect on firms with higher earnings management risk. 

2.2.2. Research on Audit quality 

(1) Measuring audit quality 

DeFond and Zhang (2014) define higher audit quality as ‘greater assurance that 

the financial statements faithfully reflect the firms’ underlying economics, conditioned 

on its financial reporting system and innate characteristics.’ Audit quality is difficult to 

measure because the amount of assurance auditors provide is unobservable. Existing 

research primarily uses proxy variables to measure audit quality from the perspectives 

of audit inputs and audit outputs. Output-based proxies include audit time, audit fees, 

and auditors’ characteristics (e.g., firm size, industry expertise). Input-based proxies 

include misstatements (e.g., financial restatements, detected violations in audited 
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financial statements), financial reporting quality (e.g., discretionary accruals, accrual 

quality, accounting conservatism), and audit opinions (e.g., modified audit opinions, 

going-concern opinions, aggressiveness of audit opinions). DeFond and Zhang (2014) 

emphasize that the overriding objective in choosing audit quality proxies is to use 

measures that are most appropriate for the research setting. Output-based measures are 

usually best suited for tests that examine the supply of audit quality, while input-based 

measures are usually best suited for tests that examine the demand for audit quality. 

(2) Factors affecting audit quality 

Audit quality determinants can be categorized into four dimensions: audit supply-

side factors, audit demand-side factors, supply-demand relational factors, and external 

supervision:  

Audit supply-side factors include audit firms’ characteristics such as the size, 

industry expertise, and organizational form (DeAngelo, 1981; Francis and Wang, 2008; 

Reichelt and Wang, 2010; Firth et al., 2015; He et al., 2025; He et al., 2023); auditors’ 

individual characteristics such as experience, social network, and professional roles 

(Dekeyser et al., 2024; Gul et al., 2013); and the characteristics of audit implementation 

such as audit time allocation and the effectiveness of audit communication (Aobdia et 

al., 2024; Zheng et al., 2022). Audit demand-side factors include audit clients’ 

characteristics such as the size, ownership structure, and the board of directors (Xiao, 

2006; Zhai et al., 2017). Supply-demand relational factors include the matching degree, 

geographical distance and social connection between auditors and their clients (Li et al., 

2024; He et al., 2017), audit tenure (Ghosh and Moon, 2005; Ma et al., 2024), and client 
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importance (Chen et al., 2010). 

In terms of external supervision, first, media coverage and investor attention can 

influence auditors’ decision-making, which in turn affects audit quality (Joe, 2003; Yin 

et al., 2022). The second is government regulation, encompassing reforms in accounting 

or audit standard systems (Hope et al., 205.6; Reid et al., 2019), administrative 

supervision, and penalties (Ge Rui and Zhang Jian, 2020; Wang Bing et al., 2012; 

Aobdia and Petacchi, 2023). The third is legal liability. Numerous studies have 

demonstrated, based on different legal systems or environments, that higher litigation 

risk and the threat of legal liability can motivate audit firms to provide high-quality 

audits (Schwartz, 1997; Venkataraman et al., 2008; Firth et al., 2015; Anantharaman et 

al., 2016; Li et al., 2024; Boone et al., 2011; Chy et al., 2021). 

(3) The Economic Consequences of Audit Quality 

Existing studies typically measure audit quality using audit input variables such as 

size and industry expertise of audit firms, and explore the economic consequences of 

audit quality. Scholars argue high-quality audits not only improve accounting 

information quality and reduce information asymmetry (Becker et al., 1998; Balsam et 

al., 2003;), but also serve as a signaling mechanism to distinguish firm quality tiers 

(Dye, 1993). Therefore, prior research has found that high-quality audits enable audit 

clients to achieve higher stock pricing and market returns (Titman & Truman, 1986; 

Datar et al., 1991), and can reduce audit clients’ financing constraints and costs (Pittman 

& Fortin, 2004; Mansi et al., 2004). Additionally, high-quality audits also can curb audit 

clients’ tax aggressiveness (Kanagaretnam et al., 2016), and enhance audit clients’ 
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investment efficiency (Bae et al., 2017) 

2.2.3. Literature summary 

The existing studies have the following deficiencies: First, regarding the functions of 

auditors’ liability insurance and its possible impact on audit quality, it is mainly limited 

to the theoretical analysis, with relatively scarce empirical evidence. And there are 

divergences in the existing research. Secondly, the empirical research about the impact 

of auditors’ liability insurance on audit quality is based on the non-public data in China. 

On the one hand, the reliability of the data needs to be further verified. On the other 

hand, the sample period of existing research is from 2009 to 2017. However, regarding 

the environment of the Chinese capital market during this period, auditors’ liability 

exposure for damages is not high (Wu, 2021; Xue, 2020). Therefore, the function of 

liability insurance may not have been effectively reflected. Existing studies have 

limitations and are difficult to generalize. Thirdly, regarding the impact of the external 

regulatory on audit quality, existing studies have not focused on the possible 

supervisory role that insurers may play in audit quality, nor have they focused on how 

the external measures of audit firms to deal with legal liabilities affect audit quality. 

 

3. Theoretical Analysis and Hypothesis Development 

Fundamentally, auditors’ liability insurance may affect audit quality through three 

mechanisms: risk-transferring effect, proactive supervision effect, and knowledge-

transferring effect. 

(1) The Risk-Transferring Effect 
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Insurance is often thought of as an institution intended only for ex-post 

indemnification, working to reduce the costs of risky activities through risk pooling and 

risk shifting (Ben-Shahar and Logue, 2012). Insurance protection can trigger moral 

hazard and alter an individual’s motive to prevent loss or risk (Arrow, 1970; Shavell, 

1979; Parchomovsky and Siegelman, 2022), namely the risk-transferring effect. A 

series of studies has shown that multiple types of insurance exhibit this effect. For 

example, medical and health insurance leads to an increase in individuals’ unhealthy 

behaviors (Dhaval and Kaestner, 2009). Environmental liability insurance can reduce 

enterprises’ investment in water pollution control (Chen et al., 2022). Directors and 

Officers (D&O) liability insurance induces the risky aggressive behavior of the 

management, such as more aggressive financial reporting (Chung et al., 2008) and less 

willingness to release bad news (Wynn, 2018). 

Auditors’ liability insurance enables audit firms to transfer their liability for 

damages to insurers and mitigate auditors’ liability exposure for damages, which may 

induce auditors’ moral hazards and generate the risk-transferring effect, thereby having 

a negative impact on audit quality. In both developed capital markets such as the UK, 

the US, and even in China’s current capital market with the significant breakthroughs 

in shareholder litigation, legal liability is a crucial factor driving auditors to provide 

high-quality audits (DeFond & Zhang, 2014; Qiao and Du, 2023; Schwartz, 1997; 

Anantharaman et al., 2016; Li et al., 2024; Chy et al., 2021). However, the introduction 

of auditors’ liability insurance allows audit firms to partially shift their liability 

exposure for damages arising from professional conduct (such as audit failures, 
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negligence, errors, or omissions) to insurers, weakening the deterrent effect of legal 

liability and audit professional risks. This may constrain auditors’ motivation to 

maintain due diligence and prudent practice (Moizer and Hansford-Smit, 1998), leading 

to a decline in audit quality. Therefore, we propose Hypothesis 1a: 

Hypothesis 1a: Through the risk-transferring effect, auditors’ liability 

insurance can lead to a decline in audit quality. 

(2) The proactive supervision effect 

Existing literature suggests that insurance has a supervision function (Holderness, 

1990; Ben-Shahar & Logue, 2012). In The Theory of Corporate Finance (2010), Tirole 

states that supervision is an effective mechanism to control moral hazards and 

opportunistic behaviors. He divided supervision into active supervision and negative 

supervision. Passive supervision focuses on rewarding or punishing managers for past 

actions, while proactive supervision emphasizes pre-emptive intervention in managers’ 

decisions to improve decision-making and prevent potential issues—for example, 

banks can use specific contract clauses to compel or restrict corporate actions. In the 

interest relationship formed by insurance, insurers constrain the insured’s behavior 

through insurance clauses, which essentially constitute proactive supervision. A series 

of insurance studies have revealed the proactive supervision effects of insurance. For 

example, D&O liability insurance can reduce the probability of company violations and 

financial restatements (Li and Xu, 2020; Yuan et al., 2016). Mandatory food safety 

liability insurance can reduce the rates of food safety accidents (Duan et al., 2019).  

Auditors’ liability insurance also introduces a proactive supervision into audit 
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practice, thereby having a positive impact on audit quality. First, under the realistic 

condition that audit failures may lead to huge liability for damages, insurers—as 

rational business entities—have a direct interest-driven motivation to constrain auditors’ 

risky behaviors through strict insurance clauses and reduce their own risks. Second, 

insurers—as professional risk management institutions—have the ability to accurately 

grasp auditors’ practice levels and risk profiles and formulate strict insurance clauses. 

Therefore, the introduction of auditors’ liability insurance is conducive to constraining 

auditors’ risky behaviors and urging them to strengthen risk management, thereby 

promoting the improvement of audit quality. 

(3) The Knowledge-Transferring Effect 

Auditors’ liability insurance can also exert the knowledge-transferring effect and 

have a positive impact on audit quality. First, insurers—as professional risk 

management institutions—can gather and absorb a lot of information about the risk 

management practices and quality control from numerous audit firms (their clients) 

during the underwriting and claims settlement processes. And they have the ability to 

integrate and explore the characteristics and practices related to promoting audit firms 

to improve risk management and reduce litigation risks from this information 

(Casterella et al. 2009). Second, a survey of insurance professionals indicates that 

insurers have incentives to transfer such risk management and quality control 

knowledge to auditors, and can select appropriate mechanisms to facilitate audit firms’ 

acceptance and absorption of this knowledge (Frank et al., 2021). Therefore, the 

introduction of auditors’ liability insurance is conducive to promoting audit firms to 
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improve risk management and quality control, thereby enhancing audit quality. 

Based on the above analyses in (2) and (3), we propose Hypothesis 1b: 

Hypothesis 1b: Through the proactive supervision effect and knowledge-

transferring effect, auditors’ liability insurance can promote the improvement 

of audit quality. 

 

4. Research Design 

4.1. Sample Selection and Data Sources 

This study examines the impact of auditors’ liability insurance on audit quality using a 

sample of A-share firms from 2019 to 2022. First, we obtained the data about the 

cumulative limit of auditors’ liability insurance and professional risk fund from the 

announcements of listed firms appointing audit firms.3 We obtained the other data from 

the China Stock Market & Accounting Research (CSMAR). Second, the sample was 

filtered as follows: excluding samples with missing data on the cumulative limit of 

auditors’ liability insurance and professional risk fund; excluding financial and 

insurance firms; excluding ST and *ST firms; and excluding samples with missing 

corporate characteristics or financial data. After the above screening, a total of 11317 

firm-year observations were finally obtained. All continuous variables are winsorized 

up and down by 1% to eliminate the effect of outlier variables on the test results.  

4.2 Variable Descriptions 

4.2.1 Independent variable 

 
3 Announcements of listed firms appointing audit firms typically include the cumulative limit of 

auditors’ liability insurance and professional risk fund for the previous year. 
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Our independent variable is auditors’ liability insurance coverage (ALI), measured by 

the ratio of the cumulative limit of auditors’ liability insurance to the annual business 

income of audit firms. 

4.2.2 Dependent variable 

Our dependent variable is audit quality. Drawing on DeFond and Zhang (2014), we 

select discretionary accruals as a substitute for audit quality, which is an output-based 

proxy commonly used in prior research. Specifically, discretionary accruals (DA) are 

calculated by the modified Jones model. The calculation formulas are as follows: 

𝑇𝐴𝐶𝐶𝑖,𝑡

𝑇𝐴𝑖,𝑡−1
= 𝛼1

1

𝑇𝐴𝑖,𝑡−1
+ 𝛼2

𝛥𝑅𝐸𝑉𝑖,𝑡

𝑇𝐴𝑖,𝑡−1
+ 𝛼3

𝑃𝑃𝐸𝑖,𝑡

𝑇𝐴𝑖,𝑡−1
+ 𝜀                                                    (1) 

𝑁𝐴𝐷𝑖,𝑡 = 𝛼1
1

𝑇𝐴𝑖,𝑡−1
+ 𝛼2

𝛥𝑅𝐸𝑉𝑖,𝑡−𝛥𝑅𝐸𝑐𝑖,𝑡

𝑇𝐴𝑖,𝑡−1
+ 𝛼3

𝑃𝑃𝐸𝑖,𝑡

𝑇𝐴𝑖,𝑡−1
                                              (2) 

𝐷𝐴 =
𝑇𝐴𝐶𝐶𝑖,𝑡

𝑇𝐴𝑖,𝑡−1
− 𝑁𝐴𝐷𝑖,𝑡                                                                                          (3) 

In these models, 𝑇𝐴𝐶𝐶 represents total accruals and is equal to operating profit 

minus net cash flow from operating activities. TA represents Total Assets. 𝛥𝑅𝑒𝑣 

represents the growth of operating income. 𝛥𝑅𝑒𝑐  represents the growth of accounts 

receivable. 𝑃𝑃𝐸 represents original value of fixed assets. We use model (1) to perform 

regression by year and industry, and then substitute the regression coefficient into 

models (2) and (3) to calculate 𝐷𝐴. The absolute value of DA is used as the proxy for 

audit quality (aDA). The larger the aDA, the worse the audit quality. 

4.2.4 Control variables 

 According to previous studies (Defond and Zhang, 2014; Gul et al., 2013), we control 

for a series of factors that affect the audit quality. First, we control for the audit clients’ 

factors, including firm size (Size), asset-liability ratio (Lev), return on total assets (Roa), 
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ownership nature (Soe), shareholding ratio of the largest shareholder (Tophold), 

shareholding ratio of institutional investors (Inshlod), the proportion of independent 

directors (Ind), shareholding ratio of managements (Mhold), duality of CEO and 

chairman (Dual), and the separation rate of the two rights (separation). Second, we 

control for the characteristics of audit firms, including industry expertise (Expertise), 

whether audit firms has changed (Change), and the number of partners (Partner). We 

also control for the professional risk fund (Riskfund), measured by the ratio of audit 

firms’ professional risk fund to their annual business income. The variable definitions 

are shown in Table 1. 

Table 1 Variable Definition 

Classification Variable Definition 

Dependent 

Variables 
aDA 

The absolute value of discretionary accruals calculated based on the 

modified Jones model, see 4.2.2. 

Independent 

variables 
ALI 

The ratio of the cumulative limit of auditors’ liability insurance to its annual 

business income. 

Control 

variables 

Size The natural logarithm of total asset at the end of the year. 

List The natural logarithm of firms’ listing years 

Lev The ratio of total liabilities to total assets 

Roa The ratio of net profit to total assets 

Soe  
A dummy variable that equals 1 if the ultimate controlling shareholder of a 

listed firm is the state in year t and 0 otherwise 

Tophold The shareholding ratio of the largest shareholder 

Inshold The shareholding ratio of institutional investors 

Ind  The proportion of independent directors 

Mhold The shareholding ratio of managements 

Dual The duality of CEO and chairman 

Seperation 
The difference between the control rights and ownership rights of the actual 

controller 

Expertise 
A dummy variable that equals 1 if the industry share of audit firm is greater 

than 10% and 0 otherwise 

Change 
A dummy variable that equals 1 if there is a change in audit firm for the 

listed company and 0 otherwise 

Partner The natural logarithm of the number of partners 

Riskfund The ratio of professional risk fund to annual business income 
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4.3 Model Construction 

𝑎𝐷𝐴𝑖,𝑡 = 𝛼0 + 𝛼1𝑃𝐿𝐼𝑖,𝑡 + 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠𝑖,𝑡 + 𝜀𝑖,𝑡                                                          (4) 

In the models, PLI represents auditors’ liability insurance coverage. aDA 

represents the audit quality. The coefficients to be tested are 𝛼1. If α₁ is significantly 

positive (negative), it indicates that the higher the auditors’ liability insurance coverage, 

the lower (higher) the audit quality.  

 

5. Empirical Results and Analysis 

5.1 Descriptive Statistics 

Table 2 shows the descriptive statistics. The mean, maximum, and minimum of aDA 

are 0.057, 0.3109, and 0.0007, respectively. The mean, maximum, and minimum of ALI 

are 0.2370, 0.6034, and 0.0248, respectively. It is indicated that currently, audit firms 

engaged in the auditing business of listed firms in China have basically purchased 

auditors’ liability insurance. On average, the cumulative limit of auditors’ liability 

insurance to accounts for 24% of audit firms’ business income in the current year. The 

mean, maximum, and minimum of Riskfund are 0.0208, 0.1226, and 0, respectively. 

Overall, the protection amount obtained by audit firms through purchasing auditors’ 

liability insurance is far higher than that from accrued professional risk funds.  
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Table 2 Descriptive Statistics 

Variables N mean sd min max 

aDA 11,317 0.0577 0.0576 0.0007 0.3109 

ALI_Limit 11,317 0.2370 0.1380 0.0248 0.6034 

Riskfund 11,317 0.0208 0.0257 0.0000 0.1226 

Size 11,317 22.2290 1.1798 20.0744 25.7638 

Lev 11,317 0.4118 0.1970 0.0631 0.8997 

Roa 11,317 0.0365 0.0753 -0.2818 0.2417 

Soe 11,317 0.2550 0.4359 0.0000 1.0000 

Inshold 11,317 0.5643 0.5507 0.0023 3.2612 

Tophold 11,317 0.3204 0.1374 0.0890 0.6945 

Ind 11,317 37.8600 5.2319 33.3300 57.1400 

Mhold 11,317 0.1632 0.1973 0.0000 0.6806 

Dual 11,317 0.3428 0.4747 0.0000 1.0000 

Seperation 11,317 4.1417 6.7138 0.0000 27.7476 

Expertise 11,317 0.1427 0.3498 0.0000 1.0000 

Change 11,317 0.1008 0.3011 0.0000 1.0000 

Partner 11,317 5.0318 0.5848 3.5835 5.6058 

5.2 Correlation Analysis 

Table 3 provides the correlation of the main variables. As shown in Table 3, the 

correlation coefficient between ALI and aDA is 0.028, significant at the 1% level, which 

is initially consistent with the prediction of H1a. Additionally, the relationship between 

ALI and Riskfund is significantly negative at the 1% level, suggesting that audit firms 

may reduce their accrual of professional risk funds when purchasing higher-limit 

auditors’ liability insurance. Regarding control variables, most exhibit significant 

relationships with the dependent variable. The absolute values of correlation 

coefficients between the explanatory variable and control variables, as well as among 

control variables, max out at 0.463, which is less than 0.8 and within a reasonable range. 
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Table 3 The correlation Coefficients of Main Variables 

Variables aDA ALI Riskfund Size Lev Roa Soe Inshold Tophold Ind Mhold Dual Seperation Expertise Change Partner 

aDA 1.000                

ALI 0.028*** 1.000               

Riskfund 0.013 -0.098*** 1.000              

Size -0.079*** 0.015* -0.030*** 1.000             

Lev 0.135*** 0.026*** 0.011 0.463*** 1.000            

Roa -0.228*** -0.036*** -0.051*** 0.057*** -0.369*** 1.000           

Soe -0.064*** 0.043*** 0.012 0.343*** 0.213*** -0.054*** 1.000          

Inshold -0.018* -0.041*** -0.018* 0.125*** -0.033*** 0.139*** 0.098*** 1.000         

Tophold -0.065*** -0.028*** -0.025*** 0.119*** -0.016* 0.153*** 0.173*** 0.370*** 1.000        

Ind 0.039*** -0.021** -0.019** -0.061*** -0.011 -0.010 -0.092*** -0.047*** 0.035*** 1.000       

Mhold 0.014 -0.042*** -0.061*** -0.334*** -0.270*** 0.156*** -0.438*** -0.204*** -0.007 0.088*** 1.000      

Dual 0.017* -0.015 -0.028*** -0.192*** -0.122*** 0.036*** -0.303*** -0.018* -0.026*** 0.136*** 0.226*** 1.000     

Seperation -0.017* -0.011 -0.003 0.104*** 0.044*** 0.025*** 0.003 0.200*** 0.174*** -0.086*** -0.275*** -0.074*** 1.000    

Expertise -0.026*** -0.118*** 0.073*** 0.074*** -0.025*** 0.073*** -0.003 0.029*** 0.030*** -0.007 -0.010 -0.020** -0.001 1.000   

Change 0.044*** 0.045*** 0.014 -0.001 0.047*** -0.080*** 0.075*** 0.004 0.011 0.020** -0.050*** -0.033*** -0.014 -0.042*** 1  

lnpartner -0.041*** -0.269*** -0.028*** 0.041*** -0.040*** 0.069*** -0.011 0.052*** 0.038*** -0.009 0.037*** 0.033*** 0.010 0.237*** -0.062*** 1 

*** p<0.01, ** p<0.05, * p<0.1 

5.3 Benchmark regression 

Table 4 presents the results of the impact of auditors’ liability insurance coverage on 

audit quality. As shown in column 2 of Table 4, without including control variables, the 

coefficient of ALI is 0.0102, which is statistically significant at the 1% level. In column 

3 of Table 4, the coefficient of ALI is 0.0079, remaining significant at the 5% level, 

indicating the higher cumulative limit of auditors’ liability insurance is associated with 

higher discretionary accruals. The result supports H1a that auditors’ liability insurance 

generates the risk-transferring effect, leading to a decline in audit quality. The 

coefficient of Riskfund is -0.0045 but not statistically significant, possibly because 

many audit firms set aside very little in the form of professional risk funds, resulting in 

a negligible impact. In terms of control variables, the coefficients of Size, Roa and Soe 

are significantly negative. The coefficient of Change is significantly positive, indicating 
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that a change in audit firms tends to reduce audit quality. It may be that the new auditor 

is unfamiliar with various aspects of the audit client. 

Table 4 The impact of auditors’ liability insurance coverage on audit quality 

Variables aDA aDA 

ALI 0.0102*** 0.0079** 

 (2.62) (2.04) 

Riskfund  -0.0045 

  (-0.22) 

Size  -0.0047*** 

  (-8.42) 

Lev  0.0320*** 

  (9.31) 

Roa  -0.1807*** 

  (-22.67) 

Soe  -0.0069*** 

  (-4.80) 

Inshold  0.0001*** 

  (7.33) 

Tophold  -0.0001*** 

  (-3.13) 

Ind  0.0003*** 

  (2.83) 

Mhold  0.0002*** 

  (5.04) 

Dual  -0.0015 

  (-1.28) 

Seperation  -0.0000 

  (-0.22) 

Special2  0.0021 

  (1.23) 

Change  0.0048*** 

  (2.74) 

Partner  -0.0024** 

  (-2.50) 

Constant 0.0705*** 0.1639*** 

 (12.02) (11.38) 

industry control control 

year control control 

Observations 11,317 11,317 

AdjR-Squared 0.022 0.110 

Robust t-statistics are in parentheses. *** p<0.01, ** p<0.05, * p<0.1 
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5.4 Mechanism analysis 

We find that auditors’ liability insurance coverage has a negative impact on the audit 

quality, indicating that auditors’ liability insurance generates the risk-transferring effect. 

That is, auditors’ liability insurance enables audit firms to partially shift their liability 

exposure for damages to insurers, weakening the deterrent effect of legal liabilities and 

audit professional risks. This in turn reduce auditors’ motivation to maintain due 

diligence and professional prudence in providing high-quality audits. We measure 

auditors’ diligence and professional prudence from the perspective of audit input and 

conduct mechanism tests. Specifically, drawing on previous studies (Zhai et al., 2017), 

we consider audit time input (Time_input) and audit cost input (Cost_input). Audit time 

input (Time_input) is measured by the natural logarithm of the number of days from the 

end of the fiscal year to the audit report date. Audit cost input (Cost_input) is measured 

by the natural logarithm of audit fees. Our models are as follow: 

Time_input𝑖,𝑡/Cost_input𝑖,𝑡 = β0 + β1𝐴𝐿𝐼𝑖,𝑡 + 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠𝑖,𝑡 + 𝜀𝑖,𝑡                        （5）

𝑎𝐷𝐴𝑖,𝑡 = γ0 + γ2Time_input𝑖,𝑡/Cost_input𝑖,𝑡 + γ2𝐴𝐿𝐼𝑖,𝑡 + 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠𝑖,𝑡 + 𝜀𝑖,𝑡（（6） 

Table 5 presents the results of the mechanism analysis. In Columns 2 and 4, the 

coefficients of ALI are -0.0229 and -0.0051, both statistically significant at the 5% level, 

indicating that the higher cumulative limit of auditors’ liability insurance is associated 

with less audit time input (Time_input) and cost input (Cost_input) during the audit 

process. The results in Columns 3 and 5 show that, after controlling for Time_input and 

Cost_input separately, the coefficients of ALI remain significantly positive. These 

suggest that higher auditors’ liability insurance coverage leads auditors to reduce audit 

time and cost input, consequently resulting in lower audit quality. 
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Table 5 Mechanism analysis: Audit input 

Variables Time_input aDA Cost_input aDA 

Time_input  -0.0063*   

  (-1.76)   

Cost_input    -0.0285* 

    (-1.76) 

ALI -0.0229** 0.0078** -0.0051** 0.0078** 

 (-2.23) (2.00) (-2.25) (2.00) 

Riskfund 0.0804 -0.0040 0.0176 -0.0040 

 (1.51) (-0.20) (1.49) (-0.20) 

Size 0.0004 -0.0047*** 0.0001 -0.0047*** 

 (0.27) (-8.42) (0.29) (-8.42) 

Lev 0.0214** 0.0321*** 0.0046** 0.0321*** 

 (2.36) (9.35) (2.31) (9.35) 

Roa -0.3786*** -0.1831*** -0.0828*** -0.1831*** 

 (-18.01) (-22.65) (-17.82) (-22.66) 

Soe -0.0402*** -0.0072*** -0.0087*** -0.0072*** 

 (-10.58) (-4.95) (-10.33) (-4.95) 

Inshold -0.0000 0.0001*** -0.0000 0.0001*** 

 (-0.22) (7.33) (-0.21) (7.33) 

Tophold -0.0000 -0.0001*** -0.0000 -0.0001*** 

 (-0.12) (-3.14) (-0.12) (-3.14) 

Ind 0.0002 0.0003*** 0.0001 0.0003*** 

 (0.94) (2.85) (0.94) (2.85) 

Mhold 0.0001 0.0002*** 0.0000 0.0002*** 

 (1.36) (5.06) (1.38) (5.07) 

Dual 0.0086*** -0.0014 0.0019*** -0.0014 

 (2.83) (-1.23) (2.82) (-1.23) 

Seperation -0.0013*** -0.0000 -0.0003*** -0.0000 

 (-5.73) (-0.32) (-5.72) (-0.32) 

Special2 0.0093** 0.0022 0.0020** 0.0022 

 (2.04) (1.27) (2.03) (1.27) 

Change 0.0121*** 0.0048*** 0.0026*** 0.0048*** 

 (2.65) (2.78) (2.61) (2.78) 

Partner 0.0005 -0.0024** 0.0001 -0.0024** 

 (0.20) (-2.49) (0.25) (-2.49) 

Constant 4.6370*** 0.1929*** 1.5327*** 0.2075*** 

 (122.06) (8.79) (182.57) (7.25) 

industry control control control control 

year control control control control 

Observations 11,317 11,317 11,317 11,317 

AdjR-Squared 0.076 0.110 0.075 0.110 

Robust t-statistics are in parentheses. *** p<0.01, ** p<0.05, * p<0.1 
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5.5 Robustness Tests 

5.5.1 Instrumental Regression 

There may be a reverse causation between auditors’ liability insurance coverage and 

audit quality. Generally, audit firms should negotiate with insurers to determine the 

cumulative limit of auditors’ liability insurance by considering factors such as their 

business scope, operational scale, and risk control capabilities. Therefore, the risk 

control or professional capabilities of audit firms may influence the cumulative limit of 

auditors’ liability insurance. To address this endogeneity issue, we use the insurance 

development level in the region where audit firms are located as an instrumental 

variable for two-stage regression. The regional insurance development is a critical 

factor influencing the availability and protection efficiency of auditors’ liability 

insurance. Regional insurance development is measured by regional insurance depth 

(Prnbus), which is specifically defined as ‘premium income/GDP’ 

Table 6 reports the results of instrumental regression. In the first-stage regression, 

the coefficient of Prnbus is 2.9372, significant at the 1% level, indicating that the higher 

the insurance development in the region where audit firms are located, the higher the 

cumulative limit of auditors’ liability insurance that audit firms can obtain. In the 

second-stage regression, the relationship between ALI and aDA is significantly positive 

at the 10% level, which is consistent with the baseline results, indicating that our finding 

is robust. 
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Table 6 Instrumental Regression 

Variables 
first two 

ALI aDA 

Prnbus 2.9372***  

 (26.04)  

ALI  0.0300* 

  (1.84) 

Riskfund -0.3421*** 0.0090 

 (-7.05) (0.40) 

Size 0.0012 -0.0048*** 

 (0.89) (-8.50) 

Lev -0.0182** 0.0324*** 

 (-2.25) (9.40) 

Roa 0.0136 -0.1804*** 

 (0.72) (-22.63) 

Soe 0.0032 -0.0071*** 

 (0.95) (-4.90) 

Inshold -0.0000* 0.0001*** 

 (-1.84) (7.46) 

Tophold -0.0000 -0.0001*** 

 (-0.18) (-3.09) 

Ind -0.0004* 0.0003*** 

 (-1.81) (2.94) 

Mhold -0.0001 0.0002*** 

 (-1.24) (5.16) 

Dual 0.0031 -0.0016 

 (1.14) (-1.34) 

Seperation -0.0002 -0.0000 

 (-0.96) (-0.15) 

Special2 -0.0106*** 0.0028 

 (-2.58) (1.55) 

Change -0.0004 0.0045*** 

 (-0.11) (2.60) 

Partner -0.0697*** -0.0012 

 (-30.59) (-0.94) 

Constant 0.4884*** 0.1515*** 

 (14.51) (8.98) 

industry control control 

year control control 

Observations 11,317 11,317 

R-squared 0.143 0.110 

Robust t-statistics are in parentheses. *** p<0.01, ** p<0.05, * p<0.1 
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5.5.2 Controlling for Audit Firm-level Fixed Effects 

To further mitigate potential biases from time-invariant audit firm characteristics, we 

incorporated audit firm-level fixed effects into our regression. As presented in Column 

(2) of Table 7, the coefficient of ALI on auditors’ liability insurance remains positive 

and statistically significant (α=0.0182, p<0.1) after controlling for audit firm fixed 

effects, verifying H1a again. 

5.5.3 The Incremental Changes in the Cumulative Limit of Auditors’ Liability Insurance 

To further mitigate endogeneity issues, we examine the impact of year-on-year 

incremental changes in the cumulative limit of auditors’ liability insurance on audit 

quality. Specifically, we lag the variable ALI by one period to generate a new variable 

LALI. And then the incremental change in the Cumulative Limit of Auditors’ Liability 

Insurance (Delta_ALI) is obtained by subtracting LALI from ALI. Additionally, we 

control for the year-on-year incremental change in professional risk funds 

(Delta_Riskfund). 

As shown in Column 3 of Table 7, the coefficient of Delta_ALI is significantly 

positive at the 5% level, indicating that a larger year-on-year increase in the cumulative 

limit of auditors’ liability insurance is associated with a higher absolute value of 

discretionary accruals (aDA) and worse audit quality, further supporting H1a. Moreover, 

the coefficient of Delta_Riskfund is significantly negative, suggesting that higher 

professional risk funds are associated with higher audit quality. This finding aligns with 

Xue et al. (2020) and Deng et al. (2021), who argue that professional risk funds enhance 

auditors’ perceived litigation risks, thereby improving their professional prudence. 
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Table 7 Audit Firm-level Fixed Effects and the Incremental Changes in ALI 

Variables aDA aDA 

ALI 0.0182*  

 (1.84)  

Riskfund -0.1080  

 (-1.50)  

Delta_ALI  0.0167** 

  (2.20) 

Delta_Riskfund  -0.1467** 

  （-2.26） 

Size -0.0047*** -0.0051*** 

 (-8.30) (-8.14) 

Lev 0.0314*** 0.0353*** 

 (9.12) (9.13) 

Roa -0.1796*** -0.1212*** 

 (-22.35) (-13.18) 

Soe -0.0072*** -0.0069*** 

 (-4.90) (-4.23) 

Inshold 0.0001*** 0.0001*** 

 (7.57) (6.20) 

Tophold -0.0001*** -0.0002*** 

 (-3.19) (-3.34) 

Ind 0.0003*** 0.0003*** 

 (2.74) (2.70) 

Mhold 0.0002*** 0.0002*** 

 (5.32) (4.68) 

Dual -0.0015 -0.0025* 

 (-1.26) (-1.93) 

Seperation -0.0000 0.0000 

 (-0.34) (0.22) 

Special2 0.0020 0.0015 

 (1.11) (0.76) 

Change 0.0050*** 0.0044** 

 (2.79) (1.98) 

Partner -0.0011 -0.0036*** 

 (-0.15) (-3.34) 

Constant 0.1536*** 0.1752*** 

 (3.81) (10.90) 

Industry control control 

Year control control 

Audit firm control - 

Observations 11,317 8,793 

R-squared 0.118 0.086 

Robust t-statistics are in parentheses. *** p<0.01, ** p<0.05, * p<0.1 
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5.4.4 Changing the measurement of Key variable 

(1) Changing the measurement of Audit quality  

We use discretionary accruals to represent audit quality in the main regression. In 

this section, referring to studies by Qiao and Du (2023), Gul et al. (2013), etc., we select 

audit report aggressiveness (ARAgg) and financial restatement (Restatement) as 

indicators of audit quality. Financial restatement is a dummy variable that equals 1 if 

there are subsequent restatements in the audited financial statements and 0 otherwise. 

 In terms of audit report aggressiveness (ARAgg), we first predict the probability 

P of auditors issuing a modified audit opinion using Model (7) and then calculate the 

audit report aggressiveness (ARAgg). The higher the ARAgg indicates, the more 

aggressive the audit report and the poorer audit quality. In the following model (6) and 

(7), Mao represents the type of audit opinions and is a dummy variable that equals 1 if 

the auditor issues a non-standard audit opinion and 0 otherwise.  

𝑀𝑎𝑜 = 𝛽0 + 𝛽1𝑠𝑖𝑧𝑒 + 𝛽2𝑙𝑒𝑣 + 𝛽3𝑖𝑛𝑣 + 𝛽4𝑟𝑒𝑐 + 𝛽5𝑜𝑡ℎ𝑒𝑟 + 𝛽7𝑟𝑜𝑎 + 𝛽7𝑙𝑜𝑠𝑠 +

𝛽8𝑐𝑢𝑟𝑟𝑒𝑛𝑡 + 𝛽9𝑙𝑖𝑠𝑡+∑𝑖𝑛𝑑𝑢𝑠𝑡𝑟𝑦+∑𝑦𝑒𝑎𝑟 + 𝜀                                       （7） 

ARAgg = 𝑃 − 𝑀𝑎𝑜                                                                                         （8） 

Table 8 reports the regression results of ALI on ARAgg and Restatement. As shown 

in Columns 2 and 3 of Table 8, the coefficients of ALI on ARAgg are significantly 

positive at the 1% level regardless of whether control variables are included, indicating 

that higher auditors’ liability insurance coverages are associated with greater audit 

report aggressiveness. As shown in Columns 4 and 5 of Table 8, the coefficients of ALI 

on Restatement are significantly positive at the 1% level regardless of whether control 

variables are included, indicating that higher auditors’ liability insurance coverages are 
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associated with greater likelihood of financial restatements. These results once again 

prove that auditors’ liability insurance coverage can lead to the decline in audit quality. 

Table 8 Changing the measurement of Audit quality 

Variables ARAgg ARAgg Restatement Restatement 

ALI 0.0351*** 0.0348*** 0.0826*** 0.0629*** 

 (2.69) (2.75) (5.37) (3.98) 

Riskfund  -0.4334***  0.2994*** 

  (-6.53)  (3.62) 

Size  -0.0026  -0.0018 

  (-1.41)  (-0.78) 

Lev  0.0031  0.0538*** 

  (0.28)  (3.84) 

Roa  -0.0064  -0.3310*** 

  (-0.24)  (-10.18) 

Soe  0.0393***  0.0018 

  (8.36)  (0.31) 

Inshold  0.0000  -0.0001 

  (0.84)  (-1.23) 

Tophold  0.0003*  -0.0005*** 

  (1.79)  (-2.92) 

Ind  0.0005*  -0.0002 

  (1.67)  (-0.42) 

Mhold  0.0003***  -0.0004*** 

  (3.02)  (-2.89) 

Dual  0.0003  0.0023 

  (0.07)  (0.48) 

Seperation  -0.0004  -0.0007** 

  (-1.60)  (-2.15) 

Special2  0.0048  0.0041 

  (0.85)  (0.59) 

Change  -0.0364***  0.0187*** 

  (-6.42)  (2.64) 

Partner  0.0057*  -0.0152*** 

  (1.83)  (-3.92) 

Constant -0.0438* -0.0392 0.0536** 0.1651*** 

 (-1.68) (-0.83) (2.32) (2.81) 

Industry control control control control 

Year control control control control 

Observations 11,136 11,136 11,317 11,317 

R-squared 0.003 0.019 0.008 0.037 

Robust t-statistics are in parentheses. *** p<0.01, ** p<0.05, * p<0.1 
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(2) Changing the measurement of Auditors’ Liability Insurance Coverage 

According to the Interim Measures for Professional Liability Insurance of Audit 

Firms, audit firms should prioritize purchasing auditors’ liability insurance for their 

audit services. Therefore, we recalculate the independent variable as the ratio of the 

cumulative limit of auditors’ liability insurance to their audit business revenue. As 

shown in Table 9, the positive relationship between the cumulative limit of auditors’ 

liability insurance (ALI1) and the absolute value of discretionary accruals (aDA) 

remains statistically significant, confirming the robustness of our findings. 

Table 9 Changing the measurement of Auditors’ Liability Insurance Coverage 

Variables aDA aDA 

ALI1 0.0076** 0.0053* 

 (2.51) (1.74) 

Riskfund1  -0.0021 

  (-0.12) 

Size  -0.0047*** 

  (-8.29) 

Lev  0.0320*** 

  (9.20) 

Roa  -0.1814*** 

  (-22.50) 

Soe  -0.0068*** 

  (-4.64) 

Inshold  0.0001*** 

  (7.30) 

Tophold  -0.0001*** 

  (-3.02) 

Ind  0.0003*** 

  (2.79) 

Mhold  0.0002*** 

  (5.14) 

Dual  -0.0014 

  (-1.19) 

Seperation  -0.0000 

  (-0.43) 

Special  0.0021 

  (1.20) 
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Change  0.0048*** 

  (2.76) 

Partner  -0.0026*** 

  (-2.66) 

Constant 0.0707*** 0.1646*** 

 (11.82) (11.27) 

Industry control control 

Year control control 

Observations 11,083 11,083 

R-squared 0.021 0.112 

Robustt-statisticsinparentheses,***p<0.01,**p<0.05,*p<0.1 

5.6. Heterogeneity Analysis 

5.6.1. Characteristics of Audit Firms 

(1) The Size of Audit Firms 

The impact of auditors’ liability insurance coverage on audit quality may vary with 

audit firm size. Generally, compared to large audit firms, small audit firms have 

relatively weaker internal quality control systems and weaker incentives to protect their 

reputation and are more susceptible to the risk-transferring effect of auditors’ liability 

insurance. However, precisely because small audit firms have weaker professional 

capabilities and a higher propensity for moral hazards, insurers may impose stricter 

terms in insurance contracts, leading to a more pronounced proactive supervision effect. 

Furthermore, compared with large firms, small firms can benefit more from their 

insurers’ risk management knowledge (Frank et al., 2021). We classify samples into 

those audited by Big 10 audit firms (Big10) and non-Big 10 audit firms (Non-Big10). 

As shown in Columns 2 and 3 of Table 10, the positive relationship between ALI and 

aDA is significant in the Big10 group but insignificant in the Non-Big10 group. 
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Table 10 Heterogeneity test of the characteristics of audit firms 

Variables 
aDA 

Big 10 Non-Big10 Poor integrity  Good integrity 

ALI 0.0094* 0.0057 0.0185*** -0.0010 

 (1.80) (0.93) (3.13) (-0.17) 

Riskfund 0.0266 -0.0286 -0.0410 0.0052 

 (0.54) (-1.17) (-1.33) (0.18) 

Size -0.0047*** -0.0049*** -0.0042*** -0.0052*** 

 (-6.58) (-5.38) (-5.66) (-6.07) 

Lev 0.0384*** 0.0238*** 0.0362*** 0.0278*** 

 (8.51) (4.47) (7.97) (5.29) 

Roa -0.1212*** -0.2515*** -0.1511*** -0.2153*** 

 (-11.53) (-20.37) (-14.18) (-17.88) 

Soe -0.0069*** -0.0052** -0.0098*** -0.0039* 

 (-3.65) (-2.31) (-5.05) (-1.82) 

Inshold 0.0001*** 0.0001*** 0.0001*** 0.0001*** 

 (5.66) (4.43) (4.83) (5.73) 

Tophold -0.0002*** -0.0001 -0.0001 -0.0002*** 

 (-3.58) (-0.82) (-1.48) (-2.91) 

Ind 0.0002 0.0004*** 0.0004*** 0.0002 

 (1.22) (2.72) (2.73) (1.10) 

Mhold 0.0002*** 0.0002*** 0.0002*** 0.0002*** 

 (4.10) (3.08) (3.96) (3.39) 

Dual -0.0009 -0.0018 -0.0034** 0.0009 

 (-0.63) (-0.96) (-2.20) (0.53) 

Seperation -0.0000 -0.0000 -0.0001 0.0000 

 (-0.26) (-0.06) (-0.81) (0.37) 

Special 0.0022 0.0067 0.0032 0.0016 

 (1.05) (1.35) (1.42) (0.57) 

Change 0.0055** 0.0037 0.0043* 0.0062** 

 (2.23) (1.47) (1.75) (2.50) 

Partner -0.0032 -0.0021 -0.0043*** -0.0034** 

 (-0.66) (-1.50) (-2.83) (-2.19) 

Constant 0.1733*** 0.1602*** 0.1618*** 0.1813*** 

 (5.62) (7.18) (8.22) (8.23) 

Industry control control control control 

Year control control control control 

Observations 6,624 4,693 6,262 5,055 

R-squared 0.081 0.163 0.101 0.137 

Robustt-statisticsinparentheses,***p<0.01,**p<0.05,*p<0.1 

(2) The Integrity Records of Audit Firms 

Generally speaking, audit firms with poor integrity records are more susceptible 

to the risk-transferring effect of auditors’ liability insurance and more likely to be 
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strictly supervised by insurers. We measure audit firms’ integrity records by whether 

they have received administrative penalties in the past three years. Audit firms that have 

received penalties are classified as the poor integrity group, while those that have not 

are classified as the good integrity group. As shown in Columns 4 and 5 of Table 10, 

the relationship between ALI and aDA is significantly positive in the poor integrity 

group but not significant in the good integrity group. The results indicate that the 

negative impact of auditor liability insurance coverage on audit quality is more evident 

in audit firms with poor integrity records. 

5.6.2. Legal Environment 

Auditors’ liability insurance serves as an additional layer for audit firms to address the 

liability for damages, and its functions are influenced by the legal environment (Xue, 

2020). In stricter legal environments, audit firms face higher liability exposure for 

damages when audit failures occur (Liu et al., 2015; Qiao and Du, 2023), which may 

amplify the socioeconomic effect of auditors’ liability insurance. Therefore, we expect 

that the impact of auditors’ liability insurance coverage on audit quality may be more 

pronounced in stricter legal environments. 

 We examine the effect of the legal environment on the relationship between 

auditors’ liability insurance coverage and audit quality from two perspectives. On the 

one hand, we consider the regional legal environment. Referencing the approach of Liu 

and Li (2021), we use the score of “Development of Market Intermediaries and Legal 

System Environment” in the Fan Gang Marketization Index to measure the legal 

environment of the region where listed firms are located and divide the sample into the 
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strict legal environment group and the poor legal environment group based on its annual 

median. As shown in Columns 2 and 3 of Table 11, the relationship between auditors’ 

liability insurance coverage (ALI) and aDA is significantly positive in the strict legal 

environment group but not significant in the poor legal environment group. 

On the other hand, we consider the impacts of the Kangmei Pharmaceutical 

judgment incident and the cancellation of administrative or criminal penalties as 

preconditions for shareholder litigation. In 2019, the new Securities Law established a 

special representative litigation system with Chinese characteristics and increased the 

costs of securities violations, significantly enhancing investor protection while sharply 

escalating auditors’ liability exposure for damages. In November 2021, the Guangzhou 

Intermediate People’s Court ruled that Kangmei Pharmaceutical must compensate 

investors 2.459 billion yuan for misstatement, with its audit firm named Zhengzhong 

Zhujiang bearing 100% joint and several liability. This landmark judgment marked the 

formal implementation of China’s special representative litigation system. On 

December 31, 2021, the Provisions on Several Issues Concerning the Trial of Civil 

Compensation Cases for Tortious False Statements in the Securities Market eliminated 

the requirement for administrative or criminal penalties as preconditions for 

shareholder litigation, further lowering the threshold for shareholder litigation. As a 

result, audit firms have faced stricter litigation environments and heavier liability 

exposure for damages after 2021. We divide the sample into pre-2021 and 2021-and-

later periods to test the relationship between auditors’ liability insurance coverage and 

audit quality. As shown in Columns 4 and 5 of Table 11, the positive relationship 
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between ALI and the aDA is significant in the 2021-and-later sample but insignificant 

in the pre-2021 sample. These results demonstrate that the impact of auditors’ liability 

insurance coverage on audit quality is more pronounced in stricter legal environments. 

Table 11 Heterogeneity test of Legal Environment 

Variables 

aDA 

Strict legal 

environment 

Poor legal 

environment 

2021-and-later pre-2021 

PLI_limit 0.0160*** 0.0043 0.0093* 0.0067 

 (2.62) (0.83) (1.76) (1.18) 

Riskfund 0.0525 -0.0214 -0.0066 0.0124 

 (1.36) (-0.88) (-0.25) (0.40) 

Size -0.0046*** -0.0048*** -0.0051*** -0.0050*** 

 (-5.04) (-6.73) (-6.80) (-5.99) 

Lev 0.0381*** 0.0280*** 0.0386*** 0.0255*** 

 (6.94) (6.31) (8.46) (4.97) 

Roa -0.1443*** -0.2017*** -0.0809*** -0.2872*** 

 (-11.23) (-19.67) (-7.31) (-25.18) 

Soe -0.0089*** -0.0054*** -0.0072*** -0.0060*** 

 (-3.69) (-2.98) (-3.74) (-2.81) 

Inshold 0.0001*** 0.0001*** 0.0001*** 0.0001*** 

 (4.09) (6.14) (4.48) (5.53) 

Tophold -0.0001 -0.0002*** -0.0001** -0.0001** 

 (-1.29) (-2.93) (-2.38) (-1.97) 

Ind 0.0003** 0.0003* 0.0003** 0.0002* 

 (2.05) (1.94) (2.27) (1.70) 

Mhold 0.0001* 0.0002*** 0.0002*** 0.0002*** 

 (1.84) (5.07) (3.77) (3.52) 

Dual -0.0001 -0.0026* -0.0018 -0.0005 

 (-0.05) (-1.68) (-1.19) (-0.28) 

Seperation -0.0000 0.0000 0.0000 -0.0001 

 (-0.31) (0.04) (0.39) (-0.87) 

Special -0.0003 0.0034 -0.0010 0.0037 

 (-0.11) (1.53) (-0.40) (1.54) 

Change 0.0039 0.0055** 0.0049* 0.0040* 

 (1.46) (2.43) (1.82) (1.81) 

Partner -0.0033** -0.0022* -0.0019 -0.0028* 

 (-2.24) (-1.72) (-1.48) (-1.92) 

Constant 0.1600*** 0.1687*** 0.1734*** 0.1756*** 

 (5.94) (9.31) (8.99) (8.21) 

Industry control control control control 

Year control control control control 

Observations 4,640 6,677 6,294 5,023 

R-squared 0.092 0.131 0.073 0.198 

Robustt-statisticsinparentheses,***p<0.01,**p<0.05,*p<0.1 
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5.6.3. Audit Client Importance 

Client importance has long been a critical topic in audit research. Audit firms may 

engage in behaviors that compromise audit quality to avoid the costs of losing clients 

when they are highly economically dependent on a client (Sharma et al., 2011; Chen et 

al., 2010). However, due to the larger scale of important clients, audit failures for 

important clients may cause greater losses to investors, thereby increasing auditors’ 

liability exposure for damages and prompting them to practice more cautiously. 

Therefore, for important clients, audit firms are more likely to face a strategic choice 

between maintaining client relationships and providing high-quality audits to reduce 

liability exposure for damages. Auditors’ liability insurance can alleviate auditors’ 

liability exposure for damages, which may lead auditors to prioritize maintaining client 

relationships over audit quality. Therefore, we expect that the negative relationship 

between auditors’ liability insurance coverage and audit quality may be more significant 

for more important clients.  

Drawing on Chen et al. (2010), we measure audit client importance (CI) as the 

ratio of a client’s assets to the total assets of all audit clients in the current year. A higher 

CI indicates greater client importance. We divided the sample into the High-importance 

group and the Low-importance group based on the annual median of CI. As shown in 

Table 12, the relationship between the cumulative limit of professional liability 

insurance and the absolute value of discretionary accruals is significantly positive in 

the high-importance group but insignificant in the low-importance group, which is 

consistent with our expectation. 
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Table 12 Heterogeneity test of Audit Client Importance 

 aDA 

VARIABLES High-importance group Low-importance group 

PLI_limit 0.0102* 0.0058 

 (1.84) (0.80) 

Riskfund -0.0176 -0.0393 

 (-0.76) (-0.78) 

Size -0.0050*** -0.0042*** 

 (-6.22) (-5.10) 

Lev 0.0228*** 0.0413*** 

 (4.66) (8.52) 

Roa -0.2367*** -0.1221*** 

 (-20.82) (-10.87) 

Soe -0.0043** -0.0087*** 

 (-2.16) (-4.13) 

Inshold 0.0001*** 0.0001*** 

 (6.23) (4.38) 

Tophold -0.0001** -0.0002** 

 (-2.19) (-2.54) 

Ind 0.0003* 0.0003** 

 (1.86) (2.22) 

Mhold 0.0002*** 0.0002*** 

 (4.03) (3.40) 

Dual -0.0007 -0.0016 

 (-0.44) (-1.01) 

Seperation 0.0000 -0.0001 

 (0.32) (-0.78) 

Special 0.0003 0.0047** 

 (0.08) (2.03) 

Change 0.0043* 0.0063** 

 (1.89) (2.26) 

Partner -0.0025* -0.0017 

 (-1.92) (-0.19) 

Constant 0.1739*** 0.1462*** 

 (8.99) (2.85) 

Industry control control 

Year control control 

Observations 5,657 5,660 

R-squared 0.150 0.087 

Robustt-statisticsinparentheses,***p<0.01,**p<0.05,*p<0.1 
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6. Conclusions and Implications 

In the Chinese setting of significant improvements in shareholder litigation and a 

notable increase in auditors’ liability exposure for damages since the promulgation of 

China's new Securities Law, this study examines the impact of auditors’ liability 

insurance, a mechanism for audit firms to address liability for damages, on audit quality. 

Using samples of A-share listed companies from 2019 to 2022, we find that higher 

auditors’ liability insurance coverage is associated with lower audit quality. Our 

mechanism analysis discovers that higher auditors’ liability insurance coverage leads 

audit firms to reduce cost input and time input in audit practice, resulting in diminished 

audit quality. It indicates that auditors’ liability insurance can generate the risk-

transferring effect, reducing auditors’ diligence and professional prudence. Our 

heterogeneity analysis indicates the negative impact of auditors’ liability insurance 

coverage on audit quality is more pronounced when auditors’ liability exposure for 

damages is higher. Specifically, the negative relationship between auditors’ liability 

insurance coverage and audit quality is more significant in scenarios such as audit firms 

with poor integrity records, stricter legal environments, and more important audit 

clients.  

Using public data, we reveal the negative economic consequences of auditors’ 

liability insurance, and the research conclusions provide the following insights for the 

development of auditors’ liability insurance:  

It is recommended that regulatory authorities revise the auditors’ liability 

insurance system. China’s existing auditors’ liability insurance system is limited to the 
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Interim Measures for Professional Liability Insurance of Audit Firms promulgated in 

2015, which primarily aim to standardize the procurement behaviors of auditors’ 

liability insurance and encourage firms to purchase it. However, our findings indicate 

that auditors’ liability insurance can generate the risk-transferring effect and undermine 

audit quality and the deterrent effect of legal liability. Therefore, regulators should 

promptly revise the auditors’ liability insurance system and establish institutional 

measures to constrain these negative impacts—such as setting conditions for obtaining 

and using auditors’ liability insurance. Audit standard-setters should also incorporate 

measures to curb the risk-transferring effect of auditors’ liability insurance into audit 

quality control standards. 

It is encouraged that insurers improve auditors’ liability insurance products, and 

actively utilize insurance terms and underwriting processes to promote audit firms to 

improve risk management and quality control. The negative impact of auditors’ liability 

insurance on audit quality can not only affect capital market efficiency but also increase 

the risk and cost of insurers. Therefore, insurers should improve the product design and 

clause systems of auditors’ liability insurance and actively exert their active monitoring 

and knowledge-transferring functions during the underwriting process to constrain the 

risk behaviors of audit firms. 

It is urged that audit firms improve their internal quality control systems. Audit 

firms should not only integrate measures to counter the risk-transferring effect of 

auditors’ liability insurance into quality control systems but also actively leverage 

insurers’ supervisory and knowledge-based advantages to improve their practice quality. 
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