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CHAPTER I

INTRODUCTION

Nature of the Problem
During the 1960s, there have been an unprecedented

number of law suits filed against certified public account-
Not only has the number of cases been increasing,ants.

but also the dollar amounts involved and the severity of
the penalties have been soaring. The American Institute
of Certified Public Accountants has taken the position

the public accountant has been
selected to serve as a scapegoat by disgruntled creditors,
investors, sureties, and others. Members of the public
accounting profession who have written in the general area
of professional liability of accountants have, by and
large, taken a defensive attitude.

to prefer to ignore this problem on the premise that it may
This attitude was evident during the preliminarygo away.

The executive director of theresearch for this study.
Connecticut Society of Certified Public Accountants wrote
as follows: "While we maintain an interest in the problems

1

Further, the accounting profession as a whole seems

that, in most cases.
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involved, you can well understand why it is not in the best

Missouri Society of Certified Public Accountants offered to
supply a list of individual practitioners in Missouri, but

"I truly doubt that they would be receptive tohe stated.

[sic] they have knowledge.
E. Wakefield Smith, administrative secretary ofMr.

the Delaware State Board of Accountancy, made the following
observation:

A high-ranking official of the American Institute
of Certified Public Accountants, who asked that he not be
quoted, expressed the opinion that the more publicity
accountants' liability claims receive, the more rapidly
potential claims develop into actualities.

1

Letter dated September 11, 1967.

discussing either their own problems or others of whom
ii 2

Your inquiry will be valuable to practicing account
ants, and one would think that as rational people 
they would be glad to supply the information. But 
accountants are by nature so close-mouthed that I 
cannot imagine that you would receive any useful 
data from them directly.3

interest of the Society or its members to compile charges, 
replies, etc."-'-

Mr. Donald E. Breimeier, executive director of the

Letter dated September 15, 1967.
3

•Letter dated September 5, 1967.

2
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Objectives of the Research

A review of selected claims against public account

ants is the basis of this study. It is thought that this

review can serve to suggest to the practitioner steps that

he may take in order to prevent or minimize successful

professional liability claims against him or his firm.

The common law which has developed in the United

States during the twentieth century is reviewed. The

details of each of these cases are presented along with the

court's decision. Each case is discussed in the light of

what it means to the practicing public accountant.

Finally, the common law is summarized topically with

emphasis on the relevant lessons to be learned from these

litigated cases. For audits of companies which are not

publicly held, the public accountant must look to the com

mon law for the guidelines of his professional responsi
bility. The purpose of this portion of the study is to

present these guidelines in the language of the layman.
Claims against local practitioners, as reflected by

the home office files of two insurance companies and the
files of certain attorneys, are reviewed. There are four
purposes of this review. First, the study seeks to deter
mine the reasons for the claims. Second, the study deter
mines whether the claims Third, where

classification of the claims can be made by types, thea
study determines the relative frequency of the various

can be categorized.
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Fourth, after thetypes of accountants' liability claims.

underlying facts relating to specific claims are discussed,
the study develops observations regarding the steps that
might have been taken by the accountant in order to avoid
the claim.

Litigation against accountants, a topic of wide
spread publicity during the 1960s, is also discussed.
Since these cases generally involve the larger national
public accounting firms, the objective of this portion of
the paper is to give the reader some idea of the profes
sional liability problems faced by the national firms as
opposed to those encountered by local practitioners.

The study also summarizes the highlights of inter
views with emminent certified public accountants and with
attorneys who have been active in the defense of claims
against public accountants. The purpose of the interviews
and their review in this paper is to present the sugges
tions of the interviewees as to how the public accounting
profession can cope most effectively with the increasing
number of claims against it.

Finally, the study includes a review of current
writings by accountants, attorneys, professors, and others
who are interested in the professional liability of public

The purpose of this portion of the paper isaccountants.
to round out the study by presenting the thinking of others
who have involved themselves with the topic.
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Limitations of the Study

This study is limited to claims arising from the
auditing and general accounting functions of the public

Claims relating to tax matters, such as lateaccountant.
filing penalties, are beyond the scope of this work.

A review of claims against public accountants in
the files of two major insurance companies provides the

Only claims against local practi-basis of Chapter III.
tioners are included in the reviews, because access to
the files of Lloyds of London, insurers of the large
national public accounting firms, was not economically
feasible.

Recent cases which have received widespread public-
The basis of Chapter IV isity are reviewed in Chapter IV.

limited to newspaper and other periodical articles which
have been written concerning litigation against public
accountants during the 1960s.

The Research Procedure

The American Institute of Certified Public Account
ants was contacted first to learn whether a compilation of
litigation against certified public accountants was avail-

The reply was negative.able.

American Institute of Certified 
Public Accountants
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the State Boards of Accountancy and the State Societies of
Certified Public Accountants in the fifty states and the
District of Columbia. The recipients were asked whether

liability claims within their state had beenaccountants'
compiled. Replies were received from both organizations
in twenty-two states. Only the Society of Certified Public
Accountants replied from eight other states, and only the
State Board of Accountancy replied from sixteen other
states.

Although no compilation of cases was reported.
interest in the subject was demonstrated by the number of

Some of the replies included helpful suggestionsreplies.
for other approaches to the subject. Replies from nine
states indicated that the writers knew of no suits having
been filed against public accountants in their states
within the past decade or within recent years.

Libraries
Writings on the subject of accountants' liability

were gathered and incorporated into a tentative
bibliography.

The subject was researched through legal encyclope
dias and digests. Cases referred to in these volumes and
in other writings were studied as a basis for the

State Boards of Accountancy 
and State Societies of 
Certified Public Accountants

Next, letters were written to the secretaries of
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presentation of the common law relating to the liability of
accountants.

Attorneys
Martindale-Hubbel,

attorneys in the United States, was scanned for the names
and addresses of attorneys in San Francisco and Chicago who
represented insurance companies which were known to write
professional liability insurance. Eighteen replies were
received from twenty-four requests for information. Most
of these replies indicated that the firms had little or no
experience with accountants' liability cases. Several
respondents indicated an interest in the subject but
offered little in the way of assistance in the research.
At least one attorney suggested that the insurance com
panies be contacted directly because, in his opinion.
approximately 90 per cent of the claims against accountants
are settled prior to litigation. Another attorney offered
to and later did mail the briefs of a case he had defended

He stated that he was working on a similarsuccessfully.
case at that time; but he felt he should not risk preju
dicing the outcome by discussing it with anyone not
directly involved in it.

Government Agencies
Three federal government agencies were contacted in

the hope that a compilation of litigation against

a directory of practicing
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The Securities andaccountants might be available.

Exchange Commission mentioned some cases that were analyzed
in a recent article which was already a part of the tenta
tive bibliography. The Director of Public Information of
the Department of Justice suggested a review of the subject
in American Jurisprudence, which had been included in the
library research. The Office of Information of the Federal
Trade Commission replied that its files included no leads
to cases involving the professional liability of public
accountants.

Writers and Professors
Professor Victor Harrison suggested that letters be

written to four university professors whom he knew were
interested in the subject of accountants' professional
liability. Professor Benjamin Newman of the New York
University School of Commerce recommended correspondence
with two New York attorneys who had done a considerable
amount of work in the field of accountants' liability.
Personal visits were made to the offices of these attorneys.
Professor Howard F. Stettler of the University of Kansas
School of Business suggested that insurance companies which
write professional liability insurance be contacted. He
also mentioned two Kansas cases then pending. A New York
professor and practicing public accountant replied with a
list of various cases that had come to his attention. This
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list included brief resumes of the known facts about each
case.

Correspondence was addressed to writers of three

which referred to suits pending against accountants. Only
one of the writers cited specific cases in his reply. The
other two apologized because their files did not contain
the requested supporting material for the articles they had
written.

Specific information on firms known to be the sub
jects of suits against accountants was requested from four
attorneys listed in Moody's Manual as counsel for the
respective firms. Two attorneys replied with citations.
while the other two did not reply.

A letter was written to the trustee of the
Continental Vending Machine Corporation. This letter was
returned unopened with the notation "expired" on it. The
trustee for Yale Express System, Incorporated replied to a
request for information by giving some of the background
litigation regarding the financial failure of Yale. He

of the law firm representing the
plaintiffs. The attorneys for both the plaintiffs and the

Trustees and Attorneys for 
Bankrupt Companies Involved 
in Litigation against 
Public Accountants

also furnished the name

articles which mentioned several currently pending suits or

accountants in this case then were asked for their
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comments, but their replies contained little significant
information.

Personal Interviews
Representatives in the home offices of all of the

eight largest national certified public accounting firms
were interviewed for their ideas as to the problem of

liability and its possible solution.accountants' Claims
attorneys for Lloyds of London in both Chicago and New York
were interviewed. The private attorney for one national
accounting firm was interviewed. No specific cases were
discussed in any of these interviews.

Several days were spent reviewing files in the
offices of two New York attorneys who have been active in
handling accountants' liability claims. One of these

Hill, Jr., made available aattorneys, Mr. Thomas W.
collection of writings and litigated cases which he had
accumulated through the years.

Clerks of the Courts
Letters were directed to the clerks of various

courts regarding at least eight cases thought to be pending
Replies were received from six of thein these courts.

eight clerks, but little help was derived from this source.
One clerk mailed a copy of the briefs filed on a case in

Another clerk offered the memoranda that hadhis court.
been filed relating to a case in his court, but the cost
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considered prohibitive for such a paucity of informa-was

tion. A Texas clerk suggested a visit to study the files
personally or, in lieu of that, the hiring of an attorney
to do the review. Neither suggestion was adopted.

Insurance Companies
Letters were sent to nine insurance companies which

were thought to write professional liability insurance for
Eight companies replied.accountants. One company had

merged with one of the other companies to which a letter
had been directed. Two stated that they had little or no
experience in this area. A southern company, licensed in
seven southern states, replied that it had never had a
claim of this type.

It was ascertained from local casualty insurance
company representatives that four companies write approx
imately 75 per cent of the accountants' liability insurance
in the United States. One of these four, a New York
insurance company, replied that it had written accountants'
professional liability insurance only since 1963; hence.
most of its claims were still pending. This company felt
that comments on these claims would be inappropriate.

wrote a relatively modest amount of this type of insurance.
about $100,000 in premiums a year, and that its claims
experience was correspondingly small. Invitations were
accepted from the two other insurance companies to review

Another, a California insurance company, stated that it
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their home office files relating to accountants' errors and
omissions claims. Ninety per cent of the claims studied as
the basis for Chapter III were those reviewed in the files
of these insurance companies. These two insurance com
panies are the only companies in the United States which
write this type of insurance "freely," according to Mr.
Sculthorpe of the Insurance Company of North America.

Outline of the Presentation
Appendix A is a chronological presentation of the

common law as it developed in the United States during the
twentieth century. The common law review found in most
writings is topic or subject oriented. That is, the
liability of public accountants to their clients is
investigated with references to related cases. Various
defenses available are mentioned, again with references to

Finally, third party liability is discussedrelated cases.
in the light of litigated cases. It is believed that the
chronological approach to the common law presented in
Appendix A discloses a common thread through the relatively
few cases of this type in the United States and helps to
keep the reader aware of the time relationship among the

The detail of Appendix A is summarized incases.
Chapter II.

The allegations and other pertinent facets of the
claims excerpted from the files of the two insurance
companies and of the cases reviewed in the offices of
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certain attorneys are presented in Chapter III. Because
the insurance companies whose files were reviewed write a
major portion of the accountants' errors and omissions
policies written in the United States and because they are
the only companies which write this type of coverage

claims against local accounting firms and that their review
will illustrate mistakes that were made and suggest pre
ventive techniques that may be instituted.

The basis for Chapter IV is newspaper and other
periodical articles relating to selected litigation against
accountants which has arisen during the 1960s. The current
status of any given case mentioned in Chapter IV is omitted
in most instances because of the limited source of
information.

Chapter V includes a summary of personal interviews
with members of national accounting firms and with attorneys
who have an interest in accountants' professional liability
litigation. On the general subject of the liability of
public accountants, selected pertinent points from periodi
cals during the last decade also are set forth in this
chapter in order to demonstrate the thinking of contempo
rary writers on the subject of the professional liability
of public accountants.

Chapter VI contains a summary and conclusions based
upon this study.

"freely," it is thought that these claims are typical of



CHAPTER II

A SUMMARY OF ACCOUNTANTS' LIABILITY
UNDER COMMON LAW AS DEVELOPED

IN THE UNITED STATES

Introduction
This chapter is a summary of the findings in the

twenty-nine common law cases which are reviewed in the
Appendix. The Appendix is a chronological presentation
of the common law cases with a summary of the facts of
each case and the court's decision followed by a discus
sion of the case.

For ease of reference, the cases in the Appendix
are numbered and will be referred to by number in this

Because of the chronological presentation ofchapter.

Importance of the Common Law
The audit of publicly held companies is subject to

the Securities Act of 1933 and the Securities Exchange Act
of 1934, both of which fall within the jurisdiction of the
Securities and Exchange Commission.

14

to extend the liability of the public accountant when an
These statutes serve

the cases, the numbers are in time sequence.
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audit which affects the public interest is performed.
There are, however, many audits which do not fall within
the scope of these federal statutes; and with these audits,
the common law, subject to statutory modification, is the
only law to which the accountant can look to define his
legal liability to clients and others.

Most Frequent Types of Claims
Eleven of the twenty-nine cases reviewed relate to

the failure of the auditor to discover during the course of

his client. The sureties who wrote the fidelity bonds of

defalcation cases.
No other feature was as prevalent in the cases as

undiscovered defalcations, but three of the cases were

Nine of the cases were instituted by

1,
16, and 17.

5, and 14.
26, and 28.

Cases 3,

the defalcators were the plaintiffs in five of these eleven
2

his audit defalcations that were committed by employees of 
1

10, 13,

and three cases related to inadequate disclosure in 
the audit report.

6, 7, 11, 12, 19, 21, 25, and 28.

third parties who did not enjoy privity of contract with 
cthe defendant auditors.

counterclaims against the auditor's suit to collect his 
fee,3

2, 4, 8, 10, 13, 14, 16, 17, 23, and 24.Cases 1,
2

Cases 1,
4,Cases 19,
5,

Cases 8,
3,
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Professional Liability

account

ants have been held liable to their clients for negligence,

bad faith, dishonesty, and incompetence. Liability also

can arise from breach of contract when the specific terms

of the contract are not fulfilled, breach of warranty

relating to specific representations in the audit report

The courts have agreedthat prove to be false, and fraud.

that public accountants should demonstrate the same degree

Third Party Liability

parties for ordinary negligence under the common law. but

they are liable to third parties for fraud even though they

are not aware that specific third persons will be reading
If an auditor uses hisand relying on their audit report.

Honest mistakes. such as mis

conceiving the legal significance of a legal document, do
Gross negligence has beennot constitute fraud.

7, and 11.6,

Accountants have not yet been held liable to third
8

8Cases 3, 

9Case 27.

6Case 1. 7 'Cases 1 and 22.

of reasonable care as is required of other professionals
7 offering special skills to the public.

report deliberately to mislead the reader, he can be held 
liable to third parties.9

Since 1905, when the New York courts first recog
nized public accountants as a professional group,6
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Gross negli

gence consists of expressing a professional opinion based

Status of the Audit Opinion
An auditor's opinion is not a statement of fact.

It is the opinion of a professional person, and this is
what differentiates it from the ordinary opinion.

Qualifications in the auditor's opinion, based on

The labeling of an audit
report as "pro forma" does not exonerate the auditor from

Any addendum to an audit report

attached to each copy of the original audit report. An

If an audit report obviously is incorrect as to
certain items, it has been held that faith in the entire

12,Case 12.

that is released after the report has been issued should be
15

13Cases 7 and 21.

It is further a failure to investigate the 
doubtful and a refusal to see the obvious.11

interpreted to be the equivalent of fraud.

16Case 12.

10Cases 6, 12, and 19.
11Case 6.

unqualified audit report cannot later be qualified 
orally.16

failing to exercise due care in establishing the facts 
relating to the report.14

limitations of the scope of the audit, serve to limit the 
liability of the auditor.11

on grounds so flimsy as to indicate no genuine belief in 
the opinion.11

16Case 19.
14Case 27.
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The auditor in Board of County
Commissioners of Allen County Baker et al. was requiredv.
to refund the amount of his audit fee to his client because
of the adjudged worthlessness of the audit.

Scope of the Audit Examination
between the auditor

and his client ordinarily determines the scope of the audit
examination and the extent of the liability assumed by the
auditor. In a recent case, however, the auditor inadvert
ently failed to disclaim an opinion, because he did not

He was held liableobserve the taking of the inventory.
for damages to his client because of the unqualified

employment contract to observe the inventory taking. A
written employment contract generally is not altered by

A distinction was made in one case between a
balance sheet audit, which is a limited examination and

The contract of employment1®

20Case 16.

17Case 15.

opinion submitted even though he was not required by his
19

■j ftThe use of the phrase "contract of employment," 
when referring to the engagement of the certified public 
accountant by his client, is not intended to imply that 
the certified public accountant is an employee of his 
client.

19Case 29.

report may be shaken to the extent that the audit is with-
1 7 out value to the reader.

oral discussions with employees of the client either prior
2 0to or after the contract is signed.
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financial review of the client's books without verifica-

The verification of
cash, securities, and receivables extends beyond a mere
mechanical checking of the records and requires reasonable

Contributory Negligence
The defense of contributory negligence on the part

of the client of the public accountant is valid only when
the negligence of the client contributes to the account-

For instance, if an employee of the client is
held out to the auditor as one who can be trusted in all
matters, a plea of contributory negligence by the account
ant would be valid if his audit were hindered by misrepre
sentations made to him by the trusted employee.

Subrogation of Sureties
Sureties on fidelity bonds are subrogated to the

rights of their assured against public accountants and thus
enjoy the same legal relationships, as privity of contract,
with the public accountants as the assured.
however, where the auditors were aware that their client
would furnish the audit report to the fidelity insurer in

22Case 13.

In one case.

21Case 5. 23Ibid.

skill and diligence in the determination of the actual 
existence of the assets.22

tion, and a detailed audit when the facts relating to the 
figures in the report are verified.

ant's failure to perform the contract and to report the 
truth.23
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order to obtain a renewal of the bond of an employee, it
was held that no privity of contract existed between the
auditors and the surety and that action could be brought by

The defalcator or his employer, if the employer is
not the assured of the surety, is primarily responsible for
the loss due to fraudulent acts. Action cannot be main
tained by a surety against the auditor who fails to
discover the defalcation until every effort has been made

Fiduciary Relationship
When a client leaves checks in the possession of

his accountant, a fiduciary relation is established. The
accountant must either account for the disposition of the
checks or be liable for the amount of the checks even though

26it cannot be proved that he actually took the money.

Defalcation Damages
When defalcations escape discovery because of the

public accountant's negligence in the application of
auditing procedures, the extent of damages due by the
public accountant to his client is measured by the
amount of defalcations which arise after the point in time

to collect from the person who is primarily responsible for 
the loss.25

25Case 17. 26Case 18.24Case 10.

the surety against the auditors in tort only and not in
, . 24contract.
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27when they should have been discovered by the auditor.

This seems to be generally accepted now even though, in a

accountant's fees.

Disclosure
Full disclosure of all material facts is required

of the auditor so that the reader of the audit report will

to his decisions regarding the audited company. When
there is any doubt as to the materiality of any fact
related to an audit report, the trouble and expense of
potential future legal action may be avoided by treating
the matter as material.

Other Factors
Certain basic legal requirements are applicable to

the practice of public accounting just as to other under
takings. For example, an accountant certified to practice
in one state may not be able to enforce an employment

An accountant was ruled not liable for the actions
of the board of directors, which allegedly based its deci
sions on incorrect audit reports, when the directors were

and 24.16,
30case 5.and 28.26,

not be denied the benefit of knowledge of facts material
29

28Case 2.27Cases 14,
29Cases 19,

very early case, damages were limited to the amount of the
28

contract with a client in another state unless he is 
certified to practice in that state also.88
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known to have been aware of all the ramifications of the

Ordinarily a public accountant, as a professional

person, is expected to perform his services with reasonable

skill and care; and he does not assume the role of an

arbitrator, who enjoys judicial immunity for his actions,
even

accordance with an agreement between the parties.

The high standard of auditing applicable to certi

fied public accountants is not applicable to government

employees who perform audits in order to supply government

Conclusions

The contract of employment between the public
accountant and his client can limit the accountant's

liability because of contractual limitations imposed on the

scope of the examination made by the auditor. Any restric
tions on the scope of the audit should be disclosed in the
scope paragraph of a qualified opinion by the auditor.
Other qualifications in the auditor's opinion also spell

out limitations of the extent of responsibility the auditor
is assuming.

32case 22.31Case 9. 33Case 23.

though his findings are binding on the parties in
32

offices the information needed to perform their regulatory
- ■ 33functions.

financial transactions of the company and to have actively
. . . 31set policies. x
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The auditor does not purport to discover defalca

tions during the course of an audit not designed for that
specific purpose, but the courts are inclined to allow the
audited company damages to the extent of defalcation losses
that occur after the first audit which failed to reveal
losses from peculations.

Almost a third of the common law cases were
initiated by third parties not enjoying privity of contract
with the auditor. The courts may be expected to view this
type of plaintiff more favorably in the future as related
product liability is extended to third party plaintiffs.

An audit report should include all information that
might be relevant to a reader of the report.

Contributory negligence may be pleaded successfully
as
ance is hindered by the negligence of his client.

a defense by an auditor only when the auditor's perform-



CHAPTER III

A REVIEW OF SELECTED CLAIMS AGAINST
LOCAL PRACTITIONERS

Introduction
The details of selected accountants' liability

claims reviewed in the home office files of the two insur
ance companies and in certain law offices in Chicago and
New York are presented in this chapter. The insurance
companies whose files were examined are not identified
because of the confidential nature of the information
reviewed.

SimilarInsurance Company A and Insurance Company B.
pseudonyms are used to refer to the insured accountant and
to the claimant in each case discussed.

The purpose of this review is to ascertain the
facts upon which the various claims are based and to deter
mine why the claims arose initially. The claims are clas
sified into certain broad categories, and the relative
frequency of these various types of claims is determined.
Finally, after the facts relating to each claim are stated.

be learned by practitioners from that particular claim.

24

observations are made as to the object lessons which can

Rather, the companies are referred to as
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As explained in Chapter I, it is thought that the

claims against public accountants which are reviewed in this
chapter are typical of claims in general against local
practitioners in this country.

Types and Frequency of Claims
The home office files of Insurance Company A con

tained a total of 144 claims. Of this number, 7 contained
information too scant to excerpt, 76 related to tax
matters, which are not within the scope of this paper, and
61 related to auditing and general accounting functions of
the public accountant. a
part of the basic research for this paper.

The home office files of Insurance Company B were
revealing as those of Insurance

The files were found to contain 26 claimsCompany A.
pertinent to this study. Sixteen other claims related to
tax matters, and another 21 claims were rejected because
they contained insufficient information. A possible expla
nation of the relative paucity of claim files in the home
office of Insurance Company B is that it is more highly
decentralized than Insurance Company A, which is just
beginning to move toward decentralization.

Nine cases were reviewed in the offices of certain
attorneys in Chicago and New York City.

32 relate to undis-Of the 96 claims reviewed,
covered defalcations; 16 are countersuits against suits by

These 61 files were studied as

or asnot as numerous
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the accountants for their fees; 11 concern buy and sell
audits (2 of these 11 are included in the countersuits
previously mentioned); 8 are for alleged libel, slander, or
defamation of character; 9 are for an alleged overstatement

equity; 6 relate to the accountant's givingof owners'
investment advice which proved to be bad; 4 have to do with
bookkeeping errors; 2 relate to divorce cases in which the
accountant helped to work out the property settlement
agreement; 2 are for general audit errors; 2 are for improp-

relates to each of the following: (1) accounts receivable
not properly segregated, (2) breach of specific terms of an
audit contract. (3) business liquidation, (4) understate
ment of proposed equipment purchase price, (5) pending
legal action not revealed in the audit report, and (6)
books of the client allegedly lost.

The details of 43 of the 96 claims reviewed are
discussed in this chapter. Following the details of each

These 43 claims were selectedbe learned from the claim.
for discussion because more details relative to them were
contained in their files than was the case with the claims
which were omitted.

er legal advice allegedly given by accountants; and one

An auditing firm which failed over a period of years to 
verify receivables and payments thereon, was sued by 
its client, whose manager-bookkeeper did not itemize

claim, observations are made as to what, if anything, can

Defalcation Claim No. 1
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Details
The certified public accounting firm was accused of

negligence in its audit of the financial reports of the
claimant, a corporation in the business of renting apart-

The accounting firm was employed in July, 1961 byments.
the claimant and submitted quarterly reports. The opinions
of the auditing firm dated August 20, 1962, July 31, 1963,
and September 11, 1964, stated that the examinations were
made in accordance with generally accepted auditing
standards.

The claimant alleged that the auditors knew the
financial statements submitted to the claimant were false
at the time they were submitted, that the auditors failed
to examine all of the books and records of the claimant,
that the auditors failed properly to verify receivables and
payments thereon, and that they failed to advise the
claimant of deficiencies in its record keeping and account
ing system.

The defalcator was the resident manager of the
After three or

four months, the defalcator was assigned the bookkeeping
duties related to the claimant company, probably because he
had been a practicing certified public accountant in

According to theanother state in the early 1930s.

deposits and receipts in order to conceal defalcations. 
The insurer of the accounting firm settled the claim 
for less than half of the damages asked.

apartments who was hired in February, 1961.
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statement of the defalcator, he first started his embezzle
ments in mid-1962; and by mid-1964, he had built up a
shortage of $18,258.56 by a lapping procedure. The loss
came to light when the defalcator left the state and sent a
letter back explaining what he had done.

The auditors stated that they instituted some
procedures for handling cash which would have made for
better internal control, but these were abandoned by man
agement as too cumbersome. However, the working papers of
the auditors failed to reflect any recommendations for
improved internal control. This testimony of the auditor
was rebutted by the deposition of the defalcator to the
effect that no suggestions for changes in accounting pro
cedures ever were forthcoming from the auditors with one
exception, the recommendation that the regular and payroll
bank accounts be combined, which was not done. He further
deposed that advance notice of the arrival of the auditors
always was given to him.

Deposits were made in a lump sum with individual
Cash received was not itemized indi-tenants not listed.

vidually so that there was again no verification of the
names, apartments, and the month for which theytenants 1

No direct confirmation was made by thewere paying.
auditors with the tenants as to the balance of their
accounts.
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An accounting professor who enjoyed a good reputa

tion in the field of accounting expressed the opinion that
the audits were performed in accordance with generally
accepted auditing standards.

The insurance company settled with the claimant for
$9,500. The claimant had asked not only the $18,258.56
embezzlement loss but also $5,000 for expenses incurred in
an attempt to recover the loss plus auditing fees paid to
the defendant accounting firm and the cost of the legal
action against the firm.

Observations
Any recommendations for improved internal control

should be made in writing.
The auditor should evaluate the circumstances of

occa
sional surprise audit.

Confirmation of receivables, a required auditing
procedure for nearly thirty years, should not be overlooked
without express qualification or a disclaimer of the opin
ion, depending on the materiality of the receivables.

aA public accounting firm's employee stole money from 
client of the firm by writing unauthorized checks 
through the use of the client's automatic signature 
machine. The defalcator had access to the machine when 
she was alone in the office of the client while the 
machine was unlocked.

each audit engagement to determine the merit of an

Defalcation Claim No. 2
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Details
An employee of the public accounting firm regularly

did the bookkeeping for the claimant, a client of the firm.
She confessed that she stole approximately $14,000 from a
client of the firm through the use of an automatic signa
ture machine. The key to the signature machine usually was
kept in the machine even when the employee of the account
ing firm was alone in the office of the client. The
employee was hired by the accounting firm without a proper
investigation of her references.

According to the figures of the accountants, the
loss amounted to $11,048.03, which was the amount asked by
the claimant plus $10,000 punitive damages. Over two years
after the defalcator's confession, the attorneys for the
insurance company of the accountants requested the court to
put the case on the dismissal docket, because the plaintiff
had expressed no interest in the case. This request
resulted in an indication by the attorney for the plaintiff
that he intended to pursue the matter.
ant's attorney offered to settle the claim for $10,000.
Three years after the request for dismissal, at the time

This claim was still pending when the file was reviewed 
over five years after the defalcator confessed.

Later, the claim-

the file was reviewed, the matter was still pending.
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Observations

Proper internal control procedures should be
directed toward the control of the activities of a public
accounting firm's employee who performs bookkeeping
services for a client.

The personal and professional background of appli
cants for employment with a public accounting firm should
be investigated thoroughly, and all references should be
contacted.

Defalcation Claim No. 3

Details
The owner of a jewelry business, the claimant.

alleged that he retained the defendant certified public
accounting firm to do a complete audit of his books. to set
up a bookkeeping and accounting system, and to make certain
recommendations as to changes in procedures which would
prevent defalcations from being perpetrated by his employ-

The accounting firm's version of its employment con-ees.
tract with the jewelry company was that the firm was to do

A jury trial resulted in a verdict favorable to the 
accounting firm, but the claimant moved for a new 
trial.

A bookkeeper of the claimant admitted that he embezzled 
a substantial sum of money from the claimant. Con
flicting versions of the oral employment contract 
between the claimant and the public accounting firm 
were given by the parties to the contract.

a considerable amount of work in regard to certain income



32
tax returns, to make a complete audit at a later date, and
to assist in the determination of the amount of defalcation
committed by one of the former employees of the company.

One of the partners of the accounting firm made a
memorandum of things he intended to do on the assignment.
In addition, the claimant was furnished a complete state
ment of all the things that the accountants did when they
worked on the account.

A bookkeeper of the jewelry company admitted
embezzling $76,116.84 from the company from June 1, 1961,
to November 27, 1962. The defendant accountants were
employed by the company from May, 1960 to October, 1961.

The case came to trial on May 18, 1966, and a
defendant's verdict resulted. The plaintiff jewelry com
pany moved for a new trial. During the trial, the book
keeper who was with the company when the accounting firm
was retained testified that one of the principal reasons
the firm was employed was to install a new accounting

An outside certified public accountant testifiedsystem.
for the defendants that no certified public accountant
would ever agree to supervise his client's employees' work

He further testifiedand then make an independent audit.

fee of approximately
The fee charged by the firm was only about $800.$2,500.

One of the partners of the accounting firm testified that

that it would have taken 250 man hours to install a new
system of internal control for a
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the owner of the business never allowed his firm to com
plete the audit for which it was employed. This partner
stated that the primary concern of the claimant at the time
of the engagement of his accounting firm was to have a tax
problem handled by the firm. He further testified that
there was no engagement to install a new accounting system.
The ultimate disposition of the case was not revealed by
the file.

Observations
Although a signed contract of employment is prob

ably the ideal that rarely is reached, a complete memoran
dum of the terms of employment should be in the file as a
minimum precaution. A letter to the client explaining the
terms of employment as interpreted by the accounting firm
is probably the next best thing to a signed contract.

When it becomes impossible to perform any facet of
the employment contract for any reason, the file should

letter to the client explaining the
reasons the work is not going as anticipated with possible
suggestions for alternative courses of action.

contain a copy of a

The president of the claimant company used company 
funds for personal expenditures without the knowledge 
or authorization of the other members of the board of 
directors. The auditor was convinced by the president 
that the funds would be repaid, and he was persuaded 
not to mention the "borrowings" in his audit report.

Defalcation Claim No. 4
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Details
The claimant in this instance was a collection

agency for professional people, primarily doctors and
hospitals. The company had four directors, one of whom was
also the president of the company and the only member of
the board who was active in the operation of the company.

The insured was an individual certified public
accountant who inherited this account from his former
partner when their partnership was dissolved in 1962.

The audit of March 31, 1961, was conducted by the
former partner of the insured; and he failed to call to the
attention of the directors that a $1,950 deposit was in

The next year's audit also was performed by thetransit.
former partner of the insured accountant; and during that

22 checks totaling $18,658.76 cleared the bank butyear,
never recorded on the books of the company and werewere

later

unable to cover by the end of the fiscal year. Hewas

"covered" by deposits in that amount.
The insured performed the audit of March 31, 1963;

informed him that he hadand the president of the company
written checks totaling $37,385.21 during the year which he

Settlement was effected for slightly over half of the 
total defalcations with the insurance company paying 
$19,000, almost the limit of its liability, and with 
the accountant paying $15,500. A former partner of 
the accountant, who performed previous audits without 
disclosing unauthorized borrowings that were repaid by 
the president, paid an additional $500 in the settle
ment with the claimant.
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explained that these checks were used primarily for improve
ments and furnishings for his new home and that, pending
more permanent financing, he borrowed the funds from the

The president showed the insured auditor a notecompany.
signed by himself for the amount of the "borrowings" plus
interest, and he told the auditor that he would have his
wife co-sign the note and that the note also would be
secured by a Deed of Trust against his residence, subsidiary
to all existing obligations. The president convinced the
auditor that his mother-in-law would pay his debt if he
could not get FHA financing. The president had not obtained
the approval of the Board of Directors of the company for
his loan, but he was urged by the auditor to do so at the
next meeting of the Board.

The auditor made no disclosure in his audit report
regarding the president's taking this large sum of money
without the approval of the other members of the Board of

An additional $27,000 was taken by the presi-Directors.
dent during the next year before the other directors,
suspecting that the company's president was living beyond
his means, brought in another auditor.

Settlement in this case consisted of a $19,000 pay
ment by the insurance company, which was just $900 less

payment by the insured auditor; and a $500 payment by the
former partner of the insured.

than the limit for any one claim in any one year; a $15,500
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Observat i on s

Illegal transactions (those outside the scope of
the authority of their perpetrators) always should be dis
closed in the audit report.

Gullibility on the part of an auditor is inexcus
able. A truly independent auditor will not be persuaded to
overlook illicit transactions.

Details
An employee of the claimant embezzled funds, and

the claimant alleged that the public accountant should have
discovered this shortage.

The accountant stated that he was employed to pre
pare the required tax returns and financial statements from
the books and records of the company and not to perform an

The file did not reveal the disposition of theaudit.
claim, possibly because the claim was still pending. The
first notice of claim was dated only seven months prior to
the examination of the file.

Observation
The terms of the employment contract between the

accountant and his client should be written and preferably
signed by both parties to the agreement.

An undiscovered embezzlement resulted in an allegation 
by the claimant of negligence on the part of the 
accountant. The accountant met this charge with the 
contention that he was not retained to perform an audit.

Defalcation Claim No. 5
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Defalcation Claim No. 6

Details
The accountant did the bookkeeping for the claimant

firm. When he noticed some irregularities in the records
and pursued the matter further, he found that one of the
employees of the claimant had been stealing from the
claimant.

The claimant filed suit against the accountant for
not finding this situation sooner. the accountantHowever,

The file revealed plans by the insurance company tothem.
defend this claim, which was considered to be without
basis.

Observations
The accountant should assume the responsibility for

educating his clients as to exactly what can and cannot be
expected from a particular job to be done by the accountant
for his client.

the accountantEven in the most innocent cases, can
expect occasional "nuisance" claims.

was employed to balance the books only and not to audit

The accountant discovered some irregularities during 
the course of his balancing the books of his client, 
the claimant. Further investigation revealed embez
zlements by an employee of the claimant. The claimant 
sued the accountant for not finding the shortages 
sooner. The accountant stated that he was not 
employed to audit the books.



38

Defalcation Claim No. 7

Details
An officer and trusted employee of the claimant

bank honored numerous checks of one of the depositors of
the bank or for companies with which this depositor was
affiliated when, in fact, there were insufficient funds

The bank officer attemptedon deposit to cover the checks.
to conceal these shortages by the manipulation of the
accounts of various school districts of which he was also

The resulting shortage, allegedly $244,429.07,an officer.
was discovered during a periodic audit by the national
bank examiners.

The certified public accounting firm had been
auditing the books of the claimant bank for many years and

or should have known.knew.
tion was also an officer of several school districts and
other public bodies and that he was in a position to

The claim, first filed less than two months prior to 
the examination of the file, still was being 
investigated when the file was reviewed.

The auditors, named as codefendants in a suit by the 
bank to recover the shortage of nearly $250,000, failed 
to consider the interrelationship of the school dis
tricts and other public bodies with the bank through 
their mutual officer, who was in a position to 
manipulate the accounts as he did.

that the bank officer in ques-

An officer and trusted employee of the claimant bank 
contrived with an accomplice to honor checks for the 
accomplice for which there were insufficient funds on 
deposit with the bank. The shortages were concealed 
by the manipulation of the accounts of various school 
districts of which the embezzler was also an officer.
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manipulate the accounts, books and records of the school
districts and public bodies.

The auditors failed to confirm the accounts of
these school districts and public bodies or to recommend to
the claimant bank that it should confirm these accounts.

Since this is
come was not revealed in the file when it was reviewed in
February, 1968.

Observation
Auditors should consider the interrelationships of

the employees of their clients with other entities who do
business with their clients.

Details
The accounting firm had provided accounting

services to a motel since the inception of its business.
about six years prior to the discovery of a defalcation

The accounting servicesloss of $20,780.90 in June, 1967.

tion of bank accounts, and preparation of all required tax
Preparation of daily reports, making deposits.returns.

and preparation of the payroll were handled by the manager

a relatively recent claim, the out-

The client, relying heavily on its accountants for 
professional services and audits on a monthly basis, 
sued the accountants for defalcation losses in excess 
of the fidelity bond amount, in part because the cash 
reconciliation was two months behind.

performed included bookkeeping, writing checks, reconcilia-

Defalcation Claim No. 8
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of the motel, who had been an employee of the motel since
it opened for business.

The claimant sought recovery from the accountants
on the ground that the cash reconciliation was two months
behind when the thefts came to light.

A partner of the accounting firm stated that
earlier in the year it was noticed that the receivables of
the motel were starting to build up. A junior accountant
was assigned to tie in the details supporting the accounts
with the books; and at that time, there was a variance of
about $1,200 between the detail and the control of accounts
receivable. Confirmations were not requested at that time.
because the junior accountant did not prepare an aging
schedule which might have alerted the partner in charge
that confirmations were in order. The July and August bank
statements indicated that deposits were in transit longer

For this reason, the auditors started try-than necessary.
the manager to discuss this situation with him.

He avoided a confrontation for a week or two and finally
was fired when he could not explain where the deposits

Confirmation of receivables indicated that approx-were.
imately $11,000 of the loss related to overstated receiv
ables , and the cash reported in the daily reports that

deposited totaled about $10,000. The accountingnever was
firm's partner in charge of the account implied that this

detailed service account than the usual audit.was a more

ing to see
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Apparently, a confirmation of receivables never was
attempted prior to the discovery of the shortage.

A status report dated two months prior to the time
this file was reviewed indicated that the reserve was to
be increased from $5,000 to $15,000. Although the account
ants admitted their error, their liability was question
able at that time because of their legal duties.

Observations
When detailed bookkeeping is to be done on a

monthly basis, it is imperative that it be kept current.
Aged schedules of the detail of receivables should

be reviewed occasionally by someone in a position of
authority other than the person who works with receivables
on a daily basis.

Confirmation of receivables on a test basis should
be recommended to clients whose major current asset is in
the form of receivables.

The defalcator had access to all of the records in his 
office.

The tax collector of a city, whose records had been 
audited by the insured accounting firm for many years, 
stole $432,000 from the city over a ten year period. 
The thefts were perpetrated through crude alterations 
of the deposit slips and by late reporting of receipts 
of advance tax collections and by deliberately under
estimating and underreporting miscellaneous income.

Defalcation Claim No. 9
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Details

The accounting firm was the auditor of the claimant
city for many years. Almost half a million dollars was
stolen by the city Tax Collector during the ten or more
years before the theft was revealed.

The thefts were carried out by the Tax Collector,
who altered deposit slips after the cashiers balanced the
cash collected with their cash register tapes and after the
Assistant Tax Collector balanced the reports of the
cashiers with the bookkeeping machine totals and prepared
the deposit slip covering all collections for the day. The
Tax Collector apparently made some very crude alterations
in the deposit slips and kept the details of the receiv
ables in balance with their controls by understating
advance tax collections and sewer and other interest

Advance tax collections were reported ascollections.
current year's tax collections for a given year and then
picked up as having been received in the early part of the

The budgeted interest income of the cityfollowing year.

Collector who saw that expected income from this source
was vastly understated.

The Tax Collector had access to all phases of the
Collections made by therecord keeping in his office.

cashiers according to register tapes were not compared

was derived indirectly from figures supplied by the Tax
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independently with the actual deposits as to amount and
timeliness.

Copies of the taxpayers' receipts and the cashiers'
cash register tapes and deposit slips were inserted daily
by the Assistant Tax Collector into envelopes on the out
side of which appeared the date of collection and the total
amount of the deposit. Since the auditors compared the
figures on these envelopes with the actual deposits, it is
apparent that the Tax Collector changed the figures on the
envelopes to agree with the actual deposit.

The auditors who were called in to determine the
amount of the defalcation recommended stronger internal
control and stated that there should be a full time auditor
in the tax office. If a full time auditor is essential.
the defendant accountants may use this as a defense against
charges of negligence, because their fee would not have
supported service from one man on a full time basis in
addition to the year-end audit.

Investigation of the facts of the case was in its
final stages when the file was reviewed.

Observations
Lack of proper internal control was the key to this

It was the contention of the defendant thatdefalcation. a
full time internal auditor would have been required to
deter this sort of misappropriation of the city's funds.
Based on the complete lack of internal control as it
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related to the Tax Collector, one wonders why the auditors
never thought to compare the register tapes and the book
keeping machine totals with the actual deposits. However,
this is an easy question to ask when one has the advantage
of hindsight. One very necessary attribute of any good
auditor is the ability to think of what a criminal might
do in any given situation.

Defalcation Claim No. 10

Details
The accounting firm was the accountant for a chain

Two of the managersof dress shops for a number of years.
of the branch shops admitted taking various sums of money
during the period from March, 1962 through November, 1966.

Even though the audit reports submitted by the
accounting firm stated that the cash in banks and on hand

firmed directly with the banks; and the bank balances of

Two of the branch managers of a chain of dress shops 
admitted that shortages existed in their accounts 
because of their theft of company funds.
The audit report submitted by the firm's accountants 
stated that cash on hand and in banks was verified, 
but the bank balances of the branches were not 
confirmed.
An officer of the firm admitted to a main office 
employee that he was aware of the shortages in the 
branch accounts. However, this officer did not 
apprise his fellow officers or the auditors of the 
shortages.

main branch of the bank or banks involved actually was con-
was verified, only the balance of cash on deposit with the
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the branch stores were not confirmed directly with the
banks. Apparently, the audit reports had at one time
covered only the main office, because the branch stores
previously were operated as a separate corporation. When
the branch stores were consolidated with the main office,
the accounting firm inadvertently may have continued to
follow the routine of the previous years without changing
either the audit program to include all of the bank
accounts or the reports which stated that bank balances
were confirmed directly with the banks.

One of the younger employees of the main office of
the dress shops called to the attention of the Secretary-
Treasurer of the corporation that there were shortages in
two of the accounts of the stores. The officer, who was
also a member of the Board of Directors, assured the
employee that these shortages were being rectified; but he

the other officers and directors.
The type of audit performed developed from specific

com-
Both the majority stockholder and theplete audit.

Secretary-Treasurer were aware that the bank accounts of
the branch stores were not being confirmed by the auditors
directly with the banks, despite the statement in the audit
report.

never mentioned them either to the auditors or to any of

requests by the majority stockholder and it was not a
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At the time the file was reviewed, the accounting

firm was being defended in court by the attorneys for the
insurance company. These attorneys were stressing that,
because both an officer and an employee of the company knew
there were shortages, there was no misrepresentation by the
auditors as alleged in the complaint.

Observation
a

guide for the current year, but they should never be used
as a substitute for thinking. It is imperative that all
statements in the audit report be backed by facts that are
documented in the workpapers of the auditor.

Details
The accountants did a complete audit and submitted

unqualified opinions on the financial statements of the
The auditorsclaimant shoe company for several years.

failed to notice certain endorsements on checks of the
claimant that were deposited to the account of the company.
The mode of operation of the embezzling bookkeeper was to

Prior year reports occasionally may be used as

An employee of a shoe company diverted company funds 
by endorsing by hand company checks payable to its 
suppliers and then depositing the checks in the 
company account to cover cash shortages. The 
embezzler had stolen from the company in a similar 
manner several years before this loss, and she was 
not dismissed by the company. The auditors were 
aware of the previous theft by the embezzler.

Defalcation Claim No. 11
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obtain checks payable to regular suppliers of the company
and substitute them for the cash extracted from the
deposit. The endorsements were made in handwriting rather
than with the usual stamped endorsement of a business, and
they were followed by the regular stamped endorsement of
the claimant. The handwritten endorsements caused the
initial investigation to be made. The defalcations
totaled approximately $18,000.

It was suggested in defense that the claimant might
be found guilty of contributory negligence because the
claimant company retained the employee who stole from it
after she was caught in a similar situation in earlier
years.
the accounting firm knew of this prior default, and the
man who was working on the account at the time the thefts
were discovered also knew of the previous, theft. The test
of contributory negligence is "whether the negligence of

auditor to give an accurate and complete report. For
this reason, the defense of contributory negligence might
not stand up in this case.

Observations
Alertness is the key to auditing. Nothing can be

Although the job of auditing maytaken for granted. seem

the employer actually contributed to the failure of the
..1

However, the auditor who brought the business to

^-Robert D. Ready, "The Auditor's Protection Against 
Liability Based on Client's Fraud," The Journal of 
Accountancy, August, 1962, p. 56.
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boring at times, the auditor must approach each assignment
with an awareness of the importance of his remaining alert
to possible inconsistencies and inaccuracies in the
records.

Knowledge of previous peculations of an employee of
a client should be emphasized to all who work on the
account.

Defalcation Claim No. 12

The case eventually was settled for about $6,000.

Details
The defendant accountant was employed in August,

1962, by the plaintiff who alleged that he was employed to
keep the books of the plaintiff and to furnish to the

At some laterplaintiff monthly financial statements.
date, the plaintiff discovered that his manager was
embezzling funds from the business, and the amount of the
loss was determined to be $10,961.10.

The manager of the plaintiff's business embezzled 
almost $11,000. The plaintiff alleged that the 
defendant accountant, who was employed to keep the 
books of the business and to prepare monthly finan
cial statements, was negligent when he did not 
discover the peculations of the manager.
The defendant accountant alleged that his employment 
contract included only reconciliation of the bank 
account and making the necessary entries to balance 
the books with the bank statement. He further 
stated that he was not responsible for the prepara
tion of monthly financial statements.
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The defendant answered the complaint of the plain

tiff by stating that he was employed by the plaintiff for
the sole purpose of reconciling the bank statement and
making the necessary bookkeeping entries to balance the
monthly ledger with the bank statement and that he was not
required to, nor did he, furnish the plaintiff with monthly
financial statements. The defendant further stated that
the plaintiff never notified him that the manager of the
plaintiff was not suitable for bonding; that the plaintiff
was negligent in not having installed internal checks to
deter such embezzlements; and that the plaintiff, with the
exercise of reasonable care, should have known that the
manager had been stealing for a considerable time prior to
the time the defendant was employed.

A verdict in this case was entered for the
defendant, but a new trial was granted because one of the
jurors was convicted previously of a felony. The case was
settled later by the plaintiff and the insurer of the
defendant in the approximate amount of $6,000.

Observation
the importance of a meetingsees

of the minds between the accountant and his client at the
What the clienttime of the accountant's employment. can

and cannot expect from the employment contract should be
stated specifically, preferably in writing.

Here, again, one
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Defalcation Claim No. 13

Details
The plaintiff was the fidelity insurer of the

client of the defendant accounting partnership. The client
was a savings and loan association. The assistant treasurer
of the savings and loan association admitted embezzling
$83,545, but an independent audit by another accounting
firm indicated that the loss from defalcations totaled

The plaintiff surety company paid the savings$91,845.22.
and loan association a total of $93,845.22, which included
the $2,000 audit fee paid to the second accounting firm.

The plaintiff, as subrogee and assignee of the
savings and loan association, was suing the defendant
accounting firm for negligence and breach of contract in
its association with the savings and loan entity.

The embezzler wrote unauthorized checks against
her own account or against one of four or five other

The embezzler was the only employee, other thanaccounts.

The auditors followed accepted auditing procedures 
and simply failed to uncover any of the relatively 
few unauthorized checks.
The court ruled in favor of the defendant accountants, 
but the defense cost nearly $9,000.

The assistant treasurer of a savings and loan associa
tion wrote unauthorized checks against five or six 
accounts with the association, including her own 
account. Through the use of substitute ledger cards, 
the embezzler was able to make the detail of the 
accounts balance with their control when the auditors 
visited the office of the association.
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the general manager, who was authorized to sign checks on
behalf of the savings and loan association for amounts over
$1,000. The thief started working for the savings and loan
association in 1952, but she did not start stealing from
the company until sometime in 1961. She withdrew from the
various accounts by drafting the usual requisition slip,
signing it with the name of the owner of the account and
then writing the check to whomever she wished. She signed

was used to enter the item in the general ledger. At the
same time, she made a substitute ledger card. These sub
stitute ledger cards were kept meticulously by her; and
on the occasions of the visits of the auditors or any
surprise audits, she would insert the substitute cards for
the original cards, which would make the detail of the
accounts balance with the control.

The twenty to forty unauthorized checks per year.
in an organization issuing approximately 4,000 checks per
year, were not detected until, in one of their spot checks,
the auditors noted a discrepancy that prompted them to
investigate further and discover some of the peculations.

The usual audit tests were performed by the
defendant accounting firm, but the procedures followed did
not disclose any irregularities which would cause the tests
used to be expanded or to arouse suspicion. The detailed
tests of transactions covered different periods each year

the check on behalf of the bank, and the copy of the check
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and concentrated on the larger accounts. During the three
years in question, the tests did not include the accounts
at the particular dates on which improper checks were
drawn.

One of the facts found by the court was that the
defendant accounting firm had recommended to the savings

trols designed to reduce and prevent embezzlement or to
facilitate its early discovery. These recommendations were
not followed by the association.

The court held for the defendant accounting firm by
finding that it performed its accounting and auditing
services according to the recognized standards of the
profession.

No claim was paid, but the defense of this suit
cost the insurance company of the accounting firm almost
$8,700.

Observation
This seems to be an example of a case in which

defalcations went undetected despite the fact that auditing
Thus, auditing is nostandards were followed meticulously.

tight system of internal control and
fidelity bond coverage.

14Defalcation Claim No.

real substitute for a

and loan association that it install certain internal con-

The head bookkeeper of a produce company, the claim
ant, admitted stealing about $12,000. The examining
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Details
The claimant was in the whoisale produce business

doing a volume of roughly two million dollars a year,
primarily from cash sales but with some customers, such as
state institutions, which paid periodically by check.

The accountants were a father and his Theson.
father practiced as a public accountant until 1954 when he
withdrew from practice in his own name and transferred his
public accounting practice to his son, a certified public
accountant for whom he worked as an employee thereafter.
The defendant accountants will be referred to as Senior and

For several years, beginning in the mid-1930s.Junior.
Senior was called upon to perform specific limited assign-

About 1940, the manager of thements for the claimant.
claimant business summoned Senior to his office and
explained that the Internal Revenue Service was giving the

Settlement was made for $6,000, which was less than 
half the cost of the defense.

The manager of the claimant company alleged that the 
company's employment contract with the insured 
accountants required a detailed audit which should 
have revealed the peculations. This was counter to 
what actually was done by the accountants and accepted 
by the claimant for over twenty years, i.e., unaudited 
financial statements prepared from the trial balance 
submitted to the accountants by the company bookkeeper.

accountants' estimations of the loss ranged from 
$16,000, estimated by the accountants employed by the 
company insuring the defendants, up to $70,000, 
estimated by accountants for the claimant.

company some trouble because of its mixing personal and
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corporate disbursements. He indicated that he wanted
Senior to make a monthly detailed review of disbursements
to be sure that the separation was proper; and he also
wanted a monthly statement from the trial balance, tax

Fees charged for this
service were $80 per month. The manager also indicated
that if additional special work were required, he would
decide when to call upon Senior to do it.

The manager of the claimant company alleged that
his interpretation of the employment contract with Senior
was that it was for a complete audit. This was refuted by
over twenty years of reports derived from the trial
balances only, without confirmation of receivables.

well as other normal audit procedures. Senior did not set
up the bookkeeping system, according to Senior and several
former bookkeepers of the plaintiff; but the manager of
the claimant alleged that Senior did set up the bookkeeping
system and guaranteed that the system was foolproof against
embezzlement losses.

The head bookkeeper of the claimant confessed to
stealing approximately $12,000 between the summer of 1960
and August, 1961, and she stated that she took the money

accounts receivable which never were credited to the
She stated that she learned this technique byaccounts.

by replacing stolen cash with checks for payments on

verification of payables, or observation of inventories as

returns, and an annual statement.
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observing the actions of the manager. Apparently, he too
was defrauding the company.

The expert accountants employed by the insurance
company for the accountants estimated the embezzlement
loss at $16,000, while the accountants for the claimant
estimated the loss at between $25,000 and $70,000. This
higher figure, however, was based on some rather nebulous
assumptions by the accountants. For example, the figure
very likely may have included losses from spoilage and
thefts by employees other than the confessed embezzler.

It was also apparent upon investigation that the
claimant manager was without principles in that, when the
accounts receivable records of the claimant were destroyed
by fire and the insurance company paid the company $70,000
for the loss, the manager of the company retained payments
received on these accounts and never repaid the insurance
company for amounts later collected from the customers.

In December, 1963 Senior died, leaving only the
manager of the claimant company to testify in court as to
the original oral employment contract between the claimant

The claim was settled by the insurance companyand Senior.
for the accountants for $6,000, but the expense of investi
gation and defense totaled over $13,500 in payments to
attorneys and certified public accountants.
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Observation

There is a more subtle lesson to be learned from
this case than the obvious ones relating to the employment
contract and the proper qualification or disclaimer of
unaudited financial statements. This lesson relates to
the type of client for whom one performs accounting
services. The basic character of clients should be
untainted by the suspicion of unscrupulous business
dealings.

Defalcation Claim No. 15

Details
The accountants in this case were the same as in

The claimant was thethe case immediately preceding.

the particulars of the former case, including the settle
ment made.

The jury held for the accountants in the first two 
years; and the court ruled that, as a matter of law, 
the accountants were not liable for the last three 
years.

One of the employees in a four-person insurance agency 
office confessed to the embezzlement of agency funds. 
The owner and manager of the agency sued his account
ants, whose fee never exceeded $300 per year, for not 
discovering the thefts, which extended over a five- 
year period.

insurance agent of the accountants, and he was aware of

The reports submitted by the accountants for the last 
three years in question contained a statement that 
the examination was not designed to uncover defalca
tions. The reports for the first two years stated 
merely that the audit was not a detailed or complete 
one and that the report was intended for management 
use only.
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In November, 1964, the embezzler confessed to the

claimant owner and manager, and an audit by the accountants
determined that she had taken over $33,500 during the pre
ceding five fiscal years ended on September 30, and during
October, 1964. The claimant insurance agency was a four-
person operation in which the owner worked every day and
was in intimate touch with the affairs of the office. The
defalcator recorded all collections in the cash receipts
journal but failed to include the stolen money in the
totals of the columns. The cash stolen was not entered on
the deposit slips until after they had been validated by
the bank. This was made possible by a complete lack of
internal control and by the apparent lack of supervision
by the owner of the agency.

The accountants never purported to do more than
prepare data for tax purposes and prepare financial state
ments for management purposes based entirely on the
figures supplied by the bookkeeper of the agency, but the
owner of the agency contended that he depended on his
accountants to tell him all he needed to know about his
business. The fee charged by the accountants never
exceeded $300 per year.

The financial reports submitted by the accountants
to the claimant for the years ended September 30, 1962,
1963, and 1964, included the statement that the examination

Thiswas not one that would indicate fraud or defalcation.
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was prompted by the trouble encountered in the preceding

The court held that,case.
no liability for these three years. Although the reports
of the preceding two years did not include the disclaimer
as to the detection of fraud, they did state that many of
the usual auditing procedures were not performed and that
the statements were for the use of management only. The
jury held for the defendants with respect to these years
also.

Observations
It is interesting to note that the court held

that, as a matter of law, no liability existed for undis
covered defalcation when it was stated specifically in
the report that the examination would not necessarily
reveal such frauds.

The American Institute of Certified Public
Accountants has stated that ordinary audit procedures will
not necessarily reveal fraud, but the Institute has not
suggested that accountants state this in their reports.
either audited or unaudited. Is it possible that the
profession is trying to sell something which it is not

How many clients are aware of theprepared to deliver?
Institute's position regarding the discovery of defalca
tions during an ordinary audit?

as a matter of law, there was
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Counterclaim No. 1

Details
The plaintiff accountant sued for $4,300 accounting

fees. The claimant defendant was in the construction
business and was buying land, subdividing it, and building
houses on the lots. Individual cost records were kept on
each house, which included the cost of the lot, real
property taxes, and a proration of interest on the purchase
price as well as construction costs. The plaintiff
allegedly failed to post certain of these costs to the cost
cards, resulting in the claimant's selling the properties
for less than the amount at which they would have been
offered for sale if all of the costs had been posted.
Liability of the accountant appeared to be from $5,000
to $7,500.

Both claims were dropped and mutual releases were
The plaintiff accountant apparently did not wantsigned.

to be subjected to the unfavorable publicity associated
The insurance company paid the attorneys itwith a suit.

employed to defend the counterclaim $743.60.

The claimant, in a counterclaim against a suit by the 
accountant for $4,300 due to him for accounting fees, 
alleged that the accountant carelessly failed to post 
all cost items to the cost cards relating to sub
divided land and houses built on the lots. Losses in 
excess of the $4,600 were claimed by the defendant 
claimant. Both claims were dropped by mutual releases.
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Observation

client has not paid his bill. For example, if the client
is dissatisfied with the service, it is apparent that much
time and effort could be saved by attempting to work out
some amicable settlement without benefit of attorneys and
threatened suits.

Counterclaim No. 2

Details
The plaintiff certified public accountant had pre

pared for twelve or fifteen years the tax return of Mr. A,
traveling salesman with various lines of jewelry.

the most profitable of which grossed Mr. A in some years
$50,000 from commissions. Eventually, Mr. A was able to
open a jewelry business of his own to compete with the

The public accountant obtained an assistantlarger firms.
bookkeeper for Mr. A when he went into business. She was
to write up all the books of original entry and assist in
the office.

Later it became financially expedient for Mr. A to
When the business experiencedincorporate his business.

Every effort should be made to determine why a

who was a

A local practitioner acted as accountant and business 
advisor to a partnership in the jewelry business. 
When the partnership was dissolved, the accountant 
was dismissed. A suit by the accountant for the 
collection of $750 in fees due to him resulted in a 
large counterclaim which eventually was settled for 
$1,500. The settlement was about half of the expected 
cost of the defense of the counterclaim.
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financial difficulties, the accountant persuaded another of

advisor to Mr. A. Within a year, Mr. A had repaid his
benefactor, but a partnership never developed because the
benefactor was too cautious to take the final step.

The next year Mr. A's business again needed
capital, and Mr. A was able to interest a Mr. B in buying
into the business.
financial statement of the business of Mr. A. Mr. B took
the statement to his own certified public accountant for
analysis. The statement showed a very poor financial con
dition, and Mr. B's accountant advised him against going
into the business. However, Mr. B did enter the business
and handled the inside phase of the business while Mr. A
handled the outside work.
of money he agreed to invest in the business, but he did
arrange for a bank loan.

The plaintiff was retained
prepare and interpret the financial statements of the
business.

Both Mr. A and Mr. B drew heavily from the business.

Messrs. A and B were in constant disagreement over the

The two men had their accountantbelonged to Mr. A.

on a monthly basis to

The plaintiff accountant prepared a

his clients to lend the business money and to act as an

operation of the business, and they finally agreed to 
separate with Mr. B's keeping the business which originally

but Mr. B's drawings consistently exceeded those of Mr. A.

Mr. B never invested the amount
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witness the receipt by Mr. A of approximately $1,700 in
cash from unrecorded cash sales. Mr. B had retained the
only key to these funds prior to the settlement between
himself and Mr. A. The accountant quite emphatically told
the two men that this was taxable income and would have to
be reported by both the business and Mr. A. Within a few
days, the plaintiff received a letter from Mr. B terminat
ing his services and complimenting him on his past
services.

The plaintiff accountant sued the company for his
fee of $750, but an affirmative defense of malpractice was

The complaint against the accountant stated thatset up.
he failed to perform accounting services during the first
quarter of 1962, that he failed to file a particular tax
return when it was due, that one of the deposits of the
company was lost and he was derelict in tracing it, and
that the plaintiff prepared an incorrect statement of
assets of the business prior to Mr. B's becoming a partner.
The plaintiff could not do the first quarter work before
April, because the bookkeeper did not have the books up to
date; but he did advise the bookkeeper from time to time,
and he did spend half a day with the county tax assessor on

The lost deposit was consideredbehalf of the company.
outside the scope of the duties of the plaintiff, but he
did call the bank about it.
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The plaintiff opposed making any settlement with

developed that the cost of defense and trial would be
approximately twice that amount. The insurance company
spent an additional $722.97 for expenses and attorney fees
which were incurred prior to the settlement. The file did
not reveal whether the plaintiff collected the $750 for
which he originally sued.

Almost two years elapsed between the filing of the
suit for the accountant's fee and the filing of dismissals
by both parties after the settlement.

Observation
One wonders if it is really worth the exposure to

countersuit that usually results when suits for fees are
In this case, much more than $750 in executive timefiled.

and energy no doubt was expended in the defense of the
counterclaim.

The file of the insurer of the accountants was closed 
without payment.

A suit for the collection of its fees by the accounting 
firm was met by a counterclaim in which it was alleged 
that the auditors failed to discover a defalcation by 
the former president of the company.

Counterclaim No. 3
After the auditors of a publishing company issued an 
unfavorable report regarding the company's lack of 
qualified help, they were dismissed. Payment of a 
substantial balance due to the auditors by the pub
lishing company was not forthcoming even after the 
submission of an itemized bill.

Mr. B, but a $1,500 settlement eventually was made when it
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Details

An accounting firm entered into
arrangement" with the president of a publishing company to
provide four separate accounting services, as follows:
(1) conduct a monthly detailed audit and submit a financial
report to management, (2) prepare all required state, city
and local tax returns for six states, (3) prepare an annual
budget, as required, and (4) confer with management regard
ing the budget and financial reports, as required. Fees
for this service were to be $1,000 per month beginning
April 1, 1965.

The September, 1965 report of the auditors to the
claimant disclosed certain discrepancies in the books and
records of the publishing company with particular emphasis
on its lack of qualified help.
secretary and attorney for the publishing company informed
the accounting firm that its services would be required no
longer, apparently because of the September report. The
secretary also indicated that the accounting firm might be
a party to an alleged defalcation by the former president
of the claimant organization.

The claimant made three payments to the accountants
after the September, 1965 audit report, but it still owed

Repeated requests for payment resulted only in$17,800.
promises, and the accounting firm later learned that the
secretary of the claimant company was holding up all

a "letter of

In November, 1965, the
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payments of the accounting fees. Later the secretary asked
for and was given an itemized bill. He then asked to be
allowed to inspect the time sheets and other records of the
accountants in order to determine the validity of the

This request was denied.charges.
The accounting firm then initiated a suit against

the claimant which was followed by a counterclaim. The
accountants denied any error or omission on their part.
They stated that the claimant was in financial difficulties
and was trying to reduce or postpone the payment of the
amount due to them.

The file was closed on January 11, 1968, with
expenses to the insurer of the accountants totaling approx
imately $570. There was no explanation in the file as to
how the settlement was made except that it was without
prejudice as to the plaintiff accountants and with
prejudice as to the defendant claimant's counterclaim.

Observation
Clients who are in weak financial positions are

susceptible to filing counterclaims against any suit for
Probably the best policyfees for professional services.

with clients of this type is to keep them as current as
to the extent of refusingpossible with their bills, even 

further services until fees for prior services are paid.
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Counterclaim No. 4

Details
In November, 1964, the president of the claimant

corporation verbally requested the accountant to make a
complete audit of the corporation's books and regularly to

There was no discussion of the feetake care of its books.
to be charged for these services at that time. The
claimant manufactured coats and suits.

The accountant and his staff began the engagement
They prepared the tax returns for

the fiscal year ended February 28, 1965, and closed the
They continued on abooks of the claimant as of that date.

monthly basis, performing complete accountancy service for
the client through August 31, 1965.

In October the accountant submitted a bill to the
claimant totaling $3,512.50—$2,912.50 for services through
May 31,

The insurer of the accountant closed its file without 
The file did not reveal the details of thepayment.

settlement.

The accountant sued to collect his fees, and the client 
counterclaimed on the basis of some fairly nebulous 
allegations.

as of January 1, 1965.

1965, and $200 per month for June through August.
The accountant did not receive any payment on this bill; and

A public accountant entered into a verbal employment 
contract without discussing his fee with the new 
client. After nearly a year, when the accountant's 
fee totaled over $3,500, a bill was submitted. It was 
not paid, and the accountant was dismissed from the 
assignment.
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accountant terminating his services and requesting that all
books and records of the claimant be returned. The
accountant had no books and records of the claimant, but he
did return immediately copies of prior tax returns prepared
by a previous accountant.

The accountant started suit for the collection of
his fees, and the claimant counterclaimed, asking $25,000
damages because the accountant allegedly had called certain

"off
the books," implying that the claimant was a bad credit
risk. The accountant stated that, upon his termination,
he did advise certain of the claimant's creditors to whom
he previously delivered financial reports of the claimant
of his severance from the account. At the same time he
informed the creditors that the financial condition of the
claimant was unimpaired and that, in his judgment, the
claimant should continue to make profits.

The president and manager of the claimant company
gave the plaintiff accountant two suits for his wife, which

The accountant asked for a bill andshe gave away.
insisted on paying for the suits, but the claimant did not

The counterclaim alleged that certainsubmit a bill.
accepted in full payment of the accounting fee.apparel was

of the company's creditors and told them that he was

ment after a release by the claimant to the accountant was
In October, 1966, the file was closed without pay-

on December 31, 1965, the claimant's attorney wrote to the



68
issued for a $10.00 payment. The file revealed no explana
tion of the exact terms of the settlement.

Observation
The fees to be charged should be discussed at the

time of any engagement for professional services.

Counterclaim No. 5; Buy and Sell Claim No. 1

Details
The plaintiff accountants filed suit for fees

totaling $3,434.67 for services performed from approxi
mately mid-October, 1965 through January, 1966, during
which time they prepared an unaudited balance sheet as of

Accounts payable allegedly were understated by over 
$30,000 on the unaudited statement submitted by the 
plaintiffs even though their report stated that they 
had contacted the payees of checks written during the 
nine months to a year preceding the balance sheet date 
to ascertain the payables.

A judgment of $46,248.16 was delivered against the 
plaintiff accountants in a counterclaim against their 
suit for fees of $3,434.67, which the court held they 
should collect.

The plaintiffs verbally informed the defendants and 
others that the net worth reflected on the unaudited 
statements prepared by them was within $5,000 of 
actual net worth; and on the basis of this, judgment 
was computed as follows: the difference between the 
actual deficit and the reported net worth, less the 
$5,000 leeway, plus the fees paid by the defendants 
to have the books reaudited.
The attorneys for the plaintiffs and their insurance 
company moved for a new trial. They planned an appeal 
if their motion was denied.

September 30, 1965, for Defendant A, a proprietor who was
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seeking additional capital through either loans or incorpo
ration and the sale of capital stock. The codefendants
were Defendant B,
went of the accounting fees of the plaintiff accountants,
and Defendant C, the corporation formed on the basis of
the balance sheet prepared by the accountants.

The plaintiffs stated in their report that the
trade accounts payable were derived by contacting the
payees of the checks issued during 1965 and the latter part
of 1964 in order to confirm the balance payable at
September 30, 1965, by Defendant A. The plaintiffs alleged
to the court that the agreement was that they would contact
payees of all checks issued during the first nine months of
1965 and the payees of all 1964 checks that were outstand
ing as of January 1, 1965. The defendants alleged that the
agreement was to contact all payees for the twelve months
immediately preceding the balance sheet date. Accountants
employed by the defendants to reaudit the balance sheet
found that the plaintiffs understated trade accounts pay
able by $30,162.38.

The court found that the plaintiffs informed the
defendants and others that the net worth reflected on the
balance sheet prepared by them was within $5,000 of the

The report of the plaintiffs reflectedtrue net worth. a
there was a deficitnet worth of $44,424.82 when, in fact,

of $5,443.34.

a corporation which guaranteed the pay-
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The defendants asked in their counterclaim for

damages for the difference between the net worth reflected
by the plaintiffs' report and the actual deficit, plus
$1,380 paid by them for additional accounting services, and
plus $2,500 paid by them for legal assistance.

The State District Court allowed the defendants'
judgment as requested except that the legal fees were not

and $5,000 was deducted for the leeway betweenallowed.
actual and reported net worth as stated by the accountants.
The plaintiffs were allowed to collect their fee. The
court reasoned that the accountants either did not follow
the procedures outlined in their report regarding the
determination of the accounts payable or they were negli
gent in making their contacts.

In the motion for a new trial filed by the plain

computation of damages when it held the plaintiffs respon
sible for errors in certain accounts when the employment
contract stipulated that the plaintiffs were not to check
the accuracy of these figures but were to accept them as

the court erred whenpresented by the defendant. Further,
it held the plaintiffs responsible for incorrect amounts

owing to them and for amounts
due creditors who did not reply to the request for the

1965.balance due to them at September 30,

reported by the creditors as

tiffs, it was averred that the court had erred in its
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The insurance company file revealed an intention on
the part of the insurance company to appeal the case if the
motion for a new trial was denied.

Observations
Opinions regarding the relative accuracy of

unaudited financial statements should not be submitted
orally as an adjunct to a disclaimed opinion on unaudited
statements. The court here apparently placed much emphasis
on the statement by the accountants that the net worth
reflected in the balance sheet was within $5,000 of the
correct net worth.

It is imperative that due care be exercised in the
performance of all investigative work. It is reasonable
for professional accountants to be held responsible for
all audit procedures performed even though restrictions on
the scope of their work result in a disclaimer of opinion
as to the over-all fairness of the financial statements.

Buy and Sell Claim No. 2

Details

firm which was purchased by the claimant on the basis of
The claimant contended that the audit reflectedthe audit.

The public accounting firm performed an audit for a

The buyer of a firm sued the firm's auditors because 
their audited financial statements were used as the 
basis of the purchase price. The buyer contended 
that the net worth of the business was overstated.
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$180,000 more than the true value of the business and
sought damages in that amount. Business theories and
interpretation of values were involved in the audit
valuations.

from whom the business was purchased, and the insurance
Eventually,

settlement and the insurance company paid no claim.

Observation
In any buy and sell agreement, it is imperative

that all persons involved understand the basis of the
various valuations used to derive the purchase price. The
difference between book value and current value, as well as
other factors such as the discounted future flow of income,
should be explained to the parties.

A second auditor's examination revealed that the first 
auditor's work contained substantial errors and inac
curacies, and negligent performance was charged against 
the first auditor by the buyer of a large block of 
stock of the audited firm.
Failure of the first auditor to retain workpapers 
supporting his report subjected him to charges of gross 
negligence, from which he was saved when the president 
of the plaintiff's subsidiary which was sold to the 
audited company in exchange for its stock testified 
that he saw the auditor observing the taking of the 
inventory and that he looked at the supporting 
material, which was later lost.

company was awaiting the outcome of that case.
the auditors and the attorneys for the claimant agreed on a

The claimant filed another suit against the person

Buy and Sell Claim No. 3
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Details

The plaintiff corporation, referred to as Corpora-

B, to Corporation C for $90,000 cash, which was to be paid
immediately for 7,660 shares of Corporation C's authorized
and unissued common stock. Corporation C stated that its
financial condition was reflected accurately by an uncerti
fied balance sheet prepared by the accounting firm as of
September 30, 1963. The contract of sale included the
stipulation that the contract could be rescinded by the
plaintiff if, after examining the unqualified audit report
of the auditor as to the financial condition of Corporation
C as of December 31, 1963, the financial position of
Corporation C varied substantially from the unaudited
statements.

The year-end audit report was delivered by the
auditor in April, 1964; and because it did not reflect a
variance under the terms of the agreement, Corporation A
took no action to rescind the contract within the time

Subsequently, anotherlimit provided by the agreement.
independent auditor reviewed the year-end financial state
ments, and his report indicated that the report of the
first auditor contained substantial errors and inaccuracies.

Suit was filed against the first auditor who
admitted that he inadvertently overlooked the inclusion of
certain accounts payable amounting to between $10,000 and

tion A, contracted to sell a subsidiary company, Corporation
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$15,000. When specific charges by the plaintiff stated
that liabilities were understated by $70,000 the defendant
admitted further that he failed to accrue interest payable
on various notes payable. It was estimated that this
unrecorded interest payable amounted to about $5,000.
Neither had insurance premiums payable, telephone bills
payable, utility bills payable, office supplies unpaid or
equipment rental payable been reflected in the year-end
financial statements by the first auditor. The amounts
involved in these last items were not stated. The plain
tiff also charged that the inventory was not observed,
investigated, inspected, or tested and that inventory was
understated. The defendant stated that this was not true.
but his workpapers failed to contain any notations of the
manner or method by which the inventories were tested and
confirmed. The workpapers also contained no explanation of
a $50,000 reduction of the inventory by the accountant.
The plaintiff also alleged that cash was stated incorrectly
in the amount of $16,029.93 and that accounts receivable
were listed without any reserves for bad debts. The work
papers of the defendant included no notation indicating
that cash was confirmed; and although the defendant stated
that all doubtful accounts were written off, including all

disclosed that at least $6,000 of the receivables, which
The plaintifftotaled over $50,000, were over 90 days old.

accounts that were over 90 days old, further examination
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also mentioned that research and development was carried as
an asset; but the defendant stated that this account
included the cost of developing, modifying and testing
products and that it traditionally had been carried
asset of Corporation C. His workpapers, however, contained
no explanation of the manner or method by which research
and development costs were tested and confirmed.

The lower court held for the defendant, largely
because of the testimony of the man who was the president
of Corporation B until mid-1964 and who shall be called

X testified that the defendant was unaware ofMr.
the use to be made of his year-end audit report of Corpo
ration C by Corporation A and that, in fact, Mr. X
instructed the auditor to forward
Corporation A after the report was completed. Mr. X also
testified that he was present at the plant when the
defendant auditor observed the taking of the inventory and
that there was supporting material for the audit which was
supplied by him to the auditor and returned to him by the
auditor but which was lost later.

An appeal of this case was held in December, 1967;
and apparently the case was still under advisement by the

reviewed.appeal court at the time the file was

Observation
The working papers related to any audit should

reveal clearly to anyone reading them exactly what was

a copy of the report to

as an

Mr. X.
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done, how it was done, and when and by whom it was done.
The file should contain substantiating material for all
major assets and liabilities as well as related expense

Buy and Sell Claim No. 4

Details
The accountant represented the seller of a

The financial statement of the restaurantrestaurant.
presented to the buyer by the accountant indicated the
restaurant grossed approximately $94,000 per year. The
buyer bought the restaurant and retained the accountant to
handle the accounting work on a monthly basis. When the
new business of the buyer went bankrupt, he sued both the
seller and the accountant, alleging that he was induced
knowingly and fraudulently to buy the business. He claimed
punitive damages in addition to compensatory damages in the
approximate amount of $50,000.

It was the opinion of the attorney investigating
the claim for the insurance company that the claimant's

The initial insurance reserve was set at $3,500,
the estimated cost of defense; but the reserve was

An auditor acted as his client's representative in the 
sale of his business, and the buyer subsequently went 
bankrupt. The auditor was charged with fraudulently 
inducing the purchase of the business and was sued for 
punitive as well as compensatory damages.

accounts, e.g., mortgage interest expense.

neglect of the business was the cause of its failure.
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increased later to $10,000 because of the size of the
exposure.

The last status report in the file indicated that
the investigation was complete, no negotiations were in
progress, and the case was to be tried.

Observation
A public accountant should be careful not to

jeopardize his independence by assuming the role of an
advocate for any one of his clients.

Buy and Sell Claim No. 5

Details
The accountant kept all of the accounts of a beauty

shop business which was sold. The accountant was asked by
the sellers of the business to prepare a summary of unpaid

According to the contract1966.bills as of December 31,
the sellers were to assume the payment of all ofof sale,

the open account obligations, and the buyer was to assume
payment of all the payables related to equipment purchased

The accountant inadvertently understated the
liability for payroll taxes for the second quarter of 1966

as well as all unpaid taxes.

A public accountant who performed all of the bookkeep
ing and accounting for his client, understated the 
liabilities assumed by this client when the client's 
business was sold. The insurance company of the 
accountant paid the seller of the business the amount 
by which the payables were understated.
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by $100. He was under the impression that $200 was paid
previously, when, in fact, the payment was only $100. The
sellers' attorney requested that the sellers be reimbursed
for the additional payment required of them. The insurance
company paid the claimant the $100 requested.

Observation

The more involved a public accountant becomes with
the intricacies of a business' everyday record keeping, the
more liable he may be for what might otherwise be immate
rial errors. For example, the submission of an unqualified
opinion on a set of financial statements rarely would be
affected by an immaterial $100 understatement of payables.

responsibility for the exact amount of the payables of the
business sold, and he was liable for any error in the
figures he supplied.

Details
The accountant had been the independent public

accountant for Corporation A since 1948.

However, in this case, the accountant assumed the full

Unaudited financial statements proved to be materially 
in error, and the accountant on whose stationery the 
unaudited statements were typed was sued by a dis
gruntled investor. The claimant apparently made the 
investment more to secure a job for himself than 
prudently to invest his money, because he was warned 
repeatedly of the poor financial condition of the 
company.

Buy and Sell Claim No. 6

In August, 1963,
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the principal stockholders of Corporation A sold their
interest to Mr. The accountant was retained by Mr. X toX.
continue to prepare the financial statements and the vari
ous tax returns of Corporation A. About the time of the

hired. The performance of the new bookkeeper, Mr. Y, dur
ing the remaining portion of 1963 was commendable.

During the latter part of 1964, the accountant
attempted to perform some preliminary work on direct bank
confirmations and the confirmation of certain creditor's

tion from Mr. Y. Finally, the accountant wrote a letter to
Mr. X in which he stated he would not be responsible for
any late filings of tax returns because Mr. Y was delin
quent with his bookkeeping duties which must be completed
prior to the audit.

In early June, 1965, Mr. X came to the accountant
with a bill from the Internal Revenue Service for interest
charges due to the late filing of a quarterly payroll tax

When the accountant called the Service, he learnedreturn.
that the last return filed by Corporation A was for the

The company was three quarterssecond quarter of 1964.
behind in filing its payroll tax returns, and a fourth
return was due within weeks.

Upon investigation, it was discovered that the
entire bookkeeping system of Corporation A had been

sale, the old bookkeeper left the firm and a new one was

accounts as of the end of 1964, but he received no coopera-
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neglected since January 1, 1964. Another full-time book

double entry set of books from what information could be
found began. It was hoped that by the end of 1965, the
books of Corporation A would be in good enough order to
make it possible to construct a reasonable set of financial
statements.

To add to the confusion, two other corporations.
B and C, were organized, and some of the income and
expenses from these corporations were handled through the
bank accounts of Corporation A. Deposits totaling
$44,285.20 were made in the account of Corporation A with
no identifying source of the monies deposited. As a
temporary measure, these unidentified deposits were
credited to accounts receivable. The new bookkeeper,

later transferred this $44,285.20 from accounts
receivable to sales. The bookkeeper stated that he was
instructed to do this by the accountant, but neither the
accountant nor his employee, who was in charge of the
engagement, recalled giving these instructions to Mr. Z.

A financial statement of Corporation A as of
Z; and Mr. X askedSeptember 30, 1965, was prepared by Mr.

the accountant to have his office type additional copies of
The accountant agreed to type these state-this statement.

ments on his stationery, and they were marked "Prepared
from the books and records without audit."

Mr. Z,

keeper was hired, a Mr. Z; and the task of constructing a
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On December 28, 1965, the accountant was asked to

attend a meeting to discuss the September 30, 1965 state
ment of Corporation A with Mr. W, a potential investor in
the company. The accountant was not aware at the time of
this meeting of the $44,285.20 transfer of unidentified
deposits from accounts receivable to sales, but he did
discuss fully the deplorable condition of the records of
the company as well as the fact that the company was unable
to meet its creditors' demands for payment. Further, the
bulk of the proposed investment of Mr. W and the proposed
additional bank loan would go to liquidate the company's
liability for delinquent taxes. Contingent liabilities for
the debts of the two newly formed corporations were pointed

This was because of the close relationship betweenout.
the subsidiaries and Corporation A.

The proposed investment was made by Mr. W, the
claimant, despite the dark picture that was painted by the
accountant and others relating to the financial condition

W alleged that he would never hadof Corporation A. Mr.

sentation" of the sales and income figures on the
September 30, 1965 financial statements of the company.
This seems hardly likely, because Mr. W also acquired a
$1,000 per month job as an employee of the company. This
brought to $42,000 per year total executive salaries agreed

with the other $30,000 apparently going to Mr. X.upon,

made the investment if he had been aware of the "misrepre-
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This agreement was made despite the warning by the account
ant that the company never netted over $15,000 to $20,000
per year prior to the time it was sold to Mr. X.

As of September, 1967, the file remained open but
revealed little activity since the lengthy statement of the

Observation
Apparently this claimant was looking for a scape

goat to bear part of the burden of his poor business judg-
A public accountant should be very careful aboutment.

allowing his name to be associated with any set of finan
cial statements when he has not done a minimum amount of

plainly marked as being unaudited.
It has been suggested that unaudited statements

presented on the stationery of the public accountant be
abandoned in favor of their presentation on plain paper.
Obviously, a potential claimant would have no legal basis
for suit against an accountant whose name was not asso
ciated with a set of financial statements presented to him.
Even though the reader of the statements was told that a
certain certified public accountant prepared or reviewed
the statements presented on plain paper, this hardly would
be sufficient basis for legal steps against the accountant
at some later time.

review work related to them, even though the statements are

accountant was taken in May, 1966.
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Libel and Slander Claim No. 1

slander and defamation of character.

Details
A certified public accountant was employed by the

local American Legion Post to determine whether there
cash shortage in its operation, and if so, to determine the
amount of the shortage and the persons responsible for it.
The examination was limited to cash transactions.

The report of the public accountant was dated

through February 14, 1961. The report included a review of
the work done and details regarding the weak system of
internal control over the operations of the Post. The
amount of tne club manager's shortage, whicn the accountant

The amount of the shortage from the bingowas 98,392.35.
games was estimated for the year ended June 30,
$9,000 to $12,000 or more, based on the assumption that
this income was the same as in subsequent years when a

the total on the bingo tape.

The suit was settled for $500, its nuisance value; but 
the cost of investigation and defense was over $900.

A public accountant was employed to determine whether 
there was a cash shortage in the local American 
Legion Post and, if so, the amount of, and the persons 
responsible for, the shortage. The accountant's 
report of his findings was used as the basis for a 
suit against him by the club manager, who alleged

better control over the games was instituted by locking in

was a

was able to determine from the books and other evidence.

1959, as

March 31, 1961, and covered the period from July 1, 1958,
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The accountant discovered officials indulging in

petty thievery, unqualified individuals keeping poor

The accountant determined the club manager's cashname.
shortage to the extent possible under the circumstances and

monthly audit be instituted, and that all handling of Post
monies be covered by fidelity bond.

The club manager brought suit against the account
ant, alleging slander and defamation of character in the
audit report submitted by the accountant to the Post. The
club manager and his attorney accepted a $500 settlement
for the claim. The attorneys who were selected by the
insurance company to represent the accountant were paid
$915.90 by the insurance company.

Observation
The amount of this settlement apparently was deter-

Perhaps reports of this typemined by its nuisance value.
should be submitted on a more confidential basis with the
persons for whom they are prepared being asked to discuss
the contents of the report only within a select group of
people who are vitally concerned with its findings.

2Libel and Slander Claim No.
The former business manager of a clinic sued the 
clinic's accountant who prepared a confidential report 
of a defalcation loss perpetrated by the business 
manager. The report, which was to be used only as the

recommended that a new bookkeeper be employed, that a

records, and no effective internal control worthy of the
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Details
The accountant was engaged by his client, a clinic,

to furnish bookkeeping service and to do the necessary tax
work for the clinic as well as the individual tax returns
of the doctors associated with the clinic. The accountant
was not employed to make an audit even though he asked
several times whether the clinic doctors would like to have
their records audited.

for libel, was hired by the clinic as its business manager.

claimant had been misappropriating clinic funds by causing
certain checks to be issued and forging the endorsements.
The claimant was suspended indefinitely, and the accountant

to examine the clinic records to determine the extentwas
of the loss.

Initially, the claimant agreed to cooperate by dis
closing all of the checks diverted to his use. He further
agreed to repay the clinic and to pay for the accountant's

Later the claimantfee necessitated by the examination.
rescinded his agreement to cooperate, and the accountant

report of all embezzlement losses suffered

basis of the clinic's fidelity bond claim, also was 
used by the clinic in a suit against the defalcator.
Even though the insurance company of the accountant 
paid no claim, the defense of the case cost the 
company nearly $3,000.

was to prepare a

In December, 1963, the accountant was informed that the

In 1960, the claimant, who was suing the accountant
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by the clinic. This report was to be used in making appli
cation to the bonding company for reimbursement. Interim
reports were issued by the accountant from time to time
during 1964 until the final report was given to the clinic
in November, 1964. The report contained a complete list of
all items with which the accountant believed the claimant
could be charged, including cash receipts misappropriated
as well as checks on which the endorsements were forged.
It was this report which the claimant used as the basis of
his suit for libel against the accountant.

In February, 1965, the claimant was tried for
forgery and acquitted. Although the accountant's report to
the clinic was confidential and intended only for use in
dealing with the bonding company, the county attorney
apparently knew of its contents if he did not have a copy

The accountant was a witness at this trial of theof it.
claimant.

the clinic entered a suit againstAfter the trial,
the claimant for the loss shown in the report. The
accountant was not consulted before the suit was instituted.
He immediately made a thorough review of all workpapers
related to the examination; and although he found that his

the total loss was still inassistants made several errors,
excess of $13,500.

The claimant's discharge from the clinic for
embezzlement was common knowledge in the small town in
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issued.

The claimant's case against the accountant was set
for trial early in 1967; but after considerable pretrial
preparation by the attorneys for the accountant, the case

dismissed with prejudice before the jury was impaneled.was
The total cost to the insurance company for the defense
and investigation was $2,952 for attorney fees and
expenses.

Observation
Apparently the confidential nature of the account

ant's report was disregarded by the people for whom it was
prepared. About the only thing the accountant could have
done that might have strengthened his position would have
been to have exercised greater diligence in his original
review of the working papers before the report was issued
rather than waiting until the clinic started suit against
the claimant to discover several errors in the working
papers prepared by his employees.

The plaintiff accountant was dismissed by his client 
after the defendant accounting firm reported a large 
discrepancy and slovenly bookkeeping to the client. 
The defendant was accused of maliciously inducing a 
breach of contract between the client and the plain
tiff, but the defendant accounting firm had neither 
solicited the engagement nor known of the existence 
of any contract between the plaintiff and the client.

which the clinic was located long before the report was

Libel and Slander Claim No. 3



88
Details

The plaintiff accountant sued the defendant account
ing firm for $4,000 damages allegedly suffered because of
the defamation of his name and his professional ability by
the defendant.
named as codefendant in the plaintiff's suit against the
insured accountant. The plaintiff alleged breach of con
tract against the client and sought to collect his account
ing fee from the client.

In April, 1966, the codefendant client engaged the
defendant accounting firm to examine the books of its
operations in three separate cities. The examination
revealed that there was a $17,000 discrepancy in the books
formerly kept by the plaintiff. When the defendant
reported this discrepancy and the careless method of book
keeping to the client, the plaintiff was dismissed. The
defendant never wrote any letters to the client and did not
know of the existence of a contract between the plaintiff

The defendant intended no malice towardand the client.
the plaintiff but simply performed the job requested by the

board of directors of the client and honestly reportednew
what was found.

The plaintiff began his engagement with the
codefendant client in 1959 and was paid an average of $50

This average increased to $75-$100 per monthper month.

The former client of the plaintiff was
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in 1963 and later to approximately $150 per month up to and
including the final payment in April, 1966.

The plaintiff was asked to perform an audit in
1966; but the manner in which he did the audit wasMarch,

objectionable to the officials of the client. The physical
inventory was never reconciled to the general ledger, and
this made the audit largely worthless. The general ledger
was out of balance, and a $600 advance to the manager was
not segregated properly from the regular accounts receiv
able according to accepted accounting practices.

The defendant was employed only to do that work
necessary to tie in the inventory with the general ledger,
to balance the general ledger, and to prepare the usual tax

The defendant accounting firm did inform thereturns.
client of the inadequacies of the audit by the plaintiff,
but the firm never advised the client that the audit by the
plaintiff was worthless or that the plaintiff should not be
paid.

$100 nuisance settlement,
and the insurance company spent an additional $455 for
attorney fees.

Observation
No certified public accountant is free entirely

The plaintiff accepted a

from possible harassment from unwarranted claims.
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Libel and Slander Claim No. 4

Details
The accountant was asked by one of the owners of an

oil drilling firm, Mr. X, to review the books of the firm
because of a possible sale of his interest. The examina
tion revealed some discrepancies, which the accountant
explained in a letter to his client.

The claimant, who owned 50 per cent of the firm,
took offense to this and sued Mr. X and the accountant.
The accountant was sued for slander and libel, and damages
of $150,000 were asked. The claim had not been settled at
the time the file was reviewed in February, 1968.

Observation
Unanimous approval of the employment of the certi

fied public accountant should be sought from the owners of

business, before an engagement is accepted by the
accountant.

1Overstated Equity Claim No.
An accountant prepared a personal financial statement 
for one of his new clients. The client deliberately 
concealed a material amount of personal liabilities 
from the accountant.

After reviewing the books of an oil drilling partner
ship at the request of one of the partners, the 
accountant reported some discrepancies in the books 
to his client. Another partner of the firm sued the 
accountant for slander and libel.

an enterprise, if they are active in the management of the
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Details

The claimant was a professional money lender at

usurious rates. He loaned a total of $15,500 during

client of the accountant. The loans allegedly were made
in reliance upon the personal financial statement of Mr. X
prepared by the accountant who also accompanied Mr. X to
the loan office to help him obtain the loan.

The accountant had been employed by Mr. X only a
short time when Mr. X asked him to prepare a personal
financial statement for him. X did not tell theMr.
accountant that he owed $100,000 in personal debts, which

The file did not state whether the opinion expressed1959.
by the accountant was a disclaimer or a qualified opinion
or an unqualified opinion.

At a meeting later that year between the claimant.
and the accountant, Mr. X signed a

statement in which he admitted that he withheld from his
accountant the fact that he owed $100,000 personally for

A professional money lender, who allegedly relied on 
the statement when he loaned money to the client, 
threatened suit against the accountant.
When threatened with adverse publicity, the accountant 
arranged a settlement with the client without consult
ing with his insurer. Subsequently, the insurance 
company declined to make any reimbursement, because 
the accountant did not follow the claim procedures 
outlined in the policy.

were omitted from the financial statement of January 15,

February and March, 1969 to companies owned by Mr. X, a

his attorney, Mr. X,
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third mortgage on his house for

security.
The claimant no doubt realized the accountant's

fear of adverse publicity if the claim were pursued through
the courts. settlement whereby
he would pay the claimant $100 per month for nine months.
Because the insurance company was not consulted prior to
this settlement, the insurance company denied liability
even though the accountant requested reimbursement for the
$900 he was to pay the claimant.

Observations
The accounting profession would benefit if its

members would take meritorious defenses into the courts
rather than allowing themselves to be pressured into
settlements because of the fear of adverse publicity from

A New York attorney who represents publiclitigation.
accountants insured by Lloyds of London said in an inter

should be taken toward claims that have little or no basis
in fact.

Claim procedures outlined in any professional
liability insurance policy should be followed meticulously.

Overstated Equity Claim No. 2
The accountant issued a disclaimer of opinion on a set 
of financial statements which he knew reflected over
stated assets and understated liabilities.

The accountant arranged a

which he had given a

view that, in his opinion, only a "hard-nosed" approach
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$20,000.

Details
The claimant was a creditor of a client of the

He lost approximately $20,000 when the clientaccountant.
became bankrupt. Credit allegedly was extended to the
client on the basis of uncertified report by the account-an
ant of the financial condition of the client.

The report in question contained a disclaimer of
opinion by the accountant; but the accounts receivable were
shown as $26,365.33 when in reality they totaled only
$304.86. Receivables were assigned to a factor. The
accountant knew about the assignment because he helped to
arrange the factoring. Further, a chattel mortgage held by
the accountant on the equipment of the client was not
reflected in the statements. The accountant felt he was
protected by a letter accompanying the statement which said,
in part, that no confirmation of the assets and liabilities
through correspondence with debtors and creditors was made

This evasion was coupled with a further state-performed.
"Nothing came to our atten-ment in the letter as follows:

tion during our examination which gave
amounts at which the assets and liabilities arethe

This contradicted the accountant's definitestated."

The claimant, a creditor of the accountant's client, 
accepted a $6,500 cash settlement from the accountant.
The loss alleged by the claimant was approximately

us reason to question

and no physical observation of the taking of inventory was
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knowledge of the factoring of the receivables and the
existence of a chattel mortgage. In any event, the
accountant was obligated to reflect the facts, as he knew
them, in his report.

The accountant settled with the claimant for $6,500
to be paid to the claimant by the accountant. The insur-

out after the accountant was questioned relative to his
client's bankruptcy. The State Board of Accountancy
suspended this accountant's license for one year. The
policy of the insurance company did not cover intentional

Observation
A certified public accountant should not allow his

name to be associated with any set of financial statements
if he has any idea that they are false or misleading. The
disclaimer of an opinion of statements does not relieve the
accountant of responsibility to reveal facts which he knows
to be at variance with those presented in the statements.
A disclaimed opinion indicates that the accountant has not
verified the facts underlying the financial statements but
that he knows of neither untrue facts presented nor mate

lf the accountant believes therial facts not presented.
he has no recoursestatements to be false or misleading.

but to express an adverse opinion.

ance company denied liability because its policy was taken

fraud, which was alleged in this case.
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Overstated Equity Claim No. 3

Details

which had a line of credit with various banks. There were
approximately forty banks involved, and the line of credit
usually totaled some four million dollars. The bank loans
to the finance company were evidenced by ninety day notes
which were renewable at the end of each period except for
one month out of each year when the loans were to be paid
without renewal for at least a month. The banks were the
claimants in this case.

The auditing firm normally issued unqualified
opinions of the financial statements of the finance company
twice annually as of June 30 and December 31. The June 30,
1964, audit was the last one for which the auditors

Prior to the scheduledexpressed an unqualified opinion.
audit, the auditing firm refused toDecember 31, 1964

certify the December 31 report without a complete review
of the situation because of the discovery that certain

Creditors of the firm sued the auditor and the presi
dent of the bankrupt firm for willful and fraudulent 
acts. By alleging fraud, the creditors hoped to be 
able to attach both the personal and the business 
assets of the defendants.

The auditor of a finance company accepted the statement 
of management regarding its receivables and the under
lying security without independent verification. 
Receivables were the most important asset to be 
examined.

This claim involved the audit of a finance company
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securities underlying receivables were forgeries and
because other irregularities existed.

All monies due the finance company were shown as
receivables, including installments due after one year.
The auditing firm made little attempt to verify the secur
ity supposedly underlying these receivables. Rather, the

to the sufficiency of the collateral. Of the $1,264,000
$689,000 was due from one

account which had become bankrupt in the spring of 1964.
The auditor in charge stated that he was not aware of the
bankruptcy of the account and that the owner of the finance
company assured him that the security for this receivable
was more than adequate to cover it, but the auditor never

Another receivable totalingverified this statement.

$110,000 past due for more than 160 days. The totalwas
accounts past due and not active for over 60 days exceeded

The auditor stated that he considered anything$400,000.
to be current, regardless of the date of the original loan.
if it had been renewed by the issuance of a new note within
the past sixty days.

Sometime during the 1950s the owner of the finance

substantially higher rate of interest than that paid to the
subordinated note form tobanks. The auditor suggested a

word of the manager and owner of the company was taken as

company discussed with the auditor the matter of issuing
subordinated notes to family members and friends at a

receivable at June 30, 1964,
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the client; but when the client issued the notes, he used
regular demand judgment note forms. The auditor did not
observe the actual form of the notes but accepted the word
of the owner that the notes actually were subordinated.
These notes totaled $539,800 at June 30, 1964. The auditor

subordinated by stating that the owner of the business was
also an attorney and was more knowledgeable in this area
than he.

pending. The majority of the banks were willing to discuss
the possibility of a settlement in the neighborhood of
$100,000 to $150,000, of which the insurance company's
coverage was limited to $75,000; but a minority of the
banks was unwilling to agree to this and the settlement
could not be consummated until all the creditors agreed
to it.

Observation
It is inexcusable that any auditor should accept

the statement of anyone connected with the entity being

statement.
independent verification of the facts presented by manage
ment through the financial statements.

audited without satisfying himself of the truth of the 
The purpose of an audit is to obtain an

At the time the file was reviewed, the claim was

rationalized his not observing the notes he assumed were
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Bad Investment Advice

Details
Prior to 1959, Messrs. X and Y advised a firm of

public accountants that they were considering investing in
the commercial financing field.
had any previous experience in this type of business.

The accountants informed them that one of their

financing business.
retainer to act as accountants for any new enterprise

actual operation of the business to Mr. Z and depend on the
accountants to protect their interests.

Z paid $100,000 for 1,000 shares of stock of the plain-Mr.
tiff corporation. Corporation A, and Messrs. X and Y each
acquired 500 shares of stock for $50,000 and caused their
wives to make subordinated loans to the new business of

The experienced party, who was given complete control 
of the business, promptly siphoned off the funds of 
the company to be used in other enterprises which 
he owned.

The accounting firm agreed to accept a

A firm of public accountants encouraged two men to 
invest in a commercial financing business to be 
operated by a client of the firm who was successful 
in that field. The accountants assured the potential 
investors that their interests would be protected by 
retaining the public accounting firm as the account
ants of the proposed new venture.

Neither Mr. X nor Mr. Y

Messrs. X and Y were assured that they could leave the

In January, 1959, an agreement was signed whereby

clients, Mr. Z, had been quite successful in the commercial

formed by the combination of Messrs. X, Y, and Z.
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$50,000 each. There were to be no intercompany transac
tions between the

In February, 1959, on the same day investments were
made in the new company, Mr. Z caused Corporation A to
issue a check payable to a Mr. W for $70,000 and indicated
it was for loans with 3,000 shares of stock of Corporation B
as collateral. Two days later another check was drawn to
Mr. W for $50,000. Both of these checks were endorsed by
the payee and transferred to a corporation owned by Mr. z.
These were not genuine loans and were at no time secured
by collateral.

By June, 1959, another commercial finance company
Z, Corporation C, owed Corporation A, theowned by Mr.

plaintiff, over $323,700 without collateral. Other com
panies owned by Mr. Z owed Corporation A $30,000 and

1959, a journal entry was made on the$10,000. On June 25,
books of Corporation A purporting to record the purchase of
notes receivable totaling approximately $213,360 from
Corporation C, when in fact no legal assignments of any
kind were made to support this entry.

Interim financial statements were alleged to have
been made intentionally to conceal the frauds of Mr. Z.
The auditors were sued for gross negligence and breach of
contract.

new business and those already owned by
Mr. Z.
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The plaintiff corporation, Corporation A, entered

into an agreement with Mr. Z whereby his liability to the
business was settled. The agreement included a release
provision whereby the plaintiff agreed that it would not
initiate any suit against any person whomsoever related to
Corporation A. Attorneys for the accountants argued that
their clients were released by this provision. The initial
court hearing resulted in a holding for the accountants;

the Appellate Division reversed this decision. The
accountants then were granted a motion for appeal to the
Court of Appeals, and eventually they were released from
liability.

Observation
A certified public accountant should be very circum

spect about encouraging one client to invest in the business
It is not the function of a public accountantof another.

protector of his client's investments beyond
expressing his opinion regarding the financial statements
related to the investments.

Bookkeeping Error

The suit was dropped by the plaintiff client because 
it was barred by the statute of limitations.

An accounting firm, engaged to do the bookkeeping for 
a client, placed its employee, a bookkeeper, in the 
client's office. An error based on a misunderstanding 
by the bookkeeper led to a loss for which the client 
demanded payment from the accountant.

to act as a
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Details

In 1953 the firm of certified public accountants
was employed by the claimant to furnish a bookkeeper and to
record all transactions and handle the bookkeeping system
of the company. The accounting firm employed a lady who,
as the employee of the firm, handled the bookkeeping of the
claimant.

$5,000 to a Mr. X. It was actually an advance against
future purchases, but the bookkeeper charged it to pur
chases . Thereafter, over a period of several months, pay
ments and deductions were made in the account of Mr. X
until the account was finally closed. Because the first
$5,000 check was charged directly to purchases rather than
to the account of the supplier, Mr.
$5,000 resulted. The error was not discovered until an
audit was performed in 1959 by the Internal Revenue

A claim was asserted immediately against Mr. XService.
by the claimant, and $3,000 was recovered. The claimant
then sought restitution of the remaining $2,000 from the
accountants.

1963, the attorney for the accounting firmIn June,
filed a motion for summary judgment in the case on the
basis that the statute of limitations had run and that Mr. X
had been released without the insurance company's having the
opportunity to recover its full loss under the policy. The

X, an overpayment of

In December, 1956, the claimant issued a check for
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counsel for the claimant finally agreed that the action was
barred by the statute of limitations and agreed to drop the
suit if the defendant's insurance company would pay the
court costs, which were less than twenty dollars. This
offer was accepted.

Observation
The details of a write-up job should be handled as

meticulously by a public accounting firm as those of a

large audit. Even though write-up is considered less
desirable work than some performed by the public accountant.
it cannot be done in a haphazard manner without the possi-

The accounting firm's employeebility of legal liability.
failed to make enough inquiry when she was uncertain of the
nature of a transaction so that it could be recorded
properly.

Divorce Case

Details
In a community property state a manufacturer who

worth approximately four million dollars, sought awas
divorce from his wife with the object of marrying a younger

The accountant, who helped arrange the settlementwoman.
whereby the first wife was to receive half of the total

Although a client's accountant and attorney worked out 
an apparently satisfactory stock and property evalua
tion for the couple being divorced, the ex-wife 
subsequently sued all parties for alleged fraud and 
conspiracy.
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estate, was a personal friend of the husband and had
invested in some of his business activities.

In effect the husband retained control of the
business by allowing his wife to take all of the newly

The
ex-wife was realizing annual dividends of approximately
$25,000 on her preferred stock; but after reconsidering the

acy against her former husband, the lawyer who handled the
divorce, and the accountant. The ex-wife claimed the stock
was valued improperly; and as a direct result of her com
plaining so vehemently about it, the Internal Revenue
Service became interested and assessed an additional income
tax of $1,085,000, which the husband paid in accordance
with an agreement made at the time of the divorce.

This case has been pending for five years.

Observation
A certified public accountant should be wary of

having anything to do with a divorce settlement when a
friend or business associate is involved. Rather, he
should recommend another independent accounting firm to
help with the settlement.

General Audit Errors
A client, although not revealing any dissatisfaction 
with the work of his auditor, employed another 
accounting firm to review the prior year's audit and

issued preferred stock while he retained the common.

settlement, she brought a suit alleging fraud and conspir-
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Details
After the regular accountant completed the work for

a local lumber company for the year ended June 30, 1966, the
company had another local accountant to verify the work of
the first. The second accountant contended that certain
errors were made in the audit which resulted in a differ
ence of about $800 in the income tax payable. The second
accountant amended the tax return and revised the annual

The claimant lumber company demanded that thereport.
first accountant refund the $390 fee he was paid.

The first accountant claimed that he made no mis
take in the work, but he refused to discuss the matter with
the second accountant or to let the representative of his
insurance company borrow his workpapers for review.

Some of the errors alleged by the second accountant

advances to employees were understated, accounts payable
were overstated, wages payable were reflected when there

salaries were overstated, and deprecia-were none payable.
tion charges were incorrect.

Even though the first accountant felt that the
result of his work was
accountant, the parties involved did not care to go to the
additional expense of having a third firm of accountants

then demanded reimbursement from the first accountant 
of the fee he had been paid.

as valid as that of the second

were that cash in banks did not agree with the records.
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make a detailed examination and determination. The claim
finally was settled when the insurance company paid $300
to the client.

Observation
The working papers of a certified public accountant

relating to any audit should be so well developed that he
would not hesitate to discuss his work with any person who
might question it in the future. The working papers should
reflect exactly what was done and by whom. They also
should reflect how exceptions were handled. For example,
the ultimate disposition of confirmation replies that did
not agree with the records of the firm should be shown in
the workpapers.

Improper Legal Advice

Details
According to an April, 1967 interoffice memorandum

in the insurance company files, a public accountant advised
his client, the claimant.
minimum wage and hour law and that his employees must be

Actually, the lawpaid time and
did not go into effect until March, 1968 for this type of
business.

A public accountant improperly advised one of his 
clients that the new minimum wage and hour law was 
applicable to the client's business. The client 
sought reimbursement for excess overtime wages paid.

a half for overtime work.

that he was subject to the new
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The claimant asked to be reimbursed for the $169

period.
accountant conceded his bill for services. The file did
not reflect how large the cancelled bill was, but the
insurance company was said to have settled with the
accountant for $135.00.

Observation
An accountant should be careful to avoid practicing

law without a license. Preferably, legal advice should not
be offered to clients; but if one feels that he must advise
his clients, he should qualify his statements properly and
advise the client to seek legal advice from a qualified
attorney.

Accounts Receivable Not Properly Segregated

Details
In late 1963 a certified public accountant dis

cussed the financial condition of one of his clients.

A major part of the accounts receivable of an audited 
firm was receivable from one customer. The material
ity of the receivable from the main customer was not 
shown in the audit report either by footnote or by 
the segregation of the account from the other receiv
ables. The bank, which loaned the company $200,000 
before the audit report was issued and an additional 
$25,000 after receipt of the audit report, brought 
suit against the auditor when the client defaulted on 
its loan from the bank after the bankruptcy of the 
client's major customer.

excess payment made for overtime during a three week

Corporation A, with an officer of a local bank, the

In order to retain the client's goodwill, the
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claimant. The accountant advised the bank officer that the
client enjoyed a profitable operation but that a large
percentage of the business was dependent on sub-contract
work from Corporation B.

Subsequently, the bank loaned Corporation A
$200,000 over a period of time. Loans were made on the
basis of assigned accounts receivable from Corporation A.
The accountant was asked to prepare a balance sheet of
Corporation A as of September 30, 1964, and this certified
balance sheet was delivered by the auditor in December,
1964, at which time Corporation A owed the bank approxi
mately $200,000.

Corporation B was forced into bankruptcy in May,
1965. At that time, Corporation A owed the bank $225,000.
The claimant bank alleged that the auditor failed to
segregate the accounts receivable in order to properly
reflect the dependence of Corporation A on the financial

The bank further claimed that.welfare of Corporation B.
had it known of the dependence of Corporation A on Corpo
ration B, it would have pressed harder in its collection
efforts.

It was the intention of the insurance company to
defend this claim in court if necessary, because the major
part of the defaulted loans were made by the bank to
Corporation A prior to the submission of the unqualified
audit report by the auditor.
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Observation

The third reporting standard of auditing requires

that informative disclosures be made of all material

matters.

company depends on the collectibility of its major account
receivable should be disclosed. The whole story has not
been told when a figure is stated as the total of accounts
receivable if one account makes up a major portion of the
receivables.

Breach of Audit Contract

Details
In April, 1961, the auditor entered into an agree

ment with a consignor of merchandise to make a physical
verification of the merchandise of the consignor that was
on hand on the premises of the consignee each Monday morn
ing and to report to the consignor by serial numbers. The
auditor also was to collect a certified check for the
merchandise which had been sold and not paid for previously

The consignee was to pay the fees ofby the consignee.
the auditor.

Certainly, the fact that the very existence of a

An accountant, who was employed to make weekly audits 
of a firm's inventory and sales and to submit reports 
to the consignor, was unable to perform the audit as 
agreed. He failed, however, to press the issue as to 
the alternative procedures to be followed under the 
circumstances. The consignor sued the auditor for an 
alleged loss of $20,750. The auditor's insurance 
company paid $8,500 and the auditor promised to pay 
and additional $3,000 to settle the claim.
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suspended by the Internal Revenue Service because of unpaid
payroll taxes. It developed that the auditor reported
certain merchandise as on hand which was sold previously by
the consignee. The auditor met these charges with the
excuse that, when he arrived on the premises of the con
signee on Monday mornings, the trucks would have been
loaded on the previous Saturday and already be on the road.
making a complete physical count of the merchandise
impossible. Further, the consignor was sometimes two or
three weeks in sending lists of merchandise to be substan
tiated to the auditor. The auditor stated that he explained
the situation to the consignor by telephone and asked for
further instructions, but the matter was never clarified.
After the business of the consignee was closed, the
consignor picked up all of its property that could be

accounting of what was taken.
The consignor alleged that the amount owed when the

consignee's business was closed was $20,750. Settlement

$8,500, and the auditor promised to pay $3,000.

Observation
When the specific terms of a contract of employment

cannot be fulfilled, it is the duty of the person, who is
unable to maintain his portion of the agreement, to inform

found on the premises without giving the auditor an

was made subsequently when the insurance company paid

A year later the operations of the consignee were
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the other party to the contract at once and to suggest
possible alternatives. Preferably this explanation of the
situation should be in writing in order to have tangible
evidence if it is needed as a defense.

Business Liquidation

Details
The accountant assumed the bookkeeping duties

associated with Company A, a partnership, in August, 1957.
Originally there were three partners in the firm, but one

transferred his equity to Mr. X, theof them, Mr. Z,

prominent businessman in town, andclaimant. Mr.

he owned the building in which Company A was housed.
X was involved in a very serious

automobile accident and was hospitalized for several
Y, committed suicidemonths.

The court appointedshortly after the accident of Mr. X.
Z as the administrator of the property of the partner-Mr.

ship, and the accountant was retained to continue the
bookkeeping phase of the business. It was necessary to

While the claimant was incapacitated after an auto
mobile wreck, his partner committed suicide. The 
court ordered the business of the claimant and his 
deceased partner liquidated, because there was no 
one left to operate the business. After the recovery 
of the claimant, he alleged that the accountant 
wrongfully advised the liquidation of the business, 
and he sought damages. Eventually the accountant was 
absolved by the court, but his defense cost his 
insurer nearly $2,000.

Z was a

In June, 1959, Mr.

The partner of Mr. X, Mr.



Ill
begin the liquidation of the business immediately, because
the business had no operating personnel.

The claimant, Mr. X, after his dismissal from the
hospital, alleged that the accountant committed wrongful
acts in advising the liquidation of the business.

The case went through the trial court, the Court
of Civil Appeals, and the Supreme Court of the state before
the accountant finally was released from the case entirely
and another defendant was required to stand trial again in
the trial court. The insurance company paid nearly $2,000
in attorney fees and expenses in the defense of this suit.

Observation
The defense of the accountant in this case was

relatively expensive even though he apparently did nothing
to warrant his being involved in the suit. Even the most
diligent public accountant cannot afford to practice
without liability insurance coverage.

Understatement of Proposed Equipment Purchase Price

The claimant, who was a supplier of the accountant's 
client, guaranteed 8 per cent of the unpaid balance 
due on equipment after the resale value of the equip
ment was deducted. The claimant sued the accountant 
and alleged that he would not have guaranteed payment 
if he had known the final liability for the equipment 
would exceed by over 33 per cent the amount reflected 
in the financial statement prepared by the accountant.

The actual cost of equipment purchased exceeded the 
price shown in the purchase commitment contract by 
12 per cent. Carrying charges totaling $33,000 were 
not mentioned in a footnote relating to the proposed 
equipment purchase which was reflected in a financial 
statement prepared by the defendant accountant.
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Details

The claimant was a bakery which guaranteed up to
8 per cent of the unpaid balance, after deducting resale
value, of equipment purchased by a defunct restaurant, a
former customer of the claimant. When the seller of the
equipment filed suit against the claimant, he filed a
cross complaint action against the seller and the insured
accountant, alleging that the equipment actually cost
$43,000 more than the contract price reported by the
accountant.

The accountant had known the co-investors in the
restaurant since 1961, and he became the treasurer of the

He was also a director and shareholder of therestaurant.
The stock and loancorporation as well as its accountant.

investment of the accountant in the restaurant was about
$5,825.

In a financial statement of the restaurant dated
July 20, 1962, and prepared by the accountant, a footnote
reflected that equipment purchases totaling $130,000 were

The final billing of the equipment totaledunder contract.
$173,000—$43,000 more than was mentioned in the footnote.
It was the contention of the claimant that it never would
have entered into its guarantee of 8 per cent of the
balance due on the equipment after its resale if it had
known the final purchase price.
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According to the accountant, the $130,000 was

derived by adding $125,000, the amount of a signed contract
for the equipment in question, and $3,912 for some calculat
ing machines which were on order and rounding up to the
$130,000 figure. When the equipment was delivered, the -

base price was $140,000, $15,000 more than the purchase
The buyer of the equipment, one of the co-ownerscontract.

of the restaurant, assured the accountant that this price

by 12 per cent. A 30 per cent finance charge was added to
the base price—6 per cent per year for five years. The
finance charge was based on $110,000, which was the unpaid
balance after a down payment of $30,000, and it amounted
to $33,000.

In February, 1967, releases were executed, and the
file was closed without payment by the insurance company.

Observations
Even though the accountant may have been correct

technically when he stated the cost of the assets to be
acquired at their cash acquisition price, the carrying cost
probably should have been mentioned due to its relative
materiality.

No mention was made of the fact that the public
accountant could not have been independent of the restau
rant business for which he prepared the financial statement 
in question as long as he served on the board of directors

was acceptable even though it exceeded the contract price
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of the restaurant and was its treasurer and also a minority
stockholder and a creditor of the business. A public
accountant, who submits a professional opinion on a set of
financial statements, should consider first whether he is
actually and apparently independent of the entity on which
he is reporting. If he is not independent, this should be
stated clearly and his relationship with the business
should be disclosed.

Pending Legal Action Not Revealed

Details
In March, 1964, the accountant audited the records

of a land developing company and submitted his audit report
to the Board of Directors in April, 1964. At the time of
the audit, the major asset of the company was an option to

Offers were received bybuy land at a cost of $318,000.
million dollars for the resale ofthe company of up to a

the land after the exercise of the option.
A deceased stockholder apparently pledged his stock

as the security for a loan, and the pledged stock was
The son of the deceasedtransferred to the pledgee.

The claimant invested in a land developing company 
which held a very favorable option to buy certain 
property. An audit report by the defendant account
ant issued prior to the claimant's investment failed 
to reveal a lis pendens which had been filed against 
the option held by the company. The auditor was told 
verbally by the company's attorney that the company 
was involved in no litigation at the time the audit 
report was made.
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stockholder instituted a lawsuit to clear title to the
stock. In conjunction with this lawsuit, the son also
filed a lis pendens against the option held by the land
developing company. Both the lawsuit and the lis pendens
were filed before the audit of March, 1964, but no one
seemed to be aware of the lis pendens except the person
who filed it.

Before the auditor completed the March, 1964 audit.
he consulted the attorney of the land developing company
and was advised that the company was not involved in any
legal proceedings.

Subsequent to the submission of the audit report to
the Board of Directors, the claimant purchased 160 shares
of stock in the land developing company for a total cost of
$40,000. This stock proved worthless when the president
and chief stockholder of the company could obtain no
further financing because of the lis pendens. The company

forced to dispose of its option at a loss. A supple-was
mental agreement with the claimant was made by the company

The companyto rescind the sale to her of 160 shares.
agreed to pay the claimant $10,000 for this rescission plus
an additional $10,000 if a suit for damages against the son
of the deceased stockholder was instituted and successful.

"No Claim" in October, 1967 .The file was marked
Apparently the claimant realized she had no real basis for
the suit against the accountant because he had done all
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that ordinarily is expected of an auditor concerning pend
ing legal action when he discussed the matter with the
company attorney.

Observations
The fact that a claim is unjustified does not pre

clude the claimant from filing suit against a certified
public accountant. This claim is another reminder of the
wisdom of being insured in an adequate amount against
professional liability. Even if a claim is never paid, the
cost of investigation and defense can be prohibitive.

The auditor might have avoided most of this trouble
if he had taken the simple precaution of obtaining the
attorney's opinion in writing rather than verbally.

Books of Client Allegedly Lost

Details
The son of the defendant accountant did the work

for the claimant corporation in 1963 and 1964. The son
obtained the books and records of the claimant in May, 1964
with the intention of drafting the various tax returns and
the year-end financial statements for the claimant.

The claimant wascould not complete the work at that time.
Because he lacked certain information, the accountant's son

An accountant, who habitually took his client's books 
to his office to work on them, was sued for having 
lost them. The accountant claimed to have returned 
the books to his client, but he could not prove this 
and damages were paid.
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to furnish the needed information but never did. In June

the claimant called the accountant to request the return of

its books. According to the accountant, the books were
returned at that time; but the claimant alleged that they
were never received. No receipt for the books was given
or received by the accountant. At the time the books
allegedly were returned, the accountant requested a sixty
day extention for filing the tax returns.

During September, 1964, the claimant called the
accountant and requested a copy of the income tax return
for the preceding year. When the son looked in the file,
he discovered that the return was never filed. Very
foolishly, the accountant's son photostated the 1963 form
and put the year 1964 on the form.

The claimant asked for over $11,000 specific
damages for the cost of reconstructing the allegedly lost
books plus $7,000 general and exemplary damages. The claim

The accountant feltaccountant voluntarily paid $3,000.
that his practice would be ruined if the case came to trial.

Observation
It probably is rarely done, but a public accountant

should consider issuing receipts for records of clients
removed from the clients' offices by the accountant and
requesting receipts for these records when they are

A special form could be devisedreturned to the client.

was settled when the insurance company paid $3,000 and the
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that would accommodate both the pick up and the delivery of
the records with a blank space for the description of the
records.

The Attitude of the Insurance Companies
When an initial notice of a potential claim is

filed with the insurance company, one of the first steps
taken by the company is to verify coverage. Professional
liability policies usually cover claims which arise during
the policy period, regardless of when the alleged error(s)
or omission(s) occurred. Excluded from coverage are any
claims the circumstances of which were known to the
insured at the time the policy was written.
insurance company takes a very careful look at claims which
arise soon after the effective date of the policy, always
with the thought in mind that investigation may prove the
insured had knowledge of the pending claim.

Professional liability policies contain specific
duties of the insured when he first has knowledge of a

The insured must notify the insurancepossible claim.
Timely notifi-company immediately when a claim develops.

cation therefore is determined by the insurance company and
condition precedent to the company's ful-

If the insuredfilling its part of the policy agreement.
fails to make timely notification and employs his own

is considered a

Hence, the

attorney or even settles the claim on his own, the
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insurance company is not obligated to repay the insured for
his expenditures for attorney fees or for settlement.

Any sizable claim inevitably results in the
insurance company's consideration of the desirability of
continuing coverage of the insured. If the insured
accountant enjoys a good reputation among his peers and in
the community in which he works, this fact is noted and
coverage normally is continued without interruption.

Next, the insurance company evaluates the claim to
determine whether liability exists only in the eyes of the
claimant or there is a strong possibility that the claim.
if carried into litigation, will be won by the claimant.
In line with this and regardless of where the blame lies,
the statute of limitations is explored as a possible
defense.

Where liability clearly is evident, the company is
Settlement isinterested in any possibility of settlement.

also considered when the cost of investigation and the
litigation obviously would exceed the proposed settlement.
Some claims reviewed resulted in settlements amounting to
as little as half as much as the insurance company had
already spent for investigation and legal fees. Other

wishes of the insured accountants because the insurance
company felt that was the best alternative for it in the
light of the estimated cost of defense.

claims were settled, some for nominal amounts, against the
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sizable claim is entirely unjustified, it will not hesitate
to make a concerted effort to defend the claim all the way
through an appeal if necessary.

"Dishonesty, misrepresentation or fraud" is
included in most professional liability policies among the
description of the type of coverage the policy provides.

"dishonesty, misrepresentation or fraud" is alsoHowever,
listed among the exceptions to the policy. This seems to
be clarified a bit by the reading of a typical policy of
Lloyds of London when the assured is said to be protected

Apparently, the insurance company will defend allegations
of dishonesty, misrepresentation or fraud but it will not
pay a claim resulting from finally adjudicated acts of
this type.

accountants.
member of the underwriting department

stated that professional liability premium rates were
increased 17 per cent in 1966 and it was expected that

the increasing number of claims against professional
When Insurance Company A was visited in

If, however, the insurance company feels that a

for any claim upon which suit may be brought by reason 
of any alleged [emphasis added] dishonesty, misstate
ment or fraud on the part of the assured. . . , unless 
a judgment or other final adjudication thereof adverse 
to the assured Firm shall establish that acts of 
active and deliberate fraud committed by any partner 
of the assured Firm with actual fraudulent purpose and 
intent were material to the cause of the action so 
adjudicated.

February, 1968, a

Insurance companies, of course, are concerned about
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another increase would become effective in 1968. These
premium increases at least partially are indicative of the
expanding liability of professional people such as public

The point at which premiums will becomeaccountants.
prohibitively high is of concern to both the insurance
underwriters and public accountants. Not only will the
insurance companies be priced out of the market when
premiums become prohibitive but also public accountants
will not be able to afford to practice their profession.

Conclusions

Undiscovered Defalcations

audit is designed to detect fraud or defalcations; but the
courts have held that, whenever a defalcation is not dis
covered by an auditor because of his negligence in the
performance of the audit, he is liable to his client for
defalcation losses which occur after the date when he first

In one case studied,should have discovered the losses.
the court held that, as a matter of law,however. no

liability for undiscovered defalcations existed when the

report specifically stated that the examination would not

necessarily reveal frauds.

The accounting profession denies that the ordinary
2

^Committee on Auditing Procedure of the American 
Institute of Certified Public Accountants, Statements on 
Auditing Procedure No. 33, Auditing Standards and Pro
cedures (New York: American Institute of Certified Public 
Accountants, 1963), p. 11.
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simple that reasonable diligence and alertness on the part
of the auditor should bring the peculations to light. This
study reveals that many defalcations are perpetrated over a
number of years and the annual loss tends to increase each
year that the losses go undetected.

Poor internal control is a major cause of defalca
tions . Some of the methods used by the defalcators dis-

(2) forging andcussed in this chapter include (1) lapping,
altering checks, (3) incorrectly footing cash receipts
journals or deposit slips, and (4) reporting deposits in a
lump sum rather than reflecting the source of receipts.
Some of the reasons the auditors failed to uncover the
peculations reviewed in this chapter were his failure
(1) to suggest (preferably in writing) ways by which the

(2) to changesystem of internal control might be improved.
(3) to inquire into thethe audit program after a merger.

interrelationships of employees of the client with other
(4) to verify the footings ofentities in the community,

cash receipts journals or of deposit slips. (5) to trace
(6) to confirm receivablesreceipts into the bank account,

(usually in cases when an unaudited report was made),
(7) to make surprise audits from time to time. (8) to
avoid clients who obviously were unscrupulous in their
business dealings, and (9) to see that the internal control
system of the client encompassed the activities of the

Often the embezzler's mode of operation is so
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accounting firm's employee who visited the office of the

client to perform bookkeeping for the client.

Client Relationships

Too many public accountants unnecessarily allow

themselves to be placed in a defensive position, to be

sued, and to have their reputation ruined by not having a
written employment agreement, preferably signed by both the
client and the accountant. Oral agreements may result in a
dispute over the scope of the work to be done. Clients may
ask only for professional bookkeeping service and the
preparation of tax returns and later sue the accountant for
nonperformance or negligence because he did not perform a

To avoid misunderstandings and litigation,detailed audit.
detailed specifications of the work to be done should be

Further the client should be madeconveyed to the client.
aware of the limitations of the assignment. If at any
time the specific terms of a contract of employment cannot
be met, immediate steps should be taken by the accountant
to see that all parties to the contract are informed and
presented with alternatives.

Clients understandably want to minimize the cost of

their accountant's service and ask for a minimum of service

initially; and an accountant. eager to obtain a new client,

may accept a limited assignment with the expectation of

gradually increasing both the service and the fee. There
seems to be a lack of communication between the accountant
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and his client after the initial meeting, until one of them

attorney and the courts. For this reason, fees should be
discussed sometime prior to the acceptance of an assignment.

A public accountant would be well advised to avoid
letting any engagement become so routine that he fails to
consider all the facets of the assignment and how the work
can be changed to meet the client's needs more effectively.
The client should be made aware of the scope of his
accountant's assignment and of more extensive accounting

Even a simple write-upservice that is available to him.
assignment should be handled with care and approached with
an alert mind by the public accountant.

A public accountant should be careful to ascertain
that the individual who engages his services has the
authority to do so, especially in the case of a partner-

The accountant may perform his engagement capably,ship.
but he may reveal things that are prejudicial to the
interests of other partners of the enterprise and uninten
tionally subject himself to litigation by other partners
of the business.

Educating clients to the importance of their
cooperation in building and maintaining an efficient system
of internal control cannot be over emphasized. Too many
clients apparently think that not only an audit but also a

reaches the point of exasperation and resorts to an

mere bookkeeping assignment guarantees the discovery of
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fraud or defalcations. Individual practitioners should
strive to educate their clients as to the limitations of
their assignments. It has been suggested that this is not
done by practitioners because, in many instances, they are
offering by implication more to their clients than they are
prepared to deliver.

A young certified public accountant may find that
he can obtain many clients who do not enjoy a stable finan
cial position and consistent earnings. It is advisable to
keep a client of this type as current as possible in his
fee payments in order to avoid having to make the choice
between suing for the collection of the account, and
thereby risking a counterclaim that is a large multiple of
the balance of the account, or failing to collect the

hardly afford.
Any time a public accountant considers suing for

the collection of his fees, he first should make every
effort to discover why the account has not been paid and to
arrange for a peaceful, voluntary settlement with the

It is sometimes better to charge to experienceclient.
There is thewhatever is foregone by not suing for fees.

further consideration of adverse publicity which can result
from litigation for the collection of fees followed by a
sizable counterclaim.

account, which a young certified public accountant can
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A real attempt should be made to maintain clientele

who are known to be honest in their business dealings. An
investigation should be made into the slightest hint of
unscrupulous business conduct by the client. If the result
of such an investigation is positive, the public accountant
should consider dropping the client.

The public accountant should be very careful when
he advises a client to invest in a business with another
client. If the proposed investment is unsuccessful, the
accountant may become a target for litigation.

Legal advice, even when solicited by the client,
should be qualified with the warning that the public
accountant is not an attorney and with the suggestion that
the client discuss the issue with an attorney.

Consideration should be given to a system of
receipt exchange between the client and the public account
ant when the books and records of the client are trans
ferred from the client's office to that of the public
accountant and returned.

Many of the findings of this study relate either
directly or indirectly to the auditing standards developed
by the American Institute of Certified Public Accountants.
Even though some of the findings relate to assignments

Findings of This Study Relative 
to the Auditing Standards

more limited than the audit engagement, it is thought that
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it will be meaningful to review each standard and the find
ings in this chapter which seem to relate to it.

The first general standard, which states that the
examination is to be performed by a person (s) having ade
quate technical training and proficiency as an auditor, is
indirectly related to Defalcation Claim No. 2 about which
it was noted that the personal and professional background
of applicants for employment should be investigated
thoroughly and all references should be contacted.

The second general standard, which has to do with
the independence in mental attitude of the auditor, relates
to the following claims:

1.

it was found that a2.

3.

4.

The third general standard, which requires that due
professional care be exercised in the performance of the
examination and in the preparation of the report, is

The divorce case discussed revealed that the 
accountant should avoid taking part in the property 
settlement of a couple being divorced if one of the 
parties is his friend or business associate.

Defalcation Claim No. 4 led to the conclusion that 
truly independent auditor will not be persuadeda i

to overlook illicit transactions.
In Buy and Sell Claim No. 4, 
public accountant should be careful not to 
jeopardize his independence by assuming the role of 
an advocate for one of his clients.

The public accountant in the understatement of a 
proposed equipment purchase price claim was not 
independent because he owned an interest in the 
bankrupt restaurant, was its treasurer, and was 
also a creditor of the business.
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suggested by the following claims:

1.

2.

3.

The first standard of field work has to do with the
adequate planning of the work and the proper supervision of
assistants. Two claims studied illustrate a possible lack
of adequate planning.

1 never1.

2.

The second standard of field work pertains to

internal control, and the following claims relate to the

internal control facet of the audit:

1.

2.

Libel and Slander Claim No. 2 illustrated a lack of 
due care during the original review of the work
papers developed by the assistants of the 
accountant.

Buy and Sell Claim No. 1 illustrated the need for 
due care even when a disclaimed opinion is given.

It was found in Defalcation Claim No. 1 that any 
suggestions for improved internal control should 
be in writing.
Defalcation Claim No. 2 resulted in the recommenda
tion that the internal control system of the client 
be designed to include the employee of the public

Defalcation Claim No. 10 illustrated a lack of 
proper planning in that the prior year's audit 
program and report apparently were followed after 
a change in the organization of the client's 
business.

The auditor in Defalcation Claim No. 
arranged a surprise audit of the records of the 
defalcator as he might have done with proper 
planning.

It was found in Defalcation Claim No. 11 that 
alertness is the key to auditing and that, in each 
assignment, the auditor should be alert to incon
sistencies and inaccuracies in the records. The 
auditor's lack of due professional care was 
evidenced in this claim by his overlooking the 
important fact that the bookkeeper of the client 
previously had engaged in peculations from her 
employer.
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3.

4.

The third standard of field work states that suf
ficient competent evidential matter is to be obtained
through inspection, observation, inquiry and confirmation
to afford a reasonable basis for an opinion regarding the
financial statements under examination.

1.

2.

3.

3.
4.

Working papers

5.

In Defalcation Claim No. 7 the auditor should have 
noted the interrelationships of employees of the 
client with other businesses which were associated 
with the client and extended his investigation 
accordingly.

accountant who frequently visits the client's 
office to perform a bookkeeping assignment.

Buy and Sell Claim No. 3 illustrated the need to 
have audit working papers that reveal exactly what 
was done and how, when, and by whom. Certainly, 
one expects the gathering of evidential matter to 
be documented properly in the workpapers.

Defalcation Claim No. 13 illustrated the failure of 
accepted auditing procedures to detect a defalca
tion which might have been precluded by an adequate 
system of internal control.

The independent verification of the facts should be 
made without depending on the statement of the 
person whose records are being audited, according 
to Overstated Equity Claim No.

In the claim in which pending legal action was not 
revealed, the auditor received oral assurance from 
the attorney of the client that no litigation was

Defalcation Claim No. 9 illustrated a complete lack 
of internal control over the defalcator, who had 
access to all of the records; and it was observed 
that the auditor should ask himself what a criminal 
might do in a given situation.

The general audit errors claim revealed an account
ant who was hesitant to review his working papers 
with either another accountant or the representa
tive of his insurance company. Working papers 
should be so well developed that the auditor would 
not hesitate to review them with anyone who might 
have reason to question the audit.
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No findings developed in this chapter seem to
relate to the first two standards of reporting which have to
do with the presentation of the statements in accordance
with generally accepted accounting principles on a basis
consistent with that of the previous year. Three claims
did, however, relate to the third reporting standard which
states that informative disclosures in the financial state
ments are to be regarded as reasonably adequate unless
otherwise stated in the report.

1.
Transactions

2.

3.

The fourth reporting standard has to do with the

a whole or a statementas as
expressed.

the auditor gave an1.

pending against the client, but a written statement 
from the attorney might have given more conclusive 
evidence of the auditor's thoroughness in his audit.

Defalcation Claim No. 4 had to do with the failure 
to mention in the audit report illegal "borrowings" 
from the company by its president. ~ 
which are outside the scope of the authority of 
their perpetrators always should be disclosed.

In the claim regarding the understatement of 
proposed equipment purchase price, the carrying 
charges for five years should have been disclosed 
because of their relative materiality.

In the claim regarding accounts receivable not 
properly segregated, the whole story was not told 
when one figure was shown for accounts receivable 
because one account was a major part of the total 
receivables, and this information clearly was 
meaningful to readers of the report.

expression of an opinion regarding the financial statements 
to why an opinion cannot be

In Defalcation Claim No. 1, 
unqualified opinion without having confirmed 
receivables, which obviously were a major current 
asset of a client whose business was the rental of
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2.

3.

4.

The Accounting Function
When a public accountant accepts an assignment to

be responsible for the direction of the bookkeeping for the
client and to prepare financial statements at specific

audit, potential liability of the accountant may be greater
The more involved the public accountantthan he realizes.

becomes in the day to day operations of his client's record
keeping, the greater his liability may be for some specific
shortcomings of the records and reports even though such an
oversight in an audit might be considered immaterial.

In the Overstated Equity Claim No. 2, it was found 
that the submission of a disclaimed opinion does 
not relieve the accountant of the responsibility 
to reveal facts which he knows to be at variance 
with those presented in the financial statements.

Buy and Sell Claim No. 6 arose over financial 
statements typed on the accountant's stationery 
but clearly marked "Prepared from books and 
records without audit." Actually, the statements 
were prepared by the bookkeeper of the client, and 
it was found that a minimum of review work is 
required even for unaudited financial statements. 
The possibility of submitting unaudited statements 
on plain paper also was discussed.

apartments. The confirmation of receivables has 
been a required auditing procedure for approxi
mately thirty years; and if receivables are not 
confirmed, a qualified or disclaimed opinion should 
be given, depending on the materiality of the 
receivables.

intervals as well as

In Buy and Sell Claim No. 1, an oral opinion as to 
the accuracy of the net worth exhibited in an 
unaudited balance sheet was the basis for the 
court's ruling for a large claim for damages 
against the accountants. Oral opinions should not 
be given as addendums to unaudited financial 
statements.

the required tax returns, all without



132
If an engagement for monthly detailed bookkeeping

is accepted, it should be kept current. If receivables of
a client, whose bookkeeping is being handled or overseen,
are the client's major asset, the accountant should suggest
to the client that the receivables be confirmed periodically
and that an aged schedule of the receivables be reviewed
occasionally by someone in authority other than the person
responsible for accounting for the receivables.

Other Factors to Consider
When an accountant knowingly prepares or audits

financial statements that are to be used as the basis for
a buy and sell agreement, the basis of valuations of assets
should be disclosed clearly and every effort should be made
to avoid misunderstandings as to the nature and scope of
the audit.

The slander, libel and defamation of character
claims which were reviewed reveal that the exposed culprit
may threaten litigation as a means of harassment and in an
effort to cloud the issue of his culpability. Even when
the auditor is clearly in the right and the unwarranted
charges of the plaintiff have little chance of success in

litigation would cost.
The public accountant should encourage his insur

ance company to litigate claims for which he has a

a token settlement when settlement costs a fraction of what
court, the insurers of the public accountants tend to make
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reasonable defense. Certainly no accountant should allow
himself to be so intimidated by the fear of adverse
publicity that he would settle a claim himself without
taking advantage of the advice and counsel his insurance
company offers.

Professional liability insurance policies contain
stipulations as to the procedures to be followed when a
claim arises or even when a potential claim comes to light.
It is imperative that the insurance company be kept
informed about these claims so that it can take the steps
it believes are necessary to minimize the payment for
damages associated with them.

Even the most conscientious public accountant who
takes his responsibility to his clients and the public
seriously may expect to be the object of occasional claims
of the nuisance or harassment type. The only answer to
this type of claim is insurance protection so that the
attorneys selected by the insurance company to defend the
claim can be given the facts and a minimum of time will be
required of the public accountant in handling the claim.



CHAPTER IV

LITIGATION WHICH HAS GAINED NOTORIETY

DURING THE 1960S

Introduction
The basis for Chapter IV is primarily periodical

articles concerning thirteen cases in which certified

public accountants have been involved during the 1960s.

These suits often have a number of plaintiffs who bring

group actions against the auditors. Nine of the cases

relate to suits filed against national public accounting

firms. Three involve suits against local practitioners.
The other case involves no certified public accounting firm
directly but it did concern the accounting profession,
because of its magnitude, to the extent that a special
study was made by the Committee on Auditing Procedure of

134

1Committee on Auditing Procedure, Statements on 
Auditing Procedure No. 37, "Public Warehouses—Controls 
and Auditing Procedures for Goods Held" (New York: American 
Institute of Certified Public Accountants, 1966).

the American Institute of Certified Public Accountants and 
presented to the profession in 1966.
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The details of the cases are limited to what has

been published. Little or no "inside" information is known
or presented here.

During interviews with representatives of the eight
national public accounting firms, no cases were discussed

personal atmosphere.
gain, through this chapter, some appreciation of the prob
lems that beset the national firms as contrasted to the
local practitioners, to whom Chapter III is limited.

The Green-Olen Merger

The Olen Company was incorporated in 1955 to
succeed a partnership in which Maurice Olen and his father
were the principal partners.

Sales

2Securities and Exchange Commission, Accounting 
Series Release No. 105, "Report of Staff Investigation with 
Respect to Preparation and Certification by a Firm of

It is believed that the reader can
at any time in order to maintain an academic rather than a

The auditors of the southern chain were sued for 
$4 million. After the death of the senior partner 
of the accounting firm, the suit was dropped by the 
plaintiffs. One of the remaining partners of the 
dissolved accounting practice withdrew from practice 
before the Securities and Exchange Commission, after 
which proceedings against him were dropped by the 
Commission.

A southern chain of variety stores merged into an 
older similar chain in the northeastern section of 
the country. After the merger, it was discovered 
that the net assets of the southern chain had been 
overstated by $4.7 million, primarily by the over
statement of inventory and the understatement of 
liabilities.

The business grew from a
2 two-store chain in 1945 to over 120 stores by 1958. I
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year ended January 31, 1958.
When the paths of H. L. Green Company, a variety

store chain of 224 stores with over $100 million in annual
sales, and Olen Company crossed in the early part of 1958,
it appeared that the dynamic young merchandising blood of
the Olen Company was exactly what the larger, but less
progressive, Green Company needed. "As of October 31,

with Maurice Olen becoming president of the Green
The merger was based upon financial statementsCompany.

of the Olen Company dated January 31, 1958, and July 31,
1958, and audited by the certified public accounting firm
of L. Childree and Company of Mobile, Alabama.F.

The consolidated inventory for the Olen Division
of the Green Company at January 31, 1959—according to the
first audited statement after the merger—was $8,400,000

It was

L. Green Starts a New Chapter," Business Week, 
1959, p. 43.

as compared with $3,856,917 the preceding year.

increased 69-fold from $300,000 to $20.7 million for the
3

Certified Public Accountants of Financial Statements of 
Olen Company, Inc. and its Successor, the Olen Division of 
H. L. Green Company, Inc.," June 29, 1966, p. 1.

3"H.
December 5,

^Securities and Exchange Commission, loc. cit.

3Ibid., p. 8.

this startling increase in inventories that caused the Green 
Company to order a second audit of its Olen Division.3

1958, Olen Co. and its subsidiaries were merged into Green 
Co. " 4
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This increased inventory was necessitated by the fact that
the Olen Division had liquidated many of the trade payables

its January 31, 1958 financial
statements; and the cost of goods sold would have been
entirely out of reason otherwise. Olen used monies from
its stock sale and other financing as well as some of the

merged to pay these old and previously unrecorded bills.
About February 20, 1959, Maurice Olen resigned as

president of the H. L. Green Company, after admitting that
the accounts of the Olen Division had been falsified as to
its merchandise inventories, accounts payable, and fixed

The second audit revealed that the January 31, 1959
audit overstated inventories by $2.7 million, understated

Of this $4.7 million overstate
ment of net assets, $1.6 million was recouped in November,
1959 from Mr. Olen in an out-of-court settlement of the

8Green claim against Olen personally.
Green also filed a $4 million suit against Lewie F.

Childree, Homer Kerlin and James R. Lawrence, partners of
the accounting firm which audited the Olen Company and

7Ibid.2.

working capital of the Green Company into which it was

assets.®

it failed to reflect on

accounts payable by $2.7 million, and understated fixed 
assets by $0.8 million.7

Olen Division records, and against Herschel Harris, a

6Ibid., p. 
o "H. L. Green Defends Suit Settlement with Olen, 

Former President," The Wall Street Journal, December 17, 
1959, p. 14.
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former vice president of both Olen and Green.9 After Mr.

The accounting firm of L. F. Childree and Company
was dissolved during the litigation that followed the
second audit of the Olen Division of the H. L. Green
Company. The Securities and Exchange Commission made a
thorough investigation of the role of the Mobile, Alabama,
accounting firm in the filing of the registration statement
with the Commission as a basis for the sale of 100,000
shares of Olen stock at $10.50 per share during the early
part of 1958 and prior to the Green-Olen merger and in the
combined proxy statement of the Green and Olen companies
filed with the Commission in connection with the merger.

The Securities and Exchange Commission agreed to
accept the withdrawal from practice before it of Mr.
Homer E. Kerlin and to dismiss its proceedings against him
with the stipulation that the staff investigation of the

This publication goes into greatCommission be published.
detail as to how the Olen payables were deferred from being
recorded on the books until long after the merchandise was

Lewie F. Childree,

according to the clerk of the United States District Court 
of the Southern District of Alabama.

10Letter dated February 19, 1968.

9H. L. Green Company, Inc, v. ________  
et al. , Civil Action No. 3280-64, United States District 
Court, Southern District of Alabama.

on March 29, 1966, on the stipulation of the parties,
Childree's death on August 10, 1964, the case was dismissed
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received and possibly even sold by the stores. It is
pointed out that

The staff investigation of the Securities and Exchange
Commission further revealed that one of the staff account
ants who worked on the Olen assignment reported to Mr.
Kerlin that fixed assets were being expensed, a discovery
he made during the January 31, 1958 audit. When the

1958 audit was performed, this same accountantJune 30,
discovered that not only payables related to services were
not accrued but also trade payables were understated

After reporting these facts to Mr. Kerlin, thegrossly.
young accountant resigned from the firm in protest when he
realized that the audit was going out without qualification

The staff investigation of the Commission concluded
as follows:

A public accountant's examination is intended to be 
an independent check upon management's accounting of 
its stewardship. Thus he has a direct and unavoidable 
responsibility of his own, particularly where his 
engagement relates to a company which makes filings

even a cursory examination of the merchandise voucher 
records, the disbursing records, the merchandise 
receiving records, the accounts payable records, or 
the merchandise inventory records, would have dis
closed the inaccuracy and falsity of the merchandise 
and accounts payable figures.11

■'■^Securities and Exchange Commission, op. cit. ,

and without proper provision being made for these
12 unrecorded liabilities.

p. 9.
12Ibid., pp. 10, 13.
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Surely every public accountant who reviews the

Childree case is struck by the fact that the apparent

expediency of an audit that falls short of acceptable

professional standards is extremely shortsighted. It is
hardly worth the loss of one's professional standing.

Billy Sol Estes

When the financial "house of cards" built by Billy
Sol Estes began to crumble in the spring of 1962, the
accountant who signed the December 31, 1960 audit report

Estes was faced with the loss of his professionalof Mr.
standing as a certified public accountant.

Because of the expansion of the facilities of Mr.
Estes, Carl Miller of the Department of Agriculture

The Texas certificate of Mr. Jackson was suspended 
and his membership in the American Institute of 
Certified Public Accountants was terminated.

with the Commission or in which there is a substantial 
public interest.

The accountant for Mr. Estes, Mr. Jackson, reported 
that, except for not observing inventories, his 
examination was made in accordance with generally 
accepted auditing standards. Actually, he had 
merely rearranged figures furnished to him by Mr. 
Estes and typed it on his letterhead.

The Olen records were so permeated with evidences 
of falsifications and juggling of accounts that it is 
clear that either the [accounting] firm made no audit 
worthy of the name, or, if they did follow proper 
auditing procedures as they contended, they must have 
known that the financial statements they prepared and 
certified were false.13

13Ibid., p. 15.
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The amount of the
the financial stability of the

person bonded.
Winn P. Jackson,

Lubbock, Texas, submitted an audit report on Mr. Estes
which was qualified only by the statement that inventories
were not observed. The report stated that, except for the

Despite the fact that the amount of the inventory reflected
in the financial statements was only $942,701.13 as com
pared with a reported net worth of approximately $13.7 mil
lion, Mr. Jackson disclaimed an opinion as to the overall
fairness of the financial statements because he did not
observe the taking of the inventory. The Department of
Agriculture discounted the reported net worth of Mr. Estes
not only by the amount of the inventories but also by the
amount of certain properties included in the statement that
were known to be uninsured.

Because only $2.25 million netapproximately $7 million.

^"News Report: Freeman Quotes AICPA Executive in 
Senate Testimony on Estes," The Journal of Accountancy, 
August, 1962, p. 10.

15"News Report: Texas State Board Suspends 
Certificate of CPA in Estes Case," The Journal of 
Accountancy, July, 1962, p. 9.

a certified public accountant in

bond required is based on

believed that the renewal bond of Mr. Estes should be 
increased from $700,000 to $1,000,000.14

Even so, the net worth was

nonobservation of inventories, the examination was made in 
accordance with generally accepted auditing standards.15
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worth was required under the regulations, the bond remained

According to the testimony of Jackson before the
Congressional committee investigating Billy Sol Estes,
Jackson did not, in fact, make an audit of the assets and
liabilities of Estes. He merely used figures supplied to
him by Estes and rearranged them in proper form on the
letterhead of the accounting firm of Jackson and Rogers,
Certified Public Accountants. It was the contention of
Jackson that his disclaimer applied to all the figures in
the report, but this is in direct conflict with the
opinion of John L. Carey, executive director of the
American Institute of Certified Public Accountants at that
time, that the reader of Jackson's audit report was

and on July 9, 1962, the executive committee of
the American Institute of Certified Public Accountants

News Report: Freeman Quotes AICPA Executive,"

News Report: Texas State Board Suspends,"

ancy suspended the certificate of Winn P. Jackson for two 
years;18

16.,
loc. cit.

17..
loc. cit.

l8Ibid.

entitled to assume that all assets and liabilities in the
17 report except the inventories had been verified.

$700,000 rather than being increased $300,000 upon 
renewal.

On June 5, 1962, the Texas State Board of Account-
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"voted to terminate Jackson's membership in the Institute
under a provision of the bylaws which gives the committee

Continental Vending Machine Corporation

Basically,

12.P-

Lybrand admitted it erred in the construction of 
footnote 2 due to the pressure of finishing the report

The government's charges were basically: (1) temporary 
bank loans were treated as cash on hand rather than 
restricted cash, (2) Valley Commercial Corporation, 
owned primarily by the president of Continental, used 
funds borrowed from Continental to make advances to 
the president of Continental, (3) footnote 2 relating 
to receivables from and payables to Valley was 
ambiguous in that it implied that the payables could 
be offset against the receivables, and the collateral 
behind the Valley receivable was erroneously said to 
be "marketable securities" though it consisted largely 
of Continental's own stock and debentures, and (4) 
mention was not made of the fact that the Valley 
receivable had increased some $400,000 between the 
year end and the date of the audit report.

On October 17, 1966, a federal grand jury indicted the 
three Lybrand men on charges of criminally conspiring 
to defraud and on certain charges of using the mails 
to defraud. In early February, 1968, the jury voted 
11 to 1 for acquittal; and on June 21, 1968, another 
jury reached a verdict of "guilty on all counts."

19 "News Report: Freeman Quotes AICPA Executive,"

The trustee of the defunct Continental Vending Machine 
Corporation filed a suit against Lybrand, Ross Brothers 
and Montgomery, among others, for $41 million and the 
government brought criminal charges against two part
ners and a staff accountant of the firm, 
the charges were the same in both cases.
The suit against the accounting firm was settled for 
$2.1 million in October, 1967, two years after the firm 
refused to make a $600,000 settlement to keep it out 
of the suit.

authority to take such action when a member's CPA certif-
19 icate has been revoked or suspended."
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In mid-March, 1963, Continental Vending Machine
Corporation (Continental) disclosed to the Securities and
Exchange Commission that it had made unauthorized advances

Roth had been the
president and chairman of the board of Continental until
he resigned early in March, 1963.

Continental's auditors, Lybrand, Ross Brothers and
Montgomery (Lybrand) refused to certify the filing of
Form 10-K with the Securities and Exchange Commission after
it became apparent that the collateral posted to secure the
advances to Valley had declined in market value. The
Continental stockholders' report for the year ended
September 30, 1962, was certified by Lybrand about the
middle of February, 1963; but the filing of the Form 10-K
with the Commission was extended to February 28, 1963. By

eral which had been posted by Roth to secure the ultimate
repayment to Continental of advances made to Valley had

In all other phases of the audit, Lybrand followed 
generally accepted auditing standards as attested to 
by many other certified public accountants who 
testified as expert witnesses.

and to the auditor's not realizing that the notes pay
able to Valley had been discounted by Valley at the 
bank and could therefore not be offset against the 
receivable.

2 0 "Continental Vending Discloses Unauthorized 
$4 million Loans to Firm That Lent to Roth," The Wall 
Street Journal, March 18, 1963, p. 32.

that date, it was apparent that the market on the collat-

to Valley Commercial Corporation (Valley) , a firm in which
20 Harold Roth held a major interest.
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dropped appreciably. When the market fell, Lybrand with
drew its certification of the Continental financial
statements.

On July 12, 1963, Continental went into receiver
ship. In early July, 1965 the court-appointed trustee,
Irving L. Wharton, filed a $41 million suit against Harold
Roth, the former president of Continental, and against
Meadow Brook National Bank and Lybrand. The complaint

According to a
Lybrand statement, the court-appointed conservator of
Continental, with the concurrence of the SEC, retained the
Lybrand firm to perform a substantial amount of accounting.
auditing and tax services. Further, the Lybrand statement
revealed that the attorneys for the trustee indicated a
willingness to keep the accounting firm out of the suit

After refusing to accept this $600,000 settle-
Lybrand offered to settle over two years later forment,

2•'"'Continental Vending's Ex-President, Others Are 
Sued by Trustee," The Wall Street Journal, July 6, 1965, 
P-7.

22Ibid.

if it would agree to pay about $600,000 to the bankrupt 
company.22

charged that Lybrand had prepared false financial reports 
on Continental from 1958 through 1963.2^
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Although Lybrand consistently was convinced of the
merit of its defense in this case, the indictment of three
members of its firm by a federal grand jury on October 17,
1966, on charges of conspiring to defraud apparently
caused the accounting firm to reappraise its situation and
offer to settle with the trustee in October, 1967 for
$1.5 million more than the initial offer for settlement
made by attorneys for the trustee. The relatively large
settlement offer doubtless was made because of the enormous
drain on the time and energy of the top men in the account
ing firm and because no end of the litigation seemed to be
in sight. In July, 1966, the codefendant. Meadow Brook

Basically, the charges in the suit by the trustee
of bankrupt Continental against the Lybrand firm were the
same as the charges by the federal government against the

The three men in the Lybrandthree members of the firm.
firm who were indicted in October, 1966 were two partners,

23"Lybrand-Ross Offers $2.1 Million to End Suit on 
Continental Vending," The Wall Street Journal, October 6, 
1967, p. 10.

"Lybrand-Ross Offer to Settle Continental Vending 
Suit is Approved," The Wall Street Journal, October 23, 
1967, p. 27.

2Lybrand-Ross Offers $2.1 Million," loc. cit.

National Bank, reached a settlement with the trustee 
totaling $1,993,739.25

$2.1 million,23 and this offer was approved by Federal 
Judge Jacob Mishler.2^
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Carl J. Simon and Robert Kaiser, and a staff accountant.
Melvin Fishman. Mr. Simon had been the partner-in-charge
of the Continental audit since the retirement of George
Shegog in February, 1960. Mr. Kaiser was the second
partner involved in the Continental audit. He ordinarily
would have resolved problems which arose in the absence of
Mr. Simon; but because of his familiarity with the
Continental situation, he took a more active part in the
1962 audit and participated in the actual drafting of the
financial statements. It was the duty of Mr. Fishman to
organize and manage the audit.

According to the charge of the court to the jury on

the government charged that the financial
statements of Continental for the fiscal year ended
September 30, 1962, were false and misleading in three
respects: first, in the treatment of cash; second, in the
failure to disclose the nature of the transactions by which
Roth borrowed from Valley and Continental made advances to
Valley; and third, in various statements made in Footnote 2.

As to the first charge regarding the treatment of
cash. Continental arranged for two bank loans of $750,000
each on a 30-day basis on September 26, 1962, just four

The auditorsdays prior to the end of the fiscal year.

2^United States of America v. Carl Simon, et al. , 
According to the Stenographer's Minutes, pp. 5733-5815.

February 1, 1968, in United States of America v. Carl 
Simon, et al.,2®



148
obtained confirmations from both banks which indicated that
these funds were subject to withdrawal by check; and
accordingly, this $1.5 million was included in cash on hand
so that the year-end financial statements reflected cash on
hand of $285,000 rather than a deficit of over a million
dollars which would have been shown if the loans had not
been reflected as cash on hand. The government argued that
Continental had not intended to use these funds and, in
fact, had agreed verbally that the proceeds of the two
loans would not be used. According to the government.
therefore, the funds should have been shown as a restricted
cash fund. The auditors argued that, at most, the agreement

Legally,
there were absolutely no restrictions on the use of the
borrowed funds.

The second charge by the government related to
Lybrand's not disclosing that Roth was borrowing funds
from Valley while Continental was advancing funds to

The auditors contended that their duty was ful-Valley.

filled when they disclosed that Continental had advanced

funds to an affiliate and when they satisfied themselves

No auditing authoritythat the receivable was collectible.
suggests a duty on the part of auditors to disclose the use
an affiliate makes of funds advanced to it.

At the fiscal years ended on September 30, 1959,
1960 and 1961, the receivable from Valley never exceeded

was a gentlemen's agreement binding on no one.
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3 per cent of the total assets of Continental. It was not
until the fiscal year ended September 30, 1962, that the

rant further investigation by the auditors. At least two
requests were made of Harold Roth for certified financial
statements of Valley. These were never supplied, and on
February 6, 1963, Harold Roth informed the auditors that
Valley was unable at that time to repay its debt to
Continental and that he was willing to post sufficient
collateral to secure Valley's debt to Continental. Simon
told Roth that both the receivable and the collateral
arrangement should be approved by the Continental board.
and that it would be necessary to have the company counsel
give an opinion on the entire collateral transaction. On
February 14, 1963, the Lybrand auditors received a letter
from the counsel for Continental assuring them that the
present market value of the equity of the owners of
securities posted as collateral for the Valley loan to
Roth equaled approximately $3,500,000 over and above all
liens. The total of the Valley receivable on the financial
statements of Continental at September 30, 1962, was

Further, an informal confirma-approximately $3,500,000.
to the availability of the security was undertaken

This was done byby the auditors on February 15, 1963.
telephone with requests being made of the lending insti
tutions holding the securities to send confirmations

tion as

amount receivable from Valley became large enough to war-
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directly to Lybrand. By the end of the day when it became
difficult to complete any more calls, the total equity
confirmed equaled $2,978,000. Roth showed additional
securities to the Lybrand auditor and asked for time to
decide which to pledge.

Footnote 2 to the Continental financial statements
for the year ended September 30, 1962, read as follows:

The government claimed that this note was false and
misleading in the following four respects: (1) it implied
that the notes payable to Valley could be offset against
the Valley receivable. (2) it improperly described the
collateral posted against the Valley receivable as market
able securities, (3) it failed to disclose that the col
lateral consisted largely of stock and debentures of
Continental itself, and (4) it failed to disclose that the
Valley receivable had increased by some $400,000 between
the year end and the date the report was drafted.

The defendants conceded that they made a mistake in
giving the impression that the Valley payable could be

5799.

The amount receivable from Valley Commercial Corp, 
(an affiliated company of which Mr. Harold Roth is 
an officer, director and stockholder) bears inter
est at 12 per cent a year. Such amount, less the 
balance of the notes payable to that company, is 
secured by the assignment to the company of Valley's 
equity in certain marketable securities. As of 
February 15, 1963, the amount of such equity at 
current market quotations exceeded the net amount receivable.27

27ibid., p.
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offset against the receivable. The auditors alleged that
they did not know that the notes payable to Valley had been
discounted with the bank, which was looking directly to
Continental for collection; but rather, they thought the
banks were holding the notes merely for collection.

The government argued that the collateral, which

not readily marketable because the Continental holdings of
Roth could not be sold without first filing a registration

Further, any sale of so large astatement with the SEC.
The defendantsblock of stock would depress the market.

countered with the argument that on a private sale a con
trol block of stock could often command a premium above

The defendants pointed to the fact that themarket price.
stock was being traded regularly on the American Stock
Exchange and the debentures were being traded Over-the-

the twenty-three banks and brokers who hadCounter. Also,
taken this stock as collateral must have considered it
marketable.

The government claimed that the fact that the
Valley receivable had increased approximately $400,000
since the year end was

The materiality of this increase wasbeen disclosed.
The defendants stated thatreally a matter of judgment.

they believed that the financial statements fairly pre
sented the financial condition of the company without this
additional information.

a material fact which should have

consisted largely of Continental stock and debentures, was
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the three Lybrand men. Several New Yorkers, who appar

ently knew, stated that the jury voted eleven to one for

acquittal.

On Friday, June 21, 1968, a jury of ten men and

two women returned a verdict relating to Messrs. Simon,

Mr. Staub, managing part

ner of Lybrand, concluded that surely a verdict could only

The lawyer who defended the three Lybrand men

argued throughout the defense that the issues in the case

were too complex for a jury to comprehend.

It is difficult to say just what the Lybrand

auditors could have done that would have precluded their

being indicted as criminals on alleged fraud charges.

During interviews with New York attorneys and national

30Ibid.

The first jury failed to reach a verdict regarding
28

23"Jury in Continental Vending Case Fails to Reach 
Verdict on 3 Lybrand-Ross Men," The Wall Street Journal, 
February 5, 1968, p. 6.

Kaiser, and Fishman of "Guilty on all counts," in the 

United States District Court.^9

29"Three Members of Lybrand-Ross Are Convicted," 
The Wall Street Journal, June 24, 1968, p. 7.

certified public accounting firm representatives the con

sensus was that these men should never have been

have been the result of the jurors' misunderstanding of
3 0 the scope of the responsibilities assumed by auditors.
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More than one hint was dropped that this case

was the result of an overzealous prosecutor coupled with
the desire on the part of certain government officials to
make an example of these men.

Allied Crude Vegetable Oil and Refining Company

Anthony (Tino) DeAngelis entered the salad oil
business through his Allied Crude Vegetable Oil and
Refining Company haunted by a long history of questionable

These included charges by Italy andbusiness deals.

The gambling on the futures market of salad oil 
finally caught up with DeAngelis when at least ten of 
his business operations became bankrupt.

DeAngelis began kiting warehouse receipts and later 
forged many millions of dollars worth of them to use 
as collateral with export companies and brokers who 
in turn used them and their own credit to obtain 
bank loans which they turned over to DeAngelis.

31 "CPAs Indicted for Fraud," The Journal of 
Accountancy, September, 1966, p. 20.

American Express Field Warehousing Corporation was 
persuaded to accept Anthony DeAngelis' Bayonne, New 
Jersey, tank farm, which purportedly housed and 
refined salad oil, as a field warehousing customer, 
despite the doubtful record of DeAngelis in his past 
business operations.

American Express wound up paying $60.2 million to the 
creditors of its bankrupt subsidiary in order to 
salvage its good name in financial circles around 
the world. Many brokers, commodity dealers, export 
companies and another, smaller field warehouse went 
into bankruptcy because of the DeAngelis swindle, 
which was directly responsible for the American 
Institute's publication by its Committee on Auditing 
Procedure of a statement on the auditing of 
warehouses.

31 indicted.
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charges

by the United States government that he supplied the school
lunch programs with uninspected meat at excessive weights;
charges by the Securities and Exchange Commission that the

The ultimate bankruptcy in 1953 of the Gobel
company was followed by the indictment of DeAngelis for
subornation, although he was later acquitted. Internal

With this sordid
background, it appears in retrospect at least a minor
miracle that Tino was able to swindle so many people in
financial circles out of an estimated $150 million.

Since the banks wouldHis plan was a simple one.
not lend him a dime because of his business history, he
prevailed on Donald K. Miller, president of American
Express Field Warehousing Corporation, to lend the goodwill
of the 116-year-old American Express Company to his opera-

It was in the summer of 1957 when DeAngelistion.
explained to Miller that export companies were willing to
take warehouse receipts from Allied Crude Vegetable Oil and
Refining Company, provided they were issued by a reputable

32"Who Was Minding the Store?," Forbes, December 1, 
23.1965, p.

33Norman C. Miller, The Great Salad Oil Swindle 
(New York: Coward McCann, Inc., 1965), pp. 16-17.

34"who Was Minding the Store?," loc. cit.

Yugoslavia that he shipped rancid lard to them;32

Revenue Service claims totaled $1.3 million due on personal
34 tax returns for 1944-46 and 1950-54.

1952 loss of the Gobel Company which he headed was under-
33 stated.
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firm. The export companies in turn would borrow money from
their banks, using the warehouse receipts as collateral,
and underwrite the loans with their own credit. The final

step in the master plan was that the export companies

Since the banks, the export companies, and the

subsidiary of American Express all stood to profit hand

somely from this arrangement, it apparently was easy for

all of them to rationalize their dealings with DeAngelis

as those of the mythical "reasonably prudent business

man. " The fact is that, after the failure of the salad
oil scheme of DeAngelis, several banks admitted that they
never inspected the storage facilities for the oil in
Bayonne, New Jersey; and some of the banks even found that
they did not have the file cards reflecting the specimen
signatures of persons authorized to sign the warehouse
receipts at Bayonne.

part of the vast swindle.
What began as a simple kiting of warehouse receipts

by DeAngelis and his henchmen eventually developed to the
point that the inventories reflected by the outstanding
warehouse receipts were almost double the amount of oil

Blank warehouse receipts of the American Express

forgeries which were a
This was an open invitation to the

36

p. 73.
37jbid., p. 104.

35Miller, op. cit.,

would turn the proceeds of the loans over to DeAngelis' 
35 company. J

3^Ibid., pp. 61-62.

in the entire United States according to the Census
17 Bureau.°'
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Warehousing, Limited were stolen by the Allied personnel

and later filled out and passed off as authentic to brokers.

bankers, export commodity companies and others for cash.

When Allied went into bankruptcy on November 19, 1963,

Ira Haupt and Company, a New

while the Bank of America, the

Ira Haupt and Company, a New York Stock Exchange

suffered such a serious loss from the Alliedmember,
swindle that its 20,000 customers faced the prospect of

realizing as little as sixty-five cents on the dollar.
The only thing that prevented such a financial disaster was
the fact that the New York Stock Exchange worked out an
arrangement with the banks to whom the Haupt firm owed
approximately $36 million whereby the Exchange paid

219.166.

^American Express Annual Report, 1963, p. 22.

York brokerage firm, was holding approximately $18.5 mil
lion of forged receipts49

largest bank in the country, was holding $11.5 million of 
the false receipts.43-

having their accounts with the firm frozen and of ultimately
42

41Ibid., p.

forged warehouse receipts outstanding represented 395 mil
lion pounds of oil at a stated value of $39 million."39

Fifty-one companies and banks were holding these forged 
receipts as collateral.39

39Miller, op. cit., p. 179.
40Ibid., p.
43"Annals of Finance, Making the Customers Whole," 

The New Yorker, November 14, 1964, p. 175.
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$9.5 million to salvage the accounts of the firm's cus
tomers and the banks agreed not to institute bankruptcy

The members of the New York Stock
a

period of three years. The Exchange since has set up a

member firm should it become insolvent.
Not only were forged warehouse receipts used by

Allied to obtain more credit, but the oil that should have
been in the storage tanks at Bayonne to substantiate the
legitimate receipts was relatively nonexistent. How this
was possible with representatives of American Express Ware
housing, Limited supposedly checking the stocks of oil
intermittently can only be explained as one of the greatest
hoaxes of this century. Allied men, who measured the con
tent of the tanks while American Express men jotted down
their measurements, plainly lied about the measurements.

and it would have been a
simple matter to drain the oil from tank to tank as the
inventorying proceeded so that the same oil was counted
over and over.

193.

82.

Exchange were assessed for the $9.5 million payment over 
44

$25 million fund to be used to pay debts to customers of a
45

44Ibid., p.

46Ibid., p.

4 3Ibid., p. 192.
45Miller, op. cit., p. 232.

proceedings against the firm until after the customers'
43 accounts were settled.

Further, the tanks at Bayonne were interconnected by pipes
46 both above and below the ground.
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Norman C. Miller's book entitled The Great Salad

Oil Swindle reveals something of the extent of the repercus

sions from Tino DeAngelis' salad oil swindle in the follow

ing passage:

47

The American Express Company eventually agreed to
pay $60.2 million to be applied against warehousing claims
against its bankrupt subsidiary after the following condi
tions precedent were met: (1) the payments would be

holders' suits seeking to enjoin the company against this
payment for which the company was not legally liable were
dismissed, and (3) the settlement was approved by the court
supervising the bankruptcy proceedings of the warehousing

Although no accounting firm was faced with a legal
suit in connection with this unusual swindle, it is felt

183.
4^American Express Annual Report, 1967,

subsidiary.4^

The total of DeAngelis-dominated companies declared 
hopelessly insolvent swelled to ten. Several of 
Tino's victims, in addition to the Haupt firm, collapsed. On Wail Street, D. R. Comenzo & Company 
went bankrupt and R. R. Williston & Beane's credit 
reputation was so impaired by its involvement with 
Allied that it was forced to merge with another 
brokerage firm, Walston & Company. In London, 
H. M. F. Faure & Fairclough, Ltd., one of Allied's 
biggest foreign customers, was forced to reorganize. 
Gersony-Strauss Company, one of Allied's biggest 
export dealers in New York, went bankrupt. American 
Express Warehousing and Harbor Tank Storage, 
besieged by demands for oil or money from warehouse
receipt holders, also went bankrupt.47

p. 28.
47Ibid., p.

deductible for federal income tax purposes, (2) the stock-
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that the story behind this debacle should be included in
this paper. Apparently because of the DeAngelis swindle,
the accounting profession was moved to publish a special

The report emphasized
the need for a strict accounting for and control over all
warehouse receipts—both used and unused. Further, the
report emphasized the importance of the "consideration of

Certainly, the business reputation of
Anthony DeAngelis should have precluded his acceptance as

depositor by any field warehousing company; and if aa
careful check had been maintained over the warehouse
receipt forms, the forgeries would not have been quite as
easy.

San Francisco National Bank
After the San Francisco National Bank went into 
receivership and after the F.D.I.C. charged the 
directors of the bank with misapplication of bank 
funds, the directors brought suit against Peat, 
Marwick, Mitchell, and Company, which had submitted 
an unqualified audit report on the bank only once 
seven months after it opened. The second report was 
a disclaimer of opinion because the auditors were 
not allowed to review the loan portfolio, and even 
this second report was submitted thirteen months 
prior to the demise of the bank.

report relating to the controls and auditing procedures for 
goods held by public warehouses.^9

the business reputation and financial standing of the 
depositor."^0

^9Supra, n. 1.
50Ibid., p. 46.
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On June 1, 1962, the San Francisco National Bank

opened; and on January 22, 1965, it went under the
receivership of the Federal Deposit Insurance Corporation.

According to federal grand jury indictments in
September, 1965 against Don C. Silverthorne, founder,
president, and chairman of the board of directors of the
bank, Mr. Silverthorne and an accomplice, William S.
Bennett, worked together to violate national banking laws
through misapplication of bank funds, taking fees for
procuring bank loans, and making false entries in the
records of the bank, among other charges. Mr. Silverthorne
was charged with submitting an incorrect personal financial
statement to the Comptroller of the Currency in 1961.

Silverthorne was convicted of violating federalMr.
banking laws in February, 196 6, and was sentenced to a

The conviction was

Fifteen former directors of the bank were sued by

The directorsthe Federal Deposit Insurance Corporation.
in turn filed suit against Peat, Marwick, Mitchell and

51"Failed California Bank's President Indicted on 
Charges of Larceny, Misusing of Funds," The Wall Street 
Journal, September 9, 1965, p. 2.

^2"San Francisco National Auditors Are Accused of 
Negligence in Suit," The Wall Street Journal, September 28, 
1966, p. 8.

60-year prison term and a $60,000 fine, 
appealed.52

Also, Mr. Silverthorne was charged with receiving a rebate 
from a furniture dealer who sold fixtures to the bank.^l
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Company for any damages that might be assessed against them
because of the failure of the bank. Peat, Marwick, Mitchell
and Company performed an audit of the bank for the first
seven months of its operation ended December 31, 1962, and
submitted an unqualified opinion. On December 20, 1963,
the accounting firm disclaimed an opinion on the financial
statements of the bank dated November 15, 1963, because
they were not allowed to examine the loan portfolio of the
bank. This second report as well as the first one was sent
to the board of directors. During the thirteen months
between the date of the second and last report of Peat,
Marwick, Mitchell and Company and the demise of the bank.

Liability was denied vehemently by Peat, Marwick,
Mitchell and Company, and a spokesman for the firm stated
that the suit would be defended vigorously.

It seems that the directors were trying desperately
to direct attention away from themselves and hoping to find

It
is rather obvious that, if the accounting firm had been
worthy of blame in its dealings with the bank, the Federal
Deposit Insurance Corporation would have recognized that

the accounting firm was not called upon to make any further 
examinations. ^3

53"Bank Directors Sue Peat, Marwick & Co.," The 
Journal of Accountancy, November, 1966, p. 25.

a scapegoat to bear the burden of their shortcomings.
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fact and brought suit against Peat, Marwick, Mitchell and
Company.

Otis, McAllister and Company

Two New York banks and two San Francisco banks
brought suit against Peat, Marwick, Mitchell and Company in
the first half of 1965 because of alleged misleading finan
cial statements of Otis, McAllister and Company for the

Damages asked totaled $6,113,230.years 1958 through 1960.
Otis, McAllister and Company was a large coffee importer
headquartered in San Francisco which was declared bankrupt
in 1963.

The banks charged that Peat, Marwick, Mitchell and
Company knew, or should have known, that Otis, McAllister
and Company used the proceeds from the sale of collateral
pledged to other banks to repay bank loans which were used

The financial reportsto finance specific lots of coffee.

Company submitted a professional opinion, did not mention

this practice.

Peat, Marwick denied liability and refused to settle 
for $1.3 million, retorting that the banks were not 
unaware of the practice and chose to ignore it.

Peat, Marwick, Mitchell and Company was accused by 
four banks of failing to mention Otis, McCallister 
and Company's practice of using the proceeds from the 
sale of collateral pledged to other banks to repay 
loans which had been used to finance specific lots of 
coffee.

of the company, on which Peat, Marwick, Mitchell and
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it."54

The plaintiffs offered to settle the case against
the accounting firm at one point for $1.3 million, but the
insurers of the accounting firm decided to try the case
on its merits.

Apparently the insurance company which insured
Peat, Marwick, Mitchell and Company felt that the case of
its insured was worth risking a potential loss of $6.1 mil
lion plus the cost of litigation when the claim could have
been settled for approximately 21-1/4 per cent of the
damages asked.

Even though the usual readers of audited financial
statements are aware of certain irregular situations within
the financial framework of the audited company, these
irregularities should be mentioned in the audit report to
avoid later allegations of negligence on the part of the
auditors.

VTR, Incorporated

54"Accounting Firm Sued by 4 Banks for a Total of 
$6,113,230 Damages," The Wall Street Journal, May 10, 1965, 
P- 8.

A local practitioner was accused by the SEC of fail
ing to reveal the financial gyrations of the family 
group which held controlling interest in his client's 
company. The group was enjoined permanently from 
similar future activities and made restitution to 
the company upon court order.

A spokesman at Peat-Marwick's New York headquarters 
said . . . the company denied "absolute liability" 
in the case. He said the banks "had reason to know 
what was going on, but they didn't do anything about
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among the codefendants in a suit filed by the Securities
and Exchange Commission in a New York Federal District
Court on August 30, 1965, against members of the Leitman
family who owned 62 per cent of the common stock of VTR,
Incorporated as of December 31, 1964.

It was alleged that from 1958 through 1964 the
Form 10-K annual reports filed with the SEC failed to
reveal that Leitman family members were using corporate
funds for personal investment purposes. It was further
alleged that the Leitman group had bought over 150,000
shares and sold more than 125,000 shares of VTR common
stock between June, 1961 and August, 1965, without report-

For nine months, beginning August 30, 1965, and
ending May 31, 1966, the VTR common was suspended from
trading on the American Stock Exchange by the SEC. In
September, 1965, VTR and the Leitman group were enjoined
permanently by the court from further violations of the SEC
rules relating to reporting and proxy solicitation. In

The outcome of the action against the auditor is not 
known.

55"SEC says Group Controlling VTR Misused Funds," 
The Wall Street Journal, August 31, 1965, p. 26.

A certified public accountant, Leon Braudy, was

ing these purchases and sales as required by SEC regula
tions which govern trading by insiders.55
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repaid VTR at the end of calendar years 1963 and 1964 more
than the group owed the company in order to have the year
end financial statements show VTR as a debtor rather than
a creditor of the group. These repayments were made with
short-term bank loans, and unauthorized withdrawals were

57made again shortly after the new years began.
No rebuttal of the charges by Mr. Braudy, the

auditor involved, was reported in the newspaper reports
about the SEC suit and its disposition. Neither did the
published reports reveal how the court handled the
charges against Mr. Braudy.

Yale Express System, Incorporated
The

After the 1963 audit of the company, Peat, Marwick, 
Mitchell and Company was retained by Yale's president

Yale became bankrupt because of mismanagement, 
primary reason for Yale's trouble was that the 
freight forwarding section of the company was run 
under policies similar to those of the trucking 
section. Excessive customer services were made 
available to the freight forwarding customers, but 
these services were not warranted by the narrow 
margin of profit available from freight forwarding. 
Also, the new IBM accounting system installed by 
Yale failed to provide the necessary proof of the 
validity of charges made to Yale's customers.

5®"SEC Clears VTR Stock for Trading on Tuesday, 
Ending a 9-Month Ban," The Wall Street Journal, May 25, 
1966, p. 12.

57"SEC Says Group Controlling," loc. cit.

The SEC examination revealed that the Leitman group

addition, the court ordered the Leitman group to make res
titution to the company in the amount of $1,226,000.56
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Benjamin Eskow started the Yale Express System in
successful trucking operation by

offering special services to small shippers shunned by
other truckers. He offered such unusual services as late

In 1960, the elder
Eskow moved up to the chairmanship and his son, Gerald,
became president of the enterprise.

In 1959, Yale acquired American Freight Forwarding
for $250,000. Although American was a small freight for-

What the accounting system of Yale did not reveal was that

The reason for this paradox of soaring revenues and

148.

Peat, Marwick was also accused of remaining silent 
while the company released unaudited figures on the 
1964 operations which the accountants allegedly knew 
to be grossly overstated.

1938 and built it into a

the additional revenues from freight forwarding were

58Richard J. Walen, "The Big Skid at Yale Express," 
Fortune, November, 1965, pp. 146-47.

59Ibid.

possibly resulting in net losses which were being subsi
dized by profits from the original trucking enterprise.®0

to make some special studies to determine costs and 
other needed accounting information that the company's 
accounting system was not producing. During the 
course of these special studies, it was discovered by 
the public accountants that the 1963 audit was 
materially incorrect due to unrecorded liabilities and 
worthless receivables. These findings were not 
revealed publicly until the 1964 audit report was 
issued in May, 1965.

60Ibid., p.

pick-ups and week-end deliveries.58

warding company, Yale saw its revenues increase sevenfold . 

in just two years, largely because of this acquisition.58
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declining profits is that the philosophy behind a freight
forwarding operation differs tremendously from that of a
trucking operation. Services are cut to the bone by
freight forwarders in order to maintain their slim margin
of net profit on a high volume of business. The Eskows
were intent upon imposing upon the freight forwarding phase
of the business their trucking philosophy of service beyond
that ordinarily expected, and this was a mistake despite
the fact that it had paid off in the trucking business.

In the summer of 1960, Yale Express made its first
public offering of stock on the American Stock Exchange.

In late 1963, Yale was listed on the New York

Mackensen seemed to
wield an uncanny influence over bankers and other people in

It was Mackensen who insisted thatthe financial world.
the firm acquire Republic Carloading, a freight forwarding

Even though thecompany which was available in early 1963.
final cost was $13 million, Mackensen insisted it was a

In the summer of 1963, Yale
issued $6.5 million in convertible debentures and

148.
62Ibid., p. 230.
64Ibid.

The Eskows, however, retained 61 per cent of the equity in 
the firm.6

good buy and even talked the banks into supplying $12 mil
lion in interim financing.64

In October, 1961, Fred H. Mackensen joined Yale 
as administrative vice president.63

Exchange.62

61Ibid., p. 147.
63Ibid., p.
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Republic Carloading held an ICC certificate which
authorized it to operate in every state in the United
States. Only four other companies held similar certifi
cates at that time. In 1962, Republic netted only a

Yale had a new terminal building in the design
stages when Republic was acquired. Four stories were added
to it and the layout was rearranged after the merger.
March, 1964 was the target date for the completion of the
terminal, which hopefully would result in much saving
through more efficient handling of the freight; but it was

1964 before the terminal was occupied. This wasDecember,
The cost of thetoo late to save the doomed company.

terminal was estimated at a staggering $7 to $8 million.

Mackensen insisted that the accounting systems of
the two unlike operations be merged to comply with that of
Yale which traditionally had been on a semi-cash basis.
cutting off about the twentieth of each month with later
bills being thrown into the following period. Republic,

148.145.
149.

$5.5 million in common stock with which repayments to the 
banks for the Republic purchase were started. 65

million dollars, less than 2 per cent of its $55 million 
volume.66

66Ibid., p.65Ibid., p.
67Ibid., p.

one-third of which Yale had to pay according to the terms
67of the mortgage agreement.
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which operated on a very narrow margin, reported the

results of its operations on

the accounting change advocated by Mackensen. Yale, which

was primarily an overnight trucker, could effectively use

the semi-cash reporting system without causing any material

Republic, however,

often did not receive bills for transportation furnished it

by other lines until months after the freight had been

moved. For this reason, it was imperative that provision
be made for these anticipated costs. When Mackensen dis
cussed this change in accounting procedures with Peat,
Marwick, Mitchell and Company, he was advised against
changing Republic to the fast cut-off, which would dras-

Bills received in the first few months of 1964 that

Despite this effort of
Peat, Marwick, Mitchell and Company to present the results
of operations in their proper perspective, special studies
performed by Peat, Marwick in 1964 at the request of Mr.
Gerald W. Eskow revealed that additional transportation
costs and other expenses totaling $2,630,000 should have
been reflected as well as additional loss, injury and

149, 226.

226.

a full-accrual basis prior to

error in its interim financial reports.

69Ibid., pp.

69Ibid., p.

were applicable to 1963 were reflected as owed at the end 
of 1963 in the 1963 annual audit.69

tically reduce its provisions for transportation costs.
6 RThis warning went unheeded.
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damage claims of $827,000.

primarily because the

company had inadequate records to prove the validity of

its receivables.
The unaudited interim financial report of Yale for

the first quarter of 1964 showed a heavier loss than usual
for Yale for that time of year, but apparently it was more
than offset by Republic profits, showing a combined earn
ings of $164,000. This, however, was incorrect because of
an inadvertent double reversal of a $790,000 accrual,

71resulting in an overstatement of profits by this amount.
Although it was realized by May, 1964, that this error had
been made, when the Board of Directors met in May to dis
cuss the first-quarter results, no action was taken then or

Rather,later in the year to correct the double reversal.

Early in March, 1965, Yale management announced

that it expected to show a loss for 1964 despite previous

It was not until May,interim reports reflecting profits.

1965, when Peat, Marwick released its 1964 audit report,

that the full impact of the 1964 loss and the revision of

$1,140,000 to a loss of $1,880,000 was made public.

226.145.

145.230.

profit figure of

73
the 1963 results of operations from a

Further, $1,325,000 in receiv
ables eventually proved worthless,70

71Ibid., p.

7Ibid., p.

7°Ibid., p.

72Ibid., p.

the earnings knowingly were inflated by $790,000 for the
7 2 entire year on the unaudited interim financial statement.
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Yale sought reorganization under Chapter X of the

The demise of Yale was
a result of mismanagement. No one lined his pockets at the
expense of the company. The anticipated economies of the
new terminal came too late. The reduction in piggyback
rates expected to be available to Yale after the acquisi
tion of Republic was not forthcoming. Both the accounting
systems and the accounting personnel of Yale and Republic
were incompatible. Republic, for instance, was using
magnetic tape while Yale was using punched cards to com-

The IBM system
installed at Yale was programmed poorly. Cost controls
were grossly inadequate in that it was impossible to
establish any meaningful yardsticks for estimating and
controlling costs.

Legal suits were brought "against the company, its
auditors, and two securities firms, charging violation of

The complaints of
sixteen stockholders of Yale were consolidated into one

Michael Kletz, et al,. Defendants, brought in the United

149.

76"Yale Express Loss Put at $2,851,847 for 1964 and 
$1,254,602 for 1963," The Wall Street Journal, May 7, 1965, 
P- 6.

municate with their respective computers.

75

action entitled Stephen Fischer, et al., Plaintiffs, v.

74Ibid. 75Ibid., p.

Bankruptcy Act in May, 1965 after desperate efforts to 

raise additional monies failed.74

securities laws in connection with a 1964 public offering
7 6 of Yale Express stock and debentures."
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States District Court of the Southern District of New York.
Debenture holders were represented in a similar consoli
dated action in a suit entitled Valentine and Norton Block,
Plaintiffs, and Occidental Life Insurance Company, et al.,
Plaintiffs-Intervenors v. Yale Express System, Inc., et al.,
Defendants brought in the same court as the Fischer v.
Kletz suit.

The crux of the complaints against the auditors was
(1) that Peat, Marwick failed to disclose material facts
that were at variance with the 1963 Yale audit report until
long after they became aware that the 1963 audit report was
grossly in error, and (2) that Peat, Marwick failed
publicly to call the hand of Yale management when it
released interim unaudited financial statements in 1964
which Peat, Marwick allegedly knew to be overly optimistic

to the 1964 earnings of the company.as
Peat, Marwick, Mitchell and Company moved for dis

missal of that portion of the stockholders' complaint that
was applicable to them and filed, on October 17,
memorandum in support of their motion in which it was con-

the plaintiffs in both the stockholder action and in the

diets previously certified financial statements.
motion was followed on October 31, 1966, by memoranda from

information to persons other than his client that contra-
This

eluded that no legal (either at common law or by statute) 
or ethical duty exists that requires an auditor to reveal

1966, a
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debenture action in opposition to the motion to dismiss
proposed by Peat, Marwick. Further, on November 9, 1966,
the Securities and Exchange Commission filed a brief,
amicus curiae, in opposition to the motion of Peat, Marwick
to dismiss, in which it was argued that the public account
ant has a "continuing duty" to disclose any material
information which he acquires after the certification of
financial statements that is at variance with these
statements.

In the reply brief filed by Peat, Marwick, the
following points are well taken:

On April 5, 1967, Judge H. R. Tyler, Jr., after
assuming that all facts alleged in the complaint were true.

Neither plaintiffs nor the SEC answer certain 
relevant questions, such as the following: For how 
long a period of time would the purported duty to 
disclose exist? To whom would the duty run? Assum
ing a definable group to whom the purported duty 
would run, in what manner should the notification 
be accomplished? Does the liability exist if the 
after-acquired knowledge is obtained from a differ
ent client? Does liability exist if the after
acquired knowledge is obtained by a different 
auditor?

These inquiries are suggested, not to escape 
responsibility, but to demonstrate why Congress and 
the courts have never sought to impose such an over
whelming and onerous obligation on independent 
auditors.77

77Stephen Fischer, et al. v. Michael Kletz, et al.. 
United States District Court, Southern District of New 
York, 65 Civ 787, "Memorandum of the Defendant Peat, 
Marwick, Mitchell & Co., in Support of Its Motion Under 
Rule 12 (b) (6) Submitted in Reply to the Memoranda of the 
Plaintiffs and the Memorandum of the Securities Exchange 
Commission Appearing Amicus Curiae," p. 4.
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ruled that the plaintiffs should have the right to go to
trial in an attempt to prove a common law action of deceit
against Peat, Marwick, Mitchell and Company. The case

precedents or provisions of law.
Judge Tyler observed that Peat, Marwick had in fact

"two hats" in its relationship with Yale Express.worn
First, as the auditor of the 1963 operations. Peat, Marwick
was responsible not only to Yale Express but also to
investors, creditors and others who might rely on the
financial statements. Later, when Peat, Marwick undertook
to perform the special studies requested by the president
of Yale Express, it switched hats and became a management

Marrud, Incorporated

involved many questions for which there were no clear
78

The fiscal year ending date was changed in 1965 from 
July 31 to April 30 to facilitate inventory taking; 
but a complete retaking of inventory was necessitated 
by problems related to a changeover to a data 
processing system. The company later filed a volun
tary bankruptcy petition.

There is a dearth of details about this case. Only 
one suit was filed which named the auditors, Touche, 
Ross, Bailey and Smart, as codefendants. The firm 
staunchly denied liability.

consultant whose primary obligation was to its client and
7 Qnot to the general public.

78"Statements in Quotes: Auditors' Responsibility 
to Disclose-Information Obtained Subsequent to Publication 
of Opinion on Financial Statements" (from the editors' 
note). The Journal of Accountancy, July, 1967, p. 56.

79Ibid., p. 57.
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At the October 26, 1964 stockholders' meeting of

would be changed to end in April rather than in July in

The annual stockholders1 meeting for
fiscal 1965 originally was scheduled for July 22, 1965,
but later changed to August 5, September 23, and finally
January 18, 1966.

In September, 1965, the president of Marrud
explained that the company had been having inventory
problems because of a changeover to a data processing
system which had proved more complex than anticipated and
which had resulted in some errors.

The firm
operated fifty-nine drug stores as well as health and
beauty-aid departments and jewelry departments in various
discount stores.

In February and March, 1966, suits were filed
against Marrud alleging that the offering prospectus for

stock sale in early 1965 contained misleading and falsea
Both suits also named as defendants thestatements.

officers and directors of the company and two securities
The suit filed in March, 1966, on behalf ofdealers.

Marrud, Incorporated, it was announced that the fiscal year

80"Marrud, Inc., Puts Off Annual Meeting Again," 
The Wall Street Journal, September 14, 1965, p. 8.

81Ibid.

A complete retaking of 
81 inventory was scheduled for October 31, 1965.

order to facilitate inventory taking and the preparation 
o nof annual reports.
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Ervin Levinson of New York also named as a defendant the

accounting firm Touche, Ross, Bailey and Smart. "A spokes-

liability in the Levinson suit. Mr. Levinson had
bought 100 shares of Marrud common stock in February, 1965
for $16,375, and it was selling for $7,125 on March 17,
1966. Damages were asked for the difference between the

On August 25, 1966, Marrud and its subsidiary,
New Sun Ray Drug, Incorporated, filed a voluntary bank
ruptcy petition in Federal District Court in Boston. At
that time, the common stock of Marrud was selling for

$1,375 per share.

Although the published newspaper reports of the

fall of Marrud present a paucity of details, it is apparent

that no public accounting firm is immune from being named

a defendant in a suit by a disgruntled stockholder.as

Liability is especially severe in relation to companies

subject to the jurisdiction of the Securities Exchange

Commission.
The absolute amount of potential liability for a

national public accounting firm with a clientele consisting

man for the accountants said the firm 'feels it has no
,„82

82"Second Suit Charges False Data was Given by 
Marrud in Stock Sale," The Wall Street Journal, March 18, 
1966, p. 17.

83Ibid.

purchase price and the price at the time the suit was 
filed.83
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of hundreds of publicly held companies each of which has
thousands of stockholders is staggering when compared with
the annual gross fees of the firm.

Westec Corporation

During1964 to a high of $67,125 on April 12, 1966.

this same period of time, Westec acquired 14 companies

acquired company.

Manipulation of the price of Westec stock apparently 
was attempted by the president of the company.
This was revealed when 160,000 shares were ordered 
by the Westec president for which inadequate payment 
arrangements were made.

Westec practiced liberal accounting practices as 
related to the timing of revenues and expenses — 
apparently in order to inflate the price of its 
stock so that better bargains could be driven in 
the many mergers which the company constantly 
promoted.

mostly by exchanging its
In July and August, 1966, the price of

Ernst and Ernst was able to find approval in 
accepted accounting literature of the handling of 
each of the three practices which were most severely 
criticized by the critics of the accounting 
practices of Westec.

own shares for those of the

84John F. Lyons, "Accountants in Controversy, 
Westec Owed Much or All of 1965 Earnings to Liberal 
Accounting, Analysis Indicated," The Wall Street Journal, 
September 6, 1966, p. 32.

85Ibid.

Westec common soared from a low of $2 a share in
84

Westec stock began falling daily, and several big 
o c 

acquisitions fell through.
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On August 25, 1966, trading in Westec securities

it became apparent that approximately 160,000 shares of
Westec common had been ordered through various brokers by
or
without adequate payment arrangements having been made.
Apparently, a desperate effort was being made by Mr. Hall
to maintain the price of Westec stock as high as possible
in order that the company could enjoy a stronger bargain-

to be made through issuance of Westec stock.
Long before the beginning of the end for Westec on

validity of the 1965 financial report of Westec. Three
liberal accounting practices were severely criticized:

(1) profits
been nonrecurring, were taken into income; (2) total
profits from oil production payments were treated as
current income in lieu of deferring them until the oil was
actually produced; and (3) reported earnings for 1965

August 25, 1966, financial analysts were doubtful of the
87

88"An Accountant Speaks Up," Forbes, October 1, 
1966, p. 22.

on behalf of the then president of Westec, Mr. Hall,
86

on sales of oil properties, alleged to have

87Ibid.
86Ibid.

was suspended by the Securities Exchange Commission after

included the income of companies not acquired until the 
p p

following year.

ing position in several proposed acquisitions that were
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In his defense of the reports of Westec as certi

fied by Ernst and Ernst for the year 1965, Mr. Richard T.
Baker, managing partner of Ernst and Ernst, admitted

Mr. Baker contended that, in a company as dynamic
as Westec, it is impossible to distinguish objectively
between ordinary and extraordinary income. Mr. Baker
pointed out that handling as current income the total

endorsement of Carman G. Blough. The criteria proposed
by Mr. Blough for the immediate recognition of income from
the sale of an oil payment are (1) sale made without
recourse, and (2) expenses related to the sale that will
be incurred after the sale are either immaterial or
predictable so that they reasonably can be accrued. The
third criticism of the 1965 financial report of Westec was
met by Mr. Baker's referring to similar handling when
pooling is consummated shortly after the end of a period

^Carman G. Blough, Practical Applications of 
Accounting Standards (New York: American Institute of 
Certified Public Accountants, 1957), pp. 272-74.

89 "Trustee Issues Report on Westec; E & E Comments 
for Journal," The Journal of Accountancy, February, 1967, 
P. 7. ..  . ...... -... .

A number of stockholder suits have been filed alleg
ing stock manipulations and illegal transactions by 
corporate officers, and that misleading financial 
information had been furnished by the company. Some 
of these suits include the auditors as defendants.89

profit from oil production payments sold had the specific
90
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Critics of the Westec liberal accounting related to
the timing of revenues also alleged that the company also
was reluctant to expense any item which it could defer to

One certified public accountant, Lester L. Lilley,
who was not affiliated with Ernst and Ernst in any way,
did plead guilty to helping to manipulate the price of
Westec stock by buying and selling a substantial number of

Mr. Lilley was aWestec shares in the same period.

brother-in-law of Ernest M. Hall, Jr., the former president

of Westec.

instigation of Mr. Hall.

The Westec case is unique in that it is the only

one which pertains to accounting principles as they relate

to reported financial statements.

The lesson to be learned here is that, when every

accounting principle decision is made liberally (that is,

9■'■Accounting Principles Board of the American 
Institute of Certified Public Accountants, Omnibus 
Opinion—1966 (New York: American Institute of Certified 
Public Accountants, 1967), pp. 144-45.

92Lyons, loc. cit.

93"CPA Pleads Guilty in Westec Case," The Journal 
of Accountancy, January, 1968, p. 12.

revenues are recognized as soon as possible and expenses

Apparently, Mr. Lilley was acting upon the
93

a later period, such as research and development and even 

administrative expenses.92

as proposed by Opinion No. 10 of the Accounting Principles 

Board.91
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are deferred as long as possible) , the independent public
accountant should be especially careful in his review of
and report on the financial condition of the client. This,
however, is not always practically possible. Mr. Leonard
Spacek of Arthur Andersen and Company mentioned that his
firm had faced a situation similar to the one Ernst and
Ernst faced regarding the profits from the sale of oil
production payments. He stated that his firm was opposed
to the proposed handling of the transaction by the client
management, but it had to retract its position after the
client obtained opinions from other certified public
accounting firms and even from the Securities and Secur-

Livingston Oil Company

On September 22, 1966,
the Livingston Oil Company, filed a suit against the

Marwick, Mitchell and Company, the company's accountants;

"An Accountant Speaks Up." loc. cit.

a group of stockholders of

Peat, Marwick, Mitchell and Company was named as 
codefendant in a suit by a group of stockholders. 
The basis of the suit was a speech made by the 
president and chief executive officer of the firm 
which exaggerated the predicted earnings and cash 
flow of the company for the fiscal year ending 
May 31, 1965. Peat, Marwick allegedly supplied 
these misleading figures, a charge which the 
accounting firm vigorously denied.

company; two of its officers; one former officer; Peat,

ities Commission which stated that the treatment Arthur
94 Andersen and Company opposed was accepted accounting.
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and the DeWitt Conklin Organization, Incorporated a public
relations firm. A million dollars in damages was asked.

The basis of the suit was allegedly misleading

speech on February 12, 1965, by Julius Livingston, then
president and chief executive officer of the company, and
Wayne E. Swearingen, then executive vice president, to the
New York Society of Security Analysts. Copies of the
speech were distributed widely. It was alleged that the
purpose of the speech was to induce shareholders to retain
their shares and to induce potential investors to invest
in the stock of the company, thus raising the price of the
stock of the company artificially.

In the speech, the officers predicted earnings of
$3.5 million for the fiscal year ending May 31, 1965.

Cash flow was
predicted to climb to $6 million; but for the nine months
ended February 28, 1965—just sixteen days after the

Cash flow for the entire
speech—the company showed a net loss for the third quarter 
and a decline in cash flow.96

95Robert E. Bedingfield and Sal Nuccio, "Equity 
Corp. Founder Accused; Livingston Oil Co. Officers Sued," 
The New York Times, September 23, 1966, sec. 1, p. 53.

96"Group of Holders Sues Livingston Oil, Charges 
Officials Misled Them," The Wall Street Journal, 
September 26, 1966, p. 10.

statements about Livingston's financial status made in a

Actual earnings for this period were only slightly over
9 555 per cent of this predicted figure. J
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fiscal year ended May 31, 1965, reached only $5,170,152—

up only $575,041 from the previous year.

Peat, Marwick, Mitchell and Company was charged

with supplying misleading figures to the company officials

for use in the speech. This was denied vigorously by a

spokesman for the accounting firm who stated that Peat,

Marwick, Mitchell and Company audited only the annual

were submitted on an unaudited basis.

Apparently there is no limit to the exposure of the

public accounting firm to harassment through suits which

Here again one sees the need for ade-are without merit.

quate liability insurance coverage, because a high standard

of work performance does not preclude the filing of claims

lacking a proper basis in fact.

Douglas Aircraft Company

In October, 1966, Douglas Aircraft Company and

several of its officers, as well as its auditors, Ernst

and Ernst, and the brokerage firm of Merrill Lynch, Pierce,

financial reports of Livingston and that interim reports
97

In a suit by a single debenture holder of Douglas 
Aircraft Company, Ernst and Ernst was named as 
codefendant along with the company, several of its 
officers and a brokerage firm. It was charged that, 
in the registration statement related to the 
debenture offering, a change in the accounting 
handling of deferred development costs was not 
properly explained and it was not revealed that the 
company was experiencing a sharp rise in the cost 
of production.

97Ibid.
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Fenner and Smith, Incorporated, were named in a suit filed
by Dr. Harold C. Levy,
Island, New York. Dr. Levy had purchased $40,000 of the
4-3/4 per cent convertible subordinated debentures offered
by Douglas on July 12, 1966, in the total amount of
$75 million.

Dr. Levy alleged that, in the prospectus and the
registration statement related to the debenture offering,

development costs of the DC9 twin-jet airliner was not
explained properly nor its effect on earnings stated.

that it was suffering a sharp rise in its cost of produc
tion at the time of the debenture offering.
sold half of his debentures at a loss of $2,050.

A letter from the clerk of the United States
District Court of the Southern District of New York, the

follows:

Dr. Levy had
98

After checking the files, we find no briefs, but 
only memorandum in support of a motion to intervene; 
in opposition to transfer venue to California and 
memorandum in opposition to a motion under Rule 23 
(c) (1) to determine whether action should be main
tained as a class action."

a dentist from Roslyn Heights, Long

a change in accounting practice in connection with deferred

""Douglas Aircraft Debenture Holder Sues Firm, 
Merrill Lynch; Misstatements Alleged," The Wall Street 
Journal, October 20, 1966, p. 4.

"Letter dated January 29, 1968.

court in which Dr. Levy's complaint was filed, stated as

Dr. Levy also charged that the company failed to reveal
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The effect of the accounting change related to the

deferred development costs of the DC9 twin-jet airliner may
have been, in the judgment of Ernst and Ernst, immaterial
and therefore not worthy of mention in the registration
statement and prospectus. However, since materiality is a
matter of judgment, it can be expected that a relatively
minor item may appear material to a bond investor who
would bring suit for a 10 per cent loss on his investment.
Perhaps materiality should also be considered in the light
of whether an item would appear to be material in the
opinion of those less experienced in financial matters.

At the time the debentures were offered, the com
pany was in the midst of its third fiscal quarter which

In this quarter Douglas lost
profit of $4,009,322 in the

The sixthird fiscal quarter ended August 31, 1965.
months ended May 31, 1966, showed a gain of only $644,735
as compared with a profit of $7,549,832 for the correspond-

Although the resultsing period of the previous year.

tion, the fact remains that the major loss was suffered
during the quarter in which the debentures were offered,
and during this period the ultimate loss may not have been
so apparent as it was after the end of the quarter.

through the first half of the fiscal year may have been 
unfavorable trend that deserved investiga-

$17,061,000 as compared with a

indicative of an

ended on August 31, 1966.
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BarChris Construction Corporation100

This case has to do with the alleged inaccurate
filing of a registration statement which included a pros

pectus and a consolidated financial statement of the

BarChris Construction Corporation, a company which was said

to have been engaged primarily in the construction of bowl

ing lanes but which actually was evolving rapidly into the

operation of these lanes at the time the registration

statement became effective on May 16, 1961. The plain

tiffs, who based their case on Section 11 of the Securities

subordinated fifteen year debentures of BarChris. When the

plaintiffs; but at the time the trial began on June 8, 1966,
there were sixty-five plaintiffs. The defendants were the
signers of the registration statement, the underwriters.

The signers of the statement consistedand the auditors.
of nine directors and the controller who was not a

Judge McLean shocked the entire financial world by 
ruling that all defendants were guilty of not making 
a proper examination into the alleged facts presented 
in the registration statement and prospectus.

100Escott v. BarChris Construction Corporation, 
United States District Court, Southern District of New York, 
62 civ. 3539, March 29, 1968, CCH Federal Securities Law 
Reports, par. 92,179, pp. 96,827-73.

Act of 1933, were purchasers of 5-1/2 per cent convertible

action was begun on October 25, 1962, there were nine

A suit brought as a group action by debenture holders 
against the company, its officers and directors, its 
auditors, and the underwriters of the debenture 
offering was based on Section 11 of the Securities 
Act of 1933.
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director. Five of the directors were officers of the

They were the two men who founded the originalcompany.
company, the executive vice president, the treasurer who
previously was employed by the firm's auditors, and the
house counsel. One of the remaining four directors was also
the firm's attorney who became a director in October, 1960.
The three remaining directors became directors on
April 17, 1961, less than a month before the effective date
of the registration statement. One was the chairman of the
board of a bank, one was a civil engineer, and the other
was a partner in the firm of the "lead" underwriter.

After Judge McLean admitted that "there is little
or no judicial authority" on the question of what consti-

tion statement. he proceeded immediately to set some
precedents of his own which apparently have shocked the
financial world.

Judge McLean ruled that only Peat, Marwick,
Mitchell and Company (Peat, Marwick) were experts in the
statutory sense despite the argument that the attorneys for
the firm and for the lead underwriter also were thought by

The Judge held Peat, Marwicksome to have been experts.
responsible for the 1960 audited figures as well as their

The figures for the first quartersubsequent "S-l review."
of 1961 were plainly marked unaudited.

96,853.
101

Ibid., p.

tutes a reasonable investigation as a basis for a registra-
101
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The court summarized the questions to be decided as
follows: (1) were false statements included in the regis
tration statement or did it fail to include facts which
should have been stated in order to avoid its being mis
leading; (2) if so, were the false statements or omitted

Of that portion of the statement prepared by the
accountants as experts, the court found that the 1960 sales
and gross profit were overstated by $653,900 and $246,605
respectively. Current assets were overstated by $609,689;
current liabilities were understated by $65,000 and long
term liabilities, by $260,000. Contingent liabilities were

As to the materiality of theseunderstated by $375,795.
items, the court held that sales, net operating income,
earnings per share, and contingent liabilities were
immaterial. The reasoning behind this was that the
debentures were characterized as speculative when offered.
Judge McLean did not think that the fact that 1960 sales
were only 256 per cent of the 1959 sales, rather than
276 per cent, would have deterred the ordinary prudent
investor.
than the 75 cents reported, were still approximately twice

Contingent liabilities werethe 1959 earnings per share.
shown by Peat, Marwick as $4,719,835 as opposed to total

96,829.

facts material; (3) if so, did the defendants establish 

their affirmative defenses?'*'®2

Further, earnings per share at 65 cents, rather

102Ibid., p.
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assets of $6,101,085.
additional $375,795 of contingent liabilities would have
affected the judgment of any prospective debenture
purchaser. Thus, the misstatement of contingent liabil
ities was ruled immaterial. The court did rule, however,
that the overstatement of current assets and the under
statement of current liabilities did result in a material
misstatement of the current ratio (1.6 to 1 rather than
the 1.9 to 1 reported). However, of the $609,689 over
statement of current assets, the court held that Peat,
Marwick's investigation had been adequate as it related to
$295,000 of this amount; but the court did rule that the
auditors should have realized that the $264,689 reserves
with factors would not, under ordinary circumstances, be

classified as current assets and that at least a $50,000

of $125,000. The understatement of liabilities by

$325,000, $65,000 of which was current, resulted from the
fact that the auditors did not realize that one lane had
not been sold to an entity outside the BarChris group and
unpaid balance of the sale price was therefore a direct
liability of the group rather than a contingent liability.
This same error also was responsible for over half of the
overstatement of sales for 1960.

The second item on which Judge McLean ruled against
Peat, Marwick was the paucity of the S-l review made by the

The court did not feel that an

reserve should have been set up for a potential bad debt
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firm. The purpose of the S-l review is to determine whether

there has been any material change in the financial posi

tion of the company between the date of the audited state

ment and the effective date of the registration statement,

in this case May 16, 1961. The senior accountant on the

assignment spent between two and a half and three days on

the S-l review. He was acting as senior accountant for the
first time on the BarChris assignment. He was thirty years
old and not yet certified. He had no previous experience
in the bowling industry. Judge McLean ruled that he failed
to take some of the steps recommended in the audit program
of Peat, Marwick for an S-l review. The court said that he
did what the attorney of the firm and the attorney for the
lead underwriter did. "He asked questions, he got answers

Judge McLean ruled that all of the misstatements

related to the 1961 operations of the company were mate

rial . Peat, Marwick, however, did not audit the 1961

figures. The court ruled that not only were sales, gross
profit, and earnings per share overstated and contingent
liabilities and current liabilities understated as of

1961, but also the backlog of orders, shown asMarch 31,

overstated by $4,490,000; officers' loans

outstanding were shown as repaid in full when they were

which he considered satisfactory, and he did nothing to 

verify them."103

$6,905,000, was

103Ibid., p. 96,869.
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not; the proposed use of the proceeds from the debentures
was not carried out in its entirety in that a large portion
of the funds was used to repay company debts; delinguent
accounts receivable, along with the potential liability
related thereto, were understated; and the fact that the
company was already engaged in the operation of bowling
lanes and would doubtless expand these operations was not
revealed.

The court ruled as to each defendant, that the
defense of due diligence in carrying out a reasonable
investigation of the truth of the registration statement
was inadequately proven. This ruling may seem a bit harsh
at first glance, especially for the three new directors
who became directors about a month before the effective
date of the registration statement; but the court saw fit
to interpret Section 11 of the Securities Act of 1933 as
applicable to them because all of them did sign the
signature sheet for the registration in its final form.
Custom always before has been for the participating under-

the examination of the lead underwriter
of the registration statement. Judge McLean ruled that
each was responsible for an independent verification of the
facts as revealed in the registration statement. Attorneys
and others are not justified in relying on any company
officer as to anything relating to the registration

writers to rely on
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statement but rather must make their own independent
verification of the facts.

The amount of damages for which each defendant will
be held was not decided by the court at this time but was
deferred until further consideration of various cross
claims filed among the defendants.

far reaching for attorneys, underwriters, directors and
officers of a company, it is interesting to note the areas
in which the accountants were held to have fallen short of
the "due diligence" expected of them. Apparently, one
must do much more than inquire of the company officers as
to the needed information relative to the registration
statement, but rather intensive search for facts from
among the records of the company is required. No statement

vitally interested in the acceptance of the registration

veracity from independent sources.

Conclusion
Any time an accountant fails to follow accepted

auditing procedures, or allows himself to be persuaded by
his client to overlook questionable items that should be

obviously are not as they should be, he is risking his
It has been observed in thisprofessional reputation.

Although the effect of this decision may be more

investigated further, or closes his eyes to situations that

by a person, such as an officer of the company who is

statement, can be accepted without evidence of its
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overall study that such a situation may arise in the case
of local practitioners who may have any of a number of
reasons for closing their eyes to suspicious situations
within the client's organization. He may be trying
desperately to build a successful accounting practice. He
may be pressured by economic expediency into retaining a
large client because the fee from that particular client
means the difference between profits and losses on the
income statement of his accounting practice. Mr. Winn P.
Jackson demonstrated both gullibility and culpability in
the matter of the Billy Sol Estes audit report which
turned out to have been based on no audit at all.

In at least two instances discussed in this
chapter, Livingston Oil Company and San Francisco National
Bank, Peat, Marwick, Mitchell and Company apparently was

scapegoat for the indiscretions of
This also is a problem with local practitionersothers.

who are known to be at least adequately insured. Often
thousands of dollars are spent and many hours of valuable
executive time are lost in the defense of these unwarranted
claims.

In at least five of the nine cases against national

accounting firms discussed in this chapter, the issue of

Allegations of inadequatemateriality comes to the fore.

disclosure were relatively more frequent in the litigation

against national public accounting firms reviewed in this

selected to serve as a
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chapter than in the claims against local practitioners
reviewed in Chapter III.

It is to be expected that an ordinary debenture
holder naturally would have
constitutes a material item than a public accountant who
is trained to view these matters relatively. On the other
hand, an audit report that contains so many footnotes that
the reader is lost in a mass of detail is not desired.
In retrospect, it would have been better for Peat, Marwick,
Mitchell and Company to have mentioned the practice of
Otis, McAllister and Company as to collateral for bank
loans than to have assumed that, since the banks knew of
the practice, it was unnecessary to mention it.

The use of ultra liberal accounting principles
should usually serve warning to the auditor to look
behind the public facade to see what may really be going

to inquire more diligently into the reasons why manageon,
speed-up of revenue recognition and ament insists

postponement of expensing expenditures that may conceivably
be set up as assets.

Although the Securities and Exchange Commission
very helpfully filed an amicus curiae brief in the Yale
Express case, it failed to explain just how the public
should be informed of suspected changes required in a

Neither did thecompany's previously issued audit report.
Commission set up any rules as to who should be informed of

a different opinion of what

on a

as a
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the incorrect audit reports.- Further, the certified public
accountant must consider his liability to his client if he
publicly reveals his suspicions before they are fully sub
stantiated. Certainly these questions are left unanswered
at this point in time with the public accountant having
no clear guidelines as to his responsibility to his client
and to that nebulous "public" the certified public account-
and is commissioned to protect.

According to the recent BarChris decision, the
word of no one can be taken for anything as it relates to
information needed in the filing of a registration state
ment with the Securities and Exchange Commission. Rather,
company records must be searched diligently for evidence
to support the allegations of the company officers and
directors. Seemingly satisfactory answers to questions

relating to the registration statement must be investigated.

The best that a certified public accountant can do

sometimes may not be enough to avoid the unpleasantness

as a profession,associated with litigation. However,
public accountants must accept the legal and ethical
responsibility of fulfilling their obligations to both
clients and the public.



CHAPTER V

INTERVIEWS AND CURRENT WRITINGS

Part I: Interviews

Introduction
Interviews were held with four attorneys who were

experienced defendants of accountants charged with errors
and omissions committed in their practice of public
accounting. An official of the American Institute of

Certified Public Accountants was interviewed as well as

representatives in the home offices of each of the eight

largest national certified public accounting firms. By

A local practitioner who has beenthese accountants.
interested in the subject of liability of accountants for
over eleven years also was interviewed.

In many instances, the persons interviewed
It is thought thatexpressed a desire not to be quoted.

this stipulation should be honored in all cases, even when
such request was specifically made by the person beingno

interviewed. Questioning of the persons interviewed was

deliberately held to a minimum in order to encourage a more

196

tacit agreement, no specific cases were discussed with
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open discussion along the lines that seemed more pertinent
to the interviewees. Talks were, of course, limited to the
general area of the public accountant's professional
liability.

A Chicago attorney contended that an accountant

could do a better auditing job if he were not constantly

concerned about possible defalcations that may not have

been discovered during the audit when the client neither

cared enough to take out fidelity bonds on his employees

who are in positions of trust nor was willing to establish

a system of internal control, both of which would much

more effectively deal with defalcation problems than the

regular audit. This same attorney surprisingly stated

that he thought subrogation suits were unjustified and he

would like to see them abolished, despite the fact that

they help to keep attorneys busy. He argued that sureties

collect premiums for the protection of companies against

the part of trusted employees and that they

should not have recourse against the accountant whose

economic interest in the normal audit situation is limited

to his well-earned fee.

Auditing versus Internal 
Control and Fidelity Bonds

defalcation on
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The observation was made quite frequently by the

no understanding of the function of the auditor. The
public accounting profession, according to the house
counsel of one national firm, should attempt to educate
the general public, including judges and prospective
jurors, to the testing approach taken by auditors, who are
not responsible for the internal operations of a firm and
who must rely on their evaluation of the system of internal
control existing within the audited firm and, to some

Testing techniques neces
sarily are used by auditors, but a New York certified
public accountant mentioned that it might be quite dif
ficult to justify statistical sampling to a judge and a
jury where, for example,
year when it previously tested 10,000 similar items, which

Figures implycomprised one month's items of this type.
accuracy, but the preparation of financial statements
involves many estimates and arbitrary allocations of
receipts and expenditures to periods for which financial
reports are prepared.

Poor auditing techniques and procedures still
account for a major portion of the suits filed against

Auditing Procedures and the 
Reporting Function

Public Misunderstanding of 
the Auditor's Function

a firm tested 183 items in a given

persons interviewed that the general public has little or

extent, on what they are told.
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public accountants, according to at least three of the

attorneys interviewed. A New York attorney stated that the
ordinary rush of doing the job in the shortest possible

proper audit and of meeting report
deadlines accounts for most errors made by the public
accountant. One New York accountant stated that time

pressure is more intense with the smaller client who

insists on a year-end audit with no interim work.

An attorney for one of the national firms said that

the Westec case, which is peculiar in that it is the only

case involving accounting principles, may be the beginning

of a trend toward more emphasis on the reporting phase of

the audit rather than exclusive emphasis on the auditing

procedures.

Quality Control

One of the points made in the very first interview

with a representative of

accounting firm was that the crux of the solution to the

whole problem of professional liability of public account

ants lies in better auditing, better education and train

ing of the audit staff, and better supervision of the audit

Many of the national firms practiceas it progresses.

quality control over their audits by having review teams

visit the various branch offices of the firm on a test and

surprise basis for the purpose of reviewing the working

papers of some of the audits performed there. Generally,

a national certified public

time consistent with a
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these review teams include a partner of the accounting

firm. Recommendations are then made as to where excessive
time was spent on immaterial items and where more emphasis
should have been placed on other, more pertinent items.
One firm has a partner make a "cold" review of every public
filing prior to the time the report is actually released.
Another firm tries to have its auditors take a business

It insists that its auditors shouldapproach to an audit.
know as much about the business being audited as the man-

It is this firm's philosophyagement of the business does.
that the more an auditor knows about a business, the less
chance there is for its management to really manipulate its

This same firm also rotates its men on an auditrecords.
over a five-year period, possibly to avoid laxity through
familiarity on any audit.

One of the attorneys interviewed felt that the
short form audit report should be rewritten, possibly with
differentiation being made between audit reports fora

publicly held companies and for smaller companies. A mem

ber of the Auditing Committee of the American Institute of

Certified Public Accountants stated that a subcommittee is,

This same attorney was violently opposed toreport.

Short Form Audit Report 
and Service Reports

Statement on Auditing Procedure No. 38 entitled "Unaudited

in fact, currently working on the revision of the auditor's
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Financial Statements" and published in September, 1967, by
the American Institute of Certified Public Accountants.
He contended that accounting service reports (unaudited
reports) should go out on plain paper in order to avoid
the possibility of legal repercussions from unaudited
reports with which the public accountant's name is asso
ciated. It was argued in the statement that there is
nothing to prevent the client from informing his banker or
anyone else to whom he submits the report that Joe Blow,
CPA, worked up the report, thus associating Joe Blow with
the unaudited report, possibly without his knowledge or

However, the attorney countered this argumentconsent.
contention that the fact remains that no bankerwith the
third party allegedly relying on these statementsor other

to his detriment would have legal recourse against Joe Blow
if his name was not on the unaudited statements. He
argued further that banks accept unaudited statements
because their competition does and because they want some-

accountant is offering to sell something which he is not

On the other hand, banks are not willingunaudited report.
to risk the loss of a loan by insisting on audited reports.

a basis for making a loan.thing to put into their files as

Actually, in this attorney's opinion, the certified public

prepared to deliver—his reputation impliedly backing an
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Suits for Fees

Counterclaims against suits for fees were second

only to undiscovered defalcations in the cases against

local practitioners which were studied in the files of the

insurance companies. One national firm assertedly follows

a policy of never suing for its fee. It was stated by the

spokesman of this firm that this policy is generally

followed by most national firms.

This same firm's spokesman indicated that the

failure to discover defalcations does not worry them nearly

as much as third party liability. The reasoning here is

that there is a limit to the amount of defalcations that

can go undiscovered (though a New York attorney stated that

defalcations are often quite sizable); but third party

liability is almost infinite. For example, it was esti

mated that this particular national firm audits approx

imately 1,000 publicly held companies which have an average

Thus, this firm is potentiallyof 25,000 stockholders.

liable to 25 million stockholders as well as their clients'

creditors and others who might instigate third party suits

against the auditors of publicly held companies.

One certified public accountant said that his firm

is currently experiencing fewer client suits alleging

He explained that this may beundiscovered defalcations.

Defalcations and Third 
Party Liability
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due to his firm's policy of explaining to its clients the
limitations of an audit in this This explanationarea.
is presented both in writing and orally.

Fees versus Exposure
It was generally agreed by the persons interviewed

that there is no relation between the fees charged by
public accountants and the risks they A New Yorkassume.
certified public accountant said that there is a saying in
the profession that no accountant ever survives a major
suit. One interviewee commented that the average amount of
potential accountant's liability exposure involved in a
Securities and Exchange Commission filing has increased

tenfold, with the public accountants risking potential

exposure to professional liability in the $25-30 million

An attorney who repre-range while earning a $25,000 fee.

sents one of the national accounting firms said that it is

really a question of who can and who should bear the

financial loss suffered by the public when a publicly held

The average investor, hecompany goes into bankruptcy.

said, rarely reads the published financial statements of

companies in which he either owns or considers owning

Rather, he follows the advice of his broker.stock.
If the time comes when the accountant must con

sistently repay the public for its investment losses, his
insurance rates will become prohibitive if he can obtain

One large claim could cause theinsurance at all.
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financial ruin of any public accounting firm, no matter how

large it is. One interviewee commented that, in the case

of a bankrupt company, there is no one left around with

any resources to tap except the accountant. Almost without
exception, he said, wherever there is a bankruptcy, there

is an initial attempt against the certified public

accountant.

Indicated Trends
At least two attorneys interviewed suggested that

the trend in accountants' liability to third parties seems
to be following that of product liability. That is, the
accountants may very well expect to become liable to
parties not enjoying privity of contract with them just as
manufacturers have been held liable to the ultimate users
for defective products.

Litigation versus Settlement
There was general agreement among the persons

interviewed that there should be more litigation and less
settlement of claims against public accountants. One
certified public accountant stated that many
simply nuisances but that there is a tremendous cost

By way of illustration,incurred in dealing with them.
this accountant mentioned one case in which the court dis
missed his firm twice and twice reinstated the firm as a
defendant in the case on the theory that the case had not

cases are
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developed sufficiently to determine the status of the
accounting firm. He stated that his firm had incurred
$25-30,000 in legal fees in this case in which there is
little or no .question as to the firm's innocence. He
further observed that these unwarranted cases must be
resisted at some point in time in order to discourage other
similar cases. When there are legitimate questions of
liability because the law is not as clear-cut as it might
be, his firm feels that it has an obligation to litigate in

order to help establish some litigated cases to cover the

situation.
The official of the American Institute of Certified

Public Accountants who was interviewed observed that most
national accounting firms would tend to litigate if it were
left up to them, because settling leaves a connotation of
guilt; but often the insurance companies have the final say
as to whether the case will be tried or settled. However,

suits said that he feels there should be an understanding
between the insured and the insurer that a massive defense
will be undertaken for all defensible claims as a matter of

This attorney is a member of a law firm thatcourse.

represents Lloyds of London, the insurer of the larger

national public accounting firms in the United States.

Another accountant said that, if it is thought that a case

can be successfully defended, his firm is now taking a much

an attorney who has defended many accountants1 liability
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harder line. Another expressed the same thing a bit dif
ferently when he said that, with third party plaintiffs, if

litigate quite vigorously.

much more involved in corporate affairs now than ever
before. They are present at stockholders' meetings more

often now, and everything they say there is taken down in

transcript. This same attorney mentioned in passing that

accountants' liability is not a case of accountants against

the rest of the world. it is a case of accountantsRather,

against other accountants, because invariably expert

accountants are called in by the opposition to testify

against the defendant accountant.

Suggestions
Several suggestions were made as to how to cope

with the current increasing claims against public account-
A Wall Street attorney mentioned that the New Yorkants.

Stock Exchange has an arbitration panel for disgruntled

investors which works quite well, and he felt that the

American Institute of Certified Public Accountants should

sponsor an arbitration panel for claims against its

He argued that an arbitration board formembers.

Involvement in Corporate 
Affairs

of the attorneys interviewed that public accountants are

It was observed by one of the accountants and one

his firm thinks the audit was performed properly, it will
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accounting issues will work because the plaintiff in any

suit must look forward to many years of litigation. The
defendant usually practices delaying techniques in the hope
of wearing out the plaintiff through protracted litigation.
Either the plaintiff's attorney finances the suit or the
plaintiff does; and in either case, the claimants would
prefer to have the claim arbitrated by a board, whose
reputation had been established for fairness, than to sub
mit to many years of legal proceedings. On the other hand,
the insurance companies of the accountants would prefer to
take the arbitration route for the simple economics that

attorney's time is less costly than four
the damages are more or less finiteAlso,

in these cases, and the damages ultimately awarded will
not vary appreciably whether determined by a court or by
an arbitration panel.

The American Institute is currently trying to work
out an arrangement with the American Arbitration Associa
tion along these lines, but those in the profession who
commented seemed to believe that arbitration offers only a

One representative of a nationallimited solution at best.
firm felt that it would not work without built-in rules
requiring arbitration, although it would generally be much

Another accountant could not seequieter than litigation.
the use of arbitration to set fault but thought it might
possibly be used to set the amount of damages after an

to six years.
six months of an
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admission of responsibility.

codefendant along with nonaccountants.

The possibility was discussed, and also the diffi

culty, of amending the Securities and Exchange Commission

It was felt generally that such an undertaking would be

doomed to failure because of the small number of account

ants involved as opposed to the large number of stock

holders and others who are protected by these laws. One

accountant went so far as to suggest that accountants
might possibly band together and refuse to submit opinions
on publicly held companies until something is done to make
their liability related thereto less stringent. Other
accountants seemed to feel that this was not a workable
suggestion.

It was mentioned that accountants' liability might

be arbitrarily limited by law except in clear-cut cases of

One accountant stated that, although the Securitiesfraud.

Exchange Commission law is very onerous to accountants, he

He mentioned the difficulty 

of using arbitration relating to accounting matters when

^■On September 23, 1967, the Executive Committee of 
the American Institute of Certified Public Accountants 
recommended the "submission of a memorandum on accountants' 
liability to the chief counsel of the Securities and 
Exchange Commission to determine the reaction of the SEC 
to a proposed effort to amend the Securities Act of 1933 to 
provide some limitation on the virtually unlimited liabil
ity presently imposed on independent accountants under the 
statutes." The CPA, October, 1967, p. 1.

laws to relieve the accountants of unreasonably onerous

the accountant is a

liability related to audits of publicly held companies.
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feels that it is more of a threat than an actuality. This
statement was made before the criminal conviction of the

Lybrand men in the Continental Vending Machine Corporation

was decided. He said that it had been suggested that the
accountant's liability, which currently can total the
amount of the offering price of new issues of stock to the
public, be limited to 5 per cent of the offering price.

Conclusions
Although no major conclusions were reached during

these interviews, many questions were raised and some sug

gestions made, as related above. One accountant did urge

that adequate legal advice be obtained by accountants as

soon as they are aware of a possible claim. One can agree

readily with one of the accountants with a national firm,
who had been in the public accounting profession long
enough to evaluate trends, when he said that accountants
are more concerned now about the problem of their profes
sional liability than at any time in the past.

He stated that just over eleven years ago he would have
argued with anyone that he did not really need liability
insurance, because he felt that his working papers were his

In 1957, he attended adefense to any potential claim.
seminar sponsored by the American Institute of Certified

In conclusion, it may be well to reiterate a state
ment made by the local practitioner who was interviewed.

case and before the BarChris Construction Corporation case
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Public Accountants which was based primarily on Saul Levy's

book, Accountants' Legal Responsibility. He returned from

that seminar thoroughly convinced that no public accountant

should practice without adequate insurance coverage.

Part II: Current Writings

Preliminary Considerations

The nature of an audit.—The primary purpose of an
annual examination of the financial statements of a company
is to provide the basis for the independent auditor's expert
opinion as to the overall fairness of the financial state-

The auditor is required to state in his reportments.

whether the financial statements are prepared in accordance

with generally accepted accounting principles applied on a

These principlesbasis consistent with the preceding year.

have developed from official announcements by the American

Institute of Certified Public Accountants or through the

authoritative support evolved through the years under the

auspices of state societies of public accountants, govern-

The exercise of professional judgment by the public

accountant is required because the cost of a detailed

examination rather than one based on tests of selected

2Walter E. Hanson, "Responsibilities of Independent 
Public Accountants," The Business Lawyer, July, 1967, 
pp. 976-77. ............

mental agencies, and leading private and public 

accountants. 2
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"Of course, if the inde
pendent public accountant waited a year to issue his
opinion, the benefit of hindsight would permit retroactive

There are two aspects of an auditor's job: (1) the
investigative procedures used to determine the actual
financial position of the audited company, and (2) the
reporting facet of the audit, the way in which the informa-

Although most of the
liability cases in the past have related toaccountants'

the investigative procedures, the pending Westec case has
to do with the application of ultraliberal accounting
principles and the failure to report that the most favor
able profit position was consistently presented by
management.

consistent basis so that each
company's earnings trend could be studied by the investor

4Ibid., p. 978.982.

Comparability of financial statements. —Unti 1 

recently the primary goal of the public accounting profes

sion was the presentation of the financial information of

5"Accountants' Liabilities for False and Misleading 
Financial Statements," Columbia Law Review, December, 1967, 
P- 1437.

individual companies on a

application of all subsequent events with near perfect 

vision."4

tion acquired by the auditor in his examination is conveyed 

to the readers of the audit report.5

•^Ibid. , p.

transactions would be prohibitive and because reports, to 
be meaningful, must be timely.3
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The overuse of the price-earnings ratio by investors as a

criterion for the appraisal of the relative values of
several stocks has resulted in the misleading comparison
of the earnings of one company with those of another

Consequently, the immediate goal of the Americancompany.
Institute of Certified Public Accountants has been changed.

Audits and the detection of business fraud.—The
courts have not hesitated to hold the public accountant
liable for damages resulting from fraud and defalcations

"They have expressed little,not discovered by the audit.
if any, sympathy for public accountants who take the posi-

at least in part, to detect defalcations.
In a speech delivered on October 19, 1926, to the

Society of Certified Public Accountants of New Jersey,

78.P-

tion that an ordinary audit examination is not designed,

..8

It is now generally agreed that the American 
Institute's objective is to make like things look 
alike and unlike things look different: that is to 
say, to establish criteria indicating when one 
accounting principle or practice is to be preferred 
over another. Thus, when the circumstances are the 
same, the accounting should be the sameJ

8Thomas W. Hill, "Accountants' Legal Liability," 
The New York Certified Public Accountant, October, 1959, 
p. 708.

as a basis for an evaluation of that particular company.6

6John L. Carey, "Problems of the Profession in the 
United States," Accountancy, February, 1968, p. 77.

7Ibid.,

George O. May said, "As a matter of fact, investors and
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lenders need protection against deliberate dishonesty less

cedures designed to protect a business against fraud take

The obvious conclusion is

the price of anti-fraud protection, which is a proper
system of internal control coupled with fidelity bonds, it

guarantor against defalcation losses.
The very human independent public accountant.—

Robert M. Trueblood summarized very concisely the effect
of litigation on the public accountant when he said, "The

be severe.

J. S. Seidman pointed out that control pro

should not then look to the auditor of the business as a

time and money, and the business manager is constantly 
balancing cost against risk.IO

9George 0. May, "A Proper Courage in the Assumption 
of Responsibility by the Accountant," Twenty-five Years of 
Accounting Responsibility 1911-1936, ed. Bishop Carleton 
Hunt (New York: American Institute Publishing Co., Inc., 
n.d., copyrighted in 1936 by Price, Waterhouse & Co.), 
Part I, chap, iii, p. 44.

10Eugene J. Conroy, Chairman Presiding, and 
Speakers: J. S. Seidman, Sidney Krause and Homer Kripke, 
"Business Frauds, Their Perpetration, Detection and 
Redress," The Business Lawyer, November, 1964, p. 88.

-'■■'-Robert M. Trueblood, "Legal Liability," CPA, 
April, 1966, p. 2.

than protection against unsound practices and undue 

optimism."9

that, if the management of a business chooses not to pay

damage from legal liability to an accountant's purse can

The damage to his reputation can be irreparable.

The emotional cost of involvement can be deadly.



214

Boris Kostelanetz made the following observation

some twenty-five years ago which is still quite timely:

General growth of the profession and public

investors.—The effects of the present and recent business

In 1946
there were 25,000 certified public accountants in the

Now, certified public accountants numberUnited States.

Suggested Causes of 
Increased Litigation

It must be observed that derelictions by accountants 
are for the most part not a result of greed to share 
in the loot produced by fraud. On the contrary, 
accountants have been led astray by their desire to 
help their clients out of a particular embarrassment 
by stretching a point of auditing or accounting 
principle. Unless the affairs of the client improve, 
the accountants subsequently find themselves com
mitted to the same intentional errors but to a greater 
degree, until a day of reckoning when third parties, 
usually creditors, stockholders, or the government, 
delve into the affairs of the client and discover the 
fraud. Although almost invariably the facts show 
that except for the retention of a particular client 
of doubtful value accountants have not profited by 
the schemes, yet in law each defaulting accountant is 
particeps criminis even though his confederates 
retain the booty.-LZ

12Boris Kostelanetz, "Accountants' Responsibilities 
and the Criminal Law," The New York Certified Public 
Accountant, July, 1943, p. 401.

13Thomas W. Hill, Jr., "The Public Accountants' 
Legal Liability to Clients and Others," The New York 
Certified Public Accountant, January, 1968, p. 21.

climates must first be recognized in order to approach the 
problem of accountants' professional liability.13
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well over 100,000 with 65,000 of them being members of the
American Institute of Certified Public Accountants.14

Increased public participa
tion and investment in industry has resulted in wider
dissemination of the auditor's report.1®

In view of the large increase in the number of
potential plaintiffs to instigate litigation and the number
of defendants to be sued, it is hardly surprising that the
overall legal action against public accountants has
similarly increased.

The public image of the certified public account
ant .—The association of a certified public accountant with

It rarely occurs toeverything is being handled properly.
such an observer to ask what function the public account-

That is, isant is assuming in relation to the business.

or

Andrew Barr, Chief Accountant of the

There are 24 million stockholders today as compared 

with 9 million a decade ago.15

a business entity indicates to the average observer that

14Carey, op. cit., p. 80 and Arthur M. Louis, "The 
Accountants are Changing the Rules," Fortune, June 15, 
1968, p. 177.

1^Louis, ibid.

16Hill, "The Public Accountants' Legal Liability 
to Clients and Others," p. 22.

17Laird Campbell, "The Midas Touch—Some Reflec
tions on Accountants' Liability," Colorado CPA Report, 
January, 1967, p. 4.

he a management advisor, an auditor, a tax consultant,
1 7 a bookkeeper?
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Securities and Exchange Commission, has been quoted as

saying, "There is a feeling accountants are infallible,

above mistakes. They are seen as something more than human

When a novice in the realm of public investment is
faced with a severe loss, it is understandable that he,
with the advantage of hindsight, finds it hard to believe
that the independent public accountant possibly could have
overlooked certain factors that later prove to be material.
The institution of legal proceedings against the public
accountant no doubt seems highly justified under the
circumstances.

Accountants as scapegoats.—Banks and other finan
cial institutions seem to be looking to public accountants

Adverse publicity.—Repeated publicity of the
initial charges against independent public accountants
asserting grossly exaggerated claims for money damages with
little
cation of the auditor or the nuisance settlement of the

18Robert A. Liston, "Andy Barr Public Protector," 
The Journal of Corporate Ventures, Spring, 1966, p. 71.

19"The Specter of Auditors' Liability," editorial, 
The Journal of Accountancy, September, 1965, p. 33.

increasingly as a source from which they can recoup some

who should be dealt with severely, by being sued, if they 

make a mistake.8

or no follow up in the press of the ultimate vindi-

of their losses from loans which prove to be 

uncollectible.19
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are possible expla
nations for the increased litigation against accountants.

Nothing in the auditor's report conveys the under
standing that judgment and estimates regarding future

This situation, coupled with the certainty
implied by figures, may help to convince the layman that

loc.

reporters are quick to get on the bandwagon by writing 

their own articles in the same general vein.

When one reporter develops a story of litigation 

against public accountants into a lead article, other

20Hill, "The Public Accountants' Legal Liability," 
cit.

21"The Specter of Auditors' Liability," loc, cit.

22Don Clifford, "Increased Litigation Points Up 
CPA's Professional Liability," The Footnote, Minnesota 
Society of CPAs, June, 1965, p. 3.

23Robert M. Trueblood, "Legal Liability—A View 
from the States," Accountancy, September, 1967, p. 579.

24Carey, op. cit., p. 78.

claim has a cumulative impact on the public, including 
judges and jurors dealing with specific cases.20

events enter into the determination of income for any 
given year.24

Greater claim consciousness on the part of the 
public22 as well as the astonishingly liberal damages

2 3awarded so often by judges and juries

Other possible causes of litigation.—Legal fees 

contingent on the success of litigation may possibly account 

for the inclusion of the auditor as a codefendant in any
21 case involving financial loss.
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unqualified opinion of an independent public accountant

Liability to Clients

The legal responsibility of the certified public

In any given

engagement, the accountant is obliged to exercise due care
in the performance of his tasks and to follow the standards
of his profession in the completion of his assignment. The
public accountant is liable to his client for negligence
in the discharge of his professional assignment for the
client.

The basis of the accountant's relationship with his
client is the contract of employment, either written or

All that the ordinary contractoral, express or implied.
contemplates is retaining the accountant to perform
professional services.

25Louis A. Sigaud, Accountants1 Legal Responsibil
ity, Course Manual and Discussion Guide (New York: American 
Institute of Accountants, 1956), p. 1.

26Thomas W. Hill, Jr., "Accountants' Legal 
Liability," The New York Certified Public Accountant, 
March, 1959, p. 182.

It is only where the contract goes beyond the creation 
of a professional relationship and imposes upon the 
public accountant the obligation of doing a particular 
job in a particular way . . . that the accountant's 
liability will be determined by the terms of the 
contract.2®

are absolute rather than probabilistic.

the figures in the financial statements accompanied by an

accountant stems from his holding himself out as possessing
2 5 the special skills of his profession.
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A claim for loss usually is based on some theory

resulting from the commission of a tort. However, a tort
action usually carries a shorter statute of limitations

of contributory negligence is available.

specifically agreed in the contract of employment, public
accountants are considered liable to a limited extent to
their clients for failure to detect and disclose defalca
tions . This latter liability is based on negligent

performance of the audit. Damages for negligent failure

to discover defalcations perpetrated against the client of

the auditor are measured by the direct loss resulting from

the audit.

In the general audit area, client claims against
their independent auditors have been based on

23.P-

. . . assertions of liability for failure to advise 
management that its business is unprofitable, the

27Edward J. Daus, "Accountants' Liability Today," 
The New York Certified Public Accountant, November, 1967, 
p. 836.

Besides being liable for failure to perform as

than breach of contract; and in a tort action, the defense

28

the defalcation and possibly also by the fees paid for
29

other than mere breach of contract because damages for 

breach of contract usually are not as great as those

27

28Robert W. Meserve, "Accountants' Liability to 
Non-Clients in Massachusetts," Massachusetts CPA Review, 
December-January, 1966-67, p. 110.

2^Hill, "The Public Accountants' Legal Liability,"
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Sureties who reimburse the client for defalcation
loss under a fidelity bond and trustees in bankruptcy both
assume the same legal rights against the auditor of a
company as the company itself.

Liability to Third Parties

approach the problem of the public accountant's liability,

services largely for the benefit of third parties.
Almost any discussion of third party liability of

public accountants begins with a reference to and a review

"The Public Accountants' Legal Liability,"
21.P.

failure to advise the board of directors and stock
holders of the nature of transactions with affil
iates, the failure to advise and insist upon the 
installation of adequate accounting systems and 
systems of internal control and check, and the prob
lems growing out of bankruptcy situations.30

In 1945, twenty-three surety companies agreed not 
to assert a claim against an accountant unless an 
impartial committee of three nonaccountants con
cluded there had been affirmatively dishonest or 
criminal acts or gross negligence on the part of 
the accountant. Subsequent to 1945, a number of 
other surety companies signed similar agreement 
letters.31

one must first recognize that public accountants perform
32

Thomas W. Hill, Jr., said that, in order to

30Ibid., p. 24.
3‘‘"Ralph E. Kent, "Liability of Auditors," The 

Journal of Accountancy, September, 1958, p. 62.
32Hill,
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Glanzer v. Shephard, the Ultramares decision indicated
that an accountant will be liable to a third party for
ordinary negligence in the special case where he knows in
advance the identity of the third party and knows that the

party's conduct.
Carl S. Hawkins deplored the fact that "grossMr.

negligence ceased to be just evidence on the scienter gues-

according to certain interpretationsliability itself,
Mr. Hawkins felt that theof the Ultramares decision.

nature and extent of the transaction in which information
was to be used was a more realistic basis for determining
the scope of liability of a professional supplier of

Restatement of Torts (1938).

ity, "

818.

tion [an inference of fraud] and became the basis of
.,36

35Walter J. Coakley, "Accountants' Legal Liabil- 
The Ohio CPA, Winter, 1968, p. 38.

36Carl S. Hawkins, "Professional Negligence 
Liability of Public Accountants," Vanderbilt Law Review, 
XII (1959), 817.

primary purpose of his report is to influence that third
35

mentioned in comment g of Section 552 of
37

33For a discussion of Ultramares, see Appendix, 
Case No. 6.

In distinguishing the Ultramares decision from
34

information, as

34135 N.E. 275.

of Ultramares Corporation v. Touche et al. decided in 
1931.33

3^Ibid., p.
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In many discussions of third party liability,

writers mention two English cases which may have some bear-

financial state

firm of accountants. The accountants knew that the state
ments were to be used to induce a prospective investor to
invest in the business.
2,000 pounds he invested and sued the accounting firm.

The philosophy of the Ultramares primary benefit
rule was upheld in Candler v. Crane, Christmas and Company
when the majority ruled that the accountants were not

This case is significant
because of Lord Denning's dissenting opinion in which he
strongly urged that accountants should be liable for
ordinary negligence to third parties to whom they show
their audit report or know that their client will show it.
Lord Denning stated this same conclusion another way when
he said that the accountant owes a duty to those persons
for whose guidance the report is prepared for use in those

The plaintiff investor lost the
39

ments for a mining company were negligently prepared by a

382 KB 164.

ing on the future thinking of the courts in this country.

In Candler v. Crane, Christmas s Co.,38

liable to the investor because he did not enjoy privity of
40 contract with the accountants.

39R. W. V. Dickerson, Accountants and the Law of 
Negligence (Toronto, Canada: The Canadian Institute of 
Chartered Accountants, 1966), p. 84.

40Trueblood, "Legal Liability—A View from the 
States," p. 580.
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The second English case of concern to writers is

The defendants were bankers, not accountants.
who were asked by the plaintiff's bank about the financial
standing of a business which had placed substantial orders
with the plaintiff.
with a specific disclaimer of responsibility. The court
held that, except for the disclaimer, the defendants would
have been liable because they knew that the plaintiff was
relying on their report.

The Council of the Institute of Chartered Account
ants in England and Wales concluded that the Hedley Byrne
decision modified the liability of accountants for profes-

88-89.

transactions for which the accountant knows the report is 

required.

Accountants may now be held in law to owe a duty of 
care to persons other than those with whom they are 
in a contractual or fiduciary relationship and may 
be liable for neglect of that duty if, but only if, 
they know or ought to know that a financial report, 
account or statement prepared by them has been pre
pared for a specific purpose or transaction, will 
be shown to a particular person or class of persons,

A favorable reference was given but
43

sional negligence to a limited extent, as follows:

^"’■"Professional Negligence—A Dissenting Judgment 
Becomes Law," The Accountants Journal, July, 1963, p. 276.

422 Al ER 575.

Hedley, Byrne and Company Limited v. Heller and Partners 

Limited.

42Dickerson, op. cit. , pp.
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Statutory Liability

Although liability under the federal laws adminis-

sidered outside the scope of this paper except as it
relates to particular cases discussed, it should be men
tioned that some writers do incorporate statutory liability
into their presentation of the liability of public
accountants.

Section 11 of the Securities Act of 1933 imposes
liability on persons not enjoying privity of contract with

Proof that the plaintiff did rely on theaccountants.
financial statements to his detriment is eliminated if
the plaintiff acquired the security prior to the time the

income statement for a period of
at least twelve months beginning after the effective date

Further, it is not necessary for aof the registration.
plaintiff suing under section 11 to prove fraud or deceit.

"The term scienter—the backbone of a fraud action—is

A purchaser of registered securities need only prove that

45Constantine Katsoris, "Accountants' Third Party 
Liability—How Far Do We Go?,1' Fordham Law Review, 
December, 1967, pp. 211-12.

44"Accountants' Liability to Third Parties, the 
Hedley Byrne Decision," The Accountant, August 7, 1965, 
p. 164.

issuer made available an

and may be relied on by that person or class of 
persons in that particular connection.44

tered by the Securities and Exchange Commission is con-

conspicuously absent from the terminology of section 11. "45
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the registration statement certified by the public account

statement of a material fact or failed to mention a mate
rial fact required to make the statement not misleading.
It is incumbent upon the accountant so charged to prove
that he made a reasonable investigation and had reasonable
grounds to believe and did believe that the statements
certified by him were not misleading. Liability can also
be avoided if the accountant can prove that the plaintiff

Section 10 (b) and its related Rule 10b-5 of the
Securities Exchange Act of 1934 was said to be the only

There has been a growing applica-against accountants.
tion of this rule.

section that is "broad enough to be frequently invoked
>.47

48Coakley, op. cit., p. 40.
47"Accountants' Liabilities for False and Mislead

ing Financial Statements, p. 1445.
48Coakley, op. cit., p. 41.

knew of the untruth or omission at the time he bought the 
securities.48

Depending on how current cases are decided, it may 
be that that Rule may impose a significantly 
broadened danger of liability on accountants in any 
case where a purchaser or seller of securities can 
prove that audited financial statements were mis
leading and he relied on them.48

ant, at the time it became effective, contained an untrue
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Defenses

Probably the best defense a public accountant can
produce is the ability "to prove and demonstrate precisely

The best way this can be
accomplished is through complete and detailed workpapers.
An auditor is in a poor tactical position when he leaves
questions unanswered in his workpapers or when he raises
questions on certain issues which he later allows himself
to be persuaded by management to overlook.

"The primary benefit rule has been an important

It is based on
the premise that financial statements are prepared
primarily for the benefit of the entity to which they refer
and not primarily for the multitude of other purposes for
which they may ultimately be used.

843.

50Trueblood, "Legal Liability," loc. cit.

838.

If the alleged negligence of the auditor can be 

proved to be not the proximate cause of the loss claimed by

thwarted by misrepresentations of management, the defense

the plaintiff, this proof can serve as adequate defense 

against liability for negligence.51

If the independent investigation of the auditor was

what work was done on behalf of a client, and that such
4 9 work was done properly."

shield to auditors from liability to persons other than 

their clients for ordinary negligence."5®

S^Daus, op. cit., p.

49 ■ .Daus, op. cit., p.
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of contributory negligence may be a valid one. "The test

is whether the negligence of the employer actually con-

It was suggested that "the defendant does not go

before the jury in these cases as a rich impersonal

corporation who has inflicted injury upon a helpless

but in the light of some of the more

recent holdings, as those in the Continental Vending

Machine and the BarChris Construction cases reviewed in

Chapter IV, one wonders if this statement is as applicable

as when it was originally written nine years ago.

Predictions
Bradley, a Professor of Law at George

town University Law Center, in his argument for increased
uniformity in accounting, predicted the increased implica
tion of auditors in actions for fraud if the current

uniform treatment.

given situation made it possible for misleading financial

cit., pp. 823-24.

diversity of accounting principles is not narrowed to more 

Mr. Bradley contended that the wide

tributed to the failure of the auditor to give an accurate 

and complete report.

plaintiff commanding all of the humanitarian sympathies 

of the jurors,"53

52Robert D. Ready, "The Auditor's Protection 
Against Liability Based on Clients' Fraud," The Journal of 
Accountancy, August, 1962, p. 56.

53Hawkins, op.

range of accounting principles that can be applied to a

Mr. Edwin J.
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statements accompanied by an unqualified audit report to be

presented to the public. He said, "In addition to facing

a possible increase in the incidence of liability for fraud

and misrepresentation, the accounting profession also

Thomas W. Hill, Jr., stated that the auditor's

report often is used by management as a shield against dis

gruntled investors. He concluded that "the public has
begun increasingly to look to the public accountant for
protection against the activities of management which fails

This is an ines-

Recommendations
In addition to the expected exhortation for greater

care and professional alertness in both the investigative
and the reporting phases of the audit, accountants were

to be sure the attorney selected to
defend the accountant is apprised completely of the issues

22.P-

encouraged to be insured properly against potential pro

fessional liability,5®

stands in danger of having imposed a rigid administrative 

regulation of their work."54

to discharge its fiduciary obligations, 

capable trend and it will continue."55

54Edwin J. Bradley, "Auditor's Liability and the 
Need for Increased Accounting Uniformity," Law and 
Contemporary Problems, August, 1965, p. 904.

5^Hill, "The Public Accountants' Legal Liability,"

56Kent, op. cit., p. 65.
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to litigate rather than settle any

and to keep abreast of pronouncements
by the American Institute of Certified Public Accountants
and other developments within the profession.59

careful in its use of the word "responsibility" in its
publications in order to avoid the equating of "profes
sional responsibility" with "legal liability" by a poten-

Education of the public as to the purpose, methods,
and results of audits was encouraged. The cost constraints
of any audit should be explained to the client. These

constraints require that a sampling and testing approach be

that internal control be relied upon to determine theused,

It was suggested that arrangements might be made

"for a review of the facts by impartial experts before

59coakley, loc. cit.

cit., pp. 19-22.

It was also suggested that the institute be more

tial plaintiff's attorney in his attempt to sway a judge 

and jury.50

involved in the suit,5?

defensible claim,58

extent of tests, and that judgment be used in many 

instances throughout the audit.

57Coakley, op. cit., p. 44.

58Jerome J. Kesselman, "Are Your Fences Mended?," 
Colorado CPA Report, April, 1967, p. 11.

OOjohn R. Raben, "The CPA—His Legal Liabilities," 
A Speech Delivered at the November 17, 1965, meeting of the 
Houston Chapter of the Texas Society of Certified Public 
Accountants, p. 16, and Coakley, op. cit., p. 43.

OiRaben, op.
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arrangement were listed as follows:

a

At least three writers who are members of the legal
profession proposed legislation to clarify the accountant's

disclosures required in the audit reports.
Mr. Hill also suggested that the short-form opinion

be rewritten in order to define explicitly what is now only
implied. For instance, the auditing standards referred to

should be identified as those established by the accounting

profession. It should be stated clearly that the financial

statements are the result of professional judgments

applied to various factual situations and are not neces

sarily the same figures that would have been derived by

equally capable accountants faced with the same situations.

Parties 
(1967) ,

duties and his liability, particularly with respect to the

64

63"Potential Liability of Accountants to Third 
for Negligence," St. John's Law Review, XLI 
600.

The advantages of such anlitigation is started."62

62"The Specter of Auditor's Liability," op. cit. ,

64Katsoris, op. cit., p. 233; "Accountants' 
Liabilities for False and Misleading Financial Statements," 
op. cit. , p. 1445; and Hill, "The Public Accountants' 
Legal Liability to Clients and Others," p. 30.

p. 34.

(1) The fear of the accountant-defendants that 
misdirected jury will find negligence where none 
existed, would be alleviated; (2) the adverse 
publicity suffered by protracted public litigation 
would be reduced; and (3) the amounts expended on 
legal fees during the defense of an extended liti
gation will be reduced.63
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Finally, it should be stated clearly that the public

65Hill, ibid.

accountant is neither a guarantor of the accuracy of the 
statements nor a surety for the integrity of management.65



CHAPTER VI

SUMMARY AND CONCLUSIONS

Summary

One hundred and thirty-eight claims or lawsuits

against public accountants were reviewed as the basis for

this study. Twenty-nine of these suits comprise the common

law in the United States and were discussed in Chapter II.

Ninety-six claims from the files of insurance companies

and of certain attorneys were used as the basis for

Chapter III. Thirteen cases which were the subject of
various newspaper and magazine articles during the 1960s

discussed in Chapter IV.were
The facts were not sufficiently clear to support a

judgment as to whether the accountant was clearly at fault
in 18 of the 96 claims considered in Chapter III. The

accountants clearly were culpable in 25 of these 96 claims,

in 10 of the 2 9 common law cases, and in 3 of the 13 cases

Thus, in 38 of thewhich were the subject of Chapter IV.
litigated cases studied, the accountants

obviously failed to fulfill their obligation as profes
sionals offering their services to the public.

232

138 claims or
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One-third of the claims against local practitioners

the basis of Chapter III related to the failure

of the accountant to discover embezzlements of the client's

funds. Over one-third of the common law cases also
involved undiscovered defalcations. Over one-fourth of the
defalcation claims and 12 of the 96 claims reviewed for
Chapter III related to a misunderstanding between the
client and the public accountant as to the scope of the
work to be performed by the accountant.

Fourteen of the 96 claims which are the basis of
Chapter III were counterclaims against suits for the col
lection of accounting fees. Six of these 14 counterclaims
apparently were no more than smokescreens to forestall the
ultimate payment of the fees, as compared with 15 claims
of this type in the 96 claims. Thus, the smokescreen or
nuisance claims were relatively more prevalent among the
counterclaims.

Ten of the 96 claims apparently were an effort on
the part of the claimants to recoup part or all of their
business losses which resulted from bad judgment on the

This compares with 5 of the 13part of the claimants.
Apparently, the largercases reviewed in Chapter IV.

public accounting firms are more susceptible to this type
One explanation of thisof claim than the smaller firms.

may be that the larger firms are considered better targets
for this type of claim simply because of their size.

reviewed as
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Eleven of the 96 Chapter III claims related to

ments.
by clients who received investment advice from public

accountants which ultimately proved to be poor. Six of the

96 claims were of this type.

Conclusions
Public accountants generally are more concerned

about their legal liability than they have been at any
time in the past. The acceptance by the accounting profes
sion of its legal and ethical responsibilities to both
clients and the public is a prerequisite to the continued
growth of the relatively young profession of public
accounting.

Greater care and professional alertness is urged in
both the investigative and reporting phases of the audit.
The accountant should keep abreast of all Accounting
Principles Board pronouncements and other professional
publications and developments.

When ultra liberal accounting principles are
followed consistently or when the client apparently engages
in "window dressing" in order to present a more favorable
year-end report, the auditor should extend his investigation

The Audit Investigation 
and Report

audits which were used as the basis of buy and sell agree-
Very similar to the buy and sell claims were claims
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in order to determine why management desires to engage in

these practices.
The issuance of a disclaimed or qualified opinion

does not give the accountant license to associate his name

with a report which he knows is misleading or false.

Adequate disclosure of all relevant facts is neces

sary for any audit report. For instance, when an account

ant knowingly prepares or audits financial statements that

are to be used as the basis for a buy and sell agreement.

the basis of valuation of assets should be disclosed

clearly and every effort should be made to avoid misunder

standings as to the nature and scope of the audit.

Although adequate disclosure is one of the standards of

reporting developed by the American Institute of Certified

Public Accountants, the materiality of a given fact is

Generally, it is better toreally a matter of judgment.

over-disclose than to risk under-disclosure; but there is a

point at which relevant matters are obscured if a mass of

Undiscovered Defalcations

Public accountants do not presume to detect fraud

discovered by an auditor because of his negligence in the

performance of the audit, he is liable to his client for

defalcation losses which occur after the date when he first

or defalcations during the course of an ordinary audit; but 

the courts have held that, whenever a defalcation is not

irrelevant facts are included in an audit report.
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should have discovered the losses. In one case studied,

ity for undiscovered defalcations existed when the report

specifically stated that the examination would not neces

sarily reveal frauds.

simple that reasonable diligence and alertness on the part

of the auditor should bring the peculations to light. This

study reveals that many defalcations are perpetrated over a
number of years and the annual loss tends to increase each
year that the losses go undetected.

Too many public accountants unnecessarily allow
themselves to be placed in a defensive position, to be
sued, and to have their reputation ruined by not having a
written employment agreement, preferably signed by both

Oral agreements may resultthe client and the accountant.
in
Clients may ask only for professional bookkeeping service
and the preparation of tax returns and later sue the
accountant for nonperformance or negligence because he did

To avoid misunderstandingsnot perform a detailed audit.
and litigation, detailed specifications of the work to be

Further the clientdone should be conveyed to the client.
should be made aware of the limitations of the assignment.

The Public Accountant and 
His Client

a dispute over the scope of the work to be done.

Too often the embezzler's mode of operation is so

however, the court held that, as a matter of law, no liabil-
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If at any time the specific terms of a contract of employ

ment cannot be met, immediate steps should be taken by the

informed and presented with alternatives.

Clients understandably want to minimize the cost of

their accountant's service and ask for a minimum of service

initially; and an accountant, eager to obtain a new client.

may accept a limited assignment with the expectation of

gradually increasing both the service and the fee. There
seems to be a lack of communication between the accountant
and his client after the initial meeting, until one of them
reaches the point of exasperation and resorts to an
attorney and the courts. For this reason, fees should be

assignment.
A public accountant would be well advised to avoid

letting any engagement become so routine that he fails to
consider all the facets of the assignment and how the work

The client should be made aware of the scope of his
accountant's assignment and of more extensive accounting

Even a simple write-upservice that is available to him.
assignment should be handled with care and approached with
an alert mind by the public accountant.

A public accountant should be careful to ascertain
that the individual who engages his services has the

discussed sometime prior to the acceptance of an

can be changed to meet the client's needs more effectively.

accountant to see that all parties to the contract are
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authority to do so, especially in the case of a partner

ship. The accountant may perform his engagement capably,

but he may reveal things that are prejudicial to the

interests of other partners of the enterprise and uninten

tionally subject himself to litigation by other members

of the firm.

Educating clients to the importance of their
cooperation in building and maintaining an efficient system
of internal control cannot be over emphasized. Too many

mere bookkeeping assignment guarantees the discovery of

fraud or defalcations. Individual practitioners should

strive to educate their clients to the limitations of

It has been suggested that this is nottheir assignments.

done by practitioners because, in many instances, they are
offering by implication more to their clients than they
are prepared to deliver.

It is advis-financial position and consistent earnings.

current as possible

in his fee payments in order to avoid having to make the

choice between suing for the collection of the account, 

counterclaim that is a large multipleand thereby risking a

of the balance of the account, or failing to collect the

able to keep a client of this type as

clients apparently think that not only an audit but also a

A young certified public accountant may find that 

he can obtain many clients who do not enjoy a stable
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hardly afford.

Any time a public accountant considers suing for

to arrange for
client. It is sometimes better to charge to experience

whatever is foregone by not suing for fees. There is the

result from litigation for the collection of fees followed

by a sizable counterclaim.

A real attempt should be made to maintain clientele

which is known to be honest in its business dealings.

References of potential clients should be reviewed, and an

investigation should be made into the slightest hint of

unscrupulous business conduct by the client. If the

result of such an investigation is positive, the public

accountant should consider dropping the client.

The public accountant should be very careful when

he advises
client. If the proposed investment is unsuccessful, the
accountant may become a target for litigation.

Legal advice, even when solicited by the client.
should be qualified with the warning that the public
accountant is not an attorney and with the suggestion that
the client discuss the issue with an attorney.

the collection of his fees, he first should make every 
effort to discover why the account has not been paid and

further consideration of adverse publicity which can

a peaceful, voluntary settlement with the

a client to invest in a business with another

account, which a young certified public accountant can
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Consideration should be given to the incorporation

of a system of receipt exchange between the client and the
public accountant when the books and records of the client
are transferred from the client's office to that of the
public accountant and returned.

The importance of professional liability insurance
cannot be overemphasized. Even if unusual care is taken to
support all audit reports with well documented workpapers,
the public accountant still needs insurance coverage. A
relatively large number of claims (roughly one-fourth of
those reviewed for this study) are either a search for a
scapegoat to bear the burden of poor business judgment.

smokescreen tactics to direct atten
tion away from the claimant's own shortcomings. Insurance
provides the only protection against these types of claims.

The terms of most professional liability insurance

policies require the insured to report any suspicion of a

potential claim to the insurance company as soon as he

becomes aware of a situation out of which a claim may

Besides the obvious reason for this requirement,develop.
to enable the insurance company to minimize thewhich is

claim in
insurance company to provide legal counsel for the insured

public accountant at the earliest possible time.

The Public Accountant and 
His Insurance Company

nuisance claims, or

any legitimate manner, this also enables the
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with the insurance

Since the

average attorney understands very little of what generally
is expected of a public accountant in a given situation,
the accountant should apprise his attorney and the
insurance company of all the facts relating to the claim
as well as the issues which are considered relevant.

The slander, libel and defamation of character
claims which were reviewed reveal that the exposed culprit
may threaten litigation as a means of harassment and in an
effort to cloud the issue of his culpability. Even when
the auditor clearly is in the right and the unwarranted
charges of the plaintiff have little chance of success in

a token settlement when settlement costs a fraction of
what litigation would cost.

The public accountant should encourage his insurance
company to litigate claims for which he has a reasonable

No accountant should allow himself to be sodefense.
intimidated by the fear of adverse publicity that he would
settle a claim himself without taking advantage of the
advice and counsel his insurance company offers.

Most professional liability insurance policies also 
require that the insured cooperate in every way possible

company and the attorney appointed by 
the insurance company to represent the insured.

court, the insurers of the public accountants tend to make
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Many of the findings of this study relate either
directly or indirectly to the auditing standards developed
by the American Institute of Certified Public Accountants.
Even though some of the findings relate to more limited
assignments than the audit engagement, it is thought that
it will be meaningful to review each standard together with
the findings which seem to relate to it.

The first general standard, which states that the
examination is to be performed by a person or persons
having adequate technical training and proficiency as an
auditor, is indirectly related to Defalcation Claim No. 2
about which it was noted that the personal and professional
background of applicants for employment should be investi
gated thoroughly and all references should be contacted.

The second general standard, which has to do with
the independence in mental attitude of the auditor, relates
to the

1.
truly independent

2.

3.

Findings of This Study Relative 
to the Auditing Standards

The divorce case discussed revealed that the 
accountant should avoid taking part in the 
property settlement of a couple being divorced 
if one of the parties is his friend or business 
associate.

In Buy and Sell Claim No. 4, it was found that a 
public accountant should be careful not to 
jeopardize his independence by assuming the role 
of an advocate for one of his clients.

following claims:

Defalcation Claim No. 4 led to the conclusion that 
a truly independent auditor will not be persuaded 
to overlook illicit transactions.
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4.

The third general standard, which requires that due

professional care be exercised in the performance of the

examination and in the preparation of the report, is sug

gested by the following claims:

1.

2.

3.

The first standard of field work has to do with

adequate planning of work and proper supervision of

Two claims studied illustrate a possible lackassistants.

of adequate planning.

1.

2.

Libel and Slander Claim No. 2 illustrated a lack 
of due care during the original review of the 
workpapers developed by the assistants of the 
accountant.

Buy and Sell Claim No. 1 illustrated the need for 
due care even when a disclaimed opinion is given.

It was found in Defalcation Claim No. 11 that 
alertness is the key to auditing and that, in 
each assignment, the auditor should be alert to 
inconsistencies and inaccuracies in the records. 
The auditor's lack of due professional care was 
evidenced in this claim by his overlooking the 
important fact that the bookkeeper of the client 
previously had engaged in peculations from her 
employer.

The public accountant in the understatement of a 
proposed equipment purchase price claim was not 
independent because he owned an interest in the 
bankrupt restaurant, was its treasurer, and was 
also a creditor of the business.

The auditor in Defalcation Claim No. 1 never 
arranged a surprise audit of the records of the 
defalcator as he might have done with proper 
planning.
Defalcation Claim No. 10 illustrated a lack of 
proper planning in that the prior year's audit 
program and report apparently were followed after 
a change in the organization of the client's 
business.



244

internal control facet of the audit:
1.

2.

3.

4.

The third standard of field work states that suf

ficient competent evidential matter is to be obtained

through inspection, observation, inquiry and confirmation

to afford

financial statements under examination.

1.

2.

3. The independent verification of the facts should be 
made without depending on the statement of the

Defalcation Claim No. 2 resulted in the recom
mendation that the internal control system of the 
client be designed to include the employee of the 
public accountant who frequently visits the client's 
office to perform a bookkeeping assignment.
Defalcation Claim No. 9 illustrated a complete lack 
of internal control over the defalcator, who had 
access to all of the records; and it was observed 
that the auditor should ask himself what a criminal 
might do in a given situation.
Defalcation Claim No. 13 illustrated the failure of 
accepted auditing procedures to detect a defalca
tion which might have been precluded by an adequate 
system of internal control.

It was found in Defalcation Claim No. 1 that any 
suggestions for improved internal control should 
be in writing.

In Defalcation Claim No. 7 the auditor should have 
noted the interrelationships of employees of the 
client with other businesses which were associated 
with the client and extended his investigation 
accordingly.
Buy and Sell Claim No. 3 illustrated the need to 
have audit working papers that reveal exactly what 
was done and how, when, and by whom it was done. 
Certainly, one expects the gathering of evidential 
matter to be documented properly in the workpapers.

a reasonable basis for an opinion regarding the

The second standard of field work pertains to 
internal control, and the following claims relate to the
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4.

5.

6.

7.

8.

9.

10.
very

11.

person whose records are being audited, according 
to Overstated Equity Claim No. 3.

The accountants in Ultramares Corporation v. Touche 
et al. were confronted with several areas that 
should have aroused suspicion and should have been 
investigated more thoroughly.

The auditor in Cereal Byproducts Company v. Roy 
Hall, J. Leonard Penny, et al. accepted without 
question, from the bookkeeper whose records were 
being audited, a list of accounts receivable not 
to be confirmed.

In the claim in which pending legal action was not 
revealed, the auditor received oral assurance from 
the attorney of the client that no litigation was 
pending against the client, but a written state
ment from the attorney might have given more con
clusive evidence of the auditor's thoroughness in 
his audit.

The employees of Allied Crude Vegetable Oil and 
Refining Company who measured the content of the 
tanks while American Express auditors wrote down

In National Surety Corporation v. Lybrand et al. 
three different accounting firms failed to compare 
the detail of deposit slips with the cash receipts 
journal.

The general audit errors claim revealed an 
accountant who was hesitant to review his working 
papers with either another accountant or the 
representative of his insurance company. Working 
papers should be so well developed that the 
auditor would not hesitate to review them with 
anyone who might have reason to question the audit.

The auditors of the Olen Company, when it merged 
with the H. L. Green Company, apparently made a 
very limited examination to support their unquali
fied opinion of the financial condition of the 
Olen Company.

The defendant accountant in United States of 
America v. Martin Benjamin, Bernard Howard and 
Milton Z. Mende made no real investigation into 
the facts underlying the balance sheet which he 
described as pro forma. It was prepared on the 
basis of representations made by the corporate 
officers.
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12.

The first two standards of reporting have to do

with the presentation of the statements in accordance with

generally accepted accounting principles on a basis con

sistent with that of the previous year. The Westec case is

unique in that it is the only one studied which pertains to

accounting principles as they relate to reported financial

statements.

The following findings relate to the third report

ing standard which states that informative disclosures in

the financial statements are to be regarded as reasonably

adequate unless otherwise stated in the report.

1.

2.

3.

their measurements plainly lied about the measure
ments. It is noted in retrospect that the American 
Express auditors should have observed the measure
ments more closely.

In the claim regarding accounts receivable not 
being segregated properly, the whole story was 
not told when one figure was shown for accounts 
receivable because one account was a major part of 
the total receivables, and this information clearly 
was meaningful to readers of the report.
In the claim regarding the understatement of pro
posed equipment purchase price, the carrying 
charges for five years should have been disclosed 
because of their relative materiality.

The court ruled in Escott v. BarChris Construction 
Corporation that the auditors did not exercise due 
diligence in carrying out a reasonable investiga
tion of the truth of the registration statement of 
BarChris.

Defalcation Claim No. 4 had to do with the failure 
to mention in the audit report illegal "borrowings" 
from the company by its president. Transactions 
which are outside the scope of the authority of 
their perpetrators always should be disclosed.
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4.

5.

6.

7.

8.

9.

10.

11.

12.

The auditors in Stanley L. Bloch, Inc, v. Joseph T. 
Klein et al. inadvertently failed to disclose that 
they had not observed the taking of the inventory.

Peat, Marwick, Mitchell and Company, auditors for 
Otis, McAllister and Company, failed to disclose the 
company' s practice of using the proceeds from the 
sale of collateral pledged to other banks to repay 
loans which had been used to finance specific lots 
of coffee.

In Security-First National Bank of Los Angeles 
et al. v. Lutz, the accountant's failure to dis
close material facts to a limited partner resulted 
in his being held liable to the limited partner 
for his loss.

The auditor of VTR, Incorporated allegedly failed 
to reveal the financial gyrations of the family 
group which held controlling interest in the 
company.

Accounts payable were understated in Duro 
Sportswear, Inc, et al. v. Cogen et al. when the 
auditor was aware of the company's policy of delay
ing the recording of payables.

Unfunded past service charges related to pensions 
were considered immaterial by the auditors in 
Teich v. Arthur Andersen & Co., and they were not 
disclosed. However, the court held that the 
plaintiff had the right to prove he paid a higher 
price for his stock than he would have if dis
closure of the increased pension costs had been 
made.

The State Street Trust Co. v. Ernst et al. auditors 
waited thirty days to disclose in one copy of a 
qualifying letter facts discovered during the audit 
which indicated the ten copies of the financial 
statements previously submitted were unreliable.

Mr. Jackson, the accountant for Billy Sol Estes, 
reported that, except for not observing inventories, 
his examination was made in accordance with gen
erally accepted auditing standards, but he actually 
made no examination of the facts underlying the 
financial statement.

Tn O'Connor et al. v. Ludlam et al., the auditors 
failed to mention contingent liabilities which 
later materialized to bankrupt the company.
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13.

a

The fourth reporting standard has to do with the

expression of an opinion regarding the financial statements

a whole or a statement as to why an opinion cannot beas
expressed.

1.

2.

3.

4. In Overstated Equity Claim No. 2, it was found 
that the submission of a disclaimed opinion does 
not relieve the accountant of the responsibility 
to reveal facts which he knows to be at variance 
with those presented in the financial statements.

Buy and Sell Claim No. 6 arose over financial 
statements typed on the accountant's stationery 
but clearly marked "Prepared from books and 
records without audit." Actually, the statements 
were prepared by the bookkeeper of the client, 
and it was found that a minimum of review work is 
required even for unaudited financial statements. 
The possibility of submitting unaudited statements 
on plain paper also was discussed.

In Buy and Sell Claim No. 1, an oral opinion as to 
the accuracy of the net worth exhibited in an 
unaudited balance sheet was the basis for the 
court's allowing a large claim for damages against 
the accountants. Oral opinions should not be 
given as addendums to unaudited financial state
ments .

In Defalcation Claim No. 1, the auditor gave an 
unqualified opinion without having confirmed 
receivables, which obviously were a major current 
asset of a client whose business was the rental 
of apartments. The confirmation of receivables 
has been a required auditing procedure for 
approximately thirty years; and if receivables 
are not confirmed, a qualified or disclaimed 
opinion should be given.

Ernst and Ernst, the auditor of Douglas Aircraft 
Company, was accused of not explaining properly . 
change in accounting practice connected with 
deferred development costs and of not disclosing 
a sharp rise in production costs suffered by the 
company.
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The Accounting Function

When a public accountant accepts an assignment to
be responsible for the direction of the bookkeeping for the
client and to prepare financial statements at specific
intervals as well as the required tax returns, all without
audit, potential liability of the accountant may be greater
than he realizes. The more involved the public accountant
becomes in the intricacies of his client's everyday record
keeping, the greater his liability may be for some specific
shortcomings of the records and reports even though such an
oversight in an audit might be considered immaterial.

accepted, it should be kept current.
client, whose bookkeeping is being handled or overseen, are

client's major asset, the accountant should suggest tothe

client that the receivables be confirmed periodicallythe

and

responsible for accounting for the receivables.

It is not

If an engagement for monthly bookkeeping is

If receivables of a

that an aged schedule of the receivables be reviewed 

occasionally by someone in authority other than the person

Suggestions for the
Accounting Profession

The use of the phrase "professional responsibility" 

should be limited in writings published under the auspices 

of the American Institute of Certified Public Accountants

or other professional accounting organizations.

difficult to imagine the attorney for a claimant or
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Due consideration should be given to revising the

short form audit report in order to state more precisely

the auditor's opinion and upon what that opinion is based.

reflects the professional judgment of the auditor. The

report should stress the limitations of an audit in uncover

ing employee peculations or management dishonesty.

The American Institute of Certified Public Account-

should continue to seek ways and means to establish anants

arbitration panel to settle claims against public account-

Perhaps arbitration could be an alternative toants.

litigation, if both parties to the disagreement agree to

In this case, ofsubmit the facts to an arbitration board.

This acceptance would be the pricethe arbitration panel.

paid for less costly arbitration as opposed to years of

expensive litigation.

Continued effort should be exerted by the American

Institute of Certified Public Accountants and the various

State Boards of Accountancy and State Societies of Certi

fied Public Accountants to encourage legislation which will

reduce the liability of public accountants related to audits

The report should state clearly that the opinion is the 

result of the use of testing and sampling techniques and

plaintiff quoting from the profession's own publication as 

to its alleged "professional responsibility" and stating or 

implying that this infers "legal liability."

course, both parties should agree to accept the decision of
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of publicly held companies to a level commensurate with the
fee charged for the audit. Legislation also is needed to
clarify the accountant's duties and responsibilities,
especially with respect to the disclosure requirements of
the audit report. The amicus curiae brief filed by the
Securities and Exchange Commission regarding the Yale audit
left unanswered such questions as how and when postaudit
report discoveries are to be revealed, to whom the dis
closures are to be made, and how the accountant will avoid
potential litigation from his client if the client's good
will is jeopardized by the suggested postaudit report
disclosure.

In the final analysis, the legal liability of
public accountants is really a question of who can and who
should bear the burden of the financial losses of the
public accountant's clients or of the clients' actual or

Although the publicpotential creditors and investors.
accountant must accept his share of this burden, which can
be determined by the degree of professional care with which

losses related to the risks assumed?

Other Areas of Research
The findings of this research suggest the possible

benefit of the extension of the investigation of claims
against certified public accountants.

his assigned task is performed, is it not also reasonable 
to expect those who take risks for profit to bear the
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for their liability related to tax matters. The branch

office files of United States insurance companies known to
write a major portion of the professional liability
insurance in this country might be reviewed for those
claims which never reach the home office files.

The files of Lloyds of London or those of the legal
counsel of Lloyds of London in this country might be
reviewed in order to explore the problems of the larger
public accounting firms in greater depth.

Some of the more highly publicized lawsuits against
national public accounting firms might be explored in
depth; however, many of these still are pending, and it
could be years before they run their course in the courts.

A similar review of United States insurance company 
files might also include claims against public accountants
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COMMON LAW CASES

Case 1

Facts

The plaintiff, a public accounting firm, sued for

its fees. The defendant counterclaimed for a large sum of

money enbezzled over a period of years by one of its

employees and alleged that the embezzlements could not have

occurred if the plaintiff had not breached its contract of

employment.

plaintiff was to verify the detail and balance of the cash

The plaintiffaccount of the defendant's New York branch.

demurred that the counterclaim did not state sufficient

facts to constitute

Decision

The Supreme Court of New York affirmed the lower

court's decision to overrule the plaintiff's demurrer and

The accountants' demurrer to the counterclaim was 
overruled by the New York Supreme Court, which held 
that the plaintiff accountants must reply to the 
counterclaim.

Smith et al. v. London Assurance Corp.
December, 1905, 96 N.Y.S. 820

According to the employment contract, the

In a counterclaim against a public accounting firm's 
suit to collect its fees, the claimant sought to 
recoup an embezzlement loss. The terms of the employ
ment contract between the accounting firm and the 
claimant specifically required the frequent verifica
tion of the cash account of the claimant's New York 
branch. It was alleged that the embezzlement could 
not have continued if the auditors had fulfilled the 
terms of their employment contract.

a cause of action.
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held that the plaintiff was to reply upon the usual terms.

Discussion
This case is usually referred to because it cited

Cooley on Torts (2d Ed.), p. 277, as authority for the

proposition that public accountants constitute a skilled

rules of liability for negligence as are members of other

skilled professions. Cooley states that one who offers
his services to another "undertakes for good faith and
integrity, but not for infallibility, but he is liable to

not for losses consequent upon mere errors of judgment.

Case 2

The court ruled that the counterclaim sufficiently pleaded 

a contract, its breach through negligence, and the 

resultant damages to require

The defendant accountants agreed to audit the finan
cial records of the plaintiff city for the years 1908 
and 1909 and especially to review the records of the 
city clerk. The accountants reported nothing out of 
order; but immediately after the 1909 audit was com
pleted by the defendants, the state examiner dis
covered embezzlements by the city clerk.

City of East Grand Forks v. Steele et al.
May 2, 1913, 141 N.W. 181

a reply from the plaintiff.

^As quoted by Saul Levy, Accountants1 Legal Respon
sibility (New York: American Institute of Accountants, 
1954) , p. 4, and R. W. V. Dickerson, Accountants and the 
Law of Negligence (Toronto, Canada: The Canadian Institute 
of Chartered Accountants, 1966), p. 18.

professional class and are subject generally to the same

his employer for negligence, bad faith, or dishonesty, but
..1
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on

Facts

The defendants were employed to audit the city's

books, accounts, and financial transactions for the years

1908 and 1909, and especially to look for irregularities

in the city clerk's transactions. The city clerk embezzled

$1,984 during 1908 and $5,339 during 1909, which the

auditors failed to discover and disclose. The embezzle

ments were discovered by the state examiner immediately

after the defendants completed their second audit. Fees

charged and collected by the defendants were $150 and $500
for the years 1908 and 1909 respectively. The surety of
the city clerk became insolvent before the defalcations
were discovered.

Decision

The defendants were liable for the amount of their

audit fees collected from the city, because they had been

incompetent or negligent and their report was in substance

The defendants were held not liablemisleading and false.

for the resultant damages, because the cause of action was

In breach ofbased on breach of contract and not on tort.

contract, the liability is limited to the direct conse

quences of the breach and to those contemplated by the

parties at the time the contract was entered into. Damages

The court limited damages against the accountants to 
the amount of fees they charged for the two audits 
the theory that the cause of action was based on 
breach of contract and not tort.
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sought for losses resulting from the defalcations were held

to be too remote to be recovered. The court held that

damages for losses could have been recovered only if the

defendants had known or should have known such losses were

condition of the city clerk's affairs.

Discussion
The courts have attached little or no relevance to

the amount of the audit fee when assessing damages against
This case does not represent current

Case 3

Facts
The defendants audited the books of Employers'

The plaintiff pur-Indemnity Company for the year 1911.
chased eleven shares of the capital stock of the company

Jr. v. William M. Lybrand et al.
April 21, 1919, 107 Atl. 783

The auditors were held not liable to the plaintiff for 
losses he sustained on stock purchases allegedly made 
in reliance on audit reports of the defendants, 
because no contractual relationship existed between 
the plaintiff and the defendants.

The plaintiff purchased stock in a company. When the 
stock proved worthless, damages were sought against 
the auditors.

2 Dickerson, ibid., p. 54.

a negligent auditor, 

judicial thought.

likely to result from their failure to disclose the true

Edwin A. Landell,
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after having been shown the defendant's report on the

company as of the end of 1911 by

that the plaintiff buy the stock. The plaintiff alleged

negligent in making their report, which was alleged to have

been false and untrue, but the auditors merely had stated

an opinion and had not made a representation of a fact.

Decision

The defendants were held not liable to this third

party plaintiff, because no contractual relationship

existed between them. The plaintiff was a stranger to the

deceiving the plaintiff.

Discussion
The implication here is that at least some species

3C.

a person who suggested

defendants; thus the report was not made with the intent of

A. DesChamps and G. N. Shield, "Lawyers' and 
Accountants' Professional Liability," Insurance Counsel 
Journal, July, 1955, p. 300.

of fraud must be available in order to establish liability 

of an auditor of third party plaintiffs.

the stock he purchased was valueless and sought to recoup 

his loss from the defendants based on an action in trespass. 

The plaintiff accused the defendants of being careless and
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Case 4

Facts

The defendant accountants were employed to make

audits at three month intervals during the years 1913 to

1917 of the plaintiffs' business in New York City as

brokers in stocks and commodities. On May 26, 1917,
Robert Moore,
of the commodities department, confessed to falsifying the

books for nearly five years and to defrauding the plaintiff

of over $1,250,000.

Decision
The court allowed recovery of the compensation paid

It disallowed recovery for the defalcate the accountants.
tion loss, because the court found that the brokerage firm

jury and the court agreed that the defendants were negli
gent; however, the court granted the defendants' motion to
set aside the jury's recommendation of damages in the
amount of the defalcations and directed that damages be

Craig et al. v. Anyon et al.
February 20, 1925 
208 N.Y.S. 259

itself was

The defendant auditors failed to discover defalcations 
by an employee of the plaintiffs. Damages were 
limited to the auditing fees charged to the plaintiff 
firm by the auditors. Damages amounting to the defal
cation losses were disallowed because the plaintiff 
failed properly to supervise the defalcator.

an employee of the plaintiffs, who had charge

negligent in its lack of supervision of its own
employee, and in the discretion afforded him. Both the
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limited to the amount of the fees the defendants charged

the plaintiffs during the five year period.

Discussion

The defendant accountants attempted to remove the
control of a certain ledger to an employee other than
Moore, but a partner of the plaintiff transferred the

trol of all records of his activities. The defendants
did not carry out the terms of their original contract with

respect to certain portions of the work, but the plaintiffs

were aware of this throughout the period covered by the

defalcations and made no objection to it.

terms of the employment contract were not in issue. The

in a later In this case Moore was held out to thecase.

person to be trusted.

Case 5

259 at p. 266.

The specific
5

Ronaldson v. Moss Watkins, Inc.
April 14, 1930, 127 So. 467

responsibility to Moore, thereby giving him complete con-
4

An accountant certified in Texas but not in Louisiana, 
although he could have availed himself of the privilege 
of reciprocity, was unable successfully to sue a 
Louisiana client for his fees.

auditors as a

contributory negligence of the plaintiffs was distinguished
6

4208 N.Y.S.

^Ibid., p. 264.

National Surety Corp, v. Lybrand, 9 N.Y.S. 2d 554.
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Facts

The plaintiff was a resident of Texas and a certi

fied public accountant in that state. He never sought to

be certified in Louisiana, although he

defendant, a Louisiana firm, to perform certain accounting

and auditing functions. The plaintiff sued for his fees

under his contract of employment, and the defendant

counterclaimed for a refund of the audit fees paid for

Decision
Louisiana law forbade anyone from holding himself

out as a certified public accountant or appending the
letters C.P.A. to his name if he had not obtained a
Louisiana certificate. Although reciprocity was offered

to cooperating states, the plaintiff had not availed him

self of this

reason, the plaintiff's contract of employmentFor this
with the defendant was held to be unenforceable by means

action, and he could not collect his fee from theof civil
The defendant's contention that prior auditsdefendant.

for which it had paid the plaintiff were worthless was
based on the fact that a detailed audit was not made.
Inventory figures were accepted as true when, in fact, they

The court held that the evidence revealed that awere not.
balance sheet audit was contemplated by the contract

detailed audit.

was employed by the

rather than a

means of obtaining a Louisiana certificate.

prior years' audits alleged to have been worthless.
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Discussion

Much of the testimony was devoted to the distinction
between a balance sheet audit and a detailed audit. In a

as

A detailed audit goes
beyond this point and takes nothing for granted. Every
thing must be verified, on a test basis.

Case 6

balance sheet audit, the accountant is expected to accept
factual all figures submitted to him by his client and

Ultramares Corporation v. Touche et al.
January 6, 1931, 174 N.E. 441

The defendant public accountants submitted a certified 
balance sheet of Fred Stern & Co. as of December 31, 
1923, which reflected net worth in excess of 
$1,000,000. Actually, the company was insolvent. 
Accounts receivable were inflated by over $700,000 by 
a fictitious journal entry which was not substan
tiated. Other areas should have been pursued more 
thoroughly by the auditors.
The plaintiff, a factor who allegedly relied on the 
certified balance sheet, sought to recoup its loss 
when Fred Stern & Co. became bankrupt.

merely to "strike a general balance of the assets and 

liabilities of the business."?

7127 So. 467 at p. 470.

The court held that, in the absence of deliberate 
fraud on the part of the auditors, they were not 
liable to third parties for mere negligence. The 
court distinguished in this case between simple 
negligence and gross negligence. This was the first 
time such a distinction was made.
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Facts

engaged to audit the books and accounts of Fred Stern &
Co. , Inc. and to certify its balance sheet as of the end of
1923. The balance sheet reflected a net worth of over a

million dollars when, in fact, the company was insolvent.

The plaintiff was in the factoring business and, in making

loans in 1924, allegedly relied on one of the thirty-two
certified balance sheets delivered by the defendants to

The auditors were employed by the
Stern Company at the end of each of the three preceding

They knew the client would use their certificationsyears.

There was no intentionally

fraudulent performance by the auditors. On January 2,

1925, the Stern Company was declared bankrupt.

A fictitious $706,843.07 was added to the ledger

balance of accounts receivable at December 31, 1923, by an

This posting to receivablesemployee of Stern Company.

There were grounds

to a $113,119.60 debit balance in accounts

payable shown as due from the Baltic Corporation. A very

unconvincing explanation of this large debit balance in a

creditor's account from Stern and his head bookkeeper.

Romberg, was accepted by the auditors without further

The auditors found the inventory to be ininvestigation.
error by $303,863.20 when the total inventory reported to

for suspicion as

was not supported by any journal entry.

as a basis for borrowing money.

Fred Stern & Co., Inc.

The defendants were public accountants who were
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the accountants by the company was only $347,219.08. The

auditors did adjust the inventory for this $303,863.20

discrepancy. The auditors apparently were not moved by

the extent of this inventory discrepancy or its causes

to question the credibility of the books and records of

the company. The same accounts were pledged to two, three

or four banks at the same time,

should have caused the auditors to question the solvency

of the business.

Decision

The Court of Appeals of New York reversed the

judgment of the intermediate appellate court which held

the auditors liable to the third party plaintiff for

misrepresentations

trial be granted. The

cause

Discussion
the one most often cited in

jury found that the auditors acted 

which was the proximate

This case is probably 

relation to third party liability of public accountants.

negligent and careless manner,

i of the loss suffered by the plaintiff, whereas the 

plaintiff's conduct was free of contributory negligence.

in a

negligence. The Court of Appeals of New York also reversed 

the intermediate appellate court's decision that fraudulent 

were not made and ordered that a new

a fact which possibly
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not exist in the implication of a duty that exposes to 
these consequences.5

Judge Cardozo further stated that an opinion by an expert

"may be found to be fraudulent if the grounds supporting it

are

no genuine belief back of it. It was in this case that

gross negligence, which was said to be evidence to sustain

though no willful intent was

Case 7

•'■■'•Ibid., p. 449.447.

Beardsley v. Ernst et al.
April 30, 1934 

191 N.E. 808

If liability for negligence exists, a thoughtless slip 
or blunder, the failure to detect a theft or forgery 
beaneath the cover of deceptive entries, may expose 
accountants to a liability in an indeterminate amount 
for an indeterminate time to an indeterminate class. 
The hazards of business conducted on these terms are 
so extreme as to enkindle doubt whether a flaw may

an inference of fraud even

The auditors' disclosure that a holding company's 
statements were based upon statements received from 
abroad with respect to foreign constituent companies

Judge Cardozo's opinion is often quoted:8

present on the part of the perpetrator of the gross 

negligence. -'■•'•

so flimsy as to lead to the conclusion that there was

„10

441 at p. 444.

^Levy, op. cit. , p. 31, Dickerson, op. cit., p. 82, 
and Constantine N. Katsoris, "Accountants' Third Party 
Liability—How Far Do We Go?," Fordham Law Review, 
December, 1967, p. 195.

9174 N.E.

10Ibid., p.

the distinction was made between simple negligence and
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Facts

The defendants executed audit certificates for the

International Match Corporation for the years 1929 and 1930

in which they stated that they had examined the books and

records of the company and its American subsidiary and had

Martha R. Beardsley,

stock in the International Match Corporation, which was

declared bankrupt on April 9, 1932.

Decision
pleas court for the defendants

Discussion

prevented a third party, a purchaser of the client's 
securities, from proving an allegation of fraud.

foreign constituent companies.

allegedly acting on her own initiative and relying upon the 

audit report of the defendants, purchased at different 

times in 1931 two bonds and twenty-two shares of preferred

"received statements from abroad with respect to the

ii 12

The statement in the report regarding the receipt of 

statements from abroad with respect to the foreign constit- 

the indisputable inference that the

The court held that the language used in the auditors' 
certificates gave rise to the indisputable inference 
that the accountants had not examined the books and 
records of the foreign constituent companies.

Judgment of the common 

was affirmed by the court of appeals.

12191 N.E. 808 at p. 809.

uents "gives rise to
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Case 8

Facts
Ernst and Ernst was engaged by Dantzler Lumber &

Export Company to audit its books and records annually for
the period from September 20, 1926, to August 7, 1931. The

audits were unrestricted as to scope and were required to

be complete and detailed audits. The contract also

required the auditors to examine all cash transactions and

The auditors'to inspect related supporting vouchers.

810.

The 
was

The auditors failed to uncover defalcations by their 
client's bookkeeper despite the facts that the scope 
of their audit was unrestricted and their audit 
report specifically stated that all cash transac
tions were traced to their supporting documents.

Dantzler Lumber & Export Co. et al. v. 
Columbia Casualty Co., June 21, 1934 

156 So. 116

pretense of knowledge when there was none.

This qualification in 

the report negated the plaintiff's allegation of fraud 

based on a

The court held that the surety of a fidelity bond 
is entitled to know the terms of settlement between 
their assured and the auditors of their assured. 
It also was held that the surety is subrogated in a 
corresponding amount to the assured's rights against 
its accountants.

company which bonded the bookkeeper for $10,000 
suing for subrogation rights against the auditors, 

who had made a private settlement with their client.

13_, .Ibid., p.

accountants had not examined the books and records of the 

foreign constituent companies.
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into the bank deposits and disbursements through the bank

invoices or other supporting data on file.

W. Frank Aiderman, bookkeeper for Dantzler,

embezzled a total of $39,425.61 during the years 1927

With due care the auditors should have dis-through 1931.

covered the embezzlement at the first audit and limited

the loss to $1,670.09, which was embezzled in 1927. The

plaintiff-appellee, Columbia Casualty Co., had bonded

Aiderman and had paid the full amount of the $10,000 bond

Columbia Casualty Co. was suing for

the defalcations, and the surety company was unable to

determine the particulars of the settlement.

Decision

It was held that
if not of legal fraud on the part

of their services.

and coappellants in the suit.
settlement between themselves regarding

all record [sic] cash 
receipts for the year under review were traced directly

This gross negligence gave 
although an action might have been brought in contract,

case of gross negligence
of the accountants in the performance

rise to an action in tort,

account were verified by an examination of said checks,
i n 14

the bill of complaint presented a

auditors had made a

to the company.

subrogation rights against Ernst and Ernst, codefendants

The company and its

report stated uneguivocably that "1

14156 So. 116 as quoted at p. 117.



269

performance but also upon

the

accounts. The surety of

to discover the terms of settlement between the company

and its accountants and also was held to be subrogated in

accountants.

Discussion
The critical factor alleged which provided a basis

of liability apparently was the fact that the accountants

had contracted to examine all cash transactions and their

If they hadreport actually stated that they had done so.

done the examining, the embezzlements would have been

Thus, the employment contract and the scopeapparent.

section of the report both established liability in this
case.

Case 9
Flagg v. Seng et al. 

September 25, 1936 
60 P.2d 1004

a fidelity bond was held entitled

a breach of duty to perform 

skillfully and to report truly the conditions of

because the cause of action was based not only upon non-

The plaintiff, trustee of a bankrupt corporation, 
alleged that the defendant accountants conspired 
with the seller of the company stock to suppress 
unfavorable information and to influence the 
directors to continue to pay dividends so that the 
company stock could continue to be sold.

The accountants were held not liable for false 
reports which allegedly induced the declaration

a corresponding amount to the assured's rights against the
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Facts

The plaintiff, George L. Flagg, was the trustee of

the estate of a bankrupt corporation, the California Land

Buyers Syndicate (the company) . The defendants were

employed to open

The company wasreport to the directors of the company.

organized in June, 1926, to buy and sell real estate.

L. Stewart was appointed to sell the company's stock atR.

a 20 per cent commission.

After much stock was sold, the company acquired

Thebooks from December, 1926, until November, 1929.

1927, to and including June 30, 1929.

Flagg contendedfound

so that the directors would continue to pay dividends and

own bookkeepers and employees.

the financial condition of the company as disclosed by its

thirty-one pieces of property.

office and sublet space in it to the company which had its

The accountants reported on

an examination and

Stewart opened his own

a set of books, to audit them, and to

1929, the company ceased operations.

A state corporation auditor made 

no irregularities in the records.

that the accountants conspired with Stewart to suppress 

information and to make the company appear to be prosperous

of dividends when the directors of the company were 
aware of all that was going on within the business.

directors of the company declared and paid 2 per cent 

quarterly dividends on the preferred stock from April 19, 

On November 12,
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so that Stewart could continue to sell the

accountants'
ran

and of the way in which the books were kept. When proper

allowance exceeded their cost, the difference between their

cost and their trade-in value was treated as income at the

time of the trade, in accordance with the policy set by the

directors. The directors allowed properties to be traded

for company stock in such a way that checks were exchanged

in escrow in order to adhere to the letter of the permit

issued by the state corporation department. This was done

The one time

they were assured by the attorney for the company that this

was legal.

Decision

The accountants were not liable for fraud, because

familiar with the questioned transac

tions and would not have been influenced by any different

advice from the accountants.

upon advice of the company's legal counsel.

when the accountants were made aware of such a transaction,

reports were not false and that the directors actually 

the company and were aware of all the business transactions

company stock.
Flagg alleged that Stewart was in charge of the operation 

of the business; but the court found that the

action by or

the directors were

ties were traded in 'on other properties and the trade-in
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Discussion

plaintiff could have been proved.

Case 10

Facts

The defendant accountants were employed to audit

surety on Arrington's

bond.

the preceding year.

The implication here is that the accountants might 

have been held liable if all of the allegations of the

The plaintiff surety was induced to renew the fidel
ity bond of the tax assessor and collector of the 
Mexia Independent School District by the audit report 
of the defendant auditors.

American Indemnity Co. v. Ernst & Ernst 
May 27, 1937, 106 S.W.2d 763

The court held that the auditors could be sued in 
. tort only, and not in contract, by the surety which 
issued the collector's fidelity bond in reliance on 
the auditor's report. Thus, the surety's action 
against the auditors was governed by the statute of 
limitations applicable to actions in tort.

District and when the plaintiff was

The accountants gave Arrington a favorable report 

even though he had embezzled over $5,000 during that year.

When the school district applied to the plaintiff 

for a renewal of Arrington's bond, the plaintiff requested 

a certified audit report covering Arrington's books for

The plaintiff was given the report and

the books maintained by 0. P. Arrington during the fiscal 

year ending in August, 1962, when Arrington was the tax 

assessor and collector of the Mexia Independent School
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was thereby induced to renew the bond.

Final judgment

This suit was brought in September, 1934.

Decision

The plaintiff's cause of action, if any, arose not

by virtue of the contract between Mexia Independent School

District and Ernst and Ernst but rather in tort because

15

bond and the payment thereon occurred.

was entered on the suit brought by the school district 

against Arrington and the bonding company for the shortage 

in October, 1932.

perpetrated and the plaintiff was caused to act thereon to 

its injury in 1927, but the plaintiff did not have notice 

of the embezzlements until September, 1929.

It was alleged that 

the auditors knew their report would be given to the plain

tiff to induce the plaintiff to

It has been held that where a party makes a false 
representation to another with the intent or knowledge 
that it should be exhibited or repeated to a third 
party for the purpose of deceiving him, the third
party, if so deceived to his injury, can maintain an 
action in tort against the party making the false 
statement for the damages resulting from the fraud.

renew Arrington's bond.

The fraud out of which the cause of action arose was

The statute of limitation applicable to tort action is two 

years and normally runs from the time of the perpetration of

In thisthe tort or its discovery, whichever is later.
run in 1929 when the defalca-

15106 S.W.2d 763 at p. 765.

case, the statute began to

tions were discovered, not in 1932 when the judgment on the
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Discussion

case, liability might have been established.

Case 11

Facts

The defendants were public accountants doing
They auditedof Haskins and Sells.

the books and accounts of G. L. Miller & Co., Inc. and

issued a report on the August 31, 1925 balance sheet which

chased shares of the proposed preferred stock between

Except for the running of the statute of limita

tions in this

The auditors of G. L. Miller & Co., Inc. who issued 
a report on the company's balance sheet at August 31, 
1925, failed to mention contingent liabilities which 
eventually materialized to bankrupt the company. 
Further, certain advances made by the company were 
represented erroneously as fully secured.

O'Connor et al. v. Ludlam et al.
August 16, 1937, 92 F.2d 50

gave effect to proposed new financing the sale of pre-

The plaintiffs pur-

The court held that an accountant would be liable 
to third parties for an erroneous balance sheet if he 
were guilty of fraud but not merely for a mistake, 
even if the mistake were the result of negligence.

The plaintiffs purchased stock of G. L. Miller & Co., 
Inc. which became worthless after the company became 
bankrupt.

business under the name

ferred stock at par for $3,000,000.

October 24, 1925, and June 3, 1926, in reliance upon the

The issue for the jury as to the falsity of the 
statements was whether the auditors' representations 
were in fact true or untrue as it would appear to an 
ordinary reasonable man.
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balance sheet and audit report. In September, 1926, G. L.

The business of G. L. Miller & Co., Inc. consisted

of (1) underwriting mortgage bonds on real estate, (2) act

ing as trustee under the mortgage indentures, and (3) sell

ing the bonds to the public. There were three major com

plaints by the plaintiffs regarding the audited balance

sheet. First, trust funds were commingled with those of

the However, the liability related to thesecompany.

funds was reflected in the balance sheet. Second, advances

made by the company for the completion of mortgaged build-

Thesesecured notes receivable.

The auditor testified that he

trust deed.

into many millions of dollars.

Decision
the defendants in the District

reached a different verdict.

The jury's finding for

Court could not be set aside by the reviewing court merely

subsidiary companies.

erroneously thought these advances were secured by the

Third, contingent liabilities of the company 

related to its guarantee to bondholders of the completion 

of certain buildings were not reflected or noted in the 

though these liabilities could have run

because the court might have

The District Court's charge to the jury was a clear and

ings were represented as

balance sheet even

notes were signed by the corporation's affiliated or

Miller & Co., Inc. was declared bankrupt, and the plain

tiffs lost their entire investment.
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accurate exposition of the applicable law despite the fact

that the judge ignored eighty-two instructions requested

by the plaintiffs. Most of the requests were covered in

substance in the judge's charge to the jury. No specific

objections to the court's charge to the jury were made by

the plaintiffs. The court followed the Ultramares case in

its charge to the jury in that liability could be imposed

to third parties only for fraud and not for a mistake even

if it were the result of negligence. The court stated

The courthonest belief in the truth of their statements.

superficial that italso stated that

was not a real audit would result in the knowledge of

falsity of the representations and liability of the

defendants could be established.

Discussion
interesting in that Judge Patterson ofThis case is

the District Court left to the jury the question of whether

a pretended audit so

that the issue was whether or not the defendants had an

the statements misled or whether a false impression of 

financial worth was intentionally created.

16Thomas W. Hill, Jr., Reference Number 41 of his 
personal files on "Accountants' Liability.1'
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Case 12

Facts

The defendant accountants' client, Pelz-Greenstein

was

received.

After the defendants' audit report wasdelivered to him.

The last time it was renewed was January 9,thereafter.

received by the plaintiff, the $300,000 demand note was 

converted to a three month note and renewed periodically

The plaintiff did, however, make a demand loan 

to Pelz—Greenstein before the certified balance sheet was

State Street Trust Co. v. Ernst et al.
May 24, 1938, 15 N.E.2d 416

The auditors issued ten copies of a certified balance 
sheet and thirty days later issued only one copy of a 
qualifying letter that practically conceded that the 
financial statement was unreliable. The qualifying 
letter included facts discovered during the audit.

The court ruled gross negligence on the part of the 
auditors and found that there was evidence leading 
to an inference of fraud. The court explained that, 
when an auditor certifies a representation as true 
to his knowledge when he has no knowledge, makes a 
reckless misstatement, or fails to investigate the 
doubtful (if sufficiently gross), he is liable to 
third parties injured in their use of the certified 
balance sheet, even though deliberate or active fraud 
is lacking, and notwithstanding that fraudulent mis
representations are not the sole inducing cause of 
the damage.

Company, was in the business of lending money with the 

borrower' s inventory and assigned accounts receivable as 

collateral. On January 19, 1929, the president of Pelz- 

Greenstein applied to the plaintiff for a line of credit 

and a loan of $300,000, which was refused until after a 

certified balance sheet as of December 31, 1928,
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1930. On April 26, 1930, Pelz-Greenstein became

bankrupt.

On April 9, 1929, the defendants delivered ten

copies of the certified balance sheet to the company with

the knowledge that they were to be used in obtaining

credit. It was not until a month later that the defendants

sent one cover letter to the company in which they fully

described the method of their audit and commented on

various items in the balance sheet, thereby intending to

The company'slimit the use of the certified statements.

receivables were grossly overstated and included some

fictitious sales; and reserves for uncollectibles were

totally inadequate in the light of the collection history

of the various accounts.

Decision

a

verdict for the defendants.

the plaintiffs.

Discussion
accountant's refusal to seeThe court held that an

ifthe obvious and failure to investigate the doubtful,

sufficiently gross, might furnish evidence leading to an

The Court of Appeals of New York ruled for the 

plaintiffs by reversing the judgment of the Appellate 

Division, which had affirmed a judgment which set aside a 

jury verdict in favor of the plaintiff and directed

A new trial was granted to
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inference of fraud.

grounds so flimsy that there could have been no real belief

The

failure to send the cover letter until after a month had

passed, and then sending only one copy as opposed to the

ten copies of the certified balance sheet that had been

sent previously, was itself gross negligence and an

Two of the judges dissented, indicating that

clear line of distinction between negligence

Case 13

arithmetical

1715 N.E.2d 416 at p. 419.

and gross negligence that gives rise to an inference of 

fraud.19

18DesChamps and Shield, op. cit., p. 301.

1915 N.E.2d 416 at p. 424.

A reckless misstatement based on

in its truth was sufficient to establish liability.17

there is no

important piece of evidence raising an inference of 

fraud.18

National Surety Corporation v. Lybrand et al. 
February 3, 1939, 9 N.Y.S.2d 554

Three firms of certified public accountants failed, 
over a nine year period, to discover embezzlements 
perpetrated through lapping and kiting procedures 
by an employee of the client firm. The employment 
contracts of all three accounting firms included 
the verification of cash, but the auditors con
sistently failed to compare the detail of the 
deposit slips with the entries in the cash 
receipts journal.

The court held that the auditors were required to 
exercise reasonable skill and diligence in making 
the actual determination of the client's cash 
position, and not merely prepare an arithmetical 
computation.
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perpetrated over a period of nine years ending with the

cashier's confession on May 2, 1934. This action was

against three public accounting firms which failed to dis

lapping. Deposit slips and entries in the deposit books

The defendants were

fraudulent misrepresentation of material facts.

Decision

The lower court's dismissal of the plaintiff's

gence and contributory negligence.

Discussion

charged with failure properly to perform the contracted 

audit, with breach of warranty, with negligence, and with

complaint was reversed and a new trial was granted, so that 

the issues of fact, including negli-

The plaintiff, surety on a fidelity bond, paid 

Halle & Stieglitz, members of the New York Stock Exchange, 

for defalcation losses totaling $329,300 which were

280

The court also held that the employer's negligence in 
conducting business, making possible the employee's 
defalcation, is a defense to an action against the 
auditor for failure to discover defalcations only 
when the employer contributed to the auditor's 
failure to perform his contract.

cover the peculations that were carried out by kiting and

were never compared by the auditors.

Contributory negligence was pleaded by the defend

ants, but the court held that this is a valid defense only

a jury might decide on
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when negligence of the employer contributed to the account

truth . a

mere book reconciliation of cash would suffice in lieu of

distinguished from Craig v. Anyon in that the accountants'

Case 14

563.P-

O'Neill et al. v. Atlas Automobile Finance Corporation 
March 18, 1940, 11 A.2d 782

the ascertainment of actual cash in bank, which can be 

verified absolutely.20

The accountants sued for their fees, which included one 
month's accounting service, examination to determine 
the amount of a defalcation loss, and the selection and 
training of a new bookkeeper for the client defendant. 
The defendant denied having agreed to pay the last two 
items and counterclaimed for the amount of the 
embe z zlement.

209 N.Y.S.2d 554 at p. 561.

21Ibid., p. 562.

22Ibid.,

client never held the defaulting cashier out to them as a
22 person to be trusted as had been done in the prior case.

Further, the court felt that a jury 

could have found that the representations that cash was

ants' failure to perform the contract and to report the 

In the court's opinion, the question was whether

verified, which were based on a mere pretense of knowledge, 

amounted at least to constructive fraud.2^ This case was

Conflicting testimony was given as to the terms of the 
oral contract of employment between the accountants 
and their client.
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Facts

The plaintiffs were certified public accountants

who sued for fees, which consisted of $75 for one month's

accounting work for the defendant in June, 1936; $456.25

for a detailed examination to determine the extent of the

peculations of the defendant's bookkeeper; and $146.25 for

The defendantselecting and training a new bookkeeper.

admitted liability for only the $75 item and alleged that

to have been done free of charge

to pay for the third item.

ments.

defendants alleged that the
The jury in the lower court

asking $927.30, the amount of the defalcations less repay- 

The defalcations were carried out through a

audit of their business.

submitted a verdict for the plaintiff accountants in the

because of the plaintiff's failure to discover the defalca

tions during prior examinations and that they never agreed 

The defendant counterclaimed

the second item was

that reports be made from the records of the company 

from information submitted to them, all without verifica

tion of the facts underlying the reports so prepared. The 

contract included a detailed

falsification of the adding machine tapes representing 

accounts receivable. The plaintiffs alleged that the terms 

of their oral contract with the defendant required only 

and

The court held that the terms of the oral employment 
contract were to be resolved by a jury. The jury in 
the lower court apparently accepted the plaintiff 
accountants' version of the employment contract and 
the judgment of the lower court was affirmed.
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Decision

The lower court's denial of the defendant's motion

for a new trial and the granting of judgment upon the

verdict for the plaintiffs were affirmed.

Discussion
The court stated, "The jury evidently accepted the

plaintiffs' version of the terms of their contract and the

nature of their duties under it," thus rejecting the

The judge of the lower court

had charged the jury that it would have been the duty of

the plaintiffs to investigate the accuracy of the accounts

receivable if the plaintiffs were employed to do a

detailed audit. He further stated,

This seems
client for
liability depends on the type
tract requires.

786.

amount of $48 7.03, $190.47 less than the amount asked by 

the plaintiffs.

"If you find that the plaintiffs broke their contract 
and if you find that the loss could have been pre
vented by the plaintiffs' careful and efficient work 
under their contract, the defendant is entitled to a 
verdict for the amount of the loss occurring after 
the date upon which 
thefts :

 ' ’ ha discovery
should have been made."2‘

to state the accountant's liability to his

defalcations quite well;the

as quoted on p.

defendant's counterclaim.23

2311 A.2d 782 at p. 785.

24Ibid.,

and if you find that the loss could have been pre-

under their contract, the defendant is entitled to a 

■ of embezzlements and 
4

failure to discover
of audit the employment con-
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Case 15

Facts

The defendants, Baker & Miller, were licensed

municipal accountants and were employed on August 8, 1936,

to audit the accounts and records of the various county

offices of Allen County, Kansas, in accordance with the

$850.

"emergency fund"
established without

The defendants failed to

it related to three of the county offices, and the plain

tiff brought suit to recover the amount of the audit fee,

"Minimum Standard Audit Program" required for 1936.

discovered in the auditors' report as

A shortage of approximately $200 

maintained by the county engineer.

Board of County Commissioners of Allen 
County v. Baker et al., June 8, 1940 

102 P.2d 1006

The defendant accountants were employed to audit the 
records of the various county offices of Allen 
County, Kansas; but their audit report was found 
to be inaccurate as to at least three county offices. 
Suit was filed by the county to recover the audit 
fee paid to the defendants.

The court ruled in favor of the county and reasoned 
that, if the accountants' clients cannot rely upon 
the audit report as made with reasonable accuracy 
and with complete fidelity, they have failed to 
receive the principal thing for which they contracted.

was not discovered

in an

Inaccuracies were

The defendants claimed the fund was 

legal authority and that they were not obliged to audit it, 

although in their report they did mention its existence, 

reconcile the amounts of taxes
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collected and uncollected with the abstract

The defendants
failed to report that the amount reported as cash on hand

in the county clerk's office included a check and an I.O.U.

of the county clerk which ammounted to about 90 per cent

of the total amount. Although the trial court made certain

findings favorable to the plaintiff, it awarded only

nominal damages to the plaintiff.

Decision

The judgment for nominal damages was set aside, and

for actual damages, the amount of the audit fee of $850.00.

Discussion
The conclusion in this case was based on the premise

that, once faith in an audit report is shattered in any

The

Case 16

of taxes and 

reported that the county treasurer collected about $15,000 

more taxes than he should have collected.

25102 P.2d 1006 at p. 1009.

the case was remanded with instructions to declare judgment

Maryland Casualty Co. v. Cook 
October 8, 1940, 35 F.Supp. 160

The defendant auditor agreed through a written contract
to perform a detailed audit of the City of Flint,

particular the entire report becomes of little value, 

court expressed it this way, "When confidence in the report 

is gone, very little is left."2^
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ment contract.

Facts

The defendant accountant, Jonathan Cook, was

retained under written contract by the City of Flint,

"complete audit" of the various

to October 24, 1935, when it was discovered

of

Sureties who bonded Conklin sued as

were specified in detail in the contract.

Dexter G. Conklin was the city treasurer from

The court commented that, if accountants wish a con
tract construed in accordance with their technical 
language, technical terminology needs to be used in 
the contract.

Michigan to perform a

boards, departments, and offices of the city on a monthly

Although

The city Treasurer misappropriated city funds, but 
the defendant's audit failed to reveal this theft. 
The audit generally was deficient in several areas 
and failed to meet the exacting terms of the employ-

The sureties which bonded the embezzler sued the 
auditor as subrogees of the city. The court held 
that an auditor is liable in damages to sureties 
subrogated to the rights of the employer of the 
auditor for the amount of shortages accruing after 
his negligent performance of the engagement.

the books, his responsibilities as 

receipts, and cash disbursements were quite strenuous and

April 5, 1928, 

that he had misappropriated city funds during the term 

his employment.

basis for the fiscal year ended June 30, 1932.

the accountant was not responsible for balancing any of 

to cash balances, cash
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Michigan. The contract named certain specified audit 
procedures which were to be followed. The auditor 
attempted to clarify the terms of the contract in his 
own mind by discussing the contract with the city's 
Finance Director.
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subrogees for payments made to the city as follows:

Of these amounts, $11,169.09 and

$2,809.61, respectively, were losses that occurred subse

quent to the audit of Jonathan Cook for the year ending

Commercial Casuality Insurance Company had

bonded Jonathan Cook to the extent of the audit fee Cook

charged the city, $2,975. The purpose of this bond was to

assure the faithful performance of Cook's audit contract

168.

In Cook's performance of the audit contract, he 

attempt to investigate delinquent taxes by 

if they were actually

Maryland Casualty Company had paid the city $12,917.30, and 

the United States Fidelity & Guaranty Company had paid the 

city $3,148.21.

Period of years, he did not 

these records but merely mentioned it orally to the 

Director of Finance, (5) accepted penciled-in balances in

time his audit was

(1) made no

circularizing the accounts to see

paid, (2) failed to discover crude alterations in the tax 

rolls by comparing them with the tax rolls in the assessor's 

office or by other means, (3) did not reconcile the detail 

of delinquent taxes outstanding with their controls at the 

started, (4) when he discovered the 

detail of the delinquent taxes over a period of years did 

not balance with delinquent tax controls over the same 

insist that the city balance

2635 F.Supp 160 at p.

June 30, 1932.

with the city according to the city's audit 

specifications.26
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Finance's office or the tax rolls themselves.

Decision

The defendant accountant negligently performed the

audit and was liable to the sureties for monies paid to

the city for thefts which occurred after his negligent

audit. The embezzler was liable for the full amount of the

The Commercialpayments by the sureties, plus their costs.

Casualty Insurance Company was liable to the two sureties

This $2,975 bond wasto the extent of the auditor's bond.

to be prorated between the two sureties on the basis of

The contract the account-

Director and other city officials.

with the Finance Director.

tax rolls without determining their accuracy, and (6) 

failed to compare the control maintained in the City 

Treasurer's Office with either that in the Director of

the difference between a cash, balance sheet,

contract and attached statutory
The

the auditor's liability to them.

ant signed with the city was binding and was not altered by 

oral conversations and agreements with the City Finance

Discussion
The defendant auditor, being uncertain of the work 

required by the written contract, discussed the contract

None of the city officials knew 

or detailed

audit. Nevertheless, the 

specifications meticulously detailed the work desired, 

auditor, in signing the contract, should have known that
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conversations with any officer

person was

authorized specifically to do

Case 17

Facts

The defendants were A. L. Atherton and others, who

constituted the Board of County Commissioners of Bernalillo

County, and Horton & Bixler,

Horton & Bixler was employed by the county to performship.

a continuous audit for the years ended June 30, 1937 and

1938, during which time David J. Armijo was the county

Fidelity & Deposit Co. of Maryland v. Atherton 
December 8, 1943, 144 P.2d 157

a public accounting partner-

The county treasurer had his deputy bonded for 
$10,000 by the same surety with whom the county had 
the treasurer bonded. The deputy treasurer embez
zled $21,611.57. The surety paid the treasurer the 
$10,000 on the deputy's bond. The treasurer endorsed 
the $10,000 check and returned it to the surety 
along with his personal note for $11,611.57. The 
surety then paid the county for its entire loss of 
$21,611.57.

or agent of the city would 

not vary the terms of the contract unless that

27Ibid., p. 164.

The court held that, since the treasurer was 
primarily liable in this case, the surety must look 
to the treasurer for reimbursement. The surety was 
held not to be entitled to subrogation rights 
against the auditors.

so.27

The treasurer paid $3,393.43 to the surety on the 
$11,611.57 note. The surety plaintiff chose to sue 
the county1 s auditors in subrogation rather than 
foreclose on the property the treasurer mortgaged 
to secure his note to the surety.
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Virgil G. Webster was deputy

county treasurer and Armijo had Webster bonded by the

plaintiff to the extent of $10,000. From July 1, 1937,

to January 22, 1938, Webster embezzled $21,611.57 from the

county. The plaintiff paid the $10,000 to Armijo, who

immediately endorsed the check back to the plaintiff, after

which the plaintiff paid the county the entire $21,611.57

embezzled. Armijo, who was primarily liable, then gave the

plaintiff his note for $11,611.57 secured by a mortgage on

Armijoreal estate worth more than the face of the note.

paid $3,393.43 on the note, which was in arrears at the

The

plaintiff made

not

cash entries, but they did not compare

the master copy of receipts

ants compared the treasurer's copy

a tape of the receipts and traced these receipts to the 

the treasurer's

copy of the receipts with 

issued, which was arranged according to the tax roll and 

not chronologically, although all receipts were dated.

treasurer and the plaintiff was surety on his bond payable 

to the State of New Mexico.

time the plaintiff filed suit against the defendants. 1 

i no attempt to collect the balance of the

Armijo note. Rather, the plaintiff sued under subrogation 

rights against Horton & Bixler for alleged negligence in 

determining that receipts for taxes collected by the 

office of the treasurer had been destroyed. The account- 

of the receipts against
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Decision

The trial court ruled Horton & Bixler was not

The decision of the

trial court was affirmed.

Discussion
The basis for the decision lay in the fact that the

surety could have collected from the county treasurer, the

person who was responsible primarily for the loss, but

chose not to enforce the collection of the balance of the

note it held from the treasurer. The auditors were found

Case 18

negligent in its audit and held for the defendants, which 

decision the plaintiffs appealed.

The widow of the accountant realized $2,889 from 
the sale of the accounting business of her 
deceased husband.

Cafritz v. Corporation Audit Co. et al.
June 28, 1946, 156 F2d 839

to have performed their contract without causing or con

tributing to the loss.28

The court held as follows: (1) the accountant had a 
duty to account for the checks left in his possession, 
(2) the money realized by the accountant's widow 
constituted a trust for the benefit of the creditors

The plaintiff left signed checks payable to his 
corporations with his accountant before he left for 
vacation. The checks cleared the bank but their 
deposit into the accounts of the corporations was 
never found in the records of the corporations.

28144 P.2d 157 at p. 160.
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The plaintiff was Morris Cafritz, a builder and

real estate broker. During 1941 and for twelve years prior

thereto, Cafritz employed the Corporation Audit Company to

keep his books and those of several corporations which he

controlled. The general manager, and apparently the sole

audit company, was Barney Robins. Robinsoperator of the

for depositing checks in the several bankwas responsible
businesses controlled by Cafritz.accounts of the

February, 1941, Cafritz left four signed checksIn

his corporations with Robins for Robins topayable to
deposit to
while he was on

These checks were to have been

Although

books of the Cafritz corporations maintained by Robins was

the bank records relat-a

Cafritz was never

The widow of

the deposit of the checks ever recorded.

Internal Revenue audit revealed

the corporations' accounts during his absence

Later, a fifth check

ing to the first of the five checks.

able to obtain his books and records from Robins either 

after his death in November, 1943.before or

Robins sold the assets of the Corporation Audit Company for

an extended vacation.
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of the audit firm, and (3) testimony of the plaintiff 
against the estate of the accountant was inadmissable 
under the surviving witness rule.

In August, 1943, an 

lead pencil reference to Robins on

was similarly executed.

loans to the corporations for operating capital.

the checks cleared the bank, at no place in any of the
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$2,88 9; and as the only stockholder of the

was

Decision

The $2,889 collected by the widow upon the sale of

the assets of the audit company constituted a trust for

the benefit of the company's creditors. The Corporation
Audit Company was liable to the plaintiff for the

unaccounted for checks because it occupied a fiduciary

relation toward Cafritz. However, the interpretation by

the Court of Appeals of the surviving-witness rule

Thus, the lower court judgment against

the estate was reversed.

Discussion
This decision emphasizes that, when an accountant 

assumes control over the property of his client, his rela- 

fiduciary one and he

excluded Cafritz's testimony against the estate of the 

deceased Robins.

corporation, she 

retained the money even though the corporation 

indebted to Cafritz.

tionship with his client becomes a

29156 F.2d 839 at p. 842.

can be held accountable for the disposition of the 

property.^9
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Case 19

Facts

and allow him to remain with the company at a fixed salary

It was also agreed

The defendant

Cogen,

corporation ' s books and present

The plaintiff Schwartz and the defendant Louis Leff 

owned the capital stock of the plaintiff corporation prior

The court held that, because the plaintiff Schwartz 
had charge of the office and was aware of the bills 
payable and of the company's practice of delaying 
the recording of the payables, the charge of fraud 
could not be sustained against any of the defendants. 
However, the accountant was held guilty of mal
practice because of his wanton disregard of the 
facts as they related to his audit report.

The reported deficit was understated because of 
the accountant's failure to reflect certain payables 
on the certified balance sheet.

deficit of the corporation at that time.

son—in—law of the defendant Leff, was to audit the

a certified statement of

to January 6, 1951, when they agreed that Schwartz would 

acquire Leff's stock, loan the corporation $10,000 without 

interest, relieve the defendant Leff of certain liabilities

The defendant accountant submitted a certified 
balance sheet of the plaintiff corporation which 
was used as the basis of settlement between the 
plaintiff Schwartz and the defendant Leff, who was 
the defendant accountant's father-in-law. Schwartz 
was to acquire all of Leff's capital stock of the 
audited corporation; and among other things, Leff 
agreed to remain liable for half of the deficit of 
the corporation.

plus 25 per cent of its net profits.

that the defendant Leff would remain liable for half of the

Duro Sportswear, Inc, et al. v. Cogen et al.
April 28, 1954, 131 N.Y.S.2d 20 '
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its financial condition as of December 26, 1950 in order

to determine the amount of the deficit that would be

applicable to the sale agreement.

deficit of $3,458.84; but in March, 1951, he indicated to

the plaintiff Schwartz that the deficit should have been

$5,534.84. Finally, the deficit was determined to have

been $12,907.52 because bills payable as of December 26,

1950, the date of the balance sheet used as the basis of

of original entry.

Decision

Schwartz' s charge of fraudulent representations

against all of the defendants was dismissed by the court

himself the true amount of the accounts payable.

was

v.

Because of

because Schwartz had complete charge of the purchasing 

aspect of the business and could have easily determined for

Cogen certified a

the payables were based on

Ernst as

doubtful, which was stated in State Street Trust Co. 

sufficient basis for gross negligence.

Cogen's past relations with the company, he was fully aware 

of the usual practice of waiting several weeks before 

entering payables in the original books of account. His 

though he orally stated that

Schwartz' charge of malpractice against Cogen, however, 

upheld on the basis that Cogen was grossly negligent when 

he refused to see the obvious and failed to investigate the

the settlement, were not reflected properly in the books

report was unqualified even
the bills then available.
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Discussion

it was not proved that it was damaged by the acts of the

defendants. Therefore, the liability of Cogen to Schwartz

Case 20

not met by the defendants

Facts

three-year statute of limitations was

defendants appealed.

30131 N.Y.S.2d 20 at p. 25.

Essley Shirt Company, Inc, v. William M, 
Lybrand et al., April 26, 1955 

140 N.Y.S.2d 13

The defendants' motion for summary judgment dis

missing the plaintiff's causes of action as barred by the 

denied and the

The defendant accountants appealed a lower court 
denial of their motion to dismiss the action because 
it was barred by the statute of limitations.

The court held that, if the plaintiff could prove 
that specific terms of the employment contract were 
not met by the defendants, the action would rest 
in contract and the three-year statute of limita
tions for negligence would not be applicable.

finding gross negligence as opposed to ordinary negligence.

The corporation was named as a plaintiff in the suit, but

could not have been established unless gross negligence
Q A 

was found.

Wanton disregard of the truth is here the basis for
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Decision

If the plaintiff could prove that the defendants

failed to do the work in the agreed-upon manner, its claim

would rest in contract rather than in negligence and the

three-year statute of limitations would not be applicable.

Discussion
Negligence in the performance of a contract is not a

proper basis for an action to rest in contract, but rather,

specific terms of the contract must have been ignored by

Case 21

Facts

on October 17, 1945,

C.I.T. Financial Corporation v. Patrick 
W. R. Glover et al., June 10, 1955 

224 F.2d 44

31140 N.Y.S.2d 13 at p. 14.

one of the parties before action can be brought based upon 

breach of contract.^

The plaintiff was a major creditor of a bankrupt firm 
which was audited by the defendant accountants. A 
disclaimer as to the collateral underlying the receiv
ables of the bankrupt firm was included in the audit 
reports of the defendants.

The court held that the question of the meaning of a 
disclaimer in audit reports was a matter for a jury 
and that an auditor's disclaimer regarding the value 
of collateral applied equally to the valuation of 
the related receivables.

Corporation (M.T.C.) some $1,440,000

The plaintiff loaned to Manufacturers Trading



298

on the

of M.T.C. In October, 1948, M.T.C. became bankrupt. It

apparent that inadequate reserves had been setwas up

against M.T.C.'s receivables. The audit failed to reveal

the stagnancy of certain collateral and its concentration

in certain types of merchandise. The auditors' report was

qualified as to the valuation of any collateral held by

M.T.C. and as to legal or equitable title to the commercial

receivables purchased by the company. The plaintiff argued

that this qualification applied only to collateral held and

not to the valuation of receivables, but the defense

countered that M.T.C. had relied consistently on the

borrower's collateral rather than on his financial stabil

ity for the collectibility of its receivables.

Decision

The decision of the lower courtvaluation of receivables.
affirmed by the United States Court

of Appeals.

Discussion

qualification of the auditors' report.

Bank and Trust Company of South Bend v. Francis Small et al.,

The jury in the lower court held that a disclaimer 

as to collateral was tantamount to a disclaimer as to the

and failed to call the loan due to alleged reliance 

defendant accountants' reports of the financial condition

The jury's verdict apparently was based on the

A later case, First

for the defendants was



based on these
the plaintiffs.

to them that had a bearing on the financial condition of

namely, that over 30 per cent of the receivables

were due from the president's brother. Normal internal

control procedures were not applied to these advances, and

this was known to the auditors as evidenced by their work

ing papers.

described by the auditors in their report, they failed to

not applied to loans to themention that they

president's brother.

Case 22

the 1947 and 1948 reports regarding which it was alleged 

that the auditors failed to disclose material facts known

were
32
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same audit reports was decided in favor of 

However, the initial report on which C.I.T. 

relied was dated June 30, 1945.

The First Bank case was based on

■^Dickerson, op. cit., pp. 25-27.

At that time, M.T.C.'s 

books reflected no loans to its president's brother. 

C.I.T.'s case was based on overvaluation of receivables to 

which, according to the jury, the qualification in the 

audit report applied.

Hans N. Gamine 1 v. Ernst & Ernst et al.
July 15, 1955, 72 N.W.2d 364

The plaintiff merged his dairy business with a 
competitor with the understanding that he could 
sell his stock at any time for twelve times its 
per share earnings during the preceding year.

Although internal control procedures were
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The

Facts

On June 6, 1929, the plaintiff merged his dairy

company with that of another with the understanding that he

could sell his stock in the new corporation to the corpo-

to the amount of

On January 5,

which the sale price would be based.

ration at any time for a per share price of twelve times 

the earnings per share of the preceding twelve months.

to be determined by an independent

equally by the parties.

1945, the plaintiff notified the 

sell his stock in accordancecorporation of his desire to

with the June 6, 1929 agreement and designated 1944 as the 

twelve months to be used for determination of earnings upon

The subsequent audit

The plaintiff lost a suit against the corporation and 
was required to use the figures of the second audit. 
The court held that, after a claim of fraud and bad 
faith in the audit was litigated and determined 
adversely to the plaintiff in a case against the 
corporation, the same issue and same evidence could 

be litigated in a subsequent proceeding against 
—n i i 4- X. X. 4 « X- —. — x. „

These earnings were

court also held that the auditors, advised that 
their audit would control the plaintiff's stock 
sales agreement with the corporation, improperly 
claimed a status of quasi-arbitrators to gain 
immunity from liability for negligence and damages.

audit if the parties could not agree as 

the earnings, with the cost of the audit to be borne

Over fifteen years later the plaintiff exercised his 
option to sell. The first audit to determine the 
earnings to be used as the basis of the stock sale 
was unacceptable to the plaintiff. The second audit 
performed by the defendant accounting firm also was 
unacceptable to the plaintiff.

not 1
the auditors not parties to the first case.
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report determined earnings in

accordance with the 1929 agreement.

for the defendants to perform a second audit of theants

1944 earnings of the company. The defendants were aware

that

The audit was completed

also. On August 6, 1946, the plaintiff started legal action

against the corporation seeking to determine the "correct"

& Ernst.

Decision

held that the evidence was not suf-The lower court

ficient to support the allegation of fraud and that,

Later, the plaintiff 

and the corporation made an oral agreement with the defend-

earnings of the company in 1944 and alleging that he was 

not bound by the audit of Ernst S Ernst because it was 

biased, grossly mistaken, and fraudulently produced.

On appeal, it was held that the plaintiff was bound 

the basis of the audit of Ernst

an amount unacceptable to the 

plaintiff; and on November 14, 1945, a written agreement 

between the plaintiff and the corporation was executed in 

which the defendants were named as the auditors in

their findings would be binding upon their employers 

in the setting of the sale price of the stock the corpora

tion was to buy from the plaintiff.

in June, 1946; and the plaintiff was dissatisfied with it

to dispose of his stock on

Subseguently, this suit was brought against the 

accountants, Ernst & Ernst, alleging fraud and negligence 

in their audit of the 1944 earnings of the company.
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because of

the audit. On this point the lower court erred. The

defendants could not plead immunity from alleged negligent

acts related to their audit because they could not be con

sidered arbitrators or quasi-arbitrators merely because

their report was binding on the parties employing them.

The question of the defendants1 fraud had already been

decided against the plaintiff in its action against the

corporation and

had not been

Discussion

could not again be relitigated in another 

action against the defendants even though the defendants

although the evidence might support the allegation of 

negligence, the accountants were immune from liability

their position of quasi-arbitrators in making

a party to the previous action.

The court reasoned that, because the defendants 

were not a party to the agreement between the plaintiff and 

the corporation which bound them to the findings of the 

defendants, the defendants could not take advantage of the 

33 The oral agreementagreement to plead judicial immunity.

into which they entered with the plaintiff and the corpo

ration provided only that they audit the corporation's 

books and report as to its earnings for 1944. The court 

stated again that the same degree of reasonable care is 

required of auditors as is required of lawyers, doctors,

3372 N.W.2d 364 at p. 369.



Case 23

Facts

from the files. The government

Theaccounts.

Thean

367.

cealed cash defalcations by pulling members'

auditors never verified

303 

architects, engineers, and other professional people offer

ing special skills to the public for compensation.-^

Social Security Administration Baltimore 
Federal Credit Union and Liberty Mutual 

Insurance Company, Intervenor v. United
States of America, January 26, 1956 

138 F.Supp. 639

the detailed postings to the members' 

statute required that the supervisory committee of the

audits of the credit union andcredit union make quarterly

annual audit report, but this was never done.

statute further stated that, if the supervisory committee

Government auditors failed to discover defalcations 
by the bookkeeper of the plaintiff credit union. 
The supervisory committee of the credit union was 
required by statute either to make annual audits or 
to hire an independent auditor. This statute was 
not enforced.

The bookkeeper of the plaintiff credit union con- 

account cards

The court held that examinations or audits of a 
credit union by the federal credit union bureau 
officials are for the purpose of supplying govern
ment offices the information necessary to perform 
regulatory functions and are not made as a service 
to the credit union, nor do the examinations 
constitute an audit in the sense of that performed 
by certified public accountants.

34Ibid., p.
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an

Decision

ment employees. Government audits of credit unions are for

the purpose of supplying administrative officers of the

government with needed information, and they are not made

as a service to the audited organization. Officials of the

plaintiff credit union objected to suggestions offered by

the government auditors, ignored their instructions, and

generally placed their confidence in the defalcator rather

All this would have beenthan in the government auditors.

adequate basis for the defense of contributory negligence

if the government had been found liable for the negligence

of its auditors.

Discussion
The court stated that if the examination of the

credit union's books had been performed by certified public

accountants they would have been considered negligent,

the failure to test check the entries on the

The court, in discussing themembers' account cards.

The high standards of auditing applicable to 

certified public accountants are not applicable to govern-

responsibility of public accountants for the discovery of 

defalcations, stated that the contract of employment

However, the committee accepted the 

reports as submitted by the office manager, the defalcator.

was unqualified to make the audits, it should hire 

independent auditor.

based on
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between an accountant and his

The

employed specifically to determine whether defalcations

have been effected, the primary purpose of an audit is not

the detection of fraud. Expert witnesses mentioned certain

factors that should have warned the auditors of the pos

sibility of cash thefts. Countervailing audit procedures
were mentioned by the expert witnesses; but the testimony
of the experts was held to be applicable to the "major

Case 24

Facts

Beginning indefendants audited the plaintiff's books.

35138 F.Supp 639 at pp. 657-58.

client determines the obliga

tions assumed by the accountant; but in any case, the 

accountant must exercise reasonable care and skill.

court, impressed by Saul Levy's book, Accountants' Legal 

Responsibility, stated that, unless an accountant is

Cereal Byproducts Company v. Roy Hall, 
J. Leonard Penny, et al.

November 26, 1958
155 N.E.2d 14

The auditors' acceptance from the bookkeeper whose 
work was being audited of a list of accounts receiv
able not to be confirmed was held inexcusable 
negligence for which the auditors were liable.

leagues [certified public accountants]" and not to the 

"minor leagues [government auditors]. "

From 1932 through 1949 the accounting firm of the



306
From March,

bookkeeper.

blank checks. These shortages were reflected in the

records as overstated receivables. Zastrow committed
suicide shortly after his peculations came to light.

During the course of the 1944 and 1945 audits,

Zastrow observed the president of the plaintiff corporation

when he asked Penny not to confirm certain accounts

receivable. During the 1947 audit, Zastrow instructed
Penny not to confirm twenty-nine accounts totaling $28,964.
Penny followed these instructions, but it later developed
that the president of the company was unaware of this audit

At least ten of these accounts were overstatedrestriction.
By the time of the 1947 audit,at December 31, 1947.

Zastrow had become a stockholder in the plaintiff corpora-

audited.

gence in the 1947 audit.

negligence.

Decision
list of receivables not to be

The plaintiff charged breach of contract and negli-

The defendants denied the negli-

1936, the defendant Penny directed the audits.

1941, to February, 1949, R.

The acceptance of a 

confirmed from the bookkeeper whose books were being

gence and charged the plaintiff with contributory

names on checks or by obtaining signed

C. Zastrow was the plaintiff's 

Zastrow embezzled funds, beginning in 1947, by 

altering the payees'

tion; but he was still its bookkeeper whose work was being



Credit was allowed
for recoveries from Zastrow's girl friend and from Zastrow's

estate and for the settlement the plaintiff made with its

bank. A credit for the income tax refund resulting from

the losses was disallowed. The defense of contributory

negligence was rejected by the court.

Discussion
The accountant who submits an unqualified audit

report and whose negligence in the performance of the audit
results in a failure to uncover defalcations is liable to
his client for losses from the defalcations that occur
after the first negligent audit which failed to reveal the

peculations.
It is interesting to note that, when the case was

first heard in the lower courts, the plaintiffs listed at
least eleven instances in which the audit allegedly fell

These included the complaint regardingshort of the ideal.
the confirmation of receivables, but most of them related
to the fact that only one month's records were examined in

Five circumstances that should have put thedetail.

defendants on notice that all was not as it should have been

307 
audited without clearing the validity of the list through 

an officer of the plaintiff corporation was ruled negli

gence, and the defendants were liable for the defalcations 

which occurred after the 1947 audit.
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were listed as follows:

A. on checks and substitution of

B. no

C. Erasurers on cash receipts book;
Single entry on books covering several checks;D.

E.

Case 25

plaintiff lender, in this action against a

Facts
The plaintiff lender brought action against a

certified public accountant based on an allegedly false

statement as to the financial condition of a borrower. The

Frequent payments of amounts to Zastrow with 
apparent relation to his employment;

Mutual Ventures, Inc. v. Felix Barondess 
March 24, 1959, 186 N.Y.S.2d 308

Obvious erasures 
R. C. Zastrow;

3Abstract of Record of Cereal Byproducts Company, 
Plaintiff-Appellant v. Roy Hall, J. Leonard Penny, et al., 
Defendant-Appellees in the Appellate Court of Illinois, 
First District, February Term, A.D. 1955; Norman, Engel
hardt, Zimmerman & Prince, 100 West Monroe Street, Chicago, 
Illinois, p. 3.

The court held that the words "certification" and 
"representation" were interchangeable when referring 
to financial statements prepared by an auditor.

The plaintiff lender, in this action against a 
certified public accountant, alleged that the 
accountant "certified" the fair presentation of the 
financial statements prepared by the accountant. 
The defendant accountant argued that the complaint 
was insufficient to state a cause of action because 
of the use of the word "certified" rather than 
"represented."

Abnormally low jobbing profit when [sic] heavy cash receipts.36
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defendant made on the

in the com-

Decision

upon

Discussion
Although this motion related to a matter of legal

phraseology, one is inclined to believe that the defend
ant's attorney was "grasping at straws" when he based his
pleading on semantics rather than on a denial of the
alleged false statement by the accountant.

Case 26

et al.

37186 N.Y.S.2d 308 at pp. 309-10.

a motion to dismiss the complaint 
grounds that the use of the word "certified"

The failure of the accountant of the entity to dis
close material facts to the limited partner resulted

The court denied the defendant's motion and stated, 
"Any action or conduct, which is sufficient to create
the mind a distinct impression of fact conducive to action, 
is a representation."37

Security-First National Bank of Los Angeles, 
v. Lutz, August 19, 1963 

332~F.2d 348

"represented."
plaint was not tantamount to the use of the word

The interest of a limited partner in a business entity 
decreased from 9 per cent to 4.29 per cent when the 
partnership was incorporated. At the same time, the 
interest of the general partners in the entity 
increased from 60 to 80 per cent.
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codefendants, were general partners with a 60 per cent

interest in the partnership which manufactured house

trailers. Early in 1955, the partnership was incorporated,

and Lutz's interest was decreased from 9 per cent to 4.29

per cent while the interest of the Sheldons was increased

from 60 to 80 per cent.

On March 3, 1956, Sheldon died; and on May 8, 1956,

executor of Sheldon's estate and with the approval of the

probate court, sold the Sheldon interest in the enterprise

Lutz sought to recoup for theto James G. Thompson.

diminution of his interest upon incorporation.

He also

The

court

cial position of the partnership.

Sheldons to the enterprise were overvalued substantially,

The plaintiff Lutz invested $18,000 for a 9 per 

cent interest in the earnings and assets of a partnership. 

Lutz was a limited partner while Sheldon and his wife,

Hohly was the accountant of Sheldon.

reported on the earnings and financial condition of the 

partnership and corporation under discussion here.

found that Hohly failed to report to the limited

partners facts that were relevant to the income and finan-

Contributions by the

the Security-First National Bank of Los Angeles, as

310
in the accountants' being held guilty of negligence 
and constructive fraud. The accountant was liable 
for the loss suffered by the limited partner when 
the entity was incorporated.
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and an item of over $11,000 that

a capital contribution by

Sheldon.

Decision

Hohly was found guilty of constructive fraud and
liable for the loss suffered by Lutz

upon the conversion of a portion of Lutz's interest in the
enterprise, plus 7 per cent interest. The judgment of the
District Court for additional exemplary damages was set
aside by the Court of Appeals.

Discussion
It is imperative that all factors which have a

material bearing on the financial condition of an enterprise
and its earnings be revealed by the accountant who reports

Adequate disclosure in financial statements isthereon.

necessary in order for the accountant reporting his opinion

the financial statements to be free of liability.on

Case 27

United States of America v. Martin Benjamin, 
Bernard Howard and Milton Z. Mende

February 17, 1964, 328 F.2d 854

negligence and was

The defendant accountant prepared a balance sheet, 
which he described as pro forma, on the basis of 
representations made by corporate officers. He made 
no real investigation into the facts. The balance 
sheets of companies said to be acquired were com
bined without making suitable provision to reflect 
the payment and other arrangements for their 
acquisition.

was essentially income to

the partnership was recorded as
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Bernard Howard, a certified public accountant,
prepared pro forma balance sheets as of December 31, 1960,
and January 31, 1961, in which he combined a handwritten
list of real estate holdings in Detroit with the balance
sheets of several corporations which a promoter and an
attorney, codefendants, claimed American Equities Corpora
tion either "owned or controlled." The audit report as
of December 31, 1960, was qualified to the extent that
certain receivables and payables were not verified by
direct communication, but it led the readers to believe
that it reflected the true financial position of the

after taking into consideration the proposed loanIIcompany

item on the statement.

that the six corporations consolidated were "all only

However,

Neither of these pro forma reports

recently acquired within the last few months."
Howard had conducted no real investigation as to the terms

to facts which 
as

holdings to be obtained.
auditor's pro forma report and statements to describe 
clearly the nature of the transactions to be effected.

of acquisition, if any.
made any provision for the acquisition cost of the proposed 

It is accepted practice for an

found guilty of conspiracy to 
\ J eyes

by the officers," implying that this was the only pro forma
The January 31, 1961 report stated

The accountant was found guilty of conspiracy to 
defraud because he deliberately closed his eyes 

-  -.1 were obvious and recklessly stated 
facts things of which he was ignorant.
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of the

Decision

obvious and recklessly stated as facts things of whichwere

he was ignorant.

Discussion
Labeling a balance sheet as pro forma does not

Misleading reports are inexcus
able when they are made with the implication that the
auditor has done more than he actually has to satisfy him-

Even a report on whichself of the merit of the reports.
an auditor's opinion is disclaimed should not be issued if
the auditor is aware that it is misleading in any

The auditor was found guilty of conspiracy to 
defraud when he deliberately closed his eyes to facts which

39Statements on Auditing Procedures, No. 38, 
"Unaudited Financial Statements" (New York: American Insti
tute of Certified Public Accountants, 1967), p. 55.

38328 F.2d 854 at p. 861.

particular.39

These pro forma items are incorporated into the statements 

only when satisfactory evidence of the authenticity 

transactions is found, such as a signed contract.

excuse the accountant from the standards of care applicable
3 8 to the usual assignment.
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Case 28

Facts

The 1956 financial statement of National Malleable

and Steel Castings Company failed to contain a footnote to

pany's pension plan had been increased during that year by

The auditors did not consider the 8250,000$10,000,000.

per year after taxes that would be charged against future

it.

market, allegedly after studying the 1956 audit report.

the part of the corporation

and its auditors.

Decision

The lower court held that, because the plaintiff

could not show any pecuniary loss from his purchase of the

However, the Appellate Court

held, with two of the five judges dissenting, that the

Teich v. Arthur Andersen s Co. 
October 26, 1965 
263 N.Y.S.2d 932

earnings so material as to warrant a footnote related to 

A stockholder who had purchased shares in the open

the effect that unfunded past service costs of the com-

The plaintiff was held to have the right to prove 
he paid a higher price for his stock than he would 
have if disclosure of the increased pension costs 
had been made.

An increase of $10,000,000 in unfunded past service 
charges related to pensions was considered immate
rial by the auditor because it was to be spread 
over 40 years with annual charges of only $250,000. 
The increase was not footnoted.

stock, he could not recover.

brought suit charging fraud on



315

been except for the
alleged fraud.

Discussion
The Appellate Court named at least four issues in

this case. They were: (1) whether the purchase was induced

by the alleged misrepresentations, (2) whether generally

accepted accounting principles required the disclosure of

the unfunded past service cost, (3) issue of fact as to the

materiality of the alleged misrepresentations and the

Full details regarding thesustained any pecuniary loss.

unfunded past service costs were reflected on the detailed

report required under the Securities Act for the year 1956.

Case 29

The auditor, who failed to disclose that the inventory 
was not observed or verified, was held liable to his 
client for the auditing fees he charged the client for 
the year preceding the incorrect report plus the fees 
paid for a second audit. Larger damages were not 
allowed because the client did not prove its business 
was continued to its damage solely in reliance on the 
erroneous information.

40263 N.Y.S.2d 932 at p. 934.

Stanley L. Bloch, Inc, v. Joseph T. Klein et al.
April 13, 1965, 258 N.Y.S.2d 501

plaintiff had a right to try to prove that he paid a price 

higher than the market price would have

plaintiff's reliance thereon, and (4) whether the plaintiff

40
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con-

summer when the plaintiff's customers closed for a vacation

period. The defendants rarely, if ever, observed the
inventory taking. Rather, they determined inventory primar
ily from invoices and other statements from the plaintiff's
customers and from the books and records of the plaintiff.

The balance sheet of the plaintiff as of April 30,
1957, prepared by the defendants, did not carry the usual
disclaimer stamp to the effect that the statement was based

Inventory and surplus were overstated by atand records.
figure derived by working backward from

It was the

of its financial affairs as of April 30, 1957, it would

Decision
The defendants were found liable to the extent of

their audit fees for the year of service immediately prior

have ceased operations and not suffered any further loss.

The plaintiff asked damages of about $140,000.

the physical inventory taken at June 30, 1957.

plaintiff's contention that, had it known of the sad state

on unaudited figures obtained from the plaintiff's books

least $37,000, a

The plaintiff was engaged in the business of 
verting cotton and rayon greige goods. Although the plain
tiff ' s inventory was its most significant asset, none of 

the goods processed by the plaintiff were kept on its own 
premises, but were delivered directly to its customers.
The only time physical inventory could be taken was in the
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to the issuance of the balance sheet in

year ended

April 30, 1957.

Discussion

court that it remained in business to its detriment solely
because of its reliance upon the defendants' April 30,
1957 report. One does not find in the reading of this case

why the defendants did not follow the format of their prior

year reports which stated that the statement was based on

unaudited figures obtained from the books and records of

ness of the financial statements as had been done in the

not verified.

the company, but it was apparently the intention of the 

defendants to disclaim an opinion as to the overall fair-

Liability was limited to the audit fees primarily 

because the plaintiff did not prove satisfactorily to the

question plus

auditing fees required to review the fiscal

past because of the materiality of the inventory which was
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