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INSTITUTE OF REVENUES
RATING & VALUATION





PRINCIPLES OF ACCOUNTANCY AND AUDIT

Thursday 4 December 2003

2.00 pm-5.00 pm
PLEASE NOTE INSTRUCTIONS WITH REGARD TO

COMPULSORY QUESTION AND CHOICE

Answer FIVE questions

Answer QUESTION 1

(80 marks)

and

TWO questions from Part A

(70 marks per question)

and

TWO questions from Part B

(40 marks per question)

(The number of marks obtainable for each question is indicated in brackets)

All working papers should be submitted with each answer

Marks will be awarded for good style and presentation

(Maximum marks 300)
THIS QUESTION IS COMPULSORY (80 marks)

1. The Amblethorpe Health Authority maintains a staff restaurant at the Amblethorpe Royal Infirmary.  The following information is available for the year ended 31 March 2003.

Balances at 1 April 2002


£


Stocks:
Provisions
3,345


Creditors:
Provisions
4,086



Gas
2,323



National Insurance
968



Printing
98


Miscellaneous debtors
146


Cash float

30

Receipts and Payments for the period are as follows:




£


Provisions

171,356


Salaries

7,654


Wages:
Kitchen
55,865



Cashier
5,065



Dining Room
11,384


National Insurance and Pension Contributions
13,985


Electricity

2,388


Gas

26,946


Laundry

3,441


Cleaning Materials
1,064


Printing and Stationery
460


Miscellaneous expenses
566


Sales

239,410


Miscellaneous receipts
1,932

The following amounts due to creditors at 31 March 2003 have yet to be accounted for:



£



Provisions
3,978



Gas
4,340



Electricity
780



Printing
28



National Insurance
1,578


The following information is also of relevance:

(a) The laundry service is provided by the hospital laundry and recharged through the year.  The charge for the final quarter of 2002-3 is still outstanding and is expected to be at the same level as for the remainder of the year.
continued->
(b) At 31 March 2003 provisions stocks amounted to £3,073, and stationery stocks were £98.

(c) Miscellaneous debtors amount to £248 at 31 March 2003.

(d) The hospital also makes an annual administrative charge of £2,860.

Required:
Prepare an Income and Expenditure Account for the year to 31 March 2003.

Show all workings clearly.

PART A: Answer TWO questions from this part (70 marks per question)
2.
A Smith started trading on the 1 October 2003.  His records show the following transactions during the month.

2003

October 1
Started business with £800 in the bank

October 2
Bought goods on credit from the following persons: K Henriques £76; M Hyatt £27; T Braham £56.

October 5
Cash sales £87.

October 6
Paid wages in cash £14.

October 7
Sold goods on credit to: H Elliott £35; L Lane £42; J Carlton £72.

October 9
Bought goods for cash £46.

October 10
Bought goods on credit from: M Hyatt £57; T Braham £98.

October 12
Paid wages in cash £14.

October 13
Sold goods on credit to: L Lane £32; J Carlton £23.

October 15
Bought shop fixtures on credit from Betta Ltd £50.

October 17
Paid M Hyatt by cheque £84.

October 18
Returned goods to T Braham £20.

October 21
Paid Betta Ltd a cheque for £50.

October 24
J Carlton paid his account by cheque £95.

October 27
Returned goods to K Henriques £24.

October 30
J King lent £60 by cash.

October 31
Bought a motor van paying by cheque £400.

Required:

a) Enter up the ledger accounts from the above details for the month of October 2003.
(48 marks)


b)
Prepare the trial balance as at the 31 October 2003
(22 marks)

3.
The following is an extract of the bank columns of the cash book of Graham George and Sons Limited, Northtown, for the last week of May 2003.

2003
£
2003
Cheque
£




Number

24 May
Balance c/d
540
24 May
L Gates
989
364

24 May
K Lambert
1,844
24 May
Petty Cash
990
167

27 May
L Hughes
895
27 May
Stationery – J Gordon
991
198


27 May
T Binder
19
27 May
S Bean
992
39

27 May
Cash sales
941
28 May
Postages – Post Office





  Counters Ltd
993
134


28 May
T Sumner
1,097
28 May
Motor vehicle expenses

28 May
Cash sales
639

  - Town Garages Ltd
994
359

29 May
D Abdul
192
29 May
Smith’s Travel Agents Ltd
995
133

29 May
Cash sales
784
29 May
John Page & Co Solicitors

30 May
B Kemp
366

  purchase of building land
996
9,360

30 May
Cash sales
317
30 May
Wages
997
1,390

31 May
L Payne
288
30 May
J Grant
998
337

31 May
Cash sales
   420
31 May
M Willow
999
     649


8,342



13,130

The company, which banks with the North General Bank plc, Main Street Branch, Westown, has received the following statement of account from the bank:

Graham George and Sons, Limited

In account with North General bank plc, Main Street Branch, Westown

	Date
	Particulars
	Payments
	Receipts
	Balance

	2003

24 May

24 May

27 May

27 May

27 May

28 May

28 May

29 May

29 May

30 May

30 May

30 May

30 May

31 May

31 May

31 May
	Balance b/d

Bank giro credit

990

937

Bank giro credit

991

Bank giro credit

Dividend

Bank giro credit

993

997

Bank giro credit

Standing Order – Traders Mutual

  Support Society

Cheque referred to drawer

(T Binder)

Charges

Bank giro credit
	
    £ 


167


93


198


134


1,390


36


19


110
	
£   


1,494


1,844


1,855


90


1,736


976


683
	
     £ 


861  O/D


633


466


373


2,217


2,019


3,874


3,964


5,700


5,566


4,176


5,152

5,116

5,097


4,987


5,670


The company’s managing director has suggested that at each accounting year end, the balance at bank in the company’s accounts should be amended to that shown in the company’s bank statement at that date.
continued->

Required:

(a) An accounting statement completing the cash book (bank columns) for May 2003 and bringing down the balance outstanding at the end of the month.

Note: Commence your statement with the total receipts (£8,342) and total payments (£13,130) given in the extract of the cash book.
(30 marks)

(b) A bank reconciliation statement as at 31 May 2003.

Note:  commence with the cash book balance as at 31 May 2003.
(30 marks)

(c)
Give 3 reasons why the company’s managing director’s suggestion should not be followed.
(10 marks)

4
(a)
List the seven fundamental accounting concepts.
(7 marks)


(b)
Explain what is understood by five of these concepts.
(20 marks)

(c) Andy Cadabra is the owner of a shop selling pet supplies. He has extracted the following trial balance as at 30 September 2003, the end of his financial year:




Dr
Cr




£
£



Bank balance
4,900



Capital

14,500



Cash
2,000



Discounts allowed
500



Discounts received

500



Drawings
2,500



Fixtures and fittings – cost
14,000



Provision for depreciation on fixtures

3,500



Light and heat
900



Purchases
13,000



Rent and rates
1,700



Sales

20,000



Stock
2,000



Trade creditors

6,850



Trade debtors
2,000



Wages
  1,850
_____




£45,350
£45,350



Stock at 30 September 2003 is £3,000.

Required:

(i)
The trading and profit and loss account for the year ended 30 September 2003;
(20 marks)

(ii)
The balance sheet as at 30 September 2003.
(23 marks)

PART B: Answer TWO questions from this part (40 marks per question)
5.
(a)
What is an internal control questionnaire?
(6 marks)


(b)
Identify two advantages and two disadvantages to the auditor of using internal control questionnaires.
(8 marks)


(c)
Prepare an internal control questionnaire for a canteen stores in a public sector organisation. The questionnaire should have 13 questions covering the 4 major areas of ordering procedures; receipt & issue of goods; accounting; and custody.
(26 marks)

6.
(a)
Explain what is meant by systems based auditing.
(5 marks)


(b)
Explain the different emphasis placed on systems based auditing by internal and external auditors.
(10 marks)


(c)
Outline the stages of systems based auditing.
(25 marks)

7. You are the auditor of a medium-size company with a turnover of £25 million per annum.  The client is a manufacturer and wholesaler of golf clubs, and wants to introduce a computer system for stock and  sales applications.  You are asked to outline the internal controls you would require in your capacity as auditor over input, processing and output.  The company has sufficient staff to create a separation of duties.

Give an outline of the internal controls needed to ensure that the accounting records maintained on computer will be accurate and reliable.
(40 marks)
	EXAMINER’S COMMENTS ON DECEMBER 2003 PRINCIPLES OF ACCOUNTANCY AND AUDIT PAPER

Question 1:   Most candidates made a good attempt at this question. They showed that they knew what an income and expenditure account was and how to prepare one. Most candidates gave very good workings, which showed that they understood what the question required, even if they did not always manage to achieve it. Most of the answers showed that the examinee realised that they had to do something with the creditors at the 31 March 2003, and most answers dealt with them correctly. However, whilst many candidates showed that they realised that they also had to do something with the creditors at the 1 April 2002, not as many dealt with these correctly. The biggest failure was either adding both sets of creditors to the appropriate receipts and payments figure, or conversely deducting both sets creditors from the appropriate receipts and payments figure. A few candidates also added both the opening and closing provisions stocks figures when calculating the provisions figure for the income and expenditure account. Unfortunately some candidates added the opening stock to the provision figure and deducted the closing stock – the wrong way round. Several candidates also showed the annual administrative charge from the hospital as income, when it is expenditure.

	Question 2: This was a reasonably well-answered question. Most candidates realised the necessity of opening ledger accounts for all the transactions during the month, including both cash, bank and capital ledger accounts. The biggest failure seemed to be that many candidates made the entries in the ledger accounts the wrong way round i.e. credit entries as a debit and vice versa. What was even more surprising was those candidates who made some of the entries for purchases on the correct, debit, side of the ledger, but then made other, exactly the same sort of entries, on the credit side of the ledger. Most candidates knew how to deal with the returned goods. Almost all answers showed that the candidate realised that every entry affected both the cash or bank ledger as well as the individual ledger account. Perhaps disappointingly, many candidates could not transfer the ledger balances to the correct side of the trial balance, with debit balances showing as credits in the trial balance, and vice versa. 

	Question 3:   Only 4 candidates attempted this question. One of them got 0 marks. Of the other 3, two gave a good answer. They started their reconciliations from the correct figure shown in the question, and identified such items as unpresented cheques which needed adjusting. The 3 answers mainly showed that the examinees understood why the balance in the bank should not be the figure shown in the accounts at the year-end.

	Question 4: This question was answered very well. Most candidates identified the seven fundamental accounting concepts of going concern, accruals, consistency, prudence, business entity, money measurement and materiality. Part (b) required the candidate to explain five of the concepts, which most of them did satisfactorily. The trading and profit and loss account and balance sheet in part (c) was answered very well. The main problems seemed to be in putting the opening stock into the balance sheet instead of the closing stock; not taking the closing stock form the purchases figure in the profit and loss account; treating discount received and discounts allowed in the same way i.e. either treating them both as income or both as expenditure; and charging the accumulated depreciation to the profit and loss account when it had already been charged in earlier years.

	Question 5:   Most candidates showed that they understood what an internal audit questionnaire was. They were less sure with the advantages and disadvantages to an auditor of using one. The internal control questionnaire for a canteen stores in a public sector organisation was, generally speaking, quite good. Many candidates highlighted such questions as “who is authorised to sign orders?” and “is there a standard procedure for the receipt of goods?”. The failings were in having too many questions in one of the major areas of ordering procedures; receipt and issue of goods; accounting or custody. Accounting seemed to be area which had the least questions, with no-one picking up on such questions as “does the store operate on a deficit or surplus?” and, if the latter, “what measures are taken to recover deficits?”.

	Question 6:   The candidates gave a reasonable set of answers to this question on systems based auditing. Most realised what systems based auditing is. Many picked up some of the stages of systems based auditing as recording the system, walkthrough tests, evaluating the internal controls, and substantive testing. Probably the biggest loss of marks was on not realising the different emphasis placed by internal and external auditors on systems based testing, and also not picking out all the stages in the process.

	Question 7:   Question 7 was answered quite well. Most answers included such internal controls as restricted access to the computer terminal, password controls and regular changes thereto. Many candidates realised the need for some form of checks to ensure that data input is authorised egg on payment of invoices, and also checks to ensure that data input is complete. It was also recognised that the system should be regularly backed up in some safe storage place. The areas, which were, generally, missed, include some form of control accounts over debtors and the reconciliation of input to the processing runs and to output. Overall this was a generally pleasing set of answers where candidates showed that they had thought about the question before starting writing an answer. 


PRINCIPLES OF ACCOUNTANCY AND AUDIT, LEVEL I, DECEMBER 2003

ANSWERS

1.
(a)
Amblethorpe Health Authority Staff Restaurant Income and Expenditure Account for the year ended 31 March 2003



Income
£



Sales
239,410
(2)



Miscellaneous receipts
W1
   2,034
(8)



Total Income: 

241,444


Expenditure


Employees




Salaries

7,654

(2)




Wages
W2
72,314

(6)




National Insurance and




 Pension Contribution
W3
14,595
94,563
(8)




Provisions
W4

171,520
(14)




Electricity
W5

3,168
(5)




Gas
W6

28,963
(8)




Laundry
W7

4,588
(5)




Cleaning materials


1,064
(2)




Printing and stationary
W8

292
(8)




Miscellaneous expenses


566
(2)




Administration


    2,860
(4)





Total Expenditure: 

307,584





Deficit for the year


66,140
(4)







Layout
(2)







Workings
(4)

WORKINGS
W1
1,932 (2) less opening debtors 146 (3)  +  closing debtors 248 (3)

W2
55,865 + 5,065 + 11,384

W3
13,985 (2) less opening creditors 968 (3) + closing creditors 1578 (3)

W4
Opening stock (a)
3,345 (2)
Closing stock


Payments
171,356
         (2)
(c)
3,073 (2)


Less opening


Transfer to

Creditors
     4,086
(3)
I & E Account: (a) + (b) – (c)



167,270

Charge for Provisions






for the year
171,520 (2)


Plus closing


Creditors
3,978
(b)
171,248 (3)

_______






174,593

174,593

W5
2388 (2) + closing creditors 780 (3)

W6
26,946 (2) – 2,323 (3) + 4,340 (3)

W7
Payment of 3,441 represents 3 quarters’ charge


1 quarter is unpaid.  Total for year will be 4/3 x 3441

W8
Payments
460 (2)


-opening creditors
-98
(2)


+closing creditors
28
(2)


-closing stock
-98
(2)
= 292
2
(a)

Bank



(1)
Capital
800
(17)
M Hyatt
84



(24)
J Carlton
95
(21)
Betta Ltd
50






(31)
Motor van
400






(31)
Balance c/d
361





895


895





Cash



(5)
Sales
87
(6)
Wages
14



(30)
J King

(9)
Purchases
46



(Loan)
60
(12)
Wages
14





      
(3)
Balance c/f
  73




147


147 





Capital






(1)
Bank
800





Motor Van



(31)
Bank
400





Wages



(6)
Cash
14



(12)
Cash
14





Shop Fixtures



(15)
Betta Ltd

50





J King (Loan)







(30)
Cash
60





H Elliott



(7)
Sales

35





L Lane



(7)
Sales

42



(13)
Sales

32





J Carlton



(7)
Sales

72
(24)
Bank
95



(13)
Sales

23





K Henriques



(27)
Returns

24
(2)
Purchases
76





M Hyatt



(17)
Bank

84
(2)
Purchases
27







(10)
Purchases
57





T Braham



(18)
Returns

20
(2)
Purchases
56







(10)
Purchases
98





Betta Ltd



(21)
Bank

50
(15)
S Fixtures
50







Sales







(5)
Cash
87







(7)
H Elliott
35







(7)
L Lane
42







(7)
J Carlton
72







(13)
L Lane
32







(13)
J Carlton
23







Purchases 



(2)
K Henriques

76



(2)
M Hyatt

27



(2)
T Braham

56



(9)
Cash

46



(10)
M Hyatt

57



(10)
T Braham

98





Returns Outwards








(18)
T Braham
20








(27)
K Henriques
24










(1 mark per correct entry)

(b) Trial Balance as at 30 October 2003

Bank
361


Cash
73

Capital

800

Motor van
400

Wages
28

Shop fixtures
50

J King (Loan)

60

H Elliott
35

L Lindo
74

K Henriques

52

T Braham

134

Sales

291

Purchases
360

Returns outwards
        
      44



1,381
1,381



(1½ marks per correct entry + 1 for correct total)


3
(a)

Cash Book (bank columns)



2003
£
2003
£




Total per question
8,342
(2)

Total per question
13,130
(2)



May 29
Dividend
90
(5)
May 31
Traders Mutual
36
(5)



May 31
Balance c/d
4,863
(5)
May 31
T Binder








(dishonoured cheque)
19
(5)





          

May 31
Charges
   110
(5)





13,295



13,295






June 1
Balance b/d
4,863
(1)









(30 Marks)


(b)

Bank Reconciliation Statement as on 31 May 2003



£
£



Overdraft per cash book

4,863
O/D
(2)



Less unpresented cheques:
989
364
(3)




992
39
(3)




994
359
(3)




995
133
(3)




996
9,360
(3)




998
337
(3)




999
  649
(3)
11,341






6,378
Dr



Less bankings not yet credited: (288 + 420)


   708

(6)



Balance per bank statement



5,670
Dr
(1)









(30 marks)

(c) Report to cover following points:

(i) Balance sheet shows company’s relationship with others, not others relationship with company.

(ii) Suggestion would mean that cheques sent to (and possibly received by) creditors would be ignored.  Creditors would therefore be overstated.

(iii) Also ignored would be cheques received from debtors which had not been banked.  Debtors would accordingly be overstated.

(iv) Any fixed asset bought by cheque, as yet unpresented would be excluded from the balance sheet.

(v) All of the above points mean that the balance sheet would not show a correct view of assets and liabilities.
(10)

4
(a)
The seven fundamental accounting concepts:

· Going concern

· Accruals

· Consistency

· Prudence

· Business entity

· Money measurement

· Materiality
(1 mark for each = 7)

(b) Going Concern

This concept assumes that the entity will continue to trade in the foreseeable future.

Accruals
Revenues and costs are recognised as they are earned or incurred.  This concept recognises a cost which has been incurred but not paid for as a liability and a cost which has been paid in advance as an asset.  The telephone bill is a good example of both.  The rental of the system is paid in advance and is a prepayment whereas the charge for calls is in arrears and should be accrued for.

Consistency

Every transaction in the same class should be treated exactly the same way.  No change should be made to the working rules without quantifying the effect of such a change to the users of the accounts.  Like items should be treated consistently within each accounting period and from one period to another.

Prudence
Revenues and profits are not anticipated but recognised in the profit and loss account only when realised in the form of cash or other assets, but provision is made for all known liabilities, experiences and losses estimating the figure if it is not known exactly.

We should err on the prudent (pessimistic) side where there is genuine doubt surrounding the value of an asset or liability.

Business Entity
We are dealing with the books of a business and not the owner’s personal books.

Money Measurement
In order to add up all the assets and liabilities of an entity and to quantify its performance a single monetary unit is used.  This reduces all the elements to a single common measure.

Materiality
The overall picture of the accounts has to be considered before producing detailed analysis or calculating a precise figure to decide whether the time and cost required to produce such a figure would be advantageous.  For example, an adjustment of £50 would not be worthwhile if it took three hours of the auditor’s time to verify the adjustment and the total sale figure for the year was £10 million.  If the sales for the year were £100 then the adjustment would be material and should be made.


(4 marks for each concept explained to maximum of 20)


c)
a)
Andy Cadabra





Trading and Profit and Loss Account for the year ended 30 September 2003





£
£





Sales

20,000
(2)





Less cost of goods sold





Opening stock
2,000

(2)





Purchases
13,000

(2)






15,000





Less closing stock
  3,000

(2)







12,000




Gross profit

8,000





Discounts received

     500
(2)







8,500





Less Expenses








Discounts allowed
500

(2)





Light and heat
900

(2)





Rent and rates
1,700

(2)





Wages
1,850

(2)







4,950






Net profit

3,550








(+1 layout)



b)

Andy Cadabra





Balance Sheet as at 30 September 2003







£

£





Fixed assets




Fixtures and fittings, at cost
14,000

(2)





Less accumulated depreciation
  3,500

(2)









10,500





Current assets




Stock


3,000

(2)





Trade debtors


2,000

(2)





Bank balance


4,900

(2)





Cash


  2,000

(2)








11,900





Less Current liabilities




Trade creditors
6,850

(2)





Working capital

  5,050






Net assets


£15,550
(2)





Financed by:




Capital 1 October 2002


14,500
(2)





Add profit


  3,550
(2)








18,050





Less drawings


  2,500
(2)





Capital employed


£15,550








(+ 1 layout)

5
(a)
An Internal Control Questionnaire (ICQ) is a set of pre-planned questions designed by an auditor to test the effectiveness of a system, in which the auditor is able to appraise the process currently being followed by a series of questions to which the person being audited answers `yes’ or `no’.  This can then be incorporated as part of the audit’s working papers, and the results can be assessed by a manager to ascertain whether the position as described is satisfactory, or whether further investigations are desirable.









(6 marks)

(b) The advantages to an auditor are:

(i) it enables certain aspects of auditing to be formalised, with obvious advantages to the auditor;

(ii) it can be used in conjunction with flowcharts;

(iii) it can be cross-referenced to audit working papers; and

(iv) it draws attention to weaknesses in a system and to areas where staff responses are inadequate or unsatisfactory.



The disadvantages to an auditor are:

(i) the auditor may be misled by contrived answers where people give answers which are not strictly accurate;

(ii) they may not reflect accurately the true situation – for example is an ICQ relevant in a case where a system is being changed?

(iii) Familiarity with an ICQ may make the audit a matter of routine rather than a critical evaluation of a client or organisation.






(2 marks for each identified to a maximum of 8)

(c) Internal Control Questionnaire for Canteen Stores

	A
Ordering Procedures


A1
What is the limit placed upon 



order values?

A2
Who is authorised to sign orders?

A3
Who records the value of orders against the budget?

A4
Are all items subject to specification checks?

A5
Are tenders sought for regular items?  If so, how frequently?

A6
Are there minimum stock levels?  If so, how frequently are they reviewed, and by whom?

A7
Are these minimum levels adequate?

B
Receipt and issue of goods

B1
Is there a standard procedure for receipt of goods?  Is this consistently applied?  Are there any exceptions?

B2
Are requisitions authorised before goods are released?

B3
What are the collection or delivery arrangements?

B4
Who matches up requisitions with issue notes?  What happens to short deliveries or `balance to follow’ orders?

C
Accounting


C1
How frequently are issues costed?


C2
What information do users receive on a regular basis?

· deliveries

· monthly

· quarterly

· annually


C3
Are costs recovered in full?  If not, does the store operate on a deficit or a surplus over a full financial year?


C4
What measures are taken to recover deficits?

D
Custody


D1
who is responsible for security?

· of the stores

· of keys?


D2
Is insurance cover adequate?

· buildings

· vehicles

· stores items


D3
How frequently are records checked and stock taken?


D4
How frequently are records checked against physical level of stores?


D5
What is the physical state of the stores?  Are they liable to break-ins or vandalism?  Are there alarm systems or other measures for protection?


D6
What arrangements exist for the disposal or write off of surplus items?



Has the value of income recovered from these items been reasonable?



Are tenders obtained prior to disposal?


D7
Are duties of storekeepers and staff clearly defined to ensure adequate separation of duties and adequate supervision?


D8
Is access satisfactorily controlled?


	YES


	NO


	Further comments or cross references to audit file or flowcharts









(2 marks per item to maximum of 26)

6

(a) Systems Based Auditing is an audit approach in which the auditor seeks to obtain the required level of assurance, by:

· establishing that an effective system of processing and recording transactions exists,

· evaluating and compliance testing relevant internal controls, and then

· carrying out an appropriately reduced level of substantive testing.
(5 marks)


(b)Internal auditors and external auditors both apply SBA, although the emphasis is different.

The internal auditor concentrates his attention upon internal controls within the organisation to ensure:

· the security of assets,

· the reliability of records,

· economy, efficiency and effectiveness.

The external auditor also pays attention to those areas, but more importantly ensures:

· that the accounts of the organisation present a fair picture of its activities,

· that the organisation acts only within its statutory powers.
(10 marks)

(c)(1 )
Recording the System
From information gained by interviewing the relevant staff, a record of the system is produced.  This record will normally consist of flowcharts and notes describing:

· the nature of the transactions in the system

· the method of processing these transactions

· the way in which the system is controlled

(2) Walkthrough Tests
To confirm that the record of the system is correct, a small number of transactions are followed (walked) through the entire system.

(3) Evaluating the Internal Controls
The auditor will determine whether the controls in the system are adequate to meet the control objectives of the system.

An  internal control checklist (a standard list of questions to be considered for a particular type of system) will often be used to help the auditor evaluate a system.

(4) Compliance Testing
Compliance tests are tests which seek to provide audit evidence that internal control procedures (identified in the system controls evaluation) are being applied or operated as prescribed and intended by management.

Assuming that controls have been identified which meet the control objectives of the system, compliance tests will be carried out on these controls.


(5) Substantive Testing


Substantive tests are tests of transactions and balances (and other procedures such as analytical review) which seek to provide audit evidence as to the completeness, accuracy and validity of the information contained in the accounting records or in the financial statements.



Assuming that compliance tests have proved satisfactory i.e. the controls are working as prescribed, the extent of substantive testing will consequently be reduced.




(6)  -  Application controls ensure that input, processing and output in respect of each application are authorised, completely recorded, and are accurate, and represent valid entries into the system.








(25 marks)

7.

Input Controls
(i) There should be restricted access to the computer terminal.

(ii) Passwords should be issued to all authorised operators, and changed at intervals so as to prevent unauthorised persons getting to know them.

(iii) The program should record all unauthorised attempts to access the system, with review of the operating log by the operations manager.

(iv) All input should be recorded from the source document or journal before input in an input register, and this total is compared with the totals from processing by the computer to give an audit trail.

(v) All input should be logged by the computer program as having been received into the system, the log showing the date, time of receipt and password of the sender.





(15 marks)



Processing Controls


These controls start with the following edit checks:

(i) Check digit verification – this is a test on the accuracy of coding on the item input.

(ii) Format checks provide a test on the accuracy of coding which ensures that alphabetical and numeric fields hold data coded correctly to those fields.

(iii) Reasonableness checks ensure that the data input is authorised and falls within certain agreed parameters (such as discount allowed).

(iv) Sequence checks ensure that the data input is complete and has not been left out nor duplicated.

(v) Matching checks ensure that all the data input at different stages form a complete transaction.  This might call for matching a sales order with a sales delivery note and with a sales invoice.

(vi) Existence checks – these are authorisation checks which test whether, for example, goods authorised for a sale are actually in store.


(15 marks)


Other processing controls include the use of control accounts over debtors, exception reporting, the regular provision of computer back-up files by copying information on to new files, and the reconciliation of input to the processing runs and to output.


(5 marks)

Output controls

The auditor must ensure the output is complete, accurate and valid, and can be agreed back to input less any data rejected as invalid.  Output must also be produced on time and be submitted to the correct user of that output.


(5 marks)

EXAMINATIONS – LEVEL I





DECEMBER 2003








Principles of Accountancy and Audit, Level I, December 2003

Page 1 of 21

