
Chapter 10 Purchase and Payment Cycle

Answer 1

(a)

· Scrutinize list of accounts payable for unusual items.

· Calculate the trade payables payment period and compare with that of last year.

· Calculate ratio of accounts payable to current liabilities and compare with that of last year.

· Compare amounts owed to individual suppliers per current year’s list with that of last year.

· Compare current year’s balances in accounts payable with last year’s balances.
(b)
	Audit Objectives
	Substantive procedures

	1.
Existence
	· Circularise a sample of trade payables to confirm the balance at the end of the year.

· Compare the balances with suppliers’ statements.

· Check suppliers’ invoices and goods received notes.

	2.
Rights and obligations
	· Circularise a sample of trade payables to confirm the balance at the end of the year.

· Compare the balances with suppliers’ statements.

· Check suppliers’ invoices and goods received notes.

	3.
Completeness
	· Investigate any supplier names that were shown on last year’s payables listing but do not have a balance showing in this year’s list of balances.

· Review after date invoices and payments and ensure they have been provided for at the year-end as appropriate.

· Select a sample of goods received notes immediately prior to the year end and included in year-end payables, and ensure that the goods are included in year-end inventories.

	4.
Valuation and allocation
	· Obtain a list of the individual balances from the payables ledger, check the cast and agree the total to the trade payables figure in the draft financial statements.

· Ensure that balances have been correctly extracted from the payables ledger.

· Obtain a list of debit balances in the payables ledger and obtain explanations from management.

· Agree brought forward figures to last year’s audit file.


(c)

Do not agree.
The double entries for cash payments are:

Dr. Accounts payable

Cr. Cash

If a transaction is omitted, it affects the completeness of cash payment transactions and the existence assertion of accounts payable but not the completeness of accounts payable.

(d)
Do not agree.

When there are discrepancies, auditors should seek an explanation from the client staff and consider whether any further audit procedures or adjustments to the financial statements are necessary.

The possible reasons are:

(i)
invoices not yet received or not yet processed by the client;
(ii)
payments not yet received by the supplier;
(iii)
goods returned not yet recorded by the supplier;
(iv)
errors made by the client;
(v)
errors made by the supplier; and

(vi)
cheques issued but not yet sent to suppliers.

If there are discrepancies due to cut-off errirs (i) and (ii), there may exist more cut-off errors which are of the same nature. Further audit procedures may be required.

If it is an error made by the client, we should investigate further to see whether there are implications for weaknesses in the internal control system or it is only an isolated error.

Answer 2
Auditors should obtain the number of the last GRN before the year-end and the number of the first GRN after the year-end during the physical observation of the stocktaking.

The numbers of GRN obtained are used by auditors to perform cut off tests which verify whether transactions near the end of the accounting period are recorded in the proper period. Auditors should trace to the trade creditors’ records to verify that the liabilities concerned are correctly included or excluded from the appropriate period.
(b)
The purchase cut-off of Quadrant Manufacturing Co. Ltd. For GRN No. 882 to 891 is recorded as follows.

	GRN No.
	To classify as 2007 purchases
	To classify as 2008 purchases
	Title passed to Quadrant on

	
	$
	$
	

	882
	1,000,000
	
	18 Dec 2007 when shipped

	883
	1,200,000
	
	29 Dec 2007 when received

	884
	1,000,000
	
	29 Dec 2007 when shipped

	885
	2,000,000
	
	30 Dec 2007 when shipped

	886
	1,500,000
	
	31 Dec 2007 when received

	887
	1,200,000
	
	28 Dec 2007 when shipped

	888
	
	1,000,000
	2 Jan 2008 when received

	889
	
	1,100,000
	3 Jan 2008 when shipped

	890
	
	1,800,000
	3 Jan 2008 when received

	891
	
	1,700,000
	3 Jan 2008 when shipped


The date on the suppliers invoices would not be used in this case because the date of shipments are receipts are readily available for the determination of the time of passing the legal title.
(c)
The journal for the adjustment of cut-off error is as follows:

	
	Dr ($)
	Cr ($)

	Goods-in-transit
	1,200,000
	

	Trade creditors
	
	1,200,000


To adjust for the cut-off error on the purchases of goods which are received under GRN No. 887

Note: Technically it is inappropriate to debit purchases because this does not recognize the existence of an asset at the year-end date. There should be no effect on the profit and loss for the year ended 31 December 2007 as the increase in purchase will be represented by closing stock (in terms of goods-in-transit).
(d)
Other audit procedures for testing the understatement of trade creditors (i.e. performing out-of-period liability tests) include, for example:

(i)
Examination of the underlying documentation for payments subsequent to the year-end date.

(ii)
Examination of the underlying documentation for invoices not paid within several weeks after the year-end.
(iii)
Tracing of vendors’ statements to the balances on the trade creditors’ list.

Answer 3
	Weaknesses identified
	Recommendations

	(i)
Purchase requests are prepared by the materials department according to budgeted production plan, which does not reflect the actual production needs.
	(i)
The production department is responsible for raising purchase requests because they have updated information about the production. The budgeted production schedule contains information prepared 40 weeks ago.

	(ii)
It takes only one week for shipment; there is no need to place purchase order 20 weeks ahead. This would incur unnecessary holding costs.
	(ii)
The firm can shorten the time taken to place purchase orders because nearer to the production date the estimation of the quantity of materials needed can be more accurate.

	(iii)
There is no control procedure ensuring that the materials required could be obtained from the warehouse rather than making new purchases.
	(iii)
The production department should check the stock level with the materials department before requesting for purchases.

	(iv)
No action is taken to cancel purchase orders for cancelled production.
	(iv)
The shortening of the time taken to place purchase order can avoid receiving goods without immediate use. As a result, the chance of making provisions on stocks can be reduced.

	(v)
It is inadequate to take the lowest bid as the only criteria for the selection of vendors.
	(v)
The purchasing department should evaluate other factors in determining placing purchase orders with which vendors, such as their past record for timely delivery, quality of goods delivered, etc.

	(vi)
The materials department has not verified the quantity of goods received, they only examine the quality of goods received.
	(vi)
In addition to the inspection of the quality of goods received, the materials department should verify the quantity received. There is no need to count all goods received, but a system has to be developed to check one or several receipts from each vendor during a given time period so as to identify those vendors with whom quantity problems are found.

	(vii)
High production costs might be incurred fulfilling rush orders. The production department should not directly make rush purchase requests to the purchasing department without enquiring about stocks with the materials department.
	(vii)
The production department should make enquiries with the materials department as to whether they have the necessary stocks to meet production. If the materials department has the stocks, then there is no need to make an urgent delivery and the cost of production can be reduced.

	(viii)
The purchasing department should not breach the company policy on the selection of vendors when making rush orders.
	(viii)
The purchasing department should establish a policy to handle rush orders. Although the current policy is not an ideal one, the purchasing department should document its basis of selection so as to avoid any risk of collusion with vendors.

	(ix)
Vendor A supplied over 95% of material VM.
	(ix)
It is best to develop alternate sources of supply for essential materials. This can reduce the reliability on a single vendor, and can reduce the possibility of lost production because of material shortages or interruption in the operation due to a single vendor. The diversification of suppliers can encourage the suppliers to offer better terms on the purchases.

	(x)
Vendor invoices were settled before goods received.
	(x)
The accounting department should check the goods receipt record to ensure that goods have been received before settling vendor invoices.
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