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A small accounting firm was hired in 2010 to 
prepare tax returns for a local business.  The 
returns were filed in a timely manner and the 
client was satisfied.  Starting in 2013, the client 
requested that the accounting firm also perform 
financial statement audits, which the firm does.  
In 2015, the client discovers that one of their 
own employees has been stealing funds for the 
past 5 years.  No engagement letter was used. 
 
The client asserts that the firm is responsible 
for their employee’s fraud. The firm responds 
by stating that they were not engaged to do 
audit work until 2013 and the type of audit work 
they performed was never intended to detect 
fraud.  
 
This situation brings in certain liability 
considerations including the following:  
 
Is it possible for an accounting firm to be 
held liable for a client’s fraud loss under 
these circumstances? 
Depending on the particular facts, it is possible 
in most states for an accounting firm to be held 
liable for a financial loss under these 
circumstances. 
 
Could the accounting firm be held liable for 
all the fraud losses going all the way back 
to 2010? 
Even though part of the fraud apparently pre-
dated the firm’s audit services, as there was no  

 
 
engagement letter or contract, it may be 
possible for the client to argue that the firm had 
a duty to detect fraud all the way back to their 
first date of hire in 2010. 
 
The risk management lesson here is that an 
appropriately worded engagement letter that 
includes a defined scope of services and 
disclaimer of responsibility for fraud detection 
is critical in reducing professional liability 
exposure.  In addition, original engagement 
letters should be updated or new ones drafted 
as additional services are added or existing 
services are no longer needed. 

“He Said/She Said” – The Need for an Engagement Letter 




