IRRV EXAMINATIONS DECEMBER 2006
LEVEL 1
PRINCIPLES OF ACCOUNTING
Time allowed: 3 hours

	Answer FIVE questions:

         SECTION A: compulsory question (80 marks)

          SECTION B: answer TWO questions (70 marks each) 

         SECTION C : answer TWO questions (40 marks each)

  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 unless otherwise indicated.

Maximum marks 300




SECTION A: THIS QUESTION IS COMPULSORY (80 marks)

QUESTION 1
Trimby City Council is undertaking a major renovation of its sports and leisure centre, which is expected to cost £15 million and take three years to complete.
Buildrite plc has submitted a tender for the renovation work. The tender is being reviewed and you have been asked to provide a financial evaluation of the company as part of that review. You have been provided with the company’s latest financial statements, as set out below:

	Balance sheet as at 30 September
	
	2006
	2005

	
	
	
	
	£000
	£000

	
	Fixed Assets
	
	
	

	
	
	Land and buildings
	
	1,700
	1,800

	
	
	Plant and machinery
	
	2,440
	2,135

	
	
	
	
	4,140
	3,935

	
	Current Assets
	
	
	

	
	
	Stock
	
	380
	373

	
	
	Debtors
	
	379
	261

	
	
	
	
	759
	634

	
	Creditors: amounts falling due within one year:
	
	

	
	
	Bank overdraft
	
	(46)
	(43)

	
	
	Loans
	
	(305)
	(238)

	
	
	Trade creditors
	
	(685)
	(684)

	
	
	Other creditors
	
	   (525)
	   (476)

	
	
	
	
	(1,561)
	(1,441)

	
	Creditors: amounts falling due after one year
	
	

	
	
	Loans
	
	(1,228)
	(1,168)

	
	
	
	
	2,110
	1,960

	
	Capital and reserves
	
	
	

	
	
	Ordinary shares capital
	
	263
	263

	
	
	Share premium account
	
	685
	685

	
	
	Profit and loss account
	
	1,162
	1,012

	
	
	
	
	2,110
	1,960

	Profit and loss account for the year ended 30 September

	
	
	
	
	2006
	2005

	
	
	
	
	£000
	£000

	
	Turnover
	
	8,560
	8,151

	
	Cost of sales:
	
	(5,478)
	(4,891)

	
	Gross Profit
	
	3,082
	3,260

	
	Administration expenses
	
	(2,662)
	(2,862)

	
	Profit before interest
	
	420
	398

	
	Interest payable
	
	(66)
	(83)

	
	Profit before tax
	
	354
	315

	
	Taxation
	
	  (107)
	(97)

	
	Profit after tax
	
	247
	218

	
	Dividends
	
	  (97)
	(92)

	
	Retained profit for the year
	
	  150    
	126


Required:

(a) From the financial statements above, calculate the following financial ratios:

(i) Gross margin

(ii) Return on capital employed

(iii) Debtors days

(iv) Creditors days

(v) Current ratio

(vi) Gearing








       (30 marks)

(b) By reference to the ratios calculated in part (a) and the other information provided above, write a report for the Tenders Committee analysing the company’s current financial position.









       (35 marks)

(c) The financial statements set out above do not include a cash flow statement. Explain how a cash flow statement might be useful in your analysis of the company, giving examples of the type of information it may contain.

(15 marks)

SECTION B: Answer TWO questions (70 marks each)

QUESTION 2

Cottingborough County Council has recently completed its draft consolidated financial statements for the year ended 31 March 2006. The draft consolidated revenue account shows a surplus of £900,000 for the year. The external auditors have uncovered a number of mistakes and omissions in the draft accounts that are listed below:

1. Business insurance for the year ended 30 June 2006 amounting to £10,000 had been paid in July 2005. The full amount of this payment had been included in expenses in the accounts for the year ended 31 March 2006.

2. Outstanding debtors recorded at £32,000 have been deemed uncollectable and need to be written off in full.

3. Stock originally costing £40,000 has now been valued at only £10,000 due to damage. No adjustment has been made in the accounting records.

4. Depreciation had not been charged on certain buildings. The charge for the year should be £45,000.

5. An invoice for gas for the three months ended 30 April 2006 amounting to £6,000 was received on 4 May 2006. No amount relating to this invoice had been included in the financial statements for the year ended 31 March 2006.

6. Cottingborough County Council is currently entering into legal action against a double glazing contractor who performed some work on the authority’s property. After fitting, several of the windows leaked and caused internal water damage. The contractor has denied responsibility. The County Council is claiming £300,000 in damages for faulty work.  The solicitor advises that it is too early to yet be able to predict the outcome of the legal action with any certainty. However, further legal costs are expected to be £60,000.

Required:

(a) For each of the items listed above: 

(i) Explain how correcting the error will affect the County Council’s draft surplus for the year.

(ii) Describe what changes, if any, will have to be made to the consolidated balance sheet.











(48 Marks)

(b) A manager at Cottingborough County Council recently made the following comment: “I 
      don’t know why we bother producing year end accounts. I get all the information I need 
      from the internal information systems. It’s just a waste of time and money.”

Explain the purpose of producing annual financial statements and identify who might use them.









(22 Marks)

QUESTION 3
Newborough District Council housing services department operates three regional housing offices. Extracts from the financial records for the last financial year are as follows:

	Expenditure Account:
	Office A
	Office B
	Office C

	Stationery & provisions
	£22,000
	£25,250
	£12,750

	Heating and Light
	£2,600
	£3,100
	£1,200

	Balance Sheet:
	Office A
	Office B
	Office C

	Buildings at historic cost
	£235,000
	£130,000
	£68,000

	Equipment & fittings
	£27,000
	£29,000
	£14,000


The following additional information is available:

	1.         Number of Employees:
	Office A
	Office B
	Office C

	            Area manager
	1
	1
	1

	            Assistant managers
	1
	2
	1

	            Housing officers
	5
	6
	3


	2.         Number of houses managed
	5,000
	7,000
	3,000


3. Average annual earnings are: Area managers £28,000, Assistant managers £22,500 and Housing officers £18,000.

4. Housing Management. In addition to the above staff one Senior Housing Manager has overall charge of the three offices and is paid an annual salary of £33,000.

5. Overheads on salaries amount to 10% of salary costs.

6. Central administration costs are to be apportioned to each office on a basis of £2 per house managed.

7. Buildings and equipment and fittings are depreciated on a straight-line basis over 50 years and 10 years respectively.

The Director of Housing has asked you to investigate the costs of operating the three regional housing offices. 

Required:

(a) Calculate the following costs for each office:

(i) Employee costs

(ii) Depreciation charge

(iii) Housing Management overhead cost

(iv) Central administration cost




(30 marks)

(b) Calculate the total cost of running each office 




(10 marks)

(c) Write a brief report that analyses and compares the running costs of each office and draws appropriate conclusions. You should calculate appropriate percentages or ratios to support your conclusions. 








(30 marks)

QUESTION 4
Whitefield City Council owns and runs a city centre car park. The Resources Committee has asked you to review parking prices for the coming year. You have collected the following cost data:









    £

Fixed annual cost





30,000

Estimated repairs and maintenance cost for the year
14,000

Wages of car park attendant




  8,000

Variable operating costs (per user)



10 pence

The car park is open 365 days per year and has a capacity of 250 spaces. Based on past figures, average usage is 94% of capacity.

(a) Calculate (to the nearest penny) the daily parking fee that the council needs to charge to break even.








       (10 marks)

(b) Calculate (to the nearest penny) the daily parking fee that the council should charge if it wished to earn a surplus of £25,000 for the year.



       (10 marks)

(c) The council is considering replacing the car park attendant with an automatic barrier. The barrier would cost £50,000 (to be written off straight line over 5 years) and would reduce the variable operating costs to 5 pence per user.

Comment on whether the council should install the automatic barrier. Support your argument with appropriate workings. 





       (25 marks)

(d) The council has been approached by a local business that wishes to reserve 100 of the parking spaces for its employees. The business has offered to pay a fixed fee of £32,000 per annum for the 100 spaces. It is estimated that if the spaces are reserved, usage of the remaining spaces will increate to 98%. 
Advise the council whether it would be financially beneficial to reserve the 100 places for £32,000. Support your argument with appropriate workings. (You should assume that the automatic barrier is NOT installed and that the council still wishes to earn an annual surplus of £25,000 overall from the car park) 




       (25 marks)

SECTION C: Answer TWO questions (40 marks each)

QUESTION 5

You have been asked to run a seminar on the purpose and role of audit for newly appointed councillors at your local authority. Prepare a briefing sheet to be handed out at the seminar, which contains the following:

a) A brief definition of an audit

(10 marks)

b) An explanation of the purpose of audit

(15 marks)

c) An explanation of the difference between internal and external audit

(15 marks)

QUESTION 6

a)
Describe THREE different ways of obtaining evidence regarding a motor vehicle recorded as a fixed asset of  £12,000.




        (15 marks)


b)
Describe THREE different ways of obtaining evidence regarding a creditor balance of £30,000.


                                    (15 marks)


c)
Explain the difference between compliance testing and substantive testing as means of obtaining audit evidence.

                                    (10 marks)

QUESTION 7

You have been given responsibility for training a newly appointed audit assistant in your internal audit department.

(a) Explain the reasons for keeping audit working papers.

                                    (10 marks)

(b) List FOUR items you would expect to find in a set of audit working papers.
       (12 marks)

(c) Compare the advantages and disadvantages of using standardised audit working papers.
               

                                    (18 marks)

EXAMINER’S COMMENTS ON DECEMBER 2006 PRINCIPLES OF ACCOUNTING PAPER

Overall Comments

The overall standard of scripts was very good. The pass rate was 87% and the average mark was 186/300 (62%)

There was clear evidence that candidates have now got to grips with the new style examination and that most were well prepared.

Specific comments on individual questions are set out below.

Question 1

This question was compulsory and involved calculating ratios and writing a report analysing a set of accounts. The calculation of ratios was performed well, although some candidates were not familiar with all the ratios requested. The commentary on the company’s financial position, although more difficult, was also generally well answered. Stronger candidates provided a systematic analysis of performance and position. 

Question 2
This question required an analysis of the financial impact of errors in a set of accouts. It followed an format presented in the specimen paper and the June 2006 paper. It is therefore not surprising that candidates were well prepared and in the main produced good answers.

Question 3

This question required the costing of three council area offices and a report on their comparative performance. The costings were generally good, but too many students provided only superficial comments in their analysis.

Question 4

This question involved decision making with regard to pricing and operation of a city centre car park. Strong candidates demonstrated clear thinking and a systematic approach to the question. Encouragingly, all candidates who attempted the question demonstrated a grasp of the basic principles.

Question 5

This question focused on the purpose of audit and the difference between internal and external audit. There was evidence of some confusion regarding the role of external auditors.

Question 6

This question was concerned with obtaining audit evidence. It was in the main extremely well answered, although some candidates were unclear about the difference between compliance and substantive testing.

Question 7

This question looked at audit working papers. It produced some very strong answers.

Suggested Solutions

Question 1

(a) Ratios

	
	2006
	2005

	Gross margin (GP/sales)
	36%
	40%

	ROCE (PBT/SF+LTL)
	12.6%
	12.7%

	Debtors days
	16 days
	12 days

	Creditors days
	46 days
	51 days

	Current ratio
	0.49
	0.44

	Gearing (LTL/SF+LTL)
	37%
	37%

	
	
	


The examiner accepts that there are alternative interpretations of some of these ratios and full credit will be given for appropriate answers which differ from those above.

(b) Comments on position and performance

A wide range of comments can be made in this section and each answer will be marked on its individual merit. Answers should cover business performance and financial strength and refer to the whole period, not just the latest year. Strong answers will identify and comment on trends and movements and inter-relate the different ratios.

(c) Use of cash flow statement

The cash flow statement reconciles the net cash movement in the business by showing all cash inflows and outflows. It may add to the above analysis by providing details, for example, of expenditure on new fixed assets, receipts from sales of assets, interest paid and received, loans repaid and new loans taken out and any other new capital raised.

Question 2

	1
	Insurance prepayment
	
	
	
	

	
	Increase surplus by £2,500
	
	
	
	

	
	Increase prepayments on b/s (CA) £2,500
	
	
	
	

	
	
	
	
	
	

	2
	Bad debts
	
	
	
	

	
	Reduce surplus by £32,000
	
	
	
	

	
	Decrease debtors (CA) by £32,000
	
	
	

	
	
	
	
	
	

	3
	Stock write-down
	
	
	
	

	
	Decrease surplus by £30,000
	
	
	
	

	
	Decrease stock on b/s by £30,000
	
	
	

	
	
	
	
	
	

	4
	Omitted depreciation
	
	
	
	

	
	Reduce surplus by £45,000
	
	
	
	

	
	Reduce fixed assets on b/s by £45,000
	
	
	

	
	
	
	
	
	

	5
	Gas expense accrual
	
	
	
	

	
	Decrease surplus by £4,000
	
	
	
	

	
	Increase accruals on b/s (CL) by £4,000
	
	

	
	
	
	
	
	

	6
	Provision for legal expenses
	
	
	
	

	
	Reduce surplus by £60,000
	
	
	
	

	
	Create provision of £60,000
	
	
	
	

	
	
	
	
	
	

	Purpose of producing annual financial statements
	
	
	

	This question can produce a range of answers. Good answers should cover the following issues, but credit will be given for any other appropriate comments:

Accounts are required to provide information to a wide range of users on:

· Financial position;

· Performance;

· Adaptability.


	

	Identify potential users
	

	Users



Information Required

Owners


             Profitability

Investors


Calculate risk, return

Management


Future planning

Employees


Stability, profitability

Lenders


             Ability to pay

Suppliers


Ability to pay

Customers


Continuance

Government


Activities, profitability

Public

Prosperity, activities

Inland Revenue

Monies owed

Customs and Excise

Monies owing/owed

Banks

                           Viability
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	 
	


Question 3

(a) Individual cost calculations

	
	Office A
	Office B
	Office C
	

	Employee costs
	£
	£
	£
	

	Area manager
	28,000
	28,000
	28,000
	

	Assistant manager
	22,500
	45,000
	22,500
	

	Housing officers
	90,000
	108,000
	54,000
	

	
	140,500
	181,000
	104,500
	

	Salary overheads
	14,050
	18,100
	10,450
	

	
	154,550
	199,100
	114,950
	

	
	
	
	
	

	Depreciation charge
	
	
	
	

	Buildings
	4,700
	2,600
	1,360
	

	Equipment & fittings
	2,700
	2,900
	1,400
	

	
	7,400
	5,500
	2,760
	

	
	
	
	
	

	Housing management overhead
	
	
	

	Senior Housing Manager
	11,000
	11,000
	11,000
	

	Salary overhead
	1,100
	1,100
	1,100
	

	
	12,100
	12,100
	12,100
	

	
	
	
	
	

	Central administration
	
	
	
	

	No of houses
	5,000
	7,000
	3,000
	

	Cost
	10,000
	14,000
	6,000
	

	
	
	
	
	


Credit will be given where appropriate for calculations and apportionments other than those shown

(b) Total running cost of each office

	
	Office A
	Office B
	Office C
	

	
	£
	£
	£
	

	Stationary and provisions
	22,000
	25,250
	12,750
	

	Heat and light
	2,600
	3,100
	1,200
	

	Employee costs
	154,550
	199,100
	114,950
	

	Depreciation
	7,400
	5,500
	2,760
	

	Housing Management
	12,100
	12,100
	12,100
	

	Central Admin
	10,000
	14,000
	6,000
	

	TOTAL COST
	208,650
	259,050
	149,760
	

	
	
	
	
	


(c) Report on running costs

Credit will be given for any sensible analysis. Good answers should focus on the differences in staffing levels and structures, the differences in sizes of housing stock managed and the different capital values of property and hence depreciation charges

Question 4
Using: Q = F+S/P-V, where:

Q = quantity of users per annum

F = total annual fixed costs

S = desired annual surplus

P = daily parking fee charged

V = variable cost per user

(e) Calculate the daily parking fee that the council needs to charge to break even.

Q = 365 x 250 x 94% = 85,775 users

F = 30,000+14,000+8,000=£52,000

To break even P = (F/Q) + V = (52,000/85,775) + 0.1 = £0.71



(f) Calculate the daily parking fee that the council should charge if it wished to make earn a surplus of £25,000 for the year.

To Earn a surplus of £25,000: P = (52,000+25,000/85,775) + 0.1 = £1.00


(g) Comment on whether the council should install the automatic barrier. Support your argument with appropriate workings.

Full credit will be given for any appropriate workings and the correct answer. However the easiest method is probably to substitute the new fixed and variable costs into the above formula

Annual cost of barrier = £50,000/5year = £10,000

To break even P = (54,000/85,775) + 0.1 = £0.68
To Earn a surplus of £25,000: P = (54,000+25,000/85,775) + 0.1 = £0.97
As the break-even price and the price needed to earn £25,000 are lower with the automatic barrier, it is worth installing. The council could then either earn a higher surplus at £1.00 or lower the parking fee.









(h) Advise whether the council should reserve the places, if it wishes to earn an annual surplus of £25,000 overall from the car park.

Full credit will be given for any appropriate workings and the correct answer. However the easiest method is probably to subtract the fixed revenue from fixed costs and apply the new quantity of users to the above formula:

New Q = 365 x 150 x 98% = 53,655 users

New F = 52,000 – 32,000 = £20,000

To break even P = (20,000/53,655) + 0.1 = £0.47
To Earn a surplus of £25,000: P = (20,000+25,000/53,655) + 0.1 = £0.94
As the break-even price and the price needed to earn £25,000 are lower with the reserved places, the council should accept the offer.




 
Question 5

d) A brief definition of an audit


An ‘audit’ is the independent examination of, and expression of opinion on, the financial statements of an enterprise by an appointed auditor in pursuance of that appointment and in accordance with statutory obligations.

e) An explanation of the purpose of audit

The purpose of an internal audit is to ensure the economy, efficiency and effectiveness of controls and procedures and to prevent fraud and error in accounting records.

The purpose of an external audit is to provide an independent opinion as to the truth and fairness of the financial statements.

f) An explanation of the difference between internal and external audit


The auditor appointed under the Companies Act or other statute is an external auditor.  He is paid for the audit work that he completes by the enterprise but is not an officer or employee of that enterprise.

The internal auditor is appointed by the management. The external auditor is appointed by the shareholders.  The objectives of the audit carried out by the internal auditor will be set by the management.  The external auditor is a watchdog and not a bloodhound in terms of seeking out and identifying fraud.  The external auditor will be considering the materiality of any errors or irregularities.  The internal auditor will take a different view, as materiality will not be his major consideration.
Question 6

a)
Describe THREE different ways of obtaining evidence regarding a motor vehicle recorded as a fixed asset of  £12,000.

· Physical inspection of the asset to ensure it exists and what its current working condition is;

· Inspection of purchase invoices and any documents of title to ensure that the asset actually belongs to the company and establish its original cost and age;

· Confirmation of the date of payment to ensure that the company does actually own the asset (especially if it is under a “reservation of title agreement” where ownership does not pass hands until the final payment has been made).

b)
Describe THREE different ways of obtaining evidence regarding a creditor balance of £30,000

· 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.

c)
Explain the difference between compliance testing and substantive testing as means of obtaining audit evidence.

· Compliance Tests



These tests ensure that the systems of internal control have been adhered to.

· Substantive Test


These tests involve actually vouching items recorded in the accounting records with third party evidence such as purchase invoices.

Question 7

(a) Explain the reasons for keeping audit working papers.

Audit working papers provide evidence of work carried out

They describing any problems encountered and how they were resolved.  

They provide a basis for the audit opinion given.

They record the strengths and weaknesses of management controls and procedures and can provide the basis for recommendations for improvement.

Working papers provide records of systems and other standing information that can save time and work in future audits.

Each paper should be signed and dated by the person preparing them.  The reviewer should also sign and date them once they have been looked at.  The signature indicates the level and experience of the producer and reviewer.  The date shows what information was available at that date to enable the auditor to reach his decision.  

(b) List FOUR items you would expect to find in a set of audit working papers.

· Permanent information, for example, the Memorandum and Articles of Association;

· The plan for the audit;

· Review of internal controls and record and assessment of the enterprise’s accounting system;

· Audit programme showing the work completed, errors found, action taken and conclusions reached;

· Lead schedules showing how the figures in the accounts have been arrived at.  These will be supported by further analyses and summaries breaking down the figures in the financial statements. 

(c) Compare the advantages and disadvantages of using standardised audit working papers.

A number of auditors use pre-printed pro-forma working papers and audit programmes to assist with their work.  These are then completed with details of the particular entity being audited and produce a “complete package” as the work proceeds and is reviewed.

Advantages of standard programmes:

· They should improve the efficiency with which working papers are produced and reviewed;

· Instruct audit staff how to complete the audit;

· Facilitate the delegation of work;

· Provide a means of quality control.

Disadvantages

· The programme could be followed mechanically;

· The exercise of professional judgement might be neglected;

· The programme used may be inappropriate.
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