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INSTRUCTIONS:  Answer Question ONE and any other TWO Questions

Question 1 (30 marks)
a) Explain briefly in what ways financial reporting irregularities have contributed to the 

collapse of financial markets (2 marks)
b) Internal control weaknesses can adversely affect the quality of financial reporting.  

Indicate three firm characteristics that are likely to contribute to weak internal 
controls.  In each case justify your answer.  (6 marks)

c) Explain what is meant by the following concepts in the context of the agency 
relationship; (i) moral hazard, and (ii) information asymmetry. (4 marks)

d) The details of the directors and some financial figures of two companies listed in the 
Nairobi Securities Exchange for the same year are given in Table 1 below:

PANEL A: Total Kenya Limited

Name of director Age of director Position(s)

Jean Papee 54 Chair of the board

Patrick Waechter 46 Director and Finance Director

Alexis Vovk 47 Director and Managing Director

Maurice K’Anjejo 54 Director and Corporate Affairs 
Manager

Daniel Mayieka 41 Director and Specialties Manager
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Alain Champeaux 62 Director

Alice Mayaka 60 Director

Sophie Nassir 39 Director

Net income before extra-ordinary items
(sh) 

(71,436,000)

Net cashflow from operating activities (sh) (2,005,741)

PANEL B: Kengen Limited

Name of director Age of director Position(s)

Hon. Titus Mbathi 82 Chair of the board

Edward Njoroge 58 Director and CEO

Dorcas Kombo 57 Director 

Henry M’Narobi 65 Director 

Mary Michieka 64 Director 

Jeremiah Ndeto 59 Director

George Njagi 64 Director

Patrick Nyoike 63 Director

Joseph Kinyua 64 Director

Hedrick Omanwa 46 Director

Sarah Wainaina 69 Director

Net income before extra-ordinary items
(sh) 

4,512,526

Net cashflow from operating activities (sh) 2,080,121

Required:
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i. Based on the information given above, assess which of the two companies best 
complied with the CMA Act 2015. Justify your answer.  (4 marks)

ii. Which of the two companies would you expect to have higher quality financial 
reporting? Provide support for your answer. (2 marks)

iii. Assess whether your prediction is supported by the quality of earnings ratio. (3 
marks)

1. (a) Explain what is meant by fraud alerts and give three examples (4 marks)
(b) Read the following scenario and answer the question that follows:

Marcos Mayaka was the desk manager, who had been fired by a previous employer,
and Betty Kitoto was the head of housekeeping at the Excelsior Inn, a luxury hotel. 
The two best friends were so dedicated to their jobs that they never took vacations, 
and they frequently filled in for other employees. In fact, Ms. Kitoto whose job as 
head of housekeeping did not include cleaning rooms, often cleaned rooms herself, 
“just to help the staff keep up.” Marcos, the desk manager, provided significant 
discounts to guests who paid with cash. He kept the cash and did not register the 
guest in the hotel’s computerized system. Instead, he took the room out of 
circulation “due to routine maintenance.” Because the room did not show up as 
being used, it did not receive a normal housekeeping assignment. Instead, Betty, the
head of housekeeping, cleaned the rooms during the guests’ stay.  The two best 
friends perpetrated fraud amounting to Sh 950,000 before they were eventually 
discovered when Mr. Mayaka missed work for several days due to illness.
Required:

Explain the missing control(s) in this scenario that Mr. Mayaka and Ms. Maundu took
advantage of. (2 marks)

2. Explain why executive compensation has been such a contentious issue in financial 
reporting. (4 marks)

3. Explain what is meant by integrated reporting. (2 marks)
4. DataSpan Company Limited, automated its plant at the start of the current year and 

installed a flexible manufacturing system.  The company is also evaluating its 
suppliers and moving toward a just-in-time (JIT) inventory system.  Many adjustment
problems have been encountered, among them problems relating to performance 
measurement.  After much study, the company has decided to use the performance 
measures below as part of its balanced scorecard, and it has gathered data relating 
to these measures for the first four months of operations.

Month
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1 2 3 4

Throughput time (days) ? ? ? ?

Delivery cycle time (days) ? ? ? ?

Manufacturing cycle efficiency 
(MCE)

? ? ? ?

Percentage of on-time deliveries 91% 86% 83% 79%

Total throughput (units) 3,210 3,072 2,915 2,806

Management has asked for your help in computing throughput time, delivery cycle time, 
and MCE.  The following average times have been logged over the last four months:

Average per month (in days)

1 2 3 4

Move time per unit 0.4 0.3 0.4 0.4

Process time per unit 2.1 2.0 1.9 1.8

Wait time per order 16.0 17.5 19.0 20.5

Queue time per unit 4.3 5.0 5.8 6.7

Inspection time per unit 0.6 0.7 0.7 0.6

Required:
i. For each month, compute the following operating performance measures:

a. The throughput time, or velocity of production. (2 mark)
b. The MCE. (2 marks)

ii. Evaluate the company’s performance over the last four months in terms of value-
added activities. (3 marks)

Section B. (choose TWO questions from this section)

5. (a) Distinguish between auditors’ “independence in fact” and “independence in 
appearance” (2 marks)
(b) Explain five factors that may improve the audit quality (5 marks)
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(c) Use the data provided in Table 2 below to answer the questions that follow:

Table 2: Data for the auditor Aidman Piser & Company for the year 2006
# Client name SIC

code
Audit fees

($)
Non-audit fees

($)
Total fees

($)

1 Biovest international 
inc. 28 161,000 - 161,000

2 Calton inc. 15 78,100 3,657 81,757

3 Star scientific inc. 28 415,500 61,351 476,851

4 Powerlinx inc 36 96,470 30,750 127,220

5 Nanobac 
pharmaceuticals inc. 28 114,000 - 114,000

6 Azzurra holding corp. 36 146,000 - 146,000

7 Earthfirst technologies 
inc. 39 160,600 102,300 262,900

8 Biodelivery sciences 
Intl. inc. 28 100,400 23,566 123,966

9 Invisa inc. 38 69,400 49,000 118,400

10 Accentia 
Biopharmaceuticals 28 283,887 236,657 520,544

11 Amstem Corp. 80 31,500 - 31,500

(i) Assuming that the clients appearing in Table 2 were the only clients for 
auditor Aidman Piser & Company during the year 2006, determine whether 
the auditor Aidman Piser & Company may be considered as an industrial 
specialist for year 2006 and for which industry (in terms of the SIC code).  
Show all the necessary workings. (4 marks)

(ii) Assess the audit quality of the auditor Aidman Piser & Company during the 
year 2006 based on the following measures:
- Auditor size (2 marks)

- Provision of non-audit services (3 marks)
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(iii) The following additional information is available for the client number 10 in 
Table 2, Accentia biopharmaceuticals Inc.

Year
Audit fees (USD) Non-audit fees

(USD)
Total fees (USD)

2007 571,000 101,500 672,500
2006 283,887 236,657 520,544
2005 371,000 163,000 534,000
2004 295,000 91,000 386,000

Required:
Comment on the audit quality provided to the client Accentia 
biopharmaceuticals Inc. on the basis of (1) auditor tenure, (2) low-balling 
(assume that 2004 was the year of first engagement for the auditor Aidman 
Piser & Company). (4 marks)

6. (a) Explain what is meant by earnings management (2 marks)
(b) Identify two specific within-GAAP strategies or mechanisms by which company 
management may engage in earnings management (2 marks)
(c) List four consequences of earnings management (4 marks)
(d) use the data provided in Table 3 to answer the questions that follow:
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Table 3: Abnormal cash flows, production costs, discretionary expenses and 
discretionary accruals
Compa
ny

Ye
ar

ACF
O

APR
OD

ADI
SX

AD
A

Compa
ny

Ye
ar

ACF
O

APR
OD

ADI
SX

AD
A

1
201

1 0.05 0.11
-

0.01
0.0

0 4
201

0 0.44 0.03
-

1.15
2.0

5

1
201

2 0.00 0.08 0.22

-
0.0

1 4
201

1 0.42 -0.01
-

0.85

-
0.1

1

1
201

3
-

0.03 0.14
-

0.12
0.0

1 4
201

2 1.02 0.09
-

2.01
1.7

1

2
201

0 0.01 0.17 0.46

-
0.9

5 4
201

3 1.49 0.04
-

6.73
2.0

1

2
201

1
-

0.09 0.18
-

0.15
0.0

8 5
201

0 0.14 -0.11
-

0.09

-
0.0

1

2
201

2
-

0.06 0.10
-

0.01

-
0.6

1 5
201

1 0.15 -0.15
-

0.14
0.1

1

2
201

3
-

0.09 0.24
-

0.04

-
0.0

5 5
201

2
-

0.03 -0.13
-

0.17

-
0.3

0

3
201

0 0.20 0.06
-

0.41

-
0.0

1 5
201

3 0.89 0.80
-

0.16

-
1.4

8

3
201

1 0.06 0.05
-

0.35

-
0.9

0

3
201

2 0.33 0.02
-

0.37

-
0.0

3

3
201

3 0.24 0.01
-

0.33

-
0.0

4

Key to Table 3:
Company Company name Variabl Description
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e

1 AAR Corp ACFO
Abnormal cash flows from 
operations

2 Cheniere Energy Inc APROD Abnormal production costs

3
American Science 
Engineering ADISX

Abnormal discretionary 
expenses

4 American Vanguard Corp ADA
Abnormal discretionary 
accruals

5 Apache Corp

(i) Company management may engage in earnings management by using either
real activities or accruals earnings management.  Match the four variables in 
Table 3 (ACFO, APROD, ADISX, and ADA) to either of the two methods of 
earnings management. (2 marks)

(ii) If a company has engaged in earnings management what sign would you 
expect the variables ACFO, APROD, and ADISX to take? (3 marks)

(iii) Using the ADISX and ACFO variables together, and ignoring APROD and 
ADA, assess any of the five companies whose data appears in Table 3 may 
have engaged in earnings management on any of the years between 2010 
and 2013.  Justify your assessment. (7 marks)

7. Read the case below and answer the questions that follow;
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Required:

Answer the following questions and in each case refer to the page and paragraph 
where you find support for your answer if required.

a. Identify the two main characters in this case? (2 marks)
b. What problem is Lisa having to grapple with? (1 mark)
c. With reference to the fundamental principles of the code of ethics for professional

accountants, and with reference to the case, evaluate Lisa’s behaviour as a 
professional accountant.  which fundamental principles would you say has much 
to do with the problem Lisa is facing? Describe that (those) principle(s) and 
clearly explain why you think it best fits this case. (4 marks)

d. Suggest three options that Lisa can take to deal with the issue she is facing. (3 
marks)

e. You have been independently asked by the grant providers to investigate any 
evidence of fraud at Best Beginnings.  From the case, identify any fraud alerts or 
warning signs that would suggest fraudulent activity in Best Beginnings. (5 
marks)

f. Suggest a strategy on how to deal with the issue Lisa has discovered at New 
Beginnings. (5 marks)
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