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Foreword

This is the first of four research studies that the Commission on
Auditors’ Responsibilities will publish in connection with its final report.
The studies are not a part of the final report, but the Commission
believes that they contain useful material that warrants wide distribu-
tion. Publication does not constitute endorsement or approval by either
the American Institute of Certified Public Accountants or the Commis-
sion. Authors of research studies are responsible for the content and
recommendations. , o _ _

The Commission on Auditors’ Responsibilities was appointed in
October 1974 to study the role and responsibilities of independent
auditors. This studY Wwas undertaken to provide background for its
discussion of the role that litigation and regulatory enforCement play in
the requlatlon of the profession and for recommendations for changes
in the legal environment. _ ,

The research study summarizes the current legal environment, ana-
lyzes the American Law Institute’s Proposed Federal Securities Code
and discusses. the effect of the legal environment on audit practice ang
on the profession, including the duditing standards, setting function. It
concludes with a discussion of various proposals that have been made
for changing the legal environment of auditors. S
_ Since the study was particularly helpful to the Commission in reach-
ing several of its Conclusions in Section 11 of its final report, “Regulat-
mgn the Profession to Maintain the Quality of Audit Practice,” it may
enhance understanding of the Commission's conclusions in this area.

Lee J. Seidler
Deputy Chairman o
Commission on Auditors' Responsibilities

D. R Carmichael
Research Director
Commission on Auditors' Responsibilities



Preface

This monograph was prepared as a background paper for the
Commission on Auditors’ Responsibilities. Issue -6 of the commis-
sion’s Statement of Issues is entitled “The Legal Environment of Inde-
pendent Auditors” and is concerned with the effect of litigation against
auditors and the desirability and possibility of changes in that environ-
ment. The purpose of the background paper was to assist the commis-
sion in its deliberations through a description of the legal climate in
which the auditor works, an analysis of its effect on both society and
the accounting profession, and descriptions and evaluations of alterna-
tive means of changing that climate.

I have had the benefit of the thoughts and suggestions of several
individuals. Richard B. Lea of Peat, Marwick, Mitchell & Co. reviewed
an early outline of the project. Richard H. Murray, general counsel for
Touche Ross & Co., provided useful background on the evolving’
climate surrounding the profession’s insurance coverage. David B.
Isbell of Covington & Burling helped me to understand the American
Law Institute’'s Federal Securities Code. Richard Murray, Carl D. Liggio
of Arthur Young & Company, Charles B. Hellerson and Matthew Blake
of Hurdman and Cranstoun, David S. Ruder of the Northwestern Uni-
versity School of Law, and Alan B. Levenson of Fulbright & Jaworski
provided helpful comments on an early draft. Al members of the
Commission on Auditors’ Responsibilities provided both suggestions
and support as the project progressed. Thomas W. McRae of the
American Institute of CPAs’ accounting standards division, and a mem-
ber of the staff of the Commission on Auditors’ Responsibilities,
provided substantial assistance on the several drafts of the paper. To
those individuals go both generous thanks and the usual absolution
from blame for errors and omissions.

Special appreciation must be expressed to the individual who
served as my legal counsel on the project, Jeremy L. Wiesen of the
Graduate School of Business Administration of New York University.
His provocative commentary on content and scholarly assistance on
the law significantly enhanced the paper.

February 1977 H.R.J.
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1
The Litigation Explosion

The accountant today is living in a litigious environment where he can
reasonably expect his every action— regardless of how right or wrong
it may be— to be questioned in a court of law and possibly result in
substantial damages being awarded against him.1[Liggio, 1973, p. 2]

The Extent of Litigation Against Auditors

A 1967 law review article noted that suits “against accountants by
persons other than their clients have been almost universally unsuc-
cessful.”2 Three cases in the late 1960s (Fischer v. Kletz, Escott v.
BarChris, and United States v. Simon) triggered forces that changed
that.3 By the mid-1970s hundreds of suits were filed against auditors.
Estimates of the extent of litigation involving auditors vary, but the
following data provide a rough indication.

* In its 1973 annual report Arthur Andersen & Co. estimated that
there were 500 companies with litigation or claims in process

1 Complete citations are found in the Bibliography. Citations and footnotes have been
omitted from all quotations unless otherwise indicated.

2. Columbia Law Review, 67 (December 1967), p. 1437, quoted in Fiflis, 1975a, p. 32.

3. Complete citations to legal cases are found in "Citations to Court Decisions” follow-
ing the Bibliography. Citations and footnotes have been omitted from quoted court
decisions unless otherwise indicated.



involving auditors at March 31, 1973.4 Presumably, each com-
pany represents one “case,” and one case may spawn many
lawsuits, for example, over 50 in the Equity Funding case (Lig-
gio, 1973, p. 1.

» Liggio estimated that in May 1973 the total number of resolved
and pending cases against auditors exceeded 300, of which
over 170 had been reported to the profession’s largest insurer,
Lloyd’'s of London (Liggio, 1973, p. 1).

« Liggio estimates that by 1974 there were 500 to 1000 pending
cases and over 200 decided cases (Liggio, 1974, pp. 18-19).

Cases brought by third parties and related to alleged audit deficien-
cies may have peaked in 1975 and early 1976, but, even so, the extent
of the litigation is awesome, particularly in relation to the almost “zero
base” of the mid-1960s.

The extent of litigation can also be measured by malpractice insur-
ance premiums and related costs incurred by auditing firms. Conserva-
tive estimates of annual insurance premiums now being paid by the
seventeen largest public accounting firms range from thirty to forty
million dollars. Adding uninsured losses and loss-deductibles paid by
the firms plus a reasonable amount for the costs of developing infor-
mation within the firms for the defense of cases would probably bring
the total to seventy to eighty million dollars.5 Again, this is a conserva-
tive estimate and includes figures for only one segment of the
profession.6

Scope of the Study

The objectives of this monograph are to describe the legal climate
in which the auditor presently works, analyze the effect of that climate
on both society and the public accounting profession, and evaluate
possible ways of changing that climate.

Several issues are excluded. Settled or pending cases involving
auditors are not analyzed to determine deficiencies in audit perform-

The 1974, 1975, and 1976 annual reports do not provide profession-wide estimates.
Data developed from nonpublic sources.

Various nonpublic sources have estimated that out-of-pocket costs for insurance
premiums, unreimbursed litigation losses, and unreimbursed defense fees are in the
vicinity of 2 to 3 percent of gross fees of public accounting firms. Arthur Andersen &
Co. reported in 1976 “professional indemnity insurance and litigation expense” of
$6,351,000, equal to 1.5 percent of total "fees for professional services” of $424,654,-
000, or 2 percent of total fees from their domestic practice (reported as 75 percent
of worldwide fees). The $6,351,000 represents direct out-of-pocket costs associated
with litigation. No precise estimate of personnel costs is possible, but their inclusion
would probably not affect the total by more than $500,000.

(SR



ance. Legal cases are cited only to identify new or evolving points of
law or other changes in the legal environment. Also, suggestions for
reducing the auditor's exposure to legal liability are considered only if
they would change elements in the legal environment. A higher level of
performance would unquestionably reduce exposure, but that issue is
not explored. Nor is reduction of exposure by lowering user
expectations.7

Social Influences on the Legal Environment

Recent developments in common, statutory, and administrative
law— technical legal developments— have enhanced plaintiffs' abilities
to recover from auditors and, as a result, have led to greatly expanded
litigation in recent years. But, as Sommer noted, “these somewhat
technical legal developments are not sufficient to explain the explosion
of litigation that has confronted accountants during the past ten years.
Broad social developments have been the soil in which these seeds
have become rooted, and have yielded often bitter fruit” (1972, p. 26).
Those social developments and their influence on the legal climate
relate to the growth of consumerism, new concepts of insurance, and
the increased presence of auditors.

The Growth of Consumerism
Sommer noted that

First, there has been the emergence of the consumer, so dramatic that it
has been suggested we are entering upon the “age of the consumer.” The
whys of the broad phenomenon are too complex to narrate here, but it is
clear that restlessness with the impersonality of technology, political neces-
sities, the emergence of a new brand of populism (Naderism is one form of
it), have combined with legal resourcefulness to bring about an equalizing
of the position before the law of the consumer and commercial interests (or
perhaps a disequilibrium in favor of the consumer). The courts have joined
with legislatures to expand the litigation potential of the class suit and
develop other means of redress for wrongs which, while existing in the
past, because of inertia or legal technicalities were never susceptible of

7. The level of expectations influences the nature and extent of litigation and regulatory
enforcement. Court decisions, SEC actions, and the publicity that results when suits
are brought or enforcement proceedings initiated in turn influence user expectations.
The level of expectations is clearly relevant to a discussion of the changing legal
climate and explains many of the influences on and changes in the legal environ-
ment that are discussed in chapters 1 through 5. For a discussion of the importance
of defining expectation levels, see Liggio, 1975b, pp. 22-29. The report of the
Commission on Auditors’ Responsibilities addresses various means of closing the
gap between user expectations and auditor performance.



efLective reglress. LegcislatuFes, state and federal, have tripped over each
other providing proteCtion for consumers.. . .

eople have becorﬂe alert to the 1possi llity of regress in TIheir mang
roeg iag consumers, the gotgnna(lis 0 Ah %vera S e£9 of securitie
regulation have been explored and use .Tl , Pp. 26- T

New Concepts of Insurance

A second influence on the expansion of litigation a%amst the audi-
tor is the increasing awareness of investors and courts that the auditor
IS an available source of funds for the redress of wrongs. Some
auditors contend that investors in publicly held companies seem to
look on auditors as performing an ‘insurance function. They suggest
several reasons for this phenomenon.

The “Deep Pocket” Theory. Richard H. Murray, General Counsel
for Touche Ross & Co., suggested that “whenever a corporation whose
stock is publicly traded goés into bankruptcy or experiences a finan-
cial reverse, it Is tempting for the shareholders and their attorneys to
wonder who can be sued for the losses. Obviously, the bankrupt
corporation can't pay, So accountants, lawyers, and corporate directors
are a tem tmg alternative deep pocket. With courts inclined to accord
investors the Tavored status of consumers (a difficult similarity to ac-
cept) the result is an ever-expanding area of liabilities for the profes-
sional advisor."8 Some slight evidence_ to support this view ma%/ be
found in the apparent peaking of litigation b,?{ hird parties in 1975 or
early 1976. One cause of decline in"such litigation may be the eco-
nomic recovery that occurred in 1975 and 1976, although several
recent decisions by the Supreme Court also had an effect.

The Auditor as Guarantor. Liggio stated that

the ne\g wave of litigation thzﬁ haﬁ hit Epe acc untln% grofes on clearl!}/
Proce s on the assymption that the au |[ﬂ§|s|e rrgo of the accu-
acy of a,com anxs Inancial Statements. The plaintis an &elr.attorneﬁ
simply refuse to_acknowledge { gjgp]ent-ma mg Rroce s that IS Integra
0 the auditing function. !f SO [EfUSe to rec % |7re that management
e primary responsibility for the accuracy of | Stat

n
Inancla ents.

~ The “Socialization” of Risks. Rightly or wrongly, auditors are
viewed as one segment of society that'can act to prevent investor
losses and are thus a logical choice to bear those losses. It is also
believed by many that auditors can probably shift the cost of providing

8. Letter to the author dated January 22, 1976.
4



this protection, initially to the client in the form of higher fees and then
to society, as those added costs affect product prices and business
profits. The investor is thus protected from an otherwise uninsurable
risk by the socialization of that risk in a manner consistent with other
means of consumer protection without regard to its appropriateness.

The Increased Presence of Auditors

As the public accounting profession has grown in numbers and in
stature, it has become better known to the public. The popular press
has also discovered the profession and made the public aware of its
shortcomings. Factors such as the growth of complex financial trans-
actions, the use of “creative accounting,” the growth in the number of
investors, and the increased importance of accounting information in
the investment process have also contributed to increased public
awareness (Sommer, 1972, p. 27).



2

Common Law Liability to
Third Parties and Clients

Auditors’ liability derives from both common and statutory law.
Common law evolves from judicial rulings on matters of law in specific
cases. Statutory law may codify or change common law. Judicial
interpretation of statutory faw, in turn, leads to the development of case
law precedents (Sommer 1972, p. 253 This interaction permits the
courts continually to define and expand the auditor's role ‘and duties.
ngmﬁr wasdno doubt referring to hoth kinds of judicially created law
when he sai

rofessiopal group does not articul te its identity, its du ies, the |den
ose owﬂ nfnm?v 3 ema ne r%y |chtedu |sto

es a duty, an
q] I SOCiely sl s it ziroe W |c e essmn
ards, | tboes n te he court C|e WL
eresosu(z a eangorc UIESWI alnzs e
measure en t ate of the accounting professmn
Liability to Third Parties Under Common Law
Until fairly. recently, auditors as well as other Professmnals had
been almost”immune agfamst successful claims by third parties. That
apparent immunity has Ted to concern bY courts and legislatures and

resulted in new concepts of auditor liability to third partieS. Two impor-
tant changes are:

I



* Expansion of the class to whom the auditor owes a duty of care
(that is, the required relationship between the plaintiff and the
defendant auditor).

* Redefinition of the level of care that the auditor owes to third
parties (essentially, the issue of the necessity for intent and the
(ilieéml%on of intent) (Fifis, 1975a, p. 110; Marinelli, 1971, pp.

~Those issues, as well as some recent developments in the auditor's
liability to clients, are discussed in this chapter. Liability to third parties
under the federal securities acts is discussed in chapter 3.

Expansion of the Class Under Common Law

The auditor’s legal liability to his client is grounded pnmanlY in the
law of torts, but it may also”be based on the contractual relationship
between the two parfies. In either case, the auditor is required to
exercise due professional care, which may be defined as “that dePree
of care which would ordinarily be exercised by other members of the
rofession in similar circumstances. In essence, this means adherence
0 ?ene_rally accepted auditing standards.”1 A failure to exercise due
'oro essional care constitutes ?ordlnary) negligence Q‘ﬂa rant or reck-
ess departure from the standards ofdue care”) or fraud (“intentional
misstatement or concealment of a material fact”) (Wilingham and Car-
michael, 1975, p. 53). o N

The client is in a contractual relationship Ereferred to as privity of
contract) with the auditor, and negligence breaches that contract.
There is no privity of contract between the auditor and third parties.
Consequently, claims by third parties E)under common law) were tradi-
tionally "baséd not on “contract law but on a common’ law tort—a
wron?ful act that injures another's person, proPerty or reputation—and
only fraud on the part of an accountant, ng lack of due care, was
considered ,awrong%ful act. “If in rendering his opinion he intentionally
deceives third parties for the purpose 0f inducing them to act in
reliance uFon his deception, [the auditor] has committed a fraud and
he is liable to third parties who can prove that they relied on the
|1ng%mat|ogg)and were damaged thereby” (Wilingham and Carmichael,
, Ultrpamares Corp. V. Touche, Niven & Co. (1931) extended liability to
third _?arnes to instances of ﬁarofessmnal negh?ence S0 Qross as to
confstll| ute fraud. Gormley analyzed the concépt of constrlictive fraud
as follows:

L See, however, the discussion in chapter 7.

8



ns ructrve fra dlrsa ecejt whi
% of a maerra act%l wrtb Iac%

uce rer Ry al 3 |e
F rp]a F Sity of a %%?ese%ttjgtron errgther
or belrav rtry Its

nstryctive fraud may be inferred from evidence Pf ur%{ass ngglrpep
! ss%g e ligence IS not neceﬁsarr constr c Ve n a ﬁ

glgerice extr%n%% . o ”e|ﬁ egrsreeg[r arture rom st
S0 enﬁagemens <10 e ehdable sinG o& n tHg ov r
inattentiort, “or_eror f 9% gme t_ﬁ perception which” amounts on

ordinary negligence.
Judr}r later Justice) Cardozo upheld the doctrine of privity of
contract in Ultramares as a limitation on the auditor's liability' for ordi-
nary neglrrk]ence based on a policy decision that all imposed or as-
sumed rnisks should be determinable.

O[Irabrlr f rPe%thnce exists, ahhou]%htless slrg or blunder, the failure to
etect rger)i Neat over f eceptive’ enfries, ma
exRose accoun ants.t0 alianility er |nae am unt or an indeter-
Inate rme fo an indeterminate cass J Hsrness (ff)n
ucted on these terms arF S0 extrr?me 85 to ﬁ le doubt whether a flaw
arba i cna?s exist in an implication that exposes to these conse-

Marinelli asks, however,

whether the inde ermrnate nature of this sort of risk in thra rofession is P sy
more arsome fhe speculative nature of the risks 5y [r)] (?%
Hse o |n urance mon ublic ac ountrn Irms a
of the, pro ssr nto pass ss of such Insurance on to. its
cu mers, Who In tun can ﬁ

the cost to the entire consumin
ﬁ% c seﬂgf fo cast doubt dn the necessity of ?re Ultramares decrsronq
This view, however, fails to acknowledge that the potential for loss
to the auditor is greafer and the amount of loss more indeterminate
than for any other profession. A company's financial statements and
the accompanying auditor's report may bé read by or otherwise influ-
ence thousands of investors ‘and creditors with” millions of dollars
invested. In Emst & Ernst v. Hochfelder (1976), the Su reme Court
noted that srgnrfrcantly broadening “the class of plaintiffs wh o may
seek to impose liability upon_accountants and other experts who X
form services or express opinions under the [federal securrtres] cts
would extend to new frontiers the ‘hazards’ of rendering expert
advice under the Acts, raising serious policy questions not”yet ad-
dressed by Congress.”
Courts and federal statutes have attempted to change, bypass, or
otherwise reduce the effects of the privity doctrine to increase the

9

jnvolves a (1) false (2) representation

reaso gbf “ Bﬁre g
s¥ caus!

con e ve rau nowled

than a lack of reasonabe grou



auditor's ||ab|||t5( to third parties for ordinary negligence. The first crack
in the privity rule occurred in the Ultramares case itself with the formu-
lation of the “primary benefit rule.” There it was held that “an auditor
would be liable to a'third party for ordinary negligence if he knew that
his audit was being performed for the J)rrmar y_benefit of a third party
and that third partg/ was specifically identified” (Wilingham and Cai-
michael, 1975,
Gormley suggested however, that up to ten or so years ago,

Ere effarts oft ird- artP/ Iarntrﬁs to prove that in fact they. were primal
iclarie a nt au r tﬁat successfu

e even in cas
trnw ic aheér itor kn rep wouYgrhe tstﬁ [y
en orwas f0 eau e re HB clien
s ecific p rson an t]e repart wou e US the clr%nt 10

u& actron that er c 0an or Investment, and might be

upon b he pe Son rrtt aking action.

The prrm enefit rule ma thu]s have heen ||ed more literall nd

more roa than anyone would have expect ed lication tent

e a
tum the non ren 555 ben f Into at eoretical gg fraction Wi
existence in act Y f(g]a

Further weakening of the privity-of-contract doctrine in cases of
accountants’ liability began in 1963, thirty-two years after Ultramares,
with a series of cases that represented a “frontal assault on the
primary benefit rule”:

In J(]963 the Hedl (e rne dIe% me & Co. t% glle & Partners,

case was gc ﬁw est court of En House o
ase d.not | dr ors, but ral her% Ir ently ta
Emi R A G

r P Irect ag N[OX reta ron aetwg efen and

%arntlr%n nd ar% ect that mah a ere 1S reatron '% UIV&

ontract but for t %nce of consideratign,.there 1S a care
the Justices. were ng 10 genera Trerr con ep 8 SL; um
stzaorgties which creafe such a specra re atrons orm ey 1

The court's finding, however, was intended to have somewhat limited
PFIrcatron in that it extended the duty of care to only a restricted class
hird parties, as was also the case “in Ultramares. A statement by the
Councrl of the Institute of Chartered Accountants in England and Wales

noted that
e held in law to owe a du care 1o rsons
vu Bom the are | onr ctba or frda Eatron-
lal Ie or ne at

a couri]tantsh ey el
h gn %e] g ctort ut onl hg
g% tto that a fin ncra report paccou t or stateraen anrehw

own tO d egrnt B[&Paléel’SOHOE)I’aC ag_?eéfl) I‘lSJ %Seano M / aC
tsnat Person %I’ class persons In that p[c)trtr F ?P(l) :[8

cular connec
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The Americal Law Institute fALI) in its Second Restatement of the
Law of Torts (1965), partly in reliance on Hedley Byrne, interpreted the
law of negligent misrepresentations by professionals to third parties
more broadly than it had been interpreted in the Bast (Gormley, 1974,
p. 1208). Section 552 of Tentative Draft no. 12 (1966) stated:

g One Who inth c rse of his busrness ro ession or Splo men or in
ron In Wi rc ) as a unrg% nterest su FF‘) aser orma

rdance of ot ersr ne S frans

rtr Pcuntan/ I?s cause tot em rr Justl a e re anc

e Imormafion, It fie falls to_exercise reas e care or competenc rn
obtaining or cdmmunicating the informati

2) Exce stated.in S bsectron the liability stated in subsection (1
rmr egp cﬁoss sr?tt (JJ Y 0

g rson or ne of the persons fqr whos behetrt and r%urdance
Inte to su(Ppythe rn or ation, or nowst at the recipient Intends

rou§ ﬁrance ugon( itina tran?]actron which he rntegds the informa-
tion t0.in uence nows that the recipient o Intends, or in'a Sub-
stantrall similar transaction.

QTne Irabrlr of gne gvho IS un ra ublrc g er the informatio
te soossugere anr{ assoPrsn%worwosegweet
utyhrs created In any of the transactrons nwhich 1t is infended to

Gormley summarized the significance of the Restatement to
auditors:

The. Insf rtut%s notes state that I rnterreta on IS rntended to exclu

libility; very large class, or pers nS\(rr almost any negijge rﬂ;/
|ven in ormatron % re ee nd Influence, and” limit"the
not 10 a parti Iar arn entr re na vance ut 0. the com-

P?%gn/g@/ T orm rou 74 . ﬁgg citing dt‘/’lerntat(re\)/(r-l[éJ eISratt | ]f ?B%g] 0

The Restatements reporter stated that as of 1966 there had been
few actual cases that analyzed auditors’ IrabrlrtY to a foreseen class of
persons for negligence. He further explained that, except for the Se-
curities Act of 1933, the law had not at that time moved o far as to
broaden the auditor's negquence liahility, where he is “under public
duty,” to cover a foreseeable class of persons, as was the intent of
cladse (33 cited above LChalmers 1974, p.. 19).

The “distinction_in the Restatement's rnterpretatron of a profes-
sional’'s duty to third parties between foreseen and foreseeable per-
sons is critical to an understandrnq of post-1965 legal decisions based
on common law. Gormley elaborated on that and related distinctions:

% ommentary and rIIus rations accomﬁan rnﬁ the ipter retatrgn establish
I e i

Interpretation a re In Case IS een
sional t %at ﬁg ormatrdp be re UpOﬂ Yy a spec?rc Person oPcass
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not n t hoser which It 15.only foreseeable. to the. proressjonal t
]ssemrna lon of his, intormation “hy the Tecipient erI Ia 10 actions In
rellance upon it by thir ersons o eco e aware of |
he following is an attem qbcl fothe ctual di trnctrons which vary
rom one extreme to ano frinite a Ions o detall;
anary e?nefrcra gl—the |dent|f|ed erson wr]os reI‘ance IS, th?ter tﬂ

§ lpersons in the speci rc transa(itro for Whﬁh his in heorm fion, is fu Hrshe%i

garm of the transact I?P "who In f ct was only the client unti
publication of the Second Restatement.

Foresee( gers% —Oone o, more ecr ical ddenttfred ersons Or entities
who are known by the .au rtc%r |nten tecrgfent |rect or. Indi-
eclly, of his audit opinion o th gur ose lance In artrcua
us| ess tr sactron nown 1o t ditor. | the terms are onstr e
tra Prﬁse erson Inclu eF ot onl rna ene hcragl

el A'toreseen person Includes on ?rv Udit r
t? e entbed to recerv audit 0 Inion In ment a condrtron 0
clos rncrn usrneﬁ racq |srt on a reement asE mc\u es one or

J strtutrona en e ose oan agr n g

rrgr rresanau mrnasacon trono ma % gn

F” cau to Hrons an a |tors complianc tter ort e Hratror]

erson% 0.Not appear to wrt in the traditional
rnter retatron o eneficiary

Foreseen cl ss—a ar cu ar defrned rouP ﬁny dpne or mor oraIJ
m a¥ pon au rtornron cincally identified tot e Sa it
class h Hot wnto m |nd| cor n h £co
estate o suc a ores en ca entrt d to t

S mer gar ea o asa otr]e een erFon LP ?
ass ea or an ks whic %e oaHsto a] tcentl(
t) rknows that u]dr épB IS 10 be use (f r} 8se
an a crn even tho ank or banks are not dentifie n
num ero m bers of su aclass and the aggregate commrtmento
cans IS sorrltetrmes very d | . e oertiall ver |
oreseeable persons and classes—These are oten arge
YR e s b
recerve rs atjJ It report Wi h n dn étn\gutedwhg the c? r] a/ d In sQme wa t
ct or forehear to 4ct In re lance uRon It. Foreseea e er ons ave S me
orm 0 Frneﬁ rearons nPtO or | éerest r]the client Makes su(ci
rellance ﬁ include public rn estor rn equl bt
seBuntre P the cltent urchasers or s rer R S Or SENVICes U
Su sargjtr or cantinuih contr Cts, an rson asem
ees an gi ?dres cordin eme
waul oftera slu [persnsoros romreane \a t
rnron I it were a negligen mrsrepresena ion, but would e so y
the audit o inion were raud mr re rese I tron—a ua orF nstruc
Eve—to th ex en I lS eter de act ttht eshou expect
elr conduct e Inf ence rau lent decel
General ublrc—The mere ossrbrlrtg that an % eyone might seet audrtorﬁ
rnron an rel u pon it rnﬁ me act or ore arance toes not bring SUﬁ
ons wit e roupw oser lance | consr ere foresee% e°to the
tor an teau itor'd o sno ave a ua}/ or fiabllity to su erF?ns
es m| t Inclu e cu?tome dS de creﬁht 1S, an
eru%?ernmna esogrnstrnsB hecen ssu
jec erentiation between the general public and oreseeable per-



ons is e en ore indistin t than between other cl sr fications, if onlg
§ ?ﬁgst I |st|nc?% nnohge een 1%0%@8][ deal of need for attempting't

Since 1965, several judicial opinions have held to the Ultramares

’orrmary benefit rule, generally because of adherence to earlier control-
ing precedents. But In at least two significant cases, the courts have
accepted the concept of the ALI's Second Restatement. In Rusch
Factors, Inc. v. Levin (1968), the “court with characteristic caution
diluted” the orce of that conclusion with_alternative rulings that the
thrrd person laintiffs were primary benefrcrarres of the audit work—
although third persons had_not prevrous 1v been found to_be primary
benefrcrarres” JJ ormley, 1974, 1210-11). (In that particular case,
however, the audit was performed at the specrfrc insistence of the
Ellarntrff lender (Isbell and’ Carmichael, 1973, p. 41).) In Rhode Island
ospital Trust Natronal Bank v. Swartz (1972), the court “clearly applies
the Second Restatement but not the primary benefit rule” (%aormle
1974, pp. 1210-11), even though “the circumstances were such as
come ‘squarely within the primary benefit rule ... (Isbell and Car
michael, 1973, p. 41).

The ‘Supreme Court of Canada, in a 1976 decision (‘Harg v. Bam-
ford), applied the foreseen class rule to invoke a duty of care that an
auditor owed to third parties. The issue was whether *to create a duty
of care, it is sufficient that the accountants know that the information
was intended to be disseminated among a specific group or class .
or whether the accountants also needed to be apprised of the plain-
tiff's identity. ., ." The court held that “actual knowledge of the specific
plaintiff who will use and rely on the statement’ was 00 narrow a test,
and instead applied a test of “actual knowledge of the limited class
that will use and rely on the statement.” The “court's opinion in that
case provided an excellent summarﬁ of English, American, and Cana-
dian authorities and decisions that had addressed this issue.

The opinions %re at least evidence of a |mgrked tren to ard a cha
aw eg tot 0se autrous a ut ‘f?nﬁ Ohg an e |s
nfitm he tren su it ert att e e
%te S a enin cr e e foreseen person t of I
8ond estate nt or th resFen person” concept |s sorbrng
superseding the’ prrmary bene It Tule

The ifference Is more than ]Uﬁt words. The foresee p%rsoh concept, but
ggtn éep Bnmary beneficiary ‘rule, 15 N harmony wit oreseen’ class

2. The n‘ereng nhg/ be more than Just words” in an(%ther sense. In Rusch Factors,
decided un er rrmary enefrt rue the court “found the correct measure ot
damages to be the sa s that aaore where th edpartres ade v ort
amourit necessary fo place the corporation in the position it would” have begn in ha
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gthe prrﬂt bene it rule of Ulﬁramares S.i eed berng lanted b
econd Res atement It can atf ﬁasi be spi stable Restat me
carefully P ed and ¢ hou%h imited s ou e toleral t ou
Size 0 the oreseen class ansactron IS sometimes ve 'larg e

However, there is the same in rnrte adatr n of factual dﬁere ces and the
fessures é at may be ¢ angrngt test Tom nm ne itfo oreseen
ass Co \ contintie 1o oPer te”in an aftempt t m rther chal \/9

or§seea e class, The foreseen. class test ould. te to rotect erfu

sop rstrcated enders, srnﬁsseﬁ rnsuurons 0Se P rsonne
ﬁrn coun e woud ma e cert Int att audrtor oresaw err reliance al
err ansac o xclude e less owe

less s histi (?t e rs coul rove ast M es—a

grﬁurgﬁ natt elr share Loh tdesrgmggn(dh% e(r:slra § fgrasgur;t

SES WNOSe reliance herr rans ctio re)a lonships _with
oo i .ng%r P

c an es aceordin n and-sent rhe
court L{éorr(:r\gﬂ %87 al %5? ﬁeen ItauFt ahd“ Gllra ity rnaﬂe turte 1S

uncertarn

Isbell and Carmichael find some comfort in the fact that no court in
a reported case rnvolvrn? auditors has extended common law liabilit
for neglrr};ence to the vast group of merely foreseeable but unidentifie
third-party users (1973, p. 41). A glimpse of what the future may hold,
however,” may be found in the court's speculations in Rusch Factors:

The wi dom BCI in UIt mares has eerlt doubted ... . and hrs
court ares shou an innoceng reliant par be forced to
arr¥ ¥VF ur en countants [ essron Bt ractice? snt

e Tisk of 0SS ore easr uted and fairly osrnﬁ ﬂ
LR P e
consumrn meir dl}/ a]r&m a ruleJ %S or seea rlrty eIevate {h
cautionay nrques of the accounting professr

Requirements for Determining Deceit

Third parties bring actions under common law, as noted earlier, on
the grounds of deceit (fraud) or negquence If the action is in deceit
“the "plaintiff will have to prove (1) a false representation [of a material
fact], (2) some form of knowledge of the falsity [ror its equivalent], (3
an intention to induce the plaintiff to act or refrain from action, (4

gcount been correctzy stated. For ex%mP e aocountants neg| ence ro-
uce error The court subt 0 as the m rror
eyond whi the accountants ad not warrané correctness nd ad

reaso able cost of producin a correcte re ort, to ﬂ Hce a sum o
069 Thus the damages were same as if the partie con rached for the
servrces MarrneIIr 1971, p. 121). T e ra|o ity to foreseen persons un ert ecop]d
Restateme does not ag) ear t ] eét ut would apparently extend to t
full amount of the losses ‘suffered by the third party.
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{usnflable reliance, and (5) resultant damage” (Fiflis, 1975a, P 103). If
he action s for negligence, the first, fourth, and fifth elements will st
be necessary, hut the second element would be replaced by “a failure
to exercise reasonable care or competence in obtaining or commu-
nicating the information.”3 The third element involves the” issue of the
required plaintiff-defendant relationship that was_ discussed above. The
purpose of this section is to elaborate the judicial requirements under
common law for the second element of deceit, some form of knowl-
edge of the falsity or its equivalent, commonly referred to as the
scienter requirement4 _ , _

The requirement for scienter is essentially a requirement to prove
an intent to injure.5 In some jurisdictions, scienter may be established
by proof of any of the following three elements:

1 Actual knowledge of the falsity of the representation.
2. A lack of knowledge of the truth of the representation.

3. A reckless disregard for the truth or falsity of the representation
(Marinelli, 1971, p. 123).6

Fiflis noted that the definition of scienter in common law cases varies
both between jurisdictions and from case to case within a jurisdiction.
“Even if one vérhal formula is used, the evidence to meet it varies from
case to case” (19753, p. 102). . _

The scienter requirement 1s closely related to the privity notion, as
can be illustrated through the Ultramares case. If the Jury were to find
that the defendant auditors expressed an unqualified opinion on the
financial statements when they had no knowledge of the facts, and if
this would support an allegation of fraud, then “liability for the tort of

3. Fiflis 9%%55&, p. 103, quoting Restatement (Second) of Torts, sec. 552 (Tent. Draft no.

4. The nex chagter will address the question of the need for schentehunder SEC rule
10b-5. To a large extent, the notion’ of sueni,er lfcus,se in this chapter serves as
an intro ucflon tg the i cusg%n of Its %pplcabllt[y in 10b-5 cases. Jhe r]0t|on IS
ggﬁ]rr%%rr%a}g v%l addressed here, however, because It has its roots and formulation in

5 In Ern?t & Emst v. Hochfelder (1976), the U.S. Supreme Coug defined scienter as “a
mental state_empracing_intent to leceive, manipulate, or defraud.” In McLean V.
Alexander 197? he Dela a{.e istrict_court noted that the Supreme Court i
Hochfelder “ex cndy lert underined the parameters of scienter. ..." In McLean, the
district_court found” “the requisite scienter...present in the form of knowing

misconduct. . .
6. In Hochfelder, the Supreme Cou exPresslg left unresolved the %u%stlon whether, in
SON e.c!)r.?.umstances, reckleia e ?v or % form of |nt%nt|onal con ]uct §uff|cwg1t f?r
clvil liapility under section 10(b) of the Securities Exchange Act of 1934 and rule

- thekreunder. The district court ﬂMcLe.a Lound litfle reason to dIStII&gUISh
18tbwggn nowing mishehavior and reckless mishehavior under Section 10 and™Rule
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deceit or fraud could extend to third parties not in a contractual
relationship with the auditor (privity). Without scienter, the case would
not be one mvolvmg deceit or fraud. As noted Prewously the class of
Pe{sons to whom the auditor is liable for less than fraudulent acts is
imited. Under common law, then, the distinction between negligence
and fraud is significant, and this distinction rests essentially on the
requirement for ‘scienter. _

The question of the requirement for scienter and the elements that
constitute scienter are further explored in the discussion in the follow-
ing chapter of the evolution of the auditor's liability for nec_ihgence
tuhnder sgcnon 10(b) of the 1934 Securities Exchange Act and rule 10b-5

ereunder.

Liability to Clients

~ The auditor's exposure to liability to his client has not been a
significant source. of litigation until recentl;r. This can be explained in
part by the relatively unqhan?ed legal climate surrounding that ex-
Posur_e. As noted earlier, liability to clients Sestabhs_hed under common
aw{_ s based either on the contractual relationship between the two
Bar les or on the law of torts, In either case, claims against the auditor
y his client in most jurisdictions would rest in ne?hgence. Negligence
results from a failure to exercise due professional care, which essen-
tially means adherence to generally accepted auditing standards.7
Charges of negligence against the auditor by the client (or by a
bondln? company” under rights of subrogation)” often result from a
failure to detect defalcations or misappropriations. In 1926, Craig V.
Anyon established the principle that contnbutoré negligence by the
client plaintiff would be a defense by the auditor. Baird noted, but"does
not identify, a 1937 case that refined this concept by holding that client
negligence would be a defense “only when it has contributed to the
accountant's failure to perform his contract and report the truth” (1970,
pp. 7-8). In his remarks to the Commission on Auditors’ Responsibilities
In Toronto on July 10, 1975, K. S. Gunning reported a case, then under
appeal, in which the client successfully brought action a%amst the
auditor for bonuses paid based on overstated profits even though the
client's officers (who were not the recipients of the hbonuses) were
aware of the overstated profits. Gunning' asked:

T e TS it e TanGAr SAMENS e e pon

7. Causes. of action by third parties against the auditor, such as gross negligence
cie%?smmg to const?/uctlve raud an(? deceit, wou?d also Be cau%es of agtlgn %y
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sibility of the client, and ayditors are responsible solely fo
expr ssmn oIp| jon on { em% ?hse nt cq pan ﬁseﬁ can ucé/essFuﬁE/
H ﬁ” or errors In |ts inancial ens ‘where senior
0 %erst mselves we( aware ose %rro[a not d ISﬁ o0sed é ‘H
tantee auditors, it would seem t at we sho stopw |st Ing that tired 0

The auditor is also potentially liable to his client for neqhgence in
rendermﬁ an inappropriate opinion that dama%es the client. This
places the auditor potentially at risk to the client as weII as to third
parties for errors in ]udgment regarding the type of opinion to he
rendered and the spécific wording to be used. Earle suggested that

th|s ote t|aJ ||ab|I| Iacesc |derabl ressure on the a d|tor when.he
II.O ose ﬁents e mistal gan“ d%statt accountmg

ICIe IS Cl e T}]OHH nera da%cegh ccountin
r es e may 0e sue for t amag Cause e alle (ﬁl -
g OI’V(?% CCOUHt nt JS. aware Wa IS CX TESSI verse

g 0 |n|on n the cllent’s |nanc
@oses im to the ns |tgg 1[0} |s client u seq u esta iﬁes t%at

e com s accouyi] po C|es e aut orltat|v ug)cporte
rofessi é’% lleratur SIS’y c?n aftempt t0 excuse the countant w
ﬁ)o r a |vers an un 11( 3 0 |n|on ut fo emﬁ ﬁe a considera-
H1 ossdéh i ?(r:%everw a rs OW ey mé aeeﬁyer% J acig
%] ep|cﬁn|té way throug a m|ne 8 t fggr o 0 ||ge

Potential liability also derives from the |mpI|C|t fiduciary relationship
between the auditor and client. Confidential client information obtained
during an audit may be disclosed b¥ the auditor only if that disclosure
is.required for the fair presentation of financial information in conformity
with generally accepted accounting principles. Liability would extend
for damages’ caused by breaching the fiduciary relationship through
the improper disclosure” of confidential information.

There are indications of a recent increase in the number of cases
brought against auditors by their clients or by the client's insurance
companY Under rights of subrogation. Those cases are Prlmarlly for
failures 10 detect employee fraud but also for alleged deficiencies in
the rendering of managément advisory services. This phenomenon is
occurring at a time when new claims_by third part|es (Ppear to_have
peaked or even slightly decreased. The cost of defendi ? ainst a
claim by a client will not be much lower than the cost of de ende
against a third party plaintiff, although the monetary exposure will likely
not be as great in most cases, This development has heen too recent
to permit an assessment of either its cause or its eventual effect.
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3

Auditor Liability Under the
Federal Securities Acts

The principal provisions of the federal securities acts that have
determined the auditor's civil liability are section 11 of the Securities
Act of 1933 and section 10(b) of thé Securities Exchanqe Act of 1934
(and rule 10b-5 thereunder). Auditors maX also be liable under other
sections of the acts. Section 12(2) of the 1933 act and sections 9 and
18 of the 1934 act contain express liability provisions. Civil liability may
also be implied under section 17(a) of the 1933 act and section” 14 of
the 1934 act. However, relatively little litigation involving auditors has
taken place under these sections.

The Securities Act of 1933

Section 11 of the Securities Act of 1933 imposes civil liability on the
auditor for misrepresentations or omissions of material facts in‘a regils-
tration statement. Levy summarized the effect of that section on the
auditor as follows:

1 Any person acquiring Securities gdescribed in the Registration. Statement
rr}:fSApsue the ?gcourﬁant, regard%ss oP the fact that%e IS ot tﬁe client
of the accountant

2. His claim .maﬁb based upon an alle %d Lalse statement.or misleadin
omission in the financia temenﬁs Ic onantute IS prim a%l
Case. eglalnn oe?. not. have the vrther urden. o Qrovngt alt
accountant wefe (Peg igent or fraudulent In"certitying 1o the” financial
statements Involved.
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3 Ehe laintiff do S nqt havE to prove tp]at he relied u on the shatement or
5 e Iossw Ich he suffere Wasf roximate esu e falsity or
misleading character of the financial statement.

4. The accotuntant thethrust H F htng the burd n o jta |IS glgrhts

reedom .from negligence and. fraud royin
{ntnv stt ﬂo reason rou p éﬁeve ancje vet
R ond that, as o te ttme

anc men S {0 w Were true not
%e (i nugl stateme ts ae
egtstratt atement eéame effective.

AR e

(1 rmn rom ] ? er than ser tements or th e
[ﬂIS eading OMISSIoNs |nt cial sa nder the common
A L
cause’?j by tWe Enegltgence or frauén the accountants [ 95[)5 T

Section 11 thus expands auditor Itabtltty to third parties beyond that
of common law in the following significant ways:

L Privity is not a necessary element.

2. The burden of proof, beyond f#)rovmg a material misstatement of
fact, is shifted from the plaintif to the defendant.

3. The auditor owes to third parties a standard of care described as
the exercise of “due diligence’—a reasonable mvesﬂHatton leading
to a belief that the financial statements are neither false nor
misleading.

4. Because proof of fraud or deceit is not necessary, scienter is not
required.

5. The plaintiff need not prove that he relied on the financial state-
ments of the auditor's report thereon, but the defendant auditor wil
prevail if he proves the plaintiff knew of the “untruth or omission.”

The first 5|gn|f|cant ]udtmal Interpretation_of section 11 did not ap-
pear until 1968, and relatively few cases since have alleged auditor
violations of section 11 (Marinelli 1971, p. 123)

In Esco v BarChris Constru |on Cor the suit, based u on Secttor}]lk
Was ass actton a% nst a 0W|n I%/ constr ctton co oratton WhiC
|ssue nur S, a %an | rs ustained as a
resu to se statements mal en mtssmns |n ros ectus c n-
fained t e re |stra on ta ement.. .. There anrndears to need or
nv egcl)grt]ra nowle ge 0r gross miscoriduct for t0 ensue

A defe Se t0 an a on under Section 11 is a showing that the accounta
Pursue are (()pél Le cours% vest ation ant% had reasonable 8un] s
believe an elieve that the st ements therein were true
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%ﬂ%&@%ﬁ%&%‘;ﬁ%ﬁ'St”antéfar%faé? N o R s
Eapéﬁrem m the management of a d.own roper%. he ‘cou

it n
h rljh sang[ tpeaéothrﬁzgg (I)# ntag t ng? ssmrr]]?t. he?d hﬁmt t%]a (Wgn?paé;

igher than . ﬁ
%%} ueIo §goq1e accountant did not meet that minimum standar

Gormley suggested that this case “demonstrated prominentl¥ that de-
fendants’ burden in public securities offerings under secfion 11 is
Tzdl%ed as heavy as informed persons had long supposed” (1974, p.

A controversial aspect of the 1933 act concerns the issues of
reliance and causation. The auditor's liability is to purchasers of se-
curities who may not have relied on the financial statements or the
auditor's opinion”or who may not even have known of their existence.
Section 11(e) provides a causation defense, but it clearly places the
burden on the defendant auditor by providing that

if hhe efenc;]ant groves that any portion. or ll of such damq es [epresen
other t n the depreciation In"value ot such securty (es H% f[. SUC
art_or the r%%s afjon statement, with respect to.\iv ich 1S liahlity 1S
sserted, no |n% true or omltnrl](% t% fate materﬁl act required 10 be
stated therein or n Fssath make the Statements therein Pt misleading,

t
S
%S
such portion of or all such damages shall not be recoveranle.

The causation defense is onerous; the defendant must prove that
factors other than the misleading statements caused the loss. The
courts have rarely considered the causation defense in section 11
cases against auditors because damages in such cases are usually
determined in out-of-court settiements. For example, in BarChris, the
court “deferred decision of this issue until the claim of each individual
plaintiff is separately considered.” Damages in BarChris were settled
out of court, so the “defendants did not have the opportunity to assert
the existence of other factors.

George O. May has remarked,

| cannot qelieve that? Iawi just or cgn Ionﬂ be maintzﬂned in effect which
ellberate coqtemp ted the possi "”B/ t %t a_purchaser may . recover
rom, a ?Kson rom, whom as no agu t In respect. of . statement

which at the fime. f\ﬁls purchase heth ot’readr,c tained in a docu-
i e o o e et S O

Whether the law “can long be maintained” seems moot forty-three
years after its passage. Its justness is another matter. The issues of on
whom the burden of proof should fall and who should demonstrate the
link between the auditor's work and the plaintiff's loss are not easily
resolved. The issue appears to have been decided by Congress on
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Pubhc,poljcy grounds based on the climate that existed in 1933 and
he objectives of the 1933 act taken as a whole.

Moreover, as the Supreme Court opinion noted in the Hochfelder
decision, “each of the express civil remedies in the 1933 act allowmq
recovery for negligent conduct is subject to significant procedura
restrictions” that are not applicable when something more than negill-
gence must be proven. “Section 11,(e2, of the 1933"Act, for examP e,
authorizes the court to require a plaintiff bringing a suit under section
11, section 12(2), or section 15 thereof to ‘post a hond for costs,
including attorne?/s’, fees, and in specified circumstances to assess
costs at the conclusion of the ||t|%at|on. Section 13 specifies a statute of
limitations of one year from the time the violation was or should have
been discovered, ‘In no event to exceed three years from the time of
offer or sale, applicable to actions brought under section 11, section
12g2, or section 15. .. ."1Section 10 of the 1934 act, under which most
1934 act claims against auditors have been brought, has no comgara-
ble restrictions. The higher standard of care required by the 1933 act
and the burden of proof it places on the auditor are, thén, not without
some compensating procedural controls.

The Securities Exchange Act of 1934

Section 18(a) of the 1934 act explicitly imposes, IiabiIitY_ on the
auditor for filing a false or misleading statement.2 Unlike section 11 of
the 1933 act, Section 18 exculpates the defendant on proof “that he
acted in good faith and had no knowledge that such statement was
false or misleading.”3 _

The auditor need not, therefore, prove the absence of negligence.
As a result of these conditions,

Section 1%seems to have a]dded Vel Iitge to the R}ros ects of successful
recovery by investors for false or misleading statements against account-

1 The Court also noted that “Congress regarded these restrictions on private damage
g&ﬂons as significant " , -
ny person Who shal| make or cause to be made any statement in anﬁ apgllcanon,
report, or document filed pursuant to this c,aPte,r 0 ang rule or regulation there-
under ohan underta nw ontal eR In a registration stafement. .. which st'alterp?nt
was at the time and In the |([;hto the cirqunstances under.which it was made false
rwslea%mg wﬂn respect 10 ang/ fn]atenal fact, SJ]aII be liable to any person {Jn t
nowing t ahs?% statement was false or misleading) who, |rhrel|an e upon suc
statement, shal Tave urchased or sold a security zi\t price which was arrected bg
ch statement, for damages caused hy such Teliance, unless the person sue
shall glrovet af Pe cted | %Jgg faitn and had no .nov¥led et aé,su h statement

waFf Se or mislea |Hg 515 3 78r (1971), lrlab| ity 1or Mislea mﬁ statements
3. Unlike section 11 of the 1933 act, section 18 applies to'both buyers and sellers and

requires reliance on the statements by them in all cases.
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Be ssorn ma?qng th%otase Stat emeXtC o e%savmrtt an%gges(rgrr]r breat ueg
r S er notyit stan nceo rrvr eﬁwegn t em

ave I common aw ec It ction iae
otectin rnvestors uth iy [Fischer. v. Ketz ?’f Mn e rt
%e;irt %,ag]countans are |n ect 10 Its expres ab a'f arinell

Marinelli may not have given sufficient attention to the effect of no
prrvrtY requirement in sectron 18, The importance of that section may
well lie in the absence of a privity requirement. The plaintiff need. not
have a transaction with the registrant. As the courts restrict plaintiff
access under section 10(b) and rule. 10b-5, the expressed liability
provision of Section 18 may become significant.

Implied civil Irabrlrtg has been_recognized byr the courts under
section 10(b) of the 1934 act and SEC rule 10b-5.4The second prohibi-
tion of the ‘rule requires a plaintiff buyer or seller of securities to
establish that the auditor (though not s?ecrfrcally mentioned in the
section or the rule) made “an untrue statement of a material fact or
omitlted] to state ‘a material fact necessary in order to make the
statements made, in light of the circumstances in which they were
made, not misleading.”

The SEC enacted Tule 10b-5 in 1942 as a disciplinary weapon for its
own use, “for the purpose of curing a peculiar hiatus in the scheme of
federal securities regulation that provided a fulsome system of penal-
ties for the fraudulent seller of securities, but was completel _}/ silent as
far as fraudulent purchases were concerned” (Sommer, 1972, p. 26).

Rule tOb gras intended . puret}/71 as.an enforcement tool for the Commis-
sion. an imaginative plaintitfs counsel and a creative court com-

EIS ar TO See W nat vantag& JIQIVES e mve

4. The Pertment ortrtfn of sectron 10( 2 reads “It shall be unlawful for a gry erson,
directly or indire tey P{ Se 0 r\}/ afns or Instrumentalif interstate
com erce or of t rr]a S,.0r 0 ang facilities of any national securr S exc an?

guse or em in connection with the purchase or sae of any securl
reg on a natro a s gurrtres exchange or an security not so re rstered

nt pulative or deceptive, device or contrivance In contrav ntion of such. rules a

requlations as the Commission may prescribe. as necessary or aé);)roprae In the

Pu (Jrc rnterﬁs or for the rotectron f investors” 15 USC 18 g lb Rule ]fObS

be unja g or any person, |rectyo ndrr 1 te use q ary

means or mstrumenta tyo mterst commer e, Of 0 ol e mailS, orof an facrr f

8Y a(tro ecurrtes exchange, (a) To emp Py any devi e scheme, o arti |c to

efra { 0 ma e any untr(ie statement of a material act or to omif to state a

materral t necessary n or er to make the statements made in_light of the

circumstances, under which theP/ were made not mis eadrn f To engage In

Mact ractice, or course of business which o wFﬁr tes operate as a

rald or ecert rg fg n, In connection with the purc ase or sae of any

security” (15 USC 78]
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Sommer further points out that the rule omits many details defining

ined 10\ |e|d the conclusion that Rule 10l-5 was not [tly available toathe

as ayallable’to prvat
(i‘ rmeg paVI raIIOH of

ate rou |ch oc taton

d trgants sought the benerits 0

Somen 1813 26

the conditions of liability. “There is no specification of those to whom

Irabrlrt)( may run, there iS no measure of damages, there is no limitation
upon

hose who may be held responsible.” Similarly, the rule does not

state that showing reasonable_investigation and beélief is an adequate
de ense. While in some jurisdictions auditors had been held liable to
third. parties under the Tule for mere neglrg?ence in rendering their

opinions, prior to the Hochfelder_ decision

was not cIear whether

negligence created monetary liability for a rule 100-5 offender (Som-
mer, 1972, p. 31-32).6

5
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ilton V. Fr man (1967, p. 922), the drafter of rule 10b-5, reported the origination
’\q[h uIe §"twas one dfrp in te year f&% ’eve | Was rsrttrr%g Inm ghqce in
n buildin |r}] |adde rPhla and Irecerved 3 call from tm Teanor who was
en the Drrector the Trading and Exch ant%e Division. He said, 'I have just been
on the teleph oge wrt] Paul J%owen who was then the SE.C. Reg |onaI Ad mrs trator
|n Boston, .'an a me ahout the presrdent of some com% ny In oston
w o IS orng around uyrng up the stock of his comp ani/ from "his”own s are-
hol ers t$ OOashare and he has been telling them that the comp an}/] o g
¥ rg rea in fact, the earnrn S are orH% to be gua rupled a d er
2.00 areor |scm years ereayt we can do about |t?' e
f e u stairs and | calle ){ secreta ey and | oﬁed at Section 10(b a J
ooked tSectron A7, an ther and the onIy Iscussion’ we ha
f ere was wh ere Et con ecton wrt t %u rchase or sale” should be, and we
ecr dit sgou e at the end. the Commrssron and we got on the
caen ar, gn I ontremember whet er we qﬂtt ere that mornrn%o er Iunch

asse grece 0 (Pa er around to all the commissioners. All the commrs
sro rs read the rule an they osseﬁ it on the tﬂbl% mdrcatrn ova] No odjy
said_anyt mo except umner Pke who sald, e ms rau
aren't hat |s how It happened. Lours Loss |s a solute at | never
hought t at twent odg ears. later it wouI be the br es |nt haltS hao |%\Fre]r

£ ned. twasr 10 qrve the Commrs |on owe ea
t no relation In the Comm ssro ont em atio to rw te grocee md How it
ot Into private proceedings was ytbe n nurt em ers of the EP vate Bar
tartrtr)% It the Kardon c se It has been pg yte rwate ers, the
members o the Bar, with e assrstance ar, ont like |t connrvan e of t e
fehder%I udiciar w 0 thou t t |s was a ve |ne n amena | ea an

oul e extended, ve seen % dp e w o have orne
the prnf] e(Barr exten n the staif of the Se ur fies, and Exchange Commission,
and that this Is so et Ing that you cant Ik of as ert er a good thing or a

ommer%oted that “despite this uncertainty, however it |s reporte(d rhat accountin
frms or their insurance carBers ave paid several ‘milions of dollars in settlin
claims that appear to have een base on negligence.” Suits wjth |ttIe cpance o
success may have a setfebment value ecauset g/gef ensrve to defend

n}@/ rustrate en rrg usiness act%rtres of thé gefenda anguage t0_t
etor(ets was_also used by the Supreme Court in Blue Chip Stamps V. Manor rug



In summary, the creation and use of rule 10b-5 have had several
consequences. It has extended the auditor's liability to sellers as well
as to buyers. For many years in some JfoISdIC'[IOﬂS it created the
possibility of huge damages as a result of simple neghqence. There
can be little doubt that for the thirty-four years between 1ts enactment
in 1942 and the Hochfelder ruling in 1976, “the legal environment
surrounding Rule 10b-5 [was] alive”with prospects for"an extension of
legal doctrines which would increase accountants’ risks” (Reiling and
Taussig, 1970, p. 41). ,

Over those Yyears a stru (que took place in the courts over whether
auditors and others were liable under rule 100-5 for misrepresentations
or omissions that were negligent but not fraudulent &Gormley, 1974, p.
1221). (Fraud requires scienter; negligence does not)

The first anH. third prohibitions af the rule eﬁr%ssh/ refer 0 frgud. Buit the
se%?n plo bmon, cansigered i isplation |g%t e construed o (Eonn,ote
Qﬁ Igenkce, because Il JETErs fo an "untrug statement of a material Tact’ or

nt g
L e T e T e

The Second Circuit Court of Appeals had a scienter requirement,
which mandated a higher degree of auditor culpability than mere
negligence. The seventh, eighth, and tenth circuits did not appear to
require scienter, and therefore n%gh ence alone sufficed. The ninth
circuit had a “flexible duty standard” that avoided the term completely.
The disparate appeals Court ,rullnc_}s on the scienter issue were re-
solved by the Supreme Court in 1976 with its decision in Ernst & Ernst
V. Hochfelder. _
The complaint in Hochfelder charged that Ernst & Ernst had vio-
lated rule 100b-5 by its failure to conduct proper audits and thereby
aided_and abetted "a fraud perpetrated by the president of a securities
firm. The plaintiff's cause of action rested on a theory of negligent
nonfeasance; they "specifically disclaimed the existence of fraud or
intentional misconduct on the” part of Emst & Emst" The Supreme
Court granted certiorari to resplve the question of whether a private
cause of action for dama?es will lie under section 10(h) and rule 10b-5
{R tthet aqfen%e of any allegations of “scienter.” The Court concluded
at it will not.

\Vhen a st tuteF eaks S0 gemﬁcgl{hy in terms of manipulation anﬁi dec(?é)-
fion dando |m8 menting devices and (?ontnvanc s—the commonly upder-
Stod termlnolnsq(;// of Intention wrong oing—and when ds history’ re Fﬁs
no morei expansive intent, we are quite unwilling to extend the scope of the
stafute to negligent conduct.

The decision deals solely with section 10(b) and rule 10b-5. It does
not remove the negligence ‘standard for civil liability under the federal
securities laws generally. The negligence standard under those laws s,
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however, confined to those sections where Congress expressly intend-

ed it to apply or where the courts have determined that imposing
liability without scienter in the rmﬁlred liability sectrons of the law Is
compatible with the statutory scheme. For example, a ne% ence
standard is stil applrcable 0] Irabrlrt under section 11 of the 1933 act.
Also, a negligence standard aIpp led in a case involving the 1934 act's
proxy rules, Gerstle v. Gamble-Skogmo 1973{) In that case the ap-
peals court held it was not necessary “to establish any evil motive or
even reckless disregard of the facts.”

The Supreme Court's definition of scienter is a strict one.. More than
knowledge of the alleged wrongful act is necessary to constitute scien-
ter under section 10; there must be actual intent to deceive, manipu-
late, or defraud.

Stil, the courts must determine whether scienter is present in a
articular case, and this could lead to a possrble erosion of the
upreme Court’s strict definition. For example, in a post-Hochfelder

decision, Adams v. Standard Knrttrn Mills d( 976), the court found that
the auditor acted with scienter in far ing to disclose known weaknesses
in internal control.7

ith full k o e of C adb urns rcren nd ot internal
wea nesses dg con @ a&r d
n t?tsesorjt?v s%sné" 0 hatﬁe o e— ear etrratrn an
ﬁt roo n th eén Ennt

IS case cIe esta S%éh now r%e een
nt osses & a fter el audit compa
gon ea s botrrn nancial tatemen

wrth ”}]Qﬂt to “decelve an manipu ate an rn rec ess
rsregar o 'the trut

The Court noted in Hochfelder that “in certain areas of the law,
recklessness IS considered to be a form of intentional conduct for
Furposes of rmposrng Irabrlrtﬁ or some act.” However, the Court stated
hat “we need not address here the_question whether in some circum-
stances, reckless behavior is sufficient for civil liability under section
10(b) and rule 10b-5." Liggio (1976) believed that as a result

the have left the.door sli htI rto its. holding that a scient

stan m%/r rntent rs nec y arntqt a?r §I§(§ ﬁt
sejze . on rs anrf e ss or om ee r ce can
raise | eI {0 the eve scren erTor a under's ron ere are

Fevera respcinse]sté) ar icular i ar umentat he ve
anguage of f esﬁ Ht t e not hat ther
are;” clrcumstances Wi ere su rce t dogs not' say that suc

7. This and dpther Post Hothtelder decisions that bear on the scienter requirement are
discussed In QOlson, 1!
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rrcu stances Would exrst or thﬁt the C urt has rdea Whether th
o exist. More ver e over tenor o e é)prnrorh it al
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mp e &

ﬂ C \’1 grence ar(r?s
the trut F(iUIVéle [ 10a mental state or mind emoracing |
deceive, manrpu e or defraud.

In McLean v. Alexander (1976), decided in the Delaware district
court subsequent to Hochfelder, the court stated that

e au itor's conduct c nstitutes, ar more tt}an me negh Ence, bhrt falls
o a precon a tua '%F't to de raud L(st %vror mbr

aces
o SR {1 o [Leh el

Hocﬁ [ t%b l ”¥hé”c88ﬁ‘”ﬂ°t'én ed auradr%(aone eree rrgmn%chrnt q
nn C on aw recedentr the s

res tevrewporn 1 Ir |ty oudht fo
attac up n a S

owIng 0 I'EC lessness.

Litigation against accountants under the securities acts may de-
crease as a result of the Hochfelder decision. However, unfil the
question of recklessness is resolved, plaintiffs could plead a reckless
breach of the accountant's duty to adhere to professional standards.
Private Irtrgants may alleﬁe scienter, but there are_procedural remedies
to prevent boilerplate allegations of fraud. The Federal Rules of Ciil
Procedure require that allegations of fraud must be stated “with par-
ticularity.” If plaintiff and counsel are found to have not believed in
ood faith that the necessary scienter is present the Federal Rules of
ivil Procedure [9 B %) ) and 11] also provide for appropriate disciplinary
action (Lrggro 1

Rule mo lons to ISMISS fo ar relI lea fra] VH artculan
even be elder. .S0m

uen
esr ew e or no artrcu an a\n ﬁne may surmrse t iS Wi
e res erng un e In a out whéther or not the faw e ey
urr arPhr rve actua n, or er tq recover ama es
ce arn no Ion er exrss an ne ma at |n

cases attackrn err Inte acc ans a o ers oYv e even
more succeﬁss In Tequinig coynse nn tron 10 Spell out in the
complaint the basic tars o e alege son 19 6

“Rule 11 further provides that for a willful violation the attorney may
be subject to disciplinary action” (Olson, 19762 Rule 11 is powerful, but
its power has rarely been applied by the courts. A notable exception is
found in the judicial procee ngzs N Oringer v. Equity Funding (1973).
In those proceedings, the court found that

Bl vl Phad S0 B Sl Rasonan sy 9#}



ﬁelIEf h he réad a XY? r(r)r(rjr grounda ena ag‘io(rt th(%s ornder otl Gr s n
egatronso éomp tﬁ%y relate to Gihson, Dun Q(Er t%her
In si nrn Irnqlth %onlplant |n B. Gr en ||fu|| vrolateg n
rovr on eraI Ieao {oce ure nd the
tmrﬁ) da ffi eg as sham alse rnso ar as It relates to
efe son unn & Crutcher.

The court ordered Green to pay Gibson, Dunn & Crutcher $2,000 as
attorney s fees.

ould now he cle rtha Iarntrffs CQLW*' must t&a\f 8ood roungl
e leve a rtrc Iar tacte tent to efrau Pef ea oIr
rmasa gn ess o s acr n complaint be rn
EeXercls more ISCretio resu inm re ISC| ng ey
action ern% faken gv ere era ee aﬁr amed S %
cause fhey have a ° [o] é) and 5 oped that they may be willing
to contribdte to a setflement. son 1

The effect of the Hochfelder decision on the total volume of litiga-
tion agarnst auditors is uncertain because of provisions similar to rule
10(b)(5) in state laws. As Kramer noted,

umber of state sec rr ilt}rgs ontain a sectrﬁ w hrs Imost id ntr

n]r r@uaﬁe he source. Is the orm ec rrtres%

WJ? a§ P with variations, in more
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N some there lave een varrous epart regeg

eq N any cour as an Interpret trorLP

trabrfsur?n Sat a violation, ot the se ron W e ma %s
e
ctrrrlt]res Act, Son certain s tes grvr ra ility cou avr tro
t?w 3n noto ltself b n] I
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states OWGVBI' rov SIOﬂ
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Hochfelder is only the most recent of a series of cases involving the
securities laws in which the Supreme Court has srginrfrcantl limited
Rlarntrffs rights in civil damage suits. In several instances the Court
as indicated that securities litigation must be confined. Hochfelder |s
thus one further indication of the Court's reluctance to interpret the
securities acts in a manner that would permit the plaintiff bar to assist
the SEC (given its budget constraints) in enforcing those acts.

Several observers have su estert t]hat he Supreme Court ?ecrsrons in dthg
Securities area are a refle ourt’s concern or Its overcrowde
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Liggio also vrewed the Hochfelder decision as containing

clear warning that the c?urts should not seek F]o rnterspret the secur atbe
expansively (to new frontiers) and rmP azard arnreason e
ur ens upon exper v%uch as accountants) who are providing Services
under the ‘securti s
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‘\l rtatro on %gre ﬂ %
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Ve rcIe or creatrn new re onsrbr ties on rofess onals n connectron

se%un res transactions reate new a seé ac lon not conﬁ
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Class Action Suits and the Contingent Fee System

The .class action suit against auditors e er ed during the 1960
s nr cantl Increase tﬁg rs o?lr tron % g hn ero

N te
{S and itude tra Ul
a ainst audﬁtor Uflﬂ? t?l p% S an ﬂ] Ve rnvo Bf(i
8mpanres angd accord ber A Nncla
ata runs into the t ousa eat annrc Itc e 9

Class action suits and the contingent fee system, under which
yers (and possibly other experts) are retained, ‘are procedural tools
af make damage suits under section 11 of the Securities Act of 1933
and rule 10b-5 of the Securities Exchange Act of 1934 economically
attractive to the Rlarntrff bar.8 The attractiveness of such suits results
from the size of the monetary awards resulting from litigation or settle-
ment and the portion of those awards granted by the courts to lawyers
as fees. Gormley suggested that “the efforts to adai)t securities litiga-
tion to the class action form is intensely controversial, and the faimnéss
and efficiency of class actrons in securities litigations is disputed and
unproved” (1974, p. 1214).

8. That attractiveness would be Iesse t?]y a statutory limitation to the amount of
damages such as the one propose tie American’Law Institute. See chapter 5.
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The Legal Bases for Class Actions

An amendment of rule 23 of the Federal Rules of Civil Procedure
effective July 1, 1966 “liberalized the conditions under which one or a
few purchasers, sellers or, in some instances, holders of securities
could institute a collective lawsuit on behalf of themselves and as
representatives of other purchasers, sellers or holders who are similarly
situated, without the necessity for each member of the class to formally
join the  lawsuit as a Party” (Gormley, 1974, p. 1214). Certain princi-
ples—some specifically stated in rule 23 ‘and others derived from
|udicial interpretation—determine the appropriateness of class actions
In particular cases. These were summarized by the court in Pearson V.
Ecological Science Corp. (1973).

o ghed by i ”es“"“r%n% o e S b,

Ean the reaent ggrn Frs fairly and adequately protect the interests of
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clas actron ? ea that thrs '%:o e ural remeay could Impair the just
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The requirement that common questions of law_and fact predomi-
nate is subject to judicial interpretation in specific cases. Gormley
criticized the courts handling of this element of class actions:

The pr ([f g rnzhnce of commo ISSUes in S urrt les cases is often thrown
Into % the ﬁpﬁrrtreso ucce srv a & mrsregrestentatr ns over
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Parrt ¥] (? aiming, that t ISrepresentations are r}rerre teq,
y rco 1S nE/ea S ownma #rsm r(r)r UCtn ea commonc cour 838 carmgcrtn
ﬁre interest 0 %rérggo rngi ay sgac?orb nﬁ¥e resﬁl ﬁ?as been coercive
pressure upon defendants to bu y peace by settlemen

Auditors anH other defendants may be. victimized by a assp uced
tojtures separate substanive 1SSUes %rjgrca”()e 0, eren

Ice, whic
](&IGTI ﬂ dants, such as ISSU r gxecuuve Qrcers, are underwriers, an
C mmon SSUGS

IﬂtO rna %t(? statem nt 'S0- ca
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re s of ere g
pgrca e to difterent defendants.. .
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ese Individual 1SSUes, c e co e class actions mg?/

fendants re not to be de rrve therr Ie aI (
dbequen rove Incapa e o ord Al rnrst atron ecause Indr-
vidua rath an common, I1Ssues predominate In ac
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It is the understandable mclrnatron of class action plaintiffs, and a te
tron to the courts, orhpa]rf IJﬁres% tions n erq sasto he varous
rvrdua elements WHICT must rove I esta jshin arm I an
P omae mana eahle” a dm which Is In er nt rpa Efﬁ

;f awar 0 dama es orth e of lial
es rres rar e s stantr st utron rssues
roce S IV |vrn % ants rr un/ m{ cases, ¢o sru
t)ona ISSUes are rar sum ns C burdens of prop q
epriv 8 ge err t of Cross- examrnatron of Individua
plaintiffs. [197

Private action for damages under the 1934 act requires. plaintiff's
reliance on the defendant's misrepresentation or omissions in making
his investment or disinvestment decision.9 A question arises of what
the relationship between the defendant's activity and. the plaintiff's
mJu should be in order to rmgose liability. As thé district court noted

cLean v. Alexander (1976), “causation is understood to be an
essentral element of a prrvate actron for dama%es lest 10b ‘establish a
scheme of investor insurance’ by which ‘defendant could be held liable
to all the world.” Causation is established by “he reliance requirement
[which] provides the causal link between the non-disclosure [or mis-
representation] and the loss suffered.’”

The very nature of a class action sug%ests that individual proof of
reliance by"each member of the class would be impracticable. In Grad
v. Memorex (1973) the district court noted:

endant ue that in orHer to reifove (?

cass mem must ove ne actually relie

Isre resepta lons . a omrFsrons i ma I cision to purc

emorex Stoc dur]n? e relevant time Perro rmrse

ant urther urge t rCess e Pres % fveh r}i)por uni
o e an cross exa ne each class membe e Co were

e
C°§§) B8ORS s e e v@uatheu%%“%ensw%‘tgacr A reance o %H

redominate vér common guestions, 'and, Seco case W
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endered fotal e, thus' preventing
In Societe Generale v. Touche Ross 1975R the district court noted
three other concepts of reliance that make class actions feasible.

The first cpn found a on some Rule 10b-5 (itecrsrons wherein. the
rnvestor?e artaﬁ‘f‘ig Isuqategj not’sq much on. artr Ular mrsre res ntatro
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emorex Corp.

0. For a detailed discussion of the reliance issue, see Ruder, 1976.



The second theory that can e utilized |n this .action to avaid the actual
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misrepresentation.

malt nar ‘e constructiv ance—rn
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In Pearson V. Ecological Science Corp. (1973), the district court in
den rng class action status took an opposite view regarding misrepre-
sentations:

ettlﬁ however, in the view of this court, rs the re%urremebt nt that relranﬁ
Pwn 'ﬂ order to recover In cases stich. as the ar wherein
aint alle es am'rtges ensurng nm il from the communicat o

Broc ures and’ financi orts.. clearly ve mber
?ss ﬁr the’ rnstant Case, %urc(ha JyEco? arca stoc

enormous proposed ¢l
In reliance, on eac communications, in i ﬁan it cannat even 8
assume fn]t an rtrcu ar potential member of the proposed class relie

on any of the S e C communications.

10. In TSC Indu tries V. gortmway 1976), the Supreme Court considered the definition
of a mat erra fact unaer the “proxy
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Thus, |n view of the requirement of esa lishing reliance on the commu-
nicafjo drcra roc |n S necessitate et rmrne
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The vrewgornt of the auditor can be found in Henry Hill's suggestion
that there should be a “doctrine of proximate cause” for auditors’
liability: “I believe there should be some regurrement that the plaintiff
has réad the financial statements if he intends to sue the accountants
or the company on the basis that they are misleading. .. .[W]e need to
establish some connection between” the misdeeds of the accountant
and the damages to the investor. We should require the demonstration
of some kind of association between the financial statements_and the
investment or disinvestment decision” (Hill, 1975, P 176-77). The
“some connection” or “some kind of association” would presumably be
a caysal link between the work of the auditor and the injury to the
plaintiff,
The alternative view is summarized by Gonson:

If there is tr Frno in the s untr%s of a company, the current frnanc
state ent wr ol ¢ urs affect that tra rn nd the person o]
a%e se stateme s oxrm t] g/ even t o( eqr
ne er rea se anagst read therh, and brokers rea
thﬁgtl,sav 0ot er eo e reaecore]meraét L ge arltre]clormrﬂenﬁatrong )
uatron \ﬂh ulg the ; Uﬁ
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e red r¥ accountant's
avoided, assuming, o course were tenaIIy mistead-
ing and" thaf t ® Becountant was cu pabe

The link between the concepts of reliance and causation was also
%f&srgjered by the Ninth Circuit Court of Appeals in Blackie v. Barrack

Moreover, proof 0 ective reli nce rtrcuIar mrs res ntations i
Unnecess to stagbh X&%g arrBt%r aece tion rn On 8” ?
stock trade e open mar f) roof 0 e i§ adduce
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Isned 10 make out a prima facle CasSe..
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Defendants argue that proof of causation solely by proof of materiality is
inconsistent with the requirement of the traditional fraud action that a
plaintiff prove directly both that the reasonable man would have acted on
the misrepresentation (materiality), and that he himself acted on it, in order
to establish the defendant’s responsibility for his loss, which justifies the
compensatory recovery.

We disagree. The 10b-5 action remains compensatory; it is not predicated
solely on a showing of economic damage (loss causation). We merely
recognize that individual “"transactional causation” can in these circum-
stances be inferred from the materiality of the misrepresentation . .and
shift to defendant the burden of disproving a prima facie case of causa-
tion. Defendants may do so in at least 2 ways: (1) by disproving materiality
or by proving that, despite materiality, an insufficient number of traders
relied to inflate the price; and (2) by proving that an individual plaintiff
purchased despite knowledge of the falsity of a representation, or that he
would have, had he known of it

The issue of reliance is often seen as a matter of choosing between
options: a need to prove each investor’'s reliance on the auditor’s work,
versus no requisite showing of reliance because, presumably, the
market price reflects the alleged misrepresentations. There may be a
middle ground, but one that this study can merely suggest. The plain-
tiff could be required to show that the market price was affected by the
auditor's work. However, that might be an impossible task, as sug-
gested by the controversy surrounding the contradictory evidence on
the efficiency of capital markets in responding to information. Perhaps
further development of the various forms of the efficient market hypoth-
esis will make this suggestion more practicable in the future.

It has been alleged that the courts have shown little restraint in
affirming the appropriateness of class actions. The denial of class
action status to litigants in some recent cases, however, on the
grounds that the requisite conditions were absent lends credence to
the views of one observer that “the courts are armed with ample
powers to check abuses of class actions; and of late, judges seem
confident in exercising those powers” (Andrews, 1975).11 As a result,
“fundamental questions as to the efficacy and use of the class action
are finally being given the attention they deserve in the courts” (Liggio,
1973, p. 3).

The fundamental question is whether in fact the class action is unsuitable
for most securities litigations because of the absence of predominant
common questions and of plaintiffs who are in fact representative of the
alleged class. This argument is now being pressed in a number of cases.
The issue is critical to the question of whether the class action procedure
will continue to be used abusively in securities cases. The struggle is in a
critical stage, and the outcome Is uncertain. [Gormley, 1974, p. 1216]

11. Evidence for this view can be found in Eisen v. Carlisle-Jacquelin (1974).
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The Effects of Class Actions and the Contingent Fee System

Class actions permit a pro rata spreading of the costs of litigation.
The contrnﬁent fee system, in turn, essentially shifts the risk 1o the
plarntrﬁs affomney if the suit is unsuccessful. Contingent fees generally
range from 20 percent to 40 percent of the award, “in most cases
actually one-third” (Hil, 1975, p. 179; Liggio, 1973, p. 3).

With the remainder of the award oftén spread thinly amonr}; the
class of plaintiffs, class actions thus “tend sometimes to Shift the focus
of Interest away from the party allet};] dly wronged and to the plaintiff's
attorney as the individual who has the Iargest readily identifiable finan-
cial interest in the action” (Harlan, 1974, p

Another commentator expressed it thus % am sure | wil be ac-
cused of being a cynic, but there IS IrttIe doubt in my mind that in
many, if not most of these cases, t e only ﬁerson who 1s rnterested in
seeking redress is the [awyer; and in fact, ne will be the only one that
willbenefit from this litigious ‘exercise” (Liggio, 1973, p. 3).

The courts have also noted the relationship of class actions and
contingent fees to “strike suits.” A strike suit is

a complaint wi r% lﬂ tive stanﬁiards may have ve Irttler chan?e of

srrrgcg Isoat trraEL% rOShrgT lac%%tg ergentv tr)e t(r))nthe | rntm out rrtevan

t% IOurtr i Vet)ern En R/ea gaarnst rm TrmulsS?a or su rrY r9 8
srness actrvr% qt 8e endant WSln IS total

y unre ated to the surt
The effect of strike suits has been noted by counsel for the AICPA:

Strike erts ated o negligence are e d virtuall
Im os WF ?u% as Class a? ons ?’% echite dficult 1 d/g
an st more icult 10 Settle. Irespective of thelr merts, they srmp

therr endenc the cha Iev%ed a%}rnst a trrm of certifie
guR acco ants strtulle a (? thelr professio reg tation an

tot Ssrona stan ﬂ e In t rrorem e F
enc even more merF f1cloys g lon creafes.a Seftiement v ue |n
%rgm an t(rertsé lalavrqg no relationship o' the quantitative size or qualitative

In Grad v. Memorex $1973) the court noted the relationship between
class actions, contingent fees, and strike suits.

12. From the Supreme Court's decision in Blue Chip Stamps v. Manor Drug Stores

13. Brief for the AICPA as Amicus Curiae before the U.S. Supreme Court in Emst &
Emst v. Hochfelder &976)
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An equally undesirous effect of injudicious application of Rule 23 is the
encouragement of “strike suits” brought by unscrupulous plaintiffs (or their
lawyers) using the class allegations to coerce defendants— who may have
good defenses on the merits— to settle for fear of exposure to the mam-
moth liability which a class action necessarily raises.

Another aspect of the use of Rule 23 which has caused particular distress
and rancor in both defendants and the professional bar is the fact that
huge recoveries are oftentimes divided in such a manner that 60% to 80%
is distributed thinly among the class members and 20% to 40% (regardless
of the amount of work actually performed) goes to the successful
attorneys....

The answer to these problems, however, is not to abandon Rule 23 where
the stakes are high (it is large cases, after al, for which it is designed), but
rather to be more selective in its usage and application.. . .

As for attorney’s fees, if the case should settle (and the court hereby
expresses no opinion as to the likelihood or desirability of settlement), or if
a judgment is rendered in favor of plaintiffs, the court will see that coun-
sels’ remuneration is proportionate to the work done and not arbitrarily
sliced from the total amount of recovery.

Moreover, courts have recently challenged contingent fee arrange-
ments by

limiting lawyers’ shares of damages to amounts computed by a formula
that takes Into account the lawyer's time spent and the quality of work
involved in a case. For example, the formula approach was recently used
by the U.S. Court of Appeals in Philadelphia to reduce a fee from $1.35
million to $.93 million. Clearly, such action by the courts could reduce the
number of class action suits by reducing the lawyers’ potential monetary
award. [Peat, Marwick, Mitchell, 1976, pp. 94-95]

The contingent fee system has existed alongside common law
notions of improper attorney conduct. This conduct is described by
arcane legal parlance such as barratry, champerty, and maintenance.
Furthermore, efforts to prove the existence of such improper attorney
conduct have usually been unsuccessful. For example, in a recent
case, Coopers & Lybrand v. Levitt (1976), allegations of champertous
conduct by plaintiffs’ attorneys were dismissed by a New York appel-
late court because “the doctrine of champerty does not exist in this
state except as provided by statute.”

Whether justice is served by this combination of class actions and
contingent fees depends on one’s views of “justice” and one’s defini-
tion of the public interest. There may be no dispassionate observers on
the issue. However, alternative views may be pertinent. First, Liggio:

| do not mean to suggest. . .that | feel securities litigation is without merit

or that all members of the Bar seek only to pursue their own self-interest.

On the contrary, | believe the threat of litigation and litigation itself in many

instances serve a useful purpose; and from a social benefit standpoint

E?S% is m:lél]Ch to say for it. However, as with al good things, it is abused.
] p'
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Then, Hill:

| have heard lawyers assert that the failure of members of a class to
receive the benefits of a settlement is not important and what is important
is the restraining effect on wrongdoers. If that is an honest statement of the
justification, the code of Hammurabi is not dead yet. The injured party is
awarded the ear of the malefactor which has been judicially severed and
the only party who comes out ahead is the guy who cut it off. [1975, p.
179

Patrick, on the other hand, sees benefits from class actions.

Much of the observer's reaction to the dramatic increase in class actions
depends on his point of view. It all depends on whose ox is being gored.
Accountants, lawyers, exchanges, and brokers usually do not appreciate
being sued. Judges who have heavy dockets and who feel over-worked
sometimes take a dim view of class actions.

Class actions against accountants and lawyers may prove, however, not to
be the end of the world for either the accounting profession or for the legal
profession.

| have had friends who are office lawyers, and who do a great deal of
registration work, tell me that they have doubled their fees as a result of
the SEC's action in [SEC v.] National Student Marketing.

These developments, which have been described by some as a “revolu-
tion,” may turn out to be not al that bad in the long run for public
investors, the accounting profession and for the legal profession, since it
will enable the professionals to improve and extend their procedures,
improve the quality of prospectuses and reports to the public, and permit
larger fees. The class action has achieved a useful purpose in permitting
small investors an opportunity to seek relief, as well as some economy of
judicial effort by compressing many units of litigation under one roof. [1974,
pp. 164-65]
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Other Sanctions Under the
Federal Securities Acts

Other legal sanctlons against aud|tors under the federal securities
acts include” criminal prosecutions by the U.S. Department of Justice
%n {ﬁferrSaEICrom the SEC and |nJunct|ve and administrative proceedings

y the

Criminal Proceedings

Violations of the securities acts that give rise to civil Ilab|I|tY are also
subzect to criminal penalties (fine_or imprisonment or both) under
section 24 of the Securities Act of 1933 and section 32 of the Securities
Exchange Act of 1934 if the violations can_be shown to be willful or
intentional. Auditors are also exposed to criminal penalties under the
federal mail fraud and conspiracy statutes. In United States v. Ben-
jamin (1964),

he court nouncedt att e requirement of willf Iness or intent could have
%een met rovm tat de (? ﬁant d\geh% (S IS eg/es t0

erate CIOS
S WNIC 0 see. Otner circult ave
WI UHGTS reqﬁ |re é@ﬂ e%untle Acts IS satisfi dﬁ n ra cas? X
0

roor 0 M’GP |gence Would nave Snhown

nirue
Burton stated the SEC's position on bringing criminal charges
against auditors:
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While virtuall ommission cases are_civil jn charactey, on rare pgca-
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judgment even | teJu gments appear o ad ones. |

Perhaps because of the availability of other legal remedies (includ-

ing injunctions, admtntstrattve proceedings, an civil surts by third

arties) and absence of the element of personal gain, there have been
ew criminal actions a% €Sl
two criminal cases that were prosecuted before”1969:

ainst accountants, Murphy (1973, p. 392) cited

United States ¥ White F1941 ) involved . the rosef Pon of accountants
among others, for ﬁons iracy and for using the malls rthg istribution of
prospectuses for the sale of stock |n a stheme to defrau

United Stat ds V. Bentamrn é1964g cr|m|n|al acttontﬂf cgnsBrtac 0 selt
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The Continental Vending, Four Seasons, National Student Marketing,
and EqurtY Funding cases represent more recent and notorious in-

stances o0

criminal”prosecutions of auditors.
The consequence of criminal prosecution to an auditor may go

beyond the obvious ones of the costs of defense and the resultant
fines and imprisonment. First, a successful criminal prosecution may
help to establish civil liability.

Perhaps an. analogxt to the antitrust area rsf valid. When the. government

Su tar S a jud g darr:rarnst 8] om an ran antirust vr afion, that
t| Pt cdn be us sta |s a facle case BnY]ate rtg

xrnHred ytt voaron erab ésg en t

tion of the la ten a.Fve estab U stantraIIY ﬁ
e rJF nsuccessu surt he r ect of a criminal suit as well
a civil suit ma es a nﬁ) Hrore rvr %Cﬁtw ce to a conse]nt
ecree or someo er se F 1t of pro n e on erha {
g vernrrlrﬁ IS a em acl t Sult r sortin
e cr ent ave nnF facie cl wer

av| ence a er of the ration or acrv
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encourage prompt sétt ent e Ing ‘an aussrg

Second, the convicted auditor may be unable to continue as a

member of his profession.
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Injunctive Proceedings

The SEC has the authority under section 20 of the 1933 act and
section 21 of the 1934 act to initiate injunctive actions in the courts to
restrain future violations of the other provisions of those acts (including
section 10 (b) of the 1934 act).

The consequences of an”injunction may extend far beyond an
admonmon to “do right” in_the future. The injunction can be useful to
P'a'”“ s in subsequent civil suits for damages; the same language in
he injunction may appear in the private damage suit,1 The person
enjoined is exposed {o civil and criminal contempt. An injunction pur-
suant to a consent decree may require the auditor or firm to “adopt
and maintain procedures to prevent future violations . .. and to take all
reasonable steps to conduct its professional practice in compliance
with such procedures.”2

Along with a referral to the Department of Justice for consideration
of criminal action, the injunctive proceeding is the “Commission
weagon most dreaded by the accounting gro essmn” (Sommer, 1975,
p..37). The Weagon appears not to have been used aganst auditors
prior to about 1970, but in the succeeding five years at least seven

1 However a prior |nbunct|on obtained by the SEC is not determinative on the issue of
lia ||t na ubse% ent private sut. Sée “Comment: The Effect of SEC Injunctions In
{(Nove ent Prvat ?ge Actions—Rachel v. Hill," Columbia Law Review, 71

he langua e 1973 injunctive proceeding a alnst Laventhol, Krekstein,
Horw; thglé Ei—?orwath mrhe seft Zeme#]t under%e accoraga% ? ? rQcee H%
F ecne the ?roce ures to e undertaken to meet t lfem oft e nju cgon Tl
ék between Injunctive and rule 2(e) proceedings Is of recent ongim and will be
iscussed later’in this chapter.
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injunctions were filed against auditors.3 “The injunctive proceeding
often occurs in a total context which includes civil litigation seeking
huge damages from the accounting firm. In some cases, the Commis-
sion action follows— sometimes by quite a period of time— the com-
mencement of private litigation; in other cases, it precedes litigation”
(Sommer, 1975, p. 37).

The question also arises of auditor's culpability that is necessary for
an injunction. Sommer generalized the conditions under which the SEC
will bring injunctive proceedings:

The most difficult problem the Commission confronts whenever it considers
a recommendation for the commencement of an injunctive proceeding by
the staff is: what is the standard of conduct to which we think accountants
should be held? Is it negligence? Is it recklessness, indifference to eco-
nomic reality? Must there be an element of knowledge or “should have
known”-ness? What is the measure of, to use that fine old misused word,
scienter?

The first thing | would say is this: the Commission does not consider the
auditors the guarantors of the integrity, solvency, honesty, or conduct of
their clients. Auditors can be duped just like investors or anyone else and
we have refused to authorize actions when it appeared they were the
victims of their clients, rather than actionable abettors of their misconduct.

Likewise we do not bring actions because we disagree with the judgments
of the auditors— unless, of course, that judgment is so bad that it leads to
inferences of a state of mind inconsistent with the integrity demanded of
those who practice the accounting profession. We recognize that auditors
can differ in their judgments with regard to the propriety of the application
of an accounting principle, or the selection of the accounting principle to
apply. But, on the other hand, the existence of some authority to support a
position, while persuasive, is not conclusive with regard to the Commis-
sion’s decision to authorize an action; much more is involved in a Commis-
sion proceeding. . ..

Put very simply, when the Commission discerns that the auditor has not
been alert to his duty, that he has gone through an exercise by rote or that
he has not been true to the duty of fair presentation, then in my estimation
the Commission should properly authorize an action to enjoin the account-
ant from a repetition of those faults. [1975, pp. 37-38]

This is essentially an application of the flexible duty standard to injunc-
tive proceedings that had evolved in the ninth circuit in rule 10b-5
cases. Since the injunctive action will probably cite a violation of that
rule, this is hardly surprising.

Should the standard of care required of the auditor be the same
under an SEC injunctive action as under a rule 10b-5 private action?
The SEC's position, which it held both before and after Hochfelder, is

3. Gormley, 1974, p. 1224, lists six of these suits.
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that merely negligent conduct is sufficient in civil injunctive pro-
ceedings.

The SEC argues vigorously.in_their cases. throughout the country that—a
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Matthews argued that th|s trend is undesirable because of the
cgnsequences to the auditor of injunctive proceedings that were noted
ahove
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In Hochfelder, the Supreme Court disclaimed the need to consider
whether scienter is a necessarX element in an action for injunctive relief
under section 10(b) and rule 10b-5. In a “[)ost Hochfelder" memoran-
dum, the SEC's general counsel stated that the requirement for scien-
ter In private actions under section 10(b) and rule 10b-5 “should not be
construed as, necessarily carrying over into Commission actions for
|n unctlve relief for violations™ of that statutory provision and that

In Hochfelder the plaintiffs sought civil money damages from
an accountlng firm whereas Commission actions seek to protect the
public by enjomlng? violations of the federal securities acts."4

In a post-Hochtelder opinion in SEC v. Bausch & Lomb (1976), the
district court stated “that the Hochfelder holding must be read to

4. SEC General Counsels April 1976 Memorandum Regardmg Ernst & Emst v.
Hoc feIdef Bureau of National Affairs, no. &13 June 10,71976,"p. J-2, That memo-
Irggu eurnS ?ess% | \l/ne dlcates SEC strategy in seeking future |njunct|ons unfil the scienter
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impose a scienter requirement in the suit for injunctive relief brought by
the SEC. Although not obliged to reach the question by the facts of
that case, the Supreme Court used reasoning which appears to com-
pel that result. ... As the Court reads the majority opinion in
Hochfelder, scienter must be pleaded and proved whether suit is
brought by the SEC or by a private litigant.” The case is currently
under appeal by the SEC, an action influenced by the appeals court
decision in another recent case.

In that case, SEC v. Universal Major Industries (1976), the appeals
court held that Hochfelder did not undermine that circuit’s position
“that in SEC proceedings seeking equitable relief, a cause of action
may be predicated upon negligence alone, and scienter is not re-
quired.” The court’s opinion was blunted, however, because of its
assertion that scienter was present in the defendant’s actions.

Indeed, our decision need not rest on our rejection of appellant's negli-
gence-scienter argument, because the District Court found that appellant
in some circumstances knew and in other circumstances had reason to
know that his client was engaging in illegal transactions with the aid of
appellant’s letters and that appellant's acts were performed with know-
edge or reckless disregard of the truth. This, we have held, is sufficient to
establish scienter.

Until the scienter issue is finally resolved by the Supreme Court, the
SEC is likely to seek injunctive relief if it believes it can reasonably
assert reckless disregard, scienter, or both. If the test becomes one of
scienter, the SEC may extend its investigations to find the necessary
scienter. This could lead to more criminal references to the Department
of Justice. If only negligence, but not scienter, can be established, the
commission may be content with bringing rule 2(e) proceedings which
are discussed later in this chapter.

An additional issue remains. At the (non-jury) trial on the final or
permanent injunction, the SEC must prove both a statutory violation
and “equity” for an injunction (Matthews, 1975, p. 140). The preceding
material on the standard of care is addressed to the question of
whether a statutory violation has in fact occurred. A demonstration of a
need for equity requires that there be “a reasonable likelihood or
‘cognizable danger’ that future violations will occur if an injunction is
not imposed” (Matthews, 1975, p. 140). Matthews argued that “the
mere establishment of a past violation will not necessarily support an
inference of future violations, particularly where the defendant estab-
lishes good faith” (1975, p. 142).5

5. However, the SEC's general counsel in its April 26, 1976, post-Hochfelder memoran-
dum stated that “it may be possible to argue ... that it is not necessary in order to
obtain an injunction that we establish a past violation of law.”
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The courts, understandably, give great weight to the SEC's expert
judgment of the immediate need for injunctive relief. Ordinarily, the
requested injunction will be issued, even, as some have alleged, on
incomplete evidence (Guzzardi, 1974, p. 147).

But the courts have become more insistent that the weapon not be mis-
used. District Judge Harold Tyler, Jr. reproved the SEC for extracting an
injunction when all the Commission was alleging was fraud committed by
one person in a single instance. Under such circumstances, decided Tyler,
“we perceive no basis for dispensing with the evidentiary hearing normally
required simply because the plaintiff is a government agency.” In addition,
the Southern District Court of New York criticized the Commission when it
moved for an injunction without establishing first "some cognizable danger
of recurrent violation, something more than the mere possibility that serves
to keep the case alive.” And Judge Henry Friendly of the Second Circuit,
perhaps the most respected man on the bench when it comes to securities
matters, has warned the SEC that “its practice of requesting the issuance
of preliminary or temporary injunctions based solely on incomplete affida-
vits and transcripts of testimony taken ex parte in an SEC private investiga-
tion, in the absence of an adversary evidentiary hearing, would be wholly
unacceptable in the Second Circuit.”. . .

Despite these rulings, the Commission continues to press obstinately for
injunctive actions and ancillary relief. It takes the position that it is applying
for a “statutory” injunction, meaning one that it must seek in order to
discharge its statutory obligations. It argues that the standards which apply
to private litigants need not be met by the Commission. [Guzzardi, 1974,
pp. 147, 192]

Two recent district court cases testify to the courts’ watchfulness on
the “reasonable likelihood” question. In SEC v. Bausch & Lomb (1976),
the court held that “even had a violation been established, the record
.. . does not warrant the grant of this extraordinary remedy. The SEC
simply has not convinced this Court that absent an injunction there is a
reasonable likelihood that defendants will violate the securities laws in
the future. ... The Court finds no pattern of past violations suggesting
that defendants should be enjoined.” In a case in which the SEC
sought an injunction against the public accounting firm of Arthur Young
& Company, SEC v. Geotek (1976), the court concluded that “even if a
violation of the securities laws, as contended by the SEC herein, were
found, the evidence is insufficient to show a reasonable likelihood or
expectation that AY would commit further violations in the future.”

An interesting argument on the “reasonable likelihood” question is
found in the SEC's appeal brief in SEC v. Koracorp Indus. (1976).
There the SEC argued that

defendants’ “continuing assertions that their past actions are blameless . . .
must be considered by the court below in critically examining their pro-
testations that there is no reasonable likelihood of future violations.” This
seems dangerously close to an argument that if auditors defend their
conduct in failing to discover management fraud, their failure to consent
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immediately to an injunction against future similar failures is evidence that
they should be enjoined from similarly failing in the future! If this proposi-
tion were carried to the extreme, the only way to defend an injunctive
action would be to admit that you violated the statute in the past and argue
only about the likelihood of future violations. In other words, you can admit
your guilt and be enjoined or deny your guilt and thereby prove that you
should be enjoined. [Olson, 1976]

Auditors may have inadequately challenged the commission in the
past as a result of their failure to see the consequences of a civil
injunction. The number of future challenges might be expected to
increase as a result of greater awareness of the effect of injunctions,
the favorable rulings in Bausch & Lomb and Geotek on the issue of the
reasonable likelihood of future violations, and the decision in Bausch &
Lomb that scienter, not negligence, is a necessary element for injunc-
tive relief under rule 10b-5.

Administrative (Rule 2(e)) Proceedings
Rule 2(e) of the SEC's rules of practice is part of

a regulatory scheme by which the Commission seeks to protect the public
and the integrity of the Commission’s own processes from incompetent,
unethical or dishonest attorneys, accountants and other professionals and
experts. As the agency charged with the responsibility of protecting inves-
tors in securities, the Commission is necessarily concerned that the ac-
countants, attorneys and other professionals who practice before it be
worthy of the trust that the investing public and the Commission are
compelled to place in them. Moreover, since the securities industry is a
complicated one which trades in “intricate merchandise,” the investing
public is especially vulnerable to injury by the incompetent, unethical or
inept professional. As the Court of Appeals for this Circuit has noted, “In
our complex society the accountant’s certificate and the lawyer's opinion
can be instruments for inflicting pecuniary loss more potent than the chisel
or the crowbar.” ... Rule 2(e) is a measure to prevent the often irreparable
harm that untrustworthy securities practitioners can al too easily— and
quickly— cause at the expense of public investors.6

Under rule 2(e), the commission has the power to deny, temporarily
or permanently, the privilege of appearing and practicing before it of
an auditor who is found: (1) “not to possess the requisite qualifications
to represent others,” (2) “to be lacking in character or integrity,” (3) “to
have engaged in unethical or improper professional conduct,” or (4)
“to have willfully violated, or willfully aided and abetted the violation of
any provision of the federal securities laws” (17 CFR 201-2(e)).

6. Touche Ross v. SEC, “Memorandum of Points and Authorities in Support of Defend-
ants’ Motion to Dismiss” (1976).
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In addition, the commission may suspend from appeanng or prac-
ticing before it an auditor who has been: (1) “convicted of a felony, or
of a misdemeanor mvolvmfg moral turpitude,” (2) the subject of a
revocation or suspensmn of his license to practice, FS) permanently
enjoined . . . from violation ... of any prowsmn of the federal securities
laws,” or (4% found by any court ... or found by this Commission in
any administrative proceeding ... to have violated . . . any provision of
the federal securities laws .. . (unless the violation was found not to
have been williul)” (17 CFR 201-2(e)).

Procedures are specmed whereby the susgended auditor may peti-
tion the commission to lift the suspension. Of particular note |s the
specification that

In an hea]nngbeenthe staff of the C mmhssmn shall show either that the
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mission should impose upon the professional in the public Interest..

Accomzilrﬁy itis | I]%ortant fora., 8rofe33|ona| whcgﬁz named as a defendant

|g |a SSIOIR unctive .action onslaer e poss| COHSEgF
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e inu
An example of this is found in the settlement with Laventhol Krekstein
Horwath & Horwath, reported in Accounting Series Release no. 1421

(Ma
%&ule 2(e) mentions only three sanctions available to the SEC: tem-
porary suspension, permanent suspension, and censure. Censure is
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mentioned only as an alternative after a permanent injunction or crimi-
nal conviction involving violation of the federal securities laws (Bialkin,
1975, p. 824). Starting in 1973, the SEC began to devise innovative
sanctions against auditors under the rule, among which have been—

1

Peer reviews and inspections of accounting firms to determine the
extent of compliance with professional and firm auditing standards
and procedures.7

Restrictions for specified periods against mergers with other firms.8

Prohibitions for specified periods against undertaking new engage-
ments likely to result in filings with the SEC.9

Requirements to develop and implement auditing procedures for
certain types of transactions.10

Censure of firms, other than following permanent injunctions or
criminal convictions.11

Imposition of continuing education programs.12

Requirements to give notice of the Commission’s findings to poten-
tial new SEC clients.13

Encouragement of a firm to merge with a larger firm, as a condition
of terminating other provisions of the consent decree.l4

Prohibition of a partner from acting as or being a partner for a ten-
month period.15

Many of these sanctions involve agreements to institute new or

improved control procedures and to subject those procedures to an
independent compliance review. Sommer views this approach as
being neither punitive nor retributive, but rather as providing assurance
that the possibility of recurrence of specific problems caused by per-
vasive control deficiencies will be reduced. He has also denied that "it

10.
11.
12.

13.
14.

15.
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is the ultimate design of the Commission to create situations which
would result in all the ‘Big Eight’ being under such review procedures”
(Sommer, 1975, p. 37).

As with all the other sanctions that may be imposed on auditors,
the question arises of the standard of care that the auditor must follow
to avoid commission action under rule 2(e).

The types of conduct that can lead to temporary or permanent
suspension (and presumably to the more innovative sanctions recently
devised) can be summarized in three categories:

1 A finding of the absence of certain personal qualities (not possess-
ing the qualifications to represent others or lacking character or
integrity).

2. An adverse finding by a court, the SEC, or a state licensing body of
actions that for the most part involve something more than ordinary
negligence.

3. A finding by the commission of unethical or improper professional
conduct.

The first of these categories “suggests] no objectively determina-
ble standards and hence constitute[s] virtually no restraint upon Com-
mission disciplinary action. The Commission quite properly has not
sought to use either of [the two grounds included in this category] as
the basis for any of its recent proceedings” (Bialkin, 1975, p. 831).

The second category generally requires either willful intent or an
act evidently so reprehensible as to result in a criminal conviction or
loss of license. However, it also permits the institution of rule 2(e)
proceedings upon the entering of a permanent injunction. As noted
earlier, the SEC believes, and an appeals court has agreed, that
ordinary negligence is sufficient for it to seek and obtain a civil injunc-
tion. Negligence thus appears sufficient to sustain a rule 2(e) proceed-
ing via the injunction route.

With regard to the third category, in Accounting Series Release no.
73 (1952),

the Commission ruled that a finding of “improper professional conduct”
under 2(e) does not require a showing of intentional misconduct. The
Commission stated: “We accept respondent’s assertions that they acted in
good faith and accordingly do not find any willfulness in the sense referred
to by them. However, in a disciplinary proceeding under Rule 2(e), we are
not required to make such a finding. ...”

At the present time, however, discussion of the standards in 2(e) proceed-
ings cannot be very informed and is of little practical significance. In only
one of the recent proceedings did the Commission expressly point to a
2(e) ground and find “improper professional conduct.” In al the other
recent proceedings the Commission did not point to a particular 2(e)
ground. Only noncompliance with various generally accepted accounting
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principles or generally accepted auditing standards was alleged. [Bialkin,
1975, p. 831]

A further issue is whether the SEC's implied authority to establish
qualifications for those practicing before it gives the commission the
authority to impose sanctions under rule 2(e). This has rarely been
tested in the courts. All of the known rule 2(e) proceedings “were
imposed by consent in settlement of the proceedings and not after an
adversary adjudication. Thus, the question of the extent of the Commis-
sion’s authority to impose such sanctions in the absence of consent
remains undetermined” (Bialkin, 1975, p. 824).

Litigation to test that authority may be moot. As Fiflis (1975b, p.
187) noted, “the word ‘consent’ in ‘consent decree’ can be likened
most to the ‘I do’ in a ‘shotgun wedding.” ” “Consent” may be easily
obtained to avoid the imposition of the even more severe sanctions of
criminal or injunctive proceedings and also to avoid the high costs of
litigation and an extended period of unfavorable publicity.

There have been only two challenges to the commission’s authority
to proceed against a professional under rule 2(e). In Kivitz v. SEC
(1973), the court set aside an SEC order suspending the right of, an
attorney to practice before the commission for two years. The court
dismissed the 2(e) proceeding because it could not conscientiously
find that the evidence supporting the commission’s position was
substantial.

On October 12, 1976, Touche Ross & Co. instituted an action in a
federal district court to enjoin an SEC rule 2(e) proceeding (Touche
Ross & Co. v. SEC, “Complaint”). That suit challenged the SEC's
authority under the securities acts “to conduct disciplinary proceedings
or to suspend or disbar accountants or other professionals from prac-
ticing before it.” The complaint asserts that

in the absence of express authority from Congress, the SEC does not have
the inherent or implied authority to conduct hearings involving accountants,
attorneys and other professionals, or to discipline them, thus acting both as
prosecutor and judge in the proceeding, because, inter alia, the authority
to act as judge and prosecutor should be accorded to administrative
agencies only to the extent expressly mandated by Congress.

The SEC's Order instituting Rule 2(e) proceedings alleges not only a willful
violation of specified statutes and rules, but also states that the acts
charged constitute "improper professional conduct”. Presumably, this is
merely a redundancy, but if the Order is intended to assert a power over
professional conduct independent of violations of the federal securities
Iﬁws, it is clearly beyond any authority that could legally be exercised by
the SEC.

The Touche complaint states that “it was a clear abuse of discre-
tion for the SEC not to have chosen to bring its charges ... in a
federal court. .. .The relief requested herein is not intended to fore-
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close the SEC from asserting the same claims contained in its 2(e)
Order in a complaint filed in a federal court.” In an injunctive action,
the “scienter” and “reasonable likelihood of recurrence” criteria_might
Impose more stringent tests for determining an auditor's culpability.

The SEC, in its “Memorandum of Points and Authorities in Support
of Defendants’ Motion to Dismiss, " filed December 7, 1976, moved “t
dismiss the comPIalnt in this action on the ground that the pIamtn‘fs
have |mproperl?/ ailed to exhaust their administrative remedies, which
are adequate for their purposes, and resort to which will cause the
plaintiffs ‘no irreparable injury.” 16

Some interesting consequences follow from the settlement of rule
2(e) proceedings by consent decrees:
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The very procedures under which rule 2(e) proceedings take place
have also been criticized. At the most fundamental level iS the issue of
whether the same hody that initiates a complaint should be the one to
determing the validity” of the complaint and the resultant penalties
&Guzzarm 1974, p. 146% That issue has also been raised in Touche
0ss V. SEC. Beyond that, the specific procedures used in rule 2(e)
Proceedm s havé been challenged, although apparently not through
itigation. The December 1974 isSue of Fortune carried an article con-
taining an extensive catalogue of alleged procedural * Pecuhantles to
which” SEC Commissioner "Loomis reSponded: “I don't think you can
prove that we violate due process” (Guzzardi, 1974, p. 146).
An Advisory Committee on Enforcement Policies and ' Practices,
created at the request of the SEC, consisting of John A. Wells (as

16. The Touche Ross suit is unresolved as of February, 1977.
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chairman), Manuel F. Cohen, and Ralph Demmler, made recommenda-
tions in 1972 to improve the procedures surrounding rule 2(e) ac-
tions.I7 Among the Wells committee recommendations were these:

» A statement from the respondent should accompany the report that the
staff makes to the Commission after an investigatory hearing.

e The Commission should make clear in its communications to respond-
ents that initiation of an investigation does not mean that the SEC
believes that there has been a violation. (A similar disclaimer might be
added in press releases.) And, when the SEC decides to make a
charge, it should as a general practice advise the people whom it has
been investigating that an injunction is being brought or administrative
proceedings started. The defendant should be given a reasonable pe-
riod of time to give his own version of the facts.

» A list of the witnesses and a statement of the legal theories that the staff
intends to use at an administrative hearing should ordinarily be made
available in advance to the defendant.

» A person against whom no further action is contemplated should be in-
formed that the case is closed.

» The Commission should designate an SEC official to audit the investiga-
tive practices of the staff, to make sure that the staff is fair, prompt, and
efficient in al proceedings.

» Where violations have not injured public investors and are unlikely to
recur, the Commission should confine itself to issuing a private
reprimand.

There is no sign that the Commission has any intention of implementing
these proposals. [Commissioner] Pollack says, “Some Wells recommenda-
tions would interfere with our carrying out our duties in an efficient way.”
And [Commissioner] Garrett says, “No Wells Committee recommendations
are]under active consideration at the present time.” [Guzzardi, 1974, p.
196

Apart from the legal and procedural issues, some of the more

innovative procedures consented to in recent rule 2(e) proceedings
raise the spectre of the SEC's intrusion into the area of the creation of
specific professional standards.18 This intrusion may take two forms:

1

17.
18.
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Language in a proceeding indicating auditor responsibilities not
prescribed in the literature. (An example is the view expressed in
Accounting Series Release no. 153 that successor auditors must
review the work of predecessor auditors. A refusal by the client to
permit the necessary communication should be grounds for reject-

The Wells Report is discussed in Daley and Carmel, 1975.
For a discussion of sanctions against auditors and others pursuant to consent
decrees in civil injunctive actions, see Seidler and Wiesen, 1976.



ing the engagement. Professional literature at the time did not make
predecessor-successor communications mandatory. Moreover, the
resent standards, while requiring such communication, leave room
or the exercise of professional judgment on the effect of a pro-
spective client forbidding such communication.)

2. Language in a consent decree requmnﬁ an auditing firm to develop
specific” audit procedures not currenfly covered by professional
literature, (An example is Touche Ros$s's consent in Accounting
Series Release no. 153 to develop and submit to the SEC pro-
cedures for the audit of related party transactions. An SAS on the
subject did not exist at the time of ASR no. 153

Burton stated that

it %h uld be mﬂh?su d that ﬁhe enforcement rcigram ds HOt used as a
ehicle by which fundamentally new proressional” standards are estab-
Ished. THe present energlx CCFR'%G ?u |.t|ng standar ? of adequate
te& nical training, Independence 0 entél att#u e, due professional care
adequate plan ﬁ and supervision and Su |C|ehé. co ﬁetent ewdentrril

r erfec ag a 81} te 10 8 sure sound auditing' If conscientiously
applied to each case. [1975, p. 2

That may be, but the SEC has also traditionally left the specific imple-
mentation and interpretation of those standards to the accounting pro-
fession. At the least, rule 2(e) ,proceedm?s and the accompanying
consent decrees provide a vehicle for selective departure from ‘that

philosophy.
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5

The American Law Institute’s
Proposed Federal Securities
Code

_ The Federal Securities Code, a project of the American Law In-
stitute  (ALI) under the direction of " Professor Louis Loss ,Ethe
“Reporter”), is an attempt to consolidate present federal securities
statutes, rules, and. to some extent, cases. If ado%ted, the code will
eliminate many of the differences between the 1933 and 1934 acts in
the standard of care imposed on auditors and the consequences of
failure to meet that standard. “In its basic approach to corporate
disclosure, the Code creates a system of redglster|ng issuers rather
than issues, mandates a reﬂular reporting and’ disclosure system for
those issuers and sets forth the disclosure conditions under which
distributions of securities may be made” (Chalmers, 1974, p. 101).

Through February 1977, the ALI has published four tentative drafts,
each addressing various parts of the proposed code, and Revision of
Tentative Drafts 1-3. Completion of the project is anticipated in 1978 or
1979 after further drafting and revision. .

The portions of the code that most significantly affect the auditor's
responsibilities and liabilities are considered in this section.

Definitions
Part Il of the code, “Definitions,” defines two sets of terms affecting
auditors that appear In subsequent parts:
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1 Knowledge and scienterl

E?ec 25 Know edﬂ 'W d its derivatives include awaren s
g o oba [he existence or nopexistence of a
g rficular Tact, unless e actual |eves the contrary.
296AA JScrenter gerson makes (or . caus}es commal s
e
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or ig NOWS { ﬁ? 0€s not have ﬁP asIS ?OI' his representatronptﬁ
It expresses or Implies.

The code thus constructs two degrees of knowledge. Knowledge .is
used in its ordinary sense; scienter includes hoth knowledge and its
equivalent exoressed in terms of recklessness. Itwould be harder for a
plaintiff to establish scienter than to establish negligence. However, it
IS easier to establish scienter as defined in (b) and (c)5 of section 296
AA than to establish knowledge as defined in section, 2o1A.3 Qbviously,
the establishment of knowledg{re of a falsity establishes scienter, as
clause (a ? of the scienter definition indicates. Clause (b) is traceable to
the “reckless disregard” concept.4 Clause (c) brings the lack of know]-
edPe of the truth Of a matter under the, definition.5 Also, scienter is
defined only in relation to misrepresentations, not fraudulent acs.

2 Fact misrepresentation, and estimates.
A TFact] “Fact’ |ncIudes apromrse predrctron estimate, pro-
ectron motive, opinion, or law,
¢, 259, LMrsre resentat on. JHSMGe eral resentatron means
an t e St emento omrs osatea
ﬁerr t neces arglto revent t e state ent rom
mrsea ing |n the Tight of t |rcumstances under wi |ch e are ma
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Ircumstances

EVer Inv & fion ' ropriate Uf‘\ ﬁ F
IS madg,. an ?T les with a g}/ agg |cabe ule'so far as uh enying
assumpttons or ‘other COﬂdItIOﬂS € concernea.

LAl (iuo tations from he code are from the Reporter's Revision of Text of Tentative
afts os -3 (L n| s ptherwise noted.
2 e use of fhe rncu le,” rather than the word “is,” SuP%n ests that there may

ﬁve eenﬁ nscrous ecrsron to aljow for an ex ansron or the ernrtro

3. This hjerarc Oy oes _not conform with the Supreme Courts usa e rn Hochfelder. Nor
does |t co rm to the Cottrts definttion o scrente as a ntal state emhracrn%

e ecerve anipulate, or defraud.” It Is the ALL will review it

e nrtrons In th to recent deveotrt)rnents artrcuarYt e Hochfelder case.

4 BO nte o t earlier, t e Court In Hochfelder did not determine whether
rec ess ehavior Is a orm of Intentional conduct.

5. Reporter's comment to section 251A of Tentative Draft no. 2 (1973).
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Although forecasts, estimates, and projections are “facts,” it ap-
pears that'incorrect forecasts, estimates, and projections would not be
misrepresentations if theg complied with SEC rules and were made in
good faith after reasonable investigation. “In any event, the language
reflects the truism that an estimate” (or some other ‘fact’ within section
234A) does not retroactively become a misrepresentation merely be-
cause the facts turn out differently.”6 However, having Ianquage to that
effect as a statutory provision seems desirable, although ‘the meaning
of “whatever inves |g1at|on is appropriate” will be determined only by
litigation of individual cases.

3. Fraudulent act

Sec. 234D, [Fr%udulent act, éa)JrGeneral.] “Fraugulent act” includes
ct device, scheme, practice, ar course of condyct that (1) IS fraudu-
ent (7) opérates o would opérate as a frau, or (3) is likely' to decelve
reqardiess of whether deception Is intencied

Sb inaction or silen?e.JJ dI action or silence when there is a duty to act
" speak may be a fraudulent act.

This definition introduces a note of uncertainty into the code. “Mis-
representation” seems adequately defined, but the definition of “fraud-
ulent act” is circular at best. Problems caused by the inadequacy of
the definition are discussed later in this chapter.

Prohibitions

Part XIll of the code, “Fraudulent and Manipulative Acts,” specifies
R/Irombltlons. Part XIV imposes liability for violation of the prohibitions.
ost of the sections in part XIII begin “It is unlawful. . . ."

Sec. 1301 [Purchases, sales, rPx S?H%& i?ns, tender re%uests, and
Invest elnt? wgef %1)5 !%3 neral'.i.tl uniawiul. for any gersont engage In
a fraudulent act o ake .a misrepresentation In ‘copnection Wi i a

sale or purchase, of a security, an_offer to buy or sella securty, or“an
mducem%nt 10 ok? a securﬂyt.)/. T y y

~Section 10(b) of the Securities Exchange Act of 1934 and rule 10b-5
limit the prohibitions to acts “in connection with the purchase or sale of
any security.” The question of whether section 10(b) and rule 10b-5
encompass “an inducement to hold” has been the ‘subject of consid-
erable litigation. The most recent case, Blue Chip Stamps v. Manor

6. R,erzﬁ,?rter‘s comment to section. 234A of Tentative Draft ng. 2 51973). ,
1. Similar language In section 1304(a) and ((S prohibits fraudulent acts' or misrepresen-
t&ﬁolpc?tym |||ngs pursuant to the code ‘and In press releases or other forms of
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Drug Stores, decided by the Supreme Court in 1975, limited the plain-
tiff class in private damage suits under those provisions to actual
purchasers and sellers of ‘securities. Section 1301(a) appears on the
surface to contradict that ruling. However, a comment by the Reﬁorter
to section 1301(a?1 in Tentative Draft no. 2 indicates that the phrase
“inducement to hold” contemplates an affirmative_ act, presumably
more than expressmg an unafualtfted opinion on misleading financial
statements. In the absence of an affirmative act, part XIV would not
give_a private right of action to mere holders.

Section 1301?) prohibits both fraudulent acts and misrepresenta-
tions, but, as previously noted, an adequate definition of fraudulent
acts is not given.

Section 130 g\t)céPuEBhases salesF ‘TX SO|I itajions, tender re uest zT

lg(\)/el'%%nge; ts%atemeh 0 %tﬂqg{)rrrlg. fact t ?]gtn VaVaS m%.r an%f%sﬁ? 0[t088
h | { 1a5

in @ communication with res ecf) {0 a matt Wlt n S(:‘C'[IOI’]
that becomes a misrepresentation Jreason 0 asu Sequent event.

T S
o? nﬁ ecr:rhed |nt IS sec{aon ifa o%ec jon is neces 9{?0
t)e%gg G Py T
in.the m antn% of section wdnab es;s?e gg %for

ocument, or form o I%n CI'[Yr IS ot reas curr

ErS0N MaKes a reasonal ort under the circimstances to COff
fatement.

Similar IanguaP fresentIY Ppears only in rule 14a-9(a) concerning
proxjes.. Section 130 Sb explicitly broadens the rule to cover the dis-
semination of information afecttng market transactions, although bot
the SEC and the courts have found that auditors already have a dut g/
disclose subsequently discovered errors in financial statements. Sec

8. Secttons 1303 and (d), referred to jn sectton 1304(d), read as follows:

Fact fSpECIal significan ct is “of special significance” jf
e ol ol Sl b e SR Tl |

ca extent] or (2) a reasonable

erson woul attac Specia |mportance to it n determtnt IS coU Fe of action in

e Itqht of sych factors as the F%%]ree of Its Speci |§|t?{ extent g[ference
nfo s nature and reliabi

rmation generally available previous
i | N
n}t [TGeneral avatlabIeJAfact is “generally ?vatlable wften 13 it dtsclosed

a filing or | otherW|se isclosed Xmeanso a press release rot er form of
uB}wtt na ly eﬁ( gned to n the fact to the attention of the Investin
li C an one Wee] ? any oth er éeno that th Commission prescribes b

aa 3'”Cef othe sclosure. ent con ttoHs are not
satts t e urden o provm at a act IS generally avat e IS on the person
who S0 asserts.
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tions 1301(b) and 1304(d) could, depending on their interpretation by
the courts, extend that dut

Present auditing standards9 describe the auditor's responsibilities
on his drscoverr[/ subsequent to the date of his report of facts existin
at that_date that might have affected his report had he been aware 0
them. There is no specific responsrbrlrtz for other types of subsequent
events after the auditor has reported, For example, a loss on receiva:
bles resulting from a customer's major casualty after the issuance of
the financial “statements would not require a correction of those state-
ments or a change in the auditor's opinion.. Whether this would con-
tinue to be the case under section 1301(b) is unclear.

Civil Consequences of Violations

Part XIV of the code, “Civil Liability,” specifies the civil conse-
quences of violations of part XIIl.

Sec 1 [F%Ise registration ta.t%mens offerin atements anq %nnual
orts sectron ection a |es roof that an

eecr ]t Onﬁ% Nt an effective offerin saemn

annual repo ith the Commissi

n ran other Jeé)ort 50 filed arar\rq
|ncor rate erfe ce in an suc filin H ntained a misrepr enta
omr ed t or rate eference aterl tg
ocu nt re urr e. |n ed or n (5ﬁ J t%d re erenc rg
was not correCte as re urre m section

ttot eextentt at it s

ly t0 an nua report 10 se UTH
orate refer ncehrn or rellects a g?reeé)r Sentation OI’ omission I

llure to ¢ rrect a tlling otherwise Cov )( this section.
Der“darr L ALY e 20 e s e B
wrt?t respect 10 s? tements that purmp o? Haveasbeen made by h Sj

) S g e e e
saa%overse Ea%ree a rgrrlttsra nCtslt/en?nSeht or report, he bou ht or sold
securrtY the reg trant a ert ectrveness OP Re regrstr lon state-
menDotre 2% fblgs 0 one reP conduct. The .auditor a
ﬂ%ft : rtt i&t gw d da afjlar reasonanle mveLtrgatron rezjsonasble

et
%rouna S0 to ‘believe an

Standard. of reasonablen ssLInd ermrnrn \rqtat cons |tute reasona-
ve g ion or [easo or belre unger se%tron
e stan ar reasona ene |s that required or a prudent

man fne circumstances. .

9. Statement on Auditing Standards no. 1, section 561.
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In consolidating the several securities acts, the code eliminates
many of the present differences between the 1933 and 1934 acts in the
standard of care required of auditors. The standard of care required by
section 1403 (applicable to re%|strat|on statements, offering Statements,
and annual reﬂprts filed with the SEC) is essent|al'|y that of the present
1933 act.10 This would |mPose liability on auditors for negligence,
without regard to a privity standard, forannual reports and re?|s_ ration
statements that presently fall within the purview of the 1934 act (includ-
ing section 18, section 10&b), and rule 10b-5{ as well as for offering
statements that are presently covered by the 1933 act, This reﬂresents
no changie from the standard of care presently required by the 1933
act, but i S|gn|f|cantl¥ increases the standard under sections 18(a) and
10(b) of the present 1934 act, both of which require scienter to support
a private right of action. However, as discussed below, the effect of
tdhls expanded liability would be offset in part by a limitation of

amages.

Limitation of Damages _

Sec. 1402 (Q.,[Mea,sure of damages,.{]{ (1) The measure of damages ... is

A), if th Hamt‘ﬁ 'SP buyer, the djfierence etvve?n the amount }haH []e
id and the vaﬁo the security determined as of the time specified [In

éerifsie(étlorlwsi ct)ifftie gcst ller. the difference between the amount that. h

.ez’ei eg aﬁdét e v;iu o?t S security d%termlne as o %e time speu[ﬁeg

In other sections of the act] ... o _

2} ... the measure of damages as specified in f)aragraph (1) is

0

a) reduced to th exterg_ which ma Re complete) that the defendant
ves that the violation did" not cause the loss ...

Sec. . 1403 (h). [Measure of damages] The measure of damages is that
S eq%élg |n( gegtlon %62(8 &fan, (E)] (ap, except that J
in an action involving an foenn? Statement or amendment N
a d;h% meastire if dginages IS limited ... by the amount of the Securities
thereunder, [an

(B) théen (]fnce paid may not be taken to exceed the public offering price

@s fhe_measure of wlrﬁ]]aeges, with resPect f0..a particular f|||n(?

or with
e e e e O S é'n‘gt“?ﬁqé?

10.  Section 118c) of the 1933 act specifies that the standard of reasonableness is that
“required of'a prudent man in the managem nt of is own pro ew.” The code
proposes a lower standard than the 1933 @ct, but the requirements 1o determlmn%
reasonableness in the 1933 act have never been Ilterallz a%pllT fo accountants. |
the gargfhrls case th% Au ge stated tha ,acco*ntant should not be rhed fo a
%tan ar |Pher than * tr cogm%ed n %ew 10 esgmn. He did not, as he did in

tS e%ti%%sell(zc)other defendants, “refer to the standard of reasonableness stated i
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%g@%&l%téﬁﬁgg %%EHSH T, Bl s by e &
LBJ on ’,erﬁ'ent fio 3 maxinu of SLOODONO) of gross fevenues n fhe

Agia 'ﬁsd 85 ol 2 zFarf teefopr) it i ;I)}ggesfa m|s?ec|5lr%%e'ritéfionurtng ;
VF\)II% gEkntg)wledoge by theD pgrhcu ar d% endant.. ..

The limitation of dama?es in section 1403(h) (2) applies to both
Present 1933 and 1934 act filings. It clearly represents a trade-off for
he extension of liability for negligence to what are now 1934 act filings,
an extension that denigs to the profession many of the benefits of the
Hochfelder decision. The limitafion is significant, since suits against
auditors have been settled in amounts well over $1 million.1l ,

The limitation does not apply to a “misrepresentation made with
knowledge.” As noted earlier, if is harder for a plaintiff to establish
knowledge than to establish scienter, as defined in clauses (b) and (c)
of section 296AA. This higher standard of proof should give the profes-
sion some comfort. ,

However, the particular language used (or the ahsence of appropri-
ate Ian%uage),leaves room for uncertainty as to the effect of section
1403. The section removes the limitation of damages from misrepresen-
tations made with knowledge. It is silent as to fraudulent acts. In fact,
section 1403 is couched essentially in terms of misrepresentation. The
term fraudulent acts does not appear. But the intent of part XIV gener-
ally is to |m?ose,l|abll|ty for violations of part XII, and section Old(a)
loroh|b|ts both misrepresentations and fraudulent acts. Thus, “fraudu-
ent acts” are not discussed in connection with the limitation of
dama(ljges. Moreover, as noted earlier in this chapter, the prohibited
“fraudulent acts” are not adequately defined. o

The auditor's Jiability for a misrepresentation and the limitation of
damages for a misreprésentation can be tracked through the code. A
similar tracking is no Possmle for a fraudulent act. Consequently, this
mtrodudces a further note of uncertainty into the value of the trade-off in

e code.

S sty ) o o Asho
00®... everl though 1t is not expressly created by part'XIV....

11 The Reporlﬁr’% comments make clear that “an accounting .. .firm is a single de-
endant, whet er. Organi; d -8 corporation or a: d arfnership” (Reporter's
comments to section 1403 ?) of Tentative Draft no. 2 (1973)). However, the Report-
ers commeqts are just t a—comment?. The commepts nfay be considere ) 2
court In applying the code to a mﬁ]artlcu ar case, but there. 1s'ng requirement that it
0 50, Mor individuals who participated in a violation of part XIll could also

e Individua I\)//e fag\le, since under ¢ mmomaw an mdmd‘uaﬂ IS espon&ﬁe or LIS
own torts.
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Under this section, private actions under present rule 10b-5 receive
formal statutory recognition. The section incorporates the limitation of
damages discussed above. Whether the, section would expose audi-
tors t0 greater liability cannot be determined without resolution of the
uncertainties previously discussed, surrounding the meaning of “fraudu-
lent acts” and the current requirements to establish liability under
section 10‘b) and rule 10b-5. Section 1417 will undoubtedly he recon-
sidered inthe light of Hochfelder and subsequent court interpretations.

ec. 1418, [Relief \(/jaila Ie.lcl(a JConsgguential dam.ag.es. % Nothing in
this Code ..". precludes the awdrd, |Ha ltion to_ rescission apgr M-
ate ot ga rognate measure ﬂf am 8es of an% |rl§|dent r' Conse-
quential damages resulting from the condct that IS the basis of the action.

The effect of this section is not clear. It could be an exception to
the Qolde’s limitation of damages that might emasculate the general
principle.

Assgssmerét of Costs ’ hased

ec. 1418(c). [Costs: general.] In a private action creat ar based on

wofanon%)th[s .80d8... tue court, on a?m In (?feb gyfalth lac o?
merit I ‘ e action o[ efenses ﬁa%t e case % e), ma @L assess
reasopable casts (Including reasonable attorne%;s es) a amét ). dparw
%gym@t rO%qwr any party af any time to give an Undertaking “for the

such cost

. Section, 1418(d) permits the award of attorne,Y’s fees to the prevail-
ing par(tjy, mc,ludmgf the defendant. It also permits the court to require
an “undertaking” of any party, that is, a bond to cover the other J)arty’s
attorney’s fees.” Section 1§e of the 1933 act and sections 9 and 18 of
the 1934 act allow filing Tor an undertaking; section 10(b) and rule
10b-5 do not.12 , o

‘This section should have the effect of discouraging frivolous or
nuisance suits. Permitting an undertaking and _allowm?. he award of
attorney’s fees to the defendant auditor in all private claims under the
code would discourage nuisance suits. It is also a necessary part of
}!’ll.e trade-off for the Code’s extension of liability for negligence to all
llings.

?mposmg defense costs on the plaintiff may not be a sufficient
deterrent to' nuisance suits. Defendant auditors and their attorneys
believe that the source of nuisance suits is not the plaintiff, but rathier
his attorney. Penalizing attorneys who bring ill-founded actions has

12 In the Hochfelder opinion, the Supreme Court stated that the district court's power
to award attorn,%y's fees is “sharPIy circumscribed”_in 10(b) cases. Liggio points
out the court dic not use the word “prohibited” (1976, p. '1).
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been suggested as the only means of preventing nuisance suits, and
this the code does not do.13

Liability as Aiders and Abettors

Sec. 1419 Persons Irable gr) £Arde and abettors (1) An agent or othe
erson wh caus Induces, 3substantra

nce to conduc anot?r erso ¥8°n“r§ rrrrc?P
af? underth) éo now etath da krn

1S i te tboI the same etxtent1 419tge Zérrncr pal. :
erson s not liable un rse ion represen

E)?z rrHc Inal that is. a etr na e un er sectron 14&5@ %% %&9

Ies there IS proof of the person’s scienter as to re resentatron

g ) For urpo?_fe of any Irmr atron of liabili ||cab|e toe c gd engant

director, " offic % ere e a

S %e ehen?%ht ?ror%mtr]rg ggm%ﬂ@ oMy 1 De s Table Under Seedion
oregoing porfion of tis stiosection.

Auditors are requentI?/ drawn into private litigation as alleged
aiders and abettors. Whether liability exists for neglrgent aiding and
abetting, or whether scienter or knowledge must be proved, is pres-
ently an open question. “Most securities Iaw aidin OIg and_abetting or
conspiracy cases have not discussed the knowle ge point because
knowledgé was not in question” %Ruder 1972, p The Supreme
Court _in"Hochfelder Ie open_whether screnter (as defrned by the
Court) was necessary for liability as an aider and abettor.

In'its most current draft to date, the code sets a knowledge require-
ment for liability as an aider and abettor under some sections and' sets
a_scienter requirement for such liability under other sections. This
distinction, which does not appear logical, may well be eliminated in
future drafts. A knowledge requirement for aiding and abettrng seems
appropriate, r{;rven that 'the limitation of damages discussed earlier
does not apply when a misrepresentation is made with knowledge, In
that regard, section 1419 (b)(3) is also significant in that each arder
and abettor is considered a separate deféndant for purposes of any
limitation of liability.

Statute of Limitations

1422 Sta lfations. Frlrn requirements, etc.] No, action
érér r% r? r g Céﬁasg 2@ cor:'itrtutrng thge \%)I[gr?gnqor o{ er rérgno u%t c?n rwﬂcrtceh E

(b Fr udu ent acts may be brought more th one
e)a a ert rtntr aeJqurre nowled yor by tHg EXEICISE 0 ga

13. See the discussion in ch on the courts' power to discipline lawyers under
rule 11 o(i the Federal R ?gs of CrvrI Procedure. P P "
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le d|||gence shPtuld Rave acquired knowledge t e under mg facts
e z?] ct ¢ nsﬂtutm% woj&-l oiher
condc uct n which the action |s ase the pa|nt| S purc ase or

Th|s secnon provides for a uniform statute of limitations. The pres-
ent securities acts do provide absolute cufoffs for express actions
permitted under the acts. However, most civil litigation that now takes
place does so under the implied provisions of rule 100-5. In rule 10b-5
cases, the courts presently apRIy the statute of limitations in the juris-
diction where the suit is brought, and this varies from state to state. 4

Reliance and Causation

Conspicuous by its absence in part XIV of the code is the concept
of reliance.

The basic agrﬁ)roach of this d ft \s tﬁ hew redanee as sych with one or
two exceptl avor o %nowe % fest when |h|s a
ut to follow the le $|Of

nate an tO e cayse ln { al Sens

ol se |on |n d UStIﬂ rden of proof. INce ausa on
S tra |t|ona ont ate |n TT% ? ama USGd rell anca on
0 1QUS COn anee IHEV ab ee n OFS]

rowalons t atr er fo an 0SS cal e V|oat|on ut W|t f
fated exceptions) reliance does not %ure a separate eeme

eca‘é?% % rh”s}” t%‘”Psp?”e”t% C‘h o aé%.%f the” %ﬁﬂfﬁ%%“s” roveﬂ

art of the n time't sation point Is
reac os sec onst creae b U ers or se ers In connec-
t| n.with'f |||ng[?]or e)a tgecee t|v e urcw ew ETJ?H

%ve (?Cft Cl Sect IOﬂ é)%
fo the defendant to show EIt er partla or comp et Ia ca sat|on

Section 215A defines “caused” as follows:

A loss is caused” by specified conduct to the extent that the conduct
was a substa '[Iig faCt P |n rod CI lt(he los § S]mlg t reasonaéﬁ)/
ave expected 10 result in 1685 01 the kind Sufere

As noted in chapter 3, the questions of reliance and causation have
received considerable attention b% the courts much of it after the
consideration that led to Tentative Draft no. 2. Consequently, the elim-
ination of the reliance concept wil probably be reexamined.

Administration and Enforcement

Part XV, “Administration and Enforcement,” bnn%s together in one
place the SEC's present authority over auditors. Section 1503 pre-

14. Reporter's note to section 1422 of Tex% of Tentative Drafts no (1974).
1. ReBorters comment to section 215A of Tentative Draft no. 2 ?1973
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serves, but does not extend, the SEC's authority to

defme acco n gterms prescnbe the fo Jm and cc()Jwtent oé f|nan0|a|
emens ag : e account r|nC|p S a san aras use

P{Eﬁﬁl’%ﬂon eﬁuwe tu%l exa atIOH 0 1p%r map Stﬂ: !

W—\

ent IC account nts, S orin
or U IC accountants In oar as ractlce re I, and
erg(s)cr e the form and " content of the mdep naent pu IC accountan

A comment to section 1503 in Tentative Draft no. 3 by the Reporter
notes that

er a consjderable. ﬁmount of d|3ﬁu33|on centerln Enrﬂan .around the
ommlssmnsr e | res ec tot eau Qg agroc v\% IS reason t0
anticl ép%fe that t e o S CI Ole WI prove to be
ﬁ eto t the and the

This graft of section é503 IS advched nthe ssum t|on 1tat onq in
it IS e3|9ne to subtract fro the au or| expre S or| n
ommission ds or to change asic 1 &n?ha[e een 1
ommissjon the' ac ountln pro esslon %n he sect |on
nece saH sumes a deqree uf with respect to the scog)e 0
standards) of, and proce o d In, -aud

ures to be It examination
Section 1513(I) provides that a hearing in an adjudicatory proceed-
ing Qhat is, a rule 2(e) administrative proceeding under the current
statutes) “shall be public when all the respondents so request.
However, “in the absence of such a request, the hearing . .. shall be
private or public as the Commission determines by rule o order.” This
does not regresent a change from the present authority of the SEC.
Section 1515(a) provides that

the C mmission may bring aCtI nto e 0|n a viplation of, or to enforc
com anc wﬂﬂtrﬂi(% nas OWIH? at the d%?endant has engagh A

ed, 0r IS about to engage In ractices constitutin
Bl L
court S H I'%Brl te reliet In tﬁ e 10 (POY&TC}/ Egerma-
nent restralnlng oraers an Iﬂ]UﬂCtIOﬂS and orders enrorcin ompl ance

Section 1517 Prowdes for criminal penalties for “a person who
violates with scienter a 'orowsmn of this Code involving a misrepresen-
tation, or who intentionally or recklessly V|o|ates other provisions of the
code. This creates a lesser standard of proof (scienter) in criminal
prosecutions than that required (knowledgesJ in civil actions in which a
recovery heyond the code’s monetary limitation is sought. However
the_standards for criminal liability will be determined b he proposed
reV|Ec,|on é)f (}he Federal Criminal Code rather than by the Federal Se-
curities Code
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6

Effects of the Legal
Environment on Professional
Practice

The present legal environment has had consequences that affect
both the auditing profession as a whole and the practice of individual
auditors and firms. This chapter develops a framework for evaluating
those consequences and then examines some of the specific conse-
quences. The hasic issue is: How has the present Iegzal environment
affected the efficiency and effectiveness or the audit function? The
question will be considered from the viewpoint of society, the profes-
sion, and the individual auditor or firm.

A Framework for Evaluating the Effects

Davidson stated that role “is determined by the interactions of the
expectations of the various individuals and groups having an identifia-
ble relationship to the role position. ... Formal andfor informal rewards
and sanctions are used to assure conformity to role expecta-
tions. . .. Failure to conform to the ascribed role or to meet role expec-
tations creates the risk of social action to enforce conformity and to
penalize nonconformity" (1975, pp. 2-5). Clearly, the existing legal
environment encompasses many of the sanctions that assure conform-
ity to role expectations. The significant question is whether present
legal sanctions provide the most efficient way of assuring the auditor's
conformity. If the existing legal sanctions do not adequately reflect
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society’s expectations, they can be changed through legislation. The
Raucny of Ieglslanon, nulh%mg court decisions suggests that the courts
ave correctly perceived those expectations, although the complexities
of the process could also explain the le |sfat|ve,|nact|V|ty,.

Are society’s expectations realistic? Can auditors achieve them? If
auditors cannot, society will either have to revise its expectations or the
expectations will be met by another group (Davidson, 1975, p. 2). A
revision of expectations. requires an educational effort by those wishin
to change the expectations, and this would surely have'to be a signifi-
cant part of any effort to chanqe the legal climate. ,

The assumption of a particular role entails both costs and benefits
to society. Some of the costs are the result of both civil and administra-
tive litigation, but those costs are not measured by the payments by
auditors and their insurance carriers to plaintiffs and their attqrneKs.
The, real costs to saciety are opportunity costs, that is, the benefits that
society may be losing if the auditor bécomes economically inefficient,
for example by performing unnecessary work.
~ To look merely at the amount of settlements as a measure of costs
ignores the pointthat the settlements are only transfer payments within
society. Those payments do, however, result in a redistribution of
wealth, and consequently may have derivative_effects. The redistribu-
tion is not easy to determine. For example, if damage payments to
investors were ultimately borne bY investors through higher audit fees
and lower dividends, all that would occur would be a fedistribution of
wealth within the investor group. However, this redistribution and inves-
tor awareness of it is probably necessary to support the capital forma-
tion process, which would bé diminished without the ability to obtain
redre_sts for illegal acts in connection with the purchase and sale of
securities.

This analysis is not intended to su%gest either that there is no cost
to auditors Or that there are no further effects on society from the
redistributive process. An audmn% firm probably cannot shift all the
litigation and Insurance costs to the client in the form of higher fees.
The competitive nature of public_accounting practice would prevent
that. Some of the litigation and insurance costs will undoubtedlY be
absorbed by the firm.” That would result in lower incomes of partners
and staff or’economies in recruiting, training, and other quality control
policies and procedures that would not be in the public interest and
might be the cause of future litigation. The analysis merely su?gest_s
that to look at the number of legal cases and thé amounts involved, is
not the best way to measure social ¢osts and social benefits that arise
from society’s having thrust the auditor into a particular role.

Some idea of the redistribution effects of settlement costs can be
derived from the following estimates.1

1 Data developed from nonpublic sources.
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Cost Percentage of total

Awards to plaintiffs 33
Attorneys' fees:

Defense 14

Insurance company 2

Plaintiff 17 33
Underwriting fees 4
Lost time and inside

defense costs 30

Total 100

The total reﬁresents_ the litigation cost to the public accounting firm
and assumes that the insurance company breaks even. Presumably, it
is that total that either is included in audit fees and thereby passed to
clients or is borne by the firms. The estimates indicate that for each
dollar awarded to injured _investor plaintiffs, the investor Pubh_c as a
whole pays three dollars. The efficiency of litigation as a determinant of
the auditor's role or as a means of providing redress is therefore h|ghly
questionable. Most other forms of insurance protection are designed to
achieve a preponderance of recoveries as opposed to “handling”
costs. Thus, a major effect of litigation against auditors might well be™a
redistribution of wealth from investors to attorneys and auditors.
However, this conclusion results from what can be described at best
as a i5|mpl|st|c model. The redistributive effects are undoubtedly more
complex.

Fpor example, insurance carriers may not be able, particularly in the
short run, to recover an unusually large loss through higher premium
charges to either the insured itself orother firms in the ‘same profes-
sion. The loss may be spread even more ,broadI?{ through increased
premiums over a wide range of excess liability policies covering many
professions or industries. This, in turn, would affect costs and” prices
over a broader range of economic activity than the ?ubh,c accounting
profession alone. Alternatively, carriers of excess liability insurance
1nay sllmply withdraw from the market when faced with unpredictable
arge losses.

gOlson noted the effect of recent litigation on the insurance market:

In limma , Hochfelder wil helﬁr But it is not a panacea for the grgwmg

roi&em ?.%ass ction Cplamt S C uHse seeking o gm ee
ockets of in ePeP ent accountangs. Indeed, on HQaéor_ dv.er?_? (ﬁv (IjoB
ent has materialized since the Supreme. COH e |S|ogk CIP 0c feT| €.

he protesgional In Insurance situation _dramatically.in
ve. .One” major
at.||t could not
million of an

Q%FPHI[P/ eterlorat
0 Ways. 1ne COSL 0 p&alrg/ coverage, became PI’ ?%

I
érCanv(\)llftnlCa%ergﬁg?g (iir %({/e ankn.%vgﬂrancheavorc%gc Hrs

claim and has recently dropped its. primagy professional indemnity insy-
e e e Sl
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Other firms are also beIiev?d to have f?und primary coye aeqe grohibitivgl
exeenswe, nF to have o%t a sqw icant " portign 0 tb ' catasfrop
coverage. While some mﬁy elieve a&t S wntmgmpﬁe?smqa Incem-

[
Ity InsUrance overreacted to aaverse. developments of the [ast ars,
t%g/t S, o? COurse, d‘?ﬁ‘lcﬁ to prove wit harapewdence. [Slson, %%f
I brief, the analysis in this chapter is directed to the following
ISsues:

* How has the changed legal climate affected the performance of
individual auditors -and firms?

* How has the changed legal climate affected other aspects of the
environment in which an auditor works, and what have been the
ef{egts of those derivative changes on audit performance and
role’

* Does the auditor's view of his present role as it has been af-
fected by the changed Ieg}l climate lead to the most efficient
use of economic resources? Is society giettmg the most henefits
from the audit function at the lowest cost? Could a changed role
definition increase the benefits or lower the costs to society?

Unfortunately, in the absence of both a control group and measure-
ment criteria, if is difficult to separate the chan?es in the profession
that have resulted from a litigious environment from those that  have
resulted from other variables such as the increasing complexn}/] of
financial transactions, technological developments, and the growth of
multinational enterprises. Only & minor act of faith 1s needed, however,
to recognize at least some’causation between the effects that are
described below and the growth in litigation over the last decade. If
the legal environment has in fact produced effects that are suboptimal
for society, changes in the qu7a| environment should be explored. That
will be discussed in chapter /.

Benefits to Society

The_litigious environment has encouraged the public accounting
profession ‘and firms to reexamine and strengthen auditing standards
and methods of encouraging com_Phance with them. In récent years
the AICPA has issued many authoritative auditing pronouncements and
revised its code of professional ethics, The Insfitute has devoted con-
siderable attention to the design and implementation of quality control
reviews of firms. Individual firms have also devoted more resources to
their own policies and procedures for maintaining and raising the
quality of practice.

10



Increased Activity of Authoritative Auditing Bodies

From 1965 through 1976, the Auditing Standards Executive Commit-
tee and its predecessor, the Committee on Auditing Procedure, issued
thirty-five statements. (This excludes Statement on Auditing Standards
no. 1, which was a codification of previously issued statements.) The
activity of the committee accelerated in recent years, as the following
data show.

Number of Authoritative
Year Auditing Pronouncements

1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976

(plus SAS no. 1)

PrNwWOPRANNEERLRNNDN

w
a1

At least on the surface, a relationship between the committee’s
annual activity and the increased litigation and SEC activism of recent
years is present. It is difficult to ascertain whether the level of commit-
tee activity and the “quality” of its work would have been greater or
lesser in the absence of litigation. To the extent that auditing state-
ments clarify existing responsibilities, litigation may be assumed to
provide an impetus to a greater number of pronouncements. However,
both the profession and society may have suffered from either the
content or the quality of the pronouncements. That possibility is consid-
ered later in this chapter.2

2. This study does not explore the effect of litigation on authoritative accounting (as
contrasted with auditing) bodies. There has been an increased level of activity in the
accounting as well as in the auditing area, and the profession has taken various
procedural steps to enable authoritative accounting bodies to maintain or even
increase that level of activity. However, the increased activity and improved pro-
cedures are the result of numerous influences, and it is difficult to find specific
evidence to link the level of activity of the Committee on Accounting Procedure, the
Accounting Principles Board, and the Financial Accounting Standards Board, or the
content of their pronouncements, to either specific litigation or the increased level of
litigation.



Increased Attention to Quality Control

Both the profession and individual firms have considered the need
for more effective controls over the quality of audit practice. Statement
on Auditing Standards no. 4, Quality Control Considerations for a Firm
of IndePendentAudnors,, published in 1974, gave authoritative recogni-
tion to the need for qualgy control policies and procedures. The AICPA
and state societies of CPAs have encouraged compliance with profes-
sional standards through such devices as the AICPA practice review
program, mandated continying education in several jurisdictions, the
AICPA local firm quality review program, the AICPA local firm adminis-
trative review program, and the AICPA voluntary quality control review
pro?ram_ for CPA™firms. , ,

ndividual firms have also designed and implemented programs for
monitoring practices. Evidence that supports an expanded activity by
CPA firmsS in this area includes, among other things,

* Increased resources devoted to continuing education.

* Institution of second-partner and interoffice review of work pa-
pers and reports.

* Practice bulletins directed at hoth accounting and auditing
ISsues.

+ Policy statements on internal quality control programs.
* Institution of hoth voluntary and mandatory peer reviews.

* Engagement of other auditing firms to conduct independent
quality reviews.

The available evidence does not indicate the extent to which these
attempts to maintain or raise the quality of professional practice are in
fact successful. Formal research to measure. how the quality of prac-
tice has increased in the past decade is |mFract|caI. In “particular,
drawing inferences about the quality of practice from data on the
volume™ of litigation is dangerous. As has been suggested re?ardmg
the medical Rrofesston, it may be the more highly skilled auditor who
undertakes the riskier audits and thereby exposes himself to civi,
criminal, and administrative proceedm?ss o

No empirical evidence exists thal would indicate the extent to
which any apparent or real increase in the quality of practice is

3 A recerﬁ, Wd of edica}.
amang | |gH, rained, certifie
setting.” "Highly Trained Calle

May 10, 1976, . 23,

12

aIBractice claims indicatﬁd a “prevalence of claimﬁ
rﬁ 5 eclalists, artltiularl%/,t os? ,Pnag,ncmg in a hospita
Targets of Malpractice Claims,” New York Times,



causally related specifically to the litigious environment. Logically, the
link should be present. Mautz argued that a litigious environment
should serve as an impetus to a high level of performance:

An accoyntant accused of jmproper conduct will be judged by the stand-
A E o Lot e b o
clt 82? should urge accountifg” firms and ggracntlonerst arﬁ&gn |de¥

BB s i o o s

Sommer cited the second-partner review procedure as resulting di-
rectly from litigation:;

It i ,repPrted that, .as a conse%uergfe of the Simon decision, . sever

au |t|ng ’ms_have |n?t| uteP a] proceaur wherfeb a partner nat involve

E]t ea glt, % net ethe nal st%%s beT%F release rltﬁ opinion st%p_
AR

To the extent that the qualltg of professional {Jractwe, has re-
sPonded to private litigation and SEC enforcement, the existing legal
climate may not be the most efficient way of attaining a specified level
of auditor performance. Also, the present level of auditor performance
may not be commensurate with the benefits and costs to society.
Individual auditors and firms may well reach an optimum level of
performance that maximizes their "private benefits given the revenue
and cost functions they face, with litigation expense included in the
cost function. But that does not necessarily ensure an optimum level of
performance from the viewpoint of society. Society “pays” for the level
of the auditor's performance in terms of foregone ORpOFIUHItIeS for
alternative use of its resources, but no model exists that is useful in
determining whether a given allocation_of resources is in fact optimal.

Furthermore, the fear of civil and criminal liability and SEC enforce-
ment programs may not continue_to have the same salutory influence
on the profession in the future. The level of fear may at Some point
exceed the room for improvement. The profession mayhave reached a
stage of maturity in meeting its responsibilities that ‘would be threat-
ened and eroded by further escalation of risks facing the profession.

Inancials s a whole in terms of their undeksta

Costs to Society

Societ¥ may have suffered several potentiall?/ undesirable effects as
a result of the” existing legal climate. Those effects may add indirect
costs. that are borne by society to the direct costs associated with
litigation such as legal and other defense costs. Some of those effects

13



are more, in the nature of reduced social benefits attributable to the
legal environment. All have the potential of causing a misallocation of
resources. The existence or significance of undesirable effects cannot
be verified without empirical Investigation and a benefit-cost model.
The strength of the evidence lies largely in the experience and stature
of those who have alleged the undesirable effects.

Auditor Reluctance to Meet Existing Responsrbrlrtres

Mautz and Sharaf suggested that, particularly in the area of fraud
detection and_prevention, fear of ||t|Patron has led to attempts by
auditors to minimize their responsibility, with attendant undesirable
consequences to hoth the profession and socrety

As important as minimization of es onsrbrlrty ro fessional raclt]
ti ers a a time when nursance surts nd&rrlr ar tr%atr seem to flouns
agl ||ona consrde arons merha ention, Until rece was substan-
acc tance o éj that an Inde enden tr ne of Its
Bf % é)rrp est tection ang entron of fraud an other rrr%g-
anties. Cur ep ‘we fin coB?rder %mgh IS on ermrnatron or at
mi |m|zat|on of this r]esponf r?u U [\ﬁ)n agreements, letters
an statements 1 the "professional literature. Whether: P”& 9ree nts
atatements offer any' real protection we. e nt H e Fate ven
It quditors can contract awa(y helr responsibl Frrtrcu Car servrﬁe
se |ou% consl eratron ven to f e wrs om Of o doin
e IS an rmme Iea.,F fra ha ma rove e an ONerpus
ens me res ons rsa S ma ar outwel hth
rst the au tora ars 0 renoun ng rs tto ararnw e
as om etence In which_he ca eo Senvice: secon rofes-
srona u audrtors are |n ect re srn to provr eane ectr e ervrc
R SS €0 munrr%‘ ae'e gasr r] ocrensda
tﬁ at ar% erru il n{rﬂqrtess to acce tre é)ons W 5p de
micuft but use eervrce t to co vena C ewr
an eyl orce blights bushnes e Inn tr]nsubstantra ree.
osrtron ssen re tr e o ession, a iIcu ar
lew of the a the servce Sréeispons RoWw deny re
at one time, carmed rather orce

Auditor Reluctance to Accept New Responsibilities
or Expanded Role

Russell Palmer questioned whether

the ccountrw rofession may not be. }s]howrn? some reluctance to extend
ltself Into new” dreas. Jn connection t fwo recent controversies—re

n on rnterrm cra st tements a rp rting on orecasts— e pr es
% n ch ose o fe an |sc Ss rather f an ac |v xgenme rue
there are cuIt tebchnrca |s?1ues In each ! |e| ) us

%'r‘rﬁ’eﬁggsrb\ e EXPOSUE 10 T, "t@q“eséb‘ins d

Palmer went on to suggest that as a consequence the public interest is
not being served.
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Added Costs for Marginal Companies

Reiling and Taussig noted that a characteristic common to litigation
involving “auditors is that the cases

Involve busr esses which have failed. Clearey as a matter of self- rote]c
tion, an rtor ‘mcﬁtf Be orm a more_ exterisive rnves{go lon W
susp cts rnancra miculties. Unf orttrhnatear{ evrdence 0 arne arHre
e more apparent rn refrospect than tPe ime qf an audit, Nevert
the curren c eds indicate the.wisaom or expan ng an audit program
r acompany with declining eamings or weak Credit

gccountantsdrlemma n #hrs area h rmplrcatron for socre

| ecomes €0 onpace or stockholders o % ﬁ ro

ailin rrmsleata efop 3/ e rn
ditional barrier t(?or nlgretrtron Wi e rn

com
Verdage %LPda It costs
usiness vvrI e hr er or

ecause the cost of r money an
margrna companies. [%%q n&y

Whether and to what extent the audit of a marﬁrnal company
should be expanded are debatable issues. Faced with those uncertain-
ties, auditors may begin to reject marginal companies, as clients be-
cause of the greater business risk surrounding them. Since virtually all
new ventures are “marginal” in terms of their eventual success, that
development could lead to a 9eneral inability of new enterPrrses t0
obtain ‘auditors. The inability of new ventures to obtain audits would
introduce an additional barfier to competition that could interfere with
the optrmal allocation of resources.4

The evidence does not suggest that the problem is signi rcant at
least not at the Eresent To "the contrary, CPA firms seem tg
competitive in seeking new or expanding enterprrses as clients. If'the
problem does develop, solutions might™be found in lesser levels of
assurance that the auditor might give to marginal companies or the
granting of a “safe harbor” in those cases.

Creation of Accounting Principles and
Auditing Standards by the Courts

The question of whether compliance with generally accepted ac-
counting principles and generally accepted auditing Standards is an

4. Arthur Andersen & Co., in its March 31, 1973, Apnual R rt, stated one auditin
Hrmﬁ views; "In the Un rteq States rrr]ang companies hrc therr ve ature aﬁ
evelopmental, promot rona an of ntur aPI ve one

ecurrt markets for %qur c¥ or debt ¢al rta olve twrt 3n{¥ companreso
f rs fype IS initiated rentﬁ or l) ctors o clients o stan rrvae

FQ er ise syster% stantia rﬂ er 0[ com anrest at S rhe i

Ikely'to fail e ave no Cr sa Ho tell whi [ su cee w dr
we o not erevef tis | ublic Interest for auditing frrms wrt esta rshe
reputations to decline these eng gements.”
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adequate defense for audrtors has been explored extensively in the
literature and in a background paper ;)repare for the Commission on
Auditors’ Responsibilities (Radoff, 19 Land IS not considered here.
Rather, this study is concemed with the extent to which the courts
have ruled on the acceptability and application of accountrnP princi-
ples_and auditing standards and the rmplrcatrons of those rulings.

Questions about the acceptability of specific accounting principles
were not significant in_court cases pnor to 1940. Most of the early
cases involved the auditor's liability for the inadequate performance of
auditing procedures. Similar queStions continue to arise in current
litigation, but not to the exclusion of allegations of errors in the selec-
tion or application of accountrng prrncrples

PIarn s rncreas aIIe e viglations eneraII acce accountrn
a&nﬁr epa tur rom suc assrc Cases ramare
c e son n W |c the d ecrsro S we 8 [ar e
a]udrtrn def r:rencres es an juries not on are rndrn eficiencl s rn
the way auditors exam ne rna aI records, t% are makin statem]

fﬁe?rcrgogprt g p grgrlrg:]rp ]e957 an ﬁway In'w |c ey should *be applie

For example, in Herzfeld, the district court ruled that the disclosure
for a receivable of doubtful collectibility was inadequate even though it
may have been customary and therefore in conformity with generally
accepted accountrnrk; principles. In two cases not involving auditors,
Gerstle v. Gamble-Skogmo, Inc. (1973) and SEC v. Bangor Punta Corp.
(19712 the court challénged the adequac¥ generally accepted ac-
coun |nfg pnncrples with Tespect to current values that differed signifi-
cantly from ook values, an'issue not then addressed by authoritative
accountrng bodies.

The concern here is the role of the courts in determining the
appropriateness of accounting principles. Reiling and Taussig, for ex-
ample, question “whether accounting guidelines which emerge from
the judicial process will be as well conceived as those resulting from
the careful method of review and public exposure developed over the
years by the AICPA" (1970, p. 42 f

Th authors helieve that the devel men(s of accou rng rrnc iples b

trvr ges and Lhunes as a 3/ product of their dis osrtgon F case
not result In tne most ‘desira Ie orrpulatr no P Ide nef Inancl
rtrn resent dt atlon \ies. unusuar” clircumstances, whic

rcer O{Lﬂcea e |sro

Hrca Iy Vo :
era pind es or Insta & I estec
company nave Beer, foun nan ? i |na1
counts nduding | e j seal transac ral, taint
convl rons m t affe ou s 0t e endans an
el r%e rng%t eﬁ eld goorn OF inerest faiy presente
rtr ns es“ e authors nelieve at accountrn 0Ce ures
eneralize [om the_experienc qon con run rca
ggrs Tot falling comparies run yw ng oers Al ing an Taussrg
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Also, most of the situations dealt with the ade;?uacy of disclosure in
unusual circumstances. It would be unfortunate if accounting principles
were to be generalized from them. .

Fifis noted that the courts have generally applied the standards of
the profession in auditing areas other than those of communication and
reporting, but have applied lay standards to questions of reporting
ﬁl 753, . 80). (See the, further discussion in chapter 7.) Even in this
imited area, the establishment of auditing standards by the courts
raises the same. questions as are raised” with the establishment of
accounting principles by the courts.

Defensive Actions by Auditors

Allegations have_been made that increased litigation has led to
defensive actions. Three types of defensive. actions may be dis-
tinguished. The first is the performance of audit procedures that have
as their primary or sole purpose providing a detense in the event of
subsequent litigation or SEC enforcement proceedm?s. An analogy in
the medical profession is the alleged practice by doctors of performmq
extra or unneces,sarﬁ tests or calhng in consultants primarily to suppor
their judgments in the event of subsequent malpractice lifigation. The
available evidence is insufficient to indicate whether this type of defen-
sive auditing is a significant factor in auditing practice. One observer's
impression “was that auditors have not “been driven to ‘defensive
audltm?’—m the sense of audit steps that are plainly useless or even
harmful” SAndrews, 1975). Defensive auditing may Be litle more than
appropriate documentation of audit procedures or more careful selec-
tion of items to be tested. . _

A second defensive action may be growdmg users with lower
levels of assurance than would othérwise be appropriate to the audit
work performed. This is analogous to the allege un,W|I||n?ness of
medical doctors to use “more Innovative aPproaches in solving. ﬁa-
tients' problems because of concern for the possible legal Tisks”
E)Palmer, 1975, p. 62). Palmer su%gested that_evidence for this could

e found in an increasing number of q&uahfled opinions, which he
traced to the auditor's fear of possible future litigation.

A third defensive action is related to the auditor's reluctance, noted
above, to accept new responsibilities, There is reluctance to give less
than audit assurance to users of financial or other information. A
willingness to accept new responsibilities, for example in reporting on
interim financial information, may require a willingness tg provide users
with a lower level of assurarice than would “result from an audit.
However, there is a fear that the lower level of assurance will be
misunderstood and serve to stimulate litigation. This results in auditor
insistence on a level of involvement that will permit audit assurance,
but which is uneconomical given the needs of users, thereby resulting
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in “overaudmnq.” Alternatively, the auditor may completely avoid in-
volvement, another potentially suboptimal position. _

Reiling and Taussig su_?ges,ted that, as a result of the BarChris
decision, heretofore unaudited interim period statements be audited
and that “the auditor attest to such other data contained in the registra-
tion stafement as is capable of beln% measured” (1970, p. 46). There is
no doubt that such a stance will, asthey suggested, provide underwrit-
ers with more due diligence protection and auditors with a means of
av0|d|n(_1 “the difficult problem of articulating detailed standards for the
statutorily implied S1 review” (Reiling and Taussig, 1970, p. 46). But it
is far from certain that this would Frowde prospectus readers with
more useful information, as is also alleged.

Difficulty in Hiring and Retaining Qualified Personnel

~ Mautz suggested that excessive litigation, with Presumably the pos-
sibility of financial ruin, could discourage the most able from entering
or continuing in the profession (1975, p. 53). Co,IIe?e students, reading
of the profession’s legal problems, may be unlikely to be attracted to
the profession. Staff auditors may move to alternative careers where
their personal assets_ are less at risk. Even partners may seek early
retirement or alternative careers. At a time when increased respon-
sibilities are being thrust on auditors, those responsibilities may be met
by less qualified ‘practitioners. This would lead to more mistakes, more
litigation, and more adverse pu,bhcnty. ,

Only anecdotal evidence exists fo support these contentions. Part-
ners and staff leaving a public accounting firm have cited potential
exposure to liability and the “cookbook” “and “rulebook” nature of
auditing practice that allegedly has resulted from the litigious_environ-
ment &s reasons for their decision. Students at times do"inquire about
a firm's past and current litigation. However, no hard evidence sug-

ests that the problem is significant. Some ml%ht even conclude that
e ﬁ)rofesslon’,s stature has been enhanced by the auditor's position in
the legal limelight.

Defensiveness by Authoritative Auditing Bodies

The possibility of a relationship between the extent of Iitigation_ and
me quhal|t¥ of official auditing pronouncements was suggested earlier in
IS chapter.

Content of Authoritative Pronouncements. Fifty-four Statements on
Auditing Procedure were issued between 1939 and 1972; fifteen State-
ments on Auditing Standards were issued between 1973 and 1976.
With few exceptions, those pronouncements can be described. as
attempts to clarify the auditor's existing responsibilities in an audit of
annual financial “statements. Only a Small” portion of the sixty-nine
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pronouncements could be related to extending the auditor’s role. Offi-
cial pronouncements have been issued to define the auditor's respon-
sibility with regard to Other Information in Documents Containing
Audited Financial Statements (SAS no. 8, 19752) and a Limited Review
of Interim Financial Information (SAS no. 10, 1975), but in both cases
the Auditing Standards Executive Committee was respondm%to pres-
sure from the SEC. No statements have been issued in ofher areas
that m|?ht involve an extension of responsibilities to include auditor
association with, for example, forecasts, financial information not based
on historical costs, reports on management performance, or social
accounting reports. o 3
~Of the sixty-nine pronouncements (which included two codifica-
tions), nine can be traced to audit failures that led to litigation. Other
Pr,onouncements can be traced more indirectly to specific audit
al|l]£r(|§|8. Those case-related pronouncements and the related cases are
as follows:

SAP no. 1 (October 1939): Extensions of Auditing Procedure
&McKesson and Rohbins) o

SAP no. 27 (July 1957): Long-form Reports &C.I.T. Financial)

SAP no. 37 (September 1966): Special Report; Public Warehouses—
Controls and Auditing Procedures for Goods Held (Allied Crude

Qil

SAP r)lo. i) gOctober 1969): Subsequent Discovery of Facts Existing
at the Date of Auditor's Report (Yale Expressy

SAP no. 45 ﬁJuIy. 1971): Using the Work and Reports of Other
Auditors_(Atlantic Acceptance _

SAP no. 47 Se?tember 1971): Subsequent Events (BarChris)

SAP no. 48 (October 1971&: Letters for Underwriters (BarChris)

SAS no. 6 (July 1975). Related Party Transactions (Continental
Vending and U.S. Financial) .

SAS no. 7 (October 1975): Communications Between Predecessor
and Successor Auditor (U.S. Financial)

Even this list does not indicate the full effect that the Ieﬁal environ-
ment has had on the work of the auditing committee of the Institute.
Other auditing pronouncements originated from accountmt}; pronounce-
ments that in"turn can be traced t0 alleged misconduct ot one kind or
another that led to litigation. For example, the onqm of SAP no. 44
Qpnl, 1971%i Reports Following a Poolmq_ of Interest, was Accounting

rinciples Board Opinion no. 6(Augius_t 970), Business Combinations.
This in turn had its source in the deterioration of accounting principles
evidenced at least in part by litigation, sych as the Westec case, that
raised questions of the propriety of the principles selected and applied
to account for particular combinations.
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. Moreover, the sources of a number of pronouncements were pre-
vious pronouncements that required further refinement or clarification,
with the original pronouncement traceable to ||t|%at|on involving audi-
tors. For example, the source of SAP no. 1 (October 1939), Extensions
of Auditing Procedure, was, as previously noted, the McKesson and
Robbins case. Several following pronouncements involved further clar-
ffication of the auditor's respon3|b|||t¥] for confirming receivables_or
observing physical inventory counts, the extended procedures of SAP
no. 1 These pronouncements are—

SAP no. 3 (FebruarY 1940): Inventories and Receivables of Depart-
ment Stores, Installment Houses, Chain Stores, and Other Re-

tailers

SAE no. d12 (October 1942): Amendments to Extensions of Auditing

rocedure

SAP no. 14 (December 1942): Confirmation of Public Utility Ac-
counts Receivable , ,

SAP no. 16 (December 1972): Case Studies on Inventories

SAP no. 17 (December 1972): Physical Inventories in Wartime

SAP no. 18 (January 1943): ‘Confirmation of Receivables from the
Government o , -

SAP no. 19 (November 1943): Confirmation of Receivables (Positive
and Negative Methods) ,

SAP no. 2b (April 1956%: Reporting on Use of "Other Procedures”

SAP no. 36 (August 1966): Revision of "Extensions of Auditing
Procedures” Relating to Inventories

.Once again, speculation on “what might have been” is largely
futile. However, the auditing committees might have been more” in-
clined to consider new areas of responsibility in_a less litigious at-
mosphere. Even in the area of defining éxisting responsibilities,
ia_ttt_tentt_lon might have been directed elsewhere in” the absence of
itigation.

Defensiveness in Defining Existing Responsibilities.  Several ob-
servers have suggested that the profession has been unwilling to
define auditing standards rigorously because of the fear of providing a
basis for additional litigation. This  appears to have been particularl
true with regard to the auditor's responsibility for the detection of fraud.
Carmichael noted that “as the amount of litigation agamst auditors and
the size of potential damages increased, auditors became more cau-
tious about describing their responsibilities in authoritative pronounce-
ments and CPA firm manuals” (1975, p. 12}1. Sommer also noted, in
quoting. John Carey( (1969, p. 248), that the AICPA “has become
increaSingly aware that pronouncements and rules which encourage
higher standards of performance might be used against its members
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unfairly in the courts” (1972, p. 27). However, if the profession defines
auditing standards at a level below that which society considers appro-
priate, 1t may discourage a high level of performance by auditors and
generate even more lifigation.

Conclusion

The evidence Presented in this chapter does not permit an assess-
ment of the gverall effect on society and the accounting profession of
the legal environment in which the audit function is performed. Specifi-
cally, there is no firm evidence about the existence, on balance, of
undesirable effects or the degree to which they might have resulted
from a litigious climate. Since the effects are not quantifiable, there is
no v(\j/ay tg getermme whether the overall effect of litigation has been
good or bad. : .

However, the |nab|||t¥ to make this assessment is itself significant. It
suggests that, despite the views of many auditors, the present legal
climate has not had an overwhelming negative effect on either the
profession or society. Consequ,ent!}/_, Major revisions in the legal en-
vironment might nof produce significant "benefits to society or to the
profession. , S ,

The absence of evidence indicating an overall negative effect,
however, does not rule out the possibility of making specific improve-
ments in the legal framework facing auditors. An”evaluation of pro-
posals to improve the legal environment requires only the ability to
ascertain whether they would, on an individual basis, provide or"en-
hance_one or more désirable effects without creating equal or greater
undesirable effects. The inability to assess the overall effects of the
present system of adjudicating disputes between auditors and others
does not reduce the ability to assess the effects of specific changes in
the system. We need nof know precisely where we are to know if a
change in that position is for the better or for the worse.



v

Proposals for Changing the
Legal Environment

Various proposals have been advanced for chang[ing the legal
environment in which the audit function is performed. The proposals
fall into several categories:

1. Limitations to monetary damages for substandard performance.

2. Changing the legal process through which disputes involving audi-
tors are adjudicated.

3 _Chandging the institutional framework in which audits are conducted,
including’ the mechanism for professional regulation and discipline.

Limitations to Damages

Statutory Limitations to Damages

The ]Eotential liability of an exgert (including an auditor) under
section 11 of the Securities Act of 1933 is the entire offering price of the
ublic offering, Class actions under section 10 and rule”10b-5 of the
ecurities Exchange Act of 1934 have sought damages equal to the
decline _in the market value of all of the outstandm? shares of an
issuer. Earle argued that the exposure is out of proporfion to the audit
fee for an engagement (1972, p. 228). He and others have suggested
various forms of limitation to the monetary damages that could be
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recovered from auditors in ||t|?at|on under the federal securities acts.

The arguments for a statutory limitation to damages are sum-

marized as follows:

1

84

Society has accepted the concept of statutorr limitations  to
damaqes in other areas. Examples include claim limitations under
no-fault automobile insurance and in workmen's _compensation
cases (Hill, 1975, pp. 178-79; Duncan, 1974, p. 457).

A statutory limitation would be an aPproprlate response to in-
creased litigation against professionals and the evolution of a
higher standard of Professmnal care. “As the trend towards a strict
pe absolute) liability environment continues, the quid pro quo of
imitation seems to me appropriate and fair’ (Duncan, 1974, p.
457). Several state legislatures have considered limitations on a
doctor’s liability.1

Other countries provide precedents for statutory limitations to the
liability of professionals, and professionals generally are seeking an
extension of this practice. West Germany has statutory limitafions
for accountants. The International Fedération of Consulting En-
gineers has also advocated limitations for engineers.2

Professional bodies thro hout the wo Id have, at national. | eb re ared
F mISSIONS tote| nm nts ee |n authori to limit Tiabili
orm or ot er, ISSI S have.been a e coun ncx
3|on to ttls m|33|or} nd to th str |an eV-
ug cc unt a as mad e rHssmns
(} he torne enera |n alan so te Intern t|ona ration
onsutln n neers |ts ead uarteré In Switze a P %
ear z&go Ings o or ing Committee on rofes |o lahi
t|tIe e||ne or onsu |n

s on Professional Liabili n
re o ur ent attention bel [% eneP consu meq enqineers | (ﬁ
ea an Ito re % entatlons1 9 me % ng the linés recommend

that punlication. |Duncan

Sommer noted some sympathy at the SEC for a statutory limitation.

he SEC is not unconcerned with the danger of excessive financial loss
or we recognize that an indigent pro?essmﬁ or one %ehg%ted aﬂﬁnanmal

%n April 18, 1975, the New York Times reﬁorted that Indiana t]ad 6ﬁassed Ie8|slat|on
w |ch amon other things): (1) sets a celling of $500,000 on, all malpractice amag
awards and $100,000 on.'a KSICI 'S |nd|V|dua [ Tiability; 2 creates a state -0
afe pat|ents com ensat|on ers a me ca eV|ew panel to screen
Ie ed malpractice suits’ gPeat MarW|ck M|tcheII 78 g J
JePresentat|ons Wit gard to West Germany “and' constilting engineers are
ound in Duncan, 1974, pp. 451, 456.



INVestors. Several years ago the, American nStIt

tr% it prrre BT

XPOSE t em to | I for the_entire amount of t Ing while eac
Hgtgﬁalgl}ﬁb\é\([ ethS{% '[H!S Blgg [:{ brsﬁnaiﬂftpatron q-he% mission Was

dver %/ AI need to reguce |ts e éiposure d thereb Ie Sen ﬁhg 8{(’&6‘7

Several alternatives have been proposed as a basis of limiting
monetary damages:

1. The ALl proposal (which “does not appl% if the plamtrf proves a
misrepresentation made with knowledge Y the particular defend-
ant’) for an arbitrary ||m|tat|on of the reater of “$100,000 or one
percent (to a maximum of $1,000,000) of gross revenues in the
defendant’s last fiscal year before the filing of the action.”

2. An arbitrary percentage of the offering price_in a 1933 act re |stra
tion, such as the 5 percent suggested by Earle (1972, p. 228).3

3. A limitation related to the fees received from a particular client.
Fiflis suggested that

trt loring of the Irn of I| ouldb achieved, for am le,
mtrt?ng% lrablrﬂ to a m rSe of 1 tC e rece?veg ta the a u]aﬁ?e ?r tﬁg

A omt |ent urrrr?ach sztr iC aoc%urred oraamrnnﬁgﬁ 0 gross
[EVENGES from |ents ' parPcuﬁar perPrs 3?19%

The manner of achieving equity among all parties is a major issue
that any scheme for statutory limifation to damages must resolve. The
Reporter's comments to the proposed Federal Securities Code provide
the rationale for the ALI's limitation of damages:

Int e bsence of arbitrary limits set bg section 1403{“ there would be
m overnor of the amount reﬁ:over%/ “
erF In sectro 01

Ise

stra atement ora Ffe or

eggte grrce of the securrtres

rm H 11 lerast ome rmum n eent
e t? sihi utte yout andis reFov res 1o te |a eve eess
relative ms ntra a}pses ut aso ecause %n er the
new scheme o g dngr greatr oten rab Wit e%pect
to_registration statéments ‘and “Teports t respet to Offerng

Statentents.

The ohher side of the coin is that, unIeSﬁz the pot ential ||at1||| S hr
enough fo attract able lawyers who'are willing to unde rtake class actro

3 Eﬁtﬂe di not address specrfrc Irrﬂrtatrons under 1934 act[] qﬁ e

4 T 6 %%estron resembles the, ALI pr?posa _except that'the ALI's “multiple” is
of gross revenues, to a maximum' of $1 million.
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‘The Fiflis alternative to the ALl proposal relates the amount for
which the auditor is at risk to the compensation he receives for the
audit. For many audltlngf,ﬁrms, a $100,000 liability would be ruinous.
For a large firm, a $1 million loss might be less significant; it might not
cover even, the audit fees from a particular client.

. The plaintiffs bar can be expected to opgose any form of statutory
limitation to liability, although this ma?/ be blunted In part b‘Y’ an ex-
panded concept of liability. An?/ stafutory limitation to liabi |t¥ must
adequately protect the rights of plaintiffs and be adequate Tor the
recovery of costs and a reasonable fee by plaintiffs’ attorneys. The
composition of the ALl project, especially “participants who are law
professors and |_|kefI?/ to have a sympathetic agprematlon of the need to
compensate plaintiffs, probably provides the best assurance that plain-
tiffs’ rights will be adequately” considered in the code. Moreover, the
ALl limitations to damages apply to each defendant, and an account-
{ﬂg fnrg would generally not be the sole defendant in litigation under

e code.

Fiflis opposed the ALI's proposed limitation, but whether his op-
position is hased on Prmmﬁle or on the specific Frowsmns of the
roposed code is not clear (1975a, pp. 112-13?. If the latter, the opposi-
on ma¥ be based on his misreading of the ALI proposal.o In his view,
a limitation to dama?es would be unjust to nyured parties, and the
specific ALl proposal would not treat all defendants eciU|tab1y,

The ALI's limitation is part of an overall proposal that”includes
extendmg auditors’ liability to acts that under the Securities Exchan%e
Act of 1934 would at preSent comprise mere negligence and thus be
beyond the reach of plaintiffs in civil litigation for monetary damages.

. Reporter’ ts tion, 14 tative Draft no. 2 (1973).

3 Fiﬁf’sors?é%dc?r%T%%S"a%@?&'% (gl b Dfet 19, 23Tk of 100000
dollars” 3g 1%2. The code provides tﬁat she Ilml*anon is the é;reatest of $100,000 or
one percent (to a maximum of $1 million

of defendant’s grass revenues.
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This extension will deny to the profession the “benefits” of the lower

standard of care permitted in some 1934 act cases by the Hochfelder

g&%sront z%tnd will ‘raise the standard of care to essentially that of the
ac

The Court in Hochfelder noted the consequences of such an
extension:;

e do note th the tandar ur ﬁd ?X the Iarntrtf would‘ % nrfrcantl
roaden the ss o [aintiffs & to Impose lial
ac ountants ar(k‘J oth er Xperts, Wi

r
respe matters under (t ge er expre gpr gn
g qt er nently observed: %Nh uo rPh veo meh)t
ottt’ﬁawo gs,ech'érhare ee”‘f TrE”'”aé'Sr %a“ e aéttﬁé%r" et ’tg
e rabfah aden eclass t (tar fiff sw?tdp ay ue |nt |s areao
e R il L N "R

Iro %WW| hlref’iﬁeg esut more. harm than ﬂood et?rlrtyor

OZO 0 served Wlt TES ect tO a

r]eermrnahe ﬁmou n eermrnae o an rngeemrnae
ass 8 ab u rn sS conducte hese . tth

extre eaé e]n indle doubt whether a flaw ma no t exist in the rmprca
tion of a duty that exposes tot

ese Consequences.

The Court's requirement for scienter explicitly rejected the SEC's
contention that a reading of rule 10b-5 to support a private action
against an accountant based upon neolrgent performance “is necess-
ary to accomplish its purpose of protecting investors, who are vic-
timized by conduct, whether negh%ent or mtentronal which operates as
a fraud and deceit upon them.’8 (The effect on investors, the SEC
artgurtad |s)the same regardless of whether the conduct is negligent or
inentiona

The Rrofessron may view the imposition of a negligence standard
under what are_now 1934 act filings as too high a price to pay for a
statutory limitation to damalges partrcularly in the euphoria “of the
Hochfelder decision. But in Hochfelder, the Supreme Court only inter-

preted past congressional intent. Congress will be asked by the ALl to
consrder again fne standard of care appropnate to expertS under the
securities laws. However, Congress could also act before a full consid-
eration of the ALl proposal to impose a negligence standard without

7. As nol]ed earlier, Qowever the standarg o%reasonableness in the code is Iowered
from that “required of a_prudent man In the management of his own ro er
section 110[ of the 1933 act to “that required of a ru ent man nd er e cr
stances.’ % language of the 1933 act has noé g uectx Bpplre
ccoun ants, |t c u 8 In"a future case. Thus, the standard of reasonableness In
the code IS a further a vanta e {0 accountants.

8. Brief for the Securities and Exchange Commission as Amicus Curiae Before the U.S.
Supreme Court In Emst & Emst v."Hochfelder (1976).
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any trade-off in the form of damage limitations.9 The evolution under

ﬁ?namon law noted earlier that has’led to expanded ,resFonsibilities to
Ir

Parties could easily be extended further by legislation.
Although the Court's interpretation of the 1934 act distinguishes

between negligence and fraud, the public may not. Thus, the image of
the profession and, hence, its credibility could” well be enhanced by an

acceptance of the highest possible_standard of care

coupled with a

limitation on monetary damages. The trade-off of limited monetary
damages for a higher standard of care may Permn the profession. to

meet User expectations regarding the level o

care without imposing

excessive monetary damages for"a failure to meet those expectations.

Too many uncertainties, however, are involved to permit an evalua-

tion at this time of the costs and benefits of the proposed code to both
auditors and users. Among the uncertainties are

88

+ The extent to which reckless behavior is sufficient for civil liability
under rule 10b-5. For example, an indication by the Court that
recklessness will not support a private action under rule 10b-5
would increase the value of what the profession would be giving
up under the ALl proposal.

* The extent to which the ALI will revise its definition of “scienter”
as a result of the Hochfelder decision and its specification of the
degree of culpability that will render the limitation of damages
inapplicable. Recenit court decisions may have a significant
effect on the redrafting of the code that is currently in progress.

« Estimates of the potential damages in fully litigated law suits and
in settlements under the negligence standard of the proposed
code. Research on the naturé of claims brought against auditors

The staff studYJ, The Accounting Establishment, prepared by the Subcommittee on
Reports, Acco rﬁmgh and Managqem%]t of the Co mﬁéee n Government Operations
recommen?ed that™"Congress shou amegd the Federal securities laws to restore
the fight 0 damaﬂed Individuals. to sue Independent ayditors for ne%| ence under
the 1r HJ rowsho s of the securities laws. Such legislation IS necessary to overturn
the, holding of the U.S. Supreme Court In Ernst & Ernst v. Olga Hochfelder,.. that

of |
‘'scienter—the intent to deceive, m nlpula%e, of defraud—Is gecessar re?wrem nt
of private actions for ama%es under the fraud provisions of the securties. %ws. The
disse tln? Justices recomm ng,e? that Con?ress r sto[et e [I?hts denied individuals
" 0Trhee rfe\(/)v eilr?dleevéen(tirgeer] rgm it l?s |vr\]/thent %frfohr(ren I:ne eIiraenst agﬁtoesdlabvgs. eld responsi
ble for their acfu PS" gné sﬁoud nof %eppeﬁmmege ?oglmew uHhc cgnwlﬂence F|Jn tfbe
ompetence of al in ?pen ent auditors.” The. Federal Gover en},s_o d no $sta -
Ish an?; accougtant-c lent privilege’ or ﬁrowswns,whlc would limit the lia ||gy of
mde#)e dent gu itors. Competent Independent ayditors already are adequa#e afe-
uarded, and unnecessar restnctl? s would @Ee e tge ogeratlons of Federal
norcement authorjties an cour*s of law.” US. Senate, Subcommittee on Repor]qs,
Accounting, and Management of the Committee on Government_Operations, The
f\n%c%J lgg fgs7t5 lishment: A Staff Study (Washington, D.C.: US. Government Print-



before Hochfelder for negligence is needed as a basis for es-
timating the potential for Similar claims under the code.

+ The extent to which ||t|?atron in state courts under common law
will increase as a resulf of the standards set by Hochfelder. The
ALl code covers litigation only under federal statutes.

The general proposal to limit damages can be commended without
endorsing the specrfrcs of the ALI's proposed code. The scholars
servrn? on the ALl project need time to consider code revisions in the
light of Hochfelder and to undertake or sponsor empirical research on
the effects on society of the various trade-offs in the proposed code.
The vaLue of those " trade-offs cannot be determined without such
researc

Liability Limitation by Contract or Disclaimer

Limiting professional responsibility by contract and disclaimer has
been suggested by Gordon  Samuels and R. H. Duncan, writing in an
Australian and a New Zealand journal, respectively, Samuels proposed
ttlrat ?udrtors include language similar to the following in contracts with
clients:

X and ass ciates shal\ not be liable to A Compan err d n Hama eS 0
therwise or an nepr ence or react}]o o tra t or atever an

OWSpever caused srn thelr servants or aﬁ S in o BLPP
out 1% or In any way connece the performance of this contract. {1971,
P.

Samuels also suggested that auditors give the following disclaimer
to users of financial Statements, advice, or information:

Thrs Y1'CP)<<8 as the casl é/(? IS ur she for the @prmatton and the
om arg/ Y 0Nt un tot e p}npp aﬂg
p<t 8 |p]ar any res ns] ar its accurac express
0 8(1 ran ar arry responsibility . for a mrssaem
erro[ rac F omis ch'ma earr it whet erasaresutot
e% lgence on e gart 0 ourseves 0 em Vees or agents or any
other"person or otherwise howsoever. {1971, p.
Would that the solution were as simple as that! Even if it were, it is
uestionable that this kind of solution would be in the public interest.
amuels himself noted several problems with the contractual exclusion:

\Whether any firm of accoun ants would prep red to e aTﬂause of
[rmr s%rrt]srsuo X urse C o?r ﬁ’éa%%r Ut rlznusr\)’\rlrtce L@r eresua(r
strp?atro vrﬂ?rpe etFe? e g exclyde. mﬁr or a SH stantra fal ure f

eriorm the contract con ot norma ernve to roe {

e accountant's o b5 fon. the c nSeqtiences err ne
gence, because they are” ot pa s to e contact [ 7 rwn g
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Moreover, the auditor’s legal problems do not arise primarily from

the auditor-client relationship. The contractual disclaimer seems to sug-
gest a.tsledgehammer as the appropriate instrument with which to kill"a
mosquito.
Iﬁ is difficult to believe that a disclaimer of responsibility to third
Bames would be acceptable inthe United States. Third partiés are not
ound by disclaimers under existing case law. Such a disclaimer
denies to users of financial information the very assurances that the
auditor is retained to provide. Surely it would be unacceptable to the
stock exchanges, the SEC, and the” public.

Limitation of Damages Through Governmental Insurance

Fiflis suggested that “one way to spread the loss adequately
among all those who participate in investment activity would "be t0
legislate_establishment of a single governmental insurance fund, such
as the Federal Deposit Insurance_Corporation, with premiums paid on
share transactions’ (1975a, p. 107). N _ _

Proposals_of this type, while “superficially attractive, have major
drawbacks. First, an audit environment in which litigation would e
greatly reduced would prevent the good that does arise from the ever-
present threat of litigation. Second,”it is not clear whether such insur-
ance is intended to protect investors against business and market risk
as well as against information risk. If it is, this would mean a major
change in the function and structure of securities markets and possibly
of the entire economic system. If only protection against information
risk is rprowded, an insurance scheme ‘would be less drastic. However,
it is difficult to visualize the “average prudent investor” as being able
to draw the distinction between information, business, and market risk.
A “no fault” concept of insurance is appropriate only when a business
or market risk does not exist. Moreover, since information risk is cur-
rentlkl insured against, in a sense, by. underwriters, attorneys, and
auditors, the cost of that “insurance™ is already partially socialized
through the fee structure.

Changes in the Legal Process

Referring Accounting Issues to a Master

Civil and criminal actions against auditors generally involve cquh-
cated points of accounting, ,audltmq, and law. A Jud?e and, if the
action Is resolved through a jury trial, the jurors as well, will often be
expected to understand”accounting principles and auditing, standards
and their application in specific circumstances. Subtle points of law

must be explained in the ludge’s charge to the Jlury. Some auditors and
lawyers have suggested thaf'the burden this places on the judge and
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{ury system is unreasonable. They have proposed alternatives, such as
he use of court-appointed “masters” in complicated cases. D

Reiling and Taussig discussed the use of special masters in cases

involving “accounting questions:

One |mP||cat|on of the hen on whereby]uﬂges and | urres are.shapi rnﬂ
accoun 3\9 Spra trce nts may wis Ve, ew consideratio
fothe a |nrg f0 “refer acc ntrn questrons 0 a
nP e da‘a seem asqnhal e hat a m ter earn ccountin
ould handle accountrn Uestions more capa [))/than a lay ]U ge or u
|

The Federal Rules (?f Crvrl rocedure nerp]rrtt Str dpt Cﬂurts to aP a
ecra master and to refer matt er consideranle
sc(ietron ver the scope of the re er nce. For e e, the mdas er Hrax

Irected to report ohly on a partrc ular 1ssue, or e may be directed
recerve and report on evidence on

icial drscretron over th seo amast I 8. 0pposed to he. scgpe of P
re erence |s more ||m|te H@/ fral a judoe 'Is a orize re er
ques ons o a mas er o wQen %are %) aed trial Wrt out a

be sed only when some exc tro a ndrtron
mres i rr]%u a mast r cannot e us cgp |m of tn

s or 0 court fion generally is puala & sin maly cases
ol countrn rssues ould“qualify’as "com icated” of T present
excep Sl QcUnetances

Hrobreer?r%e gids aCrOU“““@raraa% B et as%'X%%ra%’Egu e

ificUit ques
e L e
o e 0

W(}IU elays the case an S 10 ifS oSt %]Ce { e ure

g seem. to avecpaarcu?ar merit In ¢ ?Ol' gcut [1%C7COUH n% Zﬂues

tions are either particularly numerous an
Masters might be particularly appropriate when the evidence is

clearly too complex for a jurK to Understand, and the ]udge concludes

that he, too, does not have t

e necessary background an experrence

For example, one court denied demands for a Jury trial in an antr fraud

case because the accounting issues were hel

to be too complex for

jury determination (In Re Boise Cascade Securities Litigation (1976))

10.

11.

See, for exam le, Solomon, Chaz n and Augenbraun 1976. They ISo note }hat in
civil I|t| ation nvolvrn efeder ecurities dan gstron? frnancra fate-
{Hent Jo sentation an sc sure, o|r] arntr efen %ntamost ays ararve

t Aoa ury trial ermit the ‘case to e heard nx éu r%;e
errn an assg also crte the actuaLuse of a special master 11 "60 est 26
SortronD vices Inc here t dsrr])ecra aster supervrsed the takin of

401 P es of ma nutes w |cn Pro uced findings OH 14 ‘accountin quesaons
ues ange rom whethef the accountants had subordinated thelr ju n%Inent to
that of the client to the determination of whether earnrngs were artincially intlated or

otherwise mrsrggres nte rﬂ istrict Court dlrs 0sed ? r% ?]e—vrndlcatrn the

accountants— sed on the findings and conclusions of law of the special master”
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The court stated “the factual issues, the complexity of the evidence
that will be required to explore those issues, and the time required to
do so leads to the conclusion that a jury would not be a rational and
capable fact finder.” The judge noted his "experience in presiding over
other complicated cases involving commercial matters.” In other cir-
cumstances, a judge might determine that he did not have the neces-
sary background and eXperience and might then turn to the use of a
master in a fact-finding capacity. In another case involving antitrust
litigation, the extremelﬁ/ complex assessment of damages was referred
to a special master who conducted hearings and reported his findings
to the court %Trans World Airlines_v. Hughes (1969)). .

There is, however, no clear evidence that judges or juries generally
lack the ability to understand accounting and auditing” issueS or that
justice or the”public interest has been thwarted by a lack of under-
standing. Specific cases can be cited in which defendants, their attor-
neys, or the American Institute of Certified Public Accountants have
asserted that misunderstanding, particularly of the judgmental nature of
auditing decisions, led to inappropriate outcomes.” However, the ques-
tion of whether a court did in fact understand some subtle point of
accounting or auditing is often clouded by whether they should be
expected to understand it. For example, in"its amicus curiae brief to
the U.S. Court of Appeals in the National Student Marketing (1975)
case, the AICPA argued that

}h?. trial court committed pr%[ludmlal (ﬁror in its instructions o the jur t%}f
alling fo Instyuct 1t as to the sﬂﬂct difference between the responsip

an | %epeﬁ ent accountant \IY]II res Fct tq financial ﬁtatem nts he has
udited an Imit [

S Ve

rg\gg% statéﬁ?gﬁ%g W Tcﬁnﬁe has ot augﬁeée%%rql Wgﬁ hg fsCtnt&

Whether the public, as represented by the court, should be ex-
pected to recognize this particular “distinct difference” is_arguable,
since auditors are associated with both audited and unaudited state-
ments, and procedures often are applied to unaudited statements that
resemble those applied to audited statements. Judges and, juries do
have varying degrees of knowledge, and masters ml?ht insure the
court's awareness of the underlxlng ISSues i comP Icated cases.
Howl%‘ver, there is no assurance that their use would lead to different
results.

Two other related proposals appear less promising than referring
accounting and _audmn% issues to masters.12 One is the use of arbitra-
tion panels, similar to those used to settle medical malpractice claims

12. Eqr an elahoration of these alternatives, see Solomon, Chazen, and Augenbraun,
o N cia J
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in some jurisdictions. However, the arbitration mode| would have to he
substantially modified to accommodate third-party claims against audi-
tors. Also, “an arbitration system might encourage additional claims
because the process Is easy and inexpensive, although the amounts of
the awards might be lower.

Another alternative would be the use of referee panels of experts
under the aegis of the AICPA to provide courts with technical assis-
tance, similarto the filing of an amicus curiae brief. Given what some
have viewed as an extreme reluctance of auditors to testify against
their brethren, AICPA association with a referee panel might be™ suffi-
cient to make it immediately suspect to the plaintiff. On the whole, if
expert advice on technical matters is needed, a master operatm? as
an agent of the court would give at least the appearance of an
independent, unbiased point of View, and that is surely the minimum
that would be required to make this proposal palatable to the public.

Adherence to GAAP and GAAS as an Absolute Defense

In ascertaining if an auditor has in fact exercised the required level
of care, the courtS look to several standards against which the conduct
can be compared.13 Those include:

1. The standards of the auditor's own firm.
2. Customs and practices of the profession.
3. Formal professional standards.

4. Expert testimony.

5. Texthooks and journals.

6

: The_Ie?aI standard of conduct to be established by the court in a
particular case.

ltems 2, 3, 4, and 5 serve as sources of generally accepted account-
ing principles and generally accepted auditing standards. The firm's
own standards, (item 1) may point out an individual's performance
failure. Item 6 indicates that the courts have not always limited them-
selves to items 1 through 5 in determining the appropriate standard of
care,

~ The issue here is the extent to which conformity to formal profes-
sional standards should be an effective defense for auditors. Generallr,
it is; the courts have only on rare gccasions rejected adherence to
Pen,erally accepted accounting principles and auditing standards es-
ablished by authoritative bodies as an effective defense. “The courts

13, Much of the following material is from Fiflis, 1975a, pp. 65-87.
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have generally encoura%ed the auditor to adhere to these professional
standards by ‘shielding him from I|ab|||ty when he does” (‘Earle 1975, p.
147). The district court in Herzfeld disregarded authorttative auditing
standards, but the appellate decision constituted a strong declaration
that liability was founded on the defendants’ knowing departure from
recognized professional standards.
owever, when specific standards have not heen established by

formal pronouncements or when courts have deemed the standards
incomplete, compliance with authoritative pronouncements is not suffi-
cient fo excuse an auditor from liability. For example, US. v. Simon
(1969) demonstrated that conformity t0 a formal set of authoritative
accounnn? principles was insufficient if that set did not specify the
appropriafe accounting for the item at issue. In Adams v. Standard
Knitting Mills (1976), the court held that the auditor “failed to follow and
apply .general accounting anmples which was essential for fair Pre
sentation ... by not disclosing or compelling ... management to
disclose its gross edp deficiencies,” even though such disclosure was
not then required b authoritative prouncements. Fiflis contended that
commun|cat|on of financial data to lay readers, based on accountin
pnnmPIes and rePortlng requirements, should be tested by the stand-
ard of meaningfulness to the layman, while those processes of audit-
ing, con3|st|n? of data collection, testm% and drawing of inferences,
are a matter for the expertise of an auditor, to_be regulated by those
who know something about the processes” (1975a, p. 81%

Accountants have sought the same type of treatment that physi-
cians receive in the courts.

In the area_of m dlcal malpractice the more energl view Js that. (@
stan arJ conﬁxuc tow |gh % fﬂ hoa a deHend nt IS) ﬂ
custom o t e33| nor, even Iﬂonze% sence of a c stom, éﬁe View 0

ex e s Pg Usu |s no aut ﬁ question 1 e WIS (()jm n
\) men %s g ltself Unreasgnable an {
a|n prévall Urless e Drodtices expe t tes |mony of non
e ef ndant with custo or expert judgment.

e ect of the dual requirements that the plaintiff show ngnc?nformng

wn 8ustom or ex it ju A mentf and that he I] 0 S0 with medical expert

Pr sa V) insulation for medical ractm ners TIe VICISSI-

udes of | coss |n erms of In us ice |n e cases 0 nqtnrec?

|s cons r d to be nae e %q a|nst such benefits
iffe

ntera\t/ﬁata #ﬁ erzgre C aCt tlone > a(q rent star%]aras t? Cen(lf_

\were |mpose
14. Fiflis pointed out, however, that 'jn one area of cal malpractice, termed
'informed consenf which deals WItl] the uestmn o{n WH ?1 ra Eanent who con
s]enés {0 a particular treatment has been ade uatelY mforme of ri skafew couL
that the adequacy of the practitjoner's communication of the ns S IS not to be
teste ey practitioners' nsto ary disclosures put |s ues lon for t e H ?/
Hence, expert estlgwotnm nt or cu tom is ot |n spensable to intiffs
case. Nor Is the defendant’s ex ert evl ence o cu to Invu nerabe t a jury
determination of unreasona Ieness (19753, pp. ©

94



Why should not the Ie?al process provide auditors with the same
insulation from the “vicissitudes of litigation"? Fiflis sug?ested reasons
for the unique treatment given doctors and argued thaf those reasons
are not relevant to auditors.
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Some of Fiflis's views are at least arguable. He sugéqested that
accounting and auditing issues are less complex than medical issues,

15. For an opﬁosrn ornt fvrew at the courts should treat doctors and accountants
srmrarle)r |72eva trng eir performance, see Solomon, Chazen, and Augenbraun,
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and therefore more amenable to jury evaluation. However, some audi-
tors have suggested that this may be the result of efforts bY the
medical profession to create a mysficism about their specialized leam-
ing, as contrasted with the accounting profession’s traditional desire to
communicate both the nature of its opinions and all of the supporting
reasons.

To some extent, fear of ||ab|I|t¥ may sharpen I1udgment. However, it
may also lead to a retrenchment irom responsibility as the profession’s
rational response to the escalation of such risks. Even if the fear of
litigation, does lead to greater care, it is not uniquely applicable to the
accounting profession.” Moreover, if Potentlal liability is to serve as a
stimulus fo effective performance, the profession” must have some
confidence that effective performance can be measured in advance of
litigation. Without the structure of generally accepted accounting princi-
Ples and auditing standards to rely on, fear is more likely to produce
he undesirable effect of attemrptmg to meet the minimum “standards of
a Judge or jury rather than efforts to comply with established profes-
sional” rules. , , _

However, the unique treatment of doctors may be inapplicable to
auditors for another reason. Litigation against auditors, "unlike that
against doctors, proceeds not just under common law, but under
federal statutes that set forth responsibilities and remedies to achieve
specific objectives. Communication to third parties is an important
aspect of those responsibilities. It may be inappropriate to ask a juror
to determine the adeguacy or corréctness of a particular medical
Rrocedure in a particular circumstance; it is more appropriate,
owever, to ask a juror if an auditor's communication is understandable
to investors. Lay jurors are generally not doctors, but they are often the
public for whom"the auditor's communication is intended. Perhaps if
doctors were required to provide detailed memoranda explaining each
of the judgments and steps they had taken in a professional capacity,
there might be less distinction between the treatment of the two profes-
sions in‘the courts.

Extension of the “Safe Harbor” Concept

. Two possible adverse consequences to society of the litigious en-
vironment in which auditors work and the fear of creating néw bases
for Iltlgzatlpn were noted in chapter 6. One was an apparent reluctance
by both individual auditors and the Professmn as a whole to become
associated with new tyPes of information such as forecasts and current
values. The other was that the costs associated with audits of high-risk
clients might become prohibitive in relation to the social bengfits to be
achieved. The granting of an appropriate “safe harbor” by either legis-
lation or SEC action, “similar to that adopted by the SEC relating to
replacement cost disclosures, could remove af least one significant
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impediment to professional involvement with new forms of information
and high-risk clients. A safe harbor rule provides protection by placing
a burden of proof on the person seeking to establish liability that a
certain, specitied standard was not met.] .

Safe harbor rules might be made available onIY when auditors are
asked to assume new responsibilities or significantly extend old ones,
The safe harbor device would be appropriate only when the proposed
extension_ represents a sharp increase In the level of responsibility or
new, untried, high-risk areas. After an appropriate period of exPenence
with the new t)()pe of information, the continued need for the safe
harbor should e reconsidered. Society would be better served if
auditors were more often involved with new types of information. Such
involvement would serve to improve the quality of such information and
hasten the development of improved standards. The involvement would
be more likely to occur if standards for proper auditor conduct could
be agreed on in advance that would serve as a means of limiting
liability if the auditor has performed in accordance with those
standards. _ ,

With regard to marginal enterprises, Mautz argued that
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Assessment of Costs Against Unsuccessful Plaintiffs

Several sections of the federal securities acts permit the courts to
assess costs (including defense costs) against plaintiffs and to require
plaintiffs to post a bond for those costs. An extension of this power,
such as that proposed in section 1418(d) of the American Law In-
stitute’s Federal Securities Code, to all sections of the securities acts
that permit private litigation for monetary damages would serve to
d|scoura?e "nuisance” or “strike” suits against auditors. The ability of
the courf to assess costs against unsuccessful Tplalntn‘fs would "not
restrict plaintiffs’ access to the judicial process. The court would be
empowered, but not required, to assess costs, and that power could

Release no. 203 (Dece 1976), Notice of Adoption of Amendment™to Rule

16. See, for example, the Ia}Tq gﬁ%e of t&e safe harbor rule in SEC Accounting Series
3-17 of Regulation S-X, Relating to Disclosure of Certain Replacement Cost Data.
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be used with discretion by the court when, by objective standards, the
complaint was frivolous or had litlle chance™ of success at trial. Par-
ticularly if the code adopts a negllgfence standard for private actions
for damages, the ALI provision would be consistent with the view that
express civil remedies allowing recovery for negligent conduct should
be subject to procedural restrictions.

Revised Standards for Class Action Suits and
Elimination of the Contingent Fee System

The combination of class action suits and the contingent fee sys-
tem has undoubtedly increased the exposure of auditors to litigation.
Some of the litigation has heen meritorious and some has not.

For auditors’ to advocate elimination of or restrictions on class
action suits and the contingent fee system might appear to be merely
self-servm?. This is not to suggest that refinements of the system are
not possible, but the refinements can be achieved by judicial as well
as by legislative or regulatory action. As noted earlier,"courts now have
the power to prevent abusés of class actions, and they have lately
begun to exercise that power. The courts also approve the portion of
an"award or settlement that is allowed for attomey fees. Whether
society has been ill-served by aspects of the litigation process over
which” the courts themselves have the power to~exercise control is
arguable, particularly when there has been a recent trend, evidenced
in part by the Hochfelder decision, to limit access by private litigants to
the federal courts in securities cases.l/

Moreover, the profession’s image is not enhanced by proposals
that may even appear to he self-servmg. For example, in May 1975, the
professional ethics division of the AICPA issued a proposed ruling that
would have made it unethical for a member to serve as an expert
witness or consult in connection with litigation for a contingent fee. The
Proposed rulm% regardless of its intent, met with substantial opposition
rom the plaintiff's "har and was withdrawn. The publicity, generally
unfavorable, that greeted the proposal could not be withdrawn.

Institutional Changes to Improve Auditor Performance

In addition to the proposals for changes previously discussed,
there have also been numerous suggestions for fundamental institu-
tional changes that would improve auditor performance and thereby
lessen expasure to litigation.

17. SEC General Counsel's April %6 7976 Memorandum Regarding Emst & Emnst v.
Hochfelder, Bureau of National Affars, no. 113, June 10,1976, p. J-3.
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Publication of Case Analyses

The profession requires thorouRh analyses of civil, criminal, and
SEC enforcement cases involving alleged audit failures if it is to under-
stand the expectations of the courts and the SEC and react appropri-
ately to those expectations. The analyses of cases involving alleged
audit failures by the Commission on Auditors’ Responsibilities was a
worthwhile first steﬂ in this direction. o

The AICPA, with the cooperation of accounting firms and t_hrou?h
the use of court or SEC documents, could establish a mechanism for
tlmeIPI analyses of individual cases as they move through the judicial or
regulatory system, The analyses should be published in a form readily
available”to"practitioners, téachers, and others. They should consider
the nature and causes of specific audit failures, the changes in audi-
tors’ responsibilities suggested by I|t|gat|on and SEC administrative
action, and the implications for the auditor's evolving role. The analy-
ses would be descriptive of actual court rulings, setlements, or enfor-
cement proceedings; they need not await the outcome of related
disciplinary proceedings by professional bodies.

Increased Auditor Authority

Sterling (1972) found that “the accountant has been given a re-
sponsibility without concomitant authority.” Earlier parts of this mono-
graph have suggested ways in which the auditor has attempted to
reduce his responsibility or“at least abstain from accepting new ones,
and Sterlin sug%ests others. However, the courts, have generally not
permitted the auditor to take those courses of action. ,

The auditor's lack of authontY stems from the power that a client's
management has both to select accounting principles and to select
and dismiss the auditor. One legal scholar suggested that
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Eisenberg's analysis suggests that the reportrn% requirements of
Form 8-K have provided little authority to auditors in their dealings with
mana?ement over the choice of accounting principles. This may result
in part from the SEC's response to 8-K filings. The following exchange

S

between Walter E_ Hanson, senior partner of Peat, Marwick, Mitchell &
Co., and John C. Burton, then chie accountant for the SEC, at the May
25,1976, Wharton School conference on “The Public Accounting Pro-
fession and Its Critics’ is illuminating;
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18. Eisenberg attributes the quote to Leonard Spacek.
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Sterling saw “only one other course of action open to_us—since we
cannot lessen the responsibility and since the responsibility outweighs
the authority, we must increase the accountant's authority” (1972, p.
37). This would be accomplished by denying to managements “the
power to hire and fire accountants and ‘thé power to select from
diverse accounting principles as theg see fit" (Sterling, 1972, p. 40).

Ersejnberg argued that both of Sterling's proposed changes are
require
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The two proposals can_be considered individually. Placing  the
authority to_dismiss an auditor with an independent audit committee
would Significantly increase the auditor's authority. In fact, such a
structural” reform might remove the necessity for shifting the respon-
sibility for the selection of accounting principles to the duditor. Reten-
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tion ,bP/ management of the responsibility to select accounting
principles is desirable, particularly if other méans exist to increase, the
auditor's authority. At the ve(rjy least, the selection of accou,ntm? princi-
ples cannot be completely divorced from the data recording function,
and no persuasive case has ever been made that the auditor's role
should encompass the recording function. In fact, Mautz and Sharaf
(1961) have suggested that performing such a role would reduce the
auditor's independence.

Strengthening Controls and Discipline Over Auditors

The accounting profession has taken significant steps in recent
years to strengthen controls over the quality of practice. Still stronger
controls and improved d|SC|p||nar% procedures would both ingrease fhe
level of performance and strengthen the profession’s case in seeking

ublic supﬁort for changes in ihe legal and judicial process. Among
he steps that could be’taken are beétter education in preparation for
entry into the profession, mandatory continuing education, mandatory
peer review, and a stronger professional disciplinary process. In-
creased levels of auditor performance are not costless, however, and
benefit-cost models do not exist to determine the optimal level.
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8

Acceptable and
Unacceptable Proposals for
Change

As the discussion in chapter 7 indicates, numerous proposals have
been advanced for changmq the legal environment. Some involve only
minor tinkering with the IePa and jugdicial process, while others involve
major revisions. Some of these views are undoubtedI){ caused b
frustration derived from the gzenume belief that the legal system has
worked to the detriment of the public accounting profession. Other
proposals suggest changes that would benefit hoth™ society and the
public accounting profession.

Criteria for Evaluating Proposals

In analyzm? the impact of the legal environment on professional
practice, both the desirable and undesirable consequences to society
were considered. It is impossible to measure the societal benefits and
costs of the present process for adjudicating charges agzamst inde-
pendent auditors. However, it is possible to evaluaté how 1o obtain or
enhance some of the desirable consequences %beneﬁts to society) by
means other than litigation without ?en,er,atmg other undesirable conse-
quences (costs to souet)(?. Similarly, it is possible to evaluate how to
alleviate some of the undesirable Consequences through changes in

103



the legal and judicial process without at the same time reducing the
desirable consequences of the present environment. The result would
thus be a net increase in the economy and effectiveness with which
individual auditors and firms carry out their assqned role in society.

The profession should not support Proposals or changes that seek
merely to benefit individual auditors or firms, For a proposed ,c_han(%e to
be both credible and acceptable, it should enhance the ability of the

rofession to fulfil its assigned role more economically and effecnveIY.
roposed chan_?es suPpo_r,ted by the profession should not seek 1o
relieve the auditor of fiability for substandard performance. The goal
should be to enhance the net benefits of the audit function to society.
~ Acceptable proposals should not seek changes in the overall judi-
cial system. They should be limited to those aspects of the process of
adjudicating .d[s_[)utes that have a unique effect on auditors. For exam-
Ple, responsibility for specifying auditing standards, including the de-
ermination of due care in specific situations, is presently shared by the
accounting profession, legislatures, the SEC, and the courts. A specific
error or omission by the auditor, such as poorlgl supervising an assis-
tant, could be meré negligence, reckless conduct, or willful intent to
deceive. How and by whom should the degree of culpability be deter-
mined in a sPecmc ¢ase? The SEC could set highly specific criteria for
determining the degree of culpability. The criteria would be known in
advance and would” provide guidance useful in audit planning, but they
would be inflexible. AIternatwehé, the criteria could be determined by
the courts on a case-by-case hasis. This would achieve the desired
flexibility, but the criteria would, in effect, be applied retroactively and
would not be known in advance. o o

This philosophical issue has existed for many years; it is not limited
to accounting and auditing, but affects many professions. Legal schol-
ars and others have long debated whethér case-by-case court de-
velopment of specific standards of conduct is preferable to legislation
or administrative rules.1 This is not an issue to which the accounting
profession can contribute some unique._ expertise. .

The combination of class action ‘suits and the contingent fee sys-
tem operates to increase the exposure of auditors to hoth meritorious
and nuisance suits. But those aspects of the Ie?al climate have the
same effect on all professionals. They are also, al least at present, an
integral part of the legal system. Moreqver, the courts are empowered
with'the means of preventing abuses of the class action procedure. An
attempt by the profession to change these aspects of the system
would E)ro ably be viewed as self-serving and unattainable. It would
probably reflect a misunderstanding of the balance presently achieved
and achievable by legislation and the courts.

L See, for example, the discussion in Davis, 1969.
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On the other hand, other pro?]osals for changes that the profession
could endorse would not face those criticisms.” Such changes would
enhance the efficiency and effectiveness of the audit function. Other
segments of society could accept and implement them. They would
reflect a degree of ‘expertise and area of interest that knowledgeable
auditors would reasonably be expected to possess.

Proposals That the Profession Should Support

Proposals that meet the suggested criteria and that should receive
the profession’s support include—

L Statutorily limit damages, as would the ALI's proposed Federal
Securities Code. Some form of statutory limitation is_necessary for
the continued healthy existence of a public accounting profession
in the private sectof. Increasing insurance costs, and even the
p033|b|||t2/ that significant insurance coverage may not be available
In the future, ma){ place an intolerable burden on the profession.
The ALl Proposa considers the statutory limitation as part of a
trade-off for a negllﬁence standard in what are now 1934 act
fiings. However, both the precise formulation of the limitation to
dama(%es and the necessity or appropriateness of any trade-offs
cannot be determined at this time. Further research is needed to
determine the precise formulation of the damage limitation and the
appropriate standard of care that would best serve hoth society
and the profession.

2. Increase th,e_ablll%y of the courts to assess costs against unsuc-
cessful plaintiffs. The provision in the ALl Federal Securities Code
that allows the court to assess costs, including attorney’s fees
against any party and to require an undertaking for the payment of
such costs in {)nvate actions would extend the existing provisions
for assessment of costs and posting of a bond under some sec-
tions of the securities acts to all sections of the acts and thereby
discourage nuisance suits.

3. Increase the use of “masters” appointed by the court in cases
involving complex accounting ?rmmples or auditing standards. Au-
ditors believe, rightly or wrongly, that judgments against them are
fre,quentl¥ the result of lay juries or judges making decisions on fine
pgmts of accounting and auditing “without adequate impartial
advice.

4. Extend the safe harbor concept. Regulatory agencies and legisla-
tures should grant safe harbors, when auditors are called on to
assume new responsibilities or 3|?n|f|cantly extend old ones, Audi-
tors have been justifiably reluctant to take on new responsibilities in
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the present I|t|?|ous environment. Society would be better served
by auditor involvement with types of information beyond the histor-
ical, annual financial statements even without the attendant liability
that would otherwise attach to that involvement.

) Analyz,e and report audit failures. Througih an analysis of cases
involving auditors as they move through he judicial” or regulatory
system, individuals and firms would be able to keep abreast of
current practice, developments at relatively little cost. Educators
and textbook writers would also have a valuable source of informa-
tion. Knowledge of the nature and causes of specific audit failures
would have a beneficial effect of discouraging the repetition of
substandard practices.

6. Decrease the authority of management to hire and fire auditors. An
increase in the auditor's, responsibility to enterprise audit commit-
tees composed of outside directors” would reduce the auditor's
responsibility to management and increase his authority in exercis-
ing his judgment in accounting and auditing matters.

Proposals That the Profession Should Not Support

Proposals that do not meet the suggested criteria and should not
receive the profession’s endorsement include—

L Limit liability by contract or disclaimer. A limitation by contract
would presumably apply only to those in a contractual relationship
with the auditor, ‘and "expanded liability to clients has not been a
major factor in the overall litigious. environment in which auditors
work. A limitation of liability by”public disclaimer would be no more
effective than a plea for civil or criminal immunity. It would also
serve to negate the auditor's, role of providing assurance on the
credibility of financial information.

2. Provide insurance for investors against losses caused by auditors’
substandard performance, such as through_ an FDIC type of ar-
rangement. An insurance scheme to protect investors against busi-
ness or market risks would entail a major chan,%e in the function
and structure of securities markets and, possibly, of the entire
econgmic system. An insurance scheme to protect against informa-
tion risk would be less drastic, but users would likely not under-
stand the distinction between information risk, which could be
insured against, and business and market risks, which could not.

3. Advocate that legislatures and courts consider adherence to au-
thoritative auditing standards and accounting principles to be an
adequate defensé in civil and criminal cases. The courts have not
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often rejected generally accepted accounting Prlnqples and audit-
mg standards ‘as effective defenses. When the issue has been
addressed, it is usually in reference to reporting or disclosure_rules.
Thus, the problem is not severe. Moreover, for the profession to
s,ugﬁ,est that it alone has the right to determine its role and respon-
sibilities would appear to be self-serving.

4. Impose tighter standards for class action suits or eliminate con-
tingent fees or hoth. The profession’s advocacy of these proposals
would probably be viewed as self-serving. Class actions and con-
tingent fees are not unique to cases involving auditors. The courts
are already empowered to take steps to ﬂrevent abuses in these
areas and have lately begun to exercise that power.

5. Give auditors, rather than management, the authority to select ac-
counting principles. Increased auditor resPonS|b|||ty,to audit com-
mittees "would ' probably avoid the need Tor specific authority to
select accountmq principles. Moreover, the selection of prmuPles
cannot be completely divorced from the data recording function
and no persuasive case has yet been made that the auditor's role
does or 'should encompass the recording function.

~The profession must recognize that it cannot expect statutory or
judicial relief from litigation unless it takes appropriate measures to put
its own house in order and unless it is willing to accept added respon-
sibiliies in exchange. The recommendations in this paper, taken to-
gether, are designed to achieve that relief in a context of both new
responsibilities and a higher level of performance for existing
responsibilities.
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