AUDIT

Professional 1
December 2000

MARKING SCHEME

Page 1 of 14

(Copyright)



Audit December 2000
Marking Scheme

Question 1

@ (i) Vduefor money istraditiondly andysed into the 3 Es

Economy - aoquiring  resources  of  gpproprigte  qudity  and
quantity at the lowest cost (the measure of input).
Efficiency - maximisng the useful output from the resources

used or minimiang the levd of work in producing a
given levd of input (the messure of the reaionship
between input and output).

Effectiveness - enauring that the output from any given activity is
achieving the desired result (the messure of output).

VFM has more relevance to the public sector than the private sector because;

Expenditure out of the public purse has dways been viewed as
requiring more safeguards than expenditure out of the private purse of
acompany;,

Private sector shareholders can assess VFM of their company from the
results and profitability eech year;

In the public sector, it is more important how cost effectivdy the
money was spent than the fact that it was actually spent;

Public sector auditors have a datutory duty to review vaue for money;
and

In the context of ‘Best VAue, VFM isimportant
1 mark for each of the above points up to a maximum of 6

(i) Fectors which need to be taken into account in achieving vaue for money
in the running of agtaff canteen service could include the following:

Economy

- Codsof procuring provisons and equipment — Portion control
Tendering of contracts to supply provisons and equipment
Discounts through bulk purchasing
Pay rates and conditions for saff
Disposa of waste
Contracting out of catering operation

Efficiency
Andyds of method of providing lunches
Cogt per med sold

Wastage anadlysis— medls served as a percentage of those produced
Utilisation of staff and expensive equipment
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Effectiveness
Take up rates for the service
Customer satisfaction
Evduation of dternatives and dternative providers

In al cases one can andyse over time or in comparison to other Smilar outlets
Up to 2 marks available for each section subject to a maximum of 6

(b) () Internd control is defined as
‘the whole sysem of controls, financid or otherwise, edtablished by the
management in order to cary on the busness of the enterprise in an orderly
and efficient manner, ensure adherence to management policies, safeguard the
asts and secure as far as possble the completeness and accuracy of the
records . (CIPFA text — Auditing in the Public Sector)
3 marks for full definition:
or 1 or 2 marks for partial definition incorporating key elements of the above

Internd control procedures re purchase of vehicles

Authorisation

Investment appraisal

Tendering

Security of equipment

Invoicing procedures

Controls over entry to asset register

1 mark for full description of any relevant control subject to a maximum of 3
Internal control procedures re running cods of the fleet:

Proactive management of insurance related costs

- Tendering

- Safedriving

Authorisation of repairs

Security of Storage

Maintenance and checking of log books, for exampe entriesmileage
Codting of running costs

Petrol issued from depot

1 mark for full description of any relevant control subject to a maximum of 3

@i Interview individud officers concerned as to judificaion for ther actions
subject to the following guiddines on interviewing in suspected fraud cases,
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Inform interviewee of time and place

Have a witness present (to take notes)

Allow obsarvers if necessary, for example Senior Management or Trades
Union Representative

No duress to be gpplied during the interview

Carryout interview according to PACE rules

Caution the witness

If sugpect makes a statement, then ensure that this is done on a voluntary
besis

Accurate notes of interview

Consder suspension and/or escort from premises

Inform Externd Audit

Advise Fraud Sqguad and Insurers a earlies point to establish working
relationship to achieve successful prosecution

Congder action to recover loss directly from culprit

Advise management of shortcomings of the sysem and consder internd
controls and accounting system to prevent recurrence of fraud

% mark for each of the above points up to a maximum of 6

(©) Unlike the private sector, most public sector organisations have no choice in the
appointment of their external auditors.

The key playersin public sector externd audit include:

Audit Commission and Didrict Audit — local government and the NHS
Nationa Audit Office— central government

Audit Scotland — local government, NHS, Scottish Executive Departments,
certain NDPBs, water authorities, further education colleges

Northern Irdland Audit Office— Local gover nment

Private Sector Firms— audit various public sector organisations

1 mark for description of each of the above up to a maximum of 5

d Generd controls relate to the environment within which computer systems are
devdoped, mantaned and opeated and which therefore rdae to Al

applications.
The objectives of generd controls are to ensure the proper development and

implementation of goplications, the integrity of program and data files and of
computer operations
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Organistiond controls
Operationd controls
Fle controls

Network controls
Environmenta controls

1 mark for explanation of each of the above controls up to a maximum of 5

(7)
(40)
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Question 2

Candidate's satement of views on the benefits of an internd audit function to include
the following:

(@  Theeffect of the Cadbury Committee recommendations

The Cadbury Report in generd cdls for a high standard of corporate
governance and has prepared a code of best practice for the internd
governance of organisaions.

The use of an audit committee is recommended and there is a need for
openness, integrity and accountability by management.

Other Committees like Hampe and Turnbull have highlighted the
importance of interna control and the interna audit function.

There needs to be some pad function within the organisaion to carry out
investigations and to check that controls are operating.

Such a function will ensure that there are controls in place to ensure that
the data presented to management and the Audit Committee is accurate
and that management policies are carried out.

The internd audit function is well gble to undertake such activity as it is
independent of other management, trained to be objective and able to carry
out nor+routine Sudies in order to improve control.

1 mark for each of the above points
(b) Contribution to efficiency and profitability

Internd  audit is not merdly a service checking that internd controls are
operating successfully, though this can itsdf be vauable in the detection
and prevention of fraud and in the correct operation of key aess of the
business.

It is an independent gppraiser of what is hgppening, reviewing sysems and
adtivitiesin avaue-for-money sense.

The internd audit function can dso operate as a channd for information to
the audit committee, if one exigts

The function may dso be employed to undertake specid invedigations of
problem areas that are currently not adequately tackled.

Reduction in externd audit fee and work carried out by externd audit.

1 mark for any of the above points
The contribution made by Internd Audit might include:

The dimination of waste, epecidly where this results from poor or non-
exigent control;
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The establishment and maintenance of standards which may reduce error
and increase efficiency;

Assessing reliahility and monitoring of processes and decisons, and

Ensuring compliance with the law, especidly in an incressingly complex
environment of reporting recuirements.

1 mark for any of the above points 3

(6)

(©
In-house provison
Buying in the service from an internd audit service provider
Consortium and agency arrangements

‘Right-sourcng’
Y% mark for naming each option
1%2 marks for describing how eachoption operatesin practice 8
(20)
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Question 3

The answer should be in the format of a memo and 1 mark is alocated for correct
format. 1
General introduction regarding quality control. 1
Reference to SAS 240 ‘ Quality control for audit work’ or SO 9000 or similar 1
Demongtrations of quality of services through use of performance indicators 1

I mportance of quality control

High qudity audits reduce the risk of audit falure and the auditor being sued for
negligence.
Poor quality audit can result in a deterioration in the rdaionship with the dient.
If procedures are good, audit managers and partners can be more confident that
the audit work has been carried out stisfactorily.
High quaity work ensures there are good records of audit work which may be
required in acourt of law.
High qudity audit work should increese the efficiency of the audit and hes the
potentid to reduce codts.
A high qudity of audit work will minimise the occasons when review of audit
work reveds inadequacies.
Risks of inadequate auditing include censure (or worse) by professond or
regulaory bodies

1 mark for any of the above subject to a maximum of 4

Training of Staff

Ensures highest level of competence.
Unqudified daff to be given support and resources to dudy for professond
traning.
Qudified daff should be encouraged to participate in ‘continuing professond
development’.
Saf chould be traned in the organistion's auditing procedures, including
preparation of working papers.
Onrgoing training should be provided with regard to new auditing and accounting
legidation.

1 mark for any of the above subject to a maximum of 4
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Monitoring performance of staff

Performance of each employee should be assessed idedly at the end of each audit
assgnmen.

Senior member of gaff in charge of the audit should assess each member of ther
team and the manager should assess the senior in charge.

Feedback procedure should be incorporated within any sysem of performance
review.

Provide greater exposure to aeass where daff have previoudy experienced
difficulty.

1 mark for each of the above points 4
Reviews of audit work

Sdf reviews
- by the auditor before passing audit files on for review by management.

Reviews by audit management
- a ddaled review of the work performed by the auditor and an assessment of the
audit in its broader perspective.

Reviews by internd quality control teams. This hgppens in dl mgor firms and
in other maor audit providers

Reviews by externd audit
- if internal audit work has been prepared by a firm, then this is often reviewed by
the corresponding externd auditor as part of his reliance on internd audit work.
Nationad quality control review of public sector audits
- vaious public sector audit work is checked for its qudity by the Audit
Commission and Audit Scotland.
1 mark for any of the above subject to a maximum of 4

(20)
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Question 4

@

Over reliance on oneindividud (Frank Wise).

Lack of induction/training.

Potentia accessto al systems, not necessarily those rdevant to Kirsty’ swork.
Lack of written procedures and guidelines.

Unauthorised software used on organisationa equipment.

Private work being caried out in organisation’s time/conflict of interest re
contract.

Lack of control re issue of monies from petty cash and unauthorised use.
Management supervison is wesk/non existent.

They appear to be overgaffed/uncommitted.

Thereisno awareness of control issues.

1 mark per point up to a maximum of 8
(b)
Controlsto limit access would include:

Passwords for access to the mainframe computer through the termindls;

The passwords should be user specific and each user should have access to
specific programs and files,

The computer should record the name of al those accessng the computer to add,
dter or delete data; and

Users of the remote terminds should be given a code that identifies the user as an
authorised user.

Effectiveness of the above controlsis determined by a number of factors:

Passwords should be changed regulaly and should not be ade to be eadly
guessed;

Access should be provided to each computer user in accordance with need;

Application and sysems programmers should be prevented from accessng
production data files, and

Operators require access only to production data files.

1 mark for each of the above or any relevant point subject to a maximum of 6
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©

There are Sx fundamentd principles outlined in the Guiddine:
A member should be trustworthy and honest in performing professiona services.
A member should be fair and objective in his or her behaviour.

A member undeteking to provide professond sarvices should be competent to
provide those sarvices.

A member should respect confidentidity.
A member should behave in a professona manner.

A member should cary out sarvices to the rdevant technicd and professond
sandard.

1 mark for full explanation of each of the above points 6

(20)
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Question 5

@
The principd controls in awages sysem include;

There are clearly defined pay rates and rates for overtime, Sck pay etc;

A proper divison of duties in the wages sysem, for example employees who
caculate wages should not be respongble for making up the wage packets,

Thereis proper control over custody of cash for wages and unclaimed wages,

Wages are only paid to employees for work done;

Employees sgn when they receive their wages,

Employees are paid a the authorised rate;

There is appropriate authorisation of such matters as gppointment of new
employess, dismissd of employess changes in raes of pay, promotions and
overtime,

Deductions ae correctly caculated (or for voluntary deductions, are authorised
by the employee) and paid promptly to the rdlevant authorities;

Payments are made to the correct employees; and

The transactions are correctly recorded in the books of account.

The purpose of these controlsis to ensure that;
Employees are paid a authorised rates for work done (or hours worked);
The transactions are recorded accurately in the accounting records;

The employee and other authorities (for example Inland Revenue) are pad the
correct sums; and
Therisk of fraud and error is minimised.

% mark for each of the above points up to a maximum of 6

®
The following techniques can be usad for checking the existence of these employees:

The dgnaure of the employee signing for his or her wage can be checked to the
record in the personndl departmernt;

The employee can be checked to the annud return made to the Inland Revenue
(for PAYE and Nationd Insurance purposes), and there may be natifications from
the Inland Revenue of changesin the employee stax code;

The employee should have a Nationd Insurance number, which should be of a
vaid form;

The depatment manager could acknowledge a lig of individuds employed in
his’/her department (but this could be weak audit evidence);
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There may be other evidence of the exigence of employees, such as piecework
returns, and correspondence kept in the personnd department. and

There should be an employment file containing a formd offer letter to the
employee (authorised by an gppropriate officer and dgned by the employee) and
other contractua documentation.

1 mark for each of the above or any other relevant points 5

(©

Determine processes used for daters and leavers, paticulaly methods of
natifying darters and leavers detalls to the payroll section.

Sdect two payralls, say sx months gpart, and compare the names on the payroll.
Where the name gppears on both payralls, the employee has been pad for the full
gx-month period.

Where the name gppears on the firg payroll and not the second, this is a ‘leaver’,
and where the name appears on the second and not on the firdt, thisisa‘ Sarter’.

Ligt the names of the darters and leavers and go to the personnd department to
find the dates the employees ether darted or left the organisation. For the
darters, check that they were not paid for the week before they started and for
leavers check that they were not paid for the week after they had left

As many weekly paid employees are pad a week in arears, due dlowance will
have to be made when performing the check. If they are paid in arrears:

- darters will not be paid the first week of ther employment, and ther firs wage
will be a the end of their second working week;

- leavers will be paid the week after they leave, but not the week after that.

Ensure from gppointment documentation that darters are added to the payroll at
the appropriate levd of pay.

Ensure in the case of leavers gppropriate account is taken of holiday pay.

1 mark for each of the above points up to a maximum of 4

@)

Andyticd review techniques which can be used in auditing the wages sysem may
indude:

Comparing the gross and net wages, the PAYE and Nationd Insurance for each
month and with the previous year. Any unusud changes can be investigated.

The average wage per employee will be cdculaed and any sgnificant changes
will be investigeted.

The ratio of wages to sdes will be caculated and compared with previous years.
Any sgnificant changes would be investigated.
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A sample of payrolls will be scrutinised and any large wages will be investigated.

These wages should be agreed to information held in the personnd department.

Where the sysem of internd control is wesk (for example where daff are
involved in recording or paying their own wages), the wages of these employees
will be checked.

Returnsto the Inland Revenue will be test checked to the payrall.

Test check the computations on the payroll, incduding the cdculation of the
deductions and the sum of each employee' s pay to the totdl.

Andyss of the wages expense (for example sdes, production, adminidration
wages) will be test checked from the payroll to the nomina ledger and the tota
for the year will be compared with previous years. Any sgnificant changes will
be investigated.

For daff pad a fixed weekly or monthly wage, the total gross wages will be
checked as being the product of the number of employees pad in the year (from
the personnd records) and the average annud sday (from the authorised sdary
rates).

1 mark for any of the above subject to a maximum of 5 5

(20)
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