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Discussant’s Response No. 2 to
“Hlegal Acts: Whattis The Auditor's Responsibility2™

Frances M. McNair
Mississippi State University

When I agreed to discuss the paper by Dan Guy, Ray Whittington, and
Don Neebes, 1did not realize the task wotild be so difflcullt. Coanmeentignon
a papet about SAS No. 54, written by drafters of ttie stittanant, s difffioult
enotigh, bt then to follow dilsaussiomns by tiree of tHecHri ghhtestaaconuitiiipg
students at the University of Keansasitsriesllly adiake.

Even with the enactment of SXSSN\o 584 thiesqgessidanobiviviiotith awditdéior
is responsible for iks sfilll diifficult téoanasveer [IdesstHiéssshantiartangsveerthiee
question or does it raise the question, “What is the Auditor Responsible
For?” The standard increases the auditor's responsibility for dietection ¢f aa
gliilfnt’s illegal acts and it may be difficullt tip distarnmiine wiake ttie regpomnsi-

ty stops.

Some of e weatlk ttiet 1| Hawee diboie nsoamtly Hies Hean iin the arkea of thiee
accountant’s liability and responsiibility. Consequently, some of myy @aim-
ments concern the potential effecit it thiks rew SXSNw. T @auld] exe @n
the auditor in terms of aatttititonal diticesandilidiliitées Iiwoalitlikettoagidetesss
four areas of comueetn:({))tHesotiasdificadion offilidegbhentaaditisecd o inditirett;
(2) potential increased liability; (3) interaction with other SASs; and @) diis-
closure.

Direct vs. Indirect Illegal Acts

As discussed in the paper by the authors, illegal acts are divided ifito two
categories. The auditor is prescribed differentt degrees of responsibility
based upon the category in which the illegal act falls. Tieriesaribed dggiae
of eateilsmudh Kiigher fir tHefitstoantegoty otfaesis-tiibssdligahhenistibat
have a direst anidChinaésidabredeco nothtEridndislaltsledast imoleust Sisdece
this category of illlggal asts wauld affect tHeafinaniil ksitéeneeithanooumits thee
auditor sheuld assess the risk that an itlegal act may eause thefinaneial state-
fhents to contain a Material misstatement. Consequently, the auditer must
]degl %udlt procedures to provide reasaniasssrimnces detiigainBdfie il-
egal aet.

Much recent litigation has been based on the auditor’s negligence when
there was a failure to diiscowar and report managament’s effors and itregu-
larltles, i.e., management fraud. Thiiissamestiandiard oifcapeareeguireetiidardtis-
covery of manggamaits afars aidl ifrepullatiies i tow reguived o die
discovery of tthe clliattts ditvact effiect illlggahaeds Thimeaastheeaadeiserwdlll
have to understand the legal environment in which the elient is eperatifig in
order to design procedures that would detect such offenses. THiiswiillthane
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a direct impact on the auditing procedures, especially those designed to test
the internal control procedures of tiwe cllésrtt

The detection of ttie iintiiksct effiect ilideghhatisasiddiret!innSASING0 534
may be much more difficullt thvem the distection afft headilicet téféedtilidieald asts.
These are acts that normally do not have a material effect an tiie ffiaaotihl
statement amounts. The auditor has a responsilbility for their discovery,
to a lesser degree than for five dilscowery of thecdireettedféect ilibeabhetstsAASSS
noted in the paper, except for @ fiew exanybssgiveeniintteestiatareart], difffor-
entiating direct effectt illbagl actts frammiintiixsdt efffect illHgghbattddddapadyyaa
matter of audiitor's jlutiguent. THere appears to e @ wany fime line esweson
the two types of il kgl actks, zund| in somne cases tie dikimction sy e momnex-
istent. For example, if sncentimgent Hbillity itsitiontified s @ mesulkt off aanion-
direct effectt illtagdlacttand| appotiiom affitiids eenined dbbaaconedd thiearddess
it not become a diirect effect ilkegd battwithhtteeHigiteersttantiartioficaped Afiéer
all, this type affaat tideshavem alitiret fffetionthid ffinacialaitstetearerimmatsts.

It appears that the distinction between a direct effectt illéagl st and] zemiim-
direct effectt illéggdl autt my e asaumae aff coafifisttonbbtithtddlibaacsontant
and to the public. If anilltagl satlss aoaured ((kagardliess offtyped) aantitihass
a material effectt canttivefimamaid [sstetanantts, thremittrmisstire nsfilsdied imthwe
finamci| stateterentstsif khthidlébadalcads isimatetéaiaththenandisiibetoserefehéhe
act is required to an outside party. However, can there be an illegal act of amy
consequence not requiring disclosure? Even if thive it portisins to e qpara-
tion of tiie @nganization, e conmission fthedlibegd battaancamssead degd lili-
ability to accrue. The probability of mhmamtﬂsmng diiscoxated iks mat rellevant;
if thine et Hivess e cmnmrditiod e tie consanusnoss must e corsditored.

Some acts may not affecit asgpecific lined téemoonthecfiicandid ksatéeneents,
but they could affectt theqartitnuation «fthechinstiesss Heoresuanpits iftaacict
has been committed that might cause an operating license to be revoked, this
would affectt theafillity affthechinstheest daconitiimes HEH s wemehhsmtanﬂnn
then a going concern assessment must be made and disclosed if tthe canse-
quences were severe enough. Defining twocatagniiesafiiliigghhatismagypeeree
to confuse tine Auditior and gpossibly lkead to more liigtion. It appears tiat e
auditor should look at the effecit afftbledlidgghhatbontbiediimarnial ksitteneaitss
and whether disclosure could affecit amiitvwesstoris apiititon.

Although the standard prescribes a higher standard of caxettivan did B
No. 17, one of tthe punpeses aff iddeniifyipgtihve Bissse o hHflldigdal @steragatoto
try to limit the auditor’s responsiibility. But has this been accomplished? The
standard actually makes the auditor more responsible. Even if e illkggsl st
is related to the operating environment, if itt zan e neetarial effiect oanthiee
financiall skiiamant oo oortlibeatititis oppeativan thbkeridtheaaditiiomootee-
sponsible for dietection? Iis tie diistinction hetween a difect effect illdggdlaact
and an indirect effedtt illtggdlaatireediyiiwifiill opddesshisiprvidela fafalssesmese
of seaurity fiar theeandiito??Coalblaamuoreussdiilltéss bbaldeeklppdd?

Legal Liaibility

How does this increased responsibilityfit with potential liability? SAS Nia.
54 prescribes the same standard of ccaxeftor diticec efffedtillidlegod ctstasit doloes
for dliants erirars andiitegukarifies inS¥SN0533Mbtifigigiounataiterofabdagay's
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environment makes the auditor more susceptible if e itscardessiin it me-
sponsibility to detect client's illegal acts. The problem of tthiird| peatty Hickiliky
is a very real problem, as many accountingfirms know.

The more liberal view of auditiar mesponsibility adtapted oy meany of thee
courts in the 1970s and 1980s proved to be costly to many accounting fiifims.
While the opinions of tife anutis dtoweasyfiramssitda deritteinzgaeesdla amonse
liberal view wias adiopted wiith respect to tihiird yuarty lirehillity. Miany efthesconitss
took the position that cliexits had a diuty totthind gaties, patitadlatdyiffttibgaoapp
was identifiablle and limited. This standard has the potential for mnslking tiie
auditor liable for e cliiant's iimjiriousillggl actis.

One positive note however, is that a few «ffthiecconurt iddedisomssinntbiacldate
1980s and early in 1990 have tended to take amare canservative view of tHitd
party liability. The CretittAfiliarcdedisisiols snenef chd¢hadroimpogartadede-
cisions in the 198@s? Iin GreditA AddiergthéhwenurddRekmoromwesaseniative
approach and limited liability to third parties that were identified prior to the
engagement. A number of atthar sttette @nunts e attaptied thiks wiiswiin 1HES
and 1989. Allso, early in 1980, iin the Caipavd deeisiiontHoERplitsHoessoHf
Lords adopted a mare canservative viewsinillartiottatidteaninGeddin Allaace.

Anocther interesting question that SAS No. 54 raises is the potential In-
volvement of lkgll aaumsel im tie awdiit process. Sone aciions msy cll ffor aan
expert opinion as to whether a law has actually been violated and the impli-
cations of tiie vitdbaiton. Witkilke the aaoaurtiant iks et meosssarily caneatined
with whether a specific adtiisilllagall porse thieeecennass blecacdeeterniinaioantso
measure impact on theffinancial statements. For example, some of tthe fre-
visions o{tihe&‘:muﬁﬂimﬂkniaﬁlﬂ%&mmmmﬂmddmwdnsrmﬁ)bbweyy
technical.

The auditors’ expertise also is at issue here. How familiar with law and
regulations must the auditor be in order to make a judgment abotit viclations?
If tihe awdiitor dises mutt Hawe tie disgree off connpeeternyyreegiifeel), ddessthids
mean the employment of aaunsel rgy heaame araguitarpattafileeadi ppos-
cedure inflirms where complex regulations apply? It appeatrs that the poten-
tial is there to have legal counsel as a regular member of tihe audiit tieaim.

Interaction with Other SASs

SAS Nin. S#tits related specifically ttouumtiar diftlieenmeanSAASslibnivensre
issued in 1988. The andiiat’s responsibility fior tHedigtaainn oifcibant itsect
effectt illiggdlaatsiistiiessamesissraguied! fiar thealdetetiionottiidiens s e oay's
and irregularities in SAS Nig. 5. Asyynileriow SAENY055hhasnineressdchau-
ditor responsiibility by requiring the auditor to design audit procediires to pro-
vide reasonable assurance of diiection.

The duty of tieeauditinrtiodistestrmatatidl mistatamantasorssitiofichbrtiEs
illegal acts and the risk assessment (both control and inherent risk) have a
direct bearing on the substantive test that are to be performed. If the Audi-

Goeettitsiance w. Akt Ahdde san&R060 488 NNEE2@d TH,ANNY YA o1 (5555).
2CAPARO Ihittustivies w. Iidkeman, ettall. (Toavdie IRess), Enmglish Htaise af Loedds((9909).

164



tor fails to consider the possibility of illlagsl aats and| thneiir ibnpect om the
financial ststetarentislibartthaadititomagybbeetitighhimetifpiofon aawlli-
gence charge in the event of sulissquent prctikams.

SAS No. 55, Consittenzionnsf Ohethadniel (@it Sholctamuitur Finea-Finan-
cial Statorwont Auddif isislatstmipyzeid by S8 dlG45 ieheememterteababoon-
trol procedures require a higher degree of wndierstanding affthieecoomppaiss
internal control structure. The understanding of e contirol emviiomment i
especially important in relation to dietiecting)iillagl adts. Tiecarttialevironmett
includes such factors as mansgement philosophy, the entity's
structure, and various external influences that affectt ttie entiitly's aygerditons
and practices (such as requirements by legislative and regulatory bodies).

As I mentioned earlier, a client illegal act could affectt tthe finmsaiiiity tto
continue business which will cause a going concern evaluation under SAS
No. 59. Obviously, a client illegal act will affect adittgracetivesnaguied Hy
other SASS, ie, ttrediesignaffsabistianiveqpoceddness Thhsseraamjusilitisistite
the far reaching effect ofSASNNGHS.

Disclosure

Normally the responsitbility of mufiiffyiimg paatiessontitsdiettieectivanssorgza-
nization of an illtagal st muit meported i tie finamcid | sttettmomets iks e me-
sponsibility of maragementt. Froweswear, SN, BY, a6 welll s maosmt aauntt
decisions, indicate that the auditor has a higher level of mesponsibility ffor re-
porting certain kinds of miissondiuct. Thie mew sttettemmant ssans to ffdll shoott
in clarifying the auditior’s responsibility flor diisdbesuke. IHrsees ttett i gram-
eral, the auditor has no responsitbility to notify partiies autisidie of thiecctiéet’ss
organization of tine illkagl ks, Htowmexer, iit dives auggerest it diaumdtansss
raay exist that would require disclosure to an outside party. The statement
then lists several situations that may require disclosure, but still leaves the
decision up to the judigment Mtﬂmdhmmﬂeesmnﬁmsnuabnnssmemourt
decislons in the 1980s reinforce and stirengthen the diisdiosure reguilrement.
For exam| gle in the Rudolgh cassetlikecoont essiblilibledditit vomnlitickissee
standard.® Tie aaurt reasoned it iit iis mot wnreasonable 4o expact am ac-
countant to exposefiraud in certain circumstances. In Rudolph, the accoun-
tant had knowledge of fraudl sulisequent to the audiit. The court stetked “te
accountant’s informatiiom is obviously superior to that of tlie iinweestons™ amdi
the auditor may have a duty to disclose.

Other courts contend that absent some duty to disclose, accountants are
not required to tattle on their clients. As the court noted in Baker, liwlblilllly
depends on an existing duty to disclose. Qne question to he answered s does
SAS No. 54 create a legal duty to disclose and if s tio wiwtt divcunstances
does it apply? Again, it would appear that if tiie ill baggl adt wwonllkdl itnypect the
financiall stitéeneantaamautisoorcbhaggeaaninnessiossddecition, thieantlieeee

Fradiddiphw. Aktur Addessan &G0, S900FF 22410840((110Gir19866)rebleaingrldaiiddaBOGE.
2d 1070 (1986), certt denied, 107'S. Ct. 1604 (1987).

4Baker w. Fanierson, Fraidin, Stamres and B, 7357 - 24 480 (th Cir. 1985).

165



already is a duty to disclose. In a 1988 case, allegations that the accounting
firm k keevo - dcal ioh paparénshih Whég]g*x%ﬁ&l’lbhﬂ]ﬂl@ﬂé&/ﬂd&ﬂﬁﬁ nigmgme,
led to a claim for iidiing and athetiigg > Coaldtt Hissaldeoagpytcoiilbega laatisodf
clients known by the audiiior but not diisclosed? Audittars eanadisosiitijiettheem
selves to RICO suits for nmare]y Theiimg “:associkatied witli™ an arganization iiin-
volved with RICO viclktiinns®

Conclusion

In conclusion, the implication of tthiks mew SXSddessriistessonecintéeeast-
ing questions. As the authors point out, one way to handle the problem may
be to contract separately for camyiiiancs precsdiires. Ik appears tihat SASNND.
54 has raised the level of reagpansidhiilityy féor thleaddetetitmneaddididoasiy o0l a
client’s illegal act. This higher standard of cate tss tine gotential «ff ceeaatigg
an even more litigious environment for tie faanusitamt.

Rabbertow. Rest, Wiarwiidk, Mittdielll & (2o, 8557H: 2206345(¢0thCTir 99 NH0ES).
Sstiaat tw. Browm, 711 2201 3333 (TthC@i),) ceett déeréet 108455 Gt 5663 5600((9833).
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