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COMPETENCE PRACTICE EXAMINATION 

FULL AUDIT
JUNE 2009

SUGGESTED SOLUTIONS

QUESTION 1: SECTION A

1.
The understanding of professional ethics here is very important. However, all answers must relate to the scenario.

(i) Engagement to assist in coming up with project document for EEP

(ii) Sound professional relationship with parent company for 7 years due to interactions

(iii) JP&A involvement in monitoring and evaluation

(iv) JP&A have made recommendations and the report accepted

(v) Involvement in coming up with accounting systems for EEP

(vi) Emphasis by project coordinator for a successful audit

(vii) The joining of Mr. Charles Panos as partner in charge of project audits just after 1 year.

(viii) Providing advise on treasury management

          8 marks 

2.
	Procurement of goods and service

	Ref. No
	Control objective
	Control 
	Test of control

	A1
	To ensure all orders for goods and services are properly authorized, and received and for the company (authorization, completeness, occurrence)

Orders are made at competitive prices (authorization)
	· Segregation of duties; requisition & ordering

· Central policy for choice of suppliers

· Evidence required for requirement for purchase before authorization

· Authorization of pre-numbered order forms

· Review of orders not received or invoiced

· Monitoring of suppliers terms and taking advantage of favourables conditions.


	· Inspect invoices for goods to ensure they are supported by GRNs & inspection notes; entered into inventory records; priced correctly; properly referenced & correctly coded.

· Trace entry in record of goods returned etc, see credit note duly received from supplier, for invoices not passed due to defects.

· For a sample of invoices, re-perform calculations & additions; inspect entries in procurement register; agree posting to respective ledgers

· For all credit notes verify the correctness of credit received with correspondence; inspect entries in inventory records and records of return; agree postings to ledger

· For samples of returns inspect credit notes to ensure they have been received form suppliers

· Test for numerical sequence for all source documents

· Obtain explanations for items, which have been outstanding for a long time.



	A5
	To ensure that all orders are only made to authorized suppliers (completeness, occurrence, authorization)
	
	

	Receipts of goods

	B1
	All goods and services received are used for the project’s purpose

(Rights & obligations, authorization, accuracy, valuation & classification)
	· Examination of goods received for quality and quantity

· Recording arrivals and acceptance of goods

· Comparison of goods received with purchase order

· Referencing of suppliers invoices for numerical sequence and reference numbers

· Checking of suppliers’ invoices for prices, quantities, comparison with order and GRN

· Recording return of goods
	· Verify that invoices and credit notes recorded in the procurement register are initialed for prices, calculations; cross referenced to purchase orders, GRNs etc; authorized for payment.

· Re-perform additions to confirm arithmetical accuracy

· Agree posting to expenditure ledgers

· For a sample of accounts recorded in the outstanding bills ledge – test check entries back to procurement records; test check additions and balances forward; note and enquire into discrepancies

· Ensure outstanding bills have been reconciled regularly

	B2
	Goods and services are only accepted if they have been ordered, and the order has been authorized

Receipts of goods and services is necessary to establish a liability to be recorded

(Rights & obligations, authorization, accuracy, valuation & classification)
	
	

	B3
	All goods and services received are accurately recorded

Liabilities are recognized for all goods and services that have been received

(Rights & obligations, authorization, accuracy, valuation & classification)
	
	

	Accounting for goods 

	C2
	All expenditure is for goods that are received

(Authorization, accuracy, valuation, classification, cut-off)
	· Segregation of duties for accounting and checking

· Prompt recording of purchases and purchases returns in procurement registers

· Regular maintenance of outstanding bills register

· Comparison of suppliers statements with purchases ledger balances

· Authorization of payments as it relates to authority limits; confirmation of receipt of goods in line with source documents

· Review expenditure allocations

· Reconciliation of purchase ledger control accounts to total of purchase ledger balances

· Cut-off outstanding bills at year-end.
	Tests of control have been as stated above.

	C3
	All expenditure is authorized

(Authorization, accuracy, valuation, classification)
	
	

	C4
	All expenditure made is recorded correctly in the expenditure ledger

All entries in the procurement ledger are posted correctly to the expenditure ledger.

(Authorization, accuracy, valuation, classification, cut-off)
	
	

	C5
	All credit notes that are received are recorded in the expenditure ledger

(Authorization, accuracy, valuation, classification, cut-off)
	
	

	C6
	Cut-off is applied correctly to the expenditure ledger

(Authorization, accuracy, valuation, classification, cut-off)
	
	


Give 1 mark for each correct entry for control objective, control and test of control.










      Total
    45 marks










   Max.  35 marks

Section B

3.
Matters to consider when auditing project funds among others:


Recognition of funds received

EEP policy is to recognize project funds only when received in the GDII pool account. It would be important to see how the recognition has been done in line with this policy. No receipts should be accrued.


          2 marks

Releasing of funds

Funds are released to beneficiaries as advances. It would be important to determine as to whether the procedures for releasing of funds have been followed. For instance, the need to ensure that all funds above $100,000 were released with the authority from both at country level and London. The main concern would be to cross check the authority levels.




          2 marks
Inter-project receivables

The fact that EEP funds are kept in a pool account is a matter to look at closely. It would be important to authenticate all funds released from the pool account for the benefit of other projects. There is a likelihood that inter-project receivables may be over or understated in the final accounts.


          2 marks

Long outstanding receivables

Information suggests that some receivables have been outstanding for some time. Need may arise to look at the possibility of making a provision for doubtful debts. In the event that these receivables are not received, the surplus of the project may not be overstated 






          2 marks
Cash balances (opening and closing)

EEP funds are kept in a GDII pool account. This means that individual balances for each funding from a particular donor cannot be verified. ISA 510 Initial engagements - Opening balances provides guidance on opening balances when financial statements of an entity are audited for the first time. In line with ISA 510.2, for initial engagements, the auditor should obtain sufficient appropriate audit evidence that:

(a) The opening balances do not contain misstatements that materially affect the current periods’ financial statements

(b) The prior period’s closing balances have been correctly brought forward to the current period or, when appropriate, have been restated, and

(c) Appropriate accounting policies are consistently applied or changes in accounting policies have been properly accounted for and adequately disclosed.

This might posse a challenge for the audit considering that EEP balances at the beginning and end of the year cannot be verified in terms of physical cash available in the bank.






          4 marks
Related party transactions

The way GDII and other projects operate may calls for an investigation to determine as to whether related party transaction exist and that they are at arms length. ISA 550 Related parties points to the fact that such transactions could be made possibly by a degree of control or influence exercised by directors over both parties to the transactions. In line with ISA 550.2, the auditor should perform audit procedures designed to obtained sufficient appropriate audit evidence regarding the identification and disclosure by management of related parties and the effect of related parties transactions that are material to the financial statements.







          4 marks

Release of advances to beneficiaries and retirement.

It would be important to determine how much funds have been released to successful beneficiaries by the end of three years. From the information provided, and considering that the releases to beneficiaries would be done proportionately, an amount of $2 million should have been released in the first three years. There would be need to know how many beneficiaries have accessed the funds, how many have retired successfully, and how many have defaulted and levels of defaulting.







          2 marks
Employment creation, GDP/ per capital income

This is the main purpose of the project. It would be important to know the levels of employment creation and to what extent the companies have contributed to the GDP and per capital income.





          2 marks

Claim against a leather company 

A claim has been instituted against the Leather Company to recover the amount paid as an advance. It looks like some sort of arbitration is going on. Need may arise to establish as to whether this claim would translate into some rights to economic benefits to the project. IAS 37, Provisions, contingent liabilities and contingent assets should be considered. The discussions with the EEP Project Coordinator would be of interest for audit purposes.

                      2 marks

Finance Directors position

The position of the Finance Director in the EEP needs to be investigated further. Aspects of ISA 550 Related parties need to be looked at.

          2 marks

Abandonment of site and activities in Congo

The amount of $200,000 paid in favour of the Congo project will have some impact on the EEP disbursements to beneficiaries and ultimately on financial reporting. It is unlikely that the project will resume in good time.
          2 marks

Exchange gains

It will be important to know how the exchange gains arising from currency conversion would be treated in the project accounts. At the moment this has been ignored. This should be done bearing in mind that a pool account is maintained










          2 marks

Income from Interest

Income earned from interest given should be recognized as additional income. However, the challenge is the use of pool account, which does not make it easy to calculate interest proportionate. Interest calculations must be verified. 










       2 marks










       Max. 30 marks

4.
Audit procedures in relation to the matters in 3 above

	Matter 
	Audit procedures

	Recognition of funds received
	· Confirmation of policy on recognition of project funds

· Determine cut-off procedures to period of receipt

· The receipt of project funds should be traced and agreed to bank statement

· Disclosure of policy note

	Releasing of funds
	· Determine policy on release of funds as advances to establish extent to which it has been followed

· Test check approval requirements and levels

· With a sample of approval transfer vouchers, test check release of funds to establish authenticity of completeness, validity and accuracy 

	Inter-project receivables
	· Confirm request of funds from the beneficiary project

· Confirm authorization from board minutes (resolutions)

· Confirm receipt of payments 

· Determine the movement in project receivables

· Determine age analysis for the purposes of provisions

	Long outstanding receivables
	· Perform age analysis to determine periods they have been outstanding

· Agree the level of provision where it applies

	Cash balances (opening and closing)
	· Verify the accounting policies followed by the project/GDII

· Verify whether prior period’s financial statements were audited and it so whether the auditors’ report was modified

· Consider the nature of the accounts and the risk of their misstatement in the current period’s financial statements

· Determine the materiality of the opening balances relative to the current period’s financial statements.

· Disclosure requirements



	Related party transactions
	· Enquire of management and the directors as to whether transactions have taken place with related parties that require to be disclosed by the disclosure requirements

· Review minutes of meetings of shareholder and directors and other relevant statutory records such as the register of directors’ interest

· Discuss the purpose of the transaction with management or the directors

· Confirm the terms and amounts of the transaction with the related party

· Inspect evidence in the possession of the related party

· Corroborate with the related party the explanation of the purpose of the transaction and, if necessary confirm that the transaction is bona-fide

· Confirm or discuss information with persons associated with the transaction.


	Matter 
	Audit procedures

	Release of advances to beneficiaries and retirement.
	· Ensure correct procedures have been used to released advances

· Ensure retirements when properly done and approved

· Ensure payments were only made to entrepreneurs who met the guidelines and purpose of the project

	Employment creation, GDP and per capital income
	· Obtain employment statistics for each entrepreneur and authenticate the targets reached as per requirement of the project

· Trace statistics to labour records

· Proof of contribution to GDP and per capital income

	Claim against a leather company
	· Ensure the claim has been treated in accordance with IAS 37

· Ensure adherence to ISA 501 

	Finance Directors position
	· Prove that the act constituted a related party and that a related party transaction occurred (ISA 550)

· Ensure that the position of finance director is in line with professional ethics and standing

	Abandonment of site and activities in Congo
	· Confirm abandonment of the project

· Ensure that receivables from Congo project are accounted for properly (IAS 37)

	Exchange gains
	· Ensure that an exchange rate exposure was done to determine the exchange gains arising from currency convention.

· Ensure the exchange gains are captured in accordance with the practice

· Disclosure requirements

	Income from interest
	· Ensure proper apportionment was done to determine interest for the EEP 

· Ensure adjustments are done to include interest as other income.

· Disclosure requirements 


Give 1 mark for each correct audit procedure. Max.  3 per matter 









                      Total 39 marks









                     Max.  27 marks

QUESTION 2: SECTION A

1.
The answer to part (a) should be based on categories of risks arising from business risk such as operational, financial and compliance. However, for part (b), there is need to consider how the matter might affect the financial statements.


Marks to be allocated as follows: 1 mark for identification of business risk + 1 ½ marks for each point of explanation.


(a)
The following answers are acceptable:

· Customer dissatisfaction – customer dissatisfaction is growing. Complaints of slow pace of service delivery and lack of quick response among others that have affected the quality of service delivery. This is an operational risk because if Sobi Ltd does not respond favourably, then it risks losing customers to competitors.

· Potential court litigation – Litigation has been threatened and may be filed in if Sobi Ltd does not redress the situation pertaining to careless handling of fuels and related waste considered to be polluting the environment. This is an operational risk and may also translate into a financial risk. 

· Payments in advance – a financial risk may arise in the event that the company fails to provide the required service due to unavailability of cash to finance services already paid for.

· Industrial licence – the licence renewal forms part of the compliance risk. If Sobi Ltd does not renew the licence, it will not be able to continue legally operating as a transport company.

· Refund policy – no refunds are allowed once a payment has been made. However, if the service is not available, the company might be legally required to make refunds or partial refunds. This is a financial risk as the cash may not be available to meet this requirement.

· Investment in properties and equipment – while more investment is necessary considering the increased demand for the service, there is a likelihood that the company may start facing a cash flow problem due to overtrading, which is a finance risk. The company may not be able to respond to its business needs thus create a liquidity problem, which could ultimately lead to failure.

  








       Max.    12 marks
(b)
For associated financial statements risks, the following answer would be acceptable.

· The associated risk for customer satisfaction is the going concern. That the business might be failing and the financial statements are likely to be prepared on the wrong basis. The risk is that of disclosure.
         2 marks
· The issue of litigation may require disclosure in the notes of a pending litigation in line with IAS 37. This affects contingent liabilities and there is a risk that disclosures in the financial statements are inappropriate.








         2 marks
· There is need to account for the customers’ advance payments correctly. There is a possibility of misstating the revenue and liabilities for advance payments.

          2 marks

· The associated risk is that the licence may be wrongly treated as an expense in the financial statements when in actual fact they are supposed to be capitalized as intangible assets. Similarly, as an intangible asset, there is also the risk that amortization will not be carried out correctly and that impairment review may not be carried out or may be carried out wrongly. The asset is also likely to be carried out on a higher value.

          3 marks

· There is a likelihood of understating the provision for refunds thus overstating the profits.




          2 marks
· The cash flow problem that may arise due to over investment could ultimately result in going concern problems. The disclosure risk may arise in that the financial statements may not be prepared on the correct basis.

          2 marks










  Total         13 marks










  Max.
        13 marks

2. The preliminary materiality can be calculated using both the draft and actual figures following the guide provided in F/S 1
2008


2007

(Draft)


(Actual)


Revenue (0.5 – 1%)




0.5%



807.5


7,22




1%



1,615


1,444



Profit before tax (5 –10%)




5%



   95


   Nil




10%



190


   Nil



Total assets (1 – 2%)




1%



1,038


1,060




2%



2,076


2,120







  Give 1 mark for each correct calculation









                     Max. 10 marks
Based on the above figures, a suitable range for preliminary materiality would be set in the range of K1.0 – 1.5 billion.




          2 marks
Arising from the above calculations, the planning materiality should not be based on the profit before tax figure, which is relatively small. If used, it is likely to result in large sample size leading to over-auditing. 


          2 marks
A materiality of greater than K1.6 billion would be material to the income statement as it represents 1% of the revenue. Whereas less than K0.8 billion would not be material as it represents 0.5% of revenue. The materiality should therefore be based between these two values.


          3 marks

For the balance sheet, the range lies between K1 – 2 billion. The lower figure represents 0.6 % of revenue and the higher figure represents 1.3% of revenue. Considering that the 2008 financial statements are still in draft form, and that further changes to the financial statements are likely to be done, it would be more prudent to set planning materiality at the lower end of the range calculated.









          3 marks









 Max.
      10 marks

3.
Identification and explanation of financial statements risks to be taken into account when carrying out the final audit. 

Revenue – Revenue has increased in the current year by 11.8% compared to the previous year without the same percentage increase in costs (9.9%). There may be a risk that revenue has been recognized incorrectly by not taking into account all rebates due to customers.





          2 marks
Material expenses – these have increased by 17.8%. This is significantly more than the increase in revenue in the current year. There may be a risk that expenditure has been misclassified as material rather than other expenses that have fallen by 15.5%. There could also be a possibility of including items that should have been capitalizing in the material expenses.

          2 marks
Depreciation and amortization – these costs have fallen by 10.5% compared to the prior year. There is a risk that the charge for the year is misstated if assets have been depreciated at the incorrect rates for example or impairment losses have not been recognized in the year. 



          2 marks
Intangible assets – in line with IAS 38 Intangible assets, internally generated intangible assets should only be capitalized if they meet the recognition criteria. The balance has increased by 16% compared to the prior year. There may be a risk that intangible assets are overstated if they are being capitalized or amortized incorrectly or if they are impaired but this has not been recognized.          2 marks
Tangible non-current assets – the risk could be that where the vehicles have been leased, the lease has been incorrectly accounted for as an operating lease rather than a finance lease. Other misstatements may occur if assets have been incorrectly depreciated or disposals have not been accounted for.
          2 marks
Trade receivables – these have increased by 2.2% as compared to the 11.8% increase in sales. There is a risk that receivables may be understated because of incorrect cut-off being applied to cash receipts. There is a risk that receivables are overstated if allowances for impairment have not been applied to year-end balances.







          2 marks
Provision for restructuring and waste dump – these have fallen by 10.2% compared to the prior year. If the provision is no longer required, then it should be written back to the income statement.




          2 marks
Employee liabilities – these have increased by 7.6% but staff costs for the year have increased by 14%. There is a risk that the year-end liabilities may be understated if amounts outstanding at year-end have not been calculated correctly.











         2 marks










         Total 16 marks









         Max. 15 marks

 4.
Comments on the matter and corresponding audit evidence.
(a)
Dumping site

(i) Matters to consider

· The purchase of the right to use the landfill site represents 3.25% of total assets and is therefore material to the balance sheet.


         2 marks

· The amortization should be charged over the period during which the site will be used, i.e. 10 years rather than 15 years. The K61.4 million charge of licence amortization is for a period of 10 years, a period when the dump site is expected to be filled, i.e. for 10 years the sum-of-the-digit is 55 and the first year charge would be 1/55 x K3.378 billion = K61.4 million. The charge for the year represents 3.2% of profit before tax and so it is material.










          3 marks
· The sum of the digit method has been chosen on the basis that the company has estimated that the amount of waste dumped will increase each year and this method charges higher amortization each year. IAS 38 Intangible asset states that the straight-line method should be used if the pattern of future economic benefits of the right cannot be determined reliably. A straight-line method would charge K337.8 million of amortization to the income statement. The difference of K276.4 million represents 14.5% of profit before tax and thus material.






          3 marks
· If there is no evidence that suggests that Sobi’s expectations of the amount of waste to be dumped each year, then the accounts should be qualified on the basis of disagreement.





          2 marks

· The annual provision for restoring the site represents 5.3% of profit before tax and 0.1% of total assets so is bordering on material. However, IAS 37 Provisions, contingent liabilities and contingent assets do not permit annual provision. The provision should be based on the best estimate of the total costs required to restore the site at the balance sheet date. Therefore, the present value of the total costs should have been recognized as a provision in the financial statements. This would be added to the cost of the right to use the dumping site and would in turn affect the amortization charge.

          3 marks

(ii) Audit evidence

· Obtain the agreement documents to confirm date of purchase of right to use dumping site for 15 years and price paid and terms of the payments 

· Trace the amount paid to the cash book and bank statement

· Re-perform calculation for depreciation using sum of digits method

· Obtain costs schedules showing estimated costs to restore the dump site in 15 years time

· Confirm purchase of the right from senior management board minutes (resolutions)

· Physical inspection of the dumping site to confirm its use to dump waste

· Schedule showing estimated waste to be dumped each year compared to pattern of sum of digits depreciation.

Give 1 mark for each correct point










         Total 20 marks



(b)
Provision

(i) Matters to consider

· The provision represents 53% of profit before tax, 0.5% of revenue and 0.8% of total assets. The figure for profit before tax is very low and would not represent a better range for materiality though has a higher percentage off the range. Since the materiality range for revenue and total assets are very low, and the K0.8 billion is below the lower end of the preliminary materiality range, of K1 – 1.5 billion, the provision may not be material.

· The provision for the penalties is not material since it represents only 2.4% of profit before tax and 0.04% of total assets.

· According to IAS 37 Provisions, contingent liabilities and contingent assets, a provision can only be recognized if there is a present obligation as a result of a past event, there will be a probable transfer of economic benefits and the amount can be estimated reliably.

· The penalties meet the requirements for the provision to be recognized but the provision for the water purification system does not meet the first requirement and so should not be recognized in the financial statements for the year.

· Considering that the K0.8 billion provision only affects the profit before tax to a large extent and not the revenue and total assets, and that the amount falls below the lower end of preliminary materiality range, an unqualified opinion may be given.

· The need for the technological upgrade of its disinfectant machine may indicate signs of impairment of the machine. Any impairment therefore should be recognized in the accounts.

    Give 2 marks each









                      Max. 10 marks

(ii) Audit evidence

· There must be correspondence from the Local Council relating to the ban and confirm the amount of the penalties imposed.
· Evidence may also be available from the newspapers and other write ups and reports relating to the ban
· After date review of the cash book and bank statements to confirm payment of the fines
· Confirmation from the supplier of the machine of the cost of upgrading it.
· Senior management board minutes relating to the ban and action taken 
2 marks each










       Max.   10 marks
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