IRRV EXAMINATIONS December 2005

Level 1
PRINCIPLES OF ACCOUNTING

Time allowed: 3 hours

	INSTRUCTIONS TO CANDIDATES:

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.




SECTION A: THIS QUESTION IS COMPULSORY 




QUESTION 1

Caterwell plc operates contract catering services for a number of local authorities. The company’s trial balance as at 30 November 2005 is as follows:

	
	
	Dr
	
	Cr

	
	
	£m
	
	£m

	Administration expenses
	
	17
	
	

	Called up share capital 
	
	
	
	4

	Cash at bank and in hand
	
	63
	
	

	Corporation tax expense
	
	9
	
	

	Corporation tax liability
	
	
	
	9

	Debenture (10%)
	
	
	
	150

	Dividend expense
	
	10
	
	

	Final dividend creditor
	
	
	
	5

	Fixtures and fittings – cost
	
	120
	
	

	Fixtures and fittings – depreciation at 1 December 2004
	
	
	40

	Interest payable
	
	15
	
	

	Short-term investment
	
	1
	
	

	Buildings - cost
	
	400
	
	

	Buildings - depreciation at 1 December 2004
	
	
	
	80

	Profit and loss account at 1 December 2004
	
	
	
	145

	Purchases
	
	168
	
	

	Sales
	
	
	
	271

	Share premium account
	
	
	
	65

	Stock as at 1 December 2004
	
	5
	
	

	Trade creditors
	
	
	
	55

	Trade debtors
	
	16


	
	

	
	
	824
	
	824


Additional information

1. Stocks at 30 November 2005 were valued at £4 million

2. Depreciation has not yet been charged for the year ended 30 November 2005.

3. Depreciation is to be charged at the following rates:

Buildings – 4% on cost

Fixtures and fittings – 15% reducing balance

4. Administrative expenses of £5 million need to be accrued at the year end.

Continued

Question 1 continued

Required:

(a) Prepare a profit and loss account for the year ended 30 November 2005 and a balance sheet as at that date. (Calculate all amounts to the nearest £m)

(45 marks)

(b) Calculate the following financial ratios:

(i) Gross margin

(ii) Operating margin

(iii) Stock turnover

(iv) Creditor payment period

(v) Current ratio

 (15 marks)

(c) By reference to the ratios calculated in part (b) and the other information provided above, write a report analysing the company from the perspective of a potential supplier.

(20 marks)

(Total 80 marks)

SECTION B – answer TWO questions 




QUESTION 2

A company manufactures and sells office chairs. The variable costs of production are £20 and the current sales price is £70. Fixed costs are £12,000 per month and the annual profit of the company is currently £75,000. The volume of sales demand is constant throughout the year.

The company is considering lowering the sales price to £60 to stimulate sales, but is uncertain of the effect on sales volume.

Required:

(a) Calculate the minimum volume of sales required to justify the reduction in price. Comment on how this compares to the current sales volume.

(30 marks)

(b) What would the percentage change in profit be if sales increased to 5,000 units?

(20 marks)

(c) Explain what you understand by the term “breakeven point” and “margin of safety”

(20 marks)

QUESTION 3
North County Health Authority is considering its budget for the coming year. The Chief Executive has expressed concern at the time and effort required to produce the budget each year, and has asked whether any short cuts could be taken.

Required:

In reply to the Chief Executive:

(a) Explain the objectives of budgetary planning and control systems

(25 marks)

(b) Identify and explain the stages involved in the preparation of budgets.

(25 marks)

(c) Discuss how the use of computerised spreadsheets may improve the efficiency of the budget setting process.

(20 marks)

QUESTION 4

John Evans is a skilled joiner who has recently been made redundant from the Local Authority where he has worked for the last 25 years. He proposes to start his own business building high quality conservatories for wealthy homeowners. He has approached you for help in preparing a cash flow forecast for the first 6 months of his business. He has provided you with the following information:

I. The business will commence on 1 January 2006 with £60,000 in the bank made up of £30,000 redundancy pay, £10,000 savings and a business start up loan of £20,000.

II. John will rent a workshop in which to build the conservatories. This will cost £800 per month, payable at the start of each month. The conservatories will be assembled and finished at the customer’s home. A van will be bought in January at a cost of £7,000. General workshop costs (light, heat, power etc) and the van’s running costs are expected to be £500 per month.

III. Sales of conservatories are expected to be as follows:

	Jan
	Feb
	Mar
	Apr
	May
	Jun

	1
	1
	2
	3
	4
	4


The sales price is £20,000. This will be payable as 10% on commencement of construction (the month of the sale) and the balance of 90% in the following month.

IV. Purchases of materials, which will be on one month’s credit, are expected to be as follows:

	Jan
	Feb
	Mar
	Apr
	May
	Jun

	£20,000
	£20,000
	£30,000
	£30,000
	£40,000
	£40,000


V. John will initially employ 4 staff at a cost of £1,000 per month each, payable on the last day of the month. As sales reach 4 conservatories per month, he will employ an additional person to assist with on-site assembly at a cost of £700 per month. John will himself draw £750 each month.

VI. John wishes to undertake a substantial advertising campaign to launch the business. This will cost £5,000 in the first month and £2,000 per month thereafter, payable in the month incurred.

VII. The machinery and equipment needed will be bought immediately at the start of business. Most can be bought second-hand for £15,000 cash. Other machinery, costing £20,000 will be bought new on 2 months’ interest free credit.

VIII. Repayments on the business loan, including the interest element, will be £1,000 per month, payable on the 10th of the month, commencing February.
Continued

Question 4 continued

Required:

a) Construct a cash flow budget for the first 6 months of John Evans’ business, showing clearly the cash balance at the end of each month.

(50 marks)

b) Write notes advising John on what changes he might make to his business plans in order to improve his cash flow situation.

(20 marks)

SECTION C – answer TWO questions 





QUESTION 5

SAS 220 ‘Materiality’ requires the auditor to consider materiality when determining the nature, timing and extent of audit procedures.
a) Explain the concept of materiality. Illustrate your answer with examples.

(10 Marks)

b) Describe the factors relating to materiality that an auditor should consider when planning an audit.

(20 Marks)

c) Explain how materiality influences audit risk.

(10 Marks)

QUESTION 6

a) Compare and contrast the roles of the internal and external auditor.

(20 Marks)

b) To what extent should the external auditor rely upon the work of the internal auditor?

(20 Marks)

QUESTION 7

a) Audit evidence should be sufficient, relevant and reliable. Explain each of these terms with appropriate examples.
(12 Marks)

b) Auditors can obtain their evidence through both substantive and compliance testing. Compare and contrast these two methods of testing.

(12 Marks)

c) Describe the audit procedures most appropriate for verification of the creditors figure on the balance sheet.

(16 Marks)
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Examiner’s Comments
Overall Comments

This examination produced some very good answer scripts. However, there was evidence amongst the weaker scripts of poor preparation and poor exam technique. The most disappointing area in terms of technical knowledge was the basic layout of a balance sheet and profit and loss account.

Several scripts showed evidence of poor time management. Some candidates clearly spent too long on the first two or three questions they answered and left themselves insufficient time to adequately attempt their last two questions. This was particularly the case for candidates who chose to answer the written section C questions first. It is very easy to write too much in a written answer, as there is no point at which you are ‘finished’ as with a computational question. 

A second, but different problem was that some candidates focused on the computational elements, but then obviously did not give the written sections full attention. Candidates must understand that in order to perform well on this paper, both computational and written skills are necessary.

Too many written answers were poorly planned. The result was a random set of thoughts that did not produce a systematic and thorough answer. Candidates would be advised to spend more time thinking through and planning their answer before starting to write. An answer plan within the answer booklet for the longer written questions would not be inappropriate.

Specific comments on individual questions are set out below.

Question 1

This is the only compulsory question on the paper. The question required the preparation of a set of accounts from a trial balance, the calculation of ratios from those accounts and a brief report analysing the accounts. The overall standard of answers was disappointing. Too many candidates demonstrated a lack of knowledge of the layout of a basic set of accounts. Adjustments were, however, in the main deal with well. Most marks were lost in parts (b) and (c) of the question. Many candidates were unsure of the formulae for the ratios required. Few attempted the report analysing the company’s performance. Candidates should note that as from the June 2006 sitting, the emphasis of Question 1 will be changing to one of interpretation and analysis of accounts, as per the briefing note issued in 2005. The skills required in parts (b) and (c) of this question will therefore become even more important.

Question 2

This was a straightforward decision making question based upon the technique of breakeven analysis. It was generally well answered, with candidates demonstrating a good understanding of the technique and an ability to apply it to the scenario in the question.

Question 3

This was a written question on budgeting. Although it was a popular question, candidates failed to achieve high scores. Many scripts demonstrated poor planning, with answers being presented as a random set of points, rather than a well structured argument. A second problem was a failure to demonstrate knowledge of the syllabus. Many candidates answered the question using common sense rather than recognised principles of budgeting. In all cases, consideration of a wider range of points was needed. 

Question 4

This question required the preparation of a cash budget. The question was generally very well answered. Candidates demonstrated a systematic approach and a very neat format. There was some confusion regarding the presentation of a running balance on the cash flow. In several cases candidates produced a cumulative total rather than a balance brought forward and carried forward. This resulted in some misleading analysis and conclusions in part (b). Answers to part (b) were on the whole too brief and simplistic, considering the 20 mark weighting of the question.

Question 5

This was a written question focusing on the topic of materiality in auditing. This proved to be the least popular choice of the auditing questions and was not well answered. Although candidates were asked specific questions about materiality, this is a key concept in auditing and an important aspect of the syllabus. It is disappointing that more students did not feel confident enough to write on the topic.

Question 6

This was a written question focusing on the differences in the roles of internal and external auditors. This was the most popular question in the auditing section of the paper, being attempted by all but two candidates. Answers were mixed. Some candidates demonstrated a very good understanding of the roles of internal and external auditors. Lower scoring answers contained insufficient detail, were repetitive and poorly structured.

Question 7

This question focused on the topic of audit evidence. The question produced some very good answers, with most candidates demonstrating a good awareness of both theoretical and practical aspects of collecting audit evidence. Although all candidates demonstrated an understanding of the difference between substantive and compliance testing, there was some confusion as to which was which.
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