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Compensating for Executive
Compensation: The Case for Gatekeeper
Incentive Pay

Sharon Hannds

[E]xecutive compensation abruptly shifted in the United States during
the 1990s, moving from a cablased system to an equlipsed
system. More importantly, thishift was not accompanied by any
compensating change in corporate governance to control the
predictably perverse incentives thatliance on stock options
can create.

INTRODUCTION

Financial markets are in crisis again aichost certainly are on the way
to another layer of regulation. While the current crisis is complex and mostly
related to excessive risk taking, the historical record shows that market crashes
also invariably coincide with epidemics of securities frAudn turn, the
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1. John C. Coffee, JrA Theory of Corporate Scandals: Why the USA and Europe Differ
21 OxrorD REV. EcoN. PoL’y 198, 202 (200p

2. The most salient fraud exposed during the current market crisis is the giant securities
AfPonzi o scheme designed by the financier Bernard Madof f,
fifty billion dollars. AthoughMa dof f 6s enterprise was not a public corpo
guestions about the role of gkeepers.See, @., Chad Bray et al.Prosecutors Seek to Jail
Madof® Financier Accused of Mailing Valuables to Family, Friends; N€istims Emerge
WaLL St.J., Jan. 6, 2009, at Al. Fraud was also arguably part of the reason for the collapse of
financial servtes giant Lehman Brother§ee, a., Leslie WayneNew Jersey Suesver Its
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revelation of fraud leads to increased regulati®he purpose of this ricle is

to propose an incentive scheme for gatekeepers as an alternativesildde pos
antiHfraud regulation. The terrigatekeepetsrefers o certain agents, such as
auditors and legal counsel, who are in a position to prevent corporate
wrongdoing, including misreporting.

The proposed incentive scheme for gatekeepers is justified by recent
developments in executive incentive pay, which weot accompanied by any
corresponding change in corporate governance that could control the harsh side
effects. Indeed, the surge in executive incentive compensation is perhaps the
most salient corporate phenomenon of the last fifteen yére.old practe
of compensating managers with a fixed salary and bonus has virtually
disappeared, and executive pay today consists in large part of stock options and
other methods of pafpr-performancé. Payfor-performance has been the
cause of the more than tripliraf total compesation for top executives in the

Lehman LossedN.Y. TiMEs, Mar. 18, 2009, at B4 (perting that the State of New Jersey sued
former executives and directors lofhman Brotlers contending that fraud and misrepresentation
had caused the stateds publ isee alpotfrasnot®@l¥anfund to | ose $11
accompanying text.
3. SeekErik F. Gerding, The Next Epidemic: Bubbles and the Growth and Decay of
Securities Regulatior88 Conn. L. REv. 393 (2006)(providing ahistorical survey demonstrating
that stock meket bubbles almost invariably coincide with epidemi€ssecurities fraud and, in
turn, stricter reguation).
4. This term was adopted by jurists in the late 1980s and has since maintained its appeal in
the corporate governance discourSeeReinier H. KraakmanGatekeepers: The Anatomy of a
Third Party Enforcement Stregy, 2 J.L. EcoN. & OrG. 53 (1986);see alsaJohn C. Coffee, Jr.,
Gatekeeper Failure and Reform: The @bage of Fashioning Relevant Refori@4B.U. L. REv.
301 (2004) [hereinafte Coffee, Gatekeper Reforr (presenting gatekeepersd failur
alternative explanation for the wave of accinm and financial reporting irregularities that
surfacedduring2001and2002); John C. Coffedhe Attorney as Gatekeepémn Agenda for the
SEGC 103 Corum. L. Rev. 1293 (2003) [hereinafter Coffedhe Attorney as Gatekeeper
(claiming that securities attorneys can and do perform a limited gatekeeping function). The term
fgatekeepero was also adopted bySeetd),Secdtecs uri ti es and Exc|
Act Release No. 33870 (June3 O , 2000) ( A [ T] rmake irMfdependentaalditotsa w s
06gatekeepersoittiest markwehlsi.®)secur
5. THE EconNomics oF EXECUTIVE COMPENSATION (Kevin F. Hallock & Kevin J. Murphy
eds., 1999) (reporting a surge in the number of papers discussiogtige compensation in the
1990s).
6. Michael C. Jensen & Kevin J. Murph€EO Incentived | t 6 s Not How Much You Pay,
But How Harv. Bus. REv., Mayi June 1990, all38 (revealing, based on a review of U.S.
exewt i ve compensation from 1969 to 1983, t hat executi ves:¢
perfamance of the corporations theyn and concluding, therefore, that U.S. managers are
actually paid like buragrats); Brian J. Hall & Jeffrey B. LiebmaAre CEOs Really Paid Like
Bureaucrats? 113 Q.J. Econ. 653, 655 (1998) (reviewing compensation guies of thefour
hundredlargestpublic firms and concluding that executives are no longer paid like bureaucrats
and that pay is linked to fermance) David |. Walker Evolving Executive Equity Compensation
and The Limits of Optimal Contractirgj(Boston Univ. Sch. of Law, Working Papio. 0934,
2009; NYU Law and Econ. Research Paper No-489 2009, available at http://ssrn.com/
abstract=144317q A Ahe turn of the millennium, stock options dominated the equity pay
landscape, accounting for over half of the aggregate ex anteofadeaior executive pay at large
public companies . ...)0


http://topics.nytimes.com/top/news/business/companies/lehman_brothers_holdings_inc/index.html?inline=nyt-org
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last fifteen year$.The change in compensation practice was rteioiary.
While in 1985, the value of stock options granted was onper@entof the
average CEO total compensatfibetween 1992 and 1998e value rose from
25 percentto 40 percenf with equitybased compensation peaking in 2000 at
78 percentof the average total compensation among S&P 500 fi*ms.
Moreover, while only 57percentof the top executives held options in their
firms in 1980, his had risen to 8@ercentby 1994 in 1999, 94percenbof the
largest companies granted options to their executfes.

While the practice of equitbased compensation carries certainefitsy™
it also produces undesirable incentives that encourage tesescto commit
securiies fraud or at least sugarcoat financial repotfin§tockbased

compensation typically accounts for a sizabl

7. Brian J. Hall & Kevin J. Murpy, The Traible with Stock Optiond. Econ. PERrsp. 49,
Summer 2003, at 49, 51 (reporting and distug executive option grantsee alsoWalker,
supra note 6, at 18fig.3 (reporting the growing percentage of eqiised compensation out of
total executive compensation during the 1990s).

8. Linda J. Barris,;The Overcompensation Problem: A Collective Approach to Controlling
Executive Pay68InD. L.J. 59, 64 (1992)reviewing the compensation practicgfeight hundred
public firms).

9. Brian J. Hall & Kevin J. MurphyDptimal Exercise Prices for Executive Stock Options
90 Am. Econ. REv. 209 (2000); see alsoTod Perry & Marc ZenneiCEO Compensation in the
1990s: Shareholder Alignment or ShareholdeptBpriation?, 35 WAKE ForREsT L. REv. 123,

131 (2000) (reporting similar findings)evin J. Murphy,Politics, Economics, and Executive

Compensation63 U. CIN. L. REv. 713, 719 (1995)réviewingexecutive compensation practices
amongone thousandarge pulic firms, reveding, among other issues, that the top five paid
executives had an average total compensation & #illion, of which options comprised 23

percent.

10. Lucian Bebchuk & Yaniv Gnstein, The Growth of Executive Pag1l OXForD REv.
Econ. PoL’y 283, 290 thl.4 (2005) see alsoKevin J. Murphy, Explaining Executive
Compenation: Managerial PowerVersus the Perceived Cost of Stock Optidd®U. CHi. L.
REV. 847, 848 (2002)

11. SeeHall & Liebman,supranote6, at 663.

12.  SeeBrian J. Hall & Kevin J. Murphystock @tionsfor Undiversified Executive83J.
Acct. & Econ. 3, 4 (2002) (reviewing executive competisn in the 500 largest U.S. firmsee
also FREDERICK W. Cook & Co. INC., LONG-TERM AND STOCK-BASED GRANT PRACTICES FOR
EXECUTIVES AND DIRECTORS (1996) (eportingthat, in 1996, in a sample of 250 large public
firms, 94percentof the companies used steoktion compensation).

13. See infrapp. 403 04 and noted8.

14. See, @., Jap Efendi, Anup Srivastava & Edward P. 8sem, Why Do Corporate
Managers Misstate Financial Statements? The Role of Option Coatipenand Other Factors
85 J. FIN. Econ. 667 (2007) (showing that executives at firms that restated their financial
statements received more stdzksed compensation than those at a matchimglseof firms that
did not restate their earningsphane A.Johnson, Harley E. Ryarr. & Yisong S. Tian
Managerial Incetives and Corporate Fraud: The Sources of Incentives Ma®REv. FIN. 115
(2009) (showing that executives at firms charged with accounting fraud received more stock
based compensation than those at a Inmagcsample of firms unsuspec d securities fraud)See
also discussioninfra Part I. The view that equibased compemion encourages financial
misreporting is also widely held amongst public figures and within financial cifetesexample
Senator John McCainas publicly linkkdt he accounting misconduct of Enronods
compesation schemel48 Cong. Rec. S6628 (daily ed. July 11, 20Qptement of Sen.
McCain).
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portfolios, and when the corporationés stock
managers can a@ a sizable profit. For this reason, the practice ofyjray
managers wi t h stock and stock options has b
gasolined ont 0° Gvéenethesaairckmstances it ivagwa o
matter of time until crisis occred
It is unsuprising, therefore, that the twenrfiyst century has witnessed a
series of unprecedented financial debacles involving such American giants as
Enron, Global Crossing, WorldCom, and Tyas well as Lehman Brothers
and other financial giants during the B0€risis:’ These events have proved,
however, to be only the tip of the iceberg when it comes to misreporting by
firms.'® These financial scandals were one of several factors that led to the
securities market bubble and its subsequent burst at the begohitig
century'® As explained above, manag@rsspecially those armed with options
and other types of stodkased compensatidrbenefit from misreporting that
can artificially nflate the market value of their enterprise, even if the stock
prices eventuallyall.?
The Sarbane®xley Act of 2002 targeted this very conflict of interest
between managers and shareholders, introducing a variety of mechanisms
aimed at improving transparency and accuracy of financial repéttifige
legislation also intensively regated third parties, such as external auditors and

15. See LuciaN BEBCHUK & JESSE FRIED, PAY WITHOUT PERFORMANCE: THE
UNFULFILLED PROMISE OF EXECUTIVE COMPENSATION 174i 79 (2004) (&plaining the common
practices of executive stoaption grants, vesting, and exercise).

16. Michael C. Jense Agency Costs of Overvalued EquBgFiN. MoMmT. 5, 14 (2005).

17.  The current financial crisis does not seem to stem from fraud,dlaheecurities fraud
alegations have been raised in soofieghe most salient corporate failures of this criSise, &.,

Julia Kollewe, FBI Invegigates Four Wall Street Firmsver SubPrime Meltdown GUARDIAN

UK, Sep 24, 2008,http://www.guardian.co.uk/business/2008/sepi@distreet.freddiemacand
fanniemae(reporting thathe FBI is investigating financial giants Lehman Brothers, AIG, Fannie
Mae, and Freddie Mac for fraud in connection with the 2008 economic crisis on Wall Street).

18. According tothe Corporate Fraud Task Force, since the passage of the Sathdaes
Act, no less than 214 CEOs, 53 CFOs, and 23 corporate counsels and attorneys have been
convicted in theUnited Statedfor corporate fraud. Wrongdoing is, of course, a much larger
phenanenon than these conviction cases directly indicagzKate Plourd,Quick: How Many
CFOs Have Been Convicted?FO.com, July 18, 2007http://www.cfo.com/article.cfm/9502734/
c_9512631?f=home_todayinfinancgge alsoCORPORATE FRAUD TASk FORCE, SECOND YEAR
REPORT TO THE PRESIDENT (2004), available athttp://www.justice.gov/archive/dag/cftf/2nd_yr
fraud_report.pdf

19. Gerding, supra note 3 (using a Istorical survey to demonstrate that stock market
bubbles almost invariably coincide with securities fraud epidemics)

20. For robust empirical evidence, se&a Part |.B

21. Public Company Acounting Reform and Investor Protection (Sarbebekey) Act of
2002, Pub. L. No. 16204, 116 Stat. 745 (codified as amended in scattered sections of 15, 18
U. S. C.) [ her see alsStephen M. BathkridgEThe Complete Guide to Sarbanes
Oxleyiv (UCLA Sch of Law, LawEcon Researchdper No. 0717, 2007) (explaining that the
Sarbane®xley Act has had the biggest impact on American business of any federal securities
legislation since tle New Deal).
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legal counsel, who serve as gatekeepers and may prevent ntisgeffofhe
Sarbane©xley Act imposes more stringent disclosure réfespandatory
managerial certification ofgoiodic reports, greater bahindependence with
enhanced financial understandfigand, perhaps most importantly, improved
auditor oversight and independence resments®

This Article takes a different approach to the problem of managerial bias
and suggests a radical, but necesgseapsformation in current methods of
compensating gatekeepé?sspecifically external auditofs.One scholar has
described the prevailing practices of executive stiaded compensation as a
major developmento which corporate governance practices haaéefl to

22. Academia and market reactions3@X were mixed. On the one hand proponentgia

that it improved transparency and accuracy of financial repor8eg, ., John C. Coates IV,

The Goals and Promise of the Sarbakdey Act 21 J. Econ. Persp. 91 (2007) Lawrence A.

CunninghamThe Sarbane®xley Yawn: Heavy Rhetoric, Light Reform (And It Just Might Work)

35 ConnN. L. REv. 915 (2003); Stephen Wagner & Lee Dittmdahe Unexpectke Benefits of

SarbanesOxley, HArv. Bus. REv., Apr. 2006, at 133. On the other hamgponents claim that the

Act unjustifiably increases the regulatory burden on public fil®e®, &., Harvey Coustan et al.,

SarbanesOxley: What It Means to the Marketpk 197]J. Acct. 43 (2004); Jeffrey N. Gordon,

Governance Failures of the Enron Board and the Newrin&tion Order of Sarbane®xley, 35

ConnN. L. REv. 1125, 1128 (2003); Larry E. RibsteiMarket vs Regulatory Responses to

Corporate Fraud: A Critique othe Sarbane©xley Act of 20028J. Corp. L. 1 (2002); Roberta

Romano, The Sarbane®xley Act and the Making of Quack Corporate Governatdd YALE

LJ.1521, 1528 (2005) (ASOX was emergency |l egislation, en
legislative debate, during a media frenzy involving several kpgbfile corporate fraud and

insolvency cases.0). For the mixed response to the Act
Kara Scanell, Critics See Some Godtbm Sarbane©xley, WaLL St. J., July 30,2007, at B1

(citing maket participants on the fifth anniversary of the Act and recognizing some of its benefits

but describing it as excessively costly).

23.  For instance, SOX requires increastsclosure of offbalance sheet transactions. 15
U.S.C. § 78m(j) (2006) (SOX 8§401(j)).

24. Perhaps the most salient requirement in this area is that all listed companies create audit
committees omprised solely of independent directors. 15 U.S.C. §(i#8j(2006) (SOX § 301).

25.  Among the steps taken is the creation of a public board to oversee auditors. 15 U.S.C. §
7211 (2006) (SOX &Q1). For a discussion on the auditor independeegeirements seeinfra
Part 11.C.

26. Given the beneficial incentives that eqtlitgsed compensation provides to executives,
even the fiercest gnents of current managerial pay practices do not suggest abolishing this type
of remunerationSeeLucian Arye Bebchuk, Jesse M. Fried & David |. Walkdanagerial Power
and Rent Extraction in the Design of Executive Congiems 69 U. CHi. L. REv. 751 792
(2002)( AThe manageri al power approach does not guestion th
compensate executives. Options provide managers with greater incentive to create shareholder
value, and thus the use of options in executive compensatight miell be beneficial to
shareholders ) . While these critiques suggest ways to improve
Article offers to create an external force that would overcome the dark side of managerial
incentive pay.

27. There have been discussions in the recent literature of offexvayds to gatekeepers
that would encourage them to fight fraud. This Article diverges from these discussions in its
proposal to use a novel equibased sysim to the same end. For other perspectives on this issue,
see Lawrence A. Cunninghameyond Liability: Rwarding Effective Gatekeeper32 MinN. L.

REv. 707 (2002)suggesting rewards in lieu of péties to promote effective capital market
gatekeeping)Assaf Hamdani & Reinler KraakmaRewarding Outside Directord05MicH. L.
REv. 1677 (2007) (discussing rewards versus liability).
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respond thus f&° The purpose of this proposed commtios scheme is to

combat the noted conflict of interest between managers and shareholders by

creating incentives for auditors to fend off any misleadigmpnting by the

corporation. Inordet o counter managers6 incentives to i
properly designed stodbkased compensation plan for gaders would create

incentives for the latter to deflate share priéesodified principle of corporate

governance holds that auditors sltb be precluded from stodkased

compensation in the corporation they work for as such a awapen scheme

would compromise auditor independefiténdependence, however, may not

be sufficient to ensure that auditors combapooate fraud. While | do lieve

that auditors are concerned with professional ethics, legal liability, and their

own reputation, the infamous failure of the Arthur Anderson audit firm

demonstrated the potential inadequacy of these constiaidiste generally,

since accounting analuditing standards involve many unieénties and a fair

amount of wunpublicized information, the qual:i
is often unverifiable, unobservabland, consequently, giected from legal

penalty and even reputation backfire.

This Article argues, however, that auditors can and should have an
incentive to perform their task well, even when their efforts are unobservable to
outsiders. Stockased compensation for auditors would be instrumental in
creding those incentives. Whereas ctdbased compensation for managers
may lead them to pursue and back artificially inflated stock prices, my
proposed scheme for auditors would have the opposite effect, as this
Article explains.

My proposal also addresses a fundamental problem with tlyetivead
auditors and executives interact. Negotiations between the auditor and client
firm are conducted behind closed doors, and both sides have significant private
knowledge regarding the firm. The private and sophisticated nature of this
interaction andhe imprecise nature of accounting shield the auditor from most
reputational damage and legal liability. This reality enhances the need for
adequate structuring of auditor incentives, which has only intensified since
executives began receiving eqdlitgsedcompensation. Indeed, not only must

28. SeeCoffee,supranotel, at [Wlher2 ond days the CEO with stock options, one
creates incentives for shadrm financial manipulation anadeounting gamesmanshé) .

29. Qualifications of Accountants, 1C.F.R. § 210.2D1 (2009);see alsoSankar De &
Pradyot K. Sen|s Auditor Moral Hazard the Only Reason to Ban Contingent Fees for Audit
Services?1 INT. J. Aupit. 175 (1997) (dicussing reasons for the legal prohibition on auditor
contingent fees)RonaldA. Dye et al.,Contingent Fees for Audit Firm&8J. Acct. REs. 239
(1990) (developing the moral hazamjament against contingent auditor fees).

30. SeeGideon Mark,Accounting Fraud: Pleadin@cienter of Auditors Under the PSLRA
39 Conn. L. Rev. 1097, 118889 (2007); Eric L. TalleyCataclysmic Liability Risk Among Big
Four Auditors 106 CoLum. L. REv. 1641, 166864 (2006). For a brief discussion of Arthur
Ander sonés r ol e iand othdr eorpdtater fiasnosee IolmaCc Coffee JiVhat
Caused Enron? A Capsule Social and Economic History of the 189@®RNELL L. REv. 269,
281 (2004).
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auditors be inebendent of management, but auditor compensation should be
partially dependent on the future value of the stock, thereby incentivizing them
to guard against earnings manipulation andflaét disclosure.Ultimately, |
recommend that the Securities and Exchange Commission (SEC) should create
a safe harbor for a novel steblsed compwesation scheme for auditorshe

SEC may further provide some incentives to adopt the proposed scheme, such
as an exemptiofrom part of the cumbersome requirements of the Sarbanes
Oxley Act. After all, once auditors have the right incentives in place, there may
be no need for such elaborate and expensive regulations for auditors.

An appropriate stockased compensation plaoutd take several forms.

In this Article, | introduce one type of plan that would linkdud r s & f ate to that
of future shareholders who are at risk of buying overpriced shares.

To illustrate, suppose that a corporation announces that it has hired a new
auditor with a compensation agreement under which the latter (or, alternatively,
the lead audit partner) agrees to work for the corporation for a maximum
spedfied period (say, three year§)During this time the auditor will defer a
certain fraction of & compensation (say, Fercen} until it signs and issues
the last audit report for the client. A trustee will hold the deferred compensation
during the holding period and will then use the money to buy for the auditor (or
the lead audit partner) sharestie firm on the market following the signing of
the last audit report. For example, if the market value of one share on the day
following the releas®f the last audited report by the issuer is $30, and the
amount of the deferred compensation is $30ioni* then the auditor (or the

31. There are other schemes besittessone discussed here, including granting put options
to auditors or placing them in a short position on the
different payout structure, but they all create incentives to counter inflated share prices (and favor
deflated prices). Similar to the market decision to grant executives certain types ebatmk
compensation (including options, restricted stock, SARs, R&tts), the market should also
make a decision on a certain type or mixture of auditor staskeccompensation. However, since
stockbased cmpensation for auditors is currently illegal, the SEC must craft a safe harbor to
allow the usage of such plans. Given this challehg®nsider it advantageous from a political
economy perspective to pursue tigpe of plan I higlight in the text, which hopefully does not
create the image of turning auditors into speculators.

32, Audit partner rotation is, in any case, an existing legal requiremectio8203 of the
Sarbane®xley Act mandates this practice, providing,

It shall be unlawful for a registered public accounting firm to provide audiices to

an issuer if the lead (or coordinating) audit partner (having primary rasgiyngor

the audit), or the audit partner responsible for reviewing the audit, has performed audit

services for that issuer in each of the 5 previous fiscal years ofsbat.i
15 U.S.C. § 78]L (2006).

33. Alternatively, the deferred compensation would be transferred and held by a trustee
who would return the money to the issuer in exchange for shares issued to the auditor based on the
market price of those sharasthe time of issuance

34. The above example sets the annual audit fee at $20 million. In reality, the audit fee
varies tremendously amongst firms due to several factors such as firm size and complexity. The
largest and most complex U.Borporations pay audielated fees that may even exceed $100
million per yearSee, &., American International Group, Inc., Proxy Statement (Form DEF 14A)
at 54 (Apr. 6, 2007)available at http://www.ezonlinedocuments.com/aig/2007/proxy/images/
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relevant audit partner) will receive one million shares. Moreover, under this
compensgt i on scheme, the trustee witHat hol
ranges between eighteen and twerfur months following its puttase.
Following the holding period, and once the auditor sells its entire holdings of

d

the firmbés stock, the auditor becomes
audtor.Fi nal | y, the trusteeds instructions

cdlapses prior to the date of the stock purchase, then the accrued amount will
be released to the auditor in cash. This safety measure would both prevent harm
to the auditor in extreme scenarios and eliminate the perverse incentive to
conceal such Enrelike cases from the public.

My proposal has some unique benefits. Because the scheme requires that
the auditor invest a good portion of its compensation in the stock of the

t

he st

el igibl
woul d

corpor ati on it audits, the auditords fees

preveting financial misreporting. If the auditor does not adequately perform its

becon

duti es, the resulting financi al mi sreporting

stock above its bona fide value, and consequently, the auditor will overpay for
the stock it is compelledotpurchase under the compaitn scheme. And

since the shares are restricted and the auditor cannot divest of its holdings upon
receipt, information regarding the true state of the company may be revealed
over time, causing the stock that the auditor iveck in lieu of cash
compensation to drop in value. This effect would be augmented by the
auditords exclusion from working for
does not sell its shares. The @ad no longer actively involved with the firm,
canrot help to maintain the artificial elevation of the stock prices.
Simultaneousl| vy, the new auditor has
mistakes as soon as possible in order to avoid suffering from the inflated prices
down the line.

During the entie period that an auditor works for a corporation, the
market value of the shares could fluctuate for reasons unrelated to financial
misreporting. Thus, the value of the shares in the above example could vary
during t he -yaanappointmenbdsto firnhperdoamance, for better
or for worse, as well as due to maemonomic factors and &tions that affect
the entire market. Importantly, however, under the proposed compensation
scheme, the auditor does not bear risks that stem from such +wvaldefluc
tuations, whatever their cause may be. Because the auditor receives its deferred
compensation in shares based on their market price following its period of
service for the corporation, previous stock price variations do not influence the
overallvalue of its compensation package. The number of shares issued to the
auditor will be set with this goal in mind; the auditor will receive fewer shares

AIG_Proxy2007.pdf (fees paid by AIG in 2006 were $91.9 milliosge alsoGeneral Electric
Co., Proxy Statement (Form DEF 14A) at 37 (Feb. 28, 2Q0/8ilable athttp://www.sec.gov/
Archives/edgar/data/40545/000119312507040510/ddefl4a.htm (fees paid by GE ine@06
$115.4 million).

t

an

h e
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if the price per share increases and vice versa if it drops. This means that the
auditor bears no invasent risk during the period it works for the firm, but
must still be alert to any misreporting that could inflate the value of the shares
and posbly hurt its compensation when it eventually does sell its shares.

The proposed scheme does, however, iresaglome riskelated costs for
the audtor that arise during the period in whittte auditoris required to retain
its stock. Since the auditor is compelled to invest a large sum of money in the
stock of a single corporation, it will likely demand compeiogator this risk,
leading to higher overall auditor compensation levels than what auditors
currently receive in cash.

The larger the auditor and the more firms it works for with a similar
compensation schem®& the lower the premium it would require forcepting
this method of compensatidh Yet, even a substantial premium may be
justified, considering the multibilliodollar costs of financial
misrepresemtions If the incentive scheme described in this Article is
beneficial, the resulting efficiency iga would compensate all parties involved.
Moreover, | do not @ue that this compensation proposal would suit all
companies and all gateders. Rather, my point is that there is no justification
for the existing blanket prohibition on stock comgationfor auditors, and that
the market should be aware of the possible benefits that may evolve once such
compensation isllawed.

Importantly, some of the triggers of fraud and misreporting may, in fact,
also prevent firms from agting the proposed mechanisiherefore, the
sticks and carrots necessary to bring these firms into the fold may come from
various actors. Mi sreporting may harm t
shareholders while enriching its existing shareholders. This proposal should,
therefae, be advanced by institutional shareholders and banks, which have
large stakes of equity and debt that are vulnerable to misreporting and as such
should be motivated to search for ways to ameliorate the problem. As we shall
see below, it is also importaand appropriate for tieECto encourage the use

35. | therefore expect that risky or volatile firms would not qualify as good candidates for
the proposed scheme. Recall that the proposed auditor compensation schenmaasdabbry.
Further, due to the deferred compensation nature of the scheme, the first years of the program may
cause audit firms to be cash constrained. Gradual implementation of the program throughout the
firmds client base may alleviate this probl em.
36. Audit firms, and particularlythesoal | ed ABi g Four Firmso (KPMG,
Young, and PriogaterhouseCoopers), are giants with many clients and revenues in the billions. In
2007, eaclof the Big Four had revenues approximately $20 billion or moreThe Big Four
Blog, http://bigfouralumni.blogspot.com/ (Dec. 4, 2007, 11:59 EST).
37. Diversification takes away risks relatéadl the single firms. But one cannot diversify
away the market risk unless the compensation is indexed to some market measure. For a
discussion on market (systema} risk and diversification, SeRICHARD A. BREALEY, STEWART
C. MYERS & FRANKLIN ALLEN, CORPORATE FINANCE 154 72 (8th ed. 2005). Still, an auditor
could replace its existing portfolio of stock, assuming it holds such a portfolio as an investment,
with thestock generated by the proposed type of compensation and hence bear similar risks to the
ones it currently faces.

he col
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of the proposed plan by instituting certain exemptions from Sarliaxiey
reporting requirements.

Finally, the 2008 suprime mortgage crises has put the spotlight on
another important class of gatekeépéhne credit rating agencies. Specifically,
rating agencies stand accused of granting favorable ratings to toxic financial
instruments? Much of the criticism was attributable to the-sttuctured
incentives of the rating agencies, which receive their emrsgtion from the
issuers they are supposed to monitoAs this Article explains, however,
properly structured incentive compensation can overcome this sort of bias.
Hence, one possible application of the fee structure for auditors advocated in this
Article could substantially alleviate the biases of the rating industry as well.

This Article progresses as followBart | begins by briefly discussing the
proliferation of executive stock option plans (and other echased
compenation) in the United Statesthe ongoing debate regarding such
incentive pay schemes, and how they exacerbate the misreporting and
overvalued equity problems. Part Il then examines the notion of gatekeepers
and gatekeeper ralgtion and, in particular, the Sarbar@zley Act provisons
and the auditor independencequirements. Part Il sets out the proposed
auditor compensation method, explaining why this scheme would respond to
the ongoing trends in executive compensation practices and how it is
compatible with existing gelteeperegulation.

I
EXECUTIVE COMPENSATION AND SECURITIESMISREPORTING

This Article aims to preserve the beneficial aspects of executive incentive
pay while reining in the misconduct that incentive pay encourages. Byiralo
a manager t o b uy eqaity-basedngorapensdiien algns ac k ,
managero6s incentive with a compdnyds fortunes
their management of the firm induces stock price to rise, the managers cash in
valuable options and make money. If their management of thedfione s n 6 t
induce its stock price to rise, fhen the manag
This type of compensation, however, may incentivize managers to artificially
report improved results.

38. See, @., Hearing on Credit Rating Agencies and the Financial Crisis BefoecH.
Comm on Oversight and Government RefordilOth Cong. (2008)statement of Chairman
Waxman) (suggesting that credit rating agencies failed to accurately rate complex financial
products while enjoying high revenues from rating these products).
39. See, @., Franklin Strier,Rating the Raters: Conflicts of Interest in the Credit Rating
Firms, 113Bus. & Soc’y REv. 533 (2008) Biecause the rating agencies are campted by the
issuers whose [@O bonds they rate, this relationship creates a prima facie conflict of interest, one
that is compounded when the rating agency also consulisefiassuersondesiy ng t he. CDOs . 0)
40. Mark J. Roe, The Institutions of Corporate Governand@ HANDBOOK OF NEwW
INsTITUTIONAL Economics 371, 383 (Claude Ménard & Mary M. Shirley eds., 2005).
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To understand how to decouple the benefits from the adveesesetif
equity-based compensation, this Part begins with an examination of the surge in
executive compemtion and the revolution in equityased compensation that
caused it. It then presents the recent and growing body of empirical evidence
linking stockbased compensation to earnings management and financial
scandalé’ This evidence represents only some of the perverse effects of equity
compenation, as much of the whitewashing and selective reporting is hard to
detect and verify. These effects may octumperfectly rational markets but
intensify in irrational markets that place more emphasis on accounting
presatation. This Part looks at some of the enormous body of evidence
indicating that our capital markewuffer from such irrational episodes and
shaws that even an optimal compensation scheme would leave a wide opening
for misepor ti ng. I n particul ar, even if
aligned with the incentives of existing shareholders, they may still opt for
financial misepresentation ahe expense of creditors and future shareholders.

A. The Growth in Executive Pay and Eqgigsed Compensation

Much has changed since 1990, when business administration professors
Michael Jensen and Kevin Murphy first made their claim that American CEOs
ae paid @l i KBetteanrtteyaeas 1980 and 1094, theraye
executive compensation rose by 208&cent and between 1992 and 1998, it
almost tripled, with average compensation to the top five executives in the
largest 500 U.S. companies climbi from roughly $2.34 million to $655
million.*®* The increase in average CEO total congagion was even more
stunning etween 1993 and 2000, growing from .®3million to $174
million, respectiely.**

This striking rise in executive compensation can biébated in large part
to the parallel dramatic increase in option grants to executhgalready
noted, in 1985 the value of equibased executive compensation amounted to

41.  The literature is also quite clear about thgésocial cost ofnilated or inaccurate
stock prices.See generallyJensensupra note 16, Marcel Kahan,Securities Laws and Social
Costs of il nacc,udl doke b.J. FT (189R) (dRcussiage theecrease in
allocative market efficiency assiated with inaccurate share price&hdrei Shleifer & Robert W.
Vishny, Stock Market Driven Acquigons, 70 J. FiN. Econ. 295 (2003) (arguing that inflated
stock prices bring about inferior acquisitions).

42.  Jensen & Murphysupranote6, at 138(reviewing U.S. executive compensation from
1969 and 1983); Hall & Liebmasupranote6, at 655 (reviewing compensation ptiees of the
four hundredlargest public firms and concluding that executives are no longer paid like
bureaicrats).

43, Murphy, supranote 10, at 848 (discussing growth of executive compensation); Susan J.
Stabile, One For A, Two For B, and Four Hundred For C: The Widening Gap in Pay Between
Executives and Rank and File Employe2®U. MicH. J.L. REForm 115 (2002) (discussing and
criticizing growth of &ecutive compensationdge alsderry & Zennersupranote9, at 124.

44. Bebchuk & Gringein, supranote 10, at 285 thll; seealso Hall & Murphy, supranote
7, at51 (reporting and discussing executive option grants).

manager s
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only 8 percentof the average total CEO compensation in the largest U.S.
companés,” but that figure grew steidy, peaking at 78percentin 2000
among S&P 500 companiésMoreover, whereas in 1980 only Hercentof

the executives of top firms held options, in the year 1999 alorpe@éntof

the largest congmies granted options their executived’ The radical shift in
executive pay practices ignited a debate about the efficacy of these new
practices. Proponents argue that the practice of linking pay to performance is
the result of an efficient bargain between firms (and, indyredthe
shareholders) and their executiV©pponents assert, among other things, that
this scheme favors executives who have the power to manipulatseiag
mechanisms in theirafor and thereby ensure that they receive high pay
without high performace?® But even under the most optimistic view of stock
based compensation, where it is assumed that managers have incentives to
guard against harm to the firm, the incentives for earning manipulation and
secuities fraud are in no way negligible.

B. The Lhk Between StoeBased Compensation and Financial Mysorting

In recent years, a growing body of empirical literature has exposed the
link between stoclkbased compensation for executives and financial
manipubtion.® This work is rather new since the pieaet of heavily

45,  SeeBarris,supranote8, at 64 (an empirical study efght hundregbublic firms).

46. Bebchuk & Grinsteinsupranote 10, at 290 thl.4(reporting compensation figures for
S&P 500 firms);see alsoBrian J. Hall,Six Challenges of Equigased Pay Desigri. APPLIED
Corp. FIN., Spring 2003, at 21, 23 (2003)

47. SeeHall & Liebman, supra note 6, at 663; Hall & Murphy,supra note 12, at 4
(reviewing executive compensation in thegest five hundredU.S. firms); see alsoMark A.
Clawson & Thomas C. Klein,Indexed Stock Options: A Proposal for Compensation
Commensurate with Performancg Stan. J.L. Bus. & FiN. 31, 42 (1997)reporting data of a
1996 study about the use of stogitions intheUn i t e d lar§est250 dirm$

48. John E. Core, Wayne R. Guay & David F. Larckexgcutive Equity Gopensation
and Incentives: A Survelicon. PoL’y REV., Ap r . 2 0 0 3 ,Howaever, uhléss beke& aré f
systematically biased, we expect that compensation contracts are efficient, on average, and that
average equity incentivede | s across firms are neither 6too highd nor €

49. SeeBeBcHUK & FRrIED, supranote 15 (developing the managerial power approach);
Bebchuk, Fried, & Walkersupra note 26 (same) Lucian Arye Bebchki & Jesse M. Fried,
Exeative Compensation as an Agency ProblénEcon. PErsp., Summer 2003, at 71 (same).

50. This literature has strong theoretical backiSge, &., Oren BafGill & Lucian A.
Bebchuk, Misreporting Corporate Performanogiarv. Law & Econ.DiscussionPaper No. 400,

2002), available athttp://papers.ssrn.com/sol3/papers.cfm?abstract_id=354141 [hereiBafter

Gill & Bebchuk, Misreporting (developing a model of the causes anchsamuences of
misreporting corporate performance); Oren -Bdlt & Lucian A. Bebchuk, The Costs of
Permitting Managers to Sell Shar¢®ct. 2003) (unpublishedworking paper,available at
http://lwww.law.harvard.edu/programs/olin_center/corporate_goverrgapess/03.Batill.Beb
chuk.costpermitting.pdj [hereinafter BaiGill & Bebchuk, Costs of Permitting(analying the

costs of permitting corporate managers to sell shares they hold prior to the end ofrticaErage

the compan)y Jesse M. FriedCorpora e L a w6 OwreruBias iea Gdrporate Goveance
(Berkeley Program in Law & EconWorking Paper Series, Paper No. 181, 20&@gilable at
http://repositories.cdlib.org/blewp/artl1l81 (analyzing tI
choice of goverance arrangements and demonstrating that stock price noisiness leads firms to
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compensating managers with equity has been widely used only in the last
fifteen years. Rather than surveying the literature in its entirety, | outline below
four empirical sidies in this area that utilize different methodologies.
Regardles®f the gproach, however, a clear and compelling picture emerges:
stockbased compwsation instigates fraud, earning management, and
misreporting in generat.

The first study focused on accounting restatements and their relation to
the structure of exedue pay>? An accounting restatement is a remake of
previous financial reports that occurs when the corporation, its auditor, or the
SEC finds significant accounting errors that resulted in a substantial
misrepesentation in those earlier financial repofisises of restatement can be
the product of innocent mistakes but may also indicate fraud. This study found
that the likelihood of a misstated financial statement increases greatly when the
CEO has very sizable holdings of -tinemoney option§® Examining
restatements announced during 2001 and 2002, the study compared a sample of
ninetyfive restating firms with a control sample matched by industry, size, and
timeframe>* The researchers measured many factors that could pttewtiey
between the restatiniyms and the control sample. They discovered that
CEO6s compensation structure a#hd, specificall
money stock options was the most influential factor on the presencaotitl
restatements. These findings were evenrempronounced in the spéci
context of restatements involving major accounting irregularities
and méfeasancé’

The divergence between the restating firms and theirrestating peers
was dramatic. The average value of CEO holdings at restating fiassare
than $50 million, whereas the average for the control firms wasler $9
million.>® Moreover, the average value of CEO holdings at restating firms
where there was evidence of accounting malfeasance was strikingér,héd
more than$130 million, compared to the average jost under$15 million at

seek arrangements with a curreminer bias); Coffeesupra note 1; Coffee, supra note 30;
Jensensupranote16.

51.  While statistical correlation is easier to prove than actual causation, these high profile

papers nevertheless conatuthat equitypbased compensation leads to misreportidge, a.,

Qiang Cheng & Terry D. Warfieldzquity Incentives and Earnings Magement80 AccT. REv.

441, 441 (2005) (ACol l ectively, our results indicate th
eani ngs management. 0)

52. Efendi, Srivastava & Swansosipranotel4.

53. Id. at 703.In-the-money options are options that have a strike price (the fixed price at
which the owner of an option can purchase the stock) that is lower than the current market value
of the companyo0s rcsédacapas immedidte prdfthus, 1 f exe

54. Many of the restatements had an earning effect, meaning the restatement influenced the
bottom line of the profit and loss report. A negative effect on the income, such as the gross
revenue, occurreih seventytwo of theninety-five sample firms (7¢ercen}. Id. at 681.

55. Id.at 703 04.

56. Id. at 685.
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similar firms that did not restate their financi&isThe study also found that

restating firmso CEOs benefited from the mi
exercising their stock options when the share prica® adificially inflated

prior to the restatement. CEOs at companies that issued accounting

restatements (where there was accounting malfeasance) exercised options

worth an annual average of $4,181,600 ($7,744,240); this exceeded the average

of $436,930 (8,616,210) at matched firms.

Thi s CEO behavior i s expl aitheed by t he st
restatements inflated the value of the restatingpca ni esd stock (or at | e
backed an already nf | at ed val ue) . Thus, the study foun

retuns exceed the market by about 20% (27% for firms with accounting
malfeasance); in comparison, matched control firms receive approximately the
market et u r°nThese findings allowed the researchers to comfortably
conclude that managers with stdao&ksed cmpensation inflate stock price
through acounting manipulation.

A second study examined accounting restatements issued by 215 restating
firms between 1995 and 2002 ativd the restate
compensatiofi° Like the first study, this resear also demonstrated that stock
options are keyed to many accounting inaccuracies, which eventually lead to a
proliferation of restatementd.This second study took thequiry one step
further by measuring the magnitude of the restatement in relatioheto t
structure of manager compensation. The evidence showed a significant positive
relationship between the fraction of executive opbased compeason and
the magnitude of the restatement. Higher incentives from stock options were
found to be associatatbt only with a higher promsity to misreport but also
with greater magnitudes of misreporting, as measured by the effect of the
restatement on the net income of the firm invol¥ed.

A third study examined whether executives who commit securities fraud
face greater financial incentives to do so than their peers who refrained from
committing securities frautf. The study included all firms that weneciuded

57. Id.at 703.
58 Id.
59. Id. at 669.

60. Natasha Burns & Simi Kedjarhe Impact of Performandgased Compensation on
Misreporting 79J. FIN. Econ. 35 (2006).

61 Id.at63.
62 Idat 43, 46 (AThe average effect of the restatement
$101.32 million . . . . The mean (median) effect on net income for restating firms that overstated

net income is higher at $117.1 ($13.8)imi on. 0) .

63. Johnson, Ryan & Tiarsupranote14. Another recent paper focuses on fraud cases and
their relation to executive compensation by examining cases that were subject to privatesecurit
action lawsuits, Lin Peng & Alisa RéelExecutive Pay and Shareholderigdtion, 12 REv. FIN.

141 (2008);see alsoDavid J. Denis, Paul Hanouna, & Atulya Saris, There a Dark Side to
Incentive Compensation22J. Corp. FIN. 467 (2006) (finding aignificant positive relationship
bet ween a f i r-bbaged remusegation &nd edfes frandmallegations from 1998
2002).
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in the SEC6s Accounting and Auditing Enforcem
1992 to 2005, in which the @mmission concluded that there was sufficient

evidence of accounting fraud to indict the firms or their executfvestotal,

the study identified eightgeven fraud events, andngoared the group of

fraudulent firms with a matched sample of firms thak wiot display evidence

of fraud®® Again, the evidence that emerged is cothpen g : Aincentives from
unrestricted stock for the median fraud executive are 54% greater than those of
the median contr ol executi ve,; a¥ the 75th pe)

Moreover, during fraudulent years, the study showed that executives at
fraudulent firms sell significantly more stocks than do control eties ®’

Finally, a fourth study examined stobksed compensation and
owneship data from 1998 2000 to determinéhe characteristics of firms that
met or just be &tTheareseaiches foand thdt irmseve®@s t s .
more likely to meet or slightly exceed financial forecasts when they had higher
managerial equity incentivé3.fi [ A ] one standagedin devi ati on i
unexercisable options increases by 16.3 percent the odds of meeting or just
beating anal.y.8tMod ef srpeeccd Sftiscal Yyers A[ o] f 4,301
with equity incetives and earnings surprises in the period 19080,
25percent have zeroaer ni ngs surprises, i . e., meeting 8
l7percent beat analystsdéd forecasts by one cent
al ystsoé forechasts by one cent. o

Based on statistical analyses that controlled for firm performance and
other variablesthe authors concluded that their results were more consistent
with earnings management induced by equity incentives rather than by
improved firm performance. This study further showed that managers with high
equity hcentives sold more shares aftermeefi or beating analystsé fo
than after missing analystsé6é forecasts. I n co
of similar practices among managers with low equity incenff/eastly, the
study found that, on average, high edquntyentive managers ed more

64. Johnson, Ryan & Tiarsupranotel4, at 7.

65. Id.
66. Id.at3.
67. Id.at4.

68. Cheng & Warfieldsupranote51.

69. Id. at 470;see alsddavid Aboody& Ron Kasznik, CEO Stock Option Awardmnd the
Timing of Corporate Voluntary Disclosure29J. Acct. & Econ. 73 (2000)(empirically showing
that managers time stock grants and disclosure to earn reNtajy Lea McAnally, Anup
Srivastava & Connie D. WeaveExeative Stock Options, Missed Hangs Targets, and
Earnings Management83 Acct. REv. 185 (2008) (showing that option grants setimes
encourage managers to miss a quarterly earnings target intentionally and that firms that miss
earnings targets have larger and more valuable subseqgaatg)g

70. Cheng & Warfield,supra note 51, at 455, They also found that: fi a
deviation increase in ownership increases by 30.5 perdentodds of meeting or just beating
anal ystsd@d forecasts. o

71 Id.at 452.

72. Id.at443.
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incomeincreasing accounting, and that managers sold more shares after
taking these incomimcreasing measurés.

These recent empirical studies all reveal a strong and consistent
correktion between financial misreporting and manipulation andkdvased
compensation. Perhaps pdgr-performance does, indeed, create beneficial
incentives to improve the firm, but it also creates negative incentives to present
false evdence of firm improvement or to hide adverse information.

Aside from creating inentives for illegal accounting practices, the market
also irrationally hinges on the manner of acd¢mgnrepresentatioff. By taking
advantage of market biases, managers can influence the price of their
compani esd® shares si mperofdiscjosueenitheudt i Nng a speci
the need to misreport, hide, or twist information. For example, one study
indicates that companies issuing less prominent press releasdseiof t
restatements suffered lesé a loss in share value and were less likely to be
suedfor secuities fraud’’ The researchers controlled for differences in the
severity of the accounting irregularity involved and the relevant transparency of
the infamation, so the variation in consequences for the companies stemmed
solely from the relativprominence of the restatement announcerfient.

There is also considerable evidence that firms choose incareasing
accounting treatments, even when these maneuvers are utterly transparent to

73. This is especially true for managers with less persistent equitgtines, presumably
because they are less concerned with the reversal of such techitdgat467.

74. Id.

75. SeePaul Brockman, Xiumin Martin & Andy Puckett/oluntary Disclosures and the
Exercise of CEO Stock Optign&6 J. Corp. FIN. 120, 122(2010) (finding that managers
manipulate disclosuregound options exercise dates).

76. The notion that the market is irrational and suffers from behavioral biases, at least for
some lengthy periods, is now fairly commonly accep®s#, €., ANDREI SHLEIFER, INEFFICIENT
MARKETS: AN INTRODUCTION TO BEHAVIORAL FINANCE (2000) (a comprehensive discussion of
market ineffciency and behavioral biases); Nicholas Barberis & Richard Thal&urvey of
Behavioral Finance in HANDBOOK OF THE EcoNoMmics oF FINANCE 1053 (George M.
Constantinides ed2003) (a survey of the literature on the subject); Owen A. Lamont & Richard
H. Thaler,Can the Market Add and Subtract? Mispricing in Tech Stock Gautg 111J. PoL.

Econ. 227 (2003) (discussing the wddhown case of market inefficiency in mispricing firms and
their subsidiaries); Bradford Cornell & Quiao Lilihe Parent Company Puzzle: When Is the
Whole Worth Less Than One of the Parfs?. Corp. FIN. 341 (2001). For a discussion of the
concept of market effiency versus irrationality, see Andrew W. LE&fficient Markets
Hypothesisin THE NEW PALGRAVE: A DICTIONARY OF EcoNnomics 782 93 (Steven N. Durlauf &
Lawrence E. Blume, eds., 2d ed. 2008).

77. Some firms issue a press release that discloses the restatement in the headline; others
give a press release headlined by a different subject Xtomep | e ffearnings newso) but di
the misstatement in the text; a third tactic is to simply change thepasativeperiod amounts
reported in an earningsiease, with no direct mention of the restatement. In all three cases, there
are immediately negative stock returns following the announcement, but ffeysdibstantially
in terms of prominence&.3 pereentfor the first type of restatement announcemeht) percent
for the second type, and.5 percentfor the third group). Rebecca Files, Edward P. Swanson &
Senyo TseStealth Disclosure of Accounting RestatemeBdsAcct. REv. 1495, 14962009.

78. Id.at 25 26.
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the market? Perhaps the two bekhown examples are usingthep ool i ng, 6 as
opposed to ¥amuniingteeatroentdos aEqitiéns and resisting

t he expensing o foptioe nymmtd yPedingdf-intesest o ¢ k
accounting treatment for mergers generally allows firms to report higher

income and eaings® For this reason, managers used to invest a lot of time,

effort, and capital to ensure that their merger transactions met the requirements

for poolingof-interest accounting treatment; the evidence indicates that the

market valued this approafhSince @counting treatment does not impact the

intrinsic value of these transactions, this markgponse to managerial

79. Seeeg., Richard G. SloarDo Stock Prices Fully Reflect Infoation in Accruals and
Cash Flows About Future Earnia8 71 Acct. REv. 289 (1996) (finding that stock prices act as
though fAinvestors o6fixated on earnings, failing too full
and cash flow components of current earnings until that information impacts future sgrning
Charles J.P. Chen, Shimin Chen & Xijia 88,Accounting Information ValuRelevant in the
Emerging Chinese Stock Market®J. INT’L AccT., AUDITING & TAX’N 1, 18 (2001) (reportip

convincing evidence fAthat accounting information is val
market despite the young age of the market and the perception of inadequate accounting and
financi al reporting in Chinaod) ;StephanhEn SeRik, M. Hand, Patric

Insulstance Defeasances: Security Price Reactions and Motivati®s. Acct. & Econ. 47
(1990) (finding a negative stogkice reaction to the announcement of insubstance defeasances).
There is also ample evidence that the market doeperfectly djust to changes in accounting
treatmentSee, ., Gary C. Biddle & William E. RicksAnalyst Forecast Errors and Stock Price
Behavior Near the Eaings Announcements Dates of LIFO Adopt@6&J. Acct. REs. 169, 169
(1988) (presenting édence suggesting that the negative excess returns were associated with, and
possbl y due to, analystsd6 systematic overestimates of earn
LIFO, inventory costing methods 1974); Kevin C.W. Chen & Michael P. Schodek, The 1993
Tax Rate Increase and Deferred Tax Adjustments: A Test ofi6ia Fixation 38J. AccT. REs.
23 (2000) (exploring the magnitude and nature of analys
reported accounting numbers); John R.M. Hat@¥4 LIFO Excess Stock Return and Analyst
Forecast Error Anomalies Revisite@3 J. Acct. Res. 175 (1995) (reexamining three LIFO
anomalies reported by Ricks & Biddle with the aim of inigeding the degree of analyst and
investor sophistication in respondito fiscal 1974 LIFO adoptions).
80. I|n fApurchase accountingo the acquisition of a targ
purchase reflecting the market values of the acquired assets antidmbllhe difference between
the price paid for the acquisition and the value of the assets (minus liabilities) of the target is
recorded as figood will o and amortized during the foll owi
applied, the combined enterprise svaieated as a merger and the book values of the separate
enterprises were carried over to the surviving entity. No goodwill was created. For a basic
explanation Se®ALE A. OSTERLE, MERGERS AND ACQUISITIONS IN A NUTSHELL, 181 83 (X ed.,
2006)
81. Both examples are discussed at length in FeEedranote50, at 26 28.
82. The reason being &b the goodwill recorded in the purchase accounting is amortized
throughout the years following the acquisition, which lowers the reported pS€ESTERLE,
supranote80.
83.  Patrick E.Hopkins Richard W. Houston & Michael F. PeteRyrchase, Pooling and
Equity Anal yst s6, 7¥ Adcu Rev.i267n(2000) fdfogiding revidence that
anal ys tpscé judgrhets dépend on the method afcaunting for a business combination
and the number of years that have elapsed since the business compibaiiianA. Vincent,The
Equity Valuation Implications of the Pthase Versus Pooling Methods of AccountihgFIN.
STATEMENT ANALYSIS, Summer 1997, at 2 (finding that pooling firms enjoy an equity valuation
advantage over purchase firms).


http://www.sciencedirect.com/science/journal/10619518
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behavior is a telling sign of the marketds o
rather than with fundamental lugs.
Regulators have also stigigd to regulate the accounting treatment of
stockoption compensation. Fierce resistance by managers has prevented
seveaal attempts to enact a requirement to expense stock options, although such
a requirement now exist&’ Expensing stocloption compensaih has a sharp
i mpact on firmsd bottom |line; for exampl e, it
of S&P 500 firms by 21percentin 2001% However, even witout a
requirement to expense stock options for accounting purposes, managers cannot
hide their cost sirethey must disclose the values of stock options deeg™®
Nevertheless, it seems that both managers and the market care more about
accounting net profits than any other type of disclosure that could convey the
same information. This reality exacerbaties misreporting pfdem, as it can
drive managers to bend accounting standards to increase fitst, gneen when
such a distortion would not mislead a rational inve¥tor.

C. Executive Pay Reform as a Partial and Imperfect Solution

Manager pay practicesave recently come under attd&kPolicymakers
have implemented some reform proposals, including those aim#eh\aating
managersd perverse incé&mwhilewosmsdwd mani pul at e ¢
possbly remedy part of the problem of perverse incestisich reforms can
only have a limited effect for two reasons. First, it is hardnbagine a

84. Fin. Accounting Standards Bd&iatement of Financial Accountirtancirds No. 12B
(2004).

85. SeefFried,supranote50, at 28 29.

86. SeeExecutive Compensatn Disclosure, SEC Release No-&340, 17 C.F.R. §§ 229,
240 (June 23, 1992); Executive Compensation Disclosure, SEC Release-6862337 C.F.R.

88 228, 229, 240, 249 (Oct. 16, 1992) (adoption); SEC Release NeP683(Nov. 9, 1992)
(correction to adgtion release); SEC Release No. 7032 (Nov. 22, 1993) (technicatiarets).

87 The | ink between irrational mar kets and manager so i
to manipulate earnings haedn widely acknowledged in the literatusee, ., Jeremy C. Stein,
Efficient Capital Markets, Inefficierftirms: A Model of Myopic Corporate Behavjat04 Q.J.
Econ. 655 (1989) (showing that when a market is in equilibrium, investors rationally expect
managers to engage in earnings management, so they adjust for this in their inferences, but
managers continue to behave myopicalige alsoBar-Gill & Bebchuk, Misreporting supranote
50; Bar-Gill & Bebchuk, Costs of Permittingsupranote50; Fried, supranote50; Jensen,supra
notel6.

88. SeeBeBcHUK & FRIED, supranote 15 (concentrating on the digientives to improve
performance); Bebchuk, Fried & Walkeypranote26 (same); Coffeesupranote30, at 297 98
(discussing perverse incentives to manipulate earnings).

89. Examples fronSOX include: a clawback provisiol5 U.S.C. § 7243 (2006) (SOX §
304); timely disclosure of equityrants (amendmemtf section 16(b) of the Securities Exchange
Act of 1939, 15 U.S.C. § 78p (2006) (SOX § 403); and kitad periods for sales of securities, 15
U.S.C. § 7245 (2006) (SOX 8§ 8D Regarding blackout periods, see also Keajiela,Sarbanes
Oxley, Foreign Issuers and United States Securities Regul@08CoLum. Bus. L. REv. 715,

742 (2003); Joseph F. Morrisse@atching the Culprits: Is Sa@anesOxley Enough? 2003
CorLum. Bus. L. REv. 801, 844(2003)
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compensation arrangement that could overcome the problem inifetyerdand
moreover, any reform aimed at solving only part of the problem would entalil
costs 6 its own. Second, corporations do not have an adequegmtive to

adopt t he opti mal pay structure since

sometimes benefit existing sharedteats at the expense of creditors and future
shareholders. These two limitationgliscussed further below, provide
background for the discussion in Part Ill, which examines the role of
gatekepers in diminishing the harmful incentives that exist for managers
to misreport.

Executive compensation reform can and does alleviate some of the
negtive incentives influencing managers. For example, to address the problem
of stock option backdating, the Sarbane®xley Act required immediate
disclosure of stock grant dates, making it harder to play around with disclosures
and backdate grants take advantage of more favorable timfigAnother
reform that can counteract manciah ger s 0
reporting involves clawback provisions that confiscate profits earned through
fraud or accounting errors that lead to restatementdjose804 of the
Sarbane©xley Act provides,

If an issuer is required to prepare an accounting restatemeas a

result of misconduct. ., the chief executive officer and chief financial

officer of the issuer shall reimburse the issued f() any lwnus or

other incentivebased or equithased compensation.; (2) any

90. The SEC has launched investigations into more thanhomelred companies with
respect to the timing and pricing of stock options they granted during the boom f¢laeslate
1990s and early 2000s. This phenomenon has been discussed in numerousgelpamn A.
Bebchuk, Yaniv Grinstein & Urs Peydrucky CEO9Harvard Law & Econ. Disasion Paper
No. 566, 2006)available athttp://papers.ssrn.com/sol3/papemneabstract_id=945392; Lucian
Bebchuk, Yaniv Grinstein & Urs Peydrucky DirectorsHarvard Law & Econ. Discussion Paper
No. 573, 2006)available athttp://papers.ssrn.com/sol3/papers.cfm?abstract_id=952288q .
Walker, Unpacking Backdating: Economiénalysis and Observations on the Stock Option
Scandal, 87 B.U. L. Rev. 561 (2007); Randall A. Heron, Eric Lie & Tod Per@n the Use (and
Abuse) of Stock Option Granf8iN. ANALYSTS J., May/June 2007, at 1As expected, there is
evidence that executivegjuity compensation was a major incentive for the practice of backdating.
SeeDaniel W. Collins, Guojin Gong & Haidan LiCorporate Governance and Backdating of
Executive Stock Option26 CoNTEMP. AccT. REs. 403, 405 (2009§showing that the tendency to
baddate is stronger when stock options have greater weight in CEO compensation and that firms
with weaker governance structures that allow CEOs to exercise greater power over the board and
its committees are more likely to engage in executive option htokgl.

91. In fact, this is the factor that exposed backdating in the first place. The passage of the
Sarbane©Ox | ey Act reduced manager so returns from
researbers to search for the cause of the chaSge, a., Eric Lie, On the Timing of CEO Stock

Option Awards 51 MgmT. Sci. 8 0 2, 805 n.3 (2005) (A[E]ffective

changed the reporting regulations with respect to stock option grantsfiGlgcifirms must now
report executive stock option grants within twoilbess days. This is likely to affect the timing of
stock option grantsdome nt ed herein. 0) .
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profits realized from the sale of seiti@s of the issuer during that-12

month period”

These statutory provisions and similaftymulated contractual
arrang@ments reduce the éentive for managers to commit fraud, but they are
hardly a comprehensive solution to the problem. Hypothetically, if all
fraudulent actiities eventually came to light, reputational concerns as well as
fear of prosegtion could prevent most managers framommitting fraud®
Because in reality not all fraud is discovered, managers most often simply hope
that their ations will go unnoticed. Managers who inflate profits ofbatieve
that income will rise before their fraudulent actions are detected, or
altematively, they hide their actions by disclosing a steehanactual fall in
sales at a later periddUnfortunately, because the clawback provisions do not
overcome the fundamental hurdle of fraud detection, they have only limited
deterrent effect. Mora®r, a considerable extent of financial reporting
manipubtion occurs in gray areas. Accounting is based on assessments and
involves discretiorl” at times, a number of possible reportingndtads are
arguably legitimate, with one simply better suitedhe financial status of the
issuer. This reality of the accounting and financial disclosuretipgaleads to
much bending, stretching, slanting, exaggerating, distorting, whitewashing, and
selective reporting that does not necessarily result in accourgstgtements or
public exposure of the faulty behavior, but misleads investors nonetheless.

Another oftsuggested reform proposes setting extended holding periods

for managersd6 equity compensation, based on

earning manipation and fraud cannot last forevérManagers can hide a

downturn in the firmdéds profitability or survi
expectations, but the firmés tre financi al

Lengthy holding periods could, thereforeduce misreporting incentives since
shortrun deception would not be very profitable for managers. Yet this
solution is also far from perfect: Any scheme would have to allow managers to

92. 15U.S.C. § 7243 (200650OX § 304).

93. Exposed fraud cases are only the tip of the iceli&eg, @., Cdfee, supranotel, at
199 (A[ O] ne s us p e c tstatemertisavere huththee sipeof therproverbidberg d  r e
with many more companies negotiating changes in their accounting practices with thieie ou
auditors that averted a formal restaterment .

94. See Coffee, supra note 30, at 277 (discussing misapprogion of future period
earnings and premature income recognition).

95. As thisArticle will discuss below, accounting practice is moving towards even greater
discretion as rulebased accounting is being replaced worldwide with principéesed
accouting.

96. SeeCoffee,supranote30, at 308 (A[T]he real problem here is not
. . . but rather excessive liquidity that allows managers to bail out at will. Onlysfiguific
answers, such a®hling periods and retéon ratios, seem likely to work effectively to solve this
problem. 0) .

97. However, shorrun misreporting frequently remains hidden since finm can often
postpone the timing of reporting certairoeomic outcomes for some time without detection.
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sell their shares at some point, thus failing to eliminate all shnrincentives
to cook the book¥®
More importantly, even if extended holding periods could eliminate much
of the incentive to misreport, it is unclear whether an optimal employment
contract would include such a pren. Holding periods expose managers
the fundament al risk of fluctuations in the <c
holding period, the greater the risk they b&aBince managers already invest
their human capital and reputation in their firms, it might be excessive to
require them to whertake extremely high risks vésvis a considerable portion
of their compensation and capital as$&tdn fact, the empirical @dence
shows that managers fear holding too much of
period of time: One extensive study fauthat, on average, managers sold
approximately 680 alreadywned shares for evegne thousanaew options
granted and sold 940 alreadwned shares for evergne thousandhew
restricted shares grant&d.
These findings should serve as a warning sign.liteg managers from
selling their shares for extended periods of time comes at a significant’cost.
Moreover, there are other proposed remedi es,
that merit consideration. Indeed, the optimal mix of remedies might require
much shorter holding periods than those heretofore thoughibfes
Finally, it is essential to acknowledge that existing shareholders may not
be concerned with managers who misreport financial data.-&hnortinflation

98. Theoretically it is possible to require managersstl their equity stakes only
following a certain period after they have left the company. Howeveraviskse managers would
substatially discount the value of such an equity grant, for two main reagéhsOnce the
manager has left the firm, she has gontrol over the business performance of the firm, which
exposes her to the untest&dll of the future managerial team; af®) manager turnover is often
the result of dsis, which would mean that the manager is required to sell at times when the firm
equity is most likely to be worth the least.

99. For a discussion of the concept of fundamental risk, see Lamont & Teapeanote
76, at 229.

100. See, @., Cheng & Warfieldsupranote51, at 44445( i Du e t quity-baBeels e e
hol di ngs, managieve 6t oveheéehr i 65i sma&di $tock prices and man
the idiosyncratic risk of the firm. . . . [F]rom the perspective of risk diversification, risk averse
managers want to reduce their exposure to the idiosyncratic risk of the firm. Consequently,
managers want to sell shares if the risk exposure level is higher than therequilim | evel . 0) .

101 SeeEli Ofek & David Yermack,Taking Stock: EquitBased Capensation and the
Evolution of Managrial Ownership 55J. Fin. 1367, 1376 (2000).

102 This is perhaps the essence of agency cost theory: A rational investor would not want
to invest one dollar in preventing harm caused by ageatyanes if such a measure would result
in a less than ondollar reduction in residual los§eeJensen,supra note 16 (creating the
framework of agency cost theory).

103 The short survey above does not purport to exhaust the flaws in the existing common
practices of executiveompensationSeeMichael W. Faulkender & Jun Yang, Inside the Black
Box: The Role and Composition of Compensation Peer Gravps. (15, 2007) (unpublished
manuscript,avaiable at http://papers.ssrn.com/sol3/papers.cfim?abstract_id=972197) (revealing
that corporations manipulate the use of compensation peer groups by selecting peer firms that will
comfortably justify high wages faheir own executives).
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in share prices can benefit exigfi shareholders at the expense of future
shareholders and creditdfé.Any artificial increase in share price leads to a
transfer of value from a future shareholder who buys shares to a current a
shareholder whoetides to sell her shares. Therefore, thisteyg shareholder

can benefit from management misreporting whilgng immunity from any
direct liability because she does not directly participate in the false disclosure.
Moreover, backed by overvalued equity, the firm can raise additional capital by
issuing shares at an inflated value, thereby diluting the stakes of existing
shareholders far less than would be the case weraniss set at the accurate
price. Unsurprisingly, then, shareholders lack perfect incentives to counter
securities fraud andtoppose mechanisms that generate such behavior, such as
skewed incentive pay prograrfs.

Similar dynamics in the relationship between shareholders and creditors
augment shareholder incentives to neglect their duty to oversee manager
incentive compensationGiving managers an incentive to inflate share prices
and skew accounting figures can result in a better credit rating for the firm and
avoidance of default provisions in its debt contracts. Both of these outcomes
enable the firm to finance its operationalower cost to th benefit of its
shareholdersConsequently, shareholders are not welted to the task of
creating incentives for accurate disclosure of financial data.

The two hurdles discussed hérthat even the optimal compensation
scheme leavesample incentives for managers to misreport and that
sharehalers cannot be relied upon to fight for an optimal compensation
schemé@ raise the question ofhat role gatekeepers play in capital markets.
Gatekeepers purportedly guard againstnag@&r incentivesto manipulate
disclosure, even when the shareholder body has abandoned its watch. The next
Part of this Article will discuss the role of gatekeepers aqulan why they
too often fail to provide the essential check on misrepresentation and fraud. In
respnse, Part Il sggests a proposal for reform that seeks to alter gatekeeper
incentives so that they can better, and more consistently, perform their
oversight function.

Il
THE UNFULFILLED PROMISE OFAUDITOR INDEPENDENCE

The changing nature of executiveypéhat led to frequent financial
misepr esentati on provokes an examinati on of
developments. This Part points out that throughout the 1990s and the beginning
of the twentyfirst century, gatekeepers and auditorparticularsystematally

104. See, ®., Steven L. SchwarcZemporal Perspectives: Resolving thenfliot Between
Current and Future Investors89 MinN. L. REv. 1044 (2005) (discussing the tensioetween
current and future shareholders).

105 | n Friedo6s t er ms, t his sharewmdrdebi de®mdeémcy | eads
corporate law. Friedsupranote50at 3.
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failed to forestallthers i ve wave of fraud and misreportin
fraudulent activity and auditorsé inability

the regulatory response became inevitable. Indeed, ithis thiat ensued after

the exyosure of fraudulent activities in mega firms such as Enron and
WorldCom spurred aggressive legislation and regulatory responses aimed at
improving securities disclosut& While the benefits of this intervention are
debatable, it clearly entails high cgstacluding the skyocketing cost of
audits. Undestandably, a considerable part of the new regulations concentrated
on auditors, and one important theme was to strengthen the ideal of auditor
independence. As this Part explains, independence alone uificiesit to
ensure that auditors withstand pressure from management to compromise the
guality of financial statements.

A. Crisis and Failure

The termigatekeeperd which was adopted by jurists in the late 1980s
and has since maintained its appeal i torporate governancescburse
refers to certain agents, such as auditors and legal counsel, who are in a
position to prevent corporate wrongdoing, including misreportingietGi
management 8s incentive to overdadnate earnings
schemes to overcome this problem, gatekeepers have a sacrosanct role in
corporate governance. Since gatekeepers are unaffected by the same perverse
incentive structures that drive corporate insiders, concerned about their
reputtion, and typically posess deep pockets, corporate governance structures
expect them to stand up to opportunistic behatfidr.

Unfortunately, gatekeepers failed to live up to their promise when they did
not safeguard capital markets against the corporate fraud surge of tr@Sde 1
and early 20005 While executive pay skyrocketed, there was a veritable
explosion in accounting restatements, altdkd symptom of financial
irregularity™* From an annual average of about fifty public company

106. SeeGerding,supranote3.
107. SeeKraakmansupranote4.
108 SeeKraakmansupranote 4 and accompanying textThe SEC has also adopted the
term fga$ee,lae Bepudies. Act Réease N0.3¥ 870 (June 30, 2000) (nAaf
laws...make i ndependent auditors 6gatekeepersod6 to th
109 Kraakman,supra note 4, at 70 (A Omeampk,utkappofessonals f o r
accountants, lawyers and doctbnmake attractive legal gatekeepers in part because they have
large and vulnerable investments in licenses and reputations; they standttm losech iftheir
corruption is detected. 0).
110 This notion i s t he What@aesadcEaron@obffecopfahoee 6s paper ,
30, at 280 (th@ deepertgbeistion uhdertyihgt Enron and related scandals is not: Why
did some managers engage in fraud? Rather, it is: Wh y
of an earlier version of the same paper reflected the notion ®e#.John C. Coffee, Jr
Undestanding Enronfil t 6 s About t heo 558us.diweld@B8€008), Stupid
111 For a report on exposed fraud and financial misrepresentation cases that were subject
to enforcement aitins, see Jonathan M. Karpoff, D. Scott Lee & Gerald S. Martin, The Legal
Penalties for FinanciaMisrepresentation (May 2, 2007) (unpublished manuseigtilable at
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restatements during the first half oBth990s;" the beginning of théwenty-
first century saw that number quadrupl® All told, this amounted to an
unimaginable volume of one in every ten U.S. public firms issuing at least one
restaement between 1997 and 2082 Some argue that the actual nenkof
restatements was even higher and in fact grew tenfold from 1990 ta*2000.
Recall also that restatements are oetyuired in cases of the most acute form
of accounting failure. Many, if not most, accounting schemes simply go
unnoticed or fail to redrthe extreme of requing a restatemerit®

Lax accounting had devastating effects on the Americatketid’ The
feder al government 6s accountability office e:
total market losses for restating firf& and one academic studyahed that
the restating firms is sampled had lost, on average, no less thaar@mtof
their market valué'® Yet these numbers, too, are an undesstant of the real
loss. There was a reasonable belief among investors during this period that not
all caes of fraud and financial irregularity had been exposed. Indeed, one study
showed accounting restatements that adversely affect shareholder wealth at a
restating firm also induce share price declines amongrestating firms in the
same industry”® Moreove, these declines correlate withcfiars in the
accounting quality of the sampled firms. For instance;nestating firms using
the same external auditors as restating firms experienced a sharper drop in

http://ssrn.com/abstract=93333%providing an integrated analysis of private and regmat
penalties for finacial misrepresentation).

112 George B. Moriarty & Philip B. LivingstorQuantitative Measures of the Quality of
Financial ReportingFiN. EXECUTIVE, Julyi Aug. 2001, at 53,3 54 (reporting an annual aege
of about fifty public company restatements from 1990 to 1997).

113  U.S. GEN. ACCOUNTING OFFICE, FINANCIAL STATEMENT RESTATEMENTS: TRENDS,

MARKET IMPACTS, REGULATORY RESPONSES, AND REMAINING CHALLENGES, GAO-03-138, at 12
(2002) [hereinaftelGAO, FINANCIAL RESTATEMENTS] (reporting 201 restatements in 2000 and
225 in 2001)But cf Karen M. Hennes, Andrew J. Leone & Brian P. Milléhe Importance of
Distinguishing Erors from Irregularities in Restatement Research: The Case of Restatements and
CEO/CFO Turnover83 Acct. REv. 1487 (2008) (noting the importance of disguishing bona

fide errors from irregularities in the GAO database on restatements).

114  GAO, FINANCIAL RESTATEMENTS, supranote113 at 4.

115 Evidence for this argument is summarized in €efupranotel, at 201.

116, Coffee,supranote30, at 282 83.

117. The discussed outcomes underestimate the amount of fraud that was occurring. One
significant, scandalous matter, uncovered only a few years later, was th@stiockbackdating
that took place at the end of the 1990s and earlp2@@eWalker,supranote90, at 563 (Al n the
year since the scandal was uncovered, the SEC has launched investigations into suspicious timing
and prcing of stock options granted during the-go years of théate 1990s and early 2000s at
more than one mdred companies. . . . [R]ecent papers suggest that this figure represents only the
tip of the iceberd that perhaps 10% to 20% of options issued to senior executives during this
period may have been backdateh or der to reduce option exercise prices.¢

118 GAO, FINANCIAL RESTATEMENTS, supranotel13 at 24.

119 Scott A. Richardson, A. Irem Tuna & Min Wu, Predicting Earnings Management: The
Case of Earnings Restatements 16 (Oct. 2002) (unpublished manusorglable at
http://ssrn.com/abstrax338681).

120. Cristi A. Gleason, Nicole Thorne Jenkins & W. Bruce John$be Contagion Effects
of Accounting Restatemen83 Acct. REv. 83 (2008)
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share prices than other nozstating firms?* The sme result was true for nen
restating firms with high discretionary accounting accruals. Together, the direct
and indirect outcomes of financial fraud and eperting contributed to the
crash of U.S. capital markets, which, during the years 2001 and 2002,
plummeted by 3percent‘*? Congress acted swiftly in response to these events,
wi t h i t h eOxley aActb afn 28002 understaadly focus[ing]

on gate®eepers. o

B. The Costs and Limits of the Sarba@edey Act

While the 2002 Sarban&xley Act has both é critics and proponents?
there can be no doubt about the huge costs this legislatiaits ™ Since the
objective of this Article is to propose reform aimed at improving gatekeeper
performance, one must first understand the ways in which my proposal
diverges from the reform introduced by Sarba@etey. Indeed, the Act
prescribed several new requirements relating to gatekeepers, placing great,
albeit not exclusivé?® emphasis on auditors. To facilitate comparison between
the Act and the reform proposedtinis Article, this Part focuses on some of the
Actds provisions that dyl the meparatioaofdi t or s and,
financial statement&’

The Sarbane®xley Act constitutes the consolidation of a series of
corporate governance initiatives and nesclosure requirements incorporated
into federal securities laws alongside enhanced disclosure requiréfiénts.
measure introduced by the Act, discussed earlier in the context ofniteedf
executive pay reform, is the clawback provision, which ireguthe fofeit of
compensation gained through fraud or misreportiig.

121 Id. at 18.

122 Bengt Holmstrom & Steven N. Kaplafhe State of US Corporate Governance:
What 6s Ri ght alnAdrLiWICa@re. s, SpNng @003, at 8.

123 Coffee, supranotel, at 204.

124, See supraote22 and accompanying text.

125 Seenfra notel41and accompanying text.

126. Another important gatekeeper the Act targets is the corporate lageRules of
Professional Responsibility For Attorneys, 15 U.S.C. 8 7245 (2006) (SOX § $89 plscCoffee,
The Attorney as Gatekeepeaupra note4.

127.  One provision in the Sarban@xley legislation not discusseddbw is the section
that created a new public board to oversee auditors (Af
regulator directed exclusively at the auditing professi®eelnspections of Bgistered Public
Accounting Firms, 15 U.S.C. § 7214 (2006) (SOX § 104). It is hard to measure the costs and
benefits of this new institution, which primarily serves to conduct inspections of evesteredi
accounting firmSeeHelen M. RoybarkAn Analyss of Audit Deficiencies Based on Section 104
Inspection Reports Issued By The PCAOB During PR0@7, 10J. Acct., ETHICS & PUB. PoLOy
1 (2009. Other relevant and important provisions in the Sarb@nésy Act address auditor
rotation, analyzednfra Pat Ill as part of the discussion of my proposed refod®el5 U.S.C. §
78j-1(j) (2006) (SOX § 203); 15 U.S.C. § 7232 (2006) (SOX § 207).

128 An example of an enhanced disclosure requirement isr¢lagment of offbalance
sheet transactionSeel5 U.S.C. § 7261 (2006) (SOX § 401(a)).

129, SeesupraPart I.C
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Another important provision relating to financial reporting is the section
301 requirement that all public companies have an audit committee composed
entirely of indgpendent director§? Since the audit committee is a sub
commi ttee of the board that oversees the cor
auditor, this requament aimed to improve the monitoring of management in
the context of financial disclosut®. While such a requirement ison
necesarily a bad idea, the empirical literature has raised doubts as to whether
audit committees with irgbendent directors can actually overcome
management 6s skewed disclosure incentives.
In U.S. firms, corporate boards, including audit -sommittees are
dready packed with independent directtfsMoreover, the evidence has
failed to show any correlation between board independence and firm
perfamance'® Professor Roberta Romano of Yale Law School has attacked
the Sarbane®xley Act based on her revieof sixteen different studies on the
link between audit committee independence and firm performance (including
audit quality): the overwhelming majority showed no link between total
independence of the audit committee members and perform&nce.
These findngs are hardly surprising given other available evidence.
Independent directors do not have any intimat e

130 15 U.S.C. § 78J(m)(3)(A) (2006) (SOX § 301). In addition, section 407 of SOX
requires disclosure of the financial expertise of the members of the audit committee and an
explargtion, if relevant, of any lack of such expertise. 15 U.S.C. § 7265 (2006) (SOX §s4@7);
also Lawrence A. CunninghamRediscovering Board Expertise: Legal Implications of the
Empirical Literature(GWU Law School Public Law Research Paper No. 363, 2@3jlable at
http://ssrn.com/abstract=10242¢3howing that the Sarban@xley requirement ledirfims to
appoint more directors with financial expertise, especially to the audit committee, and that this
measure enhances firm performance, particularly when the expertise involved was accounting
expertise).

131 SeeRomano,supranote 22, at 15293 0 (A The rationale for the rule i:¢
directors can be expected to be effective monitors of management and thereby reduce the
possibility of audit failire. . . . 0) .

132 Jeffrey N. Gordon,The Rise of Independent Directors in the United States,i1950
2001: Of Shareholder Value and Stock Market Prit484 75 (Colum. Law & Econ. Working
Paper No.301, 2006)available athttp://ssrn.com/abstrac®28100 (showing that from 1950
2005, the composition of large public company boards dramatically shifted towedegendent
directors, from 2(ercentto 75 percent and arguing that independent directors have become a
complemerdry institution to an economy of firms directed at maximizing shareholder value).

133 Sanjai Bhagat & Bernard BlackThe Uncertain Relationship Between Board
Compogstion and Firm Performanceb4 Bus. Law. 921 (1999)surveying the literature on board
independence); Roberta Roma@mrporate Law and Corporate GovernancgInpus. & CORP.

CHANGE 277 (1996) (same).

134. SeeRomano,supra note 22, at 1604 tbl . 4. Romanods <criticism is
part, on her general view that one set of norms cannot possibly sadrpdirations.See, .,

Sanjai Bhagat, BriarBolton & Roberta Romand;he Promise and Peril of Corporate Governance
Indices 108 CoLuM. L. Rev. 1803 (2008)empirically showing that corporate \ggrnance is an
area where a regulatory regime of ample fléitjpacross firms is particularly desirable). The
findings were inconclusive regarding wimet having a majority of independent directors on a
committee be independent (the prevailingctice even prior to the Act) had any effect on firm
performanceRomano,supranote22, at 1532.


http://ssrn.com/abstract=1024261
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financial status. Auditeclient negotitions over the financial statements are
conducted between two highly sophisted andknowledgeable parties: the
CFO and her staff on the one side and the audit partner and her staff on the
other™® The conclusion is that we should consider new strategies to improve
the integity of the financialsAnd, as thisArticle suggests, to truly innpve the
outcome of these negotiations, auditorsbd6 ince
This wildl help counter executivesd perverse i
new model of executive incentive pay.
A third important provision in the Sarbar@sley legislation is the
requirement that executives certify financial statements in accordance with
internal controls. The CEO and CFO of listed firms must certify that their
f i r redodic reports fairly represent its financial condition and results of
operdions?*® This requirement alone does not seem impressive, as these
executives had always signed the companyods r ¢
liability under securities law§” Its significance, however, lies in theitg it
imposes on CFOs and CEOs to estiband maintain internal controls that can

attest to the verity of bot hriificdiom f i nanci al re
thereof. Section 404 of the Act augments this requirement wittdditiomal
requirement: the filing of a report assessingfther més i nt er nal control s,

must include confirmation from an external audit8r.

While these seemingly benign measures may have indeed improved the
quality of disclosuré®® they have also imposed huge costs. One survey
estmated that the cost of compiige with the certification requireméntudit
fees, external consulting, and software expehsesuld add up to about $2.9
million in additional fees for companies with annual revenues of over $5
billion;**° a more recent empirical work showed that the ceaiifbn
requirement alone practically doubled the relevant fees for the sampled

135 See infraPart Ill; see alsoAbigail Brown, Incentives for Auditor Collusion in Pre
SarbanesOxley Regulatory Enviranent 25L. IN CoNTEXT 178 (2007) (explicitly modeling the
possibility of collusion between mager and outside auditor in a context where the outcome of
the auditorclient negotiations is unvidiable).

136 15 U.S.C. §&241 (2006) (SOX § 302).

137. 17 C.F.R. § 240.106 (2007); see als THomMAs LEE HAZzEN, THE LAw OF
SECURITIES REGULATION 199 207 (5th ed. 2005).

138 Inits report, the registered public accounting firm must express aogioncerning
management 0s tahses esfsfmenti voefness of the firmbs internal (
repoting, 15 U.S.C. § 7262 (2006) (SOX § 404).

139, The empirical data on this issue does not necessarily support the efficdmsef t
requirementsSeeRomano,supranote 22, at 154142 (summarizing the empirical literature and
criticizing the certification requirementut ct Peter Iliey The Effect of SOX Section 404: Costs,
Earnings Quality and Stock Prices J. FiN. (forthcoming 2010, available at
http://ssrn.com/abstract=983772 (showing that the requirement for a eddificeport induced
managers to cut back on discretionary accruals).

140. The survey, conducted by the Financial Executive International organization, is
summarized in Romangupranote22, at 1587 88.


http://www.lexis.com/research/buttonTFLink?_m=76b08fa828b05f5f551895fec3376ab9&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b40%20Akron%20L.%20Rev.%201%5d%5d%3e%3c%2fcite%3e&_butType=4&_butStat=0&_butNum=307&_butInline=1&_butinfo=15%20USC%207243&_fmtstr=FULL&docnum=2&_startdoc=1&wchp=dGLbVzb-zSkAb&_md5=60858edd2d96bc420789496e57c07ae8
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firms.*** In fact, the total costs of compliance with the Sarbabdsy
legislation are much higher, with one report finding an almost [B&@ent
increase in audit feebetween2001 and 2008'* And these oubf-pocket
expenses are cemdy not an exhaustive list of the costs of compliance; in
addition to the direct wiit fees, consulting fees, software costs, increased
insurance, and additional outside direo r s &* tHere arsindirect costs,
from simple business disruption and increased rates of firms going pfitate,
less frequentmergers and acquisitionactivity due to fear of compliance
problems in newly acquired division.Unsurprisingly, a recent study showed
that U.S firms exgrienced statistically significant negative abnormal returns
around key Sarbane3xley legslation events’®

A proponent of the Sarban&xley Act might argue that these costs are
worth the benefits produced by the legislatidtFor instance, oneecent study
showed that the proportion of securities fraud uncovered by auditors has risen

substantially in the post Sarbar@gley era**® Prior to the legistion, auditors

141 lliev, supranote139at 42 fig.2 (showing that firms with a public float of about $75
million dollars incurred double the annual audit fees relative to similar firms that were not subject
to SOX due to ta certification requirement, with audit fees increasing on average from $444,000
to $877,000).
142 According to a recent report from the Corporate Library, tediam increase in audit
fees betwee 2001 and 2006 was almost 3pércent SeeNicholas Rummell SarbOx Caused
Almost 350% Increase in Audit Fees, Says Corporate Library SRudly Wk., Aug 22, 2007,
http://www.financialweek.com/apps/pbcs.dll/article? AID=/20070822/REG/70822008/1036.
143 James S. Linck, Jeffry M. Netter &na Yang,Effects and Unintended Consequences
of the Sarbane®xley Acton the Supply and Demand for Directo®2 REv. FIN. STuD. 3287,
3289(2009. Linck et al.found that following the enactment of Sarbafedey Act, the size of
boards and proportion of independent directors on those boards have increasiedsilgnit his
increase in the size of boards i mplhametetheddi ti onal direc
boardés ability to actSeeagps David Yeonadk HigheriMaget mec hani s m.
Valuation of Companies with a Small Board of Btoes, 40J. FiN. Econ. 185, 185 (1996)
(finding ffan inverse ass oc ueaina sample bfd32vamge W.S. b
industri al corporations between 1984 and 1
144, See, @., Ehud Kamar, Pinar Karaddandic & Eric Talley Going Private Decisions
and the Sarbane®xley Act 6 2002: A CrossCountry Analysis251J. L. EcoN & ORrG (Spring
2009) (finding that the Sarbané3xley Act caused smaflize firms to go private);see also
Stanley B. BlockThe Latest Movement to Goifgivate: An Empirical Studyl4 J. AppLIED FIN.
36 (Spmg/Summer 2004).
145 SeeRomano,supra note 22, at 1589 (A[P]Jublic firms are deterre
private and foreign firms (because the acquisitvill make the acquirer responsible for certifying
the accur acy -yetcertifidd books and fe¢orgls) s. n.ot. 0) .
146. Seelvy Zhang, Economic Consequences of the Sarb@mxdsy Act of 2002(Feb. 1,
2007) (unpublished manuscrigyailable athttp://ssrn.com/abstract=961964) (investigating the
Sarbanexley Act by examining market re@ons to related legislative events).
147, Sarbanexley is but a fraction of a much larger regulatory framework that entails
huge cost but nevertheless persists for decades. The United States has over 115 federal and state
agencies that are involved in regulating some aspect of finanawilceg with Congress
contemplating adding new agencies to the I&teElizabeth F. Brown,The Tyranny of the
Multitude Is a Multplied Tyranny: Is the United States Financial Regulatory Structure
Undermining US. Competitieness? 2 BRook. J. Corp., FIN. & Com. L. 369 (2008).
148 1.J. Alexander Dyck, Adair Morse & Luigi Zingale¥vho Blows the Whistle on

d size and
0

oar
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were responsible for only 7 @ercentof all cases of exposed securities fraud,
whereas subsequently this increased impressively top28cent*®

The next Part considers yet another important set of provisions of the
Sarbane©xley Act which seeks to ensure auditor independence. As | argue
below, these provisions and the ideal of aadindependence as a whole fails
to incentivize auditors to guard against financial fraud.

C. The Auditor Independence Requirement in Sarb@xésy and Beyond

A central provision in the Sarban@xley Act, which addresses an issue
that lays at the headf the legislative deliberatiohi’ is the prohibition on
accounting firms from providing the majority of nauditing services to the
firms they audit> This provision led to sweeping changes in thecfmes
prevailingat the time of its legislation. Fonstance, in 2000, General Electric
paid its auditorKlynveld, Peat, Marwick, Goerdeler, LLEKPMG) $23.9
million for audit fees, $11.5 million for information system design and
implementation, $13.8 million for tax services, $15.5 million for-financial
statement audit services (such as due diligence procedures associated with
M&A activity), and $38.9 million for
information technology consulting . not associated with financial
staeme n £°sIn 2005, therewas a drastic shift as a result of the Sarbanes
Oxley prohibition, with GE paying the same auditor $100.8 million in audit
related fees, but only $8.4 million in tax fees and no other fees'at all.

al | ot h

=13

Corporate Fraud? (Chicago GSB Research Paper No.-228 2007), available at
http://ssrn.com/alisact=891482 (reviewing a sample of 230 cases of corporate fraud between
1996 and 2004).

149 Id. at 67 thl.13 see alsoMary Ellen Carter et alChanges in Bonus Contracts in the
PostSarbanesOxiey Era REv. Acct. Stup., Dec. 21, 2007, available at
http://accounting.wharton.upenn.edu/faculty/carter/clz_111507.pdiv{sbahat Sarbane®xley
and related reforms led to a decrease in earnings management and that firms responded by placing
more weidnt on earnings indnus contracts).

150, Romanosupranote22, at 1549.

151 Seel5 U.S.C.§ 78}l(g) (2006) (SOX § 201) (adding section 10A (g) of the 1934
Securities Exchange Act)The full list of banned neaudit services now appears in Qualifications
of Accountants, 17 C.F.R. § 21602 (2009).

152 SeeGeneral Electric Co., Proxy Statement (Form DEF 14A), at 29 (Mar. 9, 2001),
available at http://www.sec.gov/Archives/edgar/data/40545/000095013001001223/0000950130
01-001223.txt.

153 SeeGeneral Electric Co., Proxy Statement (Form DEF 14A), at 37 (Feb. 28, 2007),
available at http://www.sec.gov/Archives/edgar/data/40545/00011931250 AM08efl4a.htm
This is by no means a unigue phenomenon. Consider General Motors: in 2000, it paitli®éta7 mi
in audit fees, $2 million for financi al information sys
f e e See®eneral Motors Co., Proxy Statemegiitorm DEF 14A), at 24 (Apr. 21, 2001),
available at http://www.sec.gov/Archives/edgar/data/40730/000089016301000190/0000890163
01-0001900001.txt. By contrast, in 2006, GM paid $50 million in audit fees, $12 million in-audit
related fees, $7 milioninxa f ees, and only $ 4 SeeGdndral Matorsi n
Co., Proxy Statement (Form DEF 14A), at 47 (Apr. 27, 200@&yailable at
http://www.sec.gov/Archives/edgar/data/40730/000089016307000284¢ML defl4a.htm.
Microsoft experienced a similahift. CompareMicrosoft Co., Proxy Statement (Form DEF 14A),

al | ot her f

=1


http://www.sec.gov/Archives/edgar/data/40545/000119312507040510/ddef14a.htm
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The rationale for this prohibition was that raadit serices can generate

high fees, the prospect of whicha n , in turn, compromi se

diligence in performing its task® This logic fits with a concept that is almost
sacred in securities regulation: auditor independ&hic@ritics of Sarbanes
Oxley argue that there is voluminous empirid@rature showing that, by and
large, not much improvement in audit quality can be achieved with the new
restriction**® This Article takes an entirely different approach, arguing that
mere inégpendence is sinp not enough. Instead of fiAening the concept of
auditor independence, as Sarba@etey attempted, regulation should focus on
shaping incentives that rest on the

The principal of auditor independence is anchored in tearpble to the
SEC regulation prescribing auditor qualifications:

Rule 201 is designed to ensure that auditors are qualified and

independent of their audit clients both in fact and in appearance.

Accordingly, the rule sets forth restrictions on financghployment,
and business relationshipstlveen an accountant and an audit client
and restrictions on an accountanvyiding certain noraudit services
to an audit client®’

This independencesquirement, while extensive, is fundamentally limited
by its failure to provide an affirmative incentive for auditors to counter fraud
and improve the quality of disclosure. Any independence requirement will
merely reduce auditor incentives and inclination to favor execufiv@sit any
residual tendency by auditorsward executives, even if motivated only by a
common socioeconomic group of reference, could substantiathproonise
auditor performance in the absence of a countervailing incentive to fight

at 10 (Sept. 27, 2001)available at http://www.sec.gov/Archives/edgar/data/789019/
000103221001501143/ddefl4a.htmith Microsoft Co., Proxy Statement (Form DEF 14A), at 28
(Sept. 28, 2007), available at  http://www.sec.gov/Archives/edgar/data/789019/
000119312507205208/ddefl4a.htm.

154 The empirical work on the subject prior to the SarbaDegy legislation clearly
shows that the nomdited services provided by audit firm gesied much of its total incom&ee
Ferdinand A. Gul, BikkiL. Jaggi & Gopal V. Krishan, Auditor Independence: Evidence on the
Joint Effects of Auditor Tenure and NéAwdit Fees 26 AUDITING: J. PRAC. & THEORY 117, 123
(2007) (AThe mean (medi an) o feeas the mean (Mmesiany of i s

the ext

guality o

$0.

59

($0. 22

nonaudit fees is $1.34 ($0.23) million, respectively.0).

155 Indeed, as of 2000, the SEC halleady banned certain nonaudit services on the
rationale that they compromise auditor independeS8eeRomanosupranote22, at 1534.

156, Romano etensively discusses and analyzes the empirical literatdret 1536 37.
Audit quality measurements depend on numerous variables, including abnormal and discretionary
accruals, earnings surprises, variables related to earnings conservatism, finatateinergs, and
the ssuance of qualified audit opinionsl. at 1535.

157. SeePreliminary Note to 8 210-@1, Qualifications of Accountants, 17 C.F.R. § 210.2
01 (2009)

158 This claim follows closely the |ines of

director independence is insufficie®EBcHUK & FRIED, supranote 15, at 203. Given auditer &
professional skills, which may assist t hem
manipulate earnings, this argument becomes increasingly important in the auditor context.

in

Bebchuk &

counter.i
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manipulation and disorder in the fiff. Simply put, under the crent
regulatory scheme, the auditor bears no immediate and real costs if she chooses
to act collegially and avoid conflict. Auditor independence, therefore, cannot be
relied upon to counter the social and psychological forces that may cause
auditors to faor executives over the amorphous group of constituents that are
harmed by imprecise disclosuf8.

As explained in Part 11l below, negotiations between the auditor and the
firm-client are conducted behind closed doors with both sides privy to a
significant amount of private information about the firm, since the auditors
conduct an intensive auditing procedtffeThe private and sophisticated nature
of this intgaction and the imprecise nature of the accounting profession shield
the auditor to a great degremrh reputational damage and legal liabifit§.

This reality heightens the need for an adequate structuring of aundiotives,
a need that has only intensified since executives began to receivéaseck
compensation. Indeed, the idea is to make argdit@t only independent of
management but also depentlon the fate of future shareldets who may be
harmed by earnings manipulation and-feith disclosure.

"
THE CASE FORAUDITOR INCENTIVE PAY

The previous Parts of this Article dealt with pervasimeidences of
financial misreporting and the inability of the current regulatmovercome
this challenge at a reasonable cost. As a response, this Part put forth an agenda
for auditor incentive pay that should alleviate the problem of financial
misrepesentation. Part IllLA explains the special nature of acldint

159 For andogous arguments regarding telde directors, sedoNATHAN R. MACEY,
CORPORATE GOVERNANCE: PROMISES KEPT, PROMISES BROKEN 64 (2008).See alsBEBCHUK &
FrIED, supranotel5, at 4.

160. Self-serving bias causes people tovwek matters that can cause them disutility and,
in our case, the necessity to engage in a conflict with manage®ssibn D. Hanson & Daglas
A. Kysar, Taking Behavioralism Seriolys The Problem of Market Manipulatiop4 N.Y.U. L.
REv. 630, 64849 (1999) (describing an experiment in which students designated as either
plaintiff or defendant were asked to make an objective assessment of the monetary judgment in
the case, with assasents of those students designated as plaintiffs emerging as much higher than
of those designated as defendar&e generallNorbert L. Kerr, Robert J. MacCoun & Geoffrey
P. KramerBias in Judgment: Comparing Individuals and Group83PsycHoL. REv. 687 (1996)
(discussing the operation of the ss#frving bias in groups). Note, also, that social icteyas and
connections often translate into financial gain. Hence, a person would prefer to maintain a good
relationship with an influential executiveather than make enemies in-aalled corporate

America.
161 SeeinfraPart lll.A.
162 Beyond the evidentiary difficulties, the conceptua possi bi |l ity of auditorso be

legal liability is tenuous in the United Stat&eeinfra Part lll.C. Foracop ar i son of auditorsd
legal liability in the United States and United Kingdom respectively, see generally Tim Bush,

Shyam Sunder, & Stella Fedey, Auditor Liability Reforms in the UK and the US: A

Comparative Bview  (Aug. 2007) (unpublished manuscript, available at
http://ssrn.com/abstract=1011235) (discussefigrms in auditor liability regimes).
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negotiations, Part 111.B is the heart of the Article, introducing the mechanism of
the new aditor incentive pay scheme, and Part 1ll.C discusses the legislative
and regudtory modificationsthat the new scheme requires for implementation.
Finally, Part IV.D deals with the possible ways to promote the
proposed arrangement.

A. The Negotiations and Estimashind Audit Opinions

Any outsider to the corporate world who happens to read ahapidion
affirming the financial statements of a given corporation is bound to get the
wrong impression. A literal reading of a typical audit opinion would wrongly
imply that corporate insiders had produced the financial statements and that the
audit firm in turn, had conducted its audit and verified whether those financials
accurately represent the financial status of the firm according to generally
accepted accounting princip®8. Yahoodés unqualified audit rer
example, is typical in its formata tone:

In our opinion, the consolidated financial statements listed in the

accanpanying index present fairly, in all material respects, the

financial position of Yahoo! Inc. and its subsidiaries. These

financial statements and financial statemesthedule are the
responsibility of the Companyds management
express an opinion on these financial statements andciitha

statement schedule based on our adffits.

This characterization of the audit process is far from accurateality,
corporate insiders, chiefly the CFO and her S&ffjegotiate with the audit

163 The Report of Independent Registered Public Accourking, attachment torahoo
Inc., 2004 Annual Report (Form H) (Dec. 31, 2004), available at
http://www.secinfo.com/dVut2.z62k.htm?Find=3721&Line=4519#6yya  [hereinafter =~ Yahoo
Annual Report]. See alsoThe Consent of Independent Registered Public Accounting Firm,
attacdment to General Motors Corp.,, 2007 Annual Report (2007gvailable at
http://www.sec.gov/Archives/edgar/data/40730/000095012407001502/k11916exv23.htm; The
Report of Indepndent Registered Public Accounting Firmttachmentto Microsoft Corp., 2007
Annual Report (Form &) (2007), available at http://www.sec.gov/Archives/edgar/data/
789019/000119312507170817/d10k.htm.

164. SeeYahoo Annual Reporsupranote163 at 49

165 Michael Gibbins, Susan A. McCracken & Steve S. Saltéfiee Chief Financial
Office r 6 ssped®ive on AuditeClient Negotiations 24 ConTEMP. AccT. REs. 387 (2007)
( @FOs are the managers responsible for the financial statemedtdysnarkets and others . . .
yet their views are | argel y ab slaterastindlyreooogh,t he accounti ng
the members of the audit committee are not part of the ainemtioned negotiations. There is
mounting evidence suggesting that audit committees play a passive role in resctadngtiag
disputes with the auditoSee, &., Jeffrey R.Cohenet al., Corporate Governance in the Post
SarbanesOxley Era: Auditor ExperiencesCoNTEMP. AccT. REs. (forthcoming, available at
http://ssrn.com/abstract=1014029) (showing that the auditor and the management usually try to
resolve issues before theome to the attention of theudit committee);seeBradley Pomeroy,
Audit Committee Member Investigation of Significant Accounting DecjshansTING: J. PRac.
& THEORY (forthcoming 201) available at http://ssrn.com/abstract=962783 (stating that recen
research suggests audit committee members are not involved in material -eligditor
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partner and her staff over the financial statem&ft&nd since fnancial

reporting involves a great deal of evaluations, contingencies, appraisals,

interpretations, ahdiscretion, there is much to negotiate.
On the surface, there is nothing wrong with this practice. Insiders are

typical 'y biased in their firmés favor, bot h Kk

gravitaing towards smooth and positive numbers and representitions

whereas auditors are professionals led by ethics and reputational concerns that,

in theory, counterbalance insidersd incentive
Despite the competing concerns of the negotiating parties, however, it is

extremely hard to determine from the outside Waethe financial statements

produced at the end of these negotiations actually constitute a fair

represerst i on of the cor po r*Thd coeatidnsof afmost anci al posit

every section of the financial statements entails intricate assessments and

discretion. This process, in turn, requires itaretlient negotiations that

generate outcomes not easily assessed from the outside. Some elements of the

financial report, such as contingent liabilities, whiobliude pending liabilities

that may result frontitigation, leave room for considerable discretion on the

part of the fir mds'™ lessebviously, thisstypeaoid auditor s.

negotations and are often not even informed that accounting decisions were negotiated).
166. This common adh inevitable practice is documented in a large body of literaBee,
e.g., Michael Gibbins, Susan A. McCracken & Steve E. Salté¥iegotiationsover Accounting
Issues: The Congruency of Audit Partner and Chief Financial Officer Reeall&upITING: J.
PrAac. & THEORY 171 (2005) [hereinafter Gibbins, McCracken &It8e0, Negotiationsover
Accounting (presenting data on auditolient accounting negotiations as viewed from the audit
partnerds and CFOO0s perspect i velan)WebbRiidente e | Gi bbins, St e
About AuditorClient Management Negatii on Concerning the C3ientdés Financi al
J. Acct. Res. 535 (2001) (developing a model of auditdient accounting negotiations and
demonstrating important aspects of sampled accountegptiations); Gibbins, McCracken &
Salterio,supranote 165 (reporting a sample of Catti an CFOsd® views on the negotiati ol
with the audit firm); Richard C. Hatfield, Christopher P. Agoglia & Maria ldn&ez,Client
Charecteristics and Negotiation Tactics of Auditors: Implications for Financial Repartéégl.
Acct. REs. 1183 (2008) (empirically studying different negotiation strategies); TerendeeBw
Ng & HunTong Tan, Effects of Athoritative Guicdance Availability and Audit Committee
Effectiveness on Audi tClientsNegotihtiord Qontexf8tAsct. Rev. an Audi tor
801 (2003) (showing that auditorsd perceived negotiati
committee effetiveness); Ken T. Tatman, Arnold M. Wright & Sally Wright, Auditor
Negotiations: An Examation of the Efficacy of Intervention Method® Acct. Rev. 349 (2005)
(examining the effectiveness of three pragmatic intervention methodsnifien@ng auditor
negotiation performam).
167 Mi Il Il stein noted prior to the market crash in the ea
with financial reporting is primarily fueled by a perceived need for corporations to constantly
O6nkae t he Oonumbmatdh or exceed anal ystsbo expectations an
Millstein, Introduction to the Report and the Recommendations of the Blue Ribbon Committee on
Improving the Effectiveness of Corporate Audit CommitteéBus. Law. 1057, D59 (1999).
168 SeeGibbins, McCracken & Salteridyegotiationsover Accountingsupranote 166, at
172 (stating that auditarlient management negatit i on s ar e fgenerally nonobservab
researchers).
169 See, @., CLYDE P. STICKNEY ET AL., FINANCIAL ACCOUNTING: AN INTRODUCTION
TO CONCEPTS, METHODS, AND Uses 384436 (10th ed. 2006) (discsiag the concept of
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discretion is, by and largepplied to almost all components of the financial
report. For instance, the accounts recewabéction of a financial report
presumably eails the amounts owed to the firm by its customers and hence
would seem relatively easy to measure dbjely. However, both accounting
prindples and the complicated nature of commerce render this
presumpitn naive.

First, doubtful debts, which are accounts receivable with a poor estimate
for collection, are one source of ambiguity in the negotiation prd€&$he
corporation and, subsequently, its auditors must decide on the size of the
deduction to be mad for such items. This determination involves many
assumptions, assessments, and evaluations, the reasesaldf which can be
judged only by those intimately acquainted wi

The complexity of the accounts receivable sectioesdnot end with
doubtful debts. Some industries, including pharmaceuticals and computer
hardware, are highly competitive. Due to the rapid pace of innovation and the
uncertain scope of patent protection, supply pressure from competitors can
substantially and quickly drive down prices. This phenomenon causes
distributors and retailers to order less than optimal levels of inventory so that
they can fully enjoy future price cuts.

To address this problem, manufacturers frequently commit to return to
clients he amount of any price reduction in their previously purchased

invenor vy . Where such a commitment exists, t he
statements mu st include an all owance for tt
payabl ed), a naourdseateivabi¢ aintd ftrheem fa r més profit).
leaves companies with ample discretion to significantly alter the entire

operationsd results; any increase in this all

of the firmés profits and a'ffyThedecrease wil/|
reasonableness of the size of this allowance can be determined only with an
understanding of theah ur e of t he firmbs business, ant
developments in the industry, and what reactions to these possible changes the
firm is contemplating.

Upon @mpleting the audit, the external auditor may then be equipped
with the tools necessary to secepmdie ss t he deci sion made by tF
exealtives; from the outside, however, it is virtually impossible to ascertain the
fairness of the outcome of this ntmansparent procedure. Although it will
evet ual ly become clear whether the firmbés asse

contingent liabilities).

170 SeeSTICKNEY, ET AL., Supranotel69, at 864.

17L For instance, at t he worduciosgedercmprgdridst phar maceuti cal
this allowance is almost 50ercentof the @ac ount s recei vabl e i B8eethe firmds bal al
TEVA Pharmaceutical Industries Limited, Notes to Condensed @Gdats Financial Statements
(Form 6K), at 5 n.5 (Nov. 2007)available athttp://www.sec.gov/Archives/edgar/data/818686/
000119312507232932/d6k.htm.
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extremely hard to hold the firm or auditor accountable for its inability to make
accurate determinations. Believing in the verity of fiicial statements
therefore requires much faith in theegrity of the auditoclient negotiations.

Unfortunately, however, these negotiations have ceased to be conducted
on a level playing field. As discussed above, executives are increasingly
compensatedwith stock and stock options, creating strong incentives to
exaggerate firm perfarance and value, while auditors are paid a fixed amount,
making them fiindependentodo at best, complicit
in negotiations between corporate idess and autbrs has thus tipped
dramatically as the former group has become highly motivated to show
improved results, ariifial or genuine. The evidence presented in the previous
parts of this Article ndicates that this shift caused a major disorthet
threatened the integrity of U.S. ¢ markets. The Sarban@xley Act
responded to this disparity in the audittient balance of power with extensive
and expensive measuret dough the schemeds benefits and |
still hotly debatd. Accadingly, the main purpose of this Article is to suggest a
different measure for restoring this balance: calibrating auditor compensation to
counter the undeasible results of management incentivé#ile the costs of
my proposed mangement are ditfult to predict prior to implementation, the
doubts raisedegarding the costs of the existing Sarba@atey regulation
justify allowing firms to opt for the suggested scheme.

The fact that auditors are paid a fixed amount that is not linked in any
direa way to their performance as gatekeepers is in itself an oddity.the
U.S. economy, pajor-performance is increasingly becoming the norm.
According to one study, the percentage of performamagejobs grew from 15
percentto 40 percentin the period btween 1976 and 1998 Consulting
companies spediaing in performancgay compensation have grown
tremendously over the past thirty years, and SAP, a major supplier of software
used to mottor worker performance, has multiplied its sales from $60 million
in 1985 to $8.8 billion in 2008* Payfor-performance is even more
pronounced within senior management, as already disct/Ssaad similar
arrangments appear in agreements between firms and service providers,
including kgal contingent fee arrangementsdapayment in stock and stock
options to lawyer$’® It thus seems reasonable to explore the possibility of

172 The argument that monitoring employeesetdhance their ptormance can achieve
substantial gains can be traced back to the beginning of the twentieth c&#eRREDERICK
WINSLOW TAYLOR, THE PRINCIPLES OF SCIENTIFIC MANAGEMENT (1911).

173 SeeThomas Lemieux, W. Bentley MacLeod & Daniel Parétgrformance Pay and
Wage Inequality 13, tbl.2 (IZA Discussion Paper No. 2850, 2007jyvailable at

http://ssrn.com/abstract=998266 (defining performgmeey |j obs as fAempl oyment relations
whi ch part of the workerodéds total compensation includes a
174 Id.at7.

175 See supr®art L. A.
176. For a discussion on lawyer contingent fees see Peter Melamedlite native to the
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compems ating the firmbés external auditor or audi
variable pay aimed at fostering its performance as gatekeeper.

B. TheMechanism of the Proposed Gatekeeper Compensation Plan

The main mission of auditors is to ensure t
fairly represent its financial positidf’ Instituting payfor-performance would
therefore make audit fees contingenton¢he di t or 6 s stngcess at preve
misreporting, fraud, and irregularitié$.Fraud and misreporting can support or
lift share prices in the shortin but not over the long terh’ Eventually, the
manipulation or mistake is either openly exposed or losesfastefThus, a
drop in sales could be hidden for one or two quarters, but if the trend persisted,
it would ultimately surface. Similarly, a shortage in the cash flow could be
concealed for a certain time, but at some point creditors would disco¥fer it.
Becaise the effectiveness of financial misrepresentation is generally
shortlived, a stockbased mechanism could incentivize auditors to eliminate
irregul arity. Exposing the auditor to a futu
would induce it to work harder farevent accounting irregularities. To prevent
a price drop in its own stock, the auditor wouidrease its efforts even when
no one outside the auditolient relationship could accurately judge the quality
of the financial statements. Although reputasibconcerns, professional ethics,
and, to some degree, exposure to legal liability already ensure a certain level of
adequate performance on the part of the auditor, $taskd compensation
adds an incentive that opeannotbesasigven when t he

Contingent Fee? An Assessment of the Incentive Effects of the English Conditional Fee
Arrangement 27 Carpozo L. REv. 2433 (D06). For a discussion on lawyer compensation with
stock and stock options see Gwyneth E. McAlpiBetting a Piece of the Action: Should Lawyers
BeAl owed to I nvest | 4AUCLALeREY.54€(1999.nt s6 St ock?
177. If fairness cannot be confirmed, the auditor must produce a qualified opinion or
refrain from giving any opinion. Qualified opinions in theelves are a strong signal to the
mar ket , as they r evealfinanaa statemeptSeeBharkesnIsP. Ghen, t he i ssuer 6s
Xijia Su & Ronald Zhao, Market Reaction to Initial Qualified Audit Opinions in an Emerging
Market: Evdence from the Shanghai Stock Exchange (Oct. 1999) (unpublished manuscript,
available at http://ssrn.com/altsact=192091) (discussing the market reaction to qualified
opinions). Qualified opinions, however, are rare as aate insiders prefer and are required by
law to correct faults that the ator finds in the financialsSeeSecurities Exchange Act of 1934
15 U.S. C. A 78m(i) (AEach financi al report . . . shall r
have been ideifted by a registered public accounting firm in accordance with generally accepted
accounting priciples and the rules and regulatan§ t he Commi ssi on. 0) .
178 The concept of contingent auditor fees, although currently banned by federal
legislation, is not that anomalous. In 1988, the FTC suggested lifting the ban on conteegeas
anticompetitive in that it narrowed the set of contracts that could beilfed between auditors
and their clientsSeeDye et al. supranote29, at 1 (referencing the Wall Street Journal, Aug. 25,
1988).
179, SeeCoffee,Gatekeeper Reforysupranote4, at 333.
180. See, @., Coffee,supm note 1, at 204 (A[M]anagers were systematic
overestimate revenues and then recognize them prematurely in ways that ultimately compelled
earnings r es seaalseCoffeesGatekeepeReform supranpted, at 333.
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observed. Put differently, a proper stdmsed compensation mechanism
would bind the auditor to its gatekeeper function, even when monitoring is
difficult or impossible.
The idea, then, is to create an aud@ompensation mechanism thaillw
be the mirror image of the existing structure of executive compensation and
thereby create a countervailing forf€&.Thi s Articl eds proposal doc¢
involve giving auditors pubptions or making them shesell the client
stock’® but, rather, is foundeon three other central elements) deferred
compensation that would channel a significant proportion of auditor
compensation to this mechanis(8) rotation of the audit partner, as currently
required by law, or, better yet, rotation of the audit fiamg(3) convesion of
the deferred compensation into shares of the corporate client following rotation
and subject to a holding period that would expose the auditor to the risk of
future price drops.
The first element of the scheme requires that a largeortion of the
audi tords tot al compensation be deferred (secu
precise proportion should be left to the parties to decide (a point to which |
shall return), but it is important to keep in mind that, currently, oveseb@ent
of executive compensation is composed of stock and -Saskd
mechanisms'® As this Article demonstrated, this compensation structure has
made executives quite zealous with regard to
overly gygressive in their disclose practices. Therefore, an effective counter
scheme necessitates devoting a similarly large fraction of the audit fees to
stockbased compensation.
Note that stoclbased compensation involves the fundamental risk of
fluctuation in share prices and, thieme, entails a cost. The literature has
specalated that employees who receive options as compensation value each
dol |l aréds wort h fifty centsp Asisoch, thasé empleyses aré h a n

181 The framework suggested in the text must be accompanied by-lkashte rule set by
the Securities and Exchange r@mission. See infraPart 1ll.B. The specific details of the
arrangement adopted by each fir mminédbypitsauditbe t ai |l ored to t
committee and the compensation consultants it hires. This procedure should be analogous to the
process for setting executive compensation that is conducted by the compensation committee.
Compensation committees often hire consultant firms such as Frederick Cook or Towers Perrin.
See, @., Martin J. Conyon, Compensation Consultants and Executive RRégence from the
United States and the United Kingdom (May 2008) (unpublished manusavigiable at
http://ssrn.com/abstract=1106729) (discussing the role of executive compensasioitacis).

182  Since calloptions are the most common executive stoaked compensation, offering
auditors putoptions seems the obvious method fagating an exact mirror image. Indeed, put
options would make the auditor benefit from revealing prégicing ifiormation. While | do not
necessarily object to the use of jytions, | prefer to use the mechanism outlined in the text as
the starting point of this discussion. In order for a proposal to survive public debate and be
adopted by the SEC, | believe thiashould be as uncontroversial as possible. Specifically, | do
not want auditors who use this plan to be considered speculators, a title that sometimes attaches to
traders who use prigeerfecting mechanisms such as slsates and puiptions.

183 See suprdart I.A.
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willing to receive much less in salary than they actually ivecén stock
options™®* This means that stodkased remuneration is more expensive to the
firm than flat fees; the same is applicable to the mechanism proposed in
this Article.

Nevertheless, corporate executives seem to be generally more vulnerable
to this particular risk than typical auditors or accounting firms for several
reasons. First, the executive is an individual whereas the auditing firm is a
deeppocket entity, making it much less riakerse™®® Second, even if theudit
partner as an individual eve to be subject to a stebksed compensation
mechanism, she could diversify her portfolio by accepting this type of
compeasation from several client€® Unlike the executive, therefore, all her
eggs would not be placed in one basket. The diversificahrantage is
magnified at the accounting firm levé&l. Although it protects auditors from
vulnerability to risk, diversification does not undermine the incentives
generated by the scheme to counter inflated share prices. Auditors will still
have an incenti to maximize their profits from every single firm by ensuring
that they do not receive shares with inflated values. Finally, the auditor
compensation scheme suggested here requires shorter holding periods than
those coonmonly used in executive compensatisnhemes, thus exposing

184 Employees are typically riskverse. The value of stotlased compeation is highly
contingent on risk factors and eertainties far beyond the control of the recipient employees.
Risk-averse employees theore discount the value of stotdased compensation. Firms could
substitute this type of compensation with a much lower payment in cash that does not entail
uncetainty. The difference between the two alternatives is the cost, or the waste, involved in
stockbased compensation. Severaldieg economists have tried to quantify this cost, concluding
that, operating under reasonabswanptions about risk aversion andvefisification, employees
value options at HAonly about half of tTheir cost to the
Trouble with Stock Optiong. Econ. Persp., Summer 2003, at 49, 56ge alscHall & Murphy,
supranote8, at 211 Hall & Murphy, supranote12, at 12 13. Another study estimated that, for
every dollar worth of options, companies actually waste $0.64 to cover the risk premium for
employees. PaulOyer & Scott Schaeferwhy Do Some Firms Give Stock Options to All
Employees? An Empirical Examination of Alternative Theoris). FiN. Econ. 99, 11213
(2005) That employees tend to exercise their options before the expiration date also supports the
notion that they are risadverseSeeJ. Carr BettisJohn M. Biziak & Michael L. LemmorThe
Cost of Employee Stock Options 3 (Mar. 2003) (unpublished uswipt, available at
http://papers.ssrn.com/abstract_id=376440) (finding that employessisge ofions nearly five
years prior to expiration and that employees in higlatility firms exercise their options more
than a year and a half earlier than employees involatility firms).

185 Seegeg., Avraham D. TabbactCriminal Behavior, Sanctionsind Income Taxation:

An Economic Analysjs32J. LEGAL STuD. 383, 392 (2003) (AUnder the standard
decreasing absolute risk aversion (DARA), that is, the assumption that individuatsebetwe
ri sk averse as they become poorer . . . . 0) .

186. Diversification cannot alleviate the risk of the entire market fluctuations (so called
systematic risk). For a discussion on market (syat@nrisk and diversifigtion, seeRICHARD A.

BREALEY, MYERS & ALLEN, supranote37, at 154 72.

187. Systematic risk may be mitigated by indexing fhvposed auditor stock based
compensation to some market measure such as the average return of the other firms in the same
industry. For a simtar recommendation on indexing executive stock optionsBs@eHUK &

FRrIED, supranotel5, at 159 89.



