Series 2 Examination 2012

CERTIFICATE IN ACCOUNTING IAS
Level 3
Thursday 5 April
Subject Code: 3902

Time allowed: 3 hours

INSTRUCTIONS FOR CANDIDATES


Answer any 4 questions. There are no compulsory questions.



All questions carry equal marks.



Study the “REQUIRED” section of each question carefully and extract from the information
supplied the data required for your answers.



Write your answers in blue or black ink/ballpoint. Pencil may be used only for graphs, charts,
diagrams etc.



Begin your answer to each question on a new page.



All answers must be correctly numbered, but need not be in numerical order.



Workings must be shown.



You may use a calculator, provided the calculator gives no printout, has no word display facilities,
is silent and cordless. The provision of batteries and their condition is your responsibility.



Marks may be lost through lack of neatness and poor presentation.
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QUESTION 1
If a trial balance does not balance there must be errors, either within the trial balance itself, or in the
underlying accounting records. However, the following types of error do not cause trial balance totals to
differ:
(1)
(2)
(3)
(4)
(5)

error of omission
error of commission
error of principle
reversal of entries
error of original entry.

The accountant of Shrub, a private company, is inexperienced and has made the following errors
affecting the company’s accounts for the year ended 31 March 2012:
(i)

a sales invoice for $47 has been recorded as $74 in the Sales Day Book

(ii)

a repairs invoice for $2,000 has been debited to Motor Vehicles at Cost Account (depreciation
for the year has been charged at 20% on the closing balance on Motor Vehicles at Cost Account)

(iii)

no entry has been made for bank charges of $750

(iv)

an electricity charge of $827 has been debited to Postage and Stationery Account

(v)

a contra of $75 between the Purchase Ledger Control Account and the Sales Ledger Control
Account has been entered the wrong way round (control accounts are part of the double entry
system)

(vi)

closing inventory costing $300 has been omitted from the inventory sheets

(vii)

telephone expenses of $125 have been included in Repairs Account.

None of the above errors caused the Trial Balance totals to differ.
REQUIRED
(a)

Prepare Journal entries (without narratives) correcting errors (i) to (vii) above. For each
Journal entry state (choosing from (1)-(5) above) which type of error you are correcting.
(16 marks)

(b)

Prepare a calculation showing the change in net profit resulting from the correction of
the errors.
(6 marks)

(c)

Give two examples of types of error which cause trial balance totals to differ.
(3 marks)
(Total 25 marks)
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QUESTION 2
Hill, a pubic company’s, draft Trial Balance at 31 March 2012 is as follows:
$000
Dr
Revenue (all on credit)
Inventory (at 1 April 2011)
2,100
Purchases
8,100
Operating expenses
3,000
Non-current assets (carrying amount)
12,000
Trade receivables/Trade payables
1,700
Bank
70
Retained earnings (at 1 April 2011)
Ordinary shares ($0.50 each)
_____
26,970
At 31 March 2012 Hill’s shares were quoted at $0.70 each.

$000
Cr
12,000

1,100
11,870
2,000
26,970

The following adjustments are required to the Trial Balance:
(1)
(2)
(3)
(4)
(5)

inclusion of a further $100,000 revenue, for which the money is still to be received
writing off $30,000 of bad debts
inclusion of a further $60,000 purchases, for which the money has still to be paid
depreciation at 10% of the carrying amount of non-current assets
contras of $10,000 between trade receivables and trade payables.

Inventory, at cost, at 31 March 2012, was $3,000,000, after taking into consideration the above
adjustments. This figure needs to be reduced by 10% to allow for obsolete inventory.
REQUIRED
(a)

Prepare, for Hill, the Income Statement for the year ended
31 March 2012, and the Statement of Financial Position at 31 March 2012.
(12 marks)

(b)

Calculate (to two decimal places), for Hill, the following ratios:
(i)
(ii)
(iii)
(iv)
(v)
(vi)
(vii)
(viii)
(ix)

gross profit to revenue percentage
net profit to revenue percentage
current (working capital)
liquidity (acid test)
receivables’ collection period (based on closing receivables and expressed in days)
revenue to non-current assets
earnings per share
earnings yield
price/earnings.
(13 marks)
(Total 25 marks)
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QUESTION 3
Meads spends $1 each week on the Lottery. In March 2012 he won $1,000,000 and decided to use it as
follows:
$
(1)
Personal spending (new car, house etc)
200,000
(2)
Purchase of government bonds
200,000
(3)
Buy a share in a business
600,000
1,000,000
The business in which he invested would have to be one which provided him with employment, suitable
for using his skills as a plumber.
Three businesses (A, B and C) have made Meads offers, under which Meads would invest and start
work on 1 January 2013. Set out below are each of the business offers received by Meads.
Business A: Castle and Cary invite Meads to join their partnership on the following terms:





no partnership agreement to be drawn up
$400,000 to be provided as a loan
$200,000 invested as partnership capital
goodwill to be valued at $30,000, but not to be shown in the partnership accounts.

The expected profit of the new partnership for 2013, after interest, is $120,000.
REQUIRED
(a)

Calculate:
(i)
(ii)

The balance on Meads’ Capital Account (after adjusting for goodwill) on
1 January 2013.
Meads’ expected total income from the new partnership for 2013.
(5 marks)

Business B: Heron and Water invite Meads to join their partnership on the following terms:







a partnership agreement to be drawn up
$600,000 to be invested as partnership capital (this was twice as much as the combined
capitals of Heron and Water, before adjusting for goodwill)
goodwill, valued at $60,000, currently unrecorded, was now to be shown in the partnership
accounts
interest on partnership capital to be allowed at 10% per year
Meads to be entitled to a salary of $20,000 per year (this was half the salary of Heron, but four
times the salary of Water)
Meads to receive 20% of the residual profits.

The expected profit of the new partnership for 2013 is $200,000, before appropriation.
REQUIRED
(b)

Calculate:
(i)
(ii)

The balance on Meads’ Capital Account on 1 January 2013
Meads’ expected total income from the partnership in 2013.
(8 marks)
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QUESTION 3 CONTINUED
Business C: Bank Quay, a private company’s directors invite Meads to invest in the company on the
following terms:





$400,000 to be invested in $1 Ordinary Shares, issued to Meads at a premium of $0.25 per share
$200,000 to be invested in $0.75 Preferred Shares, earning 10%, issued to Meads at a premium of
$0.05 per share
Meads to receive a salary of $30,000 per year, with a bonus equal to 20% of the net profit
Meads would not be entitled to an ordinary share dividend in 2013.

The expected net profit of the company for 2013 is $80,000, after charging Meads salary at $30,000 and
before charging his 20% bonus.
REQUIRED
(c)

Calculate:
(i)
(ii)

The total number of shares in Bank Quay that Meads would own on
1 January 2013
Meads’ expected total income from the company in 2013.
(6 marks)

The following comments have been made:
(1)

“As Meads spends money on the National Lottery neither the partnerships nor the company
should consider him as an investor or employee”.

(2)

“Meads would be unwise to invest in preferred shares issued at a premium, as dividends are
only payable on their nominal value”.

(3)

“Companies offer limited liability to their investors, so Meads’ capital would be more
secure if invested in Bank Quay”.

REQUIRED
(d)

Briefly discuss the correctness, or otherwise, of each of the above comments.
(6 marks)
(Total 25 marks)
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QUESTION 4
Following are the summarised Trial Balances of Mary, a private company, and its subsidiary Cray, a
private company, at 31 December 2011:
Mary
Cray
$000
$000
$000
$000
Shares in Cray
368
Retained earnings
124
120
Tangible non-current assets
140
120
Current liabilities
62
28
Inventory at 31 December 2011
54
104
Ordinary shares of $1 each
680
240
Bank
64
36
Receivables
240
___
128
___
866
866
388
388
Additional information:
(1)

On 1 January 2011 there was a credit balance of $96,000 on the Retained Earnings Account
of Cray. The profits have been assumed to accrue evenly throughout the year, as its
operations are not seasonal.

(2)

At 31 December 2011 the non controlling interest in Cray appeared as $72,000 in the draft
consolidated Statement of Financial Position.

(3)

Cray’s shares were acquired by Mary on 28 February 2011.

REQUIRED
(a) Calculate:
(i)
(ii)

how many shares in Cray were purchased by Mary
the goodwill arising on consolidation.
(7 marks)

When reviewing the draft consolidated accounts, the group accountant decided that adjustments were
necessary in respect of the following:
(1)

It now appears that the profits of Cray were three times as high in each of the first six
months of 2011 than they were in each of the second six months of 2011.

(2)

In the accounts of Mary, provision needs to be made for obsolete inventory of $8,000 and bad
debts of $12,000.

REQUIRED
(b)

Calculate, taking into consideration the above adjustments:
(i)
(ii)
(iii)

goodwill arising on consolidation
non controlling interest at 31 December 2011
the change in consolidated retained earnings, assuming that the whole of the goodwill
arising on the acquisition of Cray was impaired and written off on 31 December 2011.
(7 marks)

A shareholder in Mary has suggested that the purchase of shares in Cray has not, so far, been a
success.
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QUESTION 4 CONTINUED
REQUIRED
(c)

Based on the evidence available state (yes or no) whether the shareholder is correct,
giving a reason for your choice.
(3 marks)

Pen, a public company, acquired 80% of the ordinary shares of Mill, a private company, many years ago.
Extracts from the Income Statements of the two companies for the year ended 31 March 2012 are as
follows:
Pen
$000
5,600
1,700
500

Revenue
Cost of sales
Administrative expenses

Mill
$000
1,500
1,300
470

Additional information:
(1)

Pen sold goods costing $80,000 to Mill for $120,000 during the year ended
31 March 2012. At 31 March 2012, 40% of the value of these goods remained in Mill’s inventory.

(2)

Mill supplied administrative services costing $30,000 to Pen. These were charged at
cost. They were recorded in Mill’s books by debiting Pen and crediting administrative
expenses. They were recorded in Pen’s books by debiting administrative expenses and
crediting Mill.

REQUIRED
(d)

Calculate the following figures to be included in the Consolidated Income Statement for
the year ended 31 March 2012:
(i)
(ii)
(iii)

revenue
cost of sales
administrative expenses.
(8 marks)
(Total 25 marks)
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QUESTION 5
Following are three criteria, all of which must be satisfied, before a capital investment project is accepted
by Tan, a public company:
A

a profit must be made in each year of the project’s life

B

the project must have a positive net present value at a cost of capital of 10%.

C

the project’s payback period must not exceed 2 years.

Project Shelf, currently under consideration by Tan, is for three years and has the following budgeted
figures:


Initial investment (Year 0)



Annual data –

$600,000
Year 1
$ per unit
6.00
2.50
1.30
1.00

Selling price
Direct materials
Direct labour
Variable overheads
Total fixed costs
Sales/Production (units)


$350,000
300,000

Year 2
$ per unit
6.25
2.60
1.30
1.10
$360,000
305,000

Year 3
$ per unit
6.50
2.70
1.40
1.20
$370,000
310,000

Residual value of initial investment (end year 3)

$150,000

Total fixed costs include straight line depreciation on the initial investment. Annual cash flows are
deemed to take place at the end of each year.
10% discount factors are as follows:
Year 0
1.000
Year 1
0.909
Year 2
0.826
Year 3
0.751
REQUIRED
(a)

Calculate in respect of Project Shelf:
(i)
(ii)
(iii)

the profit in each year
the net present value over the three years
the payback period.
(20 marks)

(b)

Based on the calculations in (a) above, and using Tan’s three criteria, state whether
or not Project Shelf should be accepted and why.

(3 marks)
The Production Director has suggested that the procedure for selecting investment projects is too
complicated. She argues that Tan should first calculate the payback period and, only if this is shorter
than, or equal to, the project’s life, should further criteria be used.
REQUIRED
(c)

Discuss the Production Director’s suggestion and conclude whether or not you agree
with her.
(2 marks)
(Total 25 marks)
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