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Abstract: This research explores the impact of professional insurance on investment, independent
auditors’ legal liability, and their audit behavior using an analytical approach based on Hillegeist (1999)
model. We analyze two regimes, settings with/without professional insurance, and examine how they
affect investment level and audit quality. The results show that different regimes lead to divergent
investment level and audit quality. In the situation with professional insurance, both the investment
level and audit quality are lower than those of the regime without professional insurance, largely
because of the ceiling on the auditors’ loss payment. However, putting more legal liability on the
auditors and raising the self-payment ratio of professional insurance could enhance the investment level
and audit quality.
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