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QUESTION 1          100 marks 
 
Ebony & Ivory Auditors Inc. (‘E&I’) have been the external auditors of the Starmedia group 
for the past four years. E&I are the external auditors of all the subsidiaries in the group and 
the audit team is currently busy with the audit for the financial year ended 30 April 2014 
(‘FY2014’) of Magic Ltd (‘Magic’), one of Starmedia’s subsidiaries. 
 
The following workpapers are extracts from the FY2014 audit file: 
 

Work paper  Description 

A105 Understanding the entity – company structure 

A110 Summary of information obtained from client meeting 

A115 Internal controls over capital expenditure 

A120 Planning: Analytical procedures 

D100 Lead schedule: Long-term debt 

D105 Extracts from the long-term loan agreement 
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Client: Magic Ltd Prepared by: C Kent Date: 05/01/2015 
A105/1 

Year end: 30 April 2014 Reviewed by: S Mann Date: 12/01/2015 

Understanding the entity – company structure 

 
Background and company structure 
 

   Starmedia Ltd    

        

   Magic Ltd    

        

        

 Sweety (Pty) Ltd   GameIT (Pty) Ltd  

        
 
Starmedia Ltd (‘Starmedia’) is an entity listed on the Johannesburg Stock Exchange and has 
several shareholders. Sweety (Pty) Ltd (‘Sweety’) and GameIT (Pty) Ltd (‘GameIT’) are 
wholly-owned subsidiaries of Magic.  
 
The shareholding of Magic is as follows: 
 

 Shareholders Percentage  

 Starmedia 70%  

 Mr Lion Gate 5%  

 Mr Bret Future  5%  

 Mrs Thandi Moloi 5%  

 Ms Joanne Mofokeng 5%  

 Mr Julius Mbeki 5%  

 Ms Precious Joy 5%  

 
Magic is a South African-based company with cinemas situated in all major cities across 
South Africa. Sweety handles all the cool drink, popcorn and sweet sales at Magic’s cinemas 
in exchange for a service fee paid by Magic to Sweety. GameIT handles all negotiations for 
the purchase of distribution rights of video games based on movies, as well as the distribution 
of the video games. In exchange Magic receives royalty fees on any sales made by GameIT. 
Intragroup transactions are on 30-day terms and invoices are issued at the end of each 
month. No bad debts have been recognised as payment between group companies takes 
place promptly. No interest is charged on inter-company debtors and creditors and any 
outstanding balances are unsecured. 
 
As at 30 April 2014 Magic had an outstanding loan owing to Starmedia amounting to 
R3 million. The loan bears interest at a market-related variable rate and is repayable to 
Starmedia on demand. 
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Client: Magic Ltd Prepared by: C Kent Date: 05/01/2015 
A105/2 

Year end: 30 April 2014 Reviewed by: S Mann Date: 12/01/2015 

Understanding the entity – company structure 

 
Board of directors, management and committees 
 

 Individual Starmedia Magic Sweety GameIT  

 Mr Gate Chief executive 
officer and 

chairman of the 
board 

Chief executive 
officer 

   

 Mr Future Chief financial 
officer 

Chief financial 
officer 

   

 Mrs Moloi  Marketing 
director 

Chief executive 
officer 

  

 Ms Mofokeng  Human 
resource 
director 

 Chief executive 
officer and 

chairman of the 
board 

 

 Mr Mbeki  Operations 
director 

 Chief financial 
officer 

 

 Ms Joy   Communications 
director 

   

 Mr Hart  

See note 

 Independent 
non-executive 
director and 

chairman of the 
board  

   

 
Note:  Even though there is only one independent non-executive director in the Starmedia 

group, the directors and shareholders are satisfied that the number of directors per 
company is sufficient and they are not prepared to appoint additional directors. 

  
Committees 
 
Apart from the capital expenditure committee (see workpaper A115), Magic does not have 
any committees. 
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Client: Magic Ltd  Prepared by: C Kent  Date: 10/01/2015 
A110/1 

Year end: 30 April 2014 Reviewed by: S Mann Date: 14/01/2015 

Summary of information obtained from client meeting 

 
E&I: Client meeting held on 10 January 2015  
 
In attendance 
Mr Future – chief financial officer of Magic  
Mr Kent – audit clerk of E&I 
Mr Mann – audit manager of E&I  
 
Board of directors and management remuneration 
 
During the meeting the following information was obtained regarding the remuneration of 
Magic’s board of directors and management. The individuals listed in workpaper A105 each 
serve as directors on the board of several other unrelated companies.  Due to the economic 
downturn in South Africa, the directors’ remuneration that they received from these unrelated 
companies has decreased substantially over the past two years. To maintain their current 
lifestyle, the individuals listed approved a new remuneration policy, which had been 
developed by Mr Future, during the current financial year. No approval for this policy was 
obtained from shareholders. 
 
Mr Future provided the following spreadsheet detailing the remuneration per person listed in 
workpaper A105 for FY2014. The spreadsheet was maintained by the payroll clerk and 
reviewed by Mr Future. He explained the new remuneration policy as set out in the notes 
below: 
 

 

Basic 
salary 

Share of 
profit 

Travel 
costs 

School 
fees 

Corpo-
rate card 

Total 

 R’000 R’000 R’000 R’000 R’000 R’000 

Mr Gate 396 1 300 320 510 474 3 000 

Mr Future  396 1 300 410 322 572 3 000 

Mrs Moloi 396 1 300 540 183 581 3 000 

Ms Mofokeng 396 1 300 830 289 185 3 000 

Mr Mbeki 396 1 300 190 540 574 3 000 

Ms Joy 396 1 300 913 240 151 3 000 

Total 2 376  7 800  3 203  2 084 2 537 18 000  

 Note 1 Note 2 Note 3 Note 4 Note 5 Note 6 

 
In addition Magic contributes 10% of the basic salary towards a defined contribution plan for 
each of the above individuals. 
 
Notes  
1 Each individual is paid an amount of R33 000 per month as a small basic salary, as 

indicated in their employment contracts. 
2 Each individual is paid 10% of the trading profit of Magic per financial year. Trading 

profit is defined as gross profit less direct operating costs, excluding administrative and 
indirect operating costs. 

3 Magic does not provide company cars to individuals; it pays their travel costs. This 
includes fuel, vehicle repairs and maintenance, accommodation and any other travel 
costs locally or overseas. Individuals are not required to exclude any personal travel 
from these expenses. The payments are recorded in various general ledger accounts,  
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Client: Magic Ltd  Prepared by: C Kent  Date: 10/01/2015 
A110/2 

Year end: 30 April 2014 Reviewed by: S Mann Date: 14/01/2015 

Summary of information obtained from client meeting 

 such as fuel costs, vehicle depreciation, and travel costs. The travel costs for Ms 
Mofokeng include costs for an overseas trip she undertook early in the financial year to 
the value of R200 000, to visit her son in the Netherlands and spend time in Paris, 
France, on what she called a ‘once in a lifetime vacation’. 

4 All individuals are allowed to claim school fees for each of their children. These costs 
are recorded in the financial statements as staff training costs. 

5 Each individual has a corporate credit card that may be used for any purchases, 
including amongst others monthly groceries and clothing. These amounts are included 
in the financial statements under entertainment or staff meals. 

6 No authorisation is required for any of the payments made in notes 3 to 5 above. The 
individual concerned gives instructions to the payroll clerk to make the required 
payment, which is always paid by means of electronic fund transfers. The payroll clerk 
then keeps track of the amounts paid per person on a password-protected 
spreadsheet. At the end of the calendar year the annual payments to individuals are 
brought in line with those of the person who has received the largest amount from 
Magic, with balancing payments being accounted for as travel costs. 

7 The company does not provide loans to directors or senior management. 
 
Loan covenants 
 
During the year Magic obtained a loan from Capitol Bank (see workpaper D105). The 
directors are not concerned about the loan covenants over remuneration. According to them 
the downturn in the economy has impacted negatively on the South African property market. 
They believe this would make it very difficult for Capitol Bank to sell Plot 345, Sandton, and 
therefore Capitol Bank will not be as strict on insisting on compliance with the loan 
covenants.  
 
Disclosure of payments in the annual financial statements 
 
The directors of Magic do not wish to disclose any remuneration in Magic’s or the group’s 
annual financial statements. They are willing to disclose only the basic salary received by 
directors. 
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Client: Magic Ltd  Prepared by: C Kent  Date: 12/01/2015 
A115 

Year end: 30 April 2014 Reviewed by: S Mann Date: 15/01/2015 

Internal controls over capital expenditure 

 
The following is a summary of the internal controls that Magic has implemented to 
reduce business risks associated with capital expenditure 
 
Magic has a capital expenditure committee that makes recommendations to the board of 
directors on all capital expenditure. All capital expenditure is approved at Magic’s board 
meetings and no director is allowed to enter into any capital expenditure contract on behalf 
of Magic without the approval of the board. All capital expenditure recommendations are 
based on detailed budgets and cash-flow projections. The capital expenditure committee 
reviews the effectiveness of past capital expenditure decisions on a regular basis to ensure 
that returns on the investments are in line with the expectations of Magic’s shareholders.  
 
Project management principles are applied to all material capital expenditure. Qualified staff 
are appointed on each project and the project manager is required to present regular 
progress reports that include expected finalisation dates and a comparison between the 
actual cost and the approved budget. 
 
As an example of a capital expenditure project in FY2014 the following information 

was provided 

A new 4D Magic cinema was opened at Diamond Reef Theme Park in November 2013. 
Construction work on the cinema commenced in July 2013. The premises in which the 4D 
cinema is situated are rented from Diamond Reef Theme Park. A long-term loan was 
obtained from Capitol Bank (see workpaper D100) to furnish the 4D cinema, which included 
the furniture, carpeting and lights of the cinema, the food court area as well as the ticket 
sales area. The film projectors and surround-sound equipment were acquired in terms of 
instalment sales agreements (see workpaper D100). Some smaller pieces of equipment are 
rented on a monthly basis from Fun Food Suppliers CC. 
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Client: Magic Ltd Prepared by: C Kent Date: 12/01/2015 
A120 

Year end: 30 April 2014 Reviewed by: S Mann Date: 15/01/2015 

Planning: Analytical procedures 

 
The following is an extract of analytical procedures performed during the planning 
phase  
 

 
 Ratio calculation Ratio 

Management 
comment 

 

 EBITDA interest 
cover ratio 

Earnings before interest, tax, depreciation 
and amortisation : Interest 

 
1,2 : 1 

 
1 

 

 EBITDAR 
interest cover 
ratio 

EBITDA plus rental expense : Interest 2,3 : 1 1   

 Days working 
capital 

 Average working capital x 365   
85 days 

 
2 

 

 Annual sales revenue  

 
The following comments were received from management 
 
1 The directors indicated that they are not concerned about the EBITDA interest cover 

ratio since they feel that the relevant covenant in the loan agreement with Capitol Bank 
(see workpaper D105) is intended to exclude annual rental of properties, vehicles and 
other items of property, plant and equipment. Management have therefore calculated 
an EBITDAR interest cover ratio for the current financial year and has communicated a 
2,3 : 1 ratio to Capitol Bank.  

2 The directors dispute the 85 days working capital calculation. According to them 
Magic’s inventory of ticket stock and sweet stock owned by them is overvalued in the 
trial balance as it includes shipping, clearing and other related costs. They are of the 
opinion that inventory should include only the cost price of the inventory item 
purchased, and not other costs incurred to bring the inventory to its current location and 
condition. If net working capital is calculated with inventory re-stated to exclude these 
costs (as determined by the directors) it decreases to 58 days, and this is what has 
been reported to Capitol Bank. 
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Client: Magic Ltd  Prepared by: C Kent  Date: 13/01/2015 
D100 

Year end: 30 April 2014 Reviewed by: S Mann Date: 16/01/2015 

Lead schedule: Long-term debt 

 
The following are all the long-term debt obligations as per the trial balance on 
30 April 2014 
 

Details Notes R million 

Long-term bank loan obtained on 5 June 2013 1 450 

Instalment sales agreements 2 232 

 
Notes 
1 The loan was obtained from Capitol Bank (see workpaper D105) during the year to 

finance a new 4D cinema at Diamond Reef Theme Park (see workpaper A115). 
2 This obligation includes five instalment sales agreements. Three of the agreements 

are for film projectors that were bought during FY2010, FY2012 and FY2014 
respectively. The other two agreements are for surround-sound equipment that was 
bought during FY2011 and FY2014. This includes the equipment bought for the new 
4D Magic cinema (see workpaper A115). 

 
In terms of the memorandum of incorporation of Magic, the company has unlimited 
borrowing powers. 
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Client: Magic Ltd  Prepared by: C Kent  Date: 14/01/2015 
D105 

Year end: 30 April 2014 Reviewed by: S Mann Date: 17/01/2015 

Extracts from the long-term loan agreement 

 
LOAN AGREEMENT 

 
This loan agreement is entered into on the 5th day of June 2013 by and between Magic Ltd, 
which has its principal place of business in Sandton, Johannesburg, and Capitol Bank, at its 
offices in Randburg, Johannesburg. 
 
Magic Ltd has applied to Capitol Bank for a long-term loan, and Capitol Bank is willing to 
provide such credit facility on the terms set forth herein. 
 
Capitol Bank agrees to lend Magic Ltd the principal amount of R450 million.  
 
AFFIRMATIVE COVENANTS 
As long as this loan is outstanding Magic Ltd shall comply with the following covenants that 
form part of this agreement: 
1 Financial statements: Magic Ltd shall, within six months after the end of each financial 

year, provide Capitol Bank with audited annual financial statements prepared in 
accordance with International Financial Reporting Standards.  

2 Board of directors and management remuneration: Magic Ltd shall not permit any 
withdrawals from or distribution of the assets of Magic Ltd except as reasonable 
compensation for services actually rendered, and such payments shall not exceed 
R2 million per individual during any financial year. 

3 EBITDA interest cover ratio: Magic Ltd shall maintain an EBITDA : interest ratio of at 
least 2 : 1. EBITDA is defined as earnings before interest, tax, depreciation and 
amortisation. 

4 Days working capital: Magic Ltd shall maintain a minimum working capital ratio of 
60 days. Each element of working capital included in the ratio shall be measured in 
accordance with International Financial Reporting Standards. 

 
SECURITY 
Magic Ltd hereby grants Capitol Bank a security interest in Plot 345, Sandton, 
Johannesburg.  
 
COVENANT NON-PERFORMANCE  
In the event of a breach of any of the covenants, Capitol Bank may immediately, if it so 
wishes, terminate the loan and require that the outstanding amount be repaid within 15 
(fifteen) working days. 
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INITIAL TEST OF COMPETENCE, JUNE 2015 

PROFESSIONAL PAPER 2 

The required section of this question consists of two parts. Answer each part in the 
correct, separate answer book.  
 

 
QUESTION 1, PART I – REQUIRED 

Marks 

Sub-
total 

Total 

(a)  Briefly discuss whether the corporate card expenses incurred by Magic 
as reflected in workpaper A110 will be deductible for tax purposes. 
 
Communication skills – logical argument 

 

6 
 
1 

 
 
 

7 

(b)  Prepare the related party disclosure in the separate financial statements 
of Magic for FY2014 in terms of IAS 24 Related Party Disclosures, with 
reference to workpapers A105 and A110. 
   

 Do not include any amounts in your answer. 

 Ignore comparatives. 
 
Communication skills – presentation 

 
 

10 
 
 
 
 
1 

 
 
 
 
 
 
 

11 

(c)  Discuss any concerns you may have about Magic’s compliance with the 
recommendations of the King Code on Governance Principles for South 
Africa and the King Report on Governance for South Africa (King III).   
 
Communication skills – clarity of expression; logical argument 

 
 

20 
 
2 

 
 
 
 

22 

Total for part I  40 
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INITIAL TEST OF COMPETENCE, JUNE 2015 

PROFESSIONAL PAPER 2 

The required section of this question consists of two parts. Answer each part in the 
correct, separate answer book.  
 

QUESTION 1, PART II – REQUIRED  

Marks 

Sub-
total 

Total 

(d)  Discuss whether the following matters constitute reportable irregularities 
in terms of section (1) of the Auditing Profession Act, Act 26 of 2005: 
 

 The fact that the directors incorrectly calculated and reported the 
Capital Bank loan covenant ratios; and  

 The lack of approval and disclosure of the directors’ remuneration. 
 

Communication skills – logical argument 

 
 
 
 
 

12 
 

1 

 
 
 
 
 
 
 

13 

(e)  Design and document the tests of controls to verify the operating 
effectiveness of the key controls over Magic’s capital expenditure cycle 
as documented in workpaper A115.  
 
Communication skills – clarity of expression 

 
 

8 
 

1 

 
 
 
 

9 

(f)  Describe the substantive procedures to test – 
(i) completeness of the spreadsheet provided for directors’ 

remuneration (see workpaper A110); 
(ii) completeness of long-term debt (see workpaper D100); 
(iii) compliance with the covenant requirements of the long-term loan 

(see workpaper D105); and 
(iv) presentation and disclosure of the long-term debt as disclosed in 

Magic’s annual financial statements. 
 
Communication skills – clarity of expression 

 
 

11 
10 

10 
 
6 
 
1 

 
 
 
 
 
 
 
 
 

38 

Total for part II  60 

 


