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QUESTION  2 75 marks 
 
You are a first-year trainee accountant at Auditing Dynamics Inc, a firm of Registered 
Auditors. You have been assigned to the audit of New Era Computers Ltd (‘NEC’).  The 
financial year end of NEC was 31 October 2009. On Monday, 2 November 2009, you arrived 
at the client’s premises and were provided with the following documents by the audit senior: 
 
A – 100  – Audit work paper on understanding the client’s business 
A – 200 – Review of media releases 
A – 300 – Systems description – procurement cycle 
A – 400 – Draft consolidated management accounts of NEC for the year ended 

31 October 2009 
 
NEC – Year end 31 October 2009 WP A – 100 
Understanding the client’s business 
 

Prepared by: JJK 5 June 2009 
Reviewed by: AKL 6 June 2009 

NEC was formed ten years ago by a group of young entrepreneurs who identified a need in the market 
for companies to source all their information technology (IT) equipment from a single supplier that 
will provide them with quality products, reliable maintenance and 24 hour support.  NEC enters into 
rental and service agreements with its clients to lease IT rental equipment (laptops, desktops, printers, 
etc.) to the customers and to provide services (support and maintenance) for a fixed period.  These 
rental agreements are correctly classified as operating leases. 
 
NEC purchases the IT rental equipment as stipulated in the agreement with the client from various 
local and overseas suppliers. NEC accounts for the IT rental equipment in its records upon arrival at 
its central warehouse in Johannesburg. The IT rental equipment is ready for delivery to clients after it 
has been bar-coded. 
 
NEC listed on the Johannesburg Securities Exchange (JSE) in 2003. Its performance since then has 
not been as expected by market analysts and investors. The company has continued to incur losses for 
the last three financial periods. The company has also been heavily affected by the economic 
downturn since September 2008 and the financial director is again expecting a loss for the 2009 
financial year. 
 
NEC concluded a black economic empowerment transaction during the year with the intention that it 
would result in an increase in public sector work and related earnings. In December 2008, all the 
directors of NEC approved a transaction to lend funds to NEWSA (Pty) Ltd (‘NEWSA’) and 
approved the issue of new shares to NEWSA to acquire a 25% equity interest in NEC. This was the 
only approval of the transaction. The new shares were issued to facilitate the 25% equity investment.  
 
The majority of shareholders of NEWSA are employees of NEC. The shareholdings of NEWSA are 
as follows: 
 
Walter Ndladlu 30% 
Joy Naido 15% 
NEC Staff Trust (previously disadvantaged employees of NEC) 55% 
 
The executive directors of NEWSA are Walter Ndladlu and Joy Naido. Both directors are also non-
executive directors of NEC, for which they receive no remuneration from NEC. 
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NEC – Year end 31 October 2009 WP A – 200 
Review of media releases 
 

Prepared by: OOK 16 November 2009 
Reviewed by: AKL 17 November 2009 

Extract from the newspaper article published in the Business Chronicle on 15 November 2009 
 
15 November 2009 - NEC fined R100 million for collusion 
 
The Competition Commission today referred the findings of its investigation into collusion by IT 
equipment rental agencies to the Competition Tribunal for determination. In the same matter, the 
Commission referred to a consent agreement with OB One, a division of OB Technology Ltd, in 
which OB One admitted that they colluded with their competitors in contravention of the 
Competition Act. On the basis of evidence provided by OB One and the investigation of the 
Commission, a fine of R100 million (based on 8% of turnover over the period of contravention) was 
levied on 14 October 2009 against New Era Computers Ltd (JSE code: NEC) by the Commission. 
 
In response to the ruling, a spokesperson for NEC has indicated that the company has not agreed 
to pay the penalty of R100 million. NEC is going to appeal the ruling of the Competition Commission 
in the Constitutional Court. Neil Young, the Financial Director of NEC, also commented on the 
ruling of the Commission by saying that NEC believes the findings to be unconstitutional and that 
they would rather spend R100 million on legal fees proving their innocence than pay the fine to the 
Commission. The final report of the Commission, which is yet to be released, allegedly contains 
damaging evidence by OB One implicating the financial director, Neil Young (a Chartered 
Accountant (SA)), directly in collusion with other IT equipment rental agencies. According to the 
local attorney for the Commission, Tebogo Ramogadi, ‘some of these allegations may even provide a 
basis for civil claims for fraud against Mr Young by third parties’. 
 
NEC has never disclosed the investigation by the Competition Commission in any shareholder 
communications or financial statements, even though this process is believed to have begun in June 
2006. As a result, market analysts expect a significant decrease in the NEC share price as it 
factors in the cost of this ‘surprise’ penalty. When asked why this investigation against NEC was 
not disclosed by NEC previously, Neil Young responded: ‘We have always seen this as a trivial 
matter with no basis. Why should we give any attention to it, least of all in our shareholder 
communications and financial statements? We certainly have never considered this a matter that 
requires disclosure and I have no intention of disclosing this in the 2009 accounts.’ 
 
NEC’s financial woes seem to continue in an unrelated matter as Hillprop Properties Ltd today filed 
suit against NEC in the local magistrate’s court for the non-payment of arrear property lease 
charges amounting to some R2 million, going back as far as June 2009. 
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NEC – Year end 31 October 2009 WP A – 300 
Systems description – procurement cycle 
 

Prepared by: LLM 12 November 2009 
Reviewed by: AKL 13 November 2009  

NEC carries stock of the most popular IT rental equipment and small orders are normally attended to 
within two weeks. Large orders take longer (one to two months), as the IT rental equipment is 
purchased from suppliers in Europe and the United States of America. 
 
When IT rental equipment needs to be purchased, the procurement officer will complete an e-order 
form on the system and the order will be placed electronically with established suppliers, after the 
operations director has authorised the order. All overseas purchases are hedged for foreign currency 
risk on the date the order is placed with the overseas suppliers. NEC has a small treasury division, 
consisting of two staff members, which handles all the hedging arrangements and settlements.  
 
IT rental equipment is normally delivered by sea. Small orders can be delivered by plane in 
emergencies. Deliveries by sea are placed on vessels in containers and take approximately four weeks 
to arrive.  The ship’s captain will normally count the number of containers, compare the equipment in 
the containers with the equipment listed on the supplier’s delivery note, sign a certificate to that 
effect and seal the container.  A copy of the certificate is then faxed to NEC. The certificate and the 
supplier’s delivery note then accompany the shipment and are delivered with the goods and a bill of 
lading to NEC.  NEC acts as its own clearing house. 
 
Copies of purchase orders are filed in delivery date order, which ensures that the receiving 
department personnel know which deliveries to expect. On the arrival of the IT rental equipment at 
the central warehouse in Johannesburg, staff in the receiving department prepare goods received 
notes (GRNs) on which they record the supplier, date received and the actual quantity and condition 
of each item received. The GRNs are pre-numbered and are also matched to purchase orders by staff 
in the receiving department. Differences identified between goods received and goods ordered are 
immediately reported to the procurement officer. 
 
The stock controllers then update the equipment listing, which contains the details of the items 
ordered, serial numbers, etc.  The perpetual equipment records on the system are automatically 
updated from the GRNs. All IT rental equipment is then bar-coded, after which it is ready for 
delivery to the client. Delivery of the equipment is performed by NEC Fleet (Pty) Ltd (‘NEC Fleet’) 
to clients nationwide. 
 
Before goods are delivered, a delivery note is completed on the basis of the order from the client. The 
system automatically assigns bar code numbers to the products to be delivered and these are also 
reflected on the delivery note. The representative from NEC Fleet scans the bar codes of all the items 
handed to him/her for delivery and the system reflects that the IT rental equipment has been picked 
for delivery to the client. When the goods arrive at the client, the client’s asset controller signs the 
delivery note after he/she has scanned the bar codes of all the products and input these scans into an 
Internet-based interface with NEC’s perpetual equipment records. The NEC system then 
automatically produces an exception report of equipment handed over to NEC Fleet that was not 
scanned by the client’s asset controller. Any differences noted on this exception report are then 
followed up by the asset controller. 
 
Detailed perpetual equipment records are maintained per client of IT rental equipment, including bar 
code numbers. In terms of the standard rental agreement, all clients are required to appoint an asset 
controller, who is responsible for performing a verification of all assets on a six-monthly basis. This 
is done by scanning all IT rental equipment using his own personal scanner and uploading these 
scans through the Internet-based interface to NEC’s perpetual equipment records, which will then 
produce an exception report of equipment delivered to the client but not scanned as part of the 
verification. Clients are then expected to provide the necessary explanations for any exceptions 
noted. 
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NEC – Year end 31 October 2009 WP A – 400 
Draft consolidated management accounts of NEC for 
the year ended 31 October 2009 

Prepared by: PPD 13 November 2009 
Reviewed by: AKL 14 November 2009 

CLIENT PREPARED INFORMATION 31 October 
2009 

31 October 
2008 

 R’000 R’000 
Operating loss after tax 18 000 4 000 
   
Assets 92 000 80 000 
Consumable stock   7 000 11 000 
Property, plant and equipment 85 000 69 000 
   
Total shareholders’ equity 51 500 69 500 
Share capital and reserves 51 500 69 500 
   
Current liabilities 40 500 10 500 
Bank 21 500   2 500 
Creditors 19 000   8 000 
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REQUIRED 
 

  Marks 

(a) As part of the formulation of your overall audit strategy, which sets the scope, 
timing and direction of the audit – 

(i)  identify and discuss those risks of material misstatement at the financial 
statement level that are significant in directing the engagement team’s 
audit procedures for the 2009 audit of New Era Computers Ltd; and 

(ii) discuss your proposed overall audit responses and actions to address 
these identified risks of material misstatement at the financial statement 
level. These responses and actions need not be discussed for each 
individual risk identified in item (i). Detailed audit procedures are not 
required. 
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(b) Discuss the risks of material misstatement of the valuation and allocation 
assertion applicable to IT rental equipment of New Era Computers Ltd. 

 

7 

(c) Identify the key controls that New Era Computers Ltd currently has in place 
to address the existence assertion applicable to IT rental equipment and 
explain why each of these key controls would reduce the risk of material 
misstatement of IT rental equipment. 

 
 
 

12 

(d) Discuss the audit procedures that you should perform in order to reduce the 
risk of material misstatement of the completeness assertion of IT rental 
equipment to an acceptable level. 
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(e) Prepare a memorandum to advise the audit partner on the following matters, 
with proper motivation:  

(i) What impact the R100 million penalty payable to the Competition       
Commission has on the annual financial statements of New Era 
Computers Ltd for the year ended 31 October 2009; and  

 (ii) The impact of the penalty on the audit report on the annual financial 
statements for the year ended 31 October 2009, only in respect of the 
applicability of the going concern assumption. (When presenting your 
answer, you are not required to draft any sections of the audit report.) 
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(f) Discuss the corporate governance and professional ethics considerations 
that you may have as auditor of New Era Computers Ltd with regard to the 
manner in which the finance director has dealt with the disclosure of the 
Competition Commission investigation against New Era Computers Ltd, as 
well as with regard to allegations against him contained in the Business 
Chronicle article dated 15 November 2009. 

 
 
 
 
 

4 

(g) Identify and discuss areas of non-compliance by New Era Computers Ltd in 
terms of the Companies Act, 1973 (Act 61 of 1973), as amended.  
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Presentation marks: Arrangement and layout, clarity of explanation, logical 
argument and language usage.  
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