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PRINCIPLES OF ACCOUNTING

Thursday 10th June 2010
9.25 am – 12.40 pm (incl. 15 mins. for reading)

Time allowed: 3 hours

	INSTRUCTIONS TO CANDIDATES:

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)

QUESTION 1

Hetford City Council is planning the development of a major new sporting facility near the city centre. The development will cost £30 million over 4 years and will be contracted out by tender. As part of the tender evaluation process you have been asked to perform a financial analysis of the two leading bidders. These are two independent construction companies that have been labelled Company A and Company B.

You have been provided with the following financial statements:

	BALANCE SHEET 2009
	Co. A
	Co. B

	
	£'000
	£'000

	Non current assets
	
	

	
	Property, plant and equipment
	11,458
	212

	Current assets
	
	

	
	Inventories
	1,354
	40

	
	Construction contracts
	8,798
	8,705

	
	Trade receivables
	31,744
	29,011

	
	Cash and cash equivalents
	3,641
	18,036

	
	
	45,537
	55,792

	Current liabilities
	
	

	
	Advanced receipts on contracts
	2,100
	5,000

	
	Provisions
	1,244
	498

	
	Trade payables
	32,055
	39,441

	
	
	35,399
	44,939

	Net current assets
	10,138
	10,853

	Non current liabilities:
	
	

	
	Loans and borrowings
	1,000
	1,300

	Net assets
	20,596
	9,765

	
	
	
	

	Equity
	
	

	
	Share capital
	1,000
	800

	
	Retained Earnings
	19,596
	8,965

	
	
	20,596
	9,765


	INCOME STATEMENT 2009
	Co. A
	Co. B

	
	£'000
	£'000

	Revenue
	202,455
	168,754

	Raw materials and consumables
	(35,877)
	(10,552)

	Other external charges
	(116,894)
	(130,656)

	
	49,684
	27,546

	Employee costs
	(41,853)
	(19,555)

	Depreciation
	(1,699)
	(160)

	Other operating charges
	(2,786)
	(3,254)

	Operating profit
	3,346
	4,577

	Net financing costs
	(450)
	982

	Profit before tax
	2,896
	5,559

	Taxation
	(830)
	(1,712)

	Profit after tax
	2,066
	3,847

	Dividend
	(1,010)
	(852)

	Retained Profit
	1,056
	2,995


Required:

(a) From the financial statements above, calculate the following financial ratios for each of the two companies:

(i) Operating profit margin

(ii) Return on Capital Employed (ROCE)

(iii) Current ratio

(iv) Debtor collection period (Trade receivables)

(v) Capital gearing ratio
(30 marks)

(b) Write a briefing report for the tender evaluation committee that compares the financial position and the financial performance of Company A and Company B. You should refer to the ratios you have calculated for part (a).

(35 marks)

(c) Explain what further information would be revealed by a cash flow statement and how that information might enhance your analysis in part (b).

(15 marks)

 (Total 80 marks)

SECTION B: Answer TWO Questions (70 marks each)
QUESTION 2
Southshire County Council is just beginning its annual budget cycle. The council has a number of new members who have no previous experience of budgeting and you have been asked to provide them with a brief training session.

Required:

Prepare notes for the briefing session that address the following questions put forward by the new members:
(a) What is the purpose of a budget?




          (25 marks)

(b) What are the activities involved in the preparation of the annual budget?       (25 marks)

(c) What is the difference between a capital budget and a revenue budget?        (10 marks)

(d) What is zero-based budgeting and how does this differ from incremental budgeting? 

(10 marks)

(Total 70 marks)
QUESTION 3
Highbridge Borough Council has recently completed its draft consolidated financial statements for the year ended 31 March 2010. The draft consolidated revenue account shows a surplus of £2,000,000 for the year. The external auditors have uncovered a number of mistakes and omissions in the draft accounts that are listed below:

1. Depreciation had not been charged on certain buildings. The charge for the year should be £65,000.

2. An invoice for gas for the 3 months ended 30 April 2010 amounting to £9,000 was received on 10 May 2010. No amount relating to this invoice had been included in the financial statements for the year ended 31 March 2010.

3. Business insurance for the year ended 30 June 2010 amounting to £75,000 had been paid in July 2009. The full amount of this payment had been included in expenses in the accounts for the year ended 31 March 2010.

4. Outstanding debtors recorded at £95,000 have been deemed uncollectable and need to be written off in full.

5. Inventories originally costing £50,000 has now been valued at only £15,000 due to damage. No adjustment has been made in the accounting records.

6. Highbridge Borough Council is currently in a legal dispute with a roofing contractor who performed some work on the council’s property. After the work was completed the roof leaked and caused internal water damage. The contractor has denied responsibility. Highbridge Borough Council is claiming £500,000 in damages for faulty work.  The solicitor advises that it is too early to yet be able to predict the outcome of the legal action with any certainty. However, further legal costs for the council are expected to be £80,000.

Required:

(a) For each of the items listed above: 

(i) Explain how correcting the error will affect Highbridge Borough Council’s draft surplus for the year.

(ii) Describe what changes, if any, will have to be made to the consolidated balance sheet.





          (48 Marks)

(b) A manager at Highbridge Borough Council recently made the following comment: “I don’t know why we bother producing year end accounts. I get all the information I need from the internal information systems. It’s just a waste of time and money.”

Explain the purpose of producing annual financial statements and identify who might use them.








          (22 Marks)

(Total 70 Marks)
QUESTION 4
Peter Lewis is a builder who has recently been made redundant. He has decided to use his redundancy money to start his own business building prefabricated garages. In order to get a business start-up loan Peter needs to prepare a business plan. He has approached you for help in preparing a cash flow forecast for the first 6 months of his business. He has provided you with the following information:

i) The business will commence on 1 July 2010 with £40,000 in the bank made up of £20,000 redundancy pay and a business start up loan of £20,000.

ii) Peter will rent a workshop in which to build the garages. This will cost £600 per month, payable at the start of each month. Electricity for the workshop is expected to cost £500 per quarter, first payable in September.

iii) The garages will be assembled and finished at the customer’s home. A van will be bought in July at a cost of £8,000. The van’s running costs are expected to be £250 per month, payable in the month incurred.

iv) Sales of garages are expected to be as follows:

	Jul
	Aug
	Sep
	Oct
	Nov
	Dec

	1
	1
	2
	3
	4
	4


The sales price is £18,000. This will be payable as 20% in the month of the sale and the balance of 80% in the following month.

v) Purchases of materials, which will be on one month’s credit, are expected to be as follows:

	Jul
	Aug
	Sep
	Oct
	Nov
	Dec

	£15,000
	£15,000
	£20,000
	£30,000
	£40,000
	£40,000


vi) Peter will initially employ 4 staff at a cost of £1,000 per month each, payable on the last day of the month. As sales reach 4 garages per month, he will employ an additional person to assist with on-site assembly at a cost of £700 per month. Peter will himself draw £1,200 each month.

vii) Peter wishes to undertake an advertising campaign to launch the business. This will cost £3,000 in the first month and £2,000 per month for the next two months, payable in the month incurred.

viii) The machinery and equipment needed in the workshop will be bought immediately at the start of business. Most can be bought second-hand for £10,000 cash. Other machinery, costing £12,000 will be bought new on 2 months’ interest free credit.

ix) Repayments on the business loan, including the interest element, will be £1,000 per month, payable on the 10th of the month, commencing September.

Required:

a) Construct a cash flow budget for the first 6 months of Peter’s business, showing clearly the cash balance at the end of each month.



          (50 marks)

b) Write notes advising Peter on what changes he might make to his business plans in order to improve his cash flow situation.




          (20 marks)

(Total 70 marks)

SECTION C: Answer TWO Questions (40 marks each)
QUESTION 5

a) Compare and contrast the roles of the internal and external auditor.         
b) To what extent should the external auditor rely upon the work of the internal auditor?







          
QUESTION 6

SAS 220 ‘Materiality’ requires the auditor to consider materiality when determining the nature, timing and extent of audit procedures.

a) Explain the concept of materiality. Illustrate your answer with examples.
b) Describe the factors relating to materiality that an auditor should consider when planning an audit.






          
c) Explain how materiality influences audit risk.


QUESTION 7

a) Audit evidence should be sufficient, relevant and reliable. Explain each of these terms with appropriate examples.                                                               
b) Auditors can obtain their evidence through both substantive and compliance testing. Compare and contrast these two methods of testing.                                
Level 1 Principles Of Accounting

Examiners Comments

June 2010

Overall Comments

This paper tested candidates’ knowledge and understanding of the key concepts of the Principles of Accounting syllabus. Candidates were 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. 

Question 1

This question was compulsory. Candidates were required to analyse a set of financial statements by calculating some key ratios and writing a report. Despite this being a standard format of question for several exam sittings, candidates did not appear to be well prepared and answers were generally poor.

Question 2 


This was a written question on budgeting. It was a popular question and was generally answered well.

Question 3


Correction of accounting errors in year end accounts. The purpose of annual financial statements. 

Question 4


This question involved cash flow forecast preparation and analysis. The computation element of the question was answered accurately, but candidates need to give more attention to the analysis of the forecast that they have produced. 

Question 5

This question required candidates to contrast the roles of internal and external auditors. In some cases there was a lack of clarity regarding some of the basic principles of both functions and candidates should ensure that they fully understand the differences between the two.

Question 6

This question covered materiality and its relevance to auditing. This was not a popular question, which perhaps suggests candidates are less comfortable with the topic.

Question 7

This question covered audit evidence and the distinction between substantive and compliance testing. The question was answered well.
June 2010 EXAM PAPER – ANSWERS & MARKING GUIDE

Question 1

a) Ratios

	
	Co. A
	Co. B

	(i) Operating profit margin
	1.65%
	2.71%

	(ii) Return on Capital Employed (ROCE)
	15.5%
	41.4%

	(iii) Current ratio
	1.29 times
	1.24 times

	(iv) Debtor collection period
	  57 days
	 63 days

	(v)   Capital gearing ratio
	4.63%
	11.75%


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.

Candidates should acknowledge the poor financial standing of the company and identify how this has worsened considerably in the period covered by the financial statements.

c) Cash Flow Statement
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
	30

	Briefing/analysis
	35

	Cash flow statement
	15

	Total
	80


SECTION B - Answer TWO questions (70 marks each)

Question 2

	
	
	
	
	
	
	
	
	
	Marks

	a
	 Explain the objectives of budgetary planning and control systems
	
	

	
	
	
	
	
	
	
	
	
	

	
	The candidate’s answer should include explanations of the following:
	
	
	

	
	
	aid to planning
	
	
	
	
	
	

	
	
	coordinate activities
	
	
	
	
	
	

	
	
	communicate plans
	
	
	
	
	
	

	
	
	motivate managers
	
	
	
	
	
	

	
	
	control activities
	
	
	
	
	
	

	
	
	evaluate performance
	
	
	
	
	
	

	
	
	
	
	
	
	
	max
	
	25

	
	
	
	
	
	
	
	
	
	

	b
	Identify and explain the stages involved in the preparation of budgets.
	

	
	
	
	
	
	
	
	
	
	

	
	The candidate’s answer should include explanations of the following:
	
	
	

	
	
	communicating details of policy
	
	
	
	
	

	
	
	determine restricting factors
	
	
	
	
	

	
	
	initial preparation of budget
	
	
	
	
	

	
	
	negotiation of budgets
	
	
	
	
	

	
	
	coordination and review
	
	
	
	
	

	
	
	final acceptance
	
	
	
	
	
	

	
	
	review/ variance analysis
	
	
	
	
	

	
	
	
	
	
	
	
	max
	
	25

	
	
	
	
	
	
	
	
	
	

	c
	What is the difference between a capital budget and a revenue budget?
	
	

	
	A capital budget identifies the proposed expenditure on fixed assets. This can include the purchase or creation of new fixed assets or enhancement to existing fixed assets.

A revenue budget identifies proposed expenditure on the provision of services during the next accounting period.
	

	
	
	
	
	
	
	10

	
	
	
	
	

	d
	What is zero-based budgeting and how does this differ from incremental budgeting?

	
	A zero-based budget is not based upon previous period expenditure. Rather, the business plans for the future accounting period are examined and a budget is built up based upon perceived resource needs. This approach to budgeting is suitable if a new activity is to be undertaken or there are radical changes being made to current activities.

Incremental budgeting is the traditional approach used for budget preparation. This involves looking at prior period budgets and actual expenditure and making incremental adjustments to these to allow for any known changes such as inflation and wage settlements.
	

	
	
	
	
	
	
	
	
	
	10

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	TOTAL
	
	70


Question 3

	1
	Omitted depreciation
	
	
	
	
	

	
	Reduce surplus by £65,000
	
	
	
	
	4

	
	Reduce fixed assets on b/s by £65,000
	
	
	
	4

	
	
	
	
	
	
	

	2
	Gas expense accrual
	
	
	
	
	

	
	Decrease surplus by £6,000
	
	
	
	
	4

	
	Increase accruals on b/s (CL) by £6,000
	
	
	4

	
	
	
	
	
	
	

	3
	Insurance prepayment
	
	
	
	
	

	
	Increase surplus by £25,000
	
	
	
	
	4

	
	Increase prepayments on b/s (CA) £25,000
	
	
	
	
	4

	
	
	
	
	
	
	

	4
	Bad debts
	
	
	
	
	

	
	Reduce surplus by £95,000
	
	
	
	
	4

	
	Decrease debtors (CA) by £95,000
	
	
	
	4

	
	
	
	
	
	
	

	5
	Stock write-down
	
	
	
	
	

	
	Decrease surplus by £35,000
	
	
	
	
	4

	
	Decrease stock on b/s by £35,000
	
	
	
	4

	
	
	
	
	
	
	

	6
	Provision for legal expenses
	
	
	
	
	

	
	Reduce surplus by £80,000
	
	
	
	
	4

	
	Create provision of £80,000
	
	
	
	
	4

	
	
	
	
	
	
	

	
	
	
	
	
	
	48 

	
	
	
	
	
	
	

	Purpose of producing annual financial statements
	
	
	
	

	Accounts are required to provide information to a wide range of users on:

· Financial position;

· Performance;

· Adaptability.


	
	

	Identify potential users
	
	

	Users



Information Required

Owners


             Profitability

Investors


Calculate risk, return

Management


Future planning

Employees


Stability, profitability

Lenders


             Ability to pay

Suppliers


Ability to pay

Customers


Continuance

Government


Activities, profitability

Public

Prosperity, activities

Inland Revenue

Monies owed

Customs and Excise

Monies owing/owed

Banks

                           Viability
	
	

	
	(3 marks per valid comment)
	
	
	
	
	22 

	
	
	
	
	
	
	

	
	
	
	
	 Total 
	
	70 


Question 5

	a) Six month cash flow forecast
	
	
	
	
	Marks

	
	Jul
	Aug
	Sep
	Oct
	Nov
	Dec
	
	

	Receipts
	
	
	
	
	
	
	
	

	Sales
	3,600
	18,000
	21,600
	39,600
	57,600
	72,000
	
	12

	Payments
	
	
	
	
	
	
	
	

	Materials
	0
	15,000
	15,000
	20,000
	30,000
	40,000
	
	6

	Wages
	4,000
	4,000
	4,000
	4,000
	4,700
	4,700
	
	4

	Drawings
	1,200
	1,200
	1,200
	1,200
	1,200
	1,200
	
	1

	Rent
	600
	600
	600
	600
	600
	600
	
	1

	Electric
	
	
	500
	
	
	500
	
	2

	Advertising
	3,000
	2,000
	2,000
	
	
	
	
	3

	Petrol
	250
	250
	250
	250
	250
	250
	
	2

	Van
	8,000
	
	
	
	
	
	
	2

	equipment
	10,000
	
	
	
	
	
	
	2

	machine
	
	
	12,000
	
	
	
	
	2

	loan
	0
	0
	1,000
	1,000
	1,000
	1,000
	
	2

	
	27,050
	23,050
	36,550
	27,050
	37,750
	48,250
	
	

	Net mvts
	(23,450)
	(5,050)
	(14,950)
	12,550
	19,850
	23,750
	
	

	
	
	
	
	
	
	
	
	

	Bal b/f
	40,000
	16,550
	11,500
	(3,450)
	9,100
	28,950
	
	2

	Bal c/f
	16,550
	11,500
	(3,450)
	9,100
	28,950
	52,700
	
	6

	
	
	
	
	
	
	
	layout
	3

	
	
	
	
	
	
	
	
	

	W1: Debtors
	
	
	
	
	
	
	50

	
	Jan
	Feb
	Mar
	Apr
	May
	Jun
	
	

	Sales A
	1
	1
	2
	3
	4
	4
	
	

	£
	18,000
	18,000
	36,000
	54,000
	72,000
	72,000
	
	

	0
	3,600
	3,600
	7,200
	10,800
	14,400
	14,400
	
	

	1
	
	14,400
	14,400
	28,800
	43,200
	57,600
	
	

	Receipts
	3,600
	18,000
	21,600
	39,600
	57,600
	72,000
	
	


c) Write notes advising Peter on what changes he might make to his business plans in order to improve his cash flow situation.

Answers should recognise that the current forecast is predicting that Peter will go overdrawn in September. He should therefore make appropriate plans before this happens. He could apply to the bank for an overdraft facility before September and demonstrate with the forecast that this overdraft will only be required for a short period. Alternatively, Peter could change some of his business plans in order to avoid the overdraft situation. Such changes may include:

· requesting more than 20% upfront from customers. (At least in the first few months. He can probably afford to offer more generous credit after that)

· employee less staff for the first few months.

· Attempt to obtain longer credit on his purchases.

· Scale back the planned advertising campaign, or at least delayed for a few months.

· Reduce his own drawings during the first few months. His ability to do this will depend upon his personal financial commitments.

(20 marks)

Total 70 marks

SECTION C: Answer TWO questions (40 marks each)

Question 5

a) Compare and contrast the roles of the internal and external auditor.

The auditor appointed under the Companies Act or other statute is an external auditor.  He is paid for the audit work that he completes by the enterprise but is not an officer or employee of that enterprise.

The internal auditor is appointed by the management. The external auditor is appointed by the shareholders. 

The objectives of the audit carried out by the internal auditor will be set by the management.  This may involve seeking out and identifying fraud. The objective of the external audit is to provide an opinion on the financial statements.  

The external auditor will be considering the materiality of any errors or irregularities.  The internal auditor will take a different view as materiality will not be his major consideration.

The role of the internal auditor can be very difficult as they are usually regarded with suspicion, at best, in some organisations.  It is important that they maintain good relationships with other departments so that they are able to perform their role effectively. However, those good relationships should not destroy their independence.  They should feel that they can report errors where found and not be swayed by personal feelings.  The other members of staff should be reassured that their dealings with the internal auditors are confidential.

Up to 20 marks for discussion of the differences.
b) To what extent should the external auditor rely upon the work of the internal auditor?

The extent to which the external auditor is able to take account of the work of the internal auditor will depend on his assessment of the effectiveness of the internal audit function.  The external auditor will consider:

· degree of independence of internal auditor from those whose responsibilities he is reviewing;

· the number of suitable qualified and experienced staff employed in the internal audit function;

· the scope, extent, direction and timing of the tests made by the internal auditor;

· the evidence available of the work done and the review of that work;

· the extent to which management takes action based upon the reports of the internal audit function.

Provided that relevant internal audit work has been carried out effectively, the external auditor may be able to reduce the level of his tests.

Up to 20 marks for discussion.
 (Total 40 Marks)
Question 6

(a) Explain the concept of materiality. Illustrate your answer with examples
'Materiality' is an expression of the relative significance or importance of a particular matter in the context of financial statements as a whole. A matter is material if its omission would reasonably influence the decisions of investors and other stakeholders for whom the accounts are intended and who are recognised as such being an addressee of the auditors' report; likewise a misstatement is material if it would have a similar influence. Materiality may also be considered in the context of any individual primary statement within the financial statements or of individual items included in them. Materiality is not capable of general mathematical definition as it has both qualitative and quantitative aspects.

Materiality will vary from one organisation to another, so an amount of £1 000 would be material in the context of a small business's accounts, but would not be material in the accounts of a plc. Another example would be the treatment of the purchase of an office calculator. Strictly speaking this is a fixed asset since it will have an economic life of greater than one year. Thus, theoretically it should be capitalised and depreciated accordingly. However, the cost of the calculator would be relatively insignificant or immaterial, and so treatment of the expenditure would be posted as an expense to the profit and loss account. This treatment of the expenditure though strictly speaking out of line with generally accepted accounting practice would therefore not seriously distort the financial statements!

6 marks for explanation + 4 for two or more examples 
= 10 marks

(b) Describe the factors relating to materiality that an auditor should consider when planning an audit.

The auditor is required to plan every audit so that the audit can be conducted effectively- This plan will be documented and form part of the audit evidence. SAS 200, "Planning", suggests that part of the audit plan should be devoted to the consideration of risk and materiality. The auditor should establish the level of materiality for each individual audit by reference to SAS 220, "Materiality and the Audit".

This audit standard requires the auditor to provide reasonable assurance that the financial statements are free from material misstatement. The auditor will have to use his professional judgement to evaluate whether the accounting treatment of transactions or the omission of transactions would reasonably influence the users of the financial statements. Materiality itself will have to be considered in the context of individual primary statements within the overall financial statements and with reference to the individual items within the accounts. The level of materiality will differ depending on the different aspects of the financial statement level, and in relation to individual account balances, classes of transactions and disclosures.

The theory of materiality will have a practical impact on the planning of the audit. This will influence the number and particular transactions the auditor will examine and what is an acceptable level of error in the financial statements. Most levels of materiality are related to the profits and size of the entity being audited. Common benchmarks that have evolved through practical experience by auditors are as follows:


£ Values
Percentage %


Profit before taxation
5%


Profit after tax
5%-10%


Gross profit
0.5%-1 %


Turnover
0.5%-1 %


Total assets
1 %-2%


Net assets
2%-5%

Usually the auditor will take an average or weighted average of these benchmark figures to produce the overall materiality level. Once the materiality level has been set it will need to be reviewed throughout the audit and may well have to be altered to reflect new circumstances discovered during the course of the audit. The total number of errors discovered by value and by their nature may result in adjustments to the final accounts having to be initiated.

The auditor should also keep a record of the numbers and values of immaterial errors discovered during the course of the audit. These should be aggregated at the end of the audit to discover whether in total they have a material impact on the financial statements, which may require further adjustments.

8 marks for explanation of planning, 8 for discussion of materiality levels and 4 for concluding discussion.(The above answer is far more extensive than that expected from a candidate in exam conditions)
(c ) Explain how materiality influences audit risk
Audit risk is the risk that the auditor may offer an inappropriate audit opinion on the financial statements. Audit risk comprises inherent risk, control risk and detection risk. The audit risk model can be expressed as

Audit Risk = Inherent risk x Control risk x Detection risk

Inherent risk is the susceptibility of the account balances or class of transactions to material misstatement either individually or collectively. Thus, the auditor will be concerned that the items posted in the accounts are free from material errors of omission, commission and principle and that existing UK GAAP has been consistently applied.

The control risk is the risk that these material misstatements are not prevented or detected and corrected by the entity's existing internal controls.

The detection risk is that the auditor will fail to detect these material misstatements.

Overall the auditor will attempt to minimise the overall audit risk by designing and conducting sufficient audit tests of the financial statements to reduce the audit risk to an acceptable level. If, for example, the auditor believes that there is a high level of inherent and/or control risk, the auditor will perform more audit tests to ensure the risk of failing to detect a material error (and hence giving an inappropriate audit opinion) is minimised.

Up to 10 marks for discussion; articulation of the audit risk formula is required for full marks
 (Total 40 marks)

Question 7

c) Audit evidence should be sufficient, relevant and reliable. Explain each of these terms with appropriate examples

Sufficient:  The amount of audit evidence required to enable the auditor to reach his opinions will depend upon the industry concerned and the auditors knowledge of that particular firm or economy in which it operates.

Relevant:  This will depend upon the particular part of the accounts being audited and should relate directly to the questions being raised.

Reliable:  Written third party evidence is more reliable than oral explanations from an employee of the company although signed written representations from the Directors or managers of the enterprise are considered to be satisfactory.

Up to 7 marks for explanation of each term (Max total 20 marks).
b) Auditors can obtain their evidence through both substantive and compliance testing. Compare and contrast these two methods of testing.
Substantive tests are procedures designed to obtain audit evidence to detect material mis-statements in the financial statements. They usually consist of two types:-

· Analytical procedures;  and

· Detailed tests of transactions and balances, review of minutes of Directors’/Managers’ meetings and enquiry.

They usually involve vouching items recorded in the accounting records with supporting documentation.

Compliance tests are procedures designed to establish whether or not the system of internal controls as laid down by management are in fact being adhered to.

Up to 10 marks for explanation of each technique (Max total 20 marks).
(Total 40 Marks)
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