Model File Ltd.

Management Letter for the year ended 31st December 2006

__________________________________________________________________________________

A. Issues noted during the audit
We have now concluded our audit and here below summarise some control weaknesses noted during the course of our audit and our suggestions on strengthening the control environment.

1. Property, plant and equipment

Observations:

a. A property, plant and equipment register is not maintained, nor are assets tagged for ease of identification. Lack of control in recording the assets could result in assets going missing without detection.

b. We observed that the company purchased the building together with furniture and fittings. However, the same have not been shown separately in the books. Lack of control in recording the assets could result in assets going missing without detection.

c. We observed that the company had allocated two rooms on the upper floor of the building to a company belonging to Mr. Michael Johns Peters’ son for which no rent was being charged. In the event of a tax audit, additional tax equivalent to the market rate of rent for these two rooms may be assessed. In addition, the company may be liable to pay penalties and interest on the additional tax.

d. The company did not have a formal capitalisation policy leading to some capital expenses being expensed during the year. We also observed the following specific weaknesses and mispostings, which were rectified during the course of the audit:

· The company had constructed two additional rooms at a cost of Shs. 1,980,000. This amount had been expensed under repairs and maintenance.

· Legal and statutory expenses amounting to Shs. 450,234 incurred in the course of purchase of building had been expensed.

· A motor vehicle sold during the year was still being reflected in the company’s books. The sales proceeds for this had been posted as a credit balance in debtors. This had the effect of overstating property, plant and equipment and understatement of debtors and income. 

· Leasehold land was classified as part of building under property, plant and equipment. This was not in compliance with IAS 17.

Recommendations:

· A property, plant and equipment register should be maintained and updated regularly and all assets should be tagged and the asset reference number noted in the register. The register should contain all relevant details as to the date of purchase, serial number, location, cost, details of supplier, revaluation, depreciation and net book value. The register should be reconciled to the general ledger and the physical assets on a periodic basis.

· A formal capitalisation policy should be drawn and be adhered to. The chief accountant should analyse the repairs and maintenance account on a periodic basis to check whether there are any items of capital nature.

· The company should charge rent to the company belonging to Mr. Peters’ son based on the area occupied and at the prevailing market rates.

Management comments:

· We are currently in the process of drawing up a fixed asset register in compliance with the recommendations above.

· We are in the process of identifying a suitable consultant to help in drawing up the company’s policies and procedures manual.

· A lawyer has been contacted to draw up a lease for the company belonging to Mr. Peters’ son. Rent will be charged to him effective immediately at the prevailing market rates.

· Recommendations regarding the capitalisation policy have already been implemented.

2. Trade and other receivables

Observations:

a. The following trade debtors appear to be long outstanding and their recovery appears doubtful:

	Debtor
	Amount Outstanding Shs
	Comments

	Peacock Ltd
	664,300
	Court case filed. As per the directors and company lawyer the company will recover approximately the whole amount The company’s directors are following up the matter.


b. The following staff debtors appear to be long outstanding and their recovery appears doubtful:

	Debtor
	Amount Outstanding Shs
	Comments

	Sospeter Kariuki
	5,000
	


c. We observed that the company in some instances receives a deposit for goods. VAT rules stipulate that VAT be paid when the deposit is received and not when the work is carried out. On the other hand, the rules also state that an invoice should be raised within 14 days of completing of the work. Non-payment of VAT on time is liable to a 2% penalty on a compounding basis from the time it remains unpaid.

Recommendations:

· The long outstanding debtors should be followed up, and where necessary, a provision made for amounts doubtful as to their recovery. 

· The company should charge VAT on any deposits received. The company should pay the penalty of 2% on the deposit to the month when paid.

Management comments:

· Judgement in our favour has already been obtained in the case of Peacock Ltd. Therefore, no adjustment in respect of this is required.

· We have tried to locate the above staff but have been unable to trace him. We recommend that the amount be written of in the year 2007 if no recovery has been made by then.

· Recommendations regarding VAT have been implemented. We have already paid the interest and penalties on the above.

3. Bank accounts

Observations:
a. Included in the bank reconciliation of Haba na Haba Bank Ltd. was a stale cheque of Shs.20,000.

Recommendations:

· All reconciling items should be followed up and reconciling items be followed up and actioned.

Management comments:

· The stale cheque has been subsequently reversed. Bank reconciliations now have to be reviewed regularly by the finance manager.

4. Trade and other payables

Observations:

a. We noted a number of outstanding items in suppliers reconciliation reviewed. Some of these were as a result of not recording invoices / credit notes which were outstanding from suppliers. We noted that these invoices / credit notes had not been accrued.

Recommendations:

· A policy should be instituted to ensure that an accrual is made whether or not the goods have been received / returned so as to comply with the accruals concept.

Management comments:

· Noted and implemented.

5. Purchases

Observations:

a. We observed that in some instances Purchase orders were not properly authorised. This was because the Procurement and Logistics Manager was not present at the time when the order was placed. This may lead to purchases being made without proper approval.

Recommendations:

· A clear line of authority should be made such that in the absence of Procurement and Logistics Manager then the same should be approved by the relevant director.

Management comments:

· Noted and implemented.

6. Exchange differences

Observations:

a. Year-end foreign currency balances were not translated into Kenya Shillings at rates ruling at the balance sheet date. Although the differences in the exchange rates were not material, however, this is not in compliance with requirements of IAS 21.
Recommendations:

· All foreign currency balances should be translated at the year-end exchange rates.

Management comments:

· Noted and implemented.
7. Staff records

Observations:

a. Staff files were not complete with all the necessary documents. Most files reviewed did not contain staff identification documents such as photographs and national identification cards and employment contracts.

b. A number of staff files reviewed did not contain copies of statutory records e.g. NSSF and PIN. It was also noted that remuneration was paid to staff who did not have a PIN contrary to the Income Tax Act.
c. Some of the files did not have letters of appointment. This was more prevalent with the director’s files.
d. Subsequent changes in rates of pay and benefits were not documented.

Recommendations:

· The company should maintain a personal file for each individual staff member which should contain all records relating to the staff during or in respect of his employment with the company. In addition to the identification documents and copies of statutory registration document i.e. copy of identification card or passport, NSSF, NHIF and PIN cards, the files should contain the following:

· Employment contract or letter of appointment signed by the employer and employee duly witnessed.

· Job descriptions.

· Subsequent changes in rates of pay and benefit, promotions, warning letters, etc.

· Employee’s written authorisation for non-statutory deductions.

· Reference letters and curriculum vitaes.

· Work permit and bond details.

· Annual, sick, study and compassionate leave records including leave application forms.

· Examination results and training expense claims forms and copies of certificates obtained after joining employment.

Management comments:

· Noted and implemented.

8. Direct and indirect tax

a. We observed that the company was claimed input VAT on movable furniture. This is in contravention with the VAT rules as one can only claim VAT input on those furniture that are fixed to the building.

b. We observed that the company was claiming VAT on the electricity and telephone expenses yet bills were not in the name of the company. This is in contravention with VAT rules whereby the one can only claim VAT on documents that are in the company’s.

c. We observed that the company was claiming VAT on the entertainment expenses and saloon cars. This is in contravention with VAT rules.

d. Included in staff advances is an amount advanced to Celestine Otieno, which was converted into a loan. This is not subject to interest and Fringe Benefit Tax has not been remitted to the revenue authorities, which could lead to imposition of fines and penalties by the tax department.

e. We also observed that in some instances the company was claiming VAT on documents that were not fiscalised. This is in contravention with VAT rules which require that input VAT be claimed only on fiscalised documents. 

f. We observed that the company has not paid withholding taxes on some contractual work. Withholding tax is payable by the 20th of the following month when the company claimed the same as expense regardless of whether the company has paid for the expense or not.


Recommendations:

· It is recommended that compliance with the relevant statutory provisions be observed as the cost of non-compliance is punitive.

· The amounts advanced as staff loans should be reclassified to a staff loans account. Interest should be charged on this at market rates or Fringe Benefit Tax should be deducted and paid on the same.

Management comments:

· All above recommendations have been noted and are now being complied with.
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