
PRINCIPLES OF ACCOUNTING

Time allowed: 3 hours

	Answer FIVE questions:

Answer Section A / Question 1 (80 marks)

Then answer TWO questions from Section B (70 marks each)

 and TWO questions from Section C (40 marks each)
Maximum marks 300
· All working papers should be submitted with each answer

· Marks will be awarded for good style and presentation

· Where questions are divided into sections, marks will be allocated equally between sections unless otherwise indicated.




SECTION A: THIS QUESTION IS COMPULSORY (80 marks)
1.
Ashwin is a confectionery wholesaler. He conducts his business from a small warehouse which he owns. Part of the building is let to another trader at an annual rent of £2,600. The following balances have been extracted from his books at the close of business on 31 March 2004.




£

Bad debts
500

Bank

4,400

Capital

105,000

Debtors
10,000

Drawings
13,000

Creditors
9,500

Heating & lighting
1,500

Motor vehicles, at cost
22,000

Provision for depreciation of motor vehicles
7,000

Motor vehicle expenses
4,000

Postage & stationery
1,600

Purchases
66,000

Rent & rates paid
8,000

Rent received
2,000

Returns inwards
5,000

Salaries & wages
11,500

Sales

115,000

Stock at 1 April 2003
16,000

Warehouse (land & buildings)
75,000

Additional information:

Stock at 31 March 2004, £20,000

Heating & lighting bill outstanding at 31 March 2004, £500.

The fall in the value of the delivery vans during the year is estimated at £5,000.

Ashwin frequently takes home confectionery for his personal use. The total value of goods taken over the year is estimated at £2,000.
Required:

(a)
A trial balance as at 31 March 2004; 
(20 marks)

(b)
A trading and profit and loss account for the year ended 31 March 2004;




(30 marks)
and
(c)
A balance sheet as at 31 March 2004.
(30 marks)
SECTION B - Answer TWO questions (70 marks each)
2.
You are the finance manager in a department of the Council that manufactures window units. Besides selling these units to other departments of the Council, you also sell them to outside businesses.


The costs and revenues for your department for the present financial year are expected to be as follows:




£


Direct labour
160,000


Direct materials
210,000


Factory indirect expenses*
90,000


Administration expenses
30,000


Selling and distribution expenses
20,000


Finance expenses
10,000




520,000


Net profit
80,000

Sales: 4,000 units at £150 each
600,000

* Made up of one-third fixed and two-thirds variable expenses.

Towards the end of the year three additional projects come under consideration. All of these would require extra production. They are:

(i) A new customer would take 200 units annually. The order would bring about extra variable costs in direct proportion to the extra production needed. In addition an extra machine would have to be bought for £30,000; it would last for four years before being scrapped, there being a scrap value of £2,000. The extra running costs of this machine would be £18,000 per annum. The highest price that could be paid by this customer is £250 per unit.

(ii) An existing customer says he will take 50 additional units per annum, but the price will have to fall to £130 per unit on these 50 units.
(iii) It is felt that there is sufficient capacity within the building in which the department is housed to allow production to be increased by an additional 400 units per annum. This would bring about extra variable costs in direct proportion to the extra production needed. In addition, the selling and distribution expenses would increase by £5,000, with a £3,000 increase in the administration expenses.  An extra machine would also have to be bought for £50,000; it would last for five years before being scrapped, there being a scrap value of £5,000. The extra running costs of this machine would be £16,000 per annum.  


Required:

Based on the information above, what advice would you give to the department on whether or not the order:

a) in (i) should be accepted? and


(30 marks)

b) in (ii) should be accepted?


(10 marks)

You should state how you might qualify this advice.

c) In (iii), how much would you have to charge per unit to ensure that the department achieved a net profit of £100,000 per annum. Advise whether this seems a reasonable proposition. (Assume (i) and (ii) are not going ahead.)




(30 marks)

Show all your workings to substantiate the advice you are giving.
3.
You are looking to enter into an agreement for the supply of office stationery for your authority and have received the following sets of accounts from two suppliers, John Smith and Quicksale Ltd.

(i)
John Smith has just completed his first year in business as a sole trader. He has supplied the following accounts.

John Smith Trading and Profit and Loss account for year ended 30 April 2004



£
£
£


Sales

100,000


Less Cost of Sales

64,000


         Gross profit

36,000


Less Expenses

General Expenses
6,000

Wages
8,000

Rent & rates
10,000

Depreciation
4,000
28,000
Net profit

8,000
Balance Sheet as at 30 April 2004
Fixed Assets


Fixtures at cost

15.000


less depreciation

1,000
14,000


Motor van at cost

9.000


Less depreciation

3,000
6,000




20,000

Current Assets


Stock
16,000


Debtors
10,000


Bank
12,000
38,000

Less Current Liabilities


Creditors

6,000
32,000




52,000
Capital


Opening balance

64,000


Add profit for year
8,000


Less drawings
20,000
(12,000)
52,000
(ii)
Quicksale Ltd is a large retailer selling similar goods to John with several branches in the locality. The firm has been in existence for several years. They have provided the following accounts for the same period.

Quicksale Ltd Trading and Profit and Loss account for year ended 30 April 2004



£
£
£


Sales

1.500,000


Less Cost of Sales

1,350,000


         Gross profit

150,000


Less Expenses

General Expenses
12,000

Lease of motor vehicles
10,000

Wages & salaries
35,000

Rates
18,000

Depreciation
15,000
90,000
Net profit

60,000
Balance Sheet as at 30 April 2004
Fixed Assets


Premises at cost

210,000


less depreciation

35,000
175,000


Fixtures at cost

35,000


less depreciation

10,000
25,000




200,000

Current Assets


Stock
45,000


Bank
50,000
95,000

Less Current Liabilities


Creditors

55,000
40,000




240,000
Capital


Share Capital


180,000


Profit & loss account


60,000






240,000
Required:

(a)
Identify and calculate seven accounting ratios for each business which may help you in your choice of supplier.




(35 marks)

(b)
Using these ratios, comment upon and compare the performance of both of these businesses. 







(20 marks)

(c)
Comment on the usefulness of these comparisons.


(15 marks)
4.
(a)

One of your trainees has asked you why your council tax department has a budget. Identify five reasons why budgets are used in your department and provide a simple explanation for each reason that the trainee could understand.










(30 marks)

(b)
The trainee has also asked you to explain the difference between a budget and a forecast. Briefly identify the differences between them.

(10 marks)

(c)
You have been asked to prepare the salaries and wages budget for the next financial year for the council tax department. Explain how you would go about this process, identifying the main factors that you would need to take into account when undertaking this exercise.




(30 marks)

SECTION C: Answer TWO questions (40 marks each)

5.
(a)
Define internal control
(8 marks)

(b)
Name the EIGHT types of internal controls which may be found in an organisation.
(8 marks)

(c)
Explain SIX types of internal control.
(24 marks)

6.
You are about to commence an audit of the cash (including cheques) on the main counter collection point in the authority for council tax, etc payments. The control objective of the audit is to ensure:
(i)
secure arrangements exist for cash handling; and

(ii)
all cash receipts are accurately and completely brought to the authority’s bank account.

(a) Identify ten controls you would expect to see in place to help meet these objectives.

(b) For each of these controls identify either a compliance or a substantive test that you could use to ensure that the control is operating effectively.

7.
Benchseat Ltd acquire garden furniture for purposes of resale. The ordering of furniture is made by the storeman when levels of stocks fall to a pre-set re-order level. The storeman receives the goods and makes out goods received notes, a copy being sent to the main accounts section as evidence of the receipt of goods. The main accounts section matches the supplier’s invoice with the goods received note as evidence that the amount is properly due. The storeman personally keeps stock records for each line of goods, recording the movements in and out of the stores. He initials the copy of the goods received note that goes to the main accounts section, which becomes the authority to pay for the goods when the purchase invoice is received. Creditors’ ledger accounts are processed from the purchases invoices.


Outline the weaknesses in the above system and suggest how they might be remedied.
	EXAMINER’S COMMENTS ON JUNE 2004 PRINCIPLES OF ACCOUNTANCY AND AUDIT PAPER
Question 1:   Most candidates made a good attempt at this question. Almost all the candidates showed that they understood what a trial balance, trading & profit & loss account and balance sheet are. The main failings on this answer were:

a) trial balance – many candidates just took the figures from the list of balances and listed them. They did not take into account the additional information given in the question;

b) rent received – most candidates did not know that this should have appeared after the sales, purchases and stock entries in the trading account. Many also failed to pick up the fact that the annual rent was £2,600 not the £2,000 in the list of balances, and did not bring in a debtor for the extra £600;

c) some candidates did not deal with the fall in the value of the delivery vans correctly. They either included the whole depreciation charge of £12,000 in the profit and loss account or provided nil therein. This then fed through to an incorrect treatment in the balance sheet;

d) Most candidates did not deal with the personal use of goods by Ashwin at all. Some took it off the sales figure. Very few correctly reduced the purchases figure.

	Question 2: This produced a wide variety of answers. Two candidates achieved 65 out of 70; whereas one managed 2 and another 5. The problems seemed to stem around the fact that candidates did not seem to understand variable costs sufficiently. They were attempting to cost out all costs throughout the question, whereas in most instances only the marginal costings were needed. Where they did attempt to include variable costs only candidates were including areas such as administration expenses which are highly unlikely to be variable, at least in the scenario of this question. In addition candidates made it hard for themselves by trying to cost out the amount for the total number of units, whereas the first two parts of the question could have been answered by calculating the figures for one unit only. 

	Question 3:   Most of the candidates who attempted this question produced a reasonable answer. Most identified a good number of accounting ratios and correctly calculated them. The failing here seemed to be that the question asked for accounting ratios that would help them in their choice of supplier. Some picked up ratios such as the percentage of expenses covered by wages, which I do not think would help anyone in making a choice of supplier. Many of the candidates commented upon the ratios and compared the performance of each business quite well. The general failings were in the last part, commenting upon the usefulness of these comparisons. Only three or four people pointed out that there are several reasons why too much such not be read into the comparisons due to such matters as:

a) different sizes;

b) organised differently;

c) Smith just set up; whereas Quicksilver is well established;

d) depreciation and stock valuation policies could be different.

	Question 4: Only one person produced a very good answer to this question, obtaining 60 marks. Twenty two produced an average answer. Eleven candidates produced a poor answer. The first part of this question merely required a text book type answer. Several answers merely listed to control spending, and then proceeded to amplify their answer without gaining any more marks. Many candidates could not differentiate between a forecast and a budget, indeed several got them the wrong way round. Most of the candidates made a reasonable attempt at explaining how they would go about preparing the wages and salaries budget. However, whilst many of them covered the salaries side adequately. Not too many differentiated between wages and salaries and the fact that wages budgets are often produced on a number of hours x hourly rate basis. Almost all the reasonable answers on this part identified factors such as pay rises, increments, sickness, national insurance and pension contributions. Some thought that income tax was also a factor – perhaps many of us think that could be a good idea instead of the individual paying it! 

	Question 5:   Perhaps rather surprisingly, the definition of internal control was quite poorly answered on the whole. Answers mainly identified fraud and forgot about the whole systems of controls, financial and otherwise, being established by management in order to carry on the business in an orderly and efficient manner, ensuring adherence to management policies and securing the completeness and accuracy of records. Almost all candidates named the eight types of internal control. There were some good explanations of the types of internal control. Segregation was well defined, as was supervision and authorisation to a lesser extent. Not so well defined were personnel, accounting and management, with the latter in particular being very woolly. 

	Question 6:   This question asked for ten controls that the candidate would expect to see in place to achieve the objective of the audit. Whilst many candidates identified controls such as all cash being banked daily, the main failing here was that some answers contained controls that were not relevant to the objective of the audit such as any cheques refunds to be issued are authorised by appropriate officers. Whilst this is very well, it does not answer this question. Many candidates identified sound tests and recognised them as being either compliance or substantive tests, some merely said that they would undertake walk through tests on most of their recommendations. In view of the fact that the question did not specify a number of marks for each part of the question the candidates should have assumed that each part was similarly weighted mark wise and produced an answer accordingly. 

	Question 7:   Question 7 was answered quite well. Most answers recognised that the foreman ordered goods, received them, kept stock records and provided evidence of receipt for payment of the invoice. Most candidates identified some improvements to the system including:

a) an independent person to check the purchase requisition against the existing level of goods and to authorise the purchase requisition;

b) a goods inward section should have a copy of the order and match it against the goods when received before passing them to the store man;

c) a copy of the goods received note will be entered in the main stock record kept away from the store man.

 


ANSWERS

1. (a)
Ashwin Trial Balance as at 31 March 2004



Dr
Cr




£
£

Bad debts
500

Bank

4,400

Capital


105,000

Debtors*
9,600

Drawings*
15,000

Creditors*

10,000

Heating & lighting*
2,000

Motor vehicles, at cost
22,000

Provision for depreciation of motor vehicles*

12,000

Depreciation*
5,000

Motor vehicle expenses
4,000

Postage & stationery
1,600

Purchases*
64,000

Rent & rates
8,000

Rent received*

2,600

Returns inwards
5,000

Salaries & wages
11,500

Sales


115,000

Stock

16,000

Warehouse (land & buildings)
75,000




234,600
234,600
(1/2 mark per correct item + 2 for * items to max of 20)

(b) Ashwin Trading and Profit and Loss Account for the year ended 31 March 2004



£
£

Sales (115,000-5,000)

110,000
(4)

Less costs of goods sold

Opening stock
16,000

(2)

Purchases (66,000-2,000)
64,000

(4)




80,000

less closing stock
20,000

(2)





60,000
Gross profit

50,000


Rent receivable

2,600
(4)





52,600

Less expenses

Bad debts
500

(1)

Heating & lighting (1,500+500)
2,000

(4)

Motor vehicle expenses
4,000

(1)

Postage & stationery
1,600

(1)

Rent & rates
8,000

(1)

Salaries & wages
11,500

(1)

Depreciation on vehicles
5,000

(2)





32,600
Net profit

20,000
(1)





(+2 for layout)

(c) Ashwin Balance Sheet as at 31 March 2004



£
£
£




Cost
Dep
Net

Fixed Assets


Land & Buildings
75,000
-
75,000
(2)

Motor Vehicles
22,000
12,000
10.000 
(4)




97,000
12,000
85,000


Current Assets

Stock


20,000

(2)

Debtors

10,000

(2)

Rent receivable

600

(2)

Bank


4,400   

(2)





35,000



Less Current Liabilities

Creditors (9,500+500)

10,000

(4)






25,000
Net assets


110,000


Financed by:

Capital 1 April 2003


105,000
(2)

Add profit for year


20,000
(2)






125,000

Less drawings (13,000 + 2,000)


15,000
(6)






110,000






(+2 layout)

2. Marginal cost per unit under normal production –




£




Direct labour 
40.00



Direct materials
52.50



Factory indirect expenses ((£90,000 x 2/3)/ 4,000)
15.00



107.50

Under normal production therefore (all things being equal) extra sales at a figure above £107.50 will bring in a profit.

(a)

(i) Special case which is not normal production.

The marginal cost per unit is as above 
107.50

+ extra machine costs:


running costs (£18,000/200)
90.00


depreciation (£30,000 - £2,000 = £28,000/800)
35.00


232.50

As the selling price of £250 is above the marginal cost, then, all things being equal, the order should be ACCEPTED.

(30 marks)

(b)

(ii) The selling price of £13 is above the marginal cost of normal production, therefore the order should be ACCEPTED.

(10 marks)

(c)

(iii) The new costs for the department would be:



Machine ((50,000- 5,000)/5) + 16,000

25,000



Direct labour ((160,000/4,000 x 4,400)

176,000



Direct materials ((210,000/4,000 x 4,400)

231,000



Factory indirect expenses (30,000 + (60,000/4,000 x 4,400))
96,000



Administration expenses (30,000 + 3,000)

33,000



Selling and distribution expenses (20,000 + 5,000)

25,000



Finance expenses

10,000




596,000



Sales need to be

696,000


Net profit

100,000



Number of units sold

4,400


Therefore each unit would have to sell at minimum of (696,000/4,400) i.e. £158.18 per unit. As this is only slightly above the £150 which is currently being charged for 4,000 units, it would appear that this seems a feasible way forward for the department.

(30 marks)

3. (a)




John Smith
Quicksale




£ in ‘000s
£ in ‘000s

Profitability ratios

Return on capital employed
8/52 x 100 = 15.38%
60/240 x 100 = 25%

Net profit percentage on sales
8/100 x 100 = 8%
60/1500 x 100 = 4%

Asset turnover
100/52 = 1.92 times
1500/240 = 6.25 times

Gross profit percentage on sales
36/100 x 100 = 36%
150/1500 x 100 = 10%

Net profit percentage on sales
8/100 = 8%
60/1500 = 4%

Liquidity ratios

Current ratio
38/6 = 6.33
95/55 = 1.73

Acid test ratio
22/6 = 3.67
50/55 = 0.91

Working capital ratios

Rate of stock turnover
64/16 = 4 times
1350/45 = 30 times

Average number of days stock held
365/4 = 91 days
365/30 = 12 days




(2½ marks for each correct ratio up to maximum of 7 ratios for each business)

(b) Smith’s net profit on sales is twice that of Quicksale. This would suggest that prices are higher. Perhaps because of this Quicksale is achieving a greater volume of sales in relation to net assets (6.25 times > 1.92 times) and a higher rate of turnover of goods (30 times > 4 times). 

The net result is that Quicksale is achieving a better return on net assets than Smith (25% > 15.38%). 

The comparison reveals different selling strategies in the two businesses – Quicksale is happy to work on low margins in order to gain volume sales, while Smith is more concerned with the amount of profit on each sale, sacrificing his competitive position in terms of price to the customer. This would seem to signal that in terms of cost, Quicksale should be the supplier.

(10 marks)

Neither business can be said to be suffering from liquidity problems, so the Council should not have to be concerned about any short-term likelihood of either business failing because of this problem. If anything, Smith has too much working capital. Simply holding a lot of current assets does not yield a return. Again this would seem to point to the fact that Smith’s prices are likely to be higher than Quicksale’s.

Smith is holding stock for much longer than Quicksale (3 months compared to a mere 12 days). Given that the two shops are selling similar goods, this would again point to Quicksale as being the chosen supplier, as they are likely to be selling the most up to date goods.

Quicksale appears to be working on a cash basis and not allowing any credit. Smith on the other hand is allowing credit. This may be a factor against using Quicksale as it is unlikely that Council policies will allow for large scale cash transactions.
(10 marks)

(c) Although the two businesses are similar, it is important not to read too much into a direct comparison for the following reasons:

(i) the two businesses are of significantly different sizes;

(ii) they are organized differently. Quicksale being a firm operating several shops while Smith is a sole trader in just one shop;

(iii) Smith has just set up, whilst Quicksale is a well established business;

(iv) It is not known what policies Quicksale and Smith have adopted in subjective areas such as depreciation and stock valuation. If they are different we would not be comparing like for like.

To make a better comparison between suppliers, you would have to obtain sets of accounts of similar sized retailers following identical accounting policies.
(15 marks)

4 a)
Some reasons why budgets are used are given below.

(i) Compel Planning.  This is probably the most important feature of budgeting because planning forces management to look ahead, set targets, anticipate problems and give the organisation purpose and direction.  Corporate planners would regard budgeting as an important technique whereby long-term strategies are converted into short-term action plans.

(ii) Communicate ideas and plans to everyone affected by them.  A formal system is necessary to ensure that each person is aware of what he or she is supposed to be doing.  Communication might be one-way – i.e. with managers giving orders to subordinates; or there might be a two-way dialogue and exchange of ideas.

(iii) Co-ordinate the activities of different departments or sub-units of the organisation.  This concept of co-ordination implies, for example, that the purchasing department should base its budget on production requirements and that the production budget should in turn be based on sales  expectations.  Although straightforward in concept, co-ordination is remarkably difficult to achieve, and there is often `sub-optimality’ and conflict between departmental plans in the budget so that the efforts of each department are not fully integrated into a combined plan to achieve the company’s best targets.

(iv) Provide a framework for responsibility accounting, whereby managers of budget centres are made responsible for the achievement of budget targets for the operations under their personal control.

(v) Establish a system of control.  Budgetary control usually involves the feedback of actual results for comparison against the budget plan.

(vi) Motivate employees to improve their performance.  The level of attainment usually incorporated in the budget is a realistic figure for the budget period:  one that is reasonably attainable in the conditions that are expected to exist in the budget period, although there should be an element of incentive to be a challenge to management.  Two levels of attainment could be set:

(i) a minimum expectations budget;  and

(ii) a `desired standards’ budget, which provides some sort of challenge to employees.








(6 marks for each point to maximum of 30)

b)
A forecast is a prediction of what is likely to happen, whereas a budget is a plan of what an organisation has set itself as a target for what should happen.

(i) Forecasts are needed to prepare a budget – e.g. sales forecasts and cost inflation forecasts.

(ii) When it is first established, a budget will also be a forecast – i.e. forecast and plan ought to coincide.  However, as a budget period gets under way, and actual results start to differ from the original plan, revised forecasts may be produced which also differ from the budget.




(10 marks)

c)
An accepted way of budgeting for salary costs is to assess the cost of employing a full establishment at the likely incremental pay point both for staff currently in post and for posts that are vacant.  Separate calculations will be required for the costs of national insurance and pensions.
(2)






Calculations should be on an individual basis, including automatic forecasting of future increments using a “look-up table” of incremental points and relating these to the current salary.  It must be remembered that increments are not always payable on 1st April.
(2)


Having assessed the cost of a full establishment, it is then essential to make adjustments to take account of various factors that will affect the level of budget needed.  Best estimates will be needed of the following items:


· the level of vacancies during the year.
(2)

· the effect of staff turnover during the year, with delays in filling posts and new staff possibly starting on a lower incremental point.
(2)

· allowances for examination successes.
(2)

· allowances for overtime and temporary staff.
(2)

· the effect of sickness.
(2)

· the impact of any schemes in operation for `performance related pay’.
(2)


For example, it might be felt appropriate to try to assess the cost of these variations in the current year, express them as a percentage of the cost of a full establishment, and then form a judgement of what percentage variation to use in the budget forecast – perhaps 2-3% of total establishment, or a higher percentage where staff turnover and vacancy levels are customarily greater.
(2)

Budgeting for wages requires a different approach because of the absence of incremental points and the tendency for budgets to be controlled on a “total hours available” basis.  For instance, the policy might be to provide (A) thousand hours during the year; the preparation of the budget would need to cost that policy.  In simple terms, it would be:

A thousand hours   x   hourly rate payable
(2)
Inevitably, budget preparation requires a number of refinements to be added to this basic approach.  There may be a bonus scheme in operation which will enhance basic pay rates and the effects of this will have to be costed.  Some staff may be paid supplements for shift working or for working unsocial hours.  In addition to these factors, there are adjustments to be made for estimates of the amount of overtime to be worked at higher rates of pay.
(2)

Budgeting for overheads requires estimates to be made for these items, the most important of which are:

· Employers’ national insurance contributions – for which information will be needed on whether an employee is contracted in or contracted out of the state scheme or have their own `Personal Pension’ arrangements.  Having established this, the employers’ contribution is assessed from tables related to employee pay levels,  These tables are determined by the Government and are usually changed each April.  Another possibility is a more global approach, by applying an overall percentage to pay levels of all employees.  This latter is the one normally used.
(4)

· Employers’ pension contributions – For employees within the scheme, the employer has to contribute a percentage of pay, with this amount being determined from time to time by the independent actuary for the Pension Fund.  The introduction of personal pensions has meant that the employers’ mandatory contribution may no longer be required for those who choose not to join the employers’ scheme.
(2)

· Allowances – some employees receive allowances.  Budgeting requires a knowledge of the number of staff affected and the estimated unit cost of the allowance.
(2)

5
(a)
Internal control is defined as the whole system of controls, financial and otherwise, established by the management in order to carry on the business of the enterprise in an orderly and efficient manner, ensure adherence to the management policies, safeguard the assets and secure as far as possible the completeness and accuracy of the records. The individual components of an internal control system are known as ‘controls’ or ‘internal controls’.









(8 marks)

b) Organisation


Segregation of duties


Physical


Authorisation and approval


Arithmetical and accounting


Personnel


Supervision


Management






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

c) Organisation – enterprises should have a plan of their organisation which
· Defines and allocates responsibility

· Identifies lines of reporting

· Clearly specifies the delegation of authority and responsibility

Segregation of duties – no one person would be responsible for the recording and processing of a complete transaction. Having several people involved reduces the risk of intentional manipulation or accidental error and increases the element of checking of work. Functions which should be separated include authorisation, execution, custody, recording, and in the case of a computerised accounting system, system development and daily processing.

Physical – this concerns physical custody of assets and involves procedures designed to limit access to authorised personnel only.

Authorisation and approval  - all transactions should require authorisation or approval by an appropriate responsible official. The limits for these authorisations should be specified.

Arithmetical and accounting – these are the controls within the recording function which check that the transactions to be recorded and processed:

· Have been authorised

· Are all included

· Are correctly recorded

· Are accurately processed




Such controls include:

· Checking the arithmetical accuracy of records

· Maintaining and checking of totals, reconciliations, control accounts and trial balance

· Accounting for documents.




Personnel – there should be procedures to ensure that people are competent to carry out the jobs assigned to them. Measures to achieve this include proper recruitment procedures, appropriate career prospects, training and pay policies.




Supervision – all actions by all levels of staff should be supervised. The responsibility for this supervision should be clearly laid down and communicated to the person being supervised.




Management – these are the controls exercised by management outside the day-to-day routine of the system. They include:

· Overall supervisory controls

· The review of management controls

· Comparisons with budgets

· Internal audit

· Any other special review procedures.







(4 marks per item to maximum of 24)

6.

	Controls to meet objectives
	Compliance test
	Substantive test

	· A “cash manual”, “standing orders”, set of regulations etc exist to regulate and enforce good practice.

· All cash is locked away in safe when not being handled.

· All receipting machines contain tamperproof till rolls.

· All transfers of cash between officers are recorded on “cash sheet” and both transferee and transferor sign to agree.

· All cash is banked daily.

· Reconciliation takes place at end of each cashier’s shift.

· Separation of duties exist between cashiering and banking.

· Automatic cash reconciliation notes cheques, cash and breakdown of notes and these are agreed to takings and signed by cashier.

· Each cashier’s takings are handed to Chief Cashier who counts and signs reconciliation before making up bank paying in slip.

· Paying in slip (copy) is returned stamped by the bank and agreed to a retained copy.

· All cash/cheques received in the post are separately coded at post opening and signed by transferee and transferor on passing to cashiers.

· Post opening is undertaken by at least 2 staff.

· All over/under bankings are recorded with the action taken.

· All cash collectors sign end of shift cash reconciliation which is countersigned by cashier when takings are banked.

· “Correction” and “voids” cannot go unrecorded on the till rolls.

· Banking of cash is undertaken by a security firm. Sealed bags should be handed to firm not loose cash.

· A clear separation of duties exists between officer generating income/raising invoices/collecting arrears and officers collecting cash or banking it.

· All bankings are reconciled to the income accounts on daily basis.

· Bank reconciliations (cash book to bank account) are undertaken at least weekly.
	Observe cash handling procedures

The long list of controls that follows should be tested by observation and enquiry.

Review reconciliation breakdowns and signature.

Review signatures.

Review a sample for evidence of bank stamp.

Post opening environment should be checked to ensure

· No waste bins, handbags, jackets, desk drawers are present

· A responsible member of staff acts as post opening supervisor recording all items where cash was not enclosed with remittance advices.

Check a sample of documents to confirm appropriate signature.

Observe banking procedures.

Observe separation of duties, note that different signatures appear on past records.

Check that all reconciliations have been signed by officer responsible and that unreconciled amounts show record of action/investigation.


	Cash up each cashier/collector on random basis.

Confirm breakdown between cash/cheques to each receipt.

Reperform a random sample at end of shift reconciliations.

Review ‘overs’ and ‘unders’ and the ‘reasonableness’ of recorded explanations.

Reperform voiding action.

Reperform bank and income/debtor reconciliation for (two) months picked at random.

· Check a selection of unpresented cheques to next period’s bank statement to ensure they are genuine entry on reconciliation

· Obtain satisfactory explanation for any ‘unpresented’ receipts

· Check that cheques are not ‘cancelled’ or written back after year-end bank reconciliation.





(2 marks per control to maximum of 20)



(2 marks per test to maximum of 20)

7.
There is no proper internal control in the system described. The foreman has the function of authorisation (re-order goods), custody of the stocks, and recording in stock records. The storeman also has the authorisation to agree that goods received should be paid. These must be separated, otherwise a dishonest storeman could misappropriate stocks on receipt, not record them, and authorise any amount of purchases and their subsequent payment.

(10 marks)


The separation of duties should include:

(i) An independent person to check the purchase requisition against the existing level of goods and to authorise the requisition document.

(ii) A central buying department should receive a copy of the requisition and use it to place an order with a supplier on a purchase order. Supplies should be obtained on the basis of good quality and competitive price.

(iii) A goods inward section should have a copy of the purchase order and match it against the goods when received for quantity and description. Copies of goods received notes will be made by goods inwards.

(iv) The goods will be sent to the storeman, who will record their receipt on a bin card (subsidiary stores record).

(v) A copy of the goods received note will be entered in a main stores record, which will act as an independent control over the quantities of stock in the warehouse and should agree with the physical balance of stock in the warehouse and the bin cards balances at all times. This provides a continuous stocktaking system, essential for sound stores control.

(vi) The main accounts system (nominal ledger) processes purchase invoices into the purchase day book and from there a creditors’ control account is produced to control the individual creditors entered in the creditors’ ledger section – and should be regularly agreed to the list of creditors’ balances.

(vii) The main accounts system (nominal ledger) matches goods received notes with the purchase invoices in the same accounting period to ensure correct cut-off procedures result. If it did not carry out this check, the gross profit would be overstated were purchase invoices not to be processed in the right accounting period. The cost of sales would be less than it should be.

(viii) The chief accountant should authorise the purchase invoice to be paid (not the storeman). This is done when the transaction is complete, and attached to the purchase invoice will be copies of the requisition note, purchase order, and goods received note. This provides suitable audit evidence that the purchase invoice should be paid.






(5 marks for each point covered to maximum of 30)
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