
AUDITORS THIRD PARTY LIABILITY

A wrong audit can cause damages to shareholders in secondary markets or to buyers of firms or shares in primary
markets. This happens.

Auditors can reduce their exposure to litigation but there is a rising groundswell of opinion that the audit
profession has, for too long, borne the brunt of penalties for misdemeanours shared by other culpable parties.
Originally published in Law Now ,  To register for Law-Now, please go to www. It is worthwhile to point out
that the Restatement is a compendium of common law prepared by legal scholars and presents an alternative
view to the traditional privity doctrine. Tocchet v. There also have been subsequent cases that narrow this
concept of foreseen third parties to near privity requirement, as explained in subsequent sections. They
claimed that Bannerman had been negligent in failing to detect a fraudulent and material misstatement in the
accounts of APC. Reasons for this probably include: a belief that it is better to rely on the courts to determine
liability on a case by case basis, based on the principles in Caparo and the cases following it. After a greater
length of time it becomes more likely that the auditor will lose objectivity when dealing with 5 this particular
client the limit is 5 years. Other consequences are likely to include: lenders wishing to rely on statutory
accounts for a particular purpose may have to negotiate with the borrower's auditors as to the terms on which
the auditors are prepared to allow the lender to rely on the company's accounts - in particular, the extent to
which the auditors' liability will be limited or excluded. This proposal was designed to counter-balance both
the increasing amount of information which the auditors are required to review and the Steering Group's
proposal to set out in statute an extended range of persons to whom auditors would be deemed to owe a duty
of care - namely existing shareholders and creditors, those who become shareholders or creditors in reliance
on the accounts, and possibly employees. In ruling that the Bank's claims should be admitted to full trial, the
Outer House held that it was at least arguable that in the present circumstances a relationship of sufficient
proximity could be established. Although the principles relating to both approaches are well established and
should at least in theory result in the same outcome as per Sir Brian Neill in Bank of Credit and Commerce
International Overseas Ltd v Price Waterhouse [] BCC , their application in any particular case may not be
straightforward because the Courts have been wary of imposing a duty on professional advisors to anyone
other than their clients. Lord Oliver pointed out foreseeability is not synonymous with proximity. Limit of
duty of care is defined as that 1 negligence was redressable despite the lack of a contractual relationship. An
auditor is not bound to be a detective, or, as was said, to approach his work with suspicion or with a foregone
conclusion that there is something wrong. Over the past two decades the bill for litigation settlements of Big
Four audit firms alone has run into billions of dollars. The banking facility was provided on the basis of
receiving audited financial statements each year. Increase Reason: The longer a firm spends in a working
relationship with a client , the more chances there is that independence will become impaired. These establish
the principles for auditor liability to clients and to third parties, respectively. The Court considered that the
following factors might assist the Bank in establishing such a relationship: the auditors knew that RBS was a
shareholder and substantial creditor of the company, as well as its principal banker; the company had a close
relationship with the auditors, and one employee of the firm was seconded to the company to work as its
financial controller; the company's business was very cash-dependent and it relied heavily on funds being
available on overdraft from the Bank; in order to satisfy themselves that the company would be able to
continue as a going concern for the next 12 months required for the audit opinion , the auditors must have
been aware of the existence of the overdraft and its terms. Caparo alleges that the purchase decisions were
based upon inaccurate accounts that overvalued the company. Section of the Restatement broadens the
auditor's liability beyond privity requirement and near privity requirement even though the Rush Factors case
is an earlier case than both Credit Alliance case and Security Pacific Business Credit, Inc. In their interim
report published in March , the Company Law Review Steering Group recommended that section of the Act
should be amended to allow auditors - subject to the approval of the company's shareholders - to limit their
liability in contract to the company or the shareholders in their audit engagement contract, and that auditors
should be expressly permitted to limit their liability in tort to third parties with such limitations being
presumed to be reasonable for the purposes of UCTA provided they go no further than certain guidelines to be
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agreed after public consultation. This system, as introduced in Australia in , would ensure a fair outcome for
the plaintiff without placing the entire financial burden upon the audit profession. Concept of duty of care: The
due diligence and competency as reasonably expected from a qualified professional. Therefore shareholders
can seek remedy from an auditor if they fail to comply with the terms of an engagement letter. Its language is
general, and is subject to different interpretations. Because it decreases the public image and reputation of the
company which may decrease the sales ratio of the company. In that case, the auditors were held not liable to
the group of lending banks: the Court pointed out that the banks had played no part in appointing the auditors,
who had no statutory duty to report to them; and the auditors did not supply a copy of their report to the banks,
or to the company with the intention or in the knowledge that it would be supplied to the banks. A company's
directors are responsible for preparing and approving accounts that give a true and fair view of the profit or
loss during the year, and the state of affairs of the company at the year end. The first part of the government's
White Paper on Modernising Company Law, published in July this year, did not deal with the "difficult
question of auditor liability"; instead the government stated that it would announce its response to the question
in due course. The "hold harmless" letters could not therefore be understood as relating to wider questions of
responsibility or to any liability that might arise out of the use to which the statutory audit might be put.
Before discussing this, it is worth making the point that auditors are only found liable in cases where they have
breached their responsibilities to perform work with professional competence and due care and to act
independently of their clients. Moreover, the loss in this case was not one which arose out of the
mismanagement of ERF but the dishonest acts of Mr Ellis, including statements of Mr Ellis during the course
of the negotiations in respect of the sale of the company. Credit Alliance v.


