IRRV EXAMINATIONS

LEVEL 1

June 2005

PRINCIPLES OF ACCOUNTING

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 Bartonshire Health Authority maintains a staff restaurant at the Barton Royal Hospital.  The following information is available for the year ended 31 March 2005.

Balances at 1 April 2004:


£


Stocks:
Provisions
3,345


Creditors:
Provisions
4,086



Gas
2,323



National Insurance
968



Printing
98


Miscellaneous debtors
146


Cash float

30

Receipts and Payments for the period are as follows:




£


Provisions

171,356


Salaries

7,654


Wages:
Kitchen
55,865



Cashier
5,065



Dining Room
11,384


National Insurance and Pension Contributions
13,985


Electricity

2,388


Gas

26,946


Laundry

3,441


Cleaning Materials
1,064


Printing and Stationery
460


Miscellaneous expenses
566


Sales

239,410


Miscellaneous receipts
1,932

The following amounts due to creditors at 31 March 2005 have yet to be accounted for:



£



Provisions
3,978



Gas
4,340



Electricity
780



Printing
28



National Insurance
1,578


The following information is also of relevance:

(a) The laundry service is provided by the hospital laundry and recharged through the year.  The charge for the final quarter of 2004-5 is still outstanding and is expected to be at the same level as for the remainder of the year.

(b) At 31 March 2005 provisions stocks amounted to £3,073, and stationery stocks were £98.
question continued on next page>
(c) Miscellaneous debtors amount to £248 at 31 March 2005.

(d) The hospital also makes an annual administrative charge of £2,860.

Required:
Prepare an Income and Expenditure Account for the year to 31 March 2005.

Show all workings clearly.

SECTION B - Answer TWO questions (70 marks each)
2. Barset Council operate a Business Unit which manufactures and sells window frames to the Council’s own Housing DSO.  The figures below relate to the Business Unit’s cash flow projection for a six-month period.

Month
April
May
June
July
Aug
Sept




(£’000s)
Cash Sales
100
90
80
70
80
90

Wages
60
55
50
50
60
60

Salaries
100
100
100
100
105
105

Supplies
210
180
170
240
260
230

Debtors
400
450
500
450
400
350

Heating/Lighting
10
10
20
10
10
20

Transport costs
85
75
70
80
80
70

Government grant
-
-
20
-
-
140

New equipment
10
80
110
150
30
10

Other costs
5
10
10
20
40
10

The Business Unit has a zero cash position at the start of the period. It has to operate like a commercial organisation, running its own bank account and having to borrow money if it has a cash shortfall at any time.

a) Prepare the Business Unit’s cash budget statement for the six-month period.




(30 marks)

b) In which months is the Unit going to have to make arrangements to cover deficits?




(10 marks)

c) Identify actions the Unit could be advised to take in the light of the statement you have prepared, stating any further implications of any actions that may be considered.



(30 marks)

3. When the first draft of Zenith Ltd’s accounts were prepared there appeared to be a net profit of £10,472 including a balance on a suspense account. The suspense account had a credit balance of £447. Following examination of the draft accounts, certain errors were discovered.

(i)
A credit note to a customer for £250 had not been posted at all, either to sales returns or debtors.

(ii)
In the Sales Day Book, there had been a casting error, and a page sub-total of £16,425.50 had been carried forward as £14,625.50.  Individual debtors, however,  had been correctly posted.

(iii)
Due to a transposition error, telephone expenses of £570.40 had been entered in the telephone account as £507.40.

(iv)
An invoice for credit purchases of £1,420 had been entered in the Sales Day Book as £1,240, but posted correctly to creditors.

(v)
Discounts received of £685 had been debited to discounts allowed.

(vi)
An amount of £50 per month was given to the petty cashier.  This transaction was recorded by reducing cash sales each month.

You are required to:

(a)
Show full journal entries, including descriptions, needed to make the necessary corrections.





(35 marks)

(b)
Open the Suspense Ledger Account and post the eliminating entries.









(15 marks)

(c)
Recalculate the net profit.





(20 marks)

4
(a)
List the seven fundamental accounting concepts.
(7 marks)

(b)
Explain what is understood by five of these concepts.
(20 marks)

(c)
Andy Basset is the owner of a shop selling pet supplies. He has extracted the following trial balance as at 30 September 2004, the end of his financial year:




Dr
Cr




£
£



Bank balance
4,900



Capital

14,500



Cash
2,000



Discounts allowed
500



Discounts received

500



Drawings
2,500



Fixtures and fittings – cost
14,000



Provision for depreciation on fixtures

3,500



Light and heat
900



Purchases
13,000



Rent and rates
1,700



Sales

20,000



Stock
2,000



Trade creditors

6,850



Trade debtors
2,000



Wages
  1,850
_____




£45,350
£45,350



Stock at 30 September 2004 is £3,000.

Required:

(i)
The trading and profit and loss account for the year ended 30 September 2004;





(20 marks)

(ii)
The balance sheet as at 30 September 2004.


(23 marks)

SECTION C: Answer TWO questions (40 marks each)

5.
a)
Suggest THREE different ways of obtaining evidence regarding a debtor balance of £10,000.






(15 marks)


b)
Suggest THREE different ways of obtaining evidence regarding a creditor balance of £10,000.

(15 marks)


c)
In order to achieve the overall objective of being able to form an opinion and report on the truth and fairness of the results reflected in the balance sheet, the auditor needs to ask four questions.  What are they?

(10 marks)

6.
You are a recently appointed internal auditor within a public sector body.  The body runs its own printing unit, which recharges other departments within the body for its work.

Recharges are set by reference to labour and paper costs and are increased each year in line with rises in these costs (wage increases and paper cost inflation).

Until two years ago the unit always made a reasonable surplus on its trading activities.  A small loss was made last year and a significant one this year.  The volume of activity in the unit, as well as its staffing, has remained constant.  The main reason for the growing losses is the year-end stock adjustment.

You have been asked to investigate the losses in the unit.

(a)
Briefly describe FIVE main risks of running a print unit.

(15 marks)

(b)
Outline FIVE key controls you would expect to find to address these risks.


(15 marks)

(c)
List FOUR audit tests you would perform to ascertain the effectiveness of the controls, including budgetary control.

(10 marks)

7.
For a typical payroll, control objectives might be expressed as:

(a)
Only valid employees/pensioners are paid.

(b)
All payments are due and correctly and completely calculated including deductions.

(c)
All changes (starters / leavers / grade changes / new deductions / cancelled deductions) are authorised and are intra-vires.

(d)
All payments are properly coded and brought to account.


Describe in detail FIVE key controls that would contribute towards the above objectives and state which objective(s) each key control would help towards.

(40 marks)
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ANSWERS

1.
(a)
Bartonshire Health Authority Staff Restaurant Income and Expenditure Account for the year ended 31 March 2005



Income
£



Sales
239,410
(2)



Miscellaneous receipts
W1
   2,034
(8)



Total Income: 

241,444


Expenditure


Employees




Salaries

7,654

(2)




Wages
W2
72,314

(6)




National Insurance and




 Pension Contribution
W3
14,595
94,563
(8)




Provisions
W4

171,520
(14)




Electricity
W5

3,168
(5)




Gas
W6

28,963
(8)




Laundry
W7

4,588
(5)




Cleaning materials


1,064
(2)




Printing and stationary
W8

292
(8)




Miscellaneous expenses


566
(2)




Administration


    2,860
(4)





Total Expenditure: 

307,584





Deficit for the year


66,140
(4)







Layout
(2)







Workings
(4)

WORKINGS
W1
1,932 (2) less opening debtors 146 (3)  +  closing debtors 248 (3)

W2
55,865 + 5,065 + 11,384

W3
13,985 (2) less opening creditors 968 (3) + closing creditors 1578 (3)

W4
Opening stock (a)
3,345 (2)
Closing stock


Payments
171,356
         (2)
(c)
3,073 (2)


Less opening


Transfer to

Creditors
     4,086
(3)
I & E Account: (a) + (b) – (c)



167,270

Charge for Provisions






for the year
171,520 (2)


Plus closing


Creditors
3,978
(b)
171,248 (3)

_______






174,593

174,593

W5
2388 (2) + closing creditors 780 (3)

W6
26,946 (2) – 2,323 (3) + 4,340 (3)

W7
Payment of 3,441 represents 3 quarters’ charge


1 quarter is unpaid.  Total for year will be 4/3 x 3441

W8
Payments
460 (2)


-opening creditors
-98
(2)


+closing creditors
28
(2)


-closing stock
-98
(2)
= 292
2 a)
Cash-flow statement:

	Month
	April
	May
	June
	July
	August
	Sept

	Cash in

Cash Sales

	
100
	  90
	  80
	  70
	  80
	  90

	Debtors
	400
	450
	500
	450
	400
	350

	Government Grant
	
	
	  20
	
	
	140

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Total cash in


	500
	540
	600
	520
	480
	580

	Cash out
	
	
	
	
	
	

	Wages
	  60
	  55
	  50
	  50
	  60
	  60

	Salaries
	100
	100
	100
	100
	105
	105

	Supplies
	210
	180
	170
	240
	260
	230

	Heating/Lighting
	  10
	  10
	  20
	  10
	  10
	  20

	Transport
	  85
	  75
	  70
	  80
	  80
	  70

	New Equipment
	  10
	  80
	110
	150
	  30
	  10

	Other Costs
	    5
	  10
	  10
	  20
	  40
	  10

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Total cash out
	 480
	 510
	   530
	   650
	   585
	 505

	Monthly +/-
	+ 20
	+ 30
	+   70
	- 130
	-  105
	+ 75

	Cumulative +/-
	+ 20
	+ 50
	+ 120
	-   10
	-  115
	-  40


b)
Deficits in July, August, September.

c)
*
Looks as if receiving grant to part-finance new equipment.  Investigate if this could be received earlier.


*
Could equipment be paid for later?


*

Sales projections (cash and debtors) going down whilst cost of supplies mainly rising.  Investigate why.  Could firm be stockpiling?  Does it need to?  Why is it doing so?


*
Why is other costs £40,000 in August?  What are they?


*
What is transport for?  Seems high at around 15% of sales.  Could it be reduced.


*
Salaries seems high at around 20% of sales.  Could it be reduced – need to watch redundancy costs.

3
(a)
Journal Entries


                             Sales Returns Account
                                           250
                    (2)



 Debtors Control Account

250
   (2)



Credit Note for Sales Returns not posted


   (1)



Suspense Account
1,800
   
(2)             



Sales Account

1,800
(2)



Casting error on Sales Day Book


(1)



Telephone Account
    63

(2)



Suspense Account

   63
(2)



Transposition error Telephone Account


(1)



Sales Account
1,240

(2)



Purchase Account
1,420

(2)



Suspense Account

2,660
(2)



Purchases incorrectly posted to sales


(1)



Suspense Account
1,370

(3)



Discount Received Account

 685
(2)



Discount Allowed Account

 685
(2)



Incorrect posting of Discount Received


(1)



Petty Cashier Expenses
  600

(2)



Sales Account

600
(2)


Error in recording Petty Cash Expenses


(1)



                                                                                                                 (35)


(b)
Suspense Account




Balance
         447
  (3)

                          Sales                           1,800     (3)
Telephone
           63
  (3)



Discounts
1,370
    (3)
Sales/purchases 2,660  (3)




3,170

     
        3,170 








 (15)




     


(c)
Net profit (before adjustment)



10,472

(2)



Sales






   (250)

(2)



Sales






  1,800

(2)



Telephone





      (63)

(2)



Sales






 (1,240)
             (2)



Purchases





(1,420)

(2)



Discounts





 1,370

(2)



Petty Cash Expenses




  (600)             
(2)



Adjusted Net Profit




10,069

(4) 












(20)

4
(a)
The seven fundamental accounting concepts:

· Going concern

· Accruals

· Consistency

· Prudence

· Business entity

· Money measurement

· Materiality
(1 mark for each = 7)

(b) Going Concern

This concept assumes that the entity will continue to trade in the foreseeable future.

Accruals
Revenues and costs are recognised as they are earned or incurred.  This concept recognises a cost which has been incurred but not paid for as a liability and a cost which has been paid in advance as an asset.  The telephone bill is a good example of both.  The rental of the system is paid in advance and is a prepayment whereas the charge for calls is in arrears and should be accrued for.

Consistency

Every transaction in the same class should be treated exactly the same way.  No change should be made to the working rules without quantifying the effect of such a change to the users of the accounts.  Like items should be treated consistently within each accounting period and from one period to another.

Prudence
Revenues and profits are not anticipated but recognised in the profit and loss account only when realised in the form of cash or other assets, but provision is made for all known liabilities, experiences and losses estimating the figure if it is not known exactly.

We should err on the prudent (pessimistic) side where there is genuine doubt surrounding the value of an asset or liability.

Business Entity
We are dealing with the books of a business and not the owner’s personal books.

Money Measurement
In order to add up all the assets and liabilities of an entity and to quantify its performance a single monetary unit is used.  This reduces all the elements to a single common measure.

Materiality
The overall picture of the accounts has to be considered before producing detailed analysis or calculating a precise figure to decide whether the time and cost required to produce such a figure would be advantageous.  For example, an adjustment of £50 would not be worthwhile if it took three hours of the auditor’s time to verify the adjustment and the total sale figure for the year was £10 million.  If the sales for the year were £100 then the adjustment would be material and should be made.


(4 marks for each concept explained to maximum of 20)


c)
a)
Andy Basset





Trading and Profit and Loss Account for the year ended 30 September 2004





£
£





Sales

20,000
(2)





Less cost of goods sold





Opening stock
2,000

(2)





Purchases
13,000

(2)






15,000





Less closing stock
  3,000

(2)







12,000




Gross profit

8,000





Discounts received

     500
(2)







8,500





Less Expenses








Discounts allowed
500

(2)





Light and heat
900

(2)





Rent and rates
1,700

(2)





Wages
1,850

(2)







4,950






Net profit

3,550








(+1 layout)



b)

Andy Basset





Balance Sheet as at 30 September 2004







£

£





Fixed assets




Fixtures and fittings, at cost
14,000

(2)





Less accumulated depreciation
  3,500

(2)









10,500





Current assets




Stock


3,000

(2)





Trade debtors


2,000

(2)





Bank balance


4,900

(2)





Cash


  2,000

(2)








11,900





Less Current liabilities




Trade creditors
6,850

(2)





Working capital

  5,050






Net assets


£15,550
(2)





Financed by:




Capital 1 October 2002


14,500
(2)





Add profit


  3,550
(2)








18,050





Less drawings


  2,500
(2)





Capital employed


£15,550








(+ 1 layout)

(b) a)



· A classic audit techniques is to write to the debtor asking for written confirmation of the balance due at the appropriate date (debtors’ circulation). 

· In the event of confirmation, this provides evidence of the existence of the balance, but not of the debtor’s ability to pay, ie the value of the asset.

· Checking the subsequent receipt of the cash from the debtor provides evidence of the existence and value of the debt, and is generally, in terms of audit time, a more efficient method.

· The invoices making up the debtor balance can be checked back to the customer order and despatch documentation to confirm the existence of the balance.  This is time consuming.





(5 marks per answer)

· b)


· 
Inspection of the original order and delivery note to ensure the goods were ordered and received. 

· Agreement of the Purchase Invoice to the above.

· Inspection of the Purchase Ledger to ensure the invoice had been entered correctly and the account cast.

· Examination of after-date payments to ensure the debt had been cleared within a reasonable time of the cut-off date (period end).

· Consider performing a Creditors circularisation test if the balance is material and a reliable reply anticipated. This would involve writing to the supplier and asking them to confirm the amount owed to them at the period end.


(5 marks per answer)

c)


· Are all the assets and liabilities recorded?

· Do all these assets and liabilities exist?

· Are they owned or owed by the business?

· Have the assets and liabilities been valued on a consistent basis 

· and in accordance with the accounting policies stated?





(2½ marks per answer)

6.
(a)

Risks of Running a Print Unit
· Commercial risks – failure to generate income to cover costs;

· Poor quality service – desire by department to move outside;

· Paper useful and is thus at risk of theft;

· Shrinkage easy as accurate records (to nearest sheet) are difficult to maintain;

· Printing often results in wastage due to production problems – another type of shrinkage;

· Fire and deterioration of stock (insurance issues);

· Possible loss of cash receipts.

· The fluctuations in the price of purchased goods – which affect the profitability of the print unit.

3 marks for each point to a maximum of 15


(b)
Key Controls
· High-quality budgeting systems – including job costing;

· Quality assurance system;

· Physical security of store;

· Procedures for booking goods in and out;

· Clearly labelled storage areas;

· Stock recording system and stock returns;

· Stock checking – annual or perpetual;

· Clear procedures for stock held out of store area;

· High quality receipting procedures – including use of till;

· Adequate storage facilities;

· Proper temperature/dry storage requirements met.

· Adequate insurance cover at competitive premium.

5 marks for each point to a maximum of 15


(c)
Audit Tests
· Examine latest budgetary control reports, look for evidence of review by unit.

· Walk through job costing system.  Examine a sample of costed jobs to ensure all costs are recorded and review calculation of overhead profit mark-up.

· Review profitability over last month and on a sample of jobs.

· Review of physical security including:

· details of opening and closing procedures

· keyholding arrangements

· storage facilities and line of responsibility in respect of stock

· storage

· Check sample of purchase orders to delivery notes and stock recording system – ensure audit trail exists.

· Ensure delivery notes properly authorised.

· Check a sample of requisitions from stores back to relevant job cards.

· Ensure requisition properly authorised.

· Examine procedure for returning items to suppliers.

· Obtain details of stock movements, examine slow-moving lines and ascertain the reason for the lack of movement.

· Ensure any goods returned are credited accordingly and that credit notes are properly accounted for.

· Confirm credit notes and discounts are properly actioned.

· Obtain a current stock listing:

· check printing of stock by reference to invoices and suppliers’ catalogues

· check that numbers of stock shown as held agree to annual stockholding by physical check

· Obtain records from last stockcheck.  Ensure there were clear stock checking procedures and that they were followed.

· Investigate the procedures for confirming quality of work produced.  Examine the evidence eg customer satisfaction questionnaires.

· Review receipting system.  If a till is used test a sample of Z readings to cards banked and examine cash receipting records.



2½ for each point to a maximum of 10
· 7.

A clear separation of duties between setting establishment levels, formal appointment and authorising other major changes on the one hand and administering the payroll function on the other.

· If only one person could control the appointment, payment and the affairs of employees in general then any semblance of self-checking by the system would be lost and a single person could conceal any fraudulent or erroneous transactions.  In many bodies this separation is achieved by separate personnel and payroll functions.  This control will mainly help towards objectives 1 and 3.

· Regular management review and comparison of actual to laid down establishment sizes and structures.  In large organisations it is very difficult for a single, even senior, manager to be continually aware of every full-time and temporary position.  Middle or even junior managers may request, and have the power to hire, staff especially in services that have marked “peaks” and “troughs” in demand.  Ideally a manager independent of either payroll or personnel function should reconcile a randomly chosen month’s payroll to authorised staff in post to ensure no “ghosts” have found their way onto the payroll.  This control tends to help achieve all objectives except 2.

· All payroll input (or manual calculations) is checked by a senior manager – 100% or a sample – prior to processing.  This control is aimed mainly at objective 2.

· Regular management reports likely to offer assurance on all the objectives are produced and actioned such as:

· Number of payees compared to total approved establishment.

· Total payments reconciled to previous pay run, ie after authorised additions and deductions.

· Lists of single payments/deductions ever laid down “reasonableness” thresholds are reported to management.

· Control accounts reports that balance to nil for net pay, PAYE, NI, and pension and any other main component of the payroll.

· For staff paid on hourly rates clear timesheets should be made up, signed by the operative and authorised by a foreman, supervisor or manager who can verify attendance.  Note that in some cases where staff or supervisor bonuses may be “input” measured ie they depend upon the number of hours worked by operatives, this control is likely to be suspect for obvious reasons. Aimed at objective 2.

· Access to computerised payroll records is password controlled: all objectives may be affected otherwise.

· All voluntary deductions require authorisation by employee: aimed at objective 3.

· 8 marks per point
EXAMINERS COMMENTS ON INDIVIDUAL QUESTIONS

Q1 The question required the preparation of an Income and Expenditure Account for a hospital restaurant, and one or two candidates confused the word ‘provisions’ which meant expenditure on food purchases.  

Q2 The question required the preparation of a cash flow budget and the interpretation of the results, and recommended management actions.  A few candidates stated the reasonable assumption that debtors would be paid in the following month rather than the current month (as the model answer assumed), and marks have been awarded for those answers.  Some candidates failed to produce a cumulative running total for each subsequent month, and this was reflected in their incorrect interpretation of the results.

Q3 This type of question will be less appropriate to the new syllabus going forward

Q4 This was effectively a simple version of question 1, and did not cause any difficulty for candidates who were able to answer the more difficult compulsory question.  

Q5 This was a simple audit testing question of the type that has been used before on many occasions.  

Q6 The question has been used before, and the syllabus has not changed in this respect.

Q7 11 candidates attempted this optional 40 mark question concerning controls in a payroll system, and 8 of these achieved a pass mark.  
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