IRRV EXAMINATIONS

LEVEL 1
PRINCIPLES OF ACCOUNTING

JUNE 2006

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 



         (80 marks)

QUESTION 1

The following financial statements are for a company that sells computer components. The company has submitted a tender to supply your authority with computer hardware for the next 5 years. You have been asked to evaluate the financial standing of the company as part of the tender evaluation process.

BALANCE SHEET
	
	
	
	2005
	2004
	2003

	
	
	£’000
	£’000
	£’000

	
	Fixed Assets
	
	
	

	
	
	Land and buildings
	200
	200
	200

	
	
	Plant and machinery
	295
	333
	112

	
	
	
	495
	533
	312

	
	Current Assets
	
	
	

	
	
	Stock
	67
	49
	43

	
	
	Trade debtors
	92
	75
	62

	
	
	Bank and cash
	58
	70
	67

	
	
	
	217
	194
	172

	
	Current Liabilities
	
	
	

	
	
	Trade creditors
	35
	41
	24

	
	
	Other creditors
	5
	5
	6

	
	
	Accruals
	6
	4
	5

	
	
	Corporation tax
	31
	39
	33

	
	
	
	77
	89
	68

	
	
	
	
	
	

	
	Net current assets
	140
	105
	104

	
	
	
	
	

	
	Long term liabilities: Bank loan
	200
	250
	100

	
	
	
	435
	388
	316

	
	Capital and reserves
	
	
	

	
	
	Ordinary shares of 50 pence each
	120
	120
	120

	
	
	Reserves
	315
	268
	196

	
	
	
	435
	388
	316


PROFIT AND LOSS ACCOUNT
	
	
	
	2005
	2004
	2003

	
	
	£’000
	£’000
	£’000

	
	
	
	
	

	
	Turnover
	782
	746
	623

	
	Cost of sales
	267
	246
	217

	
	Gross profit
	515
	500
	406

	
	Distribution costs
	267
	260
	202

	
	Admin expenses
	  98
	101
	94

	
	Profit before interest
	150
	139
	110

	
	Interest payable
	  38
	  31
	  10

	
	Profit before tax
	112
	108
	100

	
	Taxation
	  31
	  39
	  33

	
	Retained profit for the year
	  81
	  69
	  67


Required:

(a) Explain the meaning of the following terms found in the above financial statements:

(i) Cost of sales
(ii) Accruals
(iii) Reserves

(12 marks)

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

(i) Gross margin

(ii) Net profit margin
(iii) Return on capital employed (ROCE)
(iv) Current ratio
(v) Gearing
(vi) Fixed asset turnover
(36 marks)

(c) Comment on the company’s financial position and development during the period covered by the financial statements. You should refer to the ratios you have calculated for part (b). State any assumptions you have made and identify any further information which you would consider useful for your analysis.

(32 marks)

SECTION B – answer TWO questions 



             (70 marks each)

QUESTION 2

GL plc makes and sells electronic circuit boards. Current production information is as follows:

Materials costs



£0.25 per unit

Direct labour costs



£0.50 per unit

Variable sales costs



£0.10 per unit

Sales price




£1.75 per unit

Annual fixed costs



£2,300,000

Current annual volume of output

13,000,000 units

The direct labour costs relate to assembly, which is currently a manual process. Direct labour is paid £5.00 per hour, and the standard productivity rate is 10 units per hour.

The company is considering automating part of the assembly process. This will involve capital investment in new machinery of £1,000,000. The machinery will cost £12,500 to install and is expected to have a useful economic life of 5 year. The company has a policy of depreciating all assets on a straight-line basis.

As a result of the automation, direct labour productivity will increase to 20 units per hour.

Required:

(a) Determine the number of units that must be produced and sold to achieve the same profit as is currently earned, if the machine is purchased.  

         (30 marks)

(b) Calculate the annual profit with the machine if output and sales remain at 13,000,000 units per annum.







         (20 marks)

(c) Discuss the limitations of breakeven analysis for managerial decision making.

         (20 marks)

QUESTION 3
Hadley Borough 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 £3.2m for the year. Hadley Borough’s auditors have subsequently brought to light a number of mistakes and omissions in the draft accounts. These are listed below:

1. Annual interest on the Council’s 5.5% fixed rate bank loan of £350,000 has not been accrued. 

2. Electricity costs for the year ending 31 March 2006 amounting to £88,000 had been paid in April 2006. The full amount of this payment had been recorded in the April 2006 accounts.

3. An invoice for rental income of £45,000 dated April 2005 had been misplaced and was therefore not included in the financial statements.

4. Damaged stock was mistakenly included in the year end stock count and valued at £70,000. This stock now has an estimated resale value of £15,000.

5. Depreciation had been over-charged by £37,000 on the Council’s buildings.

6. The Legal Services department advise that a claim has recently been brought against the Council by a member of the public for an injury caused by a fall in a public park. The Legal Services department are confident that the claim will not be upheld. However, if it should go to court, legal costs to the Council are expected to be in the region of £45,000.

Required:

(a) For each of the items listed above: 

(i) Explain how correcting the error will affect Hadley Borough 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) “Users of financial statements get all the information they require from the profit and loss account and balance sheet. There is no need for a cash flow statement”. Critically discuss this statement, stating whether you agree.  


         (22 marks)

QUESTION 4 

Durbridge County Council has decided to manufacture compost bins in its Building Services Division to sell to residents in order to encourage them to recycle their own garden waste.  The Director of the Building Services Division has provided the following estimates for costs of producing the compost bins:

	Material A
	3 metres at £0.50 per metre

	Material B
	1.5 kgs at £8.00 per kg

	Skilled labour
	0.5 hour at £15.00 per hour

	Semi-skilled labour
	1.0 hour at £6.00 per hour


Fixed costs are estimated at £90,000 per year. The council is hoping to produce and sell 5,000 units in the first year. The personnel director is budgeting for 3,000 hours of skilled labour and 5,500 hours of semi-skilled labour.

The council is trying to establish a suitable price for the new compost bins. The Director of the Building Services Division suggests they should be priced at cost plus 25%.

Required:

(a) Calculate a unit cost for the compost bins if fixed costs are absorbed based on:

(i) Estimated production output

(ii) Estimated skilled labour hours



         (22 marks)

(b) Using the unit costs calculated in part (a) and the Director’s suggested profit mark-up, calculate two different cost plus prices the council might charge. 
         (14 marks)

(c) Explain the advantages and disadvantages of the cost-plus method of pricing as used in (b).      








         (20 marks)

(d) Give two other possible pricing strategies that could be adopted, explaining your rationale for each.

 

        



         (14 marks)
SECTION C – answer TWO questions 



             (40 marks each)

QUESTION 5

You are a member of the external audit team who are currently auditing the accounts of New City Hospital. You have carried out an analytical review of the pharmacy department and have identified the following issues:

1. The average salary of staff in the pharmacy department is lower than for the rest of the hospital.

2. Drug dispensing costs have increased overall from last year by 5%, but the costs for diabetes drugs have increased by 15%.

3. A member of staff was dismissed during the year for theft of pharmaceutical drugs.

Required:

(a) You are preparing notes for a meeting with the service accountant for the pharmacy department. List the questions you would like to ask the accountant in relation to the above issues.







         (20 marks)
(b) Describe the audit tests you would perform to show that the staff of the pharmacy department have not been underpaid.




         (10 marks)
(c) Explain the audit procedures you would undertake in relation to the member of staff dismissed for theft.





         (10 marks)

QUESTION 6

(a) Describe what is meant by a qualified audit report.


         (15 marks)
(b) List the circumstances under which an auditor might issue a qualified audit report.

  
         (10 marks)
(c)  Explain three different types of qualified opinion that an auditor may choose to give.

         (15 marks)

QUESTION 7

(a) Audit risk is the risk of an auditor giving an inappropriate opinion. This risk is usually expressed as:

Audit risk = inherent risk x control risk x detection risk

Explain what is meant by each of the three risk terms that comprise the audit risk in the above model. 







         (20 marks)
(b) What is a system of internal control and why is it important to an auditor?    (20 marks)
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MARKING GUIDE, ANSWERS AND EXAMINER’S COMMENTS 
This paper attempted to test candidates’ knowledge and understanding of the key concepts they have studied within the Principles of Accounting syllabus.  Candidates are expected to demonstrate how their knowledge can be applied within a practical context.  The paper contained both computational and written elements. 

Exam format

The structure of the paper was as follows:

Section A

Question 1 (compulsory 80 marks) – Accounting records and their interpretation 

(may also include elements of Principles of Budgeting and Costing)

Section B

Questions 2, 3, 4 (choice of 2 x 70 mark questions) – Principles of budgeting and costing (may also include elements of accounting records and interpretation).

Section C

Questions 5, 6, 7 (choice of 2 x 40 mark questions) – Audit 

Summary of questions on this paper

Question 1 – Evaluation of a tender. Calculating ratios from financial statements and using this information to write a report on the financial position of the company.

Question 2 – Assessing the viability of automation using breakeven analysis.

Question 3 – Assessing the impact of financial adjustments on a set of financial statements

Question 4 – Costing and pricing decisions

Question 5 – Audit testing procedures

Question 6 – Qualified audit reports

Question 7 – Audit risk

PRINCIPLES OF ACCOUNTING EXAM PAPER – ANSWERS

Question 1

(a)

Cost of sales

Those costs that are directly related to the trading activities of the business, for example purchases of materials.

Accruals

When preparing accounts, it is necessary to remember the matching concept. Accruals are amounts owing to suppliers at a point in time, the amounts of which have to be estimated. This uncertainty can be due to the fact that the invoice for the goods has not arrived at the time the accounts are being drawn up. Examples of these are electricity and gas invoices.

Reserves

That part of shareholders funds that is retained within the business. This can include retained profit and other items such as revaluation reserve and share premium account.

(b) Ratios

	
	2005
	2004
	2003

	Gross margin
	65.9
	67.0
	65.2

	Net profit margin (use PBI)
	19.2
	18.6
	17.7

	ROCE (PBT/SF+LTL)
	17.6
	16.9
	24.0

	Current ratio
	2.8
	2.2
	2.5

	Gearing (LTL/SF+LTL)
	31.5
	39.2
	24.0

	Fixed asset turnover (TO/FA)
	1.58
	1.40
	2.00


(c) 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 interrelate the different ratios.

Award of marks
Marks awarded pro-rata to the proportion of the above answer successfully completed. Marks will be awarded for other suitable comments or appropriate calculations.

	Definition of terms
	12

	Calculation of ratios
	36

	Comments on performance
	32

	Total
	80


Question 2

	Current situation:
	
	
	
	

	
	
	
	
	

	Current cpu = (1.75 - (0.25+0.50+0.10) = 0.90
	
	
	3

	
	
	
	
	

	Current total contribution
	 £0.90 x 13m 
	       11,700,000 
	
	3

	current fixed costs
	
	        2,300,000 
	
	

	current profit
	
	        9,400,000 
	
	3

	
	
	
	
	

	With new machine:
	
	
	
	

	
	
	
	
	

	New direct labour cost per unit
	 £5.00/20 
	                0.25 
	
	6

	
	
	
	
	

	New cpu = (1.75 - (0.25+0.25+0.10) = 1.15
	
	
	

	
	
	
	
	

	Additional fixed costs
	 £1,012,500/5 
	           202,500 
	
	6

	
	
	
	
	

	
	
	
	
	

	Required sales (units)
	 2,300,000+202,500+9,400,000/1.15 
	       10,350,000 
	
	9

	
	
	
	
	

	
	
	
	
	30

	
	
	
	
	

	If sales remain at 13m units
	
	
	

	
	
	
	
	

	 total contribution
	 £1.15 x 13m 
	       14,950,000 
	
	8

	 fixed costs
	
	        2,502,500 
	
	8

	 profit
	
	       12,447,500 
	
	2

	
	
	
	
	20

	Limitations of breakeven analysis
	
	
	

	Can only be used for single product or single mix
	
	

	Assumes fixed costs are constant at all levels
	
	

	Assumes variable costs are same per unit at all levels
	
	

	Assumes price is constant
	
	

	Assumes production and sales are equal
	
	

	Ignores uncertainty
	
	

	Marks awarded for other suitable comments
	
	
	20

	
	
	
	
	

	
	
	 Total 
	
	70


Question 3

	1
	Interest Accrual
	
	
	
	
	

	
	Decrease surplus by £19,250
	
	
	
	
	4

	
	Increase accruals on b/s (CL) £19,250
	
	
	
	
	4

	
	
	
	
	
	
	

	2
	Electric accrual
	
	
	
	
	

	
	Reduce surplus by £88,000
	
	
	
	
	4

	
	Increase accruals (CL) by £88,000
	
	
	
	4

	
	
	
	
	
	
	

	3
	Omitted income invoice
	
	
	
	
	

	
	Increase surplus by £45,000
	
	
	
	
	4

	
	Increase debtors by £45,000
	
	
	
	4

	
	
	
	
	
	
	

	4
	Damaged stock
	
	
	
	
	

	
	Reduce surplus by £55,000
	
	
	
	
	4

	
	Reduce stock on b/s by £55,000
	
	
	
	4

	
	
	
	
	
	
	

	5
	Overcharges depreciation
	
	
	
	
	

	
	Increase surplus by £37,000
	
	
	
	
	4

	
	Increase b/s value of buildings by £37,000
	
	
	4

	
	
	
	
	
	
	

	6
	Legal claim
	
	
	
	
	

	
	Reduce surplus by £45,000
	
	
	
	
	4

	
	Create provision of £45,000
	
	
	
	
	4

	
	
	
	
	
	
	

	
	
	
	
	
	
	48 

	
	
	
	
	
	
	

	Cash flow statements
	
	
	
	

	Although the cash flow statement is derived from the profit and loss account and the balance sheet it provides important additional information to the users of the financial statements.
	
	

	Because the profit and loss account is produced on an accruals basis it does not provide information about the underlying cash flow.
	
	

	The cash flow statement provides a summary of all the cash receipts and payments by category, over the period concerned.
	
	

	
	
	
	
	
	
	22 

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	 Total 
	
	70 


Question 4
	standard cost
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Direct Materials
	
	
	
	
	
	
	

	
	Material A
	
	1.50
	
	
	
	
	2

	
	Material B
	
	     12.00 
	      13.50 
	
	
	
	2

	Direct Labour
	
	
	
	
	
	
	

	
	Skilled
	
	     7.50 
	
	
	
	
	2

	
	Semi-skilled
	       6.00 
	       13.50 
	
	
	
	2

	Prime costs
	
	
	      27.00 
	
	
	
	

	
	
	
	
	
	
	
	
	

	Fixed cost:
	
	
	
	
	
	
	

	(I)
	Based on unit production  =
	90,000
	=
	18.00
	pu
	4

	
	
	
	
	5,000
	
	
	
	

	Therefore total cost = £27.00 + £18.00 =
	
	
	45.00
	
	3

	
	
	
	
	
	
	
	
	

	(ii)
	Based on skilled labour hours =
	90,000
	=
	30.00
	ph
	4

	
	
	
	
	3,000
	
	
	
	

	Therefore total cost = £27.00 + (£30.00 x 0.5hours) =
	
	42.00
	
	3

	
	
	
	
	
	
	
	
	22

	Selling Price
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	1 - Total cost plus
	
	 £45.00 x 125% = 
	
	
	56.25
	
	7

	
	
	
	
	
	
	
	
	

	2 - Variable cost plus
	 £42.00 x 125% = 
	
	
	52.50
	
	7

	
	
	
	
	
	
	
	
	14

	
	
	
	
	
	
	
	
	

	Total cost plus:
	ensures a profit is made (if estimates are accurate)
	
	

	
	
	all costs accounted for
	
	
	
	

	
	
	easy to calculate
	
	
	
	
	

	
	
	easy to adjust
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	need to estimate unit fixed cost
	
	
	
	

	
	
	ignores price/demand relationship
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	20

	Two other pricing strategies. E.g.:
	
	
	
	
	

	
	Cost price
	
	
	
	
	

	
	If the rationale of the Council is to encourage recycling and not to make a profit, then it should sell as cheaply as it can. Usually this would mean selling at cost price so that costs are just covered.


	
	

	
	Market price - going rate
	
	
	
	
	

	
	If compost bins are already available to buy commercially, the Council is unlikely to be able to sell theirs if they are priced significantly higher than the going market rate. The Council therefore needs to set their price in line with existing market prices.
	
	

	
	
	
	
	
	14

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	Total
	
	70


Question 5

(a) List the questions you would like to ask the accountant in relation to the above issues.

Staff salaries

· What are the grades of the staff in the department?

· Are there more junior member of staff in this department?

· Does this department have more lower paid positions than other departments?

· Does the department have part-time members of staff?

· Does the department use agency staff?

· How are staff paid?

· Are staff on fixed salaries or hourly rates?

Drug costs

· What was the change in drug usage/issues from last year?

· Have suppliers increased their prices?

· Have there been any special activities in relation to diabetes which have increased usage?

· Have diabetes drug prices increased more than other drugs in the year?

Theft

· How was the theft detected?

· Over what time period did the theft occur?

· Does the theft represent a failure in control procedures?

· What measures have been taken/ new controls introduced to prevent future occurrences?

· Has the theft been quantified?

· Have stock records been amended to reflect the loss of stock?

· What was the financial value of the theft?

(b) Describe the audit tests you would perform to show that the staff of the pharmacy department have not been underpaid.

For a sample of employees, take one month’s pay and verify the amount paid to the employee by reference to:

· Contract of employment

· Time sheets

· Tax code, tax, NI and other deductions

(c) Explain the audit procedures you would undertake in relation to the member of staff dismissed for theft

The auditor is concerned with theft or fraud in terms of its impact on the true and fair view of the accounts. The auditor should try to assess the extent of the theft, whether it is material and whether the financial impact has been accurately recorded in the accounts.

The auditor should also consider the potential implications for the controls and procedures for stock management and form a view on whether they are adequate.

Award of marks
Marks awarded pro-rata to the proportion of the above answer successfully completed. Marks will be awarded for other suitable comments

	Questions for accountant
	20

	Auditing salaries
	10

	Theft
	10

	Total
	40


Question 6

a) Describe what is meant by a qualified audit report.

If the auditor is of the opinion that the accounts give a true and fair view, he will issue an unqualified audit report. However, if the auditor does not express such an opinion, they will issue a qualified audit report.

b) List the circumstances under which an auditor might issue a qualified audit report.

An auditor will issue a qualified audit report if:

a. There is a limitation on the scope of the auditor’s examination, or

b. The auditor disagrees with the treatment or disclosure of an item in the financial statements

c) Explain three different types of qualified opinion that an auditor may chose to give.

1. Disclaimer of opinion: the auditor states that he is unable to form an opinion on whether or not the accounts give a true and fair view.

2. Adverse opinion: the auditor believes that the accounts do not give a true and fair view.

3. Except for….might: the auditor disclaims an opinion on a particular aspect of the accounts, but which is not considered to be fundamental

4. Except for:  the auditor disclaims an opinion on a particular aspect of the accounts that is material, but which is not considered to be fundamental

Award of marks
Marks awarded pro-rata to the proportion of the above answer successfully completed. Marks will be awarded for other suitable comments

	Qualified audit report
	15

	Circumstances
	10

	Types of qualification
	15

	Total
	40


Question 7

i. Audit risk

Inherent risk: the susceptibility of a balance or class of transaction to misstatement irrespective of internal controls

Control risk: the risk of material misstatements that would not be prevented or detected on a timely basis by the accounting and internal control systems.

Detection risk: the risk that the auditor fails to detect a material misstatement through their testing.

(b) System of internal control

Internal control is all the policies and procedures adopted by management to prevent fraud and error, to safeguard the assets and to promote the accuracy and completeness of accounting records. 

Normal internal control procedures include:

· Segregation of duty

· Organisation (clearly defined reporting lines)

· Authorisation

· Physical security of assets

· Supervision

· Personnel (competent and trustworthy)

· Arithmetic and accounting

Award of marks
Marks awarded pro-rata to the proportion of the above answer successfully completed. Marks will be awarded for other suitable comments

	Audit risk
	20

	Internal controls
	20

	Total
	40


EXAMINER’S COMMENTS ON JUNE 2006 PRINCIPLES OF ACCOUNTING PAPER

Overall Comments

The overall standard of scripts was very good. However, there was evidence amongst the weaker scripts of poor preparation and poor exam technique. 

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.

Specific comments on individual questions are set out below:

Question 1

This is the only compulsory question on the paper. This was the first paper in which the emphasis of Question 1 was changed from accounts preparation to interpretation and analysis of accounts, as per the briefing note issued in 2005. 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. Candidates lost marks for too brief an analysis rather than poor analysis. 

Question 2

This question required the application of breakeven analysis. Many candidates performed well and achieved high scores. The lower scores were a result of a failure to understand the need to separate fixed and variable costs. The investment in new machinery was treated in a variety of ways and credit was given for appropriate assumptions.

Question 3

This question followed the format on the specimen new format paper issued in 2005. In the light of this, it is perhaps not surprisingly that part A was well answered.  Some candidates confused their accruals and prepayments. Part b was less well answered, with many candidates failing to demonstrate that they understood the difference between a cash flow statement and a profit and loss account statement.

Question 4

This was a costing and pricing question. The numerical sections were generally completed well. The better candidates related their written answers in parts c and d to the scenario.

Question 5

This question looked at audit procedures for auditing salaries and stock. Weaker candidates failed to note that the question related to external audit and discussed internal audit issues. In particular, in part c many candidates failed to appreciate what the concerns of external auditors would be with regard to the theft, missing the potential impact on the financial statements.

Question 6

This question was concerned with qualified audit reports. It was generally not well answered, with many candidates failing to demonstrate an understanding of what a qualified audit report is.

Question 7

This question looked at audit risk. It was generally well answered. Some candidates were unclear about the meaning of inherent risk and control risk. Part b was well answered.
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