










that audit firms remain available to-carry out audits on companies listed in the EU."IO In
the course 'Ofits commentary, the EC made an astute observation regarding the fact that
practical Iirnits on liability exist today, based on a firm's ability to pay. The EC noted,
"[e]ven without any existing method of limiting liability, the expectations of third parties
to obtain compensation face practical limits, corresponding to the financial capacities of
the audit firms."

The overriding public policy issue is a question as to how investors and the public
interest are best served. Is the public interest best served by the current unlimited liability
system wherein asingle class of investor plaintiffs can maximize their recovery, but by
doing so cause the permanent loss ofan audit firm which provides valuable services to
the public? Oris the public interest best served by imposing a liability limit which allows
a particular class of investors to obtain substantial recovery but in an amount that allows
the audit firm to continue its provision of services upon which the public and the markets;
rely? What may be in the peculiar interests ofa limited number of individuals may not
protect the broader interests ofthe general public. 'We believe remedying this situation as
it relates to the US liability system and the auditing profession is the overriding public
policy challenge before the Committee and one it is insufficiently confronting

Additionally, I understand this question to be asking whether there should be a
carefully constructed liability cap. As I have stated, I think that there are numerous ways
in which liabilitycapscould be structured to mitigate the threat of catastrophic liability
while still being fair to investor plaintiffs. Capping damages does not mean denying
plaintiffs all avenues ofrecovery. Among other things, a cap would not affect fines or
penalties that could be sought by .government regulators. Any damage cap system should
recognize the legitimate interests of investors, just as it reflects the relative culpability of
audit firms and their ability to pay damages.

"15. What do you believe is an appropriate pleading standard if all claims are
removed to exclusive jurisdiction of federal courts?"

I note that the Supreme Court's recent decision in Tellabs, Inc. v. Makor Issues &
Rights, Ltd., 127 S. Ct. 8'53 (2007)-requiring that plaintiffs show "strong" evidence of
the defendant's intent to deceive, manipulate, or defraud-moves in the right direction in
this respect. More 'can and should be done, however, to clarify the pleading standard to
ensure that only meritorious litigation can 'survive a motion to dismiss.

"16, Do you believe there should be a private right of action against auditors when
they knowingly provide substantial assistance to management or others in the
commission ofsecurities fraud?"

This question has been litigated most recently in the' Stoneridge case 11 in the
'Supreme Court, and the profession 'submitted a brief regarding the proper scope ofa

10 Press Release, The European Commission, Auditing: Commission issues Recommendation on limiting
auditing firms' liability (6 June 2008), available at
,httb://ec.-europa.-eu/internal market/auditing/liability/indexen.htm#recommendation.
II Stoneridge Investment Partners, LLCv. Scientific-Atlanta, Inc., 1288. Ct. 761 (2008).
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private right ofaction. See Amicus BriefofAmerican Institute for Certified Public
Accountants in Stoneridge Investment Partners, LLC v. Scientific-Atlanta, Inc., 2007 WL
23632-63 (Aug. 15, 2007).

"17. How have or will the U.S. Supreme Court decisions regarding Dura
Pharmaceuticals or Tellabs likely affect the Iiti,gation outcome against the audit
firms in the future?"

It is very difficult to know how these cases will be applied and how theywill
affect the profession in the future. Eachcase features its own special circumstances and
often cases are not litigated to conclusion, but rather settle in advance ofjudgment.
Although I think it is unclear how these decisions will affect the settlement calculus of
the parties, I believe it is unlikely that either case will result in a meaningful reduction in
the catastrophic liability risk facing the profession.

"18. You recommended that a cap be placed on auditors' liability? What in your
professional opinion is a fair amount for a liability cap?"

I refer you to BY's written comment letter ofJune 27 th and to my answer to
question 7 above.

"19. Are you aware of any caps placed on losses that investors may suffer when an
audit is found to be negligent, reckless or fraudulent?"

We have previously heard arguments that question why it would be appropriateto
limit the liability ofaudit firms if investors do not have limits on the losses they may
incur ifan audit is found to have been deficient. This raises the larger, overriding public
policy question about how the public interest is best served, and we would refer you to
our responses to question 7 and 14.

From Ann Yerger:

Sl. "How many cases are currently pending against Ernst & Young in (1) federal
'court and (2) in state court? Please describe the plaintiffs and underlying issues in
the state court cases. How, if at all, do the pleading standards differ in state courts
and in federal courts? What do you believe is an appropriate pleading 'standard if
all claims are removed from state courts to exclusive jurisdiction of federal courts?"

'82. "For each of the past 12 years, how many of the cases were filed against E&Y in
(1) "State court; and (2) federal cou rt? Of these cases (broken down by state and
federal cases), how many were public v.private companies? Of these cases (broken
down by state and federal 'cases), how many were brought by a (1) shareholder; (2)
company; {3) trustee; and (4) other. Ofthese cases (broken down by state and
federal cases), how many were settled, how many were dismissed by the courts, how
many were tried and how many remain outstanding?"

'83. "For each of the past 12 years (broken down by state and federal cases), of the
'settled 'cases filed against E&Y, what were (1) aggregate claims; (2) average, high,
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low and median 'settlements; (3) average, high, low and median percentage payouts
'(settlementpayment/claim)?"

S4. "For each of the past 12 years, of the tried cases filed against E& Y, what were
(1) aggregate, average, high, low and median claims; (2) aggregate, average, high,
low and median verdicts against the firm?"

S5. "Please provide a detailed breakdown (by state and federal cases) ofthe 25
largest settlements and 25 largest judgments against E&Y over the past 12 years.
Please include name of case, description ofcase, plaintiff and amount of claim."

As stated above, providing detailed data with respect to either pending or settled
litigation is made difficult, ifnot impossible, by the confidentiality issues surrounding the
litigation and settlement process. Although EY obviously settles many ofthe cases
brought again-st it, its ability to do so in the past is not a guarantee of the firm's ability to
settle future claims that 'Could cause the demise ofthe firm. Some incremental liability
reforms, such as the clarification of the standard for liability discussed above, could assist
in lessening that risk, but these are not individually sufficient answers to the problem.

'86. "How do you define catastrophic risk?"

Simply put, it is the risk, posed by either private litigation or-government action,
that an auditing firm will cease to be a viable ongoing concern, and thus will no' longer be
able to provide services to the markets and investors.
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         Brian O’Malley, SVP & General Auditor 
          The NASDAQ OMX Group, Inc. 
          One Liberty Plaza 
          New York, NY 10006 
 
 
 
Mr. Arthur Levitt, Jr., Committee Co-Chair 
Mr. Donald T. Nicolaisen, Committee Co-Chair 
Advisory Committee on the Accounting Profession 
Office of Financial Institutions Policy, Room 1418 
Department of the Treasury 
1500 Pennsylvania Avenue, NW 
Washington, DC 20220 
 
Dear Chairman Levitt and Chairman Nicolaisen, 
 
Thank you for the opportunity to address the Committee and for your work to improve our 
nation’s important competitive landscape in the auditing arena.  Below is my response to 
questions submitted to me following testimony before the Advisory Committee on June 3, 
2008.   
Question 1 submitted by Damon Silvers:  What is the impact on audit market competition of 
internationalization in auditing and accounting, including but not limited to the potential 
convergence with International Financial Reporting Standards, the growth of global networks, 
and the Concentration and Competition Chapter's Recommendation 6 on enhancing global 
regulatory cooperation and coordination?  

In most marketplaces, global growth results in enhanced competition.  However, as companies 
increasingly become global and more complex in nature, in terms of legal structures, 
transnational currency flows and other dynamics that accompany global growth, they require 
the services of larger and more international auditing firms.   At the present time, few firms are 
available to do this and it may take some time for other firms to grow into this enhanced role. 

With the approaching full recognition of IFRS accounting rules and the shift to IFRS by many 
U.S. companies being evaluated by the SEC, the largest accounting firms will be best suited to 
respond, due to their having the most experienced employee base with using IFRS.  As such, 
at least initially, the audits of IFRS reporting companies may be limited to the largest 
accounting firms. 

We  believe that it is feasible for more accounting firms to join this rank.  In that regard, 
Recommendation 6, which relates to global regulatory cooperation, is crucial to the 
development of more competition.    Global regulators must ensure that any competitive 
vacuum is of the shortest possible duration by allowing market forces to provide opportunities 
for other firms to build themselves up into viable global competitors to the established big 
firms. 

Question 2 submitted by Damon Silvers:  What are the implications of these matters for the 
goals articulated in Recommendation 1 of the Subcommittee's section of the draft report (i.e. 
increased competition for audit services and encouraging the growth of firms beyond the four 
largest)? 
, Recommendation 1 suggests that smaller firms can be “incubated” towards joining the big 
four as globally staffed experienced firms that can handle the demands of the most 
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complicated audit clients.  As the Advisory Committee wisely acknowledges, this 
recommendation has a long-term timeline, but success is possible, and will require time and 
active management by policy-makers, the SEC and PCAOB.   
Question 3 submitted by Lynn Turner:  Does NASDAQ have a formal policy against limiting 
the selection of auditors to the Big 4 firms?  If not, has it considered such a policy and what 
would be the pros and cons of such a proposal? 

NASDAQ requires that our listed companies have an auditor that is subject to PCAOB 
oversight.  Similarly, before the Sarbanes-Oxley Act created the PCAOB, we required that a 
NASDAQ-listed company’s auditor be subject to peer review.  We do not believe that these 
requirements limit a company’s choice of auditor in any significant way.   Moreover, this 
assures adequate regulatory oversight of auditing firms. .   

Question 4 submitted by Lynn Turner:  Do you support or oppose giving shareholders the 
right to ratify the auditor for the company they own? 
Shareholder approval of auditors is a very common and accepted practice.  NASDAQ OMX, on 
our own accord, submits its auditor to the shareholders for approval.  While we have not yet 
fully considered this idea, we believe that if adopted there would need to be a uniform standard 
across all listed markets in the United States and the requirement should be carefully 
structured so that a company could, if it felt the need, make a change in its auditors between 
annual meetings.   
 
It has been suggested that this recommendation may provide a benefit beyond that discussed 
in the Draft Report in that requiring a vote on auditor selection may benefit, in particular, 
smaller public companies that may experience difficulty in otherwise achieving a quorum at 
their annual meetings -- particularly in the context of some recent actions to limit broker held 
share voting.  We suggest that the Advisory Committee submit this recommendation to the 
SEC for their review and that they convene all U.S. markets to review its appropriateness.   
 
Thank you again for your interest in having NASDAQ OMX comment on these important 
issues.  I wish you much success with the final report of the Advisory Committee. 
 
Sincerely, 

 
Brian O’Malley 
 



Response of Frank Ross, CPA to Written Questions
From Members of the U.S. Treasury Advisory Panel on the Audit Profession

Question 1 - What is the single most important step in your view that the profession could take
to recruit and retain African-American males in as accounting students? Into audit firms? As
doctoral candidates?

Answer 1 - In terms of recruitment, I think we need to aggressively work within minority
communities to raise awareness of the accounting profession as .an attractive career option
that wins respect from members of the community. If an African American earns a law
degree or a medical degree, he or she knows they will be seen by the community as somebody
who has reached the top rung ofAmerican society. Becoming a CPA does not have the same
cachetyet, in the African-American community.

Importantly, outreach to the African American community, especially to young men, must
reach beyond the schools. I believe the profession must engage on a continuous, ongoing basis
with local grassroots organizations such as 100 Black Men, local Boule, fraternity activities,
etc. that focus their energy on young men. Weprobably need to engage with the churches as
well.

Let me emphasize, we must work with local organizations. Working with national groups has
its place, but the most effective grassroots outreach will involve the individuals at the local
level who have personal connections and credibility with the young men they see every day.
By doing this work locally, effective outreach will eventually target hundreds ofseparate local
programs and groups. This of course will require a commitment to spending dollars over
severalyears.

Once we have recruited young African Americans, male or female, into the profession, the
focus shifts to retention. In my view, keeping African Americans and others in the profession
largely involves building confidence and nurturing young workers' belief that they can
succeed and advance. I think non-minorities do not understand how fragile self-confidence is
for many young minorities - even those who have graduated from top colleges and
universities.

And, I think the biggest single greatest source of confidence is a good mentor - not just
somebody the young professional can talk to, but somebody who will actively work to advance
the younger person's career by helping them get challenging assignments and also serving as
a role model. I believe audit firms must challenge their partners and senior managers to take
personal responsibilityfor helping new minority professionals.

I think the best way to expand the number ofAfrican-American doctoral candidates is to beef
up the existing PhD Project, which has a good track record of expanding the number of
minority professors at u.s. business schools. In this area, I think we have a program that
works pretty well, but, again, we need to commit additional resources.



Response of Frank Ross, CPA to Written Questions
From Members of the U.S. Treasury Advisory Panel on the Audit Profession

Question 2 - What can the profession do to improve retention of staff of CPA firms now in the
near term - when the very successful ones have opportunities to take positions that pay
substantially more?

Answer 2 - We need to work as hard on retention as we do on recruitment. I think there is a
tendency to think that once we get an African American or other minority to join an
accounting firm that the work is over. But that's not true. As I've noted previously, I believe
we lose African Americans to other professions because they believe they have better
opportunities in other professions. I believe that African Americans and other minorities
leave our profession primarily because they are not satisfied with the firm they've joined
and/or the work experience they've been given. In short, they do not see a path to success.
Therefore, they leave to take the first offer they receive for more than they are currently
earning without regards to the long term dollars that they could earn if they remained to
become managers or partners with their current auditing firm.

The profession needs to show these young people that they are welcomed and that they have a
genuine opportunity to move to the highest echelon of the firm. To do that, we have to begin
by helping build young professionals' self-confidence as they transition into a more
competitive environment. As I've said before, I think the biggest single boost to confidence is
a good mentor - not just somebody to talk to once in a while, but somebody who takes
responsibility for helping a young person get the job opportunities to advance his or her
career. I had mentors who did that for me, and I am convinced it made all the difference in
the world. When I talk to young people who have left the profession, their reasons tend to
center on job experience and a lack ofconfidence about their careerpath rather than the need
to make more money.

In addition, we need to show African Americans that they if they stay the course, they will be
rewardedfinancially. For a variety of reasons, I think the profession has been a bit shy to
talk about the financial rewards ofbecoming a manager or a partner. I believe compensation
at the partner level is competitive with other professions, but we don't do enough to impress
thatfact on younger professionals. To the extent that concern about compensation is afactor
in leaving the profession, I think we can counter that with some self-promotion about the
rewards on behalfofthe profession. I also believe that higher starting salaries would help us
keep more of the most promising people in the early years. While I do not believe money is
necessarily the controlling factor in career decisions, I do believe that people are more likely to
stay ifthey feel they are well compensated.
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Response of Frank Ross, CPA to Written Questions
From Members of the U.S. Treasury Advisory Panel on the Audit Profession

Question 3 - Minorities have aspired to become other professionals such as lawyers or doctors.
What impact would making schools of accountancy professional schools similar to law or
medical programs have on enhancing the recruitment of minorities?

Answer 3 - I don't believe African Americans choose medicine or law over accounting
because ofdifferences in the educational structures of the three careers. If anything, I think
requiring an additional two or three years ofschooling might make accounting less attractive
to some minorities.

Changing the education model as suggested would impose a significant additional financial
burden. In addition to paying for more schooling, young people also would have to defer for
several years the chance to earn a full time salary. In terms ofminority recruitment, I think
this type of change is more likely to be a disincentive than an incentive to enter accounting.
Ofcourse, this was similar to the argument used against the 150 hour rule. To date I have not
seen any empirical studies to support this argument. I believe that before moving forward
with the idea of a school of accountancy similar to law or medicine such a study should be
done.

That's not to say that I necessarily oppose the concept of additional professional schooling
similar to law and medical programs. If there are specific objectives that can only be
achieved by changing the education model, we should consider those on their own merits.

But I would have to know a lot more before I take a position. For example, I would want to
know the objectives ofthat type ofchange and what problems we are aiming tofIX. If the idea
is just to give them more technical training, I want to know 1) if that is truly necessary, and 2)
is this the most effective way to achieve the goal? Also, I would want to know whether
modifying the 150 hour requirement to add more specific requirements for the additional 30
hours would enhance the students' education. I think that's a step we can take first, long
before we add extra time and costs to entering the accounting profession.

As I said in my written testimony, it is important to keep an open mind and constantly review
the way we prepare new entrants. But I confess that I think there comes a point when you
need to get out of the classroom and begin to learn from real life experience on the job. I
really think the best way to learn how to be an auditor is to start auditing under the direction
ofexperienced auditors.
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Response of Frank Ross, CPA to Written Questions
From Members of the U.S. Treasury Advisory Panel on the Audit Profession

Question 4 - Recent articles have reported that the Big Four are creating consortiums with
colleges and universities to help develop college curricula on international financial reporting
standards. How do these consortiums work; are these generally "exclusive" arrangements
between a firm and a university? Has this approach been used in the past on new accounting
issues, and if so, what was the experience ofthese arrangements? Are profession-university
consortiums a beneficial approach for developing and maintaining dynamic curricula?

Answer 4 - I am not personally familiar with the specific arrangements described, so I
cannot say exactly how they work or whether they are exclusive. However, as somebody who
has drawn from the profession for both lecturers and case material in my auditing and ethics
courses at Howard University, I generally believe that profession-university consortiums are a
beneficial approachfor developing and maintaining dynamic curricula.

In my experience, such collaboration between the profession and universities,provide students
with up to date material and personal insight from the perspective ofpractitioners. It makes
the course material more dynamic and interesting. In my experience, the students are
generally very engaged because they like to learn about auditors' real-life experience.

I realize that the benefits are limited to the specific school or schools involved in a particular
relationship. However, most of the firms that participate in these types of partnerships
attempt to extend the benefits by posting materials on their web sites and/or providing them
directly to all accountingfaculty at schools that they recruitfrom.
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KURT N. SCHACHT, MANAGING DIRECTOR,
CENTRE FOR FINANCIAL MARKET INTEGRITY, CFA INSTITUTE

ADVISORY COMMITTEE ON THE AUDITING PROFESSION
QUESTIONS FOR THE RECORD

JUNE 3, 2008 MEETING
SUBMITTED: JUNE 30, 2008

Gaylen Hansen has posed the following questions:

1. You testified that there are instances where predecessor firms may be charging
excessive fees to reissue audit reports. Could you elaborate with any specific
examples and also indicate what steps that the PCAOB and/or SEC might take to
address such situations?

We hear comments (no specifics), both now and back when the SEC smaller company
advisory committee looked at this audit capacity issue. It was a particular concern with
finding enough capacity to do SOX related work. The top audit firms make it hard for a
small public company to make a cost effective switch to a second tier firm. These small
public companies face challenges, where it has decided to change auditors to reduce
costs and receive more attention/service Their big audit firms treat them as less
important engagements, tend to charge them as if they were big public companies and
over charge on SOX related matters in particular. As the small public company then
moves to switch, the former large audit firm charges a high fee to reconfirm or reissue the
previous opinions as a sort of exit penalty. The former auditors have also been known to
play games with the newly appointed auditors by delaying access to audit information
and last minute scheduling changes for the new audit firm.

Damon Silvers has posed the following questions:

2. What is the impact on audit market competition of internationalization in auditing
and accounting, including but not limited to the potential convergence with
International Financial Reporting Standards, the growth of global networks, and
the Concentration and Competition Chapter's Recommendation 6 on enhancing
global regulatory cooperation and coordination?

We are concerned that the quality of audit work done under global financial reporting
standards will be an increasing challenge. The level and quality of audit practice is quite
diverse under existing standards. First, although a single international auditing standard
has been promulgated, (IAASB) lAS, the standards are applied and enforced at the
national level, and the views regarding oversight and enforcement as well as the
infrastructures tasked with the responsibility vary widely across jurisdictions. Second,
the level of both preparer and auditor skill and experience varies across stated national
adopters of IFRS from nonexistent to highly competent and the learning curve is
steep. Third, although we expect to converge to a single global IFRS standard
eventually, in the interim, auditors must maintain competence in two mutually recognized
standards (IFRS and US GAAP) as well as local/national standards. This diversity in



requirements creates serious challenges. Fourth, the learning curve for auditors is very
steep and efforts are only beginning in many jurisdictions, including many firms in the
U.S., to plan for the transition to IFRS and lAS. For example, a comprehensive text on
IFRS suitable for university accounting programs is not yet available. In addition, the
Uniform CPA Examination in the U.S. does not yet cover IFRS or lAS.

Of particular concern are 1) whether the level of familiarity and experience with IFRS
standards in the US creates another default to the top tier firms, and 2) whether non-U.S.
audit firms auditing financial statements prepared in accordance with IFRS for public
companies listed and trading in the US are of high quality and subject to PCAOB-

.equivalent oversight. Your recommendations six is critical to ensuring that public
company auditing firms are contributing effectively to audit quality.

3. What are the implications of these matters for the goals articulated in
Recommendation 1 of the Subcommittee's section ofthe draft report (i.e.
increased competition for audit services and encouraging the growth of firms
beyond the four largest)?

Obviously where the audit expertise required to service the big public companies now
requires full IFRS fluency, the resource is further constrained.

Lynn Turner has posed the following questions:

4. You testified the CFA Institute supports achieving a single set of independence
standards. In doing so, would you support permitting any of the services
currently prohibited by the Sarbanes-Oxley Act of 2002 or water down
independence rules for public companies by adopting less rigorous rules available
currently applicable only to private or governmental entities that permit such
services by the auditor such as broader business affiliations between the audit firm
and a company the CPA firm audits?

Rigorous independence standards should be consolidated and coordinated to achieve on
single standard of independence. The standards would apply to audits of both public and
non-public entities. Any application of the single, uniform standard of independence
should begin with the highest and most rigorous rules applicable to public company
audits. Within those standards, certain aspects may be waived or otherwise determined to
be not applicable to non-public company audits. This is a means of establishing a single
set of standards with variable applications rather than having multiple standards.

5. If a single set of auditor independence rules could be achieved only by reducing
the level of independence required for public companies, would you still support
adoption of a single set of independence rules?

No. As indicated in our response above, we believe that high and rigorous standards
currently applicable to public companies should be the base-line.



6. Do you believe the financial stability of a CPA firm, can be reasonably assessed
by an audit committee, investor, analyst or regulators, if they are unable to obtain
the firm's financial statements prepared in accordance with generally accepted
accounting principles, assuming other data currently publicly available for the
firms is the other data one would have to work with?

We think we should this transition in the audit industry with having audit firms provide at
least enough financial information which would allow an audit committee to make a
credible determination of the audit firm's financial viability. We would certainly hold as
a goal, that this information over time would include GAAP financial
statements. Financial statements prepared in accordance with GAAP would allow audit
committees and other users to compare audit firms on a consistent basis in those cases
where they are choosing among competing firms.
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Gaylen Hansen has posed the following questions: 

1.  In your view should something similar to the SEC’s Rule 102(e) be the basis for any 
clarification in the federal pleading standard related to litigation of audits of public 
companies? 

No.  Rule 102(e) in substance puts in place a negligence-based standard that would, in my view, 
be a step in the wrong direction.  The problem is that a plaintiff can allege some form of 
“negligence” with regard to virtually any audit.  The allegation can be as simple as an assertion 
that an auditor:  (1) didn’t do something; and (2) should have.  Since an auditor never  tests 
100%, virtually every audit is susceptible to such an allegation of a 102(e) violation.  

2. You testified that the large audit firms are at risk of catastrophic litigation based on 
the existing outstanding claims.  Since the firms have not provided settlement to 
claims data and other financial information requested by the Committee, what 
additional information could assist us in validating the firm’s assertions that 
liability reforms are warranted? 

I don’t know that anyone can pin down the exact “tipping point” for each of the major firms – 
that is, the monetary judgment or settlement that begins the downward spiral into bankruptcy.  I 
do, though, believe that the available information gives us a pretty good sense of the 
neighborhood. 

In my own analysis, I have come to think of $500 million as the amount that places an 
accounting firm in jeopardy.  A payout of that amount could be expected to deprive each partner 
of a significant percentage of his or her net income.  For example, I estimate that a $500 million 
payment out of $5.5 billion of revenue (average revenue for the six largest firms) would be 
expected to deprive an average partner of 40% of that partner’s otherwise-expected earnings. 

The question then becomes:  What happens to an accounting firm when its partners’ earnings 
decline by 40%?  Since most of us don’t live with a 40% cushion in our household cash flow, I 
presume that the partners of such a firm would no longer be able to meet their everyday 
expenses, such as home mortgages and loan repayments for the money borrowed to contribute to 
the firm’s capital base.  It is true, some level of partnership capital might be available in the short 
run but, on the other hand, I presume that that capital would be necessary to run the firm and 
therefore need to be replenished resulting in the same basic shortfall.  Given the highly attractive 
employment alternatives available to the upper-tier partners (alternatives that may include not 
only higher salary but the diminished personal risk of disconnecting from a public accounting 
firm), it is logical to believe that the key partners under such circumstances would leave the firm.  



As a result of the inevitable press attention, key clients would presumably leave as well and the 
risk to the firm would take on the momentum of a self-fulfilling prophecy.  It is this kind of 
scenario, for example, that resulted in the bankruptcy of Laventhol & Horwath. 

An even less forgiving scenario would involve the need for an immediate cash payment by the 
firm – such as might occur, for example, if it suffered an adverse judgment and needed to post a 
bond pending appeal or needed to make good on the judgment in cash.  I’m not sure a prudent 
lender would be willing to lend under such circumstances, and I question whether the money 
could be raised through a capital call quickly or at all.  I’m not sure how a firm would deal with 
that. 

Bill Travis has posed the following questions: 

3. The Advisory Committee is locked in a dispute over the question of whether there is 
significant risk of losing a large audit firm due to litigation risk.  Some Advisory 
Committee members are insisting that audit firms provide detailed information 
about their litigation history.  Other Advisory Committee members believe that 
information provided by Aon clearly indicates that audit firms do face significant 
risk of sustainability.  Can you recommend an approach whereby audit would 
submit the detailed litigation information the Advisory Committee originally 
requested, while retaining the confidentiality of the information? 

I wonder whether an acceptable approach might involve the submission of the information to the 
PCAOB for some kind of economic analysis which then could be transmitted to the Advisory 
Committee. 

4. Are litigation costs a significant deterrence factor as stated by some investor 
advocates? Why or why not? 

I don’t believe they are, though to understand the reason requires a more in-depth understanding 
of the dynamics of litigation and audit risk management than is often available through public 
sources. 

The main point here is that, in my view, an accounting firm cannot effectively manage its risk 
through the quality of its audits.  In other words, litigation costs are not a significant deterrence 
because they cannot be effectively avoided through enhanced audit quality. 

Granted, this did not appear to be the view of the profession a few years ago (and, at some firms, 
may not even be the view today).  The thinking several years ago seemed to be that audit risk 
could be managed through the enhancement of audit quality.  The approach was to:  (1) identify 
above-average risk clients; and (2) increase the level of audit testing commensurate with the risk.  
The approach was logical and well reasoned.  There was only one problem.  It didn’t work. 

The problem I saw was that, no matter how much more an auditor would dig into the books and 
records of a company presenting above-average risk, determined executives could take a fraud 
one level deeper.  That is, of course, to be expected at a company with a corrupt “tone at the 
top.”  True, the accounting firms could adopt a 100% “forensic” approach to an audit and more 
effectively manage risk that way.  But such an approach is economically infeasible.  For 
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example, one of my most recent forensic investigations took more than a year and cost more than 
$100 million. 

Indeed, it is an irony of the present litigation environment that enhanced audit quality can 
actually serve to increase the litigation risk.  When an auditor uncovers fraud, a foreseeable 
consequence is that the auditor will get sued for not discovering it earlier – a contention to which 
the auditor will typically be vulnerable because fraud can almost never be detected at the outset 
through a normal GAAS audit.  The problem is exacerbated by the lack of clarity regarding the 
point at which ostensibly poor management judgments or errors mutate into what, in hindsight,  
might be characterized as fraud.  The reality, therefore, is precisely the opposite of the 
conventional expectation.  The conventional expectation is that enhanced fraud detection reduces 
the risk of litigation.  My own view is that the opposite can be true. 

It is my view, therefore, that the most effective risk management is the separation of the firms 
from those clients that present above-average risk.  I should reiterate that I don’t know that this 
view is shared within the firms themselves.   

5. Can you recommend an approach to establishing litigation caps that would also be 
fair to investors?   

When I was asked that question at the American Assembly conference of Columbia University, I 
suggested a $100 million liability cap.  The basis, I said, would simply be a societal 
determination that that was the most a single firm should pay based on the action or inaction of 
an individual partner.  My thinking was that, as long as investors knew the rules before hand, 
they could make their investment decisions accordingly. 

I understand that the profession does not favor this approach, and I understand why.  While a 
$100 million liability cap might be of benefit to the largest firms, it would do little for those 
firms below, say, the Big Four.  At the same time, such an approach would probably further 
concentrate public company audits at the big-firm level given their enhanced ability to survive 
compared to the smaller firms. 

That being the case, one might naturally gravitate to an approach involving some multiple of 
audit fees.  For some of the largest audits, that could result in caps that would exceed the $100 
million cap I mentioned at the American Assembly. 

6. Some say establishing liability cap protection for audit firms would unfairly protect 
one class of participant in the capital markets.  You indicated other players in the 
markets do have such protections.  Can you help me understand the realities and 
why audit firms should receive the benefit of liability caps?  

It was actually Kathryn Oberly who made the point about the liability protections available to 
professionals other than auditors, though I agree completely with her observations.  Her point 
was that underwriters can limit their liability through indemnification agreements, but auditors 
(owing to SEC independence rules) cannot.  Attorneys can limit their liability through the 
avoidance of statements to the public, but auditors (who issue public audit reports) cannot.  And 
credit rating agencies enjoy the benefit of First Amendment protection, but auditors (owing to 
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the peculiar way the law has developed) do not.  It is hardly surprising, therefore, that auditors 
are the deep pocket of choice. 

7. Would there be any value in revising CPA firm structures to provide for a separate 
subsidiary that would only provide audit services and that would include separate 
governance (i.e. include outside directors)?  Would this structure provide adequate 
protection to the capital  in the collective organization outside of the audit 
subsidiary? 

I don’t see why a separate audit subsidiary would be better positioned to withstand a large 
judgment, and I don’t believe improved governance would make any difference at all unless the 
improved governance resulted in a determination to more aggressively weed out those audit 
clients presenting above-average risk.  Indeed, absent increased aggressiveness in separating the 
firm from potentially risky clients, I would expect an audit-only subsidiary to be more vulnerable 
to litigation insofar as its capital base and cash flow would be smaller. 

Lynn Turner has posed the following questions: 

8. Do you believe there should be a private right of action against auditors when they 
knowingly provide substantial assistance to management or others in the 
commission of securities fraud? 

Balancing all of the considerations, I accept the resolution of this issue by the Supreme Court in 
Central Bank.  I do believe that, when such participation results in a deliberately false audit 
report, there should be a private cause of action, a view that is consistent with the Supreme 
Court’s holding.  While I have answered the question as posed, I am obliged to add the 
observation that, in my experience, auditors almost never knowingly seek to assist fraud.  Rather, 
they are accused of doing so based on acquiescence to a client position that seems plausible at 
the time of the audit. 

9. How many and which CPA firms are you aware of that have failed in the past two 
decades as a result of claims by investors?  Were those audits involved found to have 
complied with Generally Accepted Auditing Standards in courts? 

The only one of which I’m aware is Laventhol & Horwath.  I don’t know whether the audits 
were found to have complied with GAAS, though to my mind it doesn’t make much difference.  
A GAAS violation can be demonstrated simply through the poor exercise of judgment so, to my 
mind, the elimination of a firm because of a GAAS violation seems disproportionate. 

10. What do you believe is an appropriate pleading standard if all claims are removed 
from state courts to exclusive jurisdiction of federal courts?  

That’s a tough one.  A strong argument can be made for the “scienter” standard now used under 
section 10(b), but the problem is that that standard can be satisfied even when an auditor believes 
he or she has acted in good faith.  To illustrate, sometimes an engagement partner will, in 
complete good faith, sign an audit report unaware of the fact that, for example, an outside vendor 
of the audit client has provided the auditor with a false receivable confirmation.  If the auditor 
has not detected the falsity where detection was arguably possible, the auditor may be 
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susceptible to a contention of fraud – notwithstanding a genuine belief that the audit procedures 
complied with GAAS.  An attempt to address that scenario would cause one to head in the 
direction of a standard requiring “intent.”  This is, of course, precisely the issue left unaddressed 
by the United States Supreme Court in Ernst & Ernst v. Hochfelder. 

11. Do you believe investors right of action of and accompanying liability damages 
should be limited for an auditor who was unable to detect massive fraud of a 
magnitude such as those that during the past decade ran into hundreds of millions 
and even billions of dollars; or against an auditor, or audit firm, that is found to 
have been aware of improper financial reporting by a public company and still 
issued an unqualified report? 

It would depend.  Among other things, I would be interested in knowing whether the failure of 
detection was the result of a level of collusion that made detection all but impossible.  For 
example, I have seen frauds where all of the participants in the transaction at issue lied and 100% 
of the documentation given to the auditor was falsified.  I don’t know how an auditor could be 
expected to detect such a thing. 

On the other hand, there are certainly instances in which an auditor could have followed up and 
didn’t.  The question then becomes whether such a circumstance should, depending on the 
capitalization of the audit client, result in the elimination of the engagement partner’s firm.  
Perhaps one approach would be to limit the liability of the firm but decline to limit the liability of 
the individual engagement partner.  That way, the wrongdoing partner is penalized but the 
innocent partners – not to mention the innocent audit clients – are not. 

12. You testified that the current litigation system needs to be fair.  What amount of a 
cap on auditors’ liability would be fair in your professional opinion? 

I mentioned above $100 million, though I reiterate my understanding that none of the firms favor 
that approach.  To my way of thinking, the issue of fairness does not turn on any particular 
number or approach but on awareness by investors that a particular number or approach is in 
place.  As long as investors are so aware, they can make their investment decisions accordingly. 

13. You testified that auditors have claims against them of approximately $140 billion.  
In the past ten years, what has been the average and median amount of settlement 
as a percentage of amounts claimed? 

In my experience, the settlements have been way below the amount claimed.  I should add that 
that is completely unsurprising to me.  Plaintiffs’ damages theories tend to be wild exaggerations 
of true investor losses and, often, deserve to be rejected out of hand as a starting point for 
settlement discussions.  I only wish that juries would have the same reaction.  Unfortunately, the 
mathematics can be so utterly confusing that a jury may accept a plaintiff’s estimate as credible 
when, in my view, it is nothing of the kind.  The result, of course, is the dynamic depriving the 
accounting firm of its day in court and the need to pay settlements to avoid the risk of  firm-
debilitating verdicts at trial based on exaggerated damages theories. 

I hasten to add that that is not to suggest the resulting settlements are necessarily insignificant.  I 
still recall the $400 million settlement by Ernst & Young arising from civil litigation involving 
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bank failures.  Other significant settlements include E&Y’s $335 million settlement in Cendant, 
Deloitte’s $312 million settlement in connection with failed banks, and PwC’s $225 million 
settlement in connection with Tyco.  The list is obviously much longer than that.  I mention these 
simply to illustrate that large settlements do in fact occur. 

The key point, though, is not the extent to which the firms (with only limited exception) have 
been able to survive through acceptable settlements.  The key point is their inability to actually 
have their day in court in a large-scale case. 

14. How have or will the U.S. Supreme Court decisions regarding Dura 
Pharmaceuticals or Tellabs likely affect the  litigation outcome against the audit 
firms in the future? 

Both Dura Pharmaceuticals and Tellabs should help the firms.  Dura Pharmaceuticals puts the 
weight of the Supreme Court behind the general rule requiring proof of loss resulting from a 
misrepresentation.  Tellabs allows the federal courts to consider not only the inferences from the 
plaintiffs’ pleadings, but also the inferences from the accounting firm’s defenses as well. 

I should add, though, that, while both decisions may cause unwarranted complaints to be 
judicially dismissed as a threshold matter, if a complaint survives the dismissal stage neither case 
will address the problem of an accounting firm’s inability to take a large-scale case to trial.  

15. For each of the past ten years, what has the average and median settlement of claims 
against your audit firm  been for audits of public companies in (please divide your 
responses between settlements involving companies with market capitalizations of 
less than $1 billion and greater than $1 billion): 

a. State courts? 

b. Federal courts? 

Here I need to defer to the experience of the accounting firms themselves.  

16. What percentage of the amount claimed has been paid in the settlements in (15) 
above? 

Again, I defer to the experience of the firms. 

17. How many claims were there in each of the past ten years in state courts?  In federal 
courts?  What were the nature of the claims and litigation that were filed in state 
courts? 

I’m afraid I don’t track this data.  Potential sources might be NERA or Cornerstone. 

July 3, 2008 
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