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1. Introduction
Ye and Simunic (2013; hereafter YS) analyze the preferences of investors and auditors for
auditing standards. YS model two dimensions of auditing standards — toughness and
vagueness. The standards come to bear in the event of an audit failure, which, in their
model, corresponds to a “bad project” that escaped detection. “Toughness” refers to the
typical level of eﬀort that would be judged adequate and therefore protect the auditor
from liability in the event of an audit failure. “Vagueness” refers to variation around the
“toughness” level due to, for example, uncertainty about how a particular jury might
interpret the standards. YS predict that vagueness can mitigate the costs of an inability to
optimally set a bright-line standard. Such an inability might arise from, for example, technical constraints or heterogeneity in auditor wealth. They also predict that investors and
auditors share preferences for standards, rendering it somewhat irrelevant which party sets
standards.
This discussion focuses on two aspects of YS. In section 2, I highlight the trade-oﬀ
between the auditor’s costs of eﬀort and liability. Audit standards impact the auditor’s
eﬀort, which drives the investors’ and auditors’ preferences for standards. As a result,
understanding the trade-oﬀ that determines eﬀort plays an important role in understanding their study. In section 3, I discuss how enriching the model with heterogeneous auditors can alter some of the model’s predictions by inducing disagreement between investors
and auditors over standards. Section 4 provides concluding remarks.
2. The key forces in the model
The auditor’s eﬀort choice drives the model’s predictions, so I begin by summarizing
the auditor’s eﬀort and its impact on the preferences for auditing standards. Investors
have the opportunity to invest in a project that requires an upfront investment of I and
will pay B (“good project”) with probability b, and zero (“bad project”) with probability 1 – b. Absent any information, the project has a positive net present value (NPV;
i.e., bB > I). Investors can hire an auditor who generates a binary signal about the project with the following informational properties that depend on the auditor’s eﬀort a ∈
[0,1]:




Bad  Bad
Good  Good
b
¼ 1að1bÞ
P
¼ 1;
P
[b
ð1Þ:
project signal
project signal
The structure follows from assuming that a good project always yields a good signal and
a bad project yields a bad signal with probability a. Investors will fund the project after a
good signal, but not after a bad signal.
If investors hire the auditor, they pay a noncontingent fee F and can sue in the event
of the failure to detect a bad project (audit failure). Absent an auditor, the investors’
*
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expected payoﬀ equals bB  I. Given conjectured auditor eﬀort level a^ , their expected
payoﬀ with an audit equals
bB  ð1  ð1  bÞ^
aÞI  F þ E½Litigation; a^
The auditor incurs eﬀort cost
c
F  E½Litigation; a  a2
2

c 2
2a

ð2Þ:

and selects eﬀort to maximize his payoﬀ of
ð3Þ:

The auditor has no private information so that the investors’ conjectured eﬀort level a^ will
correspond to the auditor’s eﬀort choice that maximizes (3). Combining (2) and (3), the
incremental value of the audit is

(4).

Expression (4) yields the ﬁrst-best eﬀort a* = (1  b)I/c.
The auditor’s and investors’ preferences for standards ultimately depend on their own
expected payoﬀs. Comparing (2) to investors’ no-audit value of bB  I implies that investors gain ð1  bÞ^
aI  F þ E½Litigation; a^ from the audit and will pay no more than
F ¼ ð1  bÞ^
aI þ E½Litigation; a^. From (3) and the eﬀort choice a^, the auditor will demand
at least F ¼ 2c a^2 þ E½Litigation;^
a. Denoting the auditor’s bargaining power by k ∊ [0, 1],
the fee F can be stated as
c
F ¼ F þ kðF  FÞ ¼ ð1  kÞ a^2 þ kð1  bÞ^
aI þ E½Litigation costs;^
a
2

ð5Þ:

Substituting from (5) back into the investors’ and auditor’s payoﬀs yields

c 
Investors’ expected payoff: bB  I þ ð1  kÞ ð1  bÞ^
aI  a^2 ;
2

ð6Þ:
c 2
Auditor’s expected payoff k ð1  bÞ^
aI  a^
2
Comparing (6) to (4) shows that, regardless of the fee, both the investors’ and the auditor’s ex ante preferences align with the ﬁrst-best. Each gets a share of the surplus generated by the audit and, in the setting of YS, that share does not vary with auditing
standards, as in Schwartz 1998.
Standards come into play because of their impact on the auditor’s eﬀort. While the
auditor’s ex ante eﬀort preference comports with ﬁrst-best, the ex post eﬀort choice from
(3) reﬂects a trade-oﬀ between the auditor’s expected litigation costs and costs of eﬀort.
The audit standards impact the expected litigation costs. In particular, in the event of an
audit failure, the court will ﬁnd the auditor guilty if the eﬀort a falls short of a threshold
s. If found liable, the auditor must pay min {W, I}, where W denotes the auditor’s wealth.
The threshold is uncertain,
which YS parameterize as following a uniform distribution on
pﬃﬃﬃ
the interval m  r 3 .1 The parameter m denotes the overall “toughness” of the standard
and r denotes the degree of “vagueness”. With this parameterization, the expected litigation costs are
1.

The values of m and r are restricted to ensure that the interval lies within [0,1].
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8
>
Ig
< ð1  bÞð1  aÞ minfW;
pﬃﬃ
E½Litigation;a ¼ ð1  bÞð1  aÞ mþr p3ﬃﬃa minfW; Ig
2r 3
>
:
0

pﬃﬃﬃ
if a\m  r 3;
pﬃﬃﬃ
if a 2 m  r 3;
pﬃﬃﬃ
if a [ m þ r 3

ð7Þ:

The litigation costs (7) yield three possible eﬀort choices:
Fail to comply:
Possibly comply:

as ¼ ð1bÞ minfW;Ig
;
c

pﬃﬃ
minfW;Igð1þmþr 3Þ
pﬃﬃ ;
av ¼ ð1bÞ
2½ð1bÞ minfW;Igþc r 3

ð8Þ:

pﬃﬃﬃ
Certainly comply: af ¼ m þ r 3

YS’s Lemma 2 shows that vagueness decreases the possible-compliance eﬀort av and
increases the certain-compliance eﬀort af. While not emphasized by YS, I believe that
emphasizing the auditor’s cost trade-oﬀs helps to clarify the eﬀect of vagueness on eﬀort.
For reasons that will become clear in the next section, I illustrate with cost functions for
high- and low-cost auditors.
Figure 1, panel A plots the auditor’s total costs when standards are relatively weak, in
the sense that m is low. If the standard is fairly precise, it takes little eﬀort to completely
eliminate the potential of legal liability. At these low eﬀort levels, concerns over liability
dominate concerns over eﬀort costs and an increase in vagueness leads to higher eﬀort
from types of both auditor.
Figure 1, panel B plots the total costs with a moderate standard (moderate m). With a
fairly precise standard, only an auditor with low costs ﬁnds it worthwhile to eliminate
legal liability. An auditor with high costs chooses the “possibly comply” eﬀort because it
is not worthwhile to exert the eﬀort required to completely eliminate legal liability. If the
vagueness increases, the low-cost auditor continues certain compliance and increases eﬀort.
A high-cost auditor faces a meaningful trade-oﬀ between the costs of eﬀort and litigation
— he is willing to risk some likelihood of litigation in order to economize on eﬀort costs.
The high-cost auditor chooses the eﬀort level av that balances the marginal cost of eﬀort
against the marginal beneﬁt of reducing litigation. An increase in vagueness reduces the
marginal impact of eﬀort on expected litigation costs. Because the auditor faces convex
eﬀort costs, he reacts by reducing eﬀort.
Finally, Figure 1, panel C plots total audit costs with a tough standard (high m). In
this case, only high eﬀort levels stand a chance of avoiding litigation in the event of an
audit failure. As before, an auditor with low eﬀort costs ﬁnds that the beneﬁt of avoiding
litigation outweighs the cost of eﬀort. The low-cost auditor reacts to an increase in vagueness by increasing eﬀort in order to continue ensuring against adverse litigation. Even with
a precise standard, a high-cost auditor ﬁnds it too costly to comply with the standard. In
the event of an audit failure, the high-cost auditor stands no chance of prevailing in litigation due to his low eﬀort. An increase in vagueness does not change this — vague or not,
the high-cost auditor ﬁnds that the cost of eﬀort that would avoid litigation does not outweigh the cost of the audit itself.
3. Extending the model with heterogeneous auditors
In YS’s analysis, the auditor and investors agree upon the auditing standard. As I showed
in the previous section, this stems from the fact that the standard only aﬀects the size of
the surplus created by the audit, but not the division of the surplus. In a competitive audit
market, it is possible to generate an example where investors and auditors disagree on the
standard. In some cases, an auditor may prefer standards that push his eﬀort away from
the ﬁrst-best eﬀort level.
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Figure 1 Auditor’s eﬀort choice

Notes:
Figure 1 illustrates how the auditor’s eﬀort reacts to an increase in the vagueness of auditing standards. The solid lines denote the auditor’s total costs of eﬀort plus litigation with low vagueness. The shifted dashed lines denote the total costs with high vagueness. The thick (thin) lines
represent a high- (low-) cost auditor.

Consider a market with two auditor types, H and L, where type H auditors have high
costs cH > cL. The best that the high-cost auditor can oﬀer investors is a fee that corresponds to zero auditor bargaining power. From expression (5) with k = 0 and denoting
CAR Vol. 30 No. 3 (Fall 2013)

1220

Contemporary Accounting Research

the fee by FH, this is
c
ð9Þ:
FH ¼ a2H þ E½Litigation costs; aH 
2
where aH denotes the high-cost auditor’s equilibrium eﬀort and the fee gives the entire surplus pH from the audit to investors:
cH
ð10Þ:
pH ¼ ð1  bÞaH I  a2H
2
A low-cost auditor can match the value oﬀered by the high-cost auditor by charging a
fee FL:
pH ¼ pL

)

FL ¼ ð1  bÞðaL  aH ÞI þ E½Litigation; aL  þ c2H a2H

This yields the following surplus for the low-cost auditor:
cH 2 cL 2
cL
aH  aL ¼
ð1  bÞaL I  a2L
ð1  bÞðaL  aH ÞI þ
|ﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄ{zﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄ}
2
2
2 ﬄ}
|ﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄ{zﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄ}
|ﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄ{zﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄ
Better detection
Cost advantage Surplus created by low-cost auditor

cH 
 ð1  bÞaH I  a2H
2
|ﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄ{zﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄﬄ
ﬄ}

ð11Þ:

ð12Þ:

Surplus created by high-cost auditor
Because investors are held to the surplus given by (10), their preference for standards
depends on setting the high-cost auditor’s eﬀort close to ﬁrst-best. From expression (12),
it becomes apparent that the low-cost auditor’s preference for standards depends on two
factors. Ceteris paribus, the low-cost auditor prefers standards that push his eﬀort closer
to ﬁrst-best; however, he also beneﬁts from pushing the high-cost auditor’s eﬀort away
from ﬁrst-best. This creates a conﬂict between the investors’ and auditor’s preferences for
standards. The conﬂict stems from the eﬀect of standards on the division of the surplus
created by the audit.
Figure 2 illustrates how heterogeneous costs introduce a conﬂict between investors
and auditors. Panel A plots the ex ante surplus from the audit as a function of the standards’ vagueness r. The parameters in the example are such that both the low- and highcost auditors’ eﬀort levels fall short of ﬁrst-best. This implies that higher eﬀort increases
the total surplus.
As shown in panel B, vagueness increases both auditor types’ eﬀorts for low levels of
vagueness. As a result, starting from a fairly precise auditing standard, both investors,
whose surplus is dictated by the high-cost auditor’s eﬀort, and low-cost auditors prefer a
higher degree of vagueness. In other words, both investors and auditors would agree on
revised standards that increase vagueness and this would be welfare-increasing.
As vagueness increases, the high-cost auditor’s eﬀort eventually declines because the
auditor no longer ﬁnds it cost-eﬀective to fully insulate himself against litigation in the
event of an audit failure. This decline in the high-cost auditors’ eﬀort reduces the value of
investors’ outside option when they bargain with the low-cost auditor. In and of itself, this
beneﬁts the low-cost auditor. Not only that, but panel B shows that the low-cost auditor’s
eﬀort continues to increase in vagueness after the high-cost auditor’s eﬀort begins to decline.
The low-cost auditor can appropriate the higher surplus that results from his ability to
commit to higher eﬀort. These two eﬀects lead to the steep increase in the auditor’s surplus
shown in the middle of panel A. In this case, the auditor would lobby for greater vagueness
while the investors would not. The higher vagueness would be associated with an increase in
overall welfare because it moves the auditor’s eﬀort closer to ﬁrst-best.
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Figure 2 Surplus and eﬀort with heterogeneous costs

Notes:
Figure 2, panel A plots the surplus as a function of the audit standards’ vagueness r for the ﬁrm,
the low-cost auditor, and in total. Panel B plots the eﬀort levels of the high-cost and low-cost
auditors as a function of the audit standards’ vagueness r.

As vagueness increases, the low-cost auditor eventually reduces eﬀort after also ﬁnding
it too costly to fully ensure against litigation, as shown in Figure 2, panel B. While this
reduces the surplus created by the low-cost auditor, it reduces the investor’s surplus by
even more. This is because vagueness has a greater impact on the high-cost auditor. As a
result, the auditor would prefer greater vagueness in the standards, while the investors
would not. In this case, the investors’ preference for less vagueness would be associated
with the welfare-increasing choice. The low-cost auditor’s preference for greater vagueness
merely reﬂects the desire for a larger slice of a shrinking pie.
4. Conclusion
Ye and Simunic (2013) provide insights into how two characteristics of auditing standards
— toughness and vagueness — interact to determine auditor eﬀort and preferences for the
setting of auditing standards. The key trade-oﬀ in their model pertains to the cost of exerting eﬀort and the cost of failing to detect a bad project. Auditing standards impact the
latter cost, and, thus, the auditor’s eﬀort choice that balances the two costs.
Vague standards, whose application in court are unknown ex ante, can lead to either
higher or lower eﬀort. This depends on whether or not the auditor’s baseline eﬀort was

CAR Vol. 30 No. 3 (Fall 2013)

1222

Contemporary Accounting Research

suﬃcient to meet the highest threshold that might be expected by the courts. For such
auditors, the costs of legal liability outweigh the costs of audit eﬀort and vagueness leads
to greater eﬀort. Vagueness reduces the eﬀort of auditors whose eﬀort costs are high
enough for the auditor to risk legal liability in the event of an audit failure.
In Ye and Simunic 2013, investors and auditors agree on the structure of audit standards. Their model can be enriched to a setting with heterogeneous auditors where this no
longer holds. In such markets, standards aﬀect auditors directly, via the eﬀort levels to
which they can commit, and indirectly via the eﬀort of other auditors, which determines
investors’ bargaining power. In such settings, the preferences for standards reﬂect not only
the maximization of the surplus created by the audit, but also the division of that surplus.
I showed an example in which this can cause an auditor with relatively low costs to lobby
for vague standards, even if this reduces overall welfare.
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