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ASSIGNMENT 02/2013
QUESTION 1

55 Marks 
1.1 Responsibilities of internal auditing
15 marks
QUESTION 2.17 (b) IN GRADED QUESTIONS ON AUDITING 2013
Reference: 
The King III Report (2009:93-98)
1.
Performing bank reconciliations

· Internal audit should not take on this responsibility. (1½)  The bank reconciliation is a routine accounting procedure which is the responsibility of the accounting department. (1½)
2.
Conducting surprise cash counts

· Internal audit could justifiably carry out this procedure as part of its assessment of the effectiveness of internal controls. (1½)
· It would be particularly appropriate as part of an exercise to assess whether the controls in place over the custodianship of cash at the manufacturing facilities are adequate to address the risks of misappropriation or misuse of cash resources (which are material). (1½)
3.
Performing inventory cycle counts

· Again internal audit should not be part of the monthly internal control routines. (1½)
· Internal audit may well attend and observe cycle counts and indeed perform a sample of test counts but this would be to evaluate the company's inventory controls as part of a risk based plan to assess the effectiveness of management’s response to the risk of inventory loss. (1½)
4.
Investigate suspected instances of fraud

· Internal audit should investigate suspected instances of fraud as they are perfectly placed to do so.  They are independent, technically capable and should be familiar with all aspects of the business and the various risks it faces and therefore the ways in which fraud could be perpetrated. (1½)
· One of internal audit’s roles is to provide information regarding instances of fraud or alleged fraud to the board so that appropriate action can be taken. (1½)
5.
Head hunting suitable financial staff

· Internal audit should not be involved in “head hunting” as this is a human resource function which does not align with the role of internal audit in any way. (1½)
· Besides the fact that it is not an internal audit function, at a later stage internal audit may be required to audit work performed by the person they have “head hunted” which will result in their independence being impaired or at least being seen to be impaired. (1½)
6.
Marketing department complies with policies

· Internal audit could certainly take responsibility for this review as part of its role is to systematically analyse and evaluate business processes and associated controls.  This activity will usually have an element of compliance testing in it. (1½)
7.
Suppliers telephonic complaints hotline

· Internal audits primary functions (and the expertise of its members) are geared to assessment and evaluation of processes and controls. (1½)
· This is a function which internal audit could justifiably carry out.  One of the major reasons that a company sets up a complaints hotline is to monitor the internal control process.  In this specific case, the contravention of company policies and procedures relating to the ordering/buying function, particularly those of an ethical nature e.g. suggesting the possibility of the suppliers paying a bribe “commission” or “fee” for placing the order with that supplier. (1½)
· Any instances of fraud, corruption or unethical behaviours should be investigated by internal audit (and others where necessary). (1½)
8.
Review the draft integrated report

· This is a perfectly acceptable function for the internal auditor to carry out. Although final responsibility for the integrated report lies with the Board the responsibility for overseeing integrated reporting and its integrity lies with the audit committee. (1½)
· The focal point of liaison between the external auditor and the company is the audit committee and internal audit reports to the audit committee and any action which the three bodies can take to improve the report and enhance efficiency and effectiveness of the external audit is desirable. (1½)
Comment
The role of internal audit is set out principle 7.1 of chapter 7 of the King III Report.  King III emphasises that internal audit should follow a risk based approach to internal auditing.
1.2 Weaknesses and the consequences thereof in the revenue and receipts business cycle.
40 marks
QUESTION 8.10 (a) AND (b) IN GRADED QUESTIONS ON AUDITING 2013
Reference: 
Jackson & Stent (2012:10/10-10/19)

	WEAKNESSES:
1.
SALES
1.1
No listing of orders is prepared at the mail opening stage (no record of incoming mail). (1½)

	POSSIBLE CONSEQUENCES:
1.
SALES
1.1
Orders not acted upon may never be detected and sales (and customers) will thus be lost. (1½)

	1.2
When goods are out of stock, customers are told to re-order at a later date (no back ordering system). (1½)
	1.2
Customer relations could deteriorate and sales lost because of the absence of a backordering system. (1½)

	1.3
No formal system of credit management exists (1½) in respect of either:

* new customers

* existing customers
	1.3
Goods could be sold to new customers who are unlikely to pay, or the company could continue to supply customers who have already exceeded their credit limits.  Bad debts are likely to increase. (1½)

	1.4
The debtors clerk authorises deliveries and handles all the sales documentation (poor division of duties). (1½)
	1.4
He could organise deliveries to himself or friends and destroy all documentation relating thereto (theft in effect). (1½)

	1.5
Sales invoices are not pre-numbered so no sequence checking as a control can take place (multi-colouring does not make sequencing possible). (1½)
	1.5
Invoices could go missing before delivery in which case sales (and customers) could be lost; or they could go missing after delivery which could mean that the customer does not get invoiced. (1½)

	1.6
Delivery notes are not pre-numbered so no sequence checking can take place. (1½)
	1.6
Delivery notes (and hence proof of delivery) could be lost if the delivery notes are not accounted for in sequence. (1½)

	1.7
Delivery notes are not matched to invoices. (1½)
	1.7
Goods could be delivered but never invoiced either intentionally or by mistake.  This is compounded by the lack of document numbering. (1½)

	1.8
The despatch section does not get (or retain) a copy of the delivery note. (1½)
	1.8
They will not be able to monitor the efficient delivery of goods and will not be able to deal with delivery queries. (1½)

	1.9
Invoices are not independently checked for errors before being mailed. (1½)
	1.9
Errors could cause the company to lose money (e.g. undercharging) or could upset customers (e.g. overcharging). (1½)

	1.10
The white copy of the invoice is the only copy altered if there are errors, entry into the accounting records are done from the green copy. (1½)
	1.10
The entries in the debtors ledger and sales journal could differ from the details on the white copy resulting in unreliable records and difficult reconciliations. (1½)

	1.11
Once the green copy of the invoice is passed on for entry into the sales journal, no copy of the invoice remains in the debtors section. (1½)
	1.11
The debtors clerk will have great difficulty in resolving queries without ready access to copies of the invoices. (1½)


	1.12
Gate control is inadequate, simply confirming that there is a delivery note for every consignment is not enough. (1½)  The detail of what is being taken off the premises should be compared to the delivery note (actual compared to recorded) and the gate controller should sign/stamp to this effect.  (It is not too difficult to check basic building materials.) 
	1.12
Failing to compare goods to delivery note facilitates theft and an opportunity to identify errors if delivery is lost.  (1½)

	2.
DEBTORS
2.1
The mail openers do not maintain a register of incoming cheques. (1½)
	2.
DEBTORS
2.1
Cheques could be lost or stolen without any evidence of them having been received, resulting in losses and disgruntled customers. (1½)

	2.2
The cheques are handed to the debtors clerk. (1½)  They should be restrictively crossed and sent directly to the cashier.
	2.2
Although cheque fraud is getting harder to perpetrate the debtors clerk has provided the opportunity to steal cash cheques and manipulate the debtors records to hide the theft. (1½)

	2.3
Debtors queries are not reviewed/resolved by an employee independent of the debtors function e.g. Depak Patel. (1½)
	2.3
Inefficiencies or frauds perpetrated by the debtors clerk could easily be hidden if only he deals with debtors queries. (1½)

	2.4
Credits to debtors accounts (other than payments) are not authorised by a responsible official. (1½)
	2.4
Errors or frauds can be covered up by passing fictitious credits to debtors accounts. (1½)

	2.5
Statements are not independently checked before they are sent to customers. (1½)
	2.5
Firstly this makes it easier for the debtors clerk to cover any fraudulent acts e.g. if the statements were independently checked, credit notes or other adjustments could be followed up.

Statements may include unintentional errors resulting in delays in payment and undercharges. (1½)

	2.6
Attempts to recover overdue amounts are inadequate. (1½)
	2.6
Long outstanding debtors are not going to feel particularly pressurised into paying with a simple "overdue" on their statement. (1½)

	2.7
Debtors are written off in a very arbitrary way, and management do not authorise the bad debt write offs. (1½)
	2.7
Debtors could be written off when they may still have paid had the debt been followed up or handed over.  In addition, debtors frauds can be very easily suppressed, e.g. just written off as bad. (1½)

	2.8
No age analysis is prepared. (1½)
	2.8
Overdue debtors are more likely to be overlooked under the present system. (1½)


	2.9
No-one checks the accuracy of the debtors listing. (1½)
	2.9
The debtors clerk could manipulate the listing when he knows that certain errors or irregularities could cause the control account not to agree with the debtors ledger and genuine errors could go undetected. (1½)

	3.
GENERAL

3.1
There is a general lack of supervision and review with regard to all aspects of the revenue and receipts cycle (poor control environment) (1½)
	3.
GENERAL
3.1
A poor control environment (coupled with poor division of duties) makes it simple for employees to perpetrate fraud and cover it up.It also gives rise to a general slackness amongst employees (poor control awareness) which can easily result in errors and omissions. (1½)

	3.2
Employees do not sign documents to acknowledge that they have carried out a procedure. (1½)

	3.2
Unsigned documents weakens isolation of responsibility, e.g. if the gate keeper does not have to sign there is no way of knowing if he has conducted any checks on despatches. (1½)


Comment:

It is important to be able to identify weaknesses and risks in a business cycle, in order to be able to understand and apply internal controls in the cycle.  Refer to activity 6 in study unit 4.1 of your study guide for an example of the relationship between weaknesses (risks) and internal controls.
OTHER ASSESSMENT METHODS
KEY TO THE EXAMINATION PAPER INCLUDED IN TUTORIAL LETTER 101/2013 WHICH SERVES AS A SELF EVALUATION ASSESSMENT

QUESTION 1

50 Marks 

1.1
Internal controls that management can implement in the ‘recording of receipts’




10 marks
Reference:
Jackson & Stent (2012: 10/17)
1. The cash receipts journal should be written up on a daily basis by date and receipt number. (1½) 

2. Supervisory staff (i.e. Mr Kilo Davies) should review the cash receipts journal for missing dates and gaps in the sequence of receipts.  He should also test postings to the debtors’ ledger. (1½)
3. The “cash book” (cash receipts and payments journal) should be reconciled to the bank statement every month by an employee independent of the banking/recording of cash. (1½)
4. The bank reconciliation should be reviewed by the Financial Manager, Mr Kilo Davies. He should sign on the reconciliation as proof that he has reviewed it. (1½)
5. Queries from debtors should be investigated by an employee independent of debtors and banking. (1½)
6. Reconciliation of the debtors’ ledger to the debtors control account in the general ledger should be conducted on a regular basis by the financial accountant. (1½)
7. All employees must always sign documentation/records to acknowledge the control procedure they have conducted. (1½)
8. Segregation of duties should exist between the receiving of payments and the recording thereof. (1½)
9. Competent and trustworthy personnel should be appointed to the recording of receipts function. (1½)


(1½ for each valid internal control to the max. of 10 marks)
Comment:
Remember to limit your answer to the recording of receipts in the revenue and receipts cycle.  No marks will be awarded for internal controls over other functions in the cycle.  Use the control activities (one of the five components of internal control) to formulate the internal controls in your answer.

1.2
Application controls to ensure that only amendments that are authorised, accurate and complete are made to the debtors masterfile in a credit sales accounting system   

16 marks

Reference:  
Jackson & Stent (2012: 10/24)
1. Restrict write access to the debtors masterfile to a specific member of the section by the use of user ID and passwords. (1½)
2. All masterfile amendments should be automatically logged by the computer on sequenced  logs and there should be no write access to the logs. (1½)
3. To enhance the accuracy and completeness of the keying in of masterfile amendments and to detect invalid conditions, screen aids and programme checks can be implemented. (1½)
Screen aids and related features:
4. Minimum keying in of information.  For example when amending existing debtor records, the user will only key in the debtors account number to bring up all the details of the debtor. (1½)
5. Screen formatting, screen looks like Masterfile Amendment Form (MAF), screen dialogue. (1½)
6. The account number for a new debtor is generated by the system. (1½) 
Programme checks:
7. Verification/matching checks to validate a debtor account number against the debtors masterfile (invalid account number, no amendment). (1½)
8. Alpha numeric checks. (1½)
9. Range and/or limit/data approval checks on terms and credit limit field, for example credit limit or payment terms parameters. (1½)
10. Field size check and mandatory/missing data checks, e.g. credit limit and terms must be entered. (1½)
11. Sequence check on MAFs entered. (1½)
12. Dependency checks, for example the credit limit granted. (1½)




(1½ for each valid internal control to the max. of 16 marks)
Comment:
Use the table in activity 10 of study unit 2.3 to guide you in the formulation of your answer.
1.3 Good governance of risk in accordance with the King III report 
12 marks

	ASPECT
	WHO IS RESPONSIBLE
	EXPLANATION

	a) Overall governance of risk.
	The board (principle 4.1). (1½)
	The board is responsible for the governance of risk through formal processes, which include the total system and process of risk management. (1½)

	b) Designing, implementing and monitoring the risk management plan and policy.
	The board should delegate to management (principle 4.4). (1½)
	Management should execute the risk strategy in accordance with the board-approved risk management policy and plan. (1½)

	c) Monitoring the risk management process.
	The board, risk committee, audit committee (principle 4.3.2.1). (1½)
	The board should ensure that management monitors the risk management plan effectively and continually. (1½)

	d) Performing an objective assessment of the effectiveness of risk management.
	Internal audit (principle 7.1.2.2). (1½)
	Management is accountable to provide the board with assurance that it has implemented and monitored the risk management plan and that it is integrated in the day-to-day activities of the company. (1½)






(1½ for each valid internal control to the max. of 12 marks)
1.4
Inventory count procedures when conducting the count
12 marks

Reference:  
Jackson and Stent (2012: 12/12-12/13)

1. The count staff should be divided into teams of two, with one member of the team being completely independent of all aspects of inventory. (1½)
2. All teams should be given a floor plan of the warehouse which should clearly demarcate the inventory locations for which they are to be held accountable. (1½)
3. All inventory should be counted twice.  One of the following methods can be adopted: (1½)
· One member of a team counts and the other records, swapping roles thereafter and performing a second count in the same section to which they were assigned.

· Count teams complete their first counts, hand their inventory sheets back to the count controller and sign for the inventory sheets of another section, thereby doing their second counts on a section already counted by another count team.
4. As items are counted they should be neatly marked by the counters. e.g. second counters should use a different coloured marker.  Alternatively the tag system described under “documentation” can be used. (1½)
5. Where count teams identify damaged inventory or inventory in an area of the warehouse which appears unused/excessively dusty, these inventory items must be marked as such on the inventory sheets (potential write downs). (1½)
· The contents of boxes where the packaging appears to have been tampered with, should be counted and the details noted on the inventory sheet.
6. A few boxes should be selected at random in each section and the contents compared with the description on the label to confirm that the contents have not been changed/removed and the seal replaced. (1½)
7. The count controller (and assistants) should … (1½)
· walk through the warehouse once the count is complete and make sure all items have been marked twice or that the detachable portions of all tags have been removed.

· examine the inventory sheets to make sure that first and second counts are the same and agree to the quantities recorded on the perpetual inventory if there is one

· instruct the count teams responsible for sections where discrepancies are identified to recount the inventory items in question.
8. The count controller should obtain the numbers of the last goods received note, invoice, delivery note and goods returned note used up to the date of the inventory count. (1½)
9. No despatches of inventory should take place on the date of the inventory count. (1½)
10. Any inventory received after the count has begun should be stored separately in the receiving bay, until the count is complete and must not be put into the stores.  This inventory must be counted and added to the inventory sheets after the count is complete. (1½)
11. The counters responsible for the count sheets should … (1½)
· draw lines through the blank spaces on all inventory sheets, and

· sign each count sheet and all alterations.
12. The inventory controller should check that this procedure has been carried out and should sequence test the inventory sheets to ensure that all sheets are accounted for. (1½)
13. Count teams will only be formally dismissed once the count is complete and all queries have been attended to. (1½)



(1½ for each valid internal control to the max. of 12 marks)

Comment:

Limit your answer to inventory count procedures during the inventory count.
QUESTION 2

50 Marks
2.1 
Risks that may be identified in the ordering function
11 marks

Reference:
Jackson & Stent (2012: 11/9)

1. There is a risk that the new order clerks may order incorrect goods (chemicals), resulting in wastage in production and liquidity problems for the entity. (1½)
2. There is a risk that the new order clerks may order unnecessary goods (chemicals), resulting in wastage in production and liquidity problems for the entity. (1½)
3. There is a risk that the new order clerks may order unauthorised goods (chemicals) as a result of not being familiar with the ordering system and hierarchy resulting in losses to the company (through fraud or error). (1½)
4. The new order clerks may not be familiar with the re-order levels which create the risk that requisitions may not be acted upon or that orders may not be placed timeously. (1½)
5. The new order clerks may not be familiar with the needs of production and the relevant suppliers hence there is a risk that they may obtain inferior quality goods (chemicals). (1½)
6. Over and above the relationships that Tar Chemical Works Limited would have established, the new order clerks may not have established their own relationships with the suppliers as such there is a risk that they may end up paying unnecessarily high prices for goods (chemicals) instead of negotiating discounts with the relevant suppliers. (1½)
7. Over and above the relationships that Tar Chemical Works Limited would have established, the new order clerks may not have established their own relationships with the suppliers as such there is also the risk that the orders placed with suppliers may not be filled / not timeously filled. (1½)
8. Since these are the new order clerks there is a risk that order forms may be misused e.g. for placing orders for private purchases. (1½)


(1½ for each valid point to the max. of 11 marks)
Comment:

Keep in mind that internal controls are designed and implemented as a response to risk.  It is therefore important that you are able to identify risks in a business cycle in order for you to understand and apply internal control in the cycle.
2.2
Internal controls over the ordering function to ensure a system of good internal control in the purchases and acquisitions business cycle.
15 marks
Reference:
Jackson & Stent (2012: 11/9)
1. Order clerks should not place an order without receiving an authorised requisition. (1½)
· The order should be cross referenced to the requisition(1½)
· Prior to the requisition being made out, stores/production personnel should confirm that the goods are really needed especially where preset re-order levels and re-order quantities are used as the basis for the requisition. (1½)
2. Before the order is placed, a supervisor/senior buyer should …
· check the order to the requisition for accuracy and authority(1½)
· review the order for suitability of supplier, reasonableness of price and quantity, and nature of goods being ordered (are they items used or sold by the company). (1½)
3. The company should preferably have an approved supplier list (1½) to which the buyer should refer when ordering.
· If the company does not have approved suppliers the buyer should seek quotes etc. from a number of suppliers before placing the order(1½)
· Even when ordering from an approved supplier, the buyer should contact the supplier to confirm availability and delivery dates. (1½)
4. The ordering department should file requisitions sequentially by department (each department will have its own book of requisition forms) and should frequently review the files for requisitions which have not been cross referenced to an order. (1½)
5. A copy of the order should be filed sequentially and the file should be sequence checked and frequently cross referenced to goods received notes, to confirm that goods ordered have been received.  Alternatively the pending file of purchase order forms in the receiving bay can be reviewed for orders which are long outstanding. (1½)
6. Blank order forms should be subject to sound stationery controls. (1½)


(1½ for each valid point to the max. of 15 marks)

2.3 Internal controls that can be implemented over the safeguarding of equipment acquired in the current year
15 marks

Reference:
Jackson & Stent (2012: 14/3; 14/21 – 14/26)

1. All new equipment needs to be recorded in the fixed assets register. Details such as the description, registration number, make and model need to be recorded. (1½)
2. The initial cost amount and all subsequent accumulated depreciation needs to be recorded in the fixed assets register and regularly reconciled to the amount recorded in the general ledger. (1½)
3. The doors of the factory where all the equipment is housed should be locked and a key or swipe card (or biometrics) should be required to open the doors. (1½)
4. There should be minimum entry and exit points at the factory where the equipment is housed. (1½)
5. Only authorised employees should be allowed access to the factory where equipment is kept. (1½) 
6. Security checks should be performed on any visitors’ identity and the purpose of the visit, by a security guard at the gate of the factory. (1½)
7. The user’s arrival and departure should be logged in a visitors register and an identification card provided. (1½)
8. The visitors should be escorted to the factory where the equipment is kept by a security guard. (1½)
9. Surveillance cameras or video recording should be installed at the factory and should record all movement. (1½)
10. Insurance should be taken out on all new assets acquired to reduce loss. (1½)


(1½ for each valid internal control to the max. of 15 marks)
Comment:

Internal controls over the safeguarding of equipment are physical control activities.  Control activities are one of the five components of internal controls and refer to the actions taken as a response to risk.  In this question the risk of theft of equipment was addressed.

2.4 
Internal controls that should be implemented over unclaimed wages  
9 marks

References: 
Jackson & Stent (2010: 13/5; 13/12)

1. Unclaimed wage envelopes should be returned to the cashier or paymaster, who should record these in an unclaimed wages register and safeguard these. (1½)
2. The cashier or paymaster should sign the payroll record to acknowledge receipt of the unclaimed wages identified. (1½)
3. The pay-packets may not be released to other parties, for example a family member, unless the employee has given written permission. (1½)
4. Wages still unclaimed at the close of the following week should be deposited in the bank account of the entity. (1½)
5. When unclaimed wages are subsequently paid, proper identification of the employee should be established. (1½)
6. Employees should sign the unclaimed wages record to acknowledge receipt of their wages. (1½)
7. The unclaimed wages register should be scrutinised periodically by a senior independent person and long outstanding unclaimed wages should be investigated and re-deposited. (1½)


(1½ for each valid internal control to the max. of 9 marks)
Comment

Unclaimed wages is merely a part of the function of the pay-out of wages in the payroll and personnel cycle.  No marks will be awarded for internal controls that do not relate to unclaimed wages.
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