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Department of the Treasury
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Washington, DC 20220

September 16, 2008

RE: Second Draft Report of the Advisory Committee on the Auditing Profession

of July 22, 2008

Chairman Levitt, Chairman Nicolaisen and Members of the Committee:

We are pleased to have this opportunity to comment on the Second Draft Report of the Department of Treasury’s Advisory Committee on the Auditing Profession (“Advisory Committee”).
Section VI, Recommendation 2 states, “Monitor potential sources of catastrophic risk faced by public company auditing firms and create a mechanism for the preservation and rehabilitation of troubled larger public company auditing firms.”  While both the PCAOB and various firms have made recommendations, we would like to recommend another item for the Committee to consider.  Academic research studying the events surrounding the demise of Arthur Andersen indicates that the clients abandoned the firm within a short period of time.
  The continuation of a large CPA firm is largely based on its reputation and a firm can collapse either because the clients switch auditors or the partners leave the firm in a short period of time.
The draft report recommends that firms develop rehabilitation mechanisms.  Potentially, a firm could collapse before the rehabilitation mechanisms have a chance to work.  We suggest PCAOB or the Securities and Exchange Commission consider establishing a procedure that can be implemented to stop registrants from switching auditors or allowing the partners to leave the firm, either of which could potentially cause the CPA firm to collapse in short order.  This procedure would in most cases be implemented when there is high information uncertainty and is analogous to what happens when the New York Stock Exchange suspends trading of a stock.  This procedure would prevent the firm from collapsing until the rehabilitation mechanisms are in place and working.
Based upon the issues in Section V on firm structure and finances and Section IV, we believe that the Committee must address litigation reform. The ability of the policy makers to address litigation risk is critical to all constituents since it will impact the demand for audits
, the viability of accounting firms, the pricing of audits, the reputation of the firms, and the confidence of the market in the profession as a whole.  CPA firms have been calling for litigation reform since at least 1992 when the largest firms stated that “total expenditures for settling and defending lawsuits were $477 million--9% of auditing and accounting revenues in the United States.”
  Since that time, there has been some protection afforded firms and partners such as the creation of the LLP designation and the Private Securities Litigation Reform Act of 1995 and the Securities Litigation Uniform Standards Act of 1998.  Despite these legal reforms, the high cost of litigation continues to affect the financial viability of accounting firms.  Multi-million payouts divided among a few partners have a significant individual cost.  In addition, firms are more likely to settle than to incur the high cost of litigation.  
Litigation reform also has an enormous potential impact on human capital.  As a few hundred or a few thousand partners share in multi-million dollar payouts, the high cost of litigation will likely impact the number of senior managers who will seek equity partnership.  The path to partnership is tough requiring years of rigorous and technical training, overtime for meeting filing deadlines, pressure to meet performance targets, inspection pressures, and the potential in today’s markets to share in lawsuit payouts.  If the burdens of partnership in the larger firms become too great, the firms may see too few of the best and brightest become the leaders of the profession.  
Equally important is the ability of the public to recover damages when the profession fails to exercise due professional care.  The challenge to policy makers is to motivate firms to provide high quality audits by not allowing them to avoid the risk of litigation and at the same time to allow plaintiffs a mechanism for fair recovery of damages. In addition, the minimization of  legal costs benefits all parties. 
We would like to advance one possible solution for an aspect of the problem: to address the cost of litigation to both parties.  We recommend creating an administrative board as part of one of a governmental agency such as Justice or Treasury or a quasi governmental board like PCAOB that would initially hear all cases involving lawsuits against registered accounting firms. 
  This board and its staff would have expert accountants, auditors and lawyers, which would make a recommendation of judgment as to whether a firm followed the establish accounting and auditing rules in preparation and reporting of a company’s financial statements.  The board would have the power to review working papers much like a PCAOB inspection team.  This type of initial non-partisan review would be somewhat analogous to an arbitration, but neither the firm nor the plaintiff would be bound by the decision.  However, the final recommendation of judgment could be presented by either side if the case went to trial.  We believe the expert nature of the board would reduce the costs needed to educate courts and juries as the board would clearly understand the role of accountants and auditors.
Additional benefits accrue to both the plaintiff and the firms.  If a firm has a negative outcome from this review, it would more likely settle with the plaintiff.  If a firm received a positive outcome, the plaintiff would be less likely to follow through with the lawsuit.  To limit non-meritorious lawsuits, the government, through its legislation creating the board, could establish the requirement that the plaintiff provide a bond to pay for the legal fees of the firm, if the board believes the firm followed due professional care and the plaintiff loses the case at trial.  The benefit of the board system is four fold.  The board would be staffed with knowledgeable professionals who understand complex regulatory accounting, auditing and securities laws.  Second, costs of discovery would likely be less because the board would have access to extensive documentation through its inspection powers.  Third, a plaintiff could receive a settlement without the large expense of going to trial.  Last, firms receiving a positive recommendation of judgment have another defense to present at trial as well as assurance that its legal bills are covered if the plaintiff loses.  However, the board’s recommendation is not final, thus it would not limit a plaintiff’s access to the courts.  

Thank you for the opportunity to comment on the draft report.

Sincerely,

Julia L. Higgs
Julia L. Higgs, Ph.D. CPA

Associate Professor of Accounting

Florida Atlantic University

Michelle Bertolini
Michelle Bertolini, CPA, JD, LLM

Assistant Professor of Accounting

Florida Atlantic University 
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