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Accountants Liability in the 1990’s

the businesses’ independent accoun-

By Dan L. Goldwasser tants. Also accompanying most reces-
Solinger Grosz & Goldwasser sions, is a decline in stock market prices and
New York . this causes investor lawsuits. Such law-

suits, in turn, frequently become the basis
for claims against the company’s indepen-
Trends in Accountants’ Liability Claims dent auditors, as well as the company and
its officers and directors.
ecause claims against accountants Lastly, many of the cyclical
usually arise out of some finan- claims against accountants arise out
cial loss to the accountant’s 1967_1992 of client-employee-defalcations
client or third-parties, the » ' ! which frequently reveal themselves
majority of such claims tend to AICPA PROFESSIONAL in periods of distressed economies
follow a down-turn in the nation’s | when businesses seek to analyze
economy. Asaresult, claims against their operating results in an effort
accountants tend to be cyclical in | to cut unnecessary expenditures.
nature, with surges of claims com- When such employee embezzle-
ing approximately 1 to2 years aftera " ments are discovered, the victim-
recessionary period. The actual delay ized clients frequently seek to re-
in this surge of claims depends upon a coup their losses and reestablish their
number of factors, including the financial financial well-being by asserting claims
health of the nation’s businesses prior to the against their auditors on the theory that
recession, the length of the recession and the depth of the recession. | the auditors could have uncovered the

The cyclical nature of claims against accountants is embezzlements at the outset.
due to the fact that such claims typically grow out of business There are a number of reasons
failures wherein banks and other creditors of the failed busi- for the current trend in the number of

nesses seek to recoup their losses by asserting claims against suits against accountants and these factors
continued on page 3
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Loss Prevention for The Tax Practitioner

By Michael J. Chovancak
Vice President
Rollins Burdick Hunter

source of claims under the

AICPA Accountants Professional
Liability Insurance Plan.

Although one can take comfort in
the fact that liability insurance can and
will protect you in the event of a covered
claim, one should recognize the unpro-
tected personal exposures not covered un-
der this insurance. Beyond the applicable
deductible on your insurance policy, your
firm must also consider:

iability claims involving taxes
I continue to be the fastest growing

1. The loss of billable hours which
will be necessary to research/re-
view workpapers, interview staff,
hold discussions with counsel, par-
ticipate in depositions, and ulti-
mately appear in court. These all
represent a loss of income to the
firm.

2. The negative public relations that
will certainly circulate and poten-
tially cost you the loss of some of
your valued clients.

3. The stress and other adverse hu-
man behavior experienced by your
staff which can have a dramatic
effect on your firm's productivity.

The simple solution, of course, is
to not have a claim. However, in today’s
litigious world this is not always under
your control - even if you do not make an
error or omission on your work. The fol-
lowing provides several loss prevention
tips that can assist you in your efforts to
control the occurrence of a claim.

1. Investigate fully before giving ad-
vice. Research the client’s file com-
pletely, explain the pros and cons

of advice to the client and confirm
the client’s understanding of your

advice—in writing.

2. Maintain written records. Written
documentation of telephone con-
versations via a follow-up letter,
for example, greatly reduces the
possibility of diverse perceptions
of what was said by both you and
your client. This type of documen-
tation is invaluable to support
your position if you are sued.

3. Assure that you meet your dead-
lines. The means to do this is to
have an automatic docket system
that flags a file well in advance of
applicable due dates - including
adequate time to solicit, obtain,
and review necessary information
from the client.

4. Practice quality control. If you
have a staff of more than one, the
preparer of the document should
have his/her work reviewed by an-
other staff member using a re-
viewer checklist - before the work
is signed off. Sole practitioners
should make reciprocal arrange-
ments with other firms for this vi-
tal function.

5. Conduct proper research. Know
your firm's limitations and consult
with others and/or research un-
clear facets of an engagement.
This is especially true when one is
involved with engagements that
are subject to multi-state tax laws,
which may vary drastically.

6. Avoid conflicts of interest. Never
represent both sides of a transac-
tion, such as a divorce or the sale

of property.

Other defensive practices, such as
the use of a good engagement letter for all
engagements, have previously appeared
(and will continue to appear) in this
Newsletter to assist you..
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reveal why the trend is not likely to be
soon reversed. Among the more signifi-
cant reasons for the trend is the current
growing comfort with which the American
public has come to accept claims against in-
dependent certified public accountants.
Accountants have long, and deservedly,
had a reputation for integrity and hon-
esty; and twenty years ago most clients
would have been loath to assert claims
against their trusted advisers. Due to in-
creased financial pressures, this initial
reluctance to assert claims against ac-
countants has dissipated, with the result
that such claims have become common.
This, in turn, has detracted from the im-
age of accountants as being professional
and reliable and has encouraged even
further suits.

continued from

Liability, Another major factor is the
growth in the size and quality of the
plaintiffs’ bar. As most recently pointed
out by Vice President Quayle, the num-
ber of lawyers in the United States is
considerably larger on a per capita basis
than in any other country and the law
schools show no signs of decreasing the
number of students which they are ac-
cepting into their programs. As a result,
the total number of lawyers is increasing
faster than the population; and those law-
yers must seek ways of developing a live-
lihood from their practice. In large mea-
sure, this has meant increased litigation
and suits against accountants have proven
to be a very lucrative area of litigation
for the plaintiffs’ bar. Not only have the

continued on next page
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1 Loss Preventlon Course On Tax
Malpractice Claims Available
~ Completed by Crum & Forster Managers
~ Corp. (IlL.) in cooperation with the Professional Li-
 ability Insurance Plan Committee, “Tax Malpractice
~ Claims and How to Prevent Them”, is a 39-minute
- videotape that alerts CPA’s to ‘d_anger signals, typi-
cal tax situations that can lead to claims and how to
prevent them, and six specific steps that can protect

~ tional workbooks (118610) at $34.50 each. Recom-
- mended CPE credit, requiring completion of the ac-
o companymg examination, is 4 hours.

~ the AICPA at 1-800-334—6961 In New Yerk State,
. call 1-300—248—0445

2.8

- The AICPA unveiled the Basic Accountants
' Professwnal Liability Policy in 1990 in an effort to

The Basxc Pnhcy was desxgned - '
- firms of 1 to 5 pmple and wath hﬁlmgs less

TAX TIPS

- fax accountants from lawsuits. The price of the tape
- (118600), mdudmg workbook, is $69.00 with addi- |

- To order, simply call the Order Department of '

. Pollcy for the ‘!ax Practltloner and More. o '5 ::

: 3:_ - 'afford professmnal habzi;ty insurance pmtection to o

. engagement letters should contact the AICPA Tech~ .

A]though broader in scope than the so—called
“tax preparers policies” on the market today, the
“Basic” Plan is narrower in scope of coverage than .
the “Standard” AICPA Plan. .
Qualifying firms will find the Basxc Plan _
priced competitively with the tax preparers poham
For additional information, piease contactRollins
Burdick Hunter at 3-30(}221  or your State Socxety

3. Toll-Free Clalms me Avallable .

 Crum & Forster Managers Corp. (Iil) the un-

~ derwriter for the AICPA Professional Liability Insur-
_ ance Plan, has a nationwide toll-free telephone sys-

tem to encourage insureds to call at any time w::th in-
formatmn or queshons about then' cla:ms

 terested in samples and }or gmdam:e in stmcturmg.

: _ mcal Infomhon Dmsxen atl &eu 223 4158. in
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number of lawyers pursuing accoun-
tants’ liability claims grown, but they
have also become far more expert in this
rather specialized area enabling them to
achieve greater success and thereby draw
other attorneys into this field.

Adding to the growth in liability
claims against accountants since the
1970’s is the growing number of account-
ing firms which engage in litigation sup-
port services. In the early 1970s, it was
very difficult to find an accountant will-
ing to testify regarding the indiscretions or
blatant negligence of other accountants. In
fact, one frequently had to look hard and
long in order to find an accountant willing
to testify for a plaintiff in an accountants’ li-
ability case. This is certainly no longer true,
as virtually every major (and most
middle-sized) accounting firms now ac-
tively solicit litigation support services in
which accountants not only assist attor-
neys in bringing accountants’ liability cases
but also assist in the analysis of damages
and in the organization and retrieval of
the myriad of documents that are in-
volved in complex financial litigations.

The accounting profession itself,
attributes much of the increase in litiga-
tion to the “deep pocket” syndrome, pursu-
ant to which accountants, lawyers and di-
rectors and officers are sued, not because of
their own particular wrongdoing, but be-
cause of their professional liability insur-
ance which guarantees the plaintiff a lucra-
tive award if victory is achieved in court.

To some extent, the courts them-
selves are to blame for the increased num-
ber of civil liability claims. During the
1960’s and the early part of the 1970’s, the
courts embarked on a campaign of
greatly expanding the theories of law un-
der which civil liability claims could be
asserted. Among the more significant
theories adopted by the courts during this
period was the “fraud on the market”
theory pursuant to which a person who
did not actually read the alleged errone-
ous financial statements might neverthe-
less claim that he relied upon them. Simi-
larly, the courts adopted the “aiding and
abetting” theory under which an accoun-
tant or other professional could be deemed

Coverage
continued

liable, on a joint and several basis, for statu-
tory violations perpetrated by their clients.
In addition, in the 1980’s, at least four
state courts abandoned the privity doc-
trine in favor of the “foreseeability stan-
dard” allowing accountants in those states
to be sued on a negligence standard by
persons other than their clients whose re-
liance upon their financial statements re-
port was reasonably foreseeable. This re-
laxation in the scope of persons who
could sue accountants on a negligence
standard makes accountants far more vul-
nerable to civil liability.

The greater notoriety given to ac-
countants’ liability claims in the financial
press has also helped create what the ac-
counting profession has dubbed as the “ex-
pectation gap.” This expression refers the
differential between the level of assurance
which the public believes is provided by
an auditors’ opinion and the level of assur-
ance which the auditors themselves believe
they are providing the financial statement
users. As a result of the accounting
profession’s perception of an expectation
gap, the Auditing Standards Board, the au-
diting standard setting body within the
accounting profession, published in 1988,
nine new auditing standards designed to
raise the level of audit practice and thereby
close the “expectation gap.” There are some
questions as to whether those audit stan-
dards will actually raise the level of practice
or simply make “substandard practice” a
more common phenomenon. In any event,
many critics of these standards believe
that the Auditing Standards Board simply
gave further and unnecessary credence to
those who felt that the public’s expecta-
tion of audit performance was realistic.

The problem, of course, is further
complicated by the fact that to the extent
that an “expectation gap” exists, it is not
static. There is no question that the level
of audit performance has increased enor-
mously over the past twenty years; how-
ever, one could hardly discern this from
reading the financial press which is con-
stantly featuring articles concerning
“shoddy practices” at the nation’s lead-
ing accounting firms. The moral of the
story is that, no matter what improve-

4
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ments in the quality of audit practice the ac-
counting profession may be able to achieve,
public expectations of auditors’ ability to un-
cover fraud and reveal their clients’ illegal
acts and other indiscretions is always likely
to outstrip the profession’s ability to satisfy
these expectations.

There are, however, some signs
that the current trend in the claims against
accountants may be nearing an end. Some of
the signs are already present in the changing
accounting profession. For almost fifty years,
the accounting profession was dominated by
eight large accounting firms who were gen-
erally referred to as the “Big Eight.” In 1989,
there were two mergers of these accounting
giants, reducing their number to six and giv-
ing rise to the new name “Big Six.” In addi-
tion, there have been a number of second tier
firms to also become history. Finally, hun-
dreds of small accounting firms have been
forced to merge in order to survive or else
face extinction. This contraction in the ac-
counting profession is perhaps best seen in
the number of firms that continue to audit
the financial statements of public companies.
Whereas in the beginning of the 1980's, there
may have been as many as two thousand
firms which audited the financial statements
of public companies; today there are only
slightly over six hundred such firms.

While the threat of civil liability
suits against accountants does not fully ac-
count for the contraction in the accounting
profession, it is certainly a reason fre-
quently cited by accounting practitioners
for leaving the practice.

Another sign of change is the
growing number of accounting firms that
have sought to diversify their activities
into other, less risky, areas of practice. For
example, most medium and large ac-
counting firms feature a wide variety of
personal and business consulting services
in addition to traditional financial state-
ment and tax preparation services. The
growth of these new types of services has
been enormous during the 1980's and is
likely to continue not only because of the
lesser degree of liability exposure but also
because of the generally greater profitabil-
ity associated with these services.

There are already some signs that

Coverage
continued

—

the state and federal legislatures are be-
coming concerned with the growing num-
ber of liability claims and the burden
which those claims are imposing upon the
nation’s economy. While most attention
has been focused on medical and products’
liability claims, there have nevertheless been
some signs that legislatures are willing to
deal with the liability crisis as it affects ac-
countants. For example, four states have al-
ready adopted “privity” legislation per-
mitting accountants to limit the person
who might bring claims against them
based on a negligence standard. In addi-
tion, Congress is now seriously considering
amendments to the federal RICO statute
which will virtually eliminate claims against
accountants based upon this Draconian law
which was originally aimed at curbing or-
ganized crime. Although the accounting
profession has also targeted the elimina-
tion of joint and several liability in suits
against accountants, no particular head-
way has been made in this campaign.

The courts, to some extent, have
begun a process of curtailing professional
liability claims. For example, the Supreme
Court has recently ruled that claims based
upon the antifraud provisions of the fed-
eral securities laws must be brought
within the one/three-year limitations pe-
riod contained in Section 13 of the Securi-
ties Act of 1933. This ruling, which is to be
applied both retroactively as well as pro-
spectively, should substantially reduce
the number of large claims against ac-
countants and other professionals. In ad-
dition, notwithstanding the movement to-
ward a “foreseeability standard” replac-
ing the “privity rule” that was so clear in
the early 1980’s, most state courts have re-
fused to follow these rulings and have in-
stead opted for either the Restatement of
standard or the Credit Alliance standard.
While many litigators have a sense that
most judges are no longer willing to sim-
ply entertain novel theories of liability
or to countenance unfocused or badly
pleaded claims, there are still few, if
any, signs that the courts are likely to
abandon claims which they have previ-
ously countenanced.

continued on next page
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If a new perspective on accoun-
tants’ liability is likely to come in the near
future, it is likely to be prompted by a fur-
ther contraction in the market for profes-
sional liability insurance. A strong argu-
ment can be made that the failure of most
state courts to adopt the “reasonably fore-
seeable” rule can be traced to the insur-
ance crisis of 1985 and 1986, when insurance
premiums for accounting firms went up ap-
proximately 400% and many accounting
firms were unable to secure professional li-
ability insurance. This crisis not only
seemed to prompt insurance reform legis-
lation, but also seemed to scotch the no-
tion that expanded liability claims could
receive funding from private insurance.

There are currently a number of
dark clouds on the horizon with respect to
accountants’ liability insurance which
could give rise to a similar contraction in
the liability insurance market in the next
few years. First and foremost, is the current
wave of claims being asserted by the FDIC
and the RTC against accountants and other
professionals arising out of the collapse of
the savings and loan industry. These suits,
while representing a relative small por-
tion of all claims against accountants, are

Liability,
continued

Mr. Goldwasser is a
Senior member of
Solinger Grosz &
Goldwasser, P.C. a
New York City Law
Firm, which repre-
sents the New York
State Society of CPAs
and approximately
110 CPA firms. Mr.
Goldwasser is actively
involved in the devel-
opment of Defensive
Loss Prevention Tech-
niques/Practices for
CPAs. This article is
the second of a series
of articles that Mr.
Goldwasser has con-
tributed to this news-
letter, portions of
which may have pre-
viously appeared in
other periodicals or
presentations by the
author.

seeking damages into the billions of dollars
and, if successful, could significantly re-
duce the available professional liability in-
surance for both lawyers and accountants
practicing in the United States much like the
prior crisis of 1985/1986. Moreover, because
of the political pressure to recover substan-
tial sums and thereby reduce the taxpayers’
burden, there is extreme concern among in-
surers of an increased volume of regula-
tory suits against accountants. Because of
the dollars involved, the ultimate likeli-
hood is that most of these suits will be
settled for amounts which will be ex-
tremely large in comparison with prior
claims against accounting firms. In addition,
these settlements will come at the same time
that the wave of new claims arising out of
the 1990-1991 recession hit their peak (in
or about 1994). In summation, these two
movements could give rise to a new liability
insurance crisis. On the negative side there
would exist fewer sources of liability insur-
ance to the professional accountant or law-
yer with lower limits and increased policy
restrictions and premiums. On the posi-
tive side, the crisis will make possible the
tort reform which never really got off the
ground in the mid-1980's.0

Underwriter's Corner

The Underwriter's Corner was developed as a service
to provide AICPA Plan insureds with answers to fre-
quently asked questions. Should you have any ques-
tions which you would like answered in the publica-

tion, please address your questions to:

Michael J. Chovancak, Editor
AICPA Newsletter
_ do RBH Direct Group
4870 Street Road o
Trevose, PA 19049

Iam a partner in a medium sized firm that specializes in
tax related accounting services. During the tax season,
we sub-contract some of our work to other CPA firms
and independent contractors. By doing this, we expect to
be able to better manage the increase in volume and pro-
vide our services in a timely manner. Do we have cover-
age for the work performed by our sub-contractors under

our AICPA Accountants L:abﬂzty Insurance?

To answer your question, we must look to your
policy’s DEFINITIONS. Your Policy provides cover-
age for acts, errors or omissions for the Insured’s per-

formance of professional accounting services for oth-
ers. The term “Insured” is defined to include “(B)
any accountant or accounting firm while performing
professional accounting services, under contract with
the Named Insured.” Furthermore, professional ac-
counting services are “services performed or advices
given by the insured for fee or otherwise in the con-
duct of the Insured’s practice as an accountant...”

Thus, should an act, error or omission be dis-
covered and should such act, error or omission have
been made by an independent contractor while per-
forming professional accounting services on your
firm’s behalf (e.g. the work was performed on 55t
firm’s letterhead), coverage applies.

Of course, as with all “claims made” policies,
any claim is subject to the terms and conditions of
the policy in force at the time the claim is presented
to the insurance company. Therefore it is important
to review your policy wording for each new policy
period. Please feel free to contact your Account Rep-
resentative at 1 SDO-ﬁl -3023 with any coverage .
questions.ld

I #<ourors by
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Tax Claim Reports

were not checked. The CPA states that

he following claims are taken had he consulted the Code, he believes
I from actual claims filed in the that the error would not have occurred.
AICPA Plan. Even though many The CPA is therefore liable for the tax
claims appear to have question- deficiency, interest and penalty.
able merit, once filed, they become costly.
Many times a little more care and business 3. A CPA was asked to estimate the tax li-
judgment can avoid practitioners being ability of a substantial transaction and
put in a position of being forced to defend the tax savings considering an option of
unnecessary suits. The best defense a charitable contribution. The advice
against any suit is quality work. Consider- giver failed to consider alternative mini-
able CARE and good DOCUMENTA- mum taxes of approximately $350,000.

This problem is a common one where
the CPA is asked “what if” questions.
The lesson to be learned here is, research
the questions carefully to avoid giving
improper advice.

TION are key ingredients to performing
quality work. A common thread present in
the following claims is a failure to care-
fully research authoritative tax literature
before giving advice. Anyone can make
mistakes; but to give advice in a highly
technical area without doing the necessary
research is asking for trouble.

With the frequency of changes in
our income tax laws and with the ever
changing regulations, every practitioner
R d g his cli must always be careful when furnishing
il e(;nsgre was e_ngagle t: help his d:j advice. It is best to take the time to re-

e.nt esign a pension plan. Erroneous ad- search the problem and do ent your
vice from the accountant led to the IRS i ) )
. . file with the appropriate references to au-
disallowing the plan and an assessment thoritative tax literature before givin
for taxes, penalties and interest. The CPA do . gving
believes that penalties and interest will agvice . .
The area of pension and profit shar-

be at least $100,000 in addition to a tax . ) .
assessment of $100,000 for a total claim ing plans has become increasingly com-

of $200,000 plus defense costs. plex in recent years. Likewise numerous
other areas of tax practice which used to
2. The client receives large distributions be simple and easily dealt with, have be-
from both a pension plan and a profit come more complicated. Take the time to
sharing plan funded by his employer. The make sure that the advice you are giving
CPA gave erroneous advice about the is correct under the circumstances and
treatment of these distributions. The CPA supported by the tax literature.Q

admits that IRS Code and Regulations

MANAGING YOUR TIME AND YOUR BUSINESS

TAX ENGAGEMENTS,

Recent surveys suggest that appmﬁma@y 50 per- | 1. Rlad mis news!e'tter aﬂ‘,e[Aprll 15th.
cent of billings of the average CPA firm are de- -
rive& ﬁm tax work. Couple tkm stagg mﬁng statis- | 2. !mm«u non- tax engagements during ihe .
tic with the fact that this volume of work is concen- May-December months, which provides time
m:ﬁed within agpmteky 0 business days at constraint relief and spreads out your income
the on-set of the year, and one has an alarming _ stmalﬂﬂiﬁ ﬂow more equally. '
'ﬁm;e 'manag‘em'ent headache. '

|3 Geta hlaﬂ start on the tax season by planning
Ta i:z!g m»m the pressures of this nmm there | the necessary hours to interview, procure infor-

are a mu f- laE suggasﬁms worth masrdeﬁng’ o mmm prépare review, and approve each
' . _ . contmued on next page

Accountants' Liabitty |
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 client's work. Here Ve u can determine it your
have enough ‘hours m«the lay” to hydn,ih: the

é udmg cleuwi Q“‘f or n«._eed‘fﬂ hire @«,z.ma_me! '

temporary help.

Have ol the necessary fornns ready, in advarce

of tie tax rush, This means not only the tax
forrns, but atso your irternal contract forms
such as: client interview forms, client evaluation
forrns, preparer’s chacklisl, reviewer's checklist

. Accassreview dlient evaluation form each yoar.
~ Detenvine i the ne=ds of the dlient and those
of the tirm are consistent. If for whatever rea-

yeur evaiuation points toward termination

of the relationship, then o so. An unhappy dli-

ent is a red flag irom not oniy time manage-
ment {i.e. lost time to iron-out complaind), but
could lead to a malpractice claim.

6. Assure that you are adequately compensatad
for planned hours to be spent on each engage-
ment. Too often, cutting fees to attract or ra-
tain a client can lead to cutting corners onthe
preparation/review of the engagemant ant
lead to complaints '
and/or costiy malprac‘ace clanms

Your Hime is hrmted durmg thls part of the vm,
therefore, it is imperative to properly plau o1d
price your work to assure your quality & nd | \mﬁt
ability remain on an upward trend 0

AICPA Professional Liability
Insurance Plan Committee

Ronald S. Katch, Chairman
Katch, Tyson & Corren, Northfield, IL
Vernon W. Brown
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Donald A. Harris
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Leonard A. Dopkins
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C.J. Reid, Jr.; Robert M. Parker
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