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CHAPTER I 

INTRODUCTION 

Public accountants have become quite concerned dur

ing the past few years about their legal liability to 

third parties. The cause of this concern has been the 

rash of lav/suits recently filed against CPA firms. Various 

estimates of the number of suits pending against accoun

tants have been circulated. One estimate said 100 suits 

were being litigated in 1966, Whether or not this figure 

is exact is rather unimportant. The Important point is 

that suits by Injured third parties have substantially 

increased over the past few years. 

Although accountants have very seldom been held 

liable to third parties, they are nonetheless concerned 

over the Increase in suits. If an accounting firm becomes 

involved in a suit and is acquitted, the firm's reputation 

and business still suffer. Also, the area of accountants' 

liability to third parties is somewhat cloudy. Accoun

tants are, therefore, not sure what circumstances will 

iConstantine N. Katsoris, "Accountants' Third Party 
Liability—How Far Do We Go?" Fordham Law Review. XXXVI 
(December, I967), p. 191* 



result in their acquittal. The vagueness of the defini

tion of their liability constitutes a threat "to the very 

existence of a CPA firm everytime it puts its name on an 
2 

opinion on financial statements." 

The presence of this threat may impede full dis

charge of the accountant's social obligation because of 

his defensive and protective attitude. It may prevent 

the accountant from expressing a free, professional 

opinion in matters which might be helpful to his client 

and the public.-^ 

Other professions are also suffering from an in

creased number of lawsuits claiming negligence, fraud, or 

malpractice on the part of their practitioners. It has 

been pointed out that physicians hesitate to help strang

ers in emergencies, "for fear that they will be sued later 

for alleged improper decision or action," The public 

suffers from such suits because its professional advisors 

become more and more cautious,-^ 

Various reasons have been offered to explain the in

crease in lawsuits against CPA firms. These reasons include 

John L, Carey, CPA Plans for the Future (New York: 
American Institute of Certified Public Accountants, I965)t 
p. 408. 

*Ibid, 

^Ibid., p. 409. 

5lbid. 



(1) the hope of banks and other financial institu
tions to make accounting firms a source of salvage 
when credit losses occur; (2) the general growth 
of the American economy and the related increase 
in loss potential in the event of a business failure; 
and (3) the publicity accompanying the six million 
dollar lawsuit against Peat, Warwick, Mitchell & 
Co,, the nation's largest public accounting firm, 
brought by the two largest banks in the United 
States, the Bank of America and the Chase Manhat-
ten Bank." 

Regardless of the reasons, accountants are being 

plagued by a large number of lawsuits by third parties. 

This problem is complicated by the uncertainties v/hich 

surround the accountants' third party liability. The pur

pose of this thesis is to explore the area of accountants' 

third party liability in the hope of untangling some of 

the uncertainties and questions surrounding this area 

of law, to explore the future of the accountants' third 

party liability, and to suggest measures which, if taken 

by accountants, vrould reduce the likelihood of them being 

convicted in a lawsuit. 

It should be mentioned, however, that no clear-cut 

lines can be dravm to determine when an accountant will 

be held liable to third parties and when he will not, 

This is because the coiarts and statutes have failed to 

sufficiently clarify the accountant's third party liabil

ity. General conclusions can be drawn, though, and it is 

^"Potential Liability of Accountants to Third 
Parties for Negligence," St. John's Law Review. XXXXI 
(1967), p. 597. 



hoped that the reader, by studying the material in this 

thesis, v/ill be able to apply the general conclusions to 

specific situations. 

Only the accountant's liability to third parties 

is considered in this thesis. The accountant's liability 

to his client is not discussed. Also, the legal liability 

discussed applies only to the liability the accountant 

might incur in the auditing function of his work. In 

the area, of statutory law, the accountant's liability is 

discussed only in relation to the Federal Securities 

Acts of 1933 and 1934» The various state "Blue Sky laws" 

are not considered because none of them expose the accoun

tant to greater liability than the Federal laws, and do 

not contain provisions which modify the common law. 

Also, the accountant's liability to government agencies 

such as the Internal Revenue Service and the Securities and 

Exchange Commission is not considered. The thesis is 

restricted in the sense that it applies only to the 

accountant's possible liability to investors and creditors 

who rely on the accountant's audit report when making 

decisions. 

Various terms used in the thesis are defined belovr 

to aid the readers in their comprehension of the subjects 

"̂ Saul Levy, Accountnnts' Legal Resporsibili by; 
(New York: American Institute of AccountanFs, 195̂ 4")*, 
p. 50. 



discussed. 

The term accountant as used here will refer to a 

certified public accountant practicing public accounting. 

Third party as used here means any investor in 

securities who relies on an accountant's opinion when 

purchasing or selling securities, and any creditor who 

relies on an accountant's opinion when extending credit 

to the accountant's client. All Federal agencies are ex

cluded from this definition of third party. 

Common law is the body of case law used when 

rendering decisions on lawsuits involving situations not 

covered by written laws or the Constitution. 

Statutory law refers to written law passed by 

legislative action and the Constitution. 

The plaintiff in a lawsuit is the person or persons 

bringing charges against someone. 

The defendant in a lawsuit is the person charges 

are brought against by the plaintiff. 

Negligence is "the failure of an auditor to perform, 
o 

or report upon, a professional engagement" with the care 

a reasonable, prudent man would exercise in the circum

stances. 

Gross negligence is a reckless or extreme depar

ture from the standard of care a reasonable, prudent 

%iobert M. Trueblood, "Legal Liability—A View 
Prom the States," Accountancy (Eng.), LXXVIII (September, 
1967), p. 580, 



auditor would exercise in the circumstances." 

Fraud is intentional deception when rendering an 

opinion on financial statements. 

Inference of fraud refers to the cou-rts procedure 

of presuming the intent to deceive, a necessary element 

of fraud, from an accountant's grossly negligent conduct,-^ 

Privity is a successive relationship or mutual 

12 
interest between parties legalized by contract. 

ComT^etenoe refers to that level of skill which is 
• I I Ill r - 1 1 1 • - • r-

reasonably expected of accountants, as members of a 

skilled profession.^ 

Due care is that degree of care which .is reason

ably expected of accountants, as members of a skilled 

14 profession. 

Accounting standards as used here refers to the 

standards of auditing, all generally accepted principles 

of accounting, all audit methods, and all methods of 

accounting procedure. 

%bid. 

•'' H, ? . Salm.onsdn, "A P r o p h e t i c Ang.logy," Aceountin?r 
Review, x a v i l ( J u l y , I 9 6 2 ) , p . 502. 

^ ^ I b i d . 

12 
V/ebster ' s New World Dict long.ry , Col lege E d i t i o n 

(Cleveland and New York: The world Publ lshin ,^ C o . , I 9 6 2 ) , 
p . 1160. 

•^^Trueblood, OD. c_i^., p . 58O, 

l ^ I b l d . 



CHAPTER II 

LIABILITY TO THIRD PARTIES AT 

COMMON LAW 

Although the topic of accountants' liability to 

third persons at common law has been ably considered, it 

is by no means resolved. The relationship between the 

accountant and his client is based on contract law, and 

the principles in this area of law are v/ell defined. There 

is, hox̂ /ever, no contract betv/een an accountant and a third 

person to perform promised services vjith due care. There

fore, injured third parties have customarily attempted to 

recover losses by accusing accountants of varying degrees 

of negligence and fraud. V/hile the common law has generally 

limited the accountant's liability for negligence, it has 

emphasized his exposure to third persons on the grounds of 

fraud. As the rules governing these tv/o areas of liability 

have developed, the law of negligence and the law of fraud 

have become entangled. -̂  The purpose of this chapter is 

to shovr hovr the common lav/ rules governing accountants' 

liability to third persons developed, and to attempt to 

15 Katsoris, oo. cit., p. 19! 
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untangle some of the misunderstandings concerning liabil

ity based on negligence and liability based on fraud. 

Liability for Negligence 

Historically, the common law recognized no liabil

ity for negligence except between parties in privity. 

This meant that a plaintiff could not maintain an action 

against a defendant v/hose negligent performance of a con

tract resulted in harm to the plaintiff, unless "the plain-

17 tiff was in privity of contract with the defendant." ' 

Applied to accountants, this meant a suit by an injured 

third party against an accountant for the negligent per

formance of an audit v/ould be decided in the accountant's 

favor. 

The requirement for privity is. gradually being 

weakened although mere negligence has not, as yet, been 

grounds for holding accountants liable to third parties. 

Whether or not it will in the future is a question which 

will be discussed in Chapter IV of this thesis. 

One of the first cases to weaken the rule of privity 
18 

of contract was an English case. Heaven v. Pender. That 

case involved a dock owner who put up a staging outside a 

^^"Potential Liability of Accountants to Third 
Parties for Negligence," oi£. cit.. p. 589. 

^"^Katsoris, £2' cit. 

•^^eaven v. Pender. II Q,B.D. 503 (C.A. I883) 
(England). 



ship in his dock under contract with the shipowner. A 

ship painter had contracted vrith the shipowner to paint 

the outside of the ship and the staging was to be used 

to climb on while painting the ship. A painter, one of 

several men hired by the ship painter to help paint the 

ship, was climbing on the staging when it collapsed 

resulting in injury to the painter. The painter-plain

tiff sued the dock owner-defendant who had erected the 

staging. The court found for the plaintiff despite lack 

of privity between the plaintiff and the defendant. The 

court rested its holding on an analogy to a situation 

where a plaintiff is invited onto the defendant's premises 

for their mutual economic benefit.^ 

In the United States one of the first cases to 

20 abolish the privity doctrine was Thomas v. Winchester. 

This case involved a situation where negligence put human 

life in danger. The defendant, a dealer in medicines, 

sold a druggist poison which he had negligently labelled 

as an extract. The druggist, in good faith, used the 

poison in filling a prescription for a lady. The lady 

became seriously ill and the lady's husband sued the 

original vendor. The court found for the plaintiff. 

^^"Potential Liability of Accountants to Third 
Parlies for Negligence," 0£. cit., p. 590. 

^^Thomas v. Winchester. 6 N. Y. 396 (1852). 



10 

There were several cases during this period of a similar 

nature. They all involved situations in which one person's 

negligence endangered another person's life. In these 

cases, the courts consistently held that privity of con

tract between the plaintiff and defendant v/as not neces-

21 sary for recovery. 

The privity rule was weakened even more in MacPher-

22 

son V. Buick' when Judge Cardozo held that if an item 

causing injury v/as something which, while not inherently 

dangerous, "is reasonably certain to place life and limb 

in danger when negligently made . . . (and) there is added 

knowledge that the thing will be used by persons other 
2*̂  than the purchaser . . . v/ithout nev/ tests . . ." -̂  the 

manufacturer would be liable to the ultimate purchaser 

of his product even though they are not in privity. It 

should be pointed out that the cases discussed thus far, 

generally. Involved situations v/hich resulted in physical 

harm to person or property, and not loss of only economic 

interests. 

The courts in England were, at this time, hesitant 

to allow recovery of economic loss v/hen parties were not 

•̂'-Katsoris, ̂ E* cit.. p. 19^. 

^^MacPherson v. Buick Motor Co[., 217 N.Y. 382, 
111 N.E. 1050 (191^). 

^3ibid.. p. 1053-
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2li 

in privity. In LeLievre v. Gould, a mortgagor made 

arrangements vrith his mortgagee to make payments to the 

builder of the mortgagor's house as work progressed. The 

progress on the building was to be determined and reported 

to the mortgagee by an architect and surveyor who was 

hired and paid by the mortgagor. It was noted that the 

architect was ai-̂ are his reports would be relied upon by 

the mortgagee when advancing money to the builder. The 

architect was negligent in preparing his reports, and 

consequently, the mortgagee paid the builder more than 

he should have. Therefore, the security—the building— 

was deficient. The project eventually v/as unsuccessful 

and the mortgagee had no means of recovering his lost 

investment. He then sued the architect for damages. The 

court held for the defendant, stating that he owed no 

duty of care since there was no privity of contract 

between the mortgagee and architect. The court implied 

that the defendant would have been liable to the plaintiff 

for fraud but not negligence. Heaven was distinguished on 

the ground that there is a difference "between negligence 

that can possibly result in bodily harm and negligence 

that can result only in possible economic injury from 

^^LeLievre v. Gould. I. Q.B. ^91 (C.A. 1893) 
(England). 



reliance upon a negligent statement. 

12 

..25 

It appears that, prior to 1922, the American courts 

26 
recognized this distinction. In Landell v. Lybrand, a 

firm of certified public accountants were sued by an 

investor-plaintiff who claimed the accountants v/ere neg

ligent in making their report. The plaintiff relied on 

this report and suffered a loss when he purchased capital 

stock in the company audited by the accountants. The 

court held for the defendant-accountants stating that: 

There were no contractual relations between the 
plaintiff and defendants, and, if there is any 
liability from them to him, it must arise out of 
some breach of duty, for there is no averment that 
they made the report with intent to deceive him. 
The averment in the statement of claim is that 
the defendants were careless and negligent in 
making their report; but the plaintiff was a 
stranger to them and to it, and, as no duty 
rested upon them to him, they cannot be guijty 
of any negligence of which he can complain. 

28 
However, in 1922 in Glanzer v. Shepard, ° the rule 

that an injured third party cannot recover economic loss 

except from parties in privity seemingly v/as reversed. 

This case involved a public weigher, the defendant; a pur

chaser of beans, the plaintiff; and the seller of the beans. 

25»tpotential Liability of Accountants to Third 
Parties for Negligence," 0£. cit. 

^^Landell v. Lybrand. 26k Pa. ^06, 107 A.783, 
8 A.L.R. î 61 (1919). 

'̂'john H. Myers, Auditing Cases (Chicago, Illinois: 
Northwestern University Press, 196^), p. 15. 

^^Glanzer v. Shepard, 233 N.Y. 236, 135 N.E. 275 
(I920). 
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The defendant supplied the plaintiff with a certificate 

stating that the beans he was about to purchase weighed 

a certain amount. The plaintiff, relying on the certifi

cate, paid the vendor according to the previously agreed 

on price. The plaintiff discovered later that the beans 

had been weighed incorrectly. He sued the public weigher 

and the court decided for the plaintiff, stating that 

when the defendant undertook the task of weighing, "he 

assumed a duty to weigh carefully toward all those whose 

2Q conduct would foreseeably be governed thereby." ^ 

Many lawyers and accountants felt that if and when 

the case arose, the courts would hold accountants liable 

to third parties for negligent audits, according to 

Glanzer. provided the accountants should have foreseen 

that the injured third parties would rely on their audit 

report. This was not the situation, however, when 

Ultramares Corp. v. Touche^ v/as decided in 1931* 

In UltraTJiarcs, the defendants, a firm of accountants, 

were hired by Fred Stern & Co., Inc. to certify its balance 

sheet. The defendants knew from prior dealings v/ith Stern & Co, 

that they used the balance sheet to obtain extensive credit 

with which to run their operations. After completing their 

audit and preparing a certified balance sheet, the accoun-

^^"Potential Liability of Accountants to Third. 
Parties for Negligence," op. cit., p. 591» 

3Qultramare5 Corporation v. Touehe, 255 N.Y. 170, 
17^ N.E. ^^1 (1931). 



1 ^ v/ 

tants prepared and gave to Stern & Company thirty-two 

additional copies of the balance sheet which vjere to be 

distributed to potential creditors. The defendants 

attached to the balance sheets their opinion that the 

balance sheet represented the "true and correct" viev; of 

the financial condition of Stern & Company, The plain

tiff relied upon the statement when extending credit to 

Stern & Company, Stern & Company was declared bankrupt 

soon thereafter, and the plaintiff sued the accounting 

31 firm on negligence and fraud theories.-'̂  

The court held that the defendants v/ere not liable 

for negligence since there was no privity of contract. 

The court went on to state, however, that the defendants 

would be held liable if the plaintiffs could prove fraud,^ 

Chief Justice Cardozo, v/riting for the court, v/as 

hesitant to expose accountants to liability out of all 

proportion to the seriousness of their actions. He stated 

that: 

If liability for negligence exists, a thoughtless 
slip or blunder, the failure to detect a theft or 
forgery beneath the cover of deceptive entries, 
may expose accountants to liability in an indeter
minate amount for an indeterminate time to an 
indeterminate class.33 

3lKatsorls, 0£. pit,, p. 195» 

^^"Potential Liability of Accountants to Third 
Parties for Negligence," og. cit. 

33uitraroares Corporation v. Touehe. op. cit., p. ̂ l̂-̂ . 
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"In rejecting such liability for negligence, hovr-

ever, the court v/as careful not to overrule Glanzer. dis

tinguishing it as follows:"3^ 

In a v/ord, the service rendered by the defendant 
^^ Olanzer v. Shepard. v/as primarily for the infor
mation of a third person, in effect, if not in 
name, a party to the contract, and only inciden
tally for that of the forma.1 promisee. In the 
case at hand the service v/as primarily for the 
benefit of the Stern Company, a convenient instru
mentality for use in the development of the busi
ness, and only incidentally or collaterally for 
the use of those to whom Stern and his associates 
might exhibit it thereafter.-^^ 

This differentiation betv/een Glanzer and Ultra

mares—that the purpose of the transaction in Glanzer 

was primarily to benefit the plaintiff, while in Ultra

mares the service vras primarily for the client, and only 

incid.entally for the use of third parties—has been chal

lenged by numerous authorities. Under tort theory, it 

appears that Ultramares and Glanzer should not have been 
^ ^ ^ — . w i l l ••! r I ̂ aa-iMt » n « « ^ ' . w w w m • !•» i • i i pi ii« ii i 

decided differently for the sole reason that the person 

likely to be injured v/as not specifically knov/n. "The 

possibility of harm to the plaintiffs in both cases seems 

to fall v/ithin the foreseeability or risk reasonably to 

be perceived rule of tort liability for negligence,"-̂ "̂  

3^Katsoris, ov, ĉ it. 

35uitramares Corporation v. Touehe, pp. £lt., 
pp. k-k^-kZ'. 

-̂ 36t.potential Liability of Accountants to Third 
Parties for Negligence," on, cit., p. 592. 
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It seems that the primary reason for limiting the accoun

tant's liability for negligence to third parties was the 

public policy of not wishing to harm the public account

ing profession by imposing such an enormous liability on 

It. 37 

Although Ultramares has been criticized, the weight 

of authority in this country still supports the general 

proposition that accountants should not be held liable 

to third parties for mere negligence, principally for this 

public policy reason of not v/ishing to expose the accoun

tant to limitless liability. This proposition has been 

justified on the grounds that most suits against accoun-

tants by third parties are now accusations of fraud.-' 

The subject of liability for fraud will be discussed in 

detail in the next section of this chapter. 

The development of the lav/ in England has been 

somev/hat different than in the United States. In addi

tion to the cases discussed previously, there have been 

two important English cases in the last several years 

which should be studied. In Candler v. Crane. Christmas 

* £2«» ^ 1951 English Court of Appeals case, an inves

tor responded to a one-man company's solicitation for 

37ibid. 

3"Katsoris, oj^. cit.. p. I96. 

3^Candler v. Crane, Christmas and Company, 2 K.B. 
16^ (1951), All E.R. ^26 (I951). T.L.R. 371 (1951). 
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capital. The investor requested that he be supplied with 

a current balance sheet so he could determine the company's 

worth before investing any money. The company's indepen

dent accountants prepared the balance sheet and personally 

delivered it to the investor-plaintiff. The plaintiff 

then invested some capital in the company. The defendant-

accountants had negligently failed to audit certain assets. 

The company was actually close to bankruptcy at this time. 

When the company failed, the plaintiff sought to recover 

his investment from the accountants. The court held for 

the defendant, relying on LeLievre v. Gould for the 

proposition that there must be privity of contract for 

economic recovery in negligence. The court also cited 

Ultramares saying that even if a third party might recover 

for negligent misrepresentations, he could not recover 

from an accountant, since the losses suffered v/ould be 

limitless. Lord Denning made a strong dissent in the 

Candler case, raising the following arguments: (1) the 

risk theory should be as applicable to cases involving 

economic loss as to cases involving property damage or 

personal injury; (2) the plaintiff's loss vias a most 

probable event if the defendants should neglicontly 

Lel'leĵ Xil v. Gould, og. ^j.t, 
kl 

Joseph Goldberg and VJalter P. K e l l y , J r . . 
" A c c o u n t a n t s ' L i a b i l i t i e s t o Third P a r t i e s Under Common 
Lav/ and F e d e r a l S e c u r i t i e s Lavj," Boston Co21_fl'̂ j:i Ir-rjug-
t r i a l and Commercial La-.r Hcyier^, IX H ^ l l T 19''-)?) , p . 1^5. 
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misrepresent the company's value; (3) the plaintiff was 

not merely a foreseeable person to the defendants but 

rather he v/as foreseen, since the balance sheet was pre

pared specifically for the purpose of influencing his 

conduct. 

After reviewing the two cases, Ultramares ani 

Candler, it seems that the court in Candler made a mis

take in citing Ultramares as a basis for their decision. 

The primary purpose of the ruling in Ultramares was to 

prevent exposing the accounting profession to limitless 

liability by making it liable to an indeterminate class. 

This was hardly the situation in Candler where the third 

party relying on the balance sheet was clearly foresee

able. The circumstances in Candler seem to more nearly 

parallel the circumstances in Glanzer, and if the English 

court was going to cite an American case, then it seems 

Glanzer should have been the one. 

In 196^, the House of Lords criticized the ruling 

^^ Candler when it handed dov/n the decision in Hedley 

Byrne & Cjo. v. Heller & Partners. 3 i^ this case, a 

debtor asked his bank to give credit references to a man 

from whom he was seeking credit. The bank v/as negligent 

^^Ibid., pp. 145-6. 

^3Hedley Byrne & Co. Ltd. v. Heller & Partners Ltd. 
(England), 2 All E.R. S15. (19^3). 
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in preparing the credit references. The creditor relied 

upon the references when extending credit to the debtor. 

When the creditor learned of the debtor's insolvency, he 

sought recovery of his loan from the debtor's bank. The 

court decided in favor of the defendant, but only because 

the bank had expressly disclaimed any liability for the 

credit references. The decision in Hedley has been 

interpreted to apply to accountants: 

But accountants ̂ may nov̂  be held in lav/ to owe a 
duty of care to persons other than those with 
v/hom they are in a contractual or fiduciary rela
tionship and may be liable for neglect of that 
duty if, but only if, they knov/ or ought to knovr 
that a financial report, account or statement 
prepared by them has been prepared for a specific 
purpose or transaction, will be shown to a par
ticular person or class of persons, and may be 
relied on by that person orr̂ alass of persons in 
that particular connection. ^ 

The decision in Hedley, of course, reverses the 

decisions in the English cases of LeLievre and Cajndler. 

It seems clear, hov/ever, that the decision is not intended 

to expose English accountants to a potential liability 

"in an indeterminate amount, for an indeterminate time, 

to an indeterminate class," a situation v/hioh Ultrai'Lares 

in the United States prevented, but the class of third 

^ ^ a t s o r i s , on. c i t . , p . 197-

^^"Accountants ' L i a b i l i t y to Thirn Part ies—The 
Hedley Byrne Decis ion," The JOJIT^QIII ££ Accountaiicv, LVII 
(October, 1965). p . 66) . 

^̂  ^^Ultramares Corporat ion v. Touchy, o^» c i t . , p . U^^i. 



20 

parties is wider than those to v/hom the accountant stands 

in a fiduciary or contractual relationship. There must 

be a connection between the accountant and the third 

person, a connection from which the inference will be 

drawn that the third party was relying on the accountant, 

and that the accountant knev/, or ought to have knov/n in 

the circumstances, of this reliance. ' 

Whether or not the decision reached in Hedley v/ill 

be followed by United States courts involved in similar 

situations remains to be seen. There are some indica

tions that it v/ill. For example, in June, 1955i the 

£.^.T. Financial Corporation v. Barrov/ Wade, Guthrie & 

Co. case reached the United States Court of Appeals. 

C.I.T, Corporation had made substantial loans to a com

pany which the defendants were auditing. The company 

subsequently went bankrupt resulting in C.I.T. losing 

its loan. C.I.T. charged the defendants with negligence 

in the conduct of their audit. The jury v/as directed 

that, in order to establish that the auditors v/ere liable 

to C.I.T. Finance Corporation, they must satisfy them

selves that the audit report was for the primary benefit 

of C.I.T. which was actually a third party, not the client, h-S 

^^tiAccountant's Liability in Negligence to Third 
Parties," Accountants' Magazine (Scot.), LXIX (September, 
1965). p. TW* 

^8K. L. Milne, The Accountant jLn Public Practice 
(London, England: Butterv/orth & Co., Ltd., 1959), P* 150 
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Although the court held that the audit v/as not for 

the primary benefit of C.I.T., and therefore, found for 

the defendant, the directions given the jury seem to 

indicate that if reports are negligently prepared by 

accountants, expressly for the benefit of a third party, 

and the third party acted on them to his loss, a United 

States court might hold the accountant liable.^ 

The directions given to the jury in C.^.T. do 

not seem very different from the ruling handed dox̂ /n in 

Hedley. Therefore, it seems quite likely that United 

States courts v/ill follow the decision in Hedley. espe

cially since it has long been customary for the tvro 

countries to cite each other's cases v/hen reaching deci

sions at common lav/. In any case, it is imperative that 

United States accountants be familiar v/ith the legal 

developments in England as well as at home. No United 

States or English court has yet to hold an accountant 

liable to third parties for mere negligence, but from the 

trend in the development of common law, it seems possible 

that the court might in the future. This question will 

be explored in more detail in Chapter IV. For the 

present, Hedley is the controlling case in England, 

while Ultramares continues to be the controlling case 

in the United States for determining accountants' third 

^9ibid. 
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party liability for negligence at common law. 

Liability for Fraud 

For many years now, any action brought in fraud 

has been based primarily on the principles set forth in 

the 1889 English case. Perry v. Peek.^^ In this case, 

the defendants were directors of a corporation running a 

tramway. The defendants issued a prospectus to induce 

people to buy stock in the corporation. The prospectus 

stated the company had the right to use steam or mechani

cal motive power instead of horses. This statement was 

later proven to be false, but the trial court found as a 

fact the defendants honestly believed their statement to 

be true. The House of Lords held that such honest belief 

was a complete defense against the plaintiff.^ The 

House of Lords v/ent on to state that fraud is proved 

when: 

a false representation has been made (1) knov/-
ingly, or (2) without belief in its truth, or 
(3) recklessly, careless whether it be true or 
false. Although I have treated the second and 
third as distinct cases, I think the third is 
but an instance of the second, for one who makes 
a statement under such circumstances can have no 
real belief in the truth of what he states.^^ 

From the above, the conclusion is drawn that fraud 

can be established not only by proving that knov/ledge 

^Qperry v. Peek, (1889) 1^ App. Cas., 337. 

•̂•-Katsoris, og. cit.. p. 200. 

^^Perry v. Peek, op. cit., p. 37^. 
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existed of the falsity of a presentation, but also by 

proving there was a lack of knowledge of a presentation's 

truth or falsity, or by establishing recklessness equiv

alent to a lack of genuine belief in the truth of the 

presentation. Also, it is not essential that the presen

tation be false under every conceivable inference. To 

establish fraud, it is only necessary that the statement 

admits of more than one interpretation and that the maker 

knev/ that it would probably be understood in its false 

sense.^3 The court in Perry was also careful to point 

out that although negligence per se is not a substitute 

for fraud, it may nevertheless be evidence that the 

defendant did not have an honest belief in the truth of 

54 his statement. 

Just as Ultramares is the leading case in the United 

States concerning accountants' liability to third parties 

for negligence, it is also one of the leading cases con

cerning accountants' liability to third parties for fraud. 

Application of the principles set forth in Perry can be 

found in Ultramares. You will recall that the plaintiffs 

in Ultramares brought charges for negligence and fraud. 

The charges of negligence have already been considered 

earlier in this chapter. 

^3Katsoris, og. cit. 

^ Perry v. Peek, op. cit.. pp. 376-7. 
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Now the courts' findings on the charges of fraud 

will be reviev^ed. In determining the validity of the 

cause of action for fraud, the court first analyzed the 

accountants' certificate which read:^^ 

We have examined the accounts of Fred Stern & Co., 
Inc, for the year ending December 31, I923, and 
hereby certify that the annexed balance sheet is 
in accordance therev/ith and v/ith the information 
and explanations given us. V/e further certify 
that, subject to provision for federal taxes on 
income, the said statement, in our opinion, pre
sents a true and correct view of the financial 
condition of ̂ red Stern & Co., Inc., as at Pecem-
ber 31, 1923.56 

The court concluded that the first sentence involved 

a representation of fact, v/hile the second Involved an 

expression of opinion. The court found that the accoun

tants "certified as a fact, true to their own knowledge, 

that the balance sheet was in accordance v/ith the books 

of account" and that if "their statement was false, they 

are not to be exonerated because they believed it to be 

true."̂ "̂  According to an article in Sjt. John's Law Review, 

this statement by the court should be interpreted as fol

lows: 

This language should not be interpreted to mo-9.n 
that vThen the defendants certified the balance 
sheet as true to their ovrn knov/ledge they v/arranted 
its truth. It simply means that if the defendants 
said it v/as true to their ovrn knoTiledfo, and they 

55Katsoris, op. cit., p. 201. 

Ultramares Corporation v. Touehe, jop. cit., p. ̂ î '2. 

"̂̂ Ibid.. p. 448. 
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had no knowledge on the subject, i.e., whether 
the balance sheet accurately reflected the actual 
condition of the business, there v/ould be no 
sincere belief, and therefore, the statement 
would amount to fraud.^° 

As a result of the court's position that good faith 

is no defense if a false statement is certified as true, 

the accounting profession soon omitted the word "certify" 

59 from its certificates.'^ Accountants nov/ only give their 

opinion concerning the fairness with which financial state

ments present the financial condition of a company. 

When considering the opinion portion of the certifi

cate the court stated that: 

An opinion, especially an opinion by an expert, 
may be found to be fraudulent if the grounds sup
porting it are so flimsy as to lead to the conclur; 
sion that there is ̂ o genuine belief back of it." 

When differentiating between fraud and negligence 

the court stated: 

Pirectors of corporations have been acquitted of 
liability for deceit (fraud) though they have been 
lax in investigation and negligent in speech . . . 
This has not meant, to be sure, that negligence 
may not be evidence from v/hich a trier of the 
facts may draw an inference of fraud . . . but 
merely that if that inference is rejected, or, 
in the light of all the circumstances, is found 
to be unreasonable, nef^ligence alone is not a 
substitute for fraud. °-*' 

58npotential Liability of Accountants to Third 
Parties for Negligence," o^* £ii*t P* 594. 

^%atsoris, £2* ill* 

Ultramares Corporation v. Touehe, op. cit., p. 447. 

^^Ibid. 



26 

Summarizing, the court in Ultrama.res said that an 

accountant's opinion regarding the financial condition of 

a company may be fraudulent if the evidence used to arrive 

at the opinion is so inadequate that a prudent man would 

place no reliance on it. An accountant expressing an un

qualified opinion on a company's statements under the men

tioned conditions vrould be found liable to third parties 

for fraud. 

The court also attempted to differentiate betv/een 

fraud and. negligence. It stated that mere negligence 

does not necessarily indicate fraud, but that negligence, 

when considered v/ith all the circumstances surrounding a 

case, may lead to an inference of fraud. 

The relationship between fraud and negligence was 

elaborated on in a later case. State Street Trust Co. v. 

Ernst & Ernst.""^ In that case, the defendants, public 

accountants, knew that a balance sheet prepared by them 

was unreliable in certain areas because their investiga

tion into these areas had been limited. Even so, they 

went ahead and furnished their client with ten copies of 

the balance sheet which contained no notation of any 

limitation. The defendants subsequently sent the client 

a nevr balance sheet v/hich was identical to the first but 

^^State Street Trust Company v. Ernst & Ernst. 
251 App. Piv. 581, 243 N.Y. Supp. 176 (1st Dept. 1937); 
reversed in 278 N.Y. 104, 15 N.E. 2d. 4l6 (1938). 
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containing a cover letter v/hich explained the limita

tions to their investigation. The plaintiff extended 

credit in reliance upon the original balance sheet. The 

company became insolvent soon thereafter and the plain-

tiff suffered a loss. The jury returned a verdict for 

the plaintiff. The court upheld the jury's verdict 

stating that the negligence of the defendants in certify

ing without qualification a balance sheet v/hich they 

knev/ should not be relied upon vrithout qualification v/as 

sufficient to allov/ an inference of fraud. 3 -phe court 

also elaborated on the relationship betv/een fraud and 

negligence saying: 

Accountants, hov/ever, may be liable to third par
ties even v/here there is lacking deliberate or 
active fraud. A representation certified as true 
to the knoviledge of the accountants v/hen knov/ledge 
there is none, a reckless misstatement, or an 
opinion based on grounds so flimsy as to lead to 
the conclusion that there v/as no genuine belief 
in its truth, are all sufficient upon v/hich to 
base liability. A refusal to see the obvious, a 
failure to investigate the doubtful, if suffi
ciently gross, vx9.y furnish evidence lead in:'- to 
an inference of fraud so as to impose liability 
for losses suffered by those v/ho rely . . . 
In other v/ords, heedlessness and reckless dis
regard of consequence^my take the place of 
deliberate intention. °̂ ' 

^3"Potential Liability of Accountants to Third 
Parties for Negligence," £o. cj._t., p. 593. 

6̂ 1-"Accountants' Liabilities for False and I'.is-
leadlng Fin^«ncial Stateraents," Columbln l̂r̂^ pevicv:, 
LXVII (December, I967), P* 1442. 



28 

Whether or not this terminology is intended to im

pose liability for gross negligence is debatable. It 

certainly leaves less than a clear line between fraud and 

gross negligence.^ Hov/ever, one author has stated that 

the holding in State Street has been "misinterpreted on 

occasion to mean that gross negligence in itself is a 

sufficient reason to impose liability." This statement 

would seem to mean that State Street did not intend to 

impose liability for gross negligence, but to impose 

liability only when negligence is so gross as to lead 

to an inference of fraud. This is the same principle 

handed down in Ultramares. 

One occasion has arisen where liability v/as imposed 

for gross negligence. Pure Sportsv/ear, Inc. v. Cogen.^*^ 

In Puro, an accountant was requested to certify a balance 

sheet. The accountant knew the balance sheet v/ould form 

the basis of a purchase of one shareholder's stock from 

another shareholder in a corporation. The balance sheet 

prepared by the accountant was substantially erroneous. 

The court held the accountant liable for damages to the 

purchaser of stock. The "court specifically rejected a 

65 Ibid, 

^^"Po ten t i a l L i a b i l i t y of Accountants to Third 
P a r t i e s for Negl igence," ojg. c i t . 

£lS12 Sportsv/ear. I nc . v. Cogen, 131 N.T.S. 2d 
20 (Sup. Ct . N.Y. Co. 1954T7"aff'd without opinion, 137 
N.Y.S. 2d 829 ( 1 s t Pept . 1955). 
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finding of fraud and based liability on a finding of 

gross negligence on the part of the defendant." 

Although the- result in this case was apparently 

based upon a misinterpretation of Ultramares ani State 

6Q 
Street, ̂  "the result is justified under Glanzer; for, 

in both Puro and Glanzer. the issuer knev/ the specific 

party who would rely on the report."'^ 

The accountants' common lav/ liability for fraud 

received attention recently in the Fischer v. Kletz^ 

case. This case is different from those previously con

sidered in that it involves a situation where accountants 

failed to disclose information, v/hereas the cases discus

sed thus far have involved situations in which accoun

tants disclosed erroneous information. The case, never

theless, sheds light on the accountants' liability for 

fraud at common law. In Fischer, the defendant accoun

tants. Peat, Marwick, Mitchell and Company (PMM), repre

sented the financial condition of Yale Motor Transport 

Company (Yale) in balance sheets known to be for the use 

of investors and creditors. The balance sheets were 

^%atsoris, op. ill** P* ̂ 04. 

^9"Potential Liability of Accountants to Third 
Parties for Negligence," ££. cit. 

"^^Katsoris, 02» cit., p. 205. .̂ 

7 % i s c h e r v . K l e t z . 266 F . Supp. 180 (S .P .N.Y. ) 
1967. 
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erroneous although prepared carefully and honestly. PMM 

discovered these errors in a re-examination after the 

financial statements had been issued. PMM told Yale of 

the discovery and warned them of the misrepresentative 

character of the statements. Neither PMM or Yale took 

any further action. Yale subsequently went into bank

ruptcy. Investors in Yale securities who purchased 

their securities after PMM's discovery brought suit 

against PMM for common lav/ fraud, and under the Securi

ties Act of 1933 and the Securities Exchange Act of 

1934."̂ ^ PMM moved to dismiss, raising a major legal 

issue: " . . . whether accountants have a duty to the 

investing and lending public to disclose misrepresenta-

73 tions discovered after the distribution of their . . ."'-̂  

client's certified financial statements. The court over

ruled PMM's motion to dismiss. Although no similar 

cases Involving accountants could be found, the court 

cited several cases in related areas of the lav/, and 

ruled that "accountants may be obligated both at common 

law and under the securities legislation to disclose 

such misrepresentations."'^^ Final resolution of the 

issue will be delayed until all the evidence is in. 

^^Goldberg and Kelley, c»2* £li'» P' ̂ 3?. 

'̂ 3ibid. 

7^Ibid. 
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Although it is impossible to derive any specific 

ansv/er to the issue raised in Fischer at this time, it 

seems that accountants v/ho find themselves in a similar 

situation v/ould be wise to communicate their findings to 

investors and creditors who might suffer financial loss. 

This would not place much of a burden on the accountants 

since a notation in the Wall Street Journal, or some 

other prominent financial news media, would probably suffice. 

While on the subject of fraud, one other case de

serves mentioning even though it does not involve common 

lavj liability. The case in question, Wharton v. Lybrand. 

Ross Bros. & Montgomery. ̂-̂  involves the indictment of 

three members of Lybrand for fraud. The basic charge 

against the accountants v/as that they conspired to put 

false information in Continental Vending Machine Corpora

tion's 1962 financial statements. These statements v/ent 

to shareholders and the Securities Exchange Commission. 

They were also charged with conspiracy with management 

personnel to leave out some material facts from the report. 

On June 21, 1968,^a Federal court handed dov/n a verdict of 

guilty for all three men. The case will be appealed. 

Although the verdict on appeal might be acquittal, the 

16 

75wharton v. Lybrand, Ross Bros. & Montgomery, 
No. 6S Civ. 664 (E.PTN7Y7r"l9"^7r~ 

76(staff Reporter), "Three Members of Lybrand-
Ross are Convicted," Wall Street Journal. June 24, I968. 
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accounting profession should attempt to prevent such situ

ations in the future. Such cases can do nothing but mar 

the image of integrity accountants have attempted for so 

long to maintain. 

The findings of the courts during recent years 

have tended to cloud the area of accountants' liability 

at common lav/. The problems arise v/hen attempting to 

determine if an accountant is guilty of mere negligence, 

gross negligence, negligence so gross as to lead to an 

inference of fraud, or fraud. Since this distinction 

must be made by a Jury, it is difficult to say how any 

particular set of circumstances will be decided. Concep

tually, the scope of liability for fraud is clearly greater 

than for negligence. The effect, however, of holding that 

a jury might infer fraud from negligence Is largely to 

77 

diminish the distinction betv/een the tv/o.'̂  This has 

the effect of enlarging an accountants' third party lia-

bility at common law, and is probably the primary reason 

most cases against accountants today are brought in fraud. 

There seems to be very little chance for a third party to 

recover in negligence, whereas the chance of recovery in 

fraud is good. 

77Katsoris, 0£. cit., p. 208. 
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Current Undecided Cases 

There are presently three prominent cases involv

ing accountants' third party liability at common lav? in 

the courts. VJhen decisions are reached on these cases, 

hopefully, a good deal of light will be shed on the sub

ject of accountants' third party liability. It is dif

ficult, if not impossible, to forecast the results of 

these cases; therefore, only the facts of each will be 

presented and the reader can draw his own conclusions. 

A case involving thii^ party liability v/as brought 

against Peat, Marwick, Mitchell & Co. in June, I965. The 

plaintiffs in the case are four banks, including two of 

the nation's largest. Chase Manhatten of Nev/ York and the 

Bank of America of San Francisco. As reported in the Nev/ 

York Herald Tribune of November 11, 1965, and the Journal 

of Accountancy of June, 1965» the charges are that loans 

were advanced to Otis, McAllister & Co., coffee importers, 

on the basis of false and misleading financial statements 

certified by PMM."̂ ^ The banks also maintain that Otis 

engaged in operations to conceal deficiencies which were 

79 known or should have been known by the auditors.^^ PMM 

contends that the banks should have knov/n of the activities 

^^Kenneth F. Byrd, "Accountancy and the Onslaught 
of Case Law in North America," The Accountant (Eng.), V. 157 
(July 8, 1967), p. 37. 

79iiBanks Sue Accounting Firm for Six Million Pollars," 
The Journal of Accountancy, V. 119 (June, 1965)1 P* 20. 



Of Otis. It is reported that the total amount of damages 
OA 

claimed by the plaintiffs exceeds six million dollars. 

In another case, Pouglas Aircraft Co. had offered 

to the public ^'JS million in debentures in June, I966. 

The prospectus accompanying the issue shov/ed a big first 

quarter gain in I966, although the five-month profit was 

dov/n. After June, it became evident that the decline in 

the second quarter v/as a §4 million loss compared with 

a 5̂4 million gain for the same period a year earlier. 

The total profit for the first six months of I966 proved 

to be $645,000 compared to $14 million a year earlier. 

Some of the purchasers of the June, I966, debenture issue 

became skeptical as to the company's expressed ignorance 

of its true financial position before June, and thereupon 

sued the company, its underv/riters, and auditors, Ernst & 

Ernst. The charges against the auditors is for failure 
O-j 

to disclose the facts. 

In a recent case, filed by Westec Corporation's 

trustee on August 23, I968, Ernst & Ernst was charged with 

certifying the truth of the 1964 and I965 Westec audits 

"when there was no knowledge, and reckless misstatements 

and opinions were based on grounds so flimsy as to lead 

to the inescapable conclusion that there was no genuine 

^^Byrd, op. cit. 

^%yrd, 22. cTb., p. 38. 
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belief in them. "°^ The suit was brought not only for 

Westec and its fund for creditors, but also for the stock

holders. Westec declared bankruptcy in August of I966 and 

has since been in the hands of the trustee. Ernst & Ernst 

has denied any liability. 

There are many other cases in the courts at the 

present time involving accountants' third party liability 

at common lav/. Those mentioned are just three of the more 

publicized cases. Perhaps when all these cases have been 

decided and legal experts have had time to analyze the 

conclusions, accountants will have a much clearer picture 

of their third party liability. 

^^(Staff Reporter), "Westec Trustee's Suit Charges 
93 Firms, Persons with Fraud, Negligence in Collapse," 
Wall Street Journal, August 26, I968, p. 5. 



CHAPTER III 

LIABILITY TO THIRP PARTIES 

BY STATUTE 

United States investors purchased approximately 

fifty billion dollars of new securities between 1920 and 

1933* Generally, the persons who purchased these securi

ties were not sufficiently informed at the time of their 

purchases to make knowledgeable investments. By 1933 

nearly half of these securities had become v/orthless with 

the security owners suffering the loss. 3 jn ̂ ^ effort 

to eliminate this situation and to prevent it from happen-

84 Ing again, the Federal Securities Act of 1933 and the 

Federal Securities Exchange Act of 193^ were enacted by 

Congress. This chapter will present the provisions of 

each of these acts as they relate to accountants' civil 

liabilities, and will also present the principal cases 

°3Katsoris, op. pit. 

Q^ederal Securities Act of 1933. 48 Stat. 74 (1933). 
as amended, 15 U.S.C. ##77a-77aaTl96ft). 

^Federal Securities Exchange Act of 1934. 48 Stat. 
881 (1934). as amended, 15 U.S.C. ^78a-7'Shh (1964). 

^^Katsoris, og. £it., p. 209. 
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tried under each of the Acts. It should be pointed out 

before discussion of the Securities Acts is imdertaken 

that these Acts apply only to investors in securities. 

Creditors were given no relief under the Acts and, there

fore, must attempt to recover any losses they suffer at 

common lav/ or under other statutory provisions. 

The Federal Securities Act of I933 

The Federal Securities Act of I933 (Securities Act 

or 1933 Act) v/as passed primarily to provide full and fair 

disclosure of the nature of securities issued to the public 

through the mails or in interstate commerce. ""̂  Insofar as 

accountants' v/ork falls within the jurisdiction of the 

Securities Act there can be liability for mere negligence 

as v/ell as fraud. This liability extends to large classes 

of third parties, primarily purchasers and owners of 

securities. This Act requires the filing of a Registra

tion Statement with the Securities Exchange Commission (SEC) 

prior to the issuance of securities to the public. All 

material facts concerning the securities to be offered are 

required to be disclosed in this registration statement. 

Included in the SEC's definition of material facts is a 

complete history of the financial background of the company 

issuing the securities, as well as all relevant financial 

87ibid. 
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statements. These financial statements are required to 
oo 

be certified by an independent public accountant. 

Section 11 of the 1933 Act is the only section 

directly involving the civil liability of accountants. 

Subsection (a) of that section provides: 

In case any part of the registration statement, 
when such part became effective, contained an 
untrue statement of a material fact or (which has) 
omitted to state a material fact required to be 
stated therein or necessary to make the state
ments therein not misleading, any person acquir
ing such security . . . may, either at law or in 
equity, in any court of competent jurisdiction, 
sue 

(4) every accountant, engineer, or appraiser, or 
any person v/hose profession gives authority to a 
statement made by him, who has with his consent 
been named as having prepared or certified any 
part of the registration statement, or as having 
prepared or certified any report or valuation which 
is used in connection with the registration state
ment, with respect to the statement in such regis
tration statement, report, or valuation, which 
purports to have been prepared or certified by 
him . . . -̂  

While enacting these damage provisions to protect 

Investors, Congress, at the same time, gave a defendant 

an important defense.^^ Section 11 of the 1933 Act pro

vides this defense, by stating that any defendant, other 

^^Levy, £2. cj^., p. 45. 

^^Federal Securities Act of 1933. op. cJLt., 82, 
#77k(a). 

^%atsor i s , 22. c i t . , p. 210 
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than the issuer, shall not be liable who proves that: 

. . . as regards any part of the registration 
statement purporting to be made upon his author
ity as an expert or purporting to be a copy of 
or extract from a report or valuation of himself 
as an expert, (i) he had, after reasonable inves
tigation, reasonable ground to believe and did 
believe, at the time such part of the registra
tion statement became effective, that the state
ments therein were true and that there was no 
omission to state a material fact required to be 
stated therein or necessary to make the state
ments therein not misleading, or (ii) such part 
of the registration statement did not fairly 
represent his statement as an expert or v/as not 
a fair copy of or extract from his report or 
valuation as an expert, . , ,91 

In addition, section I3 of the 1933 Act prohibits 

actions under section 11 unless such actions are "brought 

v/ithin one year after the discovery of the untrue state

ment or omission, or after such discovery should have 

been made by the exercise of reasonable diligence;" hov/-

ever, in no event can any actions be brought under sec

tion 11 "more than three years after the security was 

bona fide offered to the public,"^ 

The effect of section 11 of the 1933 Act has been 

a significant expansion of the accountant's liability to 

third parties for negligence, as far as the 1933 Act falls 

within the scope of the accountant's work. One area of 

expansion of liability is that a negligent accountant can 

9lFederal Securities Act pf 1933. jop. olt., 82, 
#77k(e), 

^^ibid,, 84, ^77{m). 
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be held liable for the loss any third person suffers v/ho 

acquires securities described in the registration state

ment, ̂ 3 This is but a further assault on the citadel of 

privity which has protected the accountant at common lav/ 

for so long,^ You will recall that an accountant has 

never been held liable at common law to third parties 

who suffer loss because of his negligence, although there 

are Indications that an accountant would be held liable 

for negligence to third parties whom he knew, or ought 

to have knov/n, v/ould rely on his financial statements, 

(See C,i.T. Financial Corporation v, Patrick W, R. Glover^^ 

and Hedley Byrne & Co. Ltd. v. Heller & Partners Ltd.^ ). 

Also, under the Securities Act the plaintiff does 

not have the burden of proving the accountant's negligence 

or fraud. The accountant has the burden of proving that 

he was not negligent or fraudulent in certifying the fInan-
97 

cial statements involved. This is, of course, contrary 

to common law where the plaintiff must prove the accoun

tant's negligence or fraud. 

^3Levy, £2' olt., p. 46. 

^ Katsoris, op. cit., p. 211. 

^%.j[.T. Financial Corporation v. Patrick W. R. Glover, 
et al, (1955). 

^ jByrne v. Heller, op. cit. 

^'Levy, 22. cit. 
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Another important difference betv/een common lav/ 

and the 1933 Act is that the plaintiff does not have to 

show that he relied on the accountant's statement or 

that the loss he suffered was the result of the mislead

ing statements. The accountant is again given the burden 

of proof. He must show that the loss suffered by the 

plaintiff resulted from causes other than the false 

statements or the misleading omissions in the statements.^^ 

Under common law, the plaintiff must prove the accountant's 

negligence or fraud, and the plaintiff must also prove 

that his loss resulted from reliance on the financial 

statements. 

It would seem that many suits would have been brought 

against accountants under the provisions of section 11 of 

the Securities Act of 1933 <iue to its many provisions in 

favor of the plaintiff. This would seem especially true 

in light of the relative difficulty of convicting an -

accountant for negligence under the common law. This has 

not been the case, however, as only two important cases 

have been brought against accountants under the provisions 

of the 1933 Act. "This has been attributed not only to the 

care with which the legal and accounting professions pre

pare registration statements, but also the SEC's vigilance 

98 I'̂ '̂y* 22* o^t.. pp. 46-7. 
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in examining same."^^ 

The issue of accountants' liability under section 11 

was raised in Shonts v. Hirliman. The plaintiff-inves

tors brought an action against both the accountants and 

the directors of the corporation in which they purchased 

stock. They alleged misrepresentations and omissions of 

material facts in the registration statement relating to 

a rental agreement. The rental agreement, betv/een the 

company issuing stock and another corporation, v/as entered 

into after the accountants' certification, but before the 

registration statement became effective. Although the 

registration statement was amended by the issuer to dis

close the rental agreement, it failed to disclose that 

the minimum annual rental v/as $35,000. There was no evi

dence of the rental agreement in the corporate books 

prior to the date of certification of the registration 

statement by the accountants. There was, however, such 

evidence in the books during the period between the date 

of certification and the date the registration statement 

became effective. The plaintiffs sought to impose lia

bility on the accountants on the grounds that they 

negligently misrepresented the financial condition of 

^^Katsoris, 22* ill' 

^Q^Shonts V. Hirliman, 28 ?. Supp. 478 (S.P. Cal, 
1939). 
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the issuing company by failing to disclose a material 

contingent liability. •'•̂'̂  

The court held that there could be no liability 

Imposed on the accountants because there had been no 

material misrepresentation of the issuing company's 

financial condition at the time the accountants certified 

the registration statement. The court called attention 

to the fact that the accountants did not prepare the 

amendment to the registration statement.^^ The court 

went on to state: 

The rental agreement was not called to their 
(the accountants') attention. There v/as no entry 
on the books at their disposal, from which, by 
further inquiry, they might have discovered that 
there was such an undertaking. Absent these, 
they cannot be charged v/ith a misrepresentation 
v/hich was made later—long after their certifica
tion.-'-"3 

This decision by the court has been attacked on 

the grounds that it was the intent and purpose of the 

Securities Act to hold accountants, among others, liable 

for their representations in registration statements up 

until the statements become effective. Section 11 states 

the accountant has a defense only if he "believed, after 

reasonable investigation, that the statements made were 

^^^Goldberg and Kelly, 22* £!£•» P* ̂ 58. 

^O^Ibid. 

^^3shonts V. Hirliman, 2£* £li«» P* ̂ 83. 



44 i/ 

true and not misleading at the time that the registration 

statement became effective."-^^^ The court in Shonts held 

the accountants to be liable only for their representa

tions at the time of their certification of the financial 

statements. Therefore, it v/ould seem the decision by the 

court in Shonts was misleading, especially in light of 

the decision just recently handed down in the BarChris 

case, the only other case to be decided under section 11 

of the Securities Act involving accountants. 

On March 29, I968, the United States Pistrict Co\irt 

handed dov/n a decision in the case of Escott v, BarChris 
10*̂  

Construction Corporation. -̂  It represents a judicial 

milestone in that it is the first decision holding accoun

tants liable under section 11 of the Securities Act of 

1933. The defendants in the case included not only the 

independent accountants. Peat, Marwick, Mitchell & Co., 

but the corporation, its officers and directors, under-

v/riters and legal counsel. The plaintiffs were sixty pur

chasers of debentures issued by the corporation. All 

defendants were ruled responsible to some extent, although 

the determination of the extent of liability of each was 

reserved until later, due to cross-claims filed among 

^^ Goldberg and Kelly, 22» ill** P* ^59. 

^Escott. ejt al V, BarChris Construction Corpora
tion, et al. United States Pistrict Court, Southern Pis
trict of New York, March 29, I968, 
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the defendants which must be considered. 

BarCnris Construction Corporation v/as engaged in 

the business of cons t ruc t ing bowling c e n t e r s , BarChris ' 

normal method of opera t ion was to en te r in to a cont rac t 

with a customer, take a small down payment, and bu i l c the 

bowling center according to t h e i r customer's s p e c i f i c a 

t i o n s . When a bowling center was f in i shed , the customer 

would pay the balance due by de l ive r ing notes to BarChris 
- % 

BarChris would then discount the notes with a f ac to r . In m 

some cases , BarChris would const ruct a bowling cen t^ r / fo r 

a customer, s e l l the center to a fac tor who would then 

lease the center t o the o r i g i n a l customer. In a s i t u a t i o n 

l i k e t h i s , BarChris would keep a 257̂  contingent l i a b i l i t y 

in case the customer defaulted in h i s payments, BarChris 

would a l s o , a t t imes , cons t ruc t a c e n t e r , ' s e l l i t to a 

f ac to r v;^o would then l ease i t to a BarChris subs id i a ry , 

BarChris guaranteed the l ease ob l iga t ions of i t s subs id i a r i e s 

to the f a c t o r s , 

BarChris was a r e l a t i v e l y small company u n t i l the 

bov/ling boom h i t between 1952 and 1962. V/ith the advent 
of automatic pin s e t t i n g equip.-nent, BarChris besan to grow 

106uLa^c?mark Decision on L i a b i l i t y , " The J^i-irn:^! of 
Accountcuicy, June, 1968, p . 20, 

^O^sullivan and Crornvrell (•''ernoriinc'vn) , ?L'.-:ry 
Esco t t , e t a 1, e t c , v , BarChr is Con£truct: 1 ^ Corirx)̂ :/;t_*.ovi, 
et aJL, U'^^"."^District Court, "Southern D i s t r i c t oi iiev Yor--:, 
VI Civ. 3539), Apri l 15, 1968, pp. 1-2, 
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and expand as fast as its financing methods x-zould allow. 

In early I96O, BarChris began to find itself short of 

cash to pay its liabilities. In May of I96I, BarChris 

issued $3,500,000 of convertible debentures covered by 

a May 16, I96I, registration statement in an attempt to 

obtain the capital needed for company operations. The 

capital thereby raised was not sufficient, BarChris 

faulted on its own interest payments, and is now in Chap

ter X Reorganization, The purchasers of the $3,500,000 

of debentures then sued the above named defendants on 

negligence charges. The independent accountants were 

charged with having failed to conduct a "reasonable in

vestigation" of the records supporting the financial 

statements of BarChris for the year ended February 23, 

1961, and of failure to conduct a "reasonable investiga

tion" of the interim period between February 23 and May 16, 

1961, in their "S-1 review.""^^^ 

The independent accountants v/ere found not to have 

conducted a reasonable investigation as to their opinion 

on the financial statements, particularly in connection 

with the "S-1 revievf." The standard for experts requires 

reasonable investigation and belief with reasonable grounds 

to believe. The court stated that the purpose of the "S-1 

review" was to "ascertain whether there were material 

108 Ibid. 
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changes subsequent to the date of the audited financial 

statements." ° According to the court, the standards 

should not be applied as of February 23, I96I, the date 

of the accountants' certificate, but as of May 16, I96I, 

the date the registration statement became effective.•'• 

The court said: 

He did not examine any important financial records 
other than the trial balance (as of March 3I, I96I). 
As to minutes, he read only what minutes (the Sec
retary) gave him, which consisted only of the 
board of directors' minutes of BarChris. He did not 
read such minutes as there were of the executive 
committee . . . He did not read the minutes of any 
subsidiary. 

In substance, v/hat (the accountant) did is similar 
to v/hat (the lawyer) did. He asked questions, he 
got answers which he considered satisfactory, and 
he did nothing to verify them."'--'-! 

There had been a material change for the worse in 
BarChris' financial position. That change was 
sufficiently serious so that the failure to disclose 
it made the I96O figures misleading. (The accoun
tant) did not discover it. As far as results were 
concerned, his S-1 review was useless. 

Accountants should not be held to a standard higher 
than that recognized in their profession. I do not 
do so here. (The accountants') review did not come 
up to that standard. He did not take some of the 
steps which (the firm's) v/ritten program described. 
He did not spend an adequate amount of time on a 
task of this magnitude. (He spent 20i hours.) 
Most important of all, he was too easily satisfied 
with glib answers to his inquiries.•'"'•̂  

^09rbid., p. 13. 

^^^Ibid., pp. 13-14. 

^^^Ibid., p. 13. 

112 
•̂"̂  Ibid. 
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The decision handed down in BarChris reverses the 

court's decision in Shonts. and renders the latter case 

useless as far as predicting accountants' liability under 

the 1933 Act. BarChris should do much in answering 

accountants' questions concerning what their responsi

bility is for the "S-1 review." The court did not set 

standards higher than those established by the profession, 

therefore, it v/ould seem that follov/ing the standards 

established by the profession v/ould constitute a reason

able investigation and an adequate defense in litigation. 

The BarChris decision also sheds light on the sub

ject of materiality. Pecisions were made by the court 

concerning the materiality of several erroneous figures 

in the registration statement. For example, the court 

held that actual earnings per share of ^^,65 instead of 

reported earnings per share of $.75. as compared with 33 

cents the year before, v/as not material within the mean

ing of section 11.-'••̂ 3 Specifically, the court stated 

the follov/ing concerning the significance of materiality 

of information under section 11. 

It is a prerequisite to liability under section 11 
of the Act that the fact v/hlch is falsely stated 
in a registration statement, or the fact that is 
omitted vthen it should have been stated to avoid 
misleading, be "material." -̂  

^̂ 3«tLandraark Pecision on Liability," 22* £iS' 

•̂•̂  Sullivan and Crom^^ell, 22- ill** P* 3. 
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Referring to the definition of "material" in the SEC 

regulations, the court said the following: 

What are matters as to which the average prudent 
investor ought reasonably to be informed? It 
seems obvious that they are matters v/hich such 
an investor needs to know before he can make an 
intelligent, informed decision whether or not to 
buy the security. 

The average prudent investor is not concerned with 
minor inaccuracies or v/ith errors as to matters 
which are of no interest to him. The facts v/hich 
tend to deter him from purchasing a security are 
facts v/hich have an important bearing upon the 
nature or condition of the issuing corporation or 
its business. 

. . . . 

Since no one knov/s what moves or does not move 
the mythical "average prudent investor", it comes 
down to a question of judgment, to be exercised 
by the trier of the facts as best .he can in the 
light of all the circumstances.115 

It seems certain that the decision handed dov/n in 

BarChris will influence other investors in similar situa

tions to attempt to find equity under section 11 of the 

Securities Act of 1933. In fact, one suit has already 

been put before the courts in which the charges of the 

plaintiff against the accountants follov/ closely the 

opinion of the judge in BarChris. Westec»s complaint 

against Ernst & Ernst relies on the "indication in Bar

Chris that reliance on company officials, without indepen-

115lbid. 
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dent Investigation, is rarely consistent with due dili-
116 

gence." Whether or not charges in other suits will 

follov/ the decision handed down in BarChris remains to 

be seen, but it seems likely that they will. At any 

rate, BarChris is now considered to be a landmark case 

in the development of accountants' liability, and a case 

with which every accountant, lav/yer, and corporate officer 

should be familiar. 

The Federal Securities Exchange Act of 1934 

The Securities Exchange Act of 1934 (Exchange Act 

or 193^ Act) was passed in an attempt to regulate national 

security exchanges and the securities traded on these ex

changes. It provides, among other things, for the filing 

of annual reports (Form 10-K) with the SEC by corporations 

whose securities are listed on the national exchanges. 

Financial statements certified by independent public 

117 

accountants must be included in these annual reports. 

The 1964 Securities Acts amendments-̂ -̂ ^ extended such re

porting requirements to include most corporations v/ith 
119 

issues traded in the over the counter market. 

^^^"VJestec Trustee's Suit Charges 93 Firms, Persons 
with Fraud, Negligence in Collapse," 22» ill' 

-̂  "̂ Levy, 22* cit., p. 48. 

"̂"̂  The 1964 Federal Securities Act, 78 Stat. 5^5 
(1964). 

"̂ •'•̂ Katsoris, 22* ikl* t P* ^^^* 
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The accountant»s liability for misrepresentations 

in statements certified by him under the I934 Act is 

based upon the specific provisions of section 18, and the 

Implied provisions of section 10(b) and SEC rule lOb-5.'^^^ 

Section 18 provides: 

Any person who shall make or cause to be made any 
statement in any application, report, or document 
filed pursuant to this chapter or any rule or reg
ulation thereunder . . . which statement was at the 
time and in the light of the circumstances under 
which it was made false or misleading v/ith respect 
to any material fact, shall be liable to any per
son (not knowing that such statement was false or 
misleading) who, in reliance upon such statement, 
shall have purchased or sold a security at a 
price VThich v/as affected by such statement, for 
damages caused by such reliance, unless the person 
sued shall prove that he acted in good faith and 
had no knowledge that such statement v/as false or 
misleading.1^1 

The 1934 Act contains statute of limitations pro

visions of one-year and three-years which are substan-

tially similar to those of the 1933 Act.-̂ '̂ '' 

Like the 1933 Act, section 18 requires that the 

plaintiff did not know the statement v/as false or mislead-

12'̂  
ing, and that the misleading or false portion be material.-^ -̂  

There are, however, several significant distinctions relat

ing to accountants' liability between the provision of 

^^Qlbid. 

^^federal Securities Exchange Act of ,1934,. 48 Stat. 
881 (1934)7""ii~Mended, 15 U.S.C. ##78a-78hh (193^). PP- 897-
98, 78r(a). 

-'•̂ L̂evy, 22- ill'* P* ^^' 

•^^3Katsoris, 22' lH* 
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section 18 of the 1934 Act and the provisions of section 11 

of the 1933 Act. First, the 193^ Act protects the seller 

as well as the buyer of securities, whereas the I933 Act 

protects only the buyer.^^^ 

Secondly, under the I934 Act no reference is made 

to the "effective date" of the report. The Act merely 

states that the report must be accurate v/ith respect to 

the "time and in light of the circumstances under v/hich 

12 *̂  
it was made,"-^ -̂  The accountant cannot, therefore, be 

held liable for failtire to disclose significant financial 

events which come to his attention after he finishes his 

audit but before the annual report is filed with the SEC,-'-̂ ^ 

However, if the accountant has actual knov/ledge of the 

occurence of subsequent events x̂ /hich are of material sig

nificance, it would be his ethical duty to insist upon 
127 

adequate disclosure in the report. ' 

Thirdly, under the 193^ -̂ ct the accountant cannot 

be held liable for mere negligence provided he shows 

"that he acted in good faith and had no knowledge that 

^Spencer Gordon, "Liability of Accountants Under 
Securities Exchange Act of 193^ (Including Amendments to 
Securities Act of 1933)." The Journal of Accountancy, 
LVIII (October, 193^). P. '^51-

•̂ ^̂ Louis H. Rappaport, SEC Accounting Practice 
and Procedure, Revised Printing (New York: The Ronald 
Press Company, 1959). P- 212. 

^̂ "̂ Levy, 22« lH* 
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such statement was false or misleading."-^^^ Therefore, 

while the 193^ Act exposes the accountant to liability for 

fraud, there is apparently no liability for negligence. 

Fourth, unlike the 1933 Act, the plaintiff must 

prove his reliance upon the financial statement and prove 

damages that were caused by such reliance.-^^^ In other 

words, plaintiffs must prove they purchased or sold their 

securities at a price which was affected by the accountants' 

certified statements. This requirement probably explains 

the minimal use of this section. At any rate, during 

this research no cases have been discovered v/here accoun

tants v/ere held liable under the provisions of section 18 

of the 1934 Act. 

In the recent case of Fischer v. Kletz, •'-3̂  plain

tiffs sought to impose liability under section 18. The 

plaintiffs alleged that the defendant-accountants knev/ 

before the Form lO-K report was filed with the SEC that 

it v/as false. The accountants denied any such knov/ledge 

at the time the report v/as filed and m-oved that charges 

of section 18 liability be dismissed. The court denied 

the motion until all the facts are more fully developed.131 

^^^Levy, 22' cit., p. 50. 

^^^Ibid. 

•*-3̂ Flscher v. Kletz, op. cit. 

•'•3iKatsoris, 22* p i t . , p . 2 l 6 . 
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The eventual result of this case may lead to more suits 

against accountants under section 18. This, however, 

does not seem likely because section 18 provides a limited 

scope of liability, and therefore, has not been a success

ful means of recovery by investors for false or misleading 

statements filed with the SEC and national exchanges.-^32 

In addition to the civil liabilities of accoun

tants v/hich are expressly provided for in section 11 of 

the 1933 Act and section 18 of the 1934 Act, the courts 

have found other liabilities to be implied in the legis

lation. The basic source of these implied liabilities is 

section 10(b) of the 1934 Act and rule lOb-5, which v/as 

133 
promulgated by the SEC under section 10b. 

Section 10b of the 1934 Act provides that: 

It shall be unlav/ful for any person, directly or 
indirectly, by the use of any means or instrumen
tality of interstate commerce or of the mails, or 
of any facility of any national securities exchange— 

. . . . 

(b) To use or employ, in connection v/ith the pur
chase or sale of any security registered on a 
national securities exchange or any security not 
so registered, any manipulative or deceptive 
device or contrivance in contravention or such 
rules and regulations as the Commission may 
prescribe as necessary or appropriate in the 
public interest or for the protection of inves-
tors. -̂  

132Goldbert and Kelly, 22* ill** P' ^^^' 

^33ibid. 

'^Federal Securities Exchange Act of 1934, op. cit. , 
p. 891. 
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SEC rule lOb-5 provides: 

It shall be unlav/ful for any person, directly or 
indirectly, by the use of any means or instru
mentality of interstate commerce, or of the mails 
or of any facility of any national securities 
exchange, (a) to employ any device, scheme, or 
artifice to defraud, (b) to make any untrue 
statement of a material fact or to omit a 
material fact necessary in order to make the 
statements made, in the light of the cirsumstances 
under which they are made, not misleading, or 
(c) to engage in any act, practice, or course of 
business which operates or would operate as a 
fraud or deceit upon any person, in connection 
with the purchase or sale of any security.135 

The imposition of civil liability under the pro

visions of section 10(b) and rule lOb-5 involves the 

consideration of mŝ ny legal principles v/hich are beyond 

the scope of this thesis. It is sufficient to say that 
•H 

lav/yers are beginning to attempt to impose third party .,!J 
liability on accountants under the provisions of this ^ 

n 
'3 

rule. There have been a fev/ cases brought against accoun- S 
tants under rule lOb-5. the most significant of v/hich is > 

136 

-^35Katsoris, op. cit., pp. 216-17. 

"̂̂  £Ll§2her v. Kletz, op. cit. 

^"^"Accountants' Liabilities for False and Mis
leading Financial Statements," Columbia Law Review, 
LXVII (Pecember, I967). p. 1446. 

1 

) 

the recent case of Fischer v. Kletz. In most of these, \ 

however, the courts have not addressed themselves to the 

question of whether an accountant can be liable under the 

rule. "̂'̂  It should be noted that neither the rule nor 
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section 10b expressly state that civil liability is to be 

imposed on those v/ho violate the rule. The courts have, 

nevertheless, consistently Implied a civil liability, A 

lOb-5 case has not yet, hov/ever, been heard by the United 

States Supreme Court, and until it does, the issue cannot 

be considered closed.^3o 

•H 

n 

> 
a. 

138Goldberg and Kelly, 22« ill'* P* ^^^' 



CHAPTER IV 

ACCOUNTANTS' THIRD PARTY LIABILITY TCMOPJICW 

Accountants are probably as concerned, if not more 

so, with V7hat their third party liability will be tomorrow 

as with v/hat it is today, VThen all the court cases presently 

being litigated have been settled, some new rules concernirg 

accountants' libility might develop, or the courts may con

tinue to follow the rulings of UlfXSFĴ iCi':̂ • ^^ either case, 

the accountants' position in relation to third parties will 

no doubt be clearer. This clarification will be welcomed 'c» 
/I 

by accountants, who for some ye<:;rs have existed in the 5 
c 

"realm of the unknown" as far as their third party liability j 

is concerned. The uncertainty results from the difficulty 

of distinguishing between negligence, gross negliĵ ênce, 

negligence so gross as to lead to an inference of fraud, 

and fraud, 

It has already been established that accountants 

can be held liable to third parties at common law for 

their fraudulent actions, or actions vhich lead to an 

inferencG of fraud. This is a well established principle 

of law and is not likely to change. The question in accoun

tant's ninds today is: Will courts in the future hold 

57 
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accountants liable to third parties for negligence? Sev

eral authors seem to think this v/ill be the case and pre

sent reasons therefor. 

In this chapter, some of the reasons v/ill be pre

sented which have been put forward for holding accountants 

liable for negligence. Then an analogy will be drawn to 

help explain vjhj accountants can expect to be held liable 

for negligence in the future, and finally, the benefits 

accruing to the accounting profession if accountants are 

held liable for negligence will be discussed. 

Reasons for Liability for Negligence 

There are a number of factors which lend support to 
'H 

the prophecy that accountants v/ill, in the future, be held j] 

liable to third parties for negligence. ., 

First, this doctrine or prophecy seems to be in :̂ 
> 

accord with the needs of a majority of the people in our a 

society who rely on accountants' certified financial state- ) 

ments. Numerous examples in history can be given by lawyers » 

where statutes were passed because society felt the common 

law did not provide them adequate protection. One example 

of statutory lav/, already passed, under v/hich accountants 

can be held liable to third parties for negligence can be 
139 

found in the United States—The Securities Act of 1933-

^39p, T?, Salmonson, "CPA's Negligence, Third Parties 
and the Future," Accountinp: Review, XXXIV (January, 1959). 
p. 93. 
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Secondly, it is equitable and just to demand that 

an accountant be held liable for his actions. Under the 

existing common lav/, it is apparently possible for an 

accountant to be the sole cause of a third party's loss 

and not be held liable for the loss. "This is neither 

equitable nor fair."-^^^ 

Thirdly, the trend in common law seems to be tov/ard 

holding the accountant liable for negligence. There is 

judicial precedent in other areas of the common law 

under which accountants could be held liable for negli

gence. There are already two exceptions to the general 

rule that accountants cannot be held liable for negli

gence. It appears that accountants v/ill now be held 

responsible for negligence if their opinions are intended 

primarily for the use of a third party, or if their 

negligence is so gross as to lead to an inference of 

fraud.^^^ 

Finally, it is evident that the courts will need 

more clearly stated and defined professional standards 

against which to compare the performance of an accountant 

as business continues to grow more complex and more people 

begin to rely on accountants' certificates. "Laymen's 

standards should not be used to evaluate professional 

-1 

•I 
1 
J 
i-
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conduct."•^^'^ Consequently, greater reliance will be 

placed by the courts on the accounting profession's stan

dards. When this happens, the question of whether an 

accountant v/as negligent, grossly negligent, so negli

gent as to lead to an inference of fraud, or fraudulent 

will be of minor importance. The important question 

will be v/hether or not the accountant adhered to the 

standards of the profession.^ 3 

Analogy 

The analogy to be presented compares the position 

of the independent public accountant with that of a manu

facturer. For some time the general rule determining a 

manufacturer's liability to eventual vendees v/as the rule ^] 

handed down in Winterbottom v. Wright-^^ in 1842. In this 

this case was based on the lack of privity betv/een the 

injured third party and the defendant. Under the rule 

142 

143 
Ibid. 

Ibid. 

^^^Jinterbottom v. Wright, 10 M. & W. 109. 11 L. J. 
Ex. 415 (1*842). 

^^%. F. Salmonson, "A Prophetic Analogy," Account
ing Review, XXXXVII (July, 1962), p. 502. 

n 
- I 
• 1 

i 
case, it v/as held that the breach of contract to keep a 

coach in repair could not be the basis for recovery for , 
'I 

dama.ge resulting to a third party.-^^ The decision in ] 



61 

established in Winterbottom. a manufacturer who was negli

gent when producing his product, which eventually causes 

harm to a third party vendee due to its malfunotion, v/ould 

not be held liable to the vendee because of lack of privity. 

Exceptions began to develop to this general rule. 

One of the first exceptions involved situations v/herc the 

manufacturer's negligence placed human life in danger. A 

second exception v/as ma.de v/hen damage to a third party 

resulted from the malfunction of a chattel on the vendee's 

business premises when the chattel was purchased for use 

l4^ 
in the vendee's business. 

In 1916, in the Buick v. MacPherson case,^ "̂  the 

court held a manufacturer liable for negligence, thus 

establishing a new rule which v/as follov/ed in later deci

sions. Thus, the standard of care which a manufacturer 1 

must adhere to if he wishes to avoid liability to third 

parties "is that which a reasonable man v/ould exercise 

148 
under similar circumstances." 

The current status of the common lav/ in this area 

has been summarized as: 

It is now generally agreed that a seller, or other 
supplier of chattels for a consideration, may be 

l^^Ibid., p. 503. 

^̂ "̂ Bulck V. MacPherson, op. cit. 

^^^Salraonson, "A Prophetic Analogy," 22* ill* 
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liable for harm to the person or property of a 
third person who may be expected to be in the 
vicinity of the chattel's probable use, if he 
has failed to exercise reasonable care to make 
the chattel safe for the use for v/hich it v/as 
supplied.1^9 

The public accountant's work can be considered 

similar to the v;ork of a manufacturer. The manufacturer 

produces an article whereas the public accountant pro

duces an opinion. The manufacturer sells his product 

to a dealer who, in turn, sells it to the ultimate con

sumer. The manufacturer can, since MacPherson, be held 

liable for negligence to the ultimate consumer, as v/ell 

as others who are Injured, even though there is no con

tractual relationship between them. The public accoun

tant sells his services to his client. The client takes 

the accountant's product--his opinion—and passes it on 

to potential investors and creditors. The investors and 

creditors rely on the opinion when investing or lending 

money. ̂  If the common law evolves in the same direction 

for accountants' third party liability as it did in the 

-manufacturing area, a landmark case will be handed dov/n 

someday holding accountants liable for negligence. 

Carrying the analogy a little further, it was 

pointed out that before manufacturers v/ere held liable to 

" I 
1 
3 

M 

) 
t 

;l 
'.I 

^^^illiam L. Pressor, Prosser on Torts (St. Paul: 
West Publishing Co., 1941), p. 673. 

•^^^Salmonson, 'i\ Prophetic Analogy," o^* cit. 
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third parties for negligence, several exceptions to the 

general rule of no liability developed—already two excep

tions to the general rule that accountants cannot be held 

liable for negligence have developed. First, accountants 

will be held liable if their negligence is so gross as to 

lead to an inference of fraud. Secondly, it appears that 

they will be held liable if their opinions are prepared 

for the primary benefit of the injured third party. "''̂•̂  

Whether or not the landmark case needed to hold 

accountants liable to third parties ever materializes 

remains to be seen. If the development of common law in 

the public accounting area develops as it did in the manu

facturing area, accountants will someday be held liable 

to third parties for negligence. 
•••J 

It should be pointed out that holding accountants *i 

liable for negligence is not the same thing as holding 

them to a strict liability for their opinion. Strict lia

bility implies a guarantee. The very nature of accounting 

data and the accounting rules used to compile it prohibit 

attaching a guarantee to the opinion. Thus, liability 

for negligence "would not mean automatic responsibility 

for all errors or defects in the opinion, but only for 

those resulting from the failure to adhere to the required 

standard of care." ^ 

J 

151lbid., p. 504. 

5̂2it,id. 
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An accountant being charged v/ith negligence could 

claim a defense similar to that claimed in Livesly v. 

153 

Continental Motors Corporation. -̂-̂  In this case, a manu

facturer was charged v/ith negligence v/hen he failed to 

detect a defect in an airplane motor part. The manu

facturer was held not liable because he proved he adhered 

to the generally accepted procedures for testing this 

part as required by the Civil Aeronautics Administration. ^ 

Therefore, the public accountant could claim the 

defense, when charged with negligence, that he adhered to 

generally accepted auditing standards when arriving at his 

opinion. If the accountant could shov/ that the procedures 

he used in his audit work were truly acceptable to some .H 
r\ 

• > : 

recognized authority such as the American Institute of '•:; 
•I 

Certified Public Accountants, then he may have an adequate ] 
defense. "̂-̂  -• 

Benefits from Liability for Negligence 

There are several benefits which would accrue to the 

accounting profession and society in general if a doctrine 

holding accountants liable for negligence v/ere adopted. 

The accountant's opinion on financial statements 

would be even more acceptable to third parties under such 

153Livesly v. Continental Motors Corporation, 
331 Mich. 434 (1951). 

154salraonson, "A Prophetic Analogy," 22* £JĴ -
p. 505. 

^^%bid. 

.1 

m 

> 
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a doctrine, because of their greater possibility for re

covery. This v/ould make the accountant's services more 

valuable and sought after than before. •'"̂^ 

If the accounting profession's standards are 

accepted by courts as the basis for judging an accoun

tant's performance, the prestige of the profession will 

be enhanced. 1̂ "̂  

Under the present common lav/, accountants are being 

charged v/ith fraud, or negligence so gross as to lead to 

an inference of fraud, because of third parties inability 

to recover for negligence charges. Under the advocated 

doctrine the accountant v/ould be charged with negligence. 

The latter charges would do considerably less harm to H 

accountants' reputation than fraud charges. -̂^ % 
- I 

Presently, in order to find an accountant guilty, 'J 

the juries must find negligence so gross that an intent i, 

to deceive is evident. This determination involves very j 

subjective judgment on the part of the juries. Under the 

advocated doctrine, they would simply have to apply the 

standards established by the profession. Although the 

accounting profession's standards are not ideally set 

•'•̂ R̂. F. Salmonson, "CPA's Negligence, Third Par
ties and the Future," 22. cit., p. 95* 

^^•^Ibid. 

158ibl^, 
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forth, they are not as vague as the intent to deceive 

which juries must presently find in the accountant's con

duct. Therefore, the burden on the "jury of laymen v/ould 

be lightened in that the determination that it must make 

is less subjective." -̂ ^ 

Under the present system, the possibility exists 

that a jury might infer intent to deceive from an accoun

tant's conduct even though he adhered to generally accepted 

accounting practice. This possibility v/ould be eliminated 

under the advocated doctrine.-'-"̂  

Knov/ledge on the part of accountants that failure 

to adhere to the accounting profession's standards would 

result in litigation should eventually result in a uni

form, high degree of quality in the services performed 

by accountants. It is no secret that some banks place 

more faith in one accounting firm's v/ork than another 

firm's. Acceptance by accountants that third parties do 

have a legal right to expect a cautious, diligent adher

ence to generally accepted standards should help to elim

inate the "reservations concerning the reliability of 

the opinions of some firms.-̂ '-'•̂  

159 

'ibid. 

Ibid.. p. 96. 

160-
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^^^Ibid. 
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If courts accept the profession's standards as the 

basis against which to judge an accountant's audit, a 

constant re-examination of existing standards and prac

tices v/ill result. Accountants will continually be ques

tioning the adequacy of their practices if they realize a 

lav/suit v/ill be the result of failure to properly investi

gate a company's financial v/ell-being. Constant attention 

to accounting practices and standards cannot help but 

result in the formulation of new and better practices and 

standards.^^^ 

T1 

"I 

•I 

1 

^^2Ibid. 
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CHAPTER V 

WHAT CAN THE ACCOUNTANT PO? 

With the increasing frequency of lav/suits by third 

parties against accountants, the question of what the ac

countant can do to protect himself becomes increasingly 

important. Obviously no accountant v/ants to be sued. 

The adverse publicity resulting from a lav/suit can mar 

his reputation. The time av/ay from his normal business 

matters spent preparing a defense causes unfinished work 

to accumulate. The expense of preparing a defense and 

paying possible damage claims might bankrupt his firm. T 

All accountants v/ant to avoid such unpleasant consequences. j 

The area of third party liability today is so hazy ! 

that accountants do not knov/ exactly v/hat actions or in

actions will result in their being held liable to third 

parties. They do not know what the courts expect of them, 

nor does it appear the courts knov/ what they expect of 

the accountants. This confusion leaves the accountant in 
I 

a perplexing situation. He wants to avoid third party 

liability if possible, yet he does not know what to do 

or what not to do to avoid this liability. 

68 
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It is the purpose of this chapter to discuss meas

ures which, if instigated by accountants, v/ill help clar

ify the existing uncertainties in the area of third party 

liability, will help accountants avoid ruinous lav/suits, 

and will help the accountant prepare an adequate defense 

If he is sued. This chapter does not, hô /̂ever, purport 

to present measures v/hich, if follov/ed by accountants, 

would negate the possibility of lawsuits. Nor does it 

imply that the accounting profession should attempt to 

deny proper legal liability for negligence or fraud on 

the part of its members. The existence of legal liability 

"is an assurance to the public that the profession may be 

relied on."-'-̂ 3 one of the early leaders in the profession 

said: 

The effect of a clearly defined civil liability ] 
will be salutary. It will give confidence to the ; 
business public in the accountant's certificate > 
as nothing else v/ill do and, v/hile the best ;> 
accountants today recognize their moral respon- ; 
sibility quite as much as it will ever be neces- ; 
sary for them to recognize any legal responsi
bility, the knov/ledge that a civil and possibly 
a criminal liability attaches to tjiem will deter 
the careless or the indifferent.-'-"^ 

The "clearly defined civil liability" spoken of 

in this quote has not yet evolved. Until it does, the 

accountant will continue to wonder to v/hat extent he can 

^^3carey, 22- ill* • P* ^^^• 

l^^Ibid., pp. 414-15. 
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be held liable to third parties. In the m.eantime, the 

accountant in public practice would do vjell to follow 

some of the measures discussed in the remaining pages of 

this chapter. 

Maintain Professional Competence 

The accountant has the responsibility for creating 

and maintaining confidence in his competence.-'-"̂  His 

report has little value unless the users of financial 

statements have confidence in him. 

The profession has done much to insure that accoun

tants are competent by requiring them to pass a rigid CPA 

examination. Most individual states require experience in 

auditing work, in addition to passing the examination, j 

before accountants can be certified. Some states also ;J 

require a minimum level of college education in accounting. 

The states do not, hov/ever, require that an accountant 

maintain a required level of competence once he is cer

tified. This responsibility is left to the individual. 

Failure of accountants to stay abreast of current develop

ments in the profession will result in their becoming in

competent, because the dynamic business world v/ill pass 

them by. One cannot "stand still" and maintain his cora-

•I 

^^^Carman G. Blough, "Responsibility to Third 
Parties," The Journal of Accountancy, CIX (May, I96O), 
p. 59. 
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petency. The developments in the fields of electronic 

data processing and statistical sampling, as v/ell as the 

pronouncements by the various organizations within the 

profession must be studied and mastered. Only by constant 

pursuit of this influx of knowledge can the accountant 

continue to be competent. An accountant's xsrork is judged 

on the basis of the standards established by the profes

sion. Failure to adhere to these standards of competency 

results in inadequate audits and possible legal liability. 

A famous legal v/ork, Cooley on Torts, says the fol

lowing concerning professional competence: 

Every ma.n v/ho offers his services to another and is 
employed assumes the duty to exercise In the employ
ment such skill as he possesses v/ith reasonable care 
and diligence. In all those employments where j 
peculiar skill is prerequisite, if one offers his 
services, he is understood as holding himself out 
to the public as possessing the degree of skill 
commonly possessed by others in the same employ
ment, and, if his pretentions are unfounded, he 
commits a species of fraud upon every man v/ho 
employs him in reliance on his public profession. 
But no man, v/hether skilled or unskilled, under
takes that the task he assumes shall be performed 
successfully, and without fault or error. He 
undertakes for good faith and integrity, but not 
for infallibility, and he is liable to his employer 
for negligence, bad faith, or dishonesty, but not 
for losses consequent upon mere errors of judg
ment.!"^ 

One who practices auditing v/ithout possessing the 

required level of competence maintained by his colleagues, 

will receive little sympathy from other members of the 

•i 

l^^Ibid. 
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profession,! ^ or from the courts. Therefore, if the 

accountant is to avoid legal liability, a fundamental 

rule is that he maintain his professional competence. 

Exercise Pue Care 

It is hardly enough for an accountant to merely 

possess the competence to perform an audit. He must also 

exercise this competence to the utmost of his ability, 

i.e., he must exercise due care. Failure to adhere to a 

reasonable standard of care is negligence v/hich is the 

basis for liability to third parties in some cases. A 

gross disregard of a reasonable standard of care is 

gross negligence, which could lead to an inference of 

fering loss who relied on the accountant's opinion. A 

second rule, then, is to exercise due care in the per

formance of the audit. 

Exercising due care implies making careful judg

ments. The accountant's v/ork constantly involves making 

judgments. No one should expect these judgments to be 

infallible.!"" He does, hov/ever, have the responsibility 

for giving careful consideration and applying the best 

judgment he has to every part of the audit. The accoun

tant holds-himself out as an expert in his profession. 

167 Ibid. 

1 
fraud and, therefore, liability to any third party suf- i 

! 

a < 

)l 

) 

I68ibia. 
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As such, his judgment should be better than that a layman 

would have of the same set of facts.!^^ Failure of the 

accountant to carefully exercise his judgment amounts to 

lack of due care, and could result in legal liability. 

Maintain Independence 

An accountant v/ho is competent, who exercises due 

care in the performance of an audit, but who allows his 

independence to become questionable may find, himself in

volved in a lawsuit. Much has been written about indepen

dence. The scope of this thesis does not allov/ a complete 

analysis of this characteristic. It is sufficient for the 

purpose of this chapter to say that the accountant has the 

"responsibility of not only maintaining independence in j 

fact, but of avoiding any appearance of lacking Indepen- ,, 
•I 

dence."-̂ *̂ ^ ; 

Maintain Integrity 

Integrity, as used here, is the state of being 

honest. A dishonest auditor is like a saddle without a 

horse. He has no means of fulfilling his purpose. The 

public v/ould place no reliance on the opinion of an 

auditor if they did not believe he v/as expressing his 

honest opinion. Therefore, it is of utmost importance 

1^9ibid. 

!7Qibid., p. 60. 
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that the 'accountant possess this quality. Without it, he 

may find himself charged v/ith criminal as v/ell as civil 

suits. 

Conform to Ethics 

In addition to the ethical and moral im.plications 

in the previous topics discussed, an accountant should 

conform to the code of ethics of the state in v/hich he 

practices, as well as to the code of ethics of the AICPA 

and other national accounting organizations. Failure to 

abide by such codes of ethics can directly result in ex

pulsion from the state and national organizations and 

might indirectly result in civil and criminal suits 

against the accountant. Supposedly, the ethical stan

dards endorsed by state and national organizations are 

written so as to negate any possibility of legal action 

against the accountant if they are follov/ed. Whether or 

not the ethics are truly this all-inclusive is a question 

involving considerable research. If an accountant dili

gently adheres to these ethics, the likelihood of his 

being involved in a lav/suit should be meastirably lessened. 

Improve and Clarify Principles and Standards 

If an accountant's liability to third parties is to 

develop into clearly defined principles, the accounting 

profession must first clarify its statements of principles 

and standards. This is because these standards and 
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principles will eventually form the guidelines within 

v/hich an accountant's liability is determined. "̂'''•'• This 

is true to a certain extent today. In Bloch v. Klein,-̂ "̂ ^ 

a New York court determined an accountant's duty to check 

and report on inventory by referring to an AICPA publi

cation. The court stated that this publication, "without 

any doubt, fixes the existing and accepted standards of 
173 

their profession." '-̂  

It v/ould appear reasonable to assume, that as the 

accounting methods become more sophisticated and compli

cated, the cotirts v/ill have to rely even more on the stan

dards established by the profession. Judges and juries 

simply v/ill not be able to comprehend the many considera

tions taken into account v/hen adopting an accounting stan

dard. They will not, therefore, be able to judge an 

accounting standard's merits. They will have to accept 

those adopted by the profession. Saul Levy said: 

The legal liability of accountants should be con
fined v/ithin the fraraev/ork of professional stan
dards and criteria. If that framework is not con
structed by the profession itself, it will be rudely 
fashioned for us by juries of laymen out of the 
unfortunate material presented to them in the ex-
treme situations which are occasionally litigated. J-7'+ 

!7lLevy, 22' 2li*» P* 80. 

!72stanl2y L. Bloch, Inc. v. Klein. 258 N.Y.S. 2d 
501, S.C.N.Y. (April 13, 1*965). 

!'^3walter J. Coakley, "Accountants' Legal Liability," 
The Journal of Accountancy. July, I968, p. 60. 

!'̂ L̂evy, o;^* cit. 
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Prom this quotation, one can assume that if accoun

tants do not continue to take extreme care in making their 

standards and principles clear and concise, the courts 

will derive their ov/n standards of accounting v/ith v/hich 

to measure the accountant's efforts. This could result 

in rude, unprofessional standards. At the same time, it 

would harm the accounting profession's prestige. Can a 

profession v/hich fails to develop clear, concise stan

dards of performance really be considered a profession? 

When accounting standards have been adopted, they 

should be communicated to the public and judiciary. Only 

by such pronouncements can the profession ever expect the 

public and judiciary to know v/hat the accountant can be 
A 
1 

expected to do in an audit. These people outside the * 

profession are the ones v/ho will decide an accountant's 

innocence or guilt in a lav/suit. The more they knov/ about 

the accountant's function, the better they will be able to 

judge his performance of that function. 

In conclusion, if accountants are to develop clearly 

defined limits to their third party liability, they must 

first establish clear, concise standards of performance, 

and convey these standards to the public. 

Resistance 

When lav/suits do result, despite an accountant's 

precautions, it v/ould seem v/ise to fight meritorious cases 
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all the v/ay to the highest courts. This would help estab

lish sound and helpful precedents''-'̂ ^ which would help clar

ify the existing confusion surrounding third party liability. 

Reports 

Much has been written concerning the reports of ac

countants. This is only natural since the report is the 

accountant's "product," the end result of his audit. The 

report is v/liat he is paid to produce. The report is also 

what his liability to third parties is founded upon. It 

is not the purpose here to discuss the aspects of v/riting 

reports. It should be pointed out, though, that accoun

tants can, in many cases, avoid liability by rendering an 

honest, precise, and unambiguous report. The accountant ^ 

should, therefore, if he hopes to minimize his liability, 

be familiar v/ith all aspects of report writing and adhere 

to them when rendering his opinion. 

Working Papers 

In any lav/suit against an accountant, the best evi

dence he can produce to show the reasonableness of his 

audit are his v/orking papers. The importance of detailed, 

carefully prepared, comprehensive v/orking papers cannot be 

overemphas 1 zed. !'̂ " 

!'^5carey, 22« cit., p. 418. 

^ Coakley, on. cit.. p. 59. 
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When judge and jury are considering the evidence in 

a suit, they have the benefit of hindsight. It is easy 

for them to figure out steps v/hlch, if taken by the accoun

tant, would have uncovered the irregularity involved. •'•'̂'̂  

The accountant, therefore, should be able to justify all 

audit steps, and the evidence in the working papers should 

verify each step taken. 

Since working papers may be introduced as evidence 

against and for the accountant, it is imperative that no 

apparent inconclusiveness or incompleteness of the audit 

be apparent in the v/orking papers.!'''" This does not mean 

that unsolved questions emerging in the audit should be 

left out of the v/orking papers. It means all material 

questions should be solved to the auditor's satisfaction. 

Insurance 

Pespite all the measures taken to prevent lav/suits, 

the chance of an accountant becoming involved in litiga

tion is very good. This can happen at any time to any 

firm.!'''̂  It seems essential that public accountants 

should have indemnity insurance to protect against this 

possibility. Although the cost has risen considerably 

!77lbid. 

^"^^Ibid., p. 60. 

!'^%alph E. Kent, "Liability of Auditors," The 
Journal of Accountancy, CVI (September, 1958), p. 65. 
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over the past few years,^^^ "it is safer to have too much 

too soon than too little too late."^^! 

!^^Lee Barton, "CPA's Under Fire: Auditor's 
Critics Seek Wider, Faster Action in Reform of Practices," 
Wall Street Journal. November 15, I966, p. 1. 

!8lKent, O]^. cit. 



CHAPTER VI 

SUMMARY ANP CONCLUSIONS 

Liability Jbo Third Parties at Ĉ pmmon Law 

Normally, an injured third party cannot recover 

from a negligent accountant loss resulting from reliance 

on the accountant's opinion of the financial statements of 

a business.•̂ "'̂  The result of allowing recovery for negli

gence would be to expose the accountant "to liability in 

an indeterminate amount for an indeterminate time to an 

indeterminate class." -̂  There is one, and possibly tv/o, 

exceptions to this general rule. An accountant v̂ ill be 

held liable to third parties for negligence if his negli-

gence is so gross as to lead to an inference of fraud. 

An accountant will, presumably, also be held liable to a 

third party for negligence if he knev/ at the time of giv

ing his opinion that his report v̂ as being prepared for 

!"^Ultramares Corporation v. Touehe. op. cit. 

^^3ibid.. p. 444. 

•̂ ^̂ 'State Street Trust Company v. Ernst & Ernst. 
op. ĉ lt. 

80 
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the use of a specific third party. ̂ ^̂ » !^^' !̂ '̂  

There is little debate that an accountant will be 

held liable for fraud. It is, hov/ever, hard to prove 

deliberate intention, a necessary element of fraud. The 

courts have, therefore, held that fraud is proved when a 

false representation is made with deliberate intent to 

defraud, when a false representation Is made without 

belief in its truth, and v/hen a false representation is 

made recklessly, careless whether it is true or false."'" 

On this basis, courts have held that accountants v/ill be 

liable for fraud if the grounds supporting their opinion 

are "so flimsy as to lead to a conclusion that there is 

no genuine belief back of it."!"^ This is where the 

areas of fraud and negligence overlap. To be held liable 

for negligence, an accountant must be sued for fraud, 

then negligence in the performance of the audit must be 

proved to.such an extent to justify the conclusion that 

the basis for the opinion was so flimsy that there was no 

genuine belief back of it. This conclusion leads to an 

inference of fraud and the accountant being found guilty. 

185Glanzer v. Shepard, op. cit. 

!""Byrne v. Heller, 22' ^11* 

^^"^Q.*!*!* V. Glover. 22* ill* 

!^^Oerr^ v. Peek, op. cit., p. 374. 

I89uitramares v. Touehe, 22* ill** P* ^^1* 
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Thus, the area of law relating to an accountant's 

liability to third parties at common law is cloudy. It 

is impossible to determine beforehand what the courts 

will consider to constitute negligence, gross negli

gence, and negligence so gross as to lead to an inference 

of fraud. 

Liability to Third Parties b;̂  Statute 

Under section 11 of the Securities Act of 1933, 

accountants can be held liable for negligence as v/ell as 

fraud. This liability extends to third parties who pur

chase securities described, in a registration statement, 

the financial statements of which are certified by an 

independent public accountant. ^ 

The accountant can be held liable if: 

(1) The financial statements certified by him were 

materially misleading at the date the registration state-

191 ment became effective, ̂  

(2) the person who purchased securities described 

in the registration statement did not know the financial 

192 
statements v/ere misleading, 

(3) the accountant cannot prove he was not negli

gent or fraudulent in certifying the financial statements 

!90Levy^ op, 2it., p. 45. 

!9!Federal Securities Act 2£ 1933. 22. cit., p. 82 
#77K(a). 

192iMd. 
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involved, °3 Qp 

(4) the accountant cannot prove the untrue portion 

of the statement did not fairly represent his original 

statem^ent as an expert, ^ or 

(5) the accountant cannot prove that the plain

tiff did not rely on the statement or that the loss 

suffered by the plaintiff resulted from causes other than 

the false statements or the misleading omissions in the 

statements, "5 ^ j ^ 

(6) the action against the accountant is brought 

v/ithin one year after the untrue statement or omission 

should have been uncovered, but, in no case, more than 

three years after the security v/as offered to the public.!°" 

Under section 18 of the Securities Exchange Act of 

1934, accountants can be held liable for fraud v/hen cer

tifying the financial statements contained in the annual 

reports filed by corporations v/ith the SEC. This liability^ 

extends to third parties who purchased or sold securities 

at a price which v/as affected by the financial statements. 

The accountant can be held liable under Section 18 

if: 

#77(m). 

!93ibid., p. 82, #77k(e). 

!94î bid. 

!9-^Levy, 22* ill** PP* 46-7. 

^^^Federal Securities Act of 1933. £2* cVb., p. 84, 
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(1) The statements are materially false or mis

leading, 

(2) the person v/ho purchased or sold securities 

did not knov/ the statements v/ere misleading, 

(3) the plaintiff proves his reliance on the 

statements, and that such reliance resulted in the damages 

he suffered, 

(4) the accountant cannot prove he acted in good 

faith and had no knowledge that the statements were false 

or misleading, °'̂  and 

(5) the action is brought within one year after 

the materially false or misleading portion of the state

ments should have been uncovered, but, in no case, more 

than three years after the annual report v/as filed v/ith 

the SEC. 

Accountants can possibly be held liable to third 

parties v/ho rely on their misleading financial state

ments filed with the SEC under section 10(b) of the 1934 

Act and rule 10b-5» promulgated thereunder by the SEC. 

An accountant can possibly be held liable under 

section 10(b) and rule lOb-5 if he, directly or indirect

ly, uses any instrumentality of interstate commerce, of 

the mails or any facility of the national securities 

exchanges to: 

1^'^Katsoris, 22* ill* 
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(1) defraud, 

(2) make an untrue statement of a material fact 

or omit to state a material fact necessary to make a 

statement not misleading, or 

(3) engages in any activity v/hich would amount to 

fraud or deceit of any person who purchases or sells any 

security.!°" 

Accountants' Third, Party Liability Tomorrov/ 

Several authors seem to think that accountants 

will be held liable to third parties for mere negligence 

in the future. There are several reasons for this proph

ecy or doctrine. These reasons include the following: 

(1) this doctrine is in accord v/ith the needs of 

the majority of the people in our society, 

(2) it is equitable and just that an accountant be 

held liable for his actions, 

(3) the trend in common lav/ indicates the eventual 

adoption of this doctrine, and 

(4) the accounting profession should determine what 

manner of conduct should be expected of its members. It 

will come under this doctrine since accountants will be 

Judged according to the standards established by the pro-
199 

fesslon. 

!^^Katsoris, 22' ill* 

!99salmonson, "CPA's Negligence, Third Parties and 
the Future," pp. 93-94. 
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Several benefits would accrue to the accounting 

profession if its members v/ere held liable for negligence. 

These include: 

(1) the accountant's opinion would be more readily 

accepted, 

(2) the prestige of the profession will be enhanced, 

(3) in the event of suit, the dama.ge to accountant's 

reputation v/ould be less, 

(4) jtiries would have more tangible guidelines with 

which to judge an accountant's innocence or guilt, 

(5) accountants would not be held liable when they 

followed the profession's standards, 

(6) a more uniform high degree of quality v/ould 

result in accountants' services, and 

(7) a constant re-examination of existing standards 

would be made. 

What Can the Accountant Po? 

In order to minimize the chance of being convicted 

in a lav/suit, the accountant should adhere to the follov/ing 

measures: 

(1) maintain his professional competence, 

(2) exercise due care in the performance of his 

duties. 

^QQlbid.. pp. 95-96. 
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(3) maintain his independence, 

(4) maintain his integrity,̂ •̂'• 

(5) conform to the codes of ethics of the profes

sion, 

(6) help improve and clarify existing standards,^^^ 

(7) fight meritorious lav/suits to the highest 

courts,^^3 

(8) render an honest, precise, unambiguous report, 

(9) maintain detailed, carefully prepared, compre

hensive working papers,^^^ and 

(10) carry adequate insurance. ^ 

If an accountant diligently adheres to the meas

ures listed above, he should be able to establish an ade

quate defense against any allegation of negligence or 

fraud in the conduct of the audit and the rendering of 

his opinion on the financial statements. Failure to 

adhere to these measures could, hov/ever, result in an 

accountant being found guilty of negligence or fraud. It 

is, therefore, imperative that the accountant who wishes 

to avoid liability to third parties adhere to these measures. 

Blough, o2* cit. 

^O^Levy, 22- ill** P* 80. 

^^3carey, 02. cit. 

^^ ̂ Coakley, 22» ill* 

^^^Kent, 22* ill* 
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