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INSTITUTE OF REVENUES
RATING & VALUATION





PRINCIPLES OF ACCOUNTING

Thursday 4th December 2008

9.25 am – 12.40 pm (incl. 15 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)

Question 1

Softile plc manufactures and supplies carpeting and other flooring materials for offices and public buildings. The company has submitted a tender to supply floor coverings for a refurbishment of all public building flooring for a local authority. You have been asked to evaluate the financial standing of the company as part of the tender evaluation process. Set out below are the latest financial statements for Softile plc:

	BALANCE SHEET
	2007
	2006

	
	£’000
	£’000

	Non current assets
	
	

	
	Property
	100
	100

	
	Plant and equipment
	  70
	  66

	
	
	170
	166

	Current assets
	
	

	
	Inventories
	52
	50

	
	Trade receivables
	60
	53

	
	Cash and cash equivalents
	    6
	    3

	
	
	118
	106

	Current liabilities
	
	

	
	Loans and borrowings
	8
	12

	
	Current tax liability
	6
	4

	
	Trade payables
	74
	64

	
	
	88
	80

	
	
	
	

	Net current assets
	30
	26

	
	
	

	Non current liabilities:
	
	

	
	Loans and borrowings
	 70
	 75

	
	
	
	

	Net assets
	130
	117

	
	
	
	

	Equity
	
	

	
	Share capital
	38
	38

	
	Retained Earnings
	  92
	  79

	
	
	130
	117


	INCOME STATEMENT
	2007
	2006

	
	£’000
	£’000

	Revenue
	312
	224

	Operating costs
	286
	212

	Operating profit
	26
	12

	Net financing costs
	    4
	    2

	Profit before tax
	22
	10

	Taxation
	    7
	    3

	Profit after tax
	  15
	    7


Required:

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

(i) Operating profit margin

(ii) Return on capital employed (ROCE)

(iii) Current ratio

(iv) Quick ratio (Acid test)

(v) Gearing ratio

(30 marks)

(b) Write a memorandum to the tender evaluation committee commenting on the financial position and performance of Softile plc during the period covered by the financial statements. You should refer to the ratios you have calculated for part (a).

(30 marks)

(c) For each of the financial ratios set out in part (a) identify and explain a business factor that might cause that ratio’s value to change. Your answer does not need to relate to the financial statements of Softile plc

(20 marks)

(Total 80 marks)

SECTION B: Answer TWO Questions (70 marks)

Question 2

(a) Explain the difference between revenue expenditure and capital expenditure and why such a distinction is made when preparing accounts.

(20 Marks)

(b) Explain why depreciation is charged against fixed assets (non-current assets).

(20 Marks)

(c) On 1st January 2008 Janice bought new equipment costing £20,000 and a new car costing £12,000 for her business. Her depreciation policy is as follows:

Equipment: 
Straight line over 5 years

Vehicles:
Reducing balance at 30%

Required:

Calculate the net book value of Janice’s fixed assets as at:

(i) 31st December 2008

(ii) 31st December 2009

(30 Marks)

 (Total 70 Marks)

Question 3

Westshire Police Authority operates a head office and three regional operating centres: South, East and North. The estimates of the costs and revenues for each area for the next accounting period are as follows:



South

East

North
Total



£’000 

£’000
 
£’000 
£’000

Revenues

900

1,000

900
2,800

Variable operating expenses

400

450

500
1,350



500

550

400
1,450

Fixed costs:

Police officers
80

100

120

Community support officers
40

60

80

Administrative staff
50

50

50

Fixed operating expenses
50

60

80


220

270

330
Head office expenses:
Administrative staff

80

90

90

Operating expenses

   32

  36

   36

Total Costs

332

396

456
1,184
Net surplus / (Deficit)

168

154

(56)
   266

The North regional operating centre is expected to produce a deficit of £56,000 for the accounting period. As a consequence, the authority is considering closing this centre and transferring operations to the other two centres and head office.

If a regional centre is closed, the revenue funding allocated for that centre will be lost. All variable operating expenses for the centre will be eliminated. Fixed operating expenses will be reduced to 10% of their previous cost and transferred to head office. Police officer and community support officer costs will be transferred to the other regional centres in equal proportions and administration staff costs will be removed through voluntary severance.

All of the head office expenses are common and unavoidable to all alternatives, and have been apportioned to regional centres on the basis of revenue value.

Required:

Set out a revised budget for the next accounting period that shows the expected revenues and costs if the North regional operating centre is closed. (You can ignore any costs that might be incurred in achieving the restructuring.) Comment on the financial viability of the proposed closure.

(Total 70 marks)

Question 4
A friend recently set up his own business as a home energy efficiency advisor. He has attempted to write up the accounts of his first year in business himself. He has got as far as drawing up the trial balance, but has found that it does not balance. He has asked for your help.

On investigation you discover the following errors:

1. A receipt of £3,000 from a client was credited to the bank account and credited to the debtor’s account (Figgis Ltd)

2. A refund to a client of £500 was credited to the bank account, but no debit entry was made.

3. Wages paid of £2,150 were credited to the wages account and debited to the bank account.

4. A cheque for £1,000 from R.J. Smith Ltd was credited to the account of T.B. Smythe Ltd.

5. Travel expenses of £590 were entered into the correct accounts, but entered as £950.

6. New office equipment costing £500 was entered into the stationery account.

7. Drawings of £25,000 were entered into the wages account.

Required:

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

(50 Marks)

(b) Explain each of the following accounting principles, giving examples:

(i) Going concern

(ii) Prudence

(iii) Historic cost

(iv) Duality

(20 marks)

(Total 70 Marks)

SECTION C: Answer TWO Questions (40 marks)
Question 5

International Standard on Auditing (ISA) 315 identifies information systems as one of the five components on internal control

Required:

Give practical examples of how the principles of internal control (e.g. SOAPSPAM) might be applied to a computer based information system.

(Total 40 marks)

Question 6

Distinguish and explain the roles of internal and external auditors.

(Total 40 marks)

Question 7

As most organisations now run their accounting systems on computers, the use of computer aided audit techniques (CAATs) has become an important part of the audit process. There are two main types of CAAT: Test data (compliance testing) and Audit software (substantive testing).

Required:

Briefly explain how an auditor might use each of the two CAATs of Test data and Audit software.

(Total 40 marks)

PRINCIPLES OF ACCOUNTING

December 2008

EXAMINER’S COMMENTS

Overall Comments

The overall performance was encouraging. Most candidates demonstrated a good understanding of the syllabus and achieved a solid pass mark. However, there was a strong bias towards written questions and performance in some of the key computational area of the syllabus, such as the calculation and interpretation of financial ratios, could have been better.

Question 1

This question involved calculating ratios and writing a report analysing a set of accounts. Given that the question is compulsory and a regular feature of the exam, it was disappointing that many candidates had clearly not adequately learned ratio formulae. Some answers demonstrated a very poor understanding of what ratios were intended to measure and how they should be calculated.

Question 2

This question focused on the distinction between capital expenditure and revenue expenditure and how each should be treated in financial statements. The question was answered well, with clear demonstrations of a good grasp of both principles and application.

Question 3

This was a practical question, requiring the application of management accounting principles to an important decision-making scenario. The question was not popular, being attempted by only 20% of candidates. Those candidates who did attempt the question did so in a systematic and appropriate way, demonstrating a good understanding of what was required.

Question 4

This question required journal adjustments to correct a set of erroneous accounts. Performance was extremely varied. Some candidates produced an excellent set of journal adjustments. Others demonstrated a very poor grasp of double entry principles. Common errors were: attempting one-sided journal entries (i.e. a debit entry without a corresponding credit), and journal entries with two postings to the same side (i.e. two debits rather than a debit and a credit). Such candidates need to remind themselves of the role of the suspense account.

Question 5

This question required the application of the principles of internal control to a computer based information system. All candidates demonstrated good knowledge of internal control principles, but several failed to relate their answers specifically to a computer-based system. 

Question 6

This question required candidates to distinguish the roles of internal and external auditors. It was very well answered, with many candidates providing detailed and insightful comments.

Question 7

This question was concerned with the two main approaches to auditing computer systems. It was the least popular option question, which is disappointing considering the importance of computers within the accounting environment and the (resulting) prominence of this topic on the examination syllabus. Had candidates looked more closely at the question they might have seen that it was really about the difference between compliance and substantive testing, a topic that has frequently been examined in the past.
December 2008 POA EXAM PAPER – SUGGESTED SOLUTIONS

Question 1

a) Ratios

	
	2007
	2006

	(i)   Operating profit margin
	8.33%
	5.36%

	(ii)   Return on capital employed (ROCE)
	13.0%
	6.25%

	(iii)   Current ratio
	1.34
	1.33

	(iv)   Quick ratio
	0.75
	0.70

	(v)   Gearing ratio
	35%
	39%


b) Commentary

A wide range of comments can be made in this section and each answer will be marked on its individual merit. Higher marks will be awarded for a holistic analysis that incorporates both the ratios calculated in part (a) and other financial information contained within the accounts.

c) Ratio movements

Any answer will be acceptable if it identifies the following elements:

	(i)   Operating profit margin
	Chance in cost structure/operating methods. Change in level of activity/sales

	(ii)   Return on capital employed
	Change in operating efficiency (return); changes in capital structure/ financing costs

	(iii)   Current ratio
	Changes in credit management/payment patterns

	(iv)   Quick ratio
	Changes in credit management/payment patterns

	(v)   Gearing ratio
	Increased/decreased borrowing; issue of new equity


Award of marks

 Marks will be awarded for suitable comments and appropriate calculations.

	Ratio calculation
	30

	Memorandum/analysis
	30

	Understanding of ratio movements
	20

	Total
	80


SECTION B - Answer TWO questions (70 marks each)

Question 2

(a) Capital/Revenue distinction

Revenue expenditure does not add value to fixed assets but includes costs which are incurred to run the business during a particular period. Capital expenditure is either incurred in the actual purchase of a fixed asset or actually adds value to a fixed asset.

A revenue item is used during the period of account whereas a capital item will still exist at the end of the period and form part of the balance sheet.

Some items of expenditure will be both part capital and part revenue expenditure. For instance a factory building may have work done on it which is partly repair work (revenue) and partly improvements (capital).  It would be necessary in this case to apportion the expenditure between the two accounts.

The classification of an item between revenue and capital is necessary to determine where in the accounts it should be allocated. Should it go in the profit and loss account or in the balance sheet?

(b) Reason for depreciation

The reason for charging depreciation in historical cost accounting is to match the cost of the non-current asset with the revenue that the asset generates. Hence depreciation is an application of the matching or accruals concept, one of the fundamental accounting concepts.

Depreciation is commonly seen as representing the using up or wearing out of an asset over time. It is recorded by making an adjustment in the accounts based on a calculation of the cost of the asset that has expired during the accounting period under consideration.

(c) Net Book Value Calculation

31st December 2008

Equipment:


£16,000

Vehicles:


£  8,400

Total:



£24,400

31st December 2009

Equipment:


£12,000

Vehicles:


£  5,880
Total:



£17,880
Marking guide

	Capital revenue distinction
	20

	Reason for depreciation
	20

	NBV Calculations
	30

	Total marks
	70


Question 3

	
	South
	East
	Total
	Marks

	
	£’000
	£’000
	£’000
	

	Revenues
	900
	1,000
	1,900
	5

	Variable expenses
	400
	450
	850
	5

	
	500
	550
	1,050
	

	Fixed costs
	
	
	
	

	Police officers
	140
	160
	300
	10

	Community support officers
	80
	100
	180
	10

	Administration staff
	50
	50
	100
	5

	Fixed operating expenses
	50
	60
	110
	5

	
	320
	370
	690
	

	Head office expenses
	
	
	
	

	Admin staff
	
	
	260
	5

	Operating expenses
	
	
	   112
	10

	Total costs
	
	
	1,062
	5

	Net surplus/(Deficit)
	
	
	   (12)
	  5

	
	
	
	
	65


Award of marks

	Budget
	65

	Comments
	5

	Total
	70


Marks awarded pro-rata to the proportion of the above answer successfully completed.

Question 4

Journal entries to correct errors

   £

   £

1.
DR: Bank account



6,000

CR: suspense account




6,000
(10 marks)
(or can be done with two adjustments of £3,000)

2.
DR: Revenue




500


CR: Suspense account




500
(10 marks)
3.
DR: Wages account



4,300

CR: Bank account





4,300
(5 marks)
4.
DR: T.B. Smythe Ltd



1,000


CR: R.J. Smith Ltd





1,000
(5 marks)
5.
DR: bank




950


CR: Travel expenses





950


DR: Travel expenses



590


CR: Bank






590
(10 marks)

(or can be done by one adjustment of £360)

6.
DR: Office Equipment 


500


CR: Stationery






500
(5 marks)
7.
DR: Drawings




25,000


CR: Wages






25,000
(5 marks)









(50 marks)

(b) Accounting Principles:

Going Concern

Financial statements are prepared based on assumption that the organisation will continue into the foreseeable future
Prudence

Recognise losses immediately but only recognise revenue and gains when they are certain to be received
Historic Cost

Assets are normally shown in financial statements at their original cost
Duality

There are two aspects to each transaction, one represented by the assets of the organisation and the other by claims against those assets.

(5 marks each = 20)

Total 70 Marks

SECTION C: Answer TWO questions (40 marks each)

Question 5

The eight types of internal control can all be applied to computer systems in order to control both the data being input onto the computer and the resulting information output from the system.

They can be divided into General controls which protect the computer and the data files and Application controls which ensure the completeness and accuracy of the data being input and output.

The most common ones are:-

General Controls

Restricted general access to the computer - security around its actual location and protection from heat and dust;

Password protection on the programmes and data files within the computer itself to ensure restricted access;

Fully documented manual of the programmes on the computer system and the facility to record any subsequent changes to ensure it is up to date;

Compliance with the Data Protection Act where applicable;

A working system for regular back-up procedures to be carried out.

Application Controls

Manual checking of batch totals when data is entered into the computer;

Regular reconciliation of the Cash in hand and cash at Bank balances to the Petty Cash book and Bank Statements;

Manual checking of Purchase Ledger balances to Suppliers Statements and reconciliation where necessary;

Ensuring the periodic Trial Balance balances;

Checklists to ensure all the data is entered in the correct period and period end printouts obtained and filed.

Award of marks

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

Question 6

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, to quote the much used phrase is a watch dog and not a blood-hound 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.

The role of the internal auditor can be very difficult as they are usually regarded with suspicion, at best, in some organisations.  It is important that they maintain good relationships with other departments so that they are able to perform their role effectively. However, those good relationships should not destroy their independence.  They should feel that they can report errors where found and not be swayed by personal feelings.  The other members of staff should be reassured that their dealings with the internal auditors are confidential.

The extent to which the external auditor is able to take account of the work of the internal auditor will depend on his assessment of the effectiveness of the internal audit function.  The external auditor will consider:

degree of independence of internal auditor from those whose responsibilities he is reviewing;

the number of suitable qualified and experienced staff employed in the internal audit function;

the scope, extent, direction and timing of the tests made by the internal auditor;

the evidence available of the work done and the review of that work;

the extent to which management takes action based upon the reports of the internal audit function.

Provided that relevant internal audit work has been carried out effectively, the external auditor may be able to reduce the level of his tests.

Award of marks

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

	Total
	40


Question 7

The two CAATs represent the two approaches to audit verification: compliance testing and substantive testing

Test data

The auditor runs his own test data through the client’s system. As it is his own data, he knows what the results should be. The actual results are therefore compared with the expected results and conclusions are drawn as to whether controls are operating properly

Audit software

Audit software works by interrogating the client’s system and extracting and analysing data. It can thereby carry out a range of substantive tests such as checking calculations, preparing comparisons and calculating 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

	Total
	40
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