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Major accounting �rms in the United States have singled out elimination of joint and several
liability as one of the most needed legal reforms in the country. The recent legislation of the Private
Securities Litigation Reform Act of 1995 replaced joint and several liability with proportionate
liability. This paper develops a simple model to analyze the economic consequences of such a
change in the legal environment facing public accountants. In particular, we examine the incentive
e�ects induced by the proportionate liability rule on the auditor's e�ort and �nancial statement
users' litigation decisions. Our analysis demonstrates that replacing joint and several liability with
proportionate liability can decrease the equilibrium audit e�ort, lawsuit probability, market price of
the �rm, and audit fee. More important, even though the proportionate liability rule reduces the
equilibrium audit e�ort, we show that it can actually increase social welfare.

Google Scholar

This website utilizes technologies such as cookies to enable essential site functionality, as well as for
analytics, personalization, and targeted advertising. You may change your settings at any time or accept
the default settings. You may close this banner to continue with only essential cookies. Privacy Policy

Manage Preferences

Accept All

Reject Non-Essential

https://onlinelibrary.wiley.com/journal/19113846
https://onlinelibrary.wiley.com/toc/19113846/1998/15/4
https://doi.org/10.1111/j.1911-3846.1998.tb00567.x
https://onlinelibrary.wiley.com/action/showRequestAccessibilityUpdate?doi=10.1111%2Fj.1911-3846.1998.tb00567.x
https://onlinelibrary.wiley.com/authored-by/CHAN/DEREK+K.
https://onlinelibrary.wiley.com/authored-by/PAE/SUIL
https://onlinelibrary.wiley.com/doi/epdf/10.1111/j.1911-3846.1998.tb00567.x
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26publication_year%3D1996%26author%3DA.%2BAli%26author%3DS.%2BKallapur%26title%3DStock%2Bprice%2Bimpact%2Bof%2Bthe%2Bprivate%2Bsecurities%2Blitigation%2Breform%2Bact%2Bof%2B1995&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://www.wiley.com/privacy


position). Reprinted by Journal of Accountancy 174 (5): 19–23.

Balachandran, B. V., and N. J. Nagarajan. 1987. Imperfect information, insurance, and auditors' legal liability.
Contemporary Accounting Research 3 (2): 281–301.

Carcello, J., and Z-V. Palmrose. 1994. Auditor litigation and modi�ed reporting on bankrupt clients. Journal of

Accounting Research 32 (Supplement): 1–30.

Dye, R. A. 1993. Auditing standards, legal liability, and auditor wealth. Journal of Political Economy 101 (5):
887–914.

Dye, R. A. 1995. Incorporation and the audit market. Journal of Accounting and Economics 19 (1): 75–114.

King, R., and R. Schwartz. 1997. The private securities litigation reform act of 1995: A discussion of three
provisions. Accounting Horizons 11 (1): 92–106.

Mednick, R. 1987. Accountants' liability: Coping with the stampede to the courtroom. Journal of Accountancy

(September): 118–22.

Mednick, R., and J. Peck. 1994. Proportionality: A much-needed solution to the accountant's legal liability crisis.
Valparaiso University Law Review 23 (3): 867–918.

Melumad, N. D. and L. Thoman. 1990. On auditors and the courts in an adverse selection setting. Journal of

Accounting Research 28 (1): 77–120.

Google Scholar

Google Scholar

Web of Science® Google Scholar

Web of Science® Google Scholar

Web of Science® Google Scholar

Google Scholar

Web of Science® Google Scholar

Google Scholar

Web of Science® Google Scholar

This website utilizes technologies such as cookies to enable essential site functionality, as well as for
analytics, personalization, and targeted advertising. You may change your settings at any time or accept
the default settings. You may close this banner to continue with only essential cookies. Privacy Policy

Manage Preferences

Accept All

Reject Non-Essential

https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar%3Fhl%3Den%26q%3D%250A%2BArthur%2BAndersen%2B%2526%2BCo.%252C%2BCoopers%2B%2526%2BLybrand%252C%2BDeloitte%2B%2526%2BTouche%252C%2BErnst%2B%2526%2BYoung%252C%2BKPMG%2BPeat%2BMarwick%2Band%2BPrice%2BWaterhouse.%2B1992.%2BThe%2Bliability%2Bcrisis%2Bin%2Bthe%2BUnited%2BStates%253A%2BImpact%2Bon%2Bthe%2Baccounting%2Bprofession%2B%2528A%2Bstatement%2Bof%2Bposition%2529.%2BReprinted%2Bby%2BJournal%2Bof%2BAccountancy%2B%250A%2B174%2B%25285%2529%253A%2B19%25E2%2580%259323.%250A&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26volume%3D3%26publication_year%3D1987%26pages%3D281-301%26journal%3DContemporary%2BAccounting%2BResearch%26issue%3D2%26author%3DB.%2BV.%2BBalachandran%26author%3DN.%2BJ.%2BNagarajan%26title%3DImperfect%2Binformation%252C%2Binsurance%252C%2Band%2Bauditors%2527%2Blegal%2Bliability&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/servlet/linkout?suffix=null&dbid=128&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&key=A1994QU75600001&getFTLinkType=true&doiForPubOfPage=10.1111%2Fj.1911-3846.1998.tb00567.x&refDoi=10.2307%2F2491436&linkType=ISI&linkSource=FULL_TEXT&linkLocation=Reference
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26volume%3D32%26publication_year%3D1994%26pages%3D1-30%26journal%3DJournal%2Bof%2BAccounting%2BResearch%26issue%3DSupplement%26author%3DJ.%2BCarcello%26author%3DZ%25E2%2580%2590V.%2BPalmrose%26title%3DAuditor%2Blitigation%2Band%2Bmodified%2Breporting%2Bon%2Bbankrupt%2Bclients&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&doiOfLink=10.2307%2F2491436&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/servlet/linkout?suffix=null&dbid=128&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&key=WOS%3AA1993MF30200012&getFTLinkType=true&doiForPubOfPage=10.1111%2Fj.1911-3846.1998.tb00567.x&refDoi=10.1086%2F261908&linkType=ISI&linkSource=FULL_TEXT&linkLocation=Reference
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26volume%3D101%26publication_year%3D1993%26pages%3D887-914%26journal%3DJournal%2Bof%2BPolitical%2BEconomy%26issue%3D5%26author%3DR.%2BA.%2BDye%26title%3DAuditing%2Bstandards%252C%2Blegal%2Bliability%252C%2Band%2Bauditor%2Bwealth&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&doiOfLink=10.1086%2F261908&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/servlet/linkout?suffix=null&dbid=128&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&key=WOS%3AA1995QL27500003&getFTLinkType=true&doiForPubOfPage=10.1111%2Fj.1911-3846.1998.tb00567.x&refDoi=10.1016%2F0165-4101%2894%2900375-F&linkType=ISI&linkSource=FULL_TEXT&linkLocation=Reference
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26volume%3D19%26publication_year%3D1995%26pages%3D75-114%26journal%3DJournal%2Bof%2BAccounting%2Band%2BEconomics%26issue%3D1%26author%3DR.%2BA.%2BDye%26title%3DIncorporation%2Band%2Bthe%2Baudit%2Bmarket&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&doiOfLink=10.1016%2F0165-4101%2894%2900375-F&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26volume%3D11%26publication_year%3D1997%26pages%3D92-106%26journal%3DAccounting%2BHorizons%26issue%3D1%26author%3DR.%2BKing%26author%3DR.%2BSchwartz%26title%3DThe%2Bprivate%2Bsecurities%2Blitigation%2Breform%2Bact%2Bof%2B1995%253A%2BA%2Bdiscussion%2Bof%2Bthree%2Bprovisions&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/servlet/linkout?suffix=null&dbid=128&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&key=A1987J811900005&getFTLinkType=true&doiForPubOfPage=10.1111%2Fj.1911-3846.1998.tb00567.x&refDoi=e_1_2_1_9_1%3AISI&linkType=ISI&linkSource=FULL_TEXT&linkLocation=Reference
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26publication_year%3D1987%26pages%3D118-22%26journal%3DJournal%2Bof%2BAccountancy%26author%3DR.%2BMednick%26title%3DAccountants%2527%2Bliability%253A%2BCoping%2Bwith%2Bthe%2Bstampede%2Bto%2Bthe%2Bcourtroom&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26volume%3D23%26publication_year%3D1994%26pages%3D867-918%26journal%3DValparaiso%2BUniversity%2BLaw%2BReview%26issue%3D3%26author%3DR.%2BMednick%26author%3DJ.%2BPeck%26title%3DProportionality%253A%2BA%2Bmuch%25E2%2580%2590needed%2Bsolution%2Bto%2Bthe%2Baccountant%2527s%2Blegal%2Bliability%2Bcrisis&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/servlet/linkout?suffix=null&dbid=128&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&key=A1990DP70900004&getFTLinkType=true&doiForPubOfPage=10.1111%2Fj.1911-3846.1998.tb00567.x&refDoi=10.2307%2F2491218&linkType=ISI&linkSource=FULL_TEXT&linkLocation=Reference
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26volume%3D28%26publication_year%3D1990%26pages%3D77-120%26journal%3DJournal%2Bof%2BAccounting%2BResearch%26issue%3D1%26author%3DN.%2BD.%2BMelumad%26author%3DL.%2BThoman%26title%3DOn%2Bauditors%2Band%2Bthe%2Bcourts%2Bin%2Ban%2Badverse%2Bselection%2Bsetting&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&doiOfLink=10.2307%2F2491218&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://www.wiley.com/privacy


Download PDF

Narayanan, V. G. 1994. An analysis of auditor liability rules. Journal of Accounting Research 32 (Supplement):
39–59.

Nelson, J., J. Ronen, and L. White. 1988. Legal liabilities and the market for auditing services. Journal of

Accounting. Auditing and Finance 3 (3): 255–95.

Sarath, B., and M. A. Wolfson. 1993. Auditing, litigation, and the volume of trade in a market framework.
Working paper, Stanford University.

Schwartz, R. 1993. The impact of liability rules and auditing standards on audit quality. Working paper,
Northwestern University.

Shibano, T. 1996. Overguarding the guardians: Increasing auditor liability decreases new investment.
Working paper. University of Chicago.

Smith, R., and D. E. Tidrick. 1995. The effect of alternative judicial systems and litigation costs on

auditing. Working paper, University of Texas at Austin.

Web of Science® Google Scholar

Google Scholar

Google Scholar

Google Scholar

Google Scholar

Google Scholar

Citing Literature 

ABOUT WILEY ONLINE LIBRARY

Privacy Policy

Terms of Use

About Cookies

This website utilizes technologies such as cookies to enable essential site functionality, as well as for
analytics, personalization, and targeted advertising. You may change your settings at any time or accept
the default settings. You may close this banner to continue with only essential cookies. Privacy Policy

Manage Preferences

Accept All

Reject Non-Essential

https://onlinelibrary.wiley.com/doi/pdf/10.1111/j.1911-3846.1998.tb00567.x
https://onlinelibrary.wiley.com/servlet/linkout?suffix=null&dbid=128&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&key=A1994QU75600003&getFTLinkType=true&doiForPubOfPage=10.1111%2Fj.1911-3846.1998.tb00567.x&refDoi=10.2307%2F2491438&linkType=ISI&linkSource=FULL_TEXT&linkLocation=Reference
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26volume%3D32%26publication_year%3D1994%26pages%3D39-59%26journal%3DJournal%2Bof%2BAccounting%2BResearch%26issue%3DSupplement%26author%3DV.%2BG.%2BNarayanan%26title%3DAn%2Banalysis%2Bof%2Bauditor%2Bliability%2Brules&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&doiOfLink=10.2307%2F2491438&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26volume%3D3%26publication_year%3D1988%26pages%3D255-95%26journal%3DJournal%2Bof%2BAccounting.%2BAuditing%2Band%2BFinance%26issue%3D3%26author%3DJ.%2BNelson%26author%3DJ.%2BRonen%26author%3DL.%2BWhite%26title%3DLegal%2Bliabilities%2Band%2Bthe%2Bmarket%2Bfor%2Bauditing%2Bservices&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&doiOfLink=10.1177%2F0148558X8800300309&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26publication_year%3D1993%26author%3DB.%2BSarath%26author%3DM.%2BA.%2BWolfson%26title%3DAuditing%252C%2Blitigation%252C%2Band%2Bthe%2Bvolume%2Bof%2Btrade%2Bin%2Ba%2Bmarket%2Bframework&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26publication_year%3D1993%26author%3DR.%2BSchwartz%26title%3DThe%2Bimpact%2Bof%2Bliability%2Brules%2Band%2Bauditing%2Bstandards%2Bon%2Baudit%2Bquality&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26publication_year%3D1996%26author%3DT.%2BShibano%26title%3DOverguarding%2Bthe%2Bguardians%253A%2BIncreasing%2Bauditor%2Bliability%2Bdecreases%2Bnew%2Binvestment&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://onlinelibrary.wiley.com/action/getFTRLinkout?url=http%3A%2F%2Fscholar.google.com%2Fscholar_lookup%3Fhl%3Den%26publication_year%3D1995%26author%3DR.%2BSmith%26author%3DD.%2BE.%2BTidrick%26title%3DThe%2Beffect%2Bof%2Balternative%2Bjudicial%2Bsystems%2Band%2Blitigation%2Bcosts%2Bon%2Bauditing&doi=10.1111%2Fj.1911-3846.1998.tb00567.x&linkType=gs&linkLocation=Reference&linkSource=FULL_TEXT
https://www.wiley.com/privacy
https://onlinelibrary.wiley.com/terms-and-conditions
https://onlinelibrary.wiley.com/cookies
https://www.wiley.com/privacy


Manage Cookies
Accessibility

Wiley Research DE&I Statement and Publishing Policies

HELP & SUPPORT

Contact Us

Training and Support

DMCA & Reporting Piracy

Sitemap

OPPORTUNITIES

Subscription Agents

Advertisers & Corporate Partners

CONNECT WITH WILEY

The Wiley Network

Wiley Press Room

Copyright © 1999-2026 John Wiley & Sons, Inc or related companies. All rights reserved, including rights for text and data mining and training
of arti�cial intelligence technologies or similar technologies.

This website utilizes technologies such as cookies to enable essential site functionality, as well as for
analytics, personalization, and targeted advertising. You may change your settings at any time or accept
the default settings. You may close this banner to continue with only essential cookies. Privacy Policy

Manage Preferences

Accept All

Reject Non-Essential

https://onlinelibrary.wiley.com/accessibility
https://onlinelibrary.wiley.com/publishing-policies
https://hub.wiley.com/community/support/onlinelibrary
https://www.wiley.com/customer-success/wiley-online-library-training-hub
https://onlinelibrary.wiley.com/dmca-notification-policy
https://onlinelibrary.wiley.com/sitemap
https://onlinelibrary.wiley.com/agents
https://onlinelibrary.wiley.com/advertisers
https://www.wiley.com/network
https://newsroom.wiley.com/
https://www.wiley.com/
https://www.wiley.com/
https://www.wiley.com/privacy

