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As per the Level 4 Apprenticeship, you will need to demonstrate that you have the 
necessary Level 2 Maths & English Skills.   

The list below shows the relevant skills that you will have demonstrated whilst 
studying for this unit:  We have also shown which skills you are demonstrating on 
each example within the Integrated Workbook. 

For non-apprenticeship students, it is also useful to understand which Maths and 
English skills you are developing throughout this unit. 

MATHS 

Level 2 Using numbers and the number system – whole number, fractions, 
decimals and percentages 

M1 Read, write, order and compare positive and negative numbers of any 
size 

M2 Carry out calculations with numbers up to one million including strategies 
to check answers to include estimation and approximation 

M3 Evaluate expressions and make substitutions in given formulae in words 
and symbols 

M4 Identify and know the equivalence between fractions, decimals and 
percentages 

M5 Work out percentages of amounts and express one amount as a 
percentage of another 

M6 Calculate percentage change (any size increase and decrease), and 
original value after percentage change 

M8 Express one number as a fraction of another 

M9 Order, approximate and compare decimals 

Internal Accounting 
Systems and Controls 
 
L2 Maths and English Skills 
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Level 2 Measure, shape and space 

M13 Calculate amounts of money, compound interest, percentage increases, 
decreases and discounts including tax and simple budgeting 

 

Level 2 M30: Solving mathematical problems and decision making 

Students at Level 2 are expected to be able to: 

● Read, understand, and use mathematical information and mathematical 
terms; 

● Address individual problems as described above; 

● Use knowledge and understanding to a required level of accuracy; 

● Identify suitable operations and calculations to generate results; 

● Analyse and interpret answers in the context of the original problem; 

● Check and sense and reasonableness of answers; and 

● Present and explain results clearly and accurately demonstrating reasoning 
to support the process and show consistency with the evidence presented. 

The context of individual problems at this level will require interpretation and 
analysis in order for the student to be able independently to identify and carry out 
an appropriate mathematical process of processes. 
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ENGLISH 

Level 2 Speaking, Listening and Communicating 

Scope of study:  Includes extended narratives and information (information may 
be on technical, concrete or abstract topics), discussions, detailed explanations 
and presentations, all of varying lengths. 

E1 Identify relevant information from extended explanations or 
presentations 

E3 Respond effectively to detailed or extended questions and feedback 

E5 Communicate information, ideas and opinions clearly and effectively, 
providing further detail and development if required  

E6 Express opinions and arguments and support them with relevant and 
persuasive evidence 

E7 Use language that is effective, accurate and appropriate to context and 
situation 

E8 Make relevant and constructive contributions to move discussion 
forward 

E9 Adapt contributions to discussions to suit audience, purpose and 
medium 

 

Level 2 Reading 

Scope of study:  this should include a range of straightforward and complex texts 
on a range of topics and of varying lengths that instruct, describe, explain and 
persuade 

E11 Identify the different situations when the main points are sufficient and 
when it is important to have specific details. 

E13 Identify implicit and inferred meaning in texts 

E16 Understand organisational features and use them to locate relevant 
information in a range of straightforward and complex sources 
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Level 2 Writing 

Scope of study:  this should include straightforward and complex texts as articles, 
narratives, explanations and reports of varying lengths  

Spelling, punctuation and grammar 

E20 Punctuate writing correctly using a wide range of punctuation markers 
(e.g. colons, commas, inverted commas, apostrophes and quotation 
marks) 

E21 Use correct grammar (e.g. subject-verb agreement, consistent use of a 
range of tenses, definite and indefinite articles) and modality devices 
(e.g. to express probability or desirability) 

E22 Spell words used in work, study and daily life, including a range of 
specialist words 

Writing composition 

E23 Communicate information, ideas and opinions clearly, coherently and 
effectively 

E24 Write text of an appropriate level of detail and of appropriate length 
(including where this is specified) to meet the needs of purpose and 
audience 

E25 Organise writing for different purposes using appropriate format and 
structure (e.g. standard templates, paragraphs, bullet points, tables) 

E28 Construct complex sentences consistently and accurately, using 
paragraphs where appropriate 

 
Each example in your IWB will clearly highlight which skills you will be developing.  
Here is an example: 
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By the end of this session you should be able to:  

 discuss why different types and sizes of organisation or departments within an 
organisation will require different accounting information and systems  

 examine the impact of relevant legislation and regulations affecting the 
accounting function 

 explain the different accounting team staffing structures (centralised and 
decentralised) that will be required by different types or sizes of organisation 

 understand the importance of accuracy and cost-effectiveness within the 
accounting system 

 understand why accounting systems should be reviewed regularly to ensure 
that they are fit for purpose  

and answer questions relating to these areas. 

  

Outcome 

Chapter 1 
The accounting function  

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis & problem solving 

Behaviours: Ethics and integrity, personal accountability productivity 
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1.1 Organisations 

'Organisations are social arrangements for the controlled 
performance of collective goals'. 

There are many different types of organisations but they all share the 
following key characteristics: 

 Collective goals – organisations are defined primarily by their 
goals e.g. a secondary school has the main goal of educating 
pupils. 

 Social arrangements – organisations have structure to enable 
people to work together towards common goals e.g. secondary 
schools have different departments such as science and 
languages. 

 Controlled performance – organisations have systems or 
procedures to ensure goals are achieved e.g. teachers work to the 
curriculum set by exam boards. 

We’re going to focus on the third of these.  

 

  

Organisations and the need for control 
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1.2  Control mechanisms  

There are a wide number of ways that control can be used within an organisation, 
including the following: 

 Organisational structure – breaking the organisation down into smaller units.  

 Target setting and budgeting – so staff know what is expected of them. 

 Direct supervision – of staff by managers. 

 The culture of the organisation – e.g. where mistakes are not tolerated. 

 Self-control – employees are encouraged to work independently and take 
responsibility. 

 Control systems – e.g. where actual results are compared to the budget each 
month and variances produced. 

 Specific control processes – e.g. Purchases Ledger Control Account 
reconciliations may identify errors in processing purchase invoices. 

Core: TYU1 

 

1.3  Organisational structure  

Organisational structure is concerned with the way in which work is divided up and 
allocated and can involve: 

 The type of work performed: organisations may be split along functional lines 
(e.g. marketing, HR, finance, production). 

 The division of responsibility: organisations may be split on divisional lines 
based on: 

– Geography (e.g. UK vs overseas) 

– Products (e.g. for Kaplan could be AAT, ACCA, CIMA etc.) 
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 The degree of decentralisation: This refers to the level at which decisions are 
made. 

– In a centralised structure the upper levels of an organisation's hierarchy 
retain the authority to make decisions.  

– In a decentralised structure the authority to take decisions is passed 
down to units and people at lower levels. 

Decentralisation can also refer to where certain functions operate.  

e.g. Centralised: One head office employs staff, makes overall decisions, yet 
day to day control lost which could result in delays.  

e.g. Decentralised: Each division may have own departments (including 
accounts department) and retain ownership of day to day decisions.  

 

Example 1 [E1, E13]  

Maxco is a large company that operates in country Geeland. It manufactures 
several different products, each of which is highly complex and extremely 
specialised. Its sales have grown significantly over the last several years, with 
each of its products producing a roughly equal amount of Maxland's overall 
revenue.  

Which organisational structure is most likely to be appropriate for Maxland?  

A  Geographic  

B  Divisional  

C  Functional  

D  Decentralised 

The correct answer is B.  

As Maxland has several complex products, a structure that creates a 
separate division to look after each one seems the most logical. Functional 
and geographical structures would struggle to cope with the differing needs of 
the products. The level of work needed to run a large, complex organisation 
would also probably be best served by a centralised structure. 



Internal Accounting Systems and Controls  

 

10 

 The length of the scalar chain: the line of authority which can be traced up or 
down the chain of command. Relates to the number of levels of management 
within an organisation.  

 

 

 

  

Example 2 [E1]  

A business that has a short scalar chain will have:  

A  Few levels of management  

B  A low number of production processes 

C  A short distance between its head office and production sites 

D  A number of small retail outlets 

The correct answer is A. 

The term scalar chain refers to the number of levels of management within an 
organisation, so a short scalar chain would indicate a short distance between 
the top and bottom of the organisation, hence few levels of management. 
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 The size of the span of control: A manager’s span of control is the number of 
people for whom he or she is directly responsible.  

 Whether organisations are ‘tall’ or ‘flat’:  

– A ‘tall’ organisation has many levels of management (a long scalar 
chain) and a narrow span of control.  

– A ‘flat’ organisation has few levels of management (a short scalar chain) 
and a wide span of control.  

 

 

 

 

 

 

 

 

 

 

  

Fewer managerial 
levels 
(hierarchies) 

Flat 
Many managerial 
levels 
(hierarchies) 

Narrow span of control 
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1.4  Authority, responsibility and accountability  

In order to discuss these issues, it is important to distinguish between 
authority, responsibility and accountability. 

 Authority: some people must have authority or power over others. 
Authority and power flow downwards through the formal 
organisation. 

 Responsibility (for): the allocation of tasks to individuals and 
groups within the organisation. 

 Accountability (to): the need for individuals to explain and justify 
any failure to fulfil their responsibilities to their superiors in the 
hierarchy. 
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2.1  The accounting/finance function 

Accounting is the systematic recording, reporting and analysis of financial 
transactions within a business. Within this, accuracy and cost effectiveness are 
critical. 

The accounting function affects all areas of an organisation and should be capable of 
producing information to assist management with decision-making, monitoring and 
control, as well as producing financial information to meet statutory obligations. 

Finance has three main roles: 

 It is a resource that can be deployed (so that objectives are met.) 

 An organisation's objectives are often expressed in financial or semi-financial 
terms. 

 Financial controls are often used to plan and control the implementation of 
strategies (and financial indicators are often used for detailed performance 
assessment.) 

 

  

The accounting/finance function  
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2.2  The components of the accounting/finance function 

There are four components to the function: 

 

 

 

 

 

 

 

 

 

 

 

Financial accounting  

Preparing annual financial statements in accordance with relevant 
accounting standards and legislation.  

Management accounting  

Process of measuring, analysing, interpreting and communicating information to 
management in a form that is easy to understand.  

Treasury management  

Includes the management of working capital, cash, financing, foreign currency and 
tax.  

Internal audit  

Examines and evaluates the organisation’s risk management processes and systems 
of control, making recommendations for improvement.  

 

 

Accounting / Finance 
function  

Internal audit  
Treasury 

management  

Financial 
accounting  

Management 
accounting  
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Example 3 [E1, E13]  

Are the following statements about the finance function true or false?  

1 The internal audit department carries out audits on internal controls 
within the finance system to produce the annual audit report in the 
financial accounts. 

FALSE – internal audit reports are prepared for management. 

2 The format of financial accounts is prescribed by accounting standards 
and legislation. 

TRUE – companies in the UK follow accounting standards and the 
Companies Act 2006. 

3 Companies within the UK must use UK Accounting Standards when 
preparing financial accounts. 

FALSE – companies may select either UK or International Accounting 
Standards. 
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2.3  Sections in the accounts department  

The financial accounts department will be further divided with a supervisor or 
manager responsible for each section.  

e.g. sales ledger, purchase ledger, credit control and payroll.  

Management accounting work will also be divided up with accountants as 
supervisors of sections responsible for keeping different cost records.   

e.g. materials, production and marketing. 

Example cost accounts department: 

 

 

 

 

 

 

 

 

 

 

  

Production 
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Labour  
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Materials  
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2.4  Relationships with other departments  

Within any organisation, department or section, individuals must be organised to 
ensure that:  

 the overall objectives of the organisation are attained.  

 each department, section and individual makes a valid contribution. 

It is therefore essential that the efforts of each contributor are co-ordinated to ensure 
that objectives are met.  

The organisational structure should permit the flow of required information in all 
directions.  

Reporting procedures should ensure that progress is constantly monitored and that 
the work plan is kept to schedule. 

 

 

 

 

 

 

 

 

 

 

 

 

  

Reports 

Accounts/Finance 
Department  

Employees  
Shareholders  

Management  

Suppliers  

Sales  

Customers  

Payslips 
Time sheets  

Credit 
enquiries/ 

Copy orders  

Copy orders  

Authorised 
invoices  

Payments  

Authorisation 

Invoices 
Statements  

Receipts  

Invoice 
Statements  

Reports 

Purchases  



Internal Accounting Systems and Controls  

 

18 

Other relationships involving the accounting function include the following: 

 Marketing department  

 Payroll department 

 IT department 

Core: TYU2 
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3.1  Systems 

Before looking in detail at accounting control systems, it is worth considering the 
wider topic of what is meant by a ‘system’ and what are typical features of such 
‘systems’. 

Systems can be defined as a set of interacting elements responding 
to inputs to produce outputs. 

(e.g. central heating system, banking system, payments system) 

 

 

 

 

 

Environment 

Every system exists within an environment. This is the set of elements that affect the 
system, but are not controlled by it.  

Boundary  

The system boundary is the limit of the system: within it is the system and outside it 
is the environment. 

If we concentrate on the finance system, then sales, production and purchasing are 
part of the environment, and within the system boundary will be found smaller 
subsystems such as product costing, financial accounting and treasury. 

 

  

Systems and controls 

Inputs Outputs  

The environment  

Boundary  

Transportation 
process  
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3.2  The systems approach  

The systems that operate within organisations can be viewed in many ways, for 
example: 

 Social systems – composed of people and their relationships. 

 Information systems – relying on information to support decisions. 

 Accounting systems – emphasising the organisation’s cash flows. 

 Economic systems – utilising resources to produce economic welfare.  
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3.3  Control systems  

Organisations have many control systems such as quality control, stock control and 
budgetary control.  

Control is the activity that monitors changes or deviations from what was originally 
planned.  

The control of an organisation is exercised by managers obtaining and using 
information. 

 

 

The elements of a control system are: 

1  Standard – is what the system is aiming for. In the thermostat system it is the 
pre-set temperature. 

2  Sensor (or detector) – measures the output of the system. In the thermostat 
system it is the thermometer. 

3  Comparator – compares the information from the standard and the sensor. 

4  Effector (or activator) – initiates the control action. In the thermostat system it 
is the power switch. 

5 Feedback – is the information that is taken from the system output and used to 
adjust the system. In the thermostat example the feedback is the actual room 
temperature. 

  

Illustration  

Thermostat 

All central heating systems contain thermostats to regulate the temperature of 
the rooms they are heating. The user sets the thermostat to the required 
temperature on the dial. There is a thermometer in the system, which 
measures the temperature of the rooms. The room temperature is continually 
compared with the pre-set temperature on the thermostat dial. If the room 
temperature is above the dial temperature, the power (e.g. gas) is switched 
off. When the room temperature falls below the dial temperature, the power is 
switched on. 
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Example 4 [E1]  

Which of the following represents the elements of a control system in their 
correct order? 

A  Standard, comparator, sensor, effector 

B  Standard, comparator, effector, sensor 

C  Standard, sensor, comparator, effector 

D  Sensor, comparator, standard, effector 

The correct answer is C. 

Initially the standard is set, then the sensor provides actual data which is 
compared to the standard by the comparator, following which the effector 
initiates the response action. 
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Information about how the system actually performs is recorded and this information 
is provided to the managers responsible for achievement of their target performance.  

Controls within an accounting function are covered in more detail in 
chapter 3. 

3.4  Systems and procedures best practice 

Certain principles should be built up over a long period of time such as: 

 Smooth flow of work and no bottlenecks. 

 Minimum movement of staff. 

 Avoid duplication of work. 

 Most effective use of existing specialist attributes. 

 Simplicity in systems.  

 Machines should assist staff. 

Any system must be cost-effective. The benefits should be compared with the cost of 
implementation and subsequent supervision costs. See chapter 8 for cost-benefit 
analysis. 
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3.5  Systems and procedures manuals  

Every organisation has ‘office procedures’.  

These are operations necessary to perform a task associated with the receipt, 
recording, arrangement, storage, security and communication of information. 

These should be formalised and documented within an office manual. These written 
instructions should indicate: 

 What should be done  

 When it should be done 

 Where it should be done, and  

 How it should be done.  

However, there are advantages and disadvantages associated with office manuals.  

Advantages Disadvantages 

Easier supervision  Expensive/timely to create 

Helps induction/training of new staff Continuous updating  

Pinpoints responsibility  Used too rigidly 

Easy to adapt/amend   
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3.6  Review of office procedures   

Systems should be continuously reviewed and amended to reflect changes in the 
organisation.  

The decision to review office procedures should stem from highlighted weaknesses.  

A review could be divided into two parts: 

1 An overview of the office and the role it plays within the organisation, 
which will consider: 

– the purpose of the office 

– what actually happens within the office 

– who does what within the office 

– the techniques and methods employed by staff in carrying out assigned 
responsibilities 

– the quality of performance 

2 A detailed step-by-step examination of the procedures themselves.  

In your exam there may be a requirement to consider the impact that 
changes to the environment might have on the accounting function.  
This is considered more specifically in chapter 8. 
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4.1  Regulations and legislation affecting the accounting function 

The law constitutes a set of environmental factors that are increasingly 
affecting organisations and their decision-making. They can also affect 
the accounting function.  

Government, or self-, regulation of business has four principal aims: 

 To protect business entities – e.g. laws putting limits on market dominance by 
acting against monopolies and restrictive practices. 

 To protect consumers – with many detailed consumer protection regulations 
covering packaging, labelling, food hygiene and advertising.  

 To protect employees – with laws governing the recruitment of staff and health 
and safety legislation that regulates conditions of work. 

 To protect the interests of society at large – against excessive business 
behaviour (e.g. by acting to protect the environment.) 

The key point for your exam is that the accounting system must make 
provision for the relevant regulation in place at any one time.   

For example if the VAT rate set by government was to change then the accounting 
system must change to accommodate that. 

The financial statements of limited companies must usually be prepared in 
accordance with the legal framework relevant to that company, for example: 

 The Companies Act 2006 in the UK. 

 The International Financial Reporting Standards (IFRS® Standards) – which are 
issued by the International Accounting Standards Board (the Board). 

 

  

Regulation and legislation 
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4.2  The Board’s Conceptual Framework 

The Board’s conceptual framework (the Framework) states that the objective of the 
financial statements is to provide information about the reporting entity that is useful 
to existing and potential investors, lenders and other creditors in making decision 
about providing resources to the entity. 

The Framework also suggests that financial statements should have certain 
qualitative characteristics. 

The Framework splits qualitative characteristics into two categories: 

(i) Fundamental qualitative characteristics 

– Relevance. 

– Faithful representation. 

(ii) Enhancing qualitative characteristics 

– Comparability. 

– Verifiability. 

– Timeliness. 

– Understandability. 
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4.3  Generally Accepted Accounting Practice (GAAP) 

The concept of GAAP stems from US accounting. In the UK we publish financial 
statements which show a ‘true and fair’ view. In the US the reference is to conforming 
to GAAP. 

GAAP comprises the whole set of accounting practices which have authoritative 
support amongst users of financial statements. 

UK GAAP extends further than accounting standards alone to include the 
requirements of the Companies Act and The Stock Exchange. 

 

  

Example 5 [E1 E5]  

Which description defines information that is relevant to users of financial 
information?  

A  Information that is free from error, bias and is a faithful representation of 
events  

B  Information that has been prudently prepared 

C  Information that is comparable from one period to the next 

D  Information that influences the decisions of users   

Answer D – Information that influences the decisions of users. 

A relates to faithful representation, B covers prudence, and C describes 
comparability. 
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By the end of this session you should be able to:  

 discuss the purpose of financial information and its use by a range of 
stakeholders 

and answer questions relating to these areas. 

 

 

  

Chapter 2 
Financial information and stakeholders 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis & problem solving 

Behaviours: Ethics and integrity, personal accountability productivity 
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1.1  The purpose of financial statements 

The accounting function in an organisation fulfils a number of important roles, not 
least of which is the supply of information for a variety of uses and users. 

Here we shall consider the purpose of key financial reports and their use. 

Much of the information may be familiar to you from your previous studies of: 

 Drafting and Interpretation of Financial Statements (DAIF) 

 Applied Management Accounting (AMAC) 

The main purpose of financial statements is to provide information to a wide range of 
users.  

1.2  Financial statements 

The parts of the financial statements are as follows. 

The statement of financial position (SFP) provides information on the financial 
position of a business (its assets and liabilities at a point in time). 

The statement of profit or loss (SPL) provides information on the performance of a 
business (the profit or loss which results from trading over a period of time). 

The statement of other comprehensive income shows income and expenses that 
are not recognised in profit or loss. 

The statement of changes in equity provides information about how the equity of 
the company has changed over the period. 

The statement of cash flows provides information on the financial adaptability of a 
business (the movement of cash into and out of the business over a period of time). 

 

The purpose of financial statements 
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1.3  Stewardship 

Stewardship is the accountability of management for the resources entrusted to it by 
the owners or the government.  

This applies to the financial statements of: 

 limited companies  

 central and local government  

 government-funded bodies. (e.g. National Health Service)  

 

  

Example 1 [E1]  

Which TWO of the following show the retained earnings of a business? 

A  Statement of changes in equity  

B  Statement of profit or loss 

C  Statement of other comprehensive income 

D  Statement of financial position 

The correct answer is A and D. 

Retained earnings are part of equity, so would appear in both of these 
statements. 
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1.4  Needs of users  

All users of financial statements need information on financial position, performance 
and financial adaptability. Each group will need particular information. Users of 
financial statements may include: 

User Need for information 

Shareholders and potential investors  Ability of business to pay 
dividends/manage resources.  

Management  Assess performance, make decisions, 
plan, control. 

Employees and trade unions Pay and benefits. 

Customers  Continue to supply in future. 

Suppliers  Continue to get paid on time. 

Lenders Ability to pay interest/repay loans.  

HM Revenue & Customs  Tax assessment.  

Public  Aid understanding of profits.  

1.5  Legal requirements 

UK law requires limited companies to prepare financial statements annually.  

They must be filed with the Registrar of Companies and are then available to all 
interested parties. In the UK, the form and content of limited company accounts is 
laid down within the Companies Act.  

In the case of UK companies, the Companies Act 2006 (CA 2006) contains guidance 
and rules on:  

 formats for the financial statements 

 fundamental accounting principles 

 valuation rules. 

This is subject to regulations issued by the 

 Accounting Standards Board (if the company is following UK standards) or  

 The International Accounting Standards Board (if the company has adopted 
IFRS Standards). 
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Example 2 [E1, E13]  

Which user of the financial statements would be most concerned about the 
business’s ability to pay dividends? 

A  Management 

B  Employees 

C  Shareholders 

D  Government 

The correct answer is C. 

Dividends are paid to shareholders, rather than employees, management or 
government. 
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2.1  Management accounting 

Management accounting provides information for planning, controlling and decision 
making. 

Planning  Involves establishing the objectives of an organisation and 
formulating relevant strategies that can be used to achieve 
those objectives. 

Decision-making  In most situations, decision-making involves making a choice 
between two or more alternatives.  

Control  Output from operations is measured and reported (‘fed back’) 
to management, and actual results are compared against the 
plan in control reports.  

Managers take corrective action where appropriate, especially 
in the case of exceptionally bad or good performance.  

2.2  Key reports 

The nature of management accounting reports produced varies considerably from 
one organisation to another but could involve the following: 

 Budget reports – detailing plans for future periods.  

 Variance reports – compares actual v budget performance. 

 Reports of key performance indicators – management focus on what is 
important to success of organisation.  

 One-off reports – consider individual decisions. (e.g. shut down) 

 

  

The purpose of management reports  
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2.3  Evaluating a management report 

If you are presented with a management report and asked to discuss it, then you may 
need to consider some or all of the following: 

 The basis of preparation 

– Why has it been prepared? 

– Who has prepared it? 

– Could it be biased? 

– Participation in the process. 

– Experience/qualifications of preparer. 

 The methods used 

– Important if decision making. 

– Use of contribution. 

 The figures used 

– Use of historic figures.  

– Verified via an audit? 

– Future forecasts/plans? 

– Any assumptions made? 

– Fixed/variable costs? 

– Impact of inflation. 

– Cause and effect of relationships.  

– Read scenario carefully.  
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 The impact on people concerned 

– Targets set, were they fair, stretching, achievable? 

– Motivation levels. 

– Participation in target setting. 

– Pressure/incentives to meet targets. 

– Who holds responsibility? 

– Has budget been flexed? 

– Tone of report? 

 

 

Core: TYU1 and 2  

Example 3 [E5, E7, E20, E21, E22, E23, E24, E28]  
What is the purpose of management reports? 

Management reports will be prepared for a variety of purposes depending on 
the specific requirements of management. Some will be prepared regularly, 
such as monthly production variance reports, while others will be prepared on 
an ad hoc basis, such as an investigation into the potential closure of a 
department. These purposes may broadly be divided between planning, 
decision-making and control. 

Planning involves establishing the objectives of an organisation and 
formulating relevant strategies that can be used to achieve those objectives. 

In most situations, decision-making involves making a choice between two or 
more alternatives, so the management report would identify the outcomes 
from each alternative, enabling the decision to be made. 

Management apply control by receiving output from operations and 
comparing actual results against planned results. Management would then 
take any necessary corrective action, especially in the case of exceptionally 
bad or good performance. 
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3.1  Stakeholders 

The purpose of accounting is to provide information to the various stakeholders or 
users of financial statements. Stakeholders may be divided between those involved 
in the day-to-day running and controlling of the business (internal stakeholders), and 
the remainder, known as external stakeholders. The information required by, and 
available to, these types of stakeholders will obviously vary. 

Many groups will use the financial statements, including the following: 

 Management (internal) 

– To analyse revenues/expenses.  

– To plan/make decisions. 

– To compare actual vs budgeted results. 

– To measure KPIs (e.g. motor trader uses numbers of cars sold).  

 Shareholders (internal) 

– To identify how management use funds. 

– To predict future performance based on past events. 

 Employees and their trade union representatives (internal) 

– To identify safe employment. 

– To assess the likelihood of promotion opportunities. 

– To ensure wages can be paid.  

 Investors (external) 

– To identify how management use funds. 

– To predict future performance based on past events. 

  

Stakeholders  
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 Lenders (external) 

– To monitor overdrafts. 

– To assess the ability to repay/meet interest and capital commitments.  

 Customers (external) 

– To reassure about security of supply. 

– To assess viability of fulfilling long-term contract.  

 Suppliers (external) 

– To assess creditworthiness. 

– To assess potential increase in credit facility offered. 

 Government agencies (external) 

– To identify economy trends. 

– To calculate tax liability.  

 The public (external) 

– To assess the impact on the local community and environment.  
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Example 4 [E1, E13]  

Complete the following statements about stakeholders and the use of 
financial information.  

The management accounts produced at the end of each month are for [GAP 
1] use. They can be used by the [GAP 2] to enable them to make an informed 
decision on [GAP 3] that will enable the business to increase its market share.  

Gap 1   Gap 2  

internal   employees  

external   management  

government   shareholders  

     

Gap 3     

sales pricing     

dividend payments     

wage increases     
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The purpose of financial 
statements: 

  Statement of profit or loss 
  Statement of financial position 
  Statement of comp income 
  Statement of changes in equity 
  Statement of cash flows 
  Needs of stakeholders 

Stakeholders 
Evaluating 

management 
reports  

The purpose of 
management reports: 

  Planning 
  Decision-making 
  Control 

Internal: 

 management 
 employees 
 shareholders  

External: 

 investors  
 lenders 
 customers 
 suppliers 
 government 
 public  

Consider: 

 preparation basis 
 method used 
 figures used 
 impact  

Summary  
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Additional tutor guidance 
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By the end of this session you should be able to:  

 understand the purpose of internal controls 

 assess how a strong system of internal controls can minimise the risk of loss to 
an organisation 

 analyse the cause of deficiencies in accounting systems 

 assess the impact of poor internal controls on an organisation’s exposure to risk  

and answer questions relating to these areas. 

  

Chapter 3 
Internal control systems  

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis & problem solving 

Behaviours: Ethics and integrity, personal accountability productivity 
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Overview 

Internal 
control 

systems  

Inventory 
system 

Sales system 

Bank and 
cash system 

Payroll 
system 

Purchase 
system 
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1.1 Internal control systems  

Internal control: 

The process designed and effected by those charged with governance, 
management and other personnel to provide reasonable assurance 
about the achievement of the entity’s objectives with regard to reliability 
of financial reporting, effectiveness and efficiency of operations and 
compliance with applicable laws and regulations.’ (ISA 315) 

It follows that internal control is designed and implemented to address identified 
business risks that threaten the achievement of any of these objectives. 

 

 

  

Illustration 1  

The following examples show some of the ways that internal controls could 
help a company achieve its objectives and mitigate risk: 

 Quality control can prevent the production of poor quality goods 

 Credit control can limit the level of bad debts 

 Controls over inventory ordering can prevent stock-outs and ensure an 
optimal level of inventory is held to minimise holding costs 

 A compliance department can implement policies to ensure the business 
complies with relevant laws and regulations and monitor adherence 

 Controls over payroll can ensure employees are paid the correct 
amount, avoiding disputes with staff and incorrect payment of payroll 
taxes which could result in penalties from HMRC. 

Internal control systems  
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1.2  Components of internal control 

Internal control consists of the following components (ISA 315):  

 

 

 

 

 

 

 

 

 

 

 

1.3  The control environment  

The control environment includes the governance and management function of an 
organisation. 

It focuses largely on the attitude, awareness and actions of those responsible for 
designing, implementing and monitoring internal controls.  

1.4  The entity’s risk assessment process 

The risk assessment process forms the basis for how management determines the 
business risks to be managed, i.e. threats to the achievement of ongoing business 
objectives. 

These processes will vary hugely depending upon the nature, size and complexity of 
the organisation.  

 

  

Internal 
control  

The control 
environment   

Monitoring of 
controls  

Control activities 

Entity’s risk 
assessment process   

The information 
system 
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1.5  The information system 

The information system is all of the business processes relevant to financial reporting 
and communication. It includes the procedures within both information technology 
and manual systems. 

1.6  Control activities 

Control activities are policies and procedures that help ensure that management 
directives are carried out. Control activities are a component of internal control. 

Typical control activities include (SPAM SOAP): 

Supervision Supervisory procedures by the management. 

Personnel Employment of well-motivated, competent 
personnel.  

Arithmetical and accounting Check the arithmetical accuracy of records. 

Management Controls exercised by the management outside the 
day-to-day routine of the system. 

Segregation of duties The separation of responsibilities so that no one 
person can fully record and process a transaction. 

Organisation A well-defined organisational structure showing how 
responsibility and authority are delegated. 

Authorisation and approval All transactions require authorisation or approval by 
a responsible person.  

Physical controls Access to assets and records is only permitted to 
authorised personnel. 

1.7  Monitoring of controls 

This is the process of assessing the effectiveness of controls over time and taking 
necessary remedial action. Clearly if a control is not implemented properly or is 
simply considered ineffective then misstatements may pass undetected into the 
financial statements and/or adversely affect management decision making. 
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1.8  Limitations of internal controls 

No system of internal controls will ever mitigate risks entirely due to the inherent 
limitation of controls. 

 Human error 

 Unusual transactions tend to be outside the scope of control systems 

 Collusion 

 Special considerations in small companies 

– Informal nature/lack of documentation 

– Limited numbers of staff make segregation of duties difficult. 

 

  

Example 1 [E1]  

Can you identify four of the eight types of internal control?  

You could choose any four of the following types of internal control: 
supervision, physical controls, arithmetical, management, segregation of 
duties, organisation, authorisation and approval, personnel (SPAMSOAP). 
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1.9  Internal audit 

Internal audit is not specifically in the syllabus, but some knowledge of it is useful.  

Internal Audit 

‘An independent, objective assurance and consulting activity designed 
to add value and improve an organisation’s operations.’ 

 

 

 

 

 

 

  

 

 
 

1.10  External auditors and controls 

Threats to business objectives can lead to a misstatement being made in the 
financial statements. Auditors need to gain an understanding of the systems and 
controls in order to determine their audit approach. There are two types of test that 
are used by auditors in the course of their work:  

 Compliance tests are tests of controls that provide evidence as to whether or 
not the controls are functioning adequately in an organisation.  

 Substantive tests are tests of transactions, account balances and the 
existence of assets and liabilities and their valuation.  

If there is a strong overall control environment the auditors are more likely to rely on 
controls as a source of audit evidence. 

1.11  Internal control questionnaires (ICQs) 

These are checklists of questions that are designed to discover the existence of 
internal controls and to identify any possible areas of weakness. You can see 
examples of these in your Study Text. 

Value for money 

Financial 
information reliable? 

Procedures 
followed? 

Compliance with law 

Systems/controls 
effective? 

Fraud investigations 
Role of  

internal auditor  
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Example 2 [E1]  

Which of these is not a role of the internal auditor?  

A  Fraud investigation  

B  Fully prepare the financial statements  

C  Review for law compliance 

D  Value for money audit 

The correct answer is B. 

Although, depending on the size of business, internal auditors may provide 
some assistance with the financial statements, they would not be responsible 
for fully preparing them.  
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2.1  The sales cycle 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

Sales system 

Stage 1  

Order received   

Stage 2  

Goods despatched  

Stage 3  

Invoice sent  

Stage 4  

Transaction 
recorded  

Stage 5  

Cash received  
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2.2  Objectives within the sales cycle 

The objective of controls in the sales system are to ensure that: 

 goods are only supplied to customers who pay promptly and in full. 

 orders are despatched promptly and in full to the correct customer. 

 only valid sales are recorded. 

 all sales and related receivables are recorded. 

 revenue is recorded in the period to which it relates. 

 sales are recorded accurately and related receivables are recorded at an 
appropriate value.  

Core: TYU 2 

 

 
  

Example 3 [E1, E13]  

Which of the following internal controls does NOT help to ensure that all sales 
invoices are properly recorded in individual customers’ accounts in the sales 
ledger? 

A Sales ledger control account maintained independent of the sales ledger 
clerk. 

B Monthly statements of amounts outstanding prepared and despatched 
to customers. 

C Aged debtor listing prepared and reviewed by a responsible official. 

D Credit limits set by responsible officials for all credit customers. 

The correct answer is D, which would help to ensure that sales orders are not 
accepted in respect of a bad credit risk. 
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Example 4 [E1, E5, E7, E16, E22, E23, E24]  

List some controls which a business may implement to help minimise 
the risk of non-payment by customers. 

Non-payment by customers 

 Credit checks on all new customers. 

 Credit limits set for all customers. 

 Regular review of balances against credit limits to ensure not breached. 

 Reducing/altering payment terms for poor payers. 
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3.1  The purchase cycle 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

Stage 1  

Order placed  

Stage 2  

Goods received 

Stage 3  

Invoice received 

Stage 4  

Transaction 
recorded 

Stage 5  

Cash payments  

Purchases system 
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3.2  Objectives within the purchases system 

The objective of controls in the purchase system are to ensure that: 

 all purchases are of the appropriate quality/price. 

 only valid goods/services are procured. 

 all purchases (and related payables) are recorded. 

 expenditure is recorded in the period to which it relates. 

 expenditure is recorded accurately and related payables are recorded at an 
appropriate value.  

3.3  Supervisory controls  

There must be segregation of duties and appropriate supervision. 

 Segregation of duties means that the persons who raise orders should be 
independent of the ledger keeping function, the stock recording and control 
subsystem and the cheque drawing/approval/signing functions. Use the CARE 
mnemonic (Custodial, Authorisation, Recording, Execution). 

 Supervision means that there must be an overall system of review by a 
responsible official. 

 
  

Example 5 [E1, E5, E7, E16, E22, E23, E24]  
List some controls which a business may implement to help minimise 
the risk of paying too much for supplies. 

Paying too much for supplies 

 Check taking advantage of any prompt payment/bulk discounts. 

 Compare all invoices received to goods received note (GRN) prior to 
payment. 

 Marking paid invoices as such to avoid duplicate payments. 
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3.4  Additional control objectives for non-current assets 

In addition to the above objectives, we would expect to see further control objectives 
when dealing with non-current assets. These would be likely to include: 

 the business can afford the capital expenditure proposed. 

 capital expenditure is appropriately treated in the accounting records. 

 assets are covered by adequate insurance to prevent loss to the company. 

 documents relating to assets are safeguarded from theft or damage. 
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3.5  Internal control questionnaire 

An internal control questionnaire (ICQ) will be used as the basis for questioning the 
members of staff who operate the system under review to identify what controls are 
in place. 

 

 
 

Core: TYU3  
Extension: TYU 4 

 

  

Example 6 [E13]  

Michel Nord, the payables ledger clerk, has asked you to show whether the 
following errors would be detected by reconciling the payables ledger to the 
payables control account. 

Error Detected 
Not 

detected 

A purchase invoice posted to the wrong 
supplier account  

  

A pricing error in a purchase invoice    

A purchase invoice debited to the supplier's 
account  

  

Batch of sales invoices posted to accounts 
payable control account  

  



Internal Accounting Systems and Controls 

 

62 

 

4.1  The payroll cycle 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Payroll system 

Stage 1  

Clock cards/time 
sheets submitted 

and input  

Stage 2  

Gross pay, 
deductions and net 

pay calculated  

Stage 3  

Other amendments 
input  

Stage 4  

Final payroll 
calculated and 

payslips processed  

Stage 5  

Payments to 
employees and tax 

authorities

Stage 6  

Payroll costs and 
payments recorded 
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The payroll system includes the following:  

 maintenance of payroll. 

 authorisation of hours worked. 

 payroll preparation. 

 distribution of pay, usually by bank payment. 

 payroll approval. 

 cheque signing or payment authorisation. 

 identifying liabilities to third parties for payroll costs and paying these when due. 

4.2  Objectives within the payroll cycle 

The objective of controls in the payroll system is to ensure that: 

 only genuine employees are paid. 

 employees are only paid for work done. 

 employees are paid at the correct rates of pay. 

 gross pay is calculated and recorded accurately. 

 net pay is calculated and recorded accurately. 

 correct amounts owed are recorded and paid to the taxation authorities.  
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Core: TYU3  
Extension: TYU 4 

 

  

Example 7 [E1, E5, E7, E22, E23, E24]  

List some controls which a business may implement to help ensure that 
employees are only paid for work actually done. 

A permanent record should be kept for each employee containing details of 
rates of pay and standard hours. For each payment period, the gross pay 
calculations should be checked against these records. 

Any changes in pay rates or hours should be evidenced in writing by a 
responsible official. 

Timesheets should be completed for each employee giving details for each 
payment period of normal hours and overtime hours worked. These should be 
authorised by a responsible official. 

Similarly, for piecework employees, details should be recorded of amounts 
produced, and again these should be authorised prior to payment. 
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5.1  The inventory cycle 

 

 

  

Inventory system 
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5.2  Objectives within the inventory cycle 

The objective of controls in the inventory system is to ensure that: 

 inventory levels meet the needs of production (raw materials and components) 
and customer demand (finished goods). 

 inventory levels are not excessive, preventing obsolescence and unnecessary 
storage costs. 

 inventory is safeguarded from theft, loss or damage. 

 all inventory received and despatched is correctly recorded on a timely basis at 
the appropriate value. 

 only inventory owned by the company is recorded. 

5.3  Desirable controls within the inventory system 

Safeguards 

 Warehouse access restricted by the use of swipe card or keypad access. 

 CCTV around the warehouse entrance. 

 Appropriate conditions e.g. temperature controlled for perishable items. 

 Detectors and sprinkler systems to reduce the risk of fire damage. 

 Insurance cover for theft or damage. 

Appropriate levels of inventory 

 Automatic ordering systems once inventory reduced to a certain level. 

 Physically checking inventory levels before orders are placed. 

Receipt and despatch 

 Movements recorded promptly using goods received notes (GRNs) and goods 
despatched notes (GDNs).  

 GRNs and GDNs stamped to confirm input to system. 
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Inventory counts 

 Regular counts to reconcile physical inventory levels with accounting system  

 Inventory reviewed during count for damage or obsolescence 

 Damaged or obsolete inventory valued separately from the other inventory 

 

 

 

  

Example 8 [E1, E13]  

Are the following statements about the inventory system true or false?  

1 Control would be improved by the same person receiving inventory from 
suppliers and recording it onto the system, because that person has 
greater knowledge of what has been received. 

FALSE – greater control would be achieved by segregation of duties. 

2 Regular inventory counts, where physical inventory is reconciled to the 
system, aid the detection of theft. 

TRUE – provided that the system has been correctly updated on a timely 
basis. 

3 Businesses should hold as much inventory as possible to maximise their 
sales opportunities. 

FALSE – excess inventory increases the likelihood of obsolescence, 
damage and theft. 
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6.1  The cash cycle 

 

6.2  Objectives within the cash system 

The objective of controls in the cash system is to ensure that: 

 petty cash levels are kept to a minimum, preventing theft. 

 payments can only be made for legitimate business expenditure. 

 cash and chequebooks are safeguarded. 

 receipts are banked on a timely basis. 

 cash movements are recorded on a timely basis.   

  

Stage 1  

Request for payment 

Stage 2  

Payment 
authorisation 

Stage 3  

Payment made 

Stage 3  

Receipt  

Stage 4  

Payment and 
receipts recorded 

Bank and cash system 
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6.3  Cheque payments 

These are an important part of the system for incurring expenditure. Therefore we 
need to consider the internal controls here too.  

The desirable controls within this area are: 

Division of duties 

 Different person signing cheques from the authorisation, recording processes.  

 Two responsible officers who are cheque signatories.  

Custody 

 All cheques issued in sequential order.  

 Unused cheque books kept locked and secure. 

 Spoilt/cancelled cheques retained. 

 All cheques crossed ‘a/c payee only’, although this is usually pre-printed.  

Authorisation 

 No cheque prepared without supporting documentation. 

 Cheque signatories list matches bank mandate. 

 Supervised system of cheque payments. 

6.4  Electronic transfer 

Although the principles will be the same, the precise controls necessary for electronic 
transfers will differ from those for cheques due to the nature of the payments. 

Division of duties 

 Different person processing transfer from the authorisation and recording 
processes. 

 Extra vigilance is necessary where electronic transfers performed by an 
individual. 

Authorisation 

 No transfer should be processed without supporting documentation. 

 System supervised by a responsible official. 
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6.5  Cash receipts  

The cash receipts system is an important part of the income cycle. It is necessary to 
consider the internal control aspects of this part of the system.  

The desirable controls within this area are: 

Custodial procedures 

 All post opened by two responsible officials.  

 Maintain a cash diary for cash received daily. 

 All monies received banked same day.  

Segregation of duties 

 Separate those opening post, preparing paying-in details, controlling sales 
ledger. 

 Independent check of cash receipts.  

Recording controls 

 Cash receipts book entries proved by reconciliation. 

 Bank reconciliations reviewed/spot checked. 
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Example 9 [E1, E5, E7, E22, E23, E24]  

Describe how the principle of segregation of duties would apply to the process 
of cash or cheques received through the post and then banked. 

The objective of segregation of duties is to ensure that one person is not 
responsible for the whole of a process. The process of cash and cheque 
receipts will include opening the post, recording any amounts received, 
completing paying-in slips and banking the money. If one person was 
responsible for the whole of this process there would be little to prevent them 
from either manipulating sales ledger balances or simply stealing. 
Segregation of duties will help to prevent any dishonest activity. 

All post should be opened by at least two responsible officials. While this is 
not, strictly speaking, a segregation of duties, it does provide immediate 
control over any money received. These members of staff should record any 
amounts received immediately.  

Different members of staff should therefore be responsible for opening the 
post and recording any money received, preparing the paying-in details and 
controlling the sales ledger. 
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7.1  The effect of weaknesses 

For most tasks within the exam you need to be able to go further than 
simply spot weaknesses in accounting systems. You are also required 
to be able to describe what the effect of those weaknesses might be on 
the organisation. 

The effect that a weakness might have should always be considered widely.  You 
could consider the effect on: 

 assets 

 liabilities 

 income 

 expenses 

 potential for theft or fraud 

 morale 

 efficiency of system 

 reputation of business 

 time taken to produce information. 

Always consider the worst case scenario! 

 

The effect of weaknesses 
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Example 10 [E1, E5, E7, E22, E23, E24]  

On reviewing the cash process you have discovered that cash sales for the 
previous week are recorded and banked each Monday morning. Since the till 
broke down several months previously it has not been possible to reconcile 
the contents of the till, so the cashier records the total (less a float of £50) as 
the weekly sales figure and passes the money through to the accounts 
department. 

Describe the potential effects of this weakness on the financial 
statements. 

The lack of control over cash would be of particular concern. There is an 
obvious opportunity for theft, or ‘borrowing’, and the impact on the financial 
statements could include: 

 Sales not recorded – as the ‘sales’ figure is simply what’s left in the till, 
any theft would reduce this figure. 

 Expenses not recorded – cash may have been removed to pay 
legitimate business expenses, such as tea, bus fares etc. By just 
recording the ‘sales’ figure any such expense is ignored. 

 VAT not recorded – if sales are understated, then the output VAT will 
also be understated. 

 Bank balance – of course there will also be the loss of cash to deal with, 
which will cause the bank balance to be lower than it would otherwise 
be. 
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* Internal control systems 

 The control environment 

 The entity’s risk assessment process 

 The information system 

 Control activities 

 Monitoring of controls  

 Internal audit  

 

Summary 
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Additional tutor guidance 
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By the end of this session you should be able to:  

 understand the risk assessment process 

 recommend a response to risk, ensuring compliance with regulatory and legal 
requirements 

and answer questions relating to these areas. 

  

Chapter 4 
Internal controls in a computerised 
environment 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis & problem solving 

Behaviours: Ethics and integrity, personal accountability productivity 
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1.1  Security 

Security: ‘the establishment and application of safeguards to protect 
data, software and computer hardware from accidental or malicious 
modification, destruction or disclosure.’  

 (The British Computer Society) 

There are three basic concerns relevant to the computerised information system. 

Security should maintain: 

  the availability of the computerised service itself 

  the integrity of the data that it processes and stores, and 

  the confidentiality of the data before, during and after processing. 

The issue of the information system’s security is based on the following three 
elements: 

 physical – operation of computer equipment severely impaired by events (e.g. 
fire, flood, improper environmental conditions like heat.) 

 people as a threat, and 

 data/information that might be lost or damaged. 

 

  

Information systems controls  
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1.2  General controls  

These relate to the environment within which computer-based systems 
are developed, maintained and operated and are generally applicable to 
all the applications running on the system.  

Training programmes To ensure competence and reduce 
errors.  

Authorisation procedures for program 
amendments and testing 

To prevent unwanted changes being 
made.  

Physical security of hardware and 
software 

To prevent accidental or malicious 
damage or natural disasters.  

Back-up procedures (maintaining 
copies of files off-site, back-up 
facilities)  

To ensure data and systems can be 
recovered.  

Access controls e.g. firewalls and anti-virus checkers.  

Segregation of duties To minimise tampering with programs 
or data.  

Hacking prevention measures  To ensure the system is not accessed 
during data transmission (hacking).  

Efficiency measures  Controls to ensure that the computing 
resources are used efficiently.  

Recruitment policies To ensure honesty and competence. 

If you needed a mnemonic you could use TAPBASHER. 

1.3  Data security 

Data security measures involve different aspects: 

 Physical security, such as the security of data storage facilities, from 
flood as well as unauthorised access.  

 Software security, such as maintaining a log of all failed access requests, 
and 

 Operational security, with regard to such things as work data being taken 
home by employees, and periodic data protection audits of the computer 
systems. 
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1.4  Physical security controls  

Physical security also covers the prevention of theft and accidental or malicious 
damage caused by external parties or internal staff. The organisation must assess 
the physical risks applicable to them, and put in place appropriate controls. 

Fire systems and 
procedures  

e.g. fire alarms, heat and smoke detectors.  

Location of 
hardware  

Away from sources of risk – flooding, natural 
disasters, away from view/public area. 

Regular building 
maintenance  

e.g. attention to roofs, windows, doors will reduce the 
risk of water penetration and make forcible entry 
difficult.  

Physical access 
controls  

e.g. security guards to check ID, CCTV, using badge 
readers or coded locks on access doors from public 
areas and electronic tagging of hardware.  

 

  

Example 1 [E1, E5, E7, E20, E21, E22, E23, E24]  

How would recruitment policies aid internal controls? 

In order for any system to function well it is important that the personnel 
involved are adequately trained and have the necessary skills, knowledge 
and attributes to meet current and future strategic and operational 
requirements.  

A good recruitment policy ensures not only that supply meets demand 
requirements, but also that the attributes of staff recruited are sufficiently 
high. This may be achieved by a combination of increasing the pool of 
potential applicants through open recruiting, and a quality interview process, 
including such elements as blind shortlisting and mandatory references. 
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1.5  Individual staff controls  

It is necessary to restrict access to the system, to protect the confidentiality of the 
software and data. Access must be limited to those with the proper authority, and a 
number of controls are available. 

Logical access system e.g. identification of user, authentication of user 
identity and checks on user authority.  

Personal identification e.g. PIN, fingerprint recognition, eye retina 
‘prints’ and voice ‘prints’.  

Storage of CDs, removable 
data storage devices in 
secure locations 

e.g. back-up data is stored in a fire-proof 
environment on-site and occasionally some 
form of master back-up is removed from the 
installation site completely.  

 

Core: TYU1 
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Example 2 [E1, E20, E22, E23, E24]  

Data security measures comprise physical, software and operational security. 

Identify three types of physical data security. 

Any of the following: 

 Fire alarms 

 Heat and smoke detectors 

 Location of hardware away from sources of risk  

 Regular building maintenance  

 Security guards 

 CCTV 

 Restricted access using badge readers or coded locks on access 

 Electronic tagging of hardware 
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2.1  Data integrity  

Data integrity means completeness and accuracy of data. 

It is important to identify how errors might occur during the operation of 
a system other than as a result of failing to establish proper 
administrative controls. Errors will fall into the following classes: 

 Data capture/classification errors – these occur before data is 
ready for input to a system 

 Transcription errors – these arise during the preparation of 
data for processing. 

 Data communication faults – if the system operates over a 
wide area network (WAN) then the original input at the 
terminal/PC may become corrupted during transmission 
either during online processing or where the information is 
stored in a batch file and transmitted over the WAN later for 
processing. 

 Data processing errors – these can arise due to programming 
error, system design and/or data corruption on the system 
itself. 

 

  

Integrity controls  
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2.2  System activities  

For decisions to be made consistently throughout the organisation, it is necessary for 
the system to contain controls over the input, file-processing and output of data to 
maintain its integrity.  

Input activities  File-processing 
activities  

Output activities  

 Data collection and 
preparation 

 Data authorisation 

 Data conversion (if 
appropriate) 

 Data transmission 

 Data correction 

 Corrected data re-
input 

 Data validation and 
editing  

 Data manipulation, 
sorting/merging 

 Master file updating 

 Output control and 
reconciliation with 
predetermined data 

 Information 
distribution 
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Example 3 [E1]  

Part of the system activity in which errors may occur will involve transcription. 
Whereabouts in the process will transcription errors occur? 

A Input 

B File-processing 

C Output 

D Review 

The correct answer is A. 

A transcription error is where a piece of data is transferred incorrectly from 
one area to another, so for example someone may enter a value or quantity 
incorrectly from an invoice onto the system. Transcription errors will include 
transposition errors where the correct numbers are entered, but in the wrong 
order, e.g. 396 entered as 369. 
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2.3  Controls  

 Input controls will be designed with a view to completeness, 
authorisation, accuracy and compliance with audit needs. 

 Validation is the application, normally by the computer software, of a 
series of rules or tests designed to check the reasonableness of the data. 

 Processing controls should ensure the accuracy and completeness of 
processing. Data processing errors can arise due to programming error, 
system design and/or data corruption on the system itself. 

 Output controls are controls to ensure that the produced output is 
checked against the input controls to ensure completeness and accuracy 
of processing.  

 

Input controls  Validation  

 Verification 

 Type checks 

 Non-existence checks  

 Consistency checks  

 Duplication checks  

 Range checks  

 Input comparisons  

 Batch and hash totals  

 One-for-one checks  

 Comparison of totals  

 Comparison of data sets  

 Sequence numbers  

 Range checks 

 Format checks  

  

Processing controls Output controls 

 Standardisation 

 Batch control 

 Double processing 

 Batch control totals  

 Start or report/page number/end of 
report markers  

 Distribution lists 
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2.4  Application Controls 

These can be incorporated into the software of the system to ensure that applications 
preserve the integrity of data. These controls include the following: 

 Passwords – a set of characters that may be allocated to a person, a 
terminal or a room, which have to be keyed into the system before access 
is permitted. 

 Authorisation levels – certain actions may require a user to have 
authorisation attached to their user-name. 

 Training and supervision – staff should receive adequate training to 
prevent them from making the most common mistakes. 

 Audit trails – software should be written in such a way that a clear logic 
exists in the sequence of tasks it performs, and data at different stages of 
processing is kept rather than being over-written. 

 

  

Illustration 1  

One of the controls used to validate data entry is a batch control total. A batch 
control total works by ensuring that the total input is the same as the total that 
should have been input.  

Prior to commencing input, the input operative adds up the total value of the 
batch to be input. For example, if purchase invoices were being input they 
would add up the total value of those invoices and input that figure onto the 
system. That figure is the batch total. Once all the invoices have been input, 
the total value input should equal the batch total, and the system checks that 
this is so. This control is based on the total figure, so compensating errors 
(e.g. one invoice entered £100 too high, one £100 too low) would not be 
identified. 
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2.5  Systems integrity 

Systems integrity relates to the controlling and monitoring of the system in order to 
ensure that it does exactly what it was designed to do. 

Administrative systems 

Administrative controls relate to personnel and support functions. For some positions, 
segregation of duties is a security requirement involving division of responsibility into 
separate roles. 

Administrative procedures should be clearly documented and adhered to. 

Online and real time systems 

In this kind of processing, transactions are input as and when they arise. There is no 
attempt to accumulate and batch similar transactions. This gives rise to particular 
control problems. 

The following controls may be used in online and real time systems: 

 passwords 

 transaction log 

 supervisory controls  

 physical restriction 

 documentation of transactions  

 matching transactions to master file data. 
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2.6  Systems integrity in a network environment 

The complexity of local and wide area networks allows for many more breaches of 
security than a single computer and each breach can, of course, involve many 
computers.  

The main risks on a networked system are: 

 hardware/software disruption or malfunction 

 computer viruses 

 unauthorised access to the system.  

Controls  

 Physical access controls. 

 User identification. 

 Data and program access authorisation. 

 Program integrity controls. 

 Database integrity controls. 

 Anti-virus software. 

 Surveillance. 

 Communication lines safeguards. 

 Encryption. 

 Firewalls. 

 Administrative considerations. 

 

Core: TYU 2 
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Example 4 [E20, E21, E22, E23, E24]  

From time to time you will see reports of a new virus that might be spread by 
e-mail and can do considerable damage. Opening this type of e-mail will run 
the virus, and might also forward it to all the addresses in your address book.  

What would you do if you suspected an e-mail you had been sent 
contained a virus?  

You should not open the e-mail under any circumstances but should contact 
your IT or computer services department immediately.  

They should be able to identify and remove the virus.  

In some situations you might have to delete it yourself, in which case you 
would delete it from your inbox and then delete it from your 'deleted items' 
folder.  



Internal Accounting Systems and Controls 

 

92 

 

3.1  Disasters  

In computing terms, a disaster might mean the loss or unavailability of 
some of the computer systems.  

In a modern business there are few areas unaffected by computing and 
consequently few that will not suffer if its performance is impaired. 

Losses that can be expected due to the non-availability of computer 
systems increase as the amount of time unavailable increases. It is 
therefore important that contingency plans keep downtime to a 
minimum. 

3.2  Contingency plan 

The contingency plan must specify what actions are to be taken both during a 
disaster and also during the time that computer systems are unavailable, up to the 
point that full operations are restored.  

The plan must be as detailed as possible. It should state when it should be invoked, 
who is responsible at each stage and where copies of the plan may be found. The 
more detailed the contingency plan, the better the organisation will be able to survive 
a computing disaster.  

The plan should include: 

 Standby procedures – so that essential operations can be performed 
while normal services are disrupted.  

 Recovery procedures – to return to normal working once the breakdown 
is fixed.  

 Management policies – to ensure that the plan is implemented. 

  

  

Contingency controls  
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3.3  Standby procedures  

A number of standby plans might be considered including:  

 distributed support, where computing is spread over several sites 

 reciprocal agreement with another company 

 commercial computer bureau 

 empty rooms or equipped rooms 

 relocatable computer centres 

The final selection would be dependent upon the estimated time that the business 
would function adequately without computing facilities. 

3.4  Recovery procedures  

The key feature of any disaster recovery plan is the regular and comprehensive 
back-up of data and software. If, at the time of disaster, there are no back-up copies, 
then no amount of stand-by provision will replace them. 

The contingency plan must identify initial responses and clearly define responsibility 
at each stage of the exercise – from damage limitation through to full recovery. 

3.5  Advantages and disadvantages of contingency planning  

Advantages  Disadvantages  

 Management team in better 
position to cope with change. 

 Decisions made without full 
information.  

 Reduces time delay/lost profits.  Negative attitudes.  

 Allows rational response to the 
event.  

 Demoralising. 

 Reduces panic measures.   Demotivating.  

 

Extension: TYU 3 
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Example 5 [E18]  

Included within the disadvantages of contingency planning are the facts that it 
could be demoralising or demotivating. 

Why could this be? 

The nature of contingency planning is that it does force managers and their 
teams to consider worst-case scenarios. In considering these events, 
however unlikely, there can be a tendency for people to dwell on the 
downside which can result in potentially negative attitudes. Despite the low 
probability of these threats, focusing attention on these threats could be prove 
to be demoralising and demotivating. 
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Example 6 [E1, E3, E5, E11, E18, E23, E24, E25]  

What are the key elements that you would expect to see within a disaster 
recovery contingency plan?  

The key feature of any disaster recovery plan is the regular back-up of data 
and software. If, at the time of disaster, there are no back-up copies, then no 
amount of stand-by provision will replace them. 

The contingency plan must specify what actions are to be taken during a 
disaster and also during the time that computer systems are unavailable until 
full operations are restored.  

The plan must be as detailed as possible and should state  

 who is responsible at each stage,  

 when it should be invoked, and  

 where copies of the plan may be found.  

The plan should include: 

 standby procedures – so that essential operations can be performed 
while normal services are disrupted 

 recovery procedures – to return to normal working once the breakdown 
is fixed 

 management policies to ensure that the plan is implemented. 
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4.1  Types of risk 

In general terms, risk would be taken as meaning anything that could 
cause the organisation to make a financial loss. 

The types of risk include: 

 disasters outside the control of the organisation 

 poor trading 

 mismanagement 

 errors due to human or machine problems, and  

 misappropriation of resources, physical assets or intangible assets. 

4.2  Risk assessment process 

The following step-by-step process is a useful framework for the risk assessment 
process: 

 Identify risks. 

 Quantify risks. 

 Identify counter measures (some of the possibilities are listed below). 

 Cost counter measures. 

 Choose which counter measures are required. 

 Draw up contingency plans. 

 Implement the plan to manage the risk. 

 Monitor, review and update the plan. 

 Constantly watch for new risks – encourage all staff to report situations where 
they feel that there might be a risk. 

  

Assessing and managing risk 
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The counter measures that an organisation can adopt include the following 
possibilities: 

 Transfer the risks by means of an insurance policy. Limited liability is 
another way of transferring risk. 

 Accept the risks if the counter measures cannot be justified. 

 Modify the system so as to eliminate the risks. 

 Reduce the probability of risk by introducing controls, e.g. two signatures 
required on payments. 

 Reduce the exposure to risk by removing the organisation from risky 
situations. 

 Adopt measures to reduce the cost associated with a risk, e.g. by ensuring an 
adequate back-up system. 

 Enable recovery by implementing recovery procedures appropriate to the 
situation, e.g. relocation plans and computer disaster recovery plans. 

 

Foundation: TYU 4 
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Information 
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systems 
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By the end of this session you should be able to understand:  

 how technological changes may affect the accounting system, including: 

–  cloud accounting  

–  artificial intelligence (AI) and machine learning 

–  data analytics 

 that there are different types of data analytics 

 the requirement for data security 

 the risks to data and operation caused by:  

–  cyberattacks 

–  unauthorised access 

–  physical loss of equipment 

–  data issued in error. 

and answer questions relating to these areas. 

  

Chapter 5 
Information and technology 

Outcome 
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Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis & problem solving 

Behaviours: Ethics and integrity, personal accountability productivity 
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Overview 

Data and 
information  

Information 
systems  

Artificial 
Intelligence 

Big Data and 
data analytics 

Cloud 
accounting  Cyber security 
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1.1  Definitions 

Data consists of numbers, letters, symbols, raw facts, events and 
transactions, which have been recorded but not yet processed into a 
form that is suitable for making decisions. 

Information is data that has been processed in such a way that it has 
meaning to the person that receives it, who many then use it to improve 
the quality of their decision-making.   

 

1.2  Information 

Information is vital to an organisation and is required both internally and externally.  
Management requires information to: 

⮚ provide records, both current and historical 

⮚ analyse what is happening in the business  

⮚ provide the basis for decision-making in the short- and long-term 

⮚ monitor the performance of the business by comparing actual results with plans 
and forecasts. 

Good information helps in the decision-making process, is useful to the recipient and 
can be relied upon. 

Good information should have the following characteristics (which you 
can remember using the acronym ACCURATE). 

 

 

  

Data and information 
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⮚ Accurate 

⮚ Complete 

⮚ Cost 

⮚ Understandable 

⮚ Relevant 

⮚ Adaptable 

⮚ Timely 

⮚ Easy to use 

1.3  Stakeholders 

This information will be used by various stakeholders, including: 

⮚ shareholders or owners – who will want to know how their 
investment is performing 

⮚ customers and suppliers – who will want to know how stable the 
business is and therefore whether it will be a reliable trading 
partner 

⮚ employees – who will have an interest in the performance of the 
organisation and how it impacts on the job security and pay 

⮚ government agencies – such as tax authorities. 
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Example 1 [E2, E13]  

Which of the following is not a common characteristic of good information? 

A Timely 

B Easy to use 

C Relevant 

D Exact 

The correct answer is D, Exact, which is not part of the ACCURATE acronym. 
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2.1  Definitions 

Information technology (IT) describes any equipment concerned with 
the capture, storage, transmission or presentation of data. 

Put simply, IT is the hardware infrastructure that runs the information 
systems. This will include desktops, laptops, servers, printers and hard 
drives used by the organisation. 

Information systems (IS) refer to the management and provision of 
information to support the running of the organisation. 

 

2.2  Levels of management 

There are three levels of management: strategic, tactical and operational. Each level 
makes different types of decisions within the organisation and therefore needs 
different types of information. 

The strategic level of management requires information from internal and external 
sources in order to plan the long-term strategies of the organisation. Internal 
information, both quantitative and qualitative, is usually supplied in a summarised 
form.  

The tactical level of management requires information and instructions from the 
strategic level of management, together with routine and regular quantitative 
information from the operational level of management. The information could be in 
summarised form, but in sufficient detail to allow tactical planning of resources. 

The operational level of management requires information and instructions from 
the tactical level of management. The operational level is primarily concerned with 
the day-to-day performance of tasks and most of the information is obtained from 
internal sources. The information must be detailed and precise. 

 

 

 

 

Information systems  
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INFORMATION 
SYSTEMS TO 

SUPPORT 
DECISION MAKING 

Tactical 

Use a variety of data from 
different sources – emphasis on 
exception reporting. 

Management information system 
(MIS) used. 

Strategic 

Varied information needs – 
sometimes difficult to predict. 

Management information system 
(MIS) and Executive information 
system (EIS) used. 

Operational 

Programmable decisions with 
specific inputs and outputs. 

Transaction processing system 
(TPS) used. 
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2.3  Types of information system 

Transaction processing system (TPS) 

A TPS records all the daily transactions of the organisation and summarises them so 
they can be reported on a routine basis, e.g. sales invoices raised and recorded in 
the sales day book. 

Transaction processing systems are used mainly by operational managers to make 
basic decisions.  

Management information systems (MIS) 

Management information systems convert data from TPS into information for tactical 
managers.  

This information will be designed to help them monitor performance, maintain co-
ordination and provide background information about the organisation’s operations 
e.g. offering a trade discount to encourage larger orders from customers. 

Executive information systems (EIS) 

EIS systems provide strategic managers with flexible access to information from the 
entire business, as well as relevant information from the external environment. 

The EIS enables senior management to easily model the entire business by turning 
its data into useful, summarised reports. This information can then easily be 
distributed to key staff members, e.g. the decision to invest in significant capital 
assets. 

2.4  Information dashboards 

EIS reports are often presented as ‘dashboards’, combining multiple pieces of useful 
information onto a single screen or page, in the same way that the dashboard on a 
car presents the driver with all the information necessary to drive the car. 

This enables senior management to focus on key areas. 

Foundation: TYU1 
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Example 2 [E1, E2, E3, E13]  

Select whether each of the following statements relate to strategic, tactical or 
operational information.  

 Operational 

 

Tactical 

 

Strategic 

 

In a hospital information system, 
information to prepare patient's bills.  

   

In a hospital information system, 
information relating to the purchase of 
an expensive diagnostic system.  

   

In motor car manufacturing, information 
relating to the assessment of competitor 
cars. 

   

In motor car manufacturing, information 
relating to the decision to introduce a 
new model.  

   

Strategic information is used at the very top level of management within an 
organisation.  

This will be chief executives or directors who have to make decisions for the 
long term benefit of the organisation.  

The next level down is tactical information, used by middle management 
when managing or planning projects.  

The lowest level is operational information and operational planning takes 
place based on the tactical plans. The timescale is usually very short, 
anything from immediately, daily or at most a week or a month. 
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Cloud computing is computing based on the internet. It avoids the 
need for physical computer storage. Instead, storage is provided by 
cloud service providers on the internet, who grant access to 
authorised users. 

3.1  Cloud-based accounting software 

Cloud-based accounting software is accounting software hosted on remote servers, 
and works in essentially the same way as any other cloud-based software. Because 
the information is stored in a way that means it is always accessible, users can log in 
and perform accounting functions on any computer with an internet connection. 

3.2 Benefits of cloud accounting  

Benefits of cloud accounting to the organisation include: 

Storing and sharing data – cloud services are usually able to store more data than 
local physical drives and data can be shared more easily. 

On-demand self-service – users can gain access to technology on demand, in the 
same way that you download apps on your phone. 

Flexibility – no need to be plugged into networks to access the data needed. 

Collaboration – better workforce collaboration as documents can be worked on by 
many different users simultaneously. 

More competitive – it allows small organisations to compete with larger rivals. 

Easier scaling – the service can grow as the business grows, providing high levels 
of flexibility in terms of size, number of authorised users etc. 

Reduced maintenance – no need for the organisation to perform regular 
maintenance and system updates as the cloud will take care of this. 

Back-ups – removes the need for physical devices to store backed-up data, adding 
an extra layer of security. 

Disaster recovery – improved back-up procedures aid disaster recovery. 

Better security – reduced risks of loss or damage of hardware. 

 

Cloud accounting 
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3.3  Disadvantages of cloud accounting 

Reliance on the cloud service provider – if the service provider’s servers go down 
for any reason then it can put a halt to the user’s business until service is resumed.  

Regulatory risks – The user needs to ensure that the service provider is acting 
responsibly and following all relevant regulations. 

Unauthorised access to data – Service provider staff could access the user’s 
customer and business data without authorisation. 

 

  

Example 3  [E1, E2, E3, E13]  

Which of the following is not an advantage of using cloud computing?  

A There are fewer worries about running out of storage space  

B You can access more powerful applications than your computer could 
typically run  

C It is easier to repair a cloud computing network  

D You can access your system from anywhere in the world as long as you 
have an internet connection  

The correct answer is C. 

While it may be easy to repair individual computers connected to a cloud 
computing system, a business does not have many options if something goes 
wrong with the cloud computing network. They will have to wait for the cloud 
computing service operator to resolve the issue. 
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Artificial intelligence is an area of computer science that emphasises 
the creation of intelligent machines that work and react like human 
beings, performing activities such as voice recognition, planning, 
learning and problem solving. 

4.1 Machine learning 

Most recent advances in AI have been achieved by applying machine learning to 
very large data sets.  

Machine learning algorithms: 

⮚ detect patterns 

⮚ make predictions and recommendations by processing data and experiences, 
rather than by explicit programming instruction, e.g. car insurance premiums 
based upon age, gender, postcode, age and type of car. 

⮚ adapt to new data and experiences to improve their function over time. 

 

  

Artificial Intelligence (AI) 
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4.2 Artificial intelligence and accountancy 

Machine-produced outputs far exceed the accuracy and consistency of those 
produced by humans.  

Short to medium term 

AI will enable accountants to 

⮚ improve their efficiency by doing routine tasks more quickly and reliably 

⮚ provide more insight if useful information is produced 

⮚ deliver more value to businesses.  

Longer term 

Systems will increasingly carry out decision-making tasks currently performed by 
humans, bringing opportunities for much more radical change, including: 

⮚ using machine-learning to code accounting entries, improving accuracy and 
enabling greater process automation 

⮚ improving fraud detection through more sophisticated, machine-learning models 
of ‘normal’ activities and better prediction of fraudulent activities 

⮚ using machine-learning-based predictive models to forecast revenues  

⮚ improving analysis of unstructured data, such as contracts and emails. 
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Example 4 [E1, E2, E3, E13]  

Which THREE of the following statements are true with respect to artificial 
intelligence?  

A Using artificial intelligence results in decisions which lack judgement calls.  

B Using artificial intelligence can help when dealing with mundane tasks.  

C Using artificial intelligence will slow down decision making.  

D Using artificial intelligence can lead to data being processed error-free, no 
matter how large the data set.  

The correct answer is A, B, D. 

Using artificial intelligence can help make faster decisions and carry out 
actions quicker. 
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Big Data is a term for a collection of data which is so large that it 
becomes difficult to store and process using traditional databases and 
data processing applications. 

 

5.1 Examples of Big Data 

Big Data includes more than just financial information and can involve other 
organisational data (both internal and external) which is often unstructured. 

Examples of data that inputs into big data systems can include: 

⮚ social network traffic 

⮚ web server logs 

⮚ streamed audio content  

⮚ banking transactions 

⮚ web page histories and content 

⮚ government documentation 

⮚ financial market data 

 

  

Big Data and analytics 
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5.2 Features of Big Data 

Gartner, the global research firm, described Big Data as high-volume, high-velocity 
and high-variety information assets, known as the Three Vs.  

Another V which is sometimes added is veracity, or truthfulness. 

 

 

 

 

 

 

 

 

⮚ Volume is the significant amount of data that the organisation needs to store 
and process. For example, Match.com (an online dating company) estimates 
that it has 70 terabytes of customer data. 

⮚ Variety refers to the numerous sources from which data is received. Match.com 
gathers data on customers’ browser and search histories, viewing habits and 
purchase histories to build an accurate view of the customer. 

⮚ Velocity represents the speed at which data changes. For Match.com, 
customers leave, new customers join, or existing customers’ tastes may 
change, so data needs to be continually gathered to deal with these changes. 

⮚ Veracity means that the data gathered needs to be accurate, otherwise it’s 
meaningless. Match.com has found that customers lie to make themselves 
appear more attractive to prospective partners, leading to inaccurate matches. 
Using non-biased sources of information (such as purchasing or web browser 
histories) rather than relying solely on customer input is therefore important. 

Volume  Variety  

Big Data  

Veracity  Velocity  
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Example 5 [E1, E2, E3, E13]  

The storage and accessing of data and programs over the internet instead of 
on a computer’s hard drive is achieved using:  

A Social media  

B An intranet  

C Cloud computing  

D Big Data 

The correct answer is C – Cloud computing. 

Example 6 [E1, E2, E3, E13]  

The Managing Director of Ajda Co has recently started looking at ways of 
gathering Big Data for her business. She is concerned that some of the 
sources of data she has chosen are unreliable, and may therefore lead her to 
inaccurate conclusions.  

Which features may be missing for Ajda's Big Data?  

A Variety  

B Volume  

C Veracity  

D Velocity  

The correct answer is C – Veracity.  

Veracity refers to the accuracy and truthfulness of the data. If this is missing it 
can lead to inaccurate conclusions being drawn. 
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5.3 Benefits of Big Data 

The benefits of Big Data include: 

⮚ Driving innovation by reducing the time taken to answer key business 
questions, thereby speeding up the decision process. 

⮚ Gaining competitive advantage by identifying trends or information not yet 
identified by rivals. 

⮚ Improving productivity by identifying waste and inefficiency, or identifying 
improvements to working procedures. 

5.4 Data analytics 

Data analytics provides a way of converting data into usable information. There are 
different forms of data analytics, but each uses the data to provide different 
information.  

⮚ Descriptive analytics looks at past data statistically to help a business 
understand how it has performed by providing context. It can help stakeholders 
interpret information, perhaps in the form of data visualisations like graphs, 
charts, reports, and dashboards, enabling non-financial managers to interpret 
information more easily. 

⮚ Diagnostic analytics takes descriptive data and provides deeper analysis to 
help understand why things happened. Diagnostic analysis is sometimes 
referred to as root-cause analysis, including processes such as data-mining and 
drill-down.  

⮚ Predictive analytics takes historical data and feeds it into a machine-learning 
model that considers key trends and patterns. This model is then applied to 
current data to predict what will happen next.  

⮚ Prescriptive analytics uses predictive data to suggest various courses of 
action and outlines what the potential implications would be for each.  

Both descriptive and diagnostic analytics look at past data to explain what happened 
and why it happened.  

Predictive and prescriptive analytics use this past data to forecast what will happen in 
the future and what actions we could take to affect those outcomes.  

Many organisations use a variety of analytics together to help them identify business 
opportunities and to work smarter, focus and prioritise their resources. 
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5.5 Data visualisation 

The need to communicate information within the data makes data visualisation 
critically important to the finance function. The ability to make data relevant, 
accessible and easy for all end-users, especially non-financial users, is vital. 

Key benefits of data visualisation include: 

Accessibility – traditional financial reports can be difficult to understand and visually 
unappealing. Modern data visualisation graphics and dashboards are designed to be 
user-friendly. 

Real-time synchronising – real-time data with data visualisation tools gives up-to-
date, clear, information, allowing quicker responses to business changes. 

Performance optimisation – better decision-making is supported by clear, timely 
information, enabling proactive utilisation of resources as problems are identified. 

Insight and understanding – Visual presentation of data can lead to improved 
understanding about the cause and effect relationships that underpin performance. 

  

Example 7 [E1, E2, E3, E13]  

Which THREE of the following are typical problems that organisations may 
face when dealing with big data?  

A The increasing use of electronic devices within society at large.  

B A lack of skills in the labour pool relating to the handling of big data.  

C Legal and privacy issues if data is held about individuals.  

D Measurement of metrics that have no use to the organisation.  

E Inability to monitor information from social media sites.  

The correct answer is B, C, D. 

The increasing use of electronic devices makes big data collection easier. 
Many organisations successfully gather information from social media sites 
such as Facebook and Twitter and use it to great effect within their decision-
making processes. 
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6.1  Definitions 

Cyber security is the protection of internet-connected systems, including 
hardware, software and data, from cyber-attacks. 

A cyber-attack is a malicious and deliberate attempt by an individual or 
organisation to breach the information system of another individual or 
organisation. Usually, the attacker seeks some type of benefit from 
disrupting the victim’s network. 

In a computing context, security comprises both cyber security and 
physical security – both are used by organisations to protect against 
unauthorised access to data and systems. Physical security was 
covered in Chapter 4. 

If the data on an organisation’s computer system is accessed without 
authorisation, or damaged, lost or stolen, it can lead to business and 
financial disaster. 

A variety of different technical methods can be used by cybercriminals. 
New methods appear regularly, and some of these categories overlap, 
but the terms that you are most likely to hear are: 

⮚ Malware – short for malicious software, designed to cause 
damage to a single computer, server or computer network. Attacks 
may render a computer or network inoperable, or grant the 
attacker access so that they can control the system remotely. 
Worms, viruses and trojans are all varieties of malware. 

⮚ Phishing – a technique by which cybercriminals craft emails to 
fool a target into taking some harmful action. For example the user 
could be urged to click on a disguised link that downloads 
malware, or takes them to a fake website where they will be asked 
for sensitive information such as usernames and passwords. 

⮚ Denial of service attacks – a brute force method to prevent an 
online service from working properly. For example, attackers might 
send so much traffic to a website or database that it overwhelms 
the system’s ability to function, making it unavailable to anybody.  

⮚ Man-in-the-middle attacks – attackers secretly interpose 
themselves between the user and a web service that the user is 
trying to access. For example, an attacker might set up a Wi-Fi 
network with a login screen designed to mimic a hotel network. 
When a user logs in, the attacker harvests any information that 
user sends, including passwords. 

Cyber security 
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Example 8 [E1, E2, E3, E13]  

Which of the following would be classed as a denial of service attack?  

A Listening in on network traffic to identify the address of a computer.  

B Continually bombarding a targeted network with fake requests.  

C Forcing computers to drop their connections and reconnect with the 
attacker's access point.  

D Someone posing as an IT technician requesting information about your 
computer configuration.  

The correct answer is B. 

A denial of service (DOS) attack is an attack intended to shut down a machine 
or network, making it inaccessible to its intended users by flooding it with 
traffic. 
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By the end of this session you should be able to:  

 understand the common types of fraud within a business 

 identify circumstances when fraud may occur 

 assess how internal controls can be used in preventing and detecting fraud 

 make suggestions for internal controls to detect and prevent fraud 

 assess the cause of systemic weaknesses in internal control systems 

 propose monitoring review and report actions in response to an identified risk 

and answer questions relating to these areas. 

  

Chapter 6 
Preventing and detecting fraud 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis & problem solving 

Behaviours: Ethics and integrity, personal accountability productivity 
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What is fraud? 

Types  

Detecting/Preventing  

Implications  

Overview 
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1.1  Fraud 

Fraud is dishonestly obtaining an advantage, avoiding an obligation 
or causing a loss to another party. 

Fraud (intentional) can be contrasted with error (unintentional). 

1.2  Different types of fraud  

Examples of fraud include: 

 Crimes against customers (e.g. pyramid schemes) 

 Employee fraud against employers (e.g. payroll fraud, expense claims) 

 Crimes against investors (e.g. financial statement fraud) 

 Crimes against financial institutions (e.g. fraudulent insurance claims) 

 Crimes against government (e.g. tax evasion, social security benefit fraud)  

 Crimes by professional criminals (e.g. money laundering)  

 E-crime using computers (e.g. hacking, spamming, copyright crimes) 

 

Fraud is a criminal offence, punishable by a fine or imprisonment.  

 

Core: TYU1 

 

 

  

What is fraud?  
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1.3  The Fraud Act (2006)  

Fraud is a criminal act and can be broken down into three distinct 
offences. 

 Fraud by false representation 

 Fraud by failing to disclose information 

 Fraud by abuse of position 

1.4  Prerequisites for fraud  

For fraud to take place, the following three elements of the fraud triangle must be 
present: 

 an ability to rationalise the fraudulent action and hence act with dishonesty. 

 a perceived opportunity to commit fraud. 

 a motive, incentive or pressure to commit fraud. 

 

 

 

  

Example 1 [E1, E11, E12, E13, E23]  

Which of the following is not a fraud? 

A  Accepting money from a customer in return for crediting their account.  

B  Paying money from selling drugs into the bank account of a legitimate 
business. 

C  Including extra items on an insurance claim for burglary. 

D  Car-sharing with another employee, and both claiming the mileage. 

The correct answer is B. This is an example of money laundering. 
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1.5  Fraud prevention  

Fraud prevention is best achieved by reducing opportunity for fraud and removing 
temptation from potential offenders. Techniques for achieving this include the 
establishment of a fraud strategy. This strategy will include the introduction of 
policies, procedures and controls. Activities such as training will reinforce the 
strategy. 

The mere existence of a fraud strategy provides a deterrent, and can be achieved 
through: 

 Anti-fraud culture  

Minor unethical practices may lead to a culture in which larger frauds occur.  

 Risk awareness  

It is important to raise awareness through training programmes, particularly for 
employees involved in receiving cash, purchasing and paying suppliers. 

 Publicity  

This serves as a reminder to those tempted to commit fraud and a warning to 
those responsible for the management of controls. 

 Whistle-blowing  

Employees should be encouraged to raise the alarm if they suspect fraud.  

 Sound internal control systems  

Sound systems of internal control should reduce fraud by identifying risks and 
then establishing procedures to monitor those risks. 
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2.1  Types of fraud 

There are two main types of irregularity which are of concern when considering 
fraud: 

 theft 

 false accounting. 

2.2  Theft  

Any business assets can be stolen, whether by employees or management, acting 
alone or in collusion with third parties.  

This may involve the theft of inventory, euphemistically known as shrinkage. Theft 
can be small or larger scale.  

Small scale theft can include cash or stationery items. Computer equipment is 
particularly vulnerable. 

Larger scale theft can include cheques, intellectual property, false expense claims, 
payroll fraud. 

2.3  False accounting  

The main aim of false accounting is usually to present the results and affairs of the 
organisation more positively than the reality.  

Management may occasionally wish to ‘window-dress’ their statement of financial 
position, for example improving cash balances or payables by manipulating payment 
or receipt dates. 

The owners or managers of the company could commit fraud by: 

 misuse of pension funds 

 deliberately overvaluing assets 

 not writing off bad debts to avoid the effects on profit and assets 

 understating depreciation 

 understating expenses 

Types of fraud  
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2.4  Collusion  

Collusion is a common element in frauds whereby individuals pool their resources, as 
the required specialist skills might not be available to the individual acting 
independently. Collusion can be used as a means to bypass internal controls, for 
example a manager could sign off excess employee overtime in return for a share of 
the gain. 

Employees can collude with customers, with other employees or with friends. The 
aim is to deceive a party, sometimes through illegal means. 

 

 

  

Example 2 [E1, E2, E12, E13, E23]  

Which of the following is an example of collusion? 

A  When one business uses a design developed by another   

B  When one car crashes into another car 

C  When two businesses work together to develop a product 

D  When two people work together to bypass internal controls 

The correct answer is D. 

Collusion is secret co-operation in order to deceive, usually with the intention 
of illegal gain. 
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2.5 Computer fraud  

This may be summarised as the use of information technology resources to commit 
or conceal a criminal offence or civil wrong.  

Computer fraud typically includes: 

 financial fraud 

 sabotage of data/networks 

 theft of proprietary information 

 unauthorised access by someone outside the business 

 unauthorised access by employees, including employee misuse of internet 
access privileges 
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3.1  Implications of fraud 

The way the organisation is affected by the fraud depends on the type of fraud 
perpetrated.  

Type of fraud  Implications  

Any fraud discovered   Negative publicity 

 Suppliers withdraw credit? 

 Customers look elsewhere? 

 Fraudsters arrested 

Theft of funds or assets   Lower profits  

 Reduced working capital 

Results artificially enhanced   Too much profit distributed to shareholders 

 Lower retained profits 

 Inaccurate information for investors 

 Suppliers misled re credit  

Results understated  Loan access restricted 

 Share price may fall 

 Reduced returns to investors 

 Tax investigation 

 

Foundation: TYU3 

Implications of fraud  
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Example 3 [E1, E2, E12, E13, E23, M2, M11, M30]  

What would be the effect on the financial statements of not writing off a 
receivable balance that is known to be bad? 

A  Expenses would be overstated 

B  Profit for the year would be understated 

C  Assets would be overstated 

D  Retained earnings would be understated 

The correct answer is C. 

By not writing off a receivable balance that should be written off, expenses 
would be lower than they should be, hence understated, leading to an 
overstatement of profit and therefore also retained earnings. The inclusion of 
the balance will mean that assets would be overstated. 
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4.1 Detecting fraud 

The starting point for most fraud detection is to ask yourself how someone could go 
about making money by defrauding your employer.  

For each possible method of fraud a series of questions should then be asked: 

 Who might be involved in this fraud? 

 Why would this person risk their job, reputation and future livelihood by 
committing the fraud? 

 How would the person attempt to cover up the fraud? 

 Where would the loss appear in the company’s financial statements? 

 Would the fraudster need accomplices either inside or outside the company to 
carry out the fraud? 

 What would be the tell-tale signs to look for? 

 Who is the best person in the company to look for suspicious signs of fraud?  

 Is the company’s policy to prevent future frauds or punish existing frauds?  

 Is the investigation to be kept secret and if so how does this affect the answers 
to the above questions? 

By answering the above questions, the company will be well on the way to evolving a 
fraud detection plan with clear objectives. 

In particular the following questions will have been answered: 

 What are the most effective means of detecting whether fraud has taken place? 

 Who should lead the investigation into the suspected fraud? 

 What should the company do if fraud is confirmed? At what stage, if any, are 
the police or others within or without the organisation to be informed? 

  

Detecting fraud  
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4.2  Uncovering fraud  

Discovering fraud can be exceptionally difficult and perhaps the majority of frauds 
both with and without computers are found by accident. 

There are some key ways of uncovering fraud:  

 Perform regular control checks (e.g. stocktaking, cash counts.)  

 Be aware that fraud might be occurring   

 Look out for signs that there may be a problem such as late payments, work 
backlogs, incomplete audit trails, people with an extravagant life-style, confused 
decision-making, multiple interlocking companies or deals, strange payments to 
countries with strict privacy laws, large transfers before public holidays. 

 Look out for managers who say fraud can’t happen in their department and say 
they have trustworthy staff. Many frauds simply exploit missing elements of 
control. 

 

 
  

Example 4 [E1, E2, E3, E13, E20, E21, E22, E23, E24, E26]  

What could be the advantages for a business publicising a fraud that it 
has suffered? 

Many businesses may initially wish to hush up any fraud that they have 
suffered to avoid any potential public embarrassment about their perceived 
weaknesses. However, there are advantages to be gained from publicising 
the situation, depending on the fraud. Provided that the losses suffered have 
not affected external stakeholders, such as customers, the business can 
present a positive spin. 

Firstly, the fraud has been discovered, so the business can claim credit for 
this, potentially focusing on the strength of their internal controls in doing so. 

In publicising the fraud the business will make any other potential fraudsters, 
inside and outside the business, less keen on future fraud. This will also be 
enhanced if the result of the fraud was a criminal prosecution. 

Publicity will also enable open conversations within the business about 
reviewing existing controls to prevent any similar future episodes. This will 
also improve the business’s reputation for transparency. 
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4.3  Risk management  

Risk management comprises risk assessment (identifying and analysing risk) and 
risk control (taking steps to reduce risk, provide contingency plans and monitor 
improvements).  

Risk management can be seen as a series of steps: 

  

Risk identification 

Risk analysis  

Risk prioritisation 

Risk management 
planning   

Risk resolution  

Risk monitoring  
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 Risk identification – producing lists of risk items. 

 Risk analysis – assessing the loss probability and magnitude for each item.  
Stronger internal controls clearly reduce the risk here. 

 Risk prioritisation – producing a ranked ordering of risk items. 

 Risk-management planning – deciding how to address each risk item, 
perhaps by transferring, avoiding, reducing or accepting the risk.  

 Risk resolution – producing a situation in which risk items are eliminated or 
resolved. 

 Risk monitoring – tracking progress toward resolving risk items and taking 
corrective action. 

4.4  Grading the risk level  

You might be expected to be able to grade the likelihood of a risk either 
from low to medium to high, or perhaps using a numerical grade (where 
a higher number equals a higher risk) and this requires a little 
judgement. 

It is difficult to provide precise guidance here but: 

 The more desirable the asset the more likely it could be stolen. Cash, high 
value items or household goods are more prone to theft and hence would be 
rated as higher risk. 

 The level of past incidence. If frauds have occurred in the past then they are 
more likely to reoccur. 

 Cash-based businesses are high-risk areas as cash is relatively easy to steal 
and any controls are highly dependent on the integrity of individuals. 

 Complex accounting environments are more prone to fraud as fewer people 
understand what is happening. 

 Weak control environments can encourage more fraud as there is a reduced 
chance of discovery. 
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4.5  Risk matrices 

A risk matrix identifies whether a risk will have a significant impact and compares that 
to the likelihood of the risk occurring. 

Risks with a significant impact and a high likelihood of occurrence need more urgent 
attention than risks with a low impact and low likelihood of occurrence. 

 

 

 

  

Illustration 1  

In the matrix below, likelihoods and impacts are graded low, medium or high. 
Low grade is scored 1, medium 2 and high 3. The grid is completed by 
multiplying the likelihood score by the corresponding impact score to give an 
overall risk score. 

  Impact 

  Low (1) Medium (2) High (3) 

Likelihood / 
probability 

High (3) 3 6 9 

Medium (2) 2 4 6 

Low (1) 1 2 3 
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4.6  TARA risk matrices 

A simpler form of risk matrix (TARA matrix) may also be used, where probability and 
impact are identified as either high or low. The response to the risk (transfer, avoid, 
reduce, accept) is then indicated on the matrix as shown below: 

  Impact 

  Low  High 

Likelihood / 
probability 

High Reduce Avoid 

Low Accept Transfer 

Transfer  

A common example of risk transfer is insurance for protection against possible 
losses.  

Avoid  

An organisation might choose to avoid a risk altogether.  

Reduce  

An organisation might use controls to reduce risks with low impact but high 
probability. For example, the risk of inventory theft could be reduced by implementing 
controls such as CCTV. 

Accept  

Simply accept that the risk may occur and decide to deal with the consequences of 
that particular situation.  
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Example 5 [E1, E2, E3, E13, E23]  

What would be the appropriate action, using the TARA risk matrix where the 
risk is estimated as high-impact but low-probability? 

A  Transfer 

B  Accept 

C  Reduce 

D  Accept 

The correct answer is A. 

High-impact but low-probability would enable the business to transfer the risk, 
probably using some form of insurance. 
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5.1  Reducing fraud 

The key to minimising the risk of fraud lies in understanding why it occurs, identifying 
business areas that are at risk and implementing procedures to address vulnerable 
areas.  

One approach for reducing fraud is to target: 

 Motive  

Motivation to commit fraud will normally be prevented by:  

– good employment conditions (e.g. pay)  

– instant dismissal where appropriate  

– sympathetic grievance procedures. 

 Dishonesty  

Fraud will be reduced in a culture of: 

– severe disciplinary procedures for offenders 

– moral leadership by management. 

 Opportunity  

Opportunity will be prevented by:  

– segregation of duties 

– input and output controls on computer processing  

– control over and testing of new computer programs  

– physical security of assets and computer hardware  

– controls over forms and documentation, e.g. cheques. 

  

Preventing fraud  
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5.2  Prevention and deterrence 

Prevention of fraud is a two-stage process: 

1 ensure that opportunities for fraud are minimised (fraud prevention), and  

2 ensure that potential fraudsters believe they will be caught (fraud deterrence). 

Fraud prevention  

Fraud prevention means examining all the key company systems and viewing them 
with the mind-set of a potential fraudster. The review will bring to light a number of 
weaknesses in the current systems that could be exploited by a fraudster. Having 
identified the weaknesses in the current systems, the company must then improve 
those systems by introducing new or different controls. 

Fraud deterrence  

Only when potential fraudsters believe fraud will be detected and when whistle-
blowers believe they will be protected will there be an effective deterrence of fraud. 

5.3  Fraud contingency plan  

A fraud contingency plan provides the route map that enables the company to 
undertake an investigation that meets its objectives and protects its interests. This 
plan identifies fraud risks in each area from management, employees, third parties or 
through collusion. It determines who will lead the investigation and the objectives and 
powers of the investigation team.  It decides how the company will work with the 
police and handle publicity. 

5.4  Fraud matrix  

Organisations sometimes use a matrix to assess the extent of fraud risk 
in an accounting system. Generally speaking, frauds with a lower 
impact (disappearing stationery) are more likely than those with a high 
impact (pension fund fraud). The impact of a fraud can be graded high, 
moderate or low.  

A matrix will be drawn up for each area of the business. The format, as 
with many management reports, will vary from business to business. 
This matrix will then enable management to assess the risks and 
establish an appropriate strategy for minimising them. 
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Illustration 2  

A fraud risk matrix for the payroll department might look like this: 

Details of risk Employees Collusion Likelihood Impact 

Stationery pilferage Payroll staff None high low 

Theft of cash Payroll staff None  moderate moderate 

Payment to fictitious 
employees 

Payroll staff Third party 
recipient 

moderate moderate 

Simpler fraud matrices could simply list the details of the fraud risk with a 
numerical value rating the fraud risk, typically from 1 (very low) to 5 (very high). 

So the payroll department matrix above becomes: 

Details of risk Rating 

Stationery pilferage 1 

Theft of cash 3 

Payment to fictitious employees 3 
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Summary 

What is fraud? 

–  Definition  
–  Examples  
–  The Fraud Act (2006) 
–  Prerequisites for fraud 

Types 

–  Theft 
–  Collusion 
–  Computer fraud 
–  False accounting  

Detecting  

–  Questions 
–  Uncovering fraud  
–  Risk management 
–  Risk matrix 
–  Grading risk   

Implications  

–  Negative publicity 
–  Lower profits  
–  Excess profit 

distribution 
–  Share price may fall 

Preventing  

–  Approach  
–  Fraud prevention  
–  Fraud deterrence  
–  Fraud matrix 
–  Fraud contingency plan 
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By the end of this session you should be able to:  

 understand how management information systems should enable the 
calculation of performance indicators  

and answer questions relating to these areas. 

  

Chapter 7 
Performance indicators  

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis & problem solving 

Behaviours: Ethics and integrity, personal accountability productivity 
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Overview 

Ratio calculations  

Interpreting ratios  
Linking ratios and 
control problems  
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1.1  Types of ratios 

 

 

 

 

 

 

 

 

Profitability ratios measure how profitable a business is. 

Liquidity ratios assess whether a business can meet its short-term 
obligations. 

The gearing ratio measures the extent to which a business is 
dependent on debt finance (loans) as opposed to equity funding. 

 

  

Ratio calculations 

Ratios Profitability 

Liquidity Gearing  
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1.2  Profitability ratios  

Return on capital employed 

Profit from operations  

–––––––––––––––––––––––––––––––– × 100% 

Total equity + non-current liabilities  

Gross profit percentage 

Gross profit  

–––––––––––––––––––––––––––––––– ×100% 

Revenue  

Operating profit percentage 

Profit from operations  

–––––––––––––––––––––––––––––––– ×100% 

Revenue  

Asset turnover 

Revenue 

–––––––––––––––––––––––––––––––– 

Total assets – current liabilities* 

* note that the denominator represents the capital employed, 
so may also be calculated as total equity plus non-current 
liabilities. 
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Example 1 [E1, E2, E3, E13, M4, M5, M30]  

The following information has been extracted from the financial statements of 
Daka Co for the year ended 31 December 20X7. 

Statement of profit or loss 

 £000 

Revenue 2,760 

Cost of sales (2,160) 

Gross profit 600 

Operating costs (420) 

Profit from operations 180 

Statement of financial position 

 £000 

Share capital 350 

Retained earnings 450 

Total equity 800 

Non-current liability: loan 700 

You are required to calculate the following ratios: 

(i) Return on capital employed % 

(ii) Gross profit % 

(iii) Operating profit % 

(iv) Asset turnover 
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Example 1 continued  

Answer 

(i) Return on capital employed % 

Profit from operations / (Equity + non-current liabilities) 

(181 / (800 + 700)) × 100% = 12% 

(ii) Gross profit % 

Gross profit / Revenue  

(600 2,760) × 100% = 21.7% 

(ii) Operating profit % 

Profit from operations / Revenue 

(180 2,760) × 100% = 6.5% 

(iv) Asset turnover 

Revenue / Capital employed* 

(2,760 / (800 + 700)) = 1.8 

Note that capital employed may be calculated in two ways, either deducting 
current liabilities from total assets, or adding equity to non-current liabilities.  
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1.3  Liquidity ratios 

Current ratio 

Current assets 

––––––––––––––––––––––––––––– :1 

Current liabilities 

Quick ratio or ‘acid test’ ratio 

Current  assets – inventories 

––––––––––––––––––––––––––––– :1 

Current liabilities 

Inventory turnover 

Cost of sales 

––––––––––––––––––––– times 

Inventories  

Inventory holding period (days) 

Inventories 

––––––––––––––––––––– × 365 days 

Cost of sales 

Payables payment period (days) 

Trade payables 

––––––––––––––––––––– × 365 days 

Cost of sales 

Receivables collection period 

Trade receivables 

––––––––––––––––––––– × 365 days 

Revenue 

Working capital cycle (days) 

Inventory days + receivables days – payables days 
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Example 2 [E1, E2, E3, E13, M4, M5, M30]  

The following information has been extracted from the financial statements of 
Daka Co for the year ended 31 December 20X7. 

Statement of profit or loss 

 £000 

Revenue 2,760 

Cost of sales (2,160) 

Gross profit 600 

Statement of financial position 

 £000 

Inventory 325 

Trade receivables 340 

Cash 75 

Current assets 740 

Trade payables 360 

Taxation 50 

Current liabilities 410 

You are required to calculate the following ratios: 

(i) Current ratio 

(ii) Quick ratio 

(iii) Inventory turnover 

(iv) Inventory holding period 

(v) Receivables collection period 

(vi) Payables payment period 
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Example 2 continued  

Answer 

(i) Current ratio 

Current assets / Current liabilities 

740 410 = 1.8 

(iii) Quick ratio 

(Current assets excluding inventory) / Current liabilities 

(741 – 325) / 410 = 1.0 

(iii) Inventory turnover 

Cost of sales / Inventory 

2,160 / 325 = 6.6 

(vi) Inventory holding period 

(Inventory / Cost of sales) × 365  

(325 2,160) × 365 = 55 days 

(vii) Receivables collection period 

(Receivables / Revenue) × 365 

(340 / 2,760) × 365 = 45 days 

(viii) Payables payment period 

(Payables / Cost of sales) × 365 

(360 / 2,160) × 365 = 61 days 

Note that you would not normally calculate both inventory turnover and 
inventory holding period, as they provide you with the same information. 
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1.4  Financial position  

Gearing: 

Non-current liabilities 

––––––––––––––––––––– × 100 

Equity + Non-current liabilities 

 

 

 

  

Example 3 [E1, E2, E3, E13, M4, M5, M30]  

The following information has been extracted from the financial statements of 
Daka Co for the year ended 31 December 20X7. 

Statement of financial position 

 £000 

Share capital 350 

Retained earnings 450 

Total equity 800 

Non-current liability: loan 700 

You are required to calculate the gearing ratio. 

Answer 

Non-current liabilities / (Equity + non-current liabilities) × 100% 

700 / (800 + 700) × 100% = 46.7% 



Performance indicators: Chapter 7 

 

157 

 

2.1  Interpreting ratios 

You must understand the meaning of the ratios as well as have the 
ability to calculate them in the assessment. 

Points to consider: 

 You need two ratios calculated on a consistent basis to make a 
comparison. 

 Ratios rarely answer questions, they highlight areas where questions 
might usefully be asked. 

 Ratios based on figures from the statement of financial position show 
position at a particular point in time only.  

 Could use average figures to avoid distortions.  

 Does the industry have seasonal factors to consider? 

 Do not limit analysis to only ratio information.  

 What does the ratio mean?  

 What does the change in the ratio mean? 

 What is the norm? 

 What are the limitations of the ratio? 

 Watch out for window dressing 

 

  

Interpreting ratios 
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In the exam, as well as calculating ratios, you may be given a range of 
statements and asked to 

 identify what is indicated by the ratios, or  

 explain why the ratios are different, from one period to another or 
between companies, or 

 summarise the cause and effect correctly. 

When explaining why ratios have changed, try to refer to the underlying drivers of 
business performance where possible.  

 
Foundation: TYU1 

Core: TYU 2  

Extension: TYU3 
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3.1  Linking ratios and control problems 

An important aspect of the syllabus is the link between a ratio change (often a 
deterioration) and the internal control system.   

Ideally you can follow the line of possible cause and effect from both directions: 

From problems to ratios – examples  

Control issue  Impact on financial 
statements  

Key ratios affected  

Fraud where items are 
stolen from the 
warehouse  

 COS higher than 
expected  

 Fall in gross and 
net margins  

Credit controller ill   Receivables 
balance will be 
higher than 
expected  

 Receivables days 
higher 

 Quick and current 
ratios higher 

Theft of cash   Less cash than 
expected  

 Quick and current 
ratios lower  

Fraud where items are 
sold to a friend at a very 
low price  

 Sales lower than 
expected  

 Gross profit lower 
than expected  

 Fall in gross and 
net margins 

 Receivables days 
lower  

 

  

Linking ratios and control problems 
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From ratios to problems – examples  

Ratio Basic cause  Possible control issues  

Gross margin down   Prices lower and/or 
cost of sales 
higher 

 Sales managers 
giving excessive 
discounts  

 Theft of inventory 

 Excessive 
waste/obsolescence 
of inventory 

 Cut-off problems  

 Price rises from 
suppliers 
unchecked due to 
purchase orders not 
being authorised 
correctly 

Inventory days higher  Excessive period-
end inventory 

 Cost of sales lower  

 Purchased too 
much inventory due 
to purchase orders 
not being checked 
properly 

 Purchase invoices 
mis-recorded 

 Errors with time 
sheets, affecting 
cost of sales 
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Core: TYU 5 and 6 

 

  

Example 4 [E1, E2, E3, E13, M4, M5, M11, M30]  

It has been discovered that a member of the warehouse team has been 
stealing high-value inventory items and selling them to his/her friends and 
family. 

Identify the impact of the fraud on the following ratios: 

 Higher Lower No change 

Gross profit margin    

Inventory days    

Payable days    

Receivable days    

The loss of inventory would cause cost of sales to be higher. This would 
obviously reduce the gross margin, but would also affect inventory days and 
payable days whose calculations use cost of sales as their denominator. A 
higher denominator would produce a lower ratio. The calculation of receivable 
days uses receivables and revenue so is unaffected. 
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Summary 

Ratio calculations: 
profitability, liquidity, 

gearing 

Interpreting ratios: 
points to consider 

Linking ratios and 
control problems  

Control 
problems  

Ratios  
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Additional tutor guidance 
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By the end of this session you should be able to:  

 understand why accounting systems should be reviewed regularly to ensure 
that they are fit for purpose  

 recommend and justify changes to the accounting system 

 analyse the implications of changes to the accounting system 

 consider the effects of recommended changes on the users of the system 

 understand the different methods of support to assist in adapting to changes 

 understand the principles of SWOT analysis and how to apply it to the 
accounting system 

 understand the principles of PESTLE analysis and how to apply it to the 
accounting system 

 undertake a SWOT and PESTLE analysis 

and answer questions relating to these areas. 

  

Chapter 8 
Changes to the accounting system 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis & problem solving 

Behaviours: Ethics and integrity, personal accountability productivity 
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Overview 

Reasons for change  

Justification for 
change  

Implementing 
changes: 

Approaches  

Implementing 
changes:  

Resistance  
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1.1  Need for change 

In order to identify any need for change the existing system will need to be recorded 
and reviewed. A useful tool for this process is to produce a flow of information 
diagram. This can then be reviewed for potential improvements. 

1.2  Reasons for change  

There are many reasons for changes to an accounting system.   

You need to understand all of these and be able to identify them in the exam. 

Reason for change  Example  

Regulation changes  VAT rules change  

Growth in business activity Manual system cannot cope with 
increased volumes   

New information flow  Report on sustainability and 
environmental issues  

Resources: short-term capacity issues  Computer failure requiring temporary 
manual system 

Identified weakness  e.g. need to introduce new levels of 
authorisation  

Changes in the environment  Increased need for environmental and 
social reporting 

New products  New product would require updates to 
general ledger accounts and accounting 
process 

You may be asked to justify a change being suggested in your exam, so 
having a clear idea regarding the need for change will provide the basis 
for that justification. 

Core: TYU1 

Reasons for change 



Internal Accounting Systems and Controls 

 

168 

 

 

  

Example 1 [E1, E2, E3, E13]  

Which of the following would improve a business’s ability to cope with 
significantly increased sales volumes? 

A  Enhanced credit checks on new customers  

B  Segregation of duties between opening the post and recording cheque 
receipts 

C  Expand the sales ledger team by employing a full-time credit controller 

D  Increased numbers of general ledger accounts 

The correct answer is C. 

Increased staff numbers would help the accounts team cope with extra sales 
volume.  

A and B would improve internal controls, and D would aid analysis. 
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2.1  Cost-benefit analysis 

Tangible costs  Intangible costs  

One-off costs (e.g. development, new 
equipment) 

Staff dissatisfaction if systems are 
poorly specified or implemented 

Ongoing costs (e.g. maintenance)  Increased staff mistakes and reduced 
performance during the learning period 
following implementation of a new 
system 

 Opportunity costs 

 Lock-in costs. Purchasing a particular 
solution can bind a company to a 
particular supplier, reducing its ability to 
take advantage of future developments 
from other providers  

 

Tangible benefits  Intangible benefits  

Savings in staff salaries, maintenance 
costs and consumables  

More informed or quicker decision-
making  

Greater efficiency Improved customer service, resulting in 
increased customer satisfaction 

Business benefits gained through 
improved management information  

Freedom from routine decisions and 
activities, resulting in more time 
available for strategic planning and 
innovation 

Gaining competitive advantage  Better understanding of customer needs 
through improved analysis of data 

A simple cost-benefit analysis could just list costs and benefits of the project, netting 
them off to establish a net cost or net benefit. A project with a net benefit would be 
accepted. Two other possible methods of performing this analysis should be familiar 
to you from previous studies: payback and Net Present Value.  

Justification for change  
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Example 2 [E1, E2, E3, E13, M2, M10]  
You have completed research into a new inventory control system. The cost 
of the research was £4,700.  

Existing staff would need to be trained to operate the new system at a cost of 
£4,000. The department supervisor would need additional training at a cost of 
£2,000. 

Computer costs will rise as a result of the new system due to purchase of 
new equipment and software licences. The total annual cost would amount to 
£43,000. 

The new system would enable annual payroll savings in headcount and 
overtime of £40,000. 

As a result of the new system it will be possible to permanently reduce the 
inventory holding by £15,000.  

Complete the cost-benefit analysis below and state whether the new 
inventory control system should be acquired. 

Benefits £ 

Payroll savings 40,000 

Reduction in inventory holding 15,000 

  

Costs  

Training (6,000) 

Computer costs (43,000) 

  

Net benefit/(cost) 6,000 

As there is a net benefit the new inventory control system should be acquired. 

Note that the research cost is not included as it represents a sunk cost, i.e. a 
cost that has already been spent, so is not part of the decision process. 
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2.2  Payback  

Payback calculates the time taken for project cash inflows to equal project cash 
outflows. The decision rule is to accept the project that pays back most quickly. 
Whilst projects that pay back quickly may be inherently less risky, the overall return 
on a project is not considered, as cash flows occurring after payback are ignored. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

Illustration 1  
 
 Project 1 Project 2 

 £000 £000 

Cost  (200) (200) 

Net savings    

Year   

1 100 60 

2 100 76 

3 50 90 

4 0 37 

Project 1 has paid back by the end of year two.  

However Project 2 does not recover its investment until towards the end of 
Year 3.  

Using payback, Project 1 would be selected, even though total return is 
greater for Project 2. 
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2.3  Net Present Value (NPV) 

This method calculates the net present value of all the project cash flows. If NPV is 
equal to, or greater than zero the project should be considered, as its return is at 
least equal to the discount rate used. 

To perform an NPV calculation we do the following: 

Step 1:  Identify future incremental cash flows. 

Step 2:  Discount the cash flows to today’s terms (present values). 

Step 3: The present values can be added up and netted off to give a net present 
value or NPV. 

Step 4: If the NPV is positive, then it means that the cash inflows are worth more 
than the outflows and the project should be accepted. 

 

 

  

Illustration 2  
 
Time (t)  Cash flow 

£000 

Discount factor 

@ 10% 

Present value 

£000 

0 (200) 1 (200) 

1 60 0.909 54.5 

2  76 0.826 62.8 

3 90 0.751 67.6 

4  37 0.683 25.3 

    

Net Present Value  10.2 

As the NPV is positive this project is acceptable. 



Changes to the accounting system: Chapter 8 

 

173 

 

2.4  Cost estimation 

Some costs might be difficult to calculate and some estimation will be needed. 

There are different classifications to denote the accuracy of cost estimates: 

 Definitive estimates: accurate to within 5%, produced after the design work is 
done. 

 Feasibility estimates: accurate to within 10%, made in the early design stage. 

 Comparative estimates: made when the current project is similar to a previous 
one. Accuracy depends on similarity and prevailing economic conditions. 

 Ball-park estimates: rough guide, often made before a project starts, accurate 
to within 25%. 

  

Example 3 [E1, E2, E3, E12, E13]  

Which of the following projects would be acceptable? 

A  A project with a longer payback than alternative projects  

B  A project with a negative net present value 

C  A project where the present value of the cash outflows is greater than the 
present value of the cash inflows 

D  A project with a positive net present value 

The correct answer is D. A positive, rather than negative, net present value 
indicates that a project should be accepted. 

When selecting a project based on payback, it is the one with the shortest 
payback which is accepted. 

The net present value will be negative if the present value of outflows is 
greater than the present value of inflows. 



Internal Accounting Systems and Controls 

 

174 

2.5  SWOT analysis  

Another method to assess the worthiness of a new system is to carry 
out a SWOT analysis. 

 

 

 

 

 

 

 

 

This is a structured approach which considers: 

Strengths: 

Does the new system add to the strengths of the business and its reporting?   

For example will the new system produce better or quicker information? 

Weaknesses: 

Will the new system reduce the existing weaknesses in the business? 

For example if the existing system was prone to invoicing errors or costing 
inconsistencies, does the new system reduce these errors? 

Opportunities: 

The new system may have external implications giving the business opportunities to 
succeed. 

For example the new system may mean the tender pricing is more reliable or 
accurate leading to more successful tenders. 

Threats:  

New systems can be temperamental. 

Breakdowns can be costly and give competitors an edge. 

  

Strengths  Weaknesses  

Opportunities  Threats  
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2.6  PESTLE analysis  

PESTLE analysis divides the business drivers into political, economic, 
social (and cultural), technical, legal and ecological/environmental 
factors, sometimes seen as PESTEL or even PEST analysis which just 
looks at the first four factors. 

Analysing these factors can help organisations understand the 
opportunities and threats within their environment and this 
understanding is crucial in shaping the organisation’s current and future 
strategic decisions, for example: 

 

PESTLE factor  Explanation 

Political Legislation, government policies etc. 

Economic Varies according to business type, multinationals 
are concerned with international situation, but 
business trading in just one country more concerned 
with domestic development.  

Social Attitudes, value and beliefs held by people, as well 
as changes in lifestyles, education and health etc. 

Technological Change takes place very rapidly, business needs to 
be constantly aware of what is going on, e.g. 
changes in material supply, processing methods 
and new product development. 

Legal Laws on health and safety, dismissal of employees, 
vehicle emissions, pesticide use etc. 

Environmental/ Ecological Increasingly important in recent years, includes 
impact on business’s external environment in terms 
of pollution etc. 
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Example 4 [E1, E2, E3, E13]  

Chan runs a group of car dealerships within country A, specialising in high-
powered performance vehicles.  It is considering extending its operations to 
neighbouring countries. Match up the following factors with the heading they 
would be analysed under in a PESTLE analysis.  

A The maximum speed limit in the country – Legal 

B Government tax on sales of motor vehicles – Political 

C The level of people’s disposable income – Economic 

D People's attitudes towards fast cars – Social 

PESTLE: Political, Economic, Social, Technological, Legal, Environmental  
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Example 5 [E1, E2, E3, E13]  

The decision of the UK to leave the European Union created a lot of 
uncertainty for businesses in the UK.  

For each of the headings of PESTLE try and describe one influence of 
Brexit on a UK road haulage business that works across Europe. 

Political There were many uncertainties about what the relationship with the 
EU would be once the UK left the EU, and this made planning difficult for 
businesses, as it was unclear how trade in other EU countries would work 
going forward.  

Economic There were fears that the UK would go into a recession if it was 
more difficult to generate trade with the other EU countries. If so, demand for 
the services of the road haulage company would reduce. 

Social – The decision to leave the EU created a lot of divisions of opinion 
both in the UK’s attitude to Europe and in the continent’s views of the UK. 
This could have affected decisions to buy or not to buy UK produced goods 
which the road haulage company transports across Europe. 

Technological – The decision to leave the EU should not have had many 
significant technological impacts. It is important in the exam to appreciate that 
not all aspects of PESTLE will be relevant in any given scenario. 

Legal – In the years following Brexit, the UK will revert back to creating its 
own laws. This may have a positive or negative impact on the company - only 
time will tell. 

Environmental / Ecological – Consumers are very interested in the carbon 
footprint of the goods they purchase. If it becomes more difficult to purchase 
from the EU, or products have to be imported from further afield, UK 
consumers may prefer to purchase domestically produced goods to reduce 
their carbon footprint. This may require the haulage company to change the 
structure of its operations.  
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3.1  Resistance 

Resistance is ‘any attitude or behaviour that reflects a person’s 
unwillingness to make or support a desired change’. 

Resistance to change is the action taken by individuals and groups 
when they perceive that a change that is occurring is a threat to 
them. 

Resistance can be classified in to three general categories: 

Job factors  General fear of change, fear of new 
technology, fear of demotion or 
reduction in pay. 

Social factors  People affected may dislike the new 
social dynamic (or like the existing 
social dynamic). 

Personal factors  Each person may react differently to a 
particular change, so personal factors 
will vary.  

It is important to respond to these threats for a successful changeover. 

Source of resistance  Possible response  

The need for security and the familiar  Provide information and reassurance, 
invite involvement. 

Having the opinion that no change is 
needed  

Clarify the purpose of the change, its 
impact and how it will be achieved. 

Trying to protect vested interests Demonstrate the issue or the 
opportunity that makes changes 
desirable. 

Dislike the social upheaval  Organise social team-building events. 

  

Implementing changes: Resistance 
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3.2  Change agents 

Many organisations employ ‘change agents’ to encourage and facilitate change. 
They can play a major role in helping deal with resistance to change.  

Usually change agents are figures who are familiar and non-threatening to other 
people. 

The quality of the relationship between the change agent and key decision makers is 
very important, so the choice of change agent is critical. 

Core: TYU3 
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4.1  Testing  

Changing accounting procedures are fraught with difficulty.  Transactions or records 
can be lost or duplicated, so an organised process is recommended.   

There are various forms of testing to be carried out before implementation can begin.  

Testing methods include the following: 

Realistic data testing  The new system is tested against 
normal transactions to ensure it 
operates as expected. 

Contrived testing  The new system is presented with 
unusual data to see how it reacts 

(e.g. negative sales invoices) 

Volume testing  A common problem with systems is that 
they may crash or slow down 
excessively when volumes increase, so 
this is tested in advance.  

User acceptance testing  Systems are often designed by IT 
experts but then used by people with 
limited IT skills.  

 

  

Implementing changes: Approaches 
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4.2  Changeover 

If new systems are being introduced, then it is critically important that the changeover 
is managed effectively. 

There are four options here, although circumstances may mean that often only one 
method would realistically work.   

Changeover methods: 

Direct  The old system ceases and the new system takes over on the 
same day. 

Parallel Both the old and new systems run at the same time until the new 
system is confirmed to be running correctly. 

Pilot  The new system is piloted in a particular location. In this way 
operational bugs can be corrected before rolling system out to all 
locations. 

Phased  This is similar to a pilot, but the system is introduced in stages or 
in one sub-system at a time. 

 

Foundation: TYU4 
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Example 6 [E1, E2, E3, E12, E13]  

When switching between systems, which of the following statements would 
be correct for direct changeover? 

A It is more likely to identify errors in the new system than parallel running 

B It is cheaper than parallel running 

C It is mainly use for critical systems 

D It involves gradual implementation of the new system 

The correct answer is B. Direct changeover is cheaper because the old 
system is terminated as soon as the new one begins, so there is no 
duplication of cost. 

As there is nothing with which to compare the new system output, it is not 
possible to easily identify errors. 

Where a system is critical, it is more likely that parallel running would be used 
to retain a working version of the system. 

As the name implies, direct changeover is not gradual. The new system is 
switched on as the old one is switched off. 
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4.3  Training 

New systems affect the operating users in many ways.  It is important 
that these users are provided with appropriate levels of support if the 
new system introduction is to be successful. 

Training model 

The training model below shows the training process. 

 

  Identify training 
need 

Design, prepare 
and deliver 

Reaction and 
learning  

Transfer lessons to 
job  

Effect of training  

Positive behaviour 
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Stage 1  Identify training need 

Identify the skills and attributes necessary for the job, the skills and 
attributes of the job-holder and the extent of the gap. 

Stage 2  Design, preparation and deliver 

Having identified the gap, training is tailored to fill the gap and the trainee 
is trained. 

Stage 3  Reaction and learning 

Reaction involves the trainee’s feelings towards the training provided. 
Learning is the extent to which the trainee has actually absorbed the 
training content. 

Stage 4  Transfer lessons to the job 

After the training, work activities could be rescheduled, for example, to 
optimise the use and time of the newly trained personnel. Discovering 
whether the lessons learnt during training have been transferred to the job 
and are being used effectively in doing the job. 

Stage 5  Effects of training 

Depending on the activity involved, it can be difficult to accurately assess 
the effects of training provided. Activities where errors are monitored 
would be easier to measure, otherwise it may be necessary to rely on 
trainee interviews. 

Stage 6  Positive behaviour 

It is important to maintain the positive impact of the training for as long as 
possible. Changes in behaviour can turn out to be temporary, followed by 
a reversion to previous ways of working. 
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Reasons for change 

Record system 

Review system  

Justification for 
change  

Cost-benefit analysis 

Payback v NPV 

SWOT 

PESTLE 

Implementing 
changes: 

Approaches  

Testing 

Changeover 

Training 

Implementing 
changes: 

Resistance  

Factors: Job, Social, 
Personal 

Change agents 

Summary 



Internal Accounting Systems and Controls 

 

186 

 

 

Additional tutor guidance 
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By the end of this session you should be able to:  

 understand the importance of ethics and sustainability within the accounting 
function 

 discuss the importance of ethical information and sustainability practices to 
stakeholders 

 assess how a strong system of internal controls can ensure ethical standards in 
an organisation. 

 understand how an organisation’s accounting system can support ethical 
standards and sustainable practice. 

 review recommendations for system changes against ethical and sustainability 
principles for social, corporate and environmental issues. 

and answer questions relating to these areas. 

  

Chapter 9 
Ethics and sustainability   

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis & problem solving 

Behaviours: Ethics and integrity, personal accountability productivity 
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1.1  What is ethics?  

Business ethics is the application of ethical values to business 
behaviour.  

 Morality – the difference between right and wrong or ‘doing the 
right thing’ 

 How one should act in a certain situation 

1.2  Why should we bother with ethics?  

Pros  Cons  

To protect the public interest  Increased cost of sourcing materials 
from ethical sources  

To avoid discipline/fines  Lose profit by not trading with unethical 
customers/suppliers  

Improved reputation Waste of management time? 

Good ethics can attract customers   

Good ethics can result in a more 
effective workforce 

 

Ethics can give cost savings   

Ethics can reduce risk   

 

  

Ethics 
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1.3  Fundamental principles  

You will be familiar with the fundamental principles of professional ethics, but just as 
a reminder: 

Professional competence and due 
care 

The individual should consider whether 
they possess the necessary professional 
knowledge and skills before undertaking 
any task. Where knowledge or skills are 
insufficient the task should be refused.   

Objectivity  Business or professional judgement should 
not be compromised because of bias or 
conflict of interest 

Professional behaviour  Comply with all relevant laws and 
regulations and avoid any actions that 
would bring the profession into disrepute.  

Integrity  The individual should maintain appropriate 
ethical behaviour and be honest, 
dependable and loyal. 

Confidentiality  Information obtained within a business 
relationship is not to be disclosed to third 
parties without specific authority to do so, 
unless there is a legal or professional 
reason  

If you think of ‘Professional Competence’ as ‘Technical Competence’ 
then the above principles form the mnemonic TOPIC. 
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1.4  Examples of ethical issues 

Understanding the fundamental principles will enable you to see where the business 
may face issues which are not clear cut. There might not be a definitive right or 
wrong response, and we therefore have an ethical dilemma. 

Within your assessment your main focus is likely to be the impact that ethics has on 
the accounting system, although you may see other examples such as: 

 

Accounting issues  Creative accounting  

Directors’ pay 

Bribes 

Insider trading  

Production Should the company produce certain products at 
all? (e.g. tobacco) 

Should the company be concerned about the 
effects on the environment of its production 
processes? 

Should the company test its products on animals? 

Sales/marketing  Price fixing and anticompetitive behaviour 

Is it ethical to target advertising at children? 

Should products be advertised by junk mail or 
spam mail? 

Personnel Discrimination 

The contract of employment must offer a fair 
balance between employee and employer 

The workplace must be a safe and healthy place to 
operate 
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Example 1 [E1, E2, E3, E13, E17]  

Anton is a member of the AAT. His client is about to open up a branch in 
France but is unsure of the tax consequences. Being keen to win more work, 
Anton tells his client that this is an area on which he has a lot of relevant 
experience. In fact his only exposure to France so far has been on a day trip 
to Calais.  

Which key fundamental principle is Anton breaching?  

A Confidentiality  

B Integrity  

C Objectivity  

D Professional behaviour 

Correct answer is B 

Integrity means fair dealing and truthfulness. In claiming to have experience 
that he doesn’t actually have, Anton is deceiving the client. This amounts to a 
lie which is a breach of the fundamental principle of integrity. 
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Example 2 [E1, E2, E3, E13, E17]  

Anton is a member of the AAT. His client has opened a branch in France and 
has engaged Anton to offer tax advice. Anton has no experience of the 
French tax system but does not feel that he can refuse the client’s request.  

Which key fundamental principle is Anton breaching?  

A Confidentiality  

B Integrity  

C Professional competence  

D Professional behaviour 

Correct answer is C 

Anton should consider whether he possesses the necessary professional 
knowledge and skills before undertaking any task. In this case it is clear that 
Anton lacks the necessary knowledge and skills to give professional tax 
advice. Anton should refuse to accept the engagement for this French tax 
work.  
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1.5  Safeguards 

Business organisations can help to reduce the threat of ethical breaches by their 
employees by having an effective internal complaints procedure that enables the 
reporting of unprofessional and unethical behaviour. 

They can also create a culture that makes it as easy as possible for employees to 
follow their professional codes and behave ethically. 

There are six values that organisations can apply in order to accomplish this. They 
can be remembered using the acronym HOTTER. 

 

Honesty  Employees should be encouraged to be honest at all 
times. 

Openness  This means that the organisation should be willing to 
freely provide information (as needed) to stakeholders. 

Transparency  This is similar to openness in many ways and indicates 
that a company makes it easy for key stakeholders to 
review its activities. 

Trust  Organisations need to be trustworthy in their dealings 
with others and attempt to work in the best interests of 
as many stakeholders as possible. 

Empowerment  This involves giving employees and other stakeholders 
more ability to make their own decisions. 

Respect  All employees and stakeholders should be treated with 
dignity by the organisation regardless of their age, 
gender, ethnicity, religion or sexuality. 

 

Core: TYU1  
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2.1  What do we mean by ‘sustainability’? 

 Sustainable development is development that meets the needs of 
the present without compromising the ability of future generations 
to meet their own needs. (The UN’s Bruntland Report) 

 A sustainable business is a business that offers products and 
services that fulfil society’s needs while placing an equal emphasis 
on people, planet and profits. (The Sustainable Business 
Network) 

 Sustainable trading is a trading system that does not harm the 
environment or deteriorate social conditions while promoting 
economic growth. (European Union (EU) website) 

 Sustainability can be thought of as an attempt to provide the best 
outcomes for the human and natural environments both now and 
into the indefinite future.  

 It refers to both the inputs and outputs of any organisational 
process:  

– Inputs (resources) must only be consumed at a rate at which 
they can be reproduced or offset.  

– Outputs (such as waste and products) must not pollute the 
environment at a rate greater than can be cleared or offset.  

 However, it is important to note that sustainability is more than just 
looking at environmental concerns. It relates to: 

– environmental (‘planet’),  

– social (‘people’) and  

– economic (‘profit’)  

aspects of human society. 

  

Sustainability  
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2.2  Examples of unsustainable practices 

Environmental  

 Long-term damage to the environment from carbon dioxide and other 
greenhouse gases  

Social 

 Rich companies exploiting labour in developing nations for cheap manufacturing 

Economic 

 Underpayment of taxes – not contributing to maintaining the country’s 
infrastructure (schools, roads etc.) 

 Bribery and corruption 

 

Core: TYU2 
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Example 3 [E1, E2, E3, E13, E17]  

You work for a manufacturing company and have been asked to develop a 
sustainability policy to be implemented over the next two years.  

Identify which of the following could improve sustainability.  

 Would 
improve 

Would not 
improve 

Introduction of a cycle-to-work scheme for staff, 
providing cut-price bicycles to participants 

 
 

Planting a tree for every 100 units sold   

Ensure that materials are always sourced from 
the cheapest supplier 

 
 

Feedback 

A cycle-to-work scheme would reduce carbon emissions from staff cars 
(environment) and potentially improve the staff’s health (social). If the 
company also provides parking space for staff then this cost would also be 
reduced (economic). 

The tree-planting is fairly self-evident, as trees reduce the impact of carbon 
emissions (environment). 

There are a number of problems with using the cheapest supplier without 
regard for sustainability. The reasons for cheapness could include a large 
carbon footprint that they make no effort to offset (environment), or they may 
exploit cheap labour (social). The materials may be of poorer quality which 
may lead to higher levels of wastage (economic). 
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2.3  Benefits of acting sustainably 

 Potential cost savings (e.g. lower energy usage) 

 Avoiding fines (e.g. for polluting)  

 Short-term gain in sales (e.g. customers may be influenced by sustainability 
related labels on products) 

 Long-term gain in sales (e.g. due to enhanced Public Relations (PR) and 
reputation) 

 Better risk management (e.g. pre-empting changes in regulations) 

Sustainability is one aspect of a firm’s commitment to corporate social responsibility 
(CSR). 

Directors have a duty to try to increase the wealth of their shareholders and some 
would see sustainability as conflicting with this objective.  

However, many would argue that sustainability should result in better long-term 
business performance. 

2.4  Sustainability and the accounting system 

Within this module we should focus on sustainability in the accounting system. 

Areas that we might consider in the accountancy department include: 

 The paperless office – how much of the paper use in the accounting department 
is justified? 

 Emailing invoices to customers rather than posting paper versions 

 Emailing statements to customers rather than posting paper versions 

 The energy usage for lights, the machines and for heating. 

 The use of sustainable materials for the office furniture. 

 The level of carbon dioxide produced (if any). 

Bearing in mind the saying ‘what gets measured gets done’, the accountancy 
function can help champion sustainability by suggesting environmental performance 
measures, measuring them, then reporting these environmental Key Performance 
Indicators (KPIs). 

Core: TYU3 and 5 
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Example 4 [E1, E2, E3, E13, E17, E20, E21, E22, E23, E24]  

Dobra Co is an insurance broking company based in the small market town of 
Klembow. It operates out of Dobra House, a six-storey building with 45 staff.  

The residents of Klembow have asked the directors of Dobra Co to 
demonstrate their commitment to improving sustainability in their use of Dobra 
House. 

A meeting has been called with the local community leaders and you have 
been asked to suggest five KPIs (Key Performance Indicators) which the 
company could report on going forward in order to show that the concerns of 
the residents of Klembow are being addressed.  

Feedback 

Some possible KPIs that you could have suggested would have been as 
follows:  

Utility consumption, e.g. gas, water, electricity (aiming to decrease over 
time).  

Percentage of energy use coming from alternative energy sources (aiming to 
increase over time).  

Wastage – tonnes of wastage generated by the building (aiming to decrease 
over time).  

Wastage being recycled – this could be expressed in absolute terms as a 
percentage of total wastage (aiming to increase relevant percentage over 
time).  

Staff mileage – based on expense claims the number of miles travelled per 
staff member per year for business purposes (aiming to decrease over time).  

Use of cycle-to-work scheme – to make this measurable it could be 
expressed in terms of percent of total staff using it (aiming to increase).  

Company cars – average C02 emissions per car (aiming to decrease).  

Procurement – amount of paper and other consumables ordered on an 
annual basis (aiming to decrease).  

Amounts donated to local charity and other community incentives, possibly 
expressed as a percentage of revenue or some other financial measure 
(aiming to increase). 

The feedback provided are suggestions only – you only needed five. It is 
however important to have suggested KPIs that were both relevant and 
measurable, such that performance and delivery against them can be 
objectively assessed and evaluated. 
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Accounting system 

–  paperless office 
–  energy usage 
–  sustainable materials 
–  carbon footprint 

Benefits  

–  increase sales 
–  cost savings 
–  positive PR 
–  avoid fines 

Ethics  

Application of ethical values to 
business behaviour 

Sustainability 

People, Planet, Profit  

Fundamental principles  

–  Technical competence 
–  Objectivity 
–  Professional behaviour 
–  Integrity 
–  Confidentiality 

Examples  

–  accounting 
–  production 
–  sales  
–  personnel 

Summary 
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Chapter 1 

 
  

Example 1 [E1, E13]  

Maxco is a large company that operates in country Geeland. It manufactures 
several different products, each of which is highly complex and extremely 
specialised. Its sales have grown significantly over the last several years, with 
each of its products producing a roughly equal amount of Maxland's overall 
revenue.  

Which organisational structure is most likely to be appropriate for Maxland?  

A  Geographic  

B  Divisional  

C  Functional  

D  Decentralised 

The correct answer is B.  

As Maxland has several complex products, a structure that creates a 
separate division to look after each one seems the most logical. Functional 
and geographical structures would struggle to cope with the differing needs of 
the products. The level of work needed to run a large, complex organisation 
would also probably be best served by a centralised structure. 

Chapter 10 
Answers   
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Example 2 [E1]  

A business that has a short scalar chain will have:  

A  Few levels of management  

B  A low number of production processes 

C  A short distance between its head office and production sites 

D  A number of small retail outlets 

The correct answer is A. 

The term scalar chain refers to the number of levels of management within an 
organisation, so a short scalar chain would indicate a short distance between 
the top and bottom of the organisation, hence few levels of management. 
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Example 3 [E1, E13]  

Are the following statements about the finance function true or false?  

1 The internal audit department carries out audits on internal controls 
within the finance system to produce the annual audit report in the 
financial accounts. 

FALSE – internal audit reports are prepared for management. 

2 The format of financial accounts is prescribed by accounting standards 
and legislation. 

TRUE – companies in the UK follow accounting standards and the 
Companies Act 2006. 

3 Companies within the UK must use UK Accounting Standards when 
preparing financial accounts. 

FALSE – companies may select either UK or International Accounting 
Standards. 
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Example 4 [E1]  

Which of the following represents the elements of a control system in their 
correct order? 

A  Standard, comparator, sensor, effector 

B  Standard, comparator, effector, sensor 

C  Standard, sensor, comparator, effector 

D  Sensor, comparator, standard, effector 

The correct answer is C. 

Initially the standard is set, then the sensor provides actual data which is 
compared to the standard by the comparator, following which the effector 
initiates the response action. 

Example 5 [E1 E5]  

Which description defines information that is relevant to users of financial 
information?  

A  Information that is free from error, bias and is a faithful representation of 
events  

B  Information that has been prudently prepared 

C  Information that is comparable from one period to the next 

D  Information that influences the decisions of users   

Answer D – Information that influences the decisions of users. 

A relates to faithful representation, B covers prudence, and C describes 
comparability. 



Answers: Chapter 10 

 

209 

Chapter 2 

 
 

 

Example 1 [E1]  

Which TWO of the following show the retained earnings of a business? 

A  Statement of changes in equity  

B  Statement of profit or loss 

C  Statement of other comprehensive income 

D  Statement of financial position 

The correct answer is A and D. 

Retained earnings are part of equity, so would appear in both of these 
statements. 

Example 2 [E1, E13]  

Which user of the financial statements would be most concerned about the 
business’s ability to pay dividends? 

A  Management 

B  Employees 

C  Shareholders 

D  Government 

The correct answer is C. 

Dividends are paid to shareholders, rather than employees, management or 
government. 
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Example 3 [E5, E7, E20, E21, E22, E23, E24, E28]  
What is the purpose of management reports? 

Management reports will be prepared for a variety of purposes depending on 
the specific requirements of management. Some will be prepared regularly, 
such as monthly production variance reports, while others will be prepared on 
an ad hoc basis, such as an investigation into the potential closure of a 
department. These purposes may broadly be divided between planning, 
decision-making and control. 

Planning involves establishing the objectives of an organisation and 
formulating relevant strategies that can be used to achieve those objectives. 

In most situations, decision-making involves making a choice between two or 
more alternatives, so the management report would identify the outcomes 
from each alternative, enabling the decision to be made. 

Management apply control by receiving output from operations and 
comparing actual results against planned results. Management would then 
take any necessary corrective action, especially in the case of exceptionally 
bad or good performance. 
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Example 4 [E1, E13]  

Complete the following statements about stakeholders and the use of 
financial information.  

The management accounts produced at the end of each month are for [GAP 
1] use. They can be used by the [GAP 2] to enable them to make an informed 
decision on [GAP 3] that will enable the business to increase its market share.  

Gap 1   Gap 2  

internal   employees  

external   management  

government   shareholders  

     

Gap 3     

sales pricing     

dividend payments     

wage increases     
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Example 1 [E1]  

Can you identify four of the eight types of internal control?  

You could choose any four of the following types of internal control: 
supervision, physical controls, arithmetical, management, segregation of 
duties, organisation, authorisation and approval, personnel (SPAMSOAP). 

Example 2 [E1]  

Which of these is not a role of the internal auditor?  

A  Fraud investigation  

B  Fully prepare the financial statements  

C  Review for law compliance 

D  Value for money audit 

The correct answer is B. 

Although, depending on the size of business, internal auditors may provide 
some assistance with the financial statements, they would not be responsible 
for fully preparing them.  
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Example 3 [E1, E13]  

Which of the following internal controls does NOT help to ensure that all sales 
invoices are properly recorded in individual customers’ accounts in the sales 
ledger? 

A Sales ledger control account maintained independent of the sales ledger 
clerk. 

B Monthly statements of amounts outstanding prepared and despatched to 
customers. 

C Aged debtor listing prepared and reviewed by a responsible official. 

D Credit limits set by responsible officials for all credit customers. 

The correct answer is D, which would help to ensure that sales orders are not 
accepted in respect of a bad credit risk. 

Example 4 [E1, E5, E7, E16, E22, E23, E24]  

List some controls which a business may implement to help minimise 
the risk of non-payment by customers. 

Non-payment by customers 

 Credit checks on all new customers. 

 Credit limits set for all customers. 

 Regular review of balances against credit limits to ensure not breached. 

 Reducing/altering payment terms for poor payers. 
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Example 5 [E1, E5, E7, E16, E22, E23, E24]  
List some controls which a business may implement to help minimise 
the risk of paying too much for supplies. 

Paying too much for supplies 

 Check taking advantage of any prompt payment/bulk discounts. 

 Compare all invoices received to goods received note (GRN) prior to 
payment. 

 Marking paid invoices as such to avoid duplicate payments. 

Example 6 [E13]  

Michel Nord, the payables ledger clerk, has asked you to show whether the 
following errors would be detected by reconciling the payables ledger to the 
payables control account. 

Error Detected 
Not 

detected 

A purchase invoice posted to the wrong 
supplier account  

  

A pricing error in a purchase invoice    

A purchase invoice debited to the supplier's 
account  

  

Batch of sales invoices posted to accounts 
payable control account  

  



Answers: Chapter 10 

 

215 

 
 

 

Example 7 [E1, E5, E7, E22, E23, E24]  

List some controls which a business may implement to help ensure that 
employees are only paid for work actually done. 

A permanent record should be kept for each employee containing details of 
rates of pay and standard hours. For each payment period, the gross pay 
calculations should be checked against these records. 

Any changes in pay rates or hours should be evidenced in writing by a 
responsible official. 

Timesheets should be completed for each employee giving details for each 
payment period of normal hours and overtime hours worked. These should be 
authorised by a responsible official. 

Similarly, for piecework employees, details should be recorded of amounts 
produced, and again these should be authorised prior to payment. 

Example 8 [E1, E13]  

Are the following statements about the inventory system true or false?  

1 Control would be improved by the same person receiving inventory from 
suppliers and recording it onto the system, because that person has 
greater knowledge of what has been received. 

FALSE – greater control would be achieved by segregation of duties. 

2 Regular inventory counts, where physical inventory is reconciled to the 
system, aid the detection of theft. 

TRUE – provided that the system has been correctly updated on a timely 
basis. 

3 Businesses should hold as much inventory as possible to maximise their 
sales opportunities. 

FALSE – excess inventory increases the likelihood of obsolescence, 
damage and theft. 
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Example 9 [E1, E5, E7, E22, E23, E24]  

Describe how the principle of segregation of duties would apply to the process 
of cash or cheques received through the post and then banked. 

The objective of segregation of duties is to ensure that one person is not 
responsible for the whole of a process. The process of cash and cheque 
receipts will include opening the post, recording any amounts received, 
completing paying-in slips and banking the money. If one person was 
responsible for the whole of this process there would be little to prevent them 
from either manipulating sales ledger balances or simply stealing. 
Segregation of duties will help to prevent any dishonest activity. 

All post should be opened by at least two responsible officials. While this is 
not, strictly speaking, a segregation of duties, it does provide immediate 
control over any money received. These members of staff should record any 
amounts received immediately.  

Different members of staff should therefore be responsible for opening the 
post and recording any money received, preparing the paying-in details and 
controlling the sales ledger. 
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Example 10 [E1, E5, E7, E22, E23, E24]  

On reviewing the cash process you have discovered that cash sales for the 
previous week are recorded and banked each Monday morning. Since the till 
broke down several months previously it has not been possible to reconcile 
the contents of the till, so the cashier records the total (less a float of £50) as 
the weekly sales figure and passes the money through to the accounts 
department. 

Describe the potential effects of this weakness on the financial 
statements. 

The lack of control over cash would be of particular concern. There is an 
obvious opportunity for theft, or ‘borrowing’, and the impact on the financial 
statements could include: 

 Sales not recorded – as the ‘sales’ figure is simply what’s left in the till, 
any theft would reduce this figure. 

 Expenses not recorded – cash may have been removed to pay 
legitimate business expenses, such as tea, bus fares etc. By just 
recording the ‘sales’ figure any such expense is ignored. 

 VAT not recorded – if sales are understated, then the output VAT will 
also be understated. 

 Bank balance – of course there will also be the loss of cash to deal with, 
which will cause the bank balance to be lower than it would otherwise 
be. 
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Example 1 [E1, E5, E7, E20, E21, E22, E23, E24]  

How would recruitment policies aid internal controls? 

In order for any system to function well it is important that the personnel 
involved are adequately trained and have the necessary skills, knowledge 
and attributes to meet current and future strategic and operational 
requirements.  

A good recruitment policy ensures not only that supply meets demand 
requirements, but also that the attributes of staff recruited are sufficiently 
high. This may be achieved by a combination of increasing the pool of 
potential applicants through open recruiting, and a quality interview process, 
including such elements as blind shortlisting and mandatory references. 

Example 2 [E1, E20, E22, E23, E24]  

Data security measures comprise physical, software and operational security. 

Identify three types of physical data security. 

Any of the following: 

 Fire alarms 

 Heat and smoke detectors 

 Location of hardware away from sources of risk  

 Regular building maintenance  

 Security guards 

 CCTV 

 Restricted access using badge readers or coded locks on access 

 Electronic tagging of hardware 
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Example 3 [E1]  

Part of the system activity in which errors may occur will involve transcription. 
Whereabouts in the process will transcription errors occur? 

A Input 

B File-processing 

C Output 

D Review 

The correct answer is A. 

A transcription error is where a piece of data is transferred incorrectly from 
one area to another, so for example someone may enter a value or quantity 
incorrectly from an invoice onto the system. Transcription errors will include 
transposition errors where the correct numbers are entered, but in the wrong 
order, e.g. 396 entered as 369. 

Example 4 [E20, E21, E22, E23, E24]  

From time to time you will see reports of a new virus that might be spread by 
e-mail and can do considerable damage. Opening this type of e-mail will run 
the virus, and might also forward it to all the addresses in your address book.  

What would you do if you suspected an e-mail you had been sent 
contained a virus?  

You should not open the e-mail under any circumstances but should contact 
your IT or computer services department immediately.  

They should be able to identify and remove the virus.  

In some situations you might have to delete it yourself, in which case you 
would delete it from your inbox and then delete it from your 'deleted items' 
folder.  
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Example 5 [E18]  

Included within the disadvantages of contingency planning are the facts that it 
could be demoralising or demotivating. 

Why could this be? 

The nature of contingency planning is that it does force managers and their 
teams to consider worst-case scenarios. In considering these events, 
however unlikely, there can be a tendency for people to dwell on the 
downside which can result in potentially negative attitudes. Despite the low 
probability of these threats, focusing attention on these threats could be prove 
to be demoralising and demotivating. 
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Example 6 [E1, E3, E5, E11, E18, E23, E24, E25]  

What are the key elements that you would expect to see within a disaster 
recovery contingency plan?  

The key feature of any disaster recovery plan is the regular back-up of data 
and software. If, at the time of disaster, there are no back-up copies, then no 
amount of stand-by provision will replace them. 

The contingency plan must specify what actions are to be taken during a 
disaster and also during the time that computer systems are unavailable until 
full operations are restored.  

The plan must be as detailed as possible and should state  

 who is responsible at each stage,  

 when it should be invoked, and  

 where copies of the plan may be found.  

The plan should include: 

 standby procedures – so that essential operations can be performed 
while normal services are disrupted 

 recovery procedures – to return to normal working once the breakdown 
is fixed 

 management policies to ensure that the plan is implemented. 
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Example 1 [E2, E13]  

Which of the following is not a common characteristic of good information? 

A Timely 

B Easy to use 

C Relevant 

D Exact 

The correct answer is D, Exact, which is not part of the ACCURATE acronym. 
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Example 2 [E1, E2, E3, E13]  

Select whether each of the following statements relate to strategic, tactical or 
operational information.  

 Operational 

 

Tactical 

 

Strategic 

 

In a hospital information system, 
information to prepare patient's bills.  

   

In a hospital information system, 
information relating to the purchase of 
an expensive diagnostic system.  

   

In motor car manufacturing, information 
relating to the assessment of competitor 
cars. 

   

In motor car manufacturing, information 
relating to the decision to introduce a 
new model.  

   

Strategic information is used at the very top level of management within an 
organisation.  

This will be chief executives or directors who have to make decisions for the 
long term benefit of the organisation.  

The next level down is tactical information, used by middle management 
when managing or planning projects.  

The lowest level is operational information and operational planning takes 
place based on the tactical plans. The timescale is usually very short, 
anything from immediately, daily or at most a week or a month. 
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Example 3  [E1, E2, E3, E13]  

Which of the following is not an advantage of using cloud computing?  

A There are fewer worries about running out of storage space  

B You can access more powerful applications than your computer could 
typically run  

C It is easier to repair a cloud computing network  

D You can access your system from anywhere in the world as long as you 
have an internet connection  

The correct answer is C. 

While it may be easy to repair individual computers connected to a cloud 
computing system, a business does not have many options if something goes 
wrong with the cloud computing network. They will have to wait for the cloud 
computing service operator to resolve the issue. 

Example 4 [E1, E2, E3, E13]  

Which THREE of the following statements are true with respect to artificial 
intelligence?  

A Using artificial intelligence results in decisions which lack judgement calls.  

B Using artificial intelligence can help when dealing with mundane tasks.  

C Using artificial intelligence will slow down decision making.  

D Using artificial intelligence can lead to data being processed error-free, no 
matter how large the data set.  

The correct answer is A, B, D. 

Using artificial intelligence can help make faster decisions and carry out 
actions quicker. 
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Example 5 [E1, E2, E3, E13]  

The storage and accessing of data and programs over the internet instead of 
on a computer’s hard drive is achieved using:  

A Social media  

B An intranet  

C Cloud computing  

D Big Data 

The correct answer is C – Cloud computing. 

Example 6 [E1, E2, E3, E13]  

The Managing Director of Ajda Co has recently started looking at ways of 
gathering Big Data for her business. She is concerned that some of the 
sources of data she has chosen are unreliable, and may therefore lead her to 
inaccurate conclusions.  

Which features may be missing for Ajda's Big Data?  

A Variety  

B Volume  

C Veracity  

D Velocity  

The correct answer is C – Veracity.  

Veracity refers to the accuracy and truthfulness of the data. If this is missing it 
can lead to inaccurate conclusions being drawn. 
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Example 7 [E1, E2, E3, E13]  

Which THREE of the following are typical problems that organisations may 
face when dealing with big data?  

A The increasing use of electronic devices within society at large.  

B A lack of skills in the labour pool relating to the handling of big data.  

C Legal and privacy issues if data is held about individuals.  

D Measurement of metrics that have no use to the organisation.  

E Inability to monitor information from social media sites.  

The correct answer is B, C, D. 

The increasing use of electronic devices makes big data collection easier. 
Many organisations successfully gather information from social media sites 
such as Facebook and Twitter and use it to great effect within their decision-
making processes. 

Example 8 [E1, E2, E3, E13]  

Which of the following would be classed as a denial of service attack?  

A Listening in on network traffic to identify the address of a computer.  

B Continually bombarding a targeted network with fake requests.  

C Forcing computers to drop their connections and reconnect with the 
attacker's access point.  

D Someone posing as an IT technician requesting information about your 
computer configuration.  

The correct answer is B. 

A denial of service (DOS) attack is an attack intended to shut down a machine 
or network, making it inaccessible to its intended users by flooding it with 
traffic. 
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Chapter 6 

 
 

 

Example 1 [E1, E11, E12, E13, E23]  

Which of the following is not a fraud? 

A  Accepting money from a customer in return for crediting their account.  

B  Paying money from selling drugs into the bank account of a legitimate 
business. 

C  Including extra items on an insurance claim for burglary. 

D  Car-sharing with another employee, and both claiming the mileage. 

The correct answer is B. This is an example of money laundering. 

Example 2 [E1, E2, E12, E13, E23]  

Which of the following is an example of collusion? 

A  When one business uses a design developed by another   

B  When one car crashes into another car 

C  When two businesses work together to develop a product 

D  When two people work together to bypass internal controls 

The correct answer is D. 

Collusion is secret co-operation in order to deceive, usually with the intention 
of illegal gain. 
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Example 3 [E1, E2, E12, E13, E23, M2, M11, M30]  

What would be the effect on the financial statements of not writing off a 
receivable balance that is known to be bad? 

A  Expenses would be overstated 

B  Profit for the year would be understated 

C  Assets would be overstated 

D  Retained earnings would be understated 

The correct answer is C. 

By not writing off a receivable balance that should be written off, expenses 
would be lower than they should be, hence understated, leading to an 
overstatement of profit and therefore also retained earnings. The inclusion of 
the balance will mean that assets would be overstated. 
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Example 4 [E1, E2, E3, E13, E20, E21, E22, E23, E24, E26]  

What could be the advantages for a business publicising a fraud that it 
has suffered? 

Many businesses may initially wish to hush up any fraud that they have 
suffered to avoid any potential public embarrassment about their perceived 
weaknesses. However, there are advantages to be gained from publicising 
the situation, depending on the fraud. Provided that the losses suffered have 
not affected external stakeholders, such as customers, the business can 
present a positive spin. 

Firstly, the fraud has been discovered, so the business can claim credit for 
this, potentially focusing on the strength of their internal controls in doing so. 

In publicising the fraud the business will make any other potential fraudsters, 
inside and outside the business, less keen on future fraud. This will also be 
enhanced if the result of the fraud was a criminal prosecution. 

Publicity will also enable open conversations within the business about 
reviewing existing controls to prevent any similar future episodes. This will 
also improve the business’s reputation for transparency. 

Example 5 [E1, E2, E3, E13, E23]  

What would be the appropriate action, using the TARA risk matrix where the 
risk is estimated as high-impact but low-probability? 

A  Transfer 

B  Accept 

C  Reduce 

D  Accept 

The correct answer is A. 

High-impact but low-probability would enable the business to transfer the risk, 
probably using some form of insurance. 
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Chapter 7 

 

 

Example 1 [E1, E2, E3, E13, M4, M5, M30]  

The following information has been extracted from the financial statements of 
Daka Co for the year ended 31 December 20X7. 

Statement of profit or loss 

 £000 

Revenue 2,760 

Cost of sales (2,160) 

Gross profit 600 

Operating costs (420) 

Profit from operations 180 

Statement of financial position 

 £000 

Share capital 350 

Retained earnings 450 

Total equity 800 

Non-current liability: loan 700 

You are required to calculate the following ratios: 

(i) Return on capital employed % 

(ii) Gross profit % 

(iii) Operating profit % 

(iv) Asset turnover 
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Example 1 continued  

Answer 

(i) Return on capital employed % 

Profit from operations / (Equity + non-current liabilities) 

(181 / (800 + 700)) × 100% = 12% 

(ii) Gross profit % 

Gross profit / Revenue  

(600 2,760) × 100% = 21.7% 

(ii) Operating profit % 

Profit from operations / Revenue 

(180 2,760) × 100% = 6.5% 

(iv) Asset turnover 

Revenue / Capital employed* 

(2,760 / (800 + 700)) = 1.8 

Note that capital employed may be calculated in two ways, either deducting 
current liabilities from total assets, or adding equity to non-current liabilities.  
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Example 2 [E1, E2, E3, E13, M4, M5, M30]  

The following information has been extracted from the financial statements of 
Daka Co for the year ended 31 December 20X7. 

Statement of profit or loss 

 £000 

Revenue 2,760 

Cost of sales (2,160) 

Gross profit 600 

Statement of financial position 

 £000 

Inventory 325 

Trade receivables 340 

Cash 75 

Current assets 740 

Trade payables 360 

Taxation 50 

Current liabilities 410 

You are required to calculate the following ratios: 

(i) Current ratio 

(ii) Quick ratio 

(iii) Inventory turnover 

(iv) Inventory holding period 

(v) Receivables collection period 

(vi) Payables payment period 
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Example 2 continued  

Answer 

(i) Current ratio 

Current assets / Current liabilities 

740 410 = 1.8 

(iii) Quick ratio 

(Current assets excluding inventory) / Current liabilities 

(741 – 325) / 410 = 1.0 

(iii) Inventory turnover 

Cost of sales / Inventory 

2,160 / 325 = 6.6 

(vi) Inventory holding period 

(Inventory / Cost of sales) × 365  

(325 2,160) × 365 = 55 days 

(vii) Receivables collection period 

(Receivables / Revenue) × 365 

(340 / 2,760) × 365 = 45 days 

(viii) Payables payment period 

(Payables / Cost of sales) × 365 

(360 / 2,160) × 365 = 61 days 

Note that you would not normally calculate both inventory turnover and 
inventory holding period, as they provide you with the same information. 
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Example 3 [E1, E2, E3, E13, M4, M5, M30]  

The following information has been extracted from the financial statements of 
Daka Co for the year ended 31 December 20X7. 

Statement of financial position 

 £000 

Share capital 350 

Retained earnings 450 

Total equity 800 

Non-current liability: loan 700 

You are required to calculate the gearing ratio. 

Answer 

Non-current liabilities / (Equity + non-current liabilities) × 100% 

700 / (800 + 700) × 100% = 46.7% 
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Example 4 [E1, E2, E3, E13, M4, M5, M11, M30]  

It has been discovered that a member of the warehouse team has been 
stealing high-value inventory items and selling them to his/her friends and 
family. 

Identify the impact of the fraud on the following ratios: 

 Higher Lower No change 

Gross profit margin    

Inventory days    

Payable days    

Receivable days    

The loss of inventory would cause cost of sales to be higher. This would 
obviously reduce the gross margin, but would also affect inventory days and 
payable days whose calculations use cost of sales as their denominator. A 
higher denominator would produce a lower ratio. The calculation of receivable 
days uses receivables and revenue so is unaffected. 
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Chapter 8 

 

Example 1 [E1, E2, E3, E13]  

Which of the following would improve a business’s ability to cope with 
significantly increased sales volumes? 

A  Enhanced credit checks on new customers  

B  Segregation of duties between opening the post and recording cheque 
receipts 

C  Expand the sales ledger team by employing a full-time credit controller 

D  Increased numbers of general ledger accounts 

The correct answer is C. 

Increased staff numbers would help the accounts team cope with extra sales 
volume.  

A and B would improve internal controls, and D would aid analysis. 
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Example 2 [E1, E2, E3, E13, M2, M10]  
You have completed research into a new inventory control system. The cost 
of the research was £4,700.  

Existing staff would need to be trained to operate the new system at a cost of 
£4,000. The department supervisor would need additional training at a cost of 
£2,000. 

Computer costs will rise as a result of the new system due to purchase of 
new equipment and software licences. The total annual cost would amount to 
£43,000. 

The new system would enable annual payroll savings in headcount and 
overtime of £40,000. 

As a result of the new system it will be possible to permanently reduce the 
inventory holding by £15,000.  

Complete the cost-benefit analysis below and state whether the new 
inventory control system should be acquired. 

Benefits £ 

Payroll savings 40,000 

Reduction in inventory holding 15,000 

  

Costs  

Training (6,000) 

Computer costs (43,000) 

  

Net benefit/(cost) 6,000 

As there is a net benefit the new inventory control system should be acquired. 

Note that the research cost is not included as it represents a sunk cost, i.e. a 
cost that has already been spent, so is not part of the decision process. 
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Example 3 [E1, E2, E3, E12, E13]  

Which of the following projects would be acceptable? 

A  A project with a longer payback than alternative projects  

B  A project with a negative net present value 

C  A project where the present value of the cash outflows is greater than the 
present value of the cash inflows 

D  A project with a positive net present value 

The correct answer is D. A positive, rather than negative, net present value 
indicates that a project should be accepted. 

When selecting a project based on payback, it is the one with the shortest 
payback which is accepted. 

The net present value will be negative if the present value of outflows is 
greater than the present value of inflows. 

Example 4 [E1, E2, E3, E13]  

Chan runs a group of car dealerships within country A, specialising in high-
powered performance vehicles.  It is considering extending its operations to 
neighbouring countries. Match up the following factors with the heading they 
would be analysed under in a PESTLE analysis.  

A The maximum speed limit in the country – Legal 

B Government tax on sales of motor vehicles – Political 

C The level of people’s disposable income – Economic 

D People's attitudes towards fast cars – Social 

PESTLE: Political, Economic, Social, Technological, Legal, Environmental  
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Example 5 [E1, E2, E3, E13]  

The decision of the UK to leave the European Union created a lot of 
uncertainty for businesses in the UK.  

For each of the headings of PESTLE try and describe one influence of 
Brexit on a UK road haulage business that works across Europe. 

Political There were many uncertainties about what the relationship with the 
EU would be once the UK left the EU, and this made planning difficult for 
businesses, as it was unclear how trade in other EU countries would work 
going forward.  

Economic There were fears that the UK would go into a recession if it was 
more difficult to generate trade with the other EU countries. If so, demand for 
the services of the road haulage company would reduce. 

Social – The decision to leave the EU created a lot of divisions of opinion 
both in the UK’s attitude to Europe and in the continent’s views of the UK. 
This could have affected decisions to buy or not to buy UK produced goods 
which the road haulage company transports across Europe. 

Technological – The decision to leave the EU should not have had many 
significant technological impacts. It is important in the exam to appreciate that 
not all aspects of PESTLE will be relevant in any given scenario. 

Legal – In the years following Brexit, the UK will revert back to creating its 
own laws. This may have a positive or negative impact on the company - only 
time will tell. 

Environmental / Ecological – Consumers are very interested in the carbon 
footprint of the goods they purchase. If it becomes more difficult to purchase 
from the EU, or products have to be imported from further afield, UK 
consumers may prefer to purchase domestically produced goods to reduce 
their carbon footprint. This may require the haulage company to change the 
structure of its operations.  
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Example 6 [E1, E2, E3, E12, E13]  

When switching between systems, which of the following statements would 
be correct for direct changeover? 

A It is more likely to identify errors in the new system than parallel running 

B It is cheaper than parallel running 

C It is mainly use for critical systems 

D It involves gradual implementation of the new system 

The correct answer is B. Direct changeover is cheaper because the old 
system is terminated as soon as the new one begins, so there is no 
duplication of cost. 

As there is nothing with which to compare the new system output, it is not 
possible to easily identify errors. 

Where a system is critical, it is more likely that parallel running would be used 
to retain a working version of the system. 

As the name implies, direct changeover is not gradual. The new system is 
switched on as the old one is switched off. 
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Chapter 9 

 

Example 1 [E1, E2, E3, E13, E17]  

Anton is a member of the AAT. His client is about to open up a branch in 
France but is unsure of the tax consequences. Being keen to win more work, 
Anton tells his client that this is an area on which he has a lot of relevant 
experience. In fact his only exposure to France so far has been on a day trip 
to Calais.  

Which key fundamental principle is Anton breaching?  

A Confidentiality  

B Integrity  

C Objectivity  

D Professional behaviour 

Correct answer is B 

Integrity means fair dealing and truthfulness. In claiming to have experience 
that he doesn’t actually have, Anton is deceiving the client. This amounts to a 
lie which is a breach of the fundamental principle of integrity. 
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Example 2 [E1, E2, E3, E13, E17]  

Anton is a member of the AAT. His client has opened a branch in France and 
has engaged Anton to offer tax advice. Anton has no experience of the 
French tax system but does not feel that he can refuse the client’s request.  

Which key fundamental principle is Anton breaching?  

A Confidentiality  

B Integrity  

C Professional competence  

D Professional behaviour 

Correct answer is C 

Anton should consider whether he possesses the necessary professional 
knowledge and skills before undertaking any task. In this case it is clear that 
Anton lacks the necessary knowledge and skills to give professional tax 
advice. Anton should refuse to accept the engagement for this French tax 
work.  
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Example 3 [E1, E2, E3, E13, E17]  

You work for a manufacturing company and have been asked to develop a 
sustainability policy to be implemented over the next two years.  

Identify which of the following could improve sustainability.  

 Would 
improve 

Would not 
improve 

Introduction of a cycle-to-work scheme for staff, 
providing cut-price bicycles to participants 

 
 

Planting a tree for every 100 units sold   

Ensure that materials are always sourced from 
the cheapest supplier 

 
 

Feedback 

A cycle-to-work scheme would reduce carbon emissions from staff cars 
(environment) and potentially improve the staff’s health (social). If the 
company also provides parking space for staff then this cost would also be 
reduced (economic). 

The tree-planting is fairly self-evident, as trees reduce the impact of carbon 
emissions (environment). 

There are a number of problems with using the cheapest supplier without 
regard for sustainability. The reasons for cheapness could include a large 
carbon footprint that they make no effort to offset (environment), or they may 
exploit cheap labour (social). The materials may be of poorer quality which 
may lead to higher levels of wastage (economic). 
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Example 4 [E1, E2, E3, E13, E17, E20, E21, E22, E23, E24]  

Dobra Co is an insurance broking company based in the small market town of 
Klembow. It operates out of Dobra House, a six-storey building with 45 staff.  

The residents of Klembow have asked the directors of Dobra Co to 
demonstrate their commitment to improving sustainability in their use of Dobra 
House. 

A meeting has been called with the local community leaders and you have 
been asked to suggest five KPIs (Key Performance Indicators) which the 
company could report on going forward in order to show that the concerns of 
the residents of Klembow are being addressed.  

Feedback 

Some possible KPIs that you could have suggested would have been as 
follows:  

Utility consumption, e.g. gas, water, electricity (aiming to decrease over 
time).  

Percentage of energy use coming from alternative energy sources (aiming to 
increase over time).  

Wastage – tonnes of wastage generated by the building (aiming to decrease 
over time).  

Wastage being recycled – this could be expressed in absolute terms as a 
percentage of total wastage (aiming to increase relevant percentage over 
time).  

Staff mileage – based on expense claims the number of miles travelled per 
staff member per year for business purposes (aiming to decrease over time).  

Use of cycle-to-work scheme – to make this measurable it could be 
expressed in terms of percent of total staff using it (aiming to increase).  

Company cars – average C02 emissions per car (aiming to decrease).  

Procurement – amount of paper and other consumables ordered on an 
annual basis (aiming to decrease).  

Amounts donated to local charity and other community incentives, possibly 
expressed as a percentage of revenue or some other financial measure 
(aiming to increase). 

The feedback provided are suggestions only – you only needed five. It is 
however important to have suggested KPIs that were both relevant and 
measurable, such that performance and delivery against them can be 
objectively assessed and evaluated. 
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