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QUALIFIED IMMUNITY
D.C. COURT OF APPEALS 
BACKS OFFICER’S CLAIM 
OF IMMUNITY
Imagine this scenario:  An off-duty 

police officer (let’s call him “Young”), 
who is, of course, not wearing a uni-
form, is sitting in his car with a woman.  
A man (let’s call him “Scales”) comes 
up to Young’s window, addresses the 
woman and tells her to get out of the 
car.  Scales then begins to stab Young—
without ever saying a word to him—and 
wounds Young in his face and thigh.  
Young is able to get out of his car and 
begins to chase Scales around the car.  
Young yells to a passing motorist that 
he is an off-duty police officer and asks 
the motorist to call 911. Young orders 
Scales to drop the knife and to stay 
where he is, showing his badge and 
drawing his pistol.  Scales drops the 
knife but tells Young that he has caught 
Young with a prostitute and that, under 
the circumstances, they should both just 
walk away. Young reiterates his order 
for Scales not to move. Scales begins 
to curse, daring Young to kill him, then 
turns and begins to leave.  Young fires 
two shots, hitting Scales once in the 
buttocks.  Young then places Scales 
under arrest.  Feeling slighted, Scales 
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PCAOB ISSUES AUDITING 
STANDARD NO. 2
In past issues of this publication we 

have discussed the Sarbanes-Oxley 
Act of 2002 (the Act) and the Public 
Company Accounting Oversight Board 
(Board) established under the Act.  The 
law was enacted in response to the fi-
nancial abuses of the late twentieth and 
early twenty-first century, and is both 
lengthy and complex.  The Board was 
created by the Act with a broad mandate 
to register certified public accounting 
(CPA) firms, establish audit standards, 
and enforce securities laws with respect 
to audits of financial statements.  On 
March 9, 2004, the Board adopted Au-
diting Standard No. 2 (the Standard) 
with the sesquipedalian title of “An 
Audit of Internal Control Over Finan-
cial Reporting Performed in Conjunc-
tion with an Audit of Financial State-
ments.”  Because of the importance of 
this standard to public companies we 
outline the major provisions thereof for 
the benefit of Chief Financial Officers 
and accountants.  We would also like to 
point out that although Board standards 
technically apply only to publicly-held 
companies, they are rapidly becoming 
the state-of-the-art “gold standard” of 
auditing best practices and will thus 
impact privately-held companies, es-
pecially those that plan to go public or 
be acquired by a public company.
The Standard is 161 pages of fine 

print, so due to space limitations only 
its broad coverage can be outlined here.  
The Standard was adopted pursuant to 
Section 404 of the Act.  Section 404(a) 
establishes management’s responsibil-
ity for setting up and maintaining 
an adequate internal control system, 
and procedures for financial report-
ing.  Management is also charged 

with assessing the effectiveness of 
internal control over financial report-
ing.  Section 404(b) establishes the 
responsibility of CPA’s for attesting 
to and reporting on management’s in-
ternal control assessment.  Thus, from 
the start Section 404 and the Standard 
impose onerous requirements on both 
management and independent auditors 
of the company’s books.  
Before the CPA’s can do their work 

management must lay the groundwork 
by ensuring adequate internal controls, 
evaluating the controls using suitable 
criteria, supporting its evaluations 
with sufficient documentary evidence, 
and presenting its assessment of its 
internal controls as of the end of the 
reporting year.  In laying the ground-
work management determines which 
controls should be tested, evaluates 
the likelihood that failure of controls 
could result in material misstatements 
in the financial statements, and deter-
mines the business units included in the 
evaluation.  Management must extend 
its evaluation to all significant accounts 
and disclosures—for example, receiv-
ables, inventories, fixed assets and so 
forth.  The object of this exercise is a 
continuous strengthening of internal 
controls resulting in accurate financial 
statements.
As mentioned management must doc-

ument its assessment and evaluations.  
It may do so by the design of controls, 
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by providing information about how 
material transactions are authorized, 
recorded, and reported, by establishing 
controls to detect and prevent fraud, 
by the design of controls for the safe-
guarding of assets, and by carefully 
evaluating its testing.  
In order for CPA’s to express an opin-

ion on management’s assessment of 
the effectiveness of the company’s 
internal control over financial report-
ing and on whether the company 
maintained effective internal controls, 
the CPA’s must plan and perform an 
audit including obtaining the relevant 
evidence.  The audit normally has five 
steps:  detailed planning, evaluation of 
management’s assessment, obtaining 
an understanding of controls, testing, 
and forming an opinion.  Obtaining an 
understanding of the internal controls 
of the company is a key step and nor-
mally involves interviewing company 
personnel, inspecting documents, ob-
serving the application of specific con-
trols, and tracing transactions through 
the management information system 
until they are reflected in the compa-
ny’s financial statements.  In this step 
the auditor also evaluates the audit 
committee of the board of directors.  
The testing steps are also vital.  The 
auditor performs tests of all relevant 
assertions related to significant ac-
counts and disclosures.  In forming its 
opinion the CPA firm needs to obtain 
direct evidence.  It is not enough to 
evaluate management’s processes for 
control effectiveness.  After it gathers 
all the evidence during the first four 
steps the auditor forms an opinion on 
management’s assessment and on the 
effectiveness of controls.  The audi-
tor, of course, is engaging in a parallel 
audit of financial statements.  
The end result of both control and 

financial statement audits, which 
should be integrated, is an opinion on 
financial statements, on management’s 
assessment of the effectiveness of 
internal control over financial report-
ing, and on the effectiveness of inter-

nal control over financial reporting.  
Management’s objective is to obtain 
three unqualified opinions and clearly 
the only way it can accomplish this ob-
jective is to have in place an effective 
system for financial reporting based 
on an effective system for maintaining 
internal controls.  Moreover, manage-
ment is required to include in its annual 
report its assessment of the effective-
ness of the company’s internal control 
over financial reporting in addition to 
its audited financial statements.
The Standard introduces three new 

terms that are essential to the proper 
performance of audits of internal 
controls.  A “control deficiency” ex-
ists when the design or operation of 
a control does not allow management 
or employees to prevent or detect mis-
statements on a timely basis in the nor-
mal course of performing their assigned 
functions.  An example would be not 
checking for changes that a purchas-
ing agent might have made to a minor 
procurement contract.  It is the lowest 
level of deficiency because it carries 
only a remote chance of leading to an 
even inconsequential financial mis-
statement.  
A “significant deficiency” is a control 

deficiency (or combination of control 
deficiencies) that adversely affects the 
company’s ability to initiate, autho-
rize, record, process or report external 
financial data reliably in accordance 
with generally accepted accounting 
principles (GAAP) such that there is 
more than a remote likelihood that a 
misstatement of the company’s annual 
or interim financial statements that is 
more than inconsequential will not be 
prevented or detected.  An example 
would be not checking for changes 
made to several important procurement 
contracts.  A significant deficiency is a 
serious internal control defect that must 
be reported to the board of directors.  It 
has been reported in the business press 
that some companies plan to make sig-
nificant deficiencies public information 
in order to avoid securities lawsuits.
Finally, a “material weakness” is a 

significant deficiency (or combination 

of significant deficiencies) that results 
in more than a remote likelihood that 
a material misstatement of the annual 
or interim statements will not be pre-
vented or detected.  An example would 
be a method for valuing financial as-
sets used by a commercial bank that 
underestimates those assets by, say, 2%.  
A material weakness is an extremely 
serious flaw in a company’s internal 
controls and must be disclosed.  The 
definition of “materiality” is likely to 
bring to this area of the law the same 
definitional problems that “materiality” 
presents in traditional securities law.  
Nevertheless, a good test of material-
ity is to determine how the weakness 
would affect a key financial ratio, such 
as return on equity.  For example, if a 
material weakness reduces the return 
on equity of a chemicals manufacturer 
from a reported 20% to, say, an actual 
18%, most financial analysts would be 
concerned.  The more return on equity 
is affected by the material weakness the 
greater the concern.  Thus, it is best to 
view “materiality” as a matter of de-
gree based on a sliding scale such that 
when profits are affected, the greater the 
overstatement the greater the degree of 
weakness in internal controls.  
An article such as this one would not 

be complete without an evaluation of 
the future effectiveness of the Standard 
under discussion.  If someone had 
asked the author in the early 1990’s 
whether all the financial misstatements 
we have witnessed almost on a daily 
basis during the past 15 years were pos-
sible, he would have answered, “not in 
our country, our securities law are too 
strict.”  And, yet it happened.  Never-
theless, it seems that the measures the 
Standard asks companies and auditors 
to take now are measures they ought 
to have taken anyway under old law, 
that is, pre-Sarbanes-Oxley securi-
ties statutes, Securities and Exchange 
Commission (SEC) regulations, GAAP, 
American Institute of Certified Public 
Accountants standards, and Financial 
Accounting Standards Board pro-
nouncements.  After all the only way a 
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files a civil lawsuit against Young, al-
leging he used excessive force when 
he arrested Scales in violation of 
Scales’ Fourth Amendment rights.  
Young seeks summary judgment on 
the grounds that he had qualified im-
munity because he arrested Scales after 
observing Scales commit an assault 
with a dangerous weapon. Scales ar-
gues that Young did not have probable 
cause to arrest Scales because Scales 
only stabbed Young to defend himself, 
and even if there was probable cause, 
it was unreasonable for Young to use 
deadly force to arrest Scales after he 
had dropped the knife and turned away.  
The trial court rejects Young’s claim 
and concludes “a reasonable officer 
would have known that it was unlaw-
ful to shoot an unarmed suspect, who 
posed no threat to the community and 
no continuing threat to the officer.”
Sounds like farcical set of facts!  

Well, on August 5, 2001, this event 
happened; and, the trial court did in 
fact reject Young’s claim of qualified 
immunity.  Young proceeded to appeal 
that decision.The appeal was heard by 
the District of Columbia Court of Ap-
peals and decided on February 15, 
2005.  Young v. Scales, D.C. App. No. 
03-CV-1515 (April 21, 2005). 
“Qualified immunity” is defined as 

an “affirmative defense which shields 
public officials performing discretion-
ary functions from civil damages if their 
conduct does not violate clearly estab-
lished statutory or constitutional rights 
of which a reasonable person would 
have known.” Black’s Law Dictionary. 
In Young the D.C. Court of Appeals 
reversed the trial court and found that 
Officer Young was entitled to qualified 
immunity because (1) the facts of the 
case did not demonstrate that Young 
acted unreasonably in the situation, and 
(2) that Scales failed to establish that 
under these particular circumstances 
Young violated his clearly established 
Fourth Amendment rights.
The Court of Appeals explained that 

the determination of whether a gov-
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ernment official has qualified immunity 
requires a two-part investigation.  First, 
the court must determine if the gov-
ernment official’s conduct violated a 
constitutional or statutory right.  If so, 
then the court must decide whether that 
violated right was clearly established 
at the time of the alleged violation.  
The standard is whether “it would be 
clear to a reasonable officer that his 
conduct was unlawful in the situation 
he confronted.” Columbia v. Jackson, 
810 A.2d 388, 394 (D.C. Cir. 2002).  
The burden of proving the violation of 
the right and the fact that the right was 
clearly established is on the plaintiff, in 
this case Scales.  
Scales argued that Young did not have 

probable cause to arrest Scales because 
he only stabbed Young to defend him-
self.  The Court of Appeals explained 
that in order to assert self-defense to 
prove he has a constitutional right to 
be free from arrest, Scales is burdened 
with establishing that when he walked 
up to the parked car and stabbed Of-
ficer Young, Scales was acting in self-
defense.  A party cannot raise a self-
defense claim if he goes out of his way 
to look for trouble.  The Court found 
that Scales did not do everything in his 
power to avoid the danger.  In fact, if 
Scales thought he was in danger, he 
would never have approached the car 
with his knife open in the first place.  
The Court determined that there was 
no way a reasonable jury with these 
particular facts would conclude that 
Scales acted in self-defense.  
Scales further argued that Officer 

Young used excessive force in arrest-
ing him.  To review this argument, the 
Court used the “object reasonable-
ness” standard.  Brosseau v. Haugen, 
125 S.Ct. 596, 598 (2004).  The Court 
examined the facts and the actual 
circumstances of the case from the 
perspective of a reasonable officer on 
the scene to determine whether Young 
acted as a reasonable officer would.  A 
shooting is objectively reasonable to 
prevent escape of a felon when “it is 
necessary to prevent the escape and the 
officer has probable cause to believe 

that the suspect poses a significant threat 
of death or serious physical injury to the 
officer or others.”  Tennessee v. Garner, 
471 U.S. 1, 3 (1985).  The Court found 
that “given the violent and unprovoked 
nature of the crime Scales committed 
and the reckless manner in which he re-
acted when the victim identified himself 
as a police officer, we are not persuaded 
that a reasonably prudent officer could 
simply shrug his shoulders and allow 
Scales to walk off into the night . . . .We 
are not persuaded under these particular 
circumstances that is was either unrea-
sonable or unnecessary for Young to fire 
at Scales to prevent his escape.”  
The Court of Appeals has order that 

Officer Young be allowed to use the 
defense of qualified immunity and that 
the immunity be granted.  And, whoa to 
those who think to challenge an officer 
in a compromising situation, you never 
know where you might be shot! 
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CPA was allowed to give an unqualified 
opinion on financial statements under 
pre-Sarbanes-Oxley standards was by 
carefully testing the internal controls of 
the company under audit.  Put another 
way all that Sarbanes-Oxley and the 
Standard appear to do is make explicit 
what was already implicit.
If this view is correct, then before rush-

ing to legislate in order to be seen as 
taking decisive action, perhaps Congress 
(and the SEC) should have taken time to 
find out why the old law did not work to 
prevent serious financial misstatements, 
some times in the billions of dollars.  The 
proof of the pudding, of course, is in the 
eating.  If during the next ten to twenty 
years there is a virtual absence of ac-
counting problems, perhaps we might 
be justified in concluding that the latest 
flurry of legislation and regulation was 
necessary after all.  Time will tell.  In 
the meantime please call Roy Morris or 
the author if you have any questions on 
these issues.

NÉSTOR CRUZ
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Carr, Morris & Graeff, P.C., was estab-
lished in 1982 by the named principals–
Lawrence Carr, Roy Morris and Stephen 
Graeff.  It is a diversified firm structured 
primarily to meet the legal needs of busi-
nesses and their principals.

The firm strives to provide full ser-
vice representation to its corporate and 
individual clients.  It is designed to 
provide such service by organization 
and presentation of an array of attorneys 
with diverse backgrounds in specialized 
areas of the law as well as a generalized 
background which enables them to look 
beyond a narrow specialty or need.  The 
academic and cultural backgrounds of the 
attorneys of the firm are as diverse as 
their experience and specializations.

Carr, Morris & Graeff, P.C., specializes 
in the following areas: Corporate/General 
Business; Taxation/Estate Planning; 
Civil/Commercial Litigation; Alternative 
Dispute Resolution; Employment/Labor; 
Discrimination; and Wage-Hour.

The firm maintains its office in the Met-
ro Center region of downtown Washing-
ton.  It has attorneys admitted to all of the 
local judicial jurisdictions–the District of 
Columbia, Maryland and Virginia.

STAFF NOTES

As a member of the Board of Trustees of the Virginia Opera, Néstor Cruz helped 
organize the 2005 spring gala dinner and concert.

*  *  *
Welcome to newly joined associate Sara Scarlett and legal assistant Alice Cade.  

Sara is a 2002 graduate of Washington School of Law of American University 
and is a member of the D.C., Maryland and Virginia bars.  Alice is a graduate of 
the Georgetown University Paralegal Certificate Program.

*  *  *
Motorcycle Diaries II.  In mid-April, Roy Morris squeezed in a 700-mile week-

end motorcycle junket in the mountains of northern Arizona as the guest of firm 
alumnus Nir Margalit.  We hired Nir while he was still at Georgetown Law in 
1985 (who can remember that long ago?).  Eventually, Nir left us to start his own 
firm (surely we approve of that); was our sub-tenant for a while; joined Starwood 
Hotels back when they were a start-up company; became general counsel of Best 
Western International, then Zip Realty and now Kimpton Hotel Group.  He’s a 
most distinguished alum and we’ve been great friends all these years.  Nir is a 
BMW motorcycle enthusiast in the way Roy is a BMW car nut, but Roy did not 
catch the fever.  Roy says the classic BMW motorcycle engine seems like a diesel 
tractor compared to the smooth, free-spinning Japanese bikes.

*  *  *
Miracle on Ice.  In a remarkable upset, Phil Schwartz won the Springfield Country 

Club Icebreaker Golf Tournament in frigid late-March.  No doubt a handicapped 
event.


