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PRINCIPLES OF ACCOUNTING

Thursday 9th June 2011
9.25 am – 12.40 pm (incl. 15 mins. for reading)

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

Eastside Health Trust is implementing a major new computerised management information system. You have been asked to evaluate the financial standing of one of the bidders as part of the tender evaluation process. The company’s latest financial statements are set out below:

Balance sheet
	
	
	
	2011
	2010

	
	
	£’000
	£’000

	
	Non-current Assets
	
	

	
	
	Land and buildings
	1200
	1200

	
	
	Plant and machinery
	495
	508

	
	
	
	1695
	1708

	
	Current Assets
	
	

	
	
	Stock
	92
	51

	
	
	Trade debtors
	120
	75

	
	
	Bank and cash
	28
	111

	
	
	
	240
	237

	
	Current Liabilities
	
	

	
	
	Trade creditors
	135
	80

	
	
	Other creditors
	20
	22

	
	
	Accruals
	18
	15

	
	
	Corporation tax
	22
	42

	
	
	
	195
	159

	
	
	
	
	

	
	Net current assets
	45
	78

	
	
	
	

	
	Non-current liabilities: Bank loan
	200
	300

	
	
	
	1540
	1486

	
	Capital and reserves
	
	

	
	
	Ordinary shares of 50 pence each
	800
	800

	
	
	Reserves
	740
	686

	
	
	
	1540
	1486


Profit and loss account
	
	
	
	2011
	2010

	
	
	£’000
	£’000

	
	
	
	

	
	Turnover
	1083
	942

	
	Cost of sales
	812
	612

	
	Gross profit
	271
	330

	
	Distribution costs
	133
	130

	
	Admin expenses
	53
	52

	
	Profit before interest
	85
	148

	
	Interest payable
	9
	10

	
	Profit before tax
	76
	138

	
	Taxation
	22
	42

	
	Retained profit for the year
	54
	96


Required:

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

(i) Non-current Asset

(ii) Accruals

(iii) Reserves

(15 marks)

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

(i) Gross profit margin

(ii) Return on capital employed (ROCE)

(iii) Current ratio

(iv) Stock turnover

(v) Debtors turnover

(30 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.

(35 marks)

(Total 80 marks)

SECTION B – answer TWO questions (70 marks each)

QUESTION 2
Westbury  Council has recently completed its draft consolidated financial statements for the year ended 31 March 2011. The draft consolidated revenue account shows a surplus of £8.6m for the year. Westbury’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 4.5% fixed rate bank loan of £850,000 has not been accrued. 

2. Electricity costs for the year ending 31 March 2011 amounting to £28,000 had been paid in April 2011. The full amount of this payment had been recorded in the April 2011 accounts.

3. An invoice for rental income of £55,000 due to be raised in March 2011 was not issued until April 2011 and was therefore not included in the financial statements.

4. Damaged stock was mistakenly included in the year end stock count and valued at £60,000. This stock now has an estimated resale value of only £5,000.

5. Depreciation had been over-charged by £48,000 on the Council’s buildings.

6. The Legal Services department advise that a claim for £75,000 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 £35,000.

Required:

(a) For each of the items listed above: 

(i) Explain how correcting the error will affect Westbury 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)

(Total 70 marks)

QUESTION 3

Denholme Ltd makes and sells garage doors. Current production information is as follows:

Materials costs



£65 per unit

Direct labour costs



£50 per unit

Variable sales costs



£10 per unit

Sales price




£275 per unit

Annual fixed costs



£780,000

Current annual volume of output

8,000 units

The company is considering automating part of the assembly process. This will involve capital investment in new machinery of £200,000. The machinery will cost £7,500 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, the direct labour cost will reduce to £20 per unit.

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 8,000 units per annum.

(20 marks)

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

 (20 marks)
(Total 70 Marks)

QUESTION 4 

The Policy and Resources Committee of Eastlea Council is considering its budget for the coming year. As there are several new members on the committee the chairman has asked you to prepare briefing notes on the budgeting process.

Required:

Prepare brief notes that:

(a) Explain the objectives of a budgetary planning and control system

(25 marks)

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

(25 marks)

(c) Suggest how the use of computerised spreadsheets can improve the efficiency of the budget setting process.

(20 marks)

(Total 70 marks)

SECTION C – answer TWO questions (40 marks each)

QUESTION 5
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)

 (Total 40 Marks)

QUESTION 6

You are a member of the external audit team who are currently auditing the accounts of Westshire Council. You have carried out an analytical review of the planning department and have identified the following issues:

1. The average salary of staff in the planning department is lower than for the rest of the council.

2. Departmental costs have increased overall from last year by 3%, but the costs for planning appeals have increased by 12%.

3. A member of staff was dismissed during the year for theft of surveying equipment.

Required:

a) You are preparing notes for a meeting with the service accountant for the planning 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 planning 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)

 (Total 40 marks)

QUESTION 7

a) Audit risk is the risk of an auditor giving an inappropriate opinion. This risk is said to be made up of three elements: inherent risk, control risk and detection risk. Explain what is meant by each of the three risk terms.

(20 Marks)

b) What is a system of internal control and why is it important to an auditor?

(20 Marks)

(Total 40 Marks)
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examiners comments

June 2011
Only two candidates sat the examination and both candidates performed poorly.
Neither candidate answered all the questions required, which suggests large gaps in their preparation for the exam. Overall the performance was extremely disappointing.

Section A – Financial Analysis

Both candidates evidenced very poor understanding of basic principles and ideas. In particular, the standard financial analysis question 1 was very badly answered. This is a standard question which comes up on every paper, yet the candidates had clearly not learned even the basic financial ratios. 

Interpretation and analysis, even given the poor ratio calculations, evidenced little or no understanding of the financial statements.

Section B – Management Accounting

One candidate answered no questions from this section. The other answered the written question on budgeting reasonably well but demonstrated little understanding in the numeric question.

Section C – Auditing

Both candidates attempted question 5 on qualified audit reports. This topic has been examined several times in the past. However, neither candidate seemed to understand what a qualified audit report is.

One candidate attempted part of the question on audit risk, but was only able to list the features of internal control.
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