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Abstract - In the previous years, a number of the stockholders criticized the audit reports. This criticism came mainly from 
the fact that audit reports proved limited information, where the users of audited financial statements demand for more 
information on matters that influence their decisions. Therefore, some audit standards regulates including the International 
Auditing and Assurance Standards in the U.S issued a new auditing standard requiring the communication of additional 
information in the auditor’s report. This new auditing standard is expected to reduce the information gap between auditors 
and the mangers of firms. This is because auditors are now able to communicate with the interested parties about the most 
critical matters. However, this increases a concern that this new auditing standard puts pressure on auditors. Hence, current 
studies exam the potential effect of this new auditing standard on auditors’ legal liability. We discuss the main results of 
these studies to draw some policy implications of these findings. 
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I. INTRODUCTION 
 
Over the past two decades, there has been a 
significant body of literature arguing that 
stakeholders are frustrated with the auditor’s 
reporting model. Stakeholders are looking for 
improving auditor’s report due to concerns 
surrounding its form, content, and overall 
communicative value (Church, Davis, & McCracken, 
2008; Smieliauskas, Craig, & Amernic, 2008). 
Importantly, it is argued that while auditors spend 
thousands of hours on audit processes, receive 
millions of fees, they provide a limited information 
about financial statements and financial reporting risk 
to the users of financial statements. This suggests that 
the information and communication gap still exist 
between the users of financial statements and the 
auditors. In response to the concerns of audit 
reporting model, audit regulators and standard setters 
have made changes in audit reporting model aiming 
to provide incremental value to financial statement 
users as well as to narrow down information gap 
between auditors and investors. This is supported by 
Nick Land, Chairman of the FRC’s Audit and 
Assurance Council who believes that investors are 
getting big picture in the new model due to the 
description of the work undertaken by the auditor 
(FRC, 2013b). 
 
This new audit reporting model has been adopted in 
some countries including the United Kingdom. In 
June 2013, The UK Financial Reporting Council 
issued ISA 700 (UK and Ireland), The Auditor’s 
Report on the Financial Statements that requires 
auditors to provide additional information in their 
audit reports on 1) the risks of material misstatements 
with the greatest impact on engagement team effort; 
2) the application of materiality in the audit; and 3) 

the scoping decisions made in the execution of the 
audit. In the U.S., the new standard requires auditors 
to disclose “critical audit matters” (hereafter, CAMs), 
defined as “matters that involved the most difficult, 
subjective, or complex auditor judgments or posed 
the most difficulty to the auditor in obtaining 
sufficient appropriate audit evidence or forming an 
opinion on the financial statements” (PCAOB [2013, 
p. 6]). This standard aims at increasing the 
transparency and information value of audit reports 
following audit report users’ concerns that the reports 
have low information value.  
 
II. LITERATURE REVIEW 
 
There is a concern that the changes on audit reporting 
by PCAOB requiring auditors to provide additional 
information in their audit reports could increase the 
level of auditor liability as auditors disclose areas that 
involved significant professional judgment or 
difficulty obtaining or examining audit evidence 
during the audit process. In addition, audit 
practitioners like the chair of New York State Society 
of Certified Public Accountants’ litigation services 
committee claim that CAMs and KAMs will increase 
auditor liability for misstatements in financial 
statements (Brasel, Doxey, Grenier, & Reffett, 2016). 
In response to this concern, several recent academic 
studies have investigated the potential effect of 
CAMs on auditor liability. For example, Brasel et al. 
(2016) conduct a study investigating the impact of 
CAMs on auditor liability following the proposal by 
PCAOB and IAASB for inclusion of CAMs and 
KAMs in audit reports, respectively. Brasel et al. 
(2016) sample comprises of 528 participants recruited 
from Amazon’s Mechanical Turk, an online 
marketplace where individuals complete tasks for 
compensation. Using an experimental research and 



International Journal of Management and Applied Science, ISSN: 2394-7926                                                 Volume-4, Issue-7, Jul.-2018 
http://iraj.in 

Critical Audit Matters and Audit Legal Liability: A systematic review of literature 
 

88 

consistent with their hypothesis, Brasel et al. (2016) 
find that inclusion of CAMs in audit report reduces 
auditor liability when misstatements in financial 
statements arise whether the CAMs are related to the 
area of misstatement or not. They also find that the 
effect of CAMs on auditor liability judgments varies 
by misstatement type. While the findings of their 
study can be used by regulators such as PCAOB and 
IAASB as a justification for requiring inclusion of 
CAMs and KAMs in audit reports, their study, 
however, uses Mechanical Turk participants. 
According to Buhrmester, Kwang, and Gosling 
(2011), poor compensation of these participants can 
affect data quality. 
 
The findings by Brasel et al. (2016) are supported by 
those of Kachelmeier, Schmidt, and Valentine (2015) 
who examine the disclaimer effect of disclosing 
CAMs in audit reports. Kachelmeier et al. (2015) 
hypothesize that disclosure of CAMs can have two 
diametrically opposite effects. On the one hand, it 
could increase auditor liability by raising the 
perceived auditor responsibility for misstatements. 
On the other hand, it could reduce auditor liability as 
CAMs may be viewed as a disclaimer by the auditor 
to the user in the areas related to the disclosed CAMs 
in case of misstatements. The sample of Kachelmeier 
et al. (2015) is made up of 179 volunteer MBA 
students from a U.S. based university. In their study, 
students participate in an experiment in which they 
evaluate auditor liability for misstatements in areas 
the auditor had disclosed or not disclosed a CAM in 
an audit report provided to them. In line with the 
findings of Brasel et al. (2016), Kachelmeier et al. 
(2015) find that CAMs reduce auditor liability by 
serving as a form of disclaimer to the user of the audit 
report that the area of financial statements highlighted 
in the CAM may have misstatements. The disclaimer 
effect is also found when CAMs are not related to the 
misstatements subsequently detected in financial 
statements.  
 
In contrast to Kachelmeier et al. (2015) and Brasel et 
al. (2016), Gimbar, Hansen, and Ozlanski (2016) 
argue that CAMs and imprecise standards would 
increase auditor liability. In their study, the students 
take part in an experiment in which they assess 
auditor negligence for misstatement in areas related 
and unrelated to CAMs reported in an audit report, 
and auditor negligence for misstatements when 
precise or imprecise standards are involved. Based on 
data from a sample of of 234 accounting students at a 
large U.S. public university, they find that CAMs 
related to the area of subsequent misstatement and 
those unrelated increase auditor liability under both 
precise and imprecise standards. This means that 
CAMs increase auditor liability regardless of whether 
the standards used are rules-based or principles-
based.  
 

However, most of the studies on the impact of CAMs 
on auditor liability such as (Brasel et al., 2016; 
Gimbar et al., 2016; Kachelmeier et al., 2015) use 
proxies of lay jurors or investors to assess the impact 
as opposed to people with legal knowledge. This 
practice is challenged by Brown, Majors, and Peecher 
(2014) in their study examining the impact of a 
judgment rule and critical audit matters on 
assessments of auditor legal liability and the role of 
legal knowledge. This is done because most cases of 
auditor negligence are determined out of court where 
legal experts influence the majority of litigation 
outcomes(Brown et al., 2014). As a result, a result 
using lay juror participants may yield invalid findings 
regarding the impact of CAMs on auditor liability. 
Using a sample of the study comprises of 239 
participants recruited from Amazon’s Mechanical 
Turk as proxies for lay jurors and 73 law school 
students from a major U.S. public university, it is 
found that CAMs reduce the auditor liability 
assessment irrespective of whether the evaluators are 
lay jurors or legal experts. In addition, the type 
evaluator also does not affect the amount of damages 
awarded for auditor negligence related to CAMs 
(Brown et al., 2014). 
 
Due to the fact that the above studies are experiment 
studies, involving different participant tools, Gimbar, 
Hansen, and Ozlanski (2015)carry out their study to 
assess the general results of the existing CAMs -
auditor liability studies. In particular, they review 
several recent academic studies, summarize the 
preliminary findings and implications of these 
studies, and highlight characteristics of the CAM. 
The studies are (Backof, Bowlin, & Goodson, 2014; 
Brasel et al., 2016; Brown et al., 2014; Gimbar et al., 
2016; Kachelmeier et al., 2015).  
 
According to Gimbar et al. (2015), the studies of 
(Backof et al., 2014; Brasel et al., 2016; Brown et al., 
2014; Gimbar et al., 2016; Kachelmeier et al., 2015) 
suffer some crucial shortcomings.First, the authors of 
these studies use different participant pools: 
undergraduate students, M.B.A. students, law 
students, and participants drawn from Amazon 
Mechanical Turk.Second, the studies reviewed vary 
in terms of the information provided to participants to 
evaluate the effect of CAMs. For example, both 
Brown et al. (2014) and Brasel et al. (2016)indicate in 
their CAMs disclosures that the auditor relied on 
outside specialists. Furthermore, Brasel et al. (2016) 
and Brown et al. (2014) indicate in their CAMs that 
there is a fraud occurred in the financial statement. In 
addition, Brown et al. (2015) disclose to participants 
that there are accounting issues covered in the CAMs, 
while Kachelmeier et al. (2015) provide all 
participants with a list of items that strongly affect the 
audit judgment when formatting the audit strategy 
(Gimbar et al., 2015). These variations could have 
impacted the results of the studies. Based on the 
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above, current studies that examine the potential 
effect of effect of critical audit matters on auditor 
liability provide mixed results. 
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