Submission on CLERP (Audit Reform & Disclosure) Bill

by Michael J Duffy(
This submission focuses on Schedule 3 of the draft provisions being the provisions to introduce proportionate liability in relation to claims for damages for misleading and deceptive conduct.  It focuses on the significant reduction in consumer and investor protection that will result from the reforms as they are currently proposed.

Schedule 3 of the CLERP (Audit Reform & Disclosure) Bill seeks to amend the law of contribution to introduce proportionate liability in relation to claims for loss arising from misleading and deceptive conduct as proscribed by section 52 of the Trade Practices Act (“TPA”),  1041H of the Corporations Act 2001 (Cwth) and section 12DA of the Australian Securities Investments Commission Act 2001.   

The legislation partly mirrors amendments to some state contribution laws
 in relation to economic loss claims for negligence and misleading and deceptive conduct under state Fair Trading Legislation.

What is proportionate liability?

Proportionate liability attempts to apportion liability for loss between defendants to court proceedings in a manner that ensures that where one liable defendant is insolvent and uninsured the plaintiff’s recovery of damages is reduced to the extent of the shortfall.  It is an unashamedly “pro defendant/anti-plaintiff” initiative and is a response to pressure from the auditing and other professions and to the “insurance crisis” where the major insurance companies across Australia (and world wide) have substantially increased their premiums and in some cases, withdrawn or threatened to withdraw from providing cover (see below).  

Proportionate liability is to replace the traditional law of “solidary”
 liability which has operated in most common law countries for many decades.  Under the traditional law where there is more than one defendant all defendants will be fully liable for all the damage they are shown to have caused.  It will often be the case that there will be multiple causes of action and  more than one defendant will be found to have caused and be liable for the full loss of the plaintiff.  This means that a plaintiff can take action against any of these defendants, and if successful against one receive full compensation for her loss from that defendant (provided there is a causal link between that defendant’s conduct and the loss).  

Where multiple defendants are liable for the same loss the current law will however allow consideration of defendants’ respective “responsibility” for that loss but only in relation to defendants seeking contribution from each other.  This is done procedurally by way of third party or contribution claims where defendants can make claims against each other or against new parties for contribution.  It is at this point that the principles of respective contributions to damage may come into play, and courts are currently empowered under state contribution legislation
 to order a party to pay contribution to a defendant for an amount as may be found to be just and equitable having regard to the extent of that person’s responsibility for the damage.

As can be seen in relation to these types of contribution claims, it is clear that the parties bringing the contribution claims have the onus of proof in relation to whether another defendant or third party should make contribution and the plaintiff is not involved in that process.  Under the traditional law there will be little advantage for a respondent in bringing contribution proceedings or making allegations against parties who are insolvent and uninsured or whose assets are difficult to locate even if there are good arguable claims against such parties.  As will be seen this situation will be reversed under proportionate liability where there will be significant advantage in defendants making such allegations.

Misleading and deceptive conduct

Schedule 3 seeks to introduce proportionate liability in relation to claims for loss arising from misleading and deceptive and introduces proposed amendments to section 52 of the Trade Practices Act (“TPA”) as well as section 1041H of the Corporations Act 2001 (Cwth) and section 12DA of the Australian Securities Investments Commission Act 2001 (Cwth)
.

It is submitted that proportionate liability in relation to misleading and deceptive conduct will substantially reduce the utility of those provisions.  The effects of this will go beyond so called “plaintiff claims” and have effects in relation to a wide variety of commercial and contractual disputes where section 52 of the TPA is widely utilised to supplement remedies for contractual misrepresentation.  It will also mean a significant reduction in investor protection - likely outweighing improvements brought about by the Financial Services Reform legislation.

It is also notable, in relation to the introduction of proportionate liability in relation to misleading and deceptive conduct, that the High Court has recently decisively rejected such an approach at common law in relation to s.52 of the Trade Practices Act.  In I & L Securities v. HTW Valuers
, the facts of the case related to an apportionment between the plaintiff and the defendant (analogous to contributory negligence) rather than between two defendants, however the reasoning of the case was equally applicable to proportionate liability between defendants.  The reasoning by the trial judge was that there were two independent causes of damage, one being the misleading conduct of the defendant, but the second being a failure of the plaintiff to take reasonable care, which resulted in the trial judge reducing the Plaintiff’s damages by one third.
  The High Court, however found that the measure of damages provided by s 82 was for the loss or damage of which the conduct was a cause and was not limited to loss or damage of which such conduct was the sole cause.  In the words of Gleeson CJ:

“The measure of damages stipulated was the loss or damage of which the conduct was a cause. It was not limited to loss or damage of which such conduct was the sole cause. In most business transactions resulting in financial loss there are multiple causes of the loss. The statutory purpose would be defeated if the remedy under s 82 were restricted to loss of which the contravening conduct was the sole cause. What is there, then, in the justice and equity of the particular case that might lead to a conclusion that the respondent should not be regarded as legally responsible for the whole of the loss, even though the contravention was a cause of the whole of the loss? Upon what principle might such responsibility be diminished?”.

Background to the proportionate liability bill 

The reform establishing proportionate liability is part of a package of reforms
 designed to deal with the “insurance crisis”.  Proportionate liability will be of benefit to professional indemnity insurers by reducing the amount that they are required to pay out to successful plaintiffs.  Insured parties will be able to shift liability onto other parties and where these parties are uninsured this will reduce the exposure of the insurance industry.  Such uninsured parties will frequently lack the resources to compensate the victims of misleading and deceptive conduct and may end up insolvent – in liquidation, under administration, bankrupt or under the provisions of Part IX or Part X of the Bankruptcy Act.

Weakening of consumer and investor protection

The benefit to the insurance industry will largely be at the expense of the victims of misleading and deceptive conduct.  In the context of Corporations Law and ASIC Act claims these will largely be investors who are misled or deceived.  The law will clearly substantially weaken investor protection.

It is briefly necessary to examine the current ‘insurance crisis’ and whether government intervention to weaken consumer and investor rights is really the answer or whether market forces may be a preferable remedy.

The insurance industry has painted large injury awards by courts as the main culprit of the insurance crisis.  In Australia we have heard much less about the cyclical nature of the insurance and reinsurance premium markets, the inevitable swings between “soft” and “hard” markets, underpricing of insurance premiums worldwide throughout the 1990s and the end, in 2000-2001, of what has widely been described as the “longest soft insurance premium market in recent history”
.  The latter was clearly a market where insurance companies believed they could afford to sustain uneconomic premiums through their ability to off-set losses through investment of that premium income into a rising stock market
 and a market where inadequate reserving was common.
 

The soft market came decisively to an end in the United States with the events of September 11 2001 which blasted a hole in world reinsurance reserves estimated at up to $50 billion.  In Australia, the end of the soft market was also marked decisively by the demise of HIH and the resulting instantaneous contraction of supply and of competition within the Australian market.  Since the end of the soft market we have seen frantic attempts by insurers to take advantage of the hard market to repair their reserving and profitability.  The consumer backlash to this ramping up of insurance premiums has led to the “insurance crisis”.  

The collective action of the insurance industry in systematically underpricing its premium throughout the 1990s is thus one of the main causes of the present situation.  Though this may have been partly an inevitable consequence of excessive competition, mismanagement has also played a significant part.  

Market solutions as an alternative to laws weakening consumer and investor protection

Economic theory suggests that the market forces which produced premium underpricing and are now producing excessive pricing will soon move again in the opposite direction to alleviate the problem.  Recent huge rises in insurance premiums can only attract new players into the market, increase product supply and competition and ultimately see premiums begin to come down again. There are suggestions in the United States that the hard market is already “softening” through increased supply and that premium rates are likely to begin coming down of their own volition.
  This trend may already be flowing on to Australia in the not too distant future. Further the significant recent rise in the share price of major insurers such as QBE and IAG clearly suggests that the “crisis” may well be substantially over already as the market is clearly factoring in significantly increased profitability for insurers. 

Sunset clauses?

The question in Australia at the moment is who will bear the cost of the current temporary hard premium market.  The federal proportionate liability legislation and recent legislation by Australian state governments suggests that insurance companies are currently winning the debate at the expense of other sections of society, including the insured and the victims of unlawful conduct so that it will be the latter who will shoulder most of the cost.

In view of what has already been noted about the cyclical nature of the insurance market, it is surprising that there seems to have been no consideration given to limiting the duration of some of the relatively extreme measures that are being taken to alleviate short term problems. The possibility of a sunset clause on proportionate liability after say, two years or a periodic review of the reforms once the hard insurance market begins to soften is clearly one possibility to make this and other such reforms more palatable.  

Proportionate liability that shares the risk of insolvency

As will be seen there is also the possibility of a proportionate liability model that equitably splits the risk of insolvency of defendants between plaintiffs and defendants (see below) or an adoption of the Queensland proportionate liability model which gives protection to consumers and preserves certain rights against professionals for negligent and misleading advice.

Certainly such options should at least be considered given that the current reforms offer substantial financial relief to wrongdoers and commensurate harm to the victims of their conduct.

Specific problems with the proportionate liability provisions

It is notable that the Ipp Report on reviewing the law of negligence
 which provides the basis for most of the reforms to the law of negligence which are now being implemented, specifically rejected proportionate liability and recommended retention of the doctrine of solidary (joint and several) liability for negligence.
 

This was presumably due to some of the problems with the scheme which can be illustrated by a practical example.  

An accountant, negligently advises an elderly client to invest in a risky start up company providing misleading information to her about the investment.  The company, due to gross mismanagement and ineptitude by three of its officers goes into liquidation. The investor sues the accountant who recommended the investment for negligence and misleading and deceptive conduct.  

The accountant joins the 3 officers of the start up company alleging negligence on their part, negligence by the company and contributory negligence by the investor herself (in NSW and WA actual joinder would not be required).  On an application by the accountant under the proportionate liability provisions the court accepts the accountant’s evidence and submissions that his liability should be limited having regard to the responsibility of the company and its officers for the loss of the investor’s money which the court assesses as 20 per cent for each of the company and its three officers – together adding up to 80 per cent.  The court finds no contributory negligence on the part of the investor. The officers, facing this and an avalanche of other creditors and lawsuits, seek bankruptcy protection under Part IX or X of the Bankruptcy Act.

The court thus orders the accountant (who is insured) to pay the investor only 20 per cent of her loss.  After payment of liquidation costs there is no dividend from the company but a 5 cents in the dollar dividend from the three officers.  The investor lodges claims in the 3 bankruptcies and recovers an additional 5 cents in the dollar in each from each of the 3 officers.  After exhausting all her remedies and succeeding 100 per cent on liability the investor, who has been found innocent of any contributory negligence has thus recovered only 23 per cent of her loss.

Preservation of joint and several liability under the Queensland model.

It is notable that in Queensland the proportionate liability provisions may not apply to the above situation as section 31(3) preserves joint and several liability where one of the defendants was engaged by the plaintiff to provide professional advice to prevent the loss that the plaintiff suffered and the plaintiff relied upon that advice.

Further the Queensland provisions do not apply to damages of less than $500,000 (section 28) and they also specifically preserve joint and several liability where:

(a) there is a common intention to commit an intentional tort and the defendants actively took part in the commission of that tort [section 31(1)];

(b) the defendant was principal and damages are awarded against his agent [section 31(2)];

(c) there is a finding against the defendants of fraud or misleading and deceptive conduct [section 31(4)]. 

Queensland is the only state where there has been an attempt to ameliorate the harsh effects of proportionate liability on consumers and investors. 

The problems of the new law can be summarised as follows:

1. Inconsistency with current case law

As can be seen from the earlier analysis the current law on causation in relation both to negligence and misleading conduct appears in some situations as least to be conceptually inconsistent with proportionate liability.  It is not yet clear how courts will resolve this conflict. 

2. The burden on the plaintiff in relation to contribution/third party proceedings

Under existing rules for contribution proceedings, the plaintiff is not required to become involved in the disputes between the various defendants.  Under proportionate liability, the disputes between respective defendants will have a direct impact on the ability of the plaintiff to recover (particularly if one of the defendants is impecunious and uninsured).  Thus, the plaintiff will have an interest in that issue and will need to be integrally involved in the contribution disputes between defendants.   

3. The problem of insolvent defendants and “straw persons”

The most obvious problem with proportionate liability will be the incentive for defendants to against other defendants or third parties who may be in a doubtful financial position to defend themselves and may not even be parties in the proceedings.  Where they are not parties it is likely that a plaintiff would often join such parties to the proceeding however such impecuious parties may well be unrepresented in the proceedings. By laying blame on such parties, defendants will be able to reduce their own liability.

Practitioners with experience in litigation will be aware that there are typically no shortage of actual or potential parties to litigation who are insolvent, “judgment proof” or from whom recovery prospects are otherwise problematic. Under proportionate liability defendants will have a strong incentive to join such parties to proceedings or make allegations against them. Effectively this means that the burden of blame will often be able to be shifted onto other impecunious parties that may have little incentive to defend the claims.  Clearly judges will face a heavy burden in doing justice where such third parties/co-defendants are unrepresented as insolvent or impecunious persons are likely to be (or where they are not even parties as is likely to occur in NSW and WA).

4. Philosophical objections 

The main philosophical objection to proportionate liability is that where one wrongdoer is insolvent or unable to meet a judgement debt, the burden of this will fall upon the plaintiff rather than upon another wrongdoer. Putting aside the possibility of contributory negligence the effect therefore is that an innocent plaintiff who has been the victim of wrongdoing but has not been found guilty of any wrong doing himself will bear the effect of the insolvency or non recovery in the form of reduced damages.  Meanwhile the other defendants to the litigation who have been found guilty of wrongdoing will have the benefit of being exonerated to the extent of that shortfall or insolvency.

It is no secret that this is exactly the outcome that this reform is designed to implement.  As noted in the report of the Victorian Attorney-General’s Law Reform Advisory Council Report on the subject in 1999 a “perfect world” where all wrongdoers were available for suit and sufficiently solvent to meet their judgment debts it would not matter whether joint and several or proportionate liability were adopted as the outcome would be the same
.  It is only in the imperfect world of insolvent wrongdoers that proportionate liability will significantly alter the current position.

Clearly, the “perfect world” outcome is that all parties share their respective proportions of the burden.  However, in the case when one party is insolvent, putting aside the possibility of the existence of viable insurance, that party will not bear that burden and the burden will need to be shifted to other parties in the proceedings.  The current system adopts the morally defensible position that it is preferable to place that burden on parties who have themselves been found guilty of some wrong doing rather than on to an innocent party.  The basis of proportionate liability is that the burden is to be shifted from parties who have been found guilty of some wrong doing to the plaintiff who has not been found guilty of any wrong doing.  It is not clear how this can be morally justified.

The NSW Law Reform Commission Report
 raised the other possibility of that burden being equitably distributed between the plaintiff and the other solvent defendants which, though still imparting some burden on the innocent plaintiff, would be preferable to the position that appears to be adopted by the proportionate liability legislation.  A draft provision to effect such an outcome is set out at the end of this paper. 

5. Removal of efficient deterrence.

Another philosophical/economic objection that has been noted is that the current system encourages “efficient deterrence” where people monitor the behaviour of those they deal with in relation to third parties. 
 There is already a strong tendency for large organisations (both private and government) to contract out specialised or problematic tasks to third party consultants and professionals.  The large organisation who is “gatekeeper” under existing law has an added incentive to deal with competent and solvent third parties (such as consultants and professionals) as to do otherwise would impact adversely on its own potential liability to an innocent third party.  Proportionate liability removes this incentive and moreover creates a positive incentive to contract out the most difficult tasks to small organisations which lack financial resources to fulsomely defend contribution proceedings or proceedings by a plaintiff.

6
Procedural and ethical problems for lawyers

As noted proportionate liability means that successful contribution claims against defendants or third parties who are impecunious will directly reduce the quantum of a plaintiff’s claim.  A lawyer’s duty to her client means that she must take reasonable steps to prevent such prejudice to her client.  Yet at present a solicitor is not permitted to communicate with such a third party or co-respondent if they are represented, much less assist them in the preparation of their defence to a contribution claim.  It is difficult to see how lawyers with their hands so tied will be able to marshall the evidence to adequately negate a problematic contribution allegation, yet this will directly reduce the damages that that lawyer’s own client will receive. There may also be similar problems for defendants as they appear to be required to establish both contribution  or fault against a co-defendant and liability (though not necessarily the same sort of liability) of that co-defendant to the plaintiff for the same damage without being able to communicate with the plaintiff.  

6. Unwieldy litigation that never settles

There will be more parties to litigation.  Where a defendant alleges that a solvent or insured co-defendant has significant responsibility for the plaintiff’s loss it is probable that the plaintiff will join that party in case the defendant is right.  Where a defendant alleges that an impecunious co-defendant has significant responsibility for the plaintiff’s loss it is possible that the plaintiff will still join that party in an effort to prove that the defendant is wrong. The plaintiff in that case be in the strange position of needing to pursue a claim to prove that that claim has no merit (this will also raise interesting questions in relation to the entitlement to costs of pursuing such claims).  

It is also unlikely that a plaintiff will be prepared to settle with that impecunious co-defendant on the basis of the co-defendant admitting any substantial responsibility.  On the other hand a court may not accept that a settlement where the plaintiff releases the impecunious respondent from liability determines or even bears upon the question of the impecunious respondent’s responsibility – given that it is in both the plaintiff’s and the impecunious respondent’s interest (but not the interest of the other respondent) to settle on that basis.  If so the plaintiff will have no option but to continue to pursue a claim that he believes has no merit. 

It follows that proportionate liability will increase the number of parties and reduce the possibility of settlement.
 

Conclusion and recommendations

Proportionate liability is a relatively drastic response to a substantial but cyclical rise in insurance premiums.  The problems and injustices of proportionate liability are likely to become more apparent over time as the courts grapple with the detail of the changes and plaintiffs realise that complete success on liability may bring only partial recovery of losses.  The reform has been sought by insurers as well as by the auditing and other professions for some time with a view to limiting and minimising liability for negligence and misleading conduct.  Apart from in Queensland, lawyers to date do not appear to have as vigorously opposed to this measure as they might.  

RECOMMENDATIONS

1. The government should abandon the proposal to implement Schedule 3 of the CLERP (Audit Reform & Disclosure) Bill.

2. Alternatively to recommendation 1, any proportionate liability provisions should: 

(a)
apply a “carve out” to claims by consumers and small investors so that they apply only to individual claims of $500,000 or more. 

(b)
include a provision whereby, where the court finds a concurrent wrongdoer responsible for loss under those provisions, and that concurrent wrongdoer becomes insolvent within 2 years of that finding, a plaintiff can seek an automatic order that any shortfall thereby caused in his damages will be divided equally between the plaintiff and the remaining solvent defendants, with the plaintiff able to seek a further order for apportionment on that basis.  A model provision is set out below.

1. Where a court makes an order for apportionment under this sub-division, and a defendant or concurrent wrongdoer who is found by the court under this sub-division to have responsibility for the damage or loss of the claimant becomes insolvent within two years of that order:

a) the claimant to the apportioned claim may apply to the court for an order:
i) that any sum representing the responsibility of the insolvent defendant or wrong-doer is to be divided equally between the claimant and any remaining parties to the proceeding who have been found liable to the claimant in the proceeding; and
ii) there be payment from those remaining parties to the claimant of a sum consistent with that equal division of responsibility;
2. The court may apply any necessary conditions on relief under this section as are necessary to do justice including that any right of a claimant seeking relief under this section to prove in a liquidation, bankruptcy or other insolvency be apportioned and assigned to those remaining parties or waived.
( Senior Associate Solicitor, Maurice Blackburn Cashman Lawyers
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