CHAPTER FOUR

THE AUDITOR’S DUTY OF REASONABLE CARE AND SKILL IN  SOUTH
AFRICA: A STATUTORY AND PROFESSIONAL PERSPECTIVE.

1. GENERAL OBSERVATIONS.

The guideline as to what the auditor’s duty of ozeble care and skill entails is not only
found in common law. It has for quite some timerbeealt with in statutes as well and
in internationally accepted auditing standardsis Thapter will analyze the standards of
care as pronounced in all the relevant Acts lilee Aluditing Profession Act, 26 of 2005
and the Companies Act, 61 of 1973. Where relesadtto a limited extent this Chapter
will also compare provisions in the Companies A&dt,of 1973 with the recently passed
U.K. Companies Act (c 46) with a view to showing ihternational trends as formulated
in the U.K! The official pronouncements of the profession lfitsehich amount to
internationally accepted auditing standards wabadbe analyzed. It will be revealed that
these pronouncements have legal backing and prowsdul information on how
auditors should do their work. This Chapter aksvas a very important purpose, which
is to show that auditors are not under atgtutory duty to detect fraud and that the
directors are collectively as a board accountalde the presence of material

misstatements in the annual financial statements.

! The U.K. Companies Act (c 46) received Royal Assesn 8 November 2006. See
www.opsi.gov.uk/acts200@nd follow the link on the Companies Act and itgpEanatory Note. The
Department of Trade and Industry in the UK commnoissed a fundamental review of company law and a
Steering Group led the Company Law Review whoseda@nobliged it to consider how core company
law could be modernized with a view to providingiample and effective framework for British business
in the twenty first century. After consulting hdswith all the interested parties the Company Law
Review presented its Final Report to the SecreshState for Trade and Industry on 26 July 2001sTh

report contained a number of recommendations fostsmtive changes to many areas of company law.
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2. THE PUBLIC ACCOUNTANTS AND AUDITORS ACT, 80 ofabl

This is the Act (hereinafter referred as the PAARat was repealed by the Auditing

Profession Act, 26 of 2005. It regulated varicesues peculiar to auditors. Section 20 is
however the one that is peculiar to this reseaiihis section dealt with the standards of
care expected from auditors. Reasonably compeigitors needed to be aware of its

provisions.

2.1. Statutory Standards of Care.

Section 20 of the PAAA laid down certain requiremtsewhich applied to any audit. In
terms of section 20 (1) no person acting as ant@uth any undertaking was pursuant to
any audit allowed to certify, report or expressaginion to the effect that a financial
statement including any annexure thereto thateetathe business in question, presented
fairly or correctly or gave a true and fair viewithout appropriate qualification, of a
company’s financial position or the results of dgerations unless certain conditions

were met.

These conditions were:

I He must have carried out the audit with freedommfrany restrictions

whatsoevef.

i. He must have checked that proper accounting redwds been kept in any one
of the official languages, so as to reflect andl&xpall transactions and record

all assets and liabilities in a correct and adegjéezthior’

2 Section 20 (1) (a).
% Section 20 (1) (b).
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Vi.

Vii.

All information, vouchers and other documents whate necessary for the

proper performance of his auditing duties must hzaen obtained.

He as auditor must have complied with the laws @thér requirements relating

to the audit of any business.

He must have, by the use of reasonably appropmatbods, satisfied himself of
the existence of all assets and liabilities refldcin the financial statements or

any annexures therefo.

He must have been satisfied as far as is reasompabtyical of the fairness or
truth or correctness as the case may be of thediabstatements and annexures

Any material irregularity referred to in section &) must have been adjusted to

his satisfactioff.

In addition to the performance of these duties Bublic Accountants and Auditors

Board’s Code of Professional Conduct stressed fuedéal principles of integrity,

objectivity and independentas well as knowledge and skills and professiopadaoct

* Section 20 (1) (c).
® Section 20 (1) (d).
® Section 20 (1) (e).
" Section 20 (1) (f).
8 Section 20 (1) (g).
° Puttick G and van Esch Be Principles and Practice of Auditing 8" ed identify the two main aspects of

independence namely:

The auditor’'s responsibility to come to an unbiasgéhion and to possess the conviction
required. He must not allow himself to be led byc&ful personalities he may encounter to
accept statements with which he is not completafigfed.

An auditor must be seen to be independent andialfsten acts or relationships which are

likely to undermine his independence. Such actsldvanclude investments in clients or

81



which has to be adhered to. It is quite obviows #n auditor who was reasonably
careful and competent could not simply certify finml statements as true without
verifying that proper accounting records had beept¥ A reasonably competent and
careful auditor had to be aware of the provisiointhis Act and all other rules governing

the conduct of an audit.

2.2. Duty to Report all Material Irregularities.

In terms of section 20 (5) (a), if any person whgerforming his duties as an auditor of
a business is satisfied or has reason to belieteatimaterial irregularity is taking or has
taken place in the conduct of the business andhwh&s caused or has the potential to
cause financial loss to the business or to any reesnbr creditors he must report the
irregularity in writing to the person in chargetbét business. Such a report must furnish
particulars of the irregularity. The Act did notefothe a material irregularity. It can
however be inferred from the wording of section (8) (a) that it must have caused
financial loss or at least have the potential afstag financial loss to the members or
creditors. The second apparent requirement wasthieairregularity must have taken

place.

By its very nature, fraud easily fits into the aidifi the material irregularities an auditor
was required to report on. A casual look at thetiese would possibly suggest that an
auditor was only required to report on the existeata material irregularity if he was

“satisfied or had reason to believe” that suchreegularity existed. He was not required
by this provision to have an absolute belief oragyggprocedures that would at any time
reveal a material irregularity or cause him to i it was taking place. Section 20 (5)

(a) only required an auditor to carry out any irigggion he deemed fit for the purpose

indebtedness to them, trusteeships associatedtligtits, acceptance of gifts from clients and
personal relationships with client personnel.

9 This would have been in contravention of sectior{D (b).
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of determining whether such an irregularity existsnot'* There were no specific
guidelines as to what would be a sufficient invgsion into the existence of an

irregularity. This would obviously depend on thecamstances of the case.

Section 20 (9) dealt with the liability of an auwtitfor negligence or malice in the
performance of his duties. In terms of subsec@ida) an auditor could not be liable to
his client or a third party if he expressed an mpinwithout negligence or malice.
Section 20 (9) (b) provided that an auditor coudtlyde liable if there was proof that he
acted negligently and that as a result of his gegite a third party suffered financial loss
and if he knew or could reasonably be expectechtiwkthat such an opinion would be
used by his client to encourage or discouragerd fharty into a transactioi,or that a
third party would rely on such opinidfl. Section 20 (9) (b) (ii) provided that an auditor
would be liable to a third party if he negligentipve a wrong opinion on financial
statements or in any way represented to the tharty/ghat his report was accurate if he
knew or could reasonably be expected to know thatthird party would rely on his
opinion and act or refrain from acting in relatimna particular transaction with harmful

consequences.

™ This requirement complemented the common law requént discussed in the previous Chapter. In the
casedairy Containers v NZI Bank [1995] 2 NZLR 30,In re Kingston Cotton Mill Co (No 2) [1896] 2
Ch 279, Pacific Acceptance Corporation Ltd v Forsyth (1970) 92 WN (NSW) 29 andhoroughbred
Breeders Association of South Africa v Price Waterhouse 1999 (4) SA 968 (W) it was stated that an
auditor who finds himself faced with something saisus in the financial statements must proceed and
probe it to the bottom. Ifhoroughbred this requirement was qualified. It was held thatauditor must
use his professional judgment in deciding whichteratare material and should be probed.

12 Subsection (aa).

13 Subsection (bb).
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3. THE AUDITING PROFESSION ACT, 26 OF 2005%.

The Auditing Profession Act (the Act) repealed B¥®AA and contains provisions that
deal with the standard of care with which all aoditshould comply when they are
performing an audit. In terms of section 44 (2)gaditor may not express an unqualified
opinion on the financial statements or on any saipgeintary information of the entity he

has audited unless he is satisfied that the fimhstatements:

(a) fairly™® present in all material respects the financialitis of the entity and the

results of its operations and cash flow; and
(b) are properly prepared in all material respectooedance with the principles of the
financial reporting system the financial reportsgaut to follow'® unless he is
satisfied that the criteria in section 44 (3) hbheen followed.
3.1. Specific Duties in Relation to the Audit.

3.1.1. Duty to comply with official procedures atadensure the integrity of the audit.

Section 44 (3) (a) prohibits an auditor from expneg an opinion to the effect that

financial statements are a fair presentation of fthencial position and results of an

% This Act was assented by the state President andnie law on 12 January 2006. One of its main
objectives contained in its preamble is to regullageconduct of registered auditors.

!> The Bill contained the words ‘fairness or thettirar correctness’ of the financial statementsis Tvas
changed to get the requirement in line with Intéomal Auditing Standards which only require an
auditor to report on thiairness of the financial statements.

® This means that a reasonably skilled auditor lade aware of the different financial reporting
frameworks in use today. Companies are requiragséogenerally accepted accounting practice (GAAP)
principles by section 285A of the Companies Actdd11973. These practices however have so many
facets. There arénter alia UK GAAP, South African GAAP, International FinaatiReporting
Standards (IFRS) and US GAAP
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entity or are properly prepared in all materialpesss unless he is satisfied that he has
carried out the audit free from any restrictionsatsoever” The provision goes on to
provide legal backing to international auditing standards by stating that an auditor must
be satisfied that his audit is in compliance witfic@al auditing pronouncements that are
applicable to the conduct of the audit. The puepafsthis provision is to express that an
auditor in exercising reasonable care and skilltneasure that he exercises his right to
independence and complete freedom when conductirapdit. If he is restricted from
accessing certain information or conducting theiteartording to his plans, he must not
certify the financial statements as true and hetmualify his report accordingly. The
auditor must also ensure that he is reasonabliedKily constantly educating himself on
the latest developments in his profession regargimacedures, laws and standards
because according to this provision, internatianaditing standards should be adhered

to.18

3.1.2. Duty to use reasonably appropriate metho@suticular circumstances.

Section 44 (3) (b) states that an auditor may @tlgst without qualification if he has
used reasonably appropriate methods, having rdagaifte nature of the entity to satisfy
himself of the existence of the assets and liadslishown on the financial statements.
This requirement clearly obliges an auditor to tpksitive steps to ascertain whether or
not the assets or liabilities that an auditor téld in the statements actually exist. Fraud
schemes often take the form of understated liaslitor exaggerated assets. This
provision also obliges an auditor to utilize methddat best suit his assessment of the
risk of fraud considering the particular entity aciccumstances, and it essentially does
away with the use of standard audit methods fofetifit entities and financial

statements.

' Such restrictions may entail the withholding ofommation relevant to the audit of the financial
statements or limitation of an auditor's accesimtormation which he may deem essential.

'8 |n American law, a person who becomes and takesitle of certified public accountant (an audiior
South Africa) has an obligation to be “currentljoirmed and continually updated on new developments

affecting their profession.” See Frascona JL JD2IOFA Law Review 4" ed 19.
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3.1.3. Duty to ensure that all accounting recogehoeen kept.

According to this Act an auditor has to ensuré tha accounting records have been kept
by the company in one of the official language3he purpose of these records is to
reflect and explain all transactions and to re@kdssets and liabilities. An auditor must
not audit annual financial statements straight awayhout first examining the
accounting records. It is inherently superficial focus exclusively on the annual
financial statements because these are only thaf the iceberg. He must ensure that the
information in the financial statements is fairlgded on the accounting records. This is

similar to the provisions in section 300{b)f the Companies Act, 61 of 1973.

3.1.4. Duty to obtain all relevant information.

In terms of the Auditing Profession Act an audioust obtain all information, vouchers
and other documents which in his opinion are nesgdsr the proper performance of his
audit?* This means that an audit is not confined to anfimaincial statements only.
Other information which in particular instancesnighe auditor’s opinion necessary must
be obtained. Since this provision cannot presonhih information is relevant due to
the fact it is a matter that cannot be legislatadauditor must use reasonable skill and
professional judgment to determine the relevardrmftion that he needs to acquire for

the proper performance of his audit.

3.2. Duty to Report all Reportable Irregularities.

In terms of section 45 (1) (a) of the Act, any aoidbdf an entity who is satisfied or has
reason to believe that a reportable irregularity becurred or is occurring in that entity
must, without delay send a written report to thegiRatory Board. The report must
furnish the Board with particulars of the irregutharin question and must be

19 Section 44 (3) (c).
% see paragraph 4 below.
2L Section 44 (3) (d).
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accompanied by any other information the auditory mansider appropriaté. The

definition in section 1 of the Act states the clegeastics of an irregularity.

In terms of section 1 of the Act an irregularity ‘i@ny unlawful act or omission

committed by any person responsible for the manageéwoft an entity, which

a. has caused or is likely to cause material finanos$ to the entity or to any
partner, member, shareholder, investor or credifdhe entity in respect of

his or her dealings with the entity,2dr

b. is fraudulent or amounts to théftor

c. represents a material breach of any fiduciary duwgd by such person to the
entity or to any partner, member, shareholder,storeor creditor of the entity

under any law applying to the entity or the concfananagement thereot™

This represents a significant change from what kvesvn as a ‘material irregularity’ in
accordance with s 20 (5) of the repealed Publicofotants and Auditors Act, 80 of

1991. Firstly it has to be an unlawful act or csros. Secondly it has to be perpetrated

22 gection 45 (1) (b).

% This means that the auditor has to assess (thkhiilod of) the damage being material to the person
mentioned

24 A reportable irregularity may also entail frauddatheft. Because the reference to (the likelihofd
material financial loss is not repeated under i) intention is obviously to bring all instancesfrafud
and theft within the ambit of section 45 (1) (&vhat appears to be odd, however, is that (b) is als
linked to the preamble of the definition namely térence to an unlawful act or omission committed
by a person responsible for the management. Bhdéfaud is unlawfuper se and might well have been
committed by others not in the management strusture

% Here the auditor has to assess whether the bfafitiuciary duty can be regarded as material. The
following query suffices. What is a material brieacA serious breach in the sense that it is grossly
reprehensible irrespective of the (material) finahtoss for instance where it brings irreparalassl of
confidence or breach of amicable relations agisdem generis with financial loss. Others who are not

part of management may also owe and breach fidudiaties.
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by management. In addition to these, it has to béenal. An auditor is required to
assess the materiality of any likely financial l@ssl any breach of fiduciary dutis.
Irregularities that may cause or have caused fiaatass or that amount to breaches of
fiduciary duties are only reported if they are melgal as material. If the irregularity
amounts to fraud or theft then it has to be regbeteen if no financial loss was or could
have been suffered by any party. Materiality is ootsidered. A material breach of a
fiduciary duty has to be reported even if no finahtoss has occurred or is likely to

occur.

It is essential to note that an auditor is requitedeport an irregularity only if he is
“satisfied or has reason to believe” that suchgutarity has occurred or is occurring.
The satisfaction that a reportable irregularitytaking place, has taken place or is
probably taking place may come from normal auditimgcedured’ By its own nature
fraud constitutes a reportable irregularity. Thetfthat fraud is one of the most serious
of all reportable irregularities does not howevesray the requirements in favour of a
more investigative approach in relation to instanokfraud. The auditor must still only
report fraud if he is satisfied that it took platetaking place or has reason to believe that
it is taking place. It therefore doest mean that he has tdetect reportable irregularities.

He is required to (constantly) have regard to thesgility of their existence

What happens after the initial reporting of thegularity is important. An auditor’s duty

is not limited to the reporting of irregularities the Regulatory Board. He must within
30 days after reporting discuss the irregularitthwthe management board and afford
them an opportunity to explain. Thereafter he nsesid another report to the Regulatory

% The requirement of materiality has undergone g segnificant change from the time of the PAAA. In
terms of the PAAA, an auditor was required to as$les amount of the potential financial loss coteec
with the irregularity and the materiality of theggularity itself.

%" There is however nothing precluding an auditonfierobing deeper into suspicious matters or auglitin
with an open and enquiring mind, or like a “bloodhd.” It is just that he is not required by lawdio so

and will by so doing make his own work more onerand consequently more costly.

88



Board in terms of section 45 (3)(a), (b) and*fc). These requirements serve as further
guidelines as to the standard of diligence expefttad auditors faced with a situation of
irregularities. In consultations with the managatren auditor must exercise reasonable

care because he may well be misled.
3.2.1. How does an auditor determine that an iteegy exists?

Section 45 (5) of the Act states that an auditosthearry out the necessary investigations
before determining whether an irregularity existsmay exist and in the course of such
an investigation he must consider information framy sourcé’ This provision is
similar to the one contained in section 25 (ahef PAAA and it is commendable that the
legislature in repealing the PAAA did not do awaytmsome of its important provisions.
Section 45 (5) of the APA requires an auditor torycaut an investigation into the
existence of a reportable irregularity by using amgthod which he considers to be
appropriate. There is no guidance on what an @piatte investigation entails because
no prescribed procedure can fit all circumstanc@se auditor will have to exercise

reasonable care, skill and professional judgment.

This provision can be complemented by common lawl amernational auditing
standards. In Chapter 3 it was stated that art@udiust be cognizant of the possibility

of fraud. This requirement was highlightethter alia, in the judgment inDairy

% |n this second report the auditor must verifyihitial report stating whether the irregularity aatly took
place or is taking place is no longer taking placd corrective measures have been taken or rdyart t
the irregularity is continuing

gection 45 (5) of the APA requires an auditor torcaut an investigation into the existence of a
reportable irregularity thus stating rather bellted the Act that one of the duties of the audii®to
investigate for the existence of reportable irragties. It appears that in South African statytemw the
primary duty of an auditor is to audit and obtaimeasonable assurance that the financial statements
reflect fairly on the financial position of the cpany and the results of its operations. The daty t

investigate into the existence of reportable irtegties can be regarded as the secondary duty.
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Containers v NZI Bank,*® where it was stated that an auditor who has coamess
anything suspicious must probe it to the bottonhisTindicates that statutory law is in
this regard actually complemented by common lawdius have to conduct a
reasonable inquiry into the existence of fraud and other irregulesiti

3.3. Auditor’s Liability under the Auditing Profeisn Act.

Section 46 of the Auditing Profession Act dealshwain auditor’s liability to clients or
third parties. In terms of this section an audibtaurs liability to a third party or client if

in the course of his duties he maliciously or fraledtly expresses an opinion, issues a
statement or reports after a negligent performafi¢es duties with the result that a third
party or client suffers financial losses. The mecstates further that it must be proved
that an auditor issued the report, opinion or stet® pursuant to a negligent
performance of his duties. This means that negtigeon the part of an auditor must be

proved before there can be a question of liability.

The question arises whether liability under the ifing Profession Act is substantially
different fromaquilian liability. As can be seen the conduct elemenbigeced because,
by reporting or issuing a statement, an auditos.aétault is covered by the requirement
that an auditor must have acted negligently or cialsly. Causation is covered by the
fact that clients or third parties must have s@ffietoss as a result of their reliance on a
flawed auditor’s report, opinion or statement. Rae is established by the requirement
that clients or third parties must have incurredaficial loss. The element of
wrongfulness is however not covered. This elencentd have been included if section
46 of the Auditing Profession Act had, in additimexcluding auditor liability in the

absence of negligence, also excluded liability mtest the auditor had complied with

%0 qupra note 11. Other cases which required auditors aberto the bottom all suspicious circumstances
are In re Kingston Cotton Mill Co (No 2) [1896] 2 Ch 279,Pacific Acceptance Corporation Ltd v
Forsyth supra note 11 andThoroughbred Breeders Association of South Africa v Price Waterhouse

supra note 11.
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international auditing standards and statutes. SEmee could also have been achieved if

the Act required auditors perform their dutiesiimelwith the demands of public policy.

However, one can state that the Act succeeds ingdehat it was intended to do,
namely limitation of auditor liability. This is dmecause sections 46 (a) and (b) basically
state that an auditor must have known at the tifdi® negligent audit or report,
statement and opinion that a particular client lardt party would act upon it. This
requirement limits the liability of an auditor toitd parties. It is however submitted that
the Act could have done more, by excluding liapibn the grounds that an auditor did

not act wrongfully.
4. COMPANIES ACT, 61 of 1973*

4.1. The Responsibility for Financial Reporting ttheairly Represents the Financial

Position and Results of a Company.

Section 300 of the Companies Act 61 of 1973 costaitist of duties an auditor has to
perform. These duties relate to standards of aatkare obviously not exhaustive or
intended to be such. In terms of this Act an awtditprimary duty is to audit and
examine a company’s annual financial statements vamere necessary group annual
financial statements which are placed before tmeiaingeneral meeting.How carefully

this audit is to be conducted is a matter that belldiscussed shortly.

It is important at this stage to note that the Camgs Act lays theesponsibility for
preparing annual financial statements ¢me directors of a company® This Act does
that by also making it an offence for every direabo officer of a company to make,
circulate publish or concur in making, circulating publishing any certificate, written
statement, report or financial statement in refatio any property or affairs of the

31 As amended by the Corporate Laws Amendment Actf 2006.
32 Section 300 (a).
% Section 285A.
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company which is false in any material respéctn our law, unlike in English law, an
auditor is not an officer of the compasy this section does not apply to audifSrahis
provision is in addition to the one in section 2@dich provides that it is illegal for any
director or other officer of a company or any otherson, auditors therefore included, to
conceal, destroy, mutilate, falsify or make a fasgry in any book, register, document,
financial record or financial statement of any camp with the intention to defraud or
deceive. The provision also makes it illegal fay @erson to effect any erasure in any
book (this includes minute books) irrespective diether it is or has been kept in
electronic format. Section 249 makes it a punighalffence for anyone to deliberately

make a materially false statement in the finanstialements.

Section 96 (1) of the 2007 Draft Companies AmendrBahstates that a company must
keepaccurate accounting records which are necessary to préaelytthe state of affairs
and business of the compadhwnd show its assets, liabilities and equity, a aits
income and expenses and any other required infam¥t This requirement will
obviously apply to a company’s management and wireand this again shows further
where the responsibility for fair financial repogilies. To strengthen this requirement
section 96 (4) of the Draft Bill states that thecamting records and the financial
statements must not be incomplete or false anceatdsig in any material way. Section
96 (5) imposes criminal liability on the directgr(f a company which does not comply
with section 96 (4) and on any person who was ptotyhe preparation, approval,

publication or issue of the accounting records &indncial statements if he knew or

% Section 251.

% This principle was enunciated in the cagachitz v Wolpert and Abrahams 1977 (2) SA 732 (A).

% Section 96 (1) (b).

37 Section 96 (1) (c). This provision will not, if acted, constitute a significant departure fromieac284
of the Companies Act. Section 96 (1) of the Draift &ates that accounting records must be accurate
while section 284 (1) states that accounting rezondist fairly present the status of a company &nd i

business. If anything, section 96 is a little obgahan section 284.
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ought reasonably to have suspected, that the sateoontained false or misleading

material®®

4.1.1. The U.K. Companies Act (c 46) 2086.
a. Director’s duties in relation to fraud and caogie financial reporting.

In the U.K. directors are responsible for the dingfiof financial statements that truly and
fairly reflect an entity’s financial position andegiormance. Section 393 (1) of the
Companies Act (c 48] states that the directors of a company must notoae accounts
unless they are satisfied that they give a true famdview of the assets, liabilities,
financial position and profit or loss of the compaim the case of individual accourits.
In the case of group accounts directors must bsfigal that the financial reports present

a true and fair view in so far as it concerns memioé the compan$? This provision

% Section 96 (5) (a). The existing section 284 (4he Companies Act also criminalises the publmaif
non-compliant accounting records by directors atietrospecified officers, though the Draft Bill has
wider net which may cover auditors as well.

% This Act is available on line on www.opsi.gov. utt&2006.

“0Hereinafter the U.K. Act.

“1 The inclusion of assets and liabilities, profitloss is laudable because fraud often takes the &dran
understatement or overstatement of these itemsthdncase ofAxiam Holdings Ltd v Deloitte and
Touche 2006 (1) SA 237 (SCA) it was shown that the finahstatements presented TBB’s actual net
loss of R77 899 201 as a net profit before tax 29®&R261 176. A sum of R10 300 000 whose origins
were unknown was inserted as a profit. A providika this section might assist in combatting such
anomalies.

2 As has been seen section 285A of the South Afr@ampanies Act states that a widely held company
must prepare financial statements that fairly pretige financial position and profitability of aropany.
Since financial statements are required, in terhsection 284 (2) of the Companies Act, to inclucter
alia a balance sheet (which shows a company’s assetdiabilities and financial position) and an
income statement, (which shows profit or loss) oaa see that South African law is in line with the
most recent of developments in leading jurisdictiecause in South African and U.K. law, assets and
liabilities and profitability of an entity must beuthfully stated. The one area where the SoutticA
Companies Act lags behind is the requirement tivattbrs must approve financial statements. Sectio

285A is obviously intended to apply to directorg the fact that they are not required to approwe th
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means that directors in the U.K. have a duty tafwehe truthfulness and fairness of
financial statements before they may approve th&ims function is similar to the audit
function in that the director here essentially st#eto the truthfulness and fairness of

financial statements.

Section 393 (2) of the U.K. Act states that an eudperforming his audit must have
regard to the director’'s duty under section 393 (This provision gives auditors the
benefit of relying on the assurances given in @aars’ approval of the financial
statements. Does it mean that auditors may afgatetiiey assumed that the directors
were accurate and honest in their approval of thential statements if they rely on
directors’ approval and neglect to perform the tadithoroughly as can reasonably be
expected? Reasonable care and skill requires aasditot to simply assume that
management is honest as much as they must not agbamit is dishoneét. As such,
auditors who exercise reasonable care and skillldhoot interpret this provision too
liberally because external auditors perform an pedelent inquiry and directors’

approvals will never attain the same level of iretegencé?’

Section 396 (1) of the U.K Act defines individuacaunts as accounts which comprise a
balance sheet as at the last day of the finaneiat gnd a profit and loss accotmhtThe
balance sheet is required by section 396 (2) (g)v® a true and fair view of the state of
affairs of the company as at the end of the fir@n@ar and the profit and loss account is
required by section 396 (2) (b) to give a true #aud view of the profit and loss of a
company for the financial year. The U.K. Act hgsedfic requirements for each
component of the financial statements and it reguidirectors to ensure that each

financial statements is in contrast with the reguents of section 393 (1) of the UK. Companies (&ct
46). This might be about to change because seb8o(B8) of the Draft Bill in South Africa requires
financial statements to be approved by the boaddsagned by a director. This provision is in liwéh
international trends.

“3 Also known as professional scepticism, as forneglah SAAS 240R, which is based entirely on ISA
240 which applies in the UK.

“4 See generally Chapter 4 paragraph 5.3.

> Section 396 (1) (a) and (b).
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financial statement provides a true and fair vidwvbatever aspect of the company it is

supposed to reflect.

b. The director’s repoff

The U.K. Act contains some useful advances on hiogv director's report must be
drafted. Section 418 of the U.K. Act deals witle tontents of a director’s report with
specific reference to disclosure to audifSrdlhis section is aimed at ensuring that
directors disclose relevant information to auditoBection 418 (2) states that a directors’
report must contain a statement which states tmatdirectors are satisfied that the
auditor has received all the relevant informati®he reporting director must take the
necessary steps to make himself aware of any mlexalit information and ensure that
the auditor is aware of that informatith. Section 418 (5) prohibits directors from
certifying in their reports that they have availige relevant audit information to the
auditor when in actual fact they have not. Theswipions in relation to the directors’
report further provides that directors in the Urifay not withhold relevant information
until the auditor asks for such information. Aeditor must provide the auditor with all
information which is relevant to the audit whetlsech information has been requested

by the auditor or not.

A provision like section 418 (2) is not replicatedSouth African law. Section 299 of the
South African Act only requires a director to dedh the state of affairs of the company
and its business or profit and loss. The scop@fdirectors’ report in terms of South
African law should include a report on the disclosure to auditors beeat enhances the

directors’ responsibilities in relation to fair &incial reporting.

“ A director of a company is required to report be financial statements by section 415 (1)

*" paragraph 17 and 18 SAAS 240R and ISA 240 both iat fraud may be difficult to detect if directo
willfully withhold information and lists this as erof the limitations of an audit.

“8 Section 418 (3) defines relevant audit informatisrthe information needed by the auditor in cotioec

with preparing his report
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It can therefore be concluded that it is the resfimlity of directors and other officers
locally in South Africa and in the U.K. to prepaaecurate financial statements. It is
against this background that this research initke Chapter will recommend the use of
these two provisions to nab errant company direcod officers.

4.2. Duties of the Auditor under the Companies Aétpf 1973.
4.2.1. Duty to ensure that accounting records haen kept.

In terms of the Companies Act an auditor must atismself that proper accounting
records have been kept by the company and thaeprepurns for his audit have been
obtained from all the branches he has not visitedl.reasonably careful and skilled
auditor must then “satisfy himself that the comparannual financial statements are in
agreement with its accounting records and retuth&”will amount to negligence on the
part of an auditor to ignore the accounting recdrdsause they have a bearing on the
fairness of the financial statements. The santeues where an auditor merely satisfies
himself of the existence of these records withauifying that they are in agreement with
the financial statements. This Act further regsiiee auditor to examine the accounting
records and carry out all tests and auditing proesihe considers necessary in respect
of such records in order to satisfy himself tha timancial statements in question fairly

present the financial position of the company (aindre applicable, its subsidiaries) in

9 Section 300 (1) (b). Section 284 of this Act regsievery company to keep in one of the official
languages all accounting records that are necedsarg fair presentation of the company’s state of
affairs and business. Such records include thosesthow the assets and liabilities of the company,
register of fixed assets, day to day entries shgwirfficient details of all cash received and paiti and
goods sold and purchased together with sufficiethits of the purchasers and sellers thereof. @ecti
498 (1) (a) of the UK Act also states that an awrdihust ensure that a company has kept accounting
records sufficient for accounting purposes and thairns sufficient for his audit have been obtdine
from the branches he has not visited.

0 Section 300 (1) (g). Section 498 (1) (b) of th& Wct also requires an auditor to ensure that a

company’s individual accounts are in line withatxounting records and returns.
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accordance with generally accepted accounting ipeadde may only after having done

so certify that the annual financial statements gigrwith these requirements.

4.2.2. To obtain all the relevant information anglanations’”

An auditor must obtain all the information and exptions which to the best of his
knowledge and belief are crucial for the addifThis means that it is not sufficient for an
auditor to examine the financial statements ShlyHe must take steps to obtain more

information by interviewing key individuals and &ew® clarity on matters of interest.

4.2.3. To examine the directors’ report.

An auditor must also satisfy himself that the statrts made by the directors in their
report accompanying the financial statements ansistent with a fair interpretation of
the company’s performance and does not distort rtieaning of the financial
statements? Directors play a major role in the drawing ofdirtial statements and it is
always probable that they are parties to a frabhémme. As such they may want to reflect
their financial statements in a favourable lightret expense of users and potential users.
They may do this by writing a biased and misleadiggprt or a report that underplays
the presence or possibility of fraud in the finahatatements. Reasonable care and skill

requires auditors to extend their examination &dinector’s report.

*1 In Cuff v London and County Land and Building Co [1912] 1 Ch 440 444 it was stated that the vastyar
of documentary evidence to be considered by theétaudias described as the “area which covers
accounts, vouchers, invoices and documents cotisgjtthe materials out of which entries in the book
originate.” An auditor is obliged to obtain alleeant information and documents because accotding
Benadeet al Entrepreneurial Law 3 ed 230, due professional care also requires tti¢oauo base his
opinion regarding financial statements on suffitiand acceptable evidence which he obtains through
inspection, observation, inquiry and confirmation.

%2 Section 300 (1) (f). This requirement is closaiated to the one in the Auditing Profession Aco26
2005 section 44 (3) (d) and in section 102 (2)ofehe Companies Bill.

%3 In terms of section 300 (1) (h).

>4 Section 300 (j).
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Section 496 of the U.K. Companies Act (c 46) of @08quires an auditor to report on
the director’s report. This appears to be an autit report over and above the one on
the truthfulness and fairness of the financialestents. In this report the auditor must
state whether in his opinion the information pr@ddin the directors’ report for the

applicable financial year is consistent with theamts>>

4.2.4. To report company closure.

Auditors are required by the Companies Act to repmthe Registrar if they get to know
or have reason to believe that the company is aatying on business or is not in
operation or has no plans of resuming busineshenfdreseeable futuré. In cases of
corporate failure auditors are also required to mlgnwith this requirement. It is
important to note that auditors must only reporthiéy get to know or have reason to
believe, that a company is not operating or will not operat the foreseeable future. If
there is no reason to believe or no knowledge wieats an auditor is not required to
report on this matter.

4.2.5. To report on the fairness of the finandiatesments.

The auditor fulfils his primary function to audiy lissuing a report in which he attests to
the fairness of the financial statements. In teafsection 301 (1) an auditor may after
complying with the provisions of section 300 anttatonducting his audit free from any
restrictions, report to the shareholders of a compnd certify that in his opinion the
financial statements reflect fairly the financiasgtion of the company as at the end of
the financial year and the results of its operaialuring the reporting period. An

analysis of this section shows that an auditor rfitsttcomply with the standards set in

5 |t is interesting to note the drafters of our Camigs Act only required the auditor to examine the
directors’ report and what happens after the exafiun is not specified. The Legislature may have
intended to require the auditor to include the ltssaf such examination in his main report othesatise
examination would be meaningless.

% Section 300 (j A).
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section 300 of the Act before he may issue suapart. It will in other words amount
to gross negligence on part of an auditor to issueport without following the set

standards of care.

The U.K. Companies Act also deals with the audstogport in section 495. This section
is a little more comprehensive because it requareditors to identify in their report the
annual accounts that are the subject of the auwditthe financial reporting framework
that was applied in their preparation, and alsddscribe the scope of the audit and the
auditing standards which governed the atfd8ection 495 (3) states that the report must
state further whether in the auditor's opinion #rnual accounts give a true and fair
view, in the case of an individual balance shekth® state of affairs of the company and
in the case of an individual profit and loss acdpohthe profit and loss of the company
for the financial year. The report must also stetether the financial reports have been
properly prepared in accordance with the relevamantcial reporting framework and
have been prepared in accordance with the Compaaiesf 2006 (c 46). This shows
that reasonable skill for U.K. auditors entails wiedge of the law relating to financial

reporting and indepth knowledge of different finahceporting frameworks.

4.2.6. Auditor independence.

The Companies Act in line with international trendgntains provisions aimed at
promoting auditor independence. The importandd®ficoncept of auditor independence
to the auditor’'s duty of reasonable care is beydoabt. This is so because if auditors
are allowed to have a cosy relationship with tleéants relaxation or complacency may
set in and affect the auditor’s professionalisnecti®n 274A (1) calls for the rotation of
auditors of a widely held company who have seneedfperiod of five years. Subsection
(2) states that an auditor who has served for twanore consecutive financial years
before ceasing to be auditor may not be appoingainauntil a period of at least 2
financial years has lapsed. This section imposgyon companies to play their part in

maintaining auditor independence.

" Section 498 (2) (a) and (b).
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Section 275A also deals with the very critical s&iffecting auditor independence in so
far as it pertains to non-audit services. Subsac{il) states that auditors may not
perform non-audit services that are prohibited bg tode of professional conduct
mentioned in section 21 (2) (a) of the Audit Prefes Act, 26 of 2008 Subsection (2)
prohibits the performance of non-audit services Wik be audited by the auditor himself
when he performs his audit. This provision maycbestrued as outlawing certain non-
audit services like bookkeeping and internal abditause these items are audited and if

the auditor performs these services he essentighks his own homework.

8 The APA in section 21 only provides for the forifoat composition and mandate of the committee for
auditor ethics that sets the code of ethics. Isdu# disclose the non-audit services to be oudawe

¥ The Companies Act, 61 of 1973 and the Auditingf€sion Act, 26 of 2005 seem to devote little
attention to the issue of auditor independence hith result that, as shall be seen in the ensuing
Chapters, the provisions are not comprehensive d@ar compared to similar legislation in other
jurisdictions. The King Il Report on Corporate @ovance supplements the two Acts but falls short of
establishing clear standards of auditor indepereléself. In Section 3 chapter 1 paragraph 8 tbpdR
seems to be laying the responsibility of deterngrfacctors that affect auditor independence on tard
and the audit committee. According to the Repbd,board should consider the structure and owigersh
of an accounting firm and whether the accounting faas formed alliances with entities that prowide
kind of services to the company that the accourfiimy itself cannot provide. Paragraph 9 statesd t
the audit committee must possess the business acuswlired to address the external auditor
independence issues on a case by case basis.nA& s®en, there is no clear guideline on the nwiit-a
services that my not be performed. The curremae breeds inconsistency because different boards

and audit committees may decide differently onessof auditor independence.
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4.3 Role of the Audit Committe®&.

The Companies Act now provides that it is compuyldor all public interest companies
in every financial year to establish an audit cotteei This committee must have at
least two members who are independent non-execdiieetors of the comparfy.The
concept of independence is central to the auditneiti®e. Thus in terms of section 269
(4) (c) of the Act, a director is independent if &epresses opinions and judgments
impartially and is not related to the company oy ahareholder of the company or
director of the compari§ or a material supplier or customer of the comp¥rihe audit
committee has many dutféut the most important ones for this discussi@nthe duty
to nominate for appointment, auditors who are snopinion independefitand the duty
to insert into the financial statements a repodcdeing how it performed its functions
and stating its satisfaction or dissatisfactiorhwite auditor’s independence in relation to

the company®

The establishment of the audit committee is meargite an air of respectability and
independence to a company’s system of financialrobnin the event of corporate fraud
that causes financial loss to other parties, camthdit committee be found to have been
negligent? That would be the logical conclusiothé committee fails to appoint auditors
who in its opinion are independent, where rease@ngrsons in the position of the

% |n the USA the Sarbanes Oxley Act in section 3)2afd (3) requires issuers (public companieskgieh
an audit committee whose duties entail the app@ntpnremuneration and oversight of external auslitor
for the issuer. As in South Africa, the audit coitbe@ must be made up of at least two directors areo
independent.

®1In terms of section 269 (4) (a) and (b) of the Awth directors must not be involved in the dagag
management of the entity, or a full time remuneataeployee of the company, and not related to any
remunerated employee or anyone who runs the antityday to day basis.

62 Section 269 (4) (c) (i).

83 Section 269 (4) (c) (ii).

% Set out in section 270 A (1) (a)-(h).

8 Section 270A (1) (a).

% Section 270 A (1) (f).
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members of the committee would have acted difféyenlt is important to make other
role players in the financial reporting chain aauable where they are found to have

been negligent rather than focus on the exterrditas.

5. AUDITING STANDARDS.

Auditing standards show the level of performanca tnust be standard to satisfy the
professional requirements of audit work. No awnditstandard may be in direct conflict

with the law and they also enjoy its suppdft.

5.1. South African Auditing Standar8fs.

Statements of SAAS are to be applied in the audinancial statements. They contain
the basic principles and essential procedureshegetith explanatory material. Only in
exceptional circumstances may an auditor deparh fire dictates of a statement of
SAAS. The purpose of such a departure must theto laehieve the objectives of the
audit more effectively. An auditor should be pmggh to justify the departure.
Statements of SAAS need only be applied to materaters. In terms of section 44 (3)

7 Berryman RG “Auditing Standards and the Law” (1986 (1) The Accounting Review 70, stated back
in 1960 that standards which are more specifi@ tike ones to be discussed below, were needed to
satisfy professional and legal needs. He states abditors who fail to adhere to standards display
evidence of lack of due care and can be sued &adbrof contract or negligence. Cillietsal Corporate
Law 3“ ed 413 are of the opinion that the determinatibthe question whether the auditor acted with
the required reasonable care and skill when heopedd his audit should be done by reference to
generally accepted auditing standards. The Easiic Acceptance Corporation Ltd v Forsyth supra
note 11 73-74 discussed in Chapter Three abovialhagccepted the use of generally accepted angliti
standards whil@horoughbred Breeders Association v Pricewaterhouse supra note 11 fully accepted the
utility of these standards in determining auditegligence.

% Commonly referred to as SAAS or statements ofiratgonal auditing standards. These statements hav
legal backing. In terms of section 1 of the AuditiRrofession Act, SAAS are part of the “auditing
pronouncements” prescribed by the Regulatory Beatid which every registered auditor or accountant
must comply in the performance of his audits. Forlist of SAAS issued so far see

www.paab.co.za/content.asp?pageAt@essed 03.04.2007.
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(b) of the Auditing Profession Act, auditors musbmply with the official
pronouncements regarding the conduct of the adidis provision no doubt gives some

legal backing to auditing standards that the pryfessets for itself.

5.1.1. SAAS 240 (REVISED): “The Auditors Responkipito Consider Fraud and Error

in an Audit of Financial Statements.”

This statement was issued in May 2004 and its m&pe to define standards and
guidelines on the auditor’'s responsibility to calesi fraud and error in the auditing of
financial statements. A number of auditing stadddrave been passed with a view to
setting directives an auditor must follow when baducts an audit. The vast majority of
all these standards discuss matters that are bdahenstcope of this study. SAAS 240R
which deals with the auditor’'s responsibility tonsaler fraud however falls directly

within the scope of this research and will be apadlyextensively.

SAAS 240R contains the original wording of the tntgional Standard of Auditing
(ISA) 240 (Revised) that was issued by the Intéonmal Auditing and Standards
Assurance Board (IAASB). Its main purpose is tovite guidelines and essential
procedures to be followed when an auditor consittargl in the auditing of company’s
financial statements. Broadly speaking the stahdaguires an auditor to maintain an
attitude of professional scepticism, discuss thecaptibility of an entity or business to
material misstatements due to fraud and to utiprecedures that may be useful in

identifying the risks of material misstatements tuéaud.
Specific Guidelines.
a. Fraud and error.

SAAS 240R distinguishes between fraud and €ff@he primary factor in the distinction

is the element of intention. An error is correatBfined as an unintentional misstatement

% paragraph (4) and (5).
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in the financial statement8.Fraud is defined as a deliberate or intentionalbgcan
individual or individuals in the management or hgde tasked with the governance of an
entity, employees or third parties that incorpcsatiee use of deception to obtain an
undeserved advantage. An auditor is concernetharld be concerned with fraudulent
or incorrect reporting that culminates in matenmgstatement in the financial statements.
In other words an auditor focuses only on reporthmmse flaws that affect the financial

statements substantially.

Fraudulent financial reporting involving deliberateisstatements and omissions of
figures is in many instances aimed at leading fire@nstatement users into thinking

positively about an entity’s profitability and ppects. It can take the form of

manipulation or changing of accounting recordseteited documents, misrepresentation
or intentional omission of relevant information rfrothe financial statements. In the

majority of cases fraudulent financial reportingvatves instances of management
overriding the controls that were put in place ®ng a range of techniques. Such
techniques include the recording of non-existenatnal entries, the holding or speeding
of the recognition of transactions that took pldoeng the financial reporting period and

the utilization of complex procedures bent on npsesenting the financial position and

performance of the entity. The identification @iumon fraudulent reporting styles in

SAAS 240R is important. Auditors need to be avadrthem and be on the lookout.

b. Duties of company management and those taskédt&/governance.

SAAS 240R places the responsibility for fraud detecand prevention on those tasked
with governance and with managemé&nt.Management and those who govern must
strongly emphasize fraud prevention and deterréycestablishing a culture of honesty

and ethical behavior. They should also employritjet personnel and take appropriate

0 As has been stated, this research is not concevitiedmmaterial errors that may have no bearinghan
financial statements.

" paragraph 13.
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action when fraud actually occurs. Those who govern an entity must take steps to
ensure that the entity establishes and maintagysi@m of internal control. A system of
internal control may go a long way in ensuring ttékability of financial statements.In
executing their responsibility to oversee managermetions, directors should reflect on
the management’s potential to override controlstber undesirable influences over the

financial reporting process.

In this section it is obvious that the managemeat the directorate of a company hold
the primary responsibility to detect fraud. Auditors however still need txereise
reasonable care and skill and in cases where asiditere negligent and are sued by third
parties it is not a defence to state that the mamagt or directors were negligent and
should have detected the fraud themselves bechegdrmanagement and directors) may
be the perpetrator§

c. Limitations of an audit.
The limitations of an audit are such that therarisnherent and non derogable risk that

some material misstatements causing harm to ttartigs or the company itself will be

present in the financial statements and may nalebected, regardless of the fact that the

"2 paragraph 14.

3 paragraph 15.

" Section 285A of the Companies Act provides fomficial reporting standards which a company must
adhere to. Company directors must cause the fiabstatements to reflect fairly the financial pasi
and results of the company. This provision reatth wections 249, 250 and 251 of the Companies Act
shows that the responsibility for fair financiaht&ments is with the directors.

> In Pacific Acceptance Corporation Ltd v Forsyth supra note 11 it was stated that an auditor must obtain
sufficient, relevant and reliable evidence to sabsate his opinion on matters. It is not suffitieo rely
purely on management. International Laboratories Ltd v Dewar 1933 DLR 665 682 the court held
that “auditors should not be liable for not traackidown ingenious and carefully laid schemes ofdrau
where there is nothing to arouse their suspicidime court nevertheless warned that “the greater the
number of undiscovered frauds or misappropriatibilesmore difficult it will be for auditors to resia

finding of negligence in failing to discover them.
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audit was conducted with due care and in conformity auditing standard$. In other
words performing an audit in adherence to audistapdards doesot guarantee that
fraud and error will be detected, although it isdemce of due care and skill. This is so
because material misstatements that result froodfraay entail complex and expertly
planned schemes aimed at veiling it. Such schemag have been crafted by
accountants themselves. An auditor’s detectioftaafd does not necessarily depend on
his knowledge and experience. It often dependstantially on independent external
factors such as the skillfulness or craftsmanshithe perpetrator, the frequency of the

manipulatiori’ and the standing of the persons involV&d.

Where management has perpetrated the fraud theoddi#decting it degenerate because
management is well placed to directly or indireatignipulate accounting records and
publish materially misstated financial statement$here are levels of management that
can override control procedures aimed at fraud garteon by ordering subordinates to

record information incorrectl{’

It is because of these limitations that in the ¢w#nsubsequent discovery of material
misstatements the auditor should not be blamed thighbenefit of hindsight without
taking into account that this is not necessarilgiagative of the auditor’'s failure to
exercise due care and skill. In cases of delipemaisstatements, collusion between
individuals in management and flawed documents,itgudcedures may often be

useles$’

® paragraph 17. This statement clearly supportsdhelusion in Chapter Two that the presence afdfra
does not necessarily constitute evidence of audggligence.

" Seelnternational Laboratories Ltd v Dewar supra note 75 682. The approach in this case seems to be
that the auditor who is reasonably competent améfdamust be able to detect manipulations in
financial statements if such manipulations aregmes substantial quantities.

8 paragraph 18.

" paragraph 19.

8 paragraph 20.
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In deciding whether an auditor was negligent itirfgito detect a material misstatement
due to fraud the courts have to consider thesddtons. A reasonably competent and
careful auditor may fail to detect fraud in theesmmentioned above and it is a defence to
show that the fraud scheme was so carefully lamrdthat it is undetectable by the

reasonable auditor. That is why Cilliestsal argue that the auditor's duty should not be
judged with the benefit of hindsight or matters @sgd after the fact. The urge to find a

scapegoat who can pay is also a tendency thatgbeuliscouraged rigorousiy.

d. Responsibility of the auditor to detect maten@gstatements due to fraud.

SAAS 240R does not state that auditors do not hawdetect fraud in all instances. It
merely states that auditors who adhere to audgiagdards issue a reasonable assurance
that the financial statements reflect fairly on tbempany’s financial position and
performance. There is no guarantee that mateisdtaiements will be uncovered. In
Tonkwane Sawmill Co Ltd v Filmalter® Boshoff J stated that in auditing, no assurances
are given or to be inferred that an audit will reszeily unveil material misstatements due

to fraud.

e. Professional Scepticism.

As required by ISA 200 an auditor is expected tontain an attitude of professional
scepticism in auditing financial statements. Pssfonal scepticism entails a questioning
approach to auditing and a determination of whetherinformation and audit evidence
points to the probability of a material misstatemnexisting in the financial statemefifs.

8 Op cit note 67 415.

821975 (2) SA 453 (W).

8 n In re Kingston Cotton Mill (No2) supra note 11 it was stated that an auditor cannot amprdis work
with a foregone conclusion or suspicion that frauits or that there is something wrong. This apph
is no longer favoured or applicable in the twemtstfcentury. According to the principle of preggonal
scepticism, an auditor must conduct his work witfjuastioning mind recognizing the possibility that
material misstatement due to fraud may exist. Thise however also formulated principles that ramai

applicable today.
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Professional scepticism requires an auditor noelyptoo much on previous experiences
with the members of an entity because circumstamagschange. It is on the other hand
impossible for auditors to disregard past expegsrmompletely but auditors exercising
professional scepticism must not be content witkatiafactory audit evidence, simply
because the entity’'s members were honest and dousin the past! It would in any
case be shocking if an auditor is allowed to rety & defence to the effect that the
directors and the management in the past had acsdhonest and ethical manner. The
latest amendments to the Companies Act place engplwas auditor rotation and
independence to avoid situations where an audéoomes too closely connected to an
entity and those involved in its business or manegg in a way that is likely to cloud
his judgment and affect his professional sceptidniuditor rotation will ensure that
auditors with fresh minds and no knowledge of thent's history will perform further
audits without taking unnecessary consideratiorthef client’s historical adherence to

ethics and honesty.
f. Authentication of documents.

An auditor is not required to authenticate documentthe normal course of his audit.
He is not trained in this particular field and st abnormal to expect him to undertake
these duties. As such it is reasonable for antaudh the absence of anything which
suggests the contrary to accept documents anddsesrgenuine. However in the event
of him encountering anything that excites his stispi he must undertake further

investigations by engaging the services of an éxperscrutinize the document’s

authenticity®® This is in line with the principle that an auditatho finds anything

suspicious must probe it to the bottom sdbairy containers Ltd v NZI Bank®’

8 paragraph 25.

8 Sections 274A and 275A deal with the issue of madidependence.

8 paragraph 26.

87 qupra note 11. Inin re Kingston Cotton Mill Co (No 2) supra note 11 Lopes J also stated that an auditor
must probe to the bottom anything he finds to bgpmious. It is plausible to state that in probing

suspicious matters thoroughly an auditor may engjagyservices of an expert whenever it is required.
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g. The audit team.

Prior to and during an audit the members of theagament team must discuss the
likelihood of the financial statements to be maitiyi misstated due to fraif.The
discussion must take place with a critical mindetiarding any trust in the integrity and

honesty of the management or the directdrghis discussion generally entails;

1. Consideration of the means and areas thegusethe entity’s financial statements

may be exposed to fraud and how management coaichddraud.

2. ldentification of particular external and imtal circumstances with a bearing on the

entity that may encourage management or any o#ftepp to perpetrate fraud.
3. Analysis of noticeable or abrupt behaviorrges of management.

4. Consideration of the potential of managemenbverride the system of internal

control.

5. Emphasize the importance of auditing with geromind in relation to material

misstatements due to fraud.

6. Exchange of ideas on the auditing procedurasrhay be relevant in responding to

the likelihood of fraud in the entity’s financigbsements.

These discussions are meant to analyze the susiigptif an entity to fraud and provide
further guidelines on how to properly audit a marf@ar entity according to its unique

profile.

8 paragraph 27.
8 paragraph 30.
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h. Inquiries with management.

To obtain the management’s own assessment of #ke afi fraud in the financial
statements, inquiries with management are critstate management is in most cases
responsible for the entity’s system of internal tcoih and drafting the financial
statements. Due care and practical common seqages an auditor not to rely only on
the submissions provided by management becausegeraeat itself may be responsible
for the fraud in question and would certainly niadctbse anything about that to the
auditor™® The auditor must therefore make further inquirieish other well placed
individuals who may be able to provide useful infation® When making these further
inquiries an auditor may interview internal audgrgonnel and find their views on the
risk of fraud in the financial statements. He mé&oanake inquiriesinter alia, directly
with employees who are involved in the processinamsactions which are unusual and

complicated, their supervisors and resident ledaisors®?
i. Presence of incentives to commit fraud.

When analyzing an entity, its operations and sysiémternal control the auditor should
be wary of factors that provide an incentive to outrfraud®® Such factors include the
desire to meet third party expectations and toegat cash, provision for and prospects
of additional bonuses if abnormal profit targets aret and the urge to take advantage of

lax controls for personal gail. The mere presence of these factors does notseeigs

% In the U.S. a certain fraudster Barry Minkow, Highted the need for auditors to be vigilant when
dealing with management submissions (see Chapter liélow). His case is discussed by Wells JT
“Accountancy and White Collar Crime” (1993) 52fnals of the American Academy of Palitical and
Social Science 83 84. It is stated here that Minkow believed thatgot away with much because the
auditors were too accepting and believing in hininkdw is quoted as saying, “they had no idea | was
committing fraud.”

1 paragraph 39.

92 paragraph 41.

9 paragraph 48.

% paragraph 49.
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suggest the presence of material misstatementaadfr These factors however excite
suspicion and a reasonably competent auditor nalesitify them and carefully conduct

further investigations.

j. Revenue recognition.

In quite a number of cases material misstatemeamdalfraud stem from an exaggeration
of revenue. This can be done through prematugretton of revenue by recording it as
received revenue although it has not yet been vedgior the recording non existent
revenue. This may also be done by understatingnes/ for instance with the intention
to deceive the tax authorities or to pay smalldbwids or by recognizing revenue at a
later period. An auditor exercising due care ipeeted to acknowledge the potential of

fraud in revenue recognitiofi.

k. Responses to the risk of fraud.

After identifying and assessing the risk of matkemisstatements due to fraud in the
financial statements, a reasonably competent auditst apply audit procedures that by
their very nature address these risks adequétefhis is in line with the dictates of ISA
330 which provides that an auditor should perfomocpdures that are specific to the
risks identified as significant. This has a dirgefationship with the auditor's
professional scepticism. An auditor who has ideti risks must display increased
sensitivity in the selection of the types of recotd be analyzed and the depth of the
analysis. It is horrendously negligent for an éardio ignore fraud risk factors that have

been identified.

% paragraph 60.
% paragraph 61.
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I. Overall Responses.

An auditor responding to the risk of material magsments due to fraud must determine
the desirability of assigning work to, and supangsindividuals. In considering the
appointment and supervision of personnel the audiost gauge the ability, skill and
knowledge of such personnel in relation to the fifiex risk. The auditor when using his
professional judgment may deem it fit to assign enpersonnel with specialized
expertise such as forensic and information techqyoéxperts’.’

An auditor must further consider the accountingigee$ of the entity. There are
accounting practices that relate to subjective puelgts and sophisticated transactions
that may in some instances be calculated to confursacial statement users into
believing that the entity is profitab?®. An auditor must also include an element of
surprise in the selection of the nature, timing amtent of audit procedures. This is
specifically desirable when he conducts an audirdfties where there are individuals
who are well versed with the audit procedures Uggarformed in relation to that entity.
Such individuals may be in a good position to cahckaud. The element of
unpredictability may take the form of engaging muhares that are not contemplated or

by adjusting the timing.

A failure to identify arapparent fraud risk factor and torespond adequately to identified

risks would constitute negligence on the part of theitaud

5.2 SAAS 200: “Objectives and General Principlevegning an Audit of Financial

Statements.”

SAAS 200 deals with the objectives an auditor leasttive to achieve when conducting
an audit of financial statements. The one objecset is to opine whether the financial

statements are presented fairly in all materiapeetss and in accordance with an

" paragraph 67.
% paragraph 68.
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appropriate reporting framewofk. This statement recognizes that the auditor'siopi
enhances the credibility of the financial stateraebtit states that users can neither
interpret his opinion as an assurance or guaraage® the future performance of the
entity nor rely on the opinion to gauge the efinag or effectiveness with which those

tasked with governance and management have contihet@ffairs of the entit}f°

5.2.1. General principles governing an audit.

Some of the ethical principles relating to the &t professional responsibilities are
professional competence and due care, integritytactthical standardd> SAAS 200
also deals with professional scepticism. Thisest@nt provides that an attitude of
professional scepticism is critical in the audibgess to enable the auditor to reduce the
risk of overlooking suspicious circumstances or maying due regard to audit
observations. Accordingly an auditor does not m&sthat management is dishonest as

much as he does not assume that management is.h8nes

5.2.2. Reasonable assurance

SAAS 200 provides further that an audit conductedaccordance with international
auditing standards is intented to provide a reddenassurance that the financial
statements contain no material misstatem®&itShere is no absolute assurance, partly

because of the limitations previously discusseatiation to SAAS 240R abové?

% paragraph 2.
1% paragraph 3.
%1 paragraph 4.
192 paragraph 6
193 paragraph 8.

194 See paragraph 9 for more limitations.
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5.2.3. Responsibility for the financial statements.

SAAS 200 also recognizes the responsibility ofahditor for forming and expressing an
opinion on the financial statements. It howevgslthe responsibility fopreparing and
presenting the financial statements in accordance with thgiegible financial reporting
framework on the management and the directdfatdt states further that auditing does

not relieve management and directors of their dutie

5.3 SAAS 610: “Considering the work of internal #acs.”%

Internal auditing entails duties determined by ngg@maent and its objectives differ from
those of the external auditor. External auditoesraandated to report independently on
the financial statements and are concerned witlemahtmisstatements in the financial
statement$’’ Internal auditing is part of the activities of teatity. Regardless of the
degree of independence and objectivity of the natkaudit it cannot achieve the status of
an external audi?® Expressing an opinion on the financial statemeiststhe

1%gection 285A of the Companies Act.

1%paragraph 4.1.1 of the Code of Corporate PractioesConduct in the King Il Report on Corporate
Governance provides that companies should havdfectiee internal audit function that has the regpe
and cooperation of the board and the managementnHd, Chambers A, Ramsi R and Ismail | “The
Reliance of External Auditors on Internal Audito(@004) 19 (9Managerial Auditing Journal 1148 see
no problem with external auditor’s reliance on intd auditors. They however state that the objeabiv
the external auditors is to find the truth andrfess of financial statements and this objectiveardy be
met after the external auditors have evaluatedinternal control system of the company and are
satisfied that it is capable of preventing and ctirtg material misstatements caused by fraud. Vibiw
illustrates what reasonable care and skill is detedrirom the external auditor. The fact that therimal
control system of an entity is competent does roessarily mean that the external auditors mayllylin
rely on it. In other words its capability to preweand detect fraud does not mean that it cannot be
manipulated by the management since it is stilt parthe entity. The company’s internal system of
control should also be evaluated repeatedly witsouaply assuming that it has remained effective.

197 paragraph 6 of SAAS 610.

1%8yynn-Parry J irRe Transplanters (Holding Co) Ltd (1966) 2 NSWR 293 provided a distinction betwe

the auditor and the accountant of a company. It stated here that the accountant is in all respstts
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responsibility of external auditors. This respbiigy may not be reduced by using the
work of internal auditors®® In Pacific Acceptance Corporation v Forsyth*'? it was stated
that an auditor may not place reliance on inteaoaltrols without scrutinizing them. In
another casd)ominion Freeholders Ltd v Spargo; Aird (third party) the argument put
forward by the company’s auditor that his statutolyties are fulfilled by placing
absolute reliance on the company’s accountant & gheparation of the company

accounts was rejected by the court of appEal.

SAAS 610 provides that when planning an audit aereal auditor assesses the quality
of the internal audit function where it appearst thee internal audit is relevant to the

external audit of a financial statement. Beforeextternal auditor may rely on the

internal audit he must consider two matters, the fheing the technical competence of
the internal auditor's work. This includes invgstions whether the internal audit work
was done by individuals who have proper techni@hing and adequate proficiency as
internal auditors. Secondly the external auditostraonsider whether due professional
care was displayed by the internal auditors. This be done by investigating whether or

not the internal audit work was properly plannaghesvised and reviewed. Tronkwane

agent of the company. The auditor on the other ttmmihot be regarded for all purposes as an agent. |
was stated that if he was an agent for all purptisesnain reasons for his existence would dimiaisth
he would have been subject to the same influentais d&re exercisable over the accountant who is
directly employed by the company. In a statembat tvrenches an auditor from being the company
agent or parrot and that promotes independencenWanry J said, “once a man takes upon himself a
position of an auditor...he must stand aloof and iigd from the aims, objects and activities of the
company.” The assertion that the internal aud#tesy can never achieve the status of the external
auditors because it is part of the company findsualikely foe in the King Il Report on Corporate
Governance in South Africa (the Report) paragrafgbhapter 1 section 3 which states that the internal
audit should be independent of the activities aadénd that the internal auditors should be ohjedti
performing their work. The Report states furthettthe fact that internal auditors may be emplsyafe
the company does not of itself impair their objétyi An auditor exercising reasonable care and sk
however cannot, on the strength of this statemassume that the internal auditors do not need
evaluation. This statement from the Report is raidieg in this regard.

199 paragraph 8.

10gypra note 11.

111(1966) 40Australian LJ 237.
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Sawmill Co Ltd v Filmalter'*? it was stated that an auditor must be able toraféne the
nature and extent of the tests to be applied inighe of his assessment of his client’s
management and system of internal control. It ais® stated that an auditor must
investigate whether the internal control systeieisig applied effectively*-®

The requirements of SAAS 610 can be aligned with dgleneral principles relating to

negligence which auditors must comply with. Neetnlet al,***

state that “generally
speaking a person acts according to the standatteaktasonable person when he relies
on the fact that another person will act in a reabte way...this implies that he may
expect others to obey the law!’® The authors go on to say that where negligent
conduct is reasonably foreseeable (as is very dhtlencase these days in corporate
reporting) a reasonable person should not alwdysoreothers to obey the law. Auditors
in particular perform a very specific function atese principles, which are of a general
application, cannot be applied without qualificatidt has been said that the internal
audit function is part of an entity's managemenndee it can never acquire any
acceptable independence. In the light of this aersition it would be undesirable for
external auditors to rely unconditionally on thebsussions of the internal auditors.
Negligence or worse still, fraudulent conduct oa gart of internal auditors should be
regarded by external auditors as potentially prgSérmeaning that it should not be
reasonable for external auditors to expect intemnditors to obey the law.

12 gypra note 82.

13 In In re Kingston Cotton Mill (No 2) supra note 11 it was stated that an auditor is justifiebelieving
tried servants of the company in whom the compasygiaced confidence. It was also stated further
that he is entitled to assume that they are haaradtto rely on their presentations, provided howeve
that he takes reasonable care with his evalualiba.approach under SAAS 610 is substantially the
same. An auditor may only rely on the internal eystafter taking careful steps to ascertain its
reliability.

14 L aw of Delict 2" ed 147.

15 In Moore v Minister of Posts and Telegraphs 1949 (1) SA 815 (A) 826 it was said that, “spegkiery
generally one expects and is entitled to expectamgbleness rather than unreasonableness, legality
rather than illegality...” This means that it is matgligenceper se for an auditor to rely on the work of
internal auditors.

1% Even more so in this age where fraudulent actigitiy those in charge of companies are rife.
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6. AUDITING UNDER THE KING Il REPORT.

The King Il Report on Corporate Governance death wivariety of issues pertaining to
corporate governance and recommended a humbefoomin this regard. Auditing is
one of the issues and it is dealt with in Sectioof the Report. In terms of the King Il
Report an external audit provides an independemtobijective check on the preparation
and presentation of financial statements by thectlirs. An annual audit is considered

to be one of the cornerstones of corporate govertah

According to this Report, the fact that auditorsrikvavith the management is not
supposed to affect their objectivity and consci@gsn of their responsibility to
shareowner$'® The audit committee, the majority of which shoblelindependent non-
executive directors, has the responsibility to rem the objectivity between the
directors and auditors. The King Il Report doe$ deal comprehensively with the
auditor's duties. Where it refers to these duitiestates that auditors should observe the
highest standards of business and professionaisétfii It also states that an auditor’s
effectiveness should not be impaired by his peréorce of other functions such as
corporate consultancy’® The King Il Report crucially acknowledges the tfahat
directors and officers may by their acts contritiote company’s failure. It recommends
that such individuals be held accountable for tleinduct. Auditors should only be
accountable for damages in proportion to their oution to the failuré®

7. CONCLUSION.

In this Chapter it was shown that the auditor’sydoit reasonable care and skill is also

regulated by a number of statutory provisions amdrhational auditing standards. The

17 Section 5 chapter 1 Par 1.1
1181hid Paragraph 1.2.

1191bid Paragraph 1.5 134.
1201hid Paragrph 1.4 133.
1211pid Paragraph 1.6 134.
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relevant Acts being the Companies Act, 61 of 197@ the Auditing Profession Act, 26
of 2005 contain numerous duties an auditor is ebegeto comply with before he may
report on the fairness of the financial statemeni$iese rules do not only serve as
guidelines in relation to the professional standaftht are expected from auditors, but
are submitted to be indicative of what the socadtyarge expects from the profession.
Any auditor who therefore fails to comply does ooly contravene the provisions of

these two Acts but may be found to have acted wudiygand negligently.

The Auditing Profession Act goes a step furthemttiee Companies Act by requiring

auditors in section 45 (5) to conduct necessaryestigations into the existence of
reportable irregularities. This essentially meta in terms of this statute auditors also
have a duty to investigate the possibility of fraardreportable irregularities if there is a
reason to believe that they exist. This obligatilmes not however mean that auditors
have a duty to detect fraud. The primary dutyiseport on the fairness of the financial
statements and the duty to detect and prevent faaadrding to sections 249 to 251 of
the Companies Act lies with the directors of a camp

This Chapter also dealt with the statements of SAA& are based on international
auditing standards and it was seen that they alleanwiene with the law and enjoy crucial
statutory backing in terms of section 44 (3) (b)tled Auditing Profession Act. These

standards are of assistance in determining stanqutaotice and negligence.
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