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Abstract

This paper proposes a copayment scheme to prevent collusion in auditing contracts, offering as a
solution to financial misreporting. In the copayment scheme, both the client firm and a third party,
such as PCAOB, are asked to share the auditing fee. The key feature of the copayment scheme is that
the third party's expenses should be funded by the client firm. We demonstrate that the participation
of a third party can create an endogenous collusion cost to the client firm, to such an extent that in the
equilibrium, the client firm will not make any offer of bribery. Most importantly, the total equilibrium
auditing fee is the same as in the bribery-free contract. This result makes an important contribution to
the literature in addressing the issues of financial frauds and collusion between the auditor and the
client firm within a principal-agent model.
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1. Introduction

In the early 2000s, a wave of corporate scams brought financial scandals and the
liability of auditors to policy debates. The audit firm is supposed to serve as the public's
watchdog in ensuring good financial disclosure, but the auditor's actual client is the
audited company itself, whose interests concerning disclosure are not necessarily aligned
with those of the investors.1 Hence, the better-informed (than the public) auditors might be
motivated to collude with the client firm and give a report of compliance for the clients. For
example, the accounting fraud involving collusion between the CUC International and the
auditors from Ernst and Young is estimated at around $19 billion.2

Hence, how to prevent collusion has become a timely issue for the current auditing
system. Among the various propositions (see Acemoglu & Gietzmann, 1997; Lev, 2003),
the most intuitive solutions will be to increase both auditors' and client firms' collusion
costs. Such solutions would reinforce harsh penalties for reporting frauds according to the
SOX act and put an emphasis on the auditors' morality and concerns for their reputation.

According to the SOX act, CEOs and CFOs must personally sign off on the financial
statements of their companies. The law includes stiff penalties (up to 20 years imprisonment
and/or a US$15 million fine) for executives who knowingly falsify these reports.

As for auditors, Howieson (2005) provides a comprehensive survey of literature about
how to teach ethics to auditors and accountants. Our paper attempts to contribute to this
line of research by proposing a copayment scheme that requires the auditing fee to be
shared by a third party, and we demonstrate that the participation of a third party can create
an endogenous collusion cost to the client firm, to such an extent that in the equilibrium,
the client firm will not make any offer of bribery. Most importantly, the total equilibrium
auditing fee is the same as in the social optimal contract.3

This paper proposes a copayment scheme as a solution to financial misreporting. In the
copayment scheme, both the client firm and a third party, such as FASB, are asked to share the
auditing fee. Most importantly, the total equilibrium auditing fee is the same as in the
collusion-proof contract. On October 13, 2010, the EU commission issued the new “green
paper” that presents an agenda for audit market reforms in the future. Among themany proposals
for modifications, the green paper also recommends changing the procedure of hiring an auditor
by explicitly invoking a third party that is responsible for selecting the auditor and designing the
audit contract. The copayment scheme proposed here discusses how a third party could help in
designing the audit contract and in guaranteeing high audit quality and truthful audit reports.

According to the Generally Accepted Auditing Standards (GAAS), each firm4 needs to sign
an employment contract with an auditor to check on the firm's financial status. Hence, our
analysis starts by characterizing the current auditing system in a simple principal-agent model,
considering the possibility that if the client firm's financial state turns out bad, the client firm can
bribe the auditor to lie (i.e., to collude with the auditor). We show that from the viewpoint of the

1 See Shapiro (2005).
2 See Khalil and Lawarree (2006).
3 The notion of “social optimality” is used here to denote the contract incurring full effort as the social optimal

contract to distinguish the optimal contracts offered by the client firm under the current system.
4 An auditing committee, consisting of independent and outside directors, will oversee hiring and performance

of the auditor. However, the payment is still made by the client firm.
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