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Introduction

The previous chapter considered the liabilities of a company’s directors to the company. This chapter fills out that
picture. It examines the duties and liabilities of the company’s auditors and its promoters. The duties of auditors
derive from contract and tort. Promoters, too, may owe duties in contract and tort, but their more significant duties
are imposed in equity, and map very closely the duties owed by the company’s directors.

The issues addressed in this chapter also reinforce the notion of the company as a separate legal person (re-read
‘Particular illustrations of a company’s separate personality’, p 79) and the special issues that arise because the
artificial legal construct that is a company can only operate through human agents (see

Chapters 2 and 3generally). The problems that arise in this context are especially acute in the context of ‘one
man companies’ and their relationship with the fraudsters who might run them and the auditors and general
creditors who might deal with them (see Stone & Rolls Ltd (In Liquidation) v Moore Stephens [8.05]). The
temptation—which must be resisted—is to blur the distinctions between the company as a separate legal person
and the individuals who are the company’s agents (especially any fraudulent individuals who act as the company’s
‘directing mind and will'").

Auditors and their relationship with the company

The company’s directors are responsible for the company’s statutory accounts and reports. But it has long been

accepted that the reliability of these outputs will be enhanced if there is independent third party verification of both
the documents and the corporate processes that deliver them. The company audit—conducted by the company’s
independent external auditor—is intended to provide this verification. All the rules and regulations associated with
auditors and their conduct of the audit are designed to increase the value of the audit without imposing too high a
cost on either the companies or their auditors.

General policy and regulatory issues

If the primary function of the audit is to provide independent verification, then auditor competence and
independence are essential. The relatively recent collapses of companies such as Enron have highlighted the
crucial importance of this issue. The Audit Directive (2006/43/EC), the Statutory Auditors Regulations (Sl
2007/3494 and Sl 2008/499) and the Companies (p. 464) Act 2006 (CA 2006) Pt 42 provide a regulatory
framework in the UK to reinforce the market demands for auditor competence and independence. Public oversight
used to be provided by the Professional Oversight Board (a subsidiary of the Financial Reporting Council (FRC)).
Since 2 July 2012, following restructuring of the FRC, the Board no longer exists, its previous functions having
been transferred to the Conduct Committee and the Conduct Division within the FRC itself. Despite much
discussion, there is no blanket ban on the auditors also providing non-audit work to the company, but, especially
given how lucrative this work is, there is a clear risk of conflicts of interest. This non-audit remuneration is
therefore regulated in the same way as more general conflict situations (see CA 2006 Sch 10).

Secondly, the companies seen to be most at risk (or, more accurately, the companies seen to expose those
dealing with them to greatest risks) need to have mandatory audits. Until recently, it was a statutory requirement
that every company should appoint an auditor or auditors. However, three exceptions are now made (see CA 2006
s 475): for ‘small’ companies (s 477), for ‘dormant companies’ (s 480) and for non-profit-making companies



subject to public sector audit (s 482). These exemptions are not available to banking, insurance and certain other
categories of company. In addition, a statutory audit must be held if members holding 10% or more of the share
capital require one (s 476). There are conditions attached to all these provisions, so the Act needs to be read
carefully. Of course, although CA 2006 does not require certain companies to undergo an audit, many do, so as
to provide external assurance to their members, creditors or investors. With these woluntary audits, the company
is free to choose the scale of audit to suit its purposes. The EU has recently followed suit; there are now
proposed changes to Arts 43 and 43b, which will lift the auditing requirement for small undertakings.

Thirdly, the choice of individual auditor and the terms of their appointment can also ensure independence. CA
2006 lays down rules for the appointment of auditors (ss 485—494), their functions and duties (ss 495-509), their
removal and resignation (ss 510-526; although note s 994(1A)—see the following paragraph) and their liability (ss
532-538). These rules give a degree of power to shareholders and to audit committees, and so go some way to
giving further assurance that the appointed auditor is independent of the directors. Equally, giving power to the
auditors to compel the company and its officers to comply with requests for information goes some way to
enhancing the value of the audit.

The increasing importance of an independent and competent audit function is clearly reflected in the addition of s
994(1A) to the s 994 ‘unfair prejudice’ provisions in CA 2006. Section 994(1A) deems the ‘improper removal? of an
auditor to be unfairly prejudicial conduct, thus opening up the wide-ranging remedies for unfair prejudice to any
disaffected member (on ‘unfair prejudice’, see ‘Unfairly prejudicial conduct of the company’s affairs’, pp 681ff). This
provision therefore effectively qualifies the general rule that auditors may be dismissed at any time by ordinary
resolution of the shareholders, subject to the giving of special notice (ss 510 and 511).2 Section 994(1A) purports
to implement Art 37 of the Audit Directive 2006/43, which stipulates that auditors can only be remowved for ‘proper
reasons’.*

Finally, imposing personal liability on auditors for failure to live up to the standards expected can also assist in
raising the standards of the audit. On the other hand, imposing foo much liability on auditors can have a chilling
effect—good auditors are deterred; indeed, the larger the company, the larger the risk, and so it is these
companies especially, companies where audits are especially valuable, that are likely to be left without competent
auditors to oversee (p. 465) operations. After years of lobbying by auditors for changes to the law, new provisions
have been introduced in CA 2006 ss 534ff that allow companies to agree to cap auditors’ liability. The agreement
cannot apply to more than one year’s audit; it must be authorised by members (s 536 specifies the requirements);
and it cannot limit liability to a sum that is less than what is ‘fair and reasonable’ (although the provisions of the
Unfair Contract Terms Act 1977 ss 2(2) and 3(2)(a) do not apply). In the absence of such a power to contractually
limit liability, and in the face of provisions such as CA 2006 s 532 making other arrangements woid, the auditors
had few options open to them to protect themselves against the risk of enormous claims (see Caparo Industries
plc v Dickman [8.04], and pp 472ff).

The European Commission has also been active in this area. It has recently proposed a new regulation imposing
specific requirements on the statutory audit of Public-Interest Entities (PIE),° as well as several proposed
amendments to the Directive.® These proposals are now before the European Council and the European
Parliament. If adopted, the provisions governing PIEs currently contained in Directive 2006/43/EC (Arts 39—43) will
be integrated into the new Regulation.” PIEs are defined as those entities which are of significant public interest
because their businesses affect a wide range of stakeholders. The regulation of their statutory audit might
therefore be expected to be most stringent.

In that vein, a number of features of the proposal merit highlighting. As mentioned earlier, there is currently no
blanket ban on auditors also providing non-auditing work to their clients. However, as part of a chapter dealing with
‘conflicts of interest’, the proposals will prevent the provision of non-audit sernvices which are ‘fundamentally
incompatible with the independent public-interest function of audit’. Auditors may provide ‘related financial audit
senices’, subject to the proviso that the fees for such senices are limited to 10% of the audit fees paid by the
company. Auditors may also continue providing ‘other non-audit senices that are not fundamentally incompatible
with the audit senices’, subject to assessment and approval by the audit committee or the competent authority.
Furthermore, former auditors, key audit partners or their employees are also prohibited from taking up a position
within the audited entity which exposes them to conflicts with auditing checks (Chapter |, Title II).



Non-executive members are to be introduced to audit committees, and the regulation will introduce various
measures for avoiding uninterrupted appointments of the same audit firm. For instance, there will be mandatory
rotation of audit firms after a maximum six years (or, exceptionally, eight years), and where a PIE has two or
more statutory auditors or audit firms, then the maximum length of engagement will be six years (or,
exceptionally, 12 years). It is hoped that these amendments will address directly the problem of the ‘threat of
familiarity’ (Title lll, Chapter V).

Chapter Ill of Title Il sets out the scope of the auditor's duties, and indicates that their role is to provide an opinion
as to whether the financial statements give a true and fair view. Their role does not, for instance, include providing
an assurance on the future viability of the audited entity, nor does it entail an assessment of the efficiency and
effectiveness of management. In adopting this approach, these provisions reflect the court’s approach in Re
London and General Bank (No 2) [8.01].

The proposals also introduce measures to govern the way member states regulate their auditors, and the way
auditors operate internally. Title IV mandates each member state to have a designated competent authority for
supenvising auditors and audit firms auditing PIEs. It also requires auditors to demonstrate a higher degree of
transparency, and in particular to (p. 466) disclose their financial information, their own corporate governance and
matters related to fees (Chapter V).

Overall, the Commission is of the view that auditor self-regulation is not adequate and that auditors should be
subjected to a uniform and harmonised framework within the Union, especially in relation to PIEs which often
carry out cross-border activities.

The FRC itself is also consulting on possible changes to the UK Corporate Governance Code in relation to
auditing committees and the way audits are conducted for all companies. In essence, their proposals embrace
the following:8

* extending the remit of the audit committee to include consideration of the whole annual report, including the
narrative report, with a view to determining whether it provides the information necessary for stakeholders to
assess the performance and prospects of the company, and whether the annual report, viewed as a whole, is
fair and balanced;

* requiring the audit committee to report to the board on this issue, and the board subsequently to publish this
assessment in the annual report;

* requiring the audit committee also to report to the board, and in its own report in the annual report, on the
issues considered in relation to the financial statements, including any key judgements that it made, and its
assessment of the effectiveness of the external audit and the approach taken to the appointment or
reappointment of the external auditor; and

* introducing a ‘comply or explain’ requirement for companies to put the external audit contract out to tender at
least every ten years (which the FRC has subsequently decided should only apply to FTSE 350 companies in
the first instance). The draft Guidance recommends that companies indicate their intention to put the audit out
to tender in the previous annual report.

Auditors’ liability

A company contemplating an audit invariably enters into a contract with the auditor for the provision of
professional senvices. Then, like anyone who renders professional services for reward, the auditor will owe the
company an implied contractual duty of care in the proper performance of the audit.

Auditors may also be liable in tort for negligent misstatement. This liability is potentially to any third parties to
whom the auditors owe a duty of care. Here the courts have protected the auditors by adopting very restrictive
approaches to the scope of the auditors’ duty.

The standard of care to be exercised by auditors is illustrated by the cases beginning with Re London & General
Bank (No 2) [8.01] which are cited later. But these cases (some of which are a century old) give only half the
picture, for today it is the accountancy profession itself (through the Accounting Standards Board) which is largely



responsible for prescribing norms (through its Financial Reporting Standards (‘FRSs’)), for the preparation of
company accounts and the duties of auditors in relation to them. Broadly speaking, auditors are unlikely to be
held to be negligent if they have conformed to currently accepted professional practices. On the other hand, if they
depart from them, this will be regarded as strong evidence of a breach of duty (Lloyd Cheyham & Co Ltd v
Littlejohn & Co [1987] BCLC 303).

There can be little doubt that the standard of care required from auditors has progressively risen throughout the
past century through the influence of the profession itself. CA 2006 also introduces criminal liability for auditors for
knowingly or recklessly causing an auditors’ report to include any matter that is misleading, false or deceptive in a
material particular: s 507.

(p. 467) A rather more difficult question has been: to whom is the auditor's duty of care owed, for the purposes of
civil liability? This has been largely resolved by the decision of the House of Lords in Caparo Industries plc v
Dickman [8.04], although some aspects of it still require clarification.

The reason why an auditor’s duty of care is owed to the company, and not its individual members, appears from
the case of Equitable Life Assurance Society v Emst and Young [2003] EWCA Civ 1114: since the contract under
which the work of a company’s auditors is performed is with the company as a separate person, the auditors owe
an implied contractual duty of care to the company in and about the manner in which they perform their senices.
Auditors also have general liability in tort for negligent misstatement under which individual members may be able
to claim. The scope of that duty was defined in Johnson v Gore Wood and Co [2003] EWCA Civ 1728. It includes
anything and everything which the company in general meeting could be expected to do on the strength of that
auditors’ report.

Finally, there is the vexed issue—at least for the company—of possible limitations on a company’s right to sue its
auditor for negligence when the auditor fails to detect a fraud that is being perpetrated by the company’s own
management: see Stone & Rolls [8.05].

The following extracts illustrate the issues and the judicial reasoning in resolving them.

Auditors must exercise reasonable care and skill, and must certify to the members or shareholders only
what they believe to be true.

[8.01] Re London and General Bank (No 2) [1895] 2 Ch 673 (Court of Appeal)

This was an appeal by Theobald, one of the bank’s auditors, from a judgment in which Vaughan Williams J had
held him liable to reimburse the company, now in liquidation, for the amount of certain dividends which had been
paid out of capital after the shareholders had been presented with a balance sheet which Theobald had certified as
correct. The appeal failed, except for a variation in the sum for which he was held liable. The main respect in
which the accounts were defective was the entry of certain loans at their face value when it was known that most
of the amounts were not realisable. It was held that none of the following matters absolved Theobald from liability:
(i) that he had included in his report the words ‘The value of the assets as shown on the balance sheet is
dependent upon realisation’; (ii) that he had submitted a full report to the directors in which the gravity of the
company’s position was shown in detail; (iii) that the report (to the directors) had initially expressed the view that
no dividend should be paid, but the chairman later persuaded the auditors to delete the sentence; and (iv) that the
chairman had undertaken to explain the true position verbally to the shareholders in general meeting. (In fact, he
had done so only in ambiguous terms.)

LINDLEY LJ: It is no part of an auditor's duty to give advice, either to directors or shareholders, as to what
they ought to do. An auditor has nothing to do with the prudence or imprudence of making loans with or
without security. It is nothing to him whether the business of a company is being conducted prudently or
imprudently, profitably or unprofitably. It is nothing to him whether dividends are properly or improperly
declared, provided he discharges his own duty to the shareholders. His business is to ascertain and state
the true financial position of the company at the time of the audit, and his duty is confined to that. But then
comes the question, How is he to ascertain that position? The answer is, By examining the books of the



company. But he does not discharge his duty by doing this without inquiry and without taking any trouble
to see that the (p. 468) books themselves show the company’s true position. He must take reasonable
care to ascertain that they do so. Unless he does this his audit would be worse than an idle farce.
Assuming the books to be so kept as to show the true position of a company, the auditor has to certify
that the balance-sheet presented is correct in that sense. But his first duty is to examine the books, not
merely for the purpose of ascertaining what they do show, but also for the purpose of satisfying himself that
they show the true financial position of the company ... An auditor, however, is not bound to do more than
exercise reasonable care and skill in making inquiries and investigations. He is not an insurer; he does not
guarantee that the books do correctly show the true position of the company’s affairs; he does not even
guarantee that his balance-sheet is accurate according to the books of the company. If he did, he would be
responsible for error on his part, even if he were himself deceived without any want of reasonable care on
his part, say, by the fraudulent concealment of a book from him. His obligation is not so onerous as this.
Such | take to be the duty of the auditor: he must be honest—ie must not certify what he does not believe
to be true, and he must take reasonable care and skill before he believes that what he certifies is true.
What is reasonable care in any particular case must depend upon the circumstances of that case. Where
there is nothing to excite suspicion very little inquiry will be reasonably sufficient, and in practice | believe
businessmen select a few cases at haphazard, see that they are right, and assume that others like them
are correct also. Where suspicion is aroused more care is obviously necessary; but, still, an auditor is not
bound to exercise more than reasonable care and skill, even in a case of suspicion, and he is perfectly
justified in acting on the opinion of an expert where special knowledge is required. Mr Theobald’s evidence
satisfies me that he took the same view as myself of his duty in investigating the company’s books and
preparing his balance-sheet. He checked the cash, examined vouchers for payments, saw that the bills
and securities entered in the books were held by the bank, took reasonable care to ascertain their value,
and in one case obtained a solicitor's opinion on the validity of an equitable charge. | see no trace whatever
of any failure by him in the performance of this part of his duty. It is satisfactory to find that the legal
standard of duty is not too high for business purposes and is recognised as correct by businessmen. The
balance-sheet and certificate of February 1892 (ie for the year 1891) was accompanied by a report to the
directors of the bank. Taking the balance-sheet, the certificate and report together, Mr Theobald stated to
the directors the true financial position of the bank, and if this report had been laid before the shareholders
Mr Theobald would have completely discharged his duty to them. Unfortunately, however, this report was
not laid before the shareholders ...

In this case | have no hesitation in saying that Mr Theobald did fail to discharge his duty to the
shareholders in certifying and laying before them the balance-sheet of February 1892 without any reference
to the report which he laid before the directors and with no other warning than is conveyed by the words
‘The value of the assets as shown on the balance-sheet is dependent upon realisation’. [His Lordship
referred to the details of the balance sheet, and to the report made to the directors, including the warning
that no dividend should be paid, and continued:] A dividend of 7% was, nevertheless, recommended by the
directors, and was resolved upon by the shareholders at a meeting furnished with the balance-sheet and
profit and loss account certified by the auditors, and at which meeting the auditors were present, but silent.
Not a word was said to inform the shareholders of the true state of affairs. It is idle to say that these
accounts are so remotely connected with the payment of the dividend as to render the auditors legally
irresponsible for such payment. The balance-sheet and account certified by the auditors, and showing a
profit available for dividend, were, in my judgment, not the remote but the real operating cause of the
resolution for the payment of the dividend which the directors improperly recommended. The auditors’
account and certificate gave weight to this recommendation, and rendered it acceptable to the meeting

RIGBY LJ delivered a concurring judgment.

LOPES LJ concurred.

(p. 469) It is not part of the duty of auditors to repeat work already undertaken internally: in the absence of



suspicion, auditors may rely on the assurances of a manager or other apparently responsible employee.
[8.02] Re Kingston Cotton Mill Co (No 2) [1896] 2 Ch 279 (Court of Appeal)

The facts appear from the judgment.

LOPES LJ: [In] determining whether any misfeasance or breach of duty has been committed, it is essential
to consider what the duties of an auditor are. They are very fully described in Re London and General

Bank [8.01], to which judgment | was a party. Shortly they may be stated thus: It is the duty of an auditor
to bring to bear on the work he has to perform that skill, care and caution which a reasonably competent,
careful and cautious auditor would use. What is reasonable skill, care and caution must depend on the
particular circumstances of each case. 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. He is a
watch-dog, but not a bloodhound. He is justified in believing tried servants of the company in whom
confidence is placed by the company. He is entitled to assume that they are honest, and to rely upon their
representations, provided he takes reasonable care. If there is anything calculated to excite suspicion he
should probe it to the bottom; but in the absence of anything of that kind he is only bound to be reasonably
cautious and careful.

In the present case the accounts of the company had been for years falsified by the managing director,
Jackson ... Jackson deliberately overstated the quantities and values of the cotton and yarn in the
company’s mills. He did this for many years. It was proved that there is a great wastage in converting yarn
into cotton, and the fluctuations of the market in the prices of cotton and yarn are exceptionally great.
Jackson had been so successful in falsifying the accounts that what he had done was never detected or
even suspected by the directors. The auditors adopted the entries of Jackson and inserted them in the
balance-sheet as ‘per manager’s certificate’. It is not suggested but that the auditors acted honestly and
honestly believed in the accuracy and reliability of Jackson. But it is said that they ought not to have
trusted the figures of Jackson, but should have further investigated the matter. Jackson was a trusted
officer of the company in whom the directors had every confidence; there was nothing on the face of the
accounts to excite suspicion, and | cannot see how in the circumstances of the case it can be
successfully contended that the auditors are wanting in skill, care or caution in not testing Jackson’s
figures.

It is not the duty of an auditor to take stock; he is not a stock expert, there are many matters in respect of
which he must rely on the honesty and accuracy of others. He does not guarantee the discovery of all
fraud. | think the auditors were justified in this case in relying on the honesty and accuracy of Jackson, and
were not called upon to make further investigation ...

LINDLEY and KAY LJJ delivered concurring judgments.

How can this approach be reconciled with the ‘verification’ function of auditors?

An auditor who has been, or ought to have been, put on inquiry is under a duty to make an exhaustive
investigation.

[8.03] Re Gerrard & Son Ltd [1968] Ch 455 (Chancery Division)

The company’s managing director, Croston, had caused the company’s books to be falsified in three ways: (i) by
altering the half-yearly stocktaking figures so as to include non-existent stock; (ii) by altering inwoices relating to



purchases of stock so that the amounts payable were (p. 470) made to appear just after, instead of just before,
the half-yearly ‘cut off date; and (iii) (the converse of (ii)) by advancing into the half-yearly period sums due in
respect of goods sold which were in fact inwoiced after the ‘cut-off date. The auditors (‘Kevans’) had accepted the
explanations given by Croston and his brother-inlaw Heyes (now deceased) regarding the altered inwices. The
court held that Kevans had been negligent in relation to (ii) and (without any finding in relation to (i) and (iii)) held
them liable to the company’s liquidator in respect of dividends which the company had wrongly paid on the
strength of the false accounts.

[PENNYCUICK J referred to Re Kingston Cotton Mill Co (No 2) [8.02] and continued:] This case appears,
at any rate at first sight, to be conclusive in favour of Kevans as regards the falsification of the stock taken
in isolation. Mr Walton, for the liquidator, pointed out that before 1900 there was no statutory provision
corresponding to section 162 of the Companies Act 1948 [CA 2006 s 498]. That is so, but | am not clear
that the quality of the auditor's duty has changed in any relevant respect since 1896. Basically that duty
has always been to audit the company’s accounts with reasonable care and skill. The real ground on
which Re Kingston Cotton Mill Co (No 2) is, | think, capable of being distinguished is that the standards of
reasonable care and skill are, upon the expert evidence, more exacting today than those which prevailed in
1896. | see considerable force in this contention. It must, | think, be open, even in this court, to make a
finding that in all the particular circumstances the auditors have been in breach of their duty in relation to
stock. On the other hand, if this breach of duty stood alone and the facts were more or less the same as
those in Re Kingston Cotton Mill Co (No 2), this court would, | think, be very chary indeed of reaching a
conclusion different from that reached by the Court of Appeal in Re Kingston Cotton Mill Co (No 2) ...

| find it impossible to acquit Kevans of negligence as regards purchases of stock before the end of each
current period of account and the attribution of the price to the succeeding period of account. | will assume
in their favour that Mr Nightingale [a partner in Kevans] was entitled to rely on the assurances of Mr Heyes
and Mr Croston until he first came upon the altered invoices, but once these were discovered he was
clearly put upon inquiry and | do not think he was then entitled to rest content with the assurances of Mr
Croston and Mr Heyes, however implicitly he may have trusted Mr Croston. | find the conclusion
inescapable alike on the expert evidence and as a matter of business common sense that at this stage he
ought to have taken steps on the lines indicated by Mr Macnamara [an expert withess], that is to say, he
should have examined the suppliers’ statements and where necessary have communicated with the
suppliers. Having ascertained the precise facts so far as it was possible for him to do so, he should then
have informed the board. It may be that the board would then have taken some action. But whatever the
board did he should in each subsequent audit have made such checks and inquiries as would have
ensured that any misattribution in the cut-off procedure was detected. He did not take any of these steps. |
am bound to conclude that he failed in his duty.

[His Lordship accordingly held the auditors liable for the amount of the dividends wrongly paid.]

The auditors of a company owe no duty of care either to members of the public who rely on the accounts
in deciding whether to invest in the company’s shares, or to existing members of the company who may
also rely on the accounts for the purpose of decisions in relation to present or future investment in the
company.

[8.04] Caparo Industries plc v Dickman [1990] 2 AC 605 (House of Lords)

Touche Ross & Co had audited the 1983-84 accounts of Fidelity plc, a listed company, which showed a pre-tax
profit of £1.3 million. Both before and after the publication of these accounts, Caparo bought Fidelity shares in the
market, and subsequently it made a takeower bid, as a result of which it acquired all the shares. In these
proceedings Caparo alleged that it had paid too much for the shares because the trading figures should have
shown a loss of £0.4 million (p. 471) instead of a profit, and claimed damages from the auditors on the ground
that they had been negligent in certifying that the accounts showed a true and fair view of Fidelity’s financial
position. The House of Lords, reversing in part the judgment of the Court of Appeal, held that the auditors owed



