
  

 

 
 

 

 

 

 

 

 

 

 

Abstract:  

Auditors are supposed to be watchdogs, but in the last decade or so, they sometimes looked like lapdogs -- more interested 

in serving the companies they audited than in assuring a flow of accurate information to investors. The auditing profession 

is based on what looks like a structural infirmity: auditors are paid by the companies they audit. An old German proverb 

holds: "Whose bread I eat, his song I sing." While this saying was originally meant as a prayer of thanksgiving, the old 

proverb takes on a darker meaning for those who study the auditing profession. This paper begins with an overview of the 

practice of audits, the auditing profession, and the problems that auditors continue to face in terms not only of providing 

audits of high quality, but also in providing audits that investors feel comfortable trusting to be of high quality. It then turns to 

a number of reforms that have been proposed, including ways of building reputation, liability reform, capitalizing or insuring 

auditing firms, and greater competition in the auditing profession. However, none of these suggested reforms, individually or 

collectively, severs the agency relation between the client management and the auditors. As a result, the conflict of interest, 

although it can be mitigated by some of these reforms, continues to threaten auditors' independence, both real and 

perceived. In conclusion, I’ll discuss my own proposal for financial statements insurance, which would redefine the 

relationship between auditors and firms in such a way that auditors would no longer be beholden to management.  
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sometimes looked like lapdogs—more interested in serving the companies sometimes looked like lapdogs—more interested in serving the companies 
they audited than in assuring a fl ow of accurate information to investors. they audited than in assuring a fl ow of accurate information to investors. 

The auditing profession is based on what looks like a structural infi rmity: audi-The auditing profession is based on what looks like a structural infi rmity: audi-
tors are paid by the companies they audit. An old German proverb holds: “Whose tors are paid by the companies they audit. An old German proverb holds: “Whose 
bread I eat, his song I sing.” While this saying was originally meant as a prayer bread I eat, his song I sing.” While this saying was originally meant as a prayer 
of thanksgiving, the old proverb takes on a darker meaning for those who study of thanksgiving, the old proverb takes on a darker meaning for those who study 
the auditing profession. If rational investors cannot trust fi nancial statements from the auditing profession. If rational investors cannot trust fi nancial statements from 
companies, they will be less willing to invest, which in turn will depress stock prices companies, they will be less willing to invest, which in turn will depress stock prices 
and increase the cost of capital for all fi rms (as a starting point in this literature, see and increase the cost of capital for all fi rms (as a starting point in this literature, see 
Hughes, Liu, and Liu, 2007; Lambert, Leuz, and Verrecchia, 2007, and references Hughes, Liu, and Liu, 2007; Lambert, Leuz, and Verrecchia, 2007, and references 
cited therein).cited therein).

This paper begins with an overview of the practice of audits, the auditing This paper begins with an overview of the practice of audits, the auditing 
profession, and the problems that auditors continue to face in terms not only of profession, and the problems that auditors continue to face in terms not only of 
providing audits of high quality, but also in providing audits that investors feel providing audits of high quality, but also in providing audits that investors feel 
comfortable trusting to be of high quality. It then turns to a number of reforms comfortable trusting to be of high quality. It then turns to a number of reforms 
that have been proposed, including ways of building reputation, liability reform, that have been proposed, including ways of building reputation, liability reform, 
capitalizing or insuring auditing fi rms, and greater competition in the auditing capitalizing or insuring auditing fi rms, and greater competition in the auditing 
profession. However, none of these suggested reforms, individually or collectively, profession. However, none of these suggested reforms, individually or collectively, 
severs the agency relation between the client management and the auditors. As severs the agency relation between the client management and the auditors. As 
a result, the confl ict of interest, although it can be mitigated by some of these a result, the confl ict of interest, although it can be mitigated by some of these 
reforms, continues to threaten auditors’ independence, both real and perceived. reforms, continues to threaten auditors’ independence, both real and perceived. 
In conclusion, I’ll discuss my own proposal for “fi nancial statements insurance,” In conclusion, I’ll discuss my own proposal for “fi nancial statements insurance,” 
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which would redefi ne the relationship between auditors and fi rms in such a way which would redefi ne the relationship between auditors and fi rms in such a way 
that auditors would no longer be beholden to management.that auditors would no longer be beholden to management.

A Snapshot of Audits and the Auditing ProfessionA Snapshot of Audits and the Auditing Profession

What Does an Audit Involve?What Does an Audit Involve?

Under the Securities and Exchange Act of 1934, public companies in the Under the Securities and Exchange Act of 1934, public companies in the 
United States are required to fi le audited fi nancial statements with the Securities United States are required to fi le audited fi nancial statements with the Securities 
and Exchange Commission (SEC) each year. “Independent” auditors, external to and Exchange Commission (SEC) each year. “Independent” auditors, external to 
the client, must perform these audits. Regulators, together with courts, establish the client, must perform these audits. Regulators, together with courts, establish 
standards for auditors’ practices and impose sanctions in the case of material standards for auditors’ practices and impose sanctions in the case of material 
errors or frauds.errors or frauds.

Before the passage of the Sarbanes–Oxley Act of 2002, the auditing profession Before the passage of the Sarbanes–Oxley Act of 2002, the auditing profession 
itself decided how audits are to be conducted and codifi ed the results in generally itself decided how audits are to be conducted and codifi ed the results in generally 
accepted standards. Since Sarbanes–Oxley, the codifi cation has been taken away accepted standards. Since Sarbanes–Oxley, the codifi cation has been taken away 
from auditors and assigned to the Public Company Accounting Oversight Board from auditors and assigned to the Public Company Accounting Oversight Board 
(PCAOB), a body that was created by Sarbanes–Oxley to establish (subject to SEC (PCAOB), a body that was created by Sarbanes–Oxley to establish (subject to SEC 
approval): “auditing, quality control, ethics, independence, and other standards approval): “auditing, quality control, ethics, independence, and other standards 
relating to the preparation of audit reports for [public] issuers.”relating to the preparation of audit reports for [public] issuers.”11

The starting point for any audit is the fi nancial statements prepared by corpo-The starting point for any audit is the fi nancial statements prepared by corpo-
rate management, which bears primary responsibility for preparing fi nancial rate management, which bears primary responsibility for preparing fi nancial 
statements that are free of material error or bias. These annual fi nancial state-statements that are free of material error or bias. These annual fi nancial state-
ments consist of the balance sheet and the related statement of income, retained ments consist of the balance sheet and the related statement of income, retained 
earnings, and cash fl ows for the completed fi scal year, along with notes. Financial earnings, and cash fl ows for the completed fi scal year, along with notes. Financial 
statements require applying bookkeeping procedures to business transactions that statements require applying bookkeeping procedures to business transactions that 
have taken place over the fi scal year. Clearly, fi nancial statements do not contain have taken place over the fi scal year. Clearly, fi nancial statements do not contain 
all there is to know about the company. For example, they reveal nothing about all there is to know about the company. For example, they reveal nothing about 
management’s future plans.management’s future plans.

A fi nancial audit is a process of obtaining and evaluating evidence regarding A fi nancial audit is a process of obtaining and evaluating evidence regarding 
the assertions of corporate management and ascertaining whether the assertions the assertions of corporate management and ascertaining whether the assertions 
conform to Generally Accepted Accounting Principles (GAAP). GAAP are the conform to Generally Accepted Accounting Principles (GAAP). GAAP are the 
accounting standards that have been developed by accounting standards-setting accounting standards that have been developed by accounting standards-setting 
bodies in the United States. They refl ect decisions standards-setters made regarding bodies in the United States. They refl ect decisions standards-setters made regarding 
“recognition, measurement, and disclosure” criteria that are designed to give rise to “recognition, measurement, and disclosure” criteria that are designed to give rise to 
data that are both relevant to investors’ decisions, and reliable in the sense of being data that are both relevant to investors’ decisions, and reliable in the sense of being 
accurate and trustworthy. As one example, the item “inventories . . . $3,750,000” accurate and trustworthy. As one example, the item “inventories . . . $3,750,000” 
in a balance sheet of a manufacturing entity embodies the following assertions, in a balance sheet of a manufacturing entity embodies the following assertions, 
among others: the inventories physically exist; they are held for sale or use in opera-among others: the inventories physically exist; they are held for sale or use in opera-
tions; they include all products and materials; $3,750,000 is the lower of their “cost” tions; they include all products and materials; $3,750,000 is the lower of their “cost” 
or “market value” (as both terms are defi ned in applicable rules); they are properly or “market value” (as both terms are defi ned in applicable rules); they are properly 

1 Sarbanes–Oxley Act of 2002 (Pub. L. 107-204, 116 Stat. 745, Enacted July 30, 2002), Section 101(c)(2).
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classifi ed on the balance sheet; and appropriate disclosures related to inventories classifi ed on the balance sheet; and appropriate disclosures related to inventories 
have been made, such as their major categories and amounts pledged or assigned.have been made, such as their major categories and amounts pledged or assigned.

Evidence about the degree of conformity with Generally Accepted Accounting Evidence about the degree of conformity with Generally Accepted Accounting 
Principles consists of examining various sources of accounting data, including Principles consists of examining various sources of accounting data, including 
journals, which are chronological records of transactions; ledgers, which are journals, which are chronological records of transactions; ledgers, which are 
fi nancial effects of transactions grouped into classifi cations of assets, liabilities fi nancial effects of transactions grouped into classifi cations of assets, liabilities 
equities, revenues and expenses; and corroborating information, such as invoices, equities, revenues and expenses; and corroborating information, such as invoices, 
checks, and information obtained by inquiry, observation, physical inspection of checks, and information obtained by inquiry, observation, physical inspection of 
assets, and correspondence with third parties. Judgments about whether fi rms have assets, and correspondence with third parties. Judgments about whether fi rms have 
applied accounting principles appropriately often call for analytical and interpre-applied accounting principles appropriately often call for analytical and interpre-
tive skills. For example, judging whether inventories are properly valued requires tive skills. For example, judging whether inventories are properly valued requires 
the auditor to understand and evaluate how management estimated replacement the auditor to understand and evaluate how management estimated replacement 
cost, selling price, and normal profi t margins. The auditor must further evaluate cost, selling price, and normal profi t margins. The auditor must further evaluate 
whether provisions for losses on obsolete and slow-moving items are adequate. whether provisions for losses on obsolete and slow-moving items are adequate. 
Finally the auditor must understand the fi rm’s method of using this information, Finally the auditor must understand the fi rm’s method of using this information, 
which can be quite complex, and decide whether it follows accepted principles. which can be quite complex, and decide whether it follows accepted principles. 
Conclusive evidence is rarely available to support these judgments, but judgments Conclusive evidence is rarely available to support these judgments, but judgments 
must be made nonetheless.must be made nonetheless.

The audit process itself can be divided into three steps: setting the scope, gath-The audit process itself can be divided into three steps: setting the scope, gath-
ering and evaluating evidence, and reporting (O’Reilly, McDonnell, Winograd, ering and evaluating evidence, and reporting (O’Reilly, McDonnell, Winograd, 
Gerson, and Jaenicke, 1998). The scope of an audit is determined on the basis of Gerson, and Jaenicke, 1998). The scope of an audit is determined on the basis of 
the assessed risk of omissions or misrepresentations in the fi nancial statements the assessed risk of omissions or misrepresentations in the fi nancial statements 
provided by management. In turn, these risks depend on the size and complexity provided by management. In turn, these risks depend on the size and complexity 
of the company, the adequacy of its internal controls, and the auditor’s assessment of the company, the adequacy of its internal controls, and the auditor’s assessment 
of the trustworthiness of management. Once the audit scope has been determined, of the trustworthiness of management. Once the audit scope has been determined, 
the auditor performs substantive tests, like looking at details of transactions and the auditor performs substantive tests, like looking at details of transactions and 
account balances, on a sample of the business’s transactions. If the substantive tests account balances, on a sample of the business’s transactions. If the substantive tests 
uncover problems or additional risk factors, the scope of the audit is reset. Once uncover problems or additional risk factors, the scope of the audit is reset. Once 
the substantive tests satisfy the auditor that there is an appropriately low risk that the substantive tests satisfy the auditor that there is an appropriately low risk that 
the audit will result in an inappropriate opinion (even the appropriate risk level is the audit will result in an inappropriate opinion (even the appropriate risk level is 
subject to judgment!), the auditor reports an opinion.subject to judgment!), the auditor reports an opinion.

If the auditor fi nds no material problems with the statements, or if such If the auditor fi nds no material problems with the statements, or if such 
problems are corrected before issuance of the statements, the auditor issues its problems are corrected before issuance of the statements, the auditor issues its 
report with a standardized statement of assurance: “In our opinion, the fi nancial report with a standardized statement of assurance: “In our opinion, the fi nancial 
statements above fairly present, in all material respects, the fi nancial position of statements above fairly present, in all material respects, the fi nancial position of 
__________ Co., as of (date) and the results of its operations and its cash fl ows for __________ Co., as of (date) and the results of its operations and its cash fl ows for 
the year then ended in conformity with GAAP.” If the auditor’s attempt to correct the year then ended in conformity with GAAP.” If the auditor’s attempt to correct 
the accounting misstatements is unsuccessful, then the auditor issues a qualifi ed the accounting misstatements is unsuccessful, then the auditor issues a qualifi ed 
opinion that refers to either limitations on the scope of the audit (such as inability opinion that refers to either limitations on the scope of the audit (such as inability 
to access information) or departures from GAAP. Since 1989, two types of audit to access information) or departures from GAAP. Since 1989, two types of audit 
reports have been issued: the standard clean unmodifi ed report, and a modifi ed reports have been issued: the standard clean unmodifi ed report, and a modifi ed 
report for “going concern” uncertainty, which is issued under a requirement that report for “going concern” uncertainty, which is issued under a requirement that 
auditors evaluate whether there is substantial doubt about an entity’s ability to  auditors evaluate whether there is substantial doubt about an entity’s ability to  
continue as a going concern for a period not to exceed one year from the date of continue as a going concern for a period not to exceed one year from the date of 
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the fi nancial statements being audited. Modifi ed going concern reports make up the fi nancial statements being audited. Modifi ed going concern reports make up 
less than 10 percent of all audit reports (Francis, 2004), and there is considerable less than 10 percent of all audit reports (Francis, 2004), and there is considerable 
doubt as to whether they accurately provide information about the risk of a fi rm.doubt as to whether they accurately provide information about the risk of a fi rm.22

Throughout this process, the importance of independence of the auditor Throughout this process, the importance of independence of the auditor 
cannot be overestimated. Accounting standards require, among other things, that cannot be overestimated. Accounting standards require, among other things, that 
audits be performed by a person or persons having adequate technical training audits be performed by a person or persons having adequate technical training 
and profi ciency as an auditor; who have “independence in mental attitude”; and and profi ciency as an auditor; who have “independence in mental attitude”; and 
who will exercise due professional care in performing the audit and preparing the who will exercise due professional care in performing the audit and preparing the 
auditor’s report. Independence requires that the auditor maintains an impartial auditor’s report. Independence requires that the auditor maintains an impartial 
attitude in selecting and evaluating evidence and the absence of bias in the audit attitude in selecting and evaluating evidence and the absence of bias in the audit 
reports rendered. After all, for capital markets to function properly, investors reports rendered. After all, for capital markets to function properly, investors 
must have access to credible information to mitigate hazards of misrepresentation must have access to credible information to mitigate hazards of misrepresentation 
by management.by management.

Unfortunately, throughout the history of auditing, independence proved to be Unfortunately, throughout the history of auditing, independence proved to be 
the requirement that the auditing profession had the most diffi culty in satisfying. the requirement that the auditing profession had the most diffi culty in satisfying. 
The primary reason is that when auditors are hired and paid by the companies they The primary reason is that when auditors are hired and paid by the companies they 
audit, auditors are tempted, at a minimum, to shade all gray area judgments in the audit, auditors are tempted, at a minimum, to shade all gray area judgments in the 
direction of companies’ managements. Lack of independence has been suspected direction of companies’ managements. Lack of independence has been suspected 
as an important factor in the major accounting scandals of recent years. As one as an important factor in the major accounting scandals of recent years. As one 
example, Arthur Andersen’s independence was questioned in the cases of Enron, example, Arthur Andersen’s independence was questioned in the cases of Enron, 
for whom it provided $52 million in auditing and consulting services in 2000. The for whom it provided $52 million in auditing and consulting services in 2000. The 
charges of obstruction of justice fi led against Andersen upon its announcement on charges of obstruction of justice fi led against Andersen upon its announcement on 
January 10, 2002, that it shredded signifi cant documents brought about the fi rm’s January 10, 2002, that it shredded signifi cant documents brought about the fi rm’s 
demise by the time it was convicted on June 15, 2002.demise by the time it was convicted on June 15, 2002.33 Allegedly, the shredded  Allegedly, the shredded 
documents would have implicated the fi rm in either knowing that it misleadingly documents would have implicated the fi rm in either knowing that it misleadingly 
issued unqualifi ed audit opinions, or that it knowingly and purposefully neglected issued unqualifi ed audit opinions, or that it knowingly and purposefully neglected 
to gather evidence that would have caused it not to issue a clean opinion, causing to gather evidence that would have caused it not to issue a clean opinion, causing 
losses and risks to go undetected for years.losses and risks to go undetected for years.

In extreme cases, after problems have surfaced, it will be possible to determine In extreme cases, after problems have surfaced, it will be possible to determine 
in retrospect that an audit was performed poorly. However, as will be discussed in retrospect that an audit was performed poorly. However, as will be discussed 
below, audit quality of any given company is notoriously diffi cult if not impossible below, audit quality of any given company is notoriously diffi cult if not impossible 
to observe in real time, and even in retrospect, it can be hard to make fi ne-tuned to observe in real time, and even in retrospect, it can be hard to make fi ne-tuned 

2 Chen and Church (1996) document a 13 percent less-negative market response to bankruptcy 
announcements following a going concern audit report, implying that bankruptcy is less of a surprise 
to investors. However, Carcello and Palmrose (1994) report that seven in ten bankruptcies have a clean 
audit report. Moreover, auditors appear to over-issue going concern reports: six out of seven were 
“false positives” over the period 1990–1994 (Francis and Krishnan, 2002). Based on AuditAnalytics 
data for 2006 and bankruptcies fi lings over the subsequent two and a half years, the probability of 
bankruptcy (relative to all audit opinions issued) is 2.1 percent, the probability of bankruptcy given no 

going concern report is 1.9 percent, and the probability of bankruptcy given a going concern report is 
2.9 percent. In short, these auditing qualifi cations have both high numbers of false positives and false 
negatives, which means that the quality of the information they contain is limited.
3 A subsequent unanimous Supreme Court opinion in Arthur Andersen LLP v. United States (544 U.S. 696 
[2005]) overturned the conviction of Arthur Andersen on the grounds that the instructions to the jury 
failed to portray accurately the law that the fi rm was accused of breaking.
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judgments about whether an audit was quite strong, only somewhat strong, average, judgments about whether an audit was quite strong, only somewhat strong, average, 
or somewhat below average.or somewhat below average.44

Audit Profession Evolution and ConcentrationAudit Profession Evolution and Concentration

In the late 1980s, the eight largest auditing fi rms began merging with each In the late 1980s, the eight largest auditing fi rms began merging with each 
other, leaving fi ve large fi rms accounting for the majority of revenue from auditing other, leaving fi ve large fi rms accounting for the majority of revenue from auditing 
public companies. In 2002, following the legal troubles faced by Arthur Andersen, public companies. In 2002, following the legal troubles faced by Arthur Andersen, 
the U.S. audit profession had only four large fi rms: Deloitte & Touche, Ernst & the U.S. audit profession had only four large fi rms: Deloitte & Touche, Ernst & 
Young, Price Waterhouse Coopers, and KPMG.Young, Price Waterhouse Coopers, and KPMG.

These four fi rms audited 98 percent of the 1,500 largest public companies with These four fi rms audited 98 percent of the 1,500 largest public companies with 
annual revenues over $1 billion and 92 percent of public companies with annual annual revenues over $1 billion and 92 percent of public companies with annual 
revenues of between $500 million and $1 billion, according to Audit Analytics. revenues of between $500 million and $1 billion, according to Audit Analytics. 
In addition, these four fi rms collected 94 percent of all audit fees paid by public In addition, these four fi rms collected 94 percent of all audit fees paid by public 
companies in 2006. However, audits of small and mid-size public companies were companies in 2006. However, audits of small and mid-size public companies were 
more open to smaller fi rms, as shown in Figure 1. The fi gure shows the percentage more open to smaller fi rms, as shown in Figure 1. The fi gure shows the percentage 
of companies (distinguished into groups by size) using auditing fi rms in the smaller, of companies (distinguished into groups by size) using auditing fi rms in the smaller, 
midsize, and largest categories. For small public companies (those with annual midsize, and largest categories. For small public companies (those with annual 
revenues under $100 million), the share audited by the largest fi rms declined revenues under $100 million), the share audited by the largest fi rms declined 
from 44 percent in 2002 to 22 percent in 2006; for mid-size public companies with from 44 percent in 2002 to 22 percent in 2006; for mid-size public companies with 
annual revenues between $100 million and $500 million, the share audited by the annual revenues between $100 million and $500 million, the share audited by the 
largest fi rms fell from 90 percent in 2002 to 71 percent in 2006.largest fi rms fell from 90 percent in 2002 to 71 percent in 2006.

Audit fees appear relatively small from the company’s point of view, but they Audit fees appear relatively small from the company’s point of view, but they 
loom large to the auditing fi rm. For example, using 2002–2003 audit fee disclosure loom large to the auditing fi rm. For example, using 2002–2003 audit fee disclosure 
data in the United States, Francis (2004) reports that aggregate audit fees for 5,500 data in the United States, Francis (2004) reports that aggregate audit fees for 5,500 
large U.S.-listed companies represented no more than 0.04 percent of sales and large U.S.-listed companies represented no more than 0.04 percent of sales and 
0.03 percent of market value, and average fees as a percentage of sales decrease 0.03 percent of market value, and average fees as a percentage of sales decrease 
as fi rms become larger. In absolute terms, based on 2008 AuditAnalytics available as fi rms become larger. In absolute terms, based on 2008 AuditAnalytics available 
data, the average audit fee was $634,000 for companies with market capitalization data, the average audit fee was $634,000 for companies with market capitalization 
below $1 billion, and $7.5 million for the companies with market capitalization below $1 billion, and $7.5 million for the companies with market capitalization 
above $1 billion—although fees for some fi rms can greatly exceed these aver-above $1 billion—although fees for some fi rms can greatly exceed these aver-
ages. From the auditor’s perspective, however, combined audit and consulting ages. From the auditor’s perspective, however, combined audit and consulting 
fees can be quite substantial. The combined fees of the biggest four audit fi rms fees can be quite substantial. The combined fees of the biggest four audit fi rms 
were $16.89 billion (94 percent of the total fees earned by all audit fi rms): Deloitte were $16.89 billion (94 percent of the total fees earned by all audit fi rms): Deloitte 
& Touche, $3.84 billion; Ernst & Young, $3.88 billion; KPMG, $3.29 billion; and & Touche, $3.84 billion; Ernst & Young, $3.88 billion; KPMG, $3.29 billion; and 
Pricewaterhouse Coopers, $4.81 billion.Pricewaterhouse Coopers, $4.81 billion.

In a number of ways, it seems reasonable to think about the auditing profes-In a number of ways, it seems reasonable to think about the auditing profes-
sion in two parts: the largest fi rms and their large auditors, and the rest of the sion in two parts: the largest fi rms and their large auditors, and the rest of the 

4 One of the indices of audit quality that accounting researchers (improperly, it will be argued) often 
examine is the amount of “abnormal accruals.” Accounting accruals generally are defi ned to be the 
excess of reported income over the difference between the cash receipts and cash disbursements that 
are related to operations. The portion of such excess that seems justifi ed by the magnitude of sales or 
fi xed durable assets (for example, credit sales are recognized as revenue even though not received in 
cash) is referred to as “nondiscretionary” or “normal” accruals. The excess of the actual amount of 
accruals over normal accruals is referred to as “discretionary” or “abnormal” accruals.
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market. In a survey conducted by the GAO (2008), 82 percent of the large compa-market. In a survey conducted by the GAO (2008), 82 percent of the large compa-
nies saw their choice of auditor as limited to the Big Four because those fi rms nies saw their choice of auditor as limited to the Big Four because those fi rms 
have the technical expertise, capacity (like international offi ces), and reputation have the technical expertise, capacity (like international offi ces), and reputation 
to undertake complex audits. The need for an independent auditor further limits to undertake complex audits. The need for an independent auditor further limits 
fi rms’ choices. Almost all (96 percent) of the large companies reported that they fi rms’ choices. Almost all (96 percent) of the large companies reported that they 
had used one of the Big Four for some nonaudit services, which under current had used one of the Big Four for some nonaudit services, which under current 
rules means that it becomes more diffi cult to hire that fi rm as an auditor. In addi-rules means that it becomes more diffi cult to hire that fi rm as an auditor. In addi-
tion, many large fi rms would prefer not to use the auditor of a main competitor, tion, many large fi rms would prefer not to use the auditor of a main competitor, 
which further constrained their choices. Further, many small and mid-sized audit which further constrained their choices. Further, many small and mid-sized audit 
fi rms shun large public companies in view of the higher risk of such an audit going fi rms shun large public companies in view of the higher risk of such an audit going 
wrong—and the higher costs that would be incurred if one did go wrong. As a wrong—and the higher costs that would be incurred if one did go wrong. As a 
result, the GAO study found that many industries and regions have audit markets result, the GAO study found that many industries and regions have audit markets 
even more concentrated than the totals in Figure 1 might suggest: for example, even more concentrated than the totals in Figure 1 might suggest: for example, 
Ernst & Young alone accounts for 77 percent of fees collected in the agricultural Ernst & Young alone accounts for 77 percent of fees collected in the agricultural 
sector. Little wonder that in the GAO survey, 60 percent of the large companies sector. Little wonder that in the GAO survey, 60 percent of the large companies 

Figure 1

Public Companies and Their Auditing Firms, 2002 and 2006

Source: Figure 2 of GAO (2008), Audits of Public Companies: Continued Concentration in Audit Market for 

Large Public Companies Does Not Call for Immediate Action: Report to Congressional Addressees.
Note: The fi gure shows the percentage of companies (distinguished into groups by size) using auditing 
fi rms in the smaller, midsize, and largest categories.
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viewed competition in the audit sector as inadequate. Most small public companies, viewed competition in the audit sector as inadequate. Most small public companies, 
on the other hand, seemed to be satisfi ed with their audit choices.on the other hand, seemed to be satisfi ed with their audit choices.

The existing empirical evidence does not show that the seemingly high level of The existing empirical evidence does not show that the seemingly high level of 
concentration in this market is leading to an exercise of market power and higher concentration in this market is leading to an exercise of market power and higher 
fees (for example, GAO, 2008). Perhaps a more interesting question for present fees (for example, GAO, 2008). Perhaps a more interesting question for present 
purposes is whether high concentration can compromise incentives for high-quality purposes is whether high concentration can compromise incentives for high-quality 
audits—an issue to which we will return.audits—an issue to which we will return.

Empirical Evidence on Audit QualityEmpirical Evidence on Audit Quality

Have auditors been doing their jobs suffi ciently well? The quality of their Have auditors been doing their jobs suffi ciently well? The quality of their 
performance is a contentious issue because while experts can judge individual performance is a contentious issue because while experts can judge individual 
audits as being of high or low quality on a case by case basis after the fact, no audits as being of high or low quality on a case by case basis after the fact, no 
systematic data exists on whether audits as a group are of high or low quality.systematic data exists on whether audits as a group are of high or low quality.55 The  The 
empirical literature thus has attempted to use a variety of measures to proxy for empirical literature thus has attempted to use a variety of measures to proxy for 
audit quality, all of which have their diffi culties.audit quality, all of which have their diffi culties.

The usual proxies rely on counting events that might signal a poorly performed The usual proxies rely on counting events that might signal a poorly performed 
audit: the quantity of certain kinds of litigation; SEC investigations of and enforce-audit: the quantity of certain kinds of litigation; SEC investigations of and enforce-
ment actions against auditors (including those in which an auditing fi rm does not ment actions against auditors (including those in which an auditing fi rm does not 
admit wrongdoing but pays a fi ne and agrees to halt a certain practice); and restate-admit wrongdoing but pays a fi ne and agrees to halt a certain practice); and restate-
ments of corporate earnings (reissuance of past fi nancial statements to correct ments of corporate earnings (reissuance of past fi nancial statements to correct 
errors or misapplication of GAAP). Francis (2004) reviews this kind of evidence errors or misapplication of GAAP). Francis (2004) reviews this kind of evidence 
and concludes that these proxies for failed audits occur at a low frequency—less and concludes that these proxies for failed audits occur at a low frequency—less 
than 1 percent annually, based on a population of around 10,000 publicly listed than 1 percent annually, based on a population of around 10,000 publicly listed 
companies in the United States. A major problem with these proxies, even if other-companies in the United States. A major problem with these proxies, even if other-
wise valid (and below I argue they mostly are not), is that they are binary in nature, wise valid (and below I argue they mostly are not), is that they are binary in nature, 
suggesting that audits are either “good” or ”bad.” However, quality varies along a suggesting that audits are either “good” or ”bad.” However, quality varies along a 
continuum, and it would be desirable to know the average quality of audit for the continuum, and it would be desirable to know the average quality of audit for the 
economy as a whole. At some times, trends in the proxies may reveal trends in the economy as a whole. At some times, trends in the proxies may reveal trends in the 
average quality. In many cases, however, like a down stock market or a change in average quality. In many cases, however, like a down stock market or a change in 
the enforcement regime, these proxies may rise or fall for reasons other than an the enforcement regime, these proxies may rise or fall for reasons other than an 
average audit quality.average audit quality.66

Yet another proxy sometimes used for the quality of audit has been the size of Yet another proxy sometimes used for the quality of audit has been the size of 
the auditor, with the presumption that no single client is so important to a large the auditor, with the presumption that no single client is so important to a large 
auditor that it will risk losing its reputation by misreporting (DeAngelo, 1981). But auditor that it will risk losing its reputation by misreporting (DeAngelo, 1981). But 
this argument sounds somewhat dated by the late 2000s! For example, if the audit this argument sounds somewhat dated by the late 2000s! For example, if the audit 
fi rm’s incentive structure rewards each of its offi ces separately for its profi tability, fi rm’s incentive structure rewards each of its offi ces separately for its profi tability, 
the local audit team’s independence may be compromised even if the whole fi rm is the local audit team’s independence may be compromised even if the whole fi rm is 

5 The PCAOB, as discussed further below, reviews audit engagements and the quality control systems 
of accounting fi rms, but only limited information contained in its reports is made public. In particular, 
the public portion of the reports does not include any discussion of potential defects in the fi rm’s 
quality control systems unless the defects are not addressed satisfactorily within 12 months.
6 I thank Timothy Taylor, the managing editor of this journal, for making this point.
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not. Large audit fi rms may face a situation where gains from not asking too many not. Large audit fi rms may face a situation where gains from not asking too many 
hard questions are reaped by the auditor at hand, in terms of higher fees, while hard questions are reaped by the auditor at hand, in terms of higher fees, while 
losses from a poor audit will be carried by the fi rm as a whole. Nor can the fact losses from a poor audit will be carried by the fi rm as a whole. Nor can the fact 
that Big Four audits have been found to have higher fees (DeFond, Francis, and that Big Four audits have been found to have higher fees (DeFond, Francis, and 
Wong, 2000; Ferguson, Francis, and Stokes 2003) be seen as an indication of higher Wong, 2000; Ferguson, Francis, and Stokes 2003) be seen as an indication of higher 
quality. Higher audit fees may imply greater effort (hours) or greater expertise quality. Higher audit fees may imply greater effort (hours) or greater expertise 
(higher billing rates), but they could also refl ect more monopolistic price power or (higher billing rates), but they could also refl ect more monopolistic price power or 
even incentives for the auditor to lean toward management’s view of how the fi rm’s even incentives for the auditor to lean toward management’s view of how the fi rm’s 
transactions should be refl ected in the fi nancial statements.transactions should be refl ected in the fi nancial statements.77

While the number of clearly failed audits is relatively low, major diffi culties While the number of clearly failed audits is relatively low, major diffi culties 
arise when using such proxies to evaluate auditors. These outcomes emerge from arise when using such proxies to evaluate auditors. These outcomes emerge from 
an interaction among different parties: corporate management, the auditing fi rm, an interaction among different parties: corporate management, the auditing fi rm, 
government regulators, and other watchdogs like investors and the fi nancial press. government regulators, and other watchdogs like investors and the fi nancial press. 
For example, if management becomes for some reason more likely to engage in For example, if management becomes for some reason more likely to engage in 
aggressive management of earnings in a way that tiptoes up to the line of abuse—aggressive management of earnings in a way that tiptoes up to the line of abuse—
and sometimes crosses it—auditors may not be well-prepared to react to such a and sometimes crosses it—auditors may not be well-prepared to react to such a 
change. If and when auditing failures occur and are observed depends to some change. If and when auditing failures occur and are observed depends to some 
extent on the actions of all these parties.extent on the actions of all these parties.

Ultimately, the important question is whether investors feel that they can trust Ultimately, the important question is whether investors feel that they can trust 
the results of audits. From that perspective, even a small number of clearly failed the results of audits. From that perspective, even a small number of clearly failed 
audits can cause major disruptions. After all, a lawsuit affects not just one relationship audits can cause major disruptions. After all, a lawsuit affects not just one relationship 
between an auditing fi rm and a client, but the extent to which any of the audits from between an auditing fi rm and a client, but the extent to which any of the audits from 
that fi rm—or even whether certain decisions being made by auditors as a group—that fi rm—or even whether certain decisions being made by auditors as a group—
can be trusted. Such lawsuits have been common in recent years. In 2002, Arthur can be trusted. Such lawsuits have been common in recent years. In 2002, Arthur 
Andersen, at that time one of the fi ve largest fi rms in the United States, dissolved Andersen, at that time one of the fi ve largest fi rms in the United States, dissolved 
after it was indicted on obstruction of justice charges. KPMG recently faced potential after it was indicted on obstruction of justice charges. KPMG recently faced potential 
criminal indictment in connection with the provision of tax-related services, but criminal indictment in connection with the provision of tax-related services, but 
it entered into a deferred prosecution agreement with the Department of Justice it entered into a deferred prosecution agreement with the Department of Justice 
(GAO, 2008). BDO Seidman, a midsize auditing fi rm, is appealing a $521 million (GAO, 2008). BDO Seidman, a midsize auditing fi rm, is appealing a $521 million 
state judgment related to a private audit client, and according to its chief executive state judgment related to a private audit client, and according to its chief executive 
the judgment would threaten the fi rm’s viability (Associated Press, 2007).the judgment would threaten the fi rm’s viability (Associated Press, 2007).

The current economic downturn seems sure to increase skepticism about audit The current economic downturn seems sure to increase skepticism about audit 
quality because, when many fi rms are losing money, lawsuits blossom and often quality because, when many fi rms are losing money, lawsuits blossom and often 
focus attention on whether auditors should have issued reports with more qualifi ca-focus attention on whether auditors should have issued reports with more qualifi ca-
tions. Data on federal securities class action fi lings show 110 fi lings during the fi rst tions. Data on federal securities class action fi lings show 110 fi lings during the fi rst 
half of 2008, which considerably exceeded the semiannual average of 63 fi lings half of 2008, which considerably exceeded the semiannual average of 63 fi lings 
between July 2005 and June 2007, as well as the annual average between January between July 2005 and June 2007, as well as the annual average between January 
1997 and December 2007. Of course, not every lawsuit is justifi ed or will eventually 1997 and December 2007. Of course, not every lawsuit is justifi ed or will eventually 
be upheld. But when stock prices are falling, a resulting wave of lawsuits will put be upheld. But when stock prices are falling, a resulting wave of lawsuits will put 

7 Another argument sometimes made is that fi rms audited by the Big Four accounting fi rms tend to 
have lower abnormal accruals, which can be interpreted to imply higher earnings quality on the part of 
the audited fi rms (Becker, DeFond, Jiambalvo, and Subramanyam, 1998; Francis and Krishnan, 1999). 
However, these lower levels of abnormal accruals could also lead to worse predictions of future cash 
fl ows, depending on how they are defi ned (Brochet, Nam, and Ronen, 2008).
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auditors and their reports under a microscope, and some of the audits will surely auditors and their reports under a microscope, and some of the audits will surely 
come off badly.come off badly.

Current Incentives for Quality AuditsCurrent Incentives for Quality Audits

There are currently a number of potential incentives to encourage quality There are currently a number of potential incentives to encourage quality 
audits, including regulation, rules that attempt to ensure a degree of auditor inde-audits, including regulation, rules that attempt to ensure a degree of auditor inde-
pendence, along with incentives that audit fi rms have for competing and building pendence, along with incentives that audit fi rms have for competing and building 
reputation. But each of these methods has its weaknesses, and even taken together, reputation. But each of these methods has its weaknesses, and even taken together, 
they have not overcome widespread doubts about the quality of audits.they have not overcome widespread doubts about the quality of audits.

Regulatory StructureRegulatory Structure

Auditing occurs under a regulatory structure that was overhauled by the Auditing occurs under a regulatory structure that was overhauled by the 
Sarbanes–Oxley Act of 2002. The Act created the Public Company Accounting Sarbanes–Oxley Act of 2002. The Act created the Public Company Accounting 
Oversight Board (PCAOB), a private-sector, nonprofi t corporation that oversees the Oversight Board (PCAOB), a private-sector, nonprofi t corporation that oversees the 
auditors of public companies. This board has sweeping powers: the power to register auditors of public companies. This board has sweeping powers: the power to register 
public accounting fi rms; to set auditing, quality-control, ethics, independence, and public accounting fi rms; to set auditing, quality-control, ethics, independence, and 
other standards; to conduct inspections of registered public accounting fi rms; to other standards; to conduct inspections of registered public accounting fi rms; to 
conduct investigations and disciplinary proceedings and to impose sanctions on conduct investigations and disciplinary proceedings and to impose sanctions on 
registered public accounting fi rms if justifi ed (including fi nes of up to $100,000 registered public accounting fi rms if justifi ed (including fi nes of up to $100,000 
against individual auditors and $2 million against audit fi rms). The PCAOB can against individual auditors and $2 million against audit fi rms). The PCAOB can 
also set rules to regulate the nonaudit services that audit fi rms may offer their also set rules to regulate the nonaudit services that audit fi rms may offer their 
clients, such as consulting or tax services. In addition, the board is empowered to clients, such as consulting or tax services. In addition, the board is empowered to 
require audit fi rms to provide testimony or documents in its possession and may require audit fi rms to provide testimony or documents in its possession and may 
suspend or debar audit fi rms or auditors that fail to comply; it may also seek the suspend or debar audit fi rms or auditors that fail to comply; it may also seek the 
SEC’s assistance in issuing subpoenas for testimony or documents from individuals SEC’s assistance in issuing subpoenas for testimony or documents from individuals 
or entities not registered with the PCAOB.or entities not registered with the PCAOB.88

Between 2004 and 2006, the Public Company Accounting Oversight Board Between 2004 and 2006, the Public Company Accounting Oversight Board 
performed 497 inspections of registered U.S. “triennial” fi rms—fi rms auditing no performed 497 inspections of registered U.S. “triennial” fi rms—fi rms auditing no 
more than 100 entities and which are subject under law to being examined at least more than 100 entities and which are subject under law to being examined at least 
once every three years—the number of which ranged from 893 at the end of 2004 once every three years—the number of which ranged from 893 at the end of 2004 
to 986 at the end of 2006 (PCAOB, 2007). Although numerous defi ciencies were to 986 at the end of 2006 (PCAOB, 2007). Although numerous defi ciencies were 
identifi ed, not much light has been shed on the extent to which these defi ciencies identifi ed, not much light has been shed on the extent to which these defi ciencies 
affected actual quality of the audited fi nancial statements. Moreover, the PCOAB affected actual quality of the audited fi nancial statements. Moreover, the PCOAB 

8 A prominent rule from Sarbanes–Oxley is that the chief executive and fi nancial offi cers must certify 
personally that fi nancial statements “fairly present…, in all material respects, the fi nancial condition 
and results of operations of the issuer” (18 U.S.C. § 1315(b)); violations can result in a maximum fi ne 
of $1 million and up to 10 years in prison, or $5 million and 20 years if the wrongful certifi cation is 
“willful” (18 U.S.C. § 1350(c)). This latter requirement has been linked to a record number of restate-
ments correcting errors in fi nancial statements, suggesting some degree of effectiveness, although 
statutes already provided signifi cant penalties in terms of prison time but did not deter the major 
violations of 2001 and 2002 (Shapiro, 2005). This experience also illustrates that failed audits are 
not just the outcome of efforts by audit fi rms, but result from an interaction among regulators, fi rm 
executives, audit fi rms, and other gatekeepers.
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conducted disciplinary proceedings involving violations of audit standards against conducted disciplinary proceedings involving violations of audit standards against 
no more than 17 audit fi rms in this time, only one of which was a Big Four fi rm no more than 17 audit fi rms in this time, only one of which was a Big Four fi rm 
(Deloitte & Touche) (PCOAB, 2008).(Deloitte & Touche) (PCOAB, 2008).

For all the powers of the Public Company Accounting Oversight Board, For all the powers of the Public Company Accounting Oversight Board, 
it does not change the basic contractual arrangement under which auditors it does not change the basic contractual arrangement under which auditors 
operate: corporations still engage their own auditors and compensate them for operate: corporations still engage their own auditors and compensate them for 
their services. Thus, although the Act addressed some of the defi ciencies of the their services. Thus, although the Act addressed some of the defi ciencies of the 
pre-existing system, the perverse incentives built into the relationships among the pre-existing system, the perverse incentives built into the relationships among the 
auditor, the client, and the public still linger.auditor, the client, and the public still linger.

The Limitations of Auditor IndependenceThe Limitations of Auditor Independence

The Sarbanes–Oxley Act included two provisions particularly aimed at improving The Sarbanes–Oxley Act included two provisions particularly aimed at improving 
the independence of auditors. First, audit committees, rather than management, the independence of auditors. First, audit committees, rather than management, 
must appoint auditors and decide on their pay. (An audit committee is an operating must appoint auditors and decide on their pay. (An audit committee is an operating 
committee of the Board of Directors, typically charged with oversight of fi nancial committee of the Board of Directors, typically charged with oversight of fi nancial 
reporting and disclosure). Second, audit fi rms are prohibited from providing their reporting and disclosure). Second, audit fi rms are prohibited from providing their 
clients certain nonaudit services, including bookkeeping, information system design clients certain nonaudit services, including bookkeeping, information system design 
and implementation, appraisal, actuarial services, internal audit outsourcing, human and implementation, appraisal, actuarial services, internal audit outsourcing, human 
resource functions, investment banking, legal and expert services unrelated to the resource functions, investment banking, legal and expert services unrelated to the 
audit, and others—unless a fi rm’s audit committee grants an exception from these audit, and others—unless a fi rm’s audit committee grants an exception from these 
rules. The fi rm’s audit committee must also resolve disputes between auditors and rules. The fi rm’s audit committee must also resolve disputes between auditors and 
management, and establish a confi dential and anonymous procedure for employees management, and establish a confi dential and anonymous procedure for employees 
to report questionable accounting procedures.to report questionable accounting procedures.

The use of audit committees, while potentially mitigating the problem of The use of audit committees, while potentially mitigating the problem of 
auditor independence, obviously does not eliminate the “confl ict of interest” auditor independence, obviously does not eliminate the “confl ict of interest” 
dilemma. After all, independent audit committee members are paid out of the dilemma. After all, independent audit committee members are paid out of the 
company’s coffers and can also be dependent on top corporate management for a company’s coffers and can also be dependent on top corporate management for a 
variety of benefi ts, including referrals as a possible member on the board and audit variety of benefi ts, including referrals as a possible member on the board and audit 
committee of other fi rms.committee of other fi rms.99

As to the proscribed nonaudit services, controversy is rife. Some argue that As to the proscribed nonaudit services, controversy is rife. Some argue that 
such a ban is inappropriate, because auditing fi rms can provide scope and exper-such a ban is inappropriate, because auditing fi rms can provide scope and exper-
tise gained through their auditing work—and that the other work can improve tise gained through their auditing work—and that the other work can improve 
the quality of audits as well. Supporting the ban is the argument that the audit’s the quality of audits as well. Supporting the ban is the argument that the audit’s 
value is diminished when independence is compromised by the lure of nonaudit value is diminished when independence is compromised by the lure of nonaudit 
service revenue, whether real or perceived (Beattie and Fearnley, 2004; Canning service revenue, whether real or perceived (Beattie and Fearnley, 2004; Canning 
and Gwilliam, 2003). In empirical studies, Frankel, Johnson, and Nelson (2002) and Gwilliam, 2003). In empirical studies, Frankel, Johnson, and Nelson (2002) 
found that auditees whose auditors are paid more nonaudit fees have larger found that auditees whose auditors are paid more nonaudit fees have larger 
abnormal accruals and are more likely to meet or beat analysts’ forecasts of earn-abnormal accruals and are more likely to meet or beat analysts’ forecasts of earn-
ings suggesting lower audit and earnings quality. Subsequent studies, however, have ings suggesting lower audit and earnings quality. Subsequent studies, however, have 

9 In the December 9, 2008, issue of the Wall Street Journal, Jonathan Macey in an opinion piece offered 
some strong comments about committee members: “Little if anything has changed at GM since 
dissident director H. Ross Perot dubbed his board colleagues ‘pet rocks’ for their blind support of 
then CEO Roger Smith. The broader problem is that there are far too many pet rocks on the boards 
of other U.S. companies.”
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refuted some or all of these fi ndings (Ashbaugh, Lafond, and Mayhew, 2003; Chung refuted some or all of these fi ndings (Ashbaugh, Lafond, and Mayhew, 2003; Chung 
and Kallapur, 2003; Larcker and Richardson, 2004; Reynolds, Deis, and Francis, and Kallapur, 2003; Larcker and Richardson, 2004; Reynolds, Deis, and Francis, 
2004). DeFond, Raghunandan, and Subramanyam (2002) observe no link between 2004). DeFond, Raghunandan, and Subramanyam (2002) observe no link between 
the auditor’s opinions and the level of nonaudit fees. In any case, the grave diffi cul-the auditor’s opinions and the level of nonaudit fees. In any case, the grave diffi cul-
ties in observing audit quality or other indices of independence limit the utility of ties in observing audit quality or other indices of independence limit the utility of 
the studies for policy purposes.the studies for policy purposes.

The Limits of Reputation in Promoting Audit QualityThe Limits of Reputation in Promoting Audit Quality

Might market forces, either alone or as facilitated by regulation, provide Might market forces, either alone or as facilitated by regulation, provide 
suffi cient incentives for auditors to exercise professional judgment independently? suffi cient incentives for auditors to exercise professional judgment independently? 
Consider the situation of auditors who wish to build a reputation by providing Consider the situation of auditors who wish to build a reputation by providing 
higher quality and refraining from opportunistic behavior; for example, Craswell, higher quality and refraining from opportunistic behavior; for example, Craswell, 
Francis, and Taylor (1995) discuss the cost of developing such a reputation. The Francis, and Taylor (1995) discuss the cost of developing such a reputation. The 
more valuable this credibility, the greater the risk of reputation loss; at some point, more valuable this credibility, the greater the risk of reputation loss; at some point, 
no additional incentives are necessary (Goldberg, 1988). However, this happy no additional incentives are necessary (Goldberg, 1988). However, this happy 
outcome is not likely under the existing market structure, wherein the auditees outcome is not likely under the existing market structure, wherein the auditees 
hire the auditor (Ronen, 2006).hire the auditor (Ronen, 2006).

At the very least, some segment of the market, which could be large, seeks At the very least, some segment of the market, which could be large, seeks 
opportunistic auditors that are willing to render a clean opinion on fi nancial opportunistic auditors that are willing to render a clean opinion on fi nancial 
statements even when they suspect the statements might include omissions and statements even when they suspect the statements might include omissions and 
misrepresentations. In other words, some auditors may seek to develop reputations misrepresentations. In other words, some auditors may seek to develop reputations 
with managers for acquiescence and empathy (Ronen, 2006).with managers for acquiescence and empathy (Ronen, 2006).

Another common diagnosis of misaligned incentives is related to behavior at Another common diagnosis of misaligned incentives is related to behavior at 
the partner level. Thus, for example, while it may be irrational for a large audit the partner level. Thus, for example, while it may be irrational for a large audit 
fi rm (such as Arthur Andersen LLP) to sacrifi ce its reputational capital for a single fi rm (such as Arthur Andersen LLP) to sacrifi ce its reputational capital for a single 
client (such as WorldCom), it may be quite rational for particular partners to do so client (such as WorldCom), it may be quite rational for particular partners to do so 
(Macey, 2004; Painter, 2004; Ribstein, 2004).(Macey, 2004; Painter, 2004; Ribstein, 2004).

Furthermore, the benefi cial effects of building reputation would be accom-Furthermore, the benefi cial effects of building reputation would be accom-
plished only if there is a reasonable chance that misreporting will be uncovered in plished only if there is a reasonable chance that misreporting will be uncovered in 
a way that damages reputation. But auditors may believe that they can “turn a blind a way that damages reputation. But auditors may believe that they can “turn a blind 
eye” and not be found out, especially in a climate of economic prosperity. Penalties eye” and not be found out, especially in a climate of economic prosperity. Penalties 
will not be imposed unless the misdeeds are detected, and even then, errant clients will not be imposed unless the misdeeds are detected, and even then, errant clients 
will reimburse litigation costs. In a sense, auditors may enhance their reputation will reimburse litigation costs. In a sense, auditors may enhance their reputation 
among opportunistic clients by advertising and otherwise demonstrating their will-among opportunistic clients by advertising and otherwise demonstrating their will-
ingness to cooperate with the clients to the detriment of investors (Ronen, 2006).ingness to cooperate with the clients to the detriment of investors (Ronen, 2006).

The shift by the audit fi rms from partnerships to limited liability entities The shift by the audit fi rms from partnerships to limited liability entities 
(Ribstein, 2004) also reduced incentives to improve reputation and quality relative (Ribstein, 2004) also reduced incentives to improve reputation and quality relative 
to the prior regime in which partners were jointly and severally liable for negligence.to the prior regime in which partners were jointly and severally liable for negligence.

Limited Competition and the Danger to Audit QualityLimited Competition and the Danger to Audit Quality

The GAO (2008) study of the audit profession observed that interviewees had The GAO (2008) study of the audit profession observed that interviewees had 
noted improvement in recent years in audit quality, including auditors’ technical noted improvement in recent years in audit quality, including auditors’ technical 
expertise, responsiveness to client needs, and ability to identify material fi nancial expertise, responsiveness to client needs, and ability to identify material fi nancial 
reporting matters. However, there were also suggestions that the lack of competition reporting matters. However, there were also suggestions that the lack of competition 
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may not provide suffi cient incentives for dominant auditing fi rms to deliver high-may not provide suffi cient incentives for dominant auditing fi rms to deliver high-
quality and innovative audit services (pp. 31–32). In addition, the GAO warned quality and innovative audit services (pp. 31–32). In addition, the GAO warned 
that if one of the Big Four fi rms was to go out of business, or if two of the large that if one of the Big Four fi rms was to go out of business, or if two of the large 
fi rms were to merge, the resulting higher concentration could allow the remaining fi rms were to merge, the resulting higher concentration could allow the remaining 
fi rms to raise prices, reduce the quality of their services, or lobby in a coordinated fi rms to raise prices, reduce the quality of their services, or lobby in a coordinated 
fashion for accounting standards that raise costs for their customers.fashion for accounting standards that raise costs for their customers.

The risk of further shrinkage of the audit profession seems very real. Using The risk of further shrinkage of the audit profession seems very real. Using 
historical data on lawsuits, Talley (2006) assesses the likelihood that at least one historical data on lawsuits, Talley (2006) assesses the likelihood that at least one 
of the four large audit fi rms will fail in the near term because of liability they face of the four large audit fi rms will fail in the near term because of liability they face 
in federal securities fraud class actions. He relates alternative viability thresholds in federal securities fraud class actions. He relates alternative viability thresholds 
of audit fi rms (the critical exposure at which the “pivotal partner” in a large fi rm of audit fi rms (the critical exposure at which the “pivotal partner” in a large fi rm 
decides that the fi rm should exit) to the risk of liability exposure over the next one decides that the fi rm should exit) to the risk of liability exposure over the next one 
to fi ve years. One of his conclusions is that over a fi ve-year horizon, such an event to fi ve years. One of his conclusions is that over a fi ve-year horizon, such an event 
is quite likely. Clearly, a balancing act is required if the two goals are to encourage is quite likely. Clearly, a balancing act is required if the two goals are to encourage 
greater competition and to keep existing fi rms healthy and independent.greater competition and to keep existing fi rms healthy and independent.

Proposed ReformsProposed Reforms

A successful reform of the audit profession should address the agency A successful reform of the audit profession should address the agency 
problem that arises because the auditor is hired and paid by the fi rm. As a result problem that arises because the auditor is hired and paid by the fi rm. As a result 
of a successful reform, auditing fi rms should face fi nancial rewards for doing of a successful reform, auditing fi rms should face fi nancial rewards for doing 
good audits and penalties for bad audits; these fi nancial incentives should ideally good audits and penalties for bad audits; these fi nancial incentives should ideally 
be provided by a fi rm’s investors, not its managers. Ideally, audit quality should be provided by a fi rm’s investors, not its managers. Ideally, audit quality should 
become visible enough so that fi rms that provide better audits should be able to become visible enough so that fi rms that provide better audits should be able to 
command a premium for their services. By these standards, most of the proposed command a premium for their services. By these standards, most of the proposed 
reforms fall well short.reforms fall well short.

The ACAP ReformsThe ACAP Reforms

On May 17, 2007, Secretary of the Treasury Henry Paulson announced On May 17, 2007, Secretary of the Treasury Henry Paulson announced 
an Advisory Committee on the Auditing Profession (ACAP). In its fi nal report, an Advisory Committee on the Auditing Profession (ACAP). In its fi nal report, 
released in October 2008, ACAP made numerous recommendations designed to released in October 2008, ACAP made numerous recommendations designed to 
improve the transparency, effectiveness, and competitiveness of the auditing profes-improve the transparency, effectiveness, and competitiveness of the auditing profes-
sion. (The report also included recommendations concerning human capital and sion. (The report also included recommendations concerning human capital and 
recruiting of personnel in the auditing profession, which I will not discuss here.) recruiting of personnel in the auditing profession, which I will not discuss here.) 
The recommendations entail incremental steps to facilitate the improvement of The recommendations entail incremental steps to facilitate the improvement of 
audit quality. Many call for voluntary action by members of the profession.audit quality. Many call for voluntary action by members of the profession.

For example, some of the recommendations involve the Public Company For example, some of the recommendations involve the Public Company 
Accounting Oversight Board. The Board is urged, among other steps: to set a Accounting Oversight Board. The Board is urged, among other steps: to set a 
requirement that the larger auditing fi rms produce a public annual report that requirement that the larger auditing fi rms produce a public annual report that 
includes key indicators of quality and effectiveness and to fi le with the Board on a includes key indicators of quality and effectiveness and to fi le with the Board on a 
confi dential basis audited fi nancial statements; to mandate the engagement part-confi dential basis audited fi nancial statements; to mandate the engagement part-
ner’s signature on the auditor’s report; to determine the feasibility of developing ner’s signature on the auditor’s report; to determine the feasibility of developing 
key indicators of audit quality and effectiveness and requiring and monitoring key indicators of audit quality and effectiveness and requiring and monitoring 
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the disclosure of these indicators; to communicate the role of auditors in fi nding the disclosure of these indicators; to communicate the role of auditors in fi nding 
and reporting fraud; and to create a national center for best practices on fraud and reporting fraud; and to create a national center for best practices on fraud 
prevention and detection.prevention and detection.

States are urged to make their boards of accountancy, which govern the States are urged to make their boards of accountancy, which govern the 
licensing and regulation of both individuals and fi rms who practice as certifi ed licensing and regulation of both individuals and fi rms who practice as certifi ed 
public accountants, more independent and stronger enforcement agencies. Federal public accountants, more independent and stronger enforcement agencies. Federal 
and state authorities are urged to avoid duplicate oversight of audits and accounting and state authorities are urged to avoid duplicate oversight of audits and accounting 
across states.across states.

Other recommendations would require that auditing fi rms, even though they Other recommendations would require that auditing fi rms, even though they 
are partnerships, set up advisory boards with independent members to improve are partnerships, set up advisory boards with independent members to improve 
governance and transparency. Audit fi rms would be required to train partners governance and transparency. Audit fi rms would be required to train partners 
and mid-career professionals on independence and whether a potential confl ict and mid-career professionals on independence and whether a potential confl ict 
of interest may compromise integrity or create an appearance of doing so. Compa-of interest may compromise integrity or create an appearance of doing so. Compa-
nies that hire auditors would have to disclose any provisions in agreements with nies that hire auditors would have to disclose any provisions in agreements with 
third parties that limit their choice of auditor. In addition, public companies would third parties that limit their choice of auditor. In addition, public companies would 
need to disclose every auditor change, including the audit committee’s reason for need to disclose every auditor change, including the audit committee’s reason for 
the change and a response from the auditor. All public companies would have an the change and a response from the auditor. All public companies would have an 
annual shareholder vote to ratify the auditors. Other recommendations suggest annual shareholder vote to ratify the auditors. Other recommendations suggest 
planning for risks and for the preservation and rehabilitation of troubled larger planning for risks and for the preservation and rehabilitation of troubled larger 
auditing fi rms.auditing fi rms.

The Advisory Committee on the Auditing Profession (2008) report has many The Advisory Committee on the Auditing Profession (2008) report has many 
other proposals, and while it is hard to argue that any of them would have a nega-other proposals, and while it is hard to argue that any of them would have a nega-
tive effect, none of these proposals addresses the deep-rooted structural problem: tive effect, none of these proposals addresses the deep-rooted structural problem: 
auditors would still be paid by fi rms, with the attendant confl ict of interest.auditors would still be paid by fi rms, with the attendant confl ict of interest.

Increasing Independence of AuditorsIncreasing Independence of Auditors

A number of ways have been proposed to increase the independence of audi-A number of ways have been proposed to increase the independence of audi-
tors: some focus on altering the relationship between the fi rm and the auditor; tors: some focus on altering the relationship between the fi rm and the auditor; 
others on how auditors might be paid.others on how auditors might be paid.

For example, one proposal is to mandate rotation of audit fi rms (Arrunada, For example, one proposal is to mandate rotation of audit fi rms (Arrunada, 
1997). This, however, still leaves the auditor without a strong principal to prevent 1997). This, however, still leaves the auditor without a strong principal to prevent 
its capture by the issuer’s management. Moreover, rotation is a viable policy its capture by the issuer’s management. Moreover, rotation is a viable policy 
option only if a suffi cient number of suitable fi rms could compete (Cunningham,option only if a suffi cient number of suitable fi rms could compete (Cunningham,
 2006). If the rotation were to be implemented among the Big Four, plus perhaps  2006). If the rotation were to be implemented among the Big Four, plus perhaps 
a few other fi rms, the result is likely to be a government-enforced cartel in which a few other fi rms, the result is likely to be a government-enforced cartel in which 
all members split up the business (Coffee, 2006). Moreover, Carcello and Nagy all members split up the business (Coffee, 2006). Moreover, Carcello and Nagy 
(2004) fi nd that fraudulent reporting is more likely in the fi rst three years of an (2004) fi nd that fraudulent reporting is more likely in the fi rst three years of an 
auditor–client relationship.auditor–client relationship.

Other proposals have suggested fi nding alternative ways to pay auditors. For Other proposals have suggested fi nding alternative ways to pay auditors. For 
example, Schwarcz (2004) suggests but ultimately discounts the possibility of example, Schwarcz (2004) suggests but ultimately discounts the possibility of 
using public funding to pay auditors. He argues that if auditors are selected by using public funding to pay auditors. He argues that if auditors are selected by 
companies but paid by the public, then the auditors would still want to please their companies but paid by the public, then the auditors would still want to please their 
client companies. Moreover, he argues that choosing and paying auditors through client companies. Moreover, he argues that choosing and paying auditors through 
public-sector mechanisms would merely constitute another form of government public-sector mechanisms would merely constitute another form of government 
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regulation with all the attendant risks, including regulatory capture, competing regulation with all the attendant risks, including regulatory capture, competing 
political demands for funding, and ineffi ciency.political demands for funding, and ineffi ciency.

More Competition among Auditing FirmsMore Competition among Auditing Firms

A competitive market with audit fi rms that were smaller (but still able to serve A competitive market with audit fi rms that were smaller (but still able to serve 
global markets) might induce a higher degree of fear over possible loss of reputation. global markets) might induce a higher degree of fear over possible loss of reputation. 
Given the existing barriers to entry, largely imposed by the scale and reputation of Given the existing barriers to entry, largely imposed by the scale and reputation of 
the Big Four auditing fi rms, a natural transition to a competitive environment is the Big Four auditing fi rms, a natural transition to a competitive environment is 
not likely. Coffee (2006) muses about the radical option of breaking up the major not likely. Coffee (2006) muses about the radical option of breaking up the major 
accounting fi rms: for example, Congress could in theory break up the Big Four accounting fi rms: for example, Congress could in theory break up the Big Four 
into smaller, more competitive fi rms on grounds unrelated to antitrust violations.into smaller, more competitive fi rms on grounds unrelated to antitrust violations.

But whether greater competition would lead to a higher quality of audits is But whether greater competition would lead to a higher quality of audits is 
unclear. In a competitive environment, it becomes easier for clients to change unclear. In a competitive environment, it becomes easier for clients to change 
auditors. In addition, building a reputation with clients for being more accom-auditors. In addition, building a reputation with clients for being more accom-
modating may seem more benefi cial than building a reputation for toughness. A modating may seem more benefi cial than building a reputation for toughness. A 
large segment of the auditing market might well seek a reputation for ease, rather large segment of the auditing market might well seek a reputation for ease, rather 
than toughness.than toughness.

A Voucher Financing Proposal for IntermediariesA Voucher Financing Proposal for Intermediaries

Choi and Fisch (2003) advance a voucher fi nancing proposal under which Choi and Fisch (2003) advance a voucher fi nancing proposal under which 
the issuer of a security would distribute vouchers to its shareholders, who could the issuer of a security would distribute vouchers to its shareholders, who could 
use them to purchase services such as securities research from the analysts of use them to purchase services such as securities research from the analysts of 
their choice, with the analysts redeeming the voucher for cash from the issuer. their choice, with the analysts redeeming the voucher for cash from the issuer. 
This proposal successfully creates a subsidy that the issuer cannot control, hence This proposal successfully creates a subsidy that the issuer cannot control, hence 
fi nancing the research activity without inducing bias.fi nancing the research activity without inducing bias.

Practical issues of implementation and fundamental ones of structure and Practical issues of implementation and fundamental ones of structure and 
strategy, however, detract from the proposal’s effectiveness for fi nancial interme-strategy, however, detract from the proposal’s effectiveness for fi nancial interme-
diaries (Coffee, 2006). In addition, Choi and Fisch (2003, pp. 336–38) themselves diaries (Coffee, 2006). In addition, Choi and Fisch (2003, pp. 336–38) themselves 
discredit the idea in the case of auditors on various practical grounds. How are discredit the idea in the case of auditors on various practical grounds. How are 
holders of vouchers to agree on a single auditor? Auditors will face a risk that their holders of vouchers to agree on a single auditor? Auditors will face a risk that their 
funding may change capriciously, and auditors may respond with a less-than-a funding may change capriciously, and auditors may respond with a less-than-a 
comprehensive audit. Because audit quality is not transparent, it is not especially comprehensive audit. Because audit quality is not transparent, it is not especially 
suitable for this kind of shareholder choice.suitable for this kind of shareholder choice.

Stock Exchanges Hiring AuditorsStock Exchanges Hiring Auditors

Healy and Palepu (2003, p. 76) argue that stock exchanges, wanting to signal Healy and Palepu (2003, p. 76) argue that stock exchanges, wanting to signal 
their reputations in competition for listing fees, have incentives to ensure that their reputations in competition for listing fees, have incentives to ensure that 
listed companies provide high-quality information to investors. They therefore listed companies provide high-quality information to investors. They therefore 
suggest that the exchanges hire the audit fi rms, negotiate their fees, and oversee suggest that the exchanges hire the audit fi rms, negotiate their fees, and oversee 
the outcome of the audits themselves. The exchanges could cover the audit fees the outcome of the audits themselves. The exchanges could cover the audit fees 
through an increase in stock-trading fees, through additional listing fees, or a through an increase in stock-trading fees, through additional listing fees, or a 
combination of the two.combination of the two.

While this proposal is intriguing, it’s concerning to note that the exchanges do While this proposal is intriguing, it’s concerning to note that the exchanges do 
not have “skin in the game.” They are not liable for damages suffered by investors not have “skin in the game.” They are not liable for damages suffered by investors 
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relying on misleading information. The interests of stock exchanges are not relying on misleading information. The interests of stock exchanges are not 
closely aligned with those of investors; indeed, executives at stock exchanges may closely aligned with those of investors; indeed, executives at stock exchanges may 
prefer pleasing their listed members to safeguarding the interests of long-horizon prefer pleasing their listed members to safeguarding the interests of long-horizon 
investors.investors.

Increased LiabilityIncreased Liability

Auditors typically face legal liability under tort law (Talley, 2006). The Auditors typically face legal liability under tort law (Talley, 2006). The 
empirical literature offers some evidence that auditors increase effort and become empirical literature offers some evidence that auditors increase effort and become 
more conservative in response to litigation risk, which imposes both direct costs more conservative in response to litigation risk, which imposes both direct costs 
and reputation costs (see, for example, Davis and Simon, 1992).and reputation costs (see, for example, Davis and Simon, 1992).1010 Perhaps some  Perhaps some 
movement along these lines is worthwhile. But the current sanctions under the movement along these lines is worthwhile. But the current sanctions under the 
Sarbanes–Oxley act are quite extensive. At some point, high standards of liability Sarbanes–Oxley act are quite extensive. At some point, high standards of liability 
will push auditors mainly to protect themselves against that liability, which may not will push auditors mainly to protect themselves against that liability, which may not 
be the same as providing the most accurate audit. Too high a level of legal liability be the same as providing the most accurate audit. Too high a level of legal liability 
could also cause a reduction in the number of fi rms in the market.could also cause a reduction in the number of fi rms in the market.

Could changes to liability rules strike a better balance in the incentives for Could changes to liability rules strike a better balance in the incentives for 
auditors to provide high-quality audits, without risking undesired outcomes? In auditors to provide high-quality audits, without risking undesired outcomes? In 
their review of the theoretical research on whether litigation risk improves audit their review of the theoretical research on whether litigation risk improves audit 
quality, Latham and Linville (1998) stress that liability is an effective deterrent quality, Latham and Linville (1998) stress that liability is an effective deterrent 
to poor audits only if meritorious suits against auditors are more successful than to poor audits only if meritorious suits against auditors are more successful than 
nonmeritorious ones. Whether this condition holds is diffi cult to establish, espe-nonmeritorious ones. Whether this condition holds is diffi cult to establish, espe-
cially because suits against auditors rarely reach trial (Palmrose, 1997). A proposed cially because suits against auditors rarely reach trial (Palmrose, 1997). A proposed 
reform (Partnoy, 2004) that advocates raising the stakes auditors face for audit reform (Partnoy, 2004) that advocates raising the stakes auditors face for audit 
failure by imposing “strict” liability for some share of losses regardless of fault is failure by imposing “strict” liability for some share of losses regardless of fault is 
fraught with the diffi culty of establishing an appropriate formula.fraught with the diffi culty of establishing an appropriate formula.

For other reasons, it is questionable whether increased liability will increase For other reasons, it is questionable whether increased liability will increase 
quality to a suffi cient degree. First, expected liability costs depend on the perceived quality to a suffi cient degree. First, expected liability costs depend on the perceived 
probability of detection and enforcement by the regulators and on the effectiveness probability of detection and enforcement by the regulators and on the effectiveness 
of civil litigation. With respect to the former, if the past performance of the SEC of civil litigation. With respect to the former, if the past performance of the SEC 
and other regulatory agencies is any indication, detection and enforcement seem and other regulatory agencies is any indication, detection and enforcement seem 
to be doubtful and distant (consider Enron and Bernard Madoff as two cases in to be doubtful and distant (consider Enron and Bernard Madoff as two cases in 
point). Such shortcomings may not be surprising where regulators’ budgets are point). Such shortcomings may not be surprising where regulators’ budgets are 
buffeted by shifting political priorities and where their incentives may be more buffeted by shifting political priorities and where their incentives may be more 
aligned toward potential future employment in the industries they are supposed aligned toward potential future employment in the industries they are supposed 
to regulate rather than with investors. As to civil litigation, except for the very few to regulate rather than with investors. As to civil litigation, except for the very few 

10 A series of legislative changes and court decisions in the 1990s served to protect auditors from 
liability. These changes instituted proportional damages refl ecting culpability under the Private Secu-
rities Litigation Reform Act of 1995 (PSLRA); barred recovery of treble damages from auditors under 
RICO in securities fraud cases (under the same act); shortened the statute of limitations in federal 
securities fraud cases (Lampf, PLeva, Lipkind, Prupis & Petigrow v. Gilberston, 501 U.S. 350 [1991]); elimi-
nated private lawsuits against auditors for aiding and abetting issuer fraud (Central Bank of Denver v. 

First Interstate Bancorp Denver, 511 U.S. 164 (1994); heightened pleading standards to allege securities 
fraud (PSLRA § 101); and outlawed state court class actions alleging securities fraud in the Securities 
Litigation Uniform Standards Act of 1998. Following these changes, the number of lawsuits against 
auditors fell sharply (Cunningham, 2007; Coffee, 2004; Talley, 2006).
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massive cases like Enron and WorldCom, the estimated auditor litigation rate for massive cases like Enron and WorldCom, the estimated auditor litigation rate for 
all public clients is 3 percent, and suits against auditors rarely reach trial (Palmrose, all public clients is 3 percent, and suits against auditors rarely reach trial (Palmrose, 
1997). Moreover, if auditors pass litigation costs on to their clients, their incentives 1997). Moreover, if auditors pass litigation costs on to their clients, their incentives 
to increase effort would be commensurately lessened.to increase effort would be commensurately lessened.

Moving from Rule-Oriented to Principle-Based AccountingMoving from Rule-Oriented to Principle-Based Accounting

Many corporate accounting scandals seem to share the property that Many corporate accounting scandals seem to share the property that 
managers, with the consent of their auditors, structured transactions that complied managers, with the consent of their auditors, structured transactions that complied 
with “bright line” accounting rules but obfuscated revenues or earnings (Maines, with “bright line” accounting rules but obfuscated revenues or earnings (Maines, 
Bartov, Fairfi eld, Hirst, Iannaconi, Mallett, Schrand, and Vincent, 2003). Thus, Bartov, Fairfi eld, Hirst, Iannaconi, Mallett, Schrand, and Vincent, 2003). Thus, 
a common proposal is that the regulations governing fi nancial reporting might a common proposal is that the regulations governing fi nancial reporting might 
shift from being clear rules, which can be manipulated, to broader statements of shift from being clear rules, which can be manipulated, to broader statements of 
principle, which offer more discretion to an enforcement agency like a regulator principle, which offer more discretion to an enforcement agency like a regulator 
or a court. For example, after Enron was able to avoid treating certain “special or a court. For example, after Enron was able to avoid treating certain “special 
purpose entities” as part of Enron because outside equity holders owned at least purpose entities” as part of Enron because outside equity holders owned at least 
3 percent of those entities, this “bright line” rule was recently changed to the 3 percent of those entities, this “bright line” rule was recently changed to the 
principle that a company that most signifi cantly affects the economic performance principle that a company that most signifi cantly affects the economic performance 
of a special purpose entity should treat that entity as part of the fi rm. Canadian of a special purpose entity should treat that entity as part of the fi rm. Canadian 
accounting standards are more principle-based than U.S. standards, and Thornton accounting standards are more principle-based than U.S. standards, and Thornton 
and Webster (2004) fi nd better accrual quality (in the sense of smaller abnormal and Webster (2004) fi nd better accrual quality (in the sense of smaller abnormal 
accruals) in statements of cross-listed Canadian fi rms reporting under both Cana-accruals) in statements of cross-listed Canadian fi rms reporting under both Cana-
dian and U.S. generally accepted accounting principles.dian and U.S. generally accepted accounting principles.

Indeed, some claim that litigation risk may have induced auditors to lobby for Indeed, some claim that litigation risk may have induced auditors to lobby for 
“rule-oriented” rather than “principles-based” accounting and auditing standards, “rule-oriented” rather than “principles-based” accounting and auditing standards, 
because rules afford better protection against liability—although overly strict because rules afford better protection against liability—although overly strict 
adherence to rules emphasizes form rather than substance and can lead to a reduc-adherence to rules emphasizes form rather than substance and can lead to a reduc-
tion in transparency (Benston, 2003; Harris, 2005; Coffee, 2003; Sunder, 2003; tion in transparency (Benston, 2003; Harris, 2005; Coffee, 2003; Sunder, 2003; 
Wyatt, 2003). Some move toward principle-based regulations may make sense, but Wyatt, 2003). Some move toward principle-based regulations may make sense, but 
it is no panacea. After all, principle-based regulations that do not spell out rules in it is no panacea. After all, principle-based regulations that do not spell out rules in 
specifi c detail can also offer scope for eliding unpleasant truths.specifi c detail can also offer scope for eliding unpleasant truths.

An Alternative Model for Auditing: Financial Statements InsuranceAn Alternative Model for Auditing: Financial Statements Insurance

Financial statements insurance is a proposal for a market mechanism that Financial statements insurance is a proposal for a market mechanism that 
offers signifi cant changes in the structure and incentives of the auditing profes-offers signifi cant changes in the structure and incentives of the auditing profes-
sion in such a way as to align auditors’ and managers’ incentives with those of sion in such a way as to align auditors’ and managers’ incentives with those of 
investors. The results should be to ensure better quality audits, better quality investors. The results should be to ensure better quality audits, better quality 
fi nancial statements, and fewer omissions and misrepresentations in the fi nancial fi nancial statements, and fewer omissions and misrepresentations in the fi nancial 
statements. Moreover, audit fi rms would compete along the dimension of quality statements. Moreover, audit fi rms would compete along the dimension of quality 
rather than price.rather than price.

Here’s how fi nancial statements insurance would work. Companies that Here’s how fi nancial statements insurance would work. Companies that 
choose to do so would begin by soliciting from insurance carriers offers of insur-choose to do so would begin by soliciting from insurance carriers offers of insur-
ance coverage for their securities holders against losses caused by omissions and ance coverage for their securities holders against losses caused by omissions and 
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misrepresentations in fi nancial statements that occur during the covered year.misrepresentations in fi nancial statements that occur during the covered year.1111  
The insurance carriers would hire an underwriting reviewer to assess the risk of The insurance carriers would hire an underwriting reviewer to assess the risk of 
omissions and misrepresentations by examining a company’s internal controls omissions and misrepresentations by examining a company’s internal controls 
and management incentive structures, its history and competitive environment, and management incentive structures, its history and competitive environment, 
and other relevant factors. This underwriting reviewer might be an independent and other relevant factors. This underwriting reviewer might be an independent 
private organization to be created, or an external fi rm. Based on these reports, private organization to be created, or an external fi rm. Based on these reports, 
insurance carriers would decide whether to offer coverage, and if so, under what insurance carriers would decide whether to offer coverage, and if so, under what 
conditions—perhaps offering a schedule of possible coverage amounts and premia. conditions—perhaps offering a schedule of possible coverage amounts and premia. 
Managers of fi rms would decide whether to purchase such coverage, and if they Managers of fi rms would decide whether to purchase such coverage, and if they 
did, the coverage and premium would be publicized. Companies that opted for did, the coverage and premium would be publicized. Companies that opted for 
zero coverage would revert to the existing auditing regime. Companies would select zero coverage would revert to the existing auditing regime. Companies would select 
an external auditor from a list of audit fi rms approved by their insurance carrier. an external auditor from a list of audit fi rms approved by their insurance carrier. 
The auditor would be hired and paid by the insurance carrier, but the audit fees The auditor would be hired and paid by the insurance carrier, but the audit fees 
would be reimbursed by the insured and separately publicized. Audit fi rms would would be reimbursed by the insured and separately publicized. Audit fi rms would 
also be rated by an independent organization (likely the same as the independent also be rated by an independent organization (likely the same as the independent 
private organization that conducted the underwriting review) to be fi nanced by private organization that conducted the underwriting review) to be fi nanced by 
fees collected from the audit profession.fees collected from the audit profession.

The fi nancial statements insurance coverage would become effective only if The fi nancial statements insurance coverage would become effective only if 
the auditor issued an unqualifi ed opinion on year the auditor issued an unqualifi ed opinion on year t’s fi nancial statements some-’s fi nancial statements some-
time in year time in year t  ++ 1. If the opinion was not unqualifi ed there would be no coverage,  1. If the opinion was not unqualifi ed there would be no coverage, 
or the policy terms would be renegotiated and the renegotiated terms would be or the policy terms would be renegotiated and the renegotiated terms would be 
publicized. For companies with effective coverage, investors’ claims for recovery publicized. For companies with effective coverage, investors’ claims for recovery 
for losses caused by omissions and misrepresentations that occurred during the for losses caused by omissions and misrepresentations that occurred during the 
covered year would be settled through an expedited judicial process that could covered year would be settled through an expedited judicial process that could 
involve either a de novo institution created for this purpose or existing arbitrators involve either a de novo institution created for this purpose or existing arbitrators 
agreed upon in advance by both the insured and the insurer.agreed upon in advance by both the insured and the insurer.

Cunningham (2004b) describes in detail a model act for fi nancial statements Cunningham (2004b) describes in detail a model act for fi nancial statements 
insurance. A fi nancial statements insurance product is yet to be created in the insurance. A fi nancial statements insurance product is yet to be created in the 
market place; a reluctance on the part of the auditors to be hired by insurers seems market place; a reluctance on the part of the auditors to be hired by insurers seems 
the main impediment to the attempt to implement this scheme.the main impediment to the attempt to implement this scheme.

By insuring fi nancial statements instead of auditors, fi nancial statements By insuring fi nancial statements instead of auditors, fi nancial statements 
insurance is based on a specifi c investigation of the underlying risk of misrepre-insurance is based on a specifi c investigation of the underlying risk of misrepre-
sentation, rather than on pooling and diversifi cation. In this sense, it is akin to sentation, rather than on pooling and diversifi cation. In this sense, it is akin to 
title insurance, rather than to liability or casualty insurance (Jerry, 2002). While title insurance, rather than to liability or casualty insurance (Jerry, 2002). While 
the existing “directors and offi cers insurance” product bears certain similarities the existing “directors and offi cers insurance” product bears certain similarities 
to the fi nancial statements insurance described here, it is different in substantial to the fi nancial statements insurance described here, it is different in substantial 
aspects: 1) directors and offi cers insurance insures directors and offi cers against aspects: 1) directors and offi cers insurance insures directors and offi cers against 

11 Under existing law, shareholders who sell stock at infl ated prices resulting from misrepresentations 
cannot be made to surrender their gains to partially offset losses by shareholder who retained the stock 
until after a curative disclosure (revealing the truth) has occurred. This asymmetry, which would not be 
cured in the absence of legislative or regulatory action, creates incentives for short-horizon shareholders 
to induce (via boards of directors’ appropriately designed compensation schemes) manager-initiated 
omissions or misrepresentations that infl ate prices (Ronen and Yaari, 2002). The fi nancial statement 
insurance mechanism discussed here would dampen the effects of such perverse incentives.
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liability for omissions and misrepresentations rather than insuring investors; liability for omissions and misrepresentations rather than insuring investors; 
2) directors and offi cers insurance covers only the year in which claims are made 2) directors and offi cers insurance covers only the year in which claims are made 
and not the year during which misrepresentations were made; 3) the premiums and not the year during which misrepresentations were made; 3) the premiums 
for directors and offi cers insurance are not based on a thorough underwriting for directors and offi cers insurance are not based on a thorough underwriting 
review; and 4) coverage and premiums for directors and offi cers insurance are review; and 4) coverage and premiums for directors and offi cers insurance are 
not publicized.not publicized.

The insurance industry will have the capacity to pay claims made under fi nan-The insurance industry will have the capacity to pay claims made under fi nan-
cial statements insurance in part because—unlike property and casualty insurance cial statements insurance in part because—unlike property and casualty insurance 
for example—the decreases in the valuation of companies resulting from omis-for example—the decreases in the valuation of companies resulting from omis-
sions and misrepresentations in the fi nancial statements that are insured against sions and misrepresentations in the fi nancial statements that are insured against 
can be hedged in the capital markets. Specifi cally, the insurer can buy a special put can be hedged in the capital markets. Specifi cally, the insurer can buy a special put 
option to be created with a duration that corresponds to the period covered under option to be created with a duration that corresponds to the period covered under 
the policy. The put would be exercisable upon a stock price decline of the insured the policy. The put would be exercisable upon a stock price decline of the insured 
that was determined by the judiciary body discussed above to have resulted from that was determined by the judiciary body discussed above to have resulted from 
omissions and misrepresentations in the insured’s fi nancial statements. Investment omissions and misrepresentations in the insured’s fi nancial statements. Investment 
funds (including pension funds, mutual funds, and the like) would be willing to funds (including pension funds, mutual funds, and the like) would be willing to 
sell these puts for less than the price of general puts (which are not conditional on sell these puts for less than the price of general puts (which are not conditional on 
omissions and misrepresentations) and would thus enable the insurer to reinsure omissions and misrepresentations) and would thus enable the insurer to reinsure 
any portion of the coverage as desired (Ronen, 2002). Regulators would have to any portion of the coverage as desired (Ronen, 2002). Regulators would have to 
impose limits on the extent of hedging so that the insurers would retain incentives impose limits on the extent of hedging so that the insurers would retain incentives 
for minimizing investors’ losses.for minimizing investors’ losses.1212

Let’s summarize how fi nancial statements insurance affects the incentives of Let’s summarize how fi nancial statements insurance affects the incentives of 
the main parties. Once an insurer has underwritten a fi nancial statement insur-the main parties. Once an insurer has underwritten a fi nancial statement insur-
ance policy, the insurer’s objective would be to minimize the cost of claims against ance policy, the insurer’s objective would be to minimize the cost of claims against 
the policy—that is, the insurer’s incentives would be aligned with those of inves-the policy—that is, the insurer’s incentives would be aligned with those of inves-
tors. Towards meeting this objective, the insurer would provide incentives to its tors. Towards meeting this objective, the insurer would provide incentives to its 
hired auditor to exert optimal effort, improving the fi nancial statement’s quality in hired auditor to exert optimal effort, improving the fi nancial statement’s quality in 
the process. The insurer will charge neither too high a premium (to avoid losing the process. The insurer will charge neither too high a premium (to avoid losing 
market share) nor too low a premium (to avoid bankruptcy).market share) nor too low a premium (to avoid bankruptcy).

Managers of companies with high-quality fi nancial statements will likely Managers of companies with high-quality fi nancial statements will likely 
wish to buy fi nancial statements insurance and pay small premia relative to other wish to buy fi nancial statements insurance and pay small premia relative to other 
companies to credibly signal their higher quality, which should drive companies companies to credibly signal their higher quality, which should drive companies 
to race to a higher quality of fi nancial statements. Auditors, having been hired to race to a higher quality of fi nancial statements. Auditors, having been hired 
by the insurers, would want to build reputations for high quality. Their indepen-by the insurers, would want to build reputations for high quality. Their indepen-
dence, both real and perceived, would be enhanced. Finally, investors and fi nancial dence, both real and perceived, would be enhanced. Finally, investors and fi nancial 
markets would benefi t from a higher quality of information. Not only will audits be markets would benefi t from a higher quality of information. Not only will audits be 
more accurate, but the public information on premiums and coverage for fi nancial more accurate, but the public information on premiums and coverage for fi nancial 
statements insurance constitutes a quality or reliability index for investors.statements insurance constitutes a quality or reliability index for investors.

12 Derivatives such as credit default swaps can be also used to price risk, but that would be a different 
risk: namely the risk of default. But while default is observable and hence contractible, there exist no 
satisfactory observable proxies on either audit quality or the probability of omissions and misrepresen-
tations; under the existing institutional arrangements, these constitute private information.
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Financial statements insurance may encourage greater competition in audit Financial statements insurance may encourage greater competition in audit 
markets as well. Because fi nancial statements insurance is tailored to specifi c markets as well. Because fi nancial statements insurance is tailored to specifi c 
auditee risk, it should make it easier for smaller fi rms to enter existing insurance auditee risk, it should make it easier for smaller fi rms to enter existing insurance 
markets. Moreover, insurers, operating in a much more competitive industry than markets. Moreover, insurers, operating in a much more competitive industry than 
audit fi rms, could assemble audit teams or establish captive audit fi rms in direct audit fi rms, could assemble audit teams or establish captive audit fi rms in direct 
competition with the existing Big Four auditing fi rms.competition with the existing Big Four auditing fi rms.

Variations on the basic fi nancial services insurance scheme are also possible. Variations on the basic fi nancial services insurance scheme are also possible. 
For example, in Ronen and Sagat (2007), my coauthor and I suggest that if auditing For example, in Ronen and Sagat (2007), my coauthor and I suggest that if auditing 
fi rms are reluctant to be hired by insurers, then the auditing fi rms could take on fi rms are reluctant to be hired by insurers, then the auditing fi rms could take on 
the insurance function explicitly. An existing audit fi rm could incorporate itself the insurance function explicitly. An existing audit fi rm could incorporate itself 
or, more likely, on a test basis incorporate a fi nancial statements insurance affi liate or, more likely, on a test basis incorporate a fi nancial statements insurance affi liate 
for the conduct of certain audits; alternatively, an existing insurer or other risk-for the conduct of certain audits; alternatively, an existing insurer or other risk-
bearing fi nancial institution could establish an auditing insurer subsidiary. We lay bearing fi nancial institution could establish an auditing insurer subsidiary. We lay 
out a number of other issues in detail about this version of the proposal, including out a number of other issues in detail about this version of the proposal, including 
how premiums might be set, what events could trigger payment, how liability might how premiums might be set, what events could trigger payment, how liability might 
be calculated by formula, how liability law would work when losses were insured, a be calculated by formula, how liability law would work when losses were insured, a 
potential role for arbitrators to solve disagreements, and more.potential role for arbitrators to solve disagreements, and more.

The idea of fi nancial statements insurance was fi rst fl oated in a short op-ed The idea of fi nancial statements insurance was fi rst fl oated in a short op-ed 
piece I wrote for a popular audience in the piece I wrote for a popular audience in the New York Times (March 8, 2002). On  (March 8, 2002). On 
July 10, 2002, a column by Susan Lee presented the idea in the July 10, 2002, a column by Susan Lee presented the idea in the Wall Street Journal. . 
The fi rst detailed treatment of the proposal can be found in Ronen (2002). The fi rst detailed treatment of the proposal can be found in Ronen (2002). 
Scholarly and general interest in fi nancial statements insurance has grown; see, Scholarly and general interest in fi nancial statements insurance has grown; see, 
among others, Cunningham (2004a, 2004b), Skeel (2005), Shapiro (2005), Griffi th among others, Cunningham (2004a, 2004b), Skeel (2005), Shapiro (2005), Griffi th 
(2006), Jopson (2006), and Moore (2006). Dontoh, Ronen, and Sarath (2008) (2006), Jopson (2006), and Moore (2006). Dontoh, Ronen, and Sarath (2008) 
provide a formal model demonstrating the superiority of fi nancial statements provide a formal model demonstrating the superiority of fi nancial statements 
insurance over the present and alternative regimes. Cunningham (2006) compares insurance over the present and alternative regimes. Cunningham (2006) compares 
fi nancial statements insurance to a number of alternatives discussed above and fi nancial statements insurance to a number of alternatives discussed above and 
rejects them in favor of fi nancial statements insurance. This literature adds up to rejects them in favor of fi nancial statements insurance. This literature adds up to 
a strong case that some form of fi nancial statements insurance should become a a strong case that some form of fi nancial statements insurance should become a 
mandatory component of U.S. federal securities regulation.mandatory component of U.S. federal securities regulation.

■ I wish to share my sincere appreciation to JEP Editors Timothy Taylor, David Autor, and 

Jim Hines (I benefi ted tremendously from their comments) and to Ann Norman for the fi nal 

copyedit.
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