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I . I NT!?.ODUC'i'IOH 

An 2..cco,mt2.nt I s r espom;i bili ty a.rises in every situation in uhi ch 

he enters into a contrac tual obligation to pm,fo~_·m an audit . This 

obligation, based on 1-rhat is lm01m as privity of contract, exists 

bet·':iCen the accountant o.ncl his client. He underto.kes to perform, 

in an accept2.ble professional me.nner, the audit of the clients books. 

This i s a pr ivate ar-;reement between the client and t he accountant 

and quest :Lons of liability ar e , as a rule, confined to performance of 

the agr eei~ent between t he tuo principal par t ies. Yet , it must be 

recognizecl_ the.t the accountant is holdine; hims el f out to the publ i c 

as an expert, a. qualified professional, and his certification 

attached to the statet1ent of t he client lends Height and credence 

1.l0j_ch the gener al public is entitled to rely upon. 

The probl em of l egal rosponsibili t y is, the::·ef ore; expanded beyond 

the question of privity of contract and coni'e1:·s 1·ight on third parties 

as uell. Cr eclj_tors a.re 6ener2.lly considered as t hird parties. 

The Federal Securities Act of 1933 provides for civil liabiJ.it.y 

of independent accountant s in connection with a false 1·er;ist1·ation 

statement. If any pa.rt, of the registration statement, when such part 

becomes effective, contains an untrue statement of a material fact or 

omits a mate1'ial f act that is required to be stated therein or necessary 

to make the sto.tements not misleading, any person acquir inr; such 
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s ocurity may sue . Suit can be maintained a.gainst any pe1°son Hho 

(1) signed t he r egist1~a.tion sto:tement, ( 2) 1-ras di rec·i:,or or partner at 

' l t, • n .D • 1 • ( 3) ' • " • ' 1- • ~ , ' T,ne ::.me o:i:. 1.i_ing , . -~ras nameo. LT1. ·e,ne r e gJ_s-c,rm;ion S\,aT,emenT, as 

about to become di :cector O:!.' par ·i:,ner , (li ) was an o.ccountant, engineer 

or- o.ppraiser havinG; prepared or certified any par t of the r egistr ation 

statene:1.t or ( 5) Has an under1:r.citer of the security . 

The Securit i e s ~;xchange Act of' 1934 is concerned p:cima:dl y 1-rith 

tra.ding in s s curi tie s o.s contras t ed 1-rlth the Securitie s Act of 1933 

which deals p:i:jJ·,1arily Hi t h disclosure i n the 1°egis t :c-ation statement 

and p1°ospectus of a neu security i s sue . Uncl.er th.::i.s a ct, accountants 

may be held liable to investors uho, in r eliance upon .false or mis -

l eading statements filed with the Secm~ities ~change Cormniss:Lon, 

p1ffchas 0d or sold a s e cu.r it;y- at a price 1-,~1:Lch uas affected by such 

stci:i:.ement. The pe:cson sued. shall not be held l i able if he pr oves 

he actecl in goocJ. f aith and had no knouledge th,.::.t such s t atement was 

f alse or· misl ead5.ng . 

The American Instj_tute of Certified Public Accountants (_/\.J c·~)_(\_ ) 

publishes professional guidelines specifying auditins s tandards and 

procedu:ces. These statements on Au.di ting Procedures ( S:\.? 1 s ) are t o 

aid the auditor in his field irork and in h:i.s report ing . By acll1er i ng 

to these policie s of reporting a...11.d field i-·rnrk, the auditor should 

be able to avoid liability . However , there are no easy a.i1m,re1~s and 

professional issues are seldom black and white . 

'J.'he AICP:\ also publi shes opinions of the Accounti ng 1?r i ncipl es 

Board ( AFB). The principal obje c t ive of the co1n.TJ1j_ttee has been to 
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narrou are2.s of cli.ff erencc and inconsistency j_n a.ccount,-i rig practices 

and to i'tu·the:r the development and recognition of general l y accepted 

accoun"i;:i.ng 9:t::i_ncj_:;_Jlos . ·i-hese opinions are directed pri..'111arily to 

business ent,e:rprises organized for prof it. ln orde:c for ·c.he auditor 

to give a clean opin:i.on, the procedures follm-red by the company mus·i:, 

be in accordance H:i.th generally accep-i:,ed accounting T.irinciples . 

when an acco1.1n-c.ant enters into an a e;:ceer:1ent ui ·::.h his client to 

make an au.cl.it, he undcrta.(es to Jilal:::e the aucli t in accord.J11ce ,;-1itll 

prevailing aud.itinr; st::1;.1cl2,i·ds . F2.:aure ·Go exercise care :required under 

the accept.eel. auditing principles uould constitute negl'5_gence. Beyond 

negli[;ence, assum:Lng a very thin and indeterrrtLna:te l ine divides the 

tuo, lies fraud. The basic significance of ·i:,he diffe:;:ence betHeen 

negligence ond fraud is that negligerice may give :cise to liability 

between the accountant and the client, uhere2.s fraud may create 

liability or responsibility to third parties . However, if the specific 

identity of the third person is lm01-m to the accounta_ryt,, then the latter 

has the same dut.y of care tm-rard such identified third party as he has 

·00 his client, and he is liable for damage caused to such third person 

by h1. ~.:. 1· 1 _ s orcu..;1.ary neg igence . 

In deoling with this question of negligence or fraud, it is 

important to understand that the accountant does not necessarily have 

to lmoH that the statement he is issuing is false. 'l'he extent of 

negligence or fraud arises out of failure to use the necessary degree 

of care and this will help to determine the liability of the accountant 

in a suit by either the client, creditors, or stockholders. 
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If the accou.i'1tant does not knoH the specific iclenti ty of the 

third person to HL1om ;1is professional opinion is to be mc1.de available, 

then his liability to such third pei~son is only for actual fraud or 

2 
gross nee;l:Lt;ence amounting to constructive fraud. Actual fraud 

exists uhen there is an actual intent to mislead, 1.-ihile constructi vc 

fraud exists uhen there is reckless disref,ard. for the t r uth. 

The basic str ucture underlyinr:; pr e s en-t, f j_na.11.cial r epor tin~ and 

certification by j_ndepenclent .,1.ccountants dates from the early 1 930 1 s 

1-'nen i· n ·'·he ::i-f·c' e·'1na·c' h o_f ·.·l,·.h.e l 9, ?9 s +ocl< m, a.rl<e t colla:r'sc o>:d. bus,.'..ness .,_ . ' - l,. c:.;._ - .L - - - V - ~.., -'' 

dm-mturn, the WeH York Stock ·.;;xchange, the Securities and 8:-cchange 

Commission and the orgrmized accountin~~ profession collo.borated in 

uorking out a statement that essentially is s'i:,ill in use today. The 

short-form opinion of :i.ndependent accountants ad.opted at that time has 

only boen moderately changed. 3 

In the 1931 landmark case of Ul tramares Corp . v. Touche, L,. Jud[;e 

Cardozo held that 2.udi tors could be liable to third pa.rtj_es for fraud, 

such as certifying statements uithout making an audit . He held that 

an accountant was ordinarily liable :for negligent misrepresentations 

solely to the person 1-rho retained him or to the pe:cson w110 uas lmm-m 

to be the primary beneficiary of the inforr.w:i:.ion. The court went 

on to say, however, that an accotmtant could be held liable by a 

broader group if his conduct 1-ras :fraudulent or so grossly negligent 

as to amount to fraud. 

Ul·"L,·.L•..,r,1.ares 11.as ber.>n · cl 1 f 11 d " J h thr d = ~ Hl e y o owe - ior more 0 2.11 1·ee ecades , 

and it has effectively blocked negligence ac"i:,ion by third parties 

under common law. ){oweve1~, the vi tali t;y- of tlle common law pr:i.v:Lt:1,r 



doct,2~:i..nc has been ·e,ested. J\. f eder2.l dist,rict court ap9lyil1g UJ1ode 

Isl and l aH j_n the 1968 decision of Rusch Facto:cs, I nc . v . Levin held 

that an auditor is liable for ne2;li6ence to a :fore s een third party 

l ender . A similar resuJ.t w2.s reached by t he Civil l\p~-:,ea.ls Cour t of 

Texas in its 1971 decision in Sha t t erpr oof Glass Corpora·e,j_on v. jaiues. 

In the 1969 decision of n;ran v. ra.rme, t he Ioua Supr eme Court adopted 
r' 

the .cest2.te:nent? . v iew ( t he accoLmtant uou..1cJ. be respons:i.ble only to 

cle.sses of persons -::-rho lle knou s uill rel y on his repor ·c-s f or t !1.e type 

of transaction resub:,ine; :i.n loss ) . They held the accoun-c-o.nt r e s ponsible 

fo1' ne1:;ligence to a thj_rcJ. p.:xrty reliant uho wa.s specif j_call y i dentified 

to t he accountant prior to t he enGagemeni:.. 

In r ecent year s, t he acco..mtini:; pro:fession has uitnessed a sub

stanti al outbreal~ of litigation directed principally against the l arger 

firms. Many cases arose in the federal courts under the Securitie s Act 

of 1933 and the Securities F:Xchange Act of 1931.r. Also, many of the 

court decisions enla:cged the gambit of p1·ofessional responsibility and 

imposed neu and higher standards of professional conduct upon the 

accounting profession. ~.-Jith the best data and the best intentions, 

financial reporting foi· large complex business enterprj_ses depends 

heavily on estima:tes and hwnan judv nen-t. and, thus, can never achiev e 

the status of cer tainty. 
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l~ootnotes t o Cha~ ter I 

1 ,Joseph L. F1·a sc0Ea, C. P.A . Lau :rlev iew (HomeHood, Ilb.nois : 
R.ichard D. Irt·rin, Inc., 1972 L p . 969 . 

2- b · l .L lC., 

3~\. Carl Tietjen , 11Finar1cial Reporting rresponGib-i 1 ities, n The 
Jott-rnaJ. of Accou.ritancy, (January, 1971 ), p . 69 . 

h_n J ., ' • T l 2cr' ' T Y 170 1 r71 1· "" LL.1 ·11_e,ra1nares liorpora:cion v . . ouc 1e, :;:;, J· • .• • , .'.-!. '1.i.!, . 4. 

(1931). 

~ 

;.,Restatement of the LaH Second: Tor t s: 'l'errtative Draft No. 
1 21 L~ ( 1966) , p . 1 h. 
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II. 'i'H:~ COF'I'IW~~re:U., iT~i!DIHG CASE 

The Continental Vendinc case 
1 

adds t.he ·i:Jrrea:t of criminal action 

to the legal hazards of accoD.ntancy. In this case , tne defendants, 

tuo partners and a manager in Lybr2.nd, Ross Bros. c: Viontgomery, Here 

charged wit h dra.wiP..g up and ce~r.-tifying false or nis leacling financial 

state1:1ents of Continental Vending Machine Co:rpor2.tion f or the year ended 

Se~)tember 30, 1962. Continental Is f oundcI' and pr es ident, Harold Rotn 

held 2.5 percent o:f its outst2.ndin~ stock. Rot h Has also a.n of ficer , 

director, and major stockholder of Vall ey Comme ~·c:i.al Corporation, 

which uas thereby an affiliate of Continental. 

Roth from 19.58 to 1962 borrm·red la.rge amounts of money from 

Cont:Lnental which he used for financing his personal stock transactions, 

much of which he repaid by the end of each fiscal year . I nstead of 

borrowing directly , he had Continental lend to Valley; H.oth then borrowed 

fror,1 Valley. During 1962, Roth informed the auditors that Valley t·ras 

unable to repay Continental since he uas unable to repay Val l ey . 

Consequentl y , Roth agreed to post adequate colJ.a·~eral. However, 80 

percent, of the securities pledged were the common stock and convertib::.e 

debentures of Continental itself. 

The defendant's opinion on the 1962 financial statement represented 

that the financial statements 11present fairly the f inancial position 

of Continental •.• in conformity with generally accepted accounting 

7 
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principl es. n The f inanciaJ. statements disclosed the loans to Va.llcy , 

the f act t hat R.oth was o.n officer, director and stockholder of Valley , 

mid that the loans u er c secured by V2.J.ley 1 s equity in 11 ceta:.i.n marketable 

s ecurities . 11 'l'he financial sta.tenents shm-red a l a r e;e net loss, and 

trading in Continental s·i:,ock 1-ras sucpended shortly after the armua.l 

:>:>eport containing the f i n 011cial sta.t aments ua.s i ssued. 

The cl.e:fendcU1ts uere j_ncJ.icte cl. on three counts of mail fraud and 

conspiracy f o:c assarted de3fj_c:Lencies i!1 the 1962 fina.11c:Lal stat ements 

of Continent2.l. 'foe gover n.rnent cha,.'gecl., among ot her t hinzs ~ t hat 

Continental' s bal2.nc,3 sheet shoul d have disclosed that Valley had made 

l oans to Roth, that Roth ·i·ras unabl e to p ay t hem, and. th2.t collateral 

to secure Valley 's indebtedness to Continental consisted substantially 

of Con-i:.inental securities pledged by R.oth. It 1-ras further charged 

that the defendants \mew that uithout these disclosures the statements 

were false and r.ri.sleading and had conspired to make them so Hith intent 

to defr2.ud. 

Eight experts for the defense testified that none of the disclosures 

was required by generally accepted accolmtj_ng principles and that the 

sta-c,ements tal-:en as a '.-1hole did present the financj_al position and 

results of operation fairly in accordance with genCJ:all y accepted 

accounting principles . Two prosecution experts testified to the contrary 

althou~h they could point to no specific rule or precedent to support 

their position. After t1-10 trials (the first ended in a hung jury) the 

defendants Here convicted. Post trial motions for acquittal and neu 

trial we:ce dcmied; the judr;e fined the defendants ;i>.5, 000 ·i;o ::;7, 000 each. 
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The case is significant in what it s2.ys about the uej.ght that 

the court s ui l l gi ve , whe:ce l:i_ability is conce rned, to the cta_r1da:cd.s 

C, '1 t· (.• . o:i. ·cne accoun ·:mg pro:i:es s:i_on. The Continental 1s balance sheet, Hh:Lch 

was charged to be fru.ud11lent, fai rly presented the financial position 

:Ln conf ormity with gener all y a ccepted accounting pri ncj_pl es according 

to eight expert witnesses of the defenda.nt.s . 

Defendant s asked f or tuo instructions which, in 
substance, wouJ_cl. have tol d the jll.!'y ·chat a defendant cotud 
be found guilty oDJ.y if, according to generally accepted 
2.ccounting principles , the f inanciaJ. s·::.atcr:1ents -:1.s a Hhol e 
did not fairly present the f i nancio.l concl.i tion of Continental 
at September 30.i 1962, ,md t hen ori.Ly i f this cl.ep2.rtu:ce from 
accepted standards Has due to wi..llful cli.s:cega.rd of these 
standards .. rith lrnoul edge of the falsity of the s tatements 
and an intent to deceive.2 

1-Iouever, t he trial cour t gave instructions to t he jury uhich saj_d 

the 11critical test :1 Has uhether the balance s heet fairly presented 

the financial position uithout r eference to generally accepted accounting 

principles. The trial court said in its instructions that evidence of 

compliance with generally accepted accounting principles ,·rould be very 

persuasive, but not conclusive. It also gave other instructions which 

the ju!"IJ might have taken as an invitation to test t he fairness of 

presentation, not against generall y accepted accounting principl es , 

but a gainst t heir iclea of what an investor or other layman might uant 

to know. These differences in perspective may frequently produce 

differences between the moanj_ng of 11fair presentation11 in a la;yman I s 

vieu and the meaning of 11f :.~ir p:~·esentation 11 under generally accepted 

accounting principles. So far as diligent r esearch cliscl oses, this 

is the first case , criminal or civil, to hold that conduct governed 
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by professional s t andards m2.y be :neasurecl o·~herwise than by those 

For th,3 pr ofes sion t he co.s e points out the 2.dvanto.ge i n havine 

pr' oi'ession2-l st2.ncl.ards spell ec:1. out. Had there been s pecific 1'ules 

or 1):c·ohibitions gove:cnin~; the mo.tte i·s about whici1 there '.·Tas dispute 

amonc: expe1°t u:i.tnesscs ·c.o 0.rhich the def encl.ants coul d r efer, it is 

· · b , 1 · h 1 · 1-roula.' 'n:tve ,oe'"'l~ cl:i·.1··_.r.,.·e ·.L-e·ri"l,·. L!. qurce p:co a o_e r,. e resu ·,:, ~ c:; : .. 'i'he Court of 

Appe2J.s 1 opinion ern.i.merates only one general :rule t hat is a neH one 

as far a s s t.andar ds of p:cof essionol cono.uct. are concerned. The r ule 

is that Hhere the aucl:Ltor k...rw,-rs of or suspects a dishonest diver sion 

of funds sui'ficiently large t o impe:cil his client I s solvency , there 

lilust ei"011e r be exceptional c:.isclosure or exceptional measure s t o 

r;1ake it ;;oocl 2. . .ncl t o p:revent a recurr,::nce. 5 

i,,Jhen an accountant clj_scovcrs a chversion he shoul d conside1' every 

action he t akes the1·eai'ter., every disclosure or nondisclosure, ,211cl. 

every contact with the client, in the light of' hm·r it may subsequentl y 

appeax in a court of la.H. In order to protect hims elf he also should. 

exercise an extraorcli112.ry degree of caut ion. 



Footaotes to Gha.pte:c II 

1
united States v . S:iJnon. h25 :?. 2d) 796 (2d Cil~. 1969) ce:ct . 

deni ed., 397 U. S. l OOb-(1970): 

2
uni t ecl St::i:l:.es Cou.Tt of ,\~)pea.ls, HContinental Vending Decision 

Affirmed, 11 The Journal of Accounta.nc;[ (Februo.r·y, 1970), p . 6S . 

\;..merican I nstitute of Ce:ctified :eublic Accountants, 
Brie f in Contj_nental Vencl:i.ng, 11 The Journa.l of Accountancy 
1970) , p . 71. 

( .. " .. 1asr . 
.. • V:; 

LrDavid B. Isbell, wrhe Continental Vendin g Case : Lessons for 
the P-.cofession, 11 The Journ,::-.1 of Accou:nta..ncy (August , 1970), p . 36. 

51ticl., p . 39. 
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Hany accountants believe t,hat by disclai.11".ing an opinion on 

fina.nciaJ. sto:t,ements, they can reliev e t,hems 81 ves of lia1Jility for 

errors unless a plaintiff can show that t he accountant had lmo1-rledge 

of such a11 error. Ho·(·rever, thj_s was not f olmd t o be so concerning 

·i:,he i-lhode Island Hospital Trust co.se. 1 

1n ·chis c2.se the ::1l D.:i_nt iff, Rhode Island Hospital '.r-.cust National 

1JaJ1lc sued Suartz, 1·'reseneff) Yav:::1er, and t.1 acoi)s.; a firn of cer tifj_ed 

public accolUTGD.nts, each of ".:.he par-cners of the f .Lrrn a.nd -c,he estn.te 

of a deceased partner. The bank alleged tha t the accolmt.ants had 

n er;lj_een-i:.ly aud..i_tecl. the :fina.t'1.cial statements of international Trading 

Cox·po1·ation and r el ated companies ( BorroHer). Consequently , the bank 

had made looms to Borro'.:cr which Has unable to repay them and the 

bank sustained a loss in excess of :~100, 000. 

The nonjl.ll'Y district court dismissed the complaint after concluding 

that t he evidence failed to establish fraud or collusion on the pa : t 

of the accountants, any 1 2.ck of good f aith, misrepresentation, breach 

of duty, negligence, or failure to use reasonable care j_n the preparation 

and issuance of the financial statements. H0t·reve1~, this was rever sed 

by the Cour t of Appeals. 

In 1963 Borrower sought long-term financing of leasehold improve

ments from the rU1ocle Island Hospital Trust :National Bank, but the 

12 
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bank -:-12.s 1.111Hilli ng to lend on th:i_s basis. 'i.'he bank did a gree, however, 

that, cr edit uo,2l d b e e;i ven j_f Bor:couer could as sure them t hat economies 

f rom s2.vings on l abor cost s expected to r e sult from bulk handling 

~-iOuld enable Bo:,:ro.-ror t o operate r:i.ore profitabl y and to meet gr eater 

Joan obliga t i ons. 

I n Jm1e, 1 96h, DorTower r epresented to the bank ·cha t d1Lrj_n ;_:; 1 96 3 

it had spent "'.2·1 2, 000 fo::c lea seholcl :iJnyrovements ·co its f acilities 

a t va:cious cit i e s . 2 The 1-rork ua s purpor t edlJ done 'oy the accountant 1 s 

client, using H,s 0 1-m h ,bor 2.nd mate:c:Lals. In f act, ·che clai.rned 1963 

leasehold i mprovement s HeJ:·e totcllly fictitious . Th8 labor ex9enses 

claimed to have been i nc1..1Tred u e:ce ~i.ncurrec;_ a s opera:cing e~r~>ense s of 

handling and storing cement. No materials i·iere purchased. An inspect ion 

in 196h of all tlrree facilities disclosed that they Here in the same 

condition as they were at the end of 1962. 

The audited financj_al statements alone; with the long form dis

claimer of an opinion 1-rer c presented to the bank to enable the bank 

to make a loan to the accountant's client. 

It was shmm that of the '.1i610,000 total expenditures 
made during 1964, :':.212,000 uas at-::,ributed to :iJnprovements 
made by Borrower . ~~he capitalization of these improvements 
accounted for approximately two-thirds of the company 's 
net uorth sh01m on the balance sheet and resulted :i.n the 
sta·cement oi operations sh01-Jin13 a .. i9 , 000 profi t rather than 
a substantial loss.3 

'fhe bank asser ting reliance on the audited sta·0ements and op:i_nion 

g.:wo the loan to ·i:,he International Tradj_ng Corporation in belief that 

actual improvements had been made though the acc01.mtant1s report stated 

uncertainty as to the a.mount spent. 



·:ihen the G.ccountants tranmnj_t,tcd the i'in.J.ncial statments to 

thej_1' client) they 1-rcote a cove:ring l ett,er ex.pressing certain l'eser-

vat.ions 2.oout the fairness of the accom_Janyine; sto.tements. 'J:'he letter 

discussed the crucial i·~em concerned in the litiza t ion--the l easehold 

improvements and set i'orth the :f ollm-rj_ng : 

Adclj:i:,ions to fi..'Cecl assets in 1963 uere fou.Y1d to 
include principally uarehouse irnprovements o:>J1d. j_nstallation 
of machine:ey and equi"!)ment in Providence , Rhode Tslc>nd., 
Bru.YJ.swick, Georgia, and Palm Beach, F'loricl.a. Practically 
all of this work uas done by company em) loyee s an.cl mat,e;:-·ials 
and overheo.d uere 'oorne b.: the Intcrnatj_onal Tro.dine; 
Corporation and i ts affiliates. Unfortunately, fully 
compl e-i:,e ci.etailecl. cost records ue;:e not kept of the capital 
i.inprovemcnts and no exact deter;1Li.nation could be made as 
to the actual cost of said improvemen-i:,s . (3inphasis added. ) 

an<.1. concluded 'uy saying : 

Bec,:mse of ·i:,he l }mit,at:i.ons u_r)on ou:...· exa.rrination 
expressed in the prececl.:i.ng paragraphs and the mat erial 
na:c.ure of the i terns not confir med directly by us, He are 
unable to express an on:i.nion as to the fairness of ·Ghe 
accompanying. state1-:1ent; )( 

Because of the death of the accounting partner concerned Hith 

the engc1.Gement, the proof i:·ras not complete a s to uhat exaYJ1J.nation 

and 1-rhat inquirie s had been made . The workpapers [_;ave no indication 

that the improvements had been inspected or had asked correspondent 

accountants, Hho had been used for other purposes, to do so. The 

1-rorkpaj_)e r s s hoHed ·i:,hat the accountants had c~anLi.ned l abor cost s pur-

ported1y attl.·ibuted to the improvements but did not identi~.r material 

costs, 1-rhich would have been j_ncurrc d if such :iJnprovcments had been 

made . Since the accounU.nP, partner concerned w:L th the engagement 

had died, the ·working papers i-re:ce an important part :i.n t he co.se. 
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\.3 of the dnte of rec,Jipt of the f:l.nancio.l sta 'i:,er.,ents, the banlc 

h~d l ent the accountants I client i;220: 000. Tho re .-ras undisputed 

testi:.rnony t hat if i t had knoim on t he clo.:e,e that :~212, 000 of 18ashol d 

improvements ucre fictitious, it uouJ.d have refused furt1.1er loans 

a.ncJ. immediately beg,.F1 offo:cts to effect collect:i..on of t he outst:mding 

ar:1ount . Si.11ce the bank claimed that it did not lmou this cruc:"Lal 

fact, the loa.n baJ.a.nce uas allowed to increa.se during the su..m.mer of 

196Lf until it reached the level of :,.;336, 685.61 on ,::ieptember 21-r, 196h, 
r' 

the da.te of the adverse r eport of the bc.1.nk I s analy s:i.s dep2.rtment . ' 

.t.fter the :repo:c-1.~ 1-ra.s received, no furthe:c loans or commitments we:".'e 

made. 

By application of t he ru.le , 11 accountants o~·re a dut7 to thei:c 

employe1·, a..nd oth0;rs Hhom ·e,hey l:noH o:c expect to r ely on the repor·e,, 

to rno.ke the i·eport in e;ood faith i·ri thout fraud or collusion and 1-ri th 

ca:ce and caution of e..'{l)ert.s, n the accountants uere found liable. 

The accountants not only knew but acknowledged that the bank had sought 

Borrower •s financial statements . 'l'hus, the rule, 11 an accountant should 

be liable in neglir:;ence for careless financi al rnis:cepresentat ions 
I' 

relied upon by actual foreseen and limited classes of persons, 110 1-1as 

applied. 

By application of the above rule, the Court of Appeals thought 

that the accountants were liable on either of t Ho alter nate inferences 

uh:i.ch may be cJrawn. First, the accountants, having identified some 

of the purported labor costs of the purported leasehold imp:rovc1:1ents , 

f a.ilecl., from p:ressm·e or ot her reason, to search f or mate1'ial cos·~s . 



0 "con(1 -'- 11 "' "C u • r .,_ ' · · ' ' · ~ · d ~ · h J 1 b ,.)"- J._ ~ , L,1.,_; ... , co n-i:,a 1 t.,S 11av:i.ng J. <., ·8ffGJ.11e . some 01 'C, •• e pur)or G8C la or 

cost s, 3ea:tchcd f or ma tc:d.c.l costs o.ncl, not finding .:my, failed to 

conduct :::.ny i ndependent investigation of the existence of the lease

hold im~ycovements ancl. thej.r v 2J.ue and failed to disclose tha.t there 

was not ver-i f'ication that the lee.sehold i mprover.tent s Here in process . 

In either event, the accountant s ce:rtified. the :fin.:mcial statements, 

sa:J ing overall only that they could not expr e ss an opinion uit h regard 

to faiTness . There uas no :ceservation about t he cxis·c-cnce of the 

improvements but on\·y- about their precise value. (v11ethe1~ the accotmtants 

failed to look or, havi ng looked, fe.i l e d to find, they uere guilty 

of actionable negligence if the bank, in reliance on the stat er11en·c-s 

made further loans. The bc".nk I s :celiance on the report was shOim and 

is once more on appeal to the Court of AppeaJ.s . 

Chapte:c 1 O, paragraph 1, of ·e,he Statement on Audit,ing Procedure 

Wo. 33 reads, 11 t he report shall eit her contain an expression of' opinion 

r egarding the financial statements t aken as a 1-rhoJ.e or an asse:ction 

to the ei'fect that an opinion cc1.n.riot be ex::)ressecl . i;Jhen an overall 

opinion cannot be expressed, the reasons therefore should be stated. 11 

The a ccolU1tants failed 'i:,o state that they either did not look for or 

could not find evidence o:f 1~aterial costs for the purported leasehold 

improvements, c.l....Yld either Houlcl have been more than a sin1plc limitation 

U:)on their 0...xamination. 

The general principle , the court sta ted is that 11whiJ.e i ndustry 

standards may no·i:, always be the maximum test of liability , certo.inly 
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they slloulcl. be dc8med the minimuJi1 standard by uhicn li2.bili ty will 

be dete;:-r.ti_ned; 11 and the coUTt looked t o S!\.P No . JJ to deteJ:-nune uha:l:. 

the industry s tanda::ccl :i.s. '.I'he court I s formnla·Gion is one that 

accountants should keep in Iid.nd . Some lessons tha·c. can be lear ned 

f':com this case arc : 

1 . Ir1ake sure the Hor kin:; pape1~s are cornple·e,e . 

2. An accountant disclaimin~ 01· qud:i.fy:i.ng c.n opin~_on, or otherwise 
seeking to give notice to 2. ):'Cader· of' l j_rnit.:J:Gions on the reS:iJOnsi
bilities he :i.s assuming, should do his best. to be sure that the 
languag;e he uses F:nl : .. ake ·c.hose J.imi ta·::-ions cleo.r even to .:i.n 
U..Ylinformed and unsophisticu.ted :ceade:r· . 

3. The clescrip·i.:,ion of ·che scope of the examination in the accountants 1 

rei_)ort shoulc,. not be i ,J:ter1-roven 1-rith conunen"i:,s on the financial 
sta.tements or co:rmricmts on ·che opcr 2. t ions of the company ; any such 
comments that are needed should be foo·tnotecl.; Hh::..ch are rep:re
sentat ions of the compai-iy not the ;;1.ccountant . 7 

h. The repor t should state tha t tho exar.d.n2.t~_on vr.:i.s l)e::cformed in 
conformity with generally accepteci. audi t:Lng standa:cds e.,'<:cept for 
certain specific proceo.ures ,·rhich should be enu.rnerated in the 
report . The alternative practice of enumerating the procedures 
performed, as was fallowed by the accoun-e,ants in the ct.se under 
discuss::i_on, is f rau::;ht 1-rlth too may hazar ds of hindsisht inter
pretat:Lon. e 
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Until 1·eccntly, rn10.udi ted f inancial s·co.tcrnents r eceived little 

attention in accounti n3; lj_teraturc because of more interes t in problems 

inherent, :Ln re~)ortj_n~ on examinations l eaclin~ to the expr ess ion of 

an op inion on f i nancial.. statements. '/he e:.:tensi on of the l egal 1:La-

bil ity of account;:mts to lmaudi tecl sta t e?nent s , as sho: :rn :i.n the 11 36 

'P ' I ,, ' • "j 1 • ' • ' • n a.ll_o] ·i ·:·.o·.1.~S . ,.enan-c,s vorporm:.ion case , ma,;:cs i·c JJ11lJerm:.ive 1or ,_,_v ene:a.gcd . 

in the extensive field of urite- up uork, and of statemen-i.; preparation 

with minimal or no audit, t o exe:cci se gTe c.te:c vJ.gilo.nce in protect inc~ 

The case of 11 36 ".:'enants 1 Cor por2.tion 2.t;ainst F 8..."'C rtothcnber·g & 

Co . uas an ac·c:i.on a~ainst a :f.'irm of Certi f i ed ?ublic Accounta..YJ.ts to 

recover for· the f irm 1 s alle ged f ailure t o uncover defalcations of t he 

pl aintiff 1 s f unds by 1)l c:1.intiff 1 s mana.ging agent, I. Jerome Riker . 

Riker had fail e d to pay oblj_f{ations of plaint iff: 2. cooperative apa.1:'t-

ment corporation, t hat he had rep o1~ted as having been paid. 

Sometime in 1953 , Riker and others pur chased the pr emises of 

11 36 Io'ifth Avenu e , in New York Gi ty, and then incorpo1°ated the plaintiff, 

11 36 'I'enants' Corporation, 1vhich became the m-mer ·i:.hercof and pi'occeded 

to sell the apartments ther ein. Ri ker and Co ., Jnc. , acted 2.s man-

aging ai::;ent of pl aintif f 1 s propert y under a contrac t ::.o that e f::'.'e c ·G. 

It was dis covere d ecrcly :i.n r--:a r ch, 1965, that Riker :'.: Co . , Inc . , 

19 
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1;-a3 j_n f:i_nancici.l di fficulties. Certain obligations of the pl aintiff 

:cepo:cted a s paid on the manap;ins agent 1 s, Rike}.' 1 s; monthly stat ements 

to plaintiff were, i n fact, not paid. 

Th,':! 1136 Tenants I Cor·po:i.·a·don the::.·eupon comi;1.Gnced action based 

on tuo al te:cnate theo:d.es: breach of contr2.ct to perfor:n an audj_t 

or negl:i.gence in faj_line: to exe:ccise due c axe in performance and to 

meet ' generally accepted accountinz s·0andards . 

1\llegat:i ons cent e r e d ar01.u1.d t he r1ues·2,ion of ul12.t the account2.nts 

h2.d been hi:ced to do . This factual question aro3e because the r etainer 

j_11.vol ved was o:eal . The plai ntiff maintai ned that the 2.ccountants 1-re :i..~e 

hir ed t o do an audit. Hmrever, t,he account ants contended that they 

Here retained merely to perform a nu·.cite-up11 ser-vi..ce , which is, simply 

stated, the bookkeepint: process augmented by the formuJ..2.tion of adjusting 

and closin2; entries, and the prepa:cation of the r equil~ed t2X returns 

a,'nd -~-i 11a"'c i ,, l s·t:.a·'· e,·o r.,n'· s 2 
CJ.l. .I. --- !i - C ~ l., .1 ;<:,_ l, • 

1rhe defendant accountavits in thei1· letter 'c:cans:n:i.. ttin2; the financial 

statements stated: 

11 PlU'suant to our- engagement, ue have r evieirnd anci 
su111ma1·ized the statements of your managing a gent and other 
data subm:i.tted to us by llikcr [~ Co., . 11 and 11tlle follouing 
statements Here prepared from the books and records of the 
corporo.tion. No independent verifications Here undertaken 
thereon. 113 

Herbert Benton, the plaint:i.f f I s expert test:i.fied that ·c,he accountant 1 s 

financial statements and workpapers contained comments a1,propriate to 

an audit rathc1~ than a mere m·i te-up, 

11 Conf:i..rma.tion of mo:ctgages 11 

J_, 
such as: .. 

11listinc; of paid bills which ,;-rere not exarn:i..:nccl 11 



21 

: i scr..c1. bo.nl: coni'ir11w:i~:l.o,1s 11 

11 c:(a,;1ined bank st;:::e,cmcn-i:,s- - C. K . 1: 

1111 36 Temmts I Cor) . m:Lssing :i.nvoices:1 

11Vouch invo:i.ces--none vouct~ed for pc!::Lod 1 /1 / 6L--6/J0/6h11 

11!\udi·i:, not.e s 11 s·i:,ated in Horl~aµer s. 
li..".udit feci: c !10-::-m in s t J:i:,e:nen t s . 

These t c :;:·:Es Here used t o snp~,o:rt 2.nd coni':i.-:tm l:,he pl<'.:'.:i_ntiff Is 

cla:iJn . The defenda.11ts .f~:ilurc t o c~'.rr y tll.;:·ow~h t heir che ckin:c; 2..nd 

vouchin.; p:!'.'oce ss constitute cl a fail ure to c:{Crcise professionaJ_ due 

care. 

!mother issue ,j.::.s ,-1llether t he def endD.nJ.::, 1 s suspicions should have 

been aroused by li[i_ssinc; invoj_ces. '1.'he a ccom1tants adr:,itted tha t on 

occasion i t e:;:amined cert;.:'.in of plaintii'f 1 s bills and i nvoices . They 

argued, however, tha t such examinations were m:,.de for very l:Lmi ted 

purposes such as: classifying expencl.i"t,u.t'es as e:;:pense or capital 

i tems, assembling records in com1ection 1-rlth an application for rent 

increase, or determining that plaint iff had no taxable income as t he 

result of i nsUTa.iice recovery . 5 The accountants argue d that it was 

undisputed that the missing invoices 1,iere irrelevant for these purposes, 

and thus, t hei:c absence could be i gnored. The "rnis s ing II invoices we1~e 

not in fact actually missing, for they Here presented in evidence at 

the trial. The invoices merely had not been fm·nished Hhen r equested, 

and since the accounting classificat ion could be independently 

determined, the def endant did not pUTsue the!il further. The term 11missi ng 11 

uas an unrealistic uorksheet notation by the s taff accolmtant ar!.d at 

the trial was i:;i ven undue :i_mportance. 

\'he Neu York loue1· court held ·i:,hat the accountants 11::1.d underto.lcen 

to perform an audit and ai.·rardecl <;17Li, 066 . 93 on its cause of o.ct:i_on 
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together uith interest, cost s 2.nd disb1Ese·:.!ent, for a to·cal of 

11 237 , 278. 3 . 
6 

The court said t hat even if ·c.he accou_ritan:l:,s had been 

eng2,gecl. for ,.,.,_·ite- up wor:: or to prepare ummdi ted. s tatel11ents, they 

nonethel ess uere oblir;at e cl. to !)erform aucti t:i_ng p,:ocedures suffi cient 

o.t l east ·i:,o uncover the de:f.'alcations l i ke ti1ose j_n issne. Thus, the 

opinion states, mnone; other tll-i ngs , that a 11 ce1't a i n amou.rit of auditing 

procedm·e is required even j_n a 11r.cite- up 1 ; 11 that ilwhether the scope of 

the defendant ' s r cta.iner agr e ement with the plaintiff Has to perform 

a 1,,,.cH,e-up I or an 'audi.t, 1 ce:,:-tain definite auditing procedures were 

necessitated and mancJ.ateci; 11 a11d t hat 11,~egarclless of ,-rhether def endant 

• 1 r::: t • .r.> J • • • nn l d 7 n .r.> di~ receivec I ce:r ain 01. p .a:m-s11J: s r e cor .~ . . . 1-or purfJOSes 01. an au "t., 

or othe:nrlse ., it had a duty to detect def al cations. 11 Yet, in 

Statement on Audit.inc; Procedure Wo . 38 :i.n paragraph 2 it sto.tes: 11The 

ce1·tifiecl. l)Ublic accountant has no r e sponsibility to appl y any 2.uditing 

procedUTes to 1.maudited financial sta·c.ements . 11 

The basic conclusion of the trial justice, acting as judr,e and 

jury by stipul2.t i on of the parties, uas that the defendants were retained 

to perform an audit. A feu of the conclusions s·l:,at ed in the opinion 

were that: 7 

A •.-r-.cj_ t e- up r c -::1u:)_1·es certai n def:i.niti ve audit procedures ; 
:\ccou.11.tants have a dut y to detect defalc2.t ions ; 
The hiring of' a Certified Publ ic Accountant, presumes an audi t _; 

• . • An audit may be adequ2.tely performed wj_thout :i.ndepenclen-c. 
verification. 

The tl·ial court' s decisi on in th.i.s case seemed to i e;nore the substanti al 

and im) ortant differences betueen audited and unaudited financial 
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statemcmt.s :i.n r es) cct to the procedure s folloued 2nd responsi bil:i_tj_es 

5 
a.ssUI,tecl .. 

The Appellate Division affirmed t he lmre:c cou:ct I s conclusions, 

but not its specific la.neuage . 'l'he Appellate Com·t aereed Hi th the 

lm·rer court that the defend.&!t i·ras engaged to perform an audit. The 

A9pellate Di vision placed f;r'eat ueie;ht on the mis sine; :Lnvoices . They 

st.0.ted: 

11 • • even if defendant Here hired to per form only 1vn"ite 
up I ser-v-:Lces, i t is cJ.ear, beyond dis~,ute. ti1at it d:i.d become 
O..i·rare that m2.tcri2.l :U.woices purporte dJ_y paid by ~~iker wer e 
mj_ssi ng, and , accordin?;l y, had a duty to at leas ·e, :Lr1...form 
plaint i ff of t,hj_s. :r:;ut even t his i t f ailed ·e,o do . Def e~1d&"'1.t 
uas not f1·ee to consider thes e and other suspi cious circlUn
stances as bci i1g of no sj_gnifico...n.ce 2.nd p1~e9a.rc i·(,s financial 
reports as if same did not e:x:ist. 11 

The precedential fo:cce of the lmJer court I s deci sion is consider

ably ueakened in that the Appellate D:L vision cl.id not a dopt the louer 

cou.rt I s vieH of the oblis3.t5_ons of accountc:111:cs in connection Hith a 

write up . The court I s dicti.Lrn. 1-rith respect to the obligation of 

accountants to follou auditing procedm~es in connec-i:,ion with a write up 

and to detect defalcations can in no sense be said t o have b8en approved 

by the upper court. 

The Court of Appeals, New York I s highes·c cour t, affirmed the 

Appell 2.te Division's decis ion witho1rc. any further opinion of its mm. 

They did hold, in confirmation, that: there was a contrac t , a ret,ainer 

for an audit, and the defendants did not exercise due cai~e and pro

fessional competence in the work p0rformecl. 

Un-c.iJ. another case comes along on a similar si"c,uation, the fore-

goine; :i.s probably the preceden"i:, for r esponsi bUi·c.y . 'T'he self-serving 



state1nents i n accounting l'eports denying r e s1)onsib:i.li t y by adoptine 

p rofcss:i.onal language i'rom the Amerj_can Institute 's Statements on 

~\.uditing Procedure s , are not, 2J.ways accepted by t he public and t o 

the cour ts as binding . 9 

Acco1mtants nrust al uays observe ch1e ca:ce and exercise th0 skills 

associat ec\ 1.-n.t h and expected of the profession, which is generally 

desc1·ibed as profe s s:Lonal. competence . Th.is applies to unaudited 

s tate:,1ents ai1d the urite-up enga[;ernent. It is quite obvious that the 

scope of the ret,ainer and t he n ses to which t he financial statements 

are to be put should be 1mder s tood betHeen t he CPA a.rid his client . 

The best uay to do thi s is by somet 1.1ing in 1-ffi ting in:i.tiated. by both 

p arties. Even i f limited. acco1mting 1-rork such as a 11write up :1 is 

contemplated, it is ne cessar y to specify the procedures to be followed 

a..1d whether the statements ar e i ntended for use by thir d parties. 

The scope of the engat:ement is a matter that r equires considerable 

thought at the outset . By reducine; t.he terms of the engagement to 

Hriting, including specified procedures to be follm-red, accountants can 

be sure they may be called to account if these specified procedures 

are not folloHed . If one underestimates the uork or p1·ocedures to be 

follmred in setting forth the scope of the engagement, he ma,y have 

trouble collecti ng fees for additional but necessar"'J ,;-mrk whi.ch he 

performs. 

Except in the case of the 11unqualified opinion11 audit engagement, 

accoun'i:,ants should r efrain from using the Hor d 11audit 11 in the Hork

papors , on rcvieH notes , in work file he ading in designations of eJ<..-penses 



01· costs or accrued expense s, in clien-i:. statemen-c.s or on fee j_nvoices. 

'l'he 11 36 Tenants I Corpor2:0ion case is a good e .. x ac1ple of uhy thi s 

certai n prot e ctive procedure should be folloued, ·'u1.other protective 

procedure accountan·e,s may l ea:tn i'rom thj_s case is that 1-rhen one 

obs ei-·ves circuJnstances that could conce ivabl y be or become a 11suspicious 

c:ircwns·e,,:mce, 11 or note 2.. deficiency in control of money or asset 

accotmtability, aclv:i.se the client in 1-r.citing, for the r ecord. 

Accountants should use thG uord 11unaucl.ited" on statements, r eport 

covers, etc., even if t hey feel it necessary nevertheless to explain 

that some uork 1-ras done but t 11at i ·c. did not, accorcl.ins to ·e,heir Gngage-

ment or retainer, 2.·c.tai n the i\fll scope of generall y 2.ccepted auditing 

principles and pr actice as required by the rules of -t,heir profe ssion. 

Also, chsclai.m an opinion in such cases. 

A very important protective procedure fo:c the accounting p:cofession 

would be to discrinti.nate among their clients Hi th r e s:,!ect to financ::i.al 

risks, fee linii tat ions , and 1-rork l.:.mi tatio11s. Accountants shoul d size 

up the cha:cacter of' the people involved and the risks that look possible, 

then a.ct accordingly. 
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The Yale E)q)ress Case 

1 The Yale ]0:press c ase i nvolves independ0n-c account ant s, who 

h d . . -'' . . ., t ' ' . 1 0 . .2 d ave exp:ce sse . an op:u,.:LOn on J.ln2.11ci o. .. s ·a -c,CJJ1.en-0s 1 11 a - l\ an 

subsequently discove:,:ed, cJ.urins t he course of a management s ervices 

eng2.e;eITtent, m.9.i:.er j_:.:i.1 ei·ror s ancl omissions f r om these s to:t.er.1ents . '~he 

account::mts1 di lemma arose from t he dual r e sponsibi lities it a ssuJn.ed: 

that of an independent publi c account211t m1d that of an accountant 

employed by Yale ~~;:press (Yale) . Should they have disclose d to the 

public these materi al error s? 

_:.\.n action was brought agatnst an accotmting firm, :eeat , I'-'.1:arvlck, 

l'!Iitchell and Co . (PHH), fo1· dctmages :i.n connection uith a corporation I s 

f inancial statements, nhich the accounting firm had certified, and 

inter im statements issued by the cor por2.t i on . The 9l aintiffs wer e 

the stockholde:cs and debenture hol ders of Yale SXpre ss S-.1s·c.cms , Inc . 

The plainti.f:fs claimed d ::,.mages from errors and omissions in three 

se·i:.s of financial statements, · namely: (1) the unaudi·i:.ed statements 

appea:cing in the prospectus for an Augus t 20, 1963, debenture offe:dng; 

(2) the audited statements for the year ending December 31, 1963; 

and (3) unaudited interim statements issued during 196h. 

Sometime early in 196h, PMH acting as independent public accou ... '1tant 

undertook the job of auditing the financial statements of Yale , a 

27 
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national trnnspor·ta·e,ion conce:rn. The statenents 1:-:er o :;_nele a3ed by the 

defendant a ccount::m-e,s on l'-'.iarch 31, 196Lf, and the annual r eport 1-ras 

r 2l ea s ed t o the stockholci.ors on or about April 9, 196h. On June 29, 

196Lr, the 10- K uas filed containj n2: the s m11e f i nancial s t at ements as 

...re r e included. in the annual repor t . 

Follouinc the ce:ctification, P:-TH s1.r:Ltcl1ed i ts 1·ol e e,o thc..t of 

on acco1.mtant cm1_)loyed. by Yale to undert2.ke 3peciaJ_ studies ~rh:i..ch 

uere nGcess~d,3.t ed. by business denw.ncl.s r ather t hc1.11 by statuat ory or 

regulator:, r equi rer:-1ents. The public accountar1ts discovered, some 

time durine; the course of the ye,'9.r 1961_!, that the figures coni:,a.ined 

in the 1963 annual :,.~eport Here substc'ntia1ly false and misleading. 

This cliscovery was made durinr; t.he rrspecial studies II of Yale 1 s past 

and current income and expenses performed by PHI-1. PMN cl.id not dis-

close its finding to tho Securities &;:change Commission or public 

until Hay, 1 96S, when the results of its managemen·i:, studies were 

rele.'.lsed. The litigants clj_ffer on i:-rhen the discovery m 1.s made. The 

plaintiffs contended. that discovery occurred before the SEC and other s 

received the annual report -c-rhile PMH contended discover-.{ occurred a 

after the report ,·ras filed. 

PHH r11oved to dismiss those parts of the complaint, dealing with 

the 1963 a:cmuc1l report and the 1 96L. interim reports. The plaintiffs 

opposed the motion alleging that the accountants were liable because 

of their failure to disclose promptly that the 1963 ari.nual report 

conto.:i.ned false 2.nd mislead.:i.ng figures uhich violated common law 

deceit doctr ines. 
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Pl-'JN ua s a t tacked :i.n the compl a:Lnt because it uo1·e tHo ha t s :1.n 

conci.ucting its business rel a(,~_ons uith Yale du:eing t he pe1~iocJ. in 

qu estion. PEH 1-rorked as a.n i ndep endent public accountant by auditi ne; 

and cert ifying t he st2.·0eme11ts in t he 1963 a:rl!."1.Ual r eport, u hose 

r e spons:.i.bil ity "is not only t o the client ullo pays h:i.s fee , but also 

to inve stor s, cre dit.ors ; and ot hers H110 may :cely on t ho f in2ncic1.l 

statement s 11 1-rh:i.ch he cer·df ies. The publ i c accountant must repoY.' t 

f m.1·l y on the f acts a s he f:i.ncls them Hhether f avorable or unfo.vora.bJ.e 

to his clien-i;. His duty is to saf e c;uard th2 publ:i.c interes t , not 

th.::i.t of his client. 

Folloi:-ring t he certification, P):,jJ:.1 sHitchc d its r ole t ,o ti1at of 

an accoun:i:,ci.:.rri:, employed by Yale to undert ake special studfos. In 

this sense i t can be s een t hat dm·ing special studies, PEVi1 s pr :Lrnary 

obligations, under nm:mal circumstances, Here to its client and not 

the public. PI:-J.I maintained, the1·ef'ore, that any duty to the investing 

public ter minated once it cer·tified the relevant financial st<1.tem.ents. 

Plaintiffs contended t o the contrary. 

The cour-i:, held that the public accountant has a duty to the 

public apa:ct from any duty that he may owe his client. 'f'he court 

e}...rpr essly held that the public accountant had a duty to promptly 

disclose information ·that rendered the 1963 financial ste.tements 

j_naccurate and rnisleading. '.Phe court rejected the argument that 

this dut y to disclose r e s·ted on the possibility of f i nanci al or 

other ad.vantages t o the publ:i.c account2.nts. 'i:he def encl.ant I s con-::.cn-

t ion thG.t t he ~il aint i ffs mus t. pl ead. a.nd prove :i.11"i:.cn-0 to deceive by 

silence on t he p::-,r t of t he c:.cconntctnbr; 1.r2.s 1'c jcctcd by Jud:Jc 1,_ lc:,:·. 
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Dur:.:.nF; tr1e coltcse o:f t he o.ccounta.nts 1 11s]ecial studies " 011.d. 

subscque n-i:. t o the compJ.etion of the 1963 2.ud:Lt., Yale mentioned t o 

Pi-lE of :i."i:,s i nteD"cion ·co i ssue :Lrrce:;:--:Lrn s tater,1ent s . The cli~f endo..nts 

advised. ~fo.l c that fir;u.res derived from Sj)ecial studi'"s could. not be 

used as i:1. b2.sis for these inte:r:L"'l stac.ements and recommended t hat 

the fi:~;ui·es developed by Yale tl-rcoueh its in-i:,enw.l 2.ccomTi:,:i.ne; 

procedures be usecl .. It ,,,J.s subscqucn-Gly 6.iscove :eed that thes e 

interim s·0a t e :1ents uere ma:teriall y false and misleading . 

'J.'he court hel d tha ': i here coul d be no basis ~·o:.: direct l i abi lit y 

on tnc pa:r: t of the 3.cc01Jn-carits since there -:-ra.s no allega;:.i on ti.1at 

PI·TI.'-1 had compiled, auc1itec1. or certified any of the i rri:.er im statements 

no:;.' u as there any indico:tion that any of the s tatements conto.i ned 

material Hhicll an investor could justifiabl y a.ttribu-i:.e or rela,ce 

to Fi-Il '. 

The plai nti ffs claii,1ed Pi·'1J\1 a i ded :?.nd abet t ed Yale in tuo wa~rs: 

firs -;:, , by :CGmaining silent uhen it Has knom1 t!w:c the in-c.er:i.m state

ments 1·rere f alse and, second., by reconnnencling or sanctioning tl1e 

issuance o:f.' the r epor t s. Ho1-;ever, Judge Tyl er found no sirn:LL.•.r 

independent duty imposed. on ·c.he accountant s wi c.h rc s: lec·i;. to inte:cim 

sta ter:ients, and t herefore, rejected this basis for imposi ng liability . 

The District Court held that the complaint against a ccount;.>nts 

for failure to disclose after acquire d infor mation that the sta tements 

were false uas sufficient, as against motion to dism .. i.ss, under 

Secm·i tics :ZX:chans e :\.ct provis i on 2·ela.-i:.i nr.; to T<1ani1)li.la ti vc and 

deceptive devices . Thi s u;J.s held even t hcm~;h t he ::i.cconnt~n-t:s did 
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not gain i'rom nond.:Lscl osuce and cles.8:i.. t c l a ck of priv:Lt y bet~,rcen 

plaintiffs :.mo. accountants . r:otion to ciisniss :·iJ.s den:Lecl . 

Jucip;e '.::'yl e:t observed in ·i:,l1is c ;:i.se tha:t, 2.n auditor i s not only 

ros:)onsible to ·c.he client but also to i nvesto_ s , c:ceditors, and 

others uho mo.y 1·el y on t he fimmci al s to.terr,ents ._.r_ i ch he certifie s . 

'l'he 2.ccountffi1t mus'l:, r eport fairly on the facts as he f inds t hem 

H11ethe:r· f avorab1e o:c unf-:woro.ble to his client . His d.n t J is i:,o s afe-

r,-uard the public interest, not t :nat of his cJ.ient. 

~\fter the hc2.ring of this case, in October, 1969: t he :'..TC?:\ came 

out u i th Statement on A.uditing l:>:tocecl.t~re Ho. L!.1 -:.-;;1ich deals uith :: sub-

sequent discovery of facts e:::is-1:,ing at tl1e date of the au.di tor I s 

report. !I S:'\.P l.r1 states: :,·.-)h en t he auditoj.' becomes a.Ha.re of informa·::.ion 

um.ch relates to financi al st,atement s ) r eviousl y reported on by hi m, 

but uhich '\·Tas not lmotTn ·e,o h:ijn at the date of lLi.s rej;ort, . he 

shouJ_d . . . u..'ll.de:c-"i:,ake to determine uhether -~ne informat ion is reliable 

and 1.-rhether t he fact existed at the da ·c.e of his r epor t. 11 Tn this 

connection the auditor shou..1cl discusG the mo:t;i:.e1~ uith his client at 

uhatevcr m2.nar;ement levels he deems approp:ciate. 

:rf the chscovered information is found to be reliable and to 

have existed at the date of the auditor's report and it affected the 

financial statements lie should advise his client to make appropriate 

disclosure of the newly discovered facts to persons who are lmo1m 

to b0 currently rel;yins , or who are likely to r el y , on the financial 

sto:i:.emcnts and the auditor I s report . If ·c.he client r e :fuse s ·c.o 11akc 

the disclosur es, he should take appropriate steps l;o }n··0vent l'u t ure 
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r8li2.nce upon his repo~_,t, . Unl ess the 2uditor I s a t ·i:,orne:y :cecomnencis 

a different COlffSe of action, the .::i.udito:;." should, 1-:rhcm applj_cable : 

(8) no-t;i·f', r clicm+· - -··~J -- l v., ( 'o ) -no ·:-; ·"y 1''C' /:t1'1 ' ) ·l·o·s· r -., r·c·1c. S n 1/o· ( C ) n ' . ~-r H IJ • • .L -'-' ,-, '-'-'- o .v l,_. ·-+, i ie ' a.1 ( l' \ OT, J.I :, 

e ach \)erson lmo1m to t hG auditor ·i:,o i.)e :cel yinr; on the f inanc:l.aJ. 

statements. The SeClu'j_ties and li'--:cil&'1gc Corrun:Lss i on and ·i:,he s t ock 

exc!i.an3cs a re a1Jpropriati2 a e;(:mcies f o:c ( c ) as "i:,o cor Dora.-~ions wt thin 

thei 1· ,ju:ciscl.ictions. Tn many instancGs :i.t 1-roul d not be p:cac t :i.cD.'ole 

for the aud:i. t o1· ·i:,o give appro!)riat e individual no·i:,ific.::i.t:i.on t o stock-

holders or j_nvesto:cs at lar ge , Hhose i clentj_·i:.ie s orc:1.in2.:d.l ~f arc unkn01m 

to the aucJj_ to1~ . 

The BarChris Case 

The Securities !\.ct of 1933 does not l eave the accountant against 

the uorld. He is provided ·with a number of defenses. I f he uishes 

he may disavow t.11e registration statement cn1d t he contents of it 

eithe1~ before or after it becomes effective if he follo1:1s certain 

procedures to inform the Securities and Exchange Commission and the 

public of his disavowal. He has a defense if those portions of the 

registration statement included on his authority do not f airly represent 

his sta-t,ement. The most significant defense, and the one which Has 

of consuming importance in the BarChris3 is this one: ii •• he had 

after r easonable investigation, reasonable ground to believe and d.i.d 

believe., at the time such part of the r eeistration statement became 

effec·0ive, that the sta t ements therein were true and that there 

wa s no omission to state a material fact required to be stated therein 

or necess ary to make the statements therein not misleading . . 11 



33 

The clir:1.ensions of this def cnse ar e clear. There r.mst be a 

reasonabl e investigation, ther e must be o.ctual belief ·0ha-t:, t he s t o:0e

ments made by t he accountant s Herc t r ue a.-rid t hat t here uas no material 

omission, there must be reasono.ble ground to believe in ·0hc truth 

and com.rleteness of t he s t2.t emcnts. 

Actj_on u2.s br ouglye, by pm·cha sers of 132..i·Chris debentures against 

Bar Chris Constr uct ion Corporation u11ich issued the debenture s, signers 

of the registration statements f 01· the debentures , under1-r.citer·s, and 

the cor) ora·0ion 1 s audit ors, ?e2:i:, , i:-faTI·r.i.ck , J'1iitchell & Co . , for dar.1ages 

sustained c1.s a result of false staterne1T0s a..YJ.d material omissions in 

prospectus contained in the registration s ta:t.ements. The District 

CoUTt held that the prospectus contained 1;1aterial falsities a-rid 

omissions, and that the defendants failed to sustain the burden of 

proving the due diligence defenses asserted. or that do..mage suffered 
I 

by each plaintiff had. been caused by factors other t han the material 

falseties and omissions. 

The plaintiffs pm·ported to sue on their 01-m behalf and on behalf 

of all other present and former holders of the debentures. -:·Jhen action 

was begun on October 25, 1962, there Here only nine plaintiffs . 

Others Here subsequently permitted to intervene. At the trial, there 

were over sixty. 

The cour·i:,s discussion with respect to the accountants• liabilities 

breaks into tuo parts : their aucli t of the 1960 figures , and their 

S-1 r evieu from the balance sheet date, December 31, 1960 to the 

effective date of the rer;istration statement. :nay 16 , 1961. The ques tions 



discussed by t l1e COll.Tt ne1·e : (1) did the aucli·i:,ors make mistakes, '2) \ , 

T ·· ~ 'h • tl I • ~ /-,) '"l ' ' 1 c)"l " • ,·ie.co T,_e rrns·aces ina:ceriai, \.:> QlC -c,ney use c.ue .Ligence, LG., r.:ake 

a rea s onable i nve s t i gation. There i s a l en[_'~·e,lly o::)inion of this case 

and onl y ·c.he action brou6ht ac;o.inst t he cer t ified public accountants 

is dealt 1-rlth here. 

Bo.rCh:r:i.s wa s en:-~·aged pr imarily in t he cons·i:,ruct ion of bowling 

centers uh::O.ch cont ained. not only alleys but also, in most cases, 

bar and restaurant f acilities. In Hay of 1962 Ba.rClu.-is made an attempt 

to raise money by t he sa.le of stock because they experie:1cecl. some 

di -fficul ty in collecting 01nou11·c.s due from some of their customers. 

il.l though BarChl·is continued to bui1cl. allo~rs in 1961 and 1962, it 

became increasingly appa1·ent that the industry Has overbuilt. BarChris 

filed 1,r.i.th the Securities and &:change Commission a registra·c.ion state

ment, for the stock issue 1-rhich it later withd:ceH. In October, 1962, 

it filed in the court a petition for an arrangement lmder the bank-

ruptcy act. BarChris defaulted in the payment of the interes·c due 

on November 1, 1962 on the debentures. 

The registration statement involved contained audited .financial 

statements as of Dece.i-nber 31 , 1960 and unaudited st,ub figures for 

the period ended Harch 31, 1961. The nonjury court analyzed the 

accounting principles applied and the investigations made by various 

parties as to the accuracy of the informa·tion contained in the pro

spectus including the content of the financial sta·c-ements. The COltrt 

concluded that the accounting principles applied we.:e, in many cases, 

erroneous and that the audit proce dures applied. by the accountants 
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were :Lnadeque:ce. 'I'he coll.T·c never really dealt ~ri th the adequacy of 

the .f~.L· n".11.c1_· nl s+a·'t,·e·1·r e·.n_+s 11 :is ::i •·r'.n.ole . 11 n .., .~;,er i· t,' a · .. n1i· ed the ·'·es·'· '-'· - v ,, v - - , n.a. v•. , 1.i. , . . 1., • 1., 

of m2.ter:Lali ty to individual accounts, such as cash, accounts recei vabJ.e, 

reserve for doubt.ful 8.ccounts and contingent J.iabili ties. The court 

fragmented the statements for the purpose of determining materiality 

and then clid the same thing in dealing 1·rith the issue of due diligence. 

As a result, ·che court held tha·i:, some erroneous accounts were not 

material for purposes of determin;ng liability, but uere material 

in the sense that the accounta11.ts1 failu:r.c to discovei~ them indicated 

I"'aJ·J.u·.L~e +o · d d · 1 · 4 a v exercise ue 1_1gence. 

The court found that the accountants 1 S-1 review uas inad0quate. 

·rhe question arose because the accountants tried to establish the 

due diligence defense under the Secui1itie s Act of 1933. Therefore, 

they had to prove that ~-rhen the registration statement became effective 

they had, as a result of a reasonable investie;ation, reason to believe 

and did believe that the expertised statements were not misleading. 

'.Che court felt that the objective of an S-1 review is 11to ascertain 

1-rhether any material chanf;e hc).S occured in the company I s financial 

position which should be disclosed in order to prevent the balance 

sheet from being m:i.sleadin[•; . 115 The accountant had been negligent in 

failing to discover that ·i:,here had been a material change for the worse 

in BarClu~is • s financial position, subsequent to the balance sheet date, 

so as to render the 1960 figures misleading at the time the registration 

statement becw11e effective. 
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The court hel d i:,h2:i:, ti1e publ:i.c 2 .. ccornTt2nt did not establish the 

due diligence cl.efense bec ause of fai lure t o s1)end adequate time on 

t he S-1 rev:Lm·T a.nd a ccep ·i:,:i_ng ;;lib 2.nsHers by nan.:1.gement. The j udge 

s ecr.ied con",::,cn-t~ t h2:i:, t he 2.uo.i'i:,or could f m .. 0 esce the need f'o:c f u:cthcr 

chec lcint: : 

Accountants shou..1cl not be held to a standard higher 
tha_n. t hat recognj_zed in the i r profession. I cl.a not do 
so he:ce . Berardi 1 s revieu did not come up to t hat stan
dard . J e did not t ake some of -i:,he steps ~Ihich ?eat ; 
1-'Ia:nrick 1 s 1:n°:i.tten ).)::'ogram prescribed. He did not spend 
a.:.<1 adequate a1nount of ·i:,i me on o. t2.sl: of this ma gni t ude . 
Host j_ri1.9or-t.ant of all, he wa s too easHy satisfied 1rith 
gl ib ansue:c'S to his inqui r ies. 

Pa.:i: t of the progr ar,1 requj_1°ed that the auditor 11inquir e as to 

changes i n mater ial cont r acts. 11 Althoush, Berardi, t he in-char ge 

accountant, as ked the controller about ru1cor.r1)lc-c,ed contracts and 

secured a list of them, he did not actually exa;nne each contract . 

The com0 t ruled t his inquiry to be inadequate because of the absence 

of prices from some examined contracts uluch should have prompted 

further j_nvestigation. The court specifically held the acc01mtants 

to the standards of the professions Hi th respect to their S-1 r evie~·r . 

Because the court found that these standards had not been met, the 

accountants we:i.·e held liable. 

Ryan v. I<anne 

is 

An example of affirmative representations over1·iding a disclaimer 

6 the case of Hya.Yl v . Kanne. This j_s a case involvi ng acc01.mtants 

uho had prepa:r,:id lmaucli ted financial statements. They adequately 

marked the statements as such and a ,.:.ipended to t i1em a cliscla:i..me:i..· of 
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op:Lnion substantiall y i n t he fo :.'."'m recruirecl by SAP :no. 38--but. also 

:cep1'esented in an acconrpcmy:\.ng l ettc1• t hat ·i::,hey had confirmed a.ccounts 

payo.ble--t r ade , and, in ;:i.dd..i.t:i.on, oraJ.l y represented them to be 

'i'hcse acco1mts p roved to be matcri aJ.ly under·-

sta ted., and it uas s hmm t hat the accountants hc1.d not adequately 

conf i.1'1:1.ed ·e,he;n. 

Action 1-ms b,:-oue;ht for accoun-t,inz fees by pl o.intiff - a ccou .. YJ.taYJ.ts, 

Ryan and Snyder, 1-lith a count.e::cclajJn filed by one of the defendants, 

Kanne Lrnnber and SuppJ.y, Inc. The 101-rer court r esulted in a jud::;Tnent 

againest all defendants for accomYi::,ing services ·in the s1un of $3,Li.3h , 67 

and a judgment j_n favor of Kanne for damages in the su.r.i. of :~38 .' 685. 81 . 

. All parties appealed but the :r:owa Supren!e Cou:C't modified and affirmed 

the lower court's decision. 

The Im-ra Supreme Court in agreement uith the trial court's 

judgment upon the accountants' claim for service s rendered against 

Kanne uas affirmed in the sum of ~~3,h3h.67 plus interest and costs. 

The court recognized that m:i.nor errors in the report uill not avoid 

the fee, and that under some circumstances substantial value from 

the audit may remain in spite of its errors. The trial court con

cluded that this was the situation in this case and the Iowa Supreme 

Court agreed. 

In consj_deration of the counterclaim of Kanne for damages due 

to the a.cco1U1tants' negligence in performine; their contract, t he 

coui~t found that the accountants we:ce advised and kneu that, if t he 

audit we:ce favorable, the Kanne lumbc:c bus:i.nesscs wero to bo 
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incor9oratecl. Jai"Tlos ~\ . T(a...rme o-:med and op8rai;ed certain businesses 

includin6 lumber compani es. He ho.cl incu:cred considerable indebted

ness in connection therewith, his account.ins procedm~e left much 

to be desire r.i , and he uas in need oi fur-cher fina..ncine; . He , t here

fo1·e , s oue;ht. the services of an a ccmmtant. Particular attention 

to the i t en of accou..rri~s p ay.s.ble--ti~ade 1-1.::i.s directed and becane the 

critical part of pla:i.ntiff s I undertakint; . Ryan guaranteed the 

accuracy of their s tatement as to that item uithin :~5, 000 . It was 

later disclosed thc.t there Has a discrepancy of i:;33, 689. 22 i n accoun-cs 

payable--t:cade . 

The accountants' position uas t hat an accountant is not liable 

in negligence t o reliant parties not in priv-ity and they cited, aJnong 

others , the l eading U1 trarnares case. 

The court held that when an accountant is a.uare that the balance 

sheet to be prepared is to be used by a certain party or parties uho 

will rely th0reon in extending credit or in a.ssTuiri.ng liabili'i:,;f for 

obligations of the pai~ty audited, the lack of privity should be no 

defense to a claim for damages due to t he accountants' negligence. 

The court could see no good reason why accountants sho1Jld not accept 

the l egal rcsponsibili t y to lm01m third parties who reasonabl y rel y 

upon financial statement,s prepared and submitted by them. 

The court also found that plai ntiffs were advised and knew that, 

i f the audit Has f avorabJ.e , the Ka1me lumber businesse s were to be 

incorporated and the corporation was to 2.ssurnc t.he ass ets and liabilities 

of thos0 businesses . I t wo.s also held. that an officc:i:' of l :id- Stat.es 
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did use the ba1-ance sheet uhich the i;laintiff s hacl sub1;tl tted near 

the end of 1.Jovember, 1965, to solicit subscrib01~s to this corporation 

stock, and tho.t they 1~elied upon the balance sheet subr.1.i.ttecl. for thd.:c 

exa1nination. 

The plaintiff s fino11c:Lal statement shoued. accounts payable-- trade 

uas <;33,689.22 less than the corrected repo:ct . From this figure t he 

court took ftiS , 000 uhich the court found the pl aintiffs had lililited 

its uarranty of correctness and o.dded thereto the fair and reasonable 

costs of the corrected report in the sum of *1,380, and a:crived at 

the su.m of $30,069.22. The court held that this figure rep1•esented 

the loss to Kanne Lu.mber and Supply, Inc . 

This amount Has later amended and supplemented by a reduction 

of $7,026. 28 Hhich had been included in the accounts payable--trade 

but was actually a note payable and not properly listed. The mod:i.fied 

judgment was, therefore, reduced to ~~23, Oli2. 9h. 

In summary, the Iowa Supreme Court in its 1969 decision held the 

accoun"i:,ants responsible for negligence to a th..i.rd party reliant w:i10 

1,ras specifically identified to the accountants prior to the engagenent . 

ausch Factors, Jnc . v . Levin 

In the Ultramares c 2.se, Judge Cardozo held that an accountant did 

not have lia.bili ty to th.i.rd parties fo r o:cdinory neglir;ence . ~{o,·rever , 

Rusch Factors, Jnc. v . Levin7 e~::tendc: rl the liab:iJ.H,y of ·Gi1e Qccountan·G. 

'f.'he aller;a tion distinr;uishecl this case from lD.traniares, Hhc:tc the 

plaintiff uas a member of an undcf:i.ned, r cinotc class of l cnde_ s and 

,n . , - - -"1'1 0 equity holder s not act ually f ores0.cn but onl y .10.,. Cut::t::<.1. l.l-.e. Jn the 



i:=/.usch case, there was an aJ.legation :i.n the compalint that the plaintiff 

uas a sin[;le party uhose reliance on the fina.ricia1 statements had 

actuc'.ll y been foreseen by ·e,he defendant accountant . 

Action uas bx-ought by J.usch Factors, I nc. (Rusch ) agaj_nst Leona:cd. 

i.':, Levin, accou;.'1tant to recover do!llages alleeeclJ.y sustaineci. as a rcsul t 

of allee;ed misre:r,iresen·e,a.tions by the acco;..mte..nt a.rid. aJlegc ci. negligence 

in preparation of financivl st2.ternents upon uhich :=?:usch Factors, Inc. 

relied in lenchng money. 

In l ate 1963 and em:ly 196h, a Rhode Island corporation sought 

financing from the plaintiff, ·lusch. To measure financial stability of 

the corpora·i:,ion, the plaint i f f requested certified financial s·c-aternents. 

The defendant accountant, Levin, prepared t he statements uhich represented 

the corpora-t,ion to be solvent by a substantial amount. In fact, the 

corporation 1.·ras insolvent. On or before Februa:cy 1 O, 1964, the corpor

ation submitted the statements to .Rusch. The plaintiff rel;yi.ng on t,he 

statements, loaned the corpor~,tion a sum in excess of 1~337, 000. Sub

sequently, the corporation went into receivershi}), and the plaintiff 

had been able to recover only a portion of the loan. 

The plaintiff complained that it had been injured in an e,mount 

in excess of $121,000 as a result of its reliance upon the fraudulent 

or nee;ligent misrepresentations in the certified financial statements. 

The defendant moved to dismiss on two crounds: (1) that the ahode 

Island statute of l:imi tat;ions for porson3.l injuries 01' injuries by 

spoken 1-ro:cd bars the plaintiff I s action, or ( 2) that the absence of 
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privity of contract be·c-ueen the defendant accountant and the plaintiff 

reliant party is a compl et e defense. 

The court deter mi ned that pecuniar-y- loss resuJ.ting from reliance 

upon fraudulent or negligent misrepr esentation is not an injury to 

the pe1~son or injur-.1 by spoken .uords. Thus, the def encl.ant's motion 

to dismiss uith r espect to the statute of limitations was denied. 

Privity of contract is clea.r1y no defense in a fraud action . 

. An intentionally misr ep1~esenting accountant is liable to all those 

pe1~sons whom he should have reasonably for eseen Hould be injured by 

his misrepresentation. Neither actual knowledge by the accountant of 

the third person I s reliance nor quanti tat::i.ve limitation of the class 

of reliant persons is a requisite to recove1~y- for fraud. The same broad 

perimeter preva:ils if the misrepresenter's conduct is heedless enough 

to permit an inference of fraud. 9 There are several reasons which 

support the broad rule of liability for fraudulent misrepresentation. 

First, liability should e..'-Ctend at least as far in fraud, an intentional 

tort, as it does in negligence cases resulting in personal injury of 

property damage. Second, the risl< of loss for intentional wrongdoing 

should invariably be placed on the wrongdoer who caused the harm rather 

than on the innocent vict:iJn of the harm. Finally, a broad rule of 

liability may deter future misconduct. The District Court determined 

for the above stated reasons that the plaintiff's complaint was suffi

cient in so far as it alleges fraud. 

With respect, then to the plaintiff 1 s negligent theory, the 

District Court held that the accountant should be liable in negligence 
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f or careless financ i al misrepresentations relj_ed upon by actua.lly 

fm~esccn and limitecl. classes of persons . Accor ding to the })l ainti ff 1 s 

comp1a:L1t i n the case , t he def enclant lmeu t hat his certif ication was 

to be us e cl. for "i:,he reliance of potential :fi nancers of t he ithodc 

Island corporation . The c1.efendant 1 s motion t o dismiss, t herefore; 

uas denied . 

A similar· res ul t u as 1~eached by the C:i.vH Appeals Court of 

Te:cas in its 1971 deci sion in Slrn:i:;terproof Glass Co11; . v. j·ames. 

Shatte:cproof alleged that t he defendants , James Guinn and Head , a 

Cert:i.fied Public Accounting partnership, He::ce negligent in the pre

paration of 2ud:U:, reports and. as a result of such negligence, 

Shatterproof sustained damages in excess of Sh00, 000. This court 

also held that an auditor is liable for negligence to a foTesecn 

third party lender. 

Stephens Industries, Inc. v. Haskins and Sells 

So far, there has been discussion about diffe:cent cas es in which 

t:i.1e accountants were found liable. Houever, th.i..s is not always true 

• • 1- h d L • T :rras1ci· ns and. qells. 1 O as was snown in s·uep ens In us·uries, nc. v. ..., By 

giving adequate cli.sclosure of material informa:cion and qualiiy1ne; their 

opinion, the auditors avoided liability-. 

Action was brought by a buyer of car rental busine::,se s , St ephens 

I ndustries, Inc . , against public accountarits f or all eged nLi.srepresenta tion 

of account s receivable in the audit. The Uni t.eel. .States TH.strict Court 

rendered judp;ment f or the accountants . 
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The sellers contracted and emplo:ye cl. Hasld!l.s cmd Sells , and a 

complete auclit w2.s cor,unenced . :3oon, h01·rever, it beca.,11e ap:_1arent that 

the c1.ccovnts reccivo.blc records ~1acl been poorly main-i:,ained, and a 

s ignificant discrepancy appeared be·caeen the accounts r eceivabl e 

l edger cards and t he general ledr;er . After spending cons i de:-caolc time 

unsuccessfully 3.tterr.p ti~1g to reconcile the fizures, the accountants 

met Hi tl1 their cl'ients "i:,o teJ.l the1;1 of their clifficul t y encountered 

and ·i:,o inform them of the added cost if ·i:,he accolmt.s receiva.ble He1·e 

to be auclited. 

Haskins and Sells was then sho~·m the purchase contract 1-rhich 

specific2J..ly stated that the accounts receivable Here not to be 

a djusted to reflect uncollectibility . In acco1'dance uith the 

instructions, the accounts receivable Here not. audited and the 

general l edger was adjusted d01mward to coincide Hi th the accounts 

receivable lede;eT figures. 

The U.S . Court of Appeals agreed with the trial com't tha·0 the 

accountants were not liable. The court held that Haskins and Sells 

did not fail to exercise the Cc).Te and competence in disclosing the 

audit results which appellants were justified j_n expectine;. First, 

evidence did not suppo1·t the allegation that Haskins and Sells knew 

that certain accounts recaivable Herc 11obviously lmcollectible. 11 

i:t was sho1m that the accountants Here not instructed to do J. :full 

audit on the accounts receivable, and any conclusion about their 

uncollcctibi li t ~r would be i ·r1·es::ionsi ble and in violation of accepted 

o.ccountinc procedures. 
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~~'he sellers contracted and employed. Hask}ns and Se11s, and a 

compl ete audit We.s cor,unenced. Soon, houever, it bccai11c apparent that 

the c1.ccounts rece i v abl e records had been poorl y main·c.ained, and a 

significant discrep ancy af)peared bctueen t he accou.11.t s r eceivabl e 

ledger c.3.rds o.nd t he general led~;er . After spending conside:rablc time 

unsuccessfull y ::i:e,tempti!1g to reconci1e the figu:tes, the accoun-c:,ants 

met with their clients ·co tell t he1a of t heir chffj_culty encounte1·ed 

and ·co infon-11 them of the added cost i f the accotm-cs receivc1.ble Herc 

to be audited. 

Haskins and Sells was then sho,·m the purchase contract uhich 

specific2J.ly stated that the accounts recej_vable ,;-re1~e not to be 

adjuste d to reflect uncollectibility . In acco1·da.nce Hith the 

instructions, the accounts receivable Here not audited and the 

general l edger 1-ras adjusted do1muard to coincide ui th the accounts 

receivable ledger figures. 

The U.S. C01n·t of Appeals agreed with the trial court that the 

accountants were not liable. The court held that, Haskins and Sells 

did not fail to exercise the care and competence in disclosing the 

audit results uhj_ch appellants were justified in expectint; . First, 

evidence did not suppo1·t the allegation ·c.hat Haskins and Sells lme,-r 

that certain accounts receivabl e were 11obviously uncollectible. 11 

T.t Has slloi-m that the accountants were not instructed to do a f ull 

audit on the accounts r ecej_val>le, and any conclusion about their 

uncollectibi lj_t~r would be irres ·:,onsi ble and in viola·e,ion of o.cceptcd 

accountine procedures. 
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Second, the l un gu 2.r;e i n the purchase agreement oetueen the car 

rentnl cor porat:i_ons .::nd appellants J.e.:tves no doubt t hat tne l a:c.ter 

did not expect the a ccount s recej_vatle to be adjusted t o reflect 

uncollec t ibility . 

Third,, it uas test:i.fieci that due to tl1e e:q, e!1se of a f ull 2.ucli·e, , 

c1.nd other 1·e~)resentat.'_ons of the then o··me::cs , the acccu:.'Tts r e cei vable 

uere no·e, expected to be c1ucUted. 

imd fo1.1.1· th, the care aad co!npe t;ence of I-!ask:i.ns and Sells , i s 

reflected i n the notes attached to the baian cc s11cet and in t he sep .?.r a:~e 

8.ccount,:.nt I s qualif:i.ecl o:p:i.nion. In both places ·0:1e accounta.n-cs 

explici -tly 1·ecited t ha ·::. t he accounts r eceivable hac1. no-c, been adjusted 

to refl ect collectibilit.y. '.Che accou.nt o.nt 1 :::; opinion st2.·e,ecl: 

Our ex22a:1-nat:l.on 1-ro.s m.:tde in accordance u:U;h r::;enerally 
accepted aucl.i t :i.ng st,mcl.ards, and accm.0 dingly included such 
t ests of the accounting records and such other aud:i.tins 
procedures . . . as He conside1~ed ne cessa:cy in the ci rc1uns tances , 
e:·:cepting that in accordm-1ce :-rH,h your instructions He 
did not request any of the customers to cori..fi r r:i th8ir 
baJ.ances nor did -:.,re rev:i.eH collectibility of any tro.de 
receivables. 

'i'he note s to the bal2.nce s heet s·0ated: 

The bal ance sh01m on the baJ_ance sheets is t he total. 
of the daily accounts receivable records of the compariies 
811d has not been adjusted to refl ect uncol l ect ible accoun"t,s , 
the ai11oun-l:, of i·rhich ~-ras not dete:cminecl. at De cember 31 ., 196L .• 

F-..com this evidence the Court of .f1.ppeals Has sat isfied -c,ha t 

appel lees, Ho.s kins 811d Sells had exercised the car e and competence of 

their profession. 

-,~quit;-/ :?undine; Co:tporat ion of /1.mcrica 

One of ·t,he bi~;gest scandals in the history of the msurance 

industry storted to break, lat e l.farch nnd early Ap:::'il, 197 3, a:cound 
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·c.he parent. company , :zquity Funding Gorp . of :i.merica, a f inancial 

service wi·c.h a speedy growth record i n in:.rnrancc sales. The scandal 

CEmi:.crs i n ,_.:quity Fundine I,j_fe I nsurance Co . ( Sf'LIG), a key sub

sidiary. The parent company uhich has four lifo insur2.nce sub-

sid:Laries 1·eported total life insu.rc1.nce in f or ce o.f ~l;6. 5 b:i.llion n:c. 

the end of 197 2, ·i:qui t y Funding I.if e accounted for lwlf of t.ho:e, . 

'l'hc ·Zquit.y Fundi ng scandal i s f ar more massive t !"lan anyone at 

first suspec·i:,ecl . It involves 1:10rc ·cha.n. ~:.12c million in none:c:i.st.ant 

assets and r.101·e than '>2 billion bogus insuran.ce poli cies. \'his 

scandal has been· 6oing on since 196li. . 

Hou did tl:is scheme uork? &l1D.ty flmd.ing Life Jnsurance Co. 

sold a pack ·c.hat involved both lii'e insurance and mutual fund shares. 

The purchaser agreed to invest a ce1·tain anolmt of money in a mutual 

fund. The shares he got Here then used as collateral for a loan 

fror;1 Equity Funding that w2.s used to pay the premium on the insurance 

policy. The next year the purchaser would buy more shares. This 

would go on for ten years, when he uould cash in enough of his fund 

shares to pay off his . total debt--leaving h:i_m, it uas hoped, ui th 

some flmd stock remaining and a policy with a tidy ca.sh value to it. 

The company, meanwhile, uas selling the insm·ance policieG for cash 

t ~-h . . 11 o v. e van .. ous re insurers. 

Tn 19'10, someone at the company decided that it 1-rould be easy to 

crea·i:,e phony policyholders, sell them phony insurance and peddle this 

to the reinsurers. 

The customers didn 't exist . Their mutual fund shares d.i.dn I t 

o;:ist. Th8 funded loans c]j_cl.n I t exist. The phony customc~cs I phony 
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pled(;es of their phon;:r .f1.mcl. shares to buy phony insuTance ult imately 

became mmibers on a comnuter tape) uhich then printed out phony assets 

for Equity Funclin::; Corporation ' s phony books . 12 

r.:qui ty FLmdinG file d :for r eor ::_;a.ni za t ion under Cha.p ·i:.e r 10 of the 

Federal Bankruptcy Act on April 5) 1973 . Robert Loeffler, trus-t,c e 

in banl:r uptcy said in a f ecl.e :r·al court hcarine; t hat he is 11re2.sonably 

confi.dent 11 ·che scan cl2.l-ri dden company's audi t ed balance sheets ui ll 

shou assets n2.t l east equG.l t o schedul ed liabib.t:i.es. " :-ioHever , hi s 

appraisal dicln I t t ;.i.ke i nt o account l~quit:y Funding I s conti n;;;ent l ia.bilit.ies 

s e ekj_ng mi lli ons i n a.l l er::;ed securities fraud. 'T'he t r ust ee said at 

least ).,.3 cl2.ss acti on suits have been f iled ci.gains t ·~qui t y Pun ding . 

Action has also been brought against lead.inc: accounting f ir ... s : ·.-Jolfson, 

'.-Jiener, Patoff , and Lapin; Haskins and Sells _; Seidn1an and Seidman; and 

Peat, Haruick 1-litchell f'..: Co. 

It appears that the accolmting firms nay be hold liable . I t was 

said t hat once a forr~etful audi"i:,or l eft his bl ack bag unJ..ocked over

night . An EFL:rc executiv8, in full sight of others, grabbed the audit 

plan and was abl e to anticipate t he acco1urcants1 moves . !mother time, 

an auditor wanted to send out policy confirmation lette1~s to a sa1;1pl ing 

of policyholders . ·:,:FL:rc official, eager to help, did some of his 

clerical chores for him. 'Ehe l etters wolmd up addressed to branch 

sales managers and a~ents, who dutifully filled out ·che forms themselves. 

'i1eam after team of auditors had come and gone at EFLTC over the 

past yearn Hithout uncoverinr; this bogus business . This has not gone 

·i~o court yet but it is quite possible th:-1.t the accountants may be fou.Yld 
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liable. Accountants arc not ali:-rays J.iable if they fail to cl.etGct fraud. 

H01-1ever, they can be held liable if they fail to detect. -t.he fraud if 

it uas cause d by o,.·din:J.ry neglit:ence, g,.~oss neglie:ence, or constructj_ve 

fra.ucl. on their pa:ct. 

~quity Funding Life appear s to have about 33 , 000 genuine 

insurance policies totalin3: abou:c. ~·;1. 28 billion and the legit:Lm.2.te 
1 .., 

policy !1olcl.ers appear sa.fe. · .) The r~qu:Uy nmcl.ing Corpora'.:;ion unit 11acl 

claiJ·,1ed 97,000 policies totaling about fµJ. 2 billion. 
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VI. smTI·t\.RY 

As the cases indicate, the scope of the accountants' r espon-

si b:t.li t y has been extended i n the past f eH years, and it does not 

appear t hat tnis trend to1>mrds greater res ponsibi lit y is aba·ting . 

In the ·1 136 Tenants I Corpora"i:.ion case the court took t he position 

tha t a firm of certif i e d public accountants negligentJ_y perfor med 

i:ff.cite up services II since, according to the cour t, a wri·ce up r equires 

the accountants t o perform certain auditing procedures, and had the 

account ents perf 01~med auditing procedures , t hey uould have or should 

have d..i.scovered defalcations by the bookkeeper . 

In some recent cases t he com~ts are setting the standards i n 

SEC review for the acco1mti ng profession. It should be noted, 

hm-rever, that the courts are doing so only ,,rhere the acco1m·::.ing 

profession, in the op:i.n:i.on of the cour t, has been deficient i n not 

adequately providing its 01-m st2.11dards, e . g ., BarChris case. The 

accounting profession witnessed an expansi on of its responsibilities 

for a previous audit report to include informing the public of 

findings d:i.scovered in an entirely separate and different kind of 

engagement undertaken even after the audited financial statements 

had been filed and distributed. This was found in the Yale Express 

case . 

The courts are going to judge accountants in c!.Ccorclance uith 

standards of materiality and full disclosure 1vhich have been developed 

49 



so 

under the federal securj_ties laus, and not necessarily in accordance 

with standards developed by tne accounting profession. Foreover, the 

courts judgment i-rill be based on hindsight not available to the certified 

public accolmtant at the time he performs the services subsequently 

questioned. By the time the dispute about the accountants responsibility 

reaches the court, there has been an opportunity to exaJnine every aspect 

of the engagement performed. 

The com~t in the Continental Vending case said that uhen a.11 auditor 

!mows or suspects a dishonest diversion of funds sufficiently laree 

to imperil his client I s solvency, there must be exceptional d:i.sclosure 

or exceptional measures to make it good and to p1~event recurrence. 

In this case, the conflict of experts pointed out the advantage of 

having professional standards spelled out. The PJ1ode Island Trust case 

sh01·red the advantae;e of stating all the reasons why an overall opinion 

cannot be expressed and the importance of working papers. Tlu~ough 

the cases that ha.ve gone to court, accountants can learn from other 

professional I s rnistakes. 

Concepts of accountantst legal liability are changing . The changes 

are generally in the direction of greater responsibility, and therefore, 

greater cxposm·e to liability to the public. Neither the regulatory 

agencies, the accounting profession nor the courts have been entirely 

consistent in this area. 

A court can f ind liability on the part of the accountant if there 

uas anything in the record, including the uork papers on Hhich the 

court could conclude that (a) if the auditor had investigated further 
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he might have discovered the problem, aYld (b) his failure to investi

c;ato furti1er u a.s a r e sui t of t he negligent performance of his engage

ment . This uas shom1 in the BarCh1·is case . ~~he judge felt the 

accountc:mt faile d. t o spend adequa t e t ime on the S-1 r evieH and accepted 

glib ansuers from manae;cment instead of investigating fu:cther. 

There does not appear to be ar1y short, simple and mechanic2J_ uay 

for the o.u.clit or to resolve his p:coblems of when auditing procedures 

should be e.,'C"i:,ended, or of materiality and fair pi~esentat,ion, including 

f air cJ.isclos1ffo. I n eD.ch ca s e , t he aucli.tor must, e:rn:ccise his jucl.61nent 

in the light of the circmnstances, the criteria s et forth in the court 

cases and the best experience he cari bring to the question. 
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