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Accountants

he growth of the ac-

and counting profession

from what Chief Judge

d' Cardozo of the New York
Expan Ing Court of Appeals in the
Utramares case in 1931 re-

Legal ferred to as “a ﬂedgling pro-

fession” into a multi-billion

L' b"I" - dollar industry has led to the
Ia l Ity In perception that accountants
play a public watchdog func-

The tion in the market place and,

from a litigation perspective,
B h represent deep pockets from
a al I 'as whom large judgments may

be recovered.

This shift in perception of

United States of America Jurisdictions the account ing pro fession

Comparative View of The Commonwealth and

has made courts more will-
ing to extend the scope of li-
ability of accountants to
third parties, not in privity
with the accountant, who
rely on audit reports by ac-
countants. A number of fac-
tors have contributed to this
shift in the perception of the
accountant.

By ALFRED M. SEARS

ILLusTRaTioNs: EoHun Dasert
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First, the increased complexity in fi-
nancial transactions dictates that the gen-
eral public rely more heavily now chan
ever before on the work product of the
professional accountant. For example, in
1991 the Bahamas Parliament passed the
Financial Administration and Audit Act
which requires public agencies to main-
rain strict accounting records.

Recently in The Bahamas, the
Ministry of Finance mandated
that business license applica-
tions should be certified by
public accountants who are li-
censed by The Bahamas Insti-
tute of Chartered Accoun-
tants.

The Bahamas has recently
established a securities marker
wherein the financial srare-
ments of publicly traded com-
panies will influence in-
vestment decisions in
the financial market
place.

These developments
in The Bahamas, which
arc common throughout the Caribbean,
will require the public accountant w play
an increasingly important role in the fis-
cal and economic life of The Bahamas.
In fact, Mr. Philip G. Galanis, M.P, a
Past Prestdent of The Bahamas Insticute
of Chartered Accountants and Manag-
ing Partner of Ernst & Young, reflected
this perspective when he addressed the
Rotary Club of Nassau on the 28th Feb-
ruary, 1992. Mr. Galanis stated that:

“...because of the increased demand
for public accountability by the Govern-
ment, professional accountants will as-
sist in monitoring the effectiveness and
efficiency of spending by Government
departments, ministries and agencies. ..
advise the Government on ways and
means to eradicate waste and inefficiency
in the public secror, assist the Govern-
ment to achieve its objectives of ensuring
greater public accountability and to ob-
tain value for money. .. propelled by pub-
lic needs and expectations, changing cli-
ent requircments and market place oppor-
tunities, the public accounting profession
has changed dramatically over the years.”

Increasingly, therefore, more third

parties — persons with whom the ac-
countant has no privity — will rely upon
the special skills and independence of the
accountant to make investment and
other decisions. In fact, the American
Instituce of Public Accountants, in its
auditing standards, requires that “in all
matters relating to assignment, an inde-

Some comimentators a[gue tha[ thlS
third-party reliance of the public imposes
a particular obligation of a duty of care
on the certified public accountancand a
duty to be independent. It would appear
that Caribbean accountants themselves,
like Mr. Galanis, have contributed to this
public perception that accountants

should be held to a higher professional
standard of care based on a public trust.
Courts, when defining the scope of au-
ditors' liability, have been in-
fluenced by this perceprtion.

pendence in mental attitude is to be
maineained by the auditor or auditors.”
The standards further provide that if an
accountant is not independent, any pro-
cedures he performs will not comport
with generally accepred auditing stan-

dards.

This requitement of auditor’s inde-
pendence creates an ethical dilemma for
accountants today who are increasingly
providing a wide range of management
advisory services, such as marketing
analysis, profit planning, project analy-
sis, cash controls and project and finan-
cial counseling. These activities now
provide an important source of revenue
for the largest accounting firms. Execu-
tives often seek counsel from senior ac-
counrants to assist them in decision-
making; thus, involving accountants in
the business operations of their clients.
How can they perform their indepen-
dent auditor’s function to protect the
public from quesrionable financial re-
ports when they have a financial and
professional interest in the business op-
eration of their clients?

For example, the U.S. Su-
preme Court in the case ULS.
v. Arthur Young & Co.

stated that “the indepen-
= _dentauditor’s obligation
% to serve the public in-
terest insures that the

integrity of the secu-
ricies market will be
preserved.” Thus, the
realities and expectations
of the participants of today’s
financial and commercial mar-
ketplaces place increased third-party
reliance upon the work product of ac-
countants.

Second, increased competition for
audit clients has resulted in price wars
among the big accounting firms; there-
fore, some commentators assert that
lower aCCOunting fees create P[CSSU.].'C on
firms to cut corners so that they may
remain profitable on each job. Cutting
corners may result in compromise of
professional standards and risk poten-
tial lawsuits at a time when the scope
of the accountants liability to third par-
ties remain unsettled.

EXPANDING SCOPE OF
AGCGEOUNTANTS’ LIABILITY
TO THIRD PARTIES

The shift in the public perception of
the accountant’s role and public respon-
sibility has made the courts in the United
States and the Commonwealth more
willing to extend the scope of legal li-
ability of the accountant. This is more
dramatically illustrated in respect ro the
accountant’s liability to third parties.
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THE UNITED STATES

The common law liability of public
accountants in the United Srates was first
defined by the seminal case Ultramares
Corp. v. Touche in 1931. Chief Judge
Cardozo, writing for a unanimous New
York Court of Appeals, held thar accoun-
tants have no duty to refrain from negli-
gence toward third parties not in privity
of contract with the audirtor, unless they
are primary beneficiaries of the contract.
The audiror’s liability was restricted to
those whom the audiror knew would
benefit from the services. Thus, the
accountant’s liability was restricted to the
contract of service.

In Ultramares the plaintiff loaned the
Stern Company large amounts of money
based on financial statements certified
by Touche. The statement listed ficti-
tious assecs, which the audirors failed
to detect; the Company subsequently
went bankrupt. Unable to collect on
the loans, Ultramares sued Touche
Nevin for negligence and fraud.

The New York Court of Ap-
peals absolved the accountants of
any liability for negligence ro rely-
ing third parries, stating that “if li-
ability for negligence exists, a
thoughtless slip or blunder, the fail-
ure to detect a theft or forgery beneath
the cover of deceptive entries, may ex-
pose accountants to a liability in an in-
determinate amount for an indetermi-
nate time to an indeterminate class.”

The court posited two policy reasons
for relieving accountants of liability to
rhird parties for negligence. The courr’s
first concern was thar if held liable for
negligence, accounrants who comprised
a weak, fledgling profession in the 1920s,
would be exposed o enormous finan-
cial liability based not on culpability of
their error but on the extent to which
erroneous reports were circulated.

The second policy consideration was
the court’s desire to punish fraud (inten-
tional misrepresentation) more severely
than negligent misrepresentarion. By this
privity doctrine, the Ultramares
decision, for almost a half a century, in-
sulated accountanrs from the claims of
third parties who were nor primary ben-
eficiaries or in privity with the auditor.

The decision may also be pardy re-
sponstble for the judicial limiration of
accountants liability under the Securi-
ties Exchange Act of 1934.

In the 1970s and 1980s, given the
growth of the accounting profession and
the changing public perception of the
profession, the priviry doctrine enunci-
ated in {ltramares came under increased
attack and erosion. Today it is estimared
that the Big Six accounting firms boast
annual world-wide revenues in excess of
$20 billion, over 20,000 partners and
over 300,000 employees. Therefore,
some commentators argued that the

How can they perform
their independent audifor’s
function fo protect the public

from questionable financial reports
when they have a financial and

professional inferest in the
business operation of
their dients?

Ultramares rationale of protecting a
“fledgling industry” is no longer valid to
determine auditors’ liabiliry.

Several commentators, such as the
New York litigating attorney, Norman
B. Arnoff, argue that the Privity Rule has
undermined the efficacy of professional
liability insurance programs for accoun-
rants. Arnoff contends that plaintiffs of-
ten circumvent the privicy bar by bring-
ing suits againsr accountants on theo-
ries of fraud and conspiracy.

However, most professional liability
insurers, through reservadon of righrs
letters, fraud and prior knowledge ex-
clusions and reporting obligations where
fraudulent and conspiratorial conduct is
charged, limit coverage on the very ar-

cas accounrants need for honest errors
and omissions. Since fraud is an inten-
tional tort, with knowledge as its essen-
tial element, the charge itself creates for
the accountant an uncertainry as to his
coverage by reason of the self awareness
of the conduct it necessarily assumes.
Therefore, the Privitcy Rule’s basic
intent to achieve fairness is circumvented
by the invitation it has created for liti-
gants to bring fraud and conspitacy law-
suits. Thus, more expenses and complex-
ity are directly related 1o the need law-
yers have to circumvent the Privicy Rule.
Consequently, as early as the 1960s a
number of jurisdictions in the United
States started to reject the Ultramares
serict priviry rule and have extended au-
ditors liability to memhers of different
groups of third parties. Currently, there
are four differenr legal standards of the
scope of liability of accountants to
third patties in the United States.

Restatement Scandard
The second legal standard of ac-
countants’ liability to third parties,
which reflects the modern trend in
the United States, adopts the Ameri-
can Law Institute’s Restarement
(Second) of Torts Standard. Under
this standard, the right ro recovery is
available to any “person, or one of a
group of persons, whom the accountant
ot his client intends the information to
benefit.” If the client holds the requisite
intent, “then the accountanr must know
of his client’s intent ar the time the ac-
countant audits ot prepares the informa-

tion.”

Therefore, if the auditor knows the
client intends to use the financial srate-
ments to negotiate a bank loan but does
not know the specific bank, the audi-
tor nevertheless is potentially liable for
negligence to any bank with which the
client negotiates and obtains the loan.
Thus, if the third party is foreseen by
the auditor, then the auditor will be held
liable.

The North Carolina Supreme Court
applied this standard in the case Raritan
River Steel Co. v. Cherry, Bekaert &
Holland. In this case Intercontinental
Metals Corporation (IMC) engaged the
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302, states that the New York State
courts may exercise personal jurisdiction
over any non-domiciliary or his execu-
tor or administrator if, in person or
through an agent, he:

1. transacts any business within
the state or contracts to supply
goods or services in the state; or

2. commits a tortious act within
the state...; or

3. commits a tortious act within
the state causing injury to per-
son or property within the state,

. if he (i) regularly conducts
or solicits business, ot engages
in any other persistent course of
conduct, or derives substantial
revenue from goods used or
consumed or services rendered,
in the state, or (ii) expects or
should reasonably expect the act
to have consequences in the
state and derive suhstantial rev-
enue from intersrate commerce
or international commerce...

Applying these common law rests and
the New York long-arm statute to ac-
countants in the Caribbean, is it con-
ceivable that a Bahamian, Barhadian, or
Jamaican accountant who, as parr of in-
vestment promotion teams, regularly
goes to New York State to solicit busi-
ness, sends firm’s promotional literature
there, enters into retainer agreements on
occasions while in the State with new
clients to perform professional services
from The Bahamas, could be subject to
the long-arm jurisdiction of the New
York state courts? Further, would that
accountant’s conduct and connection
with the New York stare such that he
should have reasonably anticipared be-
ing “hauled” into court there?

If these questions are answered in the
affirmative, in light of the aforesaid test
and statute, then the Caribbean based
accounting firms need ro inform them-
selves about the manner in which they
solicit and conduct business in cerrain
U.S. jurisdiction so that they do notun-
wittingly expose themselves to the asser-
tion of personal jurisdiction by certain
U.S. courts.

CONCLUSION

With the globalisation of the marker
place, the increasingly public role the
accountant is called on to play and the
realities of the market place, it is more
rational to allow accountants liability to
specified third parties when the conse-
quences of harm to the third parties are
reasonably foreseeable. Bur it is of criti-
cal importance to establish safeguards
against unrealistic liabiliries, hy careful
analysis of what the professional actu-
ally undertook to do by his engagement
and by not allowing parties who did not
rely upon the accountant’s opinien to
recover. There needs to be greater preci-
sion in judicial reasoning for more or-
dered expecrations and uniformity in the
global marker place and the better de-
velopment of the faw.

Plainciffs in negligent misrepresenra-
tion cascs should be made o demon-
strate, by documentary evidence contemn-
porancous with the financial transactions
in issue, (a) what the accountant under-
took to perform (compilation, review or
audit), (1) that the claimed error/omis-
sion caused the economic harm for
which recovery is sought, and (c) actual
reliance.

The imposition of rigorous tests re-
quiring both the investor and lender to
present real proof of undertaking, cau-
satton and reliance is a better safeguard
against indeterminate liability than the
Privity Rule.

This approach will require precise
analysis and insistence on documentary
evidence and that the plainaff show that
the specific misstarement sued upon was
actually relied upon and did, in fact,
cause the loss. These strict standards of
causarion and reliance should be applied
in any financial or commercial case
where an accounrant is called upon to
render an opinion which everybody in
rhe marketplace knows is traditionally
and customarily relied upon by third
persons.

The courts, especially in some U.S.
jurisdictions, have not clearly and faidy
balanced the accouncs’ liability with
market place expecrations. But a fair
balance is needed for settied and ordered
expecrations in the global market place

and the dynamic growth of the law to-
wards clearer and fairer standards for
guiding and judging human conduct.
The carefully reasoned judgment of
Caparo strikes a fair balance in recog-
nizing the {imirations of both the priv-
ity rule and the blankert reasonable fore-
seeability standard. The decision offers
some measure of uniformiry and predict-
ability to the financial services market
place.

Judge Cardozo recognized the need
for uniformiry and predictability in the
law and the market place when he stated:

The judicial process comes then to this,
and little more: logic, and history, and cus-
tom, and utility, and the accepred stan-
dards of ?‘z'ghr wnd’uct, are the farce; which
singl}f or in combination shape the progress
of the law. Which of these forces shall domi-
nate in any case, musi depend largely upon
the comparative importance or value of the
social interests that will be rbfrf’!?y pro-
moted or impaired.

One of the most fundamental social
interests is that law shall be uniform and
impartial. There must be nothing in its
action Hhat savors ofprcjun’irf arﬁwor ar
even arbitrary whim or fitfulness. There-

Jore in the main there shall be adherence
to precedent, There shall be symmetrical
development, consistently with bistory cus-
tom when history or custom has been the
wmeotive ﬁ?rce, or the c/?z'c"fmze, iH gfui)rg
s/}dpe i exin‘ing rieles, and with logz'r or
pl.'vilampby when the maotive power has been
theirs. But symmetrical development may
be bought at too high a price. Uniformity
ceases to be a good when it becomes uni-
formity of oppression.

The social interest served by Symmetiy
or certainty must then be balanced against
the social interest served by equity and fair-
ness or other elements of social welfare.
These may enjoin upon the judge the duty
of drawing the lines at another angle, of
staking the path along new courses, of
marking a new point of depariure from
which others who come after bim will set
out upon their journey. (g

Fully referenced text obtamatle from the Contributor Isee pg. 3t
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