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LEGAL FOCUS

Ruling in Stone
& Rolls offers a
beacon of hope
THE UK House of Lords’ decision in Stone & Rolls (in liquidation) v
Moore Stephens* has been heralded in the media as a beacon of
hope for auditors (and their insurers) in the impending storm of
professional indemnity claims.

The strike-out of Stone&Rolls’ claimhas also been called a blow to
the fledgling third-party funding industry that has recently threat-
enedan increase inclaims.Will the judgmentdeliveronbothcounts?

Thebackground
Stone & Rolls’ controller and (indirectly) beneficial owner, Zvonko
Stojevic, had used the company as a vehicle for fraud. When the
fraud was eventually discovered, both Stojevic and the company were
successfully suedbyoneof thedefraudedbanks fordeceit.

The company thenwent into liquidation and the liquidators (in the
company’s name) claimed $174m from its auditors, Moore Stephens,
alleging theyhadnegligently failed touncover andreport the fraud.

Moore Stephens applied to strike out the claim on the basis that
the court will not assist a claimant with recovering compensation for
theconsequencesofhisown illegal act (the “illegalityprinciple”).

The issues
Thekey issuewaswhether the companywas, in fact, relyingon its own
illegalact. Inwhatcircumstancesareaperson’sknowledgeand/oracts
attributed to a company, particularlywhere, ashere, that person is the
sole embodimentof thecompany?

Anothermatter,whichcametothe fore intheHouseofLords, in the
context of public policy, waswhether the scope of the auditors’ duty of
careextends to innocentparties, suchascreditors,particularlywhena
company is insolvent.

The judgment
TheHouseofLordsupheld thedecisionof theCourtofAppeal to strike
out theclaimbya three-to-twomajority.Evenwithin themajority, the
mattersonwhich theLordsagreedwere limited.

The majority held that in the case of a “one-man” company,
where the directingmind andwill of the company is also its owner, its
fraudulent conduct is to be treated as the company’s conduct and the
illegality principlewill defeat the company’s claimagainst its auditors
for failure todetect the fraud.

The application of this authority where there are innocent share-
holders or directors is less clear. Although placing differentweight on
the issues of attribution and the auditors’ duty of care, the majority
confirmed that the auditors’ duty is owed to the company alone, not to
thecreditorsorother thirdparties.

Lord Mance in his minority judgment considered that where a
company is insolvent at the time of the audit, the scope of the
auditors’ duty extends, like the directors’, to protecting the interests
of creditors. This would have created an innocent constituency to
whomtheauditorsowedaduty to reportStojevic’s fraud.

Practical consequences
While thedecisiondoesaddtothedefencearsenal,auditors, their insur-
ers and their advisers should be circumspect about the effect of this
judgment. TheHouse of Lords’ decision requires auditors to show they
weredealingwitha true “one-man”companywithno innocent constit-
uency.Anyextensionof theprinciplebeyondthat isyet tobetested.

It remains to be seen how this defeat will affect the litigation-
funding industry. Undoubtedly it serves as a timely reminder of the
risks of litigation but funders may be able to exploit this setback as
justifying the significant costsof litigation funding.

*BarlowLyde&GilbertLLPrepresentedMooreStephens in thiscase.

JulianRandall is apartnerandheadof thecommercial litigationand
arbitration teamandCatherineManson isanassociate in the
professionalandfinancialdisputesteamatBarlowLyde&GilbertLLP

LEGAL
BRIEFWarranty reform likely to

take a realistic approach
WARRANTIES are a valuable
protection for insurers. Where
an insured has warranted a fact
to his insurer, the traditional
position is that any breach will
entitle the insurer to refuse all
claims under the policy and treat
it as discharged.

Criticism of warranties has
tended to focus on two main
areas. The first is the principle
that breaches need not have a
causal connection to the loss.
This has tended to encourage a
perception that insurers have an
incentive to search around in the
aftermath of a claim to identify
any breach, nomatter how irrele-
vant to the instant claim, in order
toavoid liability.

The second criticism is a prac-
tical one: that insureds (particu-
larly consumers) are ignorant of
howwarranties operate andof the
Draconian sanctions that may be
applied for what seem to them to
beminor infractions.

For these reasons reform of
the law relating to warranties
has formed a major part of the
law commissions’ long-running
reviewofinsurancelaw.AdraftBill
relating to consumer insurance is
due to be produced in the autumn
with one relating to business
insurancefollowingthereafter.

At present there is a clear
mismatch between the rights
insurers possess at law, their
regulatoryandbestpracticeguide-
linesandtheapproachtakenbythe
Financial Ombudsman Service. It
seems the approach in theBill will
be to effectively banish warranties
of past and present fact from
consumer insurance altogether,
instead subjecting information
andassurancesgiventoinsurersto
the usual contractual principles
relatingtomisrepresentation.

Policyholders who fraudu-
lently mislead their insurers will
face avoidance of their policy
and have no entitlement to any
benefit under it. A compensatory
approach would be adopted in
respectofnegligentmisrepresen-
tations, with the courts aiming to
place insurers in the same posi-
tion they would have been in had
the true facts been disclosed.
Consumers who make misrepre-
sentations that are both honestly
and reasonably made would be
protected fromsanction.

Warranties as to futureconduct
would only provide a defence to a
claim insofar as any breach could
be demonstrated to have a causal
connectiontothelossandwhether
a policy could be avoidedwould be
determined by reference to the
seriousness of the default and the
normal contractual principles
relatingtorepudiatorybreach.

No firm timetable has yet been
provided for the production of a
draft Bill relating to business
insurance but a decision by the
Court of Appeal suggests a will-

ingness to adopt a realistic
approach where insurers seek to
rely on warranty defences, even
without statutory reform. In
Pratt v Aigaion Insurance Co SA
(“The Resolute”) [2009], under-
writers had insured a ship subject
to a number of warranties. In
particular, the policy stated:
“Warranted owner and/or owner’s
experienced skipper on board and
in charge at all times and one
experiencedcrewmember.”

One evening, when the ship
was docked, it was damaged
beyond repair by fire. At the time
the ship was unattended, the
usual four-man crew variously at
home, in a café and at a pub.
The Court of Appeal allowed
the claim, notwithstanding the
insurer’s assertion that the war-
rantywasbreachedandcover sus-
pended for the duration of such
breach (it was common ground
that this case involved a suspen-
soryrather than“true”warranty).

In reaching its decision, the
court emphasised that, notwith-
standing the literal meaning of
the words used, the terms of war-
ranty fell to be interpreted in
accordance with the facts known
to the parties at the time of con-
tracting and in the context of the
policy as awhole.

In this instance, the Master of
the Rolls noted it was known to
theparties fromtheoutset that:
i) UnderEuropeanUnion lawthe

vessel was limited in the
amount of time it could spend
at sea and would accordingly
spend days in dock during
which the crewwouldnotusu-
ally sleepaboard the ship; and

ii) Even when manned the skip-
per (who was also the owner)
would from time to time have
to leave the ship, including for
purposes linked to the opera-
tionof thevessel.

Furthermore, thecourtalsonoted
the terms of coverage (in particu-
lar, that itwasexpresslystatedcov-
erage extended to periods when
the ship was in storage, being
dismantled, or undergoing refits)
included situations in which it
wouldnotbepossible for theoccu-
pancywarrantytobefulfilled.

Inlightof these facts itwasheld
that“atall times”requiredqualifi-
cation. As the policy itself did not
spell out the scope of that qualifi-
cation, this amounted to an ambi-
guity in the policy. In such a case
of ambiguity, the court was enti-
tled to invoke the contra pro-
forentum rule and interpret the
clauseagainst insurers.

In decidingwhat the qualifica-
tion should be, the court looked
to the risk that the warranty was
intended to address. It inferred
the insurer’spurpose inrequiring
an experienced skipper and crew
member was to protect against
the sort of risks such skilled men
could address (for example, navi-
gationalones).

Accordingly, they held the
warranty applied only when such
dangers were relevant (for exam-
ple, when the vessel was at sea).
On that basis, the court deter-
mined no breach had been made
andallowed theclaim.

What is striking about the case
is the Court of Appeal’s use of the
concept of “ambiguity”.Normally,
the concept of contra proforen-
tum isemployedtoassist thecourt
in choosing between two alterna-
tivemeanings of aword or phrase,
but here “at all times” contained
nosuchambiguity.

Rather, the task for the court
was to imply a limitation to the
phrase, in light of the unreasona-
ble (and, by implication, unin-
tended)consequencesof theclear
words. This opened the door for
the judges essentially to rewrite

the warranty in terms they
regardedasappropriate.

This was in contrast to the
approach adopted by HHJMackie
QC at first instance, who had held
that “at all times” bore a quite
clear and explicit meaning and
although it clearly required some
tempering, this should only be
theminimumrequired to accom-
modatecommercial sense.

He held the only exceptions
requiredwereabsences attributa-
ble to emergencies or in pursu-
ance of crew duties and refused to
relieve the insured of the conse-
quences of his “bad bargain”. He
regarded the apparent inconsist-
ency between a strict reading of
the term and the terms of cover
as insufficient to override the
unambiguous implication of the
policywording.

Themore generous attitude of
the Court of Appeal in this case
provides a starkwarning to insur-
ers. Although a broadly drafted
warranty may be superficially
comforting, it runs the risk of
essentially being rewritten to the
advantage of the insured when it
proves unrealistic in the context
of the factsknowntothepartiesor
theother termsof cover.

In this case, insurers would
have been better served by a war-
ranty which expressly excluded
from its remit situations inwhich
compliance would have been
unrealistic(suchasduringrepairs
or emergencies) but expressly
included periods when the vessel
was docked. If insurers do not
focus in a commercially sensible
way the burdens which their war-
ranties impose, the court may be
willing todo it for them.
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Watertight: but theCourt of
Appeal ruleddespite ‘at all
times’ appearingexplicit, the
wordingcouldbe interpreted
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