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OVER-ACCOUNTABLE ACCOUNTANTS? A PROPOSAL
FOR CLARIFICATION OF THE LEGAL RESPONSIBILITIES
STEMMING FROM THE AUDIT FUNCTION

GEOFFREY T'. CHALMERS*

The risk reasonably to be perceived defines the duty to be
obeyed . . . . —Benjamin Cardozo

With the issuance of the Trueblood Committee Report in October
1973, the accounting profession began a new period of examining the
objectives of financial statements.? Recognizing that a review of
guidelines to improve accounting and financial reporting must
begin with a clear understanding of objectives, this report noted:
“An objective of financial statements is to serve primarily those
users who have limited authority, ability or resources to obtain in-
formation and who rely on financial statements as their principal
source of information about an enterprise’s economic activities.’”
Financial statements purport to enable these users to evaluate a
business on the basis of information about such matters as cash
flow, enterprise earning power, and management’s ability to utilize
enterprise resources.’ In this regard, the report noted several criti-
cisms leveled against the practices of financial accounting, includ-
ing concentration on reporting historical events rather than predic-
tions, emphasis on values derived from exchange transactions rather
than current valuation, use of different accounting methods to de-
scribe similar transactions, and generally excessive concentration
on the appearance of regularity rather than economic substance.’
The Trueblood Report was, of course, but one development in the
accounting profession’s recent effort to meet these and other criti-
cisms of published financial statements; these criticisms also have
generated an increasing amount of litigation.®

* B.A,, Harvard University; LL.B., Columbia Law School; M.B.A., New York University.
Corporate Counsel, Continental Investment Corporation, Boston.

1. Palsgraf v. Long Island R.R., 248 N.Y. 339, 344, 162 N.E. 99, 100 (1928).

2. See Stupy Grour ON THE OBIECTIVES OF FvANCIAL STATEMENTS, AICPA, OBJECTIVES OF
FrvanciaL StaTeMENTS (1973), [hereinafter cited as TrureLoop Reportl. See also Armstrong,
The Work and Workings of the Financial Accounting Standards Board, 29 Bus, Law. 145,
145-46 (1974); Financial Accounting Standards Board, Conceptual Framework for Accounting
and Reporting, June 6, 1974 (discussion memorandum).

3. TruesLoop Report 17.

4. Id. at 62-63.

5. Id. at 15-16.

6. For a summary of the essential liability developments, see Gormley, Accountants’ Pro-
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To analyze the legal liabilities of auditors, several questions must
be considered. Of initial importance is the process involved when
independent public accountants prepare reports on published finan-
cial statements as auditors. Does their liability flow from what they
say they do or from what the public, the courts, or the Securities
Exchange Commission (SEC) thinks they do — or should do? Can
the objectives and criticisms cited in the Trueblood Report be met
solely by looking at the form and content of published financial
statements?” Or does the profession need, as well, an overhaul of the
legal consequences of its relationship to those statements as inde-
pendent auditors?® This Article will examine these questions and
propose some amendments to the federal securities laws that may
help the profession attain the objectives and overcome the criticisms
set forth in the Trueblood Report.

‘THE REPORTING PROCESS

What does an independent auditor actually undertake when he
performs the audit and attest functions? The rules of the American
Institute of Certified Public Accountants (AICPA) provide that the
auditor is to examine the client’s books, records, and properties, and
report on the client’s financial statements, all in accordance with
“generally accepted auditing standards.”® Besides matters of pro-
fessionalism, independence, evaluation of the client’s internal con-

fessional Liability — A Ten-Year Review, 29 Bus. Law. 1205 (1974). For a review of the
accounting issues, see A. BRILOFF, UNACCOUNTABLE ACCOUNTING (1972); Kleckner, Disclosure
is the Weak Spot in Audits, Bus. WEEk, June 30, 1973, at 12; Forses, May 15, 1967, at 28.
See also Wheat, The SEC, The Financial Accounting Standards Board and The Accounting
Profession, 29 Bus. Law. 141 (1974); Forees, Apr. 1, 1974, at 54 (“As recently as 1962 there
were perhaps two lawsuits pending against CPA firms; today there are over 200. And if the
smaller accounting firms are included, the estimated number of pending legal suits is at least
500.”). Counsel for one of the “big eight” has stated: “There have been at least a dozen major
settlements of over $1 million in the past several years.” Id. But see Seidler, Don’t Blame
The Auditors, CoM. & FinanciaL CHRoNICLE, Dec. 7, 1972, at 1.

7. See AICPA, RESTATEMENT OF THE CODE OF PrOFESSIONAL Erhics 26 (app. A) (1973)
[hereinafter cited as CPE RestateMentl; id. at 85 (Interpretation 203-1); 1 AICPA, Statz-
MENT ON AUDITING STANDARDS 80 (1973) [hereinafter cited as CPA-SAS].

8. For a concise statement of the current legal problems stemming from misunderstanding
of the audit and attest functions, see Gormley, supra note 6, at 1208-14. See also Mautz,
Accounting Principles—How Can They Be Made More Authoritative? 43 CPA J. 185 (1973);
Reiling & Burton, Financial Statements: Signposts as Well as Milestones, 50 Harv. Bus. Rzv.
45 (1972); Address by SEC Commissioner A.A. Sommer, Jr., The Four Musts of Financial
Reporting, Meeting of AICPA, Jan. 8, 1974; Address by Robert R. Sterling, Distinguished
Lecture Series, Oklahoma State University, Mar. 16, 1972, in J. ACCOUNTANCY, Jan. 1973, at
61.

9. CPA-SAS 1-6.
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trol, and the evidentiary basis for the opinion, these rules contain a
section entitled “Standards of Reporting,” which provides:

1. The report shall state whether the financial statements are
presented in accordance with generally accepted principles of
accounting. .
2. The report shall state whether such prineiples have been
consistently observed in the current period in relation to the
preceding period.

3. Informative disclosures in the financial statements are to be
regarded as reasonably adequate unless otherwise stated in the
report.

4. 'The report shall either contain an expression of opinion re-
garding the financial statements, taken as a whole, or an asser-
tion to the effect that an opinion cannot be expressed. When an
overall opinion cannot be expressed, the reasons therefor should
be stated. In all cases where an auditor’s name is associated with
financial statements, the report should contain a clear-cut indi-
cation of the character of the auditor’s examination, if any, and
the degree of responsibility he is taking.!

It is clear that the auditor does not purport to make “factual repre-
sentations with respect to the financial statements or books of ac-
count [but] rather . . . an opinion on financial data consisting of
management representations.”’” In other words, the auditor does

10. CPE RestateMeNT 27 (app. A).

Ambiguities in the concept of presenting infotmation fairly “in conformity with generally
accepted accounting principles” recently have been explored in Rosenfield & Lorensen, The
Auditors’ Responsibilities and the Audit Report, J. ACCOUNTANCY, Sept. 1974, at 73. SEC Reg.
S-X, Rule 2-02(c), 17 C.F.R. § 210.2-02(c) (1974), applicable to all “certificates” on financial
statements filed with the SEC, provides: “The accountant’s report shall state clearly: (1) The
opinion of the accountant in respect of the financial statements covered by the report and
the accounting principles and practices reflected therein; and (2) the opinion of the accoun-
tant as to the consistency of the application of the accounting principles, or as to any changes
in such principles which have a material effect on the financial statements as required to be
set forth in Rule 3-07(a).” This rule formerly used the term “certificate” to refer to what the
profession now prefers to call a “report.” See D. Carmicraer, THE AupiToRs REporTING OBL1-
GATION — THE MEETING AND IMPLEMENTATION OF THE FOURTH STANDARD OF REPORTING 11-31
(1972).

11. CPA-SAS 133. Auditors have noted the difficulties of communicating this thought to
the public, At the First Seaview Symposium on corporate financial reporting in 1968, Joseph
L. Roth, then Chariman of the AICPA Committee on Auditing Procedure, stated:

Do the users of auditor’s reports understand very much about this role of the
independent auditor? There seems to be plenty of evidence that they do not. If
s0, why not? Doesn’t his report make clear what the auditor has done and what
responsibility he is assuming with respect to the financial statements? Some of
us are convinced that the present standard form of auditor’s report not only does
not make either of these clear but, unfortunately, may even be a major contribu-
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not guarantee numerical accuracy, but says only that in his opinion
on the basis of evaluations and tests performed by him in accord-
ance with professional practices, the numbers, taken as a whole,
give an undistorted picture of the company’s financial position and
that the form complies with professional rules for such a presenta-
tion, including “all informative disclosures necessary to make the
statements not misleading.”!?

As seen by an authoritative commentator, the general objectives
of the reporting standards are “equity,” “communication,” and
“environment.”® “Equity” requires a balancing of the advantages
and disadvantages of various forms of reports to serve the competing
interests of different users.¥ “Communication” represents the de-
sire to provide a report that is comprehensible to its readers,'® while
“environment” connotes the need for uniformity and compliance
with regularity requirements.!®

tor to the general misunderstanding.
Roth, The Role of the Auditor, in CORPORATE FiNANCIAL REPORTING: CONFLICTS AND
CHALLENGES 248 (J. Burton ed. 1969) [hereinafter cited as Seaview I].

12. CPA-SAS 81. This is the official gloss on the so-called “Fourth Standard of Reporting.”
Interpreting the third standard, which requires the presentation to be “reasonably adequate,”
it is said: “Verbosity should not be mistaken for adequate disclosure. What constitutes a
matter requiring disclosure is for the independent auditor to decide in the exercise of his
judgment in light of the circumstances and facts of which he is aware at that time . . . . If
matters which an independent auditor believes require disclosure are omitted from the finan-
cial statements, the matters should be included in his report and he should appropriately
qualify his opinion.” Id. at 78.

13. D. CARMICHAEL, supra note 10, at 50-51.

14. “The problems faced by investors when evaluating financial statements for investment
purposes must be balanced, for example, against the interests of regulatory agencies inter-
ested in using the audit report as a means of social control, and the interests of management
in keeping potentially damaging information confidential.” Id. at 50.

“[TThe fairness of the representations made through financial statements is an implicit
and integral part of management’s responsibility . . . . [The independent auditor’s] respon-
sibility for the statements he has examined is confined to the expression of his opinion on
them. The financial statements remain the representations of management.” CPA-SAS 1-2,

15. The preparation of an audit report is essentially a communication process

in which the auditor’s conclusions about the financial statements are transmit-
ted to the users of the statements. To convey an adequate understanding, the
auditor must reduce a complex of judgments to a concise statement, in abstract
form, using highly descriptive words. Since users cannot be expected to under-
stand a large number of technical nuances in report language, a high degree of
uniformity in the meaning of words used in the report is desirable.

D. CarmMICHAEL, supra note 10, at 50.

“The objective of the fourth reporting standard is to prevent misinterpretation of the degree
of responsibility the independent auditor is assuming whenever his name is associated with
financial statements.” CPA-SAS 80. See also D. CARMICHAEL, supra note 10, at 131; CPE
RestaTeMENT 10.

16. D. CarMICHAEL, supra note 10, at 50-51.
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These concerns, then, underlie the almost universal use of a
“short-form” report by auditors to fulfill the requirements of the
fourth standard of reporting.” This report form, which originated in
1934 in an effort to reduce uncertainty about the meaning of an
opinion, contains a form of words that must be used whenever the
auditor expresses an unqualified opinion.®® The Statement on Au-
diting Standards delineates four situations that prevent the use of
the standard short-form report: (1) when the scope of examination
has been limited or affected by various constraints, (2) when finan-
cial statements have not been presented in conformity with gener-
ally accepted accounting principles, including adequate disclosure,
(8) when accounting principles have not been applied consistently,
and (4) when unusual uncertainties exist concerning future develop-
ments, the effects of which reasonably cannot be estimated or other-
wise resolved satisfactorily.!®

The SEC has indicated that a less than unqualified opinion will
be accepted in connection with public offerings only if within the
fourth category regarding future uncertainties.? Furthermore, the
AICPA Restatement of the Code of Professional Ethics states: “If a
CPA disagrees with a client on a significant matter during the
course of an audit, the client has three choices — he can modify the
financial statements (which is usually the case), he can accept a
qualified report or he can discharge the CPA.”% Accordingly, audi-

17. See text accompanying note 10 supra.

18. CPA-SAS 80-81. For a discussion of the evolution of the “short-form” and other reports,
see D. CARMICHAEL, supra note 10, at 11-31. Early reports sometimes stated that certain
specified items had been “verified” and that the auditor “certified” that the financial state-
ments correctly set forth the client’s financial condition. This was the'so-called “long” or
“descriptive” certificate, which was thought to be misleading. The AICPA Statement on
Auditing Standards sets forth the relatively limited categories of circumstances when an
opinion may be qualified, CPA-SAS 97, and states that an adverse opinion must be rendered
“where the exceptions are so material that in the independent auditor’s judgment a qualified
opinion is not justified.” Id. at 83. A disclaimer of opinion, which means that no opinion can
be expressed, must be made if the “examination has not produced sufficient competent
evidential matter to form an opinion on the financial statements taken as a whole . .. .” Id.

19, CPA-SAS 97. Nothing prevents the addition of descriptive or explanatory material to
the opinion, as long as this clearly does not qualify the opinion. Id. at 112-13. A “long-form
opinion” can be issued, including “details of the items in these statements, statistical data,
explanatory comments, other informative material, some of which may be of a nonaccounting
nature, and sometimes a description of the scope of the auditor’s examination more detailed
than the description in the usual short-form reports.” Id. at 132.

20. Id. at 153.

91. CPE Resratement 10. SEC Accounting Series Release No. 90 (Mar. 1, 1962) states in
part: .

A “subject to” or “except for” opinion paragraph in which these phrases refer
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The Need for Change

Publicizing disagreements with auditors through Form 8-K dis-
closure, use of audit committees, and statutory auditor provisions
all give more legal recognition to the major role of the auditor when
seeking improved corporate financial disclosure. It is doubtful, how-
ever, that these procedures will induce the profession to satisfy those
standards of performance that have been set by the courts, the SEC,
and the public, nor will the Trueblood Report’s objectives be at-
tained. Indeed, these approaches may circumscribe auditors’ free-
dom to exert their professional influence on clients in a confidential
setting, thereby reducing the available options when disagreements
arise. Moreover, these techniques do not affect the substantial in-
crease in liability exposure implied by the performance standards
being urged, and the use of such procedures also may raise expecta-
tions that the higher standards are being met before the profession
is equipped to meet them.

_ The inherent inadequacies of the techniques outlined illustrate
the need for reformers to concentrate on a dual objective: requiring
auditor’s reports that will satisfy recently developed judicial and
administrative reporting standards, while fashioning liability rules
that shield from excessive exposure auditors who prepare these re-
ports in a professional manner. These goals could be met by modify-
ing existing state corporation laws,¥ but several factors indicate the
difficulties of this approach, even if attempted through the Model
Business Corporation Act. First, state legislators, dependent on the
good will of corporate citizens, might be dissuaded from the task.%
Secondly, such action by state law might necessitate development
of a complete set of financial disclosure provisions essentially dupli-
cative of federal law, with a resulting regulatory complexity rivaling
that of state corporate taxation. Finally, because the affected state-
ments often emanate from companies whose activities are nation-
wide and because the statements themselves may receive nation-
wide dissemination, it would be preferable to deal with these prob-
lems by national regulation.®

87. For a discussion of the Massachusetts corporate statute, see note 74 supra.

88: See Comment, Law for Sale: A Study of the Delaware Corporation Law of 1967, 117
U. Pa. L. Rev. 861 (1969).

89. There is, of course, the alternative of a federal corporate statute. For a discussion of
the numerous difficult administrative problems with such a statute, see Symposium-—
Federal Chartering of Corporations, 61 Geo. L.J. 71 (1972).
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A ProposaL

The changes needed to clarify the auditor’s role must focus on a
revision of reporting ground rules, while placing clear statutory limi-
tations on liability flowing from the engagement. Although it is with
trepidation that any changes are suggested in reporting ground rules
and documents that have been tested so thoroughly in the crucible
of experience, the attempt is necessary because the courts and the
SEC persistently have mandated extending auditors’ responsibili-
ties beyond the AICPA “fairness” concept. Paragraph 511 of the
ATCPA Statement on Auditing Standards provides some guidance
in this effort:

An unqualified opinion that financial statements present fairly

financial position, results of operations, and changes in financial

position may be expressed only when the independent auditor

has formed the opinion, on the basis of an examination made

in accordance with generally accepted auditing standards, that

the presentation conforms with generally accepted accounting

principles applied on a consistent basis and includes all inform-

ative disclosures necessary to make the statements not mislead-

ing.®
The “fairness” formula thus might be rephrased to require financial
statements that include “all informative disclosures necessary to
make the statements not misleading.” Requiring auditors to make
this express representation may well focus their efforts, and those
of the client, upon preparation of a presentation that will satisfy
developing legal doctrines.®

90. CPA-SAS { 511.01, at 80-81.

91. Controversy exists within the American profession about whether the auditor’s phrase
‘“present fairly . . . in conformity with [GAAP]” should be read conjunctively or disjunc-
tively. The former reading would be “fair GAAP are applied” or “GAAP are applied fairly,”
while the latter would read, for example, “GAAP are applied fairly and the financial state-
ments are fairly presented.” See Rosenfield & Lorensen, supra note 10, at 74. Rosenfield and
Lorensen claim that a disjunctive standard will undermine the uniform application of GAAP.
Id. at 82. They note, however, that the Canadian Institute of Chartered Accountants has
required a disjunctive auditor’s opinion for several years, thereby causing auditors to assume
responsibility for fairness of presentation generally as well as for adequate application of
GAAP. Id. at 77.

The practical value of this approach has been recognized for some time. As early as 1969,
the Wheat Report noted:

Where seriously misleading disclosures do occur [in the annual report to share-
holders] they are most frequently found in textual references made to, or con-
densed presentations of, the results of operations . . . . The Study considered
the possibility of requiring by rule that all financial disclosures in an annual
report to shareholders wherever located in the report, be reviewed by the audi-
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The Financial Accounting Standards Board (FASB) seemingly
would be the best forum in which to implement this change. Con-
currently, the FASB and the SEC could consider the entire issue of
“qualified” versus “subject to” opinions in light of the proposed
change, for, if the Trueblood Report’s intent has been determined
correctly, auditors reasonably should be called upon to be less cryp-
tic in their analysis of disclosure problems. Several cases strongly
indicate that a careful examination of disclaimers in the auditor’s
report will be made to determine if disclosure responsibilities are
being met.*2 By allowing the auditor to elaborate his concerns more
fully in the reports without risk of SEC rejection, he will be encour-
aged to speak in a manner more comprehensible to the average

investor.

tors for consistency with the certified financial statements and covered by their
opinion. The opinion would be required to state that the auditor has reviewed
such disclosures and that they are fairly based on the certified statements.
DiscLosure To INVESTORS—A REAFPRAISAL OF ADMINISTRATIVE PoLICIES UNDER THE 33 AND '34
Securimies Acrs 369-72 (1969). This approach was cited with approval in Feit v. Leasco Data
Processing Corp., 332 F. Supp. 544, 565-66 (S.D.N.Y. 1971). William C. Norby, former Presi-
dent of the Financial Analysts Federation, analyzed the auditor’s role:
The presentation of financial statements is the responsibility of corporate
management. The professional accountant attests as to their correctness. The
user and interpreter of these statements is the investor, or the financiel analyst
acting for the investor., In theory, these parties have a common interest in
accurate financial statements. In fact, however, their immediate interests tend
to diverge. The resulting conflicts are at the root of some of the accounting and
reporting problems plaguing investors today . . . .
The public accountant is the man in the middle of this conflict. Thought by
analysts and other users to be the final arbiter of accounting questions arising
in a corporate financial statement, he is in fact responsive to the wishes of
management so long as they are within accepted accounting principles, which
are very broad. The accountant is retained by management, not by investors
(despite occasional formalities of stockholder approval). His attestation to a
financial statement is thought by users to reflect a fiduciary responsibility, but
in fact, it is a limited certificate. This misunderstanding of the extent of liability
of accountants in their attest function seems to be reflected in the growing
number of suits filed against accounting firms on grounds that certified state-
ments were misleading . . . .
The accounting profession can resolve its conflicting middle position by fully
assuming the fiduciary role that is being thrust on it anyway. Its certificate on
a financial statement is valuable to the issuer and therefore the accountant has
a point of leverage to secure adherance to new and stricter accounting principles
by his clients. The scope of the certificate might well be enlarged to include
financial data in the texts accompanying the statements and possibly, on some
basis, interim reports. i
Norby, The Needs and Responsibilities of the Investor in Equities, in SEAVIEW I, supra note
11, at 95, 105-08.
92, See notes 28-48 supra & accompanying text.
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It is understandable that auditors are reluctant to accept changes
in the formal nature of their engagement and the representations
they make, for, as already documented, the profession is undergoing
considerable strain and uncertainty regarding the expansion of its
liabilities. Accordingly, a corollary of the foregoing proposed change
in the report would place some clearly understood statutory liability
limits on auditors’ responsibilities arising from the engagement.
With the exception of cases arising under section 11 of the Securities
Act of 1938, where damages are limited to the price of the securities
sold,* most courts today retain a scienter requirement for auditor
liability to foreseeable, but not foreseen, persons based on an impro-
per report.® Contrary language in a few cases® probably can be
explained by the facts in those cases, since the errors were particu-
larly glaring or the plaintiffs were clearly foreseen beneficiaries of
the report at the time it was prepared.

Not all federal courts, however, require scienter as an essential
element of the plaintifi’s case.® Moreover, even where required, the
judicial notion of scienter does not rule out possible liability for
ordinary negligence if, for example, an auditor negligently fails to
make an adequate investigation in accordance with generally ac-
cepted auditing procedures, or qualifies his opinion in a manner
that negligently fails to reveal the details of concern in a manner
intelligible to investors.” Such lapses can lead to a finding that the
defendant auditor was conscious that he had no adequate basis for
the statements made in his report, or even that he was conscious
that his report would be misleading to the average investor. This
expansion of the scienter requirement’s parameters undoubtedly
will be increased as documents required by the Securities Exchange
Act come to include information of the type needed to satisfy the
Securities Act’s provisions, thus allowing the resulting higher disclo-
sure standards to be enforced by rule 10b-5 actions.

In a sense, the cautious insistence on a scienter requirement in

93. 15 U.S.C. § 77k(g) (1970).

94. See, e.g., Lanza v. Drexel & Co., 479 F.2d 1277, 1306 (2d Cir. 1973); Mader v. Armel,
461 F.2d 1123, 1126 (6th Cir.), cert. denied, 409 U.S. 1023 (1972).

95. See, e.g., SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 855 (2d Cir. 1968), cert. denied,
394 U.S. 976 (1969); Royal Air Properties, Inc. v. Smith, 312 F.2d 210, 212 (9th Cir. 1962).

96. See, e.g., Myzel v. Fields, 386 F.2d 718, 734-35 (8th Cir. 1967), cert. denied, 390 U.S.
951 (1968); Stephens v. Vowell, 343 F.2d 374, 379-80 (10th Cir. 1965).

97. See, e.g., Globus v. Law Research Serv., Inc., 418 F.2d 1276, 1288 (2d Cir. 1969), cert.
denied, 397 U.S. 913 (1970); SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 861 (2d Cir. 1968),
cert. denied, 394 U.S. 976 (1969).
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rule 10b-5 cases is an artificial attempt to limit liability. If these
limits were clearly secured by statute, it would be easier to develop
a standard of care to unforeseen third parties, at least in rule 10b-5
cases, similar to that applicable to auditors in their relationships
with persons in privity. This, in turn, would eradicate the need for
a strained definition of scienter, which would be limited to willful
or grossly negligent conduct entitling the plaintiff to punitive dam-
ages.

Accordingly, a desirable amendment to the Securities Exchange
Act of 1934 would set a specific damage limit on an auditor’s liabil-
ity, such as “out of pocket” costs to the plaintiff. The proposed
Federal Securities Code® of the American Law Institute contains
limits on liability in civil damage suits that merit serious considera-
tion by the accounting profession; these provisions could comple-
ment the suggested revision of the form of the auditor’s report.

The Code, which is expected to be ready for legislative presenta-
tion within the next few years, will contain nineteen parts that
consolidate existing federal securities statutes and rulings. In its
basic approach to corporate disclosure, the Code creates a system
of registering issuers rather than issues, mandates a regular report-
ing and disclosure system for those issuers, and sets forth the disclo-
sure conditions under which distributions of securities may be
made.® Part VI, entitled “Postregistration Provisions,” and Part
XV, entitled “Administration and Enforcement,” give the SEC au-
thority to require annual, quarterly, and other reports, including the
annual report to shareholders, and to regulate their content, as well
as the form and content of auditors’ reports.!®

The Code places several limits on potential auditor liability.
From section 11 of the Securities Act of 1933, the Code adopts the

98. The Code thus far has been embodied in three tentative drafts, each issued by the
American Law Institute. ALI Fep. Securtties Cope (Tent. Draft No. 1, 1972) [hereinafter
cited as Draft No. 1] basically covers registration of issuers (Part IV), offerings (Part V), and
reporting by issuers and insiders (Part VI). ALI Fep. Securrries Cobe (Tent. Draft No. 2,
1973) [hereinafter cited as Draft No. 2] essentially covers fraud, manipulation, and civil
liabilities for various violations (Parts XTI and XIV). ALI Fep. Securtries Cobk (Tent. Draft
No. 3, 1974) [hereinafter cited as Draft No. 3] primarily covers administrative enforcement
and general provisions (Parts XV-XVII), including selection of auditors. A general revision
of these three drafts is in progress and should be available in 1975. Further drafts then will
be made, mostly covering specialized areas such as investment companies.

99, For the Reporter’s 1974 summary and prognosis, see Introductory Memorandum, Draft
No. 3, at XV. See also Loss & Blackstone, Codification of the Federal Securities Laws, 28
Bus. Law 381 (1973).

100, For an overview of the Code’s general scheme, see Draft No. 1, at xiii.

101. 15 U.S.C. § 77k(b) (1970).
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“due diligence” defense available to auditors in suits based on a
prospectus. Additionally, an overall damage limit is established
equal to the total market price of an offering.!® In its most recent
version, the Code partially coordinates liabilities for misrepresen-
tation as they exist under the Securities Act and the Securities
Exchange Act, by imposing section 11-type liability on the issuer
and others, including auditors, for “misrepresentations” and omis-
sions of material facts in registration statements and annual reports
required to be filed with the SEC, other than the annual report to
shareholders.!®® The defenses provided are similar to those now
available under the Securities Act, and the damage limit, for all
practical purposes, is one hundered thousand dollars per individual
defendant.!™ The Code therefore would impose liability on auditors
for negligence with respect to prospectuses and SEC forms, but it
concurrently would place significant limits on exposure in civil
damage suits.'®

102. Draft No. 1, § 601, governs the content and filing requirements of the reports; Draft
No. 3, § 1503, covers the SEC authority over the content of the auditor’s report.

103. Draft No. 2, § 1403(a). This section does not apply to the annual report to sharehold-
ers, except to the extent that it reflects a deceptive act or a misrepresentation contained in a
filing otherwise covered by this section. See id., Comment (1)}(b). Liability for misrepresen-
tation in other reports required to be filed, including the annual report to shareholders if the
SEC requires it to be filed pursuant to section 601, Draft No. 1, § 601, is covered by section
1404, Draft No. 2, § 1404, which is directed at issuers, including auditors who are “aiders and
abetters” under section 1418, Draft No. 2, § 1418. See Draft No. 2, § 1404, Comment (5)(b).

Section 1403(e)(4)(B), covering an expert’s “due diligence” defense, applies to “any part
of the filing purporting to be made on his own authority as an expert . . . .” Draft No. 2, §
1403(e)(4)(B). This language, of course, tracks section 11 of the Securities Act. Both section
11 and section 1403 limit an expert’s liability to statements which purport to be made by the
expert. Replacing the Securities Exchange Act’s provisions, section 1304 of the Code bases
liability on a “deceptive act in connection with, or. . . a misrepresentation in, a press release
or other form of publicity relating to an issuer. . . .” Draft No. 2, § 1304(c). The definitions
of the types of statements that are actionable here are very broad, and no comfort can be
derived from the Code’s cautious approach to the difficult problems of causation and reliance.
See Draft No. 2, § 215A (“A loss is ‘caused’ by specified conduct to the extent that the
conduct (a) was a substantial factor in producing the loss and (b) might reasonably have been
expected to result in loss of the kind suffered”).

Hopefully, the Code will recognize current cases that permit auditors to police their expo-
sure from the engagement by specifying those parts of their work that are not for public
exposure. See, e.g., Landy v. FDIC, 486 F.2d 139, 169 (3d Cir. 1973) (SEC v. Texas Gulf
Sulphur Co., 401 F.2d 833, 862°(2d Cir. 1868), cert. denied, 394 U.S. 976 (1969), interpreted
to hold that rule 10b-5 liability extends only to assertions made “in a manner reasonably
calculated to influence the investing public . . . by means of the financial media.”).

104. Draft No. 2, § 1403(g), Comment (11)(d). The limit is one percent (up to one million
dollars) of gross income where the defendant has annual gross income over ten million dollars.
Draft No. 2, § 1403(g)(2)(B).

105. The proposed Code draws a sharp distinction between the proscription of unlawful
conduct, chiefly contained in Part XIII, and the delineation of damage liability in civil suits
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In other areas the proposed Code appears to include a concept of
scienter. Section 1406 imposes liability on any person who engages
in ““a deceptive act in connection with,” or makes ‘“‘a misrepresen-
tation in . . . a press release or other form of publicity relating to
an issuer,” where the violation is “known’ by the defendant.!® Evi-
dently, this section is intended to include annual and quarterly
reports to stockholders. In this area, the Code is not quite clear
regarding the auditor’s specific areas of responsibility. Damages are
confined to the plaintiff’s out-of-pocket loss, subject also to the one
hundred thousand dollars per defendant limit.!”

The Code carefully provides in section 1418(b)!*® that a person
shall not be found to have “aided and abetted” another unless he
“substantially assists or induces” the other’s conduct giving rise to
liability under the Code with “knowledge” or reasonable grounds to
believe that the conduct is a violation. This provision, as the com-
ments indicate, should be of significant help to protect auditors

contained in Part XIV. The SEC, when seeking a civil injunction or criminal penalties,
generally is not required to prove scienter, but only that a “misrepresentation” or a “decep-
tive act” has occurred. Accordingly, the Code will provide limits governing civil damage
recoveries only. See Draft No. 2, § 1404, Comment (1)(a}.

106. Draft No. 2, § 1406(a). A “deceptive act” is described in the comments to section 225,
Draft No. 2, § 225, as an almost verbatim codification of the antifraud provisions of existing
federal securities laws. See Draft No. 2, § 225, Comment (1). The term specifically includes
acts that are “likely to deceive regardless of whether deception is intended.” Draft No. 2, §
225(a)(3). This formulation would appear to allow court decisions, similar to those under rule
10b-5, that do not require scienter as a necessary elemént of a claim based on conduct toward
a foreseen class of persons. See, e.g., City Nat’l Bank v. Vanderboom, 422 F.2d 221, 229-30
(8th Cir.), cert. denied, 399 U.S. 805 (1970); Myzel v. Fields, 386 F.2d 718, 734-35 (8th Cir.
1967), cert. denied, 390 U.S, 951 (1968); Stevens v. Vowell, 343 F.2d 374, 379-80 (10th Cir.
1965); Royal Air Properties, Inc. v. Smith, 312 F.2d 210, 212 (Sth Cir. 1962); Ellis v. Carter,
291 F.2d 270, 274 (Sth Cir. 1961); c¢f. SEC v. Van Horn, 371 F.2d 181, 185 (7th Cir. 1966).
Ellis and Royal Air have been overruled effectively by White v. Abrams, [1973-1974 Transfer
Binder] CCH Fep. Sec. L. Rep. | 94,457 {9th Cir. Mar. 15, 1974), which adopted a “flexible”
standard of duty. See note 39 supra.

A “misrepresentation” is defined in section 259, with the result that, as the Reporter notes,
“the scienter element (if any) is extraneous to the proscription of the unlawful conduet itself
. . . 2 Draft No. 2, § 259(a), Comment (3)(c). The Code’s current definition of “knowledge,”
contained in section 251A, Draft No. 2, § 2514, is to be rewritten to include only actual
knowledge of the matter, and a new definition is to be added for the term “scienter.” Although
they probably do not represent a final answer, these changes should make it easier to follow
the manner in which traditional concepts of liability for misrepresentation have been adopted
by the Code.

107. Draft No. 2, § 1406(c), contains appropriate cross-references to sections 1402(f)(1) and
1403(g)(2), which impose the liability limits. For discussion of the difficulties of determining
what portion of an auditor’s work on an annual or interim report is actionable under section
1406(c), see note 103 supra. The auditor’s legal responsibilities in this area are not as well
defined as they are under the Securities Act of 1933. See notes 33-36 supra.

108. Draft No. 2, § 1418(b).
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from “aiding and abetting” claims based on less than actual partici-
pation in the activity, since the commentary throughout numerous
civil liability sections of the Code applicable to issuers makes it
clear that those sections also will apply to “aiders and abetters.””®
While substantial revisions are in process, the proposed Code con-
tains many desirable features limiting auditors’ liability, while ac-
commodating the expanded function of the auditor’s report that has
been suggested.

CONCLUSION

As the law now stands, an auditor’s responsibilities are not de-
fined clearly. Judicial opinions and SEC rulings evidence a trend
toward treating auditors in the exercise of their professional func-
tions much the same as others engaged in a joint disclosure enter-
prise. The objective is to get disclosure that is not, on the whole,
misleading to the average investor; auditors are just as responsible
for achieving this objective as any other person involved in the
process, regardless of the effect of devices that limit the scope of
their actual engagement. Furthermore, a trend can be discerned to
hold auditors and other professionals involved in disclosure to a
higher than normal standard of care, on the theory that because
they hold themselves out to the public as professionals, they should
have a duty of care not to perform their function in a negligent
manner. While perhaps laudable in principle, in practice this trend
would seem to distort a wide variety of auditor-client relationships
and lessen the profession’s effectiveness as a responsible servant of
business and the public.

If adopted, the proposals set forth in this Article should put the
auditors, the courts, and the SEC on notice that the auditor’s legal
responsibilities are qualitatively no different from those of others
who make representations in securities transactions, but that
quantitatively they are different. Auditors should perform their en-
gagement prudently to avoid misleading a foreseeable plaintiff and
acknowledge publicly that the opinion issued with a financial state-
ment should assist in determining that the statement is not mis-
leading; they should be allowed as much space as they want to
express the specifics of their concern about financial statements.
Their exposure in damages, however, should be limited in some
manner which permits them to function without excessive cost to

109. See, e.g., Draft No. 2, § 1403, Comment (11)(g); id. § 1404, Comment (5)(b).
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themselves and their clients, for “risk spreading” probably does not
make sense where professional services are involved.

The profession is not trying to avoid its responsibilities; rather, it
seeks only to clarify them, to determine what representations should
be made in the report, what standards of disclosure should be set
for financial statements, what professional procedures should be
adopted to ensure that the representations and standards can be
upheld, and what costs to assign to the task. These are legitimate
matters of professional judgment, and it is certainly appropriate to
allow that judgment to work for the best interests of all concerned.



