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Abstract



The CPAsin the U.S. have been
afflicted for decades by the rampant lawsuits
against them and the punitive damages paid
to the plaintiffs. Nevertheless, according to
Palmrose (1991), the trial rateis only 8%,
indicating that most legal disputes between
the investors and the CPAs are settled out of
court. In addition most suit cases brought
against the CPAs were meritless (Palmrose,
1997). Due to the dear litigation cost, the
CPAswould rather settle with the plaintiffs
than take on the legal fees. Thisis not the
best way to handle the disputes from the
social welfare viewpoint though. It is
imperative that the legal rules should be
revised so that the frivolous suits against the
CPAs may be reduced. On the other hand, in
recent years we all witnessed that many
conglomerates in Taiwan had collapsed
under heavy debt burden or deteriorating
economic conditions. Some of the outside
investors in these companies suffered severe
financial losses. The CPAs were held
partialy liable for some of the financial
chaos by the investors and the Securities and
Futures Commission (SFC). In addition, the
Action Plan for Strengthening Taiwan's
Economy, proposed by the Council for
Economic Planning and Devel opment of the
Executive Y uan of the ROC in January 1999,
indicated that one of the four major
economic problems faced by the country is
the fragility of the stock market. Thisis
more or less caused by the lack of legal
liability on the part of the CPAsin Taiwan.
Thus, it islikely that the CPAsin Taiwan
will face an increase in their liability burden.

The purpose of this study is to propose
an auditing litigation incomplete information

game model that incorporates an auditor’s
effort-rendering decision to comply with the
audit standard, an investor’ s litigating
decisions against the auditor and the
auditor’ s settling-dispute decision with the
investor. The model assumes that the
defendant (auditor) has private information
with regard to whether he violated the
due-care standard and the plaintiff (investor)
does not. The legal rule considered include:
the fee-shifting rule, strict or negligence
liability rule, and the determination of
punitive damages. The main emphasisison
how different rules will affect the perfect
Bayesian equilibrium and how we can
increase socia welfare by devising the
optimal legal rules. Some of the data
regarding auditor-client litigious procedures
and the actual litigation statistics from
countries al over the world can be used to
verify the theoretical results from the model
analysis.
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