FINANCIAL ACCOUNTING

Foundation stage examination

2 December 2003

From 10.00 am to 1.00 pm

plus ten minutes reading time from 9.50 am to 10.00 am.

Instructions to candidates

Answer five questions in total.  All four questions from Section A, and one of the two questions from Section B.  The marks available for each question are shown in italics in the right-hand margin. 

All workings should be shown. Where calculations are required using formulae, calculators may be used but steps in the workings must be shown. Calculations with no evidence of this (for example, using the scientific functions of calculators) will receive no credit. Programmable calculators are not permitted in the examination room.

Where a question asks for a specific format or style, such as a letter, report or layout of accounts, marks will be awarded for presentation and written communication.

Formula sheets, statistical tables, graph paper and cash analysis paper are available from the invigilator, where applicable.
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SECTION A (Answer all questions)
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The trial balance of Gamma Ltd as at 30 September 2003 is as follows:

	
	         £
	
	     £

	Bad debts written off
	6,400
	
	

	Bank balance
	
	
	25,160

	Bank interest paid
	3,510
	
	

	5% Debentures 2008
	
	
	180,000

	Debenture interest paid
	4,500
	
	

	Directors' fees
	100,000
	
	

	Disposal of office furniture and equipment
	
	
	800

	Dividends received
	
	
	1,250

	Fixed asset investments, at cost
	40,000
	
	

	Freehold land and buildings, at valuation
	550,000
	
	

	General administrative expenses
	171,270
	
	

	General distribution costs
	162,990
	
	

	General reserve at 1 October 2002
	
	
	150,000

	Motor vans, at cost
	58,600
	
	

	Office furniture and equipment, at cost
	64,250
	
	

	Ordinary shares of £10 each
	
	
	100,000

	6% Preference shares of £1 each
	
	
	50,000

	Preference dividend paid 31 March 2003
	1,500
	
	

	Prepayments and accruals
	10,790
	
	30,050

	Profit and loss account at 1 October 2002
	
	
	50,390

	Provisions for depreciation at 1 October 2002:
	
	
	

	Motor vans
	
	
	19,440

	Office furniture and equipment
	
	
	33,170

	Provision for doubtful debts at 1 October 2002
	
	
	2,770

	Purchases and sales
	371,060
	
	942,490

	Revaluation reserve
	
	
	125,000

	Share premium account
	
	
	12,000

	Stock at 1 October 2002
	131,110
	
	

	Trade debtors and creditors
	121,730
	
	75,190

	
	
	
	

	
	1,797,710
	
	1,797,710


Additional information:

1
The freehold land and buildings were valued at £550,000 in 1998.  They are now to be revalued at £600,000.  (Depreciation of buildings may be ignored).

2
Motor vans are used for distribution purposes and are depreciated at 20% per annum on the straight line basis, with a full year's charge in the year of acquisition.  There were no disposals during the year to 30 September 2003 and none of the vans had been fully depreciated by 30 September 2002.

3 Office furniture and equipment is depreciated at 40% per annum on the reducing balance basis with a full year's charge in the year of acquisition and none in the year of disposal.  An item of office equipment which had cost £5,000 in August 2000 was sold for £800 in February 2003.  The £800 was debited to the bank account and credited to a disposal account but no other entries have yet been made in connection with this disposal.

4
The cost of the company's stock at 30 September 2003 is £147,390.  This includes £7,950 for an item of stock which cost £7,950 in August 2003 but was damaged in September 2003.  It is expected that this item will eventually be sold for £8,000 but repair costs of £520 will have to be incurred before the item can be sold.

5
Trade debtors amounting to £3,230 are to be written off in addition to the bad debts already written off during the year.  The provision for doubtful debts should then be adjusted to 2% of the remaining debtors.

6
The debentures were issued on 1 January 2003.  Interest is payable half-yearly on 30 June and 31 December.

7
The estimated corporation tax liability for the year to 30 September 2003 is £32,000.

8
A 1 for 5 bonus issue of ordinary shares was made on 1 July 2003, funded as far as possible out of the share premium account with any shortfall being taken from the general reserve.  No entries at all have yet been made in connection with this bonus issue. 

9
The directors of Gamma Ltd propose that £50,000 of the year's profits should be transferred to the general reserve.  They also recommend that the remaining half-year's preference dividend should be paid and that an ordinary dividend of £2 per share should be paid on all of the ordinary shares in issue at 30 September 2003.

· Requirement for question 1

(a)
Insofar as the information permits, prepare the company’s profit and loss account for the year to 30 September 2003 and a balance sheet on that date, in a form which is suitable for publication.  Formal notes to the accounts are not required but workings should be shown.
21
(b)
Distinguish between preference shares and ordinary shares and explain the main characteristics of each of these types of share capital. 
4


(25)

2

Graham has a manual book-keeping system and prepares accounts to 30 June each year.  He maintains a sales ledger control account which forms part of his double-entry system and therefore the balance on this control account is shown in his trial balance.  The individual customer accounts are held as memorandum records only. Graham does not maintain a purchase ledger control account.

The trial balance extracted at 30 June 2003 showed different totals for debit balances and credit balances.  The difference between these totals was placed in a suspense account.  On the same date, the total of a list of balances extracted from the sales ledger was £7,370 but this did not agree with the balance on the sales ledger control account.  Despite these discrepancies, Graham proceeded to prepare draft financial statements.

On subsequent investigation, the following errors were discovered:

1
A sales invoice for £256 had been recorded correctly in the sales daybook but then posted to the customer's account in the sales ledger as £526.

2
A purchase invoice for £387 had been recorded correctly in the purchase daybook but then posted to the supplier's account in the purchase ledger as £378.

3
The sales daybook had been overcast by £1,000.

4
Accrued rent of £350 at 30 June 2002 had not been brought down in the rent payable account.

5
Interest received of £53 had been recorded correctly in the cashbook but then debited to the interest payable account.

6
Bank charges of £118 had been recorded in the cashbook only.

7
Wages of £800 had been recorded correctly in the cashbook but then debited to the drawings account.  Drawings of £200 made on the same day had been recorded in the cashbook only.

8
The debit balance on a customer's account in the sales ledger at 30 June 2003 had been calculated as £1,317.  The correct balance was £1,217.

9
The provision for doubtful debts had not been adjusted.  The provision at 30 June 2002 was £252 and this should be adjusted to 3% of debtors at 30 June 2003.

10
A subtotal of £16,720 shown at the bottom of a page in the purchase daybook had been carried forward to the top of the next page as £16,770.

11
A discount of £45 received from a supplier had been entered on the wrong side of the supplier's account in the purchase ledger.

12
Purchase returns amounting to £310 had been entirely omitted from the accounting records.

When these errors were rectified, the balance on the suspense account was reduced to zero and the balance on the sales ledger control account was equal to the corrected total of the list of individual customer account balances.

· Requirement for question 2

(a)
Prepare journal entries to correct each of the errors listed above (narratives are not required).  If no journal entry is required in relation to an error, explain why this is the case.
12
(b)
Write up the suspense account (the opening balance on this account is to be derived).
5
(c)
Write up the sales ledger control account (the opening balance on this account is to be derived) and reconcile the closing balance on this account to the corrected total of the list of individual customer account balances.
3

(20)

Gillian prepares accounts to 30 November each year.  She depreciates her motor vehicles on the straight-line basis over 5 years, assuming a residual value of 10% of the vehicle's cost.  She makes part-year depreciation charges in the years of acquisition and disposal.

At 1 December 2002, the balance on her motor vehicles (at cost) account was £43,000, made up as follows:

	
	Date acquired
	Cost

	
	
	        £

	Vehicle A
	1 March 1999
	7,200

	Vehicle B
	1 May 2000
	10,000

	Vehicle C
	1 September 2001
	9,800

	Vehicle D
	1 July 2002
	16,000

	
	
	43,000


On 1 February 2003, Gillian part-exchanged Vehicle A for a new vehicle (Vehicle E) costing £17,500.  She received a part-exchange allowance of £1,500 for Vehicle A and paid the remaining £16,000 by cheque.

On 1 October 2003, Vehicle B was also part-exchanged for a new vehicle (Vehicle F) costing £16,500.  A part-exchange allowance of £4,500 was received for Vehicle B and the balance was paid by cheque.

· Requirement for question 3

(a)
Calculate the depreciation charge which should appear in Gillian's profit and loss account for the year to 30 November 2003.
3

(b)
Write up the motor vehicles account, the provision for depreciation of motor vehicles account and the disposal of motor vehicles account.
13
(c)
With reference to accounting standard FRS15 (Tangible Fixed Assets) explain the meaning of the term "depreciation" and the purpose of charging depreciation in the accounts of a business.
4

(20)

4
The share capital of Greenacre Ltd consists of 1,200,000 ordinary shares of 50p each and 300,000 8% preference shares of £1 each.  The following is an extract from the company's profit and loss account for the year to 31 October 2003:

	Greenacre Ltd

	Profit and loss account (extract) for the year to 31 October 2003

	
	
	
	
	
	

	
	£
	
	£
	
	£

	Profit before taxation
	
	
	
	
	286,200

	Taxation
	
	
	
	
	52,200

	Profit after taxation
	
	
	
	
	234,000

	Dividends paid:
	
	
	
	
	

	  Preference
	12,000
	
	
	
	

	  Ordinary (6p per share)
	72,000
	
	84,000
	
	

	Dividends proposed:
	
	
	
	
	

	  Preference
	12,000
	
	
	
	

	  Ordinary (5p per share)
	60,000
	
	72,000
	
	156,000

	Retained profit for the year
	
	
	
	
	78,000


The market value of the company's ordinary shares at 31 October 2003 was £2.20 per share.

· Requirement for question 4
(a)
Compute the following ratios for Greenacre Ltd, based upon the information given above:

· dividend yield

· earnings per share

· dividend cover

· price earnings ratio.


In each case, explain how the ratio is calculated and also explain why the ratio provides useful information to investors. 
8
(b)
If the company’s profit after taxation for the year to 31 October 2004 were to increase by 20%, calculate the percentage increase in earnings per share that this would cause.  Comment on your result.
6
(c)
Explain the limitations of ratio analysis (especially if based upon the accounts of a single company for a single year).
6

(20)
SECTION B (Answer question 5 or question 6)

5
The financial statements of limited companies are prepared in the context of a set of regulations which may be termed the "regulatory framework".  The main regulations are either laid down by company law or contained within accounting standards.

Furthermore, financial statements are prepared in accordance with a set of accounting principles which may be termed the "conceptual framework".  The main source of these principles is now the Statement of Principles for Financial Reporting published by the Accounting Standards Board in 1999.

· Requirement for question 5
(a)
Outline the main requirements of the Companies Acts in relation to the financial statements of limited companies.
8
(b)
Describe the process by means of which UK accounting standards are devised and explain the legal status of accounting standards.
4
(c)
Explain why the Accounting Standards Board has developed its Statement of Principles.
3


(15)
The term "accounting" covers a wide range of activities including financial accounting, management accounting, auditing and financial management.

· Requirement for question 6

(a)
Identify the main function of accounting.
2

(b)
Contrast the roles and responsibilities of a financial accountant, a management accountant, an external auditor and a financial manager.
6

(c)
Identify the main user groups which may benefit from the information produced by financial accountants and explain why these user groups are interested in financial information.
7



(15)
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