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"I believe this is & eritical time in the history of the accounting
profession iz thie country. A failure to come to gripe with these problens
will be the barbimger of 8 measura of regulation that <an only atifle

innovaticn, competition, cpportunity. and professionalim."l

These harsk worde ars those of AICPA Public Owersigbt Bosrd Chairman
Arthur M, Wood, The problen referred to by Mz, Wood: the ooslaught of
publie eriticipm directed at the public accounting profesgion &2 evidenced
by the increasing number of 1aw suita filed ageinat public accounting firme
ig recent months. Hardly a week goes by without the report of a new guit
jmvolving buge sume of wmoney, some in excess of $150 million, being £iled
againgt & public accounting firm with a charge of negligence. The sums
involved are so large that as one eritic recently noted, "It is no longer
inconceivable that one or mere firme could ge broka directly a5 & redult of
one big misteke on en audit® In fact, at present, it ie reported that the
total smount of outatanding claims sgainst the Big Eight firms exceeds
42 billion, approximately four times the estimated eguity of the eight
firms. Tndeed, the litigation iaste can no longer be coneidered pimply an

irritant, ae it hag in the past.

THE AUDTTOR'S CLATM TO MANAGEMENT

The First step in examining the problem of expanding audit liability
i to understand the claim the anditor makes to mansgement upon completing
ap audit. This clain ia contained in the auditor's report, which is signed

by the suditor and represents the end-product of the audit procese.



The standard report {unqualified opinion} is generally divided iote
two sections. In the First paragraph, the auditer claims to heve examined
specified financial statements. The inclusion of this phase implias that
the fimancial stetements were prepared by management and are msanagenent's
reapongibility.

The audltor alsc notes that hie examination was performed in
accordance with Geuerally Accepted Auditing Standarda (GAAS), which
acknowledges the existenca of professional gtendards and the fact that
thesa standarde were met in the performance of the audit.

The firsr paragraph also includes the phraze "such tests of the
aecounting recorde aud such other auditipcg procedures aa we copaidered
pecessary in the circumstacces.® This clause underscores the nature and
extent of the auditor's exsmination. The word test is used purposely to
imply that less than a 100 percent examingtion wae made of the transactions
gupmarized in the financial statements. The phrase "as we conpidered
necessary in the circumetances® indicates that profesgional judgment wae
used by the auditer in determining the pature snd extent of auditing
procedures applied.

The sacond paragraph of the standard report contains the actusl
puditor's oplniom. An unqualified apimiorn, which is given when the
financial statements are not sffected by any major uncertainty, would read
as follows: "In our opinion, the fipancial etatemente present feirly the
finapcisl poaitien, results of operations and changes ic financiel position
in conformity with Germerally Acceptad Accountipg Principles applied on a
conaistent basig.™

The first item which ahould be noted about thie phrase is the word

"opinion,® The report doee not Btatsa, "we certify,® "we guarantee,™ or e



are certais,® Thus, all that is aupplied to management ig the epinion of
an erperienced professional.

Also note that the report does nat contain worde such as accurately.
factually, or correctly, but rather, "presant fairly." The intended
cobnotation of "present fairly" is ™in all paterial respecte.” Thie is
specified due to the existence of estimstee in the financial sratements and
the limited narure aod extent of the sudit examination.

In sum, a etandard suditor's report simply stated that an exanination
was made of gpacified financial etatements in accordance with GA&S and that
in the professional opinion of the auditor. the finencial stetements are

presented feirly in accordance with GAAP.

LEGAL DEFINITIONS OF LIABTLITY

With the audit fupction defined in the auditor's raeport, one need
reference the law books to find the legal definitions of ligbility.

Under common law, the auditor is wader a direct contractusl agreement
with the client company. As such, an auditor may be held liasble for breach
of contract glvem one of the following:

1. The suditor issues a atanddrd Tepert when he bas not made &n
exsmination in sccordance with GAAS.

2. The auditor does not deliver the sudit report by the agreed-on
date.

3. The auditer viclatee the confidential relationship inherent within
the contractual agreement.

An euditor may alse be liamble under tort law, given ope of the

following:

1, Ordinary negligence —— failure to exercise the degree of care
which a perscn of erdinaxy prudence would exercise in the same
circumatances, )

2. Groes negligence —— failure to exerciee even glight care in the

performance of the audit,



3, Fraud -—— intenticnal deception, auch e nondisclogure of 2
materisl fact, that Tesults in ipjury to ancther.

In the paat, the courtsd have restricted the extent of euditor's
liakility to guits involving circumstances closely related to the lagal
dafiniticna of liabilicy. Recently, however, the courts have applied the
cencept of asuditor's 1isbility to much brosder circnmstances. Thisa
expanaion of the application of liability is best jllusrrated through &
geries of actual court decieions that have been handed down over the yeard.

in a suit i 1919 (Landell v. Lybramd), the court kold that Tabgent
the intent to deceive,® the auditor ig not lieble for negligence.

By 1%31, the courte had relazed thelr position somewhat., In
Ulttamrea v. Touche, the court held that the aunditoxr iz Dot liable for
ordinary negligenca to unforeseen third parties, but may be liable to named
third parties. In addition, the auditer is liable when negligence is 80
groes me to congritute fraud.

In 1968, the expansion coatinued. In Rusch Factore, Inme. ¥. Levin,
the caurt coccluded that guditors are iiable for ordinary segligence to
foresean and limited claases of unideptified persons. The unidentified
¢lage includes all individuals entitled to receive the auditor's report.
but not shareholders or bomdholders.

In the 1980'¢, the lisbility hag been extepded to the shareholders as
well. In November of 1984, for axample. Arthur Andersen paid $45 millicm
to the msnagement and shareholders of Chage Manhetten Corporstion due to
huge losses aufferad by the company. the causes of which allegedly went
undetected by the sudirors.2

Az can be seen from these examples, auditor'e lisbility has expanded

drastically: owree limited to an intent to deceive, the liability now



extends to suite filed by shareholders of any company puffering huge losses

who balieve the suditors te be negligent.

GAISES COF EXPANSION

The expansion of auditetr's liability is essy to &ael pick vp almost

any Wall Streat Journai, ekim through it, and you may digcover the
ahnouncenest af A new gulti-million dollar guit filed againet 2 public
accounting Firm. However, the caused of thiz expaneicn are oot a3 viaible.
Mentioned below are a few of the major contributore to the problem.

One major obetacle faced by the profeszion is the so-called "Public
Fxpectation Gap." This gap ig defined ag the difference between the
public's perception of the auditor's responeibility and what the aunditor
claims repponsibility for. In many cadec, the members of the public are
not aware of the inberent limitaticns of an gudit examination: the
existence of estimates, cost/benefit need for testing, professional
judgmnent, etc. At heart id a basic lack of understanding ae to the

Fundamental difference betwesn &m gudit failute and s businesa failure.

Ancther major problem involves the slleged practice of "gpinian
ghopping." Opinico ahopping ie described as the occurrence of a company
literally ehopping from audit firm to audit firm gearching for the cpinion
they depire. The criticism leveled agaivet the profeszion is that firms
are often #o fearful of loeing huge million dollar cliects that in order to
retain the audit. their profesgional judgment may be compromieed.

The economic conditicna of the tine alaoc play a role in the increase
of litlgation ageingt public accountanta. The two major wavea of
litigation im the early 1970's and 1980's correspond precisely with the
large number of business failures due to the daep recession of the period.

A current view applies the "deep pocket theory" to the lisbility issue.



Thie theory holds that eince the auditr firme sre often the only galvent
entities following the collapse of a business, they are prime targets from
which gharehclders and creditors hepe to recover their investmenta.

4 related phencmenon which may contribute to the incresse in
litigation is the perceived readinese of public accounting firms to gettle
out-gf—court. In many cases, the cost of defending the propriety of audit
work performed far exceeds the smount of the guit. Thue, scme firms have
opted to settle out—of-court in order to save thie money, Tegardless of the
strength of their csse. The public (and legal profession} may regard this
attitude as very attractive when attempting to Tecover invedtmenta.

Some firma have been accused of contributing to the litigatiem problen
through poor client selection. Thase ctitica claim thet, in an attempt to
gaiz market share in guch a competitive envircnmeat, some firms have
accepted companies ss clients thet othes Firme have Tejected. Thape firms
are congidered high-risk clients by the profesgion and often and in
bankruptey, thue increasing the possibility of litigaticnm.

one fimal contributer te the litigation preblem that has been
auggested is the poseibility of independence compromise due to the growth
in management consulting services, Gritice in this area claim that a
serious copflict of interest develops wvhen the avditors are forced to
reviev syetems designed by congultants of their same firm. However, to

date, thete have been no suits filed based on thie assumptiom.

EFFECTS 08 THE PROWESSION

With all of the recent publiec eriticism and the huge suits being
filed, the litigation problem is necegsarily going to impact the
profespion.

A direct conpequence of the 1iability expansicn is & subetential



increage in the cost of malpractice insurance for suditors. Due to the
inerease in bath the number and dollar amounts of suits filed, the cost of
insurance premlumg hag already increased dranatically amd is axpected to
skyrocket in the near future.

A related ph.enomenan ig the declining pool of imsurance carriers
avallable to sach firm. As each flrm requirea grester Covarage, the large
insurance firms, auch as Lloyd's of London, may soon be etraining to
provide adequate coverage. Tn faet, Lloyd'e has hinted in recant months
that it may discontlnue insurance coverage jo the United Stares due to the
extremely aggressive litigation environment in the T. S, ag compared to the
environment in England.

Another quertion which hag been raiged concerns the profession's
ability to attract talented personnel in the future. . Due to declining
credibility and incressed risk of personal exposure at the partner level,
it has been suggested ther gkilled professionale may become more hesitaot
to pursue a CArser HE & PAYTAer jn a public mccounting firm. This
recruiting problem, if reglized, would have an obvious effect on the

quality of future dervice.

PROPOSED METREODS TO COMBAT THE EXFANSION

The principal organizaticen within the profession, the American
Institute of Certified Public Accountants {AICPA), mugt imvolve iteelf im
the lishility isaue if the problem im to be resclved.

The AICPA is currently in the proceds of developing several proposals
simed at limitipg the liability of accounting firms. Presently, the
Inatitute is diecuseing three cptions:

1. Tha creation of limited ligbility corporatione in place of the
eripting partnership form.



7. ‘Retaining the partnerehip atructuTe, but limiting potentisl
exposure to & nuitiple of fees aarned.

3. Developing new formg of insurance.

The incorperation option wae first axamiped by the AICGPA during the
firast major wave of litigation in the early 1970's, but wae rejacted ag
beipg impracticel. Incorporation could cffer geveral advantages to flrms,
not only in the limitation of 1lehility. but slec in terms of taieing large
aunm of capital to fund investment and axpansion.

The aecond opticn, limiting 1isbility teo & multiple of fees earned, is
one that Americen doctors have been discnssing for yeara. I fact,
legislaticn in some stated hag placed a ceiling on the aize of medical
negligence actionsa whichk may be filad. The same BOrt of idea is being
considered by the Institute.

The third option, new forme of insuraace, would provida public
aecounting firma with greater coverage. However, one potentisl drawback to
the plan concerns passing the additiomal costs of insursnce coverage oo to
client companies in an already price-conscious envircnment.

Othere within the profeszlon stress the importance of educating the
courts and the public ag to the pature and extant of an mudit examinstion.
A broad public educatiom program is being suggested which would streas the
judgmental aspect of finapeial reperting. The main thrust of such a
campaign ie to narrow the public expectaticm gap referred to earlier.

Another proposal desla with chaeges within the profession. The peer
review procass utilized by the profession is beizg resaxamined and
apendments are being discussed. Other ideas include more SEC invelvement
and investigarion into litigsticn casae. Second partner review of eudit
work could also be expended to more enpagements.

The latedt recommendation concerne expanding the pudit process in



attempte to become more effective in detecting fraud. Thie propesal,
auggested by Price Waterhouse, ig gomewhat of & break from the position of
the remainder of the profeasion. The rationsle behind such & suggestion iz
thet the gclution to the litigation problem must come in part from changes

by the profession.

Evaloarion of Corrent Proposals

An evaluation of each of the aforementioned proposale in relation to
their effectivenese follows:

The first ATCPA proposal, which deale with incorporation of existing
accounting Firme., provides the firms with the bepefit of limited lisbility,
but does not addresa the heart of the problem. Thus, thia suggestion is
pore of 8 reaction than a eolution. Additionaily, such a reaction could
caupe Further public pressure, as it seemé to Buggest vulnerability, if aot
an admiszion of guilt., Any effort te protect the financial interaste of
the firms rather than & direct respomse to the problem would ¢nly further
aggravate the situatiom.

The gecond ALCPA consideratiom, that of limitiog liability to a
nultiple of fees esrned, shares many of the same drawbacks of the firet
suggeation. It too is a protective reaction rather than 3 direct solution
to tha problem. Addirionslly. legislation to this and would be extrenely
difficult to pass. American nedical doctors have been pressirg for similar
ptotection in malpractice cases for many years, but have made only minimal
progress. One further isgue that would have to be addressed when
comsidering thie proposal is the problem of differentiating between large
cliente versue small cliepta. It seeme difficult to justify tkat majer
gharehplders of smaller entities are entitled to rtelatively leazer

compensation simply beceuse the sudit feex are amaller,



The third ATCPA proposal, creating new forms of insursnce, ie a
measure that may be needed simply for the firms to survive in the intense
litigation environment. With Lloyds of London threatening to completely
retreat from American coverage because of the liberal litigation
atmosphere, new forma of insursuce willrbe needed to adequately prepare
seeounting firms to effectively conduct businass. However, although new
Formg of insurance may be & tecessity, it does mot provide a golution to
the problem. Again, this suggestion falters in the same respects &5 the
prior two: it is a resction te the problem which may infer admiasicn of
guilt rather thao a dlrect solution to the problem.

Broad public education/awareneds programs have alsgo been suggested.
In evaluating thia proposel, it iz apparent that auch a measure would be
the nn#t difficuit toc impliement. the moat costly amd the glowest to take
effect. Cooperation would be needed from the AICPA ae wall ag the state
societiea, The Big Edght firms, because of their prominence apd exposure
to the public, would also have te commit the necessary redources to nake
the program effective. However, auch action would address the problem head
on. Since the public expectation gap is a major contributor to the
problen, meagurea are needed to cleae the gap. The public awareneaa
program could accomplish this if inplemented effectively.

Tha next propesal noted deals with changes within the profesciocn to
enkance credibility and independence. Measures such ae increased paer
veview and second partner review would increase the quality of audit weosk
perforned. The question im whether the brunt of the problem stems from
lack of quelity eudit work, Certainly, the profesgion must accept its
ghare of responsibility for the litigation problem, but ipcreased quality.
athics anéd ipdependence may net be enough to adclve the problem.

Ezaentially. such changes would only be noticed to thoge within the

10



profession aud those outside the profession who are aiready knowledgeable
enough in audit matters to appreciate the changes. As such, changes withim
the profession may not be far-reaching enough to have a grest effect on the
problem.

The Price Waterhouse poeition, that of expanding the audit to
gtrengthen fraud detection, ieg very controversial. The preofession has
maivtained for scme time that a GAAS audit is not deeigned to detect fraud,
and thue, the auditor hss limited responsibility for the detection of

fraud.

Rewulte of Survey

In order to obtein a reaction to the issues degeribed above as
contributore and posesible sclutions to the problem of increasing
litigation, a quastionnaire {gee Appendix A for questionnaire asnd cover
letter) was sent to audit partners at the following 13 fimms:

Arthur Andarsen & Co.

Arthur Young & Co.

Alexander Grant & Co.

Peat, Marwick, Mitchell & Co.
Price Waterthouse

Ernat & Whinoey

Coopers k Lybrand

Touche Ross

Deloitte, Hasking & Sells
Laventhol & Horwath
Altpehuler, Melvoin & Glageer
Seidman & Seidman

EMG Main Hurdman

The cover letter included with the questipsnaire presented the
position that the public expectation gap is the major contributor to the
litigation problem and described a public education program to reduce this
gap. The program dedcribed in the letter is the one deacribed previously,

involwing public relations/promotional efforts by the AICPA, egtate

11



societies, and the major public accounting firms. Other components of the

plen deactibed include:

- eaducating all buscinese studente e85 to the nature and limitations of
an audit while still in college.

- incressed disclosure by the auditor in the annual report describing
the test nature of the sudit and other limitations.

The partners were then asked to eveluste the public educarion program &s
well as many other cauvaas and solutions deacribed. In total, 12
questionnaired were rotutrned. Tha reaultea of the survey are cummarized
below:

1. The public expectation gap is the major contributor to the problem of

increasing litigation.

Strongly agree 3
Agree 4
Slightly agreae 3

Keither agree

por disagree 1
Slighrly disagree 1]
Dipagree 1

Strongly disagree Q

2. PBvaluate the impect of the following ad causes of the litigatien

problem.

12



Deep pocket theory
Client pelection
Opinion shopping

Quality of mudit
work performed

Independence
compromisge

Perceived readiness
of public accy.
firms to settle
out-of-court

Great
Inpact

10

0

Moderate
Impact

1

4

Small
Impact

1

&

Minimal
Impact
0

2

Nao
Impact

0

u]

3., Evaluate the effectivenass of the following as golutions to the

litigation problem,

Incarporaticn of public
public acey. fimms

Limit liability te a
rultiple of fees
earned

Create new forme of
ipsurance COvVerdge

Public education
programa

Increased peer
Teview

Increased SEC
inmvolvement

Increased emphagie
on ethics in CEFR

Expand audit te
detect fraud

Great
Impact

o

ModeTate
Topact

1

13

Small
Impact

0

Minimal
Impact

5

No
Impact

6



. 2 o : s
4. 5 firms precantly have a program in actionyrespend to the litigation
problem.

1 firm plans to implement & progTam in response.
1 firm is congidering implementing a program.

3 firms sre sot congidering any acticm.

0 firme will not participate.

2 firme did not respond to the question,

5. A public education program as describad in the cover letter would be:

Both effective and practicable k!
Effective but not practicable 1
Hot effective 7
Did not reepond to question 1

6. 5 firms would be willing to participate in such & public education
progTam.
3 firms would not be willing to participate.

4 firmg did net respond to gueation.

The following were mentioned ag other causes of the increase in
litigation by the reapondents:

- litigioue scciety

~ irresponsible court/jury findings

~ lucrative area for strike attorneys.

The following ware mentioned as ather solutions to the problem:
— more prudent judicial Ryatea

- existence of D&O coverage by cliente

- eliminate attorney's conti fee arrang t and plaintiffe to be

respongible for all litigation costg if they lose.

The results of the survey reveal several trends. First, the mejority

of the partners feel that the public expectation gap is the major

14



contributor to the litigation problem. The deep pocket theory alsc appears
to ba cruciel to the ineresee in litigation,

Second, the resulte reveal a wide rauge of regpenses to the
affectiveness of several solutioms. Thus; there definitely ie to consenaus
of opinion regarding a remedy. Howewver, legisiation to limit liability to
a pultiple of fees earmed raceived the greatest support, Aleo, the Price
Waterhouse proposal to expand the audit to detect fraund received some
favorable aupport, with five respondenta rating it as moderately effective
or greater.

Third, the survey confirmed that the major firme are indeed teacting
to the problem in a tangible matner. Most of the firms who regponded to
the question presently have a program iu action ot plap to implement &
Program.

Finally, the proposed pubiic education program received mixed support.
Although noet of the partners rate puch & program ae ineffective, the
majority of the firms who resporded to the quedtion would be willing to
participate in such & program. As one reapondent atated, the program wight

not be effective, "but it can't hurt.”

Seamecy

In sumwmary. thia is indeed a criticsl time for the public accounting
profesgion. Bombarded by & rash of litigation so huge that it questiona
the very exiatence of the Big Eight, the leaders of the profession have
bean forced to erruggle to determine the csuses of the imcrease in
litigation and to develop plausible soluticns to the problem. When
reviewing the ceauses identified thus far, the public expectation gap must
be conmidered as a4 major contributor. A public education program degigned

to educate the business community e& to the nature and limitatione of an

1 3+



audit examination in an attempt to narrow this gap has received nixed
revievs. However, as more study 1ls dome regarding this issue, the
profession may decide te Tesort to such & program te begin to control the
masspive litigation.

Tha profession is desperately trying te aveid precicely the feare
exprageed by Mr. Wood referred to earlier: regularicn which would stifle
innovation, competition. opportunity and professioneliem, Right now, the
House Subcommittee on Overeight and Investigation, cheired by Comgreasman
Jokn D, Dingell, the z2¢-called Dingell Hearinge, are in progress.
Congreseman Dingell and his supporters have been & major force presging for
increased regulsticn of the accounting prefession of late. And ag Mr.
Dingell warna, "Fime ie running out for the profedsion te show it can
regulate itself, Tha syetem doasn't appear to be working. All is pot
well. This may be the profession’s last oppertunity to police iteelf

before somebody elge does it for them."d

18




lirthor B, Wood, in "FOB Chairman Urges Major Changes in Self-
Regulatory Program for Accountants,” DH&S Reviaw, Delcitte, Hasking &
Sells, Wew York, 1985, May 27, 1985, p. 1.

zGary Klott, "Uneasy Peried for Andercen," The New York Times.
November 23, 1984.

3"m:counting Profengion's Lagt Chavge Hearinga Open in Waghington,”
Public Accoupting Report, Profesgional Publicetions, Ime., Atlanta, 1985,
Vol. VIII, Wo. 3, March, 19853, p. 2.

17



BIBLIOGRAPHY

“iccounting Frofession's Last Chance Hearings Open in Weahington," Bublic
Accounting Report, Profeegsional Publicationg, Inc,. Atlanta, 1985 Vol.
VIII, No. 3, March, 1985.

American Ingtitute of Gertified Public Accountante, “SEC to Study Opimiom
Shopping.™ The CPA Letter, American Institute of Certified Public
Accountante, July, 1985.

Wanericap Institute to Seek Limit on Liability of Firme," International
Accounting Bulletin, PRT 0ffeet Ltd., London, 1985, Issue No. 32,
April, 1985.

Arthur Andersen & Co., “AICPA Special Investigations Committee Ipoues Firet
Report,® Accounting Newa Priafs, Arthur Andercen & Co.. Chicago, 19835,
vol. 11, No. 3, May-June, 1985.

Coliins, Stephen H., "Frofessicnal Liability: The Situaticn Warsens,"
Journal of Accountancy, November 1985. pp. 57-66.

Connor, Joaeph E.. "Public Expectatioms: We'te All on the Hook,™ Price
¥aterhouse, New York, 1945,

Cumminge, Cecilia, "Suite Spotlight Debate on CPA'$ Role,™ Crain's Chicago
Buginegs, Jaouary 14, 1985.

Kstch, Ronald §., “"What Heg Happened to Your Profeggional Liability
Ingurance?™ ICPAS News Jourmal, Illinoda CPA Society. Chicago., 1985,
Vol. 35, Wo. Z, JulyfhAugust 1965.

Kall, Waltar G., and Richard E. Ziegler, Modern Anditing, Second Edition,
John Wiley and Sone, Hew York, 1985.

Klott, Gary, "Uneasy Peried for Andersen,” The New York Times, Hovember I3,
1984,

Rullberg, Dusne R., MReporting to the Public: Who's Respongible?,™ Arthur
Apderaser & Co., 1985.

Minow, Newton N., "Special Reporti Accountant's Liability,™ Arthur
Andersen & Go., Chicage, 1985.

Price Waterhouse, ™Challange ard Opportunity for the Accounting Profespion:
Strengbhtening tha Public's Confidencs," Price Waterhoude, New York,
1985.

Schultz, Richard B., "Opinien Shopping," DH&S Review, Deloitte, Haskicne &
Sells, November 25, 1585,

18



St. Pierre, Kent, and James A. Anderzon, "in Anslysis of the Factors
Associsted with Laweuite Againat Public Accountante,™ The Aecounting
Review, Vol. LIE, No. 2, April, 1984.

Wood, Arthur M., im "POB Chairmasn Urges Major Changes in Self-Regulatory

Program for Acccuntapts,” DH&S Review, Deloitte, Hsekins & Sells, Hew
York, 1985, May 27, 1985,

19



Decexber 4, 1985

&addl&
&add2E
Ekadd3&
Saddas
sadd5SE

Dear &sals:

In order to fulfill the requirements of the University Honors Frogram at
Northern Illincis University. I am preparing a projact concerning the problem of
expanding suditor liability as evidenced by the rash of lawsuits filed against
public accounting firme in the pagt aeveral momtha. 1 am pursuing tha topic
with the sssistance of Dr. Curtis Norton, a fsculty member of the Northero
Iilineis Univerpity Dapartment of Accountancy.

In conjunction with this project, I am interested in solicitiog the views
of practicing avditore. Thus, I have prapared the anclosed short guestionpaire,
which addresges many of the issues related to the imcresse in auditor 1iability.
Your cooperation in completing the questicnnaire would be of great value toe my
pProject.

A brief statement of my position Tegardinp this issue should be provided
bafore you complete the questionnaire. 4g I sea it, the major contributer to
the problem i# what has been calied the "Publje Expectation Gap.” Thie gap ia
defined as the difference between what the public perceivea the aunditor's role
to be apd what the auditor c¢laims responsibility for.

Ag a partial solution to the problem., I am proposing & broad public
education program to natrow this gap. Briefly, this program would call for
public ralarions/promctional efforta by the AICPA, state gociaties, and the
nejor public accounting firms. Other components of the plan include:

- educating all businass students as to the nature and limits of an
audit while still in colluge.

- increased disclogure by the suditer in the apnual report describing
the test neture of the audit and other limitations.

Flepse feel free to provide any additional commente, Your response will
remain atrictly confidantial. Thank you agaln for your cocperstion.

S8inceraly.

Barry Kokno
BE:tr

Enclosure



1. The public expectation gap is the major coptributor to the problem
increasing litigation.

|_| Stromgly agres

I_| Agree

1”1 8lightly agree

|t Neither agrea nor disagree
1”1 sligbtly disagree

I_! Disagree

171 Strongly dieagree

FPleage provide sny additicnal te:

of

2. Bvaluate the impact of the following as causes of the litigation problea.

Great Moderare  Saall Miniwmal Hao
Inpact Impact Inpact Impact Impact

"Deap Pocket Theory™ 5 & 3 z 1
{auditor ie only source
of recovery following
bankruptey)
Client gelection 5 4 3 2 1
Opinion shopping 5 4 3 4 1
Quality of audit work 5 4 3 2 1
performed
Indepsndence compromiee 5 4 k| 2 1
Perceived readinesgs of 5 4 3 2 1
public acey. firas to
settle out—of-court
Other (Pleaze specify) 5 4 3 Z 1

Flease provide any additiomal comments:




3. Fvaluata the effectivenese of the following as solutions to the litigation

preblem:
Great HModerate Small Minimal Neo
Impact Impact Inpact Impact Impact
Iogcorperation of public 5 4 3 2 1
acey. firme
Limit liability to & 5 4 3 Z 1
multiple of fees
earnad
Create new forme of 3 4 a 2 1

ifBuUrAtce COVETARE

Public education L & a 2 1
prograns

Increased peer review 5 4 3 2 1
Increaged SEC imvolvement 5 L 3 2 1

into litigation caszes

Increaced emphasis on 5 & 3 2 1
ethices in continning
aducation prograns

Expand audit te improve g 4 a 2 1
fraud derectiop

Other {Plegee specify) 5 4 3 2 1
Pleage provide any additionsl te:

4. Our firm

I_| presently ba# a program in action to respond to the litigation problem
|| plang to implement & program in response

|_| is congidering implementing a program

| | is not conaidering any acticn

1| will not participate

Plagse provide any additiomal te:




A public education program as described i the cover lerter would be:

5.
1”] both sffective and practicable
(|

1”1 not effective

effective but not practicable

Please provide any sdditiopal

6. Our firm would be willing to participate in suck a public education program.
IZ! Yes

1 We

Please provide any additional

Please place your completed questionpaire in

Thank you for your cooperatiom.
the enclesed postage-paid apvelope and mail it st your earliest convenience.
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