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Failure to Document and  
Perform Due Diligence

An accountant was asked by his client to review an 

audited financial statement to provide an opinion 

whether there was adequate collateral to secure 

an investment in a company. The accountant spent 

less than two hours reviewing the document for 

a multi-million-dollar investment. The accountant 

did not seek any additional information, nor did he 

seek to speak with anyone regarding the financial 

information. The accountant did not prepare a 

written report and, in fact, did not create a file 

documenting his work. The accountant also did not 

ask his client to sign a retention agreement.

Later, the client lost his investment because the 

company for which the audit had been prepared 

went bankrupt. The accountant was brought into 

the ensuing litigation on a theory that he breached 

the standard of care because he did not identify 

issues in the audited financial statement and he did 

not seek more information. The parties disputed 

the scope of the accountant’s engagement 

and whether he should have sought additional 

information, particularly in view of the fact that 

there was a qualification contained in the audit of 

the financial statement. The accountant argued 

that his scope was limited to a review of the 

audited financial statement for the sole purpose 

of verifying that the company had adequate 

collateral to secure the investment. The accountant 

maintained that he was not hired to provide a 

thorough evaluation of the investment company. 

Other parties to the litigation, however, argued 

that the accountant was hired to provide a broader 

analysis and had a duty to advise his clients 

regarding the risk of investing in the company. The 

qualification in the audit was viewed as a red flag 

which indicated that the accountant did not have 

sufficient relevant data to afford a reasonable basis 

to draw a conclusion or make a recommendation.

What, if anything, could the accountant have done 

differently to avoid or lessen the impact of this 

claim?

Ask For A Written  
Retention Agreement

No matter how small you may view a job, it is 

always prudent to ask for a retention agreement. 

It is your opportunity to clarify your scope of work 

and to identify whether you and your client have 

different ideas regarding the level of service you 

will be providing. It is important to do this even if it 

is a long-standing client. Simply because you have 

been doing work for the client for a long time does 

not mean that you are in agreement on the client’s 

latest request for services. In our example, above, 

the scope of the accountant’s work was central 

to the claim against him. A written agreement 

would have helped to identify the limited scope 

of his work, thus likely eliminating any attempt to 

broaden the scope and thus, his potential liability.
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Produce A Written  
Report/Documentation of Your Work

A written report will provide a clear road map of 

the work provided. It is also another opportunity 

to ensure that there are no misunderstandings 

about the scope of your work. In our example, 

above, the accountant could have provided a 

very short written summary of his review of the 

audited financial statement. In that summary, he 

could have noted the qualification contained in the 

audit and that he had not investigated it further. 

At that point, the client then would have had the 

opportunity to ask the accountant to investigate 

further if they desired. At the least, the client 

would be made aware of the qualification in the 

audit.

Know What Your Duties Are

Once you have established the scope of work 

with your client, identify the standards to which 

your work will be subject and ensure that you 

are complying with those standards. In our 

example, a party to the litigation argued that the 

CPA professional standards required the exercise 

of “due professional care” and the gathering of 

“sufficient relevant data to afford a reasonable 

basis for conclusions or recommendations in 

relation to any professional services performed.” 

(AICPA Code of Professional Conduct Section 

2.300.001.) The accountant arguably had not met 

that standard of care because he did not seek 

additional information that was potentially relevant 

to his analysis of the audited financial statement.

Take Time and Due Care

Even if the scope of your services is relatively 

limited, take the time to thoroughly review all 

of the information that is provided to you. If the 

information is incomplete, seek out the information 

to ensure that the missing information will not 

impact your work. If you are unable to obtain 

missing information, note it in a written summary 

of your services to your client.

Administered by FTJ, your NSA Member Insurance Program offers 

professional liability insurance that protects your business from the risks 

you face every day. For more information on coverage and rates, contact 

our Errors & Omissions specialist Ladonna Filler at 1-800-821-7303  

ext. 1157, or email her at LFiller@ftj.com.   
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