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INSTITUTE OF REVENUES
RATING & VALUATION





PRINCIPLES OF ACCOUNTING
Thursday 5th June 2008
9.25 am – 12.30 pm (incl. 5 mins. for reading)

Time allowed: 3 hours

	Answer FIVE questions:

         SECTION A: compulsory question (80 marks)

         SECTION B: answer TWO questions (70 marks each) 

         SECTION C: answer TWO questions (40 marks each)

  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 unless otherwise indicated.

Maximum marks 300




SECTION A: THIS QUESTION IS COMPULSORY (80 marks)

1.
Glaze Ltd is a double glazing manufacturer.  The company has submitted a tender to supply the windows for a major property renovation project being undertaken by a Local Authority.  You have been asked to evaluate the financial standing of the company as part of the tender evaluation process.  Set out below are the latest financial statements for Glaze Ltd.  
	Balance sheet
2007

2006

£’000

£’000

Fixed Assets

Land and buildings

180

180

Plant and machinery

295

330

475

510

Current Assets

Stock

92

51

Trade debtors

88

70

Bank and cash

38

48

218

169

Current Liabilities

Trade creditors

53

36

Other creditors

7

7

Accruals

9

8

Corporation tax

11

13

80

64

Net current assets

138

105

Long term liabilities: Bank loan
110

150

503

465

Capital and reserves

Ordinary shares of 50 pence each

100

100

Reserves

403

365

503

465

Profit and loss account
2007

2006

£’000

£’000

Turnover

642

469

Cost of sales

446

282

Gross profit

196

187

Distribution costs

41

35

Admin expenses

96

87

Profit before interest

59

65

Interest payable

10

12

Profit before tax

49

53

Taxation

11

13

Retained profit for the year

38

40




Required:
a)
From the financial statements above, calculate the following financial ratios:

(i) Gross profit margin
(ii) Operating profit margin

(iii) Return on capital employed

(iv) Current ratio
(v) Gearing

(vi) Stock turnover 
(36 marks)

b)
Comment on the company’s financial position and development during the period covered by the financial statements.  You should refer to the ratios you have calculated for part (a).  State any assumptions you have made and identify any further information which you would consider useful for your analysis.
(32 marks)

c)
Describe what additional information would be provided by a cash flow statement and explain how that information might be useful in your analysis of the company.










(12 marks)

(Total 80 marks)

SECTION B - Answer TWO questions (70 marks each)

2.
You have a friend who recently started her own business as an interior designer.  Your friend has no training in accounting and is confused by the information provided to her by her accountant.  In particular, she cannot understand why she has been given two different statements, one called a balance sheet and the second called a profit and loss account.

She has asked for your help.

Required:

a)
Describe the difference between a profit and loss account and a balance sheet and explain why both statements are needed to gain a full picture of an entity’s financial position.
(30 marks)

b)
Explain each of the following accounting concepts, illustrating your answer with an example:

(i) Going concern

(ii) Accruals

(iii)
Prudence
(40 marks)
(Total 70 Marks)

3.
James and Sarah Peacher are considering opening a restaurant.  James is a trained chef and Sarah has worked for many years as a hotel restaurant manager.  They have approached their bank with a request for a business loan of £50,000 to start the business.  The bank manager has required that they provide a cash flow forecast before he considers the loan.  As neither James nor Sarah has any experience in finance, they have approached you for help.

In relation to the cash flow, they have provided you with the following information:

i) The business will commence on 1st September 2008 with £70,000 in the bank made up of £15,000 interest free loan from Sarah’s father, £5,000 personal savings and the bank loan of £50,000.

ii) The restaurant building will be rented on a 15 year lease.  The initial lease premium will be £30,000, payable on signing the lease (on 1st September 2008).  The rent will be £11,400 per annum, payable in monthly instalments, each instalment falling due on the 15th of the month, commencing in the first month of the lease. 

iii) James and Sarah intend to spend September fitting the restaurant out, doing as much of the work themselves as possible.  Most fixtures and fittings can be bought second-hand during September for £10,000 cash.  Other kitchen equipment, costing £15,000 will be bought new in September on 3 months’ interest free credit.  Other work will be done by professional builders.  This is anticipated to cost £12,000 and will be paid for in October.

iv) The restaurant will open on 1st October 2008.  Anticipated takings (all in cash) are:

	Oct
	Nov
	Dec
	Jan
	Feb
	March

	£10,000
	£15,000
	£12,000
	£14,000
	£15,000
	£18,000


v) Purchases of supplies are expected to be as follows:

	
	Oct
	Nov
	Dec
	Jan
	Feb
	March

	Cash purchases


	1,500
	2,250
	1,800
	2,100
	2,250
	2,700

	Sundry suppliers

(one month  credit)


	1,200
	1,800
	1,440
	1,680
	1,800
	2,160

	Main wholesaler 
(two months credit)
	2,300
	3,450
	2,760
	3,220
	3,450
	4,140


vi) When the restaurant opens it will employ 4 staff at a cost of £800 per month each, payable on the last day of the month.  James and Sarah will each draw £1,000 per month, starting in September.

vii) Sarah wishes to undertake a substantial advertising campaign to launch the business.  This will cost £5,000 in September and £1,000 per month for the next two months, payable in the month incurred.

viii) Electricity, gas, telephone and other establishment costs are expected to be £600 per month in total.  These costs will start in September and be payable in the month incurred.

ix) Repayments on the bank loan, including the interest element, will be £1,000 per month, payable on the 1st of the month, commencing November 2008.

x) Sarah has agreed to repay the interest free loan from her father in three equal annual instalments, starting in January 2009.

Required:
a) Prepare a cash flow budget for the first 6 months of the restaurant, commencing on 1st September 2008, showing clearly the cash balance at the end of each month.






         




(40 marks)

b) Write a report to James and Sarah commenting upon any matters arising from the cash flow forecast which you feel should be brought to their attention and making recommendations for any changes which they should consider making in their business plan.






         
(30 marks)










(Total 70 marks)
4.
Autotrim plc manufactures plastic mouldings for the auto industry.  The lease on the equipment for one of the company’s production lines will expire this year and you have been asked to assess the financial viability of renewing the current lease agreement.

Current costing information for the production line is as follows:

Materials costs




£0.55 per unit

Direct labour costs




£0.45 per unit

Other variable costs




£0.10 per unit

Sales price





£1.97 per unit

Annual lease cost of equipment


£700,000

Production department fixed costs


£1,000,000

Other annual fixed costs



£1,200,000

Current annual volume of output


4 million units

The direct labour costs relate to the operatives on the production line.  Direct labour is paid £9.00 per hour and the standard productivity rate is 20 units per hour per operative.

An alternative to renewing the current lease is to buy equipment from a new supplier.  The new supplier’s equipment is more efficient and is expected to create an increase in productivity to 30 units per hour per operative. 

The new equipment would cost £4,000,000 to buy.  It will also cost a further £100,000 in installation and staff training.  The equipment is expected to have a useful economic life of 5 years.  The company has a policy of depreciating all assets on a straight-line basis.

Required:

a)
Determine the number of units that must be produced and sold to achieve the same profit as is currently earned, if the new equipment is purchased.
(30 marks)

b)
Calculate the annual profit with the new equipment if output and sales remain at 4 million units per annum.






(20 marks)

c)
Discuss the limitations of the technique you have applied in parts (a) and (b) for managerial decision making.





(20 marks)











(Total 70 Marks)

SECTION C: Answer TWO questions (40 marks each)

5
Describe the tests an auditor should undertake to evaluate the reliability of the internal controls of an organisation.  Explain what the auditor should do if the internal controls are found to be weak.

6
a)
Explain the reasons for keeping audit working papers.


(10 marks)

b)
List FOUR items you would expect to find in a set of audit working papers. 











(12 marks)
c) Compare the advantages and disadvantages of using standardised audit working 
papers.








(18 marks)












(Total 40 marks)

7
You are a senior partner in an audit firm.  You are currently reviewing the audit file of a new client.  One of the other senior partners accepted the client when the former auditor resigned.  During your review you discover the following facts:

a)
The audit fee has a proviso that a bonus fee will be paid on the net profit of the company. 

b)
The overall audit practice fee income will increase from £1.4 million to £1.9 million when the fee from this new client is included. 

c)
The directors of the company have paid for the audit team to watch an international cricket match at Lords as corporate hospitality. 

d) The audit partner who accepted the client is a non-executive director of the company.

Required

Explain what is meant by audit independence.  Comment on the findings of the above review, highlighting any issues which you consider may compromise audit independence.  What would be your conclusion arising from this review? 

Level 1 Principles of Accounting

June 2008

Examiners Comments  
Overall Comments

The overall standard of scripts was very good. It was clear that most candidates had prepared well for the exam and heeded previous examiner’s feedback.

Question 1

This question was compulsory and involved calculating ratios and writing a report analysing a set of accounts. This question was well answered with accurate calculations and well written, well structured analysis.

A mistake previously commented on but still to be found in many scripts was the omission of retained profit from shareholders’ funds when calculating  Return on Capital Employed (ROCE) and the gearing ratio. Candidates should note that shareholders’ funds consist of share capital AND any reserves, including the retained balance from the profit and loss account. 

In part c of the question several candidates confused a cash flow statement with a cash flow forecast.

Question 2

This was a written question in two parts. Part (a) required an explanation of the information provided by a profit and loss account and by a balance sheet. Stronger candidates answered this well by not just describing the content, but highlighting the different aspects of a business revealed by each statement. Part (b) required explanations and examples relating to common accounting concepts. Some answers suggested poor understanding, particularly of the concepts of going concern and prudence.

Question 3

This question involved the preparation of a cash flow forecast and a report with recommendations based upon that forecast. The question was very well answered, with some very accurate forecasting and sensible, practical recommendations.

Question 4

This question involved the use of breakeven analysis. It was the most popular option question from Section B of the exam paper, but it produced polarised results. Most candidates had clearly learned the techniques and produced excellent answers, often achieving full marks. However, a small minority of candidates had clearly either forgotten or not adequately grasped the approach needed and failed to pick up many marks. Breakeven analysis is a key area for examination in Section B of this exam and it is recommended that candidates prepare for questions such as this.

Question 5

This question required candidates to describe the tests an auditor should undertake to evaluate the reliability of the internal controls of an organisation. The question was well answered by most, but too many candidates simply regurgitated all they knew about audit testing in general, much of which was not relevant to evaluating internal controls. Candidates should ensure that they answer the actual question asked and keep their answers relevant.
Question 6

This question covered audit working papers. There was evidence that candidates understood the role and function of working papers in the audit process.

Question 7

This question was concerned with audit independence. Candidates showed a good understanding of the principles involved and how they related to the issued brought up in the question. Some candidates, whilst demonstrating understanding, needed to spell their rationale out in more detail in order to score higher marks.
Level 1 Principles Of Accounting

June 2008

ANSWERS AND MARKING GUIDE – EXAMINER’S INTRODUCTION

Introduction

This paper attempts to test candidates’ knowledge and understanding of the key concepts they have studied within the Principles of Accounting syllabus.  Candidates are expected to demonstrate how their knowledge can be applied within a practical context. With this in mind, the paper contains both computational and written elements. 

Exam format

The structure of the paper will be as follows:

Section A

Question 1 (compulsory 80 marks) – Accounting records and their interpretation 

(may also include elements of Principles of Budgeting and Costing)

Section B

Questions 2, 3, 4 (choice of 2 x 70 mark questions) – Principles of budgeting and costing (may also include elements of accounting records and interpretation).

Section C

Questions 5, 6, 7 (choice of 2 x 40 mark questions) – Audit 

Summary of questions on this paper

Question 1 – 
Analysis of company accounts. Calculating ratios from financial statements and using this information to write a report on the financial position of the business.

Question 2 – 
Written question on the balance sheet and profit and loss account and on accounting concepts.

Question 3 – 
Construct a cash flow budget and recommend changes to business plans based upon the forecast. 

Question 4 – 
Evaluate the renewal of equipment lease using cost volume profit analysis.

Question 5 – Evaluation and reliance on internal controls.

Question 6 – Audit working papers.

Question 7 – Audit independence case study.

LEARNING OUTCOMES AND SYLLABUS COVERAGE 

Learning outcomes

1. Describe the purpose of accounting and explain the main accounting principles;

2. Interpret final accounts and balance sheets for trading and non-trading organisations and use appropriate ratios and percentages and to interpret the results of such calculations;

3. Explain the principles and organisation of both internal and external audit, the relationship between the two, and the regulatory framework within which they operate;

4. Explain the principles of internal control to accounting systems (both computerised and manual);

5. Describe the contents of an audit plan for verification of accounting systems and records;

6. Describe costing activities and building budgets.

These learning outcomes are covered in the exam paper as follows:

	Learning Outcome
	
	Q1
	Q2
	Q3
	Q4
	Q5
	Q6
	Q7

	1
	
	
	
	
	
	
	
	

	2
	
	
	
	
	
	
	
	

	3
	
	
	
	
	
	
	
	

	4
	
	
	
	
	
	
	
	

	5
	
	
	
	
	
	
	
	

	6
	
	
	
	
	
	
	
	


Syllabus Coverage
	The Role of Accounting
	Q1
	Q2
	Q3
	Q4
	Q5
	Q6
	Q7

	The purpose of Accounting
	
	
	
	
	
	
	

	Accounting principles
	
	
	
	
	
	
	

	Accounting as an information system
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	Accounting Records
	Q1
	Q2
	Q3
	Q4
	Q5
	Q6
	Q7

	Interpretation of accounts
	
	
	
	
	
	
	

	Use of ratios and percentages
	
	
	
	
	
	
	

	Capital/revenue distinction
	
	
	
	
	
	
	

	Fixed assets & depreciation
	
	
	
	
	
	
	

	Understanding how FS’s are compiled & ability to analyse content
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	Budgeting and Costing
	Q1
	Q2
	Q3
	Q4
	Q5
	Q6
	Q7

	Relevant costing
	
	
	
	
	
	
	

	Budgeting
	
	
	
	
	
	
	

	Different costing techniques
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	Audit
	Q1
	Q2
	Q3
	Q4
	Q5
	Q6
	Q7

	Nature & purpose of audit
	
	
	
	
	
	
	

	Types of audit
	
	
	
	
	
	
	

	Principles of internal and external audit
	
	
	
	
	
	
	

	Organisation and method of audit
	
	
	
	
	
	
	

	Audit program & records
	
	
	
	
	
	
	

	Security arrangements
	
	
	
	
	
	
	

	Computer audits
	
	
	
	
	
	
	

	Internal control & check
	
	
	
	
	
	
	


ANALYSIS OF HISTORY OF EXAM COVERAGE

	
	Analysis
	Budgeting and costing
	
	Audit
	
	

	
	Qu 1
	Qu 2
	Qu 3
	Qu 4
	Qu 5
	Qu 6
	Qu 7

	Specimen
	Stationery Solutions - tender for stationery supplies to LA
	Impact of financial adjustments
	Costing & pricing decision - DSO fitting windows
	Comparison of costs of 3 hospital wards
	Responsibilities of auditors/ audit framework
	Compliance/ substantive & verification of B/s figures
	Internal controls

	Dec 2005
	Caterwell - contract caterer
	Breakeven analysis
	Discuss objectives and stages of budgeting
	Construct a cash flow and comment on it
	Audit materiality
	Internal vs. external audit
	Audit evidence

	Jun 2006
	Computer hardware supplier - evaluate as supplier
	Breakeven analysis
	Impact of financial adjustments
	Costing & pricing decision - LA selling compost bins
	Audit tests & procedures for hospital pharmacy
	Qualified audit reports
	Audit risk/ internal control

	Dec 2006
	Buildrite - tender for renovation of sports centre
	Impact of financial adjustments
	Comparison of costs of 3 housing offices
	Breakeven/pricing - car park
	Purpose of audit & internal vs. external
	Audit testing: FA, creditors & compliance vs. substantive
	Audit working papers

	Jun 2007
	Partnership accounts – analysis for loan
	Restate accounts after corrections
	Breakeven/pricing for swimming pool
	Construct a cash budget
	Purpose of audit
	Audit methods
	Audit evidence/ materiality

	Dec 2007
	Tuckwell Trading Ltd. – analyze 3 yrs accounts
	Discuss benefits and drawbacks of budgeting
	Correct errors in TB
	Pricing of job involving overhead absorption
	Prevention of fraud in benefits office
	Systems based audit
	Audit of assets - evidence

	Jun 2008
	Glazers Ltd – analyse for subcontract
	Discuss contents of accounts and accounting concepts
	Construct cash flow forecast
	Cost Volume Profit analysis
	Internal controls
	Audit working papers
	Appointment/independence of auditors


PRINCIPLES OF ACCOUNTING

June 2008 EXAM PAPER – ANSWERS & MARKING GUIDE

Question 1

a) Ratios

	
	2007
	2006

	(i)    Gross margin
	31%
	40%

	(ii)   Operating profit margin
	9%
	14%

	(iii)   Return on capital employed (ROCE)
	10%
	11%

	(iv)   Current ratio
	2.73
	2.64

	(v)    Gearing
	18%
	24%

	(vi)   Stock turnover  (days)
	75
	66

	
	(4.8)
	(5.5)


b) Commentary

A wide range of comments can be made in this section and each answer will be marked on its individual merit. Higher marks will be awarded for a holistic analysis which incorporates both the ratios calculated in part (a) and other financial information contained within the accounts.

c) Cash flow

Good answers will describe the information included in a cash flow statement and explain how it adds to the above analysis.

Award of marks
 Marks will be awarded for suitable comments and appropriate calculations.

	Ratio calculation
	36

	Commentary/analysis
	32

	Cash flow
	12

	Total
	80


SECTION B - Answer TWO questions (70 marks each)

Question 2

(a) Financial statements

Profit & Loss Account

This indicates how well a business has performed during a period and provides information about past performance and a basis for development of future expectations.

The profit and loss account shows the income earned by the business and the expenses incurred in earning that income. 

Income – expenses = profit

Balance Sheet

This shows the financial position of a business at the end of a period.  The information obtained from this statement relates to the resource structure and the financial structure of the business.

The balance sheet shows the assets of the business, the liabilities of the business and the capital put into the business by the owners.

Assets – liabilities = capital

Or

Assets = capital + liabilities

(b) Accounting Concepts

Going Concern

We normally prepare financial statements assuming that the company will continue in operational existence for the foreseeable future.

Accruals (also known as the “matching” principle)

Match income with associated expenditure. 

Account for transactions in periods in which they are incurred (NOT when cash is received or paid). 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.

Prudence

Do not recognise income until it is reasonably certain that you will get it. However, record all costs as soon as you know that you have incurred them.

Marking guide

	Describing the purpose and contents of the profit and loss account
	10

	Describing the purpose and contents of the balance sheet
	10

	Relating the two statements
	10

	Part (a)
	30

	
	

	Explanation of concepts (10 marks each)
	30

	Appropriate examples
	10

	Part (b)
	40

	
	

	Total marks
	70

	
	


Question 3

	a) Six month cash flow forecast
	
	
	
	

	
	Sept
	Oct
	Nov
	Dec
	Jan
	Feb
	
	

	Receipts
	
	
	
	
	
	
	
	

	Takings
	
	10,000
	15,000
	12,000
	14,000
	15,000
	
	3

	
	 
	 
	 
	 
	 
	 
	
	

	
	0
	10,000
	15,000
	12,000
	14,000
	15,000
	
	

	Payments
	
	
	
	
	
	
	
	

	Lease
	30,950
	950
	950
	950
	950
	950
	
	4

	Fittings
	10,000
	12,000
	
	15,000
	
	
	
	5

	Cash purchases
	
	1,500
	2,250
	1,800
	2,100
	2,250
	
	3

	Sundry supplies
	
	
	1,200
	1,800
	1,440
	1,680
	
	3

	Main wholesaler
	
	
	
	2,300
	3,450
	2,760
	
	3

	Wages
	
	3,200
	3,200
	3,200
	3,200
	3,200
	
	4

	Drawings
	2,000
	2,000
	2,000
	2,000
	2,000
	2,000
	
	3

	Advertising
	5,000
	1,000
	1,000
	
	
	
	
	3

	Elect, gas & Tel
	600
	600
	600
	600
	600
	600
	
	3

	Bank Loan
	
	
	1,000
	1,000
	1,000
	1,000
	
	3

	Family Loan
	
	
	
	
	5,000
	
	
	3

	
	48,550
	21,250
	12,200
	28,650
	19,740
	14,440
	
	

	Net mvts
	(48,550)
	(11,250)
	2,800
	(16,650)
	(5,740)
	560
	
	

	
	
	
	
	
	
	
	
	

	Bal b/f
	70,000
	21,450
	10,200
	13,000
	(3,650)
	(9,390)
	
	

	Bal c/f
	21,450
	10,200
	13,000
	(3,650)
	(9,390)
	(8,830)
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	40


b) Report

The report should point out that the cash flow forecast suggests that James and Sarah’s current business plan is not financially viable.

Suggestions should be made as to how the plans might be changed in order to make the plan viable. Theses might include (for example):

· Increasing the amount of the loan

· Buying more fittings on credit (even though this might be more expensive, it will ease cash flow)

· Reducing drawings for the first few months

· Reducing the number of employees for the first few months

· Postponing the repayment to Sarah’s father

Award of marks
	Cash flow budget
	40

	Commentary
	30

	Total
	70


Marks awarded pro-rata to the proportion of the above answer successfully completed.
Question 4
Autotrim plc

	Current situation:
	
	
	
	

	
	
	
	
	

	Current cpu = (1.97 - (0.55+0.45+0.10) = 0.87
	
	
	3

	
	
	
	
	

	Current total contribution
	 £0.87 x 4,000,000 units
	       3,480,000 
	
	3

	current fixed costs
	
	        2,900,000 
	
	

	current profit
	
	580,000        
	
	3

	
	
	
	
	

	With new machine:
	
	
	
	

	
	
	
	
	

	New direct labour cost per unit
	 £9.00/30 
	                0.30 
	
	6

	
	
	
	
	

	New cpu = (1.97 - (0.55+0.30+0.10) = 1.02
	
	
	

	
	
	
	
	

	New equipment cost
	 £4,100,000/5 
	           820,000 
	
	6

	
	
	
	
	

	
	
	
	
	

	Required sales (units)
	 3,020,000+580,000/1.02 
	       3,529,412 
	
	9

	
	
	
	
	

	
	
	
	
	30

	
	
	
	
	

	If sales remain at 4m units
	
	
	

	
	
	
	
	

	 total contribution
	 £1.02 x 4m units
	4,080,000
	
	8

	 fixed costs
	
	3,020,000
	
	8

	 profit
	
	1,060,000
	
	2

	
	
	
	
	20

	Limitations of breakeven analysis
	
	
	

	Can only be used for single product or single mix
	
	

	Assumes fixed costs are constant at all levels
	
	

	Assumes variable costs are same per unit at all levels
	
	

	Assumes price is constant
	
	

	Assumes production and sales are equal
	
	

	Ignores uncertainty
	
	

	Marks awarded for other suitable comments
	
	
	20

	
	
	 Total 
	
	70


SECTION C: Answer TWO questions (40 marks each)

Question 5

Before the auditor can decide if he can place reliance on the system of internal controls set up by the management, he must establish whether or not those controls are actually working in practice.

Once the actual system of internal controls has been identified a number of tests need to be carried out to ascertain the effectiveness of these controls.  These would include:-

· Requesting a copy of the organisation chart of a business.

· Checking to ensure that there is correct segregation of duties, adequate supervision of staff and that management is seen to be involved in the day to day business activities.

· Inspection of any physical controls such as safes, locks on filing cabinets, restricted access via passwords on computer systems and so on.

· Performing “Walk-through tests” involving the tracing of one or more transactions through the accounting system and observing the application of relevant aspects of the internal control system.

· Inspection of purchase invoices to ensure they have been agreed to an order and a delivery note; they have been checked arithmetically before being approved for entering in the accounting records and ultimately approved for payment.

· Observation of procedures to open the post, writing cheques, banking remittances and so on.

Weak Internal Controls should be reported to the management concerned and recommendations made to improve their effectiveness. If possible the recommendations should be seen to be implemented and the original tests repeated at a later date to ensure they are being adhered to.

If the auditor finds internal controls to be weak, they cannot be relied upon for the purposes of the audit. This means that more substantive testing will be required and particular diligence and more extensive testing will be required in those areas where controls were weak.

The auditor may, in extreme cases, need to report the weak controls in the audit report and even to issue a qualified audit report.

Award of marks
Marks awarded pro-rata to the proportion of the above answer successfully completed. Marks will be awarded for other suitable comments

Question 6

(a) Explain the reasons for keeping audit working papers.

Audit working papers provide evidence of work carried out

They describing any problems encountered and how they were resolved.  

They provide a basis for the audit opinion given.

They record the strengths and weaknesses of management controls and procedures and can provide the basis for recommendations for improvement.

Working papers provide records of systems and other standing information that can save time and work in future audits.

Each paper should be signed and dated by the person preparing them.  The reviewer should also sign and date them once they have been looked at.  The signature indicates the level and experience of the producer and reviewer.  The date shows what information was available at that date to enable the auditor to reach his decision.  

(b) List FOUR items you would expect to find in a set of audit working papers.

· Permanent information, for example, the Memorandum and Articles of Association;

· The plan for the audit;

· Review of internal controls and record and assessment of the enterprise’s accounting system;

· Audit programme showing the work completed, errors found, action taken and conclusions reached;

· Lead schedules showing how the figures in the accounts have been arrived at.  These will be supported by further analyses and summaries breaking down the figures in the financial statements. 

(c) Compare the advantages and disadvantages of using standardised audit working papers.

A number of auditors use pre-printed pro-forma working papers and audit programmes to assist with their work.  These are then completed with details of the particular entity being audited and produce a “complete package” as the work proceeds and is reviewed.

Advantages of standard programmes:

· They should improve the efficiency with which working papers are produced and reviewed;

· Instruct audit staff how to complete the audit;

· Facilitate the delegation of work;

· Provide a means of quality control.

Disadvantages

· The programme could be followed mechanically;

· The exercise of professional judgement might be neglected;

· The programme used may be inappropriate.

Award of marks
Marks awarded pro-rata to the proportion of the above answer successfully completed. Marks will be awarded for other suitable comments

	Reasons for keeping working papers
	10

	Items in set of working papers
	12

	Standardised working papers
	18

	Total
	40


Question 7

a) The current proposed method of remuneration is unethical. The audit fee should be related to the number of audit hours involved in completing the audit. It should not be linked to a bonus element related to the company’s profits. This would create a conflict of audit interest and dilute the auditor’s overall objectivity. It may be prudent to discover whether the company has an audit committee whereby the audit fee could be negotiated more satisfactorily.

b) The audit fee from the company will realise £500 000 (£1.9 million - £1.4 million). However this will represent 26.3% of total audit fee income (£500k / £1.9 million x 100). Professional guidelines prohibit the acceptance of any client who will provide more than 15% of fee income. Therefore, on this basis alone the appointment should have been declined.

c) Some level of corporate hospitality towards auditors is acceptable. However, the hospitality accepted in this case appears to be in excess of professional and ethical guidelines, which could compromise the audit team’s objectivity and independence.
d) The partner should not have accepted the appointment as auditor as he is ineligible under the Companies’ Act. A person is ineligible for appointment if he is an officer or employee of the company. An ‘officer’ of a company includes a director, manager or company secretary (CA 1985 S744).

The conclusion here is that there has been a substantial failure by the audit firm’s client screening procedures. It appears the lucrative audit fee has been sufficient to obscure professional and ethical obligations. This is a serious failure and may result in disciplinary action arising from the JMU and the professional bodies. The firm should immediately resign as auditor and send a detailed letter of resignation to the company’s registered office.
Award of marks
Marks awarded pro-rata to the proportion of the above answer successfully completed. Marks will be awarded for other suitable comments

	Bonus
	8

	Level of fee
	8

	Hospitality
	8

	Director
	8

	Conclusion
	8

	Total
	40
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