
































Fraud Detection and Reporting" (1989) 7 Company & 

Securities Law Journal 116t� 

"more emphasis is currently being placed on the 
communication of the objectives and limitations of 
an audit in an effort to reduce the_ present 
'expectation gap' . There is also press.:ure being 
exerted on the au-0itor to formally report on 
internal control. Further, there can be no doubt 
that the auditor has a duty to report fraud when 
aware of it, despite any practical difficulties. 
This reporting function has even been extended to 
breaches of company policy=-whwh may result in

losses being incurred. The audit committee may 
well have an important role to play in this 
communication or reporting process." 

I would suggest that the dispute in AWA, which appears to 

have cost the parties at least $15 million to date, might 

have been avoided had· the obligations. of the audi tars 

been clearly spelt out in a letter of engagement. 

The clear specification of what the client required and 

expected of the auditor would run in tandem with another 

feature of the engagement of auditors today. It is one 

of the strange ironies that, concurrently with audits 

going out to tender and the resultant expectation of 

decreased audit fees, there--- l=s an expectation of a higher 

quality product. It is claimed that tenders are simply \ 

the working out of a competitive market. Although every 

auditor may be expected to deny this, I would be 

surprised if the lower price did not result in a lower 

quality product. 
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The second specific element of the duty of care 
under the .. American Law Institute formulation is a 
duty to follow up reas0Bi3!b±y on information that has 
been acquired and which should raise cause for 
concern. This obligation (the duty of inquiry) is 
in addition to the oversight obligati.on. Unlike 
that obligation, however, it is engaged only by some 
information or event triggering the obliga�ion. It 
arises thus: 

'the duty [of care] includes the obligation to 
make, or cause to·be made, an inquiry when, but 
only when, the circumstances would alert a 
reasonable director or officer to the need 
therefore.· The extent of such inquiry shall be 
such as the 'director of officer reasonably 
believes to be necessary.' 

This duty of inquiry will in the ordinary instance 
be triggered by information acquired under 
procedures and systems established to ensure 
compliance with the directors' oversight 
obligation." 

The consequences of the corporate excesses and collapses 

of the 80' s are slowly working their way through the 

courts. On the civil side the most obvious manifestation 

has been the rash of actions against the auditors of 

failed companies and companies which suffered huge 

losses. It may be said that this is nothing new. The 

litigation against the auditors of Cambridge Credit in 

respect of accounts for the early 70 's stands as mute 

testimony for the proposition that an auditor has for 

long been a readily identifiable likely target following 

upon corporate collapse, or a large corporate loss. 

Nonetheless, the very size and number of the claims made 

pose in more acute form than ever the question of proper 
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event of liability evez:i an· insured defendant is faced 

with increasing costs at both ends of the claim. 

Viscount Simmonds, repeatedly, said that insurance has no 

bearing on the • imposition of liability. (Davey v New 

Merton Board Mills 1959 AC 604, 627; Lister v Romford Ice 

and Cold Storage Co Ltd 1957 AC 555, 572) . Whil.st legal 

orthodoxy is undoubtedly on his side it would be idle to 

assert that judges are unaware of the fact that the 

defendants are insured, particularly against third party 

traffic risks, and just as futile to pretend that the law 

. has not altered to take into account the spreading of 

insurance. In the United States, courts have gone even 

beyond such simple awareness and many courts and 

commentators would agree that, if loss . distribution, 

rather than deterrence, is the principal aim of the law 

of torts, the lack of insurability should be considered 

an important factor in its own right as a reflection of 

the difficulties that • face enterprises forced to become 

self insurers,· by the unavailability of insurance on the 

market. :This open approach has yet to acquire 

respectability • and acceptance in Australia al though many 

of the controversial cases lend themselves very easily to 

such an analysis. The lecture by Chief Justice Mason to 

which I have earlier referred makes a strong case against 

taking economic considerations into account. 

The modern tendency of the Cour de cassation in France to 

make where possible each and every member of a group 
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negligent misrepresentation by auditors vis-a-vis 

purchasers of stock. Further the court said (p152):-

"The imposition of a duty to foreseeable users may 
cause accounting firms to engage in more thorough 
reviews. This might entail setting up stricter 
standards and applying closer supervision, which 
should tend to retluce the number of instances in 
which liability would ensue. Much of. the 
additional cost incurred either because of• more 
thorough auditing review or increased insurance 
premiums would be borne by the business entity and 
its stockholders or its customers." 

In the Citizens State Bank v Timm Schmidt & Co 335 N.W 2d 

361 (1983) the Wisconsin Supreme Court said (p365):-

"If relying third parties, such as creditors, are 
not allowed to recover, the cost of credit to the 
general public will increase because creditors 
will either have to absorb the cost of bad loans 
made in reliance on faulty information . or hire 
independent accountants to verify the information 
received. Accountants may spread the risk through 
the use of liability insurance." 

Academic writers· have questioned the court's view that 

such liability will have a significant deterrent effect 

and that it will improve the quality of audit reporting. 

The majority in Bily v Arthur Young & Co pointed out that 

there was no empirical data supporting these 

prognostications (p 54). They doubted that a significant 

and desirable improvement in audit care would result from 

an expanded rule of liability. 
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the where-with-all to satisfy a verdict. In other words, 

the defendant may be forced to pay the whole of the 

amount of the verdict to the plaintiff and be - unable 

effectively ·to recover from all or any of the co-

wrongdoers. It is difficult to understand why, as a 

matter of simple justice, the burden of poverty stricken 

wrongdoers should be left to be carried entire.ly by a 

defendant, whilst the plaintiff recovers in full. This 

apparent injustice is aggravated where the degree of 

fault of the defendant, as contrasted with those of other 

concurrent wrongdoers, is relatively minor. To 

illustrate the point, let it be assumed that a plaintiff 

is taken to hospital where he undergoes an operation in

which numerous doctors and nursing staff participate. 

The operation is not a success. The CAT scan which had 

originally been carried out was not properly executed, 

the operation was _ planned on an incorrect basis, the 

inaccuracy of the result of the CAT scan was not 

identified by any of the participants in the operation. 

Furthermore the administration of the anaesthetic during 

the operation was also inefficient and contributed to the 

patient's demise. Assume that none of the doctors are 

insured. The estate of the deceased patient sues the 

hospital on the basis that it was responsible for the 

acts of omission and commission of the nursing staff. 

One would imagine that the degree of fault to be 

attributed to the nursing staff and therefore to the 

hospital, would be minor compared to that of the various 

doctors concerned. Yet, in the scenario contemplated, 
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the whole of the loss may be left with the hospital, or 

rather, its insurer. Such a result-would fail to accord 

with elementary notions of justice. 

I have deliberately chosen an illustration away from the 

field of discussion. That was for a number of"reasons. 

One of them was simply to illustrate the univers.ality of 

the problem. It is intended to demonstrate that there is 

an acute need for reconsideration of the rule of solidary 

liability. That has been recognised by the fact that the 

subject has been considered by the Law Reform Commissions 

of Ontario in Canada, in England and in Scotland, in New 

South Wales, and in New Zealand. A great deal of what 

has gone before comes from the through Discussion Paper 

that Commission has issued. No recommendation has yet 

been put forward by any of these bodies to resolve the 

operation of the rule of solidary liability. That is 

because the nature of fault and responsibility, as well 

as the objectives of the common law system of civil 

liability, excite fundamental, philosophical, questions 

which the community does not appear to be ready to 

tackle. It is only necessary to point to the fate of the 

recommendation for no fault liability in accident 

compensation to vindicate the proposition just put. Yet,__(_ 

the questions posed are in many ways at the heart of the 

difficulties confronted by auditors. 

As Fleming put it (The Law of Torts 7th Ed p 243), it was 

only in the middle of this century that the "inveterate 
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Law Reform Commission has recommended that a change to it 

should be made. 

Whilst it may seem more fair that a wrongdoer be made 

responsible for a proportionate share only of the 

plaintiff's loss, that may be unfair to the plaintiff, 

and it is arguably inefficient in that it may. require 

assessment of the share of liability of the wrongdoer who 

is not before the court, and re-assessment of that 

apportionment at a later time. 

I have earlier said that a number of Law Reform 

Commissions. including the New South Wales Law Reform 

Commission have conducted inquiries into the problems of 

joint and several liability. Due to lack of resources 

that inquiry has not to date been completed. It cannot 

be cost effective that inquiries into the same topic, in 

similar legal systems, should be conducted independently 

in various countries. Surely the sensible course is to 

recognise that there is a problem in all common law 

countries and to pool resources to arrive at the most 

sensible solution. 

In New South Wales, it is proposed to take a bludgeon to ( 

one aspect of the problem I have been discussing in the 

form of the Professional Liability Bill 1992. An earlier 

version lapsed when Parliament was prorogued. It is 

proposed to introduce the new Bill shortly. In essence, 

what the proposed Act does is to put a cap on the 
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