DRAFT


To:
Advisory Committee on the Auditing Profession

Re:
A Liability Cap System for Audit Firms

I am writing in response to issues raised concerning the need for a liability cap system for audit firms. I was the first Vice-President-Auditing at the AICPA and the first Chief Auditor at the PCAOB. For 25 years I have worked as an expert in litigation involving allegations of auditor misconduct. During this period I have investigated over 100 instances of alleged audit failure and have been engaged by both plaintiffs and defendants in litigation involving audit firms.

In the years following passage of the Private Securities Litigation Reform Act of 1995 (the Act), there was a noticeable decline in the quality of audits. There was also a significant decrease in the ability of private plaintiffs to bring an action against auditors that would sustain a motion to dismiss.

Since passage of the Act, in my experience, securities litigation by private plaintiffs against auditors is not filed unless there is clear evidence of misconduct on the auditor’s part. This litigation against auditors is not frivolous and is based on evidence that auditors either knew about misstatements of financial statements or failed to apply the most basic auditing procedures that would have detected material misstatements.

The auditing standards require the auditor to obtain reasonable assurance that the financial statements are not materially misstated as a result of error or fraud. Auditing standards recognize that fraudulent financial reporting often involves collusion and primarily for that reason, indicate that an audit cannot provide absolute assurance of detecting material misstatement caused by fraud. Too often auditors – both in performing audits and in response to criticism for failure to detect fraud – subscribe to the belief that an audit in accordance with professional standards cannot detect collusive fraud. However, it is not usually the existence of collusion that prevented the detection of fraud.

The reason audits often fail to detect material misstatements caused by fraud is because the auditors ignored identified risks in audit planning, ignored the need for professional skepticism and accepted management representations in lieu of persuasive evidence, or ignored evidence that contradicted management’s representations.

These problems occur in the current environment. Providing a liability cap system would increase the problems and impair the ability of investors to seek redress for failed audits. Investors have suffered significant losses in past cases, such as Enron, WorldCom, and Adelphi. The settlements paid by auditors in litigation have been small in comparison.

In considering this issue, I urge the advisory committee to review the SEC’s published enforcement actions against the auditors in WorldCom, Waste Management, Cendant, Adelphi, and others and evaluate whether this type of conduct should be protected.

If it would be helpful for your staff or members to discuss these issues further, I would be happy to respond to questions by mail, phone, or in person.

Sincerely, 

Douglas R. Carmichael

