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INTRCDUCTION

The SEC Roundtable on Financial Reporting and the Role of the
Independent Auditor was convened to discuss current issues related
to the auditor's involvement in financ¢ial disclosure undér the
gsecurities laws, Many believe that the United States has today the
most sophiaticated finaneial reporting asystem in history, and that
the accounting profession is sSwubject to the most pervasive systems
of checkz and balances of any profession. Alleged audit failures
are reported to amount te a fraction of 1% of the audits performed
each year. HNonetheless, misleading financial disclosures by some
cnmpanies; and the dramatic impact of those audit failuresz which
have pccurred, impugn the integrity of the secorities markets and
harm hundreds of thousands of shareholders. Therefore, requlations
and auditing standards are cunstaﬁtly being reviewed for cost-

effective improvements.

Several initiatives have recently been put forth to improve the
gystem, including (1) a number of projects by the ARICPA and others;
{2z} propesals by Price Waterhouse; (3) recommendations of seven
major accounting firms; and {4) 2 bill currently pending before
Congress, entitled the "Financial Praud Detection and Disclosure
act of 1986" (H.R, 48B86). The purpose of the Roundtable was to
aftford members of the Commission and senior astaff the benefit of

the views of outside experts on these important issues.




IS5UESR

The following issues were diascumssed:

Fraud and Illegal Acta: Whether exlsting atandards for avditors
to identify material frauwd or illegal actes should be revised,

Repocrting on Internal Controla: The impact of auditor review and

reporting on internal cnﬁtrnis.

Diaclosure of Rigsks and Uncertainties: Whether modiflication of

exiating SEC rules and aoudltor assoclation with disclosure of
riska and uncertaintiea would prodoce improved disclosurea at a

reasonable cost.

Structure of the Accounting Profession's Quality-Contrcl Efforts:
Whether the current structure of the preofession's guality~control
efforts should be changed.

Limitation on Accountants® Liakility: Recent proposals to reduce

aceconntants' legal liability,



FRAUD AND ILLEGAL ACTS

1ssue
Whether ezisting standards require auditors to identify material
fraud or illegal acts. Whether existing standards should be
revised. The costs and benefits associated with recent proposals.

Views
participants indicated that an unqualified auditor's cpinion
jmplicitly states the belief that the financial statements are
free from material frapvd. 1In their opinlon, however, the stan-
dards could be clearer. They also indicated that it is important
to conﬁide: the primary importance of the roles of management and
the audit committee in frawd prevention and detection, as the

auditor represents only one facet of a broad system in this area.

While certain participants believed that it may be appropriate
for accountants to take on some increased responsibilities for
fraud detection, most felt H.R, 4886 repregents an extreme
answer, angd has pignificant deficiencies., Cost of compliance
with the bill was identified as an important problem. Specific
areas of concern included the lack of a materiality standard, a
change in the auditor's role, limits in the auditor's expertise
and impact on the SEC workload.

piscussion

Mr. Treadway intrcduced the topic, stating that guantification
of financial fraud is not possible, It is evident that fallout

from identified cases of financial frawd is widespread, affecting




not only the company, lenders and stockhalders, but alsc many
third parties. The Naticonal Commission on Fraudulent Financial
Reporting has concluded that the issue canncot be addressed by
locking sclely at the role of the independent auditor. All
influences and forces must be considered together to develop

effective methods to minimize fraudulent financial reporting.

Chairman Shad asked if under the current standards an audit

shoyld identify fraud material to the financial statements.

Mr. Chenok answered in the affirmative, replying that the objec-
tive of an audit is to see that financial statements are fairly
presented, Therefore, an auditor does search for material errors

and irregqularities. He stated that illegal acts are more diffi-

cult to identify because the auditor is required to make legal

judgments. In addition, detection of illegal acts is hampered
when collusion or forgery exists, and such difficulty increases
when illegal acts are not directly related to financial reporting.
Mr. Conncor noted that much of the literature emphasizes the
limitations in the auditor's abilities to detect such activities
rather than affirmative statements of responsibility te search

for fraud,

Mr. Cook ncted that instances of non-detection of fraud are quite
few, AS a user, Mr. Norr noted that the impact of any audit

failure is very sericus, particularly in terms of confidence in



the securities laws. He voiced his belief that auditors

should find fraud, particularly when top management is involved.

Mr, Flegm pointed out that there is a significant difference
betwesn management fraud and employe frawd, Management fraund
would almost always have a signiflcant effect on the financial
statements and thus be of major concern to the public auditoers.
On the other hand, employe frauwd usually does not materially
affect the financial statements and is more the concern of the
internal ayditors and the internal control system. He further
pointed out that collusion could circumvent virtually any con-

trol system,

In discussion of what constitutes an audit failure, Mr. Cook
reminded the Reundtable participants that a business failure i
not ne;essarily an audit failure. Ceonversely, according to Mr.
Barrcett, audit failures can occur other than in the context of a
busineas failure. If management is guilty of fraud, even if it
iz not material to the financial statementsg, and su¢h fraud is

not detected, Mr. Barrett would consider it an avdit failure.

Several concerns regarding H.R. 4886 were expressed. Mr. Connoc
stated that the absence of a materiality standard would make for
an impractical and unworkable reporting framework for auditors
and preparers. Mr. Larson agreed. Mr. Barrett indicated that
the Sobcommittee on Oversight and Investigaticns (many of whose

members co-sponsored the bill) is attempting to identify a
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materiality provision which weould exclude very minor itema but
include management frawd which was not material to the financial

statementa,

The change in the auditnf‘a rele to a policeman function was
ralged as a concern by Hr; Coanor. Mr. 0'Neill alsc believes
that distortion of the role of the CPA would be unfortunate, If
the syatem is t¢ be restructured, it would be best, in his opin-

ion, to coongentrate on management's responsibilities.

Mr. Larson stated his belief that primary responsibility for the
financial statements should remain with management. HMr. 0'Heill
.further stated that fraud prevention and detection is basically
management'a responsibility. Dean Burton believes that the role
of the Board of Directors has keen and continhoes to be highly
significant in this regard, Mr, Schulte emphaaized that his
company employs several devices for fraud preventionh and detec¢-
tion, incloding internal and external auditcrs, and management

control systema.

Many poasible vioclations of laws are foreign to the avditor's
areas pf expertise, according to Mr., Connor. For example,
according te Mr. Larson, auditor searches for violations of

traffic or ERISA laws would not be effective.

PDean Burton is concerned about the impact of #.R. 4886 on the
Commission's workload. Given that auditors will be given a safe

harbor from gaood faith incorrect reporting of illegal and irregu~-



lar acts, he indicated that the Commission may be overloaded with

information which reguires fcllow-up.

Dean Burton expressed the view that while H.R. 4886 represents
an extreme answer, there is a legitimate concern that auditors
should go further in searching for fraud, Mr. Connor seconded
the idea, stating that Price Waterhouse has proposed that an

audit have an independent purpose to identify conditions, fraud

included, that make financial statements misleading.

Under current standards, an auditor 1s required to consider
regignation if he ls aware of errors, ircegularities or illegal
acts which are not appropriately followed up by management.

ﬁr. Connor noted that if resignation occurs, suech acts would be
reported to successor auditors. Whether or not the auditor resigns,
under current standards, reporting of such acts to management
would take place, according to Mr. Connor. Furthermore, for

SEC companies, Form B-K disclosures would bring these matters
into the public arena., Mr. Flegm supports a continuation of the
current system whereby auditors report irreqularities to the
Audit Committee or Beard or Directors, rather than direct repert-
ing to the regulators.

REPORTING ON INTERMAL CONTROLS

Issue

The impact of auditor review and reporting on internal controls.
Views

Participants expressed views that there can be valye in apditor
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agpociation with internal controls, and that support may exist
for a requirement to review controls in every audit. Views were
mixed with regard to public rePArting by auditors on controls,
Some participants =2aid that such reporting would enhance investor
confidence; others stated that public reporting weould not be
cost-beneficial,

ECUussiaon

Mr, Connor explained his view that recent highly publicized busi-
ness failures have not involved a cellapse of lower-level inter-
nal accounting controls, but rather management or administrative
controls. */ Increasingly, Mr. Connor believes, auditors review
management controls even when there is no professional require-
ment to do o, Mr, Cotinor explained that the Price ﬁaterhouse
prnpoéals advoczte a reguirement to test management controls in

every audit,

Mr. Cook also stated that in the vast majority of audits, manage-
ment controls are reviewed. While agreeing that it may be bene-
ficial to revise auditing standards to require increased controls
reviews, he has concerns about requiring review of those manage-

ment controls which are not relevant to preparation of financial

Under current auditing standards no auditor review of controls
is required unless reliance is planned in order to reduce

audit testing. When an auditor pecformg a controls evaluation,
he is primarily concerned with accounting contreols, and is
reguired to evaluate administrative controls only when he
believes that such controls may have an important bearing on
the relizbility of the financial records.
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statements. Mr. Cope believes that further auditcr review of
controls would be beneficial, but iz unable to assess the level

of assgociated costs.

Roundtable participants discusseé the probable cost of an
increased review of controls. Mr. Connor's vieﬁ igs that the
coats will be relatively low. According to Mr. Connor, this is
borne out by the development of EPP auditing in recent years,
which has not caused massgive cost increages. Mr. Connor further
has heard positive comments from senior financial perscnnel of
various companies as to the benefits of an auditor review of
controls. Mr. OTHeill also stated his support for a required
controls review, based on his belief that such a review is very

beneficial for smaller companies.

In contrast to the above discussion of a review of controls,
views were mixed as to the benefits of public reporting on con-
trels by accountants, In 197%, when the SEC proposed a manage-
ment report on contrele, */ accompanied b§ an apditor report on
the management report, significant opposition was voiced by
commentators. Mr. Treadway expressed his opinion that opposition
to the proposal, if issued today, would be minimal. Mr. Cope
believes that such a proposal wonld lead to increased investor
confidence. Mr. Wolf noted that the Single Audit Act, enacted

in 1984, requires public reporting on the controls of state and

®/ See Releage No., 15772 under the Exchange Act {April 30, 1979},

SR 278 {(June &, 19B0), and ASR 305 (January 28, 1%82).




local governments and that 1t has received good public accep-
tance. He also atateﬁ that cﬁst was not a major issue in the
debate on the Single hudif Act. He believes that the Act can
serve as an instructive guide on how to deal with many 5f the

issues being discussed at the Roundtable,

However, Mr. Connhor sees ne incremental value in public avditor
reporting on gontrols sc long as the scope of the audit is well
understood, His view is based on current standards, which
regquire auvditors to report identified materiél weaknesses in
controls to senior management and the Board of Directors and
dudit Committee., Identified weaknesses could lead to expanded
ﬁudit work or a determination that the awditor can not render an
opinion on the financial statements. Further, Mr. Larsoﬁ voiced
his belief that public reporting by auditors on controls would
be expensive, and of limited wvalue. He believes that mandated
auditor reporting en centrols to management and the company's
andit Committee would be a preferable approach. While he bhe-
lieves a detailed review and lengthy formal report on adequacy
or inadeguacy of internal controlg is not likely to be cost-
effective, he strongly supports requiring that auditors issue
letters to management and audit committees containing construc-

tive recommendations on ways to improve control processes.

Dean Burton suggested twe possible forms of public reporting
related to the controls enviranment: first, a statement as to
whether material inadequacies in controls were identified; and

second, disclosure of any extension of audit scope beyond normal
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levelsa., BAs an alternative to the second suggestion, Dean Burton
suggested public disclosure of the audit feea. Mr. Connor, while
agreeing that a risk environment caused by material control
inadeqguacles should be disclosed, disagrees with disclosure of
audit scope extension, because a guantification of the audit
scope extensicon is impracticable,

DISCLOSURE OF RISKS AND UNCERTAINTIES

Insue

Whether existing SEC rules on discleosure of risks and uncertain-
ties should be modified, Whether aunditor association would
produce improved disclosure at a reascnable cost.

Views
Participants noted that Management's Discusslon and Analysis
("MD&R"), which provides disclosure of risks and uncertainties,
is the responsibility of management. Participants disagreed
about whether MDEA requirements, which are currently broadly
drawn, should be changed. Some felt that more specific rules
would elicit more frank disclosure of downside risks facing a
company. Others felt that rule changes would result in &éfenaive
or beilerplate disclosure; these individuals believed that con-
tinued improvement to disclosure made pursuant to current rules

is preferable to rule changes,

Several participants helieved that additional auditor assocliatien
with MD&A disclosure would be beneficial. However, others
expresaed: concerns as +tb whethef the qualificatiuns of anditors

were appropriate to review the diselospre, much of which ig not
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directly assoclated with the histocrical financial statements. In
addition, the nature of poasible auditor assoclation must be
further defined.

Discussion

Mr. Connor noted that the public expects that a company will not
fail shortly after financial statements aﬁcompanied by an ungual-
ified audit report are issued. He stated that MD&A is an appro-
priate vehicle for early warning of risks, and includes discus-
sion of changes in trends, future prospects and cther information
key to an understanding of the company. Mr. Cook concurred,
stating that MD&A includes discleosure of problems which could
cause a future business failure, and information which enhances

the predictive value of financial statements.

Mr. Cope disagreed, stating that while there has been some
improvement, MD&A stiil all too often consists of obvicns facts,
inadequate for a fipancial analyst's needs, Mr., Connor, Mr, Wolf
and Mr. Cook concurred that the discussion cften has not focussed

aencugh ¢n the warning signs and red flags.

Ms. Quinn pointed cut that MDsA requirements were changed several
years ago, and that an Mﬁ&A limited to boilerplate is clearly
inadeguate under current rules. 5he stated that, in the review
of disclosure documents, the bivision of Corporation Finance

regquires changes when MDsA disclosure appears inadeguate.

Participants discussed possible changes in MD&A rules. The twe

analysts, Mr. Norr and Mi. Cope, believe that guarterly segment
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reporting and additlonal forecasting information would be very
useful. Mr. Cook described the changes to MD&A disclosure recom-
mended to the AICPA Board of Directors by aeven major acccunting
firma. The firms recommended an expanded reguirement to lneclude
discliosure of certain other risks and uncertainties not specifi-

¢ally in¢luded in current MD&A requirements,

Chairman Shad and Commissioner Grundfest discussed their concern
about possible defensive disclosure which would arise from more
specific regquirements, leading to a laundry list of risks dis-
closed in a beoilerplate fashion. Mr. Flegm agreed, bhelieving

that requiring improvements in disclosure made under the current
rules is preferable to changes in the rules. Dean Button also
discussed his belief that the key to usefel MDsa dizclosure is

BEC monitoring of substantial changes in year to year reported
results and investigation as to whether prior MDsA's dave adeguate

indication of the change.

Participants discussed the value of fncreased auditcr associa-
tion with MDEA. Mr. Cook explained the nature of auditor respoﬂ—
sibilities for MD&A under current standards., MD&A is not part of
the finanoial stétements and thus is not covered by the auvditor's
apinion. However, according to Mr. ook, the auditer has a
responsibility to read the entire SEC filing, including MD&A, to
determine that it is not materially inconsistent with the finan-
cial statements. FPurther, Mr. Caok indicated that if the auvditor

is aware that MHDER has material misstatements or significant
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omissions, steps would be taken to ensure the deficiency is
addressed. While several participants favor additional auditer
asscciation with MDEA, it was stressed that MDasA shounld remain

primarily a management responaibility.

Mr. Connor discussed his belief that increased auditor associa-
tion with MDA is consistent with Price Waterhouse's recommenda-
tion that apditors lock at management controls such as the profit
planning process. Dean Burton voiced his belief fhat increased
anditor associlation is worthwhile, but was unsure how that could
best be accomplished. Mr. Cook suggested that MD&A might be

- brought intc the financial statements and covered by the auditor's
report. The audit work which would then be required to be per-
formed is a matter to be addressed more fully by auditing stén-

'dards—setters, according tc Mr. Cook.

Commissioner Peters asked whether auditors have the experience
and knowledge about particular industries to effectively judge
the reasonableness of management judgments included in MDEA
disclosures. Mr. Cook and Mr. Connor both believe that this area
is within the competence and training of the auditing profession.
Mr. Schulte noted that auditors could engaye third party experts
if necessary to conclude as toc the reasonableness of particular
judgments. While Mr. Wolf believes that auditors should identify
situvations where a company is on the brink aof bankruptcy, Commis-
8loner Grundfest peinted out that there are many situations in

which an auditor is not equipped to do so. For example, an
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auvditor may not be gualified to determine whether & particular

preduct will be sucesaful.

Mr. Laraon doubts the profession's abllity to give the abaolute
asgurancesa that are sgught by many users regarding MD&A, There-
fore, Mr. Larscon believes that auditor reporting on MD&A to
management and audit committees, in a form similar ¢ that which
he suggested for reporting on internal c¢ontrols, is a more viable

alternative than publi¢ reporting.

STRUCTURE OF THE ACCOUNMTING PROFESSION'S QUALITY CONTROL EFFORTS

Issue

Whether the turrent strocture of the profession's quality-

contrel efforts should be ¢hanged. Costs and bensfits of recent

proposals.

Views

It was noted that the - accounting profession's self-regulatory
efforts are but one part of a broad requlatory framework. Parti-
cipants believe that the peer review process of the AICPA's
Divigion for Firms has served an important and effective role in
the regulatory system for the past ten yvears, Nevertheless,
various participants voiced recommendations for improvement,
including mandatory membership, increased involvement by the SEC,

and mote effective disciplinary actions,

Dbiscussion

Mr. Chenok explained hew the profession's guality control system
functions in the regulatory environment, which includes civil

liability, state licensing of accountants, state societies, and
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private standards setting bodies such as the FASB and AICPA.

Mr. Chenok explained that the AICPA's Division for Firms, con-
sisting of the Private Companies' Practice Section and SEC
Practice Section [("SECPS"), has several programs, most signifi-
cantly peer review. Peer reviews are performed to determine
whether firms' quality control systems are effective in ensuring
audits are denhe in conformity with professional standards.
Letters of comment resulting from peer reviews are public. In
addition, if a peer review identifies deficiencies in:a particu-
lar aﬁdit, the deficiencies are required to be corrected., The
emphasis of the program is on remedial action, not punishment.
Formal sanctioning powers would usually be invoked only when

firms refuse to cooperate or take necessary remedial actions.

Mr. Chenck further explained that the SECPS operates under the
oversight of a Public Oversight Board ("POB"). 1In turn, the SEC
oversees the POB. A5 4 complement to the peer review process,
SECPS member firms are reguired to report instances of alleged
audit failures involving pubklic companies. This prompts a review
to determine if the guality control system of the member firm

needg significant change.

Mr. Connor, while lauding the posgsitive results achieved in the
past ten years by the peer review program of the SECPS, also
noted recent criticisms aof the program. The major criticism,

aceording te Mr. Connor, ig that the same group makes the rules,
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investigatee to ensure rules are followed, acts as advocate for
the profesalion, and passes judgment on lafractione. Mr. Connor
identifled key aspects to Price Waterhouse's recent propogals to
change the profession's quality control program to a statutory
self-regulatory organization {("SRO"}. These include making
participation mandatory (membership in the Division for Firms

ie currently voluntary}, and increasing the SEC's rele in the
program but without undermining confidentiality of client infor-
mation. He further explained that the increased government
presence would improve the effectiveness of the disciplinary
process. For example, under  the current Btructure, a firm could
be expelled from the SECPS, but could continue to practice before

the SEC.

Mr, Cook disagrees with the need for a statutory SR0O. He stated
that although such an arrangement would make the relationship

with the SEC more formal, it is already close. Likewise, in his
view, suspending a firm from practice would he a compelling
penalty, but presently available sanctions are adeguate. However,
he believes that manﬂa%o;y membership would be worthwhile, and
ncted that an AICPA committee is currently working to achieve

this goal.

Mr. QO'Neill noted that peer'réviews have significant benefits to
gsmaller audit firms, even those with no SEC eclients. Although
mandatory peer review would be beneficial, he doubts that a

statutory SEQ would be responsive.
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Dean Burton believes that more emphasis should be placed on
whether individual engagemente are performed in accordance with
standards. Mr. Chenok regponded that the system already empha-
gizes individual engagements, and when a deficiency is found the
firm is required to perform additional procedures or withdraw the
opinicn, as appropriate. Mr. Larson suggested that audit commit-
tees might report engagements about which they had concerns as to

the gquality of work, to the Division for Firms.

Dean Burton cobserved ﬁhat the peer review program has been salu~
tary but expressed concern about the wholly remedial focus. In
hig view, the programs wﬁuld have more public c¢redibility if
punitive agtions were taken., He noted however that leqal protec-
tions would be necessary to enact such a system; thus, a legis-
latively sanctionad SRO would be more likely to be effective.

Mr. Wolf also guestioned whether the program has made effective
use of discipline. In response, Mr. Cook reemphasized that the
program is only one aspect of a broad regulatory scheme, He

believes that the focus is properly ramedial.

Iean Burton then suggested that more referrals be made by peer
reviewers to groups responsible fﬁr punitive actions. He observed
that the cu:rent.program has the opposite focus, and through the
confidentiality given to certain éf its reviews, protects Eirms
and their clients from authorities with punitive powers.

Mr. Barrett noted that the Subcommittee on Oversight and Investi-

gations has not taken a f£inal positicon on the idea of a self-



regulatory organization, but it sees some merit in the ldea. He
cbserved that internal auditors might be able to be Incorporated
into the program at & later date., Commissioner Peters askad
whether a self-regulatory crganization could address the work of
internal accountants as well ase auditorq.- Mr . chenok noted that
the AICPA's Code of Ethics ie currently being revised to compre-
hend CPAs working in industry. Mr. Larson noted that many
aceountants and chief financial cofficers In industry are not
CPhA8.

LIMITATION ON ACCOUNTANTS' LIABILITY

Issue
Recent proposals to reduce accountants' legal liability.

Views
Participants expressed significant concern about the impact of a
lack of availability of affordable insurance coverage for audi-
tors, as well as cofficers, directors and cthers. For an expan-
gion in the auditor's role to be feasible, the liability problem
must be eased. Variocus possible solutions were discussed which
regquire further study.

pDiscussion

Mr. Connor described the impact of expanding liability and
shrinking insurance availability on audits. In his view,
auditors are focusing on defensive auditing, which could lead

to inefficiencies and overauditing. Mr. Larson believes that
excessive liability causes an increased emphasis to be placed on

detailed audit steps, the unfortunate by-product of which can be
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less emphasis in obtaining a basic onderstanding of the business
and consequent risks, According to Mr. Connor, the economic
position of the accounting prefession will detericrate, which
could lead to problems in attracting sufficiently gqualified
pecple to the profession, Chairman Shad peinted ocut that cor-
porations pay for increased liability through increased audit
fees. According to Mr. Schulte, customers ultimately pay the
price of high avdit fees caused by auditors' increased exposure

to legal liability.

Mr . Flegm was sympathetic to the auditors' problem and noted kthat
the liability crisis extends to many aspects of society. For
example, he noted that officer and director coverage is very

difficult to obtain.

Mr. Conhor, while noting that the profession does not want to
eliminate the public's right to appropriate redress, detailed
some of the Price Waterhouse Proposals relating to reductions in
auditor liability. These proposals, accordihg to Mr. Connor,
include a cap on liability. For example, in some countries,

auditor liability is limited to a multiple of audit fees.

Mr. Connor also sﬁpported a move to proportional liability in
order to alleviate the liability crisis, He indicated that
auditors are cften the only party left after a business failure,
however, even if auditors fail in their responsibilities, they
geherally are not 100% at fault., Mr, Larson agreed that propor-

tional liability may be appropriate for audits of some failed
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businesses. If & true audit fallure occurs, however, he believes

that a limitation on auditor liability is not appropriate,

Mr. Connor also balieves that the privity rule should be tightenF
ed. Some years ago, according to Mr. Connor, accountants were
liable to persons who uzed the accountants' report, if the
accountant was either in privity, or had a similarly close
relationship with that person. He noted that, more recently, the
privity standard has heen broadened. Mr. Morr and Dean Burton
guestioned whether a tightening of the privity rule to those
situations with a direct relationship between the auvditor and

user would he appropriate.

Mr. Flegm stated that he did believe that a plaintiff should

have to establish reliance on the auditor's report in order to
pursue 2 claim for damages. Mr. Connor alsc reccommended that the
British rule whereby losers pay legal costs be adopted. Accord=-
ing to Mr. Connor, an expanded role for auditors will be possible
only if the liability issue is resolved. Mr, Barrett suggested
that tort reform is needed. Mr. Barrett also believes that the

partnership concept may be cutdated and should he reconsidered.




