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in accountant's responsibility arises in every situation in which

he enters into a contractual obligation to perform an audit. This

obligation, based on what is knowm as privity of contract, exi

Sa
1508

betucen the accountont and his client. He undertakes to perform,

in an acceptable professional memner, the audit of the clients books

This is a private agreement between the client and the accountant

and questions of liability are, as a rule, confined to performance of

the agreement between the two principal parties. Tet, it must be

recognized that the accountant is holding himself out to the public
as an expert, a qualified professional, and his certification

attached to the statement of the client lends weight and credence

which the general public is entitled to rely upon.

The problem of legal responsibility is, therefore, expanded beyond
the question of privity of contract and confers right on third parties
as well. Creditors are generally considered as third parties.

The Federal Securities Act of 1933 provides for civil liability

of independent accountants in connection with a false registration

statement. If any part of the registration statement, when such part
becomes effective, contains an untrve statement of a material fact or

omits a material fact that is required to be stated therein or necessary

o make the statements not misleading, any person acquiring such



security mey sue. Suit can be maintained against any

(1) signed the registration statement, (2) was director or partner at

the time of Piling, (3) was

named in the registratbi

about to become director or par

having preparad or certified any part of the registration

(5) was an underwriter of the secur

The Securities Exchange Act of 193l is concerned primarily with

orading in securities as contrasbed with the Se

, which deals primarily with disclosure in the registrati tatement

| and prospectus of a new security issue. Under this act, acccuntants
may be held liable to investors who, in reliance upon false or mis-

Securities Txchange Commission,

purchased or sold a security at a price which was affected by such

statement. The person sued shall not be held liable if he proves

he acted in good faith and had no knowledge that such statement was

false or misleading.

Institute of Certified Public Accountants (AICPL)

R
publishes professional guidelines specifying auditing standards and

procedures. These Statements on Auditing Procedures (SAP's) are to

aid the auditor in his field work and in his reporting. By adhering

to these policies of reporting and field work, the auditor should

be able to avoid liability. However, there are no easy answers and

professional issues are seldom black and white.

The AYCPA also publishes opinions of the Accounting Principles
Board (iPB). The principal objective of the committee has been to
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narrow areas of difference and inconsistency in accounting pracuices

and to further the development and recognition of generally accepted

accounting orinciples. <these opinions are directed primarily to

business enverprises organized for profit. In order for the auditor

to give a clean opinion, the procedures followed by the company must

be in accordance with generally accepted accounting principles.

o

dhen an accountent enters into an agreement

(_\«L;

wivh als client ©o
make an audit, he wndertalkes Lo make the audit in accordance with

prevailing auditing standards. Failure to exercise care required under

he accepted auditing principles would constvitute negligence. Beyond

negligence, assuming a very thin and indeterminste line divides the
two, lies fraud. The basic significance of the difference between
negligence and fraud is that negligerice may give rise to liability

between the accountant and the client, whereas fraud may create

1iability or responsibility to third parties. However, if the specific
identity of the third person is known to the accounbant, then the latter
has the same duty of care toward such identified third party as he has
b0 his client, and he is liable for damage caused to such third person
by his ordinary negligence.1

In dealing with this question of negligence or fraud, it is
imporbant to understand that the accountant does not necessarily have
to know that the statement he is issuing is false. ‘the extént 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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Tf the accountant does not lmow the specific identity of the

-

third person to whom his professional opinion is to be made available,
then his liability to such third person is only for actual fraud or

9
. (] . o L : — Fa
gross negligence amounting to constructive fraud. Actual fraud

exists when there is an actual intent to mislead, while constructive

o,

fraund exists when there is reckless disregard for the truth.

The basic structure underlying present financial reporting and
certification by indevendent accountants dates from the early 1930's
when, in the aftermath of the 1929 stock market collapse and business
dowmburn, the Hew York Stock @xchange, the Securities and Txchange
Conmission and the orgunized accounting profession collaborated in
working out a statement that essentially is still in use today. The

short-form opinion of independent accountants adopted at that time has
o |
3

only been moderately changed.”

e E : o I
In the 1931 landmark case of Ultramares Corp. v. Touche,  Judge

Cardozo held that auditors could be liable to third parties for fraud,

such as certifying statements without making an audit. !He held that

an accountant was ordinarily liable for negligent misrepresentations

solely to the person who retained him or to the person who was known

to be the primary beneficiary of the information. The court went

on to say, however, that an accountant could be held liable by a
broader group if his conduct was fraudulent or so grossly negligent
as to amount to fraud.

Ultramares has been widely followed for more than three decades,
and it has effectively blocked negligence action by third parties

under common law. However, the vitality of the cormon law Privity
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doctrine has been tested. A federal dis

trict court applying thode

Tsland law in ‘the 1965 decision of Rusch Factors,

Inc. v, Levin held

LA\ i R

that an avditor is liable

iy

or negligence to a foreseen third

lender. A similar result was reached by the Civil

Texas in its 1971 decision in Shatterproof Glass Corporation v.

]
('\_)

n the 1969 decision of Ryan v. Kanne

, the Towa Supreme Court adopted

the Restatement” wview (the accountant would be responsible only

clesses of persons who he knows will rely on his reports for the type

C
f‘-

of transaction resulting in loss). They held the accountant responsible

for negligence to a third party reliant who was specifically ddentified

To the accountant prior to the engagement.

o

In recent years, the accounting profession has witnessed a sub-

stantial outbreak of litigation directed principally agzains

firms. WVany cases arose in the federal courts under the Securities Act

of 1933 and the Securities Sxchange Act of 193h. Also, many of the

court decisions enlarged the gambit of professional responsibility and

imposed new and higher standards of professional conduct upon the

accounting profession. With the iz

financial reporting for large complex business enverprises depends
heavily on estima

es and human judgment and, thus, can never achieve

the status of cervainty.
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II. THE CONE

3 1 . ; . i e o
The Continental Vending case adds the threat of criminal action

ci

to the legal hazards of accountancy. In this case, the defendants,

two partners and a manager in Lybrand, Ross RBros. & Montgomery, were

charged with drawing up and certiiying false or misleading financial
statenents of Continental Vending Machine Corporation for the year ended
Sentember 30, 1962, Continental's founder and president, Harold Roth
held 25 percent of its oubstending stock. Roth was also an officer,
director, and major stockholder of Valley Cormeccial Corporation,

which was thereby an affiliate of Continental.

Roth from 1950 to 1962 borrowed large amounts of money from
Continental which he used for financing his personal stock transactions,
much of which he repaid by the end of each fiscal year. Instead of
borrowing directly, he had Continental lend to Valley; Roth then borrowed
from Valley. During 1962, Roth informed the auditors that Valley was
unable to repay Continental since he was unable to repay Valley.
Consequently, Roth agreed to post adequate collatveral. However, 80
percent of the securities pledged were the common stock and convertibie
debentures of Continental itself.

The defendant's opinion on the 1962 financial statement represented
that the financial statements 'present fairly the financial position

of Continental . . . in conformity with generally accepted accounting
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principles.” The financial statements disclosed the loans to Valley,

the fact that Roth was an officer, director and stockholder of Valley,

and. that the loans were secured by Valley's equity in "cetain marketable

securities." The financial statements showed a large net loss, and

trading in Continental stock was suspended shortly after the annual

report containing the financial statements was issued.

were indicted on three counts of mail fraud and
rted deficiencies in the 1962 financial statements

"he government charged, among obther things, that

Continental's balance sheet shouvld have disclosed that Valley had made

loans to Roth, that Roth was unable to pay them, and that collateral

to secure Valley'!'s indebtedness 1to Continental consisted substantially
B o)

of Continental securities pledged by Roth. It was further charged

that the defendants Y¥new that without these disclosures the statements
were false and misleading and had conspired to make them so with intent

to defraud.

Zight experts for the defense testified that none of the disclosures
was required by generally accepted accounting principles and that the
statements taken as a whole did present the financial position and

resul®ts of operation fairly in accordance with generally accepted

accounting principles. Two prosccution experts tesbtified to the contrary

although they could point to no specific rule or precedent to support

their position. After two trials (the first ended in a hung jury) the

defendants were convicted. Post trial motions for acquittal and new

trial were denied; the judgze fined the defendants $5,000 to 37,000 each.
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The case is significant in what it says about the weight that

— -5

the courts will give, where liability

is concerned, to the standards

of the accounting profession. The Continental's balance sheet, which

was charged to be fraudulent, fairly presented th

in conformity with generally accepted accounting principles according

? to eight expert witnesses of the defendants.

| ‘ Defendants asked for two instructions which, in
substance, would have told the jury that a defendant could
be found guilty only if. according vo generally
accounting principles, ©the financial statements
i did net fairly present the
‘ at September 30, 1962, and

accepbed

as a whole
Tinancial condition of Continental
then only if this departure from

; accepted sbtandards was duc to willful disvegerd of these

I standards with lmowledge of the falsity of the svatements

L and an intent to deceive.?

However, the trial court gave instructions to the jury which said

3]

the "eritical test! was whet

U

her the balance sheet fairly presented

the financial position without reference to generally accepted accounting

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

compliance with generally accepted accounting principles would be very

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

the jury might have taken as an invitation to test the fairness of

presentation, not against generally accepted accounting principles,

but against their idea of what an investor or other layman might want
to know. These differences in perspective may frequently produce

differences between the meaning of "fair presentation” in a2 layman's
view and the meaning of "fair presentation! under generally accepted

accounting principles. So far as diligent research discloses, this

is the first case, criminal or civil, ©vo hold that conduct governed



professional standards mey be measured otherwise than by those

o

the case points out the advantage in having
] standards spelled out. Had there been specific rules

or prohibitions governing the matiters about which there was dispute

among, expert witnesscs o which the defendants could refer, it is

i3 e ; = o : "
quite probable the resul®t would have been different. The Court of

Appeals! opinion enumerabes only one gencral rule that is a new one

as far as standards of professional conduct are concerned. The rule

is that where the auditor knows of or suspects a dishonest diversion

of funds suificiently large to imperil his client's solvency, there

must elvher be excepbtional disclosure or excephional measures 1o
5
make it good and to prevent a recurrence.

When an accountant discovers a diversion he should consider every

action he tvakes thereafter, every disclosure or nondisclosure, and

every contact with the client, in the light of how it may subsequently

appear in a court of law. In order to protect himself he also should

exercise an extraordinary degree of caution.
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TII. THE RHODE ISLAND HOSFITAI, TRUST CASE

Hany accountants believe that by disclaiming an opinion on

financial statements, bthey can relieve themselves of liability for

errors unless a plaintiff can show that the accountant had lmowledge

of such an error. However, this was not found to be so concerning

==

the R{hode Tsland Hospital Trust case.

in this case the nlaintiff, hode Tsland Hospital Trust National
Bank sued Swarvz, Breseneff, Yavner, and Jacobs, a firm of certified

bublic accountants, each of the paroners of vhe firm and che estate

of a dececased partner. The bank alleged that the accountants had
negligenvly auvdited the financial statements of inbternational Trading
Corporation and related companies (RBorrower). Consequently, the bank
had made loans to Borrover which was unable to repnay them and the
bank sustained a loss in excess of $100,000.

The nonjury district court dismissed the complaint after concluding
that the evidence failed to establish fraud or collusion on the part
of the accountants, any lack of good faith, misrepresentation, breach
of duty, negligence, or failure to use reasonable care in the preparation

and issuance of the financial statements. However, this was reversed

by the Court of Appeals.
In 1963 Borrower sought long-term financing of leasehold improve-

ments from the Rhode Tsland Hospital Trust National Bank, but the
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bank was wwilling to lend on this basis. The bank did agree, however,

F—-:
.
o
oF

credit would be given if Porrower could assure them that economies

o,

from savings on labor costs expected to resultv from bulk handling
A

would enable Borrower to operate more profitably and to meet greatver

loan obligations.

In June, i96l, Borrower represented to the bank that during 1963

it had spent 5212,000 for leasehold improvements vo its facilities
2
at various citles. The work was purportedly done by the accountani's

. » i . . = . . 7oy
client, using its own labor and materials. In fact, the claimed 1963

leasehold improvements were votally fictitious. The labor expenses

claimed to have been incurred were incurred as operating exnenses of
handling and storing cement. Mo mabterials were purchased. An inspection

in 196l of all three facilities disclosed that they were in the same
condition as they were at the end of 1962.

The audited financisl statements along with the long form dis-
clainmer of an opinion were presented to the bank to enable the bhank

to make a loan to the accountant's client.

Tt was shown that of the $610,000 total expenditures
made during 196L, $212,000 was atiributed to improvements
made by Borrower. The capitalization of these improvements
accounted for approximatbely two-thirds of the company!'s
net worth showm on the balance sheet and resulted in the

statement of operations showing a .;9,000 profit rather than
a substantial loss.3

The bank asserting reliance on the audited statements and opinion
gave the loan to the International Trading Corvoration in belief that
actual improvements had been made though the accountant's report stated

uncertainty as to the amount spent.
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Jdhen the accountants transmitted the financial statments to

their client, they wrote a covering letiter expressing certain reser-
vations about the fairness of the accompanying statements. The lettber

discussed the crucial item concerned in the 1if

improvements and set forth the following:

th

Additions to fixed assets in 1963 were found to
include principally warchouse improvements and installation
of machinery and equinment 1n ~rov1denco, Rhode Tsland,
Bfanswick, Georgia, and Palm Beach, Florida. Practvically
all of this work was done by comuunv omJTOVe s and maberials
and overhead were borne b, the Tnternational Trading
Dorporation and its affiliates. Unforvunately, fully
complete detailed cost reco rds were not kept of the capital
improvements and no exact deltermination could be made as
to the actual cost of said iM‘WOVCIqﬂUQ (Tmphasis added. )

L

and concluded by saying:

Because of the limitations upon our examination
expressed in the preceding paragraphs and the material
nature of the items not confirmed directly by us, we are
unable to express an opinion as ©o the fairness of the
accompanying statenents.

Because of the death of the accounting partner concerned with

the engagement,

the proof was not complete as to what examination

and what ingquiries had been made. The workpapers gave no indication
that the improvements had been inspected or had asked correspondent
accountants, who had been used for other purposes, to do so. The
workpapers showed that the accountants had examined labor costs pur-
portedly attributed to the improvements but did not identify material
cosls, which would have been incurrced if such improvements had been

made. Since the accounting partner concerned with the engagement

had died, the working papers were an important part in the case.
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As of the date of receipt of the finencial 1 Tl

had lent the accountents' client $220.000. T

vestimony that if it had knowm on the date that 212,000 of leashold

improvements were fictitious, it would have refused further loans

and irmediately begun effort

..J

5 o effect collectvion of the outstanding

amnount. Since the bank claimed thet it did not know this cruecial

fact, the loan balance was allowed to increase during the summer of

196l until it reached the level of $5336,685.61 on September 2L, 196k,

v FANNI |
0 T

the date of the adverse report of the bank's analysis depariment.

U

LTter the report was received, no further loans or commitments wers

made.

By application of the rule, "accountants owe a duty to

employer, and others whom they lmow or expect to rely on the repory,
to make the report in good faith without fraud or collusion and with
and caution of experts,® the accountanits were found liable.
The accountants not only knew but acknowledged that the bank had sought
Borrower's financial statements. Thus, the rule, "an accountant should
be liable in negligence for careless financial misrepresentations

/

relied upon by actual foresecen and limited classes of persons,“D was
applied.

By application of the above rule, the Court of Appeals thought
that the accountants were liable on either of two alternate infersnces
which may be drawn. =irst, the accountants, having identified some

of the purported labor costs of the purported leasehold improveuents,

failed, from pressure or other reason, to search for material costs.



Second, the accountants having identified some of the purported labo

costs, searched for material costs and, not finding any, failed to

conduct any independent investigation of

the existence of the lease-

hold improvements and their value and failed to disclose that there

was not verification that the leasehold improvements were in process.

In elther event, the accountants certified the financial stavements,
saying overall only that il

that they could not express an opinion with regard

to fairness. There was no servation about the existence of the

__UDF‘OLTOF.‘.OH[}" but OZ(L}' about their “'Jf007 se value ihether the accountants

o

o find, they were gullty

i

failed to look or, having looked, failed

of actionable negligence if ithe bank, in reliance on the statements

made further loans. The bank's veliance on the report was showmn and
is once more on appeal to the Court of Appeal
Chapter 10, paragraph 1, of the Statement on Auditing Procedure

Wo. 33 reads, "the report shall either contain an expression oI opinion

regarding the financial statements taken as a whole or an assertion
o the effect that an opinion cannot be expressed. Uhen an overall
opinion camnot be expressed, the reasons therefore should be stated.
The accountants failed to state that they cither did not look for or
could not find evidence of material costs for the purported leaschold
improvements, and either would have been more than a simple limitation
vpon their examination.

The seneral principle, the court stated is that "while industry

standards may not always be the maximum test of liability, ceritainly
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they should deemed the minimum standard by which Liszbility will

i1 r

be determined; " and the court looked to SAP llo. 33 to determine whatb

the industry standard is. The court's formulation is one that

accountants should keep in mind. Some lessons that

can be learned

L

Trom this case arc:

Make sure the working papers are complete.

2. An accountent disclaiming or quelifying an opinion, or otherwise
seolﬂmo to give notlce o a reader of limitations on the responsi-

bilities he is assuming, should do his best to be sure that the

language he vses will make those limitatvions clear even to an

uninformed and unsophisticzted reader.

3. The descriviion of the scope of the examination in the accountants!
report shouvld not be interwoven with comments on the financial
statements or comments on the operations of the company; any such
corments ‘that are needed should be footnoted, which are repre-
sentations of the company not the accountant. [

.  The rcpowt should state thal the examination was verformed in
conformity with gencrally accepted auditing standards except for
certain spec¢f1c procedures which should be enumerated in the
report. The alternative practice of enumerating the procedures
performad, as was followed by the accountants in the case under
discussion, is fraught with too mey hazards of hindsight inter-
pretation.t
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Until recently, unaudited financial stavements received little

ablention in accounting literaturc becauvse of more

interest in problems

inherent in reporting on

D

xaminations leading -
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an opinion on financial statements. The exitension of the legal lia-

o

1lity of accountants to unaudited statements, as showm in the 11

)
(@R

Tenanos! Corporation case

, malktes it imperative for auditors enzaged
in the extensive fiecld of write-un work, and of statement preparation

with minimal or no audilt, Lo exercise greuter vigilance in protecting

16 case of 1136 Tenants' Corporation against lMMax Rothenberg &
Co. was an acbion against a firm of Certified rFublic Accountants to

recover for the firm's alleged failure to uncover defalcations of the

STy

plaintiff's funds by plaintiffit's managing agent, I. Jerome Riker.
Riker had failed 1o pay obligations of plaintiff, a cooperative aper
ment corporation, bthat he had reported as having been paid.

Sometime in 1956, Riker and others purchased the premises of
1136 Fifth Avenue, in ilew York City, and then incorporated the plaintiff,
1136 Tenants! Corporation, which became the owmer thereof and proceeded
to sell the apartments therein. Riker and Co., Inc., acued &s man-

aging agent of plaintiff's property under a contract to that effecy

=l
e

was discovered early in March, 1965, that Riker & Co., Inc.,

19



was in financial difficultie Certain obligations of the plainviff
reported as paid on the managing agent's, Riker!s, monthly statements
to plaintiff were, in fact, not paid.

The 1136 Tenants'! Corporation thereupon commenced action based
on two albernabe theories: breach of contract to perform an audit
or negligence in failing to exercise due care in performance and to

meet generally accepnted accounting standards

2

Allegations centered around the guestion of whal the accountants

had been hired to do. This factual guestion arose because the relainer

involved was oral. The plaintiff maintained that the accountants were

hired to do an audit. However, the accountants contended that they
were retained merely bto perform a wwrite-up! service, which is, simply

stated, the bookkeeping process augmented by the formulation of adjusting

and closing entries, and the preparation of the reguired tax returns

ULl

e : : e A
and Tinancial statements.

The defendant accountants in their lebtter transmitting the finencial

statements stated:

tPursuant to our engagement, we have reviewed anc
summarized the statements of JOUL managing agent and other
data subritted to us by Riker & Co., . . " and "the following
statements were prepared from the books and records of the
corporation. Wo independent verifications were undertaken
thereon. 3

Herbert Benton, the plaintiff's expert testified that the accountant's
financial. statements and workpapers contained corments appropriate to
I

an audit rather than a mere write-up, such as:”

"0onfirmation of mortgages"
"isting of paid bills which were not examined!
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ned bank statements--0,K, "

111306 Tenants! Corp. ”ﬂsinﬂ invoices™®

"Youch invoices--none vouched for period 1/1/6L--6/30/6Ln
Hiudit notes!" stated in vorVﬁapc“s.

Hhoe s Iy, - e e 5y e
Hiudit fee' shown in statements.

R . i J & il o - = & % = o
These terms were used to support and confirm the plaintiff's
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aim, The defendants failure ©o carry and
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vouching process constituted a failure to exercise professional due
care.

Another issue was whe

=
(@)
cr
e
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5

the defendant's suspicions should have

been aroused by missing

nvoices. 'Me accountants admitited that on
occasion it examined certain of plaintiff's bills and invoices. They
argued, however, that such examinations were made for very limited
purposes such as: classifying expenditures as expense or capital
items, assembling records in comnection with an application for rent

increase, or determining that plaintiff had no taxable income as the

5 :

result of insurance recovery. The accountants argued that it was
undisputed that the missing invoices were irrelevant for these purposes,
and thus, their absence could be ignored. The '"missing! invoices were
not in fact actually missing, for they were presented in evidence at
the trial. The invoices merely had not been furnished when recuested,
and since the accounting classification could be independently
determined, the defendant did not pursue them further. The term "missing"
was an unrealistic worksheet notation by the staff accountant and at
the trial was given undue importance.

o

The New Yorl: lower court held that the accountants had undertaken

to perform an audit and awarded $17L,006.93 on its cause of action
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together with interest, costs and disburs enent, for a total of
o e! 20 Q- 6 m b . e, SR s o ' v 1
237,2706.83. The court said that even if the accountants had been
engaged for write-up work or o prepare unaudited statements, they
nonetheless were obligated to perform auditving procedures sufficient
at least o uncover the defalcations like +those in issue. Tl 4]
at least to uncover the defalcations like those in issue. Thus, the
opinion states, among other things, that a Mcertain amount of auditing
procedure is required even in a ‘urite-up!';!" that whether the scope of
the defendant's revainer agreement with the plaintiff was to perform
a 'write-up! or an 'audit,! certain definite auditing procedures were
necessitated and mandated; ! and that "regardless of whether defendant
received /certain of plaintiff's records/ . . . for purposes of an audit
or otherwise, it had a duty to detect defalcations. . . ." Yet, in
Statement on Auditing Procedure No. 30 in paragraph 2 it states: !'"The
certified public accountant has no responsibility to apply any auditing
procedures to unaudited financial statements.!

The basic conclusion of the trial justice, acting as judge and
jury by stipulation of the parties, was that the defendants were retained
to perform an audit. A few of the conclusions stated in the opinion

' /i
were that:

... A write-up requires certain definitive audit procedures;

... Accountants have a duty to detect defalcations;

... The hiring of a Certified Public Accountant preswnes an audit;

... An audit may be adequately performed without independent

verification.

The trial court's decision in this case seemed to ignore the substantial

and important differences between audited and unaudited financial
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stabements in respect to the procedures followed and responsibilities

6}
assuned.

The Appellate Division affirmed the lower cowri's conclusions,

but not ius specific language. The Appellate Court agreed with the
lower court that the defendant was engaged to perform an audit, The
Appellate Division placed great weight on the missing invoices. They

n, . . even if defendant were hirved to perform only 'write
up' services, it i= clear, beyond dispute. that it did become
aviare that meteriel invoices purporitedly paid by Riker were

missing, and, acco"ovnflJ had a duty to at least inform
plaintiff of this. But even this it fai

was not free o consider these and other suspicious circwn-
stances as being of no significance anc e

reports as if same did not exdist.®

The precedential force of the lower court's decision is consider-
ably weakened in that the Apvellate Division did not adopt the lower
court's view of the obligations of accountants in connection with
write up. The court's dictum with respect to the obligation of
accountants to follow auditing procedures in connection with a write up
and to detect defalcations can in no sense be said to have bezen approved
by the upper court.

The Court of Appeals, New York's highest court, affirmed the
Appellate Division's decision without any further opinion of its owm.
They did hold, in confirmation, that: there was a contract, a retainer
for an audit, and the defendants did not exercise dve care and pro-
fessional competence in the work performed.

Until. another case comes along on a similar situation, the fore-

going is probably the precedent for responsibility. The self-serving
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statements in accounting reports denying :

(78]

professional language from the American Tnstitute's Statements on
Auditing Procedures, are not always accepted by the public and to
the courts as binding.9 |

Accountants must always observe due care and exercise the skills
associated with and expected of the profession, which is generally
desdribed as professional competence. This applies to uneudited
statenents and the write-up engagement. It is quite obvious that the
scope of the retainer and the uses to which the financial statements
are to be put should be understood between the CPA and his client.

The best way to do this is by something in writing initiated by both
parties. Tven if limited accounting work such as a "write up" is
contemplated, it is necessary to specify the procedures to be followed
and whether the statements are intended for use by third parties.

The scope of the engagement is a matter that requires considerable
thought at the outset. By reducing the terms of the engagement o
writing, including specified procedures to be followed, accountants can
be sure they may be called to account if these specified procedures
are not followed. If one underestimates the work or procedures to bé
followed in setting forth the scope of the engagement, he may have
trouble collecting fees for additional but necessary work which he
performs.

Ixcept in the case of the *unqualified opinion! audit engagement,
accountants should refrain from using the word "audit" in the work-

papers, on review notes, in work file heading in designations of expenses



or costs or accrued expenses, in client statements or on fee invoices.

The 1136 Tenants! Corgoration case is a good example of why this

ot

cervain protective procedure should be followed, inother protective

procedure accountanits may learn Ifrom this case is that when one

observes circumstances that could conceivably be or become a ''suspicilous

0]

circumstance, " or note a deficiency in control of money or asset
accountability, advise the client in writing, for the record.
Accountants shovld use the word '"unaudited!" on statements, report
covers, etc., even if they feel it necessary nevertheless to explain
that some work was done bub that it did not, according to their engage-

2 . ) o=

ment or retainer, abtain the full scope of generally accepted auditing

principles and practice as required by the rules of thei: ofession.

)

!
o0

)

Aléo, di.sclaim an opinion in such cases.

A very important protective procedure for the accounting profession
would be to discriminate among their clients with respect to financial
risks, fee limitations, and work limitations. Accountants should size
up the character of the people involved and the risks that look possible,

then act accordingly.
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The Yale Wpress case involves independent accountants, who

: Fotl - it
have expressed an opinion on financial stabtements in a 10-i~ and

subsequently discovered, during the course o

1=

B

a management services

engagenent, material errors and omissions from these stabements. The
accountants! dilemma arose from the dual responsibilitvies it assumed:

126 of an independent public accounvant and that of an accountant
employed by Tale Hxpress (Yale). Should they have disclosed to the
public these material errors?

An action was brought against an accounting firm, veat, Marwicle,

...¢

HAtchell and Co. (P1), for damages in commection with a corporation's
financial statements, which the accounting firm had certified, and
interim statements issued by the corporation. The plaintiffs were

the stockholders and debenture holders of YVale Txpress Systems. Inc.

The plaintiffs claimed damages from errors and omissions in three

sets of financial statements, namely: (1) the unaudited statements
appearing in the prospectus for an August 20, 1963, debenture offering;
(2) the audited statements for the year ending December 31, 1963;

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

Sometime early in 196li, PMI acting as independent public accountant

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

27



atements were released by the

national transportation concern. The st
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defendant accountants on March 31, 196L, and the annual report was

released to the stockholders on or aboulb April 9, 196li. On June 29,

19611, the 10-K was filed containing the same financial statements as

were
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its role to that of
an accountant emploved by Yale to undertake special studies which
were necessitated by business demands rather than by statuatory or
regulatory requirements. The public accounvants discovered, some

time during the course of the year 196

vhe figsures contained
in the 1963 anmual report were substontially false and misleading.
This discovery was made during the "special studies! of Yale'!s past
and current income and expenses periormed by PIEL. PO did notv dis-
close its finding to the Securities mHxchange Conmission or public
until May, 1965, when the results of its management studies were
released. The litigants differ on when the discovery was made. The

plaintiffs contended that discovery occurred before the SEC and others

received the annual report while PMM contended discovery occurred a
after the report was filed.

Pi7! moved to dismiss those parts of the complaint dealing with
the 1963 annual report and the 196L interim reports. The plaintiffs
opposed the motion alleging that the accountants were liable because
of their failure to disclose promptly that the 1963 annual report
contained false and misleading figures which violated common law

.

decelit doctrines.
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PIMM was atltacked in the complaint because it wore two hat

i

concucyuing its business relavions i

4.

i

th Yale during the perioc

_4
=
fn

guestion. PiM worked as an independent public accountent by auditing

and certifying the statements in the 1963 annual report, whose

responsibility "is not only tbo the client who pays his fee, but also

to investors, creditors, and others who may rely on the finencial

Statements! whnich he certifies. The public accountent must report

),

airly on the facts as he finds them whether favorable or unfavorable

to his client. MHis duty is vo safeguard the public interest, not

2 n

that of his client.

Following the certification, FHI switched its role to that of
an accountant employed by Yale to undertake special studies. In
this sense it can be seen that during special studies, PiIi's primary
obligations, under normel circumstances, were to its client and not
the public. P01 maintained, therefore, that any duty to the investing
public terminaved once it certified the relevant financial statements.
Plaintiffs contended to the contrary.

The court held that the public accountant has a duty to the
public apart from eny duty that he may owe his client. "he court
expressly held that the public accountant had a duty to promptly
discleose information that rendered the 1963 financial staotements
inaccurate and misleading. The court rejected the argument that
this duty te disclose rested on the possibility of financial or
other advantages to the public accountants. The defendant's conten-
tion that the plaintiffs must vlead and prove intent to deceive by

silence on the part of the accountants was rejected by Judze Ty

rler.
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During the course of the accountants! '"special studies!" and

subscquent to the completion of the 1963 audit, Yale mentioned to

N

FIIM of its intention to issue interim statements. The defendants

advised Yale that fipures derived from special studies could not be

used as a basis for these interim statements and recommended that

the

=4

i

irvres developed by Yale through its internal accounting

procedures be used. It was subsecquently discovered that these
interim svatements were matvericlly false and misleading.
The court held that there could be no bhasis for direct liavility

on the part of the accountants since there was no allegation that

P11 had

O

ompiled, aundited or certified any of the interim statements
nor was there any indicavion that eny of the statements contained
material which an invester could Justifiably atitribute or relate
to P,
fs claimed FIM aided and abetted Yale in two weys:
first, by remaining silent when it was knowm that the interim state-
ments were false and, second, by recommending or sanctioning the
issuance of the reports. However, Judge Tyler found no similar
independent duty imposed on the accountants with resyect to interim
statements, and therefore, rejected this basis for imposing liabilivy.
The District Court held that the complaint against accountents
for failure to disclose after acquired information that the statements
were false was sufficient, as against mobion to dismiss, under
Securities Mxchange ict provision relating to menipulative and

decentive devices. This was held even though the accountants did
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plaintiffs and accountants. lotion to dismiss wa

this case that an auditor is not only

ments which he certifies
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The accountant must report fairly on the £

e finds them
whether favorable or unfavorable to his client His duty is ©o safe-
guard the public interest, not that of his client.

After the hearing of

out with Statement on Auditing Procedvre Mo. U1 which deals with "sub-

sequent discovery of facts exdisting at the date of

= VRV

report.! SAP Il states: Hihen the auditor becomes aware of informabtion

which rolates o financial statements wreviously reported on by hin,
but which was not known to him at the date of his report, . . . he
should . . . underitake to determine whether the information is reliable
and whether the fact existed at the date of his report." Tn this
comnection the auvditor should discuss the matter with his client at
whatever management levels he decms appropriate.

TZ the discovered informavion is found to be reliable and to
have existed at the date of the auditor!s report and it affected the
financial statements he should advise his client to make appropriate
disclosure of the newly discovered facts Lo persons who are knowm
to be currently relying, or who are likely to rely, on the Tinancial
statenents and the auditor's report. If the client refuses to make

the disclosures, he should take appropriate sveps to prevent Ifuture



reliance upon his report. Unless the auditor's attorney recommends

& different course of action, the auditor should, when applicable:

(2) notify client; (b) notify regulatory agencies, and/or {c) notify

each person known to the auditor to be relying on the financial

hance Comnission and the stock

exchanges are appropriate agencies for (c¢) as to corporations within

their jurisdictions. Tn many instances it would not be practicable

give epprovriate individual novification to stock-
holders or investors at large, whose identities ordinarily are unknown

to the auditor.

The BarChris Case

The Securities Aclt of 1933 does not leave the accountant against
ohe world. He is provided with a number of defenses. If he wishes
he may disavow the registration statement and the contents of it
either before or after it becomes effective if he follows certain
procedures to inform the Securities and Hxchange Commission and the

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

registration statement inciluded on his authority do not fairly represent

his statement. The most significant defense, and the one which was
of consuming importance in the BarCnr:_s3 is this one: ". . . he had

after reasonable invesltigation, reasonable ground to believe and did
believe, at the time such part of the registration statement became
effecvive, that the statements therein were true and that there

was no omission to state a material fact required to be stated therein

or necessary to make the statements therein not misleading. u
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The dimensions of this defense are clear. There must be a
reasonable investigation, there must be actual belief that the state-
ments made by the accountants were true and that there was no material
omission, there must be reasonable ground to believe in the truth
and completeness of the statements.

Action was brought by purchasers of BarChris debentures against

jos]

arChris Construction Corporation which issued the debentures, signers

o]

£ the registration statements for the debsntures, underwriters, and
the corvoration's auditors, Peat, Marwick, lMitchell & Co., for damages
sustained as a result of false statements and material omissions in
prospectus contained in the registration statements. The District
Court held that the prospectus contained material falsities and
omissions, and that the defendants failed to sustain the burden of
prqving the due diligence defenses assertved or that damage suffered
by each plaintiff had been caused by factors other than the material
falseties and omissions.

The plaintiffs purported to sue on their owm behalf and on behalf
of all other present and former holders of the debentures. IJhen action
was begun on October 25, 1962, there were only nine plaintiffs.

Others were subsequently permitted to intervene. At the trial, there
were over sixty.v

The courts discussion with respect to the accountants' liabilities
breaks into two parts: their audit of the 1960 figures, and their
5-1 review from the balance sheet date, December 31, 1960 to the

effective date of the registration statement lay 16, 1961, The questions



1e auditors make mistakes, (2)

u_e]f'j_:;.lg (3) did th@:,’_ use d‘l,le dj—]j reNce o malce

S ., hlcld
a reasonable investigation. There is a lengthy opinion of this case

and only the action brought against the certified public accountants

is dealt with here

BarChris was engagad primarily in the construction of howling

centers which contained not only alleys but also, in most cases,

Ide

2

bar and restaurant facilitie In May of 1962 BarChris made an attempt
to raise money by the sale of stock because they experienced some

difficulty in collecting amounts due from some of their customers.
Although BarlC n:ﬂﬂ continued to build alleys in 1961 and 1962, it
became increasingly apparent that the industry was overbuilt. BarChris
filed with the Securities and Fxchange Commission a registration state
ment for the stock issue which it later withdrew. In October, 1962,
it filed in the cowrt a petition for an arrangement under the bank-
ruptcy act. BarChris defaulted in the payment of the interest due
on November 1, 1962 on the debentures.

The registrabion statement involved contained audited financial
statements as of December 31, 1960 and unaudited stub figures for
the period ended March 31, 1961. The nonjury court analyzed the
accounting principles applied and the investigations made by various
parties as to the accuracy of the information contained in the pro-
spectus including the content of the financial statements. The court
concluded that the accounting principles applied were, in many cases,

erroncous and that the audit procedures applied by the accountants
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were inadequate. The court never rezlly dealt with the adeguacy of

1¢ financial statements "as a whole." Rather, it applied the test®

of materiality to individual accounts, such as cash, accounts receivable,
reserve for doubtful accounts and contingent liabilities. The court®
s

Tfragmentced the statements for the nurpose of determining meteriality

and then did the same thing g with the issue of due diligence

gen
As a result, the court held that some erronecus accounts were not

material for purposes of determining liability, but were material

in the sense that the accountants' failure to discover them indicated
a failure to exercise due diligence. L

The court found that the accountants' S-1 review was inadequatie.
The question arose becauvse the accountants tried to establish the
due diligence defense under the Securities Act of 1933. Therefore,
they had to prove that when the registration statement became effective
they had, as a result of a reasonable investigation, reason to believe
and did believe that the expertised statements were not misleading.
"The court felt that the objective of an S-1 review is "to ascertain
whether any maberial change has occured in the company's Ifinancial
position which should be disclosed in order to prevent the balance
sheet from being mj.sleading.“S The accountant had been negligent in
failing to discover that there had been a material change for the worse
in BarChris's financial position, subsequent to the balance sheet date
so as to render the 1960 figures misleading at the time the registration

statement became effective.



The court held that the public accountant did not establish ti

the 5-1 review and accepiting o

1ib answers by management. The judgze
seemed content bthat the auditor could foresee the need for furither

checliing:

Accountants s 7O )

. not be held to a standord higher
than that recognized in their profession. T do not do
so here. Berardi's feview did not come up to that stan-
dard. He did not take some of the steps which Peat,
Marwick's writben program prescribed. He did not spend
an adequate amount of time on a tesk of this magniiude.
Most dmportant of all, he was too easily sabisfied with
glib answers to his inquiries.

1
E)

Part of the programn required thal the auditor "inguire as 1o
changes in material contracts.' Although, Berardi, the in-charge
accounvant, asked the controller about uncorpleted contracts and
secured a list of them, he did not actually examine each contract.

The court ruled this inquiry to be inadequate because of the absence

of prices from some examined contracts which should have 1

i<

ted

(o)

on

=
(6]

further investigation. The court specifically held the accountants
to the standards of the professions with respect to their S-1 review,
Because the court found that these standards had not been met, the

accountants were held liable.

Ryan v. Kanne

An example of affirmative representations overriding a disclaimer

6 i . .
is the case of Ryan v. Kanne. This is a case involving accountants

who had prepared unaudited finencial statements. They adequately

marked the statements as such and appended to them a disclaimer of



opinion substantially in the form required by SAP lo. 38--bul also
represented in an accompenying lebter that they had confirmed accounts
payeble--trade, and, in addition, orally represented them to be

correct within $5,000. These accounts proved to be materially under-

<

stated, and it was showm that the accountants had not adequately
confirmed then.

o

Action was brought for accounting fees by plaintiff-accountants,
Ryan and Snyder, with a counterclaim filed by one of the defendants,
Kanne ILumber and Supply, Inc. The lower court resulied in a Jjudgment
againest all defendants for accounting services in the sum of $3,h31.67
and a judgment in favor of Kanne for damages in the sum of $38,685.81.
All parties appealed bul the Towa Supreme Court modified and affirmed
the lovwer court's decision.

The Towa Supreme Court in agreement with the trial court's
Judgment upon the accountants! claim for services rendered against
Kanne was affirmed in the sum of $3,43L.67 plus interest and costs.
The court recognized that minor errors in the report will 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 Towa Supreme
Court agreed.

Tn consideration of the counterclaim of Kanne for damages due
to the accountants!' negligence in performing their contract, the
court found that the accountants were advised and knew that, if the

audit were favorable, the Kenne lumber businesses werc to be



incorporated. James A. Wanne owned and operated certain businesses
including lumber companies. He had incurred considerable indebted-
ness in connection therewith, his accounting procedure left ruch

to be desired, and he was in need of further financing. He, there-
fore, sought the services of an accountant. Particular attention

to the item of accounts payable~-trade was directed and became the
crivical part of plaintiffs' undertaking. Ryan guaranteed the
accuracy of their statement as to that item within 35,000. It was
later disclosed that there was a discrepancy of $33,5689.22 in accounts
payable--trade.

The accountants' position was that an accountant is not liable
in negligence to reliant parties not in privity and they cited, among
others, the leading Ultramares case.

The court held that when an accountant is aware that the balance
sheet to be prepared is to be used by a certain party or parties who
will rely thereon in extending credit or'in assuming liability for
obligations of the party audited, the lack of privity should be no
defense to a claim for damages due to the accountants' negligence.
The court could see no good reason why accountants should not accept
the legal responsibility to known third parties who reasonably rely
upon financial statements prepared and submitted by them.

The court also found that plaintiffs were advised and kmew that,
if the audit was favorable, the Kanne lumber businesses were to be
incorporated and the corporation was to assume the assets and liabilities

of those businesses. Tt was also held that an officer of 1ihid-States
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did use the balance sheet which the plain
the end of November, 1965,

stock, and that

,o- L

s had submitted near
to solicit subscrib
chey

ers to this corporation
elied vpon the balance sheet submitted for
examination
The plaintiffs

» their
)

20
wa.s

financial statement showed accounts payable--trade
$33,06089.22 less than the corrected report.

t I'rom this figure the
court took $5,000 which the court found the plaint

its warranty of correctness and added

fs had limited
thereto the fair and reasonable
costs of the corrected report in the sum of
the sum of $30,069.22

$1,380, and arrived a
The court held tha
the loss to Xanne Lumber and Supply, Inc.

this figure represented

This amount was later amended and supplemented by a reduction
37,026.28 which had been included in the accounts payable--trade
4.

£
but was actually a note payable and not properly listed.

Judgment was, therefore, reduced to

The modified
523,012.9].
In summary, the Towa Supreme Court in its 1969

decision held the
accountants responsible for negligence to a third party reliant who
was specifically identvified
Rusch Factlors,

Tnc. v. Levin

o the accountants prior to the engagement.

In the Ultramares case, Judge Cardozo held that an accountant did
Rusch Factors, Inc. v. levin

not have liability to third parties for ordinary ne

ligence. However,
exbended the liability of The accountant.
The allegation distinguished this case from Ultramares,
plaintiff was a member of an undeflined
equity holders not actually

There the

nobe class of lenders and
&
resecn bulb only foreseeable. In the
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Rusch case, there was an allegation in the compalint that the plaintiff
was a single party whose reliance on the financial statements had
been foreseen by the defendant accountant

Action was brought by Rusch Factors, Tnc. (Rusch) against Leonard
1, Tevin, accountant to recover camages allegedly sustained as a result
of alleged misrepresentations by the accountant and alleged negligence
in preparation of financial statements upon which Rusch Factors, Inc.
relied in lending money.

In late 1963 and early 196y, a Rhode Island corporation sought
financing from the plaintiff, Rusch. To measure financial stability of
vhe corporation, the plaintiff requested certified financial statements.
The defendant accountant, Ievin, prepared the statements which represented
the corporation to be solvent by a substantial amount. In fact, the
corporation was insolvent. On or before February 10, 196k, the corpor-
ation submitted the statements to Rusch. The plaintiff relying on the
statements, loaned the corporation a sum in excess of $337,000. Sub-
sequently, the corporation went into receivership, and the plaintiff
had been able to recover only a portion of the loan.

The plaintiff complained that it had been injured in an amount
in excess of $121,000 as a result of its reliance upon the fraudulent
or negligent misrepresentations in the certified financial statements.
The defendant moved to dismiss on two grounds: (1) that the Rhode

Island statute of limitations for personal injuries or injuries by

spoken word bars the plaintiff's action, or (2) that the absence of
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privity of contract between the defendant accountant and the plaintiff
reliant party is a complete defense.

The court determined that pecuniary loss resulting from reliance
upon fraudulent or negligent misrepresentabion is not an injury to
the person or injury by spolen words. Thus, the defendant's motion
to dismiss with respect to the statute of limitations was denied.

Privity of contract is clearly no defense in a fraud action.
An intentionally misrepresenting accountant is liable to all those
persons whom he should have reasonably foreseen would be injured by
his misrepresentation. HWeilther actual knowledge by the accountant of
the third person's reliance nor quantitative limitation of the class
of reliant persons is a requisite to recovery for fraud. The same broad
perimeter prevails if the misrepresenter's conduct is heedless enough
to permit an inference of fraud.9 There are several reasons wnich
support the broad rule of liability for fraudulent misrepresentation.
First, liability should extend at least as far in fraud, an intentional
tort, as it does in negligence cases resulting in personal injury of
property damage. Second, the risk of loss for intentional wrongdoing
should invariably be placed on the wrongdoer who caused the harm rather
than on the innocent victim 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's negligent theory, the

District Court held that the accountant should be liable in negligence

~
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for careless financial misrepresentations relied ucon by actually

Ka

Toreseen and limited classes of persons. According to the plaintiff's

complaint in the casc, the defendant knew that his certification 3
to be used for the reliance of potential financers of the Rhode
Tsland corporatioﬁ. The defendant's motion to dismiss, therefore
was denied.

A similar result was reached by the Civil Appeals Court of

exas in its 1971 decision in Shatterproof (Glass Corp. V. James.

=’

Shatterproof alleged that the defendants, James Guinn and MHead, a
Certified Public Accounting partnership, were negligent in the pre-
paration of audit reports and as a result of such negligence,
Shatterproof sustained damages in excess of $400,000. This court

also held that an auditor is lisble for negligence to a foreseen

third party lender.

Stephens Industries, Inc. v. Haskins and Sells

So far, there has been discussion about different cases in which
the accountants were found liable. However, this is not always true

i : e : 10 o
as was shown in Stephens Tndustries, Inc. v. Haskins and Sells. By

giving adequate disclosure of material information and qualifying their
opinion, the auditors avoided liability.

Action was brought by a buyer of car rental businesses, Stephens
Tndustries, Inc., against public accountants for alleged misrepresentation

of accounts receivable in the audit. The United States Nistrict Court

rendered Jjudgment for the accountants.
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The sellers contracted and employed Haskins and Sells, and a
complete audit was commenced. Soon, however, it became apparent that
the accounts receivable records had been poorly maintained, and a
significant discrepancy appeared between the accounts receivable
ledger cards and the general ledsger. After spending considerable time
wnsuccessfully attempting to reconcile the fizures, the accountants
met with their clienbts to tell them of their difficulty encountered
and to inform them of the added cost if the accounts recelvable werc
to be audited.

Haskins and Sells was then shown the purchase contract which
specifically stated that the accounts receivable were not to be
adjusted to reflect uncollectibility. In accordance with the
instructions, the accounts receivable were not audited and the
general ledger was adjusted downward to coincide with the accounts
receivable ledger figures.

The U.S. Court of Appeals agreed with the trial court thatv 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 which appellants were justified in expecting. TFirst,
evidence did not support the allegation that Haskins and Sells imew
that certain accounts receivable were "obviously uncollectible. !

Tt was shown that the accountants were not instructed to do a full
audit on the accounts receivable, and any conclusion about their

uncollectibility would be irresponsible and in violation of accept

Ar
LA

accounting procedures.
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Second, the language in the purchase agreement betiween ‘the
rental corporations and appellants leaves no doubt that the la:
did not expect the accounts receivable to be adjusted to reflect
uncollectibility.

Third, it was testified that due to the expense of a

g
}__l
(5]

udit,

and other representations of the then ovmers, the accounts receivable

were not expected to be audited.

And fourth, the care and competence of Haskins and Sells
refiected in the notes atvtached to the bslance sheet and in the sepa
accountont's qualified opinion. 1In both places the accountanus

explicitly recited that the accounts receivable had not been adjusted

1

to reflecv collectibility. The accountant's opinion ted:

C»

ol q
568

Our examination was made in accordance with genercally
accepied auditing snﬂndards, and accordingly included such
tests of the accounting records and such other auditving
orocedures . . . as we considered necessary in the circumstances,
excepting that in accordance with your instructions we
did not request any of the customers to confirm their
balances nor did we review collectibility of any trade
receivables.

The notes to the balance sheet stated:
The balance shown on the balance sheets is the total
of the daily accounts receivable records of the companies
and has not been adjusted to reflect uncollectible accounts,
. ) 2%, e /

the amount of which was not determined at December 31, 190L.

From this evidence the Court of Appeals was satisfied thav
appellecs, Haskins and Sells had exercised the care and competence of

their profession.

saulty Tunding Corvoration of America

Cne of the bispest scandals in the history of the insurance

C‘"

industry started to break, late March and early April, 1973, around
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the parent company, &quity Funding Corp. of America, a financial

service with a speedy growth record in insurance sales. The scandal
centers in Hguity Funding Iife Insurance Co. (ZFLIC), a key sub
sidiary. T

hie parent company which has four life insurence sub-

sidiaries reporied total life insurance in force of $6.5 billion

2
t

the end of 1972, Tguity Funding Iife accounted for half of that

e Le

The Tquity Funding scandal

1te

.5 far more massive than anyone at
first suspected. It involves more than 5120 million in nonexistant
assets and more than $2 billion bogus insurance policies. This

scandal has been going on since 196L.

How did this scheme work? ‘jquity funding Iife Insurance Co.
sold a pack that involved beoth life insurance and mutual fund shares.
The purchaser agreed to invest a certain amount of money in a mutual
fund. The shares he got were then used as collateral for a loan
from Equity Funding that was 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 would cash in enough of his fund
shares to pay off his total debt--leaving him, it was hoped, with
some fund stoclk remaining and a policy with a tidy cash value to it.
The company, meanwhile, was selling the insurance policies for cash
to the various roinsurers.H

™ 1970, someone at the company decided that it would be easy to
create phony policyholders, sell them phony insurance and peddle this
to the reinsurers.

The customers didn't exist. Their mutual fund shares didn't

yrist. The funded loans didn't exist. The phony customers' phony



pledges of their phony fund shares to buy phony insurance ultimately
became nmunbers on a computer tape, which then printed out phony assets
for Equity Funding Corporation's phony books.12

Tquity Funding filed for reorganization under Chapter 10 of the
Federal Bankruptcy Act on April 5, 1973. Robert Ioeffler, trustce
in bankruptcy said in a federal court hearing that he is "reasonably
confident!" the scandal-ridden company's audited balance sheets will

show assets 'al least equal to scheduled liabilities.® TFowever, his

appraisal didn't take into account Fouity Funding's cont

ingent liabilities

seelking millions in 2

'._J

Jleged securities fraud. The trusiee said at

.

least L3 class action suits have been filed against =quity Tunding.

"""" e
Action has also been brought against leading accounting firms: lolfson,
Wiener, Patoff, and Lapin; Haskins and Sells; Seidman and Seidman; and

Pealt, Marwick Mitchell & Co.

2 £,

Tt appears tnat the accounting firms may be held liable. It was

said that once a forgetful auditor left his black bag unlocked over-

e

night. An EFLTC executive, in full sight of others, grabbed the audit
plan and was able to anticipate the accountants' moves. Another time
an auditor wanted to send out policy confirmation letters to a sampling
of policyholders. WFLTC official, eager to help, did some of his
clerical chores for him., The letbters wound up addressed to branch
sales managers and agents, who dutifully filled out the forms themselves.

Tean after team of auditors had come and gone at BFLTC over the

a

nast years without uncovering this bogus business. This has not gone

bo court yet but it is quite possible that the accountants may be found



liable. Accountants are not always liable if they fail to detect fraud.

¥

However, they can be held liable if they fail to detect the fraud if

it was caused by ordinary negligence, gross negligence, or constructive

O

fraud on their part.

Dquity Funding Tife appears to have about 33,000 genuine

insurance policies totaling about $1.28 billion and the legitimate
13
policy holders appear safe. The Aguity Funding Corporation unit had

claimed 97,000 policiecs totaling about $3.2 billion.
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VI. SUMIRY

As the cases indicate, the scope of the accountants! respon-

Ly

sibility has been extended in the past

=

ew years, and it does not

appear that this trend towards greater responsibililty is abating.

Tn the 1136 Tenants' Corporatvion case the court tool the position

that a firm of certified public accountants negligently performed
"write up services!" since, according to the court, a write up requires
the accountants to perform certain auditing procedures, and had the
accountants performed auditing procedures, they would have or should
have discovered defalcations by the bookkeeper.

In some recent cases the courts are setting the standards in
EC review for the accounting profession. It should be noted,
however, that the courts are doing so only where the accounting
profession, in the opinion of the court, has been deficient in not
adequately providing its own standards, e.g., BarChris case. The
accounting profession witnessed an expansion of its responsibilities
for a previous audit report to include informing the public of
findings discovered 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 vthe Yale ixpress

case.

The courts are going to judge accountants in accordance with

standards of materiality and full disclosure which have been developed

L9



50

under the federal securities laws, and nolt necessarily in accordance
with standards developed by the accounting profession. lloreover, the
courtvs Judgment will be based on hindsight not available to the certified
public accountant at the time he performs the services subsequently

questioned. By the time the dispute about the accountants responsibility

(99
o

reaches vhe court, there has been an opportunity to examine every aspect
of the engagement performed.

The court in the Continental Vending case said thabt when an auditor

o

i

knows or suspects a dishonest diversion of funds sufficiently large

to imperil his client's solvency, bthere must be exceptional disclosure
or exceptional measures to make it good and to prevent recurrence.

In this case, the conflicl of experts pointed out the advantaze of

having professional standards spelled out. The Rhode Island Trust case

showed the advantage of stating all the reasons why an overall opinion
cannot be expressed and the importance of working papers. Through

the cases that have gone to court, accountants can learn from other
professionalts mistakes.

Concepts of accountants! legal liability are changing. The changes
are generally in the direction of greater responsibility, and therefore,
greater exposure to liability bto the public. Neither the regulatory
agencies, the accounting profession nor the courts have been entirely
consistent in this area.

A court can find liability on the part of the accountant if there
was anything in the record, including the work papers on which the

court could conclude that (a) if the auditor had investigated further
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he might have discovered the problem, and (b) his failure to investi-

gate further was a result of the negligent performance of his engage-

e
20

mens., This was shown in the BarChris case. The judge felt the

accountant failed to spend adequatbe time on the S-1 review and accepted
glib answers from management instead of investigating further.

There does not appear to be any short, simple and mechanical way
for the auditor to resolve his problems of when auditing procedures
should be extended, or of materiality and fair presentation, including
fair disclosure. In cach case, the auditor must exercise his judgment
in the light of the circumstances, the criteria set forth in the court

cases and the best experience he can bring ©to the question.
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