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OHIO STATE LAW JOURNAL
Volume 52, Number 5, 1991

A Tale of Two Professions: The Third-Party
Liability of Accountants and Attorneys for

Negligent Misrepresentation

GARY LAWSON*
TAMARA MATrISON**

To whom does a professional owe a duty of care when providing
professional services?1 The traditional answer, grounded in principles of
contractual privity, is that professionals are liable for negligence to their
clients, and perhaps to third-party beneficiaries of the client-professional
relationship, but that their noncontractual obligations generally extend no
further than a duty not to commit fraud.2 In the past two decades, however,
courts have become increasingly willing to hold a wide range of professionals
liable for their negligence to parties outside the chain of privity.3 The
accompanying growth of third-party4 lawsuits alleging professional negligence,
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Claremont Men's College; J.D. 1983, Yale Law School. I am grateful to the William M.
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** C.P.A. B.B.A. 1981, University of Wisconsin-Eau Claire; M.M. 1987, J.L.

Kellogg Graduate School of Management, Northwestern University; J.D. 1990,
Northwestern University School of Law.

1 The distinction between "professions" and other occupations seems to reflect the

hubris of self-described professionals more than any underlying economic reality. The cases
we examine, however, treat professionals-such as accountants, architects, attorneys, and
engineers-as a distinct class of persons. We accordingly accede to that practice.

2 Note, Privity Requirenent for Attorney Liability to Nonclients, 4 ST. JOHN'S J.L.
CONMENTARY 321, 321 n. 1 (1989) (authored by Melinda R. Katz).

3 See Donnelly Constr. Co. v. Oberg/Hunt/Gilleland, 139 Ariz. 184, 677 P.2d 1292
(1984) (holding architects liable for professional negligence to foreseeable nonclient
victims); Wolther v. Schaarschmidt, 738 P.2d 25 (Colo. App. 1986) (holding that a
nonclient purchaser had a cause of action for negligent misrepresentation against an
engineer who conducted a walk-through investigation of a house).

4 For purposes of our analysis, "third parties" are persons who are neither in direct
contractual privity nor in some functionally equivalent relationship with the defendant
professionals. In particular, we somewhat idiosyncratically treat suits brought by third-party
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and in particular alleging negligent misrepresentation by accountants or
attorneys, raises serious questions for professionals concerning their legal and
ethical obligations to nonclients.

These recent changes in liability standards have not been uniform across
professions. Specifically, accountants have thus far seen their liability to third
parties for negligent misrepresentation expand far more rapidly than have
attorneys. 5 There are strong indications, however, that the attorneys are
making up some ground-no doubt more quickly than they would like. One
modem court, in permitting a third-party suit against an architect for
negligently preparing engineering site specifications, "expressly
disapprove[d] ... blanket denials of causes of action" 6 by third parties against
professionals in general, with specific reference to suits against attorneys for
negligent misrepresentation. 7 Another court, in finding an accountant
answerable to a third party for negligent misrepresentation, declared even more
directly that "[w]e doubt the wisdom of continuing to apply different standards
for determining the liability of different professionals to third parties."8

These sweeping judicial pronouncements should be of great interest to
attorneys. There is good reason to believe that the relatively benign treatment
now typically enjoyed by attorneys in third-party lawsuits is primarily, if not
entirely, the consequence of an enduring, carefully cultivated image of the
lawyer as a faithful fiduciary, zealously guarding his client's interests even at
the expense of the broader public. Unsympathetic court statements, 9 however,
may reflect a growing shift in the legal system's perception of the lawyer's
professional role. There has definitely been such a change in the perceived
professional role of accountants and it has been a major factor in the modem
expansion of accountants' third-party liability. If the disparate treatment
currently afforded accountants and attorneys in third-party lawsuits is the
product of differing role conceptions, and if the legal system's views of lawyers
and accountants are starting to converge, a significant expansion of attorney
liability may not be far off. Admittedly, similar predictions have been made in

beneficiaries of contracts and, if necessary, suits by intended beneficiaries of wills, as first-
party rather than third-party actions. See infra note 44.

5 See infra text accompanying notes 40-74.
6 Donnelly, 139 Ariz. at 188, 677 P.2d at 1296.
7 See id. The court in Donnelly rejected a prior decision of the Arizona Court of

Appeals that declined "to grant a cause of action for [negligent misrepresentation] to an
individual who [was] not a client or in privity with the attorney." Chalpin v. Brennan, 114
Ariz. 124, 126, 559 P.2d 680, 682 (1976)).

8 Blue Bell, Inc. v. Peat, Marwick, Mitchell & Co., 715 S.W.2d 408, 413 (rex. Ct.
App. 1986).

9 See supra notes 6-8 and accompanying text.
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the past two decades with little success, 10 but more recent legal developments
suggest that it is time to examine them anew.1

This Article presents a descriptive and predictive analysis of the third-party
liability of accountants and attorneys for negligent misrepresentation. 12 By way
of background, Part I describes the activities of each profession that seem most
frequently to expose practitioners to third-party claims of negligent
misrepresentation, and Part II sketches the various legal standards applied by
courts in assessing such claims and the trends in the law that have emerged
over the last two decades. Part II provides our substantive analysis in four
sections. The first section sets forth the reasons most often advanced by courts
for adopting standards that expand the liability of accountants or attorneys
beyond the chain of privity. The second section explores whether those reasons
portend a narrowing of the existing difference in third-party liability standards
that are applied to the two professions. The third section recounts an aborted
attempt by the Securities and Exchange Commission in the 1970s to redefine
radically the lawyer's role in securities transactions, which holds valuable, if
ambiguous, lessons for both attorneys and accountants faced with the prospect
of expanding third-party liability. Finally, the fourth section concludes that the
thread separating the two professions' third-party tort liability is thin and
fraying. 13 Thus, lawyers should seriously contemplate the possibility that they
may be the targets of the next rash of third-party lawsuits against
professionals-after the accountants, architects, and engineers have been
adequately bashed. As one commentator noted:

Enter a small irony: Actions against accountants are filed by lawyers, who by
winning create a climate receptive to the abandonment of privity in claims

10 See Hilliker, Attorney Liability to 7bird Parties: A Look to te Future, 36 DE PAUL

L. REV. 41, 66 (1986); Note, Public Accountants and Attorneys: Negligence and the Third
Party, 47 NoTRE DAME L. REv. 588, 588 (1972).

11 Or, as Bullwinkle once said to Rocky: "This time for sure!"
12 While we make occasional references to the liability of other professionals, our

study formally encompasses only accountants and attorneys. More significantly, our study is
strictly confined to the common-law tort of negligent misrepresentation. See infra text
accompanying notes 33-34. We do not directly address, for example, the potential liability
of professionals for other torts, common-law fraud, or violations of state or federal
securities laws.

13 We do not discuss whether the thread should be rewoven or allowed to fray further.
If we did, we would strongly endorse the traditional privity standard for both accountants
and attorneys, in part for reasons that have been well stated elsewhere. See Goldberg,
Accountable Accountants: Is 77tird-Party Liability Necessary?, 17 J. LEGAL STUD. 295
(1988); Gossman, The Fallacy of Expanding Accountants' Liability, 1988 COLUM. Bus. L.
REV. 213; Lawson & Olson, Caveat Auditor: Yhe Rise of Accountants' Liability, CLAIMS,
Apr. 1990, at 34; Note, Expanding Legal Malpractice to Nonclient 77idrd Parties-At What
Cost?, 23 COLUM. I.L. & Soc. PRoBs. 1 (1989) (authored by Douglas A. Cifu).
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against all professionals, themselves included. For although accountants and
lawyers sell clients different skills, the services of either, if performed
negligently or fraudulently, can work great harm to others.14

I. HOW ACCOUNTANTS AND ATrORNEYS GET INTO TROUBLE

Accountants and attorneys are often intimately involved in their clients'
financial transactions by providing counsel, preparing or assisting in the
preparation of documents, and offering opinions on the need for and sufficiency
of financial or legal disclosure. The resulting documents and opinions they
generate are then frequently distributed, possibly without the professional's
knowledge, to third-party creditors and investors. If the circulated material is
erroneous or misleading as a result of the professional's negligence, injured
third parties who relied on that material' 5 may assert a cause of action for
negligent misrepresentation against the professional. A brief look at the
transactional roles of accountants and attorneys provides a useful framework
for examining the emergent pattern of third-party liability for the two
professions.

A. The Transactional Role of Accountants

For parties contemplating participating in business transactions, knowledge
is power. Because companies are not always the most trustworthy sources of
financial information about themselves, prospective lenders, investors, or
customers will frequently insist upon audited financial statements before dealing
with the company. 16 Thus, both to satisfy outside parties and for purposes of
their own internal management, companies typically must engage an outside
accountant.

14 Gilers, Ethics that Bite: Lawyers' Liability to 77ird Parties, 13 LrIGATION, Winter

1987, at 8.
15 We assume throughout this Article that reliance is a necessary element of a

negligent misrepresentation claim. See, e.g., Abell v. Potomac Ins. Co., 858 F.2d 1104,
1131 (5th Cir. 1988) (applying Louisiana law), cert. denied, 492 U.S. 918 (1989); Raritan
River Steel Co. v. Cherry, Bekaert & Holland, 322 N.C. 200, 206, 367 S.E.2d 609, 612
(1988).

16 Regulatory agencies may also demand the production of audited financial
statements. For example, the Securities Act of 1933 prohibits a wide range of transactions
with respect to a security unless a registration statement has been filed as to such security.
15 U.S.C. § 77(e) (1990). Schedule A of the Act, which regulates the content of most
registration statements, requires the inclusion of audited financial information. 15 U.S.C.
§ 77(e) schedule A (25), (26).
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The two most important services provided by the accountant are an audit of
the client's accounting books and procedures17 and the issuance of an opinion
discussing whether the client's financial statements have been prepared in
accordance with generally accepted accounting principles (GAAP). 18 Although
the accountant may be heavily involved in preparing financial statements, the
statements themselves, unlike the accountant's opinion concerning them, are
formally the representations of the client's management rather than of the
accountant. 19

The accounting profession's self-governing body, the American Institute of
Certified Public Accountants (AICPA), 20 has established a set of generally

17 Fundamentally, an audit is an examination of a company's financial position,

transactions, and internal accounting practices over a specified period of time. It will
typically involve a review of representative samples of such important items as a company's

cash holdings and accounts receivable, other assets and liabilities, major contracts and
documents, minutes of board of directors' meetings, and internal accounting control
procedures. See generally Hagen, Certified Public Accountants' Liability for Malpractice:
Effect of Compliance with GAAP and GAAS, 13 J. CONTEMP. L. 66-67 (1987).

18 GAAP are guidelines that reflect

the consensus at a particular time as to which economic resources and obligations
should be recorded as assets and liabilities by financial accounting, which changes in
assets and liabilities should be recorded, when these changes should be recorded, how
the assets and liabilities and changes in them should be measured, what information
should be disclosed and how it should be disclosed, and which financial statements
should be prepared.

3 AICPA PROFESSIONAL STANDARDS AC § 1026.01 (1979).

19 Although an accountant's principal tasks are auditing and opinion writing, 1 AICPA

PROFESSIONAL STANDARDS AU § 110.01 (1989) [hereinafter PROFESSIONAL

STANDARDS], public accountants also perform such functions as reviews or compilations of
clients' financial statements, tax counseling and compliance work, and management and
financial consulting. Judging from the reported decisions, however, these functions rarely
give rise to third-party negligent misrepresentation suits. In review engagements, the

accountants perform only limited tests and inquiries to provide themselves with "a
reasonable basis for expressing limited assurance that there are no material modifications

that must be made to the financial statements." 2 id. at AR § 100.04. In compilation
engagements, accountants limit their responsibility solely to the actual compilation of the

financial statements. They do not assert that the financial statements conform to GAAP or

that an audit or review of the client's financial books was performed. Id. Consequently, in
both review and compilation engagements, accountants will make it clear that they did not

perform an independent audit, which may render it unreasonable for users of financial

statements to place substantial reliance on the accountants' statements. Counseling and
financial consulting activities are even less likely to be the subjects of third-party negligent

misrepresentation lawsuits.
20 Ile AICPA is a private organization whose stated objectives are:
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accepted auditing standards (GAAS), with which member accountants must
comply when conducting audits. Violations of GAAS may result in
professional disciplinary actions. 21 Within the broad parameters established by
GAAS, the accountant has substantial discretion in determining the nature of
the specific audit steps and tests to be performed. 22 The procedures employed
must be designed to provide reasonable assurance that material errors and
irregularities will be detected. Nonetheless, the auditor is not required actively
to search for and locate such errors or fraud. 23 Significantly, however, the
auditor must maintain a stance of independence from the client, who is likely to
be financially interested in receiving as favorable an audit opinion as
possible.

24

Although the accountant routinely is exposed to sensitive and confidential
financial information concerning the client, the accountant's work product,
unlike an attorney's work product, is not protected by common-law evidentiary

mo unite certified public accountants in the United States; to promote and maintain
high professional standards of practice; to assist in the maintenance of standards for
entry to the profession; to promote the interests of CPA's; to develop and improve
accounting education; and to encourage cordial relations between CPA's and
professional accountants in other countries.

2 Id. at BL § 101.01. The AICPA oversees the activities of public accountants in the
performance of their duties and is responsible for disciplining members of the profession for
not following professional standards.

21 In general, GAAS require that accountants have adequate training and proficiency
as auditors, that they be independent in the performance of audit duties, and that they
conduct those duties with due professional care. Id. at AU § 150.02. Statements of auditing
standards (SAS), which are detailed interpretations of the GAAS regarding specific features
of an audit, are also frequently referred to as GAAS. See A. ARENS & J. LOEBBECKE,
AUDrrNG: AN INTEGRATED APPROACH 17 (4th ed. 1988).

22

A typical audit involves five essential steps. First, the auditor must plan the
audit .... Second, the auditor must make a preliminary evaluation of the client's
internal accounting control system. Third, the auditor must conduct compliance tests to
determine whether that control system is functioning properly. Fourth, the auditor must
evaluate the audit program and modify it to conform to the results of the compliance
tests. Finally, the auditor must evaluate the information obtained and issue a report (an
"opinion") stating whether the client's financial statements accurately reflect the
financial position of the enterprise.

Gossman, supra note 13, at 213.
23 See PROFESSIONAL STANDARDS, supra note 19, at AU § 316.
24 Id. at AU § 220.
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privileges.2 This gap has been partially closed by statutes, which protect
accountant-client communications "in perhaps a third of the states." 26

If the auditor has received all needed data and has concluded that the
financial statements fairly conform with GAAP, the auditor will issue a "clean"
or "unqualified" audit opinion.27 A clean audit opinion from a reputable public
accounting firm can be a valuable asset to a firm and a burdensome liability to
the accountant. If the audit report is clean but a plaintiff's attorney can credibly
argue that the financial statements are incomplete or misleading, the accountant
becomes a potential target of a negligent misrepresentation suit by disgruntled
creditors or investors who obtained and relied upon the information.

B. The Transactional Role of Attorneys

Like accountants, attorneys often are deeply involved in their clients'
financial transactions. 28 The attorney's most visible transactional role is likely
to be providing a formal opinion regarding the legality of proposed
transactions-such as mergers and acquisitions, joint ventures, and public
offerings or private placements of securities. The attorney, however, will also
often bear functional but not formal responsibility for the preparation or review
of transactional and disclosure documents. For example, if the client is
contemplating a public offering of securities that must be registered under state
or federal securities laws, the attorney may be the principal drafter of the

25 See United States v. Arthur Young & Co., 465 U.S. 805, 815-18 (1984); 8 J.

WIGMORE, EVIDENCE IN TRIALS AT COMMON LAW § 2286 (MeNaughton rev. 1961 &
Supp. 1991).

26 MCCORMICK ON EVIDENCE § 76.2 (E. Cleary 3d ed. 1984). Accountants are also
subject to an ethical obligation of nondisclosure. See AICPA CODE OF PROFESSIONAL
CONDUCr Rule 301 (1988).

27 B. LEFKowrrz, UNDERSTANDING FINANCIAL STATEMENTS 39 (1979). An
accountant can also issue three other types of audit reports. An adverse opinion is used in
the rare cases when the auditor has affirmative knowledge that the overall financial
statements are so materially misstated or misleading that they do not fairly present the
company's financial position. A disclaimer of opinion is issued when the accountant,
because of a severe limitation on the permitted scope of her examination or the absence of a
proper relationship of independence from the client, is unable to satisfy herself that the
overall financial statements are fairly presented. A qualified report can issue when the
accountant affirmatively believes that the overall financial statements are fairly presented
but that there has been a limitation on the scope of the audit or a failure to follow GAAP.
See A. ARENS & J. LOEBBECKE, supra note 21, at 43-44.

28 See generally Block, An Overview: Responsibilities of Attorneys Under the Federal
Securities Laws, 36 BUS. LAw. 1781, 1781 (1981); Frank, A Higher Duty: A New Look at
the Ethics of the Corporate Lawyer, 26 CLEv. ST. L. REv. 337, 339-40 (1977); Report by
Special Committee on Lawyers' Role in Securities Transactions, 32 BUs. LAW. 1879,
1884-86 (1977).
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registration statement and other relevant documents. The attorney may also be
asked by the client-more precisely, by the client's officers or directors-to
perform a due diligence investigation to ascertain the accuracy and
completeness of the information contained in the registration statement. 29

Similar procedures might well be employed in unregistered transactions to
satisfy the concerns or demands of interested parties.

Although an attorney's due diligence investigation 30 and an accountant's
audit are superficially similar, they have notable differences. First, information
acquired by attorneys from their clients in the course of their duties universally
is subject to evidentiary privileges. 31 Second, investigating attorneys are not
subject to, and do not have the benefit of, a detailed set of authoritative
operational guidelines equivalent to GAAS. Third, the scope and purposes of
an audit and a due diligence investigation differ in a somewhat paradoxical
way. An accountant must maintain a stance of independence from the client,
but is not obliged, or always inclined, to structure the audit actively to search
for errors or fraud.32 An attorney, in contrast, has an ethical obligation to

29 Due diligence is a defense available to defendants other than the issuer of securities

in suits under section 11 of the Securities Act of 1933. 15 U.S.C. § 77k(b)(3) (1988).
Nonexperts who are subject to liability under the statute-such as officers who sign the
registration statement, id. at § 77k(a)(1), and directors, see id. at § 77k(a)(2)-are shielded
from liability for misstatements in the registration statement if they can demonstrate that
"after reasonable investigation, [they had] reasonable ground to believe and did believe,"
that the statements in question were not misleading at the time the registration statement
became effective. Id. at § 77k(b)(3)(A). The statute sets forth somewhat less onerous
requirements for establishing the due diligence defense with respect to statements made on
the authority of experts or official documents. Id. at §§ 77k(b)(3)(C), (D). In point of fact,
officers and directors subject to section 11 cannot escape personal liability by having their
attorneys conduct a due diligence inquiry on their behalf. See Escott v. BarChris Constr.
Corp., 283 F. Supp. 643, 685-86, 697 (S.D.N.Y. 1968). However, if they are unable or
unwilling to conduct the inquiry themselves, they are likely to have attorneys examine the
registration statement to identify potential problems.

30 We henceforth use this term to refer generically to the attorney's role in assuring the
accuracy of disclosure documents, without regard to the applicability of section 11 of the
1933 Act. Such investigations might involve a review of items like the company's basic
chartering documents, the minutes of its board of directors' meetings, and its major
contracts and agreements such as pension plans, profit sharing agreements, executive
compensation agreements, supplier contracts, and credit arrangements; a check of the
company's standing with regulatory officials; and, when necessary, meetings with the
client's bankers and accountants.

31 MCCORMICK, supra note 26, at § 72. Attorneys are also subject to an ethical duty
of nondisclosure. See MODEL CODE OF PROFESSIONAL RESPONSIBLrrY Canon 4 (1986).

32 See text accompanying notes 23-24. Among other reasons, audits necessarily rely on
sampling, and by its nature a sampling process will systematically reveal only relatively
pervasive errors or fraud. Nonetheless, it may be possible and desirable in limited
circumstances to design an audit to ferret out specific errors.

[Vol. 52:13091316
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pursue zealously the interests of the client,33 but in practice might well be more
"adversarial" towards the client than is the accountant. For example, in
federally regulated public offerings in which the officers and directors of the
filing company have effectively entrusted their due diligence responsibilities to
attorneys, the corporate principals stand essentially as statutory guarantors
against undetected misrepresentations in the filed documents. 34 Prudence may
thus require a careful attorney actively to seek out errors or fraud in areas
where accountants ordinarily may not.

In the end, however, these differences probably will not impress third-
party users of documents prepared or examined by attorneys. 35 Users of these
documents may rely on the attorney's investigation-or the attorney's care in
preparing the documents-to the same extent that they rely on the accountant's
certification of financial statements. When the documents or reports contain
inaccuracies that are plausibly the result of an attorney's negligence, parties
who suffer losses are likely to view the responsible attorney as an attractive
defendant-especially when the more obvious defendants are judgment proof.36

II. RECENT DEVELOPMENTS IN PROFESSIONAL THIRD-PARTY
LIABILITY

As Part I illustrates, many of the common tasks performed by accountants
and attorneys in financial transactions can expose practitioners to third-party
allegations of negligent misrepresentation. Moreover, the transactional roles of
accountants and attorneys are in many ways very similar, especially when
viewed from the perspective of third parties. Nonetheless, the courts that have
addressed third-party claims of negligent misrepresentation have not always
treated the two professions similarly. A review of the relevant case law
demonstrates that courts have generally been quite reluctant to apply to
attorneys the expansive theories of liability that are increasingly being applied

3 3 MODEL CODE OF PROFESSIONAL REsPONSIBILITY Canon 7 (1986).
34 See supra note 29.
35 See Note, Attorneys' Negligence and 77drd Parties, 57 N.Y.U. L. REV. 126, 137

(1982).
36

Most often an accounting (or law] firm is sued when one of its clients goes broke.
By that point the lined-up creditors at the bankruptcy court are like the customers at a

[communist] meat store; even for those at the front of the line, the pickings are slim.
Any individual officers who mismanaged or looted the company are likely to be off the
scene or assetless.

Lawson & Olsen, supra note 13, at 34.
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nonclients. Thus, as long as courts hold fast to the image of the attorney as the
client's loyal fiduciary, it is plausible to expect attorneys to continue to receive
relatively favorable treatment in third-party lawsuits.

3. Enter the SEC

The likely durability of the traditional conception of the lawyer's role is a
subject best left to experts on the legal profession. There is, however, a series
of events from the recent past concerning the liability of attorneys under the
federal securities laws that is particularly instructive.

In 1972, the Securities and Exchange Commission (SEC) filed a complaint
in district court alleging numerous violations of the federal securities laws
concerning a merger between National Student Marketing Corporation and
Interstate National Corporation (NSMC). 146 Among the many defendants
named in the complaint were two prominent law firms and several of their
partners. 147 The complaint accused the lawyers of'aiding and abetting a
fraudulent scheme by failing to insist that certain last-minute adjustments to
NSMC's financial statements be disclosed to shareholders of the two merging
companies and public investors. In addition, the SEC charged that the lawyers
should have demanded that shareholders be resolicited after dissemination of
the corrected financial statements. 148 The most noteworthy portion of the
complaint alleged:

As part of the fraudulent scheme [the lawyers] failed to refuse to issue
their opinions [giving the go-ahead to consummation of the merger] and failed
to insist that the financial statements be revised and shareholders be resolicited,
and failing that, to cease representing their respective clients and, under the
circumstances, notify the plaintiff Commission concerning the misleading
nature of the nine month financial statements. 149

The claim, in other words, was that the securities laws required the lawyers to
"rat" on their clients to the SEC. 150

146 See SEC v. National Student Mktg. Corp., Fed. See. L. Rep. (CCH) 1 93,360

(Feb. 3, 1972) [hereinafter NSMC]. The literature on NSMC is voluminous but essentially
irrelevant to this discussion. Those curious about the details of the case can consult the
District Court opinion. NSMC, 457 F. Supp. 682 (D.D.C. 1978).

147 See NSMCat 11 17-18, 24-26.
14 8 See id. at 148.
149 Id. at 48(i).

150 The case's final resolution was anticlimactic. The district court agreed in dicta with
the SEC's finding of liability, but refused to issue an injunction against the lawyers. NSMC,
457 F. Supp. at 712-17.

1336 [Vol. 52:1309
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Where could the Commission have gotten that notion? Public statements
made by Commission officials shortly after the filing of the NSMC complaint
suggest one possible answer. On January 24, 1974, SEC Commissioner A.A.
Sommer, Jr., delivered a speech to the Banking, Corporation, and Business
Law Section of the New York State Bar Association. 151 The following excerpts
from the speech convey its flavor:

We are consistently reminded that historically the attorney has been an
advocate, that his professional ethics have over the years defined his function
in those terms, that such a role includes unremitting loyalty to the interests of
his client (short of engaging in or countenancing fraud) ....

I would suggest that the security bar's conception of its role too sharply
contrasts with the reality of its role in the securities process to escape notice
and attention-and in such situations the reality eventually prevails ....

We live in the age of the consumer. All of the old articles of faith which
frustrated him in efforts to achieve equity have fallen or are falling .... This
pervading judicial and legislative concern for the interests of the consumer
which has for forty years been present in large measure in the securities field
(the securities laws may have been the first federal consumer legislation) is
affecting and will affect increasingly the securities field-and those involved in
it.

Consequently, I would suggest that all the old verities and truisms about
attorneys and their roles are in question and in jeopardy-and, unless you are
ineradicably dedicated to the preservation of the past, that is not all bad.

I would suggest that in securities matters (other than those where advocacy
is clearly proper) the attorney will have to function in a manner more akin to
that of the auditor than to that of the advocate. This means... he will have to
be acutely cognizant of his responsibility to the public who engage in securities
transactions that would never have come about were it not for his professional
presence. 

152

It was not difficult to read these remarks as a declaration that securities
lawyers who prepare disclosure documents should owe a duty of care to the
investing public153-especially because the speech came on the heels of strong
dicta from the Second Circuit Court of Appeals suggesting much the same
thing in the context of attorneys' opinions concerning exemptions from
registration requirements. 154 Significantly, if one believes in such a public

151 See Sommer, 7he Emerging Responsibilities of the Securities Lanyer, Fed. See. L.

Rep. (CCII) 79,631 (1974).
152 Id.
153 See Lipman, 77Te SEC's Reluctant Police Force: A New Role for Lawyers, 49

N.Y.U. L. REV. 437, 437-40 (1974).
154 See SEC v. Spectrum, Ltd., 489 F.2d 535, 542 (2d Cir. 1973):
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duty, it is a small logical step to the proposition that attorneys must police their
nominal clients on behalf of the SEC, the public's self-proclaimed
representative.

In 1975, these implications were made explicit in an article by Theodore
Sonde, then Associate Director of the Commission's Division of
Enforcement. 155 In response to some critics who objected to the view of
lawyers as public servants, which they saw implicit in the Commission's
actions and Commissioner Sommer's speech, Sonde did not deny that the
Commission held such a view.156 He denied only that this claimed public duty
would ever conflict with lawyers' private duties to their clients or that the
Commission would in practice prosecute attorneys for mere negligence. 157

More significantly, in the course of drawing a distinction between the lawyer's
functions as advocate and adviser, with the aim of suggesting that the
traditional role conception inadequately described the latter, Sonde cited a
contemporaneous Commission release concerning the public duties of
accountants in a manner that made unmistakably clear his view that securities
lawyers involved in the disclosure process serve the investing public as much
or more than their paying clients:

In the distribution of unregistered securities, the preparation of an opinion letter is too
essential and the reliance of the public too high to permit due diligence to be cast aside
in the name of convenience. The public trust demands more of its legal advisers than
"customary" activities which prove to be careless.

One scholar, writing in 1977, saw this dicta as part of a developing doctrine in the
courts. "It appears ...that the courts, sometimes prodded by the SEC, have begun to
recognize that the duty of a lawyer runs. . . at least in certain circumstances to the public,
[and] that such duty includes a standard of due care." Frank, supra note 28, at 350. We
think that this significantly overstated the case even in 1977, though of course we now have
the benefit of hindsight.

155 Sonde, Professional Responsibility-A New Responsibility or the Old Gospel?, 24
EMORY L.J. 827 (1975).

156 Indeed, he all but endorsed the view that attorneys owe a duty of care to the
investing public when preparing disclosure documents:

Negligence, the absence of reasonable care, is the criterion that governs most if not all
other aspects of liability for human behavior, and it is difficult to see why lawyers and
accountants should be provided with special rules. After all, lawyers and accountants
are liable to their immediate clients and others for negligence in actions brought against
them for malpractice. It seems that the only real question involved is not whether
professionals should properly be held accountable for their negligence, but rather, given
the potential liability that exists in this area, whether the public interest is furthered by
exposing these professionals to that form of liability.

Id. at 851-52 (footnote omitted).
157 See id. at 847-51.
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"Professionals involved in the disclosure process are in a very real sense
representatives of the investing public served by the Commission, and, as a
result, their dealings with the Commission and its staff [and implicitly the
investing public] must be permeated with candor and full disclosure. It cannot
resemble an adversary relationship more appropriate to litigants in court,
because the Commission [as well as the investing public] is not an adverse
party in this context." 158

These were not the first such statements by Commission officials, 159 but they
were the loudest.

The bar did not react kindly to these comments. On August 12, 1975, the
American Bar Association's House of Delegates adopted a resolution and a
committee report specifically responding to the SEC's position that securities
lawyers must police their clients' compliance with federal disclosure laws on
behalf of the public. 160 The resolution insisted that "[t]he confidentiality of
lawyer-client consultations and advice and the fiduciary loyalty of the lawyer to
the client . . . are vital to the basic function of the lawyer as legal
counselor." 161 The ABA also noted that "a lawyer cannot, consistently with his
essential role as legal adviser, be regarded as a source of information
concerning possible wrong-doing by clients." 162 The accompanying report of

158 Id. at 862 (quoting In re Arthur Andersen & Co., Accounting Release No. 157, 4

SEC DOCKEr 547, 550 (July 8, 1974) (bracketed material in original)). Sonde did not
suggest that the Commission or the investing public split the lawyer's fee with the nominal
client. Cf. R. JENNINGS & H. MARSH, SECURIrIES REGULATION: CASES AND MATERIALS
1237 (6th ed. 1987) ("Professor Morgan Shipman [of the Ohio State University College of
Law] has asserted that the securities lawyer doesn't really have any client, but is the
attorney to 'the situation.' This has prompted one lawyer to inquire whether he should send
his bill to 'the situation'; and if he did, would the situation pay it?") (footnote omitted). In
fairness to Professor Shipman, it should be noted that he clarified his comments by
observing that "[n]one of this is to say that corporate counsel represents the public at large."
Shipman, The Need for SEC Rulemaking Concerning the Duties and GviI Liabilities of
Attorneys, 30 Bus. LAw. 34, 36 (March 1975).

159 See Lowenfels, Expanding Public Responsibilities of Securities Lawyers: An
Analysis of the New Trend in Standard of Care and Priorities of Duties, 74 COLUM. L.
REV. 412, 425-27 (1974) (collecting pre-NSMC comments on the legal profession by SEC
personnel).

160 See Statement of Policy Adopted by American Bar Association Regarding
Responsibilities and Liabilities of Lawyers in Advising with Respect to the Compliance by
Cients with Laws Administered by the Securities and Exchange Commission, 31 Bus. LAW.
543 (1975).

161 Id. at 544.
162 Id.
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the Committee on Counsel Responsibility and Liability of the Section of
Corporation, Banking, and Business Law (CCR) similarly affirmed the "basic
principle that the lawyer's role is essentially that of counselor to his client." 163

The CCR also maintained that the attorney-client relationship

is undermined to the extent that client communications with lawyers are made
with the risk that the lawyer will, if not satisfied with the client's response to
his advice or if concerned over his own potential personal liabilities, report
possible deficiencies to third parties. Accordingly, it has long been recognized
by the Code of Professional Responsibility ... that only in the clearest cases
of illegal or fraudulent activities by a client in the course of the lawyer's
representation should the lawyer be called upon or permitted to take such
action. 164

This clash of role perceptions between the American Bar Association and
the SEC threatened to escalate into total war when, shortly thereafter, the SEC
began seriously wielding its Rule 2(e). 165 Rule 2(e), which many practitioners
and observers viewed as heavy handed and potentially dangerous, 166 purports
to authorize the Commission to regulate persons who practice before it.167 The

mhe lawyer has neither the obligation nor the right to make disclosure when any
reasonable doubt exists concerning the client's obligation of disclosure, i.e., the client's
failure to meet his obligation is not clearly established, except to the extent that the
lawyer should consider appropriate action, as required or permitted by the [Code of
Professional Responsibility], in cases where the lawyer's opinion is expected to be
relied on by third parties and the opinion is discovered to be not correct, whether
because it is based on erroneous information or otherwise.

Id. at 545.
163 Id. at 546.
164 Id. at 547.
165 17 C.F.R. § 201.2(e) (1990).
166 See, e.g., Best, In Opposition to Ride 2(e) Proceedings, 36 Bus. LAW. 1815,

1815-17 (1981); Krane, The Attorney Unshackled: SEC Rule 2(e) Violates Clients' Sixth
Amendment Right to Counsel, 57 NOTRE DAME LAW. 50, 89-90 (1981); Marsh, Rule 2(e)
Proceedings, 35 Bus. LAW. 987, 987-93 (1980); Wheat, The Impact of SEC Professional
Responsibility Standards, 34 Bus. LAW. 969, 969-72 (1979).

167 17 C.F.R. § 201.2(e)(1) states:

The Commission may deny, temporarily or permanently, the privilege of appearing or
practicing before it in any way to any person who is found by the Commission after
notice of and opportunity for hearing in the matter (i) not to possess the requisite
qualifications to represent others, or (ii) to be lacking in character or integrity or to have
engaged in unethical or improper professional conduct, or (iii) to have willfully violated,
or willfully aided and abetted the violation of any provision of the Federal securities
laws ... or the rules and regulations thereunder.
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clash, however, ended with a whimper when the SEC indicated that it would
define the ethical standards for its practitioners in very traditional terms 168 and
later seemingly abandoned altogether the enterprise of regulating the legal
profession. 169

4. The Lessons To Be Learned

One can draw several different lessons from the foregoing episode. An
optimistic attorney could point to the ABA's quick and firm reaffirmation of
the traditional conception of the lawyer's role and the SEC's eventual retreat
from its contrary position as signs of the strong vitality of the traditional
conception. Indeed, this forceful response from one of the legal profession's
most important self-regulatory bodies stands in sharp contrast to the AICPA's
hearty embrace of the notion that accountants are, notwithstanding the terms of
their employment contracts, servants of a broader public interest.170

Accountants, the optimistic attorney might conclude, have merely gotten
exactly what they asked for.

We are not optimists. Instead, we see strong evidence of the fragility of the
traditional concept of the attorney's role in the fact that a major federal
regulatory agency seriously believed, for nine years, that it could get away with
such a large scale redefinition of the lawyer's responsibilities. If that is indeed
the appropriate lesson to draw, then the line between the third-party liability of
attorneys and accountants may be much narrower than a simple nose count of
jurisdictions presently suggests. There is no obvious reason why courts should
be expected to be more solicitous of lawyers' interests than is the SEC.

In view of the evident connection between role conception and tort
liability, lawyers might want to think twice before trying to improve their
images with syrupy talk about their service and obligations to the public. The
public might believe them.

168 See In re Carter and Johnson, Exchange Act Release No. 17,597, 22 SEC
DOCKEr 292 (Feb. 28, 1981).

169 On September 21, 1981, the Commission requested public comment on a proposed

standard of conduct for professionals, see Standard of Conduct Constituting Unethical or
In proper Professional Practice Before the Commission, Securities Act Release No. 6344, 23
SEC DOCKEr 826 (1981), but it never acted on the proposal.

170 See supra text accompanying note 110.
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