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TOPIC OVERVIEW 
 

1. Overview of Auditing and Assurance Services 

2. Financial Report Audit and Ethics 

3. The Auditor’s Legal Liability 

4. Client Evaluation and Planning the Audit 

5. Business and Audit Risk Assessment 

6. Tests of Controls 

7. Substantive Procedures and Sampling 

8. Sales and Purchases Cycle 

9. Subsequent Events and Audit Reports 
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What is expected? 
 

- Kingston Cotton Mill Co (1986) 
o Skill, care and caution of a reasonably competent, careful and cautious auditor 
o “Watchdog not a bloodhound” – investigate fraud if found 

- London and General Bank (1895) 
o “he is not an insurer; he does not guarantee the books’ 
o Argued against unrealistic expectations 

- Pacific Acceptance Corporation Ltd v Forsyth 
o The court looked at what a ‘reasonable’ auditor should do 
o Set of expectations that an auditor should meet in order to show that they have 

taken due care 
o Steps: 

1) Pay due regard to the possibility of material fraud or error in framing or 
carrying out audit procedures so the auditor has a reasonable expectation 
that the fraud or error will be detected. 

2) Promptly report fraud or warn of suspicion of fraud, whether material or not 
3) Closely supervise and review the work of inexperienced staff 
4) Properly document audit procedures in a written audit program which is to 

be amended as necessary as the audit progresses 
5) Audit the whole of the year, not just the year-end balances; the duty to audit 

encompasses the client’s financial affairs throughout the period of 
appointment and is not confined to reporting on the year-end balances as 
presented in the accounts 

6) Carry out proper objective auditing procedures; reliance on independent 
sources or client personnel is an aid but not a substitute for the auditor’s 
own procedures 

7) Do not shirk reporting to shareholders on the pretext that some detriment 
would arise if the matter were revealed 
 

- Additional relevant standards  
o ASA 570 Going Concern 

- Auditor should obtain sufficient appropriate audit evidence that it is 
appropriate, based on all reasonably foreseeable circumstances that the 
entity is a going concern 

- Onus on auditor to prove that they had reasonable grounds to believe 
company was a going concern 

o ASA 316 and 330 Understanding of control 
- Requires an auditor to obtain an understanding of the control procedures 

sufficient to assess their effectiveness. This includes the use of information 
technology. 

- Did we have the required understanding? 
o ASA 620 Using the work of an expert 

- Requires auditor to assess the appropriateness of the expert’s work as audit 
evidence. 

- Did you assess the expert’s work? 
o ASA 240 Fraud 
o ASA Skeptical 200 
o ASA Planning 300 + 315 
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Duty of care breached – Do the actions lead to a breach? 
o Facts of the situation 

- What did the auditor do? 
o Comparison (Decide whether breach or no breach) 

- What is expected?                         
- Did the actions meet expectations?  

 
Contributory Negligence – relates to the failure of the plaintiff to meet certain required standards of 
care that contribute to bring about the loss in question.  

- AWA case  
o In the case, court said that the directors have a duty to establish a sound system of 

internal control to safeguard the company’s assets. Their failure to do so was held to 
be contributory negligence.  
 

3. Quantifiable loss or damage sustained due to breach 
 

- Causal connection 
o Link between actions of the person and the damage sustained 
o Failure to show link will mean that legal action will fail  

 
 
Liability to third parties 
 
Is there a duty owed to third parties? 

- Banks and Lenders? 
o May rely on reports to ensure debt covenants are met 

- Creditors? 
o May rely on reports to determine continued credit worthiness 

- Prospective shareholders? 
o May rely on reports to determine investment decisions 

- Potential lenders? 
o May rely on reports to decide on ability to repay debt 

 

1. Liability under contract 

- Owed to the client only – privity of contract 
- Therefore, no contract between the third party and the auditor 

o No liability under contract  

2. Negligence 

- Determine whether negligence exists by the plaintiff showing the three elements of 
negligence 

o All elements must be shown 
- Primary question in relation to third parties is whether a duty of care is owed to them 

o This aspect has developed over time, our focus will be on the development from; 
▪ Hedley Byrne v Heller, to 
▪ Caparo, to 
▪ Esanda Finance 
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Hedley Byrne v Heller 
 

- “..where it is plain that the party seeking information or advice was trusting the other to 
exercise such a degree of care as the circumstances required, where it was reasonable for 
him to do that… when he knew or ought to have known that then inquirer was relying on 
him”  

- Very broad liability 
 
Proximity – limiting the breadth of liability 
 

- Caparo (UK) 
o Unreasonable to widen the area of responsibility.. and to find a relationship of 

proximity between the adviser and third parties to whose attention the advice may 
come in circumstances in which the reliance said to have given rise to the loss is 
strictly unrelated to either to the intended recipient or to the purpose for which the 
advice was required 

o On appeal, found that duty of care was owed only to third parties who were existing 
shareholders or to whom the auditor knew their report would be sent to and 
relied upon.  
 

- Esanda Finance (Australia) 
o The following would have to be established: 

1. The report was prepared on the basis that it would be conveyed to a third 
party 

2. The report would be conveyed for a purpose that was likely to be relied on 
by that party 

3. The third party would be likely to act in reliance on that report, thus running 
the risk of suffering the loss if the statement was negligently prepared 

 
Avoiding Litigation 
 

- Out of court settlements 
o Protect auditors’ reputation and save time, but 

- Confidence problems not addressed 
- Auditing standards may not be adjusted 
- Audit expectation gap not addressed 
- Lack of impetus for regulatory change 
- Issues related to audit quality and independence are not publicly analyzed 

 
Litigation – Positive action 

- Engagement letters 
- Investigation of prospective clients 

o Can reject an audit request 
- Comply with professional announcements 
- Quality control 
- Professional indemnity cover 
- Privity letter to acknowledge likely reliance of third parties  

o Privity letter saying who is going to rely on the audit 
 
 
 


