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Instructions to candidates

Answer three questions in total: Two questions in Section A and one question in 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 examinations room.

Formula sheets, statistical tables, graph paper and cash analysis paper are available from the invigilator, where applicable.

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.
Candidates may use the proforma sheets provided and submit them as part of their answer.
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SECTION A – (Compulsory) 
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You are an audit supervisor in a firm of accountants, Walker, Harrison and Wilding, who are undertaking the external audit of a Registered Social Landlord (RSL).  The RSL has recently completed the conversion of a former factory into a block of flats.  This was a large capital project with an initial budget of £5 million and a final cost of £8m.

Mrs Harrison, the partner in your firm who has responsibility for the RSL’s audit, has recently received a letter from a tenant of the block of flats. Part of the letter reads as follows:
“You will need to look very carefully at the way the RSL handled the conversion of the flats.  The building work is really shoddy.  They must really have skimped on the costs.  The RSL’s internal auditors did what they call a “value for money” review of the project, but the tenants have not heard what the findings were.  I hope you can help.  I always found I got good answers from the external auditors of the local authority, when I was one of their tenants.”   

Mrs Harrison has asked you to help her draft a response to the tenant.  She needs answers to the following questions.

· Requirement for question 1
(a)
Explain the factors, which determine whether an external auditor can rely upon the work of an internal auditor. 
6
(b)
Define the terms “value for money audit” and  “the 3 E’s”. 
4
(c)
Explain the differences in the external audit arrangements for Registered Social Landlords and Local Authorities.
 6
(d)
Outline the main controls you would expect:
(i) At the pre-contract stage 
4
(ii) During the currency of the contract 
4
(e)
Explain the role of external audit in respect of internal control systems and audit risk.
6

(30)

The following list of balances comes from the records of Quiktrak plc as at 31 May 2005, the end of its most recent financial year.

	
	Notes
	

	
	
	£000

	Sales
	
	     3,550 

	Cost of sales
	1
	     2,556 

	Stock, 31 May 2005
	2
	        128 

	Administrative expenses
	
	        445 

	Distribution costs
	
	        185 

	Interim dividend
	
	         56 

	Other operating income
	
	         88 

	Overprovision for corporation tax for 2003/2004
	
	         12 

	Fixed asset investments
	3
	        230 

	Investment income
	
	         38 

	Interest payable
	
	         32 

	Freehold properties at valuation
	4
	

	   Land
	
	        240 

	   Buildings
	
	        310 

	Fixtures and fittings
	4
	        445 

	Accumulated depreciation
	4
	

	   Buildings
	
	         46 

	   Fixtures and fittings
	
	        223 

	Goodwill
	5
	         60 

	Trade debtors
	6
	        444 

	Trade creditors
	
	        170 

	Provision for bad debts, 1 June 2004
	6
	         22 

	Cash at bank and in hand
	
	         74 

	Bank loans
	
	

	   Due for repayment 1 February 2006
	
	         40 

	   Due for repayment 1 February 2007
	
	         50 

	11% Debentures, repayable 2008
	
	        140 

	Issued share capital
	7
	        400 

	Share premium account
	
	         85 

	Revaluation reserve
	
	         68 

	Profit and loss account, 1 June 2004
	
	        273 


The following additional information is available:

1
Cost of sales includes development expenditure of £25,000 which the directors would like to defer.  This expenditure meets the criteria for deferment in SSAP 13 Accounting for research and development.

2
Included in stock as at 31 May 2005 are some items valued at their cost of £27,000.  The directors now feel that these items were obsolete as at 31 May 2005 and had a net realisable value of £20,000.
3
Fixed asset investments include equity investments valued at £105,000.  These investments originally cost £25,000.  The directors have decided to adjust the carrying value of these investments to £98,000 because of a permanent diminution in the recoverable amount of these investments during the year ended 31 May 2005. None of the holdings of equity shares gives rise to a participating interest.
4
Quiktrak plc’s depreciation policies are:

· Land: no depreciation charged

· Buildings: 2% per year using the straight line method

· Fixtures and fittings: 25% per year using the diminishing balance method

Depreciation is charged for a full year in the year of acquisition and no depreciation is charged in the year of disposal.

Depreciation is to be allocated 60% to cost of sales, 20% to administrative expenses and 20% to distribution costs.
5
Goodwill of £100,000 arose on the acquisition of an unincorporated business on 1 June 2000.  The goodwill is being written off equally over its total estimated economic life of 10 years.  Goodwill has not yet been amortised for the year ended 31 May 2005.

6
The provision for bad debts is to be adjusted to 4.5% of trade debtors.

7
The issued share capital of Quiktrak plc consists of ordinary shares of 50 pence each.

8
The following are to be provided for the year ended 31 May 2005:

· corporation tax of £122,000 on the profits for 2004/2005
· a proposed ordinary dividend of 9 pence per share

· Requirement for question 2


Prepare Quiktrak plc’s profit and loss account for the year ended 31 May 2005 and its balance sheet as at 31 May 2005 in so far as the above information permits.

Note

· Additional notes and disclosures are not required.
· Disclosure of earnings per share is not required.
· Round all figures to the nearest £000.


(35)

SECTION B – (Answer one question from this section) 

You have been asked to help with a number of issues which have arisen in connection with the preparation of the financial statements for Tropex plc for the financial year ended 31 May 2005.

(a)
Cash flow from operating activities – indirect method

A temporary member of staff has prepared the following draft (but incorrect) calculation of the cash flow from operations using the indirect method:

	
	
	
	
	£

	Net profit before tax
	
	
	638,830

	Interest paid
	
	
	  (14,610)

	Depreciation charges
	
	(363,480)

	Profit on sale of tangible fixed assets
	    2,500

	Operating profit
	
	
	263,240

	Increase in stocks
	
	
	    5,000

	Increase in debtors
	
	
	  36,000

	Decrease in prepaid expenses
	
	    1,020

	Increase in creditors
	
	
	  50,500

	Increase in accrued expenses
	
	    2,050

	
	
	
	
	357,810


You have the following additional information:

(i) The interest paid figure of £14,610 is the actual amount paid during the financial year and includes prepaid interest of £1,020 as at 31 May 2005. 
(ii) The figures are arithmetically correct and increases and decreases have been correctly identified but the member of staff is not sure whether the figures should be added or subtracted.
(b)
Government grant

During the year ended 31 May 2005 Tropex plc received a government grant of 40% towards the cost of installing a more environmentally friendly waste disposal system.  The new system cost £300,000 (before the grant) and is to be written off over its estimated economic life of 10 years.

(c)
Finance lease

Tropex plc has been leasing an asset since 1 June 2004.  The lease is a finance lease and Tropex plc is committed to making 5 rental payments of £14,500 annually in advance from 1 June 2004.  The only record which has been made in the accounts has been to debit lease rental payments account and credit bank account with the payment made on 1 June 2004.  The cash price of the asset is £66,400.
(d)
Revaluation of building
Tropex plc reports all its fixed assets at cost less accumulated depreciation.  One of the company’s buildings was worth considerably more than its carrying value as at 31 May 2005.  The directors would like to include the building in its balance sheet at its current value but are not sure what the basis of valuation should be or what the implications are for the company’s other fixed assets.

· Requirement for question 3
(a)
Cash flow from operating activities – indirect method.
Using the figures given in (a) above prepare a corrected calculation of the cash flow from operating activities using the indirect method.
9
(b)
Government grant.
Advise the company how the government grant (see (b) above) should be treated in the accounts and financial statements.
6
(c)
Finance lease.
Advise the company how the finance lease (see (c) above) should be reported in the profit and loss account for the year ended 31 May 2005 and the balance sheet as at 31 May 2005.  Illustrate your answer with appropriate figures using the rule of 78.
13
(d)
Revaluation of building.
With reference to (d) above advise the directors of Tropex plc:

(i)
what basis of valuation should be used for the building

(ii)
how the revaluation should be recorded in the financial statements
(iii)
how the depreciation of the building will be affected by the revaluation

(iv)
the implications for the carrying value of the other buildings owned and used by the company


7

(35)
Return on capital employed is one of the most important performance indicators for profit making enterprises.

· Requirement for question 4 

(a)
Identify and describe three limitations in calculating and interpreting this ratio using conventional financial statements.
9
(b)
The following ratios have been calculated from the published financial statements of two companies which operate similar businesses.

	
	Rose Ltd
	Lynn Ltd

	
	2003
	2004
	2003
	2004

	Profit to turnover
	13%
	10%
	13%
	13%

	Turnover to net assets
	2.7
	2.7
	2.7
	2.0

	Return on capital employed
	33%
	26%
	33%
	26%


(i)
Compare and contrast the performance of these two companies over the two years 2003 and 2004 as evidenced by these ratios.
5
(ii)
Make recommendations on how each company could restore its performance in the future.
6
(c)
The following ratios are sometimes used by investors in a company:

(i)
Interest cover

(ii)
Dividend yield

(iii)
PE ratio

For each ratio:
(i) Define how the ratio is calculated.
(ii) Describe what the ratio measures.
(iii)
Describe how an investor might interpret the ratio.
15

(35)
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