FREE SAMPLE: THE FIRST 3 QUESTIONS

ANSWER ALL THREE QUESTIONS

36 marks in all

Answer ALL questions. Show the calculation for every measure. Use the formulae given. Where a
question asks you to explain, say what the measure means, what changed, why it changed (use the
information about the business), and what the owner should do.

Formula sheet

Percentage change = (this year’s figure — last year’s figure) + last year’s figure x 100. Gross profit % = gross
profit + sales x 100. Net profit % = profit for the year + sales x 100. Expense % = expense + sales x 100.
Return on equity % = profit for the year + average equity x 100. Rate of return on total assets % = (profit for the
year + interest) + average total assets x 100. Current ratio = current assets + current liabilities. Liquid ratio =
(current assets — (inventory + prepayments)) + (current liabilities — secured overdraft). Equity ratio = equity +
total assets (written as x:1). Inventory turnover = cost of goods sold + average inventory. Age of accounts
receivable (days) = average accounts receivable + (credit sales x 1.15) x 365. Average = (opening + closing) +
2.

Question One (12 marks)

(a) Information about Anika’s Surf Shop: this year the business ran a large advertising campaign.

Calculate the percentage change in sales, the gross profit % for each year and the net profit %
for each year, and the advertising % of sales for each year. Then explain how the change in the
business affected its profitability, and give the meaning of the net profit % for this year.

Sales 310 000 341 000
Cost of goods sold 186 000 204 600
Wages 49 600 51 088
Advertising 6 200 9920
Rent 21 000 21 000
Other expenses 9 300 10 230
Interest on loan 1 000 1 000
Profit for the year 36 900 43 162
[7 marks]
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THE WORKED ANSWERS TO THOSE 3 QUESTIONS

Question 2 (12 marks) [Liquidity and financial stability]

(a) This year Anika’s Surf Shop bought extra inventory for the busy season and paid for it from the bank.
Calculate the current ratio and the liquid ratio for each year, using the formulae on the formula sheet (as
x:1, to two decimal places). Then explain what happened to the business’s ability to pay its short-term
debts, and make one recommendation.

(a) Answer: Current ratio 4.14:1 — 4.62:1; liquid ratio 2.55:1 — 2.26:1

« Evidence level: Excellence (calculates both ratios with the NZQA formulae and explains the change
using the figures).

* Current assets last year = $18 000 + $42 000 + $1 400 + $36 000 = $97 400; this year = $108 462.
* Current liabilities last year = $19 000 + $4 500 + $0 = $23 500; this year = $23 500.

* Current ratio = current assets + current liabilities: last year 97 400 + 23 500 = 4.14:1; this year 108
462 + 23 500 = 4.62:1.

* Liquid ratio = (current assets — (inventory + prepayments)) + (current liabilities — secured overdraft):
last year (97 400 — 37 400) + (23 500 - 0) = 2.55:1; this year (108 462 — 55 400) + (23 500 - 0) =
2.26:1.

» Achievement: The current ratio increased from 4.14:1 to 4.62:1: this year the business has $4.62 of
current assets for every $1 of current liabilities. The liquid ratio decreased from 2.55:1 to 2.26:1.

 Merit: The current ratio increased from 4.14:1 to 4.62:1: this year the business has $4.62 of current
assets for every $1 of current liabilities. The liquid ratio decreased from 2.55:1 to 2.26:1. The business
bought extra inventory for the busy season and paid for it from the bank: bank decreased from $18
000 to $11 062, accounts receivable stayed at $42 000, inventory increased from $36 000 to $54 000.

 Excellence: The current ratio increased from 4.14:1 to 4.62:1: this year the business has $4.62 of
current assets for every $1 of current liabilities. The liquid ratio decreased from 2.55:1 to 2.26:1. The
business bought extra inventory for the busy season and paid for it from the bank: bank decreased
from $18 000 to $11 062, accounts receivable stayed at $42 000, inventory increased from $36 000 to
$54 000. The liquid ratio decreased because bank plus accounts receivable decreased from $60 000
to $53 062 while accounts payable plus other current liabilities stayed at $23 500, so the business’s
ability to pay its short-term debts got worse. The liquid ratio is the stricter test because it leaves out
inventory and prepayments, which cannot be turned into cash quickly. Recommendation: sell the extra
inventory quickly, because it ties up cash that is needed to pay bills.
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KEY TAKEAWAY

Liquidity: the liquid ratio leaves inventory and prepayments out of current assets and the secured
overdraft out of current liabilities; compare both ratios with 1:1 and explain the change using what the
business did.

(b) Information about Anika’s Surf Shop: this year the business had larger drawings taken by the owner.
Using the formulae on the formula sheet, calculate the equity ratio (as x:1, to two decimal places), the
return on equity % and the rate of return on total assets % for each year. Explain the change in financial
stability and in the returns, and make one recommendation.

(b) Answer: Equity ratio 0.70:1 — 0.72:1; ROE 34.6% — 36.1%; return on total assets 24.5% —
26.3%

 Evidence level: Excellence (calculates the three measures with averages and explains stability and
the returns).

* Equity ratio = equity + total assets: last year 113 900 + 162 400 = 0.70:1; this year 124 962 + 173
462 =0.72:1.

* Return on equity % = profit + average equity x 100: last year 36 900 + 106 500 = 34.6%; this year 43
162 + 119 431 = 36.1%.

 Rate of return on total assets % = (profit + interest) + average total assets x 100: last year (36 900 +
1 000) + 155 000 = 24.5%; this year (43 162 + 1 000) + 167 931 = 26.3%.

* Achievement: The equity ratio increased from 0.70:1 to 0.72:1: the owner finances 72 cents of every
$1 of assets this year. The return on equity increased from 34.6% to 36.1% and the rate of return on
total assets increased from 24.5% to 26.3%.

« Merit: The equity ratio increased from 0.70:1 to 0.72:1: the owner finances 72 cents of every $1 of
assets this year. The return on equity increased from 34.6% to 36.1% and the rate of return on total
assets increased from 24.5% to 26.3%. Reasons: total assets increased from $162 400 to $173 462;
equity increased from $113 900 to $124 962 (profit $43 162 less drawings $32 100). The return on
equity increased because profit changed by 17.0% while average equity changed by 12.1%; the rate
of return on total assets increased because profit plus interest changed by 16.5% while average total
assets changed by 8.3%.

 Excellence: The equity ratio increased from 0.70:1 to 0.72:1: the owner finances 72 cents of every $1
of assets this year. The return on equity increased from 34.6% to 36.1% and the rate of return on total
assets increased from 24.5% to 26.3%. Reasons: total assets increased from $162 400 to $173 462;
equity increased from $113 900 to $124 962 (profit $43 162 less drawings $32 100). The return on
equity increased because profit changed by 17.0% while average equity changed by 12.1%; the rate
of return on total assets increased because profit plus interest changed by 16.5% while average total
assets changed by 8.3%. Recommendation: limit drawings so the business keeps enough equity and
cash.

KEY TAKEAWAY

Stability = how much of the assets the owner pays for (equity ratio); returns use average equity or
assets over the year; compare profit growth with the growth in equity and in assets to explain each
return.

LOS: Liquidity and financial stability (91177)
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Question 3 (12 marks) [Management effectiveness and recommendations]

(a) This year Anika’s Surf Shop ran a large advertising campaign and also bought extra inventory for the
busy season and paid for it from the bank. Using the formulae on the formula sheet, calculate the age of
accounts receivable (in days, to one decimal place) and the inventory turnover (times, to one decimal
place) for each year. Explain how the changes affected the business’s management of accounts
receivable and of inventory, and make a recommendation.

(a) Answer: Age of accounts receivable 42.0 — 39.1 days; inventory turnover 5.0 — 4.5 times

« Evidence level: Excellence (calculates both measures with averages and explains the change for
receivables and for inventory).

« Age of accounts receivable = average accounts receivable + (credit sales x 1.15) x 365 (accounts
receivable include GST): last year 41 000 + 356 500 x 365 = 42.0 days; this year 42 000 + 392 150 x
365 = 39.1 days.

* Inventory turnover = cost of goods sold + average inventory: last year 186 000 + 37 000 = 5.0 times;
this year 204 600 + 45 000 = 4.5 times.

» Achievement: The age of accounts receivable decreased from 42.0 to 39.1 days and inventory
turnover decreased from 5.0 to 4.5 times.

» Merit: The age of accounts receivable decreased from 42.0 to 39.1 days and inventory turnover
decreased from 5.0 to 4.5 times. Accounts receivable stayed at $42 000 (average 41 000 to 42 000)
while sales increased from $310 000 to $341 000, so customers take fewer days to pay, and the
business collects its cash sooner. Cost of goods sold increased from $186 000 to $204 600 and
inventory increased from $36 000 to $54 000 (average 37 000 to 45 000), so the stock turned over
more slowly and so more money is tied up in inventory.

» Excellence: The age of accounts receivable decreased from 42.0 to 39.1 days and inventory turnover
decreased from 5.0 to 4.5 times. Accounts receivable stayed at $42 000 (average 41 000 to 42 000)
while sales increased from $310 000 to $341 000, so customers take fewer days to pay, and the
business collects its cash sooner. Cost of goods sold increased from $186 000 to $204 600 and
inventory increased from $36 000 to $54 000 (average 37 000 to 45 000), so the stock turned over
more slowly and so more money is tied up in inventory. Because the business ran a large advertising
campaign and also bought extra inventory for the busy season and paid for it from the bank, a
recommendation is to stop buying extra inventory and discount slow-moving lines to free up cash.

KEY TAKEAWAY

Management effectiveness: a lower age of accounts receivable means faster collection; a higher
inventory turnover means inventory sells faster; explain each measure separately using the figures and
what the business did.

(b) The owner of Anika’s Surf Shop compares this year’s results with the industry average. In your
answer, explain what each result shows about the business, and recommend ONE action for each,
justifying it.
(b) Answer: The business earns 12.7% of each sales dollar as profit compared with 15.2% for
similar businesses, a gap of 2.5 percentage points. Inventory turns over 4.5 times compared
with 5.7 for similar businesses, so goods stay on the shelves longer and money is tied up.
 Evidence level: Excellence (compares each measure with the industry, explains the gap and
recommends justified actions).
» Compare each result with the industry average and describe the size of the gap.
e Achievement: The business earns 12.7% of each sales dollar as profit compared with 15.2% for

similar businesses, a gap of 2.5 percentage points. Inventory turns over 4.5 times compared with 5.7
for similar businesses, so goods stay on the shelves longer and money is tied up.

» Merit: The business earns 12.7% of each sales dollar as profit compared with 15.2% for similar
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LIKED THIS SAMPLE?

The full paper is the real thing.

THIS FREE SAMPLE THE FULL PAPER
A short extract: the opening questions of Paper Three questions made of several multi-part
1, then their worked answers. 4 pages in all. problems answered in writing (constructed

response, no multiple choice), with a worked
solution for every part that shows whether it is
aimed at Achieved, Merit or Excellence. 12
pages, with a worked solution for every question.

What you get with each paper

e A complete, timed paper in the real exam layout, not just a taste of it.

e A worked solution for every question: numbered steps, why each wrong option is wrong, and a key
takeaway.

e 20 different papers in this set. Every one uses new questions, so each extra paper is new practice,
not a repeat.

e An A4 PDF emailed straight after payment, made for printing.

Get Paper 1 now

A$11.99 one-off, instant PDF download. Tap or click here.

Or see all 20 NCEA Level 2 Accounting 91177 Interpret papers:
testpapershub.com/collections/ncea-level-2-accounting-91177-interpret/

Getting the most from a practice paper

1 Printit and set the timer shown on the cover. Answer every question before looking at any
solution.

2 Mark it against the worked solutions and note the topics that cost you marks.

3 Retry the questions you missed a day later, then use the next paper to check the fix held.

Not sure which paper to start with, or have a question before you buy? Email support@testpapershub.com and a real person
will reply, normally within one business day. These are original practice papers, not official past papers, and are not affiliated
with any exam authority.
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