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PRINCIPLES OF ACCOUNTING
Thursday 6th December 2007
9.25 am – 12.30 pm (incl. 5 mins. for reading)

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)

1.
The following information has been extracted from the financial statements of Tuckwell Trading Limited, a large national retailer of business stationery and office equipment. 

	Profit and Loss Account for the year ending 30 September

	
	2007
 £ 000
	2006
 £ 000
	2005
 £ 000

	Turnover
	99 722
	67 330
	23 030

	Cost of sales
	(71 064)
	(44 851)
	(13 130)

	
	28 658
	22 479
	  9 900

	Administrative expenses
	(10 421)
	  (9 056)
	  (2 030)

	Distribution costs
	(12 346)
	  (4 623)
	  (1 020)

	Operating profit
	  5 891
	  8 800
	  6 850

	Interest payable and similar expenses
	 (5 200)
	  (2 350)
	      (90)

	Interest receivable and similar income
	    100
	    120
	    150

	Profit before Taxation
	    791
	  6 570
	  6 910

	Taxation
	   (500)
	  (2 000)
	  (3 000)

	Profit after Taxation
	   291
	  4 570
	  3 910

	Dividends paid and proposed
	(3 600)
	  (3 600)
	  (4 350)

	Retained (Loss)/Profit for the year
	(3 309)
	     970
	     (440)


	Balance Sheet as at 30 September

	
	2007
 £ 000
	2006
 £ 000
	2005
 £ 000

	Fixed Assets
	
	
	

	Plant and Machinery:
	
	
	

	  Cost
	48 788
	17 890
	18 500

	  Accumulated Depreciation
	(15 482)
	(10 700)
	(9 750)

	
	33 306
	  7 190
	8 750

	Current Assets
	
	
	

	Stock
	30 500
	12 500
	6 500

	Debtors
	42 700
	24 900
	8 830

	Bank
	           .
	           .
	650

	
	73 200
	37 400
	15 980

	Current Liabilities
	
	
	

	Bank Overdraft
	68 850
	16 890
	

	Creditors
	26 155
	11 890
	9 390

	Taxation
	1 000
	2 000
	3 000

	Ordinary dividends
	2 250
	2 250
	2 750

	
	98 255
	33 030
	15 140

	Long term liabilities
	
	
	

	15% debentures
	1 000
	1 000
	500

	
	
	
	

	
	7 251
	10 560
	9 090

	Share Capital
	
	
	

	Ordinary Shares of £1 each
	6 000
	 6 000
	  5 500

	10% Preference Shares of £1 each
	1 000
	 1 000
	  1 000

	
	7 000
	7 000
	  6 500

	Profit & Loss Account
	   251
	  3 560
	  2 590

	
	7 251
	10 560
	9 090


(a) Using financial ratios where appropriate, write a report which analyses the recent performance of the business in the following areas:

(i) Sales growth and profitability

(ii) Working capital management (current assets and current liabilities)

(iii) Financing of business growth, including gearing

Note: Credit will be given for the calculation and discussing of appropriate ratios. All workings should be shown.

(60 marks)

(b) The information given above does not include a cash flow statement. Explain what additional information a cash flow statement would provide and how this might add to your analysis.

(20 marks)

(Total 80 marks)

SECTION B - Answer TWO questions (70 marks each)

2.
The Local Government Finance Act 1992 introduced a formal statutory requirement for local authorities to prepare a budget.

(a) Describe the six main purposes of budgeting and how they might benefit an organisation.

(50 Marks)

(b) Explain what is meant by:

(i) A fixed budget

(ii) A flexible budget

(iii) An incremental budget

(iv) Zero based budgeting

(20 Marks)

3.
Pratt, Blunder and Co. is a firm of management consultants trading as a partnership. Unfortunately the firm’s accountant has been ill and therefore the senior partner, Mr Pratt has attempted to write up the accounts himself. He has got as far as drawing up the trial balance, but is dismayed that it does not balance. He has asked for your help.

On investigation you discover the following errors:

1. A receipt of £2,000 from a debtor was credited to the bank account and credited to the debtor’s account (Western Ltd)

2. Wages paid of £4,650 were credited to the wages account and debited to the bank account.

3. A cheque for £12,000 from Red Circle plc was credited to the account of Blue Square plc.

4. New office equipment costing £1,900 was posted to the stationery account.

5. Drawings by Mr Blunder of £30,000 were posted to the wages account.

6. Travel expenses of £258 were posted to the correct accounts, but entered as £285.

7. A refund from a supplier of £300 was debited to the bank account, but no credit entry was made.

(a) Explain the following types of error, providing an example of each:

(i) Error of omission

(ii) Error of principle

(iii) Error of commission

(15 Marks)

(b) Prepare the journal entries required to correct the seven errors set out above.

(55 Marks)

4.
Newtown City Council is replacing flat roofs on some of its properties. The work is being undertaken by a contractor, AB Roofing Ltd. 

A typical replacement job takes three to four days to complete, and AB Roofing Ltd usually has several jobs running at the same time. Operating figures for October 2007 were as follows:

	Direct materials consumed
	£38,300

	Direct Wages
	£28,000

	Overhead production costs
	£17,500

	Direct labour hours worked
	3,500

	Machine hours operated
	750


Job 154A, the reroofing of a school classroom, consumed £12,300 of materials, and involved 600 hours of direct labour and 150 machine hours.

AB Roofing Ltd sets the overall price of a job by adding a mark-up of 30% to the total production cost to cover other non-production expenses and to include a profit.

(a) Calculate the total price for Job 154A if overheads are absorbed on the basis of direct labour hours.

(20 marks)

(b) Calculate the total price for Job 154A if overheads are absorbed on the basis of machine hours.

(20 marks)

(c) Explain two other possible pricing methods which the company could use, setting out their comparative advantages or disadvantages.

(30 marks)

SECTION C: Answer TWO questions (40 marks each)

5.
Westborough City Council runs a cash office in its busy city centre premises. The cash office, amongst other responsibilities handles payments of Council Tax, Housing Rent, parking permits and taxi licences. Payments are received either through the post or in person at the counter.

Describe the internal controls you would recommend in order to safeguard against fraud, theft or other loss in relation to the payments received by the cash office.

6.
A systems based audit involves examining a system's procedures and internal controls rather than the results or output of the system.
Using the KARVE mnemonic (knowledge, ascertain, record, validate, evaluate), describe suitable systems based audit procedures for a purchase ledger system.

7.
Describe how you would obtain audit evidence to verify the following items in a set of financial statements for a hospital. In each case, explain whether your evidence is supporting compliance or substantive testing.

a) An addition to fixed assets of £500,000 for new x-ray equipment.

b) Staff salaries paid of £6 million.

c) Trade creditors of £12 million.

d) A bad debt provision against an outstanding debt of £120,000.

PRINCIPLES OF ACCOUNTING

DECEMBER 2007

EXAMINER’S COMMENTS

Overall Comments

The overall standard of scripts was good, with some candidates obviously having prepared well for the exam. The pass rate was 80%. The average mark was 175/300 (58%) which is slightly lower than the previous 2 sittings, but belies some very high marks at the top end. 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. Most reports were well written, with clear structure, methodical analysis and appropriate conclusions. Good choice and use of ratios suggested a sound understanding of what particular ratios reveal about the business. A systematic mistake found throughout many scripts was the omission of retained profit from shareholders’ funds. This affected the calculation of Return on Capital Employed (ROCE) and the gearing ratio. Candidates should note that shareholders’ funds consists of share capital AND any reserves, including the retained balance from the profit and loss account. Part b of the question elicited some poor answers, with several candidates confusing a cash flow statement with a cash flow forecast.

Question 2

This was a written question on the purpose of budgeting and different types of budget. Part (a) was very well answered, with candidates demonstrating good practical knowledge of the purpose and role of budgeting within an organisation. There was some confusion in part (b) between flexible budgets and budget virement. 

Question 3

This question required candidates to distinguish between different types of book keeping error and to produce journal entries to correct errors in a set of accounts. Few candidates attempted this question and those who did struggled with the adjustments. Although correct accounts and amounts were identified, there was clearly confusion over whether accounts needed to be debited or credited. 

Question 4

This was the most popular option question from Section B. It was also answered well by the majority of candidates. Parts (a) and (b) required candidates to establish a price for a job using two different methods of allocating overhead costs. It was pleasing to see that these calculations were approached in a systematic way, with workings clearly set out. Part (c), which concerned other pricing methods, elicited some excellent answers, with candidates demonstrating a grasp of both theoretical and practical aspects of pricing. 

Question 5

This question required candidates to describe appropriate internal controls for a cash office. The question was well answered. The stronger answers were based around the mnemonic of SOAPSPAM, elaborating these principles with practical examples clearly relevant to a cash office.

Question 6

This question covered system audits. It was attempted by only a small number of candidates, but was well answered in all cases, with clear and relevant examples.  

Question 7

This question was concerned with audit testing. Candidates were able to identify appropriate audit tests for the different accounting figures in the question. However, there was still some confusion between compliance testing and substantive testing, despite this being a topic that is frequently examined.
December 2007 EXAM PAPER – ANSWERS

Question 1

Sales growth and profitability

	
	2007
	2006
	2005

	Growth in turnover
	48%
	192%
	

	Growth in operating profit
	-33%
	28%
	

	Gross profit margin
	29%
	33%
	43%

	Operating profit margin
	6%
	13%
	30%


Working capital management

	
	2007
	2006
	2005

	Current ratio
	0.75
	1.13
	1.06

	Quick ratio
	0.43
	0.75
	0.63

	Stock turnover
	156 days
	102 days
	181 days

	Debtors turnover
	156 days
	135 days
	140 days

	Creditors turnover
	134 days
	97 days
	261 days


Financing and Gearing

	
	2007
	2006
	2005

	Gearing ratio (excluding O/D)
	12%
	9%
	5%

	Gearing ratio (including O/D)
	91%
	63%
	5%


b) Cash flow

Good answers will describe the information included in a cash flow statement and explain how it adds to the above analysis.

SECTION B - Answer TWO questions (70 marks each)

Question 2

a) The main purposes of budgeting are usually described as being to:

1. Plan

2. Coordinate

3. Communicate

4. Motivate

5. Control

6. Evaluate

b) Approaches to budgeting:

FIXED BUDGET

Budget is set and the organisation compares actual results with the original budget, regardless of any changes in level of activity

FLEXIBLE BUDGET

Amend (flex) the original budget to allow for any differences between the actual level of activity and the budgeted level.

INCREMENTAL BUGETING

Based on previous year with changes where  necessary.

ZERO-BASED BUDGETING (ZBB)

All budgets must be justified in relation to aims/targets etc.

Question 3

a) Types of accounting error: (5 marks for each explanation)

1. Errors of Omission


This occurs where a transaction is completely omitted.  An example is the payment of an invoice for £300 to a creditor where it is not entered in the Creditor’s personal account or the cash book.  The trial balance will still balance.

2. Errors of Principle


This occurs where a transaction is entered in the wrong class of account.  An example is the purchase of a fixed asset (e.g. a vehicle) being debited to an expenses account such as vehicle expenses account.

3. Errors of Commission


This occurs where the correct amount is entered on both sides of the transaction but in the wrong person’s account.  An example is the sale of goods worth £180 to Fred Smith being entered in the account of Fred Jones.  The correct class of account has been used, but it is the wrong personal account.  Fred Smith will continue to be chased for the amount owing until the error is rectified.

b) Journal entries to correct errors

   £

   £

1.
DR: Bank account



4,000

CR: suspense account




4,000

2.
DR: Wages account



9,300

CR: Bank account





9,300

3.
DR: Blue Square



12,000


CR: Red Circle





12,000


4.
DR: Office Equipment 


1,900


CR: Stationery






1,900

5.
DR: Mr Blunder drawings


30,000


CR: Wages






30,000


6.
DR: bank




285


CR: Travel expenses





285


DR: Travel expenses



258


CR: Bank






258

7.
DR: Suspense account


300


CR: purchases





300

Question 4
	a &b
	
	
	Dir Labour
	
	Machine

	
	
	
	hours
	
	hours

	
	
	
	£
	
	£

	
	Materials
	
	   12,300 
	
	   12,300 

	
	Direct Labour
	£28,000/3,500x600
	     4,800 
	
	    4,800 

	
	Overheads
	W1 below
	     3,000 
	
	    3,500 

	
	Total production cost
	
	   20,100 
	
	  20,600 

	
	Mark-up
	30%
	     6,030 
	
	    6,180 

	
	Selling price
	
	   26,130 
	
	  26,780 

	
	
	
	
	
	

	
	W1: Overheads
	
	
	
	

	
	Labour hour
	
	
	
	

	
	£17,500/3,500 x 600
	
	     3,000 
	
	

	
	Machine hours
	
	
	
	

	
	£17,500/750 x 150
	
	     3,500 
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	c
	The candidate could offer a variety of alternatives including:
	

	
	total cost plus
	
	
	
	

	
	labour cost plus etc
	
	
	
	

	
	marginal cost plus
	
	
	
	

	
	penetration pricing - low price
	
	
	

	
	price skimming - high price
	
	
	

	
	premium pricing - high price
	
	
	

	
	market price - going rate
	
	
	


SECTION C: Answer TWO questions (40 marks each)

Question 5

Appropriate controls should be described, within the categories set out in SOAPSPAM:

Segregation of duties

This is the most important to remember and consists of the segregation of authorisation, execution, custody and recording functions. Its presence reduces the chance of undetected errors or fraud. Its concept is that no person should be responsible for the recording and processing of a complete transaction. By the involvement of more than one person, the risk of intentional manipulation and accidental error is reduced. Examples of segregated duties include authorisation, execution, custody, recording, cash handling and data processing.
Organisation controls

This consists of the definition of the structure specifying the responsibility and accountability of the organisation, for example, detailing the supervisory responsibilities which exist within the organisational structure. An organisation should have a plan which should define and allocate responsibilities, identify lines of reporting and specify the delegation of authority and responsibility.

Authority and approval

This consists of the approval and authorisation of transactions by responsible persons. All transactions must require authorisation by an appropriate person and limits to approvals should be specified. For example, all purchase orders in the Buying Department may be approved by the manager up to a limit of £500. Higher amounts must be approved by a director.

Personnel

Staff must have adequate facilities for carrying out their duties. Procedures should be designed to ensure that personnel operating a system are properly selected and trained to carry out the tasks assigned to them.

Supervision

All actions by staff should be supervised. Responsibilities for supervision should be clearly laid down and communicated to the staff being supervised.

Physical controls

This consists of the physical security over custody of such items as pre-signed cheques and, more simply, making sure that such assets as computer equipment are restricted to authorised personnel only.

Accounting controls

These are the controls in the recording function which check that transactions have been authorised, that they are all included and that they are correctly recorded and accurately processed. This consists of the maintenance and reconciliation of control accounts, check totals, reconciliations and sequence checks.

Management controls

The management with the organisation should review the adequacy and effectiveness of internal control systems. They will exercise controls which are outside and over and above the day to day routine of the system. They include overall supervisory controls, review of management account, budgetary comparisons, use of internal audit and other review procedures.

Question 6

Knowledge

It is important to bring knowledge to an audit before the work is actually started. This will be derived from:

· systems descriptions contained in working papers;

· the auditor's knowledge from previous audits.

This knowledge must be brought to bear on the audit during the initial planning of the audit.

Ascertain

The workings of the system must be ascertained, either from existing knowledge or by discussions with staff operating the system. This is achieved by:

· interviews;

· system specifications;

· work practice notes.

Record

Once an understanding of the system is achieved, it must be recorded, or the existing records enhanced. Flowcharts are used to help achieve this. A good mnemonic to remember is SAE sufficient audit evidence. By recording efficiently and effectively, this will result in sufficient audit evidence to arrive at an understanding of a system.

Validate

It is important to validate that a system operates as described above before applying tests on it. A system that is not understood and documented correctly will result in a misguided audit approach. Validation is achieved partly by discussion, and partly by using a walk-through.

A walk-through is literally what its name implies - a walk through the system. It is not part of the audit testing, but it validates that the documentation and flowcharts are accurate.

A walk-through follows a transaction through all parts of the system from initiation to completion. The walk-through will follow an individual transaction by observing and inspecting the accounting procedures and the internal controls operating on that individual transaction throughout the system. The walk-through serves to validate that the system is functioning as described.

Example of a walk-through

A good example of a walk-through is to follow a purchase requisition at the stages of:

· purchase order

· receipt of goods

· receipt of invoice

· matching of invoice with goods received documentation

· payment of invoice

· charging of expenditure to general ledger.

The walk-through will follow the flow of information and acting of internal controls on the individual transaction.

Evaluation

Once a system is understood, it can be subjected to a preliminary evaluation of whether it is likely to be reliable and likely to contain the required procedures and internal controls. This can be achieved by using internal control questionnaires (ICQ's) and lists of important expected controls, known as key controls. From this evaluation, a view of which internal controls are important should emerge, and this will form the basis for a programme of tests to be performed on the system.

Question 7

e) An addition to fixed assets of £500,000 for new x-ray equipment.


Sight of asset


Sight of invoice, purchase order

f) Staff salaries paid of £6 million.


testing of payroll system


recalculate salaries of sample

g) Trade creditors of £12 million.

Circulate creditors

Sight of purchase invoices/payments

h) A bad debt provision against an outstanding debt of £120,000.


Aged debtors report – check to invoices
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