
AUDITOR'S LEGAL LIABILITYPRIVATE 

I.    
General Comments
      
A.
Increasingly litigious society


-‑For all professionals, particularly accountants



--Since 1984, aggregate premiums for the eleven largest accounting firms in the United States have 
multiplied by a factor of five, while available coverage has been  cut in half.

      
B.
Originally, F/S‑‑bankers, creditors



Now, F/S‑‑investors



Accordingly, accountant's exposure is much greater

      
C. 
Responsibility for financial statements‑‑

      
D.
Auditor's responsibility‑‑determine that F/S are not materially misstated as a result of errors or irregularities

      
E.
Areas of accountant's liability



1.
Common law (case law)



2.
Statutory law (SEC regulations)



3.
Criminal law

II.  
Common Law Liability--CASE LAW--

     
A.
Liability to clients‑‑direct contractual relationship


         1.
Liability occurs if accountant fails to perform as agreed under contract 



     
  i.
Accoun​tants are required to perform professionally with same degree of skill and judgment  possessed by an average accountant



    
 ii.
Accountant is not an insurer of F/S and thus does not guarantee against losses from irregularities.




The "normal" audit is not intended to uncover fraud, shortages, defalcations, or irregularities in general but is meant to provide audit evidence to express an opinion on fairness of F/S.



   
iii.
Accountant is not normally liable for failure to detect fraud, irregularities, etc. unless








a.
"Normal" audit would have detected it, or





b.  
Accountant by agreement has undertaken greater responsibility such as defalcation audit



   
iv.
The accountant is liable for damages attributable to his





a. 
Breach of contract




 
b. 
Negligence‑‑lack of reasonable due care




 
c.
Gross negligence‑‑lack of even slight care




 
d. 
Fraud‑‑intentional wrongful act causing harm



2.
  Damages




  i.
For the accountant to be liable, damages must be the proximate result of negligence




 ii. 
Limited to losses that use of reasonable care would have avoided




iii.     Punitive damages not normally allowed for breach of contract or ordinary negligence



3.
Defenses




 i.
Best defense is to show that you did a high quality audit




ii. 
Contributory negligence may be a defense in many states if client's own negligence 





substantially contributed to accountant's failure to perform audit adequately.


B.
Liability to third parties


1.
For many years, the courts held that the CPA's liability extended only to those with whom he was in privity.  In the normal accountant‑client relationship, there is no privity of contract between accountants and third parties. Traditionally, accountants could use a defense of no privity against suing third parties. More recently, the courts have expanded liability to some 



third parties:




i.
1931‑‑Ultramares‑‑landmark decision




     
        --upheld precedent that disallows third party action for ordinary negligence





        ‑‑set precedent that allowed third party action for gross negligence



2.
The courts now allowing third parties in all states to recover damages when gross negligence or fraud  is involved.



3.
The ability of third parties to recover against accountants for negligence is more complex and varies by state.




 i.
Credit Alliance States--allow recovery to third party beneficiaries



        

Third‑party beneficiary ‑‑ client and accountant intended this party to be primary beneficiary under contract




ii.
Second Restatement of Torts States--allow recovery to foreseen parties





Foreseen party ‑‑ nonprivity third party who CPA knew  would rely on financial statements for specified transaction



             
 --Leading case is Rusch Factors--1968



       iii. 
 Rosenblum States--allow recovery to all those whom the auditor should reasonably foresee as recipients of financial statements




   
Foreseeable party ‑‑ nonprivity third party not identified to the CPA by specified person or member of limited class, who may foreseeably be expected to receive the accountant's audit report, and in some way to act or forebear to act in reliance upon it.  










Foreseeable third persons have some form of business relationship to or interest in the client which makes such reliance plausible.



4.
To recover damages, plaintiff must prove




i.
Material misstatement or omission on financial statements




ii. 
Accountant's fault caused damages to third party





  a.
Actual damages if based on negligence





  b.
Actual damages plus punitive damages may be added if based on gross 
negligence or fraud

III.
Statutory Law

Although the intention of the Securities Act was good (to protect the investing public), the legislation hasbeen a nightmare for CPAs.


A.
Securities Act of 1933 ‑‑ regulates the initial offering of securities through the mails or interstate commerce.  Companies must file registration statements (R/S) and prospectus which contain F/S 
that have been audited by an independent CPA.



1.
Section 11 of the Securities Act of 1933 makes it unlawful for the  initial registration statement to contain an untrue material fact or to omit a material fact



2.
Proof requirements

   


i.
Any purchaser of registered securities may sue; the purchaser generally must prove that the specific security was offered through the R/S




ii.
Plaintiff (purchaser) must prove damages were incurred




iii.
Plaintiff must prove there was material misstatement or omission in the F/S included in the R/S




iv.
Plaintiff need not prove reliance on F/S (unless purchase took place after one year of 
the offering)



3.
Defenses

     

     
If  "ii" and "iii" above are proven, it is a prima facie case (sufficient to win against the CPA unless rebutted) and shifts the burden of proof to accountant who may  escape liability by 



proving




i.
Due Diligence -- i.e. after reasonable investiga​tion the CPA has reasonable grounds to believe that the F/S were true and there was no material misstatement




ii.
Plaintiff knew financial statements were incorrect when investment was made, or




iii.
Lack of causation ‑‑ loss was due to factors other than the misstatement or omission



4.
Key court decisions




i.
1940‑‑McKessons & Robbins





        -‑SEC found GAAS unacceptable






-‑ we are now required to observe Inv. and confirm A/R






-‑ implications for client integrity




ii.
1968‑‑Barchris





        -‑ effective date of R/S is later than B/S date

    



        ‑-  must perform adequate subsequent events review until the date of the registration statement

  



        --  also must review work of lower level staff


B.
Securities & Exchange Act of 1934 ‑‑regulates subsequent trading



1.
Regulates securities sold on national stock exchanges



2.
Requires each company to furnish to SEC an annual report (Form 10‑K) which includes audited F/S



3.
Accountant civil liability comes from Section 10 (and Rule 10b‑5) and Section 18




i.
Section 10 (and Rule 10b‑5) ‑‑ make it unlawful to



 

a.
Employ any device, scheme, or artifice to defraud





b.
Make untrue statement of material fact or omit a material fact





c.
Engage in act, practice, or course of business to commit fraud or deceit in connection with purchase or sale of security




ii.
Section 18 ‑‑ makes it unlawful to make false or misleading statement with respect to a material statement unless done in "good faith"



4.
Proof requirements




i.
Purchasers and sellers of registered securities may bring suit




ii.
Plaintiff (purchaser or seller) must prove damages were incurred




iii.
Plaintiff must prove there was a material misstatement or omission in the financial information




iv.
Plaintiff must prove reliance on the financial information




v.
Plaintiff must prove existence of scienter (the intent to deceive, manipulate, or defraud) 1976‑‑Hochfelder





       -‑ court found scienter a necessary requirement to recover damages





           under the 1934 Act



5.
The auditor's defense is to prove to scienter or no reliance.

IV.
Criminal Law


A.
Securities Act of 1933 and Securities Exchange Act of area 1934



1.
Can be found guilty for willful illegal conduct




i.
Omission of material facts needed to not mislead




ii.
Putting false information on the R/S




iii.
Examples of possible criminal actions





‑‑ CPA aids management in a fraudulent scheme





‑‑ CPA covers up prior year's F/S misstate​ments



2.
Subject to fine of up to $10,000 and/or up to 5 years in prison



3.
Key court decision

 


i.
Continental Vending (1969)




ii.
Equity Funding (1978)




iii.
ESM (1986)


B.
Criminal violation of Internal Revenue Code



1.
For willfully preparing a false return (perjury)



2.
For willfully assisting other to evade taxes (tax evasion)


C.
Federal False Statement Statute

D.
Federal Mail Fraud Statute

V.
Suggestions to limit liability

A.
Follow Standards (GAAS & QCS) conscientiously on all engagements.

 

1.
Clients.



2.
Training and supervision.


B.
Engagement letters detailing responsibilities (see QCS notes). In particular, the engagement letter should contain the following:



1.
Type and scope of engagement to avoid misunderstanding between CPA and client



2.
Limitations of an audit



3.
That engagement will not necessarily uncover fraud, mistakes, defalcations, or illegal actions



4.
Engagement letter should be signed by both parties



5.
1136 Tenants--


C.
Working Papers


1.
Adequate documentation



2.
Internal control memos to management



3.
Adequate disposition of exceptions

  
D.
Liability Insurance
  
E.
Get good legal counsel!
