
The gate keeping functionionThe gate keeping functionion

• The auditors’ failure to perform their gate‐keepingThe auditors  failure to perform their gate keeping 
function is one of the culprits in the early decades’ 
recent debacles (Enron and WorldCom) and the most 
recent fraud in Satyam.

• Rating agencies failed to properly rate the “toxic” 
securities and contributed to the financial crisis.

•In the following, the proposal I offer for the auditing 
f ll l l h hprofession will also apply to the rating agencies with 

minor modifications.
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Conflict of InterestConflict of Interest

The reason for this gate keeping function failureThe reason for this gate keeping function failure 
is the inherent conflict of interest that  exists 
because of the cozy relation between auditorsbecause of the cozy relation between auditors 
(or rating agencies) and the managements of 
their clients who hire their servicestheir clients who hire their services.
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The inadequacy of Sarbanes OxleyThe inadequacy of Sarbanes Oxley

The Sarbanes Oxley Act of 2002 sought to offer aThe Sarbanes Oxley Act of 2002 sought to offer a 
partial remedy  by prohibiting some non‐audit 
services But an indefinite stream of futureservices.  But an indefinite stream of future 
audit engagement is a potent temptation.
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The auditor’s fee structureThe auditor s fee structure

The conflict of interest is endemic to the relationThe conflict of interest is endemic to the relation 
between Management (Principal) and auditor 
(agent).  The Principal structures the contractual 
relation so that the agent does what the 
Principal wishes.  The Principal’s (Management) 
i li d i h h f hinterests are not aligned with those of the 
investors.  Management wishes to maximize the 
value of its options and other compensationvalue of its options and other compensation ‐
derived wealth.
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ProposalProposal

Change the identity of the Principal from client’sChange the identity of the Principal from client s 
management to a Principal whose interests 
would be aligned with those of investors.  A 
good candidate for such a role would be an 
insuring body.  It could be an existing insurance 

i h di hi lf icorporation, the auditor himself, an investment 
banker, or a government corporation..
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The FSI Process
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Expeditious FSI Settlement ProcessExpeditious FSI Settlement Process

Fiduciary and carrier 
select independent

• Represent harmed 
investors.

• Assess claims before 
notifying the carrier

• Verify whether there 
was a 

select independent 
expert • Up to the policy 

coverage limit.

notifying the carrier.

Carrier and Insured  
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misrepresentation.
• Determine quantum 
of losses. Compensate the 

fiduciary for lossesselect a fiduciary fiduciary for losses
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Relationship Among the Parties
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Legend: Solid lines indicate actual flows / Fuzzy lines indicate information flows
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Formal Analysis ‐Main focusy

1. To show that a public disclosure of the insurance 
premium charged on the financial statement increases 
the efficiency of capital allocationthe efficiency of capital allocation

2. To show that switching the audit employment contract2. To show that switching the audit employment contract 
to the insurer in addition to disclosing the premium 
increases both the quality of financial reporting and the 
efficiency of capital allocationefficiency of capital allocation. 
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Notation 
 
N firms, where each firm is of type i, i = 1, . . . , L where a type i firm will earn  
return r i with r 1 < r 2 < . . . < r L . 
 
Each firm f is drawn randomly by nature at the start of the period and is independent of other firms 
 
The managers of each firm f obtain a private signal, ωf , about their firm’s type where ωf ∈ {ω1 , ω2 , . . . 
, ωL } represents the set of L possible signals observable by the firm 
 

  



 

 

                                                                                 

 

 

 
 
  Funding occurs only if the inferred return exceeds this threshold. 

  



 
  



Firm and auditor liability and Fees 
 

 
  



Funding and Managerial Benefits 
 

 
All firms have an investment, I, absent any new capital, or the amount I + 1 if new capital is raised. Managers 
may appropriate a portion B of the new capital as direct benefits. 
 
Expected firm value: 
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Managers payoff_ function is: 
 

 

 

 

 
  



Auditor Incentives and decisions 
 

 
 
 

 
 



Time Lines 
 

 
  



 
 



 
  



 
 
 
 
 
  
  



 
  



 

 
  



 

 
  



 
  



 
  



 
  



 
  



 

 
  



An Example 

 

  



Without insurance, 

 
 
 
 
 

With insurance - Social Loss 
 

 

 

 


