IRRV EXAMINATIONS JUNE 2007
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)

1.  Angela and Moira are in partnership selling wedding outfits. They trade using the name ‘Bells and Bows’, renting a shop unit and also selling by mail order via a web site. Their latest set of financial statements, as produced by their accountant, is set out below.

	Bells and Bows

	Profit & Loss Account for the year ended 31 March, 2007

	
	           £
	            £

	Sales
	
	569 200

	Less Cost of Sales:
	
	

	
Opening Stock
	161 569
	

	
Purchases
	  350 426
	

	
	511 995
	

	
Closing Stock
	(203 753)
	

	
	
	(308 242)

	Gross Profit
	
	  260 958

	Less Overhead Expenses:
	
	

	
Postage and Packaging
	11 413
	

	            IT and website costs
	28 678
	

	
Salaries and Wages
	23 120
	

	            Rent
	20 000
	

	
Bad Debts
	2 050
	

	
Increase in Doubtful Debt Provision 
	1 616
	

	            Other expenses
	7 311
	

	
Depreciation  
	  2 340
	

	
	
	 (96 528)

	Net Profit for the year
	
	164 430

	
	
	
	

	Appropriation:
	Angela
	Moira
	Total

	Interest on Capital
	4 200
	2 720
	6 920

	Partnership Salary:
	2 000
	1 000
	3 000

	Share of Residue:
	77 255
	77 255
	154 510

	
	83 455
	80 975
	164 430


	Bells and Bows

	Balance Sheet as at 31 March 2007

	
	           £
	           £
	           £

	Fixed Assets


	Cost
	Accumulative depreciation
	Net Book Value

	Computer
	1 255
	           635
	             620

	Shop Fixtures and Fittings
	38 280
	17 840
	20 440

	
	39 535
	18 475
	21 060

	Current Assets
	
	
	

	Stock

	
	203 753
	

	Debtors
	52 321
	
	

	Provision for doubtful debts
	  (2 616)
	
	

	
	
	49 705
	

	Bank
	
	    2 632
	

	
	
	256 090
	

	Current Liabilities
	
	
	

	Creditors
	41 550
	
	

	Accruals
	   1 031
	
	

	
	
	(42 581)
	

	
	
	
	213 509

	Net Assets
	
	
	234 569

	
	Angela
	Moira
	

	Capital Accounts
	
	
	

	
	70 000
	45 333
	115 333

	Current Accounts
	
	
	

	Opening Balance
	3 000
	          207
	

	Partnership Salary
	2 000
	1 000
	

	Interest on Capital
	4 200
	2 720
	

	Share of Residue
	  77 255
	  77 255
	

	
	86 455
	81 182
	

	Drawings
	(12 001)
	(36 400)
	

	
	74 454
	44 782
	119 236

	
	
	
	234 569


Angela and Moira have decided that they would like to move to larger premises, which they intend to buy. They have applied for a business loan of £200,000. You have been asked to analyse the financial position of the business and write a report to the loan advisor.

Required:

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

(i) Gross margin

(ii) Return on capital employed

(iii) Stock turnover

(iv) Debtors days

(v) Creditors days

(vi) Current ratio







           (30 marks)

(b) By reference to the ratios calculated in part (a) and the other information provided above, write a report analysing the partnership’s current financial position.   (35 marks)

(c) Describe what further information you would require in order to advise on whether the loan should be granted, giving reasons. (Note that you are not being asked to make a decision, only to suggest information important for such a decision).
           (15 marks)

(Total 80 marks)

SECTION B - Answer TWO questions    (70 marks each)

2.  Ashok is a self-employed electrician. He has produced his own accounts for the year ended 5th April 2007, as set out below:

	Ashok

Profit and Loss Account for the year ending 5 April, 2007

	
	       £
	        £

	Income    
	
	  28 362

	Less Cost of Sales:
	
	

	
Opening Stock
	    1 037
	

	
Purchases
	  8 673
	

	

	  9 710
	

	
Less Closing Stock
	 (1 240)
	

	

	
	(  8 470)

	Gross Profit
	
	   19 892

	Less Expenses:
	
	

	         Motor   
	  2 978
	

	         Insurance
	    2 268
	

	         Telephone
	 .180
	

	         Other expenses
	    4 020
	

	
	
	    9 446

	Net Profit for the year
	
	    10 446


	Ashok

Balance Sheet as at 5 April 2007

	
	£
	£
	£

	Fixed Assets
	Cost
	Accumulative
	Net Book

	
	
	depreciation
	Value

	            Tools and Equipment
	  3 460
	  1 230
	2 230

	            Motor vehicle
	    9 000
	  3 500
	  5 500

	
	  12 460
	  4 730
	7 730

	Current Assets
	
	
	

	            Stock
	
	    1 240
	

	            Debtors
	
	      7 890
	

	            Cash at Bank
	
	    5 964
	

	
	
	  15 094
	

	Current Liabilities
	
	
	

	            Creditors
	
	  1 856
	

	Net Current Assets
	
	
	13 238

	Total Assets less Current Liabilities
	
	
	20 968

	
	
	
	

	Capital
	
	
	

	             As at 6 April 2006
	
	
	23 263

	             Profit for the year
	
	
	  10 446

	             Less Drawings during the year
	
	
	 (12 741)

	             As at 5 April 2007
	
	
	20 968


On closer examination of Ashok’s accounts, you find that he has made the following mistakes:

(a) Business insurance for the year ended 5 July 2007 amounting to £1,200 had been paid in July 2006. The full amount of this payment had been included in expenses in the accounts for the year ended 5 April 2007.

(b) A telephone bill for the 3 months ended 5 April 2007 amounting to £80 was received on 5 May 2007. Ashok has not included this bill in the accounts for the year ended 5 April 2007.

(c) Depreciation had not been charged on fixed assets. All fixed assets should be depreciated at 25% on the reducing balance.

(d) A debtor owing £2,000 has disappeared. The debt needs to be written off in full.

(e) A purchase of stock costing £400 has not been recorded in the accounts. The supplier is still owed for the purchase

Required:

(i) Set out the journal entries needed to correct the errors in Ashok’s accounts.  

          (30 Marks)
(ii) Produce a revised balance sheet and profit and loss account which show the financial position after correcting the errors.


       (40 Marks)
 (Total 70 Marks)

3. The manager of Hightown public swimming pool is concerned that due to increased competition from private health clubs, usage is falling. She is therefore considering two alternative strategies for increasing usage.

Currently the entry charge to the pool is £4 per session. Variable cost per visitor is £1.20. Current fixed costs are calculated as follows:

Operating costs:


   £

Electricity



   850 per month

Water filtration


2,200 per month

Other maintenance


1,600 per month

Staffing



7,600 per month

Other fixed costs 


22,000 per year

The swimming pool currently has 65,000 visitors per year

Required:

(a) Calculate the annual profit currently made by the swimming pool.
           (10 marks)

(b) The manager is wondering if cutting prices will increase usage. If the entry charge is reduced to £3 per session, calculate the minimum increase in visitors needed to make the same level of profit. Comment on the viability of this price change.            (20 marks)

(c) The manager is considering an alternative strategy of keeping the entry charge at £4, but introducing sunbeds and a sauna. This will increase annual fixed costs by £10,000 and add 20 pence variable cost per visitor. 

(i) Calculate the minimum number of visitors needed to maintain the current level of profit. 
(ii) Calculate expected profit if annual visitors remain at 65,000. 
           (20 marks)

(d)
Discuss any possible limitations of your calculations above, focusing particularly on any assumptions you made.

(20 marks)

(Total 70 marks)

4.  Claire Edwards has recently qualified as an architect and intends to start her own business. She has approached you for help in preparing a cash flow forecast for the first 6 months of her business. She has provided you with the following information:

a) The business will commence on 1 July 2007 with £10,000 in the bank made up of £5,000 savings and a loan from her parents of £5,000.

b) Claire will rent a furnished office in the town centre where she lives. This will cost £400 per month, payable at the start of each month. An initial deposit of £1,000 must be paid for the office.

c) Claire is conscious that she must portray a professional image. She therefore intends to lease a BMW car from the beginning of July at a cost of £700 per month, payable on the day the lease commences.

d) General office costs (light, heat, power etc) and the car’s running costs are expected to be £300 per month.
e) Claire will initially employ a secretary at a cost of £700 per month, payable on the last day of the month. She also intends to employ an additional person to act as assistant and draughtsman, starting in September at a cost of £900 per month. Claire will herself draw £750 each month.

f) Claire intends to undertake an advertising campaign in the local paper and on local radio to launch the business. This will cost £1,000 in the first month and £500 per month thereafter, payable in the month incurred.

g) Claire has promised to start repaying the money she has borrowed from her parents starting in October, at a rate of £1,000 per month. Her parents are not charging any interest on the loan.

h) Claire has already secured some work through personal contacts. She has three jobs lined up for the first 6 months of business and she expects that this will be all she can cope with in that initial period: 
(i) Job A is ongoing design work that will earn £1,000 per month, payable on the last day of each month.
(ii) Job B is worth £10,000. 50% is payable when the initial drafts are submitted in August and the balance is payable when the job is completed in November. Claire expects the client to pay the month after each invoice is submitted.
(iii) Job C is a major design project worth £16,000. Claire will start the job in July and expects to complete late December. The client will pay immediately on completion of the job. 

Required:

(a) Construct a cash flow budget for the first 6 months of Claire Edwards’ business, showing clearly the cash balance at the end of each month.
         
           (50 marks)
(b) Write notes advising Claire on what changes she might make to her business plans in order to improve her cash flow.




           (20 marks)

(Total 70 marks)

SECTION C: Answer TWO questions (40 marks each)

5.  P Triggs Electricals Ltd is a family owned business that sells high quality HiFi and home cinema equipment. The business was started 25 years ago by Peter, who is now semi-retired. Peter leaves the day to day running of the business to the managing director, Andy Smith. The company is not legally required to have an audit, as it’s sales revenue is below the audit threshold. However, Peter is concerned that he no longer knows what is happening in the business and wonders if it would be in his interest to have the accounts audited.


Required:

(a) Explain the purpose of an audit and what an audit involves. 
            (10 marks)
(b) Outline the potential benefits of an audit. 



            (10 marks)
(c) Outline the potential disadvantages of an audit.


            (10 marks)
(d) Distinguish between internal and external audit.


            (10 marks)

(Total 40 marks)

6.   Explain EACH of the following audit techniques, giving examples:

(a) 
Compliance testing






            (15 marks)
(b) Substantive testing






            (15 marks)
(c) Analytical review






            (10 marks)

(Total 40 marks)

7.  (a) Describe TWO different ways of obtaining evidence regarding a trade debtor of £25,000.







            (10 marks)

(b) Describe TWO different ways of obtaining evidence regarding a year-end stock balance of £150,000.






            (10 marks)

(c)
Explain the concept of materiality and how it relates to auditing.
            (20 marks)

(Total 40 marks)
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Examiners Report

Overall Comments

The overall standard of scripts was very good. The pass rate was 97%. The average mark was 193/300 (64%) which is in line with the December 2006 average. There was clear evidence that candidates were well prepared for the examination. 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. There was some confusion between current ratio and gearing ratio. 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 errors in a set of accounts. Candidates were required to set out correcting journal entries and then restate the financial statements. Some candidates were unclear as to how to set out the journal entries, but most showed a good appreciation of the impact of the errors. The corrected financial statements were well presented.

Question 3

This question required the evaluation of alternative pricing strategies for a public swimming pool using cost volume profit analysis. The question was popular, being chosen by almost all candidates and was generally answered very well. Candidates showed a good understanding of the practical application of this technique.

Question 4

This question required candidates to prepare a cash flow forecast for the first 6 months of a new business and to make recommendations as to how business plans could be changed to improve the cash forecast. This was the least popular option question, but was answered well by candidates who attempted it. Those who were able to construct a cash flow format scored high marks.

Question 5

This question focused on the purpose of audit and the difference between internal and external audit. Candidates had clearly studies the December 2006 paper as the difference between internal; and external audit was explained well. Candidates were less certain of the benefits and disadvantages of audit.

Question 6

This question covered different types of audit test. Candidates were strong on compliance and substantive testing (although some got the two confused) but were less certain about analytical review.

Question 7

This question was concerned with audit evidence and materiality. The section on materiality and its relevance to auditing was not answered well

Suggested Solutions

Question 1

(a) Ratios

	
	
	

	Gross margin (GP/sales)
	45.8%
	

	ROCE (Net Pr/Capital)
	70.1%
	

	Stock turnover (av stock/COS)
	216 days  
	

	Debtors days (TDr/sales)
	34 days
	

	Creditors days (TCr/Purchases)
	43 days
	

	Current ratio
	6:1
	

	
	
	


Alternative answers are possible for some of these calculations if slightly different formulae are used. Full credit will be given for correct calculations if the formula being used is clearly stated.

(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.

(c) Further information

Candidates should demonstrate an awareness of the limitations of their analysis and other information that would be useful.

SECTION B - Answer TWO questions (70 marks each)

Question 2

(a) Journal Entries


£
£

Dr: Prepayments
300

Cr: Insurance expense

300

Being prepayment on insurance

Dr: Telephone expense
80

Cr: Accruals

80

Being accrued telephone expense

Dr: Depreciation expense
1,933

Cr: Fixed assets (accumulated depreciation)

1,933

Being depreciation for the year on fixed assets

Dr: Bad debt expense
2,000

Cr: Trade debtors

2,000

Being the write-off of bad debts

Dr: Purchases
400

Cr: Trade creditors

400

Being the inclusion of a previously omitted purchase

(b) Restated Accounts

	Ashok

Profit and Loss Account for the year ending 5 April, 2007

	
	       £
	        £

	Income    
	
	  28 362

	Less Cost of Sales:
	
	

	
Opening Stock
	    1 037
	

	
Purchases
	  9 073
	

	

	  10 110
	

	
Less Closing Stock
	 (1 240)
	

	

	
	(  8 870)

	Gross Profit
	
	   19 492

	Less Expenses:
	
	

	         Motor   
	  2 978
	

	         Insurance
	    1 968
	

	         Telephone
	 .260
	

	         Depreciation
	1 933
	

	         Bad debts
	2 000
	

	         Other expenses
	    4 020
	

	
	
	    13 159

	Net Profit for the year
	
	    6 333


	Ashok

Balance Sheet as at 5 April 2007

	
	£
	£
	£

	Fixed Assets
	Cost
	Acc Depn
	NBV

	            Tools and Equipment
	  3 460
	  1 788
	1 672

	            Motor vehicle
	    9 000
	  4 875
	  4 125

	
	  12 460
	  6 663
	5 797

	Current Assets
	
	
	

	            Stock
	
	    1 240
	

	            Debtors
	
	      5 890
	

	            Prepayment
	
	 .300
	

	            Cash at Bank
	
	    5 964
	

	
	
	  13 394
	

	Current Liabilities
	
	
	

	            Creditors
	
	  2 256
	

	            Accruals
	
	   .  80
	

	
	
	2 336
	

	Net Current Assets
	
	
	11 058

	Total Assets less Current Liabilities
	
	
	16 855

	
	
	
	

	Capital
	
	
	

	             As at 6 April 2006
	
	
	23 263

	             Profit for the year
	
	
	  6 333

	             Less Drawings during the year
	
	
	 (12 741)

	             As at 5 April 2007
	
	
	16 855


Question 3

(d) Calculate the annual profit currently made by the swimming pool.

Contribution = 65,000 x (4 – 1.20) = 

 182,000

FC operational = 12,250 x 12


(147,000)

FC annual




(  22,000)
Annual profit




    13,000
(e) If the entry charge is reduced to £3 per session, calculate the minimum increase in visitors needed to make the same level of profit. Comment on the viability of this price change. 

Visitors needed = £182,000/(£3 - £1.20) = 101,111

This is an increase of 36,111 visitors or 55.6% on the existing level of usage. This is a substantial increase that is unlikely to be achieved by simply cutting the entry charge by £1. If this increase\in usage is not achieved, profits will fall. 

Breakeven visitors at £3 will be £169,000/£1.80 = 93,889 visitors which is an increase of 28,889 visitors or 44% on existing usage. The price cut is therefore likely to result in a substantial financial loss.

(f) The manager is considering an alternative strategy of keeping the entry charge at £4, but introducing sunbeds and a sauna. This will increase annual fixed costs by £10,000 and add 20 pence variable cost per visitor. 

I. Calculate the minimum number of visitors needed to maintain the current level of profit. 

Minimum visitors = £182,000 + £10,000/(£4 – 1.40) = 73,846 visitors

II. Calculate expected profit if annual visitors remain at 65,000.

Contribution = 65,000 x £2.60 = 


 169,000

FC = 169,000 + 10,000



(179,000)
Loss






(  10,000)
(d)
Discuss any possible limitations of your calculations above, focusing particularly on any assumptions you made.

Marks will be awarded for suitable reflective comments concerning assumptions and calculations.

Question 4

a) Six month cash flow forecast
	
	July
	Aug
	Sept
	Oct
	Nov
	Dec

	Receipts
	
	
	
	
	
	

	Debtors
	1,000
	1,000
	6,000
	1,000
	1,000
	22,000

	Payments
	
	
	
	
	
	

	Wages
	700
	700
	1,600
	1,600
	1,600
	1,600

	Drawings
	750
	750
	750
	750
	750
	750

	Rent
	1,400
	400
	400
	400
	400
	400

	Advertising
	1,000
	500
	500
	500
	500
	500

	General
	300
	300
	300
	300
	300
	300

	BMW
	700
	700
	700
	700
	700
	700

	loan
	0
	0
	0
	1,000
	1,000
	1,000

	
	4,850
	3,350
	4,250
	5,250
	5,250
	5,250

	Net mvts
	(3,850)
	(2,350)
	1,750
	(4,250)
	(4,250)
	16,750

	
	
	
	
	
	
	

	Bal b/f
	10,000
	6,150
	3,800
	5,550
	1,300
	(2,950)

	Bal c/f
	6,150
	3,800
	5,550
	1,300
	(2,950)
	13,800

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	W1: Debtors
	
	
	
	
	

	
	July
	Aug
	Sept
	Oct
	Nov
	Dec

	Job A
	1,000
	1,000
	1,000
	1,000
	1,000
	1,000

	Job B
	
	
	5,000
	
	
	5,000

	Job C
	
	
	
	
	
	16,000

	Receipts
	1,000
	1,000
	6,000
	1,000
	1,000
	22,000


b)
Write notes advising Claire on what changes she might make to her business plans in order to improve her cash flow.

A high scoring answer will address the following issues:

· The potential overdraft in November needs to be addressed. Either the business plans need to change or arrangements need to be made in advance for an overdraft facility or a short-term business loan.

· The high net cash outflow in July could be changed. Could this be reduced by smoothing some payments over a longer period, or delaying some payments

· Could Claire agree a later/longer repayment period with her parents

· Could Claire get some instalment payments on Job C to bring cash receipts forward?

· Is the large initial advertising campaign necessary if work is already lined up for the first six months? Could this be delayed?

SECTION C: Answer TWO questions (40 marks each)

Question 5

a) Explain the purpose of an audit and what an audit involves

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. 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.

b) Outline the potential benefits of an audit

a. Independent report for Peter. 

b. Other stakeholders may be more confident in the accounts

c. Identify weaknesses in internal controls

d. Auditor may act as a deterrent to fraud 

c) Outline the potential disadvantages of an audit

· Cost of audit fee

· Cost of management/staff time

· Audit report may be qualified, which could reduce confidence in accounts

· There are better ways of improving internal controls

· The audit will not necessarily reveal fraud

d) Distinguish 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

Compliance Tests

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

Examples:

Ensuring purchase invoices have been signed as authorised before payment by an approved person.

Ensuring credit limits have not been exceeded on debtors’ accounts on the sales ledger.

Substantive Test

These tests involve actually vouching items recorded in the accounting records.

Examples:

Circulating debtors to confirm sales ledger balances.

Physically inspecting fixed assets recorded in the asset register.

Analytical review

This involves reviewing the accounts for any unusual figures or movements in figures which might suggest errors or suspect entries. This usually involves the calculation of ratios and trend analysis.

Examples:

Compare profit margins with previous years.

Compare debtors turnover with previous years.

Question 7

a)
Describe TWO different ways of obtaining evidence regarding a trade debtor of £12,000.

· Circulate the debtor to get third party confirmation

· Trace the debtor balance to supporting invoices, despatch notes and order forms.

b)
Describe TWO different ways of obtaining evidence regarding a year end stock balance of £150,000

· Physically inspect and count the stock

· Trace prices and quantities back to purchase invoices

c)
Explain the concept of materiality and how it relates to auditing.

Materiality refers to the relative importance of information in the financial statements. For something to be material it must be of interest to those who make use of the financial statements.

Materiality is important in auditing as it is unusual for accounts to be 100%. Auditors only concern themselves with errors or omissions if they individually or collectively become material. Auditors must give an opinion as to whether financial statements give a true and fair view. It is possible for accounts to be true and fair, even if they have some small errors, as long as these are not material.
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