
1. Which of these statements is true?

An audit benefits a company because

a) It reassures the shareholders that the accounts are accurate
b) Makes the management accountable to the shareholders
c) Guarantees that the accounts are free from fraud or error 
d) Guarantees that the financial information shown is true and fair

Answer  d)

2 Explain the responsibilities of 
 the directors
 the auditors

in connection with the preparation and publication of a company’s 
financial statements 

Answer

The directors are responsible for producing ‘true and fair’ accounts; the auditors 
simply express their opinion on them. The directors are the individuals who, 
collectively, have to present an accounting of their dealings with the share-
holder’s assets in as balanced and impartial a way as possible. It is their task to 
explain themselves in a way that can be understood and that represents
what actually happened in the financial period.

The primary audit objective is to gather sufficient reliable evidence so as to be 
able to express an opinion, in the form of a report to the shareholders, of the 
truth and fairness of a set of financial statements prepared by the directors so 
that any person reading and using them can have confidence in them.

3. Explain in no more than 200 words The Theory of Rational 
Expectations developed by Professor Limperg

Answer

The theory holds that the value of the auditor’s report derives from the expert 
nature of the auditor as an independent, competent professional. Broadly this is 
a dynamic theory which holds that, as the business community changes, so the 
expectations it has of the auditors’ function also changes.

The theory holds that the work carried out by the auditor should be governed by 
the rational expectations of those who use their reports so auditors should not 
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disappoint those expectations. Further, auditors should not seek to raise those 
expectations by any more than the work they do justifies.

4. State whether the following statements are true or false in respect of 
external auditors’ responsibilities

 Auditors are responsible for the financial content of the annual 
accounts (false)

 Auditors do not have to have absolute assurance that the 
figures they audit are correct (true)

5 Mautz and Sharaf set out a series of postulates and assumptions on 
which their theory of auditing was based. Set out in not more than 
500words the basis of their approach and the problems which 
subsequent commentators have indicated with their approach. Note it is 
not necessary for you to set out the postulates in detail merely use them 
to indicate points in your answer where necessary.

Answer

Mautz & Sharaf held that auditing is based on scientific logic where the auditing 
process is a rational process of examination, observation and evaluation of 
evidence. The essence of Mautz and Sharaf’s approach is that auditing practice 
should be built on a sound philosophy of auditing because basing actions on an 
underpinning philosophy means:

 going back to first principles of what an audit is, what purpose it serves 
and what usefulness it has for society,

 that knowledge has to be ordered in a systematic way, and it
  defines auditing’s place in and usefulness to society.

Broadly Mautz and Sharaf adopted a scientific approach to auditing claiming that 
auditing practice, with its heavy emphasis on probability and a scientific 
approach to evidence, has much in common with scientific method.
Their theory did not take into account questions of risk, the exercise of 
judgement by auditors which is not part of a scientific approach and questions of 
accountability

6. Which one of the following best describes the role of the 
International Auditing and Assurance Board (IAASB)?

The IAASB is responsible for:



a) Setting auditing standards which are compulsory throughout the 
world

b) Monitoring auditors to ensure that they comply with auditing 
standards

c) Investigating and disciplining auditors who fail to comply with 
auditing standards

d) Setting auditing standards which facilitate the convergence of 
national and international auditing standards

Answer d)

7. Explain in not more than 200 words the basic principles of Agency 
Theory and the role the auditor plays

Agency theory is the recognition that the inclination of agents is to act rather 
more in their own interests than those of their employers, in this case the 
shareholders. What this means to us in practice is that agency theory recognized 
the tendency of company managers, or directors, to tend to make decisions
which are more favourable to their own objectives than to those of their 
principals, in this case the owners, or shareholders, of the business.

The audit profession is a key part of the regulatory mechanism which holds 
agents accountable to their principals and which serves to validate their financial 
accounting of the use to which they have put the company’s assets.

8. State the advantages and disadvantages of a framework approach to 
corporate governance as opposed to a legislative approach

Answer

Corporate Governance – principles based v legal approach
Principles based Legal approach

Lawyers spend time trying to get 
around the legal rules

Everyone knows where they are and 
should be able to apply the rules



The legal approach leads to a ‘tick box’ 
approach to corporate governance

Principles are hard to explain so can be 
vague and difficult to interpret

Principles based approaches can be 
applied to any jurisdiction and any 
legal system

Principles based approaches are 
difficult to enforce in any meaningful 
way without legislation or sanctions

You are the audit partner for BiglyBuilders plc a large UK construction 
company.

The financial director of BiglyBuilders has approached you and asked 
you if your firm would carry out the role of internal auditors as well as 
continuing to act as external auditors. The fee for this work would be 
very lucrative but the total fees from BiglyBuilders would not 
contravene the 10% rule so there would be no difficulty in accepting the 
appointment on that basis. 

You are a little concerned as the financial director has indicated that if 
your firm won’t do the work he would invite a rival firm to do so.

You are aware that acting as both internal and external audit might 
pose other problems.

Which course of action should you follow?

a) You have to decline as it is a definite conflict and is effectively 
ruled out by the ethical guidelines of your RSB. 

b) It is a conflict of interest and there is a danger of being involved in 
management decision making which is prohibited specifically by 
the ethical rules. Providing separate teams were used and the 
internal audit was overseen by another partner it would be 
possible to take on the work. The external audit team must remain 
independent of the internal audit team and there must be no 
communication between them except at arm’s length during the 
course of the audit.

c) It will help the audit by giving you a better insight into the 
company so could be looked at as an extension of the external 
audit. You could use the same team and simply amend the 
external audit programs accordingly.

d) If this was the USA it would be illegal and cases such as Enron 
demonstrate the dangers of being seen to go soft on the company 
because of all the lucrative non audit work – best to avoid the 



whole thing even if it means a rival firm becomes involved with 
your client.

Answer - b) This is a difficult area but providing audit independence is preserved 
it could be done – there are precedents in the UK. It isn’t possible in the USA 
because of the Sarbanes Oxley legislation.

10. State whether the following statements are true or false in respect 
of the rules governing audit activity

 The work of the auditing profession is governed solely by the 
Companies Act 2006 False

 The Financial Reporting Council has the power to discipline 
auditors who perform their work poorly True

11. Set out the rights and duties of auditors under the Companies Act 
2006

Rights

The auditor of a company–

(a) has a right of access at all times to the company’s books, accounts and 
vouchers, (in whatever form they are held)

(b) may require any officer or employee of the company to provide them with 
such  information and explanations as they think necessary for the performance 
of their duties as auditor.

(c) has the right to attend any general meeting of the company where their 
appointment is under consideration

(d) has a right to make representations to shareholders in the event of any 
resolution to remove them from office

Duties

 (1)  To make a report to the company’s members on all annual accounts of the 
company 

(2) The report must state whether in the auditors’ opinion the annual accounts–



(a) give a true and fair view–
(i) in the case of an individual balance sheet, of the state of affairs of the 
company as at the end of the financial year,
(ii) in the case of an individual profit and loss account, of the profit or loss of the 
company for the financial year,
(iii) in the case of group accounts, of the state of affairs as at the end of the 
financial year, and the profit or loss for the financial year, of the undertakings 
included in the consolidation as a whole, so far as concerns members of the 
company.
(iv) have been properly prepared in accordance with the relevant financial 
reporting framework, and
(v) have been properly prepared in accordance with the requirements of the 
Companies Act 2006.

A company’s auditor, must carry out such investigations as will enable them to 
form an opinion as to–

(a) whether adequate accounting records have been kept by the company and 
returns adequate for their audit have been received from branches not visited by 
them, and

(b) whether the company’s individual accounts are in agreement with the 
accounting records and returns, and

(c) in the case of a quoted company, whether the auditable part of the 
company’s directors’ remuneration report is in agreement with the accounting 
records and returns.

12. Which of these is not the function of a Recognised Supervisory 
Body?

a) Admission of members
b) Disciplining members
c) Setting ethical standards
d) Investigating complaints
e) Reviewing audits of public limited companies to maintain auditing 

standards

Answer e)

13 Which of the following statements are true?

True False
Auditors perform their work objectively and with 
integrity. Integrity means truthfulness and 

√



openness.

The fact that the senior partner of Tickett & 
Wrunne’s brother in law is the sales director of 
Floggit Ltd would not prevent them being 
appointed auditors

√

The audit manager on the audit of Megablast Ltd 
has been left some shares by his auntie. He must 
sell them as soon as possible.

√

Auditors have a duty of confidentiality to their 
client which can only be breached with the 
client’s permission

√


