








The issue of legal liability reform to protect Canada’s capital markets was

the subject of a major story in the June 2007 edition of The Bottom Line, the
independent voice for Canada’s accounting and financial professionals. Some
excerpts from Big players pushing for liability reform:

“Proportionate liability would helo make our capital markets more
efficient, maintain strong audit firms, manage audit cost, provide more
market choice and improve reporting models.” - Chris Clark, CEO of
PricewaterhouseCoopers LLP.

“(Varley) also stresses that the risk inherent in the current liability
regime makes it difficult to attract and retain quality auditors. “This, in
turn, limits the number of auditors available. That makes it more difficult
for them to access the capital markets, limiting their potential to create
jobs - a real ripple effect.” Last but not least, says Varley, audit costs go
up as firms have to pass along to their clients higher insurance costs and
money paid out in legal settlements. - Peter Varley, Vice-President of
Public Affairs, the Institute of Chartered Accountants of Ontario.

“The issue does not appear to be the number of meritless lawsuits that
are filed, but the fact that potential claims against the major accounting
firms can be so large that a judgment in any one case might force a

firm into bankruptcy and result in further consolidation of the audit
profession.” - Conrad Hewitt, Chief Accountant, Securities and Exchange
Commission.

Internationally, the issue continues to make headlines in some of the world’s most
well known financial publications:

The Washington Post

From Accounting for the Future: Down to four big firms and fearing the effects
of even one major suit, the audit industry presses for legal relief - March 9, 2007:

“The future of the accounting industry may depend on the answer to

a single question: With only four major firms left in the business, are
there too few to let any fail? .. The firms and their Washington allies warn
that the companies are vulnerable to big verdicts that could steer them
out of business, leaving clients with few choices, driving up costs, and
throwing investors and markets into disarray.”

Accountancy Age
From Audit liability: Will one size fit all? - February 22, 2007:

“The European Commission has recently published a report that seeks
views on four different possible approaches to limiting auditor liability in
the EU. The four options are:

* One single monetary cap on liability set at EU level

* A cap on liability depending on a company’s size

* A cap on liability depending on the audit fees charged by the
company

* Proportionate liability.”



The Irish Times

From Liability reform must be remedied to ensure strong audit profession - Feb.
16, 2007:

“Data provided to London Economics in 2006 ... showed there were

16 cases in the EU where damages sought from the larger accounting
firms were in excess of $200 million U.S. Across Europe, lawmakers and
regulators have been responding by providing some protections for
audit firms in the event of catastrophic claims.”

Dow Jones Newswires

From SEC’s top accountant favours limiting auditors’ liability, reduce complexity
of rules - January 25, 2007:

“Big accounting firms should consider asking Congress for greater
protection from lawsuits in the event of financial blowups at companies they
audit, the top accountant at the Securities Exchange Commission said ... A
handful of European countries already limit auditors’ liability and Britain is
considering adding a proportionate cap on auditor liability.”

The Miami Herald
From BDO Seidman case gears up - January 16, 2007:

“Accounting firm BDO Seidman never earned more than $75,000 a year in
fees in the five years it audited E.S. Bankest ... Nevertheless, BDO Seidman
is being sued for at least $170 million ... A jury verdict against the firm could
lead to job losses for thousands of its accountants, auditors and staff.”

(Note: In August 2007, a jury awarded $521 million in damages against BDO
Seidman. That judgment is under appeal.)

Reuters News
From Auditors say EU has a case to cap their liability - June 7, 2007:

“A public consultation has given the European Commission enough backing
to press ahead with capping how much auditors can be sued for their clients’
faulty accounting practices, (say) top accountancy firms ..The firms want a
system of proportionate liability such as the one introduced in Britain where
auditors sign contracts with their clients laying down the extent of liability in
the event of a court case.”

The New York Times
From PricewaterhouseCoopers to Pay Tyco Investors $225 Million - July 6, 2007

“PricewaterhouseCoopers had argued that the plaintiffs could not show
that its conduct had led to losses for investors, and it pointed out that the
changes in financial statements of Tyco after the fraud unraveled were
relatively minor. But there was still great risk for the accounting firm if the
case went to trial.

“While PWC was prepared to continue to defend all aspects of its work in
the litigation process, the cost of that defense and the size of the securities
class action made settlement the sensible choice for the firm,” said Dave
Nestor, a PricewaterhouseCoopers spokesman.”



It’s a fact that the legal liability problem for Canadian auditors is getting sharply
worse for the larger public accounting firms. But how big is the issue for
practitioners in small and medium-sized firms, and among sole practitioners,
many of whom serve smaller clients in our smaller communities?

According to a spring 2007 online survey, the need for legal liability reform is
indeed as big an issue on “Main Street” as it is on “Bay Street”. The survey of
practitioners in these segments*, conducted in June 2007 by the Institute of
Chartered Accountants of Ontario, is identical to one conducted exactly two
years before. Both netted high response rates (nearly 20 per cent). On the major
measures, respondents in the most recent survey said the liability crunch, both
for practitioners and for smaller Ontario enterprises, is worse now than it was
then. Key excerpts, as expressed by percentage of respondents:

“To what extent are liability related issues deterring your firm or practice
from taking on assurance engagements?”

Moderate or significant extent, 2005: 64%
Moderate or significant extent, 2007: 71%

“To what extent are liability-related issues making it increasingly difficult for
clients to access quality assurance services?”

Moderate or significant difficulty, 2005: 58%
Moderate or significant difficulty, 2007: 69%

Additionally, 73 per cent of 2007 respondents report a moderate-to-significant
increase in professional liability insurance costs over the past five years.

Here is a sampling of written comments submitted by survey respondents:

“Significant numbers of public accountants are walking away from
audits. Others are simply declining engagements where risk is
significant, because if an audit client fails economically, the auditor is
often seen by investors and creditors as a way to recover, even when
auditors may not have had any role in such failures and have only partial
responsibility regarding inadequate reporting.”

“(This is) particularly an issue as we try and expand our partner base.
Further, we’re dropping potential work due to risk.”

“I do not perform audits and even try to avoid review engagements. It is
the ever-increasing cost of liability insurance that concerns me.”

“Our firm refuses audits because of the liability issue.”
“There is NO INSURANCE market for firms our size.”
* About the respondents:

e 64 per cent sole practitioners, 28 per cent two-to-five partners, eight per cent
over five partners

e 75 per cent have one-to-seven full-time staff, 14 per cent eight-to-twenty, 11 per
cent 21 to 40 or more

¢ 95 per cent have no public companies as clients

e 7 per cent in business 21 years or more, 31 per cent 11 to 20 years, 20 per cent
one to 10 years



Keeping Up With the Neighbours

Ontario’s economy lies at the heart of the Great Lakes basin, where more than
60 per cent of the population of the United States is within a 90-minute flight
of Toronto. We should be ideally situated to compete in one of the largest

and wealthiest marketplaces in the world. But as the accompanying map and
chart shows, these neighbouring jurisdictions are well ahead of us in legal
liability reform - and with it, in maintaining a competitive edge for business and
investment.

Ontario

Michigan

Pennsylvania

Indiana

® Indiana: Prohibits the application of joint and several liability in recovery of all
damages.

® Michigan: Holds defendants severally liable except when uncollectible shares of
a judgment are reallocated between solvent co-defendants. Also abolished for
municipalities.

® Minnesota: Limits joint and several liability for defendants found 15% or less at
fault - to no more than four times their pro-rata share.

® New York: Limits joint and several liability by establishing that defendants
found 50% or less at fault are only severally liable for noneconomic damages.

® Ohio: Abolishes joint and several liability when plaintiff is also assessed some
measure of fault.

® Pennsylvania: Abolishes joint and several liability.
® Wisconsin: Abolishes joint liability for defendants found less than 51% at fault.

And these are just a handful of the 37 U.S. states that have enacted some type
of liability reform legislation. Other major states that have addressed the issue
include California, Connecticut, Florida, New Jersey, Texas and Washington.

SOURCE: The U.S. National Association of Mutual Insurance Companies




Real Businesses - Real Impacts

The pressures on the audit and assurance market described in these pages aren’t
hypothetical. Here are just three accounts of actual Ontario business transactions
that could not proceed because of the risk of the audit assignments involved.
These case studies were provided to the Institute by audit firms. For business
confidentiality reasons, all references to the actual companies in question have
been removed.

Example 1

“A company involved in leasing fixed large assets for many years had maxed
out its finances and had used securitization to pool assets and come up with
needed funding. It was still a decent company but it was highly leveraged,
although not to the point of breaching its debt covenant. Normally we would
have accepted an engagement to work with the management and help them
turn the company around. The company required an audit, which we wouldn’t
accept because the risk of failure might expose the firm to litigation even if
the audit wasn’t negligent. They were denied access to the audit they needed
to help obtain required financing.”

Example 2

“We were approached by a relatively new company in the audio networks
business. They were proposing to enter a new field and wanted to set up

a system to charge people for uploading and downloading music from a
website. To do so, they’d need to go public to raise funding. They were
honest and capable people and the business looked viable. But, in today’s
environment for assessing risk, this business still looked too new and
unproven. Emerging industries are always vulnerable, whether it is to changes
in technology or other unknown factors. We wouldn’t take their business or
help with their IPO.”

Example 3

“An established business selling household soft goods wanted to hire our
firm as auditors. We looked and found that, while they were well capitalized,
they had engaged in some inventory financing. Their market was increasingly
competitive and, in Canada, a mature one, which necessitated the product
having to be sourced offshore. We felt that the commoditization of the
product was resulting in declining profit margins and that, at some future
point, this company could face financial difficulties. If that occurred, and a
lender had to realize on the inventory, the lender could sustain significant
losses. That could in turn result in the lender coming back and look at the
audit, with the intention of tagging the auditors to recoup some of their
losses. The risk in that scenario was too high, so we declined the audit work,
even though the company was not currently in any trouble.”

For more information on the Institute’s advocacy efforts concerning
the need for legal liability reform in Ontario, or to find out how you
can help in advancing the issue, please contact Government Affairs
Director Christopher May at (416) 969-4269, or at cmay@icao.on.ca




