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Abstract : This study investigates whether the auditor’s legal liability will affect the
auditor’s pricing strategy for their initial auditing engagements. We adapt the Perfect
Bayesian Equilibrium ( PBE ) game approach to analyze the pricing game model. We
find that when the engagement of the next period is independent of the auditing
quality of the previous period, the auditor’s pricing strategy is different and resultsin
separating equilibrium while taking the auditor’s legal liability into consideration.
When the next engagement is not independent of the auditing quality of the previous
period, we find it results in pooling equilibrium pricing strategy.

Keywords : Lega liability, Pricing strategy, Separating equilibrium, Pooling
equilibrium.
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