CHAPTER ONE.
INTRODUCTION.
1. GENERAL OBSERVATIONS.
In terms section 1 of the Auditing Profession /A&8,of 2005 the word audftmeans:
“The examination of, in accordance with prescribeapplicable auditing standards,

a. financial statements with the objective of expregsan opinion as to their
fairness or compliance with an identified finanaiaporting framework and
any applicable statutory requirements; or

b. financial and other information prepared in accam#awith suitable criteria
with the objective of expressing an opinion on ftireancial and other

information.”

Auditors perform audits by attestihghat the financial statemefitef an organization
fairly reflect, in accordance with internationabstlards of accounting, the financial

! Signed by the President on 12 January 2006 amgéaled the Public Accountants and Auditor's ARt 8
of 1991.

2 Audit is a Latin word meaning, “he hears”. Therdiaudit has been used in the way it is used teitae
ancient times; the accounts of an estate, domamasror were verified by being announced to those in
authority by those who had compiled them. See WB@fiditing Todays" ed 1.

% To attest to information is to provide assuraas¢o its reliability. Auditors attest by way eforting on
the annual financial statements which the direcéoesrequired to lay before the annual general ingpet
in terms of section 286 (1) of the Companies Adt,06 1973 (hereinafter the Companies Act). Meskin
PM, Blackman MS, Glaser MD, Konyn IE and Mullins SEnochsberg on the Comapniast 4" ed
444 (hereinafter Meskiet al) identify the auditor's report as the medium byiethan auditor satisfies
his duties to the members in terms of section 3Q1This direct report to members without interiemt
from the directors is done to secure independedt refiable information in respect of the financial

position of the company at the time of the audit.



position and profitability of that organizatidiThe Companies Act, 61 of 1973 obliges
auditors to report on the financial statements’emdhce with the requirements of section
285A° In simpler terms auditing is an undertaking bylitars to collect evidence,
search and verify accounting records and examiner @vidence supporting the financial
statements and provide a reasonable assurancethénatreflect fairly the financial

position of the organizatioh.
This function of attesting is important because:

“dependable information is essential to the veristence of our society. The
investor making a decision to buy or sell secwjtthe banker deciding whether
to approve a loan, the government in obtaining maee..all relying upon

information provided by others. In many of thesmiations the goals of the
providers of information run directly counter ta#e of users of the information.
Implicit in this line of reasoning is the recogaoiti of the social need for
independent auditors; individuals of professionampetence and integrity who
can tell us whether the information on which wey rebnstitutes a fair picture of

what is really going on®

* Financial statements consist, in terms of sec#86 (2) of the Companies Act, of a balance sheet, a
income statement and additional components asrastjbly financial reporting standards, a summary of
significant accounting policies and other explanatmtes, a cash flow statement, a directors reguaat
an auditor’s report.

® In terms of section 285A of the Companies Actficial statements must reflect fairly the financial

position and profitability of a company.

® Section 300 (h) of the Companies Act states thiatthe function of an auditor to evaluate the pany’s
financial reporting and the reliability thereof.

" Whittington R and Pany Rrinciples of Auditing11" ed 4.

8 |bid 1. See also Lee Toorporate Audit Theory™ ed 27 who states that the major role of the audit
process of monitoring and control is societal beeaiti provides a critical service to the commuraisy
well as persons and institutions in need of asseraand comfort because of prior doubts and
uncertainties in the real world in which they haveinterest. Lee states further that the auditgsetas
an economic role to play because much of humanigcin today’s developed society has considerable

economic consequences and the audit process asstbss management and control of economic risk.



Put simply, a sizeable number of persons rely anfttirness of financial and audit
reports. In an attempt to make auditors produteafad reliable reports, the Companies
Act provides them with rights which generally ingéuthe right to access at all reasonable
times the accounting records, all books and doctsnehthe company,and to have
access to financial statements of any subsidiarthefcompany® and to attend every

general meeting*

The Auditing Profession Act, 26 of 2085also obliges auditors not to attest to any
financial statements unless certain conditions Haeen met, thereby setting a standard
for diligence. The purpose is obviously to plaee auditor in a position to come to a fair
and informed attestation. Primarily however ani@mudnust have adequate technical
training and proficiency, be of independent stating consistently display an independent
mental attitude when he prepares his repor©f great importance in this context is the
requirement that an auditor must exercise reasenphbfessional care and display

reasonable skill in the preparation of his repbrt.

This is done by helping where doubts and uncert@nabout the economic outcomes of business
decisions and actions exist because of a largedgawmn future.

° Section 281 (a).

10 5ection 281 (b).

1 Section 281 (c).

12 Sections 44 (2) and (3) of this Act require audito refrain from attesting unless they have edrthe
audit free from restrictions and by applying whatewmeans that are necessary having regard to the
nature of the enterprise. Auditors are furthermmaguired to attesinter alia only if they are satisfied
that proper accounting records have been kepténodithe official languages and when all the nesgss
information has been obtained

13 The Companies Act, 61 of 1973 contains provisiainsed at securing auditor independence in sections
274A and 275A. These provisions are discussed ire metail in Chapter 4.

14 A general overview of what constitutes due prdtess care is given in the Australian caBacific
Acceptance Corporation Ltd v Forsyth970) 92 WN (NSW) 29 6&here it was said “...his vital task is
to take care to see that errors are not made, de dhrors of computation or errors of omission or

downright untruths. To perform this task properly must come to it with an enquiring mind, not



Despite these measures, there are in fact mangnices where financial statements
issued by accountants and attested to by audiwrshawing a fair reflection of the
financial position of the company have subsequentiyed out to be false. Persons who
act on the assumption that such an auditor’'s rapdrtie and consequently suffer losses
often blame the auditors. Enormous class actiomsnstituted by such persons against
the auditors for alleged negligence and even watistonesty or frauf. The question,
“where were the auditorS” becomes a deafening refrain in these circumstances
Auditors argue that they are not obliged to defesuid and even if it were the case, it
would be an onerous duty to comply with since tredy on officers of the company for
information. According to them, the responsibilghould be placed on the company
directors who in the first place are responsiblediosuring fair reporting and who may

fraudulently withhold essential information.

What many do not realize is that the auditor’s rolscrutinizing annual reports has some
significant limitations. In the first instance, theports are historical, and do not predict
the future at all. As such, they are only but tm@ among several that investors and
their advisers need for the purpose of making mim investment decisions about
companies. Secondly, the auditor only looks atabeuracy of the company’s financial
statements, and does not consider other data thgthe relevant to the company’s

performance.

Blaming auditors for corporate collapses would aiafy not always be fair. It will

inevitably be asked whether the duty to exercissarable care and skill incorporates or

suspicious of dishonesty but suspecting that someoay have made a mistake somewhere and that a
check must be made to ensure that there has beer’ no

!5 Godsell DavidAuditors’ Legal Duties and Liabilities in Australi®993 quoted by Fourie JSA “Auditors
andCorporate lllegality and Fraud” (1994)A Merc LJ178 stated that the largest accounting firms in
the USA have paid out more than $500m in settlemaentostly audit related suits.

16 See Clulow John “Where were the Auditors” Jul§@2) Accountancy SA.



should incorporate the duty to detect fraud, anethr it is legally justified to blame
auditors who in some respects are the convenigitttamets:’ This dissertation is
primarily concerned with answering this questiord amowing that auditors have no
inherent legal duty to detect fraud. This dissemtadoes not really distinguish between
the auditor’s duty to the client or to third pastibecause it focuses on negligence and
issues that affect wrongfulness which clients ardttparties must prove to establish

auditor liability.

2. STATEMENT OF THE PROBLEM.
2.1. General remarks.

The conflict of expectation alluded to above candbescribed as a phenomenon that is
popularly termed the ‘audit expectation gap.’” Tlgap consists of the different
perceptions of the duties and responsibilities ofli@rs as held by the business
community and investors and the public at largegh@none hand and those of auditors
and the auditing profession as reflected in offigionouncements, on the otHérit
cannot be questioned that this gap largely conetdbuowards a culture of blaming
auditors whenever companies collapse due to fraudomments made by Mark

Burrows” illustrate the existence of this gap:

Y"See Fourie JSAupranote 15 185 where one Adelaide lawyer is quoteshging, “it is too expensive to
run complex corporate claims. Persons will not rumless they are satisfied that the individual isttvo
suing as directors can shed assets. It is moreuptiod to sue auditors.”

18 See Papadakis G “Closing the Expectation GAptil 2003 Accountancy S/ where the biggest
component of the gap is said to be the auditorisgieed incapacity to detect fraud and to give a
warning of an imminent corporate collapse. Thisufraexpectation gap emanates from the public’'s
opinion that auditors should detect fraud and gp@él beans, whereas auditors themselves do noptacce
this responsibility.

' The one time chairman of the Australian Comparied Securities Advisory Committee quoted by
Fourie JSAsupra note 15. According to Dye RA “Auditing Standardsgal Liability and Auditor
Wealth” (1993) 5The Journal of Political Wealtli01 the most profound change in relation to the

auditing profession in the US has been the amofirsuits it has been subjected to. He quotes one



“I am very critical of auditors. | think it is amay that we have a whole lot of
major accounting firms that signed accounts twehasnths ago, two years after
the crash, with respect to the adequacy or otherwfsdisclosure of billion
dollar companies that subsequently went down thglgu The market didn’t
change, so the rot must have been evident at itine @f the preparation and

auditing of the accounts™

It is true to say that auditors are generally Saean unfavourable light whenever fraud is
subsequently uncovered. It is the auditor thatobexs the scapegoat and is blamed,
invariably with the benefit of hindsight in the eweof a misfortune like fraud by a
client's employee. Godséliconcedes that some of the criticisms leveled ditans are
justified but points out that the media and oth&erested parties may be failing to
recognize that the primary responsibility for a @amy’s affairs lies with the directors.
Directors owe fiduciary duties to the comp&ngnd must therefore conduct the affairs of
the company with due care and integrity as welhase best interests of the company.

It must follow that the responsibility to deteatyestigate and prevent fraud and errors
actually lies with the directors and managemenbweler unscrupulous directors are

often the persons who commit the fraud or are mesipte for the mismanagement of the

observer of the profession as saying that, “moits fiave been filed against accountants in the past
years than in the entire history of the professidde also states that in 1992, suits against atslivere
estimated to amount to $30 billion.

% Quoted by Fourie JSAupranote 15 179.

% Supra note 15 185.

22 SeeRobinson v Randfontein Estates Gold Mining Col981 AD 168 where it was stated that directors
must observe the utmost good faith in their dealimgth the company even where they cannot be
construed to be agents of the company. SeeNdsick v Comair Holdings Ltd979 (2) SA 116 (W)
where it was held that fiduciary duties include they to act at all times in the company’s bestriests
in addition to the duty not to act in a manner Wwhireates a conflict between the interests of the
company and personal interests and the duty tairefirom misusing information.

% In Mills v Mills, High Court of Australig1938) 60 (CLR) 150, Latham CJ stated that “s.itiiged that
the rule laid down by the cases is that directaustract always and solely in the interests of tamany

and never in their own interests... ”



company. The tragedy for auditors is that theyraagle the scapegoats if the company

fails or suffers losses due to the negligenceaurdrof directors and company officers.

The Cohen Commission of Inquiry into the Americanudiing Professioff
acknowledged the difficulties associated with thecietal and sometimes judicial
demands on auditors. It came to the conclusiontkigaauditor’s responsibility to detect
and disclose the illegal acts of their clients dtdoe limited because auditors cannot
reasonably be expected to do that. This is sousecauditors are primarily accountants
in the ordinary sense, trained in the field of fine. Auditors performing the
conventional auditing functions are not lawy@msr criminal and forensic investigatéts
and obviously do not possess the professionalsséilllawyers or forensic experts. It is
accordingly unrealistic to expect them to do wlinetytare not trained to do and impose
professional liability on them if they fail to peri that functiorf” The Cohen
Commission found that, against the background efotsession with white collar crime,
some parties regard independent auditors as pabéats to be used in the detection of
fraud.

It must however be noted that the accounting psidesmust also be sensitive to the
society’s need for an evolution of the range ofvieess that can be offered by the
professiorf® but to require auditors to depart from standaractice to the extent of

241978, referred to by Fourie J$Apra note 15.

% Although they are well trained in the field of lalevant to their profession.

% various auditors specialize in forensic work this dissertation is mainly concerned with the gaher
functions of auditors.

2" professional liability is explained by Tindal Jlimnnphier v Phipo4838 8 C & P 475 as, “every person
who enters into a learned profession undertakésitg to the exercise of it a reasonable degremacd
and skill. He does not undertake, if he is an a#yy that at all events you shall gain in your caee
does a surgeon undertake that that he will perfaroure, nor does he undertake to use the highest
possible degree of care and skill.”

It has to be noted on the other hand that the ddmaf society on this profession seem to be exthgm
onerous because there is no room for failure. @edoes not however demand that professionals must

guarantee results. Evidence of failure to deteatdrdoes not in itself constitute failure to usasomable



detecting fraud whenever it exists will be too cadliand time consuming with serious
implications on the fees that they chafg&@his might contribute towards closing the so
called audit expectation gap but it would not besmnable in terms of the cost and legal

implications thereof.

In the recently decided case Afiam Holdings Ltd v Deloitte & Touch®jt was held
that where an auditor expresses an opinion in daitid without knowing the defects in
such opinion but should hayecome awar®f those deficiencies at a later stage, he is
under a duty to warn even a third party of the @uaacy of his opinion. The court found
that the firm Deloitte and Touche was liable ankgduhat a reasonable auditor in their
position ought to have alerted a third party if gualitor could reasonably be expected to
know that such a third party would rely on the aacy of his opiniori* It is submitted
that this decision constitutes a dramatic extengibrthe auditor’s duty to exercise
reasonable care and skill, also to incorporateaimtsts where an auditor ought to have
been aware at a later stage of the fact that hisiawpis deficient. It is immaterial
whether he, in fact, knew of the deficiency attinge he performed the audit or at a later

stage.

This extension of the duty of reasonable care aill is no doubt motivated by
experiences where auditors were found to be grassfjigent. In the groundbreaking

care and skill. InffThake v Mauricg1986] 2 WLR 316 (CA) it was held that a gynecokigterilizing a
patient is not liable simply because the clientosives again.

9 SeeCaparo Industries plc v Dickmg989] 2 WLR 316 where it was held that an audisanot obliged
to draw the accounts, turn every stone and openyexgpboard. He is not liable for failing to find
irregularities that would not have been found bgasonably competent auditor.

302006 (1) SA 237 (SCA) decided under section 20ofthe Public Accountants and Auditors Act 80 of
1991 (which sets out the standard of diligence irequrom an auditor before he can report or previd
an opinion that the financial statements fairlyeetf the position of a client company) and sec{@n(b)

(ii) (which gave a third party the right to sue amnditor if the auditor knew or could reasonably be
expected to know that a negligent statement coalcebied on by the third party).

%1 In a minority judgment, Cloete JA and Heher JA eam the conclusion that a person cannot disclose

what he does not know and cannot be held liablevf@t he ought to have known.



and much publicized collapse in the U.S. of thenkr energy giant Enron, the auditing
profession lost a lot of respect. In this scaritlain Howard, the then Chief Financial
Officer of the Enron Broadband Services and Mich&autz, who was responsible for
accounting operations, caused false entries to dmerm the Enron books that reflected
revenue of U.S. $111 million for the period betwe2800 and 2002 The auditors
certified the financial statements. Investors, udahg many of the company’s own
employees, invested billions of dollars in Enrorcdaese it purported to record massive
profits. Before long their stock turned to dust dsmiindications that the financial
statements were a farce. When the Securities Egeh@ommission requested copies of
Enron’s financial statements chief auditor David nban of Arthur Andersen
unauthorizadly shredded key documéhts an attempt to frustrate the investigatidhs.
This certainly tarnished the image of the audipngfession.

This research attempts to show that the liabilftgm auditor is not unlimited and failure
to detect fraud simply because fraud exists do¢xamstitute negligence on the part of
auditors. It should not give rise to liability delict or otherwiseneitherto the client nor
to third parties This therefore applies irrespective of whetlner tlient or third parties
seek to claim from the auditor. This research wdk distinguish between these two

situations because as shall be seen in Chapter Gotlo situations require the element of

32 See http:/news.yahoo.com. “US federal jury coneistEnron executive acquits another.”(accessed on
12/4/2006). The trial of Howard and Krautz hinged Bnron’s agreement with retail video store
Blockbuster in April 2000. The deal was a failuredalid not generate any revenue for Enron. It was
cancelled in March 2001 but Enron’s books showegmae of US$111 million which represented the
revenue that was expected to be generated ovéenéimty years of the contract.

% David Duncan was dismissed for the destructionthef documents relating to Enron’s audit. An
Andersen lawyer referred to Duncan as a ‘clienagde.’” See Raghavan Anita ‘How a bright star at
Andersen burned oudlong with Enron’ athttp://online.wsj.com/page/0,,20801,00.html| (accessed
10/3/2006).

34 Duncan admitted to obstruction of justice sayifygs | obstructed justice. | instructed people ba t
team to follow the document retention policy, whithknew would result in the destruction of
documents.” See http:/money.cnn.com/2002/05/1Fhemdersen/ ‘Duncan admits to obstructing

justice.” The Enron scandal will be discussed inemtetail in Chapter Five.



negligence to be established. However, a conbatteen an auditor and a client may

impose specific and even draconian duties on aitaaud
2.2. Specific Problems.
The specific problems this dissertation will analgntail:

i. Whether the existence of fraud in financial sta¢nts that were audited and
certified as fair in itself reflects negligence tre part of the auditor of the
financial statements. As has been stated, auddoesrequired to exercise
reasonable care and skill in the performance ofr tideities. Does this
requirement mean that auditors are under an oldig&d detect fraud and if so,

to what extent?

il. This dissertation will analyze the scope of thalitor's duty of reasonable care
and skill and show that this duty does pet seinclude the duty to detect fraud.

3. LITERATURE REVIEW.

In discussing the auditor’s duty of reasonable ea@ skill, authors generally agree that
this duty does not automatically include the resgatity to detect fraud. Meskipt al
rely on the judgment ifonkwane Sawmill Co Ltd v Filmalfétto state that the mere fact
that an audit does not uncover a discrepancy isimatself prima facie evidence of
negligence because an auditor is not required tectidefalcationd® Meskinet al state
further that an auditor must in the performancéisfduties act with the skill, care and
caution which a reasonably competent, careful aadti@us auditor in the same
circumstances would use. TH®nkwanecase basically stated that an auditor must
exercise reasonable care and skill and went to semgth in defining an auditor’s

reasonable care and skill. This case will be dised in more detail in Chapter Three.

351975 (2) SA 453 (W) 456.
% Op citnote 3 444.
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Other authors also state that an auditor must parfos work with reasonable care and
skill.®” This duty, they say, is relative and may vary aditm to the circumstances of
each case. The reasoning is the same as Metkils regarding a distinction that has to
be drawn between circumstances that do not exagpicon and those that in fact do.
Less care is reasonable where the circumstancastdiemand it. Conversely more care
is necessary if suspicion ought to be arou§ethis duty according to Cillierst al is
relative in the sense that it is susceptible tangleawith the passage of time. In the case
of In Re Thomas Gerrard and Son |.td Pennycuick J stated that standards of care get
more exacting with time and need to be reviewedeatgly to keep up with

developments in the auditing profession.

Cilliers et al state further that an auditor must in the perforoeaof his duties be alert
without necessarily being suspiciclisThe authors refer to judgments in leading cases
such asn Re Kingston Cotton Mill (No 2yhere Lopes J said that an auditor is not bound
to be a detectivé: Accordingly, an auditor’s task is verification andt detection. The
audit process can however only be completed byh¢pkito account the fact that the
affairs examined may not always be accurately cedte because errors may occur,

irrespective of whether they were made innocem#gligently or even intentionally. In

37 Cilliers HS, Benade ML, Henning JJ Du Plessis Elpbrt PA, De Koker L, and Pretorius Tbrporate
law 3“ ed 412 (hereinafter Cillierst al). Cilliers et al also stated that this duty can be regarded as an
implied term of the contract which however could¢wately be described as a duty incidental to the
auditor’s office or as coming from the inherentunatof the professional relationship between trditau
and his client which is established by contract.

3 Cilliers et al ibid 412 quote the decision ¢fi Re Kingston Cotton Mill Co (No F1896] 2 (Ch) 279
where it was said that it is not part of the dutyo auditor to take stock in the absence of siapic

39[1968] Ch 455 discussing the applicabilitylnfRe Kingston Cotton Mill Co (No 2) suprBennycuick J
stated thaRe Kingston Cotton Mill (2¢an be distinguished because the standards ofir&aleocare and
skill are more exacting today than they were in6L89

“00Op citnote 37 412.

*1 The decision irkingstonon auditors not being obliged to work as detestimad acting as watchdogs

instead of blood hounds was referred to by BoshaffTonkwane supraote 35
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Pacific Acceptance Corporation Ltd v Forsythanother case to be discussed in more
detail in Chapter Three, the auditor’s duty of mewble care and skill was well defined

and the expectation to detect fraud was dealt with.

An auditor who acts with the required care andl skilist, according to Cilliergt al,
probe to the bottom any serious or irregular mattercovered during the audftThis is
what was stated ibairy Containers Ltd v NZI Bank Lttand other cases discussed in
Chapter Three. Cillierst al state in addition that an auditor’'s conduct mudtbe judged
with hindsight and must not be motivated by theréds find a scapegoét.

The Enron scandal in the United States of Amerib&clvwas described as the worst in
history, led to the passing of an Act known as $iaebanes Oxley Act. This Act deals
with the ethics of the auditing profession and isg®stringent reporting requirements.
According to Thomas Donaldson, Professor of Busingthics at the University of

Pennsylvania’s Wharton School the Act was

“rushed into existence. Its main aim was to calm mhmarkets, to calm investor
sentiment which it did. At the same time it hasrbagerpreted by accounting
firms in extremely expensive suffocating ways, @ndosts way too much. The
bang is not worth the buck®

This Act will be discussed in greater detail in Qteat Five.

2 Supranote 14.

43 Section 20 (5) of the repealed Public Accountams Auditors Act, 80 of 1991 required auditors to
report to the Public Accountants and Auditors Boamtl the client's management any ‘material
irregularity’ that may come to their attention. TAediting Profession Act 26 of 2005 in terms of tiec
45 (1) obliges auditors to report any ‘reportaltegularities’ to the management and to the Inddpen
Regulatory Board for Auditors.

#4(1995) 2 NZLR 30.

“5Op citnote 37 415.

“ See http:/news.yahoo.com. “After Enron climax @ginks law on corporate scandals.” Accessed on
13.3.2006.
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4. ASSUMPTIONS OF THE STUDY

In this study there are assumptions that do noessrily need to be proved. The first is
that auditors, except forensic auditors, are netiigally trained to detect fraud. They

can only detect fraud if it is reasonably possitdedo so and not because of any
obligation. Secondly, investors, creditors, othreerested parties and society at large
tend to lay the blame on auditors in practicallyirsdtances of corporate fraud. This is so
because, before financial statements may be apgrdwey have to be certified by

auditors and this makes auditors vulnerable to gdsamwhere they give approval to

something that subsequently turns out to be inateur

5. AIMS AND OBJECTIVES.

5.1. Aims.

This research is aimed at showing that althougtbthme for corporate failure and fraud

is often placed on auditors it is in most instan@ewarranted and motivated by a desire
to find a scapegoat. Auditors do not have an iefiteduty to detect fraud. This research
intends to deduce and explain the elements of dldga’'s duty to exercise reasonable
care and skill from the case law, statutes andrmatenal auditing standards and to
investigate the circumstances under which and #tene to which a more extensive

investigation can be expected from an auditor @ purposes of establishing whether

fraud or material misstatements exist.

5.2.0bjectives.

To adequately do justice to the aims stated abireefollowing specific objectives will

be pursued:

13



1. To investigate the scope of the auditor’'s duty ppla reasonable care and skill
and its links with the statutory provisions in tharious Acts and auditing

standards.

2. To examine the legal principles relating to negige and professional

negligence.

3. To investigate whether the duty to exercise redslenzare and skill encompasses
the duty to detect fraud and other illegal actsvbether the law is developing in

that direction.
4. To examine the scope of the duty of reasonable ratbe United States of

America, as enunciated in its statutory law, casednd auditing standards.

5. To analyze the responses in the United States oérim to fraud and the
safeguards put in place in that country. The reseaill be limited to responses
that are related to the auditor's duty of reasomadare and skill. This will be
aimed at determining whether South Africa shoultlgpmilar safeguards in place.

6. To recommend possible changes that can be madert@w to bring it in line

with international trends and to bring clarity teetextent of an auditor’s duty of
reasonable care and skill.

6. JUSTIFICATION AND LIMITATIONS.

6.1. Justification of the study.

14



The fact that auditors as convenient scapegoatblaneed for many corporate collapses
involving fraud is not debatable. They are thgéts to make good the losses suffered by
others and in the first instance, caused by thsenetions of directors. It is interesting to
note that the chorus is almost always ‘where weeeatuditors’ and nothing is being done
to determine the scope and limitations of theiriefutThis study is motivated by the
desire to expose the unreasonableness of blamiditoesifor failing to do what they
cannot reasonably be expected to do and to showatlditors have no legal duty to
detect and possibly prevent fraud on the part eif ttlients’ employees. Put differently,
the researcher recognizes the importance of ajedihinvolved to the reality that it is
legally unjustifiable to subject an auditor to li#lp for negligence where he acted with
the degree of care and skill that can reasonablgxpected from an auditor under the
same circumstances. This area of the law therefeeds to be clarified and developed.

It is hoped that this study will assist in the ahgsof the so-called audit expectation gap.
The fact that auditors, as was the case in Enmmesmes contribute towards the losses,
certainly stir the emotions of those who suffer lbeses. This research is intended to
contribute towards more realistic expectations lba part of investors, creditors, all

interested parties and the society at large inrégard.

It is trite law that auditors need to be fully awasf their legal duties as well as what
constitutes reasonable care and skill and what atedo negligence. It is imperative to
note that the new Auditing Profession Act has bhdugpme changes in relation to the
standards of care and diligence. This researchhaitlefully serve as a useful guide to
auditors on these issues.

6.2. Limitations and related matters.
This study like any other had inherent limitatiombe most important regards the scope
of the study. Auditors have many duties to perfeome of which are imposed by statute

and some derived from the contracts with clientsis Tesearch does not focus on these

duties in their entirety but only in so far as ttzg relevant to the duty of reasonable care

15



and skill. The researcher focused almost entiraliz@w the courts interpreted the duty of
reasonable care and skill, the statutory provisianthis regar’ and to a lesser extent

how the profession itself views this dufy.

Topical issues such as auditor independence amdad? are only mentioned to the
extent that they relate to the duty of reasonabte and skill. The same applies to issues
relating to the way in which a company must exedsteaternal audit function according
to good corporate governance principles.

This study pays considerable attention to the eleW.S. laws on the subject because it
has advanced legal principles on this issue. Thentéy passed U.K. Companies Act (c
46) of 2006 also receives some attention in Chdpaer. Due to the international nature
and application of the underlying common law phihes, separate Chapters will not be

devoted to separate legal systems.

Comprehensive literature on the subject such asmpublished doctoral thesis of JT

Pretoriu§® was not readily available or available in a largpianot known to the

7 Section 44 of the Auditing Profession Act, 26 603 contains the duties in relation to an audieskh
duties constitute what the legislation deems todlasonable care and skill for example subsectipd}3
requires an auditor to obtain all information, vobeis and other documents which in his opinion are
necessary for the proper performance of his awddrke he can attest to the fairness of the orgtaiza
financial statements.

8 Statements of international auditing standardsedsby the South African Institute of Chartered
Accountants will be relevant here.

9 These issues received significant attention dfierspate of corporate collapses in recent yedrs. T
recent amendments to the Companies Act dictateathditors should be rotated every four years and
should be nominated for appointment by an audit rndtee with at least three independent non-
executive directors to promote their independee® sections 270A and 274A of the Companies Act,
61 Of 1973.

*0 pretorius JTAansspreeklikheid van Maatskappyouditeure teen@sd&s op grond van Wanvoorstelling
in die Finansiele StateLD RAU; also Pretorius JT “Die Rol cen Funksienwdie Maatskappy-Ouditeur
by Finansiele Verlagdoening” (198®)B 82; Pertorius JT “Nalatige Wanvoorstelling en M&appy-
ouditeur n Belangrike Ongerapportede Beslissidg8{7)SALJ577; Pretorius JT Aanspreekliheid van
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researcher. This handicap did not substantiallgcafthe study because the researcher
attempted to make the research detailed and upat® oy referring to primary and
secondary sources of the law that are availablthennternet and the different libraries

of other institutions

7. RESEARCH METHODOLOGY.

The research essentially entails a study of relestatutes, case law and literature and a
comparative analysis between the law of South Afaod recent developments in the
U.S. and to a limited extent, the U.K.

7.1. Literature

This study relied on textbooks and articles invaidé journals. The researcher did not

limit the research to legal texts but also consulierature in relation to accounting and

auditing where necessary.

7.2. Online sources.

Various research databases such as JutastatSiadwere extensively used.

7.3. Case law.

Case law will constitute the basis of many argumegmesented especially in Chapters

Two and Three. This research tests auditing stdsdan their consistency with case law.
Important cases such as the recent judgmenfxiam Holdings Ltd v Deloitte &

Maatskappy-ouditeurs teenoor Derdes op grond vamédtastelling in die Maatskappy se Finansiele
state” (1996) 25A Merc LI311.
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Touche®® Thoroughbred Breeders Association v Pricewatera3td onkwane Sawmill
Company Ltd v Filmalté® and many others are referred to and analyzed intEgs
Cases decided in other jurisdictions but with aringaon South African law will also be
analyzed. Such cases incluitger alia, Re London and General Batikn Re Kingston
Cotton Mill Company® Caparo Industries plc v Dickmahand Re Thomas Gerrard &
Son LtcP’

7.4. Comparative analysis.

A major portion of this research will be dedicateml a discussion of how other
jurisdictions define the auditor's duty of care.eThnited States of America and the
United Kingdom were selected because of recentldewents and new legislation in
these countries. The U.S. was selected becausepliausible to analyze the reaction to
the Enron debacle. A comparison between South #&iritaw and these leading

jurisdictions will form a major and academicallynstilating part of this research.
7.5. Legislation.
This research deals with company legislation sisctha Companies Act, 61 of 1973 (as

amended by the Corporate Laws Amendment Act of pabé U.K. Companies Act of
2006 (c 46), the Sarbanes Oxley Act, the Auditimgféssion Act, 26 of 2005 and the

*1 Supranote 30.

21999 (4) SA 968 (W).

%3 Supranote 35.

4 [1895] 2 Ch 673. In this case it was said thamaditor must use reasonable care and skill and must
certify to the shareholders only what he beliexelsd true.

%5 Supranote 38.

% Supranote 29. It was decided @aparothat auditors of a company do not owe any dutyané either to
members of the public or to existing members ofcthmpany.

" Supranote 39. An auditor who has been or ought to tmen put on inquiry is under a duty to make an

exhaustive investigation.
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United States Code. These Acts are relevant bedhey amplify the auditor’s duty of

reasonable care and skill.

8. STRUCTURE OF DISSERTATION.

The Chapters mentioned below will discuss the auditluty of reasonable care and skill
from various angles. Chapter Five and to a lesztgnt Chapter Four deal with other
jurisdictions and compare South Africa’s laws togé of the selected jurisdictions. The
conclusions in these Chapters will focus on commgarand contrasting the legal

principles with South Africa’s. The final Chaptesrtains a number of recommendations

aimed at legislation and the courts.

8.1. Chapter One: Introduction

The research problem, delimitation and contexhefresearch is set out in this Chapter.

8.2. Chapter Two: Conceptual Analysis.

The Second Chapter will deal with the legal conseplating to negligence, professional

negligence and the auditor’s civil liability.

8.3. Chapter Three: The Auditor's Duty of Reasoeabare and Skill as Formulated in
Case Law.

The Third Chapter looks at the present case lathemature and scope of the auditors’

duty of reasonable care and skill. Because of élae that the underlying legal principles

are universally applied, a clear distinction witltrbe drawn between South African and

other cases. The evolution of this duty throughddse law generally is shown.
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8.4. Chapter Four: The Auditor's Duty of Reasondbée and Skill in South Africa: A

Statutory and Professional perspective.

The Fourth Chapter deals with the components ofatiditor’'s duty of reasonable care
and skill as formulated by the relevant statutdse Telationship between statutory law,
auditing standards issued by the relevant profaeasibodies and the broader duty of
reasonable care and skill as formulated in thescasealso discussed. This Chapter also
focuses on the recently passed Companies Act (co#iéhe U.K. and compares its

provisions on relevant aspects with those of thatlsafrican Companies Act.

8.5. Chapter Five: Comparative Analysis: The Autst®uty of Reasonable Care and
Skill in the U.S.

This Chapter looks at the most sophisticated andrazkd legal principles on the topic as
found in the Sarbanes-Oxley Act. This Chapterudises the statutory elements of the
auditor’'s duty of reasonable care and skill that ba deduced from legislation in the
u.S.

8.6. Chapter Six: Conclusion, Findings and Recondagons.

This is the final Chapter. It contains a comprednen conclusion, all the findings and

relevant recommendations.

Theresear cher attempted to statethelaw asat 1 January 2008.

Note that in this dissertation, the researcher uses the masculine to also refer to the

feminine gender.
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