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INSTITUTE OF REVENUES
RATING & VALUATION






PRINCIPLES OF ACCOUNTING

Thursday 9th December 2004

9.30 am - 12.30 pm
Time allowed: 3 hours

	Answer FIVE questions:

Answer Section A / Question 1 (80 marks)

Then answer TWO questions from Section B (70 marks each)

 and TWO questions from Section C (40 marks each)

Maximum marks 300
· All working papers should be submitted with each answer

· Marks will be awarded for good style and presentation

· Where questions are divided into sections, marks will be allocated equally between sections unless otherwise indicated.




THIS QUESTION IS COMPULSORY (80 marks)
1.
The following data refers to AB Ltd for the year ended 30 April 2004.







£

Loan
150,000

Stock at 1 May 2003
25,000

Ordinary share capital
200,000

Debtors
75,000

Bank
50,000

Cash
5,000

Tax
15,000

Retained profit at 1 May 2003
135,000

Trade Creditors
25,000

Proposed dividends
25,000

Land
175,000

Buildings
100,000

Vehicles
50,000

Fixtures
70,000

In addition on the 30 April 2004 the following transactions took place:

1.
the dividends were paid by cheque

2.
£20,000 of the loan was paid by cheque

3.
shareholders purchased £50,000 more share capital in the firm and paid by cheque

4.
new vehicles were bought for £10,000 by cheque

5.
the value of the stock at 30 April 2004 was £35,000.


Required:

a)
the trial balance of the company at 30 April 2004 before the transactions listed above took place;





(15 marks)

b)
the balance sheet of the company at 30 April 2004 after the transactions listed above took place;





(35 marks)

c)
calculate the working capital and explain why this is an important quantity for businesses;






(10 marks)

d)
explain why most fixed assets are depreciated each year in the accounts; and








(5 marks)

e)
state three reasons why a balance sheet may not be an accurate valuation of the business at that date.




(15 marks)

SECTION B - Answer TWO questions (70 marks each)
2. You are the accountant with Radius College.  The College has student residences consisting of 450 single bedrooms.  A policy decision has been taken to try to increase income by letting these bedrooms to tourists during the vacation periods.

You have been asked to determine the correct price to charge per night for bed and breakfast.  The following information is relevant:

i. The food required to prepare one breakfast costs £1.09

ii. The cost of laundering for one set of bed linen is 50p.  Bed linen will be changed daily

iii. The annual fixed staff and overhead costs for the residences are £1,140,000.  Students are in residence for 252 nights a year.  It is assumed that the occupancy rate for tourists during the rest of the year will be 60%.

iv. The additional fixed staff costs and overheads involved in keeping the residences open during vacation periods are £220,600.

v. Local hostels offering similar standard accommodation charge between £18 and £27 per night per person for bed and breakfast.

Required:
a) Calculate the full cost of bed and breakfast at the College assuming that the vacation business is required to absorb a fair proportion of annual fixed costs (15 marks)

b) Calculate the marginal cost of bed and breakfast (15 marks)

c) Recommend a price for bed and breakfast and justify your recommendation (25 marks)

d) Estimate the expected contribution if your recommended price is accepted.(15 marks).

Show all your workings to substantiate the advice you are giving.

3.
a)

You have been asked to explain to a new member of staff why the housing benefits division has a budget. Identify five reasons why budgets are used in the division and provide a simple explanation for each reason that the member of staff could understand.




(30 marks)

b)
The member of staff has also asked you to explain the difference between a budget and a forecast. Briefly identify the differences between them.









(10 marks)

c)
You have been asked to prepare the salaries and wages budget for the next financial year for the housing benefits division. Explain how you would go about this process, identifying the main factors that you would need to take into account when undertaking this exercise.


(30 marks)

4.
a)
Correct the errors in the following table:




Fixed Assets
Current Assets



Stock in trade
Motor vehicles




Freehold land
Leasehold buildings




Trade debtors
Trade creditors




Prepayments
Expenses due but not paid




Repairs to premises
Repairs to office equipment



Where an item is neither a fixed asset nor a current asset state what heading the item would appear under in the accounts.
(20 marks)

b) Are the following true or false?  Give explanations for your answer.

(i) The profit and loss account should be debited with the difference between bad debts written off and bad debts recovered.

(ii) The total of bad debts for the year is usually shown separately as a deduction from debtors in the balance sheet.

(iii) The provision for doubtful debts is shown in the balance sheet among current liabilities.

(15 marks)

c) At 30 November 2004 the following balances appeared in a trader’s ledger:




£



Sales ledger control account
68,000



Provision for doubtful debts



(unchanged since 1 December 2003)
3,000


After reviewing the debtors, it was decided that the following actions were necessary:

(i) Debts totalling £960 to be written off as bad.

(ii) The doubtful debt provision to be adjusted to 5% of debtors.

(iii) A provision for discounts of 2% of debtors to be established for the first time.



You are required to:

(1) show the bad and doubtful debts ledger accounts fully completed at the year end recording transactions (i) and (ii);  and



(2)
calculate the amount of the provision for discounts.

(35 marks)

SECTION C: Answer TWO questions (40 marks each)

5.
Quickbuck Ltd buy electronic parts for the purpose of resale to consumers. The ordering of these goods is made by the storeman when levels of stocks fall to a pre-set re-order level. The storeman receives the goods and makes out goods received notes, a copy being sent to the main accounts section as evidence of the receipt of goods. The main accounts section matches the supplier’s invoice with the goods received note as evidence that the amount is properly due. The storeman personally keeps stock records for each line of goods, recording the movements in and out of the stores. He initials the copy of the goods received note that goes to the main accounts section, which becomes the authority to pay for the goods when the purchase invoice is received. Creditors’ ledger accounts are processed from the purchases invoices.

Outline the weaknesses in the above system and suggest how they might be remedied.

6.
a)
Auditors obtain evidence by “substantive” and “compliance” testing. Distinguish between the terms “substantive” and “compliance” in this context.







(10 marks)

b)
Explain why professional independence is considered so important for the auditor.







(10 marks)

c)
What steps can be taken when organising internal audit, to ensure that the internal auditors retain their independence?



(20 marks)

7. 
(a)
What is an internal control questionnaire?
(6 marks)


(b)
Identify two advantages and two disadvantages to the auditor of using internal control questionnaires.
(8 marks)

(c)
Prepare an internal control questionnaire for the stores in a leisure centre. The questionnaire should have 13 questions covering the 4 major areas of ordering procedures; receipt & issue of goods; accounting; and custody.









(26 marks)
PRINCIPLES OF ACCOUNTING – LEVEL 1, December 2004

ANSWERS

1.
a)
AB Ltd Trial Balance as at 30 April 2004




Dr

Cr



         £
          £



Loan


150,000



Stock at 1 May 2003

25,000




Ordinary share capital



200,000



Debtors

75,000




Bank

50,000



Cash
 
  5,000



Tax



 15,000



Retained profit at 1 May 2003


135,000



Trade creditors

 

 25,000



Proposed dividends

 

 25,000



Land
        175,000
  



Buildings

100,000




Vehicles
  
  50,000



Fixtures
 ​ 
  70,000
​​​
_______



550,000

550,000



                        (1 mark for each correct entry +



                               1 for total)

(b)
AB Ltd Balance sheet as at 30 April 2004


£

£




Fixed assets





Land


175,000
(2)


Buildings


100,000
(2)


Fixed


  70,000
(2)


Vehicles


 ​​ 60,000
(2)





405,000


Current assets


Stock
35,000



(2)


Debtors
75,000



(2)


Bank
45,000



(2)


Cash                                        5,000



(2)


                                             160,000



Current liabilities


Trade creditors
25,000



(2)


Tax         
15,000



(2)
(40,000)


            (1)


Net current assets


120,000
(1)





525,000


Less Long term liabilities


Loan


(130,000)
(2)





395,000


Capital and reserves


Ordinary share capital


250,000
(2)


Retained profit


145,000 
(6)




395,000    





(32+3 layout=35)


(c)
Working capital is £120,000.  If this is insufficient it may mean        



that the firm is unable to pay its debts which could lead to its



enforced liquidation.



(10)


(d)
They generally have a finite life and therefore an asset’s cost 
(5)



must be spread over its useful economic life.


(e)
(1)       Goodwill is an intangible asset but is not generally shown 
(5)




on the balance sheet.



(2)
Market depreciation rates may exceed those used to 
(5)

depreciate fixed assets in the accounts.



(3)
Fixed assets such as land or buildings may not have been
(5) 

revalued for several years.

Q2

Required

e) Calculate the full cost of bed and breakfast at the College assuming that the vacation business is required to absorb a fair proportion of annual fixed costs (15 marks)

f) Calculate the marginal cost of bed and breakfast (15 marks)

Unit costs:





£

Food






1.09

Laundry





0.50

Share of additional fixed costs


7.23








------

Marginal cost per unit




8.82

Share of annual fixed costs



7.92








------

Full cost per unit




16.74








====

g) Recommend a price for bed and breakfast and justify your recommendation (25 marks)

Reasonable recommendation – eg £21 per night
(10 marks)

Justification/comments/qualifications 

Eg local competition, establishing place in the market, large number of rooms to sell, seasonal nature, check assumtions such as occupancy rate (15 marks)

h) Estimate the expected contribution if your recommended price is accepted.(15 marks).

Bed nights sold = (365-252) *60% *450 = 30510

Income from vacation lets at £21 * 30510 

640,710

Less marginal cost £8.82* 30510


269,098








----------

Contrbn





371,612








======

Q3

4 a)
Some reasons why budgets are used are given below.

(i) Compel Planning.  This is probably the most important feature of budgeting because planning forces management to look ahead, set targets, anticipate problems and give the organisation purpose and direction.  Corporate planners would regard budgeting as an important technique whereby long-term strategies are converted into short-term action plans.

(ii) Communicate ideas and plans to everyone affected by them.  A formal system is necessary to ensure that each person is aware of what he or she is supposed to be doing.  Communication might be one-way – i.e. with managers giving orders to subordinates; or there might be a two-way dialogue and exchange of ideas.

(iii) Co-ordinate the activities of different departments or sub-units of the organisation.  This concept of co-ordination implies, for example, that the purchasing department should base its budget on production requirements and that the production budget should in turn be based on sales  expectations.  Although straightforward in concept, co-ordination is remarkably difficult to achieve, and there is often `sub-optimality’ and conflict between departmental plans in the budget so that the efforts of each department are not fully integrated into a combined plan to achieve the company’s best targets.

(iv) Provide a framework for responsibility accounting, whereby managers of budget centres are made responsible for the achievement of budget targets for the operations under their personal control.

(v) Establish a system of control.  Budgetary control usually involves the feedback of actual results for comparison against the budget plan.

(vi) Motivate employees to improve their performance.  The level of attainment usually incorporated in the budget is a realistic figure for the budget period:  one that is reasonably attainable in the conditions that are expected to exist in the budget period, although there should be an element of incentive to be a challenge to management.  Two levels of attainment could be set:

(i) a minimum expectations budget;  and

(ii) a `desired standards’ budget, which provides some sort of challenge to employees.








(6 marks for each point to maximum of 30)

b)
A forecast is a prediction of what is likely to happen, whereas a budget is a plan of what an organisation has set itself as a target for what should happen.

(i) Forecasts are needed to prepare a budget – e.g. sales forecasts and cost inflation forecasts.

(ii) When it is first established, a budget will also be a forecast – i.e. forecast and plan ought to coincide.  However, as a budget period gets under way, and actual results start to differ from the original plan, revised forecasts may be produced which also differ from the budget.




(10 marks)

c)
An accepted way of budgeting for salary costs is to assess the cost of employing a full establishment at the likely incremental pay point both for staff currently in post and for posts that are vacant.  Separate calculations will be required for the costs of national insurance and pensions.
(2)






Calculations should be on an individual basis, including automatic forecasting of future increments using a “look-up table” of incremental points and relating these to the current salary.  It must be remembered that increments are not always payable on 1st April.
(2)


Having assessed the cost of a full establishment, it is then essential to make adjustments to take account of various factors that will affect the level of budget needed.  Best estimates will be needed of the following items:


· the level of vacancies during the year.
(2)

· the effect of staff turnover during the year, with delays in filling posts and new staff possibly starting on a lower incremental point.
(2)

· allowances for examination successes.
(2)

· allowances for overtime and temporary staff.
(2)

· the effect of sickness.
(2)

· the impact of any schemes in operation for `performance related pay’.
(2)


For example, it might be felt appropriate to try to assess the cost of these variations in the current year, express them as a percentage of the cost of a full establishment, and then form a judgement of what percentage variation to use in the budget forecast – perhaps 2-3% of total establishment, or a higher percentage where staff turnover and vacancy levels are customarily greater.
(2)

Budgeting for wages requires a different approach because of the absence of incremental points and the tendency for budgets to be controlled on a “total hours available” basis.  For instance, the policy might be to provide (A) thousand hours during the year; the preparation of the budget would need to cost that policy.  In simple terms, it would be:

A thousand hours   x   hourly rate payable
(2)
Inevitably, budget preparation requires a number of refinements to be added to this basic approach.  There may be a bonus scheme in operation which will enhance basic pay rates and the effects of this will have to be costed.  Some staff may be paid supplements for shift working or for working unsocial hours.  In addition to these factors, there are adjustments to be made for estimates of the amount of overtime to be worked at higher rates of pay.
(2)

Budgeting for overheads requires estimates to be made for these items, the most important of which are:

· Employers’ national insurance contributions – for which information will be needed on whether an employee is contracted in or contracted out of the state scheme or have their own `Personal Pension’ arrangements.  Having established this, the employers’ contribution is assessed from tables related to employee pay levels,  These tables are determined by the Government and are usually changed each April.  Another possibility is a more global approach, by applying an overall percentage to pay levels of all employees.  This latter is the one normally used.
(4)

· Employers’ pension contributions – For employees within the scheme, the employer has to contribute a percentage of pay, with this amount being determined from time to time by the independent actuary for the Pension Fund.  The introduction of personal pensions has meant that the employers’ mandatory contribution may no longer be required for those who choose not to join the employers’ scheme.
(2)

· Allowances – some employees receive allowances.  Budgeting requires a knowledge of the number of staff affected and the estimated unit cost of the allowance.

(2)

4.
a)
Fixed Assets
Current Assets


Motor vehicles
Stock in trade



Freehold land
Trade debtors



Leasehold buildings
Prepayments



Current Liability
Expenses


Trade creditors
Repairs to premises



Expenses due but not paid
Repairs to office equipment





(2 marks each item)


b)
(i)
False.  The two figures should be shown separately, otherwise the time loss from bad debts in the current year could be obscured by being set off against a recovery relating to an earlier year.

(ii) False.  The debtors’ figure is shown after deducting debts written off.  The cost of bad debts in the year can be seen in the profit and loss account.

(iii) False.  The provision is usually shown as a deduction from trade debtors.

(5 marks each item)

Bad and Doubtful Debts


c)
(1)



2002
£
2002

£



30 Nov
Debts written off
960
(3)
30 Nov
Profit and loss account
1,312
(3)





Provision for





doubtful debts
  352
(3)



____






£1,312




£1,312
Provision for Doubtful Debts


2002
£
2001

£



30 Nov
Balance


1 Dec
Balance b/d
3,000
(3)








2002





(5% x £67,040)
3,352
(3)
30 Nov
Bad and 






_____


doubtful debts
  352
(3)






£3,352



£3,352







2002








1 Dec
Balance b/d
3,352
(3)




(2)







£




Debtors
68,000
(2)




Less: debts written off
     960
(5)





67,040




Less: provision for doubtful debts
   3,352
(5)





£63,688



Provision for discounts:




2% x £63,688
£1,274
(2)







(35 marks)

5.

There is no proper internal control in the system described. The foreman has the function of authorisation (re-order goods), custody of the stocks, and recording in stock records. The storeman also has the authorisation to agree that goods received should be paid. These must be separated, otherwise a dishonest storeman could misappropriate stocks on receipt, not record them, and authorise any amount of purchases and their subsequent payment.

(10 marks)


The separation of duties should include:

(i) An independent person to check the purchase requisition against the existing level of goods and to authorise the requisition document.

(ii) A central buying department should receive a copy of the requisition and use it to place an order with a supplier on a purchase order. Supplies should be obtained on the basis of good quality and competitive price.

(iii) A goods inward section should have a copy of the purchase order and match it against the goods when received for quantity and description. Copies of goods received notes will be made by goods inwards.

(iv) The goods will be sent to the storeman, who will record their receipt on a bin card (subsidiary stores record).

(v) A copy of the goods received note will be entered in a main stores record, which will act as an independent control over the quantities of stock in the warehouse and should agree with the physical balance of stock in the warehouse and the bin cards balances at all times. This provides a continuous stocktaking system, essential for sound stores control.

(vi) The main accounts system (nominal ledger) processes purchase invoices into the purchase day book and from there a creditors’ control account is produced to control the individual creditors entered in the creditors’ ledger section – and should be regularly agreed to the list of creditors’ balances.

(vii) The main accounts system (nominal ledger) matches goods received notes with the purchase invoices in the same accounting period to ensure correct cut-off procedures result. If it did not carry out this check, the gross profit would be overstated were purchase invoices not to be processed in the right accounting period. The cost of sales would be less than it should be.

(viii) The chief accountant should authorise the purchase invoice to be paid (not the storeman). This is done when the transaction is complete, and attached to the purchase invoice will be copies of the requisition note, purchase order, and goods received note. This provides suitable audit evidence that the purchase invoice should be paid.






(5 marks for each point covered to maximum of 30)

6. a)
Substantive tests are procedures designed to obtain audit evidence                                             
to detect material mis-statements in the financial statements.  They 
usually consist of two types:-

· Analytical procedures; and

· Detailed tests of transactions and balances, review of minutes of Directors’/Managers’ meetings and enquiry.

They usually involve vouching items recorded in the accounting record with supporting documentation.

(6)

Compliance tests are procedures designed to establish whether or not the system of internal controls as laid down by management are in fact being adhered to.

                                                                                             (4)

   b)
Professional independence is critical to the carrying out of an audit and 


regulations are laid down by statute, in the Companies Act 1985, and by the 

Accountancy bodies authorised to act as auditors.  It is a fundamental 


concept and is essentially an attitude of mind characterised by integrity and 

an objective approach to professional work.
                                             (5)



The auditor is usually appointed by the owners of a business to express an 

opinion on the truth and fairness of the results shown by the financial 


statements, as prepared by the managers of an enterprise and as such needs 

to be seen to be totally independent of that enterprise.
(5)


(c)
Internal auditors can be seen to retain their independence when organising 

internal audit by ensuring that:-

· a separate department is set up to perform the internal audit function;

· an adequate number of suitably qualified and experienced staff are employed;

· they are authorised to report errors and irregularities where found to the management;

· the management is seen to act upon the reports of the internal auditors;

· other members of staff are reassured that their dealings with the internal auditors are confidential;

· they maintain good relationships with other departments so that they may perform their role effectively, but this must not interfere with their independence by being swayed by personal feelings;

· their work is seen to be adequately planned, controlled and recorded.

                                     (4 marks for each point identified to maximum of 20)

7.


(a)
An Internal Control Questionnaire (ICQ) is a set of pre-planned questions designed by an auditor to test the effectiveness of a system, in which the auditor is able to appraise the process currently being followed by a series of questions to which the person being audited answers `yes’ or `no’.  This can then be incorporated as part of the audit’s working papers, and the results can be assessed by a manager to ascertain whether the position as described is satisfactory, or whether further investigations are desirable.









(6 marks)

(b) The advantages to an auditor are:

(i) it enables certain aspects of auditing to be formalised, with obvious advantages to the auditor;

(ii) it can be used in conjunction with flowcharts;

(iii) it can be cross-referenced to audit working papers; and

(iv) it draws attention to weaknesses in a system and to areas where staff responses are inadequate or unsatisfactory.



The disadvantages to an auditor are:

(i) the auditor may be misled by contrived answers where people give answers which are not strictly accurate;

(ii) they may not reflect accurately the true situation – for example is an ICQ relevant in a case where a system is being changed?

(iii) Familiarity with an ICQ may make the audit a matter of routine rather than a critical evaluation of a client or organisation.






(2 marks for each identified to a maximum of 8)

(c) Internal Control Questionnaire for Leisure Centre Stores

	A
Ordering Procedures


A1
What is the limit placed upon 



order values?

A2
Who is authorised to sign orders?

A3
Who records the value of orders against the budget?

A4
Are all items subject to specification checks?

A5
Are tenders sought for regular items?  If so, how frequently?

A6
Are there minimum stock levels?  If so, how frequently are they reviewed, and by whom?

A7
Are these minimum levels adequate?

B
Receipt and issue of goods

B1
Is there a standard procedure for receipt of goods?  Is this consistently applied?  Are there any exceptions?

B2
Are requisitions authorised before goods are released?

B3
What are the collection or delivery arrangements?

B4
Who matches up requisitions with issue notes?  What happens to short deliveries or `balance to follow’ orders?

C
Accounting


C1
How frequently are issues costed?


C2
What information do users receive on a regular basis?

· deliveries

· monthly

· quarterly

· annually


C3
Are costs recovered in full?  If not, does the store operate on a deficit or a surplus over a full financial year?


C4
What measures are taken to recover deficits?

D
Custody


D1
who is responsible for security?

· of the stores

· of keys?


D2
Is insurance cover adequate?

· buildings

· vehicles

· stores items


D3
How frequently are records checked and stock taken?


D4
How frequently are records checked against physical level of stores?


D5
What is the physical state of the stores?  Are they liable to break-ins or vandalism?  Are there alarm systems or other measures for protection?


D6
What arrangements exist for the disposal or write off of surplus items?



Has the value of income recovered from these items been reasonable?



Are tenders obtained prior to disposal?


D7
Are duties of storekeepers and staff clearly defined to ensure adequate separation of duties and adequate supervision?


D8
Is access satisfactorily controlled?


	YES


	NO


	Further comments or cross references to audit file or flowcharts






(2 marks per item to maximum of 26)
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