CHAPTER TWO

CONCEPTUAL ANALYSIS

1. INTRODUCTION.

It is trite law that an auditor must conduct hisrkvavith the care and skill that can
reasonably be expected from a reasonable audltois Chapter explores the concept of
the auditor's duty of reasonable care and skill ader criteria for determining

negligence.

2. CONCEPTS OF NEGLIGENCE AND WRONGFULNESS.

2.1. General Observations.

The auditor's common law duty of reasonable cakskill stems from the principles of
the English law relating to the tort of negligende. negligence a person is blamed for
his careless and thoughtless actions or imprudémeefails to pay sufficient attention to
his actions and consequently to observe the stdadadrcare that he is by law required to
observe. InSouth Africanlaw the criterion adopted to find whether a per$@s
conducted himself carelessly or negligently is wed known objective standard of the
reasonable person, or the so caliilthens paterfamiliasalso referred to as tHsonus
paterfamilias’ This test involves an inquiry into what the ressale person who finds
himself in the same circumstances as the wrongaoatd have done. If he would have
acted differently the wrongdoer should also haveeddifferently. Conversely if
reasonable person would have done what the wrondamsedone then the wrongdoer is
not negligent.

1 A person is negligent if a reasonable person énpuisition would have acted differently. kiuger v
Coetzeel 966 (2) SA 428 (A) 430 Holmes JA stated thidlpa arises if (a) aliligens paterfamiliasn the
position of the defendant (i) would have foreselka teasonable possibility of his conduct injuring
another in his person or causing patrimonial laski$ property, and (ii) would take reasonable step

guard against such occurrence and (b) the deferaited to take such steps.
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The diligens paterfamiliags a fictional creature of the law created witlk thtention to
obtain a workable objective norm for conduct iniesbc He is a person who is not
exceptionally gifted or talented, careful or deypald. He is also not an underdeveloped
reckless chancer who does not display any prudeHtequalities can be found between
these two extremées The reasonable person possesses the qualitiek sl community
expects from its members in their day to day ird&oa with each other. These qualities
include a certain minimum knowledge and mental capaThe fact that a particular
person may be silly, uneducated, inattentive, letalally challenged or mentally
guestionable is neither entertained by the law aamalid defence. Since everyone is
equal before the law, it is only fair that everyaseequired to conform to the objective

standard of the reasonable person.

2.2. Skilled Persons.

The question in discerning minds is now whethes general objective test is applied in
the same way in all instances to all persons inetpd person from whom the law may
justifiably be expecting more because he is skilted particular trade. The answer is in
the negative. Regarding skilled persons or thisgaegossess proficiency or expertise in a
particular field the test is still that of the reaable person but here the reasonable person
in the same circumstances must be one with the saiadications and expertise as the

defendant It has to be said that the reasonable expertriasito the reasonable person

2 In Herschel v Mrupel954 (3) SA 464 (A) 490 it was stated that thecemn of abonus paterfamiliass
not that of a timorous fainthearted always in tiagion lest he or others would suffer some injn
the contrary he ventures out into the world, engageaffairs and takes reasonable chances. He takes
reasonable precaution to protect his person angepiypand expects others to do the same.

® Dias RWM inClerk and Lindsell on Tortd6" ed 513 shows that the test in relation to skiffedsons in
English law is essentially the same. Dias stadtas in English law the ‘Bolam’ test is used. Thest
was formulated by McNair J iBolam v Friern Hospital Manageme@ommittee[1957] 1 WLR 582
586. In this case McNair J stated that, “where geua situation which involves the use of someigpe
skill or competence, then the test as to whettenethas been negligence or not is not the testeofian
on the top of a Clapham omnibus, because he hagohttis special skill. The test is the standafrthe
ordinary skilled man exercising or professing towéndghat special skill. A man need not possess the
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in all material respects but he has to possess gkt butreasonableamount of
applicable expertise. The test is still the objectone of thereasonable experin that
field. In line with the remarks in the judgmenttdérschel WMrupethe reasonable expert
is not expected to live up to the standards of i@st competent members of his
profession, but below average levels of expertisgy mot be acceptable as a criterion
either? It does not amount to negligence on the partskiked person like an auditor if

he fails to detect fraud or in the case of a médigpert to fail to provide a cure.

Some authofsstate that when determining the negligence of>arem, one is actually
concerned with accountability because more is ergdefrom those who know more.
Others dismiss this view as incorrect and state thatrtgligence of an expert is not
concerned with the capacity to distinguish betwegint and wrong but with the manner
in which and care with which an activity is expette be performed by an accountable

expert.

It is trite law in England that whenever a persagages voluntarily in an operation that
requires skill, knowledge, capacity or strengthptrform it properly, he is under an
obligation to display a reasonable degree of swilh &nowledge or capacity. Any

prudent person will otherwise abstain from undengla task for which he has no skill,

highest expert skill; it is well established lavatthit is sufficient if he exercises the ordinarylls&f an
ordinary competent man exercising that particutat a

* Supranote 2. Thus in auditing it is not excusable #itesthat a particular auditor lags behind or isemor
gullible and easily misled. He must still meet st@ndards of a reasonable auditor.

® Dias op cit note 3 612-613. This view finds support in Englisise law. Dias quotes Tindal CJ in
Lanphier v Phiposl838 8 C and P 475 where it was said that a “pevglon enters into a learned
profession undertakes to bring to the exercisd afreasonable degree of care and skill. He doés n
undertake, if he is an attorney, that at all evegois shall gain your case, nor does a surgeon taider
that he will perform a cure, nor does he undertakgse the highest possible degree of care anld’ skil

® van der Merwe and Oliviebie Onregmatige Daad in die Suid Afrikaanse Regjuoted by Neethlingt
al Law of Delict5th ed 124.

" Neethlinget alLaw of Delict5" ed 125.
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knowledge or capacify. The required degree of skill, knowledge or catyagill be no
more than that which can reasonably be expectethdnaegard to the level of skill in the

profession or class of persons who practise themaking?

2.3. Duty of Care.

It has been stated above that in South African tlaevdetermination of negligence is

dependent on the test of the reasonable persorEngtish law on the other hand the

doctrine of the duty of care is applied in relatkonthe tort of negligence, to establish
negligence. This approach entails that it mustlfitse determined whether the defendant
owed the plaintiff a duty of care and whether thisy was in fact breached. If these two
guestions can be answered in the affirmative, gegte is established.

In determining whether a duty of care was owedustbe asked whether a reasonable
person in the position of the defendant would Haveseen the possibility of his conduct
harming another. In answering the question whetiherduty of care was breached, it
must be considered whether the defendant adhereal standard of care that can
reasonably be expected of him or from personssrphofession i.e. to avoid such harm
being done to the other person. The duty of catbarefore not a general duty since it
only applies to the so-called foreseeable plairfbif example a particular person or
persons or a particular class of persons. Becausi#erent test for negligence is used in
South Africa, the duty of care doctrine flies iretface of Roman Dutch law, on which

the South African law of delict is based.

8 In Dobbin v Waldorf Toilet Saloons Lffi937] All ER 331 it was stated that a person wihdertakes the
skillful trade of bleaching hair and who proceedthwhe treatment without testing one or two haifs
the client causing the client’s hair to fall ofnche found liable as a having done the work ingligent
and unskillful manner.

° The same is required in South African lawMiichell v Dixon1914 AD 519 it was stated that a medical
practitioner is not to be expected to exercisehighestpossible degree of professional skill. He was
held to be required to only exercise the reasonddigee of care and skill of a person in his psites

and will be liable if he fails to do so.
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According to some authors the duty of care appraaciuld be discarded since it has no
historical basis in South African law and more imtpotly, “is an unnecessary and
roundabout way of establishing something which ip@gstablished directly by means of
the reasonable person test” in addition to thetfzadt “the use of the duty of care doctrine
may confuse the test for wrongfulness with the festmegligence® Neethlinget al
state that “in most cases our courts simply useesieof the reasonable persdhThis is

not particularly true with respect to reported $oAfrican cases that deal with auditor
negligence because there is always a remark thitoas must exercise reasonable care
and skill in the performance of their dutfésThese cases seem to follow the duty of care
approach as the test for determining the auditoe@gligence. It is therefore accurate to
conclude that the duty of care doctrine has fowndesacceptance in South African law,
at least in relation to auditor negligefitand it is therefore appropriate to discuss this

duty further.

In English law the duty of care is basically definas “the duty to avoid doing or
omitting to do anything the doing or omitting to wtich may have as its reasonable and
probable consequence injury to others, and theiduwed to those to whom injury may
reasonably and probably be anticipated if the dstyot observed™ Care implies
foreseeing harm to others. A person must takegpitean against his acts causing injury
to others. This applies where the likelihood ottstharm would be realized by a
reasonably prudent person. A person however nesdske precaution against theere

possibilityof harm that doesotamount to a likelihoo@nd where it would not have been

19 Neethlinget alop citnote 7 149-150.

Ibid 150.

12 Chapter Three below will look at a number of cabes deal with auditor's duties and all South Adi
cases quoted refer to the duty of care test.

13 A possible reason for this is a desire to adop@proach that is to some extent in harmony withligh
law as the system on which South African corpolateis based. It could also be due to the fact it
early cases on auditing and negligence sudh & Kingston Cotton Mill (N 941896] 2 Ch 279 were
decided in England. These judgments provided guaieldo other Commonwealth jurisdictions on how
negligence on the part of auditors should be detextn

14 per Lord Macmillan irBourhill v Young1942] 2 All ER 396 (HL) 402.
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realized by a reasonably, prudent personFadmer v Robinson GM Cdinnes CJ stated
thatculpaconsists in a failure to exercise reasonable fghtsnot a failure to predict the
future. InCooper v Armstrong it was stated that the test is not that of a tirasmperson
who constantly anticipates death.

An auditor is aware of the fact that many persarsegally rely on his opinion in relation
to the financial statements of an undertaking. eAsponably prudent auditor should be
able to foresee the harm a negligent report magecaé reasonably careful auditor will
take reasonable steps to ensure that his reparilhgot cause harm to others.
For the duty to exist, two factors must therefoegpbesent.
a. Firstly, the injury must have been foreseeableraadonably guarded against.
b. Secondly the nature of the interest infringed mistone which the law
protects against negligent conddt.
2.3.1. Towhom is the duty of care owed?

Lord Atkin in Donoghue v Stevensdrstated that

“you must take reasonable care to avoid acts orssions which you can

reasonably foresee would be likely to injure yoarghbour. Who then in law is

1917 AD 522.

161939 OPD 140.

" Robinson v Rosemdr964 (1) SA 701 (T) 715. In this case it wasestahat the essence of negligence
which depends on the care of a diligent man, reguine plaintiff to prove that (a) the defendardusth
have foreseen the possibility of his conduct imjgranother in his person or his property and cauisim
patrimonial loss and (b) that the defendant fatledake reasonable steps to have guarded agairist su
occurrence.

1811932] All ER 1 (HL).
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my neighbour? The answer seems to be persons rehgoaclosely and directly
affected by my act that | ought reasonably to Haeen in contemplation as being
so affected when | am directing my mind to the actsmissions that are called in

question.*®

In other words the care must be owed to a partiénthvidual or individuals. A plaintiff
must show that there was a breach of a duty thatomaed to him and there must have
been anexusof duty between himself and the defend@n#\ccording to Maclntosh and
Scoble?! it is not sufficient for a plaintiff to show thae has suffered damage and that
such damage was avoidable but for want of certangutions even though there exists a
general duty not to harm others by lack of due.carke plaintiff, they say, must apply
the general duty to the particular facts and bhimgself and his facts within the scope of
the duty since Roman Dutch law like English lawuiegs the existence of a duty of care

owed by the defendant to the plaintiff.

There is no exhaustive list of categories in whactiuty to take care is owed. Changing
social needs and standards may from time to tirgaime new categories of persons to
exercise a duty of café. Auditors have an important role to play. Liipschitz v Wolpert
and Abrahanms Holmes JA described the auditor’s role and sttiatl

¥ This means that to be liable in English law a permust owe another the duty to take care. Rogers
WVH in Winfield and Jolowicz on Tort3" ed 72 states that a man cannot be held responsitales for
every careless act that causes damage. He cahelibble in negligence if he is bound by a dutyetke
care. In addition, Percy RA iBharlesworth and Percy on Negligené® 4 ed 17 states that, “put in a
compendious form, a man is entitled to be as negtigs he pleases towards the whole world provided
that he does not owe anybody a duty to take care.”

2 Davies v CargcFleet Iron Co and anothel956] CA 24 where it was stated that “a bystaridemot
bound to warn another whom he sees walking int@eéarbut it is a different matter when the danger i
of his own making.”

I Negligence in Delict"” ed 14.

22 “How wide the sphere of the duty of care in negfige is to be laid depends ultimately on the ceurt’
assessment of the demands of society for protefribon the carelessness of others”, per Lord Peiarce
Hedley Byrne v Hellef1963] (2) ALL ER 575 (HL).

231977 (2) SA 732 (A) 740 C-F and 742A.
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“the general body of shareholders put up and higkr tmoney...yet they have no
control over or knowledge of the day to day adntraiton of the company by
their elected directors, although shareholdersalefa voice and certain rights at
general meetings...This dichotomy between those pinmoup the money and
those who run the company is in my view the maiasoa for the statutory
appointment of an independent auditor, whose padoce of his prescribed
duties provides the shareholders with independaefdrmation on how the
company is faring...For the most part the auditathies shareholder’s safeguard.
Furthermore, inasmuch as the Companies Act perstitgeholders to enjoy
limited liability to creditors, to some extent timdependent auditor’s scrutiny
operates to provide a measure of safeguard totarsdi And doubtless the
legislature knew that in some cases the Secretarinfand Revenue...would not
be unappreciative of the fact that companies’ fomrnstatements are statutorily

subjected to independent auditorial scrutiny.”

In Haig v Bamford* the Supreme Court of Canada stated that the fastgitg modern
day corporation has brought along a new perceptibthe role of the professional
accountant. This case serves to show that thewllags the accountant or auditor served
the owner of a company and was answerable to hignaye long gone. Developments
like taxation, separation of ownership from managenmter alia have led to marked
changes in the role and responsibilities of thegasional accountant, and in the trust
that the public places in his work. The finan@ttements on which an auditor reports
can have an effect on the economic interests oféneral public, creditors and potential
investors and shareholders. Dickson J, with fitheeojudges of the Canadian Supreme
Court concurring, opined that “with the added pgestand value of his (auditor’s)
services has come...a concomitant and commensuiatzkeased responsibility to the
public. It seems unrealistic to be oblivious test development$>

2472 DLR (3d) 68 (1976).

% |bid 74. The required standards of care have also isedeaithout a doubt.
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2.3.2. Foreseeability Test.

The duty of care is based on the reasonable fabggeof harm. The critical question is
always whether the reasonable man would, not cwalde foreseen the hafh.Once it
is concluded that the reasonable man would haweséan the likelihood of harm the

court will hold that the defendant should or oughbhave foreseen the ensuing h&fm.

It is however important to note that foreseeability itself has been found to be
insufficient to provide the final answer in relatito the inquiry as to the existence of the
duty of care on the part of an auditor. This isbsegause a value judgment has to be
made, taking into account several considerationsidi€ial policy and the balancing of
interests. InScott Group Ltd v McFarlan& was stated that whenever the financial
statements of a company are required to be filgd thie registrar it simply means that
the auditor must be well aware of the fact thaythél be made available for public
inspection and may be relied upon for some trarmadiy a third party. Where the
shares of a company are listed on a stock exchiwegauditor knows that members will
receive copies of the statements and may invariatdke copies available to other

parties®® However all these factors merely show that agiitatiof a company should

% Herschel v Mrupel954 (3) SA 464 (AD) 465E. In this case Schreih®rstated that the test is whether
the reasonable man would, not could, have foreeeharm. He stated further that the situationtrhas
such that the reasonable man not only would haveséen the harm but would have governed his
conduct accordingly and guarded against the dangietJnion Government v National Bank of South
Africa Ltd 1921 AD 121 130 Innes CJ stated “the test asd@Mistence of the duty of care is by our law
the judgment of a reasonable man. Could the tidlic of injury to others have been reasonably
foreseen? If so, the person whose conduct is istiuemust be regarded as having owed a duty th suc
others, whoever they might be, to take due ancdbredse care to avoid such injury.”

2" |n Cape Town Municipality v Pain&923 AD 207 217 Innes CJ stated that “once itlésrcthat the
danger would have been foreseen and guarded apgitisediligens paterfamiliaghe duty to take care
is established and it only remains to ascertaintidrét has been discharged.

%8(1975) 1 NZLR 553 (CA) 568. Richmond J in thisseasaid that it would be going too far to treat
accountants as assuming responsibility towardpatties dealing with the business and rely on the

accuracy of the financial statements simply bec#usas reasonably foreseeable in broad terms.
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contemplate that the statements may be relied igyothird parties. It was however

stated that this is not sufficient to give risatgeneral duty of caré’
2.3.3. Preventability (Avoidability).

Another matter which is a central theme of thisseitation relates to the steps a
reasonable person can be expected to take to haoml to other persons or to conclude
that he has exercised reasonable care and skilthel context of this dissertation, what
steps should be taken by an auditor to detect faud the mere fact that fraud is
subsequently uncovered evidence of negligence? \Gdraful steps should an auditor
take to detect fraud and is the mere presenceaatifevidence of negligence? Van der
Walt and Midgely° identified four factors that are relevant to detere whether the
reasonable person has taken adequate steps to ageirgt loss or damages to others.

Only three are relevant here. They are the folhgwi

I. The nature and extent of the risk that is reletarthe conduct. Where the
risk of potential harm to others is not high or f{hatential harm not of a
serious nature the reasonable person would notex=tensive steps or go to

extremes to minimize or eliminate the risks.

29 Other considerations to be noted include the &faan unmanageably wide liability. Idltramares
Corporation v George A Touch31 255 170 NY - 74 ALR 1139 1145 it was cladbjcstated that “if
liability for negligence exists, a thoughtless giipblunder, the failure to detect a theft or foygeeneath
the cover of deceptive entries may expose accotmtara liability in an indeterminate amount for an
indeterminate time to an indeterminate class.” Adow to Naude SJ “Negligent Misstatements in
Companies Annual Financial Statements” 1979 1M8dern Business Law33, liability should be
limited because the flow of commercial informat&hrould be encouraged. He says in collaboration wit
this that the great value of the information inafiicial statements implies concomitant responsibdit
the part of auditors but not unrestricted liabilityAnother consideration suggested by Naude is that
limiting liability will discourage auditors from serting to disclaimers.

30 Op citnote 713.

31 In Herschel v Mrupesupra note 2 Schreiner JA stated that “the circumstamoay be such that a
reasonable man would foresee the possibility ofmhlaut would nevertheless consider that the sligltgne

of the chance that the risk would turn into actuem, correlated with the probable lack of seri@ssnf
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il. The seriousness or extent of the damage if thesfiskild materialize, even
where the prospects of the risk materializing dm@.s The authors submit
further that especially in instances where the wdmer creates the likelihood
of serious damage occurring, he should take reasmrsaeps to avoid the
damage? This means that the standards of care and skiilired from
auditors are high, particularly because the padéhtrm that may ensue can
be enormous if they fail to exercise due care ahgedce in the performance
of their duties. It is however submitted that tiees not mean that an auditor

is expected to go to all extremes to detect fraud.

iii. The difficulty of taking precautionary measures iogvio limiting factors such
as costs and available time. It can be readily@eckthat a reasonable person
would take whatever precautionary measures thatirtghe circumstances
eliminate the risk of harm without considerablets6$Unfortunately it is not
always taken into consideration that the costs dficalty of taking
precautionary measures may sometimes be out ofogrop with the risk

involved and that the reasonable person cannotxpected to incur these

it did would require no precautionary action on pat... [and] if...the harm, if it happened would be
trivial the reasonable man might not guard againeven if the chances of it happening were fair or
substantial.” This is the reason why auditors amty sequired to guard reasonably againsterial
misstatements in the financial statements for imstaonly those that are likely to cause considerabl
financial harm.

32 SeelLomagundi Sheetmetal and Engineering (Pvt) Ltd sBa1973 (4) SA 523 (RA). Here the
defendant was in the employ of the plaintiff to @utroof on top of a silo. When the defendant’s
employees were welding they ignited bales of statacked against the silo. The court concluded that
even though the risk of the stover being ignitedtiy welding was at best negligible, the possible
amount of the damage which was likely to be cadgesluch an occurrence could be so enormous that a
reasonable person would have taken steps to prdlientiamage from occurring. See aldaion
National South British Insurance Co Ltd v Victofi@82 (1) SA 444 (A) where it was held that failtwe
wear a seatbelt is blameworthy conduct despiteptissibility of an accident being negligible, simply
because of the consequences of not wearing ormogeatially serious.

33 One such inexpensive precautionary measure wasim&robler v Santam Versekering BRR96 (2)

SA 643 (T) to be the removal of a dead horse fioenrbad.
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expensed? The same considerations apply when the takingrefautionary
measures would be disproportionately time consuraimg) expensive. Will a
defence that material misstatements due to frawddclbave been detected
only by a thorough and expensive audit of the far@nreports suffice? The
courts will always have to look at the complexitiytbe audit and weigh it
against the potential harm that may be causedyifraisstatements are not
detected. The same applies if it would dispropaodtely time consuming to

probe matters to the bottom.

2.4. The Circumstances.

Negligence must always be judged in the light ef ¢hhcumstances of each case. Greater
care is always expected when someone deals witbedams objects such as bombs,
loaded guns or toxic substand@dsinance can hardly be regarded as dangeroussn thi
context but the potential for serious prejudicecases of fraud or misrepresentation is
obvious. At a time when corporate illegalities amdgularities are rife, a greater degree
of care is inevitably expected of persons who fyethiat any given financial report is a
fair reflection of the financial position of thetép. The fact that many persons rely on
financial reports sometimes to make huge investseratkes it an industry where a high

degree care must be the order of the day.

Customs and the opinions of the community may armtmwan indicator of the degree of
care that is required. This however should notd@elusive in determining the extent of
the duty of care. A negligent person cannot benadtbto survive by relying on popular

practice. In South Africa the question whetherrggsonable person would have acted in

3 In Gordon v Da Matal 969 (3) SA 285 (A) the plaintiff slipped on a balye leaf which had fallen on the
floor of the defendant’s vegetable shop. The cbeltl that a reasonable person would have takes step
to prevent leaves from falling by way of a simptelaheap precautionary measure.

% See generallifavenga v Minister of Polic981 (2) SA 344 (T).
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the same way should always be as¥edihis could perhaps be interpreted as a valid
reason not to allow the accounting standards asf pfdhe degree of care that is required

in the auditing profession.

However as will be discussed in Chapter Four tisesmedards that are binding on auditors
and also constitute a comprehensive guide as td whaasonably competent auditor
should do when dealing with the possibility of fdaim an audit. The auditing profession
strives towards the setting of standards that anencendably high and would be loathe
to be seen as sanctioning careless conduct byesb@rs. The remarks about community
practices and negligence should continue to appherlly in the community. They
should not apply to a well organized section of twmmunity like the auditing
profession because as will be seen below, thisecaon of the community that sets very
high standards of care for its members, presum@bigaintain a good public image. It
would be tragic if the courts fail to have due melge auditing standards which, as shall

be seen, have statutory backing.
2.5. Negligent Statements.

It is important to find out whether in South Africdaw, auditor negligence, which
manifests in negligent statements, is actionablaciMosh and Scoble state that liability
for false statements has been clouded by the nttatrin terms of the general principles
of contract an innocent misrepresentation canne¢ gise to an action for damagés.
South African courts in the past have not been maurs in relation to a person’s
liability for issuing a false statement thaggligentlycauses damages to a person who

relies thereon. IMickinson v LeVy it was stated that apart from a situation where a

3 Neethlinget al op citnote 7 135. The authors state that “if common jraatere accepted as conclusive
determination of the required standard of careati follow that people engaged in similar actisti
were free to formulate their own standards of ¢tgradopting careless methods.”

3" The increased use of the auditing standards gassmeasures of what the reasonable auditor sdould
in the performance of his duties will be recommehiteChapter Six.

3 Op citnote 21 18.

%11 SC 33.
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misrepresentation leads to the conclusion of araofta false representation causing
damage is not actionable in the absence of frdndDe Kock v Gafnéy it was stated
that moral fraud must be present.Atliance Building Society v Deretithit was ruled
that apart from contract, a false representatiasiog damage is not actionable unless it

is fraudulent because there is no duty towardsodimgr not to be negligent.

In Perlman v Zoutendyk on the other hand it was ruled that a sworn appranay be
held liable for his negligent misstatement wheréhaé issued a certificate to a certain P
that reflects the valuation of a certain pieceasfd knowing that such certificate would
be used to induce other persons to lend money @sehurity of that land. The result
was that the plaintiff was deceived by the negligemnsstatement and suffered a
substantial loss in making advances on the suppsmsadtity?® In Western Alarm System
(Pty) Ltd v Coint* authority is found for the proposition that a staent may give rise to
liability for damages if it is made negligently adatectly to another with the knowledge
that the other person will act upon it. It wiltraict liability if that statement turns out to

be false and causes damage to the informee.

The current legal position in South African lawtigat a culpable wrongful act by a
person which causes damage to another constitudeBch and gives rise to liability for
compensation for the damage caused. In theAdsenistrateur, Natal v Trust Bank van

91914 CPD 377 382.

11941 TPD 203 211.

21934 CPD 151.

3 Watermeyer J at 156 held that the Roman Dutchréaired the care ofdiligens paterfamiliasin that
the defendant ought to have foreseen the likelimmfatbmage being suffered by prospective mortgagees
and that the principles of English law as set ouNoctan v Ashburtorfj1914] AC 932 only govern
actions for deceit and do not exclude actions basedegligent misrepresentation. The learned juadge
157 furthermore considered that it is here that RolRutch law and English part inasmuch as the forme
permits larger latitude of inquiry that Roman Dutcaw is preferable to the more rigid limits of the
English rules.

41944 CPD 271.
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Africa BpK® it was confirmed that delictual liability for négént misrepresentation
existed. In relation to auditors the conduct thaly give rise to delictual liability to third
parties is an intentional or negligent misrepreson by the auditor in respect of the
financial position, prospects or share value ofeatity which may be contained in or
based on the entity’s annual financial statem&hts has been seen, the development of
delictual liability for auditors who make represaiins negligently and fail to exercise
the degree of care and skill of a reasonable antcauoch the same circumstances
developed slowly’

3. ANALYSIS OF THE AUDITOR'S AQUILIAN LIABILITY: INTERNATIONAL
SHIPPING COMPANY (PTY) LTD v BENTLEY

A distinction must be drawn between the auditonisl diability to the company and

liability to third parties who act, with dire cortpeences, on the strength of the financial
information prepared or certified by the auditdrhe auditor stands in a contractual and
fiduciary relationship with the company but notlwihe third parties. This means that an
auditor can be sued for breach of contract by tmepany which may also elect to couch

its action on damages in delf\Where a company or a third party institutes prdiegs

451979 (3) SA 824 (A) 831-833.

“%In the event of an intentional or fraudulent mpsesentation, i.e. where an auditor knowingly makes
false representation with the intention to decéal parties into acting there is no doubt that dluditor
would be liable to the third party, Cilliees al Corporate Law3™ ed 422.

*" According to Cillierset al Corporate Law3" ed 422 since 1977 South African courts have aedefbiat
a negligent misrepresentation which causes puneosait loss causes delictual liability.

“8 An example of a case where an action was basebdreach of contract is to be found in the case
Thoroughbred Breeders Association v Price Waterad@99 (4) SA 453 (W). In this case the contract
between the auditor and the client company wasmauiriting but it was tacitly agreed that the aodit
would conduct his audit in accordance with inteiova! auditing standards and with the due profesdio
care that can be expected of an auditor. The@udis sued for breach of contract after failinglébect
the theft of a promissory note by one of the compfsamanagers and after failing to detect the fhat t
certain substantial sums of cash had not been degasser a period of time. The court found tha t

auditor had been negligent and held that the audias liable for the loss because his negligencetha
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against an auditor according to the general priasipf common law delictual liability

all the elements of delictual liability must be geat?® The fact that this dissertation
focuses entirely on negligence does not mean th&buth African law all that is needed
to establish auditor liability is the presence efjligence. These elements entiil:

3.1. Conduct.

In order to constitute a delict, one person muselaused damage to or harm to another
by means of an act or conduct. This can be posaivaegative, namely an act or an
omission where circumstances demand action, ragpBct In the case of an auditor this
element is satisfied if he acted or failed to tak&on under circumstances where he was
expected to take action. His certification withayualification of annual financial
statements that contain fraudulent or otherwiseen@tmisstatements or his failure to
take the steps that are necessary for a reasopatdpect of detecting the fraud or

misstatement may constitute such an act or omission

According to Van der Waft “an omission to take certain measures in the ecofsome
activity is... not necessarily a form of conduct ey well indicate that the action was

negligently performed.” This view, which Neethlimg al support as correty would

legal cause of the plaintiff's loss. It is alseal from this case that in establishing an auditbability
negligence must be present.

%9 International Shipping Company (Pty) Ltd BentE90 (1) SA 680 (A). Third parties like creditors,
prospective creditors of the company, a companyisnts, individual members and prospective
purchasers of the company’s shares can only baseattion on delictual liability because an audito
does not stand in a fiduciary or contractual positio them. Benadet al Entrepreneurial Lavd™ ed
234. According to Cillieret al Corporate Law3“ ed 421, there is no reported South African case in
which a third party has successfully claimed ecaidoss from the auditor of a company sustained as
result of the auditor's negligence because it ficdit in practice to establish all the elements f
delictual liability. Since the publication of thework, Axiam Holdings Ltd v Deloitt2006 (1) SA 237
SCA was the first reported case where the auditar leld liable for delictual damages.

Y Benadeet alop citnote 49 234.

*1 Quoted in Neethlingt alLaw of Delict2™ ed 27

*2 bid.
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mean that auditors who fail to supervise auditksleor to verify explanations and

documents and qualify audit opinions may also Iseiileed as negligent.
3.2. Wrongfulness.

According to Neethlinget af®, an act which causes harm to another is of itself
insufficient to lead to delictual liability. Lially follows where the prejudice was caused
wrongfully or in a legally reprehensible or unreaable manner. Cillierst al state that
for wrongfulness to be established the conduct nmast infringed another person’s
subjective rights or amounted to a breach of thg dficare>* Violation of a legal norm
must therefore be present. The general critemopl@yed when determining whether a
particular infringement is unlawful is the legalnstctions of the community or thgoni
mores Theboni morestest is essentially an objective test based onctherion of
reasonablenesss. In employing theni morestest the general question is whether, in
terms of the legal convictions of the community amith reference to the particular
circumstances of the case, the defendant infrinthedinterests of the plaintiff in an

unreasonable manngy.

In the context of auditors wrongfulness lies in thet that the auditor failed to comply
with the relevant statutes and international stedglaf auditing in taking such steps as
are reasonably required to perform his duties pigpecluding reasonable steps to
detect fraud or material misstatements should thast. Public policy does not expect
an auditor to guarantee the correctness of thadinhstatements that he audits because
as will be seen later, an audit has certain limhgch may hinder an auditor’'s chances of
detecting fraud. Public policy also does not expauaditors to detect carefully
perpetrated fraud. This means that auditors cabeoheld liable if their conduct as

described above is not wrongful or if they condtimeir audit in accordance with

>3 Neethlinget alop citnote 51 29.
% Cilliers et al op citnote 49 421.
%> Neethlinget al op citnote 51 33.

38



international auditing standards, statutory law gederal principles of reasonable care

and skill.

As will be seen in subsequent Chapters, internatianditing standards and statutory
provisions if adhered to provide the auditor witmeasonable assurance that fraud and
other material irregularities will be detected. €Sk standards and statutory provisions
amplify an auditor's duty of reasonable care antdl skeaning that an auditor who
complies with them essentially exercises reasonadoie and skill and cannot be found to
have acted wrongfully. It will be shown that thesponsibility to draft financial
statements that fairly reflect an entity’s finangiasition and profitability lies with the
entity’s directors and not with the auditor, espéigiin the light of recent statutory
reform that entails requirements of auditor indej@te. As such it is submitted that it
is contrary to public policy to expect auditors goarantee the fairness, let alone the

correctness of financial statements that they atesmpposed to draft.
3.3. Fault.

Fault exists where the perpetrator’'s conduct wésatile in the sense of malicious intent
where he intended the consequences of his condueaterialize or negligence where he
could and should have foreseen the likelihood afrhand should have governed his
conduct accordingly. Fault can only exist whepeeson has acted wrongfully because it
is illogical to blame someone who has acted lawfifll As can be seen fault takes two
forms namely intent and negligence. Negligenchaasbeen seen earlier in this Chapter
is established if the reasonable person in thetiposof the defendant would have acted
differently. An auditor is negligent if a reasonalauditor with the same qualifications

and experience would have detected the fraud #ehbt been detected.
3.4. Damages.

This is the loss that is sustained by the injuraxdyp

¢ Neethling et abp citnote 51 113.
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3.5. Causation.

The causing of damage through conduct is requoed delict. This implies thdtut for
the auditor’'s negligent act the other party woutdt have suffered any loss. For this

element to be established, factual as well as lemadation has to be proved.

The caselnternational Shipping Co (Pty) Ltd v Bentiéyanalyzed the common law
elements in detail in relation to the liability cduditors towards third parties.
International Shipping (I.S.) was a company cagyom the business of financiers and
shippers and agreed to extend financial facilitees certain entity, identified as the D
Group of companies. Bentley was the appointed auditthe D Group. In 1979 Bentley
issued reports on the financial statements of eadsidiary of the D Group and also
issued reports on the group’s financial statemtmtshe year ended 20 December 1978.
All these reports were not qualified and Bentlegtedi in each report that he had
examined the financial statements in question andd them to be in compliance with
section 300 of the Companies Act, 61 of 1973, Heatvas satisfied that the statements
fairly presented the financial position of the canp as at 20 December 1978 and the

results of its operations for the period in the merrequired by the Companies Act.

I.S. continued to provide financing to the D Grawugil the subsidiaries of this Group
were liquidated in April 1981. At the time of thquidation the D group owed I.S. R 977
318 of which only R 593 826 was recovered by I.8aning that I.S. lost R 383 492. I.S.
instituted an action for damages against Bentléggialg that the financial statements
were materially false and misleading and in so ma&pg Bentley acted fraudulently or
alternatively negligently towards I.S. I.S. alsibleged that it relied on the auditor’s
reports in reviewing, maintaining and increasing fimancial facilities to the D Group
and alleged further that had the 1978 financidlestants fairly presented the financial
position of the D group and it subsidiaries, it Wwbmot have extended the financial
facilities to the D group. |.S. essentially alldgthat its loss was a result of Bentley's

fraud or alternatively, negligence.

" Supranote 49.
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The court dealt with each of the elements of dalegiarately. Corbett CJ stated that “at

common law, in order to succeed in this actiorenmational had to prove-

a. that the financial statements in question wereact fmaterially false and

misleading;

b. that in reporting on the financial statements adidethe respondent acted
fraudulently;

c. or alternatively to (b), that in so reporting thespondent acted unlawfully

(wrongfully) and negligentlyis-a-visinternational; and

d. that respondent’s fraud or negligence, causedratiemal’s eventual loss®

The court held that the financial statements wirdact, false and misleading and that
the court a quo’s finding that negligence had bestablished in respect of some aspects
of the financial statements was correct. The calsd held that unlawfulness had been
established because it could not be said that &grtad properly complied with his
statutory duties in terms of section 300 of the @ames Act. As to causation, factual
causation had been established because but foteBsnhegligent report on the 1978

financial statements I.S. would not have sustathedoss it did.

As to legal causation however a number of issuashwdeparated cause and effect were
analyzed. Such issues included the time factoadmse two years had elapsed between
Bentley’s reporting and the financial loss and thet that I.S. elected to implement a
support programme for the group at a stage whemetv that the group’s financial
position was bleak. Other factors that played le mere the decision to allow the
group’s indebtedness to escalate and fraud conuriiyethe group’s managing director
also contributed financial loss sustained by 1.$he court found that the support

programme which essentially amounted to uninhibieeatling to the D Group without

%8 Supranote 49 684.
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added security was the real cause of I.S.’s losause to that extent I.S. did not rely on

the 1978 financial statements as audited by Bentley

This case shows that in South African law the preseof negligence does not of itself
lead to liability because other elements have tpriesent as well. It is important to note
that the fraud committed by the group’s managirmgador was found to have played an
important role in causing loss to I.S. The mangglimector, Cunningham had painted a
false picture of the financial position of the gpowo I.S. Cunningham had also
manipulated inter company transfers to evade tastponed the Group’s year end
accounting to avoid having to produce audited for@nstatements and predicted ill
founded forecasts of future profits. The idenéfion of these issues by Corbett CJ was
important because it exposed the activities of renaging director. The fraud or
alternatively, negligence, of directors in financraporting should be highlighted to

avoid fixation on auditors.

4. CONCLUSION.

This Chapter is important in that it analyzes theid for an auditor’s liability and focuses
not only on the issue of negligence, which is ohthe themes of this research, but also
the other requirements faquilian liability. In South African law the reasonable gpen
test is used and according to this test a persnegkgent if in any given circumstance he
fails to act in the same way as a reasonable pensarid have acted in the same
circumstances. It also shows that in all endeawrgerson is required to act to prevent
harm to others only in a reasonable fashion bedawssuld be unreasonable, impractical
and cumbersome for the law to demand a high degfemare. It would in fact be
contrary to public policy. Since auditors are Igkilpersons, they are required to exercise
more care than lay persons on matters that redateetr profession. This requirement is
however similar to the standards of the reasonpbleon because the criterion of the

reasonably skilled person will be used
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The practical implications for auditors are that taw of negligence only requires them
to exercise a degree of reasonable care as didbgtede circumstances of each case.
This means that auditors may only be held liable féoling to detect fraudf their
conduct does not conform to the standards of thsomable auditor and if the action is
based on delict, if all the other elements &quilian liability are present. Auditors
exercising reasonable care and skill in their wark not and cannot be found to be
negligent simply because it later turns out that financial statements contain a

fraudulent or materially incorrect statement.

This Chapter concentrates on general conceptsis submitted that only reasonable
efforts are required to be made to avoid harm teerst and that auditors cannot be
expected to detect fraud at all times. This wduddboth unreasonable and out of step
with the general principles of our law. Auditon® dowever liable for failing to detect
fraud that is so apparent that it would have bestealed by a reasonable auditor after
steps have been taken which will with referencthéocircumstances of each case, ensure
a reasonable probability of detecting it.
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