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Dear Sirs and Madams,


This letter comments on two inter-related aspects of your Addendum Draft Report dated as of May 5, 2008 in Part VI under the headings Transparency and Litigation.  
I. Transparency


The Committee recommends that the Public Company Accounting Oversight Board require large auditing firms to prepare and file with it audited financial statements beginning several years hence.  The Committee is considering whether to recommend that these financial statements automatically be made public or have PCAOB determine, after consultation with interested parties, whether given financial statements should be made public.   The Committee seeks comment on these latter alternatives. 


We support public disclosure of these documents.   It is difficult to see the basis for any objection to sharing this information.  Considerable public benefits appear in terms of assessing audit quality and firm independence as well as numerous public policy matters that the profession regularly presents for discussion.  A conceivable basis to oppose publication is perceived risk that disclosing audit firm financial resources will attract frivolous or vexatious lawsuits designed to extract rents from the firms.  This objection is hard to evaluate without seeing the information. It is a Catch-22 that probably only those with the information could unravel.  One infers that such information is not presently available, however, even to the PCAOB or the Committee.  

Yet, for purposes of public policy formulation concerning auditors, and particularly pending proposals concerning liability standards, such information is vital.  After all, proposals to reduce auditor liability risk on the grounds that financial devastation could otherwise result cannot be evaluated without reading, at a minimum, audited financial statements of the firms.  And building public policy on the foundations of private information would strike most people as illegitimate.  


Sidestepping the current information dilemma for the moment, going forward, a default rule of automatic disclosure of audited financial statements for large auditing firms may be reasonable.  To balance potentially contending interests, it could be accompanied by a mechanism to enable the PCAOB or SEC to waive or suspend the requirement based on extraordinary circumstances that may arise from time to time in unforeseeable settings.  
II. Litigation

The Committee is considering whether to recommend that Congress provide federal courts with exclusive jurisdiction over some claims relating to financial statement audits of public enterprises.   If Congress were to do this, the Committee says it should develop a uniform standard of care-liability. The Committee seeks comments on (1) whether to enact exclusive federal jurisdiction for some categories of claims and a uniform standard; and, if so, (2) what claims should be subject to exclusive federal jurisdiction; and (3) what the uniform standard should be.  Before offering specific comments on these queries, we first provide a thumbnail sketch of the prevailing auditor liability matrix. 
A.  The Auditor Liability Matrix


Auditors face potential liability in a variety of contexts, each with its own disparate standards of liability and potential plaintiffs.  Auditor liability potentially exists in the following contexts:  (1) investor lawsuits under federal securities laws; (2) investor and non-investor lawsuits under state laws; and (3) audit client lawsuits seeking contribution or indemnification. The following sections provide an overview of the significant distinguishing features of each of these contexts.
 Notably, in each of these contexts, there is considerable variation in the applicable law governing auditor liability depending on the specific context in which a claim arises. 

1.  Investor Lawsuits under Federal Securities Laws


Class action lawsuits arising from a securities transaction must, under the Securities Litigation Uniform Standards Act of 1998 (SLUSA), be adjudicated in a federal district court.  Class action is defined as one maintained by 50 or more claimants.  Suits first initiated in a state court can be removed to federal court upon a defendant’s motion.  In federal court, federal substantive and procedural standards apply.  


Claims may be under the federal anti-fraud provisions, governed by Section 10(b) of the Securities Exchange Act and Rule 10b-5 it.  Basic requirements are (a) jurisdiction, (b) material deception, (c) a purchase-sale of securities, (d) causation (reliance upon a misrepresentation or proof that the security traded in an efficient market and that the misrepresentation caused a loss in fact) and (e) that the misrepresentation was committed with “scienter,” a concept that generally includes reckless behavior but not negligent misrepresentation.  


Under federal anti-fraud provisions, there is a split among the federal circuit courts of appeal as to whether auditor liability exists if investors cannot directly attribute misleading financial information to the auditor.  This circuit split has no impact on cases of certifications of financial statements because, even in the most restrictive circuits, the attestation naturally attributes the false information to the auditor.  But if misleading accounting information falls outside certified financial statements, then this circuit split has a significant impact on suits against auditors having reviewed and opined upon false financial information that investors otherwise cannot attribute to auditors.


Other claims may be brought under Section 18 of the Securities Exchange Act.  Such suits may be brought by plaintiffs who purchased or sold a security and are prepared to prove that they relied upon a misrepresentation in an SEC filing. They also must prove the misrepresentation affected the security’s price.  Notably, this can be done without needing to allege that the defendant’s misrepresentation was made with scienter (this issue enters a case defensively).  


Section 11 of the Securities Act authorizes lawsuits addressing material misrepresentations in a portion of a registration statement audited by an auditor when it became effective. This encompasses investors who suffered a loss in acquiring securities covered in fact by that registration statement (i.e., the securities need to be “traced” to that registration statement).  Such investors may recover from the auditor unless the auditor establishes a “due diligence” defense. This defense requires that the auditor show that it “had, after reasonable investigation, reasonable grounds to believe and did believe” that the audited statements were not materially misleading.  In the vast majority of cases under Section 11, there is no need for a claimant to allege reliance upon the misleading registration statement. 


Notably, while liability exists under Section 12(a)(2) on the part of sellers to buyers, unless a seller establishes that it “did not know, and in the exercise of reasonable care could not have known, of” the material misrepresentation, auditors are not within this Section because they are not sellers.  They escape “seller” designation because mere certification of financial information is not deemed to constitute any solicitation. 


The foregoing thumbnail sketch of liability under federal securities law reflects that some significant differences exist even within federal law concerning the standard used to assess auditor responsibility to injured investors.  Differences include who has standing to sue an auditor, what auditor conduct gives rise to liability, and the necessity of investors establishing reliance.  Some of these differences are easy to understand.  For example, auditors (and others) are judged by the due diligence standard under Section 11 as a means to compel auditors to perform audits with reasonable care.  Others are more difficult to explain, such as the differing requirements with respect to a plaintiff’s reliance (although one may observe that the absence of a reliance requirement under Section 11 is symptomatic of how Congress did not view Section 11’s liability function as compensatory but rather to promote full and fair disclosure in public offerings).


Before turning to state-based claims against auditors, the significance of the Private Securities Litigation Reform Act of 1995 (PSLRA) should be emphasized. The PSLRA introduced numerous substantive and procedural changes to address perceived abuses that characterized securities litigation before 1996.  These changes included:  a procedure to facilitate selection of a lead plaintiff with real stakes in the claim, heightened pleading requirements for lawsuits sounding in fraud, and barring discovery until pretrial motions are completed. The PSLRA also introduced in most instances proportionate fault for primary liability and contribution claims, adopted an anti-professional plaintiff provision, and invigorated penalties against lawyers who bring non-meritorious lawsuits. 


Overall, PSLRA’s innovations have met with varied success.  For example, empirical evidence reflects significantly higher dismissal rates for securities class actions compared with other forms of commercial suits (whether the comparative group is a class action litigation or not), more institutions are serving as plaintiffs than before, and the participation of an institutional lead plaintiff is associated with better outcomes.
  These procedural and substantive innovations do not apply to the remaining areas where auditors face liability.  Moreover, the heightened pleading standards do not apply to negligent claims under Section 11 or at all to suits under Section 18 (because plaintiffs are not required to plead scienter).

2.  Investor and Non-Investor Lawsuits under State Law


Investor lawsuits under state law may be maintained only if they fall beyond the reach of SLUSA (i.e., the plaintiffs joining together do not exceed 50).  Investor suits can be maintained under state blue sky anti-fraud provision, which vary considerably from state to state.  Non-investor suits, and many suits by investors, are common law actions for negligent misrepresentation.  States tend to use one of three approaches to negligent misrepresentation summarized below: (a) the restrictive “privity” approach, (b) the loose “foreseeability” approach, and (c) the middle ground approach set forth in the standard treatment of tort law, the Restatement (Second of Torts).   The latter approach dominates, with only a few states taking either the privity or foreseability approach. 


The Restatement approach is set forth in Section 552 of this standard treatment of general tort law (which, we note, is in the process of revision but we do not believe that the revisions will affect the provisions discussed here).  The relevant part of Section 552 reads as follows:


§ 552.  Information Negligently Supplied for the Guidance of Others.  

(1) One who, in the course of his business, profession or employment, or in any other transaction in which he has a pecuniary interest, supplies false information for the guidance of others in their business transactions, is subject to liability for pecuniary loss caused to them by their justifiable reliance upon the information, if he fails to exercise reasonable care or competence in obtaining or communicating the information.

(2) . . . the liability stated in Subsection (1) is limited to loss suffered (a) by the person or one of a limited group of persons for whose benefit and guidance he intends to supply the information or knows that the recipient intends to supply it; and (b) through reliance upon it in a transaction that he intends the information to influence or knows that the recipient so intends or in a substantially similar transaction.


In contrast to this approach, the privity or near privity approach is more restrictive.  It was first articulated by New York Court of Appeals Judge Benjamin N. Cardozo in Ultramares Corp. v. Touche.
  It limits the scope of an auditor’s liability to intended third-party beneficiaries so that recovery by a third party is allowed only if supplying the audit to the third party was the “end and aim of the transaction.”
  Only a handful of states follow the restrictive Ultramares approach.
  


On the other hand, the Restatement is followed by a comfortable majority of the states.  It is broader in defining who can invoke auditor negligence as a basis for liability.  The Restatement does not require that the auditor have known that a client have intended that audited information benefit any specific prospective plaintiff. It only requires that the auditor know that the client intended the information to benefit one or more members of a limited group, of which the prospective plaintiff was a member.
  


Different from both these approaches, the loosest approach is, the so-called reasonable foreseeability approach. This is followed only in Wisconsin and Mississippi.
  The foreseeability approach extends liability to all those who the auditor should reasonably foresee as ultimately receiving the audited financial statements.  The Restatement approach is less inclusive than the foreseeability rule because it requires that the auditor have been aware of the client’s intent to provide the information to one or more members of a specific group for a specific purpose, and thus actually to have foreseen the possibility of the information’s use by the prospective plaintiff, not merely that the auditor could have foreseen such use.
  


We emphasize that the Restatement approach expressed in Section 552 applies only to auditors who negligently make misrepresentations.
 Intentional misrepresentations are covered in a different provision, Section, 531, which imposes broader liability, allowing suits by any foreseeable user of the information.
  Notably, the language employed in the two sections is similar, as are some of the illustrations.  For example, § 531, illustration 4, which deals specifically with auditors, applies a rule that is indistinguishable from that in § 552 based on the facts of the given hypothetical illustration.
  The comments make it clear that a distinction is intended,
 but it is not clear how much more liability perpetrators of fraud are exposed to. 


Accountants, therefore, can face significant liability when certifying financial statements that the auditor knows will be the basis of a credit or series of credit transactions.  Notably, there is no requirement under the Restatement that the precise identity of the subsequent relying creditor be known by the auditor when it makes its certification.  The popularity of the Restatement approach is guided largely by a belief that it represents a middle ground between two other approaches that were seen as either too restrictive or too expansive. 

3.  Audit Client Lawsuits Seeking Contribution or Indemnification


The third category of potential plaintiffs against auditors consists of audit clients seeking contribution or indemnification from auditors to satisfy the claims of others.  This is a complex and relatively new area of law whose boundaries are still in flux.  A leading case elaborating limits in this context is Judge Richard Posner’s decision in Cenco v. Seidman & Seidman.
   It delineates the contours of an audit client’s ability to recover from its auditor for the latter’s failure to discover accounting errors committed by the client’s personnel (either negligently or fraudulently).   


The case arose when Cenco, having satisfied substantial investor claims against it arising from its officers inflating earnings by fraudulently overstating the firm’s inventories, sued its auditor, alleging breach of contract, professional malpractice and fraud.  Each of these claims was premised on Illinois state law.  So Cenco, a federal case, purports to resolve them by predicting how they would be addressed by the Supreme Court of Illinois 


Judge Posner reasoned that, to allow the corporation to recover from the auditors for losses the corporation suffered at the fraudulent hands of its own managers, would indirectly reward the Cenco managers because they continued to own stock in the corporation.  Moreover, the opinion concluded that recovery by the corporation would be unfair since it benefitted from a higher stock price as a result of its managers’ fraudulent overstatement of income.  The court further believed shareholders should not benefit from the recovery since the court thought they had been “slip shod in their oversight.”
  We find this reasoning not persuasive, but acknowledge this is not the medium to assert our misgivings since our purpose is to neutrally present the legal landscape for auditor liability.
  


The limitations on liability reflected in Cenco were soon qualified, perhaps substantially, by a different panel of the same circuit court, in Schacht v. Brown.
  Distinguishing the facts of Cenco, the court permitted suit against accountants since there was no evidence that the fraudulent managers continued to hold shares in the company. To the contrary, their accounting frauds were designed to conceal misappropriation of company business to themselves.
  Schacht thus permitted suit by the audit client against its auditors where the officers’ fraudulent conduct did not benefit the firm but hurt it.


Other decisions focusing on Cenco’s reasoning that recovery from auditors should be barred if it would ultimately benefit the fraudulent officers have permitted suits by bankruptcy trustees, on the theory that recovery would redound to the benefit of creditors.
 Similar reasoning has been used to support recovery by the FIDC when it was overseeing liquidation of a thrift institution.
 


At least in federal courts, then, evidence that managers’ fraudulent reporting benefitted the company, and did not harm it, bars the company’s subsequent suit against its auditors for their failure to detect the fraudulent practices.
  We might wonder if the result should be different if the focus were less on whether there was a benefit to the company and more on whether the officers were acting to benefit themselves as well. At least one case suggests this might be viewed differently, reasoning that Cenco bars suits in situations “in which the fraud is intended to benefit the company rather than the individual employees at the company.”
  Another case refused to bar suit where there was no evidence of benefit to the company as a result of its managers’ fraud having inflated its balance sheet.
  Fraudulent reporting that ultimately drives a company into bankruptcy is nonetheless viewed as not to the corporation’s harm so that suit was barred against its auditors for their failure to earlier detect the misconduct.


Cenco and its progeny are not the only approach to these intricate questions.   For example, the New Jersey Supreme Court rejected Cenco’s reasoning, asserting instead that “one who contributed to the misconduct cannot invoke imputation.”
  Since auditor behavior was believed to have contributed to corporate officers’ misconduct, the court refused to allow the auditors to invoke the client’s officers’ misconduct to bar suit.  The court further supported its reasoning, and hence rejected the constraints of Cenco, by opining that it would be unfair to allow the faults of a few shareholders who might share in any recovery against the auditor to bar recovery of others who were innocent of wrongdoing.  Instead, it structured recovery against the auditors so that none of the wrongdoing managers would participate.


Accordingly, auditors are not totally immune from suit from their audit client. Their immunity may exist in the murky context where the audit client’s managers behavior was seen to have benefitted the firm.  Yet even in this context, the law is quite inchoate.  It remains to be seen whether the approach of the New Jersey Supreme Court may become more dominant than that developed in Cenco and its progeny.

4.  Synopsis


Auditor liability exists on several levels and each has its unique qualifications. What should be most important to auditors in performing audits should not be issues that assume importance in litigation—such as whether a particular claimant meets the standing requirement or has relied on the auditor’s work product.  What would be most important ex ante to an auditor is the standard by which the audit will be judged and the extent of liability should that standard not be met.  Here we can say the most demanding standard in any context the auditor will face is that of negligence and in this context crushing liability will most likely occur only in the context of a significant relying third party under the Restatement approach.  Auditors acting in a non-negligent manner have no liability and, even if negligent, they face no liability under most provisions of the federal securities laws.  Thus, approaches that might be considered here include developing auditor safe harbors, caps on liability, and overt tinkering with federal and state liability standards.   With this rough sketch in mind, the following takes a closer look at some of these ideas.
B.  Concerning the Proposals 


Preliminarily, we note that the Committee says that the Sarbanes-Oxley Act of 2002 somehow makes it “appropriate to transfer to federal court jurisdiction some categories of claims against auditors, which may presently be brought in state courts.” The reference to Sarbanes-Oxley seems peculiar.  Large auditing firms have sought exclusive federal jurisdiction over claims against them since at least 1985.  Nothing in the recent statute ipso facto justifies exculpating auditors from standards of care anchored in traditional state common law principles of professional conduct.
  

The goal, rather, appears to be to limit liability exposure for auditing firms.  Efforts in this direction have repeatedly been made and secured in recent decades.  It is not obvious that these have been publicly beneficial.  Indeed, there is an apparent correlation between increasing insulation of auditors from liability and declining reliability of their audits.  This is unsurprising because, as a basic principle of law and economics, when the deterrence effects of liability risks are reduced, the probability of deviance increases.   To recapitulate testimony one of us provided to the Committee (footnotes omitted), some details of which are reflected above as well:


A series of legal changes during the 1990s reduced the deterrence level supplied by the liability regime governing auditors. These included imposing statutory caps on auditor damages that limited liability in proportion to culpability (reversing the traditional rule of joint and several liability); eliminating the possibility of recovering treble damages from auditors under the RICO statute in securities fraud cases; shortening the statute of limitations in federal securities fraud cases; prohibiting private lawsuits against auditors for aiding and abetting issuer fraud; establishing demanding pleading standards to allege securities fraud; and outlawing state court class actions alleging securities fraud.

Following these reductions in auditor liability risk during the 1990s, lawsuits against auditors fell.  An SEC study showed that the number of lawsuits filed against the largest accounting firms during 1990 to 1992 (when there were six such firms) was 192, 172 and 141, respectively; in 1996, the number fell to six.  Although the figure increased afterwards, reaching 34 cases in 2002, they remain below historical levels.   

At the same time, the number of sizable liability cases rose amid the financial frauds that brewed during the late 1990s and came to light in the early 2000s.  These included frauds that induced passing the Sarbanes-Oxley Act of 2002, especially Enron, Global Crossing, Qwest and WorldCom. Cases against auditors arising from other frauds included six that produced settlements totaling $1 billion: Baptist Foundation of Arizona, Cendant, Oxford Health, Rite Aid, Sunbeam and Waste Management.  Associated frauds and crimes destroyed Arthur Andersen LLP, one of the largest auditing firms. 


So if the goal of the Committee’s proposals is to continue to reduce the deterrence effect of liability risk, it is not obvious that this will be a public good.  On the other hand, vesting federal courts with exclusive jurisdiction over some or all such claims will not inevitably have that effect, so long as the standard of obligation assures requisite deterrence.  The more vital question, then, appears to be the standard of care-liability rather than strictly of federal or state jurisdiction, as described in the previous sub-section. 

At least three alternative possibilities concerning the standard of care-liability appear: negligence or scienter or something in between.   It is not responsible simply to choose one of these out of a hat.  As seen in our review of the liability matrix faced by auditors, selecting the standard of care-liability is a function of a complex set of interacting variables that influence the level of deterrence in the system.  In general, however, if we wish to have a system of limited deterrence, the care-liability standard should be lenient, catching only scienter; if we wish a system of maximal deterrence, the care-liability standard should be tough, encompassing also negligence; an intermediate position would produce liability for deviation amounting to conduct such as gross negligence or worse. 


Exactly what deterrence level is desired is ultimately a function of protecting investor interests.  Setting the optimal deterrence level to protect investor interests in this context requires knowledge about the historical and potential gains and losses to auditors from varying levels of auditor deviation.  To ascertain these gains and losses requires empirically verifiable information that auditing firms probably possess but have not published, perhaps for reasons of litigation-aversion referred to in the preceding section of this letter. 

But one appreciates from information the Committee has assembled and publicized that a motivation for its litigation-related proposals is to reduce the threat of financial catastrophe of a large auditing firm that could arise from legal liability.  If liability risks are so high that such threats are real, public policy adjustments reducing such risks are likely warranted; if liability risks are so low that hazards of steadily declining audit quality appear, then public policy adjustments increasing such risks are likely warranted.  If relevant information is equivocal or non-existent, it would be difficult to justify any prescription for change one way or another. 

At present, information concerning these risks and threats does not appear to have been developed and certainly has not been publicly disclosed for evaluation. True, the Center for Audit Quality has offered an extensive report to the Committee summarizing some important useful abstract information concerning pending and recent claims against large auditing firms.  But these data are incomplete, focus on the risk of loss from culpability rather than the gains from acquiescence (and generally offer worst-case scenarios of the losses) and are supplied by an organization whose independence from the auditing profession is not thoroughgoing.  

It would seem difficult for the Committee to fairly recommend anything about a standard of care-liability to Congress without providing Members with information that extends materially beyond that provided so far.  Again to recapitulate testimony one of us provided to the Committee (footnotes omitted):

 The Discussion Outline’s aspiration to “[u]nderstand the insurance and risk management practices of the larger auditing firms in the United States” reflects the importance of obtaining documentation about existing insurance resources. If empirical data are found to support common assertions [about firm inability to insure against liability risk], consideration might be given to their public dissemination. Disclosure would be useful to promote the legitimacy of proposals to adjust existing deterrence levels.  The information should be evaluated in terms of both whether large firms cannot obtain external insurance and, if so, whether this is due to defects in the liability system.  In considering this information, moreover, other ways to generate insurance resources [such as financial statement insurance and auditor liability bonds discussed in the testimony] could be explored.


The public might benefit to know what proprietary information auditing firms provide to [the PCAOB].  The Discussion Outline suggests that firms do not provide audited GAAP financial statements to it. Given PCAOB’s oversight role, this is surprising. Firm reluctance to disclose financial resources publicly may be due to a sense that the firms are privately owned, a distinction that is balanced by the public burdens the firms bear.  Reluctance may be due to concern that the unscrupulous could use the information to design lawsuits that extract maximal recoveries, including by unmeritorious cases settled at their nuisance value, stopping just short of bankrupting firms. Although this is hard to verify, if such behavior exists, it would be undesirable for firms to publicize financial resources that facilitate it. 


These points explicitly connect the question of public policy about auditor liability standards with publication of financial information about these firms.  Again, we appreciate a certain Catch-22 facing the Committee and possibly also the PCAOB and Congress.  One cannot give a definitive opinion on the optimal liability standard without knowing something about the gains and losses firms have experienced from the existing system or how those likely would net under alternative legal models.  If publicizing such information poses real risks of attracting rent-seeking lawsuits, a public policy backfire appears.  Yet policy makers formulating legal standards without providing requisite informational transparency about their choices risk creating public perceptions of illegitimacy.  

How to unravel this dilemma is no simple matter.  At present, there appears to be a lack of reliable information to guide policy makers, including Congress.  A good case exists that, when in such doubt, policy should err on the side of over-deterrence rather than under-deterrence.  To yet again recapitulate testimony one of the authors provided for the Committee (footnotes omitted):

In assuring sufficient deterrence in any liability system, attention must be paid to the possibility of over-deterrence. This occurs when laws not only discourage undesirable behavior, like acquiescence, negligence and fraud, but stimulate over-abundance of attention, caution, conservatism, skepticism or risk-aversion.  In some contexts, overshooting the deterrence mark can reduce innovation or create other undesired side-effects.  Any set of rules may be recognized as risking under- or over-deterrence.   


For auditing, the service’s value rests on the profession’s commitment to conservatism in accounting and skepticism in auditing.  Those traits are central to auditing’s vital role in promoting efficient capital allocation. Consistent with those propositions, when designing an auditor liability system, it is probably more tolerable, when in doubt, to err by providing too much deterrence than too little.  


When estimating error, analysts should assess both literal and signaling effects of legal change. Changes to the law governing auditor liability transmit signals to practitioners. Signals can be misinterpreted to induce acquiescence that is neither intended nor warranted.  Experience suggests that reductions in auditor liability risk adopted during the 1990s may have sent the wrong signals, even if changes were analytically calculated to be compatible with law’s deterrence.  It could be desirable to revisit those reductions or otherwise to communicate correcting signals.


On the basis of these observations, any Committee recommendation that Congress vest exclusive federal jurisdiction over claims against auditors of public enterprises would have to settle upon a negligence standard of liability.  Given lack of information and need for caution, any weaker recommendation, such as for scienter, could appear irresponsible.  But if additional information concerning the matrix of gains and losses from varying kinds of deviation can be assembled, a more informed set of recommendations could be fashioned.  It would not be impossible for the data and resulting analysis to support a different standard of liability to achieve optimal deterrence for the protection of investors.
* * * * *
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