
TEGALTIABILITY
CONSIDERATIONS
FORAUDITORS
It Takes The Net Profit From Many Audits
To Offset The Cost Of One Lawsuit
orange & Rankle, a cPA firm in san Jose, audited a small high-tech client that
develope.d software. A significant portion of the client's cap-ital was provided
by a syn.dicate of 40 limited.partners. The owners of these interests, including
several lawyers, were knowledgeable business and professional people. "

orange & Rankle audited the company lor 4 consecutive years, from its
inception, for an average annual fee of approximately $ee,obo. The audits
were well done by competent auditors. lt was clear to the firm and to others
who.subsequently reviewed the audits that they complied with auditing
standards in every way.

ln the middle of the fifth year of the company's existence, it became apparent
that the marketing plan it had developed was overly optimistic jnd the
company.was going to require additional capital or a significant strategy
change. The limited partners were polled and iefused to pr-ovide the capitll
The_ company folded its tent and filed bankruptcy. The limited partners lost
their investment in the company. They subsequenily filed a lawsuit against all
parties involved in the enterprise, including the aud'itors.

over the next several years, the auditors proceeded through the process
of preparing to defend themselves in the lawsuit. They went through
ggmplete discovery, hired an expert witness on auditing-related issue-s,
filed motions, and so forth. They attempted a settlement it various times,
but.the plaintiffs would not agree to a reasonable amount. Finally, during the second day of trial, the plaintiffs
settled for a nominal amount.

It was clear that the plaintiffs knew the auditors bore no fault but kept them in the suit anyway. The total out-of-pocket
cost to the audit firm was $5 million, not to mention personnel time, possible damage to ineir reputation, and general
stress and strain. Thus, the cost of this suit, in which ihe auditors weie completely iinocent, wai more than zi times
the average annual audit fee earned from this client.

After studying this chapter,
you should be able to

4-1 Understand the litigious environ-
ment in which CpAs practice.

4-2 Explain why the failure of financial
statement users to differentiate
among business failure, audit
failure, and audit risk has resulted
in lawsuits.

4-3 Use the primary legal concepts
and terms concerning
accountants'liability as a basis
for studying legal liability of
auditors.

4-4 Describe accountants' liability
to clients and related defenses.

4-5 Describe accountants' liability
to third parties under common
law and related defenses.

4-6 Describe accountants' civil
liability under the federal
securities laws and related
defenses.

4-7 Specify what constitutes criminal
liability for accountants.

4-8 Describe how the profession
and individual CPAs can reduce
the threat of litigation.



A. the auditors at orange & Rankle learned the hard way, legal liability and its consequences are significant.

elthough firms have insuiance to help alleviate the impact of assessed damages, the premiums are high^and the

policies"available to the firms require large deductibles. The amount of these deductibles is such that large firms are

issentially self-insured for losses of many millions of dollars.

This chapter on legal liability and the preceding one on professional ethics highlight the environment in which

CpAs operate. These .iupt.., provide an overr.iew olthe importance of protecting the profession's reputation of high

ethical standards, highlight .orrr.q,r..r.es accountants face when others believe they have failed to live up to those

standards, and show-ho* Cper .un b. held legally liable for the professional services they provide.

In this chapter we focus on legal liability for CPAs both on a conceptual level and in terms of specific legal suits

that have been-filed against CpAs. We also discuss actions available to the profession and individual practitioners

to minimize liability,ihil", at the same time, maintaining high ethical and professional standards and meeting the

needs ofsociety.

CHANGED LEGAL ENVIRONMENT

Understand the litigious
environment in which CPAs

practice.

professionals have always been required to provide a reasonable level of care while

performing work for those they serve. Under common law, audit professionals

Lu,r" u responsibility to fulfill implied or expressed contracts with clients. Should

auditors fait to provide the services or not exercise due care in their performance,

they are liable to their clients for negligence and/or breach ofcontract, and, in certain

circumstances, to parties other than their clients.

Although the ciiteria for legal actions against auditors by third parties vary by state,

the auditor generally owes a duty of care to third parties who are part of a limited group

of persons *hot" reliance is "foreseen" by the auditor. In addition to common law

tiability, auditors may be held liable to third parties under statutory law The Securities

Act of 1933, the Securities Exchange Act of 1934, and the Sarbanes-Oxley Act contain

provisions that serve as a basis for legal action against auditors. In rare cases, auditors

irave e.ren been held liable for criminal acts. A criminal conviction against an auditor can

result when plaintiffs demonstrate that the auditor intended to deceive or harm others.

Despite efforts by the profession to address legal liability of CPAs, both the

numbei of lawsuits and sizes of awards to plaintiffs remain high, including suits

involving third parties under both common law and the federal securities acts. No

simple ,Jurom explain this trend, but the following factors are major contributors:

. Growing awareness of the responsibilities of public accountants by users of
financial statements

. An increased consciousness on the part of the Securities and Exchange Commis-

sion (SEC) for its responsibility for protecting investors' interests

. The complexity of auditing and accounting functions caused by the increasing-

size of businesses, the globalization of business, and the complexities of
business operations and financing transactions

. The tendency of society to accept lawsuits by injured parties against anyone

who might be able to provide compensation, regardless of who was at fault,

coupled"with the joint and several liability doctrine (often called the deep-pocket

concept of liability)
. Global recession and tough economic times result in business failures, which

prompt stakeholders to seek restitution from others, including external auditors

. Large civil court judgments against CPA firms awarded in a few cases'

encJuraging attorneys to provide legal services on a contingent-fee basis, which

offers the inJured party apotential gain when the suit is successful, but minimal
losses when it is not

. Many CPA firms being willing to settle legal problems out of court in an

attempt to avoid costly legal fees and adverse publicity, rather than pursuing

resolution through the judicial process
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INTERNATIONAT

AFFILIATIONS

BRING LEGAT

EXPOSURE

ln the wake of a major accounting fraud in 200j
that exceeded $9 billion at ltalian dairy giant
Parmalat, CPA firms reviewed the structure of their
international affiliations to protect themselves from
legal exposure for the actions of their international
affiliates. ltaly's Crant Thornton SpA, a small
member firm of Crant Thornton lnternational,
was the accounting firm most directly associated
with the accounting scandal. The ltalian member
firm of Deloitte International was also involved
in the audit of Parmalat. Following disclosure
of the fraud and alleged audit deficiencies,
Grant Thornton lnternational expelled its ltalian
affiliate. Grant Thornton also declared that the
fraud occurred only within the ltalian affiliate,
and that it should not be legally liable for Grant
Thornton SpA's actions. However, Grant Thornton
and Deloitte lnternational, as well as their U.S.

member firms, were forced to defend themselves
in lawsuits related to parmalat.

The legal concept that makes one party
potentially responsible for the conduct of another
is known as "vicarious liability." ln response, both
the lnternational Federation of Accountants (IFAC)
and AICPA have taken actions to more clearly
define a "network" compared to an "association,,
as it relates to accounting firms. An association
ensures strict independence among the member
firms and does not have a common naming
structure or operating manuals. ln contrast, a
network structure includes common ownership or
control and does allow for common naming and
operating procedures.

Sources: l. Kevin Mead, "Find the Membership
Croup that's Right for Your Fim," Accounting Todoy
(luly 21, 2008) (www.webcpa.com); 2. Richard t.

Miller, "Liability for Someone Else's Sins: The Risks of
Accounting Firm Alliances,"./o urnol of Accountancy
(December 2006) pp. 30-32.

' The difficulty judges and jurors have understanding and interpreting technical
accounting and auditing matters

Litigation costs for accountants are a concern because they are borne by all members
ofsociety. In recent years, legislative efforts have attempted to control liiigation costs
by discouraging nonmeritorious lawsuits and by bringing damages more in line with
relative fault. Nevertheless, accountants' liability r.rrriirrr br.deisome and is a major
consideration in the conduct of a cpA firm's professional practice.

DISTINGUISHING BUSINESS FAILURE,
AUDIT FAIIURE, AND AUDIT RISK

Many-accounting and legal professionals believe that a major cause of lawsuits against
cPA firms is financial statement users'lack of understanding of two concepts:

1. The difference between a business failure and an audit failure
2. The difference between an audit failure and audit risk
A business failure occurs when a business is unable to repay its lenders or meet

the expectations of its investors because of economic or businesi conditions, such as
a recession, poor management decisions, or unexpected competition in the industry.
Audit failure occurs when the auditor issues an incorrect audit opinion because it
failed to comply with the requirements of auditing standards. An example is a firm
assigning unqualified assistants to perform certain audit tasks where they failed to
notice material misstatements in the client's records that a qualified audiior would
have found. Audit risk represents the possibility that the auditor concludes after
conducting an adequate audit that the financial statements were fairly stated when,
in fact, they were materially misstated. Audit risk is unavoidable, because auditors
gather evidence only on a test basis and because well-concealed frauds are extremelv
difficult to detect. An auditor may fully comply with auditing standards and still fail
to uncover a material misstatement due to fraud.

Accounting professionals tend to agree that in most cases, when an audit has failed
to uncover material misstatements and the wrong type of audit opinion is issued, it
is appropriate to question whether the auditor exercised due care ln performing the
audit. In cases of audit failure, the law often allows parties who suifered lossis to

Explain why the failure of
financial statement users
to differentiate among
business failure, audit
failure, and audit risk has
resulted in lawsuits.
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recover some or all of the losses caused by the audit failure. In practice, because of
the complexity of auditing, it is difficult to determine when the auditor has failed

to use due care. Also, legal precedent makes it difficult to determine who has the
right to expect the benefit of an audit and recover losses in the event of an audit
failure. Nevertheless, an auditor's failure to follow due care often results in liability
and, when appropriate, damages against the CPA firm.

As highlighted by the lawsuit against Orange & Rankle in the opening story, diff-
iculties often arise when a business failure, not an audit failure) occurs. For example,

when a company files for bankruptcy protection or cannot pay its debts, statement

users commonly claim that an audit failure has occurred, especially when the most

recently issued auditor's report indicates that the financial statements were fairly
stated. Even worse, if a business failure happens and the financial statements are

later determined to have been misstated, users may claim the auditor was negligent

even if the audit was conducted in accordance with auditing standards. This conflict
between statement users and auditors often arises because of an "expectation gap"

between users and auditors. Most auditors believe that the conduct of the audit in
accordance with auditing standards is all that can be expected of auditors. However,

many users believe that auditors guarantee the accuracy of financial statements, and

some users even believe that the auditor guarantees the financial viability of the
business. Fortunately for the profession, courts continue to support the auditor's
view. Nonetheless, the expectation gap often results in unwarranted lawsuits, which
ultimately result in millions of dollars spent in defense. The profession must continue
to educate statement users about the role of auditors and the differences between

business failure, audit failure, and audit risk. However, auditors must recognize that,
in part, the claims of audit failure result from the hope of those who suffer a business

loss to recover from any source, regardless ofwho is at fault'

LEGAL CONCEPTS AFFECTING LIABILITY

Prudent Person
Concept

A CPA is responsible for every aspect of his or her public accounting work, including
auditing, taxes, management advisory services, and accounting and bookkeeping
services. If a CPA failed to correctly prepare and file a client's tax return, the CPA

can be held liable for any penalties and interest that the client was required to pay

plus the tax preparation fee charged. In some states, the court can also assess puni-
tive damages.

Most of the major lawsuits against CPA firms have dealt with audited or unaudited

financial statements. The discussion in this chapter is restricted primarily to those

two aspects of public accounting. First, we examine several legal concepts pertinent
to lawsuits involving CPAs.

There is agreement within the profession and the courts that the auditor is not a

guarantor or insurer of financial statements. The auditor is expected only to conduct

the audit with due care, and is not expected to be perfect. This standard of due care is

often called the prudent person concept. It is express edin Cooley on Torts as follows:

. Every man who offers his service to another and is employed assumes the duty
to exercise in the employment such skill as he possesses with reasonable care

and diligence. In all these employments where peculiar skill is prerequisite, if
one offers his service, he is understood as holding himself out to the public as

possessing the degree of skill commonly possessed by others in the same employ-

ment, and, if his pretensions are unfounded, he commits a species of fraud
upon eyery man who employs him in reliance on his public profession. But no

man, whether skilled or unskilled, undertakes that the task he assumes shall
be performed successfully, and without fault or error. He undertakes for good

faith and integrity, but not for infallibility, and he is liable to his employer for

Use the primary legal
concepts and terms con-
cerning accountants' liability
as a basis for studying legal

liability of auditors.
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negligence, bad faith, or dishonesty, but not for losses consequent upon pure
errors ofjudgment.

Generally, the partners, or shareholders in the case of a professional corporation, are
jointly liable for the civil actions against any owner. It is different, however, if the firm
operates as a limited liability partnership (LLp), a limited liability company (LLC), a
general corporation, or a professional corporation with limited liability. Under these
business structures, the liability for one owner's actions does not extend to another owner's
personal assefs, unless the other owner was directly involved in the actions of the owner
causing the liability. Of course, the firm's assets are all subject to the damages that arise.

The partners may also be liable for the work of others on whom they rely under
the laws of agency. The three groups an auditor is most likely to rely on aie employees,
othgr CP! firms engaged to do part of the work, and specialisrs called upon to irovide
technical information. If an employee performs improperly in doing an audit, the
partners can be held liable for the employee's performance.

Under common law, CPAs do not have the right to withhold information from the
courts on the grounds that the information is privileged. Confidential discussions
between the client and auditor cannot be withheld from ihe courts. (See pages 144 and
145 in chapter 5 on how auditorb documentation can be subpoenaed by a iourt.)

Several states have statutes that permit privileged communication between the
client and auditor. Even then, the intent at the timetf the communication must have
been for the communication to remain confidential. A CPA can refuse to testify in
a state with privileged communications statutes. However, that privilege does not
extend to federal courts.

Before proceeding in the discussion of legal liability, we examine several common legal
terms that affect CPAs'liability. These terms are defined in Table 4-1. Take a momJnt
to review these definitions. When the auditor has failed to conduct an adequate

tiability for the
Acts of Others

Lack of Privileged
Communication

Legal Terms Affecting
CPAs'Liability

legal Terms Affecting CPAs' tiability

Terms Related to Negligence and Fraud

Ordinary negligence

Gross negligence

Constructive fraud

Absence of reasonable care that can be expected of a person in a set of circumstances, For auditors, it is in
terms of what other competent auditors would have done in the same situation.

Lack of even slight care, tantamount to reckless behavior, that can be expected of a person. Some states do
not distinguish between ordinary and gross negligence.

Existence of extreme or unusual negligence even though there was no intent to deceive or do harm.
Constructive fraud is also termed recklessness. Recklessness in the case of an audit is present if the auditor
knew an adequate audit was not done but still issued an opinion, even though there was no intention of
deceiving statement users.

occurs when a misstatement is made and there is both the knowledge of its falsity and the intent to deceive.

Terms Related to Contract Law

Breach of contract

Third-party beneficiary

Fajlure of one or both parties in a contract to fulfill the requirements of the contract. An example is the
failure of a CPA firm to deliver a tax return on the agreed-upon date. parties who have a relationship that is
established by a contract are said to have privity of contract.

A third party who does not have privity of contract but is known to the contracting parties and is intended
to have certain rights and benefits under the contract, A common example is a dank that has a large loan
outstanding at the balance sheet date and requires an audit as a part of its loan agreement. Whilelhe
contract for the audit engagement is between the client and the audit firm, both parties are aware the bank
will be relying on the audited financial statements.

(continued on the following page)
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Legal Terms Affecting CPAs'Liabilltrl $ont.)

Common law

Statutory law

Joint and several liability

Laws that have been developed through court decisions rather than through government statutes.

Laws that have been passed by the U.S. Congress and other governmental units. The Securities Acts of 1933

and t 9i+ and Sarbanes-Oxley Act of 2002 are important statutory laws affecting auditors.

The assessment against a defendant of the full loss suffered by a plaintiff, regardless of the extent to which

other parties shired in the wrongdoing. For example, if management intentionally misstates financial

statements, an auditor can be asiessed the entire loss to shareholders if the company is bankrupt and

management is unable to pay.

The assessment against a defendant ofthat portion ofthe damage caused bythe defendant's negligence. For

example, if the courts determine that an auditor's negligence in conducting an audit was the cause of 300/o

of a loss to a defendant, only 500/o of the aggregate damage will be assessed to the CPA firm'

Sources of
Legal Liability

audit, liability may depend on the level of negligence, which can range from ordinary
negligence to fraud. Also note the distinction between joint and several liability and

separate and proportionate liability, because the amounts assessed will likely vary

greatly between these two approaches when courts assess damages. Generally, these

du-ug" approaches only apply in cases of liability to third parties under common law

ana unaei ihe federal securities laws. When lawsuits are filed in state court, state laws

determine which approach to damages applies. When lawsuits are brought under

the federal securities laws, the separate and proportionate approach applies, except

where it can be shown that the CPA defendant had actual knowledge of fraud or

has participated in fraud, in which case joint and several liability applies. U1d9r.1fe

fedeial staiutes, the amount of damages under separate and proportionate liability
can be increased to i50 percent of the amount determined to be proportionate to the

CPAs degree of fault when the main defendant is insolvent.

The remainder of this chapter addresses the four sources of auditor's legal liability:

Liability to clients
Liability to third parties under common law
Civil liability under the federal securities laws

Criminal liability

Figure 4-1 provides examples of each of these classifications of liability. Let's examine

each of these liability classifications in more detail.

1.

2.

4.

LIABILITY TO CLIENTS

102

The most common source of lawsuits against CPAs is from clients. The suits vary

widely, including such claims as failure to complete a nonaudit engagement on the

agreed-upon daie, inappropriate withdrawal from an audit, failure to discover an

,l^b"rrli^ent (theft of assets), and breach of the confidentiality requirements of
CpAs. T1pically, the amount of these lawsuits is relatively small, and they do not

receive the publicity often given to suits involving third parties.

A typical lawsuit brought by a client involves a claim that the auditor did not

discover^an employee theft as a result of negligence in the conduct of the audit. The

lawsuit can be for breach of contract, a tort action for negligence, or both. Tort actions

are more common because the amounts recoverable under them are normally larger

than under breach of contract. Tort actions can be based on ordinary negligence,

gross negligence, or fraud. Refer to Table 4-1 for distinctions among these three levels

of negligent actions.

Part 1 ITHE PROFESSION OF AUDITINC



Four Maior Sources of Auditors' tegal Liability

Liability to Clients

Liability to third parties
under common law

Civil liability under federal
securities laws

Criminal liability

Client sues auditor for not discovering a material fraud during the audit.

Bank sues auditor for not discovering that a borrower's financial statements are materially
misstated.

Co.mbined group of stockholders sues auditor for not discovering materiality misstated
financial statements.

Federal government prosecutes auditor for knowingly issuing an incorrect audit report.

The principal issue in cases involving alleged negligence is usually the level
of care required. Although it is generally agreed that no bne is perfect, not even a
professional, in most instances, any significant error or mistake in ludgment creates
at least a presumption of negligence that the professional will have to refiut. In audits,
failure to meet auditing standards is often conclusive evidence of negligence. Let's
examine a typical case that raised the question of negligent pe.formance by a CpA
firm: Cenco Incorporated v. Seidmon 6 Seidman. The case, which is described i., *o..
detail in Figure 4-2, involved alleged negligence by the auditor in failing to find fraud.
In the legal suit by Cenco's management, the auditor was able to sucJessfully argue
that it was not negligent and that the previous management team's deceitful acti[ns
prevented the auditor from uncovering the fraud.

The question of level of care becomes more difficult in the environment of a
review or a compilation of financial statements in which there are fewer accepted
standards to evaluate performance. Figure q-l @.104) summarizes a widely kntwn
example of a lawsuit dealing with the failure to uncover fraud in unaudited hnancial
statements. Although the CPA was never engaged to conduct an audit for the 1136
Tenants Corporation, the CPA was found liable for failing to detect an embezzlement
scheme conducted by one of the client's managers. One of the reasons for this outcome
was the lack of a clear understanding between the client and the CPA as to the exact
nature of the services to be performed by the CpA. As noted in Figure 4-3, engagement
letters between the client and the cpA firm developed u, u ,"rrlt of this .u'r"l No*,
CPA firms and clients typically sign engagement letters, which are required for

t05

Cenco lncorporoted v. Seidman & Seidmon (t9S2) -
tiability to Clients

Between 1970 and Ig75 Cenco's.managerial employees, ultimately including top management,
were involved in a massive fraud to inflate the value of the company's invintory. This-in turn
enabled the company to borrow money at a lower interest rate and io o'btain highei fire insurance
settlements than were proper. After the fraud was discovered by an emploiee of Cenco and
reported to the SEC, a class action suit was filed by stockholders against Cenco, its management,
and its auditors. The CPA firm settled out of court on the class actioi suit by paying $s.s m'illion.

-, By low.!ew management was operating Cenco. They brought a second jui*gainst the CpA
firm on behalf of Cenco for breach. of contrait, professional n"!lig"n.", and fraudi. The primiry
defense used by the CPA firm was that a diligent attempt *ut rnid6 on tire part of the auditors to
follow up any in.dications of fraud, but the combined efforts of a large number of Cenco's ,unug"-
ment Prevented them from uncovering the fraud. The CPA firm argued that the wrongdoings"of
management were a valid defense against the charges.

The Seventh Circuit Court of Appeals concluded that the CPA firm was not responsible in this
c,ase..The wrorgdoings of Cenco's management were considered an appropriate defense against
the charges of breach of contract, negligence, and fraud, even though t'he management no l"onger
worked for the company. Considering management's involvement. itre CpR firm was not deem-ed
negligent.

Source: Cenco, lnc., v. Seidmon & Seidmon,686 F. 2nd 449 (1992).

Chapter 4 / LECAL LIABILITY CONSTDERATTONS FOR AUDTTORS



llt6 Tenonts v. Max Rothenberg ond Compony 11967l-
Liability to Clients

The ll36 Tenonts case was a civil case concerning a CPAs failure to uncover fraud as a part of
unaudited financial statements. The tenants recovered approximately $235,000.

A CpA firm was engaged by a real estate management agent for $600 Per year to PrePare
financial statements, a iai return, and a schedule showing the apportionment of real estate
taxes for the II36 Tenants Corporation, a cooperative apartment house. The statements were

sent periodically to the tenants. The statements included the words unoudited, and there was a

covei l"tter stiting that "the statement was prepared from the books and records of the

cooperative and no independent verifications were taken thereon."
During the period of the engagement, from 1963 to 1965, the manaSer of the management

firm embeizled significant funds from the tenants of the cooperative. The tenants sued the CPA

firm for negligence and breach of contract for failure to find the fraud.
There were two central issues in the case. Was the CPA firm engaged to do an audit instead

of only accounting, and was there negligence on the part of the CPAfirm?.The court answered
yes on both counis. The reasoning for the court's conclusion that an audit had taken place was

ihe performance of "some audit procedures" by the CPA firm, including the preparation..of 
.a

worksheet entitled "missing invoices." Had the CPA followed up on these, the fraud would likely
have been uncovered. Mosl important, the court concluded that even if the engagement had

not been considered an audit, the CPA had a duty to follow up on any potential significant
exceptions uncovered during an engagement.

Two developments resulted from the 1136 Tenonts case and similar lawsuits concerning
unaudited financial statements:

. Engagement letters between the CPA and client were strongly recommended for all engage-

minis, but especially for unaudited engagements. The letter should clearly define the intent
of the engagement, the CPAs responsibilities, and any restrictions imposed on the CPA.

. The Accouniing and Review Services Committee (ARSC) was formed as a major committe.e
of the AICPA to set forth guidelines for unaudited financial statements of nonpublic
companies. The role of the ARSC and services other than audits are included in Chapter 25.

source: I136 Tenonts Corpototion u. Mox Rothenberg & Compony,227 New York supp,, 2nd 996 (1967)

Auditort Defenses
Against Client Suits

audits, to formalize their agreements about the services to be provided, fees, and

timing. Privity of contract (see breach of contract in Table 4-1 on pages 101 and 102)

can exist without a written agreement, but an engagement letter defines the contract

more clearly.

The CPA fi.rm normally uses one or a combination of four defenses when there are

legal claims by clients: lack of duty to perform the service, nonnegliSent performance,

contributory negligence, and absence of causal connection.

Lack of Duty The lack of duty to perform the service means that the CPA firm
claims that there was no implied or expressed contract. For example, the CPA firm
might claim that misstatements were not uncovered because the firm did a review

,.rri.", not an audit. The CPAs use of an engagement letter provides a basis to

demonstrate a lack of duty to perform. Many litigation experts believe that a well-

written engagement letter significantly reduces the likelihood of adverse legal actions.

Engagement letters are further discussed in Chapter 8.

Nonnegligent Performance For nonnegligent performance in an audit, the CPA

firm claimi that the audit was performed in accordance with auditing standards. Even

if there were undiscovered misstatements, the auditor is not responsible if the audit

was conducted properly. The prudent person concept (discussed on pages 100 and 101)

establishes in law that the CPA firm is not expected to be infallible. Similarly, auditing

standards make it clear that an audit is subject to limitations and cannot be relied

on for complete assurance that all misstatements will be found. Requiring auditors

to discover all material misstatements would, in essence, make them insurers or
guarantors of the accuracy of the financial statements. The courts do not require that.

Contributory Negligence A defense of contributory negligence exists when
the auditor claims the client's own actions either resulted in the loss that is the
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basis for damages or interfered with the conduct of the audit in such a way that
prevented the auditor from discovering the cause of the loss. Suppose a client claims
that a CPA firm was negligent in not uncovering an employee's theft of cash. If the
CPA firm had notified the client (preferably in writing) of a deficiency in internal
control that would have prevented the theft but management did not correct it,
the cPA firm would have a defense of contributory negligence. or, suppose a CpA
firm failed to determine that certain accounts receivable were uncoliectible and,
in reviewing collectibility, the auditors were lied to and given false documents by
the credit manager. in this circumstance, assuming the audit of accounts receivable
was done in accordance with auditing standards, the auditor can claim a defense of
contributory negligence.

Absence of Causal Connection To succeed in an action against the auditor,
the client must be able to show that there is a close causal connection between the
auditor's failure to follow auditing standards and the damages suffered by the client.
Assume that an auditor failed to complete an audit on the agreed-upon date. The
client alleges that this caused a bank not to renew an outstanding loan, which caused
damages. A potential auditor defense is that the bank refused to renew the loan for
other reasons, such as the weakening financial condition of the client. This defense is
called an absence ofcausal connection.

LIABILITY TO THIRD PARTIES UNDER COMMON LAW
In addition to being sued by clients, CPAs may be liable to third parties under
common law. Third parties include actual and potential stockholders, vendors,
bankers and other creditors, employees, and customers. A CpA firm may be liable
to third parties if a loss was incurred by the claimant due to reliance on misleading
financial statements. A typical suit occurs when a bank is unable to collect a major
loan from an insolvent customer and the bank then claims that misleading audited
financial statements were relied on in making the loan and that the CPA firm should
be held responsible because it failed to perform the audit with due care.

The leading precedent-setting auditing case in third-party liability was (Jltramares
corporation v. Touche (1931), which established the affamares d.octrine. Take a
moment to read the summary of the case in Figure 4-4.

In this case, the court held that although the accountants were negligent, they
were not liable to the creditors because the creditors were not a primary beneficiary.
In this context, a primary beneficiary is one about whom the auditor was informed
before conducting the audit (a known third party) . This case established a precedent,
commonly called the Ultramares doctrine, that ordinary negligence is insufficient
for liability to third parties because of the lack of privity of contractbetween the third

Describe accountants'
liability to third parties
under common law and
related defenses.

Ultramares Doctrine

Ultromares Corporotion v. Touche (t9Il) - tiability to
Third Parties

The creditors of an insolvent corporation (Ultramares) relied on the audited financials and subse-
quently sued the accountants, alleging that they were guilty of negligence and fraudulent misrep-
resentation. The accounts receivable had been falsified by adding to approximately $650,000 in
accounts receivable another item of over $7OO,OO0. The creditors alleged that careful investigation
would have shown the $700,000 to be fraudulent. The accountj payable contained sr-milar
discrepancies.

The court held that the accountants had been negligent but ruled that accountants would
not be liable to third parties for honest blunders beyond the bounds of the original contract unless
they were primary beneficiaries. The court held that only one who enters into a contract with an
accountant for services can sue if those services are rendered negligently.

Sour ce'. U ltro ma res v. To u che, I 74 N.E. 441 (N.Y. I 93 I ).
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Foreseen Users

party and the auditor, unless the third party is a primary beneficiary. However, in a
subsequent trial of the [Jltramares case, the court pointed out that had there been

fraud or gross negligence on the part of the auditor, the auditor could be held liable to
third parties who are not primary beneficiaries.

In recent years, courts have broadened the [Jltramares doctrine to allow recovery by
third parties in more circumstances by introducing the concept of foreseen users,

who are members of a limited class of users that the auditor knows will rely on the
financial statements. For example, a bank that has loans outstanding to a client at

the balance sheet date may be a foreseen user. Under this concept, a foreseen user is

treated the same as a known third party.
Although the concept of foreseen users may appear straightforward, courts have

generated several different interpretations. At present, the three leading approaches

taken by the courts that have emerged are described as follows:

Credit Alliance In Credit Alliance v. Arthur Andersen dv Co. (1986) in New York, a

lender brought suit against the auditor of one of its borrowers, claiming that it relied
on the financial statements of the borrower, who was in default, in granting the loan.

The New York State Court of Appeals upheld the basic concept of privity established
by [Jltramares and stated that to be liable (1) an auditor must know and intend that
the work product would be used by the third party for a specific purpose, and (2) the
knowledge and intent must be evidenced by the auditor's conduct.

Restatement of Torts The approach followed by most states is to apply the
rule cited in the Restatement of Torts, an authoritative set of legal principles. The
Restatement Rule is that foreseen users must be members of a reasonably limited and

identifiable group of users who have relied on the CPAs work, such as creditors, even

though those persons were not specifically known to the CPA at the time the work
was done. A leading case supporting the application of this rule is Rusch Factors v.

Levin, as presented in Figure 4-5.

Foreseeable User The broadest interpretation of the rights of third-party bene-

ficiaries is to use the concept offoreseeable users. Under this concept, any users who
the auditor should have reasonably been able to foresee as likely users of the client's

financial statements have the same rights as those with privity of contract. These

users are often called an unlimited class. Although a significant number of states

followed this approach in the past, it is now used in only two states.

Table 4-2 summarizes the three approaches to third-party liability taken by the

courts under common law. There is confusion caused by these differing views of
liability to third parties under common law, but the movement is clearly away from
the foreseeable user approach, and thus toward the first two approaches. For example,

in Bily v. Arthur Young (1992), the California Supreme Court reversed a lower court
decision against Arthur Young, clearly upholding the Restatement doctrine. In its
decision, the court stated that "an auditor owes no general duty ofcare regarding the

Rusch Foctorsv, Levin (196s)-tiability to Third Parties

The plaintiff, Rusch Factors, a lender, asked the defendant auditor to audit the financial statements
of a company seeking a loan. The auditor, Levin, issued an unqualified opinion on the financial
statements, indicating that the company was solvent when, in fact, it was insolvent. The plaintiff
loaned the company money, suffered a subsequent loss, and sued the auditor for recovery.

The auditor's defense in the case was based on the absence of privity on the part of Rusch

Factors. The court found in favor of this plaintiff. Although the court could have found in favor of
Rusch Factors under lJltromores in that it was a primary beneficiary, it chose to rely on the
Restotement of Torts, stating that the auditor should be liable for ordinary negligence in audits
where the financial statements are relied on by octuolly foreseen ond limited c/osses of persons.

Source: Rusch Foctots, lnc., v. Levin,284 F. Supp. 85 (D.C.R.l. 1968).
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Approaches courts Take to Assign Third-party Liability under Gommon Law

lnterpretation Approaches by Courts and Example Cases Definition of Third-Party User Example

Primary beneficiary/identified user
Ultromores Corporation v. Iouche (l9Jl)
Credit Allionce v. Arthur Andersen (1986)

Auditor knows and intends that
user will use audit report.

Reasonably limited and
identifiable group of users who
have relied on the auditor's
work.

An unlimited class of users
that the auditor should have
reasonably been able to
foresee as being likely users of
the financial statements.

Auditor is aware of bank loan
agreement that requires audited
financial statements.

Bank or trade creditors when the
auditor is aware that the client
has provided audited financial
statements to such users.

A trade creditor that has not
previously conducted business
with the client. That client has not
furnished financial statements
to trade creditors in the past.

conduct ofan audit to persons other than the client" and reasoned that the potential
liability to auditors under the foreseeable user doctrine would be distinctly out of
proportion to any fault.

Three of the four defenses available to auditors in suits by clients are also available
in third-party lawsuits: lack of duty to perform the service, nonnegligent performance,
and absence of causal connection. Contributory negligence is ordinarily not available
because a third party is not in a position to contribute to misstated financial statements.

A lack of duty defense in third-party suits contends lack of privity of contract.
The extent to which privity of contract is an appropriate defense and the nature of the
defense depend heavily on the approach to foreseen users in the state and the judicial
jurisdiction of the case.

If the auditor is unsuccessful in using the lack of duty defense to have a case
dismissed, the preferred defense in third-party suits is nonnegligent performance.
If the auditor conducted the audit in accordance with auditing standards, that
eliminates the need for the other defenses. Unfortunately, nonnegligent performance
can be difficult to demonstrate to a court, especially in jury trials when laypeople
with no accounting experience make up the jury.

Absence of causal connection in third-party suits often means nonreliance on
the financial statements by the user. Assume that the auditor can demonstrate that
a lender relied on an ongoing banking relationship with a customer, rather than the
financial statements, in making a loan. In that situation, auditor negligence in the
conduct of the audit is not relevant. Of course, it is difficult to prove nonreliance on
the financial statements. Absence of causal connection can be difficult to establish
because users may claim reliance on the statements even when investment or loan
decisions were made without considering the company's financial condition.

Auditor
Defenses Against
Third-Party Suits

CIVIL LIABITITY UNDER THE FEDERAL SECURITIES LAWS
Although there has been some growth in actions brought against accountants by
glients and third parties under common law, the greatest growth in CPA liability
litigation has been under the federal securities laws. Litigants commonly seek federal
remedies because of the availability of class-action litigation and the ability to obtain
significant damages from defendants.

Other factors also make federal courts attractive to litigants. For example, several
sections of the securities laws impose strict liability standards on CPAs and federal

Describe accountants' civil
Iiability under the federal
securities laws and related
defenses.
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Securities Act of 1955

Securities Exchange
Act of I954

courts are often likely to favor plaintiffs in lawsuits when there are strict standards.

However, fairly recent tort reform legislation may result in a reduction of negative

outcomes for CPA firms in federal courts.

The Securities Act of 1933 deals only with the reporting requirements for companies

issuing new securities, including the information in registration statements and
prospectuses. The only parties who can recover from auditors under the 1933 actare
the original purchasers of securities. The amount of the potential recovery equals the
original purchase price less the value of the securities at the time of the suit. (If the
securities have been sold, users can recover the amount of the loss incurred.)

The Securities Act of 1933 imposes an unusual burden on the auditor. Section 11

of the 1933 act defines the rights of third parties and auditors, which are summarized
as follows:

. Any third party who purchased securities described in the registration statement

may sue the auditor for material misrepresentations or omissions in audited
financial statements included in the registration statement.

. Third-party users do not have the burden of proof that they relied on the
financial statements or that the auditor was negligent or fraudulent in doing the
audit. Users must only prove that the audited financial statements contained a

material misrepresentation or omission.
. The auditor has the burden of demonstrating as a defense that (1) an adequate

audit was conducted or (2) all or a portion of the plaintiff's loss was caused by
factors other than the misleading financial statements. The 1933 act is the only
common or statutory law where the burden of proof is on the defendant.

Furthermore, the auditor is responsible for making sure that the financial state-

ments arc fairly stated beyond the date of issuance, up to the date the registration
statement becomes effective, which can be several months later. Assume that the audit
report date for December 31,2012, financial statements is February 10,2013, but the
registration statement is dated November l,2013.In a typical audit, the auditor must
review transactions through the audit report date, February 10, 2013. In statements

filed under the 1933 act, the auditor is responsible for reviewing transactions -
for almost nine additional months - through the registration statement date,

November 1,2013.
Although the burden may appear harsh to auditors, there have been relatively few

cases tried under the 1933 act. One of the most significant is Escott et al. v. BarChris
Construction Corporation (1968). As noted in Figure 4-6, the CPA firm was held liable

for a lack of due diligence required under the 1933 act when performing its review of
events occurring subsequent to the balance sheet date. This case brought about two
noteworthy consequences :

1. Auditing standards were changed to require greater emphasis on procedures

that the auditor must perform for events subsequent to the balance sheet date.

2. A greater emphasis began to be placed on the importance of the audit staff
understanding the client's business and industry.

The liability of auditors under the Securities Exchange Act of 1934 often centers on
the audited financial statements issued to the public in annual reports submitted to
the SEC as a part of annual Form 10-K reports. Every company with securities traded
on national and over-the-counter exchanges is required to submit audited statements

annually. Obviously, a much larger number of statements fall under the 1934 act than
under the 1933 act.

Auditors also face potential legal exposure for quarterly information (Form 10-Q)

or other reporting information filed with the SEC, such as an unusual event filed in a

Form 8-K. The auditor must perform a review of the Form i0-Q before it is filed with
the SEC, and the auditor is frequently involved in reviewing the information in other
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Escott et ol. v. BorChris Construction Corporation (t9GS)-
Securities Act of tgII

BarChris filed an S-l registration statement with the SEC in I96l for the issuance of convertible
subordinated debentures, there,by subjecting the company to the Securities Act of I933. Approxi-
mately I7 months later, BarChris filed for bankruptcy. The purchasers of the debentures filed suit
against the CPA firm under the lgii act.

. T!" most significant issue of the case, especially to audit staff personnel, was the matter of
the review for events subsequent to the balance sheet, called an S-l review for registration state-
ments. The courts concluded that the CPA firm's written audit program was in cionformity with
auditing standards in existence at that time. However, they werelighly critical of the auditor
conducting the review, who was inexperienced in audits of constructioi companies, for the failure
to appropriately follow uP on answers by management. The following is an important part of the
court's opinion in the case:

' Accountants should not be held to a higher standard than that recognized in their profession.
I do not do so here. Richard's review did not come up to that written-standard. ne did not take
the stePs which the CPA firm's written program prescribed. He did not spend an adequate
amount of time on a tas_k of this magnitude. Most importont of all, he wos'too eosily sotisfied
with glib onswers to his inquiries. This is not to say that he should have made a compiete audit.
But.there were enough danger signals in the materials which he did examine to require some
further investigation on his part-... lt is not always sufficient merely to ask questions. (ltalics
were added and the name used in the case was changed.)

The CPA firm was found liable in the case on the grounds that they had not established due
diligence required under the l9i3 securities act.

Source: Escott v. BorChris Construction Corporotion,2gj F. Supp. 64j (,I968).

reports, and, therefore, may be legally responsible. However, few cases have involved
auditors for reports other than reports on annual audits.

The principal focus on CPA liability litigation under the 1934 act is Rule 10b-5.
Section 10 and Rule 10b-5 are often called the antifraud provisions of the 1934
act, as they prohibit any fraudulent activities involving the purchase or sale of any
security. Numerous federal court decisions have clarified that Rule l0b-5 applies not
only to direct sellers but also to accountants, underwriters, and others. Generally,
accountants can be held liable under Section 10 and Rule 10b-5 if they intentionally
or recklessly misrepresent information intended for third-party use.

In 1976, in Hochfelder v. Ernst (v Ernst, known both as a leading securities law
case and as a CPA liabilities case, the U.S. Supreme Court ruled that scienter, which
is knowledge and intent to deceive, is required before CPAs can be held liable for
violation of Rule 10b-5. A summary of Hochfelder is included in Figure a-7 (p. 110).

Many auditors believed the knowledge and intent to deceive requirement
established in the Hochfelder case would significantly reduce auditors' exposure to
liability. However, subsequent cases were brought arguing the knowledge and deceit
standard was met in cases in which the auditor knew all the relevant facts but made
poor judgments. In such situations, the courts emphasized that the CPAs had requisite
knowledge. The solitron Devices case, described in Figure 4-s (p. 110), is an example
ofthat reasoning. In that case, the court ofappeals ruled that reikless behavior on the
part of the auditor was sufficient to hold the auditor liable for violation of Rule 10b-5.
However, in subsequent suits under Rule 10b-5, worlds of wonder (1994) and Software
Toolworks (1994), two key Ninth Circuit court decisions stated that poor judgment isn't
proof of fraud. This view appears now to be winning favor in the courts. Although Rule
10b-5 continues to be a basis for lawsuits against auditors, Hochfelder and subiequent
court decisions have limited the liability somewhat.

The same three defenses available to auditors in common-law suits by third parties
are also available for suits under the 1934 act: nonnegligent performance, iack of
duty, and absence ofcausal connection.

Rule l0b-5 of the
Securities Exchange

Act of l9I4

Auditor Defenses -
I954 Act
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Hochlelderv. Ernst & Ernst (t976)-Securities Exchange Act
of 1954

The case involved the auditor's responsibility Ior detecting fraud perpetrated by the president of
the client firm. Lestor Nay, the president of First Securities Co. of Chicago, fraudulently convinced
certain customers to invest funds in escrow accounts that he represented would yield a high
return. There were no escrow accounts. Nay converted the customers'funds to his own use.

The transactions were not in the usual form of dealings between First Securities and its

customers. First, all correspondence with customers was made solely with Nay. Second, checks of
the customers were drawn payable to Nay and because of a moil rule that Nay imposed, such mail

was opened only by him. Third, the escrow accounts were not reflected on the books of First

Securities, or in filings with the SEC, or in connection with customers' other investment accounts.
The fraud was uncovered at the time of Nay's suicide.

Respondent customers originally sued in district court for damages against the auditors, Ernst &

Ernst, as aiders and abettors under Section l0b-5. They alleged that Ernst & Ernst failed to conduct a

proper audit that should have led them to discover the "mail rule" and the fraud. No allegations were
made as to Ernst & Ernst's fraudulent and intentional conduct. The action was based solely on a

claim that Ernst & Ernst failed to conduct a proper audit. The district court dismissed the action but did

not resolve the issue of whether a cause of action could be based merely on allegations of negligence.

The court of appeals reversed the district court. The appeals court held that one who breaches
a duty of inquiry and disclosure owed another is liable in damages for aiding and abetting a third
party's violation of Rule IOb-5 if the fraud would have been discovered or prevented had the
breach not occurred. The court reasoned that Ernst & Ernst had a common-law and statutory duty of
inquiry into the adequacy of First Securities' internal control because it had contracted to audit First

Securities and to prepare for filing with the commission the annual report of its financial condition.
The U.S. Supreme Court reversed the court of appeals, concluding that the interpretation of

Rule I0b-5 required the "intent to deceive, manipulate or defraud." Justice Powell wrote in the
Court's opinion that

. When a statute speaks so specifically in terms of manipulation and deception, and of imple-
menting devices and contrivances-the commonly understood terminology of intentional
wrongdoing-and when its history reflects no more expansive intent, we are quite unwilling to
extend the scope of the statute to negligent conduct.

The Court pointed out that in certain areas of the law, recklessness is considered to be a

form of intentional conduct for purposes of imposing liability. This left open the possibility that
reckless behavior may be sufficient for liability under Rule I0b-5.

Sowce: Hochfelder v. Enst & Enst, 5OZ F. 2nd I I 00 (l 974).

As we just discussed, the use of the lack of duty defense in response to actions

under Rule 10b-5 has had varying degrees of success, depending on the jurisdiction.

Howard Siroto v. Solitron Devices, Inc, (l 982) - Securities
Exchange Act of 1954

Solitron was a manufacturer of electronic devices, with its stock issued on the American Stock

Exchange. lt was involved in government contracts that subjected it to assessments on excess

profits as determined by the Renegotiations Board. When the board determined that profits were
excessive, management admitted that profits had been intentionally overstated to aid in acquiring
new companies. lt was subsequently shown in court, through an audit by another CPA firm, that
earnings had been materially overstated by more than 50 percent in two different years, by

overstating inventory.
A jury trial found the auditor responsible for reckless behavior in the conduct of the audit.

The trial iudge overturned the jury verdict on the grounds that the CPA firm could not be held

liabfe for damages under Rule I0b-5 unless there was proof that the CPA flrm hod actuol knowl'
edge of the misstatement. Reckless behavior was not suflicient for damages.

On appeal, the Second Circuit Court of Appeals concluded that there had been sufficient
evidence for the jury to conclude that the CPA firm had knowledge of the fraud. lt therefore
overturned the trial judge's findings and affirmed the original jury's guilty verdict.

The court of appeals also stated that proof of recklessness may meet the requirement of
intent in Rule IOb-5, but that it need not address whether there was sufficient recklessness in this
case because the CPA firm had knowledge of the misstatement.

Source: Slroto u. Solitron Devices, |nc.,673 F. 2nd 566 (1982).
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In the Hochfelder case, the court ruled that knowledge and intent to deceive were
necessary for the auditor to be found liable. In other cases, negligent or reckless
behavior was sufficient for the auditor to be found liable. Continued court interpre-
tations are likely to clarify this unresolved issue.

Closely related to auditors' liability is the SEC and PCAOB authority to sanction. The
SEC and the PCAOB have the power in certain circumstances to sanction or suspend
practitioners from doing audits for SEC companies. The SEC Rules of Practice andthe
PCAOB Rules of the Board permit them to temporarily or permanently deny a cpA
or CPA firm from being associated with financial statements of public companies,
either because of a lack of appropriate qualifications or having engaged in unethical
or improper professional conduct.

In recent years, the SEC has temporarily suspended a number of individual CPAs
from doing any audits of SEC clients. It has similarly prohibited a number of CPA
firms from accepting any new SEC clients for a period, such as six months. In some
cases, the SEC has required an extensive review of a major CpA firm's practices by
another CPA firm, or made CPA firms make changes in their practices. Individual
CPAs and their firms have also been required to participate in continuing education
programs. Sanctions such as these are published by the SEC and are often reported
in the business press, making them a significant embarrassment to those involved.

Another significant congressional action affecting both CPA firms and their clients
was the passage of the Foreign Corrupt Practices A ct of 1977 . The act makes it illegal
to offer a bribe to an official of a foreign country for the purpose of exerting influerrce
and obtaining or retaining business. The prohibition against paymentslo foreign
officials is applicable to all U.S. domestic firms, regardless of whether they are publicly
or privately held, and to all foreign companies filing with the SEC.

The law also requires SEC registrants under the Securities Exchange Act of 1934
to meet additional requirements of reasonably complete and accurate records, plus an
adequate system of internal control. The law significantly affected all SEC companies,
and potentially affected auditors because of their responsibility to review and evaluate
systems of internal control as a part of the audit. Although the provisions of the Foreign
Corrupt Practices Act remain in effect, the provisions related to accountirg r".o.dt
and internal control are largely superseded by the more stringent requirements of the
Sarbanes-Oxley Act of 2002.

The Sarbanes-Oxley Act greatly increases the responsibilities of public companies
and their auditors. The Act requires the CEO and CFO to certify the annuil and
quarterly financial statements filed with the SEC. In addition, as discussed in Chapter 3,
management must report its assessment of the effectiveness of internal control over
financial reporting, and for accelerated filers, the auditor must provide an opinion on
the effectiveness of internal control over financial reporting. As a result, auditors may be

SEC and
PCAOB Sanctions

Foreign Corrupt
Practices Act of t977

Sarbanes-Oxley Act
ol 2002
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fiffifl summary of Auditor Liability

Alleged Auditor Action

Breach of contract

LiabilitV to clien!

Yes

Third Parties under
co1mo1L1w

N/A

Liability to Third
Parties under 1955

selurit!1-1 ect

N/A

tiability to Ihitd
Parties under l9l4

lllulitjes lcl
N/A

Negligence Yes Primary Beneficiary-
Yes

Other third parties-
depends on,jurisdiction

N/A' No

Cross Negligence Yes Yes N/A Yes-likely

Constructive fraud/Recklessness Yes Yes N/A Yes-likely

Fraud Yes Yes N/A Yes-likely

"Yes" indicates that the auditor could be held liable to a client or third party for the alleged auditor action.
"No" means the auditor would not be liable for the alleged action.
"N/A" means that the alleged auditor action is not an available basis to seek liability from the auditor under common law or the securities acts.

rMaterial error or omission is required for liability under the I933 act.

exposed to legal liability related to their opinions on internal control. The PCAOB also

has the authority to sanction registered CPA firms for any violations of the Act.
Table 4-3 summarizes the sources of liability to clients and others for breach of

contract under common law, liability to third parties under common law, and liability
to third parties under the 1933 and 1934 Securities acts. The table illustrates the strict
burden on auditors to defend themselves under the 1933 act. Liability to third parties

under common law and the 1934 act depends on the degree of negligence. Liability to
third parties under common law also depends upon the jurisdiction and whether the
third party is a primary beneficiary or known user of the financial statements.

The defenses available to the auditor are summarized in Table 4-4.If the auditor
is unable to proye a lack of duty to perform the service, the preferred defense is

generally nonnegligent performance.

Auditor Defenses Against Suits by Client, Third Parties Under Common Law, and Under the
1955 and t954 Securities Acts

Available Auditor Defenses

Lack of duty to perform service

Clienr,Suits

x

Third Patties
Common Law

x

I933
Securities Act

N/A

t954

lelulitiel nct

x

Nonnegligent performance (audit in X

accordance with audit standards)

Contributory negligence by client or X

third party

Absence of causal connection (no x
reliance on financial statements)

"X" indicates the auditor defense would be available.

"N/A" indicates the defense generally would not be applicable.

lUnder the 1955 Securities Act, the auditor must prove due diligence in the performance of the audit.
2Auditor may prove that the loss was not attributable to the misleading financial statements.
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United Stotes v. Andersen {2002} - Crlminal Liability

In this case, the government charged Andersen with destruction of documents related to the
firm's audit of Enron. During the period between October 19, 2001, when Enron alerted Andersen
that the SEC had begun an inquiry into Enron's accounting for certain special purpose entities.
and November 8, 2001, when the SEC served Andersen with a subpoena in connection with its
work for Enron, Andersen personnel shredded extensive amounts of physical documentation and
deleted computer files related to Enron.

The fitm was ultimately convicted of one count of obstruction of justice. The conviction was
not based on the document shredding, but it was based on the alteration of a memo related to
Enron's characterization of charges as nonrecurring in its third quarter 2OOl earnings release, in
which the company announced a loss of $GlB million.

As a result of the conviction, Andersen was no longer able to audit publicly traded U.S.
companies. The conviction was overturned by the U.S. Supreme Court in 2005 because the
instructions provided the jury were too broad. The victory was largely symbolic since the firm
effectively ceased operations after the original conviction.

Source: Unifed Stotes v. Arthur Andersen, LLP,374 F.5d 281 (2OO2).

CRIMINAL LIABILITY
A fourth way CPAs can be held liable is under criminal liability for accountants.
CPAs can be found guilty for criminal action under both federal and state laws.
Under state law, the most likely statutes to be enforced are the Uniform Securities
Acts, which are similar to parts of the SEC rules. The more relevant federal laws
affecting auditors are the 1933 and 1934 securities acts, as well as the Federal Mail
Fraud Statute and the Federal False Statements Statute. All make it a criminal offense
to defraud another person through knowingly being involved with false financial
statements. In addition, the Sarbanes-Oxley Act of 2002 made it a felony to destroy
or create documents to impede or obstruct a federal investigation. Under Sarbanes-
Oxley, a person may face fines and imprisonment of up to 20 years for altering or
destroying documents. These provisions were adopted following the tlnited States
v. Andersen (2002) case described in Figure 4-9, in which the government charged
Andersen with obstruction ofjustice for the destruction and alteration of documents
related to its audit of Enron.

Unfortunately, a few notorious criminal cases have involved CPAs. Historically,
one of the leading cases of criminal action against CPAs is United States v. Simon,
which occurred in 1969. In this case, three auditors were prosecuted for filing
false financial statements of a client with the government, and all three were held
criminally liable. Three major criminal cases followed Simon:

. In United States v. Natelli (197 5) , two auditors were convicted of criminal liability
under the 1934 act for certifying financial statements of National Student
Marketing Corporation that contained inadequate disclosures.

. In United States v. Weiner (1975), three auditors were convicted of securities
fraud in connection with their audit of Equity Funding Corporation ofAmerica.
The fraud was so extensive and the audit work so poor that the court concluded
that the auditors must have been aware of the fraud and were therefore guilty of
knowing complicity.

. In ESM Government Securities v. Alexander Grant 6 Co. (1986), management
revealed to the partner in charge of the audit of ESM that the previous year's
audited financial statements contained a material misstatement. Rather than
complying with professional and firm standards, the partner agreed to say
nothing in the hope that management would work its way out of the problem
during the current year. The partner was convicted of criminal charges for his
role in sustaining the fraud.

Specify what constitutes
criminal liability for
accountants.
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These cases teach several critical lessons:

. An investigation of the integrity of management is an important part of deciding
on the acceptability of clients and the extent of work to perform. Auditing guid-
ance for auditors in investigating new clients will be discussed in Chapter 8.

. As discussed in Chapter 5, independence by all individuals on the engagement
is essential, especially in a defense involving criminal actions.

. Transactions with related parties require special scrutiny because of
the potential for misstatement. Auditing requirements for related-party
transactions are discussed in Chapter 8.

. Accounting principles cannot be relied on exclusively in deciding whether
financial statements are fairly presented. The substance of the statements, con-
sidering all facts, is required.

. The potential consequences of the auditor knowingly committing a wrongful
act are so severe that it is unlikely that the potential benefits can ever justify the
actions.

Describe how the
profession and individual
CPAs can reduce the threat
of litigation.

THE PROFESSION'S RESPONSE TO LEGAL TIABILITY
The AICPA and the profession as a whole can do a number of things to reduce practi-
tioners' exposure to lawsuits:

1. Seek protection from nonmeritorious litigation
2. Improve auditing to better meet users' needs
3. Educate users about the limits of auditing

Let's discuss some specific activities briefly:
. Standard and rule setting. The IAASB, AICPA, and PCAOB must constantly set

standards and revise them to meet the changing needs of auditing. For example,
changes in auditing standards on the auditor's responsibility to detect fraud
were issued to address users' needs and expectations as to auditor performance.

' Oppose lawsuits. CPA firms must continue to oppose unwarranted lawsuits even
if, in the short run, the costs of winning are greater than the costs of settling.

' Education of users. The AICPA, leaders of CPA firms, and educators should
educate investors and others who read financial statements as to the meaning
of an auditor's opinion and to the extent and nature of the auditor's work. In
addition, users need to understand that auditors do not guarantee the accuracy
of the financial records or the future prosperity of an audited company. People
outside ofthe profession need to understand that accounting and auditing are
arts, not sciences. Perfection and precision are simply not achievable.

. Sanction members for improper conduct and performance. A profession must
police its own membership. The AICPA and the PCAOB have made progress in
dealing with the problems of inadequate CPA performance, but more rigorous
review of alleged failures is still needed.

' Lobby for changes in laws. Since the 1990s several changes in state and federal
laws have favorably impacted the legal environment for the profession.
Most states have revised their laws to allow accounting firms to practice in
different organizational forms, including limited liability organizations that
provide some protection from litigation. The passage of the Private Securities
Litigation Reform Act of 1995 (the Reform Act) and the Securities Litigation
Uniform Standards Act of 1998 significantly reduced potential damages in
federal securities-related litigation by providing for proportionate liability in
most instances. The profession continues to pursue litigation reform at the state
level, including application of a strict privity standard for liability to nonclients
and proportionate liability in all cases not involving fraud.
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PROTECTING INDIVIDUAL CPAs FROM LEGAL LIABILITY
Practicing auditors may also take specific action to minimize their liability. Some of
the more common actions are as follows:

Deal only with clients possessing integrity. There is an increased likelihood of having
legal problems when a client lacks integrity in dealing with customers, employees,
units of government, and others. A CPA firm needs procedures to evaluate the
integrity of clients and should dissociate itself from clients found lacking integrity.
Maintain independence. Independence is more than merely financial. Independ-
ence requires an attitude of responsibility separate from the client's interest.
Much litigation has arisen from auditors' too-willing acceptance of client
representations or from client pressure. The auditor must maintain an attitude of
he althy p rofe s sio nal skeptici sm.

Understand the client's business.In several cases, the lack of knowledge of industry
practices and client operations has been a major factor in auditors failing to
uncover misstatements.

Perform quality audits. Quality audits require that auditors obtain appropriate
evidence and make appropriate judgments about the evidence. It is essential, for
example, that the auditor understands the client's internal controls and modifies
the evidence to reflect the findings. Improved auditing reduces the likelihood of
failing to detect misstatements and the likelihood of lawsuits.
Document the work properly. The preparation of good audit documentation helps
the auditor perform quality audits. Quality audit documentation is essential if an
auditor has to defend an audit in court, including an engagement letter and a repre-
sentation letter that define the respective obligations of the client and the auditor.
Exercise professional skepticism. Auditors are often liable when they are presented
with information indicating a problem that they fail to recognize. Auditors need
to strive to maintain a healthy level of skepticism, one that keeps them alert to
potential misstatements, so that they can recognize misstatements when they
exist.

It is also important for CPAs to carry adequate insurance and choose a form of
organization that provides some form of legal liability protection to owners. In the
event of actual or threatened litigation, an auditor should consult with experienced
legal counsel.

SUMMARY
This chapter provides insight into the environment in which CPAs operate by high-
lighting the significance of the legal liability facing the CPA profession. No reasonable
CPA wants to eliminate the profession's legal responsibility for fraudulent or incompetent
performance. It is certainly in the profession's best interest to maintain public trust in
the competent performance of the auditing profession, while avoiding liability for cases
involving strictly business failure and not audit failure. To more effectively avoid legal
liability, CPAs need to have an understanding of how they can be held liable to their
clients or third parties. Knowledge about how CPAs are liable to clients under common
law, to third parties under common law, to third parties under federal securities laws,
and for criminal liability, provides auditors an awareness of issues that may subject
them to greater liability. CPAs can protect themselves from legal liability in numerous
ways, and the profession has worked diligently to identify ways to help CPAs reduce the
profession's potential exposure. It is necessary for the profession and society to determine
a reasonable trade-off between the degree of responsibility the auditor should take for
the financial statements and the audit cost to society. CPAs, Congress, the SEC, and the
courts will all continue to have a major influence in shaping the final solution.
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ESSENTIAT TERMS
Absence of causal ssnlgcflsn-4n
auditor's legal defense under which
the auditor contends that the damages

claimed by the client were not brought
about by any act ofthe auditor

Audit failure-a situation in which the
auditor issues an incorrect audit opinion
as the result of an underlying failure
to comply with the requirements of
auditing standards

Audit risk-the risk that the auditor will
conclude after conducting an adequate
audit that the financial statements are

fairly stated and an unqualified opinion
can therefore be issued when, in fact,
they are materially misstated

Business failure-the situation when
a business is unable to repay its lenders
or meet the expectations of its investors
because of economic or business
conditions

Contributory negligence-an auditor's
legal defense under which the auditor
claims that the client failed to perform
certain obligations and that it is the
client's failure to perform those obli-
gations that brought about the claimed
damages

Criminal liability for accountants-
defrauding a person through knowing
involvement with false financial state-
ments

Foreign Corrupt Practices Act of 1977-
a federal statute that makes it illegal to
offer a bribe to an official of a foreign
country for the purpose of exerting
influence and obtaining or retaining
business and that requires U.S.
companies to maintain reasonably
complete and accurate records and an
adequate system of internal control

Foreseeable users-an unlimited class

of users that the auditor should have
reasonably been able to foresee as being
likely users of financial statements

Foreseen users-members of a limited
class of users whom the auditor is aware

will rely on the financial statements

Lack of duty to perforil-an auditor's
legal defense under which the auditor

claims that no contract existed with
the client; therefore, no duty existed to
perform the disputed service

Legal liability-the professional's obli-
gation under the law to provide a

reasonable level of care while performing
work for those served

Nonnegligent performance-an auditor's
legal defense under which the auditor
claims that the audit was performed in
accordance with auditing standards

Private Securities Litigation Reform
Act of 1995-a federal law passed
in 1995 that significantly reduced
potential damages in securities-related
litigation

Prudent person concept-the legal con-
cept that a person has a duty to exercise
reasonable care and diligence in the
performance of obligations to another

Scienter-commission of an act with
knowledge or intent to deceive

Securities Act of 1933-a federal statute
dealing with companies that register and
sell securities to the public; under the
statute, third parties who are original
purchasers of securities may recover
damages from the auditor if the financial
statements are misstated, unless the
auditor proves that the audit was ade-

quate or that the third party's loss was

caused by factors other than misleading
financial statements

Securities Exchange Act of 1934-a
federal statute dealing with companies
that trade securities on national and
over-the-counter exchanges; auditors are

involved because the annual reporting
requirements include audited financial
statements

Ultrqmores doctrine-a common-law
approach to third-party liability, estab-
lished in 1931 in the case of Ultramares
Corporation v. Touche, in which ordinary
negligence is insufficient for liability to
third parties because ofthe lack ofprivity
of contract between the third party and
the auditor, unless the third party is a

primary beneficiary
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REVIEW QUESTIONS
4-1 (Objective 4-1) State several factors that have affected the incidence of lawsuits
against CPAs in recent years.

a-2 (Objective 4-1) Lawsuits against CPA firms continue to increase. State your opinion
of the positive and negative effects of the increased litigation on CPAs and on society as
a whole.

a-3 (Objective 4-2) Distinguish between business failure and audit risk. Why is business
failure a concern to auditors?
4-4 (Objective 4-3) How does the prudent person concept affect the liability of the auditor?
a-5 (Objective 4-3) Distinguish between "fraud" and "constructive fraud."
4-6 (Objectives 4-1, 4-8) Discuss why many CPA firms have willingly settled lawsuits out
of court. What are the implications to the profession?

4-7 (Objective 4-4) A common type of lawsuit against CPAs is for the failure to detect a
fraud. State the auditor's responsibility for such discovery. Give authoritative support for
your answer.

a-8 (Objectives 4-3,4-4) What is meant by contributory negligence? Under what con-
ditions will this likely be a successful defense?

a-9 (Objective 4-4) Explain how an engagement letter might affect an auditor's liability
to clients under common law.
a-10 (Objectives4-4,4-5)Compare and contrasttraditional auditors'legal responsibilities
to clients and third-party users under common law. How has that law changed in recent years?

4-11 (Objective 4-5) Is the auditor's liability affected if the third party was unknown
rather than known? Explain.
a-12 (Objective 4-6) Contrast the auditor's liability under the Securities Act of 1933 with
that under the Securities Exchange Act of 1934.

a-13 (Objectives 4-4, 4-5,4-6,4-7) Distinguish between the auditor's potential liability to
the client, liability to third parties under common Iaw, civil liability under the securities
Iaws, and criminal liability. Describe one situation for each type of liability in which the
auditor can be held legally responsible.

4-14 (Objective 4-6) What potential sanctions does the SEC have against a CPA firm?
a-15 (Objective 4-8) Discuss the extent of the CPAs liability to third parties under
common law.

MULTIPLE CHOICE QUESTIONS FROM CPA EXAMINATIONS
a-16 (Objectives 4-4,  -5) The following questions concern CPA firms' liability under
common law. Choose the best response.

a. Sharp, CPA, was engaged by Peters & Sons, a partnership, to give an opinion on the
financial statements that were to be submitted to several prospective partners as part
of a planned expansion of the firm. Sharp's fee was fixed on a per diem basis. After
a period of intensive work, Sharp completed about half of the necessary field work.
Then, because of unanticipated demands on his time by other clients, Sharp was
forced to abandon the work. The planned expansion of the firm failed to materialize
because the prospective partners lost interest when the audit report was not promptly
available. Sharp offered to complete the task at a later date. This offer was refused.
Peters & Sons suffered damages of $400,000 as a result. Under the circumstances,
what is the probable outcome of a lawsuit between Sharp and Peters & Sons?
(1) Sharp will be compensated for the reasonable value of the services actually

performed.
(2) Peters & Sons will recover damages for breach of contract.
(3) Peters & Sons will recover both punitive damages and damages for breach of

contract.
(4) Neither Sharp nor Peters & Sons will recover against the other.
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b. In a common law action against an accountant, lack of privity is a viable defense if
the plaintiff
(1) is the client's creditor who sues the accountant for negligence.
(2) can prove the presence of gross negligence that amounts to a reckless disregard

for the truth.
(3) is the accountant's client.
(4) bases the action upon fraud.

c. The 1136 Tenants case was important chiefly because of its emphasis on the legal
liability of the CPA when associated with
(1) an SEC engagement.
(2) an audit resulting in a disclaimer of opinion.
(3) letters for underwriters.
(4) unaudited financial statements.

4-17 (Objective 4-6) The following questions deal with liability under the 1933 and 1934
securities acts. Choose the best response.

a. Major, Major & Sharpe, CPAs, are the auditors ofMaclain Technologies. In connection
with the public offering of $10 million of Maclain securities, Major expressed an
unqualified opinion as to the financial statements. Subsequent to the offering, certain
misstatements were revealed. Major has been sued by the purchasers of the stock
offered pursuant to the registration statement that included the financial statements
audited by Major. In the ensuing lawsuit by the Maclain investors, Major will be able
to avoid liability if
(1) the misstatements were caused primarily by Maclain.
(2) it can be shown that at least some of the investors did not actually read the

audited financial statements.
(3) it can prove due diligence in the audit of the financial statements of Maclain.
(4) Maclain had expressly assumed any liability in connection with the public offering.

b. Under the 1933 Securities Act, which of the following must be proven by the purchaser
of the securitY? 

,,":;:iil'r',:,:*;,, i'#:ir
(i)
(2)
(3)
(4)

Yes

Yes

No
No

Yes

No
Yes

No

c. Donalds & Company, CPAs, audited the financial statements included in the annual
report submitted by Markum Securities, Inc., to the SEC. The audit was improper
in several respects. Markum is now insolvent and unable to satisfy the claims of its
customers. The customers have instituted legal action against Donalds based on
Section 10b and Rule i0b-5 of the Securities Exchange Act of 1934. Which of the
following is likely to be Donalds' best defense?
(1) Section 10b does not applyto them.
(2) They did not intentionally certify false financial statements.
(3) They were not in privity of contract with the creditors.
( ) Their engagement letter specifically disclaimed any liability to any party that

resulted from Markum's fraudulent conduct.
d. Which of the following statements about the Securities Act of 1933 is not tr:ue?.

( I ) The third-party user does not have the burden of proof that she/he relied on the
financial statements.

(2) The third party has the burden of proof that the auditor was either negligent or
fraudulent in doing the audit.

(3) The third-party user does not have the burden of proof that the loss was caused
by the misleading financial statements.

(a) The auditor will not be liable if he or she can demonstrate due diligence in
performing the audit.
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DISCUSSION QUESTIONS AND PROBTEMS
4-18 (Objectives 4-2, a-3) The following are five independent situarions.

l. The audit firm, Weaver and ]ones, LLP, received a subpoena for its documentation
related to the audit of Westbrook Corporation's financial statements. The firm
has refused to respond, alleging that the documentation is considered privileged
communication between the firm and its client.

2. Spencer Cullen, CPA, is a defendant in a lawsuit alleging that Cullen should be held
legally liable for gross negligence for a fraud involving the valuation of securities
included in the financial statements of one of his clients. Cullen was uncertain
how to establish a correct valuation for the securities and decided to rely on the
price estimation supplied by management.

3. |oanie Brogan is a partner in an audit firm that operates as a limited liability
partnership (LLP). The firm has been sued for an alleged audit failure related
to an audit engagement handled by a different partner in the firm. While Joanie
had no involvement in the engagement, she is concerned that the plaintiff may
successfully sue her seeking restitution from her personal assets.

4. A lawsuit has been filed against Carter Hockaday, CPA, charging him with con-
structive fraud in the audit of Broughton Company's financial statements.
Hockaday has examined all the audit documentation in his files and reviewed all
relevant auditing standards. He is convinced that his audit fully complies with
standards of the profession but is uncertain what he should use as his primary
defense tactic.

5. Eastman Kodak filed for bankruptcy in January 2012. A recent blog suggested that
Kodak's external auditors should be sued for failing to qualify the firm's opinion
on the financial statements issued before the bankruptcy, even though the fair
presentation of the financial statements is not being disputed.

Analyze each situation and provide your assessment of the potential resolution of each Required
scenario, including potential liability for the auditor or audit flrm involved.

4-19 (objectives 4-3, 4-4,4-5,4-6) Following are 8 statements with missing terms
involving auditor legal liability.

l. A third party lacking privity will often be successful in bringing a claim against the
auditor if they can demonstrate _ or _ .

2. Under the Ultramares doctrine, an auditor is generally not liable for 

- 

to third
parties lackins

3. The auditor will use a defense of 

- 

in a suit brought under the 1933 Securities Act.
4. Under the i933 Act, plaintiffs do not have to demonstrate but need merely

demonstrate the existence of a _.
5. After passage of the Private Securities Litigation Reform Act, auditors generally have

Iiability in federal securities cases.
6. The broadest class of third parties under common law is known as _ .

7. Based on the ruling in Hochfelder v. Ernst (t Ernst, an auditor generally must have
knowledge and 

- 

to be found guilty of a violation of Rule 10b-5 of the 1934 Act.
8. 

- 

is generally only available as a defense in suits brought by clients.

Terms

a. Due diligence
b. Reliance on the financial statements
c. Fraud
d. Ordinary negligence
e. Separate and proportionate
f. Contributory negligence

For each of the 11 blanks in statements 1 through 8, identify the most appropriate term.
No term can be used more than once.

Required

g. Intent to deceive
h. Privity of contract
i. Gross negligence
j. Foreseen users
k. Material error or omission
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a-20 (Objectives 4-4, 4-5) Lauren Yost & Co., a medium-sized CPA firm, was engaged
to audit Stuart Supply Company. Several staff were involved in the audit, all of whom
had attended the firm's in-house training program on effective auditing methods.
Throughout the audit, Yost spent most of her time in the field planning the audit,
supervising the staff, and reviewing their work.

A significant part of the audit entailed verifying the physical count, cost, and summari-
zation of inventory. Inventory was highly significant to the financial statements, and Yost
knew the inventory was pledged as collateral for a large loan to First City National Bank.
In reviewing Stuart's inventory count procedures, Yost told the president she believed
the method of counting inventory at different locations on different days was highly
undesirable. The president stated that it was impractical to count all inventory on the
same day because of personnel shortages and customer preference. After considerable
discussion, Yost agreed to permit the practice if the president would sign a statement that
no other method was practical. The CPA firm had at least one person at each site to audit
the inventory count procedures and actual count. There were more than 40 locations.

Eighteen months later, Yost found out that the worst had happened. Management below
the president's level had conspired to materially overstate inventory as a means of covering
up obsolete inventory and inventory losses resulting from mismanagement. The misstate-
ment occurred by physically transporting inventory at night to other locations after it had
been counted in a given location. The accounting records were inadequate to uncover these
illegal transfers.

Both Stuart Supply Company and First City National Bank sued Lauren Yost & Co.

Answer the following questions, setting forth reasons for any conclusions stated:

a. What defense should Lauren Yost & Co. use in the suit by Stuart?

b. What defense should Lauren Yost & Co. use in the suit by First City National Bank?

c. Is Yost likely to be successful in her defenses?

d. Would the issues or outcome be significantly different if the suit was brought under
the Securities Exchange Acl of 1934?

4-21 (Objective 4-5) The CPA firm of Bigelow, Barton, and Brown was expanding rapidly.
Consequently, it hired several junior accountants, including a man named Small. The
partners of the firm eventually became dissatisfied with Small's production and warned
him they would be forced to discharge him unless his output increased significantly.

At that time, Small was engaged in audits of several clients. He decided that to avoid
being fired, he would reduce or omit some of the standard auditing procedures listed in
audit programs prepared by the partners. One of the CPA firmt clients, Newell Corporation,
was in serious financial difficulty and had adjusted several of the accounts being audited
by Small to appear financially sound. Small prepared fictitious audit documentation in
his home at night to support purported completion of auditing procedures assigned to
him, although he in fact did not examine the adjusting entries. The CPA firm rendered
an unqualified opinion on Newell's financial statements, which were grossly misstated.
Several creditors, relying on the audited financial statements, subsequently extended
large sums of money to Newell Corporation.

Will the CPA firm be liable to the creditors who extended the money because of their
reliance on the erroneous financial statements if Newell Corporation should fail to pay
them? Explain.*

4-22 (Objectives 4-3,4-5) Doyle and Jensen, CPAs, audited the accounts of Regal lewelry,
Inc., a corporation that imports and deals in fine jewelry. Upon completion of the audit,
the auditors supplied Regal Jewelry with 20 copies of the audited financial statements.
The firm knew in a general way that Regal fewelry wanted that number of copies of the
auditort report to furnish to banks and other potential lenders.

The balance sheet in question was misstated by approximately $800,000. Instead of
having a $600,000 net worth, the corporation was insolvent. The management of Regal

*AICPA adapted. Copyright by American Institute of CPAs. All rights reserved. Used with permission.

Required

Required
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fewelry had doctored the books to avoid bankruptcy. The assets had been overstated by
$500,000 of fictitious and nonexisting accounts receivable and g300,000 of nonexisting
jewelry listed as inventory when in fact Regal ]ewelry had only empty boxes. The audit failed
to detect these fraudulent entries. Thompson, relying on the audited financial statements,
loaned Regal ]ewelry $200,000. She seeks to recover her loss from Doyle and jensen.

State whether each of the following is true or false and give your reasons:
a. If Thompson alleges and proves negligence on the part of Doyle and |ensen, she will

be able to recover her loss.

b. If Thompson alleges and proves constructive fraud (that is, gross negligence on the
part of Doyle and Jensen), she will be able to recover her loss.

c. Thompson does not have a contract with Doyle and Jensen.
d. Unless actual fraud on the part of Doyle and fensen can be shown, Thompson can

not recover.

e. Thompson is a third-party beneficiary of the contract Doyle and |ensen made with
Regal Jewelry.*

 -23 (Objectives 4-5, 4-6) ]ohnny Kan starts his investment consulting business on
January 1,2013. with scarce land resources in Hong Kong, many properties carry the
nature of both business and residential purposes. Due to limited start-up funding,
Johnny rents a flat in a multi-purpose building. iohnny and his parents use the office is
their residential address. During the course ofpreparing his first annual report for year
2013, in order to reduce the tax liability, |ohnny charges $200,000 as salaries paid to his
parents. This gives rise to a loss of 950,000 for the financial year.

Under the Hong Kong Inland Revenue Ordinance, the employer must file an annual
employer's return of remunerations with the Inland Revenue Department (IRD) to
report the amount of salaries and other remuneration paid to all the staff during the
year of assessment. In addition, all employers in Hong Kong must comply with aillegal
obligations relating to the Mandatory Provident Fund (MPF), which include enrolling
all employees in MPF schemes and making monthly MPF contributions for them. Thi
Hong Kong Labor Departrnent also requires all employers to possess a valid employees'
compensation insurance policy to cover their employees.

MaryWong is the auditor of Johnny's company. When she goes through the documents
and records, she finds employment agreements with Johnny's parents and monthly
acknowledgement receipts from his parents for the salaries paid by the company.
According to the employment agreements, |ohnny's father and mother are employed in
the capacity of office assistant and janitor, respectively. However, Mary finds no evidence
of the employer's return submitted to IRD, MPF contributions, and employment
insurance for |ohnnyt parents.

Do you think the salaries paid by ]ohnny to his parents are genuine and legitimate? Advise
Mary about what she should do in this case.

4-24 {Oblectives 4-4, 4-5, 4-7) Chen, CPA, is the auditor for Greenleaf Manufacturing
Corporation, a privately owned companythat has a |une 30 fiscal year. Greenleaf arranged
for a substantial bank loan that was dependent on the bank's receiving, by September 30,
audited financial statements that showed a current ratio of at least 2 to 1. On September
25, just before the audit report was to be issued, Chen received an anonymous letter on
Greenleaf's stationery indicating that a 5-year lease by Greenleaf, as lessee, of a factory
building accounted for in the financial statements as an operating lease was, in fact, a
capital lease. The letter stated that there was a secret written agreement with the lessor
modifying the lease and creating a capital lease.

*AICPA adapted. Copyright by American Institute of CPAs. All rights reserved. Used with permission.

Required

Required
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Required

Required

Chen confronted the president of Greenleaf, who admitted that a secret agreement

existed but said it was rr...rrrry to treat the lease as an operating lease to meet the

current ratio requirement of the pending loan and that nobody would ever discover the

secret agreemeni with the lessor. The president said that if Chen did not issue his rePort

by Septlmber 30, Greenleaf would sue Chen for substantial damages that would result

fiom not getting the loan. Under this pressure and because the audit files contained a

copy of th;5-y;r lease agreement that supported the operating lease treatment, Chen

issued his report with an unqualified opinion on September 29.

Despite the fact that the loan was received, Greenleaf went bankrupt within 2 years.

The bank is suing Chen to recover its losses on the loan, and the lessor is suing Chen to

recover uncollected rents.

Answer the following questions, setting forth reasons for any conclusions stated:

a. Is Chen liable to the bank?

b. Is Chen liable to the lessor?

c. Is there potential for criminal action against Chen?*

a-25 (Objective 4-6) Under Section 11 of the Securities Act of 1933 and Section 10(b),

Rule 10b-5, of the Securities Exchange Act of 1934, a CPA may be sued by a purchaser

of registered securities. The following items relate to what a plaintiff who purchased

securities must prove in a civil liability suit against a CPA.

The plaintiff security purchaser must allege or prove:

1. Material misstatements were included in a filed document.

2. A monetary loss occurred.
3. Lack of due diligence by the CPA.

4. Privity with the CPA.

5. Reliance on the financial statements.

6. The CPA had scienter (knowledge and intent to deceive).

For each of the items 1 through 6 listed above, indicate whether the statement must be

proven under

a. Section 11 of the Securities Act of 1933 only.

b. Section 10(b) ofthe Securities Exchange Act of L934 only.

c. Both Section 11 of the Securities Act of 1933 and Section 10(b) of the Securities

Exchange Actof1934.
d. Neither Section 11 of the Securities Act of 1933 nor Section 10(b) of the Securities

Exchange Act of 1934.*

a-26 (Objective 4-5) Sarah Robertson, CPA, had been the auditor of Majestic Co. for

several years. As she and her staff prepared for the audit for the year ended December 31,

2012,ierb Majestic told her that he needed alarge bank loan to "tide him over" until
sales picked up as expected in late 2013.

Inih. cor.i" of the audit, Robertson discovered that the financial situation at Majestic

was worse than Majestic had revealed and that the company was technically bankrupt.

She discussed the situation with Majestic, who pointed out that the bank loan will "be his

solution"-he was sure he will get it as long as the financial statements don't look too bad.

Robertson stated that she believed the statements will have to include a going concern

explanatory paragraph. Majestic said that this wasn't needed because the bank loan was

so certain urd tfrut inclusion of the going concern paragraph will certainly cause the

management of the bank to change its mind about the loan.

Rolertson finally acquiesced and the audited statements were issued without a going

concern paragraph. The company received the loan, but things did not improve as

Majestic thought they would and the company filed for bankruptcy in August 2013.

The bank sued Sarah Robertson for fraud'

Indicate whether or not you think the bank will succeed. Support your answer.

*AICpA adapted. Copyright by American Institute of CPAs. A1l rights reserved. Used with permission.
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 -27 (Objectives 4-5, 4-6) Part -1. Whitlow & Company is a brokerage firm registered
under the Securities Exchange Act of 1934. The act requires such a brokerage firm to
file audited financial statements with the SEC annually. Mitchell & Moss, Whitlow's
CPAs, performed the annual audit for the year ended December 31, 2013, and rendered
an unqualified opinion, which was filed with the SEC along with Whitlow's financial
statements. During 2013, Charles, the president of whitlow & company, engaged in a
huge embezzlement scheme that eventually bankrupted the firm. As a result, substantial
losses were suffered by customers and shareholders of Whitlow & Company, including
Thaxton, who had recently purchased several shares of stock of Whitlow & Company after
reviewing the company's 2013 audit report. Mitchell & Mosst audit was deficient; if they
had complied with auditing standards, the embezzlement would have been discovered.
However, Mitchell & Moss had no knowledge of the embezzlement, nor can their conduct
be categorized as reckless.

Answer the following questions, setting forth reasons for any conclusions stated:

a. What liability to Thaxton, if any, does Mitchell & Moss have under the Securities
Exchange Act of 1934?

b. What theory or theories of liability, if any, are available to Whitlow & Company's
customers and shareholders under common law?

Part 2. Jackson is a sophisticated investor. As such, she was initially a member of a small
group that was going to participate in a private placement of $1 million of common stock
of Clarion Corporation. Numerous meetings were held between management and the
investor group. Detailed financial and other information was supplied to the participants.
Upon the eve of completion of the placement, it was aborted when one major investor
withdrew. Clarion then decided to offer $2.5 million of Clarion common stock to the public
pursuant to the registration requirements of the Securities Act of 1933. fackson subscribed
to $300,000 of the Clarion public stock offering. Nine months later, Clarion's earnings
dropped significantly, and as a result, the stock dropped 20% beneath the offering price. In
addition, the Dow Jones Industrial Average was down 10% from the time of the offering.

Iackson sold her shares at a loss of $60,000 and seeks to hold all parties liable who
participated in the public offering, including Clarion's CPA firm of Allen, Dunn, and Rose.
Although the audit was performed in conformity with auditing standards, there were some
relativeiy minor misstatements. The financial statements of Clarion Corporation, which
were part of the registration statement, contained minor misleading facts. It is believed by
Clarion and Allen, Dunn, and Rose that ]ackson's asserted claim is without merit.

Answer the following questions, setting forth reasons for any conclusions stated:

a. If Jackson sues under the Securities Act of 1933, what will be the basis of her claim?

b. What are the probable defenses that might be asserted by Allen, Dunn, and Rose in
light ofthese facts?*

Required

Required

RESEARCH PR.OBLEM 4-1: SEC ENFORCEMENT
The SEC Enforcement Division investigates possible violations of securities laws, recom-
mends SEC action when appropriate, either in a federal court or before an administrative
law judge, and negotiates settlements. Litigation Releases, which are descriptions of
SEC civil and selected criminal suits in the federal courts, are posted on the SEC Web
site (www.sec.gov/litigation/litreleases.shtml). Find Litigation Release No. 22383 dated
May 3I,2012.

a. what is the nature of the complaint underlying LR No. 22383? Required
b. What sections of the federal securities laws are the individuals involved accused of

violating?

*AICPA adapted. Copyright by American Institute of CPAs. All rights reserved. Used with permission.
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