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| sincerely thank all the above for their respective and unique roles to me. | love them
all very deeply for what they have been and mean to me, in the context of this research
and its epiphanic moments. There is a whole host of other friends too numerous to
mention here who have also helped me in the course of my research. | apologise for

their omission here.
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"THE AUDITOR AND FRAUD DETECTION: AN INTERPRETATION OF THE
COMPANIES ACTS FROM 1844 TO 1989"
by
PAUL HOOI HEAN SAW

ABSTRACT

The primary focus of this research is on understanding the role of the auditor towards
fraud detection. More specifically, it is concerned with ascertaining the statutory audit
objectives (relating to fraud detection) from all the relevant Companies Acts since
1844. In addition, it offers some sociological interpretations of the shifts in
responsibility and the emergent meanings over time.

The contents of this research are divided into three major parts. The first takes a
critical look at the nature of auditing research conducted in this area, paying particular
attention to its methodological underpinnings. It concludes that this quantitative
knowledge stock does not adequately deal with the epistemological and philosophical
concerns primarily because of the dominant scientific and functionalist assumptions
upon which such knowledge is based. It is argued to be an inappropriate foundation
upon which to build to satisfy the problem focus adopted by this research project. The
second part presents a case for and describes the design of a methodological approach
called 'EISI'" (Epiphanic Interpretive Symbolic Interactionism). It is built on
phenomenological symbolic interactionism with hermeneutics as the basis for satisfying
the epistemological concerns of this research. The third part applies this 'EISI' model
towards an understanding and interpretation of the problematic role of the statutory
audit and fraud detection from the viewpoint of the researcher as an auditor.

The conclusions forthcoming from this research are twofold. First, that the 'EISI'
model is a general qualitative model for the epistemological concerns here but not the
only approach which could fulfil such a claim. Second, the empirical findings indicate
that the role of the statutory auditor towards fraud detection is more implicit than
explicit. It exposed the defining paradox of contemporary legal culture that its ideology
is one of consensus and clarity.

Overall, this research has provided additive contributions in the form of new or
improved methodology, evidence, analysis and concepts.
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CHAPTER 1
INTRODUCTION

1.0 PRELUDE

"It was early Spring. A shoot apex, after producing leaves is converted into a floral
apex to form en umbel inflorescence, complete with the primordia of sepals, petals,
stamens and carpels. But only two of the flowers in the umbel proceeded to bloom;
one a cactaceae, the other 'the cactaceae’.

Flowers vary greatly (within and without) in structure. The fundamental similarities
among flowers of different kinds of plants are however, greater than their differences,
since all flowers have the same basic structural plan. But they do exhibit numerous
modifications in design which increases their chances of pollination and often reveal
evolutionary relationships among plants. The steps in the production of the flower are
the result of innumerable evolutionary changes extending over immense periods of time.
Flowers give rise to seeds, from whence new plants morphologically eventually arise.”
Paul Saw (1991)

1.1 INTRODUCTION

This chapter seeks to open up the thesis into fwo strands of development. Firstly, it
begins with 'a cactaceae’ in providing some perspective into the general problem area
of fraud (see Figure 1°1). This topical area of interest is seen in terms of a growing
crime in the context of recordings, convictions and globalisation which does provide
some legitimation into the current cause for concern and perception by society. Its
impact is then (economically, socially, politically) briefly looked into, which is mainly
facilitated by the quantum leaps in information technology. The law also attempts to
control it through its various delegated self-policing functions incorporating the auditor.
The chapter then pauses here by looking into the definition of fraud which is normally

taken for granted and yet problematic at the same time.

Secondly 'the cactaceae’ provides a rubric of the structural plan and map of this thesis

for the reading 'sojourner’ (see Figure 1'6).




Figure 1°1 : PERSPECTIVES OF FRAUD
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1.2 GENERAL PROBLEM AREA OF FRAUD

Fraud is often depicted as a new crime: as a twentieth century crises (Bequai, 1978).
Activities such as forgery and
counterfeiting - particularly the debasement of coinage - were problems for the Roman

and the Byzantine States and in England, were prohibited as early as 1292 by the -

Subsequently the Statute of Purveyors of 1350 made them




Nevertheless, in spite of its antiquity, it is hoped that the subsequent sections will put

some perspective into the current cause for concern regarding this growing crime.

1.2.2 GROWTH OF RECORDED FRAUD AND CONVICTED FRAUDSTERS

The twentieth century has witnessed a vast expansion of recorded fraud and in the
number of offenders who are officially dealt with for fraud. Harding (1990) noted that
numerous estimates have been attempted to quantify UK fraud, most of which have

placed losses through corporate fraud at between £2 billion and £5 billion annually.

There is a great deal of disagreement among researchers (Gatrell 1980, Sparks 1982,

Reiner 1985) over the extent to which rises in recorded crime reflect:

i 'true' increases in the amount of law breaking;

ii the growing enthusiasm of state bureaucracies to claim competency at finding

‘professional solutions' to crime detection and arrests; and

iii the increased willingness of victims of all social classes to use the police to deal
with their conflicts, albeit that different crimes have different criteria of

reporting and recording rates.

There has been an increase not only in the absolute but also in the relative importance
of fraud, which was only a mere 0.5% of indictable crime in 1898 but had risen to
become 4.6% of indictable crime by 1968 before falling to 3.8% of 'notifiable offences’
in 1985 (Levi, 1987). But bearing in mind the caveats of statistical data, it is
noteworthy that recorded fraud figures have increased by an average of 4.3% annually

since 1980, as set out below in Figure 1°2.

Figure 1°2 : RECORDED FRAUD CASES IN THE 1980s

1980 1981 1982 1983 1984 1985 1986

Frauds by company directors, etc 30 30 24 45 71 37 25
False accounting 2382 2415 2667 2292 1883 1823 1854
Other fraud 93187 96065 111290 109615 112214 120758 120923

Source : Home Office {1987)




In the absence of any reliable business crime victimisation surveys with which to
compare crime statistics, it is therefore not known with any degree of confidence how
much of the changes in the official figures for fraud above reflect 'real’ changes in

fraudulent activity or artefacts of changes in willingness:

a) to report fraud;
b) of police to record those frauds that are reported; and/or
c) to prosecute frauds.

In any event, there would be severe theoretical as well as practical obstacles to such an
enterprise. Not only are there no reliable 'body-counts' of unrecorded business crime:
with the exception of one US study of securities regulation (Shapiro, 1983), very little

is known about what factors influence the non-recording of commercial fraud.
However, not surprisingly, the increases in the number of recorded frauds have been
accompanied by rises in the number of convicted offenders over the corresponding

period as set out in Figure 1'3 below.

Figure 1°3 : OFFENDERS FOUND GUILTY OF OR CAUTIONED FOR FRAUD

FRAUD BY FALSE OTHER BANKRUPTCY

COMPANY DIRECTOR ACCOUNTING FRAUD OFFENCE
1980 44 765 20636 85
1981 39 818 21200 89
1982 83 715 22826 70
1983 59 734 23200 115
1984 69 687 23149 122
1985 84 734 22468 165
1986 79 693 21191 180

Source : Home Office (1987)




1.23 THE GROWTH OF FRAUD INTERNATIONALLY

Internationally, a similar process of growth of recorded fraud and convicted fraudsters
has occurred. Research carried out by Levi (1987) showed the following growth rates:
Sweden (14%), New Zealand (12%) and West Germany (7%). He noted that in
Sweden, recorded fraud other than embezzlement increased from 14,653 cases in
1950 to 91,080 in 1984.

Here, the absence of international research makes it harder to assess the extent to
which changes in crime rates may be largely artefacts of changes in law or policing
resources. Nevertheless, technological developments intended for ordinary commercial
transactions have facilitated fraud: examples include not only computers but also
international direct-dialling telephones, telexes, computer-aided despatch systems and
facsimile senders which all enable fraudsters to distance themselves geographically

from their targets.

1.24 PERCEPTIONS OF THE GROWTH OF FRAUD

The rise in recorded fraud has been accompanied by business perceptions of an
increase in the risk of fraud.

In a telephone survey of 401 companies of mixed size by Ernst and Whinney's
Consensus Research (1985), over half (54%) of respondents stated that they thought
that company fraud had increased over the past five years; 28% that it had stayed at
the same level; only 1% that it had decreased; with 17% don't knows. However, it is
important to qualify this by the observation that when asked how serious their own
company's fraud problem was, only 4% stated they regarded it as very serious; 5%
fairly serious, 30% not very serious, 60% not at all serious and 1% don't know. Fraud
problems, according to the survey are something that do happen, but they happen to

other people!

Also it is interesting to note that the survey showed that it is the larger companies

(turnover > £35 million) who feel most vulnerable to fraud.

In a 1986 Arthur Young questionnaire and interview survey compiled by Levi and

Morgan, 8.9% of respondents thought that fraud was very much more common now




than 10 years ago: 58.9% thought it was much more common and only 30.4% the
same. Only one person thought that fraud had actually decreased in the last decade.
The survey sample comprised executives from security and financial director upwards
to company chairman in 74 private sector companies. Because of the small numbers,
statistical analysis is of doubtful utility here, but there is some indication of a perception
in the growth of fraud.

It is interesting to note that over two-thirds of the respondents thought not only that
fraud in general had increased but also that some particular type of fraud had become a
special problem in the last decade, such as computer fraud {(45.5%), credit/cheque card

fraud (25%) and expenses/embezzlement (9.1 %).

It is arguable that the respondents do not have an accurate picture of the growth of
fraud. Nevertheless, whether perceptions of increased risk are derived from direct
experience or from the media and political attention of recent frauds, the results of
these surveys indicate that business people do see fraud as a significant general

problem in commerce today.

1.3 THE IMPACT OF FRAUD

The scale of losses or injuries does not always determine how we will react to any
given type of conduct unless personally involved. If it did, we would pay more
attention to industrial and road traffic accidents and less to mugging and intentional
homicide as sources of limb damage and trauma. All sorts of things or events can
affect the way we view and react to 'social harms'. Apart from the physical, social,
emotional and financial impact, among these factors are the perceived intent of the
person who is seen as 'causing’ the harm and this in turn is related to our perceptions

of the 'sort of people’ who commit the acts.

1.3.1 COMPUTER FRAUD

Computer fraud occupies a special place in the criminal lexicon. Popularised by massive
publicity such as the Equity Funding Corporation of America and used as the medium
for unorthodox transactions in films such as War Games and Superman lll, the
computer occupies a folk devil role in crime as it does in social change generally. For

some, particularly the media, it constitutes one of a growing number of new




technocrimes, and there is an obsession about 'hacking' into computer systems and
obtaining information or manipulating data (whether for fun or for money). For others,
including many respondents to the fraud surveys conducted by Levi and Morgan (1986)
and Ernst and Whinney's Consensus Research {1985), computer fraud is little more

than old fashioned accounts manipulation by means of computers.

The Audit Commission (1985) stated that “/it /s evident that as with the 1981 survey
none of the (computer fraud) cases appeared to demonstrate any ingenious application
of technological skills: indeed the majority took advantage of inherent weaknesses in

particular procedures” (p2).

The European Community Information Technology Task Force (1984) concluded that
fraud comes a close second to fire damage as the most costly form of loss in regard to

computer installations in Europe.

The link between crime and increased opportunity has analogies with the relationship
between autocrime and the increased ownership of motor cars. Newly available
microcomputers and personal computers are gradually increasing as a medium for the
perpetration of computer fraud, to supplement the mainframe computer frauds that

have dominated the field in the past (ICAEW, 1987).

1.3.2 THE COST OF FRAUD

In spite of the qualifications expressed earlier to the practice of crime statistics, it is an
important starting point for social policy to comprehend the effects of fraud upon the
social fabric (including the economy); for the question 'how much of a problem is
fraud?' must be addressed partially through data on its cost. Criminal statistics though
not 'the' way are 'a' way of representing the extent of fraud (or moral values) within a

nation.

Estimating the extent of fraud is a task that presents far greater problems than is the
case in other types of crime, as evidenced by the patchiness of official statistics on
fraud. Thus, although the annual publication of criminal statistics in England and Wales
imparts information about losses from burglary, robbery and theft, nothing is
communicated regarding losses from fraud. The other major state agency responsible

for the control of fraud - the Department of Trade and Industry - similarly neither




publishes nor collects data on its cost. Only the Inland Revenue and Customs and
Excise departments provide data on fraud costs in relation to the prosecutions they
undertake. The Metropolitan and City of London Police Forces present a very basic
amount of data on numbers of cases investigated by their Fraud Squads and, usually,
on the amounts of money involved 'at risk'. However, no other Police Forces give as
much information as this. Consequently, even at the most basic level of presenting the

‘official picture of fraud', criminologists face unusual difficulties.

The 'costs of fraud' do fluctuate but as Figure 1°'4 below indicates, they have almost
tripled since 1980 and have shot up by 37 times since 1970. These 'costs' according
to Collier et al (1988) only represent a small proportion of the true loss since many
frauds remain undetected or undisclosed. Even if calculating the 'costs of fraud’
currently under investigation is an inaccurate reflection of fraud in any given year, this
does not cast doubt upon the fact that fraud consistently recorded on this basis has

grown dramatically.

Figure 1°4 : THE AMOUNT OF FRAUD DEALT WITH BY LONDON FRAUD SQUADS

CITY OF LONDON METROPOLITAN POLICE COMBINED TOTAL
FRAUD SQUAD FRAUD SQUAD
£ million £ million £ million
1970 36
1980 54 400 454
1981 84 208 262
1982 100 294 394
1983 115 264 379
1984 302 617 919
1985 482 867 1349

Source : Metropolitan and City of London Police (compiled by Levi, 1987)

1.3.3 THE SOCIAL AND POLITICAL IMPACT OF FRAUD

Another important dimension of fraud is more difficult to quantify: its impact upon
social values and sense of well-being. Certainly, this has economic and political -
ramifications. All commerce, and even the acceptability of a national currency, depends

upon some degree of trust and confidence. An early example of the consequences of




such a collapse of confidence was the Wall Street Crash of 1929. More recently,
during the 1980s, the failure of the Carrian and Pan-Electric corporate groups in Hong
Kong, Malaysia and Singapore accompanied by proven allegations of widespread fraud,
had disastrous short term effects upon their national economies: stock market values
plunged 20% overnight. In April 1986, Singapore and Malaysia share price indices
dropped to their 1979 level. Though part of this was due to the collapse of the tin
market and the International Tin Council, allegations of fraud there were hotly disputed.
Confidence in Malaysian banking institutions was undermined temporarily also by the
huge losses among Deposit-Taking Cooperatives in 1986, due partly to a large number
of loans advanced to directors and their families without collateral security. During
1986, serious political, as well as commercial, concern was caused in Argentina by an
alleged £76 million fraud by its senior management upon the aptly named Banco Alas,
which the state prosecutor claimed, involved high ranking politicians and nominees of

President Alfonsin.

In the case of fraud affecting financial institutions, or the diversion of funds from
governmental or non-governmental aid agencies, the financial effects are measurable

but may well extend far beyond the money stolen.

Despite recent scandals in some of Britain's financial markets such as Barlow Clowes,
Polly Peck and BCCI, Britain has not yet experienced a long history of loss in market

confidence of the magnitude experienced overseas.

It was not until the Guinness share support operations were exposed at the end of
1986 that Britons could not compete with the Americans even in financial scandals.
The longer term effects of falls in investor confidence are not readily calculable, yet
there is some unknown and perhaps unknowable point at which the escalation of cost
begins and may become irreversible. Perhaps this is why any scandal in the City of

London generates so much concern.

On the other hand, as Szasz (1986) has argued, the long term political effects of

scandal are rather modest, even when they are as well publicised as Watergate.

Media and political concern can lead to heavy pressure to institute prosecutions, such
as those in Hong Kong following the £690 million collapse of the Carrian group of

companies in 1984, and those in Singapore in 1986, following the collapse of the Pan-




Electric group of companies. One may conclude that the effectiveness of policing is in

practice inseparable from its political legitimation.

1.3.4 THE LEGAL PROCESS OF FRAUD CONTROL

Much law relating to fraud has grown up not as the product of a coherent set of
intellectual or moral concepts, but piecemeal, in response to particular economic and
political crises. It is also scattered about in a multiplicity of statutory and common law
provisions such as the Companies Act 1985, Companies Securities {Insider Dealing) Act
1985, Company Directors Disqualification Act 1986, Financial Services Act 1986 and
the Insolvency Act 1986.

1.3.5 THE POLICING OF COMMERCIAL FRAUD

When we think of crime, we normally think of the role of the police as the official crime
control agency. This is not to deny the existence of a considerable amount of
community self-policing, not only in the passive sense of non-reporting of crime, but

also in the active sense of dealing with crime informally without police intervention.

In relation to fraud, however, it is important to note that the police have by no means a
monopoly of control. Consumer frauds (including restrictive trade practices) may be
dealt with by Trading Standards officers or by the Office of Fair Trading; bankruptcy,
liquidation, banking, and investment frauds are within the remit of the Department of
Trade and Industry; and tax frauds are dealt with by the Inland Revenue or Customs

and Excise Department.

1.4 WHAT IS FRAUD?

So far, we have used the term 'fraud' as if everyone knows what constitutes its nature.
Yet fraud has never been defined by statute nor has any general agreed definition
evolved from the Courts although decisions as to what constituted fraud have arisen in

the particular specific circumstances of individual cases.

The 1980 Walker's Oxford Companion to Law suggests that in civil law, fraud is a
misrepresentation or contrivance to deceive, commonly by way of a statement

knowingly made falsely or without honest belief in its truth, or recklessly, careless
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whether it be true or false, and intended to be, and in fact relied on, by the person
deceived. In criminal law, fraud is deliberate dishonesty and an element in many

crimes.

Levi {(1981) defined fraud by identifying three principal sub-types:

1) 'pre-planned’ frauds, which are businesses set up with the intention from the

very beginning of defrauding suppliers;

2) 'intermediate’ frauds, which occur when people decide to turn a former

legitimate business into one which defrauds its suppliers; and

3) 'slippery-slope' frauds, which occur when businessmen continue to trade and
obtain goods on credit although there is a high risk that unless that business

situation improves greatly, they will be unable to pay for the goods.

The 1985 Consultation Document issued by the Department of Trade and Industry to
coincide with the introduction of the (then) Financial Services Bill also acknowledged
the lack of any statutory definition of 'fraud'. For the purposes of that document (on
the auditor's role in the financial services sector) the term was used broadly to cover
any act of deceit which would or might harm the interests of a business, clients or

customers, or those of its shareholders.

Although adequate for the purposes of that document, this description obviously
suffers from a number of deficiencies if fraud is considered in a broader context. It
disregards, for example, frauds against the Inland Revenue and Customs and Excise -
neither of them presumably being ‘clients’, 'customers’, or 'shareholders’. It also fails
to reflect the possibility that reckless (as opposed to intentionally deceitful) conduct
may well result in criminal charges being brought against parties, including auditors,

limited by default, as 'officers’, to the deceitful actions of others.

The Auditing Practices Committee (APC) Auditing Guideline on The Auditor's
Responsibility in Relation to Fraud, Other Irregularities and Errors published in February
1990 defined fraud as involving the use of deception to obtain an unjust or illegal
financial advantage. The Guideline emphasises that the legality of fraud having been

committed is only determined following a decision by the Courts.

1



It appears that the lack of a clear, exhaustive definition of what actually constitutes
fraud is one of the reasons why both the law and professional bodies experience such
difficulty in providing guidance on responsibility for its detection and in dealing with it if
detected. Woolf (1986a) noted that fraud is a concept like, say 'elephant', which is

usually recognised when encountered but is not easy to describe with much precision.

It is easily understood why legal advice to the APC has suggested that 'fraud’ is a word
best avoided by laymen in the course of performing audit functions (including making
references on file) since only a Court of law is competent to judge after the event,
whether or not it has actually occurred. Those who pre-empt such judgements in

gratuitous pre-trial statements may incur charges of defamation.

A survey carried out across a range of legal dictionaries and auditing guidelines from
countries with established auditing professions showed a lack of consensus towards
the definition of fraud (see Figure 1°5). It is hardly surprising, due to the infinite
possible manifestations of fraud. Leigh (1982) noted that most definitions are
unsatisfactory because agreed unifying elements are hard to find. Fraud is thus a
slippery word not only in nature but also in the search for a generally accepted

definition.

Until the Courts are prepared to arrive at a statutory definition of fraud (if that is ever
possible), one must probably fall back on the well worn but valid cliche that fraud is
one of those things which people find difficult if not impossible to describe but could

reasonably identify should they encounter it.

1.5 FRAMEWORK OF THE THESES

There are nine chapters which seek to provide an insight and appreciation on the
process of the research conducted here and from embarking upon the actual study.

The framework is summarised in Figure 1°6.
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This first chapter seeks to introduce and identify the broad area of study, namely the
general problem area of fraud. Chapter 2, 'Problem Definition' focuses in on the
specific background for the auditor in terms of the research problem, research
objectives and the general research approach. This is followed by Chapter 3,
'Summary of Previous Research' which presents a literature review of past empirical

studies concerning the auditor's responsibility towards fraud detection.

The specific details of the research design and methodology used are described in
Chapter 4, 'Research Methodology'. Chapter 5, 'Data Collection' presents the raw
empirical data obtained which is then analysed in Chapter 6 'Mini Stage', Chapter 7
'Micro Stage' and Chapter 8 '"Macro Stage’. The final Chapter 9 'Conclusion’ highlights
the contributions, limitations and concluding philosophical reflections on this research

process.

As the arrows show in Figure 1'6, there is much dialectical feedback and feedforward
control in the framework. Howard and Sharp (1983) noted that almost by definition,
research is not a straightforward process made up of a series of distinct steps each of
which is part of a clearly defined sequence. A research project always involves novelty
and the researcher has to sometimes return to an earlier step because later experience

has shown how the project can be more clearly' defined and refined.

1.6 ENVOI

Given that fraud will continue to be viewed and possibly feared as a growing 'animal’,

how controllable is it in the context of a punitive society?

Post industrial society is characterised by a desperate search on the part of government
to find responsible non-governmental bodies to carry out key regulatory functions. A
major concern of the Conservative Government in the post Big-Bang era is to establish
the framework for a smoothly operating financial market place in which the investor
may not only be protected from error of judgement but will be protected from outright

acts of fraud.

The question that should be addressed is the level of agreement which exists today -

amongst the participants in the self-regulatory role played by auditors (on behalf of the

14



State) as to the responsibility for the detection, prevention and reporting of fraud. This

leads us to the next chapter where this issue is being addressed.

Figure 1'6 : OVERVIEW OF THESIS FORMAT
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CHAPTER 2
PROBLEM DEFINITION

2.0 PRELUDE

"People are naturally curious about their surroundings. Their bodies need detailed
information about the world around them in order that they may adapt smoothly to the
demands and processes of living. More important, in human beings, the search for
information is carried much further than the bare requirements for existence in order to
satisfy our innate desire to understand the world in which we live and move and have
our being. It seems natural, therefore, that when we want detailed information about
some part of our surroundings, we first take a very close look at it. For such purposes
the human eye often proves to be & very inadequate tool, excellent though it may be for
the normal needs of existing in our world. This is because the amount of detail which it
can reveal to us is very limited.

We are then provided with various receptive mechanisms and technologies to help
gather such information, in particular this invention, which | have called 'my secondary
eye'. Of all the instruments used by the scientist, this 'secondary eye' is perhaps the
one which most aptly symbolises this profession to the non-scientist. It is a tool which
finds application in research (both in biological and non-biological fields), in teaching,
and in @ multitude of industrial and other applications. For such an important symbol of
our technology, it is strange that very little is known about its history. It has also been
very largely overlooked by the historians of science. Much more research remains to be

carried out in the development of this 'secondary eye' be it a polarising or a
metallurgical one."

Paul Saw (1991)

2.1 INTRODUCTION

In the previous chapter it was mentioned briefly that the auditor has some indirect

policing role in the fraud control problem.

This chapter develops on it by clarifying the current duty of the auditor in terms of the
extent to which the audit is carried out to detect, prevent and report fraud. This is
basically provided by the law (statute and case law) and professional guidance (auditing

and ethical) as shown further in Figure 2°1.
Such a clarification is necessary because it helps the reader to:

a) ascertain what the present nature and extent of the auditor's responsibilities are
in the area of fraud; and
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b) appreciate subsequently how the historical developments have shaped its
present position.

In spite of the increasing responsibility entrusted upon the auditors recently, opinion
surveys in this and other countries indicate that concerned segments of the public are
generally dissatisfied with the responsibility for fraud acknowledged by the auditors and
expect them to assume a greater responsibility. Comer (1985) noted that the
management of some companies actually expect the auditors to detect fraud.

It seems that users expect more than they believe they are receiving from the auditors.
This has manifested itself in the expectation gap. The gap is at the heart of the
criticism of the profession today. Only when this gap is narrowed and reasonable
levels of expectation are established as guidelines for professional conduct, will the
litigious environment in which the auditors exist be sharply narrowed.

This dilemma provides the scenario for the specific research problem and its
importance. The problem states what the researcher will be looking at into his
'telescope’. Its importance addresses the siﬁriificance of this piece of research.

With the research problem area highlighted, it is necessary to illustrate which aspects in
particular the research will be focusing on and this is stated explicitly in the research
objectives. How the objectives are to be carried out will then be briefly explained in the

general research approach. The approach will however be explained at a much detailed
operational level in Chapter 4.

2.2 EXTANT ROLE OF THE AUDITOR TOWARDS FRAUD
DETECTION, PREVENTION AND REPORTING

2.2.1 LEGAL RESPONSIBILITIES
A) CASE LAW DIRECTIVES
The discovery of fraud was regarded as the auditor's responsibility but as companies -

increased in size, the role of auditors changed. This was confirmed in Re Kingston
Cotton Mill Co (1896) 2 Ch 279. In his summing up, Lord Justice Lopes made certain
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remarks concerning the auditor's responsibility for fraud detection which appears to
have extended even to today.

"An auditor is not bound to be a detective, or...to approach his work with suspicion or
with a& foregone conclusion that there is something wrong. He is...not a bloodhound.
He is justified in believing tried servants of the company in whom confidence is placed
by the company... The duties must not be rendered too onerous...Auditors must not be
made liable for tracing out ingenious and cearefully laid schemes of fraud when there is
nothing to arouse their suspicion and when those frauds are perpetrated by tried
servants of the company and are undetected for years by the directors. So to hold
would make the position of an auditor intolerable. "

{2 Ch 288-290)

Case law has been silent on the preventive role but its reporting role is highlighted in Re
London and General Bank (1895) 2 Ch 673 in which it was held that the auditor must
fully report the facts to the shareholders when the company's balance sheet has been

inadequately prepared. The following remarks are from the judgement of Lord Justice
Rigby:

*It was the duty of the auditors to convey indirect and express terms to the members
any information which they thought proper to be communicated. *

(2 Ch 694)
Lindley L J also added that:

*Information and the means of information are by no means equivalent terms...an
auditor who gives shareholders means of information instead of information respecting
8 company's financial position does so at his peril and runs the very serious risk of
being held judicially to have failed to discharge his (reporting) duty. "

(2 Ch 684-685)

Since then there have been few landmark cases and the auditor's role outside the
financial sector is enshrined in company legislation.

B) STATUTORY REQUIREMENTS
| GENERAL COMPANY LEGISLATION
The auditor's statutory duty is set forth in s235(2) of the Companies Act 1985 (as

amended by s9 of the Companies Act 1989), whereby s/he shall report whether in his
or her opinion the accounts have been properly prepared in accordance with the Act
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and give a true and fair view of the state of affairs of the company. In addition to other
statutory duties, the auditor is bound under §237(1) CA85 to undertake such
investigations as will enable him or her to form an opinion as to whether proper
accounting records have been kept and that the company's financial accounts (eg
balance sheet and profit and loss account) are in agreement with them.

Whilst the Companies Act 1985 does not impose any expressed statutory duty on an
auditor to detect or prevent fraud, the duty to report as to whether in his or her opinion
the accounts give a true and fair view of the state of affairs of the company will involve
certain investigations and checks which may themselves give rise to a suspicion which
may in turn make it impossible for the auditor to give an unqualified report. In
performing the statutory audit, the auditor has [under s389(A)(1) Companies Act 1985]
a right of access at all times to the company's books, accounts and vouchers, and is
entitled to require from the company's officers such information and explanations as
s/he thinks necessary for the performance of his or her duties. It would appear that if
suspicions are aroused, then there appears to be some duty on the auditor to detect

fraud especially one which is serious or material enough to impinge on the true and fair
view of the company's accounts.

Just as there is no express statutory duty on an auditor to detect or prevent fraud,
equally there is no express statutory duty on an auditor to report the existence of a
fraud in the past or the present client's accounts. However, once fraud has been
discovered by the auditor, it would invariably be incumbent upon the auditor to refer to
such fraud in his or her report to members. The basis is that such fraud would be
sufficiently material as to affect the auditor's opinion as to the accounts disclosing a
true and fair view of the state of affairs of the company.

In the event that the accounts themselves sufficiently take into account the fraud in
question whereby the auditor would be able to form an opinion that the accounts still
disclosed a true and fair view of the state of affairs of the company, explicit reference

to the fraud in reporting to members would probably not be necessary and lie with the
auditor's discretion.

Whilst the foregoing paragraphs appear to represent the current state of the law, a
strong argument exists to support the view that an auditor in the foregoing

circumstances should nevertheless specifically refer to a fraud in reporting to members
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albeit that the accounts per se sufficiently take into account the fraud in strict
accounting terms. In these circumstances, the Auditing Practices Board may wish to
consider drafting specific guidelines to deal with the above issue.

With regard to the auditor reporting suspected fraud to a third party, such as a
supervisory body or the police, there exists no duty to do so at common law save when
the auditor knows or suspects his client to have committed treason.

However, there has been increasing pressure on the accounting profession to review its
responsibilities, particularly in the financial sector. Legislation in this sector has
extended the auditor's responsibility beyond the Companies Acts 1985 and 1989.

i SPECIFIC FINANCIAL SERVICES LEGISLATION

Tweedie (1987) in discussing the functioning of the audit report as an early
warning/burglar alarm system noted that, it is difficult for lay people to understand how

a company can suffer serious financial difficulties, or even collapse, shortly after having
received an unqualified opinion.

In the area of investment businesses outside the scope of company legislation, such as
partnerships and sole traders, the auditor's role in reporting fraud to the appropriate
authorities has been considerably enlarged by legisiation in the financial sector. Ernst
and Whinney {1987) noted that the scope of audit for such authorised businesses goes
beyond that of the normal Companies Act audit.

Based on Professor Gower's Review of Investor Protection Report (1984) and the
various financial scandals surrounding that period, the Government has introduced three
new Acts - the Financial Services Act (1986), the Building Societies Act (1986) and the
Banking Act (1987), all of which relate to investor protection.

Tweedie {1991) noted that the management of organisations governed by these three

Acts will only be authorised to conduct business in the appropriate financial sector if
the organisations:

a) keep proper accounting records;
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b) have adequate systems of internal controls, (with the exception of organisations
covered by the Financial Services Act - many of these organisations are too
small to have internal control systems), and have appropriate reporting and
inspection systems to enable them to determine whether their control systems
are working; and

c) conduct their business in a prudent manner.

Hence, the auditor is not only to report that the financial statements show a true and
fair view, but explicitly to report whether proper accounting records are kept and, in the
case of all except those organisations covered by the Financial Services Act, that the
internal control system is adequate. Additionally, under all three Acts the auditor may
report to the supervisory authority (the regulator of a particular industry) if he is
satisfied that it is expedient to do so in order to protect the interests/investments of
shareholders or depositors, or if the auditor is requested to do so by the regulator on it
being so satisfied. This entitiement is notwithstanding any obligation of confidence
incumbent upon the auditor and whether or not to do so would be contrary to the
interests of the organisation itself. In the financial sector of the economy, it appears
that the auditor is emerging as an agent of the regulatory body.

Brown (1988) noted that the auditor will not be in breach of any duty to which he may
otherwise be subject if he communicates in good faith to the relevant regulatory body,
whether at its request or on his own initiative, any information or opinion on a matter of
which he has become aware in his capacity as auditor and which is relevant to the
regulatory body's functions under the Act.

The auditor would be expected to exercise his right to report to the regulator in three
types of situation summarised by Tweedie {(1991) as follows:

1) in the extreme situation where there was evidence of imminent financial
collapse and where it would be obvious to an auditor that he must inform the
regulator of the position if the client was unwilling or unable to do so, even if it

was only to enable the regulator to organise a rescue or mitigate damage.
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2) Where there has been an occurrence:

a) which in the opinion of the auditor gives rise to actual or potential risk
which is or may be material to the security of investments or interests
of shareholders and depositors {including effects on confidence in the
organisation and in its financial stability); and

b) of which the regulator should be informed but which is not covered by
regular monitoring returns (ie statistical and financial information

regularly supplied by the organisation to the regulator); and
c) of which the Board of Directors declines to inform the regulator.

3) Where there has been an occurrence which causes the auditor no longer to
have confidence in the competence and integrity of directors and senior
management to direct and manage the organisation in a way which protects the
investments and interests of shareholders and depositors or to give a true

representation of the position of the organisation to the regulator.

It has been deemed appropriate for the auditor to report to the regulator without the
knowledge of the client in situation 3 outlined above. Even then, situation 3 gives the
auditor the right, not the duty to report suspected cases of management fraud.

The reason for allowing judgement rather than imposing an obligation is that
'suspected’ fraud covers a wide range of uncertainty as to whether an offence has in
fact been committed and by whom it has been committed. Where fraud is suspected,
there will always be a threshold of certainty below which it would be unreasonable to
expect anyone to report their suspicions. The Davison Report (1985) commented that
it is impossible to define at what point suspicion of fraud may be regarded as
reasonably founded, and there will also be borderline cases where reasonable observers
might draw differing conclusions from the same evidence.

If the auditor has a right to report his suspicion, he can use his judgement as to the
occasions on which they are sufficiently well founded to justify making a report. If he
has a duty to report there would almost certainly be a tendency for auditors to report

their suspicion even when they were not well founded - with the consequences of

23



fractured relationships between auditors and clients and the overloading of the
supervisory authorities.

Even with the right to report, the auditor could still be at risk where he fails to report.
The auditor remains vulnerable to claims by "investors’ under the Acts for failure to act
in appropriate cases to protect their interests. Morgan (1989) concluded that
regulators have immunity under the Act; auditors do not. There is no protection for the
auditor who fails to report a matter which it was reasonable for him to have been aware
of (Chandler, 1987)! Consequently under the present legislation, there is still a problem
that over-reporting may take place. Similarly, while the auditor is only expected to
report material problems, there is always the concern that a small fraud may just be the
precursor to a larger one.

Woolf (1987) raised the question of how far should audit reporting duties be extended.
Auditors cannot be expected to be aware of all circumstances which might have led
them to exercise their right to report. Similarly, it is accepted by regulators that the
auditor does not have the benefit of hindsight when judging whether or not fraud has
occurred. Nevertheless, the auditor will have to satisfy himself that his decision not to
report will stand up to examination at a future date on the basis of what he knew at the
time, what he should have known in the course of his work, what he should have
concluded and what he should have done.

Having seen the reporting role legally extended in the financial services sector, where
does this leave the auditor of a company or enterprise outside the financial services
sector? This leads on to the next section on professional guidance.

2.2.2 PROFESSIONAL RESPONSIBILITIES

While legislation is dictating the role of the auditor, views have also been changing in
the profession on the auditor's general responsibility for detecting and reporting fraud.
Professional responsibilities for the auditor on fraud come from two sources - in
auditing and in ethical pronouncements.
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A) AUDITING GUIDANCE

The UK's Auditing Practices Committee (then) has issued a guideline on 7he Auditors
Responsibility in Relation to Fraud, Other Irregularities and Errors in February 1990. It
lays down quite clearly the profession's view of the responsibilities of management and
auditor. The profession, not surprisingly, agrees with the Government that the primary
responsibility for the prevention and detection of fraud rests with management. In
addition to its business responsibilities, management has the fiduciary roles of
safeguarding assets and preparing accounts which give a true and fair view. These
duties arise since management is regarded at law and also in social history (Glautier and
Underdown, 1991) as acting in a stewardship capacity concerning the property under
its control and is required to keep proper accounting records and to prepare accounts

which show a true and fair view.

Management should exercise their responsibility primarily by the institution and
operation of an appropriate system of internal controls. The auditor should, where
necessary, remind management of their responsibility to maintain an adequate system
of internal controls with a view to detecting/preventing fraud, other irregularities and
errors [in the Audit Engagement Letter (APC, 1985) or by other communication]. The

auditor may ask management for details of any fraud which they know of.

There are other statutory measures relating to management responsibilities. For
instance, the aiding and abetting of false accounting is prohibited under s17 and 18 of
the Theft Act 1968 and a company's directors have the responsibility to ensure the
company does not engage in wrongful trading under the Insolvency Act of 1986.

As it is deemed that an officer of a company would be guilty of an offence where s/he
knowingly or reckiessly made a statement to the company's auditor which was
misleading, false or deceptive in a material particular [s389 A(2) Companies Act 1985]
the auditor is entitled to accept representations as truthful in the absence of any
indication to the contrary and provided these are consistent with other corroborative
audit evidence obtained.

The auditor's duties do not require him specifically to search for fraud unless required
by statute or of the specific terms of his engagement. But the auditor's responsibility

towards fraud would be limited to designing and evaluating his work with a view to
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detecting such frauds which might impair the truth and fairness of the view given by
the financial statements. In doing this the auditor would have to take into account the
distinction between the risks of manipulation of financial statements and accounting

records and the risks of misappropriation of assets.

The engagement letter would indicate that the auditor would endeavour to plan his
audit so that he would have a reasonable expectation of detecting material
misstatements in the financial statements resulting from fraud but that the examination
should not be relied upon to disclose all frauds which may exist. To obtain sufficient
appropriate audit evidence to afford a basis of support for his audit opinion, the auditor
should seek reasonable assurance through the application of procedures that comply
with Auditing Standards that material fraud which would impair a true and fair view
being given by the financial statements have not occurred or if they have occurred they
have been either corrected or properly reflected in the financial statements.

If in the course of the audit, the auditor's suspicions are aroused, professional auditing
guidance demands that he should not overlook the problem or leave it alone. He must
investigate the matter until his anxieties are allayed or report appropriately. If fraud has
been detected, the auditor may consider it appropriate to make recommendations of

good practice in order to assist in the prevention of further occurrences of the fraud.

The guideline states that the auditor should report to senior management of an
enterprise on any fraud and should report material fraud to shareholders by qualifying
his opinion. The auditor would however, have no need to qualify his opinion if the
financial statements give a true and fair view despite the occurrence of fraud.
Nevertheless, the auditor may be expected to qualify his report under other reporting
responsibilities where (such as required by company law) he concluded proper
accounting records had not been maintained or where he failed to obtain all necessary

information and explanations.

In extreme circumstances where the auditor was prevented from executing his work to
such an extent that he was unable to report on the financial statements, the auditor is
advised to resign. In the case of a company, the auditor's reasons for his resignation
would be sent to the sharehoiders and everyone else entitled to receive the company's
accounts.




Regarding reports to third parties, the guideline accepts that, in certain circumstances
(legal duty and public duty), the auditor would not be bound by his duty of
confidentiality which would normally debar him from reporting any matters to third
parties without his client's permission. For example, the auditor may be legally bound
to make disclosure of the commission of a criminal offence if ordered to do so by a
Court or by a government officer empowered to request such information.

In all other cases, however, the auditor is advised to consider his reporting
responsibilities and guidance issued by his professional body. On occasions, he may
have to obtain legal advice as to whether he can disregard his duty of confidentiality
and disclose the information to the appropriate authorities on the basis of public
interest. Such a public duty arises where an auditor possesses information of any
intended criminal offence, or a serious criminal offence, civii wrong, or breach of
statutory duty, even if it has already been committed, if it is likely to cause serious
harm to an individual or if it may affect a large number of people.

B) ETHICAL GUIDANCE

It has been left to a separate statement 1.306 Professional conduct in relation to
defaults or unlawful acts (first issued by the Council of the ICAEW December 1980,
revised January 1988) in consultation with the Councils of the British accountancy
bodies to their members to give the definitive view on reporting suspected fraud,
especially to third parties. The relevant provisions are as follows.

An auditor who acquires knowledge indicating that a client or an officer or employee of
the client may have been guilty of some default or unlawful act (eg fraud) should
normally raise the matter with the management of the client at an appropriate level. If
his concerns are not satisfactorily resolved, he should consider reporting the matter to
non-executive directors or to the client's audit committee where these exist. Where
this is not possible or fails to resolve the matter, the auditor may wish to consider
making a report to a third party.

The revised statement seeks to encourage auditors to report. The accountancy
profession, however, are bound by the current state of the law and believe it would be
wrong to encourage their member auditors to act in a manner which could leave them

vulnerable to legal action by an aggrieved party and have therefore relied heavily on




legal advice in preparing the revised statement. This statement states that there are
certain circumstances which in spite of the contractual and confidentiality position, an
auditor is obliged to disclose (eg treason, which they are legally obliged to disclose).
Even if not obliged to disclose, he may be free to do so if he wishes and may conclude
that it is right to disclose in the public interest or for his own protection or where
expressly provided by statute (eg Drug Trafficking Offences Act 1986) or authorised by
client expressly or by implication.

While 'the public interest' is a concept recognised by the Courts, no legal definition of
'public interest' has ever been given. Consequently the state of the law in the UK
leaves the auditor with a difficult decision as to whether matters which he may wish to
disclose are subject to a duty of confidentiality or whether that duty has ceased
because disclosure is justified in the public interest. It is, in any case, clear that
exceptions to the duty of confidentiality cover only disclosure to "one who has & proper
interest to receive the information” [per Denning L J in Initial Services V Putterill (1968)
7GB 396 - presumably the appropriate Government departments (Police, DTI) or
regulators (SIB, Stock Exchange)]l.

Under the ethical guidance, matters that the auditor would have to take into account

when considering whether or not disclosure would be justified in the public interest
include:

- the relative size of the amounts involved and the extent of the likely financial
damage;

- whether members of the public are likely to be affected;
- the possibility or likelihood of repetition;

- the reasons for the client's unwillingness to disclose the matters to the proper
authority himself;

- the gravity of the matter; and

- any legal advice obtained.
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Regarding the auditor's own protection, an auditor may disclose to the proper
authorities information concerning his client where the auditor's own interest required
disclosure of that information;

a) to enable the auditor to defend himself against a criminal charge or to clear
himself of suspicion; or

b) to resist proceedings for a penalty in respect of a taxation offence, for example
in a case where it is suggested that he assisted or induced his client to make or

deliver incorrect returns or accounts; or
c) to resist a legal action brought against him by his client or some third person; or

d) to enable the auditor to defend himself against disciplinary proceedings or
criticism of him which is the subject of enquiry under the joint disciplinary
scheme; or

e) to enable the auditor to sue for his fees. .

Legal advice to the UK accounting profession indicates that if an auditor forms a
subsequent view that unlawful acts or defaults have occurred and has already
communicated the relevant facts to a person who has a legitimate interest in receiving
them, he will normally enjoy qualified privilege from liability for defamation. Unless
malice is proved against the auditor, that privilege will amount to a complete defence
even if the facts should prove to be wrong. Obviously, each case has to be considered
on its own merits and any auditor who is in doubt as to the courses which are properly
open to him is advised to consult his lawyers about his rights and duties. Clearly any
public announcement or communication direct to shareholders, even if justified by the
particular circumstances of the case could well cause serious damage to the company

or to individuals and consequently such a step should not normally be undertaken
without taking legal advice.

2.3 PUBLIC'S PERCEPTION OF THE AUDITOR'S ROLE

The interest by the public in the auditor's responsibility for fraud is not new, but has
been given greater emphasis recently because of a number of well publicised financial
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scandals, resulting in the question echoed by Foster "Where were the auditors?” (1987,
p114).

The 1986 Report of the Working Party on the Future of the Audit (chaired by M Patient,
ICAEW hereinafter the 'Patient Report') concluded that there is evidence of a gap
between the public's perception of the role of the audit and auditors’ perception of that
role. Among the various areas highlighted by this gap is that of fraud detection. The
gap may also be one of the reasons for the apparent increase in litigation against
auditors especially in cases of alleged audit failures.

The Auditing Practices Committee, as a priority task, has set up as noted by Springett
(1988) a Task Force to consider the extent of the 'expectation gap' and how it can be
bridged. This expression ('expectation gap') is used to describe the divergence
between what the auditing profession sees its role in practice, in the context of legal
and professional responsibilities and on a broader range of duties which the public
would wish the auditor to fulfil.

Some of this divergence arises because of auditors' difficulty in precisely identifying for
whom they carry out their work. Initially, the audit could have been narrowly defined
as exclusively for the benefit of the shareholders of the company as an independent
assurance that the financial statements were not misleading. Greater assurance is now
requested not only because of the increased risks in business, but because many third
party users of financial statements rely on them as their sole source of independent
financial information about the company.

Though the population of accounts users may have increased greatly - especially
following the requirement that limited companies file audited accounts with the
Companies Registration Office, under the Companies (Amendment) Act 1986, these
users do not necessarily always grasp the underlying concepts on which financial
statements are based. They may, for example query the competence or independence
of the auditor where a business is wound up with losses on the realisation of assets
and significant unaccrued liabilities following the cessation of trade because of their
inability to adequately comprehend the concept of going concern. Mathematically,
financial statements should be exact, precise and without error. The assets should -
equal the liabilities and the number should tally. But that is where the precision ends.

Unfortunately in the mind of the ordinary reader or user, the precision has not ended
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there. It carries over to what those numbers ‘represent’ or what the user believes they
represent. The figures are to a large extent, a reflection of judgements and accounting
conventions. The specific incorporation with the Companies Act 1985 Schedules 4 and
4A of basic accounting principles and rules may, in the long term be of help in this
regard.

Walsh (1988) commented that sections of Government and of the public look upon the
auditor not as a business adviser, carrying out his statutory function and giving helpful
financial advice to his client, but rather as a policeman actively seeking out and
detecting fraud. This analogy fails to acknowledge that a detective's investigation only
commences where there are suspicious circumstances, and that the detection of fraud
is far more difficult than the detection of error, in that a fraud usually encompasses acts
intended to conceal its existence and subsequent discovery. Motyl (1991) noted that a
study carried out by the independent research consultancy City Research Group on the
corporate audit and accountancy market in the UK showed that 62% of the companies
agreed that an auditor's duty should include fraud detection.

Davidson (1975) noted that though the auditor may be relieved from legal sanctions by
the defence that he acted in accordance with professional standards, he is not relieved
of the risk of society seeking to take action against him. The auditing litigation
explosion that has taken place in recent years would seem to lend credence to
Davidson's statement.

24 NATURE OF THE EXPECTATION GAP

As can be seen from the diversity of views about the audit function above, there exists
a legitimate expectation gap, which Adams (1988) has associated it with the audit
catch-phrase of the 1980s. In general terms, it can be described as the gap that exists
between what the public {especially users of financial statements) believe auditors do
{or ought to do) and what the auditors actually do. The concept is certainly not new
though the term ‘expectation gap' was not used in 1885 in the ICAEW president's
speech to the Students' Society of London.

It appears to me to be the rooted opinion of an enlightened public and of the ignorant
portion of the press that an auditor must have failed in his duty if a fraud has been
effected, whether it is eventually discovered or not...The result of this ignorance has
been that in cases where such frauds have been discovered, an immediate outcry is
raised for the dismissal of the auditor...In my experience | have found men of ordinary
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business ability holding the most ridiculous opinions as to the power of a professional
accountant to detect fraud and error. *

Griffiths (1885}, p27

Humphrey (1991) commented that there are doubts and uncertainties being expressed
about the role of auditing and what is expected of auditors. In particular, the
professional accountancy press provides witness to an increased concern with the
notion of an audit expectation gap, a debate fuelled intermittently by major financial
scandals (such as Barlow Clowes, Ferranti and BCCl) which place the audit function
under the public microscope.

To assist the reader's understanding of possible reasons for the existence of an
expectation gap, a diagram (Figure 2°'2) has been drawn up to illustrate its components.

The model is developed from the ideas of the Macdonald Commission (1988) who
attempted to illustrate the components on a linear scale only. An attempt has been
made here to improve on the Commission's model by portraying the interactions
between the components on a two dimensional scale. This is explained as follows.

The expectation gap generally stems from differing expectation levels as to both the
quality of the standards of the auditing profession and its performance.

Point A represents the ‘highest’ public expectations from audits whereas point F
depicts the public perceptions of what is 'actually' obtained from audits. Point C
represents what is called for by present auditing standards by way of auditor
performance and quality of financial information reported. The y-axis (line segment A4
to C) represents possible public expectations that go beyond what is called for by
existing standards (legal and professional) governing auditor performance and the
content and quality of financial reporting. This dimension is labelled the 'standards
gap'. The x-axis (line segment C to £) represents possible public perceptions of auditor
performance or audited financial information falling short of what is called for by the
profession's existing standards. This segment is labelled the 'performance gap'. The
space between the axes represents the various combinations of the components of the
expectation gap contingent on the two dimensional variables. Cooke (1990) argues
further that post-Caparo a liability gap exists, where the public does not know to whom
an auditor is legally responsible.
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Figure 2'2 : COMPONENTS OF THE EXPECTATION GAP
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The emphasis in this diagram is on public expectations of standards and public
perceptions of performance. Those expectations may or may not be reasonable and
those perceptions may or may not be realistic. It should also be pointed out that
empirically it is difficult to measure these variables precisely. But it can be appreciated
that an unrealistic expectation that is disappointed, or an erroneous perception of
performance can be just as damaging to the public's trust in auditors and audited
information as real shortcomings in auditing standards or performance. It is,
nevertheless, important to appreciate the realism of public expectations and perceptions
when the profession seeks remedies to the expectation gap. According to Jenkins
(1990) the disappointments and misunderstandings must be actively addressed in the
profession to maintain confidence in the value and use of accounts. If the public has
reasonable expectations not met by existing professional standards (line segment BC) or
the profession's performance falls short of legal and professional requirements (line
segment CD) or a combination of both, then it can and should act to improve standards
or improve performance. On the other hand, if the problem is that the public's
expectations are unreasonable (line segment AB) or its perceptions of performance are
unrealistic (line segment DE) or both, then the logical course is to attempt to improve
public understanding. Should that not be feasible, the profession must be prepared to
cope with the consequences such as that noted by Gwilliam (1987a) where users may
bring political pressure in shifting the level of auditor responsibility performance closer
to their own perceptions of what it should be (ie enlarging quadrant BCDF). Macaskill
(1988) reiterated that auditors need to look at their act and make sure they are doing
what the public wants.

The Patient Report concluded that the profession should ke more positive in addressing
the expectation gap and anticipate and lead changes in the auditor's responsibilities,
where it is appropriate to do so. It added that research is necessary to establish
current and future expectations of the audit, so as to ensure that as far as possible, the
type of service supplied by auditors as to the audit is consistent with the type of
service demanded and by implication, valued by other parties to the audit.

2.5 RESEARCH PROBLEM HIGHLIGHTED AND ITS SIGNIFICANCE

It is often said that one should review the past in order to understand better what is
happening at present and to obtain clues regarding likely future developments. This is
an idea which will be found in chapter 3 to be unattractive to contemporary auditing
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researchers in the area of fraud, even more surprisingly by accountants too, in view of
their traditional pre-occupation with historical data both as a basis for assessing
performance and as a starting point when devising plans for the future. The current
dominant view can be seen to reside within the perspective that Burrell and Morgan
(1985) call 'functionalism'. It approaches a subject from an objectivist pragmatic view
which has restricted the focus of research to the technical aspects only.

Edwards (1980) emphasised that the historical researcher is on firm grounds when
claiming that his work should help towards an improved understanding since many of
the conventions and practices presently employed are explicable only in terms of their
development. Beyond this it would seem reasonable to suggest that those taking
decisions affecting the future direction and prestige of the auditing profession might
usefully devote more attention to historical enquiry.

As was shown in Figure 2°'2, three quarters of the quadrant ACEG related to better
communication to improve the expectation gap. Has the public misinterpreted the
auditor's duties as laid down by statute, case law and professional guidance? Beck
(1973) found considerable support for the view that the audit is designed to give
assurance on the efficiency of management and the financial soundness of the
company. Or is it the auditors who have misinterpreted their stated duties? Lee (1970)
argued that if auditors do not fully comprehend their auditing role in society, then how
could non accountants be expected to understand it. Or is it a combination of the
misinterpretation by both parties? Such questions tend to gloss over the more
fundamental issue. If the essence of it is 'misinterpretation’, then perhaps the real
problem lies in the determinacy or indeterminacy of the wording in the documents
rather than solely on the parties themselves. According to Neebes and Roost (1987),
the wording of the audit report will continue to mean different things to different
people. It has generally been taken for granted that the blame lies in with the public
and/or the auditors but not the regulative documents per se. Despite the Auditing
Practices Committee's issued guidance on more than 50 topics, the expectation gap
appears to grow rather than diminish (Cooke, 1990). To assert the latter view, one
needs to take one step back to explore on the complexities and dynamics of content
analysis and its subsequent possible interpretations. Part of the problem lies in the

implicit assumption that there exists one real absolute interpretation of the audit
function.




This research seeks also to explore the hypothesis that the wording of the statutory
documents themselves are a major contribution to the expectation gap. As it has never
been questioned before, it is a concern of this research to address this issue. For if this
is the key default, then perhaps we have been 'boxing shadows' in the past and would
now need to put on a 'new pair of spectacles’ to identify the real problem area. Moizer
(1991) noted that it is of interest why despite the successive committees and inquiries
which have investigated the gap and wide recommendations for its reduction, the
problem has not been resolved.

Following from all this, it is argued that there is a case for a historical analysis which
provides not only powerful insights into the past but also, with the historical analysis
and understanding, provide some of the possible explanations towards the expectation
gap. As was pointed out by Laughlin (1987), historical analysis is not some value free
activity, but is undertaken with a particular purpose in mind, to analyse points of
progress, to discern the mechanisms leading to their (past, present and future)
emergence. Such a methodology will involve a combination of subjective and objective
dimensions. On the basis of research and publications in the auditing area on fraud
detection, the researcher is much aware of how little we know about (a) the
interpretation of the documents that have shaped the auditor's role and (b) the
interpretation of the factors that have moulded the auditor's role. Such an insight is a
necessary pre-requisite step in dealing with the expectation gap since it can provide
some of the explanations towards the emergence of that gap and the apparently
tangential trajectory of the auditor's role towards fraud detection. Even though the
previous sections stated a rather minor role for the auditor in the discovery of fraud
currently, this has not always been so in the past. As Willingham (1975) notes:

"Perhaps the discussion of the auditor's responsibility for the detection of fraud has not
yet diminished because it was a stated audit objective for over 400 years and was
removed as an objective by the profession rather than by change in the demand of
clients of accounting firms. A solicitous consuming public would reinstate it. "

{p19)

In fact, at the heart of the expectations gap, there is none more contentious point than
that of fraud detection. It is thus an important context on which to focus. Historical
analysis thus becomes important because it will also help to note the shifts in emphasis _
and provide some explanations towards it.
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The importance of it all may be echoed with Gwilliam and Macve {1988) who perceived
that a key element in auditing research will be further study into the history of the
development of the auditing profession (including its evolving duties). The historical
study is to gain a clearer understanding of some of the processes and circumstances

that have shaped its past and present role and how these are changing and may
continue to change.

For the purposes of this research, the medium chosen to explore the issues highlighted
above will be in the realm of statute law, in particular the Companies Acts. Statute law
provides the highest level of responsibility that can ever be imposed on the auditor, not
only because of its authoritativeness but also due to the punitive measures emerging
from prosecutions; which can include imprisonment. Case law and other
pronouncements would also be relevant documents to look into but due to the
extensive time span covered (150 years), the massive amounts of statutory material
available and the constraints of time and cost, it is only feasible to limit the scope of
this study primarily to the Companies Acts.

2.6 RESEARCH OBJECTIVES
The purpose of this research is:

a) to ascertain historically the statutory audit objectives (relating to fraud
detection) over time, commencing from 1844 (first Companies Act) which led to

the genesis and impetus of the compulsory audit today;
b) to study the differing modes of statutory interpretation;

c) to obtain some understanding from the viewpoint of the researcher as an
auditor of the shifts in responsibility of the auditor's role towards fraud
detection from its being the primary object of the audit in 1844 to its steady
erosion over this century.
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2.7 RESEARCH APPROACH

In conjunction with the objectives, it is proposed:

a) to review the Companies Acts from 1844 to 1989, to identify the relevant

statutory provisions on the auditor's statutory duties.

b) to set up various statutory interpretive modes and apply them to the statutory
provisions for further analysis and insight.

c) to obtain some interpretive explanations from the viewpoint of the researcher as
an auditor to the various mechanisms and their interrelationships which have

shaped the auditor's statutory duties over time.

2.8 ENVO!

It appears that the auditor's role regarding fraud in the UK has been undergoing some
major revisions lately, especially in the area of reporting. Professional guidance does
not yet go as far as requiring auditors automatically to report any fraud perpetrated by
directors to the authorities. It is doubtful, however, whether once experience has been
obtained from reporting on fraud in the financial sector, the auditor will be able to argue
that he should similarly have the legal right to report on cases of management fraud in
other sectors of the economy. The debate on the UK auditor's responsibilities for
detecting, preventing and reporting fraud is clearly far from over, presumably for as
long as the expectation gap continues to exist.

This research has three important features for the purposes of the present study:

1) the objectives developed are based upon a genuine topical auditing issue -

namely fraud detection;

2) the analysis of the data focuses upon the legal knowledge that is demanded in
any statutory audit; and

3) the offering of an explanation of that evolving statutory role from 1844 to

provide an understanding of and linkage with the present role.
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Overall, this research seeks to gain a deeper understanding on the interpretation of

statute and the changing statutory auditor's role over time in relation to the:

a) past - in terms of the process and circumstances that have shaped the
present objectives

b) present- how those objectives are changing
c) future - the possible ways that they may continue to change
Such a methodology of historical analysis is seen to be a unique contribution to the

existing knowledge of auditing research. We now need to direct our attention to

looking at past research studies to justify the previous statement.
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CHAPTER 3
SUMMARY OF PREVIOUS RESEARCH

3.0 PRELUDE

*Tell us again, Master, how it was in the beginning. "

*In the beginning, special gifts were given to different groups of people. The caregivers
were endowed with compassion for the less fortunate. The engineers were given the
ability to see what was not yet there. The carpenters were given patience to set
straight lines and perfect angles. The technicians were provided with diligence so that
they might conscientiously follow the blueprints and detailed directions of others. The
experimental scientists were given the certain belief that the world could be
manipulated according to their vision of it...And finally there remained one last group
and one last gift. These were the explorers. To them was given the gift of curiosity
that they might forever observe the world as it is and seek to understand the many
wonders of the world and the special gifts given to others.”

"But what of the evalustors? You have not mentioned their special gift. "

Malcolm smiled. "The evaluators, dear children, were spread throughout all the other

groups, each endowed with the special gift of their own group, and each using that gift
in 8 special way."

"But does that not make for much arguing among evaluators about who has the most
special gift of all?*

Malcolm smiled.
Extracted from Patton (1980), p39

3.1 INTRODUCTION

The previous chapter concluded by saying that a literature survey was necessary to
justify a historical approach to the study. This chapter has sought to document that
‘exploration’ and ‘evaluation’ (see Figure 3°1). It starts by carrying out a review of
some of the past empirical research studies carried out in the UK pertaining to the

auditor's responsibility relative to fraud detection during the past twenty years.

They are the Lee Survey (1970), Flint Study (1984), Davison Report (1985), Benson
Report (1985), Goulding Report (1986) and Allan & Fforde Study (1986).

This is then followed by a brief review of similar research efforts (in the area of fraud
detection and the auditor) carried on outside the UK.
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A brief review was also carried out into some of the other academic articles and books
written in the UK about the auditor and fraud detection. Finally an overall review
(methodologically and theoretically) is presented on the whole "exploration’.

The literature review was undertaken to serve a four fold purpose:

a) To determine the extent of the empirical research conducted in the area of fraud
detection, through the auditing process;

b) To avoid duplication of methodology and/or findings;

c) Following from (b), to provide the basis for an original contribution to existing
knowledge in relation to methodology and/or findings, and

d) To establish {in Chapter 4) an original conceptual methodological framework
necessary for a deeper understanding of the auditor's role relative to fraud

detection over time.

3.2 PAST UK RESEARCH STUDIES

3.2.1 LEE SURVEY (1970)

This was a questionnaire survey administered by Professor T A Lee of the University of
Edinburgh. Respondents were asked to identify objectives which they perceived (then)
to be a current company audit objective from a list of thirteen suggested company
objectives. Amongst those listed were:

a) To detect major fraud and error in the company

b) To prevent major fraud and error in the company

Respondents were statistically selected to represent three groups, each of which was
defined as having an interest in the audit function as seen in Figure 3°2.
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The survey assumed implicitly that the respondents had a contextual understanding of
the terms used such as fraud, adequacy of company operations, efficiency and

adequacy of company management.

Figure 3°2 : RESULTS OF LEE'S (1970) SURVEY - IDENTIFICATION OF CURRENT OBJECTIVES

SUGGESTED OBJECTIVE

TO DETECT MAJOR TO PREVENT MAJOR
FRAUD AND ERROR IN FRAUD AND ERROR IN
THE COMPANY THE COMPANY

Auditees % %

Company Directors 82 53

Company Secretaries 81 50

Company Accountants 89 82

Auditors

Partners in Audit Firms 82 83

Qualified Audit Staff 84 85

Nonqualified Audit Staff 87 82

Audit Beneficiaries

Private Investors 81 77

Institutional Investors 100 77

Indirect Investors 81 54

Other Interested Parties 88 71

In view of the fact that respondents were asked to identify current objectives, as
opposed to normative objectives, and in as much as the official professional view of
Scotland is to regard the detection of fraud "ss & very minor aim of the present
company audit” [Lee (1970), p293] it is, perhaps, somewhat surprising that more than
80% of all those surveyed chose the detection objective. It is also surprising to note
that the opinion of the auditors, regarding this objective, closely approximated that of
the non-auditors. It is important to note however, that the objective as stated included
the potential for differing interpretations. The use of the word 'major' introduced the
idea of materiality. Some auditors may have exhibited a different opinion had that

adjective been omitted from the objective. Moreover, the objective really listed two
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responsibilities: the detection of major fraud and the detection of major errors. Had
those responsibilities been listed as separate objectives (eg to detect major fraud and

intentional errors; to detect unintentional errors), the results might have been different.

The prevention objective is also stated as a compound objective. Hence, its results too
are subject to the criticisms of an undifferentiated response. It can be noted that the
auditors’ responses to this objective are very similar to their responses regarding the
detection objective while the non-auditor groups had a tendency to indicate a lesser
preference for prevention being identified as a current audit objective. From an analysis
of the survey it was not possible to ascertain what the auditor perceived his
responsibility to be for the prevention of fraud. It may be that he viewed the audit itself
as a deterrent; or he may have contemplated taking a more active intervention role in

company activities. The questionnaire was not designed to ascertain these effects.

Also due to the closed nature of the questionnaire, a listing of current audit objectives
had to be given. The survey did not ask respondents to give any weighting to the
importance of the objective relative to others. Although respondents may believe
strongly that a given statement reflects an objective of an audit, it is possible that it
may be of lesser importance than other specified objectives. Moreover many of these
items cannot really be regarded as part of the present company audit objectives either
because they are impossible to achieve or because the present auditor - a professional
accountant - is not qualified or trained to cope with them, even in the 1990s.
Examples of this type include ensuring all legal requirements have been complied with
the company, guaranteeing the accuracy of the company's financial accounts, to give
an opinion on the efficiency and adequacy of company management. Nevertheless, the
suggested 'impossible’ areas in the questionnaire were supported by individual
participants; even more surprisingly also by auditors themselves. It would have been
better if the key words such as ALL (legal requirements), GUARANTEE (accuracy of
accounts), EFFICIENCY AND ADEQUACY (of company management) were highlighted
expressedly to draw the attention of respondents. The replies could have been
different then, as most of the questionnaires would normally be completed in haste by
the respondents.

What was also lacking in the questionnaire, but would be relevant is the auditor's
responsibility for reporting fraud.

I
|
|
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3.2.2 FLINT STUDY (1984)

This was only a pilot survey carried out for the APC by Flint et al {1984) on the
perception of the responsibility of auditors in relation to the detection of fraud and
irregularity. Its purposes were to provide direction to the APC on the scope of
guidance which might be offered respectively to auditors and to users and also to pave
the way for more detailed surveys in the future.

The pilot study was carried out in the form of questionnaires distributed to auditors and
to users of financial statements. In addition to the main question stated earlier,
opportunity was taken to ask questions relating to specific audit tests, currently in use,
for the detection of fraud and irregularity, audit costs in relation to any desired increase
in the auditor’s responsibility over that currently perceived and individual's perception
of the responsibility of company directors or their equivalent in relation to the
prevention and discovery of fraud and irregularity. The views sought were however
restricted geographically to the major cities like London, Edinburgh and Glasgow.

From the responses received it became apparent that there was no consensus of
opinion on any question either as to what is perceived as current responsibility or as to
what the responsibility ought to be. This lack of consensus exists within and between
the groups to which the question was addressed.

Not only was the sample size small but the response to the questionnaire was poor,
particularly from the auditors {32%) and only 26% from users. It was noted in the
study that a number of respondents were critical of the complexity and the amount of
time which it would take to complete the questions. Within the limitations of the
significance of the results highlighted, it is a matter of concern, even of alarm, that
there is a disparity of view especially among auditors as to the nature of auditors’
responsibility. In addition there is little evidence of their recognition of the need for a
preparedness to accept a more specific responsibility in response to the users'
expectations or requirements.

The consequence is that it must be emphasised that the results are not conclusive but,
particularly since they are in parts subjective, impressionistic interpretations are thus
only indicative.

'1
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3.23 DAVISON REPORT (1985)

The working party chaired by lan Davison was established to examine and comment

mainly on:

a) the nature of fraud;

b) the general issues arising in relation to its prevention, detection and
investigation;

c) considering whether changes were required in the Chartered Accountant's

responsibility in relation to fraud.

The report was laid out in a series of recommendations, taking the view that it is
impossible to devise laws, regulations or controls that will eliminate fraud or that will
guarantee its discovery, but arguing that it is possible to reduce fraud or deter it. It
emphasised that management should be the first line of defence. Directors should bear
the primary burden of detecting fraud and should set up appropriate internal controls.
Auditors should be a second line of defeﬁée, and should be encouraged to report
serious cases of suspected management fraud to the authorities.

The report and its list of recommendations is based on the experience of its ten member
team consisting of auditors, businessmen, liquidators and tax advisers. Whilst the team
may seek to portray the views of their respective professional spheres, it is doubtful
whether their views are representative of the wider community of which they represent
without any further research or validation. As all the recommendations were expressed
in a normative way (...should...), it is difficult to locate whose values are predominantly
reflected in a particular recommendation. It would seem naive to assume that all the

team members' views were equally reflected in all the recommendations.
3.24 BENSON REPORT (1985)

Here, the (then) ICAEW Institute president Brian Jenkins had asked Lord Benson, ex-
chairman of the Royal Commission on legal services to head a working party to prepare
a swift report (within one month) on the auditor's responsibilities for reporting
suspected fraud. Specifically, he had to consider the case for any amendment to the

fl
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Institute's present guidelines and to comment on the wider implications of any change

in the auditor's duties, in the context of the imminent Financial Services Bill then.

The study, produced by a committee of ten people, followed a stiffening of the
Institute's guidance to members on the subject. It did no more than to draw together
the present position concerning the auditor's responsibility towards fraud. It made it
quite clear that the auditor had no responsibility to prevent or to detect fraud and that
responsibility must lie with the management of each company. Howaever, it was felt
essential that the auditors take seriously their responsibilities to follow through any
indications of fraud so as to discover their source, and that they take equally seriously
their responsibilities to report to the public on any matters which could affect the
opinion of the readers of the financial statements.

It is also argued that whenever an auditor qualifies or intends to qualify his audit report
on the grounds of suspected fraud, he should send a copy of the accounts and his audit
report to the Department of Trade and Industry, and inform his client that he has done
s0.

As the approach of this report was similar to the Davison Report, the comments to be
made here will be similar to the comments made on that report (see Section 3.2.3).

3.25 GOULDING REPORT (1986)

The Working Party on Fraud was constituted in November 1985 by the Council of the
Chartered Association of Certified Accountants. The Working Party chaired by Sir
Irvine Goulding acted upon the following terms of reference:

a) to consider the issues relating to the auditor's responsibilities for detecting and
reporting fraud, including the purpose, scope and nature of the auditor's report,
and if appropriate recommend amendments to the present guidance given to
members of the Association;

b) to consider the wider implications for the business community and in particular
the financial services sector and the public of a change in the auditor's present
duties; and

|
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c) to take into account current expectations of the financial public regarding the
above issues, and to make recommendations.

As a result, Goulding et al (1986) recommended the Association to commission an
independent attitude survey to research the public's individual perception of the current
duties of auditors in the areas of fraud and irregularity and to assess the reaction to a
possible extension of the auditor's legal duties.

The Working Party concluded that the law, current auditing standards and guidelines
and guidance given to auditors in the member's handbook of the Association should not
be extended to provide a distinct duty on auditors to detect and/or report (to a third
party/authority) fraud. It recommended that audit committees should be established
and the term 'public duty’ should be carefully defined.

Whilst the survey contained the views of the public (directors of public companies,
principal shareholders/managing directors of private companies, executives), it
deliberately excluded practising accountants. As the expectation gap is between the
public and the accountants, it is felt that such an exclusion will not enable a proper
understanding of this gap.

The questionnaire was mailed to specific individuals for each of the seven groups.
There is no way to determine whether the returned questionnaires were in fact,
answered by the particular individual selected or whether the questionnaire was
completed by a surrogate for the selected individual.

Although efforts were made to remove ambiguities and any possible misunderstanding
of the terms used in the questionnaire, there was no way to determine whether or not
interpretations of the questionnaire statements were the same for all respondents. In
addition to that, the nature of the questionnaire was to use rather brief declarative
statements and to ask the sample participant to respond by chosing from various

options ranging from 'yes' to 'don't know' to 'no' or 'not at all' to 'a fair amount’ to 'a
lot’.

Respondents to the short deciarative statements of the questionnaire may have had to

make certain assumptions due to the general nature of the statements and the lack of

|
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background material provided for each fraudulent situation. Moreover, the sample sizes
were small (totalling 100); hence the results could not be regarded as definitive.

Nevertheless its survey method was based on the use of three media - telephone, face
to face and postal reply (predominant source) coupled with three interviews which
helped to some extent to reduce the possibility of interviewer/method bias.

Further study will be needed to either collaborate or refute the concluding views of the
Working Party. This could be accomplished by providing sample members with more
concrete examples in given fraudulent situations through the usage of the case study
method.

3.2.6 ALLAN & FFORDE STUDY (1986)

When the APC issued an exposure draft of an auditing guideline Fraud and other
irregularities in May 1985, it also conducted a survey of attitudes towards the auditor's
responsibilities for preventing and detecting fraud. It was designed to assess whether
there was a demand for change and whether change was practicable and cost effective.

In all, 88 responses to the questionnaire were received from accountancy bodies and
firms, Government and other authorities and accountants in practice and commerce.
These responses have been analysed by Richard Allan and William Fforde of Peat
Marwick, and showed that:

a) there was little support for the suggestion that the auditor should accept a
general responsibility to detect fraud,

b) 40% believed that extending the responsibility to detect fraud would require

limited liability to be given to auditors,

c) there was strong support for auditors reporting significant frauds and
irregularities to shareholders; only a minority favoured a responsibility to report
to anybody other than shareholders; and

d) respondents generally believed that management should have a statutory

responsibility to maintain an adequate system of internal control, compliance
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with which would be a matter to be considered by the auditor. For practical
reasons, smaller companies would be exempt from this requirement.

The research was essentially a qualitative survey conducted with open-ended questions
but only on a relatively small scale. Although the questionnaire was made available to
the business community in general, it should be noted that the majority (85%) of the
response was received from accountancy bodies and practitioners.

The findings could also not be seen as representing the views of the accountancy
profession as a whole due to the low response rate; rather they were a sample of
opinions which may assist the APC in formulating further guidance on this subject.

3.3 PAST NON-UK RESEARCH STUDIES

In this section, it is decided to carry out a less detailed review than those carried out in
the UK over the past twenty years. The research studies highlighted in this section are
the Beck Survey (1973), Arthur Andersen Study (1974), Baron et al Survey (1977),
Carmichael Report (1975), Cohen Commission (1978), Donahue Investigation (1979),
Treadway Commission (1987), MacDonald Commission (1988). The first research was
conducted in Australia and the last one in Canada. The rest were carried out in the
USA.

3.3.1 BECK SURVEY (1973)

The research method involved a survey sent out to 1,561 individuals selected at
random from each of the share registers of two major Australian companies, one in
mining and one in retailing. These companies have just under 80,000 and 50,000
shareholders respectively and the holdings were very widespread. Companies, societies
and overseas shareholders were not included in the sample size. The usable responses
received totalled 711 {45.5%).

The questionnaire despatched consisted of 32 assertions about accountants with which
the respondents were asked to strongly agree, agree, disagree, disagree strongly or to
indicate that they were uncertain. Fifteen of these assertions were concerned with
auditors. The Beck survey on perceptions of the auditor's role did not specifically ask a




question relative to the responsibility for detecting fraud. Rather, it dealt with the
related issue of assurances that fraud had not been committed.

Of the 93% of shareholders agreeing that the auditor is expected to give assurances
that no fraud has been perpetrated by company officials, approximately 80% held
strong opinions. Beck (1973) noted that the high percentages of people who expect to
find the accounting statements reliable, that there have been no frauds, and that

management has discharged all statutory duties were predictable.

The responses of the Beck survey was interesting from the standpoint that the
respondents' attention was directed to frauds perpetrated by company officials rather
than the open ended objective of no frauds being committed. The Beck survey appears
to focus on management fraud rather than fraud or embezzlement by lower-level
employees. Fraud at the company management level may go undetected by reliance
upon the internal control system. A better interpretation of the nature of the responses
would have been possible if a differentiation had been made between management
fraud and lower-level employee fraud or embezzlement. The absence of this
differentiation does not insure that the respondents were making this differentiation in
their opinions.

3.3.2 ARTHUR ANDERSEN STUDY (1974)

Arthur Andersen via Opinion Research Corporation (USA) conducted a cross-sectional
survey via face to face interviews on corporate executives and other 'key public' (eg
accountants, institutional investors, etc) and also by means of telephone interviews on
individual shareholders. One of the core questions dealt with the importance associated
with the auditor's responsibility for the detection of fraud.

Significant to a critique of this study, perhaps is, the fact that respondents were asked
whether or not they felt detection of fraud was the most important function of an audit.
Some respondents may have regarded the detection of fraud as being an important
function of an audit, but not the most important function. The questionnaire did not
cater for this regard. In addition, the question did not allow for a differentiation
between respondents’ replies as to the auditor's current responsibility and his
normative responsibility, ie what it should be.
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Moreover, while generalisations may be induced at a 95% confidence level from the
shareholder sample and the corporate executive portion of the key sample to the entire
universe for each, generalisations may not be made as to the other key public groups.
This is attributable both to the smaliness of the sample sizes and to the non-random
manner in which they were selected.

333 CARMICHAEL REPORT (1975)

This report prepared solely by Carmichael represents a background paper which was
subsequently used by the Commission on Auditors' Responsibilities in 1978. It probes
the question of whether the independent auditor should be held responsible if his
ordinary examination of financial statements fails to detect a material fraud?

The report follows only very briefly (based on the views of Dicksee 1905, Montgomery
1923, Staub 1942) the evolution of fraud in accounting literature as a major objective
of the audit in the 1900s, when it was considered the first of such objectives, in the
statement on Auditing Standards {SAS) No1 §110.05 which says that the responsibility
of the independent auditor for failure to detect fraud arises only when such failure
clearly results from non-compliance with generally accepted auditing standards. This is
an inadequate approach to defining the auditor's responsibility because it does not
specify what frauds an examination in accordance with generally accepted auditing
standards is designed to detect. As it is based on secondary sources, it thus is lacking
in depth (around 8 pages) both in content and rigour on the historical context. The
report then considers possible approaches to specifying the auditor's responsibility for

detection of fraud and concludes that none of them appears adequate.

It concluded that the profession must take a new position on the auditor's
responsibilities in this area, making several value judgements that take into account,
among other considerations, the cost of the additional audit work necessary, the
likelihood of success in the search for fraud, and the probability of occurrence of
various material errors and irregularities.

I
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334 BARON ET AL SURVEY (1977)

This was a closed questionnaire survey on the expectation gap between large firm audit
partners and other major segments of the financial community as to their beliefs
concerning the auditor's responsibility for a) detecting and b) disclosing corporate
irregularities and illegal acts.

Definitions were provided as to the terms 'deliberate material falsifications' and 'other
material misstatements’.

Deliberate material falsifications were defined as:

*...distortions of the financial statements by corporate management in order to deceive
the investing public...

Baron et al (1977), p57

Other material misstatements were defined as:

* ..distortions of the financial statements resulting from various forms of improper or
illegal behaviour on the part of corporate officers or employees..."
Baron et al (1977), p57

Even though the main distinguishing attribute between the two definitions lies in the
hierarchy of staff rather than the nature of the fraud, it is possible that the respondents
might place a higher responsibility bias on the auditor due to the term ‘falsification’
rather than 'misstatements’. If the words were switched around, so that it became
‘deliberate material misstatements' and 'other material falsifications', one does wonder

whether the same responses would have been obtained.

A cautionary note should also be sounded regarding this survey, ie less than 25% of
the questionnaires were returned in usable form. The number of responses range from
105 to the lowest of 35. Therefore, it is possible that the views of the respondents

were not representative of their respective universes taken as a whole.

3.3.5 COHEN COMMISSION (1978)

The work of the Commission on Auditors’ Responsibilities represents an indepth study
of the auditor’s role, including his duties for the detection of corporate fraud and illegal




acts, in the context of the expectation gap. The Commission chaired by M Cohen had
a working party of 21 staff which comprised academics and professional accountants.
They conducted a series of research projects and surveys of legal cases, met and
consulted with a variety of interested parties and considered a range of issues
concerning the independent audit function. It also looked at some of the previous
research projects.

On the whole, the Commission calls for an expansion of auditor responsibilities for the
detection of irregularities and illegal acts that goes beyond SAS No16 (The Auditor's
Responsibility for the Detection of Errors and Irregularities) and SAS No17 (/llegal Acts
by Clients). Its recommendations are more reflective of the preferences expressed by
financial analysts and bankers in the survey data. For example, the Commission’s
recommendations are stronger and more specific to SAS No16 with respect to
irregularities. The Commission recommends that the auditor should actively search for
fraud and the audit should be designed to provide reasonable assurance that the
financial statements are not affected by material fraud.

Whilst it was a fairly thorough study of the extant circumstances then, it placed little
emphasis on trying to understand historically how the detection of fraud as an objective
of the audit has been steadily eroded or how the past has shaped its present role.

3.3.6 DONAHUE INVESTIGATION (1979)

The purpose of this study was to gather empirical evidence that either verified or
refuted the existence of an expectation gap between various financial statement user
groups and the certified public accountant as to the responsibility of the independent

auditor for the detection, prevention and disclosure of fraud.

The methodology employed in this investigation included both a very brief review of the
literature and a closed questionnaire survey. The data was subjected to statistical tests
to determine whether or not significant differences exist between the opinions of
certified public accountants and the other four sample groups.

The results of this research study tend to support the earlier conclusions of the Baron

et al Survey; that an expectation gap appears to still exist between certified public

accountants and other financial statement users as to what the auditor's responsibility
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should be for the detection, prevention and disclosure of fraud. The expectation gap
seems to continue to exist despite the recent attempts on the part of the AICPA's
Auditing Standards Board and the Commission on Auditors' Responsibilities to narrow
it.

It should be pointed out that this research effort was only based on a normative
concept; that is, participants were asked what the responsibility of the independent
auditor should be rather than what it is, according to the profession's latest official
pronouncements.

3.3.7 TREADWAY COMMISSION (1987)

The six-member Commission headed by J Treadway Jr, was a private sector initiative,
jointly sponsored and funded by the American Institute of Certified Public Accountants
(AICPA), the American Accounting Association {AAA), the Financial Executives Institute
(FEI), the Institute of Internal Auditors (llA), and the National Association of
Accountants (NAA).

The Commission studied the financial reporting system (of public companies only) in the
United States to identify causal factors that can lead to fraudulent financial reporting
and steps to reduce its incidence. To this end, a research programme was set up
involving more than 20 research projects and briefing papers, reviewed previous and
current related research studies and interviewed numerous experts. It concluded with
numerous recommendations for the public company, the independent public
accountant, the SEC and others, and for education.

But though the principles behind the Commission's findings look sound to anyone
involved in the world of business and finance, doubts must remain as to whether the
recommendations will be effective when implemented. For one of the major themes of
the Commission is an aversion to compulsory measures either through legisiation or
professional regulation. It emphasises improving the 'tone' of US management but not
to introduce legislation to deal with those who may refuse to comply.

For example, the Commission's recommendations for public accountants also rely on a

very large measure of voluntary cooperation. According to the Commission, audits can




be made more effective in discovering fraud if peer and second partner reviews are

introduced. But implementation looks likely to be left to firms and not by regulation.

But while the ambition may be admirable, its realisation may produce some practical
difficulties. For while 'good’ firms and 'good’ companies may comply with the rules,
without legislation there may be little to stop the fraudster carrying on his trade.

3.38 MACDONALD COMMISSION (1988)

The research here involves a two year study by a commission set up by the board of
governors of the Canadian Institute of Chartered Accountants (CICA) with the task of
studying the public's expectations of audits. The nine man commission, of whom four
were accountants and which was chaired by W MacDonald, concluded its study by
setting out 50 recommendations to the CICA board of governors.

To ascertain what the public expectations were, the Commission, interalia
commissioned a major public opinion survey via telephone interviews. Other sources of
information were public hearings, written submissions and meetings, reviewing non-
Canadian surveys and consultation with knowledgeable parties, including
representatives of the accounting profession and financial regulators in the USA and
England.

Nine recommendations related to the topics of fraud, illegal acts and changes of
auditor. In particular, auditors should extend their work to give specific consideration
to the possibility that management fraud may have occurred and the CICA auditing
standards committee was urged to prepare guidance on audit procedures related to the
discovery of such fraud.

The Commission further recommended that auditors see that audit committees are fully
informed about frauds which affect, or could have affected, materially the financial
statement and about any significant weaknesses in internal control, particularly to
prevent fraud.

However the report is limited in that it only concentrated on the expectations of the
auditors of public companies only, ignoring the private companies.




3.4 METHODOLOGICAL SUMMARY OF PAST EMPIRICAL
RESEARCH

It was found that the methodologies employed outside the UK were very similar to
those conducted in the UK. In consequence, they resemble the nature and limitations
of past UK research too.

The methods used to conduct research are important. Auditors using statistical
sampling will know that the results of a sample can only be generalised to the
population if that sample is representative, and that the results cannot be generalised
beyond the population from which the sample has been drawn. Similarly the validity of
the conclusions of studies of the audit function in relation to fraud detection depends in
part on the research method used. Figure 3'3 summarises in a tabular format the
various research methods applied in sections 3.2 and 3.3.

The following descriptions give a basic outline of the principle strategies which have

been used in auditing research on the topic of fraud detection.

a) Questionnaire Survey

Under this method a sample of subjects complete a questionnaire designed to
elicit their opinions or practices on some aspect of auditing. Such surveys are
normally conducted by mail (with closed or open-ended questions), although
they are some sometimes followed up by interviews (face to face or telephone).
Questionnaires may be sent to different groups of people, for example auditors
and shareholders, in order to allow comparison of resuits. Questionnaire
surveys are relatively easy to conduct but suffer from the problems of low
response rate, subjects interpreting a question in different ways and of subjects
giving the answers that they think are expected, rather than stating their actual

opinions or practices.
b) Other Surveys
Using a questionnaire involves creating a set data which is subsequently

analysed. Some research has simply attempted to survey, resummarise or

reutilise data which is already available; for example surveys of past empirical
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Figure 3'3 : SUMMARY OF METHODS USED IN PAST EMPIRICAL RESEARCH STUDIES
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studies on the auditor and fraud or surveys of legal cases relevant to a
particular aspect of auditing.

c) Working Party or Commission

This would normally involve a team of researchers (with a chairperson) who are
given a set of stated research objectives whereby they are required to come up
with findings, conclusions and recommendations by a certain date. They
normally carry out a series of intensive meetings where they consider a wide
range of issues and exchange their views based on their specialist experience in
their own field. The outcome of all the debates and discussions are then
synthesized into a report; for example, a report forming a background to the
Institute's recommendations to the Government on the issue of fraud reporting.

Some evaluation of these three alternatives have been made in the earlier section of this
chapter. Each has its strengths and weaknesses. For example, a questionnaire survey
allows opinions to be collected from a very wide sample of individuals, but may not
provide the detailed information which can be gathered from a case study. There is no
single "correct’ method of conducting research, and as illustrated in Figure 3'3, some
studies have utilised a number of different strategies in order to avoid the weaknesses

of using only one method, ie triangulation.

Finally, it should be pointed out that the emphasis of the researchers above appears to
be highly in favour of quantitative methods, at the expense of qualitative methods.
Thus, the value of and the findings from a qualitative perspective have been much
undermined.

The strength of a qualitative research approach is that it is inductive in that the
researcher attempts to make sense of the phenomena without imposing pre-existing
expectations on the research setting. Qualitative methods begin with specific
observations and build toward general patterns. Categories or dimensions of analysis
emerge from open-ended observations as the researcher comes to understand
organising patterns that exist in the empirical phenomena under study. It is a
discovery-oriented approach which minimises researcher manipulation of the study

setting and places no prior constraints on what the outcomes of the research will be.

i
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This contrasts with the predominant hypothetico-deductive approach of the quantitative
methods of contemporary researchers which require the specification of narrowly
defined operationalised variables and the statement of specific research hypotheses
before the data collection. Unlike qualitative methods, it does not allow other, and
possibly important dimensions to emerge from the analysis of the phenomena under
study by presupposing in advance what those dimensions will be.

3.5 REVIEW OF OTHER UK ACADEMIC ARTICLES AND BOOKS

A brief review was carried out here with the aid of a computer search in order to get a
feel of the prevailing thoughts in some of the articles and text books in the UK.

Flint (1971) suggested that over time there have been shifts in the responsibility of
auditors for the detection of fraud. His view is that whereas in the nineteenth century
and early twentieth century, fraud detection was a major objective of an audit, its
prominent role was gradually relegated to an attestation duty to the overall truth and
fairness of a company's financial statements. The evidence supporting this viewpoint
was not based so much on statute or case law but on other sources; eg the views of
professional bodies or statements made in standard auditing texts. On the latter
source, prior to the more formal codification of auditing standards, these were one of
the best indicators of generally accepted auditing practices, and to a certain extent
carry semi-authoritative status.

The majority of the academic articles written in the area of fraud detection tend to
focus on the auditor's performance. Johnson et al (1989) concentrated on
understanding the audit judgement of practicing auditors in the task of fraud detection.
It reviewed the lens model work of Ashton {1974) and continuing through the heuristic
work of Joyce and Biddle (1981) and proposed that a theory of the task of auditing be
developed as a means of providing hypotheses regarding the operative knowledge
underlying successful task performance.

Woolf (1989) commented that some audit engagement letters still contain a blanket
disclaimer of responsibility for fraud detection, but such disclaimers are practically
useless against negligence allegations. It concluded that auditors cannot reasonably be
expected to disclaim all responsibility beyond confirming consistency of accounting
policies used and checking the arithmetic.
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As far as auditing textbooks are concerned, the focus on the auditor's duties towards
fraud detection is based primarily on the latest auditing guidelines from the profession
and secondly only on a very few examples from case law. There is very little mention
of statute law as if it is of no relevance to the auditor presently and also in the past.
The text books also tend to focus on the auditor's general responsibilities, touching
very briefly on fraud detection.

Sherer and Kent (1983) used the ideas of Brown (1962) and Flint (1971), the Kingston
Cotton Mill {1896) case and the Auditing Standards and Guidelines to conclude that an
auditor has no duty to detect fraud and error.

Though Woolf (1986b) considered the topic of importance, it only considered very
briefly the (then) Auditing Practices Committee's viewpoint and contrasted the public's
attitude towards fraud detection. It then went on to produce a 'fraudulent’ checklist to
assist the auditor in recognising some of the most obvious features of fraud existing in
companies.

Lee (1986) had a chapter on the nature and purpose of company auditing, with
particular reference to its current objectives. A detailed statement of these objectives
{which included fraud and error detection) was given following a brief outline of their
historical development. How he arrived at those objectives and the refinement into
primary and secondary objectives were not made apparent to the reader. It concluded
that the responsibility for detecting and preventing fraud in the company is now
generally accepted as that of company management.

Gray and Manson (1989) wrote about the latest professional pronouncement and only
used three case law examples to arrive at their conclusion of the auditor's present
responsibility of fraud detection.

Tweedie (1991) wrote a chapter called Fraud-Managements’ and Auditors’
Responsibility for its Prevention and Detection. It looked briefly at the position of the
accounting profession in 1985, using the Davison Report and the Benson Report of that
year. It then moved on to focus on the current position looking at the latest statutory
requirements and professional guidance.
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3.6 THEORETICAL SUMMARY OF LITERATURE REVIEWED

The literature reviewed here has been largely concerned with the auditor's extant
responsibility and the public's perceptions. Its historical dimension appears to have
been much ignored, as if it is totally irrelevant.

There is thus a gap in the literature regarding how the auditor in the UK cognitively
perceives his role and how that role has evolved with respect to fraud detection. The
auditor's role can be derived from (in decreasing order of liability) statute law, case law,
official pronouncements of the profession, in contract with the client and in tort to third
parties. It is unknown to what extent individual auditors are aware of their role with
regard to the levels of liability or whether their own views correspond to these levels
currently and with respect to time.

To the extent that the literature and the official pronouncements of the profession
represent the perceptions of individual auditors, the perception is one of limited
responsibility. Some auditors disclaim all responsibility for the detection of fraud and
contend that the ordinary examination is in no way intended to achieve that purpose.
This perception and the one of limited responsibility would appear to be variance with
the expectations of user groups as illustrated by the empirical research.

What is not clear from the aforementioned surveys and other literature is the range of
the legal interpretations that could possibly emerge from statute law. Its legal meaning

is assumed to be unproblematic and to be uniformly understood. But is that so?

In information processing terms, a theory of auditing is a theory of what must be
computed by any processor that attempts to perform an audit. Different processing
modes by different types of processors will lead to an implementation of a given

computation in accordance with those interpretations and constraints of understanding.

At the level of professional auditor, this operative statutory knowledge is the expertise
required (amongst other things) to perform the audit task. If such knowledge is
required to perform and discharge their statutory duties, then it is crucial that auditors
understand the underlying reasoning and meaning of characteristics of that statutory
task and the dynamics of its evolving role with its environment.
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The difficulty with the approach taken by audit researchers thus far is that the
formalism of the auditor's responsibility has been confused with the content of that
responsibility. Rather than looking only for 'rules’ in the problem-solving data of a task,
analysis must also identify and re-search into the contents of these documents that
guide what the auditor does.

This research attempts to come to grips with two of the neglected issues raised above,
namely the problematic nature of legal interpretations, and the dynamics of the
auditor's evolving statutory role in the context of fraud detection.

In one sense, this work also falls victim to criticisms made of other work in auditing -
namely it has not looked into all the influencing factors affecting the auditor's role
towards fraud detection. Due to the practicalities of time and cost constraints and also
the wide historical time span involved, it has chosen to confine the focus to one
influencing factor, namely statute law.

3.7 ENVOI

A couple of general points or qualifications must be remembered when drawing
conclusions from any area of research:

a) The results of a research study cannot be divorced from the way in which they
have been obtained. An appreciation of the research method and its limitations
is important.

b) Care must be taken in transferring the findings of research into contexts other
than that in which the research was undertaken.

This latter point has a particular significance in the field of auditing. There is some
disparity between the amount (both in number and depth) of audit research undertaken
in the UK and the volume of research elsewhere, in particular the US. Given the lack of
depth of UK research, a review was also made to a number of studies conducted
outside the UK.

The differences in the auditing environment in different countries must also be taken

into account when comparing the findings and drawing conclusions about the UK.




It should also be pointed out that there is virtually no indepth historical analysis
conducted at all in the literature reviewed so far on the auditor and fraud detection,
especially in relation to statute law. This has been the inevitable outcome due to the
researchers' preoccupation with extant circumstances and quantitative methods.
Whilst there is a place for research into the extant circumstances, to ignore or neglect a
proper understanding of its past (in relation to its present) will inevitably leave a
vacuum of this complex evolving process of the auditor's role towards fraud detection.
A switch of emphasis to qualitative methods is also much called for to address this
qualitative-quantitative imbalance.

Gwilliam (1987b) commented that there is a lack of research that seeks to discover
more about the role of auditing and the relationship between the auditor and the legal
environment within which he works. Gwilliam and Macve (1988) also commented that
research should include topics of importance in the current auditing environment such
as the auditor and fraud. This piece of research is undertaken in response to fill some
of this research gap, both methodologically and theoretically by adopting a qualitative
approach and a historical analysis respectively.

"Support for additional research and the increased scope of knowledge derived
therefrom would enable the collective accountancy bodies to take a leading role in
identifying areas of change in the profession f(or in highlighting those areas where
change is inappropriate) and thereby to make a significant contribution to shaping the
audit profession as it enters the 1990s"

Gwilliam (1987b), p49

Having set out a general framework of the methods used in past research, and a
number of points concerning the theoretical evaluation of literature reviewed, we shall
now proceed to the next chapter to consider the specific methodological design
employed for this research.
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CHAPTER 4

RESEARCH METHODOLOGY

4.0 PRELUDE

There is no single best way to do research. A major strength of any field is the
diversity of approaches it tolerates and the atmosphere it provides for the exchange of
ideas on the results and merits of each alternative. What is proposed here is but one of
a8 number of directions audit research might proceed from its current position. The
important thing is to recognize that ultimately it is the thoughts and actions...that need
to be explained. For, as Ulric Neisser in his book Cognition and Reality (1976) notes:

... The prediction and control of behavior is not primarily a psychological
matter. What would we have to know to predict how a chess master
would move his pieces or his eyes? His moves are based upon
information he has picked up from the board so they can only be
predicted by someone who has access to the same information. In
other words, the aspiring predictor would have to understand the
position at least as well as the master does. He would have to be a
chess master himself. If | play chess against 8 master he will always
win precisely because he can predict and control my behavior while |
cannot do the reverse. To change this situation | must improve my
knowledge of chess, not my knowledge of psychology...(pp182-183)

Johnson et al (1989), p98

4.1 INTRODUCTION

In the previous chapter a critical analysis was carried out on how the auditor's role
towards fraud detection has been presented, studied and analysed in some of the more
recent existing research and theoretical literature. It was shown that the bulk of
empirical research tends to focus on quantitative methods. By exposing these trends
and approaches in the existing literature, the researcher is then able to locate his study
within and against this body of work.

The study here attempts to redress the imbalance by adapting a qualitative approach.
Even though there appears to be considerable social science literature on qualitative
research methods, it does not contain any extended treatment of the ‘interpretive'
existential point of view (Douglas and Johnson 1977, Kotarba and Fontana 1984). Nor



is there any serious account that applies this perspective to the evolving role of the
auditor towards fraud detection. The present study attempts to fill some of this void by
providing some interpretive explanations from the viewpoint of the researcher as an
auditor.

This chapter seeks to describe the research method used for the cognitive study as
seen in Figure 4°1. It seeks to obtain an insight into insight. Lonergan (1983) viewed
insight as not an act of attention or advertence or memory, but the supervening act of
understanding. It follows that insight into insight is in some sense a knowledge of
knowledge. Indeed, it is a knowledge of knowledge that seems extremely relevant to a
whole series of basic problems in philosophy.

The background to the method used is first explored and then its basic focus, features
and implications explained. The rest of this chapter is then devoted to the approach
formulated which is given the name of Epiphanic Interpretive Symbolic Interactionism or
EISI for short. The components of this phrase are then defined and the concept of the
epiphany discussed.

The EISI process consists of 6 stages, starting from framing to contextualisation,
capture, bracketing, construction and consolidation. A diagrammatic overview is then
finally presented to see how the various features relate to each other. EISI, as a
cognitive mode of knowledge, is developed here to sensitise one's level of historical

consciousness.

4.2 BACKGROUND

Back in 1887, Nietzsche stated that only things without a history are definable.
Stinchcombe (1978) noted that the philosophical tradition summarised in Nietzsche's
aphorism holds in that any entity produced by a unique course of events through time
cannot be adequately described by general concepts. History then is informative to the
degree that things are not instances of general categories, but are instead the product
of a complex series of events that produce unique configurations in each of those
things. Brown (1962) stated that a review of the history of auditing provides a basis
for analysing and interpreting the changes which have taken place in audit objectives.
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In The Sociological Imagination, Mills (1959) challenged scholars in the human
disciplines to develop a point of view and a methodical attitude that would allow them
to examine how the private troubles of individuals, which occur within the immediate
world of experience, are connected to public issues and also public's responses to
these troubles. Mills’ sociological imagination was biographical, interactional and

historical.

Since then, Denzin (1989) has taken up Mills’ challenge and expanded it into what is
called ‘interpretive interactionism’. It refers to an attempt to capture and make the
world of problematic lived experience of a subject or class of people directly available to
the reader. The interactionist interprets these worlds. Weber (1947) saw the essential
features of social science to be ‘interpretive’; that is, to understand the subjective

meaning of social action.

The research methods of this approach include document analysis; semiotics; life-
history; life story; personal experience and self-story construction; participant

observation and thick description.

The term ‘interpretive interactionism' signifies an attempt to join traditional symbolic
interactionist thought (Blummer, 1969), with participant observation and ethnography
(Becker 1970, Loftland and Loftland 1984, Agar 1986, Fielding and Fielding 1986,
Adler and Adler 1987), semiotics and fieldwork (Manning , 1987), post-modern
ethnographic research (Turner and Bruner 1986, Clifford and Marcus 1986}, naturalistic
studies (Schatzman and Strauss 1973, Patton 1980, Lincoln and Guba 1985), the
hermeneutical works of Palmer {1969), Gadamer {1975), Diithey (1976) and Heidegger
(1982), the case study method (Yin 1985, Stake 1986), phenomenology (Husserl
1929, Thevenaz 1962, Schutz 1967) and the cultural studies approach in Hall (1980).

The interpretive paradigm has its roots from the German idealist tradition of social
thought, with its foundations laid in the work of Kant. Its origins reflected a social
philosophy which emphasises the essentially spiritual nature of the social world. The
idealist tradition was paramount in Germanic thought from the mid-eighteenth century
onwards and was closely linked to the romantic movement in literature and the arts.
Outside this realm, however, it was of limited interest until the late 1890s and the early
years of this century when it was revived under the influence of the so-called neo-
idealist movement. Philosophers such as Dilthey, Weber, Husserl and Schutz have




made a major contribution towards establishing it as a framework for social analysis,
though with varying degrees of commitment to its underlying problematic.

4.2.1 BASIC FOCUS

The focus of interpretive research is on those events that radically alter and shape the
meanings that human beings give to themselves and their experiences {Denzin, 1989).
It attempts to make the world of lived experience directly accessible to the reader. It
endeavours to capture the voices, thoughts and actions of those studied.

Interpretation is thus the process of setting forth the meaning of an event or
experience. Meaning is seen in terms of the intentions and actions, actual or implied.
According to Blummer {1969), meaning is triadic: it involves interaction between (1) a
person, (2) an object, event or process and (3) the action taken towards that object,
event or process. Meaning is thus interactional and interpretive. Interpretation clarifies
meaning.

Meaning, according to Schutz {1967) is dependent upon reflexivity - the process of
turning back on oneself and looking at what has been going on. Meaning is attached to
actions retrospectively; only the already experienced is meaningful, hence the historical
dimension of this research.

Interpretation brings out the meaning embedded in a text or slice of interaction to aid us
in our understanding. |t is the goal in the subsequent chapters. Understanding is the
process of comprehending and grasping what has been interpreted in a situation or text
(Ricoeur, 1979).

Understanding thus consists of circular and spiral relationships between whole and
parts, between what is known and what is unknown, between the phenomenon itself
and its wider context, between the knower and that which is known. This is a
dialectical process which is in theory, an infinite process, although one may rest for
some time at some acceptable point of intersubjective validity (Reason and Rowan,
1987).

Interpretivism is not for everyone. It is based on a research philosophy that is counter
to and challenges much of traditional scientific research tradition in the social sciences.




Burrell and Morgan (1985) called such traditional dominant framework, the
‘functionalist paradigm' which approaches the general sociological concerns from a
standpoint which tends to be realist, positivist, determinist and nomothetic. The focus
of this research is a move away from the objectivist - functionalist paradigm to the
subjectivist - interpretive paradigm.

4.2.2 BASIC FEATURES

The interpretive paradigm is informed by a concern to understand the world as it is, to
understand the fundamental nature of the social world at the level of subjective
experience or thought. It seeks explanation within the realm of individual
consciousness and subjectivity within the frame of reference of the participant. It will
involve textual analysis of meaning and significance which was regarded by Dilthey
(1976) as more appropriate than a scientific search for knowledge of general laws in
the study of social-cultural phenomena. In its approach to social science, it tends to be
nominalist, anti-positivist, voluntarist and ideographic (Burrell and Morgan, 1985).
These are the basic features that prevail in the research methodology designed. It sees
the social world as an emergent social process which is created by the ‘actors'
concerned. o

These features needed to be explicitly stated since David Sudnow (1978) argues that
the researcher's perspective is definitionally critical for establishing the 'what' and
Denzin (1989) adds the 'how" of problematic social experience. This is first illustrated
by Figure 4°'2 and the terms on the left hand side (residing within the interpretive
paradigm) explained below.

Figure 4'2 seeks to summarise the ontological, epistemological, human and
methodological standpoints which characterise the subjective - objective dimension in

research.

1) Nominalism A branch of ontology (the essence of the phenomena under
investigation) whereby the ‘reality' to be investigated is the
product of individual consciousness and hence of a ‘subjective’
nature.
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Figure 4°2 : A SCHEME FOR ANALYSING ASSUMPTIONS ABOUT THE NATURE OF SOCIAL

SCIENCE (EXTRACTED FROM BURRELL AND MIORGAN, 1985 p3)
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2) Anti-positivism A branch of epistemology (the grounds of knowledge) whereby
knowledge is of a softer, more subjective kind, based on
experience and insight of a unique and essentially personalised
nature. It rejects the notion that one could generalise objective
laws, establish definitively cause and effect relationships and
henceforth predict mechanically.

3) Voluntarism A branch of human nature (the relationship between human
beings and their environment) perceiving man as having a
creative role and free will in creating and determining that
environment in which he is located. The relationship in the very
early stages, in certain context may be an intermediate
transitional standpoint which allows for the influence of both
situational and voluntary factors in accounting for the activities

of human beings.

4) Ideographism A branch of methodology (the approach of investigation and
obtaining knowledge) which seeks to understand the social
world by getting to one's subject and exploring its detailed
particular background and history and henceforth offer an

interpretation.
4.2.3 BASIC IMPLICATIONS
Four heuristic implications prevail in this mode of research.

Firstly, in the world of human experience, there is only interpretation (Denzin, 1989).
Everyday life revolves around persons interpreting and making judgements about their
own and others’ messages, behaviours and experiences. Many times these
interpretations and jud.gements are based on faulty or incorrect understandings.
Persons, for instance, mistake their own understanding of the message from that
originally intended or their own experiences for the experiences of others. As a
consequence, there is a gap or failure in understanding and misinterpretation which can
be formulated into social policies. Hence, the analysis rests on the importance of

understanding and interpretation of texts and events as key features of social life.
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Secondly, in the world of societal perspectives, interpretation in a context is seen as a
key feature in giving contained meanings to history. Unless the context is set, the
effect on subsequent interpretations can remain clouded and possibly misunderstood.

Thirdly, it is a worthy goal to attempt to make these interpretations available to others.
For then understanding can be generated. To make the invisible more visible to others
is after all, a major goal of the interpreter (Merleau-Ponty, 1968). With these 'better
understandings’, come better social policies for addressing the major issues of our day.

Fourthly, all interpretations are in one sense unfinished and inconclusive (Denzin,
1984). This is due to a wide variety of possible factors, one of which is the
unavoidable intellectual bias. The other is that due to the labyrinths and the
multiplexities of ascertaining 'truth’, one has to reject totalisation at the ontological or
analytical level. The field of analysis must remain open and unbounded. The
researcher can only propose the analysis of specific features of the social field, perhaps
drawing some subjective connections between those features on other levels but no
more than that. The totality remains a horizon of thought, never its object.

The implication, also shared by Danto {(1973) is that the whole truth about any period in
the past can never be told, that history is essentially incompletable. He has two
reasons for this. One is that history is concerned only with significant events, which
are at best, a fragment of the past. Moreover, events are continually being re-described
and their significance re-evaluated in the light of later information. An identical event
will have a different significance in accordance with the context in which it is located or
in other words, in accordance with what different sets of later events it may be
connected to. The other reason is that there can be no limit to the forward reference of
statements about the past. Consequently, there will endlessly be the possibility of new
truths about any period in the past, as they are indefinitely open to new comparisons
and connections, new interpretations in the light of subsequent events and the

changing interests and focus of researchers.

All researchers take sides or are partisans for one point of view or another (Becker
1967, Silverman 1985). An anatomy of power and feeling in the interpretive studies
reveal that value free, detached, unemotional purely cognitive interpretation is
impossible (Denzin, 1989). This is the case because every researcher brings
preconceptions and interpretations to the problems being studied (Heidegger 1962,




Gadamer 1975). Gadamer argues that the circle of understanding as envisaged, for
example, by Dilthey (1976) is not a methodical circle, but describes an ontological
structural element in understanding, ie it is subjective.

Taking Heidegger's description and existential account of the hermeneutic circle as a
point of departure, he argues that we cannot relate, for example, to a historic tradition
as if it existed as an object apart from us, since there is an interplay between the
movement of tradition and the interpreter. In order to understand social or cultural
phenomena, the interpreter needs to enter into a dialogue with the text and subject of
study.

As Giddens (1976) puts it,

*Understanding a text from a historical period remote from our own, for example, or
from a culture very different from our own is, according to Gadamer, essentially a
creative process in which the observer, through penetrating an alien mode of existence,
enriches his own self-knowledge through acquiring knowledge of others. 'Verstehen'
{understanding) consists, not in placing oneself 'inside' the subjective experience of a
text's author f(only), but in understanding literary art through grasping, to use
Wittgenstein's term, the ‘form of life' which gives it meaning*

(p56)

The term hermeneutical circle or situation used by Heidegger {1962) refers to this basic
fact of research. All researchers are caught in this circle of interpretation. They can
never be free of the hermeneutical situation.

Because of the researcher's unavoidable bias, cognitive limitations and possible
conflictual, contradictory, inconclusive insights revealed in impressionistic accounts or
discourses, no single story or interpretation will fully capture the problematic events
that have been studied. So it is with this interpretation.

Lonergan (1983) saw knowledge as incomplete and subject to further additions;
inadequate and subject to repeated future revisions. The researcher also shares
Foucault's Nietzschean scepticism about 'truth': that there is no epistemological ground
upon which one can stand to ontologise reason; to grasp the totality and claim
definitely that it all leads to this or that. Foucault rejects totalisation at the ontological
or analytical level.
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In Foucault's examination of the conditions governing the production of statements he
mentions a related term: archive. The archive is not, as its name might suggest, an
inert depository of past statements preserved for future use. It is the very system that
makes the emergence of statements possible. The archive of a period, let alone a
society, cannot be described exhaustively. Foucault's analysis of discourse places
statements in the dispersion of accumulation; it sees survival of archives as constantly
subjected to reactivation, loss, and even destruction.

Such a philosophy of constructive alternativism (Bannister, 1987) contends that no
interpretation of reality is absolute and irrevocable. This means that one does not have
to spend time arguing against or disproving traditional notions but to proceed directly to
offer an alternative construction of the confronting elements. One does not even have
to force oneself to accept old interpretations. Such is the intellectual emancipation

which this research so strongly advocates.

Nevertheless, in view of what has been said, Poster (1985) shared the view that
methodological purity (or impurity) should not suppress intellectual curiosity. What this
means is that whilst there is no single best V\;ay to do research, we should not be

discouraged from experimenting with new methodologies.

4.3 THE APPROACH

4.3.1 THE PHRASE

The name given to the mode of cognition adopted is hereby addressed as Epiphanic
Interpretive Symbolic Interactionism (EIS]). The phrase signifies an attempt to join the
symbolic interactionist approach with the interpretive, phenomenology and the tradition
associated with dialectical hermeneutics.

4.3.2 CLARIFYING THE TERMS

The family of terms in the phrase needs to be defined.

Epiphanic The moment of problematic event/experience that signifies a turning

point or change in a subject’s life.
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Interpretive To explain the meaning of; the act of interpreting, or conferring meaning
to a text, event, phenomena or interaction.

Symbolic For human beings, the mode of interaction is symbolic, mediated by the
use of language and symbols.

interactionism Symbolically taking the perspective of the subject and interacting on
that perspective in a dialectical manner; such interaction is always
emergent.

The above terms are specially chosen to highlight the underlying critical methodological
ethos flowing throughout this research. It seeks to interpret the text and trace
moments of shifts in the level of auditor responsibility towards fraud detection over
time. It is argued that these shifts (under the imposing authority of statute law) do take
effect immediately when the law is passed and this creates a series of epiphanic
disjointed steps of change in contrast with a smooth continuum. The concept of the
epiphany will be expanded a bit more in the next section.

The interpretive mode has to be continuously applied due to the dual subjective
dimensions chosen for this research. Firstly, of statute law, in trying to ascertain the
definitional meaning of an indeterminate statutory provision and secondly, in attempting
to confer sociological meaning to those epiphanic statutory provisions. Such a prior
deciphering mode is crucial since one acts on the basis of the meanings yielded by the
interpretation of texts.

The medium through which communication is transmitted, received, symbolically
processed, understood, interpreted and acted upon is through language (written, oral,
sign, touch, body). As this is a historical study, the medium used will be language
documented in the archival material, both in its primary and secondary form. Moreover,
human beings live in a symbolic environment as well as a physical environment and can
be 'stimulated’ to act by symbols as well as by physical stimuli {(Rose, 1962). The
auditor is 'stimulated’ to act by the statutory symbols.

This world is socially produced in that the meanings are fabricated through the process
of social interaction. This production is even fabricated to the epistemological level
where the researcher has to dialectically interact with the symbols to get to the heart of
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the text and its changing process and movement. Also different groups come to
develop different worlds - and these worlds change as the objects that compose them
change in meaning. Since people are set to act in terms of the meanings of their
objects, the world of objects of a group represents in a genuine sense its action and
reaction. To identify and understand the duties of the auditor, it is necessary to
identify its world of objects (be it statute law, case law, professional pronouncements,
etc) and this identification has to be in terms of the meanings the objects have for the
auditors. Essentially this research is concerned with the meanings which underlie the
process of interaction and is an attempt to understand the role of the auditor in these
terms.

Combining the two terms, Blumer (1966) drew the distinction between "non-symbolic’
and 'symbolic’ interaction.

*In non-symbolic interaction human beings respond directly to one another’s gestures
or actions; in symbolic interaction they interpret each other's gestures and act on the
basis of the meaning yielded by the interpretation. An unwitting response to the tone
of another's voice illustrates non-symbolic interaction. Interpreting the shaking of a fist
as signifying that a person is preparing to attack illustrates symbolic interaction. "

(p537-8)

This research is concerned predominantly with symbolic interaction. Blumer (1966)
stresses that it involves 'definition’ or conveying indications to another person as to
how he is to act and "interpretation’ or ascertaining the meaning of the symbols behind
the statutory text. Human association consists of such a dual process of definition and
interaction.

Combining these terms, Epiphanic Interpretive Symbolic Interactionism (EISI) is a mode
of interpreting problematic turning point experiences involving symbolic interaction
between the subject matter and the researcher in a dialogic manner.

4.3.3 EISI AND THE EPIPHANY

As a distinctly qualitative approach to social research, EIS| attempts to make the world
of lived experience directly accessible to the reader. The focus of EISI is on those
events that do alter and shape the meanings people give to themselves and their roles.
This existential thrust (Sartre, 1956) sets the research apart from some of the other

interpretive approaches that examine the more surface level mundane taken for granted
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properties and features of everyday life (Garfinkel 1967, Goffman 1974, Johnson
1977). By looking on the surface level, effects are barely felt. They are often taken for
granted and are non-problematic. Effects at the deep level cut into the inner core of the
subject’s life and leave indelible marks on them,

It leads to a focus on the concept of the epiphany which is developed further here. Itis
described by Denzin (1989) as the moment of problematic experience that illuminates
personal character and often signifies a turning point in the subject's life, leaving
indelibly negative and positive marks behind.

These interactional moments that leave marks on people's lives have the potential of
creating transformational experiences for the person. They become notandums. In
them, crises or points of change are manifested and made apparent. By recording
these events in detail, the researcher is able to trace the moments of change that occur
in the subject’s life. They are often interpreted, both by the subject and by others, as
turning point experiences (Strauss, 1959). EISI seeks to produce and interpret records
like this. Such an interpretive method rests on the collection and analysis of stories,
accounts, discourses and narratives as temporal mappings {Culler 1981, Ricoeur 1985)
that speak to turning point moments in people's lives.

Consider the following excerpt from Dostoyevsky's (1950) description of Raskolnikov's

act of murder in Crime and Punishment.

"His hands were fearfully weak, he felt them every moment growing more numb and
more wooden. He was afraid he would let the axe slip and fall...A sudden giddiness
came over him...He had not a minute more to lose. He pulled the axe quite out, swung
it with both arms, scarcely conscious of himself and almost without effort, almost
mechanically, brought the blunt side down on her head...The old women was...s0
short, the blow fell on top of her skull. She cried out, but very faintly...he dealt her
another blow...the blood gushed as from an overturned glass...He stepped back...trying
all the time not to get smeared by the blood. "

(p71)

In this account, which is rich in descriptive detail, Dostoyevsky brings alive the moment
of Roskolnikov's crime of murder, the epiphany. He describes the thought and feelings
of Raskolnikov as he acted. He describes the act in detail and brings the reader into the
sub-epiphanies. The remainder of Dostoyevsky's novel deals with the meanings of this

crime for Raskolnikov.

|
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Epiphanies occur within the larger historical, institutional and cultural arenas that
surround a subject’s life. The interpretive scholar seeks as C W Mills (1959) observed
to understand the larger historical scene in terms of its meaning for the inner self and
the external life of a variety of individuals. This requires the researcher to connect
progressively from a mini to a micro and henceforth to a macro level.

Now consider the following moment in; the life of the former Guinness Chairman Ernest
Saunders. On 29 August 1990, D John reported that Saunders received a five year jail
sentence after being found guilty of two charges of stealing £8 million. He was also
sentenced to 3% years to run concurrently after being convicted on eight charges of
false accounting and two offences of conspiracy. The epiphanic verdict of guilty by the
11 jurors and the sentence passed by the judge in Southwark Crown Courts will be
regarded by Saunders as the transforming event, one that he would always think back

in future years when the pressures in the prison seem to be too great.

The epiphany manifests itself in those problematic interactional situations where the
subject confronts and experiences a crises in the event of change of circumstances. It
has transformed Saunders' life of wealth and power to that of disgrace, divorce, a
destroyed career and loss of freedom. Th-e epiphany has occurred within the larger
historical, institutional and cultural arenas of take-over bids, financing, deterrence and

prosecution.

But let us come back to the concept of the epiphany. The first characteristic of
epiphanic thinking is that it places all the emphasis on change. Instead of talking about
static structures, it talks about process and movement. Hence, it is in line with those
who say, "Let's not be deceived by what is, let's not pretend we can fix it, and label it

and turn it into a rigid thing, but let's look at how it changes".

And the second characteristic which sets it apart from any philosophy which
emphasises smooth continuous change or progress, is that it states that the way
change takes place is through discontinuity or conflict or opposition.

Discontinuity is a term which is much associated with Foucault's work [Discipline and
Punish (1973), The History of Sexuality (1978)]. Foucault does not narrate the
evolution of the past; he does not claim that in every historical event there must be a
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causal connection or a full understanding of it or as determining the present. Hence he
avoids the question 'why'. In short, Foucault is not a historian of continuity but
discontinuity. He labours to distance the past from the present, to disrupt the easy,
cosy intimacy that historians have traditionally enjoyed in the neat and closed
relationship of the past to the present. The remarkable achievement of Foucault's
Nietzschean discourse is that it captures the past without justifying the present.

Philp (1988) states that the 'course' of history or the narrative of human agency from
past to present is an illusion. Foucault also attacks this progressive view of history. It
was noted by Goldstein (1984) that Foucault shows lack of interest in studying
historical periods in the traditional way.

Instead of claiming totalisation of knowledge/explanations, Foucault proposes a
multiplicity of forces in any social formation, a multiplicity which Poster {1985) saw as
dispersed, discontinuous and unsynchronised. Social theory for him cannot grasp an
entire social formation in one key concept or schema. It must rather explore each
discourse/practice separately, unpacking its layers, decoding its meanings, tracing its
development wherever its meandering path may lead. Foucault is an ardent detotaliser,
preferring a syncopated approach which never pretends to capture the whole of any
historical moment, a noble aspect of intellectual honesty. He goes so far in this

direction as to acknowledge in some places that he is a pluralist (Foucault, 1972).

Poster (1985) saw the maturation of the historian as one who acquires a taste for the
past as a penchant for what is different. Foucault has referred to this notion of
difference as discontinuity. The researcher has equated discontinuity with the

epiphany. In this study the epiphanies represent the turning points for the auditor, in

terms of their changing statutory role towards fraud detection.

4.4 THE EISI PROCESS

There are six phases or steps in the EIS] process. They are stated as follows:

1) Framing

2) Contextualisation




3) Capture

4) Bracketing

) Construction

6) Consolidation

An explanation of each of these steps is as follows.

4.4.1 FRAMING

Understanding can be seen as a fusion of two perspectives: that of the researcher,
located in his own life (in a larger culture and in an historical point in time) and that of
the subject itself - be it an ancient text, the life of an historical figure, or a
current/historical social or psychological event or process.

The research questions are thus framed by the two sources: the researcher and the
subject.

This world does not stand still, nor will it confirm to the researcher's logical schemes of
analysis. It contains its own dialectic and its own internal logic. In other words, the
world does not stand independent of perception or observer organisation. In these
respects, the interpretivist researcher with the sociological imagination uses his life
experiences as topics of enquiry (Denzin, 1989). For then, the researcher works
outwards from his own biographies; from the perspective of the researcher's home
discipline. Unlike the positivists who separate themselves from the worlds they study,
the interpretivists 'participate’ in the social world so as to understand and express more
effectively its emergent properties and features.

Mills (1959) states this position in the following words:

*The most admirable thinkers within the scholarly community...do not split their work
from their lives...what this means is that you must learn to use your life experiences in
your intellectual work. "

(p195-6)

81



The researcher has been a professional auditor himself for some time and is deeply
interested on issues facing the auditor in practice. Hence the auditing world represents

the researcher’'s own world of experience.

EIS! asserts that meaningful interpretations of human experience come mainly from
those persons who have immersed themselves in the phenomenon they wish to
understand and interpret. There is as Merleau-Ponty (1973) argued, an inherent
indeterminateness in the worlds of experience. Life experiences give greater substance

and depth to the problem the researcher wishes to study.

The researcher is then led to seek out subjects which echo the types of experiential
concern that the researcher seeks to understand. The chosen subject in the interpretive
study elaborates and further defines the problem that organises research. The subject
chosen is a topical one, namely that of the extent of the auditor's role or duty towards
fraud detection. Is the auditor fully responsible for failure to detect fraud? Is it any
fraud or restricted to material fraud only? Or is that a blanket responsibility over time?

Given this interpretation of the subject and its relationship to the research question, the
task of conceptualising the phenomenon to be studied is then given. The researcher
seeks t0 uncover how the problematic acts, or events, in question organises and gives
meaning to the subject studied. What does it imply from the facts of the phenomenon?

The question that is framed becomes a 'how' question. Interpretive research addresses
the 'how', not so much the 'why' questions (Denzin, 1989). As argued earlier,
interpretive studies examine how problematic turning point experiences are organised,
perceived, constructed and given meaning by interacting individuals. It assumes that
the answer to a 'how' question will contain native or subject interpretations and could
possibly turn up some of the explanations concerning *why' a certain experience/event
happened. EISI attempts to uncover the reasons and the meanings people bring to the

turning point moments in their lives.

As this is a historical study, the 'how' question needs to be preceded by two questions
before it can be answered. They are as follows:

a) When and where did those duties emerge?
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b) What was the extent of those duties?
Only then, can the third question be dealt with appropriately.
c) How did the duties come about?

The questions are consistent with the research objectives mentioned in section 2.6 and
also with Blumer's philosophy of symbolic interactionism on having the dual theory of
definition and interpretation. The respective questions thus provide the first order (H¢),
second order (H3) and third order (H3) of the historical study (H = historical).

4.4.2 CONTEXTUALISATION

In The Idea of History, Collingwood (1961) maintains throughout that all understanding
is contextual. Schutz (1967) argues that the stock of knowledge on which we use to
typify the actions of others and understand the world around us varies from context to
context. We live in a world of multiple realities each of which is defined in terms of
'provinces of meaning'. Nothing can be understood meaningfully in isolation (Boucher,

1989). It refines the boundaries for examination and re-examination.

Contextualisation begins with the essential themes and structures mapped out in
framing. It attempts to interpret those structures and give the meaning by relocating
them back into the phenomena of the subject being studied. Contextualisation takes
what has been learned about the phenomena through the background information and
fits that knowledge in a contextual siting to the social world where it occurs. It brings
the phenomenon alive in the worlds of interacting auditors by locating the contextual
phenomenon in the biographies and social environments of the subject being studied. It
isolates the meanings for them and presents it in their terms, in their language and in
their tones (Denzin, 1989).

From Chapter 2, it was seen that the auditor's duty is dictated by the law (statute and
case law) and professional guidance (auditing and ethics). Statute law is then
categorised into company law and financial services. The vastness (in terms of depth
and breadth) of each of these categories merit a separate research study on its own.
This research is not intended nor is it feasible to cover all the aspacts above but to

concentrate rigorously on the impact of company law on the auditor's duty towards
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fraud detection. The company law context is chosen because of its long historical
roots going back to 1844, its authoritative status {above case law and professional
pronouncements) and its pervasive influence on the vast number of registered
companies (in contrast with investment businesses). The year 1844 represents the first
Companies Act which required a mandatory statutory audit. Also since 1844, it has
been possible for business organisations to achieve corporate status simply by
registering under the Companies Acts. Before 1844, incorporation could be achieved
only by means of a Royal Charter or an Act of Parliament. The latest Companies Act is
in 1989. This research is thus undertaken in the context of the statutory audit of
companies incorporated under the Companies Acts. It excludes statutory companies
and railway companies (and the relevant Companies Acts) which are not incorporated
by registration. Hence it is a very significant context on which to focus. The framed
questions can now be refined further in the light of this chosen context.

Hence, the intent of contextualisation is to bring into a specific and sharper focus on
the phenomenon or subject under investigation. The goal is to create a contextual body
of materials that will furnish the foundations for interpretation and understanding.
When we seek to interpret in a context, we are trying to make more precise our
comprehension of some specific and delimited area and becoming more exact about
what is known. By doing so, contextualisation anchors and contains the accounts of
problematic meanings in the relational world of the subject. Contextualisation seeks to

focus on how all these occur specifically, and lays the groundwork for the next step of
EISI, which is capture.

44.3 CAPTURE

Almost all research projects involve the gathering of data. This is no exception. After
the context has been set, the researcher is led to gather information/discourses which
address the first framed question in context. It seeks to obtain relevant data that
embody the essential features of the phenomena as constituted in the framing stage. In
doing so, one is scanning for data which addresses the Hq question: When and where
did the auditor's statutory duties emerge under the Companies Acts 1844-19893?

As mentioned earlier, Hq refers to the 'first order’ of study. It is classified as the
'substantive philosophy of history' in the form of verifiable historical facts. It leads to
the historian's subject matter in a systematic chronological order. For, after all, one

84



cannot begin Hy with a totally blank piece of paper. The essence of history lies in the
fact that by definition there needs to be a chronological guiding thread locating events
in space and time. Elton (1967) argues that history deals with datable events, which
Atkinson (1978) further adds, as having beginnings and ends in time, even if not very
sharp ones.

Leff (1969) follows the same argument as Elton in maintaining that no statement is
historical unless it is time-specific, that is, unless it captures the events or situations it
refers to in time. It is in line with the first of Collingwood's (1961) supposed rules of
historical ‘'method’, the rule, namely, that historical 'pictures’ must be located in space
and time. The other two rules are that history should be self-consistent and in
accordance with evidence. The rules are in fact clearly constitutive, not regulative as
the word 'method’ misleadingly suggests. They do not prescribe how historians should
conduct their enquiries; they rather define, or help to define, what is to count as
history. Collingwood (1965) actually recognised this himself, when he wrote:

"The so-called rules of the [historical] game are really the definition of what historical
thinking is"
(p98)

Atkinson (1978) stated that an author who was not trying to date events, to be
consistent, to follow the evidence would not be functioning as an historian. He would
be failing to engage in the practice of history in the sort of way that people building
with cards or dominoes are failing to play the games in question.

Having completed the capture stage, the next phase of EISI is bracketing.

4.4.4 BRACKETING

Bracketing is a terminology borrowed from Husserl (1962). In bracketing, the
researcher holds the phenomenon up for more detailed inspection. It is removed from
the world where it occurs, taken apart and dissected. In doing so, its elements and
essential structures are uncovered, defined and analysed. Bracketing is concerned not
solely nor primarily with what the documents say, but also with what they show about
those who wrote and first read them and about the situations in which they were '
produced. As Bloch (1985) put it, more can be learnt from the documents than their
authors intended to tell.
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Bracketing treats a text or a document on its own which involves two main steps;
namely subdividing the text into key units (the brackets) and the definitional
interpretation of each unit. It is not interpreted only in terms of the standard meanings
given to it by the existing literature. Such preconceptions are suspended and put aside
during bracketing. In bracketing the subject matter is confronted as much as possible
on its own terms. Faberman (1980) even goes on to assert that it is the process
surrounding the autonomisation of signs; signs that stand for and refer to nothing but
themselves.

One strategy that assists in bracketing is the use of semiotics to signify the structures
that need to be read. It comes under the umbrella of content analysis. Content
analysis is defined by Krippendorff (1980) as a research technique for making replicable
and valid inferences from data to their context. He adds that it could be characterised

as a method of inquiry into symbolic meanings of words used.

Semiotics is a technique of content analysis for reading the meaning of words and signs
within narrative and interactional texts (Saussure 1959, Barthes 1972, Denzin 1987,
Manning 1987). A semiotic reading would identify the dominant meanings and codes
in the text, and then perform a subversive or critical reading of the text helping to
expose in the process its underlying values and meanings. It suggests that these terms
or signs are organised by a code or set of rules for definitional interpretation which
provides a system of larger and deeper meanings. The meaning of a text unfolds as it
is being defined and interpreted.

At this stage, interpretive methodologists will be involved in learning and grasping what
Denzin (1989) calls the double structure that is embedded in language. They learn the
language that is 'spoken' by those they study, ie learning the possible uses to which
that language can be put.

In addition, they will be reading and decoding that language once it takes the shape of a
context on which the researcher intends to focus. Words in a sentence have to be
understood in terms of their typological study. Whilst one can attribute a particular
meaning to words on their own account, they may assume a different meaning in the

context of other worlds. So it is with social phenomena. Language in this sense is the




gateway into the inner interpretive structures of the subjects that are being studied
(Dougherty, 1985).

A semiotic reading works from part to whole and from whole to part: from the
bracketed to the unbracketed and vice-versa. It uncovers the codes that organise a
text's meanings and subsequently leads to the examination of the forces that structure
its meaning. It draws attention to the muiltiple meanings of bracketed key words within
interactional and narrative texts. It asks the researcher to perform both static, dynamic
and processual readings of texts. Such a semiotic framework would simply have made

these definitional interpretations more explicit.

Semiotics thus occupies a central mediating place in interpretive symbolic
interactionism. It is of much surprise that both Harman (1986) and MacCannell {1986)
commented that with few exceptions (MacCannell 1976, Perinbanayagam 1985),

semiotic theory has remained outside much symbolic interactionist discourse.

Bracketing thus represents the 'second order' of study: Hg. It is classified as the
‘analytical philosophy of history' since it analyses the key words/units for definitional
meanings. It is the study and interpretation of the meanings of the subject matter
located in Hy. The Hj process is categorised as the 'mini stage'. Hg leads us to the
next stage of EISI: construction.

4.4.5 CONSTRUCTION

Construction builds on bracketing. It classifies, orders and reassembles the
phenomenon back together in terms of its essential parts, pieces and structures into a
coherent whole. It involves securing multiple cases that embody the phenomenon in
question , categorising the cases, mapping out the transformations and thus locating
the turning points and epiphanies for the auditor.

If bracketing takes something apart, construction puts it back together. It records the
range of interpretations that could be made by those involved in the interaction as
interaction unfolds and takes the reader "to the heart of what is being interpreted”
(Geertz, 1973 p18).
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The researcher in the phase of construction, endeavours to gather the lived
experiences/events in terms of its constituent, analytic elements that relate to and
define the phenomenon under study which subsequently coalesces into a macro frame.
A coherent interpretation includes relevant information and prior understandings. It is
based on materials that are historical, relational, processual and interactional (Denzin,
1989).

Such a3 micro stage constructs a system of analysis and understanding that is
meaningful within the worlds of historical phenomena to the persons studied, the
researcher and the reader. [t assumes that any experience has meaning at two levels:
the surface (obvious) and the deep (unobvious) (Freud, 1965). Meaning which must be
captured in interpretation is symbolic. It moves in surface and deep directions at the
same time and one attempts to unravel, record and construct these multiple meaning
structures. It assumes that multiple meanings will always be present in any situation.
No experience must have the same meaning for two individuals. This is so because the
derivation of meaning is emergent and biographical (Denzin, 1989).

In construction, the first part of the 'third order study’ (H3p) is explored. Hg is
classified as the ‘interpretive philosophy of history' since it seeks to interpret and
provide some explanations and meanings for the constructed mappings. An attempt at
the 'how possibly' (necessary conditions) is made here at the micro level. Hence this
H3a process is referred to as the 'micro stage'.

Construction thus reassembles each of the ‘rules' of bracketing in a chronological
manner, indicating how each builds on and influences the other. This lays the
groundwork for the last phase of the EISI process, consolidation.

4.4.6 CONSOLIDATION

In the final stage of EISI, one consolidates the individual typologies of constructed data
to cohere into a "totality’. By doing so it is hoped that it will provide an overview albeit
a somewhat loose one of how each typology affects and relates to the others.

Such information may elaborate and further sub-refine the H3 question. It will also
create a body of materials that will furnish the foundations for further interpretation and

understanding of the interaction and experiences that go on within them. The




researcher seeks to gain access to such settings and secures further texts, biographies,
experienced narratives and journalistic records about the events in question to discern
the actions and meanings of such interaction.

The world of lived experience is shaped by micro understandings and texts. These
texts often give meaning to problematic experiences. But such texts exist within the
larger macro cultural, political and ideological contexts (Barthes, 1967). Accordingly, a
necessary step in any interpretive study is that the researcher adopts a macro view to
the contextual problematic experiences/events being studied and seeks to record the
significant social relationships that exist between the typologies being studied. In the
earlier micro stage, the materials were only presented temporally as ongoing non-
interactive slices.

In consolidation, the second part of the third order of study (H3p) is carried out. It
seeks to further interpret and explain the consolidated mappings and transformations on
a macro level. Hence, the reference to it being the 'macro stage'.

Sensitizing the constructed data this way permits the researcher to discover what is
unique about each typological instance of the construction while he uncovers what it
displays in common across many different settings. Such a conception allows, indeed
forces, the researcher to pursue his interactionist view of 'reality’ to the empirical
extreme.

4.5 DIAGRAMMATIC SUMMARY OF EISI

Figure 4'3 summarises the EISI| process. It provides the overview of the methodological
framework: EISI.

According to Forster (1990), the principal task of study is a perception into 'a reality’ of
a given situation. One can go through a major crisis, for example, the Gulf Crisis
without any perception of the real nature of the tragic situation. But if one carefully,
systematically and rigorously observes and reviews what has occurred, one can move

to a much deeper level of uncharted historical consciousness.




Figure 4°3 : DIAGRAMMATIC S8UMMARY OF EISI
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4.6 ENVOI

The interpretive perspective is deliberately non-positivistic or post-positivist (Lincoln and
Guba, 1985). EISI is founded on the study, expression and interpretation of subjective
social phenomena. It rejects causal modes and methods of causal analysis. The
exclusive search for causal 'whys’, causal paths, causal chains and causal antecedents
is detrimental to the study and understanding of directly lived experience (Denzin,
1989). The 'why' question is replaced by the 'how' question. That is, "how' is social
experience or a sequence of social interaction, organised, perceived and constructed by
interacting subjects or events?

Interpretive studies are organised in terms of a biographically meaningful event or
moment, in a subject's life. The event, how it is experienced, how it is defined, and
how it is woven through the multiple strands of the subject's life, constitutes the focus

of this research.

Human experiences are meaningful, both for those involved in them and also for those
who study them systematically. Frankl (1969) saw the loss of meaning in life as a
basic threat to a person's continued being |n _this world. Research of this order it is
hoped, will produce meaningful descriptions and interpretations of social processes; it
can offer explanations of how certain conditions came into existence and persisted.
The interpretive researcher 'participates’ in the social world so as to understand and

express more effectively its emergent properties and features.

EISI aims, as much as possible, for a concept-free mode of discourse and expression.
Such a rendering assumes that the streams of situations and experience that make up
everyday life will not submit to experimental, statistical, comparative or causal control
and manipulation. Every human situation is novel, emergent and filled with multiple,
often conflicting meanings and interpretations (Denzin, 1989). The interpretivist

attempts to expose the core of some of these meanings and contradictions.

The slices, sequences and instances of social interaction that are studied by the
interpretivist carry layers of meaning, nuance, substance and fabric; and these layers
can come in multiples and may be contradictory. Like a novelist or painter, the
interpretivist moves the reader dialectically back and forth across the text of his prose

or paintwork. In so doing, the researcher makes recognisable and visible a slice of the
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human events that have been captured (Sudnow, 1979). Rather, such knowledge
reflects interpretive structures, emotionality and power relations that permeate the
situations being investigated. As a consequence, interpretive studies seek to reveal the
interpreted worlds of interacting social events.

interpretive studies seek to illuminate the phenomenon in a contextualised manner, so
as to reveal the historical, relational, processual and interactional features of the event
under study. Interpretation must engulf what is learned about the phenomenon and

incorporate prior understandings while always remaining incomplete and unfinished.

Under the positivist paradigm, qualitative, applied and evaluative knowledge are
assumed to be objectively valid. The making sense phase of human inquiry is seen as
an attempt to kill the data by setting out a list of hypothesis and shooting each one
with a yes or no (Reason and Rowan, 1987). Once obtained, such 'complete and
finished' knowledge is then assumed to have a real force and relevance in the applied
social world. Under the interpretive paradigm, knowledge can be assumed neither to be
objective nor to be valid in any objective sense. In fact, some of the explanations are

only conjectures or speculations.

In one sense, interpretive studies hope to understand the subject better than they
understand themselves (Dilthey, 1976). Often interpretations are formed that subjects
would not give to their actions. This is so because the researcher is often in a position
to stand back and see things that the subject cannot see: the myopic effect.

In summary, Epiphanic Interpretive Symbolic Interactionism interprets and render
understandable turning point transformations within a contextual frame in the lives of
the subjects and events studied. It is not enough just to describe but rather an
exposition of the definitions, interpretations and explanations produced and conveyed
to the reader.

Kockelmans (1975) saw tradition or history as something which is not to be
transcended but to be taken up in such a manner that by giving us access to our past,

it continually opens up new possibilities for the future.

Having applied EIS| to the contextualisation step in this chapter, we now move to apply
the next step by capturing data in the next chapter.




CHAPTER 5

DATA COLLECTION

5.0 PRELUDE

*There was once @ man who lived in a country which had no fruit trees. This man was
& scholar and spent a great deal of time reading. In his readings he often came across
references to fruit. The descriptions of fruit were so exciting that he decided to
undertake a journey so that he could experience fruit for himself.

He went to the market and asked everyone he met if they knew where he would find
fruit. After much searching, he located @8 man who knew the direction to the country
and place where he could find fruit. The man drew out elaborate directions for the
scholar to follow.

With his map in hand, the scholar carefully followed all of the directions. He was very
careful to make all of the right turns and to check out all of the landmarks that he was
supposed to observe. Finally he came to the end of the directions and found himself at
the entrance to & large apple orchard. It was spring time and the apple trees were in
blossom.

The scholar entered the orcherd and proceeded immediately to take one of the
blossoms and tasted it. He liked neither the texture of the flower nor the taste. He
went to another tree and sampled another blossom, and then another blossom, and
another.

Each blossom, though quite beautiful, was distasteful to him. He left the orchard and
returned to his home country, reporting to his fellow villagers that fruit was a much
overrated food. "

Extracted from Patton (1980), p21

5.1 INTRODUCTION

This chapter seeks to carry out the capture stage of EISI or the first order of study Hq
mentioned in the previous chapter. Capturing the phenomenon or subject matter
involves ascertaining the substance of the historical or archival material from which the
subject matter and the historical facts can be studied as shown in Figure 5°1.

Questions of 'when’ and 'where' guide the capture stage.

it begins by locating all the Companies Acts since 1844; ‘the country and place where
he could find fruit'. This is summarised in Figure 5°2.

|
F
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Figure 5°1 : FRAMEWORK OF CHAPTER b

‘ yrredeall = b

1,2,8,0,18
HISTORICAL FACTS 21.22,20,20,30

81,83,87.30.41

The statutory provisions in each of the Companies Act were thoroughly searched to
isolate those sections relating to the auditor's duties. For capture involves securing
multiple cases that embody the phenomenon in question.

It was found that not all the Companies Acts located were relevant. The relevant
Companies Acts were then singled out for situation. The data obtained here so far is
raw empirical data: the blossoms of the fruit, not the fruit itself. It is then presented in
an appropriata format for the analysis in the next chapter.
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5.2 CAPTURE

The context chosen for this study is company law, in particular all the Companies Acts
for registered companies since 1844. This was extracted from a detailed list of British
Companies Acts for registered companies since 1719, prepared by Edwards (1980). In
order to ensure that the list was adequate and comprehensive, reference was also made
to the 1988 Halsbury's Laws of England which also provided a historical list of

company law statutes. The results are summarised in the Figure 5'2 below.

Figure 5°2 : SUMMARY OF BRITISH COMPANIES ACTS : REGISTERED COMPANIES (SINCE 1844)

COMPANIES ACT| SHORT TITLE CITATION

(REG Co) No

1 JOINT STOCK COMPANIES ACT 1844 7&8 victc 110

2 JOINT STOCK BANKS ACT 1844 7&8 victc 113

3 JOINT STOCK COMPANIES (AMENDMENT) ACT 1847 10&11 victc 78
4 LIMITED UABILITY ACT 1855 18&19 victc 133
5 JOINT STOCK COMPANIES ACT 1856 19&20 vict c 47
6 JOINT STOCK BANKING COMPANIES ACT 1857 20&21 vicTc 49
7 JOINT STOCK COMPANIES AMENDMENT ACT 1858 21&22 victc 60
8 JOINT STOCK BANKS ACT 1858 21&22 victc 91

9 COMPANIES ACT 1862 25826 vicTc 89
10 COMPANIES (SEALS) ACT 1864 27&28 victc 19
1 COMPANIES ACT 1867 30&31 victc 131
12 COMPANIES ACT 1877 40841 victc 28
13 COMPANIES ACT 1879 42843 victc76
14 COMPANIES ACT 1880 43&44 victc 19
15 COMPANIES (COLONIAL REGISTERS) ACT 1883 46&47 victc 30
18 COMPANIES ACT 1886 49&50 vict ¢ 23
17 COMPANIES ACT (MEMORANDUM OF ASSOCIATION) 1890 53854 victc 62
18 COMPANIES (WINDING UP} ACT 1890 53&54 vicT ¢ 63
19 COMPANIES (WINDING UP) ACT 1893 56&57 vicT ¢ 58
20 COMPANIES ACT 1898 61862 vicTc 26
21 COMPANIES ACT 1900 63&64 vicTC 48
22 COMPANIES ACT 1907 7 eow 7 ¢ 50

23 COMPANIES (CONSOLIDATION) ACT 1908 8 w7 c 69

24 COMPANIES (CONVERTED SOCIETIES) ACT 1910 10eow7+1Ge05 ¢ 23
25 COMPANIES ACT 1913 384 a0 5 ¢ 25
26 COMPANIES (FOREIGN INTERESTS) ACT 1917 7&8 Geo 5 c 18
27 COMPANIES (PARTICULARS AS TO DIRECTORS) ACT 1917 788 ae0 5 ¢ 28
28 COMPANIES ACT 1928 18&18 ce0 5 c 45
29 COMPANIES ACT 1929 19&20 6eo 5 ¢ 23
30 COMPANIES ACT 1947 10811 ceo 6 ¢ 47
31 COMPANIES ACT 1948 11&12 6e0 6 ¢ 38
32 COMPANIES (FLOATING CHARGES) (SCOTLAND) AcT 1961 9&10 Fuz 2 c 46
33 COMPANIES ACT 1967 15&16 ez 2 ¢ 81
34 'COMPANIES (FLOATING CHARGES) {SCOTLAND) ACT 1972 20&21 euz2 c 67
35 COMPANIES ACT 1976 24825 m1z2c 69
36 COMPANIES ACT 1980 28&29 muz2 ¢ 22
37 COMPANIES ACT 1988 29830 1z 2 c 62
38 COMPANIES (BENEFICIAL INTERESTS) ACT 1983 31&32Euz2¢ 50
39 COMPANIES ACT 1985 33&34uz2cB
40 COMPANIES CONSOLIDATION (CONSEQUENTIAL PROVISIONS) ACT 1985 | 33&34m1z2¢9
41 COMPANIES ACT 1989 36&37 m1z2c 40




For each of these Companies Acts, a systematic reading was carried out for any
statutory provisions which spell out the auditor's duties. It would involve taking up
each Companies Act and scanning through page by page for the marginal notes (subject
matter) pertaining to the audit. The marginal notes provide a short explanation of the
content of that section. The relevant sections dealing in particular with the auditor's
duties can then be situated. It is only with the later Acts of this century that there was
an Arrangement of Sections {a contents section) at the commencement of the Act
which provided a summary of the marginal notes. This did help to make the isolation
process a bit less laborious, without requiring to scan through the whole Act itself. It
was found that 15 of the Companies Acts {Nos 1, 2, 5, 9, 13, 21, 22, 23, 29, 30, 31,
33, 37, 39, 41) had relevant sections pertaining to the auditor's duties.

The next stage was to document the relevant Companies Acts in a suitable manner for
subsequent analysis. It presents the relevant statutory provisions as they are. This
permits the researcher to compare and contrast the relevant provisions of the various
statutes located at different points in time. Multiple events like this allow convergences
to be identified. For each Companies Act, the Companies Act number was stated
followed by the official citation for the statute (regnal year and chapter), short title, long
title (purpose of act), relevant statutory sections containing the rule of law, subject
matter of relevant section, actual wording of sections and case law to relevant

sections. This is based on the guidelines set by Bradney et al (1991).

On the last item, it was found that there were case law which the judges actually
discussed the meaning of the relevant statutory sections. The list of case law was
obtained with the aid of The All England Law Report : Consolidated Tables and Index
1936-1989 vol 1 : Statutes Considered (Companies Acts), 7he Law Reports Index
Digest : Statutes Judicially Considered, Chitty's Statutes (5th ed) vol /. Companies
Section by Lely {(1894) and the LEXIS Computer Search. All the situated details are

then formatted in the following sections.

There exists other case law on the auditor's duties which have been developed without
specific reference to statute law, such as the Kingston Cotton Mill (1896]) 2 Ch 279
case. Hence, this study has not focussed on this 'other case law' though brief
references will be made. Moreover, the scope of this ‘other case law’ is so wide that it

merits a separate study on its own,




5.2.1

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

CASE LAW TO
RELEVANT

SECTION(S)

COMPANIES ACT (REG Co) No 1

7&8 VICT ¢ 110

Joint Stock Companies Act 1844

An act for the registration, incorporation, and registration of joint stock

companies (excluding banking co)

b)

a)

b)

b)

None

838

s41

Appointment of auditors by company
Report by auditors (auditors' duty)

"And be it exacted, that every joint stock company completely
registered under this Act shall annually at 8 General Meeting
appoint one or more Auditors of the Accounts of the Company”

"And be it exacted, that within fourteen days after the receipt of
such Balance Sheet and Accounts, the Auditors shall either
confirm such Accounts, and report generally thereon, or shall, if
they do not see proper to confirm such Accounts, report
specially thereon, and deliver such Accounts and Balance Sheet

to the Directors of the Company. "
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5.2.2

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

CASE LAW TO
RELEVANT

SECTION(S)

COMPANIES ACT (REG Co) No 2

7&8 VICT ¢ 113

Joint Stock Banks Act 1844

An act to regulate joint stock banks in England

s4

Deed of settlement

"And be it enacted, that the deed of partnership of every such Banking

Company shall...contain specific provisions for the following purposes:

Seventh, for the yearly audit of the accounts of the company by two or

more auditors chosen at a General Meeting of the Shareholders, and not

being Directors st the time."

None




5.2.3

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

CASE LAW TO
RELEVANT
SECTION(S)

COMPANIES ACT (REG Co) No 5

19&20 VICT ¢ 47

Joint Stock Companies Act 1856

An act for the incorporation and registration of joint stock companies,

and other associations (excluding banking companies)

a)

b)

a)

b)

b)

None

Table B - cl 74

Table B - cl 84

Regulations for management of the company - audit

Regulations for management of the company - audit

"The accounts of the company shall be examined and the
correctness of the Balance Sheet ascertained by one or more
Auditor or Auditors to be elected by the company in General
Meeting. "

"The auditors shall make a Report to the Shareholders upon the
Balance Sheet and Accounts, and in every such Report, they
shall state whether, in their Opinion, the Balance Sheet is a full
and fair Balance Sheet, containing the Particulars required by
these Regulations and properly drawn up so as to exhibit a true
and correct view of the state of the company's affairs, and in
case they have called for Explanations or Information from the
Directors, whether such Explanations or Information have been
given by the Directors, and whether they have been satisfactory;
and such Report shall be read, together with the Report of the
Directors, at the Ordinary Meeting. "




5.2.4

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

CASE LAW TO

RELEVANT
SECTION(S)

COMPANIES ACT (REG Co) No 9

25&26 VICT c 89

Companies Act 1862

An act for the incorporation, regulation and winding up of trading

companies and other associations (including banking companies)

b)

a)

b)

b)

Table A - cl 83

Table A - cl 94

Regulations for management of a company limited by shares -
Audit

Regulations for management of a company limited by shares -
Audit

"Once at the least in every year, the Accounts of the Company
shall be examined and the correctness of the Balance Sheets

ascertained, by One or more Auditor or Auditors. "

"The suditors shall make & report to the members upon the
Balance Sheet and Accounts, and in every such Report they
shall state whether, in their opinion, the Balance Sheet is a full
and fair Balance Sheet, containing the Particulars required by the
Regulations and properly drawn up so as to exhibit & true and
correct view of the state of the company's affairs, and in case
they have called for Explanations or Information from the
Directors, whether such Explanations or Information have been
given by the Directors, and whether they have been satisfactory;
and such report shall be read, together with the Report of the
Directors, at the Ordinary Meeting. *

Leeds Estate, Building and Investment Co v Shepherd (1887) 36 ChD

787
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5.2.6

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

WORDING OF

SECTION(S)

CASE LAW TO
RELEVANT

SECTION(S)

COMPANIES ACT (REG Co) No 13

42843 VICT ¢ 76

Companies Act 1879

An act to amend the law with respect to the liability of members of

banking and other joint stock companies; and for other purposes

b)

a)

b)

a)

b)

s7(1)

s7(6)

Audit of Accounts of Banking companies

Audit of Accounts of Banking companies

"Once at the least in every year, the accounts of every banking
company registered after passing of this Act as a limited
company shall be examined by an auditor or auditors who shall
be elected annually by the company in general meeting. "

"The auditor or auditors shall make a report to the members on
the accounts examined by him or them, and on every balance
sheet laid before in general meeting during his or their tenure of
office; and in every such report shall state whether in his or their
opinion, the balance sheet referred to in the report is a full and
fair balance sheet properly drawn up so as to exhibit a true and
correct view of the state of the company's affairs, as shown by
the books; and such report shall be read before the company in

general meeting. "

London and General Bank (1895) 2 Ch 673
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5.2.6

CITATION

SHORT TITLE

LONG TITLE

RELEVANT
SECTION(S)

SUBJECT
MATTER

WORDING OF
SECTION(S)

CASE LAW TO
RELEVANT
SECTION(S)

COMPANIES ACT (REG Co) No 21

63&64 VICT c 48

Companies Act 1900

An act to amend the Companies Acts

b)

a)

b)

b)

s21(1)

s23

Audit - appointment of auditors

Audit - rights and duties of auditors

"Every company shsll at each annual general meeting appoint an
auditor or auditors to hold office until the next annual general
meeting. "

"Every auditor of 8 company shall have a right of access at all
times to the books and accounts and vouchers of the company,
and shall be entitled to require from the directors officers of the
compeény such information and explanation as may be necessary
for the performance of the duties of the euditors, and the
auditors shall sign a certificate at the foot of the balance sheet
stating whether or not all their requirements as auditors have
been complied with, and shall make a report to the shareholders
on the accounts examined by them, and on every balance sheet
laid before the company in general meeting during their tenure of
office; and in every such report shall state whether, in their
opinion, the balance sheet referred to in the report is properly
drawn up so as to exhibit a true and correct view of the state of
the company's affairs as shown by the books of the company;
and such report shall be read before the company in general
meeting. "

Newton v Birmingham Small Arms Company, Limited (1906) 2 Ch 378
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b.2.7 COMPANIES ACT (REG Co) No 22

CITATION 7 EDW 7 ¢ 50

SHORT TITLE Companies Act 1907 and the Companies Acts 1862 to 1900

LONG TITLE An act to amend the Companies Acts 1862 to 1900
RELEVANT 5819(2)

SECTION(S)

SUBJECT Auditors (Report)

MATTER

WORDING OF "The suditors shall make a report to the shareholders on the accounts
SECTION(S) examined by them, and on every balance sheet laid before the company
in general meeting during their tenure of office, and the Report shall

State - .

al whether or not they bave obtained all the information and

explanations they have required; and

bl whether in their opinion, the balance sheet referred to in the
report is properly drawn up so as to exhibit a true and correct
view of the state of the company's &ffairs, according to the best
of their information and the explanations given to him end as

shown by the books of the company. "
CASE LAW TO None

RELEVANT

SECTION(S)
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5.28

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

CASE LAW TO
RELEVANT

SECTION(S)

COMPANIES ACT (REG Co) No 23

8 EDW 7 ¢ 69

Companies (Consolidation) Act 1908

An act to consolidate the Companies Act 1862 and the Acts amending

it

§113(2)

Duties of auditors

"The auditors shall make a report to the shareholders on the accounts

examined by them, and on every balance sheet laid before the company

in general meeting during their tenure of office, and the report shall

State -

al

b)

1

2)

whether or not they have obtained all the information and
explanations they have required; and

whether in their opinion, the balance sheet referred to in the
report is properly drawn up so as to exhibit a true and correct
view of the state of the company's affairs, according to the best
of their information and the explanations given to them and as

shown by the books of the company. "

Cuff v London and County Land and Building Co, Ltd (1912) 1
Ch 440

Re City Equitable Fire Insurance Co., Ltd (1925) 1 Ch 407

FI
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6.2.9

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

CASE LAW TO
RELEVANT

SECTION(S)

COMPANIES ACT (REG Co) No 29

19&20 GEO ¢ 23

Companies Act 1929

An act to consolidate the Companies Act 1908 to 1928, and certain
other enactments connected with the said Acts

8134(1)

Auditors' Report

"The suditors shall make a report to the shareholders on the accounts
examined by them, and on every balance sheet laid before the company
in general meeting during their tenure of office, and the report shall

state-

al whether or not they have obtained all the information and
explanations they have required; and

b whether in their opinion, the balance sheet referred to in the
report is properly drawn up so as to exhibit a true and correct
view of the state of the company's affairs, according to the best
of their information and the explanations given to them and as
shown by the books of the company.”

None
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6.2.10

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

COMPANIES ACT (REG Co) No 30

10&11 GEO 6 ¢ 47

Companies Act 1947

An act to amend the law relating to companies and unit trusts and to

dealing in securities, and in connection therewith to amend the law of

bankruptcy and the law relating to the registration of business names

1)

2)

1)

2)

1)

al

b]

s22(1)

Second Schedule

Extension of duties of auditors

Matters to be expressly stated in auditors’ report

"The duties of a company's auditors as laid down by section
one hundred and thirty-four of the principal Act shall be
extended as follows:-

they shall report on every profit and loss account and all group
accounts laid before the company in general meeting during their
tenure of office (as well as on every balance sheet so laid and on

the accounts examined by them); and

their report shall contain (in lieu of the statements required by
subsection(1) of the said section one hundred and thirty-four)
statements as to the matters mentioned in the Second Schedule
to this Act;
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and section three hundred and sixty-two of the principal Act (which
penélises false staternents) shall apply to the auditors' report, as if the
reference in the Eleventh Schedule to the Act to subsection(1) of the
said section one hundred and thirty-four included & reference to this

subsection.

2) Second Schedule

(1) whether they have obtained all the information and explanations
which to the best of their knowledge and belief were necessary
for the purposes of their audit

(2) whether, in their opinion, proper books of account have been
kept by the company, so far as appears from their examination
of those books, and proper returns adequate for the purposes of
their audit have been received from branches not visited by

them.

(3] (i whether the company's balance sheet and (unless it is
framed as a consolidated profit and loss account) profit
and loss account dealt with by the report are in

agreement with the books of account and returns

fii) whether, in their opinion and to the best of their
information and according to the explanations given
them, the said accounts give the information required by
the principal Act and this Act in the manner so required

and give a true and fair view -

(al in the case of the balance sheet, of the state of
the company's affairs as at the end of its

financial year; and

(b) in the case of the profit and loss account, of the

profit or loss for its financial year;
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CASE LAW TO
RELEVANT

SECTION(S)

4

None

or as the case may be, give a true and fair view thereof subject
to the non-disclosure of any matters (to be indicated in the
report) which by virtue of Part lll of the First Schedule to this
Act are not required to be disclosed.

In the case of a holding company submitting group eccounts
whether, in their opinion, the group accounts have been properly
prepared in accordance with the provisions of this Act so as to
give a true and fair view of the state of affairs and profit or loss
of the company and its subsidiaries dealt with thereby, so far as
concerns members of the company, or as the case may be, so
&8s to give a true and fair view thereof subject to the non-
disclosure of any matters (to be indicated in the report) which by
virtue of Part lll of the First Schedule to this Act are not required
to be disclosed. *
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6.2.11

CITATION

SHORT TITLE

LONG TITLE

RELEVANT
SECTION(S)

SUBJECT

WORDING OF

.SECTION(S)

COMPANIES ACT (REG Co) No 31

11&12 GEO 6 ¢ 38

Companies Act 1948

An act to consolidate the Companies Act 1929, the Companies Act
1947 (other than the provisions thereof relating to the registration of

business names, bankruptcy and the prevention of fraud in connection

with unit trusts) and certain other enactments amending the first

mentioned Act

1)

2)

1)

2)

1)

2)

(1)

(2]

s162(1)

Ninth Schedule

Auditors' Report

Matters to be expressly stated in Auditors’ report

"The auditors shall make a report to the members on the
accounts examined by them, and on every balance sheet, every
profit and loss account and &all group accounts laid before the
company in general meeting during their tenure of office, and the
report shall contain statements as to the matters mentioned in
the Ninth Schedule to this Act

Ninth Schedule

whether they have obtained all the information and explanations
which to the best of their knowledge and belief were necessary
for the purposes of their audit

whether, in their opinion, proper books of account have been
kept by the company, so far as appears from their examination
of those books, and proper returns adequate for the purposes of
their audit have been received from branches not visited by )
them.
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RELEVANT
SECTION(S)

(3

(4)

(i) whether the company's balance sheet and funless it is
framed as a consolidated profit and loss account) profit
and loss account dealt with by the report are in
agreement with the books of account and returns

fii) whether, in their opinion end to the best of their
information and according to the explanations given
them, the said accounts give the information required by
the principal Act and this Act in the manner so required
and give a true and fair view -

(a) in the case of the balance sheet, of the state of
the company's affairs as at the end of its
financial year; and

(b) in the case of the profit and loss account, of the
profit or loss for its financial year;

or, as the case may be, give a true and fair view thereof subject
to the non-disclosure of any matters (to be indicated in the
report) which by virtue of Part lll of the Eighth Schedule to this
Act are not required to be disclosed.

In the case of a holding company submitting group accounts
whether, in their opinion, the group accounts have been properly
prepared in accordance with the provisions of this Act so as to
give a true and fair view of the state of affairs and profit or loss
of the company and its subsidiaries dealt with thereby, so far as
concerns members of the company, or as the case may be, so
as to give a true and fair view thereof subject to the non-
disclosure of any matters (to be indicated in the report) which by
virtue of Part lll of the Eight Schedule to this Act are not
required to be disclosed. "

Re Thomas Gerrard & Son Ltd (1967) 2 ALL ER 525
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5.2.12

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

COMPANIES ACT (REG Co) No 33

15&16 ELIZ 2 ¢ 81

Companies Act 1967

An act to amend the law relating to companies, insurance partnerships
and moneylenders

s14(1), (3), (4), (6)

Auditors' Report

s14(1) -

*The auditors of &8 company shall make a report to the members on the
accounts examined by them, and on every balance sheet, every profit
and loss account and all group accounts laid before the company in
general meeting during their tenure of office. "

s14(3) -
*The report shall -

(a) except in the case of a company that is entitled to avail itself,
and has availed itself, of the benefits of any of the provisions of
Part lll of Schedule 8 to the principal Act, state whether in the
auditors’ opinion the company's balance sheet and profit and
loss account and (if it is a holding company submitting group
accounts) the group accounts have been properly prepared in
accordance with the provisions of the principal Act and this Act

and whether in their opinion a true and fair view is given -
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(b

i) in the case of the balance sheet, of the state of the

company's affairs as at the end of its financial year;

(i) in the case of the profit and loss account (if it be not
framed as a consolidated profit and loss account), of the
company's profit or loss for its financial year;

{iii) in the case of group accounts submitted by & holding
company, of the state of affairs and profit or loss of the
company and its subsidiaries dealt with thereby, so far

as concerns members of the company

in the said excepted case, state whether in the auditors' opinion
the company's balance sheet and profit and loss account and (if
it is a holding submitting group accounts) the group accounts
have been properly prepared in accordance with the provisions
of the principal Act and this Act. "

s14(4) -

"It shall be the duty of the auditors of a company, in preparing their

report under this section, to carry out such investigations as will enable

them to form an opinion as to the following matters, that is to say, -

fa)

(b}

whether proper books of account have been kept by the
company and proper returns adequate for their audit have been

received from branches not visited by them,; and

whether the company'’s balance sheet and (unless it is framed
8s a consoclidated profit and loss account) profit and loss
account are in agreement with the books of account and

returns;

and if the auditors are of opinion that proper books of account have not

been kept by the company or that proper returns adequate for their audit

have not been received from branches not visited by them, or if the

balance sheet and (unless it is framed as a consolidated profit and loss
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CASE LAW TO
RELEVANT

SECTION(S)

account) profit and loss account are not in agreement with the books of

account and returns, the auditors shall state that fact in their report. "

s14(6) -

"If the auditors fail to obtain all the information and explanations which
to the best of their knowledge and belief, are necessary for the purposes
of their audit, they shall state that fact in their report. "

None
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5.2,13

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

CASE LAW TO
RELEVANT

SECTION(S)

COMPANIES ACT (REG Co) No 37

29&30 ELIZ 2 ¢ 62

Companies Act 1981

An act to amend the law relating to companies and business names

s15

Auditors to check consistency of directors’ report with accounts

The following section shall be inserted after section 23 of the 1967 Act-

"23A -

(1) it shall be the duty of the auditors of the company, in preparing
their report under section 14 of this Act on the company's
accounts, to consider whether the information given in the
directors’ report relating to the financial yesr in question is

consistent with those accounts

(2) If the auditors are of opinion that the information given in the
directors' report is not consistent with the company's accounts
for the financial year, they shall state that fact in their report
under section 14."

None

114



5.2.14

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

MATTER

WORDING OF

SECTION(S)

COMPANIES ACT (REG Co) No 39

33&34 ELIZ2c 6

Companies Act 1985

An act to consolidate the greater part of the Companies Acts

1)

2)

1)

2)

(1)

12

(a)

(b

5236

§237(1), (2), (4), (5), (6)

Auditors’ Report

Auditors' Duties

§236 -

"A company's auditors'shall make a report to its members on
the accounts examined by them, and on every balance sheet,
and profit and loss account, and on all group accounts, copies of

which are to be laid before the company in general meeting

during the auditors' tenure of office,
The auditors' report shall state -

whether in the auditors' opinion the balance sheet and profit and
loss account and (if it is a holding company submitting group
accounts) the group accounts have been properly prepared in
accordance with this Act; and

without prejudice to the foregoing, whether in their opinion, a

true and fair view is given -

(i) in the balance sheet, of the state of the company's

affairs at the end of the financial year;
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2)

(1)

(a)

(b)

12)

(4

(i) in the profit and loss account (if not framed &s a
consolidated account), of the company's profit or loss
for the financial year; and

fiit) in the case of group accounts of the state of affairs and
profit or loss of the company and its subsidiaries dealt
with by those accounts, so far as concerns members of

the company. "
§237 -

*It is the duty of the company's auditors in preparing their
report, to carry out such investigations as will enable them to

form an opinion &s to the following matters -

whether proper accounting records have been kept by the
company and proper returns adequate for their audit have been

received from branches not visited by them,

whether the company'’s balance sheet and (if not consolidated)
its profit and loss account are in agreement with the accounting

records and returns.

If the auditors are of opinion that proper accounting records
have not been kept, or that proper returns adequate for their
audit have not been received from branches not visited by them,
or if the balance sheet and (If not consolidated) the profit and
loss account are not in agreement with the accounting records
and returns, the auditors shall state that fact in their report.

If the auditors fail to obtain all the information and explanations
which to the best of their knowledge and belief, are necessary
for the purposes of their audit, they shall state that fact in their
report.
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(5) If the requirements of Parts V and VI of Schedule 5 and Parts |
to /Il of Schedule 6 are not complied with in the accounts, it is
the auditors' duty to include in their report, so far as they are
reasonably able to do so, a statement giving the required

particulars.

(6) It is the auditors' duty to consider whether the information given
in the directors’ report for the financial year for which the
accounts are prepared in consistent with those accounts, and if
they are of opinion that is not, they shall state that fact in their
report.”

CASE LAW TO Caparo Industries plc v Dickman and Others (1990) 1 ALL ER 568
RELEVANT

SECTION(S)
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5.2.15

CITATION

SHORT TITLE

LONG TITLE

RELEVANT

SECTION(S)

SUBJECT

WORDING OF

SECTION(S)

COMPANIES ACT (REG Co) No 41

36&37 ELIZ2 c 40

Companies Act 1989

An act to amend the law relating to company accounts; to make new
provision with respect to the persons eligible for appointment as
company auditors; to amend the Companies Act 1985 and certain other
enactments with respect to investigations and powers to obtain
information and to confer new powers exercisable to assist overseas
regulatory authorities; to make new provision with respect to the
registration of company charges and otherwise to amend the law
relating to companies; to amend the Fair Trading Act 1973; to enable
provision to be made for the payment of fees in connection with the
exercise by the Secretary of State, the Director General of Fair Trading
and the Monopolies and Mergers Commission of their functions under
Part V of that Act; to make provision for safeguarding the operation of
certain financial markets, to amend the Financial Services Act 1986; to
enable provision to be made for the recording and transfer of title to
securities without a written instrument; to amend the Company
Directors Disqualification Act 1986, the Company Securities (Insider
Dealing) Act 1985, the Policy Protection Act 1975 and the law relating

to building societies and for connected purposes.

s9

Auditors' Report

The following sections are inserted in Part VIl of the Companies Act
1985 -
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§235(2) -

"The auditor's report shall state whether in the auditor's opinion the
annual accounts have been properly prepared in accordance with this
Act, and in particular whether a true and fair view is given -

(al in the case of an individual balance sheet, of the state of affairs
of the company as at the end of the financial year,

(b) in the case of an individual profit and loss account, of the profit

or loss of the company for the financial year,

fc) in the case of group accounts, of the state of affairs as at the
end of the financial year, and the profit or loss for the financial
year, of the undertakings included in the consolidation as &

whole, so far as concerns members of the company. "

§235(3) -

"The auditors shall consider whether the information given in the
directors’ report for the financial year for which the annual accounts are
prepared is consistent with those accounts, and if they are of opinion

that is not, they shall state that fact in their report.”

s$237(1) -
"A company's auditors shall, in preparing their report, carry out such

investigations as will enable them to form an opinion &s to -

(a) whether proper accounting records have been kept by the
company and proper returns adequate for their audit have been
received from branches not visited by them; and

(b) whether the company's individual accounts are in agreement

with the accounting records and returns.”

§237(2) -
*If the auditors are of opinion that proper accounting records have not

been kept, or that proper returns adequate for their audit have not been
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RELEVANT

SECTION(S)

received from branches not visited by them, or if the company's
individual accounts are not in agreement with the accounting records

and returns, the auditors shall state that fact in their report.

§237(3) -

“If the auditors fail to obtain all the information and explanations which
to the best of their knowledge and belief, are necessary for the purposes
of their audit, they shall state that fact in their report. "

s237(4) -

*If the requirements of Schedule 6 (disclosure of information:
emoluments and other benefits of directors and others) are not complied
with in the annual accounts, the auditors' shall include in their report, so
far as they are reasonably able to do so, 8 statement giving the required
particulars.”

None

120



5.3 ENVOI

This chapter has sought to apply the capture stage of EIS| in the process of data
collection. All in all, 15 Companies Acts were situated from the 41 Companies Acts
located during the period 1844-1989.

The capture stage has been addressing the first framed Hq question of ‘When and
where did these statutory duties emerge?’ Now that these duties have been
ascertained, it is now necessary to move on to the next phase of EISI, bracketing,
where the next framed question is addressed on 'What were the extent of those
statutory duties in the context of fraud detection?' This leads us to the next chapter:

the mini stage.
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CHAPTER 6
THE MINI STAGE

6.0 PRELUDE

"Once upon a time, there was a8 man who travelled far in search of 8 widely proclaimed
food called 'fruit’.. When finally directed to a fruit tree, he confused the spring blossom
of the tree with the fruit of the tree. Finding the blossom to be tasteless, he dismissed
&ll he had heard about fruit as a hoax - and went on his way.

While the first seeker after fruit arrived too early to experience the ripened delicacy, and
tasted only the blossom, a second seeker after fruit arrived at a tree that had been
improperly cultivated, so that its fruit was shrivelled and bitter. This fruit had been left
to rot. Not knowing what good fruit looked like, he sampled the bad. 'Well, I've seen
and tasted fruit’, he said, 'and | can tell you for sure that it's terrible. I've had it with
fruit. Forget it. That stuff is awful.' He went on his way and his journey was wasted.

A third seeker after fruit arrived at the same tree which produced the shrivelled and
bitter fruit. He picked some of the rotting fruit and examined it. He took the fruit to a
farmer who cultivated fruit trees with great success. The farmer peeled away the
rotten exterior and exposed the stone inside. The farmer told him how to plant the
stone, cultivate the resulting tree, and harvest the desired delicacy. The farmer also
gave him a plump, ripe sample to taste. Once the seeker after fruit knew what fruit
really was, and once he knew that the stone he held in his hand was a seed, all he had
to do was to plant and tend properly the tree's growth and work for the eventual
harvest - the fruit. Though there was much work to be done and many things to be

lesrned, the resulting high quality fruit was worth the effort.”
Adapted from Patton (1980), p37

6.1 INTRODUCTION

This chapter seeks to carry out the bracketing stage of EISI as explained in Chapter 4.
As shown in Figure 6°1, this second order of study analyses and studies the raw
empirical data by asking the question: what is the level or extent of the auditor's
statutory responsibility towards fraud detection? It will involve a branch of content
analysis called semiotics which will involve highlighting key texts, words or phrases
into units (unitising), providing a coding system (taxonomy) and using it to define the

statutory texts.

Preconceptions are suspended and put aside during bracketing. The statutory text is
confronted as much as possible on its own terms under the canons of interpretation.
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This chapter begins by making explicit the four canons of statutory interpretation
adopted for this study, namely literal, contextual, purposive and judicial. A system of
coding is then devised to classify all these multiple 'fruits’ of mini interpretations that
embody the phenomenon in question. Each of the 15 formatted Companies Acts are
then systematically brought under the microscope of the four canons, coded

accordingly and summarised.

By doing so, it will provide the groundwork for locating the epiphanies or turning points
and for the interpretations emerging in the next chapter.

6.2 BRACKETING

As mentioned in Chapter 4, bracketing involves locating key texts that speak of the
phenomenon to uncover and interpret its essential definitional meanings for further
analysis and interpretation. But before doing so, it is necessary to make explicit the set
of rules employed to decipher such bracketed texts. Such set of rules are referred to in

this study as the canons of statutory interpretation.
6.2.1 THE CANONS OF STATUTORY INTERPRETATION

Ever since R M Dworkin published a seminal article titied Mode/ of Rules in 1967, it has
become fashionable to divide the contents of a legal system into rules and principles.
One of the examples of a rule given by him is that the maximum legal speed on the

turnpike is 60 miles per hour.

"Rules are applicable in an all-or-nothing fashion. If the facts a rule stipulates are given,
then either the rule is valid, in which case the answer it supplies must be accepted, or it

is not, in which case it contributes nothing to the decision."
(Dworkin 1981, p24)

One of Dworkin's examples of a principle is no man may profit from his own wrong.
This is recognised by English law and has formed the basis of a number of decisions,
but judges are not obliged to apply it in the sense in which they are obliged to apply a
rule after making certain findings of fact. The law sometimes permits a man to profit
from his own wrong as when it protects the adverse possessor of property even
against the owner. Once a principle has been applied in a case, it frequently creates a

rule to which effect must be given in similar situations in the future. A principle may
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rationalise a number of specific legal rules or set out a goal of the law in a generalised
way, but there is no requirement that a principle be applied in the same way or to the

same extent in relation to different statutes.

"All that is meant, when we say that a particular principle is a principle of our law, is
that the principle is one which officials must take into account, if it is relevant, 8s a

consideration inclining in one direction or another.”
(Dworkin 1981, p26)

Principles, unlike rules, may conflict without detriment to the operation of the legal
system as a whole, and, again unlike rules, they may vary in the degree of their
persuasiveness. Of course rules can and do have exceptions, but if two rules are
contradictory of each other, there is something seriously wrong with the law. It has
yet to be suggested that there is something seriously wrong with the canons of
statutory interpretation because of the frequent conflict between the principles that
statutes should be construed so as to alter the common law as little as possible, and

that they should be construed so as to conform to international law.

If one applies Dworkin's terminology to the canons of statutory interpretation, there are
two sets of rules, one so general as to approximate to a principle, and the other subject
to an ill-defined limitation. For the rest, there is a congeries of principles capable of
pointing in different directions and incapable of arrangement in any kind of systematic
hierarchy according to their differing degrees of persuasiveness. This paucity of rules
and confusion of principles amply justifies Lord Wilberforce's description of statutory
interpretation in the House of Lords Debates (Session 16 November 1966 col 1294) as
*what is nowadays popularly called a non-subject”. He has since amplified this remark

by stating:

*f still think that the interpretation of legisiation is just part of the process of being a
good lawyer; a multi-faceted thing, calling for many varied talents; not a subject which

can be confined in rules.”
(House of Lords Debates, Session 9 March 1981 col 73)

Lord Wilberforce was expressing doubts about the subject's suitability for law reform,
but the matters which have just been mentioned also render it extremely difficult to

give a coherent account of the subject or to assess the merits of criticisms.

The following three passages from speeches of Lord Reid in the House of Lords' cases

may be cited in support of the remarks made at the last paragraph:
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(i *In determining the meaning of any word or phrase in a statute, the first
question to ask always is what is the natural or ordinary f(literal) meaning of that
word or phrase in its context in the statute? It is only when that meaning leads
to some result which cannot reasonably be supposed to have been the intention
of the legislature that it is proper to look for some other possible meaning of the

word or phrase. " [Pinner v Everett (1969) 3 ALL ER 257 at 258-9]

(il "Then (in case of doubt) rules of construction are relied on. They are not rules
in the ordinary sense of having some binding force. They are our servants, not
our masters. They are aids to construction, presumptions or pointers. Not
infrequently one ‘rule’ points in one direction, another in a different direction.
In each case we must look at all relevant circumstances and decide as a matter
of judgement what weight to attach to any particular ‘rule’.” [Maunsell v Olins

(1975) AC 373 at 382]

(iii) ®It is & cardinal principle applicable to all kinds of statutes that you may not for
any reason attach to a statutory provision & meaning which the words of that
provision cannot reasonably bear. If they are capable of more than one
meaning, then you can choose between those meanings, but beyond that you
must not go. " [Jones v Director of Public Prosecutions (1962) AC 635 at 662]

The first quotation provides some modes for approaching statutory interpretation,
namely literal, contextual and others such as purposive in contrast with judicial. These
modes will be expanded in the next section.

The inverted commas round the word ‘rule’ in the second quotation show that Lord
Reid was fully aware of the distinction between rules and principles taken by Dworkin,
but consistency with the terminology used by the latter requires the substitution of

'principle’ for 'rule’ in that quotation.

The second quotation comes from a case in which he entertained doubts about the
meaning of the word 'premises’ in §18(5) of the Rent Act 1968. Was the word in the
particular context limited to premises which were dwelling houses? There was a wide
choice of meanings and no question of avoiding an absurdity produced by the

application of the literal meaning. Accordingly, when answering the question raised in

126



the affirmative, Lord Reid considered it was right to review the legislative history of the
provision and to lean in favour of the construction involving the least interference with
the common law.

The third of the numbered quotations from Lord Reid's speeches refers to a 'rule’ rather
than a 'principle’ in the sense in which those terms are used by Dworkin. It is an
absolute prohibition on going beyond certain limits; the words must not be given a
meaning they cannot, by any stretch of imagination, bear. This point was neatly put by

Eyre C B in a case concerned with the construction of private documents.

*All latitude of construction must submit to this restriction: namely that the words may
bear the sense which by construction is put upon them. If we step beyond this line,
we no longer construe men's deeds, but make deeds for them."

[Gibson and Johnson v Minet and Fector (1791) H BL 569 at 615]

The restriction marks the boundary between interpretation and alteration.

The statutory ‘rules’ of interpretation are now explained under the following sub-

headings: the literal rule, contextual rule, purposive rule and judicial rule.

6.2.1.1  THE LITERAL RULE

Under this mode of interpretation, the words used in the statutes are given their plain,
ordinary or literal meaning. The question asked is: what is the meaning of these
statutory words when read alone? The objective here is to discover the intention of
Parliament as only expressed in the words used themselves [per Viscount Dilhorne in
Stock v Frank Jones (Tipton Ltd) (1978) 1 ALL ER 948 at 951)

Lord Diplock in Duport Steels Ltd v Sirs (1980) 1 ALL ER 529 at 541 said:

"When Parliament legislates to remedy what the majority of its members at the time
perceive to be a defect or a lacuna in the existing law (whether it be the written law
enacted by existing statutes or the unwritten common law as it has been expanded by
the judges in decided cases), the role of the judiciary is confined to ascertaining from
the words that Parliament has approved as expressing its intention what the intention
was, and to giving effect to it. Where the meaning of the statutory words is plain and
unambiguous, it is not for the judges to invent fancied ambiguities as an excuse for
failing to give effect to its plain meaning. "
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If the words used are quite clear, they must be applied in their plain meaning even
though the result is absurd, or even when one may dislike the statute, or even though
the literal interpretation may inflict hardship on those affected by the legislation.

Lord Edmund-Davies in the Stock v Frank Jones (Tipton Ltd) case above said:

"Dislike of the effect of a statute has never been an accepted reason for departing from
its plain language. Holt C J said nearly three centuries ago: ‘An Act of Parliament can
do no wrong, though it may do several things that look pretty odd'".

Thus in Leedale v Lewis (1982) 3 ALL ER 808, the unanimous opinion of the House of
Lords was that if the meaning of a taxation statute is clear, it must be given effect to
and the Court should not seek to discover some alternative interpretation namely

because the true literal meaning involves hardship for the taxpayer.

Similarly, a person is not homeless for the purposes of the Housing (Homeless Persons)
Act 1977 (now part lll of the Housing Act 1985) if he is occupying 'accommodation’
within the literal meaning of that word, even though the place which he occupies is
unfit for habitation (lacking in cooking and washing facilities and he is thereby
compelled to eat out and to use a launderette for washing his clothes [Puhlhofer v
Hillingdon London Borough Council (1986) T ALL ER 467]. It might be otherwise
where the 'accommodation’ is not, by reason of its size, capable of accommodating a
person together with others who normally reside with him as members of his family
(ibid, at p474 per Lord Brightman). Such a place could not be described as

'accommodation’ in any meaningful, relevant and literal sense.

It should also be appreciated in relation to the literal rule of interpretation that the
ordinary meaning of a technical word is something technical. In Unwin v Hanson
(1891) 2 QB 115, the Highways Act 1835 empowered the borough surveyor to prune
and lop trees which excluded light from the highway. The plaintiff sued a borough
surveyor who had cut the tops off the plaintiff's trees. It was shown in evidence that
in forest terminology 'prune’ meant removing surplus branches to improve growth and
'lop' meant to cut branches from the side of the tree. The defendant had done neither
of these things. He had 'topped’' the trees when he had no power to do so in the

technical sense.

FI
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In Munby v Furlong (1977) 2 All ER 953, the Court of Appeal held that the word 'plant’
in a taxation statute covered books bought by a barrister for the purpose of his practice
and that, therefore, he was entitled to an allowance for capital expenditure. Lord
Denning M R said (at p956) that the word 'plant’ in a taxation statute did not mean
what the ordinary Englishman thought it meant. It had acquired a special technical
meaning in tax cases. It was not limited to things used physically, like machinery, but
covered the ‘intellectual storehouse' which a professional man has in exercising his

profession.

Unless it can be shown that the statutory framework or the legal context in which the
words are used requires a different meaning, the words of the statute should be
assigned their literal and ordinary meaning. This approach [in the words of Lord
Scarman) in Shah v Barnet London Borough Council (1983) 1 ALL ER 226 at 237

"helps to prevent the growth and multiplication of refined and subtle distinctions in the
law's use of common English words. Nothing /s more confusing and more likely to
bring the statute law into disrepute than & proliferation by judicial interpretation of
special meanings, when Parliament has not expressly enacted any. "

In order to arrive at the proper literal meaning of the words used in a statute a judge
may have recourse to ordinary standard English dictionaries for the common speech
meanings [as in R v Inner London Education Authority ex parte Westminster City
Council (1986) 1 ALL ER 19 at 32, where a Shorter Oxford Dictionary definition was
applied to the word ‘information’ in the Local Government Act 1972]. Bennion (1990)
noted that most judges allow their putative memories to be refreshed by the citation of
dictionaries. Lord Coleridge said of dictionaries:

*it is @ well-known rule of Courts of law that words should be taken to be used in their
ordinary (literal) sense, and we are therefore sent for instruction to these books"
[R v Peters (1886) 16 OBD 636 at 641]

A dictionary cited should be 'well known and authoritative' /CamdenfMarguess) v IRC
(1914) 1 KB 641, per Cozen-Hardy M R at 648].

Other points of literal reference are to the Definition Section (if any) in the Act, to the
Interpretation Acts of 1850, 1889 and 1978 which Willis (1938) refers to as its

statutory dictionary. The Interpretation Acts do provide definitions for various words
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and expressions. These definitions are to be used in construing any Acts which contain

those words or expressions (Interpretation Act 1978 s5 and Schedule 1).

If these various aids to construction are of little assistance to the judge in a particular
case, then he must simply decide for himself what the words mean. The case of
Mandla v Dowell Lee (1983) 1 ALL ER 1062 (the 'Sikh turban case’) turned on the
meaning of the word ethnic in s3 of the Race Relations Act 1976. The word is not
defined in the Act itself and recourse was had, in both the Court of Appeal and the
House of Lords, to dictionary definitions. But all of them were rejected by the House of
Lords, which eventually held (based on their personal literal interpretation which
reversed the Court of Appeal's decision) that Sikhs are a racial, and not solely a
religious group for the purposes of the race relations legislation (per Lord Fraser of
Tullybelton at p1066).

In conclusion, the above provided some insight into the various tools used by the
Courts in adopting the literal rule. The tools are then applied into the mini literal stages
later on. Thus, in arriving at the natural, ordinary literal meaning of the words used in
the subsequent Companies Acts defining the statutory duties of the auditors, the

following steps are observed.

Firstly, one looks to see if the words are defined within the Act itself by reference to
the Interpretation or Definition Section of the Act. Next, the Interpretation Acts of
1850, 1889 and 1978 are turned to for assistance. Failing that, recourse is made to
dictionaries, in particular the Shorter Oxford Dictionary. An indication of the period for
the first date of the occurrence of the word is given preceding the definition to confirm
that the word was in contemporary use at the time that Act was passed. The date of
the introduction of a word and that its meaning is still being used is very relevant to its
construction simply because the meaning of a word may change with the passage of
time and the 'material' time is generally said to be that at which the word is used. And
if none of the above three aids are of any assistance, then one would have to decide for

oneself what the words could possibly mean in the light of company law legislation.
6.2.1.2 THE CONTEXTUAL RULE

One of the implicit rules for the interpretation of statutes is that suggested by common
sense. One may look up the meaning of a word in a dictionary, but this literal meaning
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may be dictated by the particular context. Here the question asked is: what is the
meaning of these statutory words when read together with the rest of the words of the
Act?

As stated by Williams (1982): "One who has translated from a foreign language knows
that it is no excuse for a bad translation even though the meaning chosen was validly
found in the dictionary; for the document (eg Companies Acts) may be its own
dictionary, showing an intention to use words in some special shade of meaning"
(p98).

This rule, taking the context into consideration, is sometimes expressed in the Latin
maxim NOSCITUR A SOCIIS: a word may be known by the company it keeps. The
words used in a statute can be interpreted out of their context. Each section in a

statute must be read subject to every other section, which may explain or modify it.

One may look not only at the rest of the section in which the word appears but at the
statute as a whole, and even at earlier legislation dealing with the same subject-matter.
For it is assumed that when Parliament passed an Act, it probably had the earlier
legislation in mind, and probably intended to use words with the same meaning as
before. Somewhat anomalously, Williams (1982) asserted that reference may even be
made to later statutes, to see the meaning that Parliament puts on the same words in a
similar context. But, words may not always have the same meaning given to them: the
same word can bear two different meanings when it is used in the same section, as in
the case of West Midlands Joint Electricity Authority v Pitt (1932) 2 KB T at 46 where
the word 'terms’ was illustrated as having a pecuniary and non-pecuniary sense.

Williams (1982) added that: "Formerly, recourse to earlier statutes was taken to allow
the Court to compare the wording of a consolidation Act with the Acts that it
superseded, and to conclude that variation of wording indicated a change of meaning.
But this tended to defeat the object of consolidation, which was to supersede a jumble
of Acts of various dates by a single statute. Consolidation would be of little help if one
still had to look at the old repealed Acts in order to interpret the new one.

Consequently, the rule laid down by the House of Lords case is that where in
construing a consolidation Act,
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"the actual words are clear and unambiguous in their meaning, it is not permissible to
have recourse to the corresponding provisions in the earlier statute repealed by the
consolidation Act and to treat any difference in their wording as capable of casting
doubt upon what is cleasr and unambiguous language in the consolidating Act itself.”
[per Lord Diplock in Metropolitan Police Comrs v Curran (1976) 1 ALL ER 162 at 165] "
(p98-99)

One particular application of this contextual rule is EXPRESSIO UNIUS EST EXCLUSIO
ALTERIUS: the express mention of a person or thing excludes by implication other
persons or things not mentioned. In Tempest v Kilner (1846) 3 CB 249, it was held
that the Statute of Frauds 1677, s17 (now repealed), which required a contract for the
sale of 'goods, wares and merchandise' for £10 or more to be evidenced in writing, did
not apply to a contract for the sale of stocks and shares. The latter were not 'goods,
wares and merchandise' and were excluded by implication because they received no

express mention.

Another particular, and more common application is the so-called EJUSDEM GENERIS:
of the same kind rule. This provides that general words which follow particular words
must be limited to meanings similar to those of the particular words. In Wood v
Commissioner of Police for the Metropolis (1986) 2 ALL ER 570, it was held that a
piece of glass accidentally broken was not an offensive weapon within the meaning of
the words 'any gun, pistol, hanger, cutlass, bludgeon, or other offensive weapon® in s4
of the Vagrancy Act 1824. The general words 'other offensive weapon' had to be
construed ejusdem generis with the preceding words, which comprised a list of articles
made or adapted for the purpose of causing injury.

The tools mentioned above provided some guidelines into the application of the mini
contextual stage later on. One would carry out a scan of the other parts of the statute
to obtain some contextual understanding of the relevant section, which may further
explain or modify it.

6.2.1.3 THE PURPOSIVE RULE

Lord Blackburn made a remarkable point on statutory interpretation in River Wear Comrs
v Adamson (1877) 2 AC 743 at 763 when he said:

"In all cases the object is to see what is the intention expressed by the (statutory)
words used. But, from the imperfection of language, it is impossible to know what that
intention is without inquiring further, and seeing what the circumstances were with
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reference to which the words were used, and what was the object, appearing from
those circumstances, which the person using them had in view..."

Words and phrases of the English Language have a wide range of meanings. This has
been a rich resource in English poetry which makes fruitful use of the resonances,
overtones and ambiguities, but it has a concomitant disadvantage in English statute law
which seeks unambiguous precision, with the aim that every citizen shall know, as
exactly as possible, where he stands under the law.

The first way, says Lord Blackburn, of eliminating legally irrelevant meanings is to look
to the statutory objective, ie the purposive construction or interpretation of a statute.
Such an approach is considered because of the 'imperfection' or inadequacy of
statutory language to express succinctly and clearly the intention of Parliament.

What the purposive approach seeks to show is that Parliament has used words which
are capable of meaning either A or B; although A may be the primary literal and ordinary
meaning of the words, the purpose of the statutory provision shows that the secondary
sense, B should be given to the words. In other words, it will be equally right and
proper simply to say that such and such a meaning is the literal one in the context but
to refer to the purpose as the reason for the conclusion. The question to ask here is:
what is the meaning of these statutory words when read against the background of the
actual intention of Parliament with which the Act was drafted?

As Bennion (1984) points out, the unit of enquiry in statutory interpretation is an
enactment whose legal meaning in relation to a particular factual situation falls to be
determined. The text of the relevant enactment may be determined by looking at a
single Act of Parliament or even a single provision within it, or by combining elements
from several Acts. Having thus established the wording of the statutory text, one can
then proceed to determine its meaning in the light of the principles of interpretation or

construction.

Seen in this light, statutory interpretation involves determining the meaning of a text
contained in one or more documents. Yet judges and writers frequently talk about
interpreting the 'will of the legislator' or giving effect to the 'intention of Parliament’. .
Indeed judges are often criticised for being tied too closely to the statutory words and
for failing to give effect to the intentions of Parliament. Such language may appear to
suggest that there are two units of enquiry in statutory interpretation - the statutory
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text and the intention of Parliament - and that the enquirer must seek to harmonise the
two. However, this appearance is deceptive. English law takes the view that the two
are closely connected, but in practice primacy is normally given to the text in which the

intention of Parliament has been expressed. As Lord Scarman stated:

*If Parliament...says one thing but means another, it is not, under the historic principles
of the common law, for the Courts to correct it. That general principle must surely be
acceptable in our society. "

(House of Lords, Session 9 March 1981 col 65)

The criticism that judges are too tied to the wording of the statutory text is thus not a
suggestion that the judges are looking at the wrong subject-matter when interpreting
statutes. Rather, the criticism merely suggests that the judges are adopting too narrow
a view of the context in which the statutory text is to be read.

Words are normally taken to be understood as having regard to the subject-matter of
the legisliation. But perhaps, the most effectual way of discovering the true meaning of
a law, when the words are dubious, is by considering the reason and spirit of it or the

cause which moved the legislator to enact it in the first place.

In Corkery v Carpenter (1957) 1 KB 102, a man was arrested without a warrant for
being drunk in charge of a bicycle on the highway. By the Licensing Act 1872 s12, a
person found drunk in charge of a ‘carriage' on the highway may be arrested without a
warrant. The Divisional Court held that a bicycle was a 'carriage’ for the purposes of
the 1872 Act and so the defendant had been properly arrested. The purpose aimed at
by the Act was drunken persons on the highway in charge of some form of transport.
If the Court had applied the literal rule instead of the purposive rule, the result might
well have been different since it is arguable that a bicycle is not a 'carriage’ within the

ordinary meaning of that word.

All these precepts are typical rules of language applicable to understanding any text,
whether legal or not. As with literature, the role of the enquirer is to seek the intention
of the legislative author from what is written in the text, and not to seek to construct a
text on the basis of the subjective intentions of the author, assuming that they could be

discovered.
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The sources of historical reference for ascertaining the purpose or intention of

Parliament lies in:

(a) pre-Parliamentary materials relating to the provision or the statute in which it is
contained, eg reports of committees and commissions reviewing the existing

law and recommending changes, and

{b) Parliamentary materials, ie the text of a Bill as first published and successively
amended in the passage through Parliament explanatory memoranda,
proceedings in committees and Parliamentary Debates (Hansard) in the House of

Commons and the Lords.

The above paragraphs have sought to explain the purposive approach in statutory
interpretation. For the application of this mini purposive approach in the subsequent
sections, one is trying to ascertain the raison d'etre of Parliament in enacting the

statutory audit provisions, with fraud detection in particular.
6.2.1.4 THE JUDICIAL RULE

In the English legal system, the law-making process is shared, not necessarily equally,
by two bodies. While Parliament claims to be the sole domestic law-maker, its powers
are supplemented by the activities of the judiciary, which traditionally has adopted a
much less overt role.

The interrelationship between legislation and the judiciary is of crucial importance, for
the judges are the ultimate enforcers of the law. Ingman’'s review in 1987 of the Law
Reports indicated that a judge spends about half of his judicial time at the interpretation
of legislation. The question to refer here is: what is the meaning that the judge has

allocated to these statutory words?

Once a statute is in force, it must be applied by the Courts. The judges have 'judicial
notice' of all public Acts whenever passed (s3, Interpretation Act 1978) and of all
private Acts passed after 1850 [s22(1) and Schedule 2, para 2, Interpretation Act
1978]l. If a judge made a decision without reference to a relevant statute, either
because he was ignorant of it or it was not cited to him by counsel, that in itself would
provide a ground for appealing.
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If a statutory provision is ambiguous or indeterminate, the judge must interpret it before
he can apply it. Judicial interpretation of statutes is by no means a precise art. And in
looking at the judicial rule, one is trying to obtain a deeper understanding of the role of
statutory interpretation in the judicial process.

Despite its subservient position, however, there is still scope for judicial interpretation
and law-making in the English legal system. When a judge interprets an established rule
in relation to a statutory provision to new facts or interprets that the rule does not
apply in a certain situation, he is making or changing the law. Of course, he does not
have the same freedom as the legislature and must not be seen to be usurping its
powers. All judge-made interpretations are inferior to, and can be overruled by
Parliamentary or delegated legislation. But unless and until they are overruled, judicial
decisions on the interpretation of legislation are precedents just as much as decisions
on non-statutory points of law. As such they are subject to the same rule of STARE
DECISIS: to stand by cases already decided. Most of English law derives from statute
and common law. The function of the judges is to interpret the one and evolve the

other.

The doctrine of judicial precedent is one which in English law involves an application of
the principle of stare decisis. In practice, this element of compulsion means (as shown
in Figure 6°2) that the Court of Appeal is generally bound to follow its own previous
decisions and that each Court is bound to follow the decisions of a Court above it in the
following hierarchy starting from the House of Lords, Court of Appeal, High Court
(Family, Chancery, Queen's Bench), County/Crown Court and Magistrate's Court. It
should also be appreciated that the limitations placed on the Courts by the principle of

stare decisis are self-imposed.

The judgement or decision of a judge may fall into two parts: the 'ratio decidendi’ and
'obiter dictum'. Prior to that, the counsel from either parties (plaintiff and defendant)
are allowed to put forward their arguments, including their interpretation of the relevant

statutory provisions or the duties of the auditor.

After such hearing, the judge applies the law and arrives at a decision, for which he
gives the reason: RATIO DECIDENDI. More precisely, the ratio decidendi of a case is

the principle of law on which the decision is based.

il
{
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Figure 6°2 : HIERARCHY OF COURTS IN THE UK [extracted from Bradney et al (1991) p9]

Judge-made law

HOUSE OF LORDS
(deals only with appeals)

COURT OF APPEAL
(deals only with appeals)

HIGH COURT

different divisions deal with different kinds of legal
dispute (deals with both appeals and new cases)

FAMILY
DIVISION

CHANCERY
DIVISION

QUEEN'S
BENCH
DIVISION

COUNTY COURT
(deals with civil law
disputes)

CROWN COURT

(deals mainly with

criminal law disputes)

MAGISTRATES' COURT

matters)

(main business - criminal, matrimonial and licensing

Importance in Precedence

Binds Courts below but
not itself

Binds Courts below
and normally binds

itself

Binds Courts below but

not itself

Binds no-one

Binds no-one
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For the purposes of this research, one is not concerned primarily with the outcome of a
case but with the interpretations of the statutory audit provisions in the context of
fraud detection which the counsel argued for and the judge gave for the conclusion.
The latter's interpretation is important because within it will be found the ratio
decidendi. The ratio is that part of the legal interpretation and reasoning which is
essential for the decision in the case. It is the ratio which is binding under the doctrine
of precedent and which is thus part of the law. The ratio and the reasons for the
decision are not necessarily the same thing. Not all the reasons given for the decision
will be essential. In Courts where there is more than one judge, each may give a
separate judgement. If they do, each judgement will have its own reasons, and thus its
own ratio. The judges must agree on a conclusion to the case, although they may do
so only by majority. However, they do not have to have the same reasons for their
decision or interpretation.

Finding the ratio in a case is crucial. It is also the most difficult part of reading cases,
particularly when the case involves several judgements. The ratio is the essence of the
case and thus may not always be found simply by quoting from one judgement.
Discovering the ratio will involve skills of construction, interpretation, understanding
and explaining what judges meant, how they reached their conclusions, in order to see
the common grounds of judicial interpretation. Although the ratio is the law, it cannot
be divorced entirely from the facts. Facts which are essential for a decision provide the
conditions for the operation of the rule and are, thus, part of the rule itself.

A Court must follow the ratio of any relevant case which is binding on it under the
doctrine of precedent. Thus, the question arises, when is a case relevant? A case in
the same area must be followed unless it can be distinguished on the basis of its facts.
If the facts of the case cannot be distinguished, if the case is 'on all fours’, then it must
be followed. The process of distinguishing cases is really just another way of deciding
what the ratio of the case is. If the material facts necessary for the operation of the
legal rule in the first case are not found in the second, or are different, there is no
precedent.

The judge may go on to speculate what his interpretation or decision would or might
have been if the facts of the case had been different. This is the OBITER DICTUM:
something said by the way. That which is not part of the ratio of the case is said to be
the obiter dictum. The binding part (if any) of a judicial decision is the ratio decidendi.
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An obiter dictum is not binding in later cases because it was not strictly relevant to the
matter in issue in the original case. However, an obiter dictum may be of persuasive
(as opposed to binding) authority in later cases. That which was said obiter dictum in a
Court such as the House of Lords may be very persuasive indeed for a relatively inferior
Court such as a County Court. Moreover, remarks made obiter may indicate which way
the law is developing or which kinds of arguments judges find particularly persuasive.
Very often where an obiter is involved, there will be no counse!'s interpretation on it as
it will be outside counsel's focus.

Hence, judicial interpretation is, using the words of Gray (1924):

"The process by which a judge constructs from the words of a statute-book a meaning
which he either believes to be that of the legislature [laid down by precedent] or which
he proposes to attribute to it"

(p176)

This section has sought to analyse the basic approach of the judges in the
interpretation of statutes. It addressed the question of what the judges are seeking to
interpret, and especially what is the relationship they conceive between the text of a
statute and the intention of Parliament. The application at the subsequent mini judicial
sections will focus on the judicial interpretations of the bracketed statutory provisions

on the auditor's duties.

6.2.1.5 SUB CONCLUSION

This section has sought to open up four of the basic ‘rules’ concerning statutory
interpretation, namely literal, contextual, purposive and judicial. The literal rule seeks to
obtain the ordinary plain meaning from the words used on its own. The contextual rule
expands on the literal meaning by referring to the rest of the Act. The purposive rule
turns to the statutory objective or the actual intention of the Parliament in the
enactment. Finally, the judicial rule refers to the meanings arrived at by the judiciary

system.

The rules are explored with all the diffidence and reservation that the subject demands.
Which ‘rule’ takes precedence when conflicting interpretations emerge on the same
statutory provision? No guidance can be derived from a statute. The Interpretation Act

1978, like its predecessors contain no general principles on this issue. There is no
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binding judicial decision on the subject of statutory interpretation generally as opposed
to the interpretation of particular statutes. Such is the uncertainty facing the ‘rules’.
All that there is, according to Bell and Engle (1987) is a welter of judicial dicta which
vary considerably in weight, age and uniformity.

Nevertheless, this question will be answered in the next chapter after a further
understanding and insight has been gained on this subject area.

6.2.2 CODING

The deciphered meanings of the bracketed texts need to be coded to assist in further
analysis and interpretations. This categorical approach is a movement beyond the ad-
hoc classification where no attempt is made to fit classes to data so that relations
between variables and dimensions can be summarised. The coding here as seen in
Figure 63 consists of a system of classes constructed (source of auditor's duty vs role)
to fit the subject matter so that relationships among the classes can be described.

On one axis, the source of the auditor's duties is arranged in a descending order of
legal authoritativeness, from statute law to third parties. The auditor's duties are first
and foremost regulated and dictated by Parliament via statute law. This is followed by
case law whereby the Courts, subservient to Parliament, can lay down duties for the
auditor, with or without reference to statute law. Both statute and case law constitute
the 'law' as wae traditionally know it. Next comes pronouncements from the profession
in the form of Auditing Standards and Guidelines for the auditor. Though such
pronouncements are not 'law’, they are quasi-law in that a Court of law when
considering the duties of the auditor may take into account such pronouncements as
indicative of good practice. Auditors, who are members of the professional bodies are
also expected to follow such standards in the conduct of an audit, otherwise they can
be subjected to disciplinary action. Then there are also contracted duties made in
private between auditors and their clients. For the sake of completeness, there is also a

limited social duty to third parties which comes under tort and negligence.

The auditor in fulfilling his general contractual duties for registered companies will firstly
need to ensure that his statutory requirements in the Companies Acts are carried out,
followed by any subservient case or common law which may interpret the Companies

Acts, thereby clarifying the auditor's statutory duties. The ‘law' needs to be abided
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first. The auditor would next need to abide by the professional pronouncements of the
Institute of which it is a member and thus subjected to, which has been referred to as
quasi-iaw in this case. For the profession may further interpret or clarify the statutory
or case law duties. The statute, case law and professional requirements would apply to
all audits generally.

The auditor's client may then request extra requirements into the general audit via a
specific contract which may further extend the scope of the audit. After satisfying all
the 'general’ requirements, the auditor now has to be concerned in fulfilling these
'specific' requirements under contract. Finally, the auditor can have a limited duty of
care to third parties with whom s/he has no contractual duty but one remotely under
tort.

The diagram below summarises the above framework for the codings 1 to 5.

S8TATUTE

— GENERAL CASBSE LAN

—CONTRACTUAL —

i S8SPECIFIC —me. CONTRACTED PARTIES
DUT Yot

- NON-CONTRACTUAL THIRD PARTIES

Thus, the status of the hierarchy of regulation on the auditor is ranked numerically in
the order of the general contractual requirements (statutory, case law, professional),
specific contractual requirements and third party non-contractual responsibilities under
tort.

On the other axis, the role is distinguished between an explicit {higher) and implicit
(lower) duty. A duty towards fraud detection becomes explicit (category 'a') when the
words ‘fraud detection' are used or stated expressedly by the respective sources. In
the absence of such explicit reference one would then consider if there is an implicit

(category 'b') duty by reference to any inferred words used which may have
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connotations with fraud detection such as 'corrective’, 'protection' etc. The implicit
duty is seen as a duty willed beyond the explicit message. In the absence of an explicit
or implicit statutory duty to detect fraud or the presence of an explicit expression to the
contrary, it would then be prudent to relegate by implication to a lower level, which
would normally be that of a contractual duty to be arranged privately between the
parties {level 4b). This would be considered to be a reasonable and a safe conclusion,
in the absence of common law and professional inference. The process will be made
much more evident in the subsequent sections when it is being shown how it is applied

empirically to a particular situation.

The various classes when combined creates a coding system for the hierarchy of
regulated responsibility facing the auditor towards fraud detection. Such a system
bears a close relationship to empirical reality. Sub classes were further introduced to

facilitate that isomorphism.

The restricted (r) sub-classes refer to the expressed provisions in the Companies Acts,
in Hansard or in judicial pronouncements. It moves from a more general duty (rq, rp) to
a more specific duty (r3, r4, rg). The more general the restriction (eg rq{), the wider the
duty and thus the more onerous that duty the higher the level it is placed.

Next comes the secondary (s) function. This term is used (somewhat loosely) when it
was expressed as the second objective of the audit in the House of Commons (as in CA
1967) or when the explicit main aim of the audit was to verify the disclosure
requirements but there was some resistant view (by some members in either House)
that the audit still had some detection role (as in CA 1981). In the case of a combined
secondary and implicit coding, it refers to the 'secondary function® of the audit which
has not expressedly used the words ‘fraud detection' but words which can imply a
fraud detection duty (eg secondly [referring to the second objective of the audit], it
should be designed to protect the shareholder from fraud).

Next comes the obiter dicta (0) duty which carries with it only persuasive (not binding)
authority and can be a faint indication of the way the law is developing.

Finally, outside the realm of the compulsory statutory audit, comes the voluntary
statutory audit.
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The diagram below summarises the above framework for the sub-classes.

PRIMARY FUNCTION
COMPULSORY <SEGONDARY FUNCTION
OBITER DICTA

VOLUNTARY

AUDIT

In one sense, these classification are more nominal than ordinal since they have been
designed primarily to facilitate the visualisation of change taking place and to highlight
the differing definitional interpretations that could emerge under the different rules.

Such taxonomies perform several functions for the researcher. Firstly, they specify a
unit of social systems (Parsons and Shils, 1959) to be analysed and indicate how that
unit may be described (Zetterberg, 1965). Such definitions tell the researcher what to
look for, but they are primarily descriptions, not analytical explanations. Thus, the

second function of the taxonomy is to summarise and inspire further analysis.

The bracketed texts are now ready for coding. It may be necessary to refer back to the

relevant Companies Acts in section 5.2 to assist in the process of the codings.

Iigure 6°3: HIERARCHY OF REGULATION AND RESPONSIBILITY FOR THE AUDITOR

ROLE ExpuCIT (= a) IMPLICIT (= b)
SOURCE
1 Statute 1a 1b
2 Case Law 2a 2b
3 Profession 3a 3b
4 Contracted Parties 4a 4b
(in privity)
5 Third Parties 5a 5b
{not in privity)
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Further sub classes: (rq) = restricted to reasonable care and skill

(ra) = restricted by materiality

(r3) = restricted to the books and supporting
documentation

rg) = restricted to the books and

information/explanations given
rg5) = restricted to the books

(s) = secondary
(o) = obiter dicta
(v) = voluntary

6.3 JOINT STOCK COMPANIES ACT 1844

6.3.1 LITERAL INTERPRETATION

Based on s41, it appears that the auditor's duties are to CONFIRM the accounts and
report specifically if it is not PROPER to do so. What do the key words 'confirm’ and

‘proper’' mean here?

Though s3 (Construction of Words section) exists within the Act, which seeks to
assign meanings to certain words and expressions, the words 'confirm’ and 'proper’ are
not on the list. The Interpretation Acts of 1850, 1889 and 1978 are also silent on the

words.

One then resorts to the Shorter Oxford Dictionary for some clarification.

CONFIRM {(1297) : To make valid by formal authoritative assent, to ratify,
sanction
(148b5) : To strengthen (in an opinion, action or purpose)

(12-15thC) : To corroborate, to verify, put beyond doubt

PROPER (1150-1350) : Adapted to some purpose or requirement - fit, apt,
suitable, fitting, befitting, especially appropriate to the
circumstances

(1738) : In conformity with the demands or usages of society,

decent, decorous, respectable, correct
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*Confirm’ appears to bring forth an affirmation duty here, though the last definition with
the words 'put beyond doubt’ seems to introduce a slight indication of fraud detection.
'Proper’ on the other hand, leads to the meaning that the accounts are to be confirmed
according to some suitable purpose or requirement. What that requirement is, is not
evident from the section above. But the later definition on ‘proper’ seems to bring forth
the societal requirement that it is respectable or correct, which implies that the

accounts are not to be incorrect due to fraud or errors.

There is no explicit mention of the word 'fraud detection' in §41. But the combination
and literal usage of the words "confirm' and "proper' in the statutory provision (ie level
1) seem to infer an implicit duty (ie level b) to detect fraud. Hence level 1b.

6.3.2 CONTEXTUAL INTERPRETATION

The literal interpretation per se does not clarify enough the scope of the affirmation
duty. To do so, one needs to resort to the context and other sections of the Act.

s35 "And be it enacted, that fourteen days at the least before the period at which
the accounts are required to be delivered to the Auditors as herein-after
provided, the Directors of such company shall cause the Books of the Company
to be balanced, and a full and fair Balance Sheet to be made up..."

By incorporating the context of s35 to s41, the auditors are required to confirm that the
Accounts and Balance Sheet are full and fair. That is the scope of the affirmation and
the context to the word ‘proper’. But what does the phrase 'full and fair' mean? One

needs to apply the literal rule again.

As with the word 'confirm’, the phrase 'full and fair' is not listed in s3 (Construction of

Words section) nor in the Interpretation Acts.

The Shorter Oxford Dictionary defines the following words:

FULL (c 1150) : Abundant, copious, satisfying, satisfactory
(1656) : Complete or abundant in detail
FAIR (c1150-1350) : Free from bias, fraud, or injustice, equitable, legitimate
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From the definitions given here, it seems that the auditor has to confirm that the
accounts are satisfactory, complete in detail and free from fraud. Also both the
statutory sections 35 and 41 (ie level 1) were enacted under the headings 'Regulation
of Companies' in the Act. The further contextual provision of 835 makes no specific
reference towards a duty to detect fraud (ie no explicit duty) but the phrase 'full and
fair' does carry implicitly such an inference (ie level b). In context of regulation and
confirming that the accounts are full and fair, it appears that the auditor has an implicit
duty to detect fraud (ie level 1b), based on the contextual interpretation.

6.3.3 PURPOSIVE INTERPRETATION

A Select Committee was appointed specifically "to inquire into the State of the Laws
respecting Joint Stock Companies (except Banking Companies) with a view to the

greater security of the public” (Gladstone Committee Report 1844, p3).

In further pursuance of this objective, the Select Committee thought it desirable
notwithstanding the notoriety of the circumstances which had attended the concoction,
progress and termination of some bubble companies, to receive evidence of ten
remarkable cases of miscarriage or fraud, with a view to practical remedies to be
specifically directed to such cases. With the evidence gathered the Select Committee
categorised the bubble Companies into three classes. Of relevance here is the second
category: those which let their objects Be good or bad, ere so i constituted as to
render it probable that the miscarriages or failures incident to mismanagement will
attend them libid, p4).

Here the Gladstone Committee reported that the character and credit of persons
engaged in companies of this second class lull suspicion. The directors themselves are
often indifferent and careless, trusting too much to their officers; shareholders purchase
on the strength of their names without due inquiry, and thus confer factitious support
so that one set of persons relying upon another set, the delusion is sustained for a
longer space of time.

The Select Committee expressly noted that publication of the directors and
shareholders, of Deeds of Settlement and of the capital, will not meet this class of
cases; but it may be met by the periodical holding of meetings, by the periodical
balancing, audit and publication of accounts, and by making the directors and officers
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more immediately responsible to the shareholders, which may probably be
accomplished by facilitating and improving the remedies available to Joint Stock
Companies and their shareholders inter se. It was emphasised by the committee that
periodical accounts, if honestly made and fairly audited, cannot fail to excite attention
to the real state of a concern; and by means of the improved remedies recommended,

parties to mismanagement may be made more amenable for acts of fraud and illegality.

Thus in drafting of the compulsory audit requirement {s38) into the Act itself, one
needs to trace back to the second category of bubble companies. The common law (ie
the legal position) before the Act was that audits were not made compulsory. The
enactment of the audit was intended primarily to remedy the mismanagement through
indifference, carelessness and over confidence on the part of the (honest) directors

which subsequently promulgated fraud to be committed by their 'trusted’ officers.

The purpose of the audit was not primarily to prevent or detect fraud but to overcome
mismanagement. Fraud was the consequence of poor management. Fraud detection
thus became the secondary objective [ie category (s)] of the audit. The statutory audit
(ie level 1) was to make the parties to mismanagement ‘more amenable for acts of
fraud and illegality’. How that is done is not mentioned but one can only interpret by

implication that it probably would involve fraud detection by the auditors (ie level b).

From this purposive analysis of the legislature, it seems that auditors have only a
secondary implicit duty to detect fraud. Hence level 1b(s).

6.3.4 SUMMARY

LEVEL
Literal Interpretation 1b
Contextual Interpretation 1b
Purposive Interpretation 1b(s)

6.4 JOINT STOCK BANKS ACT 1844 °

6.4.1 LITERAL INTERPRETATION

The only reference to auditors’ duties in this Act is to perform an independent annual
AUDIT. What does the key word 'audit' mean here?
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The Interpretation of Words section within the Act (s44) offers no help at all since the
word 'audit’ is not provided there. The other Interpretation Acts of 1850, 1889 and
1978 are also silent on the word.

Reference is now made in the Shorter Oxford Dictionary for some assistance.

AUDIT (1557) : To make an official systematic examination of (accounts)

Here, the audit is seen as an examination of the accounts. It does not clarify the extent
of that examination. Does it include examination for fraud? There is no explicit or
implicit mention of fraud detection. It is difficult to say literally whether such a duty is
expected on the statutory level. In terms of prudence one can only safely relegate it to
a private contractual duty. Based on the ordinary meaning, one can only reasonably
infer (ie level b) that fraud detection needs to be arranged privately between the parties
in contract (ie level 4). Hence level 4b.

6.4.2 CONTEXTUAL INTERPRETATION

Other sections of the Act are silent as regards the audit and the extent of that
examination. Hence, it is of no avail here. The meaning remains at the literal level of
4b.

6.4.3 PURPOSIVE INTERPRETATION

There were three Parliamentary Reports (Peel Report 1836, Select Committee Report
1837, Select Committee Report 1837-38) prior to the drafting of the Joint Stock Banks
Bill. Only the Peel Report (1836) touched on the issue of the appointment of auditors.

The following is a relevant extract from the Minutes of Evidence taken before the Peel

Committee.

Q1518 [Mr Morrison] "Would not the appointment of auditors be a proper
safeguard against any improper and improvident act on the part of the
bank?"™

[Mr V Stuckey, Banker] */ think it might*
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This question sought to expand a little on the scope of protection afforded by the
auditors; namely the safeguarding against any improper and improvident acts by the

bank. This was replied in the cautious but affirmative note.

Mr Gladstone may have probably summed up the contemporary view when in the
House of Commons Debate (Session 28 June 1844 col 101) on this Act, he said that

the duties of an auditor were properly corrective and retrospective.

It seems that the audit was introduced into the joint stock banks to provide some
protection against fraud. Words stated above in conjunction with the statutory
provision (ie level 1) such as 'improper’, "improvident' and 'corrective' seems to have a
strong connotation with fraud. It is likely that one of the purpose of the legislative
audit implied above is to detect fraud (ie level b), amongst other purposes. Hence the
level allocated here is 1b.

6.4.4 SUMMARY

LEVEL
Literal Interpretation 4b
Contextual Interpretation 4b
Purposive Interpretation 1b

6.5 JOINT STOCK COMPANIES ACT 1856
6.5.1 PREFACE

In 1856, the Companies Act here abandoned the compulsory audit provisions of the
1844 Companies Acts, substituting instead voluntary protective provisions giving:

a) the Board of Trade the right to investigate the financial affairs of a company
should at least one-fifth of the shareholders, in number and value, invite it to do
so (s48);

b) the shareholders in a general meeting to appoint casual inspectors to examine
the affairs of the company (s51); and
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c) the shareholders in a general meeting to appoint an auditor under cl 74 Table B
of the Act which outlined a model set of Articles of Association for adoption by

any company not wishing to produce its own (s9).

The focus here will be on the last provision, in trying to ascertain the level of fraud
detection responsibility when a voluntary audit has been adopted under Table B.
Hence, all the codings here will have a category (v) attached to it.

6.5.2 LITERAL INTERPRETATION

Based on the ordinary literal construction of the wordings in the two clauses, the
auditor has to ascertain the 'correctness’ of the balance sheet (via examination of the

accounts) (cl 74), which is expanded in cl 84 to mean 'full and fair'.

Definitions in the Act and the Interpretation Acts have not sought to define the term

'full and fair'.

The Shorter Oxford Dictionary is then resorted to:

FULL (1656) : Complete and abundant in detail

FAIR (c1150-1350) : Free from bias, fraud or injustice; equitable, legitimate

The word 'full' requires the balance sheet to be complete in relation to some detail. If
one reads on further in cl 84 after the word, it seems that the details are "the
particulars required by these Regulations”. The ‘'particulars’ are explicitly stated in
Table B - cl 72 as follows:

*A Balance Sheet shall be made out in every year and laid before the General Meeting
of the Company, and such Balance Sheet shall contain 8 Summary of the Property and
Liabilities of the Company, arranged under the Heads appearing in the Form annexed to
this Table (B), or as near thereto as circumstances admit"

The word ‘full’ relates to the format and the contents of disclosure in the balance

sheet.
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The word 'fair' has connotations with the balance sheet being equitable and free from
fraud. With such further clarification, one can proceed to read further into the sentence
construction of cl 84 which links 'full and fair' to 'a true and correct 'view'. The
Shorter Oxford Dictionary defines:

TRUE (c1150-1350) : Consistent with fact; agreeing with reality, representing
the thing as it is

CORRECT (1705) : In accordance with fact, truth or reason, right

Both words seem to convey the meaning that it is consistent or in accordance with fact

or reality.

The three words 'fair', 'true’ and 'correct’ all appear to have connotations with the
absence of fraud to some degree in the audited balance sheet (ie level b). It is difficult
to draw out any meaningful conclusions for "satisfactory explanations or information”
since what is ‘satisfactory' is very subjective. Nevertheless' there appears to be an
implicit statutory provision (ie level 1) for the auditor to detect fraud if Table B is

adopted. Hence level 1b(v).

6.5.3 CONTEXTUAL INTERPRETATION

In attempting to read into the auditor's duties under Table B, cl 84 states that the
auditor shall report on the balance sheet and accounts. Whilst the extent of the report
on the balance sheet is clarified to some extent within the clause; as regards the report

on the accounts, it is fairly evasive.

Looking at Table B - ¢l 69 which states the condition the accounts are to be kept {and

reported on) may provide some contextual meaning to it.

*The directors shall cause true accounts to be kept, -

of stocks in trade and the Company;

of the sums of money received and expended by the Company and the matter in
respect of which such receipt and expenditure takes place; and of the credits and
liabilities of the Company. "

Hence, the Auditor has to report on the ‘correctness' of the balance sheet and if "true’

accounts are kept by the directors. Based on the definitions of 'correct' and 'true'
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relating to the absence of fraud as explained in the previous section, it appears that the
auditor has an implicit duty to detect fraud (ie level b), even under the contextual

interpretation of the statutory provisions (ie level 1). Hence level, 1b{v).

6.5.4 PURPOSIVE INTERPRETATION

No Select Committee was set up for this Act, but there were discussions both in the
House of Commons and House of Lords on the radical reforms drafted into the Bill; one
of which was the abandonment of the concept of compulsory company audits.

There was the belief that investors ought to be responsible for their own protection and
look after themselves.

*The Act for the Registration of Joint Stock Companies was passed at 8 time when
much of the experience they now possessed had not been obtained, and it contained
many provisions of super-abundant prudence, which really gave no protection against
the evils they now sought to remedy, but created & fictitious security in the minds of
the public, by inducing them to trust to Parliament instead of exercising that caution
which they alone could effectually use”

(Mr R Malins, House of Commons, Session 1 February 1856 col 145)

*It was the business of all persons to protect themselves. People ought not to embark
on joint-stock undertakings without taking the ordinary precautions with the view of
ascertaining whether or not those who launched them were men of respectability and
substance; and he thought that if men would rush blindfold into matters of that kind, it
would be impossible to protect such fools from the consequences of their folly. "
{Viscount Palmerstone, House of Commons, Session 26 May 1856 col 636)

Subsequently there was some opposition to the House of Commons view as stated by
Viscount Palmerstone above. Lord Alverstone in the House of Lords on 24 June 1856
protested repeatedly against the course to be adopted by the Government and urged
that it was not right that the legislature should refuse to impose any safeguards upon

Joint Stock Companies, but leave every man to the exercise of his own discretion.

Nevertheless, Lord Stanley of Alderley managed to bring the House of Lords back to the
Government's view. He said: "instead of treating the whole public as children who
could not take care of themselves, it was better to leave these matters to the
Jjudgement of the public, who would then act like grown-up sensible men and would not

be deluded by the false security supposed to be imposed by a number of fallacious
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restrictions which did no good, but encouraged and created the frauds which they were
supposed to prevent®. (House of Lords, Session 24 June 1856 col 1893).

In conclusion, the Government held the explicit view that the statutory audit ‘really
gave no protection against the evils' and that 'all persons (are) to protect themselves'.
There is thus no expectation by the Government of a fraud detection duty at the
statutory level. It seems at the end of all this and based on t<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>