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PART I 
 

Answer all questions 
 

Question No. 01 (40 Marks) 
 

The GHI Group is a major listed travel company, with a market capitalisation of LKR 200 million, that 

specialises in the provision of budget-priced short and long haul package holidays targeted at the family 

market. The term “package holiday” means that all flights, accommodation and overseas transfers are 

organised and booked by the tour operator on behalf of the customer.                      
 

The GHI Group encompasses a number of separate companies that include a charter airline, a chain of 

retail travel outlets, and several specialist tour operators who provide package holidays. 
 

Each subsidiary is expected to be profit generating, and each company’s performance is measured by its 

residual income. The capital charges for each company are risk adjusted, and new investments are 

required to achieve a base hurdle rate of 10% before adjustment for risk. 
 

The package holiday market is highly competitive, with several main players all trying to gain market 

share in an environment in which margins are continually threatened. The key threats include rising fuel 

prices, last minute discounting and the growth of the “self managed” holiday, where individuals by-pass 

the travel retailers and use the Internet to book low cost flights and hotel rooms directly with the service 

providers. Also, customer requirements regarding product design and quality are continuously changing, 

thereby increasing the pressure on travel companies to devise appropriate strategies to maintain 

profitability.  
 

Sales of long haul packages to North America are relatively static, but the number of people travelling to 

South East Asian destinations has fallen substantially following the 2004 tsunami disaster. Africa, New 

Zealand, Australia and certain parts of the Caribbean are the only long haul growth areas, but such growth 

is from a small base. Sales in the European region are shifting in favour of Eastern Mediterranean 

destinations such as Cyprus and Turkey as the traditional resorts of Spain and the Balearic Islands fall out 

of favour. Short “city breaks” are also growing rapidly in popularity, reflecting higher spending power 

particularly amongst the over 50s. 
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The shift in patterns of demand has created some problems for GHI in a number of Eastern Mediterranean 

resorts over the last two summer seasons. There are not many hotels that meet the specified quality 

standards, and consequently there is fierce competition amongst travel operators to reserve rooms in them. 

In 2002 GHI took out a three year contract (2003-2005 inclusive) for 10,000 beds in four major hotels 

over the peak holiday season of mid July – end of August. The contract terms required GHI to pay a 20% 

refundable deposit at the start of each calendar year, in return for the right to cancel unwanted rooms 

without penalty at just one week’s notice. These contract terms were selected in preference to an 

alternative which required a 5% guarantee payment at the start of the calendar year, but with two weeks’ 

notice for all cancellations, and the payment of a flat fee of £20 per week per cancelled room. 
 

On three occasions in 2003, and six occasions in 2004, approximately 150 holidaymakers booked through 

GHI arrived at their hotels only to find that their rooms were already occupied by clients from a rival 

company. GHI’s resort representative had severe problems relocating their customers, and over half of 

them were forced to move to inland hotels because all of the beach resorts were fully booked. The total 

compensation paid out by GHI to dissatisfy customers amounted to £135,000 in 2003 and £288,000 in 

2004, and these payments were categorised as exceptional costs in the published accounts. 
 

The problems encountered by GHI received extensive coverage in the media, a popular television travel 

programme provided assistance to holidaymakers to compile compensation claims. As a result of all of 

this adverse publicity, GHI decided in early 2005 to invest LKR 28 million in purchasing two new hotels 

in the affected resorts. 
 

Sales forecasts indicate demand will grow at approximately 15% per year in the relevant resorts over the 

next five years. It is anticipated that the hotels will supply 70% of the group’s accommodation 

requirements.  
 

The package holidays to the GHI owned hotels will be sold as premium all-inclusive deals that include all 

food, soft drinks and local beers, wines and spirits. Such all-inclusive deals are not currently offered by 

other hotels in the target resorts. 
 

You are required to: 
 

(a) Identify and briefly discuss two risks that are likely to be faced by the GHI Group under each of the 

following categories: 

• Financial  

• Political  

• Environmental  

• Economic                  (12 Marks) 
 

(b) Identify and comment upon the changes in risks to GHI Group that might arise from the decision to 

sell premium all-inclusive deals, and suggest methods by which these risks might be monitored and 

controlled.                       (10 Marks) 
 

(c) Explain, using the investment in the new hotels as an example, how strategic decisions can 

simultaneously affect both performance measurement and capital allocation across a number of 

different companies within a group such as GHI.            (08 Marks)    

  

(d) List the tasks that the internal audit department of GHI should have performed to ensure that the 

risks associated with the new hotel purchases are managed effectively. You should assume that its 

involvement commenced immediately the strategic decision was made to purchase overseas 

property - in other words, prior to identification of target sites.          (10 Marks) 

 (Total 40 Marks) 

End of Part I 
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Part II   
 

Answer any three (3) questions 
 

Question No. 02 (20 Marks) 
 

BTECH is an organisation involved in making business-to-business sales of industrial products which employs 

a sales team of 40 and assigns each a geographic territory that is quite large. The sales representatives spend 

almost all their time travelling to visit clients. The only time when they are not doing this is on one day each 

month when they are required to attend their regional offices for a sales meeting. Sales representatives incur 

expenses. They have a mobile telephone, a fully maintained company car and a corporate credit card which can 

be used to pay for vehicle expenses, accommodation and meals and the cost of entertaining potential and 

existing clients. 
 

The performance appraisal system for each sales representative is based on the number and value of new 

clients and existing clients in their territory. All sales representatives are required to submit a weekly report to 

their regional managers which gives details of the new and existing clients that they have visited during that 

week. The regional managers do not get involved in the daily routines of sales representatives if they are 

generating sufficient sales. Consequently, sales representatives have a large amount of freedom. The Head 

Office Finance department, analyses the volume and value of business won by sales representatives and 

collects details of their expenses which are then reported back monthly to regional managers. At the last 

meeting of regional managers, the Head Office Finance department highlighted the increase in sales 

representatives’ expenses as a proportion of sales revenue over the last two years and instructed regional 

managers to improve their control over the work representatives carry out and the expenses they incur. 
 

You are required to: 
 

(a) Advice regional managers as to the risks facing BTECH as a result of the lack of apparent control over 

sales representatives and their expenses and recommend the controls that should be implemented by 

regional managers to rectify this situation.                   (10 Marks)         
                                     

(b) Explain what an internal control system is, how it relates to the control environment and its likely costs, 

benefits and limitations.                          (10 Marks) 

    (Total 20 Marks) 

 

 

Question No. 03 (20 Marks) 
 

(a) Explain the meaning of ‘economic risk’ and distinguish it from ‘transaction risk’.        (05 Marks) 
 

(b) Explain how reliable the forward rates as estimates of future spot rates?           (05 Marks) 
 

(c) EXP plc, a UK company is due to receive 500,000 New Zealand dollars in 6 months’ time for 

goods supplied. The company decides to hedge its currency exposure by using the forward market. 

The short term interest rate in the United Kingdom is 12% per annum and the equivalent rate in 

New Zealand is 15%. The spot rate of exchange is N$ 2.5 = £1. 
 

You are required to calculate how much EXP plc actually gains or losses as a result of the heading 

transaction if, at the end of 6 months sterling in relation to New Zealand dollar has: 

(i) Gained 4% 

(ii) Lost 2% 

(iii) Remained stable  
 

You may assume that the forward rate of exchange simply reflects the interest differential in the 

two countries.                 (10 Marks) 

        (Total 20 Marks) 
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Question No. 04 (20 Marks) 
 

CAC is a market leading, high technology manufacturing organisation producing components for the 

computer industry. CAC has adopted a ‘lean’ approach to all its functions and has already made a 

decision to implement a new enterprise resource planning system (ERPS) to support the management of 

its customers, suppliers, inventory, capacity planning, production scheduling, distribution and accounting 

functions. The Board of CAC is considering the outsourcing of the design, delivery, implementation and 

operation of the ERPS to a specialist contractor that has an excellent reputation within the computer 

industry. A team would be set up within CAC to manage the transition.  
    

You are required to write a formal report to the Board of CAC that:  
 

(a) Identifies the main risks involved in outsourcing the ERPS and suggests how these risks might be 

mitigated through internal controls and internal audit;            (10 Marks)      

           

(b) Recommends the processes and controls that CAC should adopt to manage a project for successful 

transition to a chosen outsource supplier should that be the decision of the Board.       (10 Marks) 

(Total 20 Marks) 

 

 

Question No. 05 (20 Marks) 
 

MAL and Co. is a building contractor, with an annual turnover of almost LKR 600 million. The company 

employs 750 people, the majority of whom are skilled tradesmen or apprentices in the areas of plumbing, 

electrical work, plastering, carpentry, glazing and hard landscaping. MAL and Co. specialises in 

renovation work for private clients by offering a fast “all service” facility that suits busy professional 

people seeking to renovate properties either for their own occupation or for investment purposes. As a 

result of the property boom, turnover has grown by over 30% in the last two years. 
 

Day-to-day management of the business is shared by two executive directors, one of whom manages the 

financial and legal aspects of the business (Director X), while the other is responsible for operational 

activities including work scheduling, agreeing quotes with the sales staff, and all procurement (Director 

Y). The two directors have a mutual respect and trust for one another and therefore do not check or verify 

each other’s work. 
 

As a medium sized company, MAL and Co. is subject to an annual external audit, but it has no internal 

audit function and both its internal control and management accounting systems are very basic. 

Management accounting procedures record the costs of materials associated with all contracts via a job 

costing system, but other costs are not charged to individual contracts. The system is thus unable to 

identify whether any specific contract is profitable, and can only compute aggregate profit. One 

consequence of this system is that the company profitability depends on there being a close match 

between the actual time taken to complete jobs and the sales team’s estimate of the times required: 

however, the time variances are neither calculated nor monitored. 
 

The systems have never been questioned or refined because, to date, an average gross mark-up of 25% 

has always been achieved. This margin has ensured that both directors earn high salaries which have risen 

year on year, and there has therefore been little incentive to improve controls and manage costs. Two staff 

are employed to issue written quotes in response to customer enquiries, with prices being calculated on 

the basis of estimated labour and material costs plus 25%. The quotes are reviewed by Director Y before 

they are sent to customers. All payments are due on completion of the work. 
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In drafting the work schedules Director Y has full knowledge of which quotes are accepted by customers. 

Additionally, given his role of supervising procurement, he regularly gives administrative staff the names 

of new suppliers for inclusion in the accounting system. 
 

Six months ago, Director Y found himself over-committed financially, and devised a way of diverting 

company funds from MAL and Co. for his own personal use. He began adding 10% to the figures quoted 

for all jobs requiring the use of more than three separate services (plastering, electrical etc), thereby 

raising the gross mark-up to 37·5% in such cases. The intention was to fraudulently redirect the additional 

income for his personal use. This was achieved by the submission to MAL and Co., on the completion of 

a job, of an invoice (for the 10% additional charge) in the name of a fictitious supplier of small tools and 

consumables. Director Y would code the associated costs as variable overhead in the accounting system. 

The timing of the invoices could easily be matched to the job completion dates in view of his knowledge 

of work schedules, and he set up a separate bank account in the fictitious name to receive these payments. 
 

You are an accountant in MAL and Co. and have been assigned responsibility for liaison with the external 

auditors. You find that you are unable to resolve their concerns about the escalation in variable overhead 

expenses over the course of the last year, most of which have been charged to a non-local supplier’s 

account. You are having difficulty clarifying the precise nature of the expenses incurred because 

telephone calls to the business number always request that a message be left but no calls are ever 

returned. All other aspects of the audit are satisfactory. 

 

You are required to write a report for the Directors of MAL and Co. that: 
 

(a) Details the inadequacies of the current ‘internal control’ system within the company and possible 

changes that could be made to improve the system;                    (10 Marks) 

 

(b) Briefly explains the limits of the responsibility of external auditors to detect fraud;       (05 Marks) 

 

(c) Explains why the company should prepare a fraud response plan, and outlines the issues to be 

considered in drafting such a plan.                       (05 Marks) 

 (Total 20 Marks) 
End of Part II 
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Present value table  
  

Present value of 1.00 unit of currency, that is (1 + r)
-n 

where r = interest rate; n = number of periods until payment or 

receipt.  

  
Periods (n)  Interest rates (r) 

 

1%  2%  3%  4%  5%  6%  7%  8%  9%  10%  
 

1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909 

2 0.980 0.961 0.943 0.925 0.907 0.890 0.873 0.857 0.842 0.826 

3 0.971 0.942 0.915 0.889 0.864 0.840 0.816 0.794 0.772 0.751 

4 0.961 0.924 0.888 0.855 0.823 0.792 0.763 0.735 0.708 0.683 

5 0.951 0.906 0.863 0.822 0.784 0.747 0.713 0.681 0.650 0.621 

6 0.942 0.888 0.837 0.790 0.746 0705 0.666 0.630 0.596 0.564 

7 0.933 0.871 0.813 0.760 0.711 0.665 0.623 0.583 0.547 0.513 

8 0.923 0.853 0.789 0.731 0.677 0.627 0.582 0.540 0.502 0.467 

9 0.914 0.837 0.766 0.703 0.645 0.592 0.544 0.500 0.460 0.424 

10 0.905 0.820 0.744 0.676 0.614 0.558 0.508 0.463 0.422 0.386 

11 0.896 0.804 0.722 0.650 0.585 0.527 0.475 0.429 0.388 0.350 

12 0.887 0.788 0.701 0.625 0.557 0.497 0.444 0.397 0.356 0.319 

13 0.879 0.773 0.681 0.601 0.530 0.469 0.415 0.368 0.326 0.290 

14 0.870 0.758 0.661 0.577 0.505 0.442 0.388 0.340 0.299 0.263 

15 0.861 0.743 0.642 0.555 0.481 0.417 0.362 0.315 0.275 0.239 

16 0.853 0.728 0.623 0.534 0.458 0.394 0.339 0.292 0.252 0.218 

17 0.844 0.714 0.605 0.513 0.436 0.371 0.317 0.270 0.231 0.198 

18 0.836 0.700 0.587 0.494 0.416 0.350 0.296 0.250 0.212 0.180 

19 0.828 0.686 0.570 0.475 0.396 0.331 0.277 0.232 0.194 0.164 

20 0.820 0.673 0.554 0.456 0.377 0.312 0.258 0.215 0.178 0.149 

 

  
  

Periods (n)  Interest rates (r) 
 

11% 12% 13% 14% 15% 16% 17% 18% 19% 20% 

1 0.901 0.893 0.885 0.877 0.870 0.862 0.855 0.847 0.840 0.833 

2 0.812 0.797 0.783 0.769 0.756 0.743 0.731 0.718 0.706 0.694 

3 0.731 0.712 0.693 0.675 0.658 0.641 0.624 0.609 0.593 0.579 

4 0.659 0.636 0.613 0.592 0.572 0.552 0.534 0.516 0.499 0.482 

5 0.593 0.567 0.543 0.519 0.497 0.476 0.456 0.437 0.419 0.402 

6 0.535 0.507 0.480 0.456 0.432 0.410 0.390 0.370 0.352 0.335 

7 0.482 0.452 0.425 0.400 0.376 0.354 0.333 0.314 0.296 0.279 

8 0.434 0.404 0.376 0.351 0.327 0.305 0.285 0.266 0.249 0.233 

9 0.391 0.361 0.333 0.308 0.284 0.263 0.243 0.225 0.209 0.194 

10 0.352 0.322 0.295 0.270 0.247 0.227 0.208 0.191 0.176 0.162 

11 0.317 0.287 0.261 0.237 0.215 0.195 0.178 0.162 0.148 0.135 

12 0.286 0.257 0.231 0.208 0.187 0.168 0.152 0.137 0.124 0.112 

13 0.258 0.229 0.204 0.182 0.163 0.145 0.130 0.116 0.104 0.093 

14 0.232 0.205 0.181 0.160 0.141 0.125 0.111 0.099 0.088 0.078 

15 0.209 0.183 0.160 0.140 0.123 0.108 0.095 0.084 0.079 0.065 

16 0.188 0.163 0.141 0.123 0.107 0.093 0.081 0.071 0.062 0.054 

17 0.170 0.146 0.125 0.108 0.093 0.080 0.069 0.060 0.052 0.045 

18 0.153 0.130 0.111 0.095 0.081 0.069 0.059 0.051 0.044 0.038 

19 0.138 0.116 0.098 0.083 0.070 0.060 0.051 0.043 0.037 0.031 

20 0.124 0.104 0.087 0.073 0.061 0.051 0.043 0.037 0.031 0.026 

 
 
 
 
 

End of Question Paper 

 


