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Reputation, Internal Supervising and Audit Quality
——An Experimental Study of Audit Game

Li Jianbiao™?, Yin Xile*?, Ren Xue®
(1.China Academy of Corporate Governance, Nankai University, Tianjin 300071, China; 2.Business
School, Nankai University, Tianjin 300071, China; 3.State Grid Yingda Group, Beijing 100005, China)

Abstract: Audit quality, which is mainly determined by an interacting result involving many agents in
audit market, directly affects the quality of accounting information and the effectiveness of the securities
market. To investigate the game process and result between different audit agents, on the basis of
existing researches and considering Chinese audit environment, this study constructs a game model
involving managers, auditor and external supervisor, and tests players' strategies and the game
equilibrium. We design the audit quality index following a view which concerns audit efficiency, by which
we assess the audit quality in our experiments. To improve audit quality, we design an auditor reputation
mechanism and an internal supervising mechanism, and investigate the change of players' behaviors or
strategies as well as the improvement of audit quality. Results indicate that: (1) under the
benchmark condition, managers and auditors reach such equilibrium after limited times of game:
management select a high level of fraud, and auditors select a high level of audit force, while the audit
quality is at a relatively low level; (2) reputation system plays a poor role in improving audit quality:
auditors tend to increase audit intensity to avoid reputation loss, while management tend to lower their
fraud level when expecting the increase of audit intensity. The audit quality, however, is not improved

because of the increase of audit cost; and (3) internal supervising system plays more effective role in

14



improving audit quality: management tend to select lower level of fraud because of the enhancement of
supervising force, while auditors tend to lower their audit expense. Therefore, under the internal
supervising system, audit quality enjoys improvement. What's more, audit intensity play a role of full

mediating effect from reputation, internal supervising to audit quality.

Keywords: audit quality; reputation; internal supervising; experiment; mediating effect
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