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PRINCIPLES OF ACCOUNTING

Thursday 4th June 2009

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

Watting Borough Council currently has a contract for waste collection with Saniklenz plc, a specialist company that provides services to around twenty councils. Rumours have recently been circulating that Saniklenz is in financial difficulty. The Chief Finance Officer has therefore called an emergency meeting with the management of Saniklenz. In advance of that meeting, she has obtained a copy of the company’s most recent financial statements.  You have been asked to evaluate the financial standing of the company and provide a briefing report for the council members who will be attending the emergency meeting.

	SANIKLENZ PLC: BALANCE SHEET
	2008
	2007

	
	£’000
	£’000

	Non current assets
	
	

	
	Property
	720
	600

	
	Plant and equipment
	 10,100
	 8,200

	
	
	10,820
	8,800

	Current assets
	
	

	
	Inventories
	366
	210

	
	Trade receivables
	910
	633

	
	Cash and cash equivalents
	       6
	    30

	
	
	1,282
	  873

	Current liabilities
	
	

	
	Loans and borrowings
	771
	345

	
	Corporation tax payable
	88
	80

	
	Dividends payable
	50
	50

	
	Trade payables
	1,325
	   720

	
	
	2,234
	1,195

	Net current liabilities
	952
	322

	Non current liabilities:
	
	

	
	Loans and borrowings
	 6,450
	 5,000

	Net assets
	3,418
	3,478

	
	
	
	

	Equity
	
	

	
	Share capital
	20
	20

	
	Retained Earnings
	  3,398
	  3,458

	
	
	3,418
	3,478


	INCOME STATEMENT
	2008
	2007

	
	£’000
	£’000

	Revenue
	6,984
	6,129

	Operating costs
	6,741
	5,822

	Operating profit
	243
	307

	Net financing costs
	   182
	   20

	Profit before tax
	61
	287

	Taxation
	   21
	   81

	Profit after tax
	  40
	    206

	Dividend
	100
	100

	Retained (Loss)/Profit
	  (60)
	106


Questions continue on the next page………..

Required:

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

(i) Operating profit margin

(ii) Current ratio

(iii) Debtor collection period (debtors days)

(iv) Interest cover

(v) Gearing ratio

(30 marks)

(b) Write a briefing report for council members attending the emergency meeting commenting on the financial position and performance of Saniklenz plc during the period covered by the financial statements. You should refer to the ratios you have calculated for part (a).

(35 marks)

(c) Explain what further information would be revealed by a cash flow statement and how that information might enhance your analysis in part (b).

(15 marks)

(Total 80 marks)

SECTION B: Answer TWO Questions (70 marks)

Question 2

Watting Borough Council is planning to run a one-day music festival in the summer, which it is calling “Music in the Park”. The council plans to sell 20,000 tickets for the event. To commemorate the event, each ticket holder will receive a free T-shirt upon entry. Previous experience suggests that demand will be high and all tickets will be sold. Expected costs for the event are:

	Hire of stage and sound equipment
	£95,000

	Payment to performing artists
	£55,000

	Security
	£15,000

	Hire of mobile toilet facilities
	£7,000

	Cost of stewards and other staff
	£12,000

	Administrative cost of selling tickets
	£2 per ticket

	Cost of T-shirt
	£5 each


Against these costs, the event is expected to earn £4,000 from renting space to food vendors and other stalls.

Required:
(a) You have been asked to calculate the best ticket price for the event. Some council members feel that the festival should just cover it in its own costs, whereas others feel that the event should earn a surplus that could be used to subsidise other less popular events. Calculate the breakeven sales price per ticket


          (15 marks)

(b) Calculate the sales price per ticket needed to earn a surplus of £30,000.       (10 marks)

(c) Calculate the number of tickets that need to be sold at the price you calculated in part (b) in order for the event to break even.




          (10 marks)

(d) It has been suggested by one of the organisers that if the budget for performing artists is increased they could attract some big names. This would guarantee selling all 20,000 tickets and the public would be willing to pay a higher ticket price. Assume the ticket price is set at £20 and the council still wishes to earn a surplus of £30,000. What is the maximum budget that would be available for payment to performing artists?   

(10 marks)

(e) “Because of the assumptions underlying breakeven analysis, it is not a realistic model for decision making.”  Critically evaluate this statement in relation to the calculations you have made above.






          (25 marks)

(Total 70 marks)

Question 3

Watting Borough Council is considering its budget for the next financial year. Some of the council members have expressed concern at the time and effort required to produce the budget each year, and have asked whether the process could be streamlined.

Required:

Prepare a briefing note for council members. Your briefing note should address the following points:

(a) Explain the objectives of budgetary planning.

(25 marks)

(b) Identify and explain the stages involved in the preparation of budgets.

(25 marks)

(c) Discuss how the use of computerised spreadsheets may improve the efficiency of the budget setting process.

(20 marks)

(Total 70 marks)

Question 4
Brenda Hamm plans to open a sandwich shop on 1st January of next year.  She will sell sandwiches directly over the counter for cash, but also plans to provide buffet lunches for local businesses. These businesses will be allowed one month’s credit.

Budgeted sales for the first six months are as follows (£): 

	
	Jan
	Feb
	Mar
	Apr
	May
	Jun

	Counter sales
	4,000
	3,500
	3,500
	4,000
	4,000
	5,000

	Buffet sales
	4,000
	5,000
	3,000
	4,000
	3,500
	4,000


Purchases of bread and fillings are all to be made locally for cash. Expected purchases are (£):

	
	Jan
	Feb
	Mar
	Apr
	May
	Jun

	Purchases
	3,000
	3,000
	3,000
	4,000
	3,500
	4,000


1. Brenda plans to employ two assistants in the shop when it opens. Each will be paid a monthly salary of £1,000 (inclusive of on-costs). This will be payable on the 25th of the month

2. Shop rent is £700 per month.  This is payable on the first day of the month.

3. Shop heat and light costs are expected to be £300 per quarter, payable in arrears in March and June. 

4. Brenda will start the business with a bank balance of £1,000 on 1 January.

Required:

a) Prepare a cash flow forecast for the first six months of Brenda’s business.

(35 marks)

b) Comment on changes which Brenda might make in order to improve her cash flow.

(25 marks)

c) Brenda is planning to buy a delivery van for the business at a cost of £5,000. Advise when would be the best time to buy this van. Give your reasons.

(10 marks)

(Total 70 marks)

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

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

(12 marks)

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

 (10 marks)

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

(18 marks)

(Total 40 marks)

Question 6

Two types of procedures used in gathering audit evidence are substantive tests and tests of control. Explain the difference between these two different types of testing, giving examples of each, and discussing the circumstances under which each might be the most appropriate approach to use.

 (Total 40 marks)

Question 7

a) Explain why it is important for organisations to have effective internal control systems.

(10 marks)

b) Identify the internal controls you would expect to see in place in relation to receipt of income and raising invoices in a Revenues Department.

           (30 marks)

(Total 40 marks)

Level 1 PRINCIPLES OF ACCOUNTING

EXAMINER’S COMMENTS

JUNE 2009

Overall Comments

The overall quality of scripts for this sitting was extremely high. There was clear evidence that candidates had learnt the fundamental principles of financial analysis, decision-making and auditing, and could apply their knowledge to specific scenarios.

It was particularly pleasing to see that candidates were willing to attempt the computational questions on the paper.

Question 1

This question was compulsory and involved the interpretation and analysis of a set of accounts. Scripts evidenced a much more rigorous and sophisticated level of analysis than has been seen on recent sittings of this paper. This is extremely encouraging. Generally, anthers demonstrated a good understanding of ratios and the implications of changes in their value. A significant number of candidates produced a sophisticated analysis that integrated ratios with other astute observations from the financial statements. Among weaker scripts there was some confusion over the difference between debtors and creditors. Some candidates calculated the debtors’ turnover ratio and then discussed it in terms of how long it was taking the company to pay its creditors. In part C some candidates are still mistaking the cash flow statement with a cash flow forecast.

Question 2

This was a highly computational question requiring candidates to suggest various ticket prices and other information for a public event. Most candidates scored very highly, demonstrating a very good grasp of the principles underlying the computations. Weaker candidates failed to grasp the significance of the difference between fixed costs and variable costs for the purposes of the calculations. Part E of the question asked candidates to evaluate the technique being employed (breakeven analysis). While there were some very good answers, many candidates had a weak grasp of the principles and therefore the strengths and weaknesses of the breakeven analysis technique.

Question 3

This was a written question looking at the objectives and activities of budgeting. Whereas most candidates attempting this question were able to give good examples of some of the details involved in budget preparation, there was lack of attention to the strategic importance of budgeting. Many answers portrayed the budgeting process as simply rolling forward previous years costs with inflationary adjustments. More attention should have been given to the role of budgeting in communicating and achieving the longer-term strategic objectives of the organisation.

Question 4

This question required candidates to prepare and analyse a cash flow forecast. The quality of answers was very good. Candidates demonstrated a good knowledge of cash flow forecast formats and the principles of matching cash flow timing. Analysis of the forecast was good with many practical and sensible suggestions for how the businesses cash flow position could be improved.

Question 5

This question was concerned with audit working papers. It prompted some very good answers. There were no obvious problems with this question other than some vagueness in part a.

Question 6

This question covered audit testing. This is a topic that has been covered extensively in previous sittings of this exam. It is not surprising therefore that the question was popular and generally well answered. However, there is still confusion with some candidates about the difference between substantive and compliance testing.

Question 7

This question covered internal controls. Candidates demonstrated a good understanding of what is meant by internal control and the principles and elements of such control. In part B the candidate was required to relate these principles to the receipt of income and raising invoices in a Revenues Department. Some answers were far too general, covering the general principles of internal control and not giving specific examples that related to a Revenues Department. 

PRINCIPLES OF ACCOUNTING

June 2009 EXAM PAPER – SUGGESTED ANSWERS & MARKING GUIDE

Question 1

a) Ratios

	
	2008
	2007

	(i)   Operating profit margin
	3.5%
	5.0%

	(ii)   Current Ratio
	0.57:1
	0.73:1

	(iii)   Debtor collection period
	48days
	38days

	(iv)  Interest cover
	1.34
	15.35

	(v)   Gearing ratio
	65%
	59%


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 which incorporates both the ratios calculated in part (a) and other financial information contained within the accounts.

Candidates should acknowledge the poor financial standing of the company and identify how this has worsened considerably in the period covered by the financial statements.

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

Award of marks
 Marks will be awarded for suitable comments and appropriate calculations.

	Ratio calculation
	30

	Briefing/analysis
	35

	Cash flow statement
	15

	Total
	80


SECTION B - Answer TWO questions (70 marks each)

Question 2

(a) Breakeven sales price = £16.00

(b) Surplus sales price = £17.50

(c) Breakeven sales volume at £17.50 = 17,143 tickets

(d) maximum budget for artists = £105,000

(e) Critical evaluation of breakeven analysis: 

The breakeven analysis technique used in this question is based upon a number of assumptions that may not necessarily hold true in the real world. However that does not mean that these assumptions are un-reasonable in this situation.

The first assumption is that sales prices remain constant at all volumes of activity. Economic models suggest that in order to increase volumes of sales, prices may have to be decreased. However, the assumption of one price is reasonable for the calculations in this question as it is looking at a one-off event and all tickets will be sold at the same price.

The second assumption is that fixed costs remain fixed at all volumes of activity. It would be normal to expect fixed costs to increase as volumes of activity increase. Again this assumption is not unreasonable in this situation. This is a one-off event to which the fixed costs can reasonably be ascertained in advance, and as it is a one-day event there is no scope for fixed costs to change over time.

Another assumption is that variable cost per unit remains constant at all levels of activity. This assumption is reasonable in this case as the variable costs involved are simple and known.

Therefore, although the breakeven analysis technique is based upon a number of assumptions which may not always hold true in the real world, in the scenario of this question these assumptions are reasonable and valid.

Marking guide

	Breakeven sales price
	15

	Surplus sales price
	10

	Number of tickets to break even
	10

	Maximum artist budget 
	10

	Limitations
	25

	Total marks
	70


Question 3

A
explain the object since of budgetary planning and control systems

Budgets form an important part of the process whereby an organisation is able to plan and achieve its strategic objectives. A budget can be seen as part of the detailed financial plan for achieving the organisations strategic goals. Within the context of a local authority this would include appropriate prioritisation of political manifesto items. The budget becomes an aid towards coordinating activities within the organisation and communicating the priorities and plans within the organisation. A budget can also be used to motivate managers, control their activities and evaluate performance.

(25 marks)

B
Identify and explain the stages involved in the preparation of a budget

In order for an effective budget to be prepared details of the organisation's policy and strategic plans must first be communicated to those preparing the budget. Within the context of a local authority this would include communication of longer-term strategic plans and political manifesto priorities.

Budget preparation must start by determining the restricting factors, for these restrictions will have an impact on the rest of the budget. In most organisations the budget is driven by the expected level of income. Once this has been established the levels of activities within different departments and the costs involved are then determined.

When there is activity between different departments in an organisation and particular if this involves service level agreements they should then follow a process of negotiation between the different budget holders. Once this has been completed the budget needs to be pulled together coordinated and reviewed in total. There can follow some adjustments before final acceptance of the budget.

Once the budget has been set it should be subject to regular review and variance analysis throughout the period.

(25 marks)

C
Discuss how the use of computerised spreadsheets may improve the efficiency of the budget setting process

The real advantage of computerisation during the budget setting process is that it makes the manipulation of figures much easier. This means that adjustments and revision can be made much more quickly, and the impact of different scenarios can quickly be assessed. Computerisation therefore takes focus away from numerical manipulation and allows concentration on the real planning process. The use of a spreadsheet means that a model can be developed to allow ‘what if’ analysis. This allows for more sophisticated planning. Budgets can also be easily adjusted later in the year if necessary.

(20 marks) 

(Total 70 marks)

Question 4
(a) Brenda Hamm Cash Flow Forecast

	
	Jan
	Feb
	Mar
	Apr
	May
	Jun
	

	Cash Sales
	4,000
	3,500
	3,500
	4,000
	4,000
	5,000
	5

	Credit Sales
	
	4,000
	5,000
	3,000
	4,000
	3,500
	5

	Total
	4,000
	7,500
	8,500
	7,000
	8,000
	8,500
	

	
	
	
	
	
	
	
	

	Expenses
	
	
	
	
	
	
	

	Purchases
	3,000
	3,000
	3,000
	4,000
	3,500
	4,000
	5

	Salaries
	2,000
	2,000
	2,000
	2,000
	2,000
	2,000
	5

	Shop Rent
	700
	700
	700
	700
	700
	700
	5

	Heat & light
	
	
	300
	
	
	300
	5

	
	5,700
	5,700
	6,000
	6,700
	6,200
	7,000
	

	
	
	
	
	
	
	
	

	Net Movement
	(1,700)
	1,800
	2,500
	300
	1,800
	1,500
	5

	
	
	
	
	
	
	
	

	Opening Balance
	1,000
	(700)
	1,100
	3,600
	3,900
	5,700
	

	
	
	
	
	
	
	
	

	Closing Balance
	(700)
	1,100
	3,600
	3,900
	5,700
	7,200
	  5

	
	
	
	
	
	
	
	40


(b) Comments

Merit will be given for any sensible suggestions that would improve the cash position in months one & two. These might include:

· Reducing credit given/requiring partial payment in advance

· Seeking credit for purchases

· Delaying employment of second assistant/offering part-time work only initially.

Candidates could suggest that Brenda seeks a brief overdraft facility for the first couple of months of the business. Alternatively they may suggest that she put some more of her own capital into the business.

Candidates should also note that Brenda has not included any drawings in the forecast. This might suggest that actual cash balances will be less than forecast is Brenda actually takes some money out of the business for herself.

(20 marks)

(c) Purchase of van

There are of course many options available to Brenda in terms of buying a new van.

Based upon the figures in (a), Brenda will be able to afford the van by the end of May. However she could buy it earlier if she was able to arrange some kind of credit. Buying the van earlier may enable her to take on more business and therefore increase sales in the first few months. On the other hand, she may be sensible to wait and see how the business works out for a few months before committing herself to the major purchase of a van. Other options that may be considered are hiring or leasing a van.

Credit will be given for appropriate answers based upon interpretation of the candidate’s own figures
(10 marks)

Total 70 Marks

SECTION C: Answer TWO questions (40 marks each)

Question 5

(a) 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. 

(b) 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.  

(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.

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

	Items in set of working papers
	12

	Reasons for keeping working papers
	10

	Standardised working papers
	18

	Total
	40


Question 6

Substantive tests  - seek to detect material misstatements in the financial statements. They include tests of detail of classes of transactions, account balances and disclosures, and substantive analytical procedures.

Tests of control – are performed to obtain audit evidence about the effectiveness of controls in preventing or detecting material misstatements in the financial statements.

An auditor will use tests of control if they seek to rely upon the internal control procedures of the organisation being audited. 

When an auditor uses substantive tests they are not relying upon the organisation’s internal controls, but rather are directly testing whether specific items contained within the financial statements are stated correctly.

Even if an auditor is using tests of control some substantive testing should also be done, as control systems can never be fully relied on.

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

	Definition/explanation of types of testing
	20

	Evaluation of when used
	20

	Total
	40


Question 7

Part a

There are a number of reasons that good internal controls are important. They contribute towards minimising the organisation's risk. They ensure the continuing effective functioning of the organisation. They also help ensure that the organisation complies with the relevant laws and regulations.

Part B

Answers will vary in content, as they should be based upon real examples from the candidate’s experience. Marks awarded pro-rata to the proportion of the question successfully completed. 

	Reasons for internal controls 
	10

	Discussion of appropriate internal controls
	30

	Total
	40
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