
NEW ZEALAND SCHOLARSHIP 2004 
 

ACCOUNTING 
 

Sample of assessed candidate work – Outstanding Performance- Performance Descriptor 1: 
Performance Category 2 
 
QUESTION ONE: ACCOUNTING INFORMATION FOR MANAGEMENT  
 
PART A: Cost Behaviour  
 
(a)  Explain to Ben what Joel means by variable costs and fixed costs. Use examples from Ben’s sausage 

sizzle venture to help illustrate your explanations. 
 

There are a variety of costs that occur in any business venture.  These costs involved in 
operating the entity, include fixed and variable costs, as well as some other minor costs 
such as semi-fixed and semi-variable costs or direct and indirect costs. 
 
To classify a cost as fixed, it must be a cost that will remain constant over a range of 
production.  For Ben’s sausage sizzle, fixed costs would be the cost to lease the 
barbecue.  The cost to lease this would be unchanged, as Ben will have to pay $100 
regardless if how many sausages he produces. 
 
A variable cost, as opposed to a fixed cost, will change depending on how many units 
are produced.  These costs are usually able to be calculated per unit.  Ben’s sausage 
sizzle faces variable costs of $0.60 in total, including two direct costs as well as some 
overheads.  Some of the variable costs incurred would be the purchase of bread and 
sausages. This is because each piece of bread/sausage relates to one unit sold. 
 
Other costs that businesses may face include semi-fixed and semi-variable costs.  
Semi-fixed costs are only ‘semi-constant’ over a fixed range and do have a possibility of 
varying.  The cost for Ben of $10 per week to use the barbecue at the university is a 
semi-fixed cost, as this could vary if he chose not to produce any sausages in a 
particular week.  Semi-variable costs are similar, but are ‘semi-variable’ over the range 
and may not be variable per each unit produced. 
 
There are other costs involved in production but these are not very important to Ben’s 
business, such as direct and indirect (overhead) costs.  The application of fixed and 
variable costs, however, will allow Ben to determine more easily how many sausages 
he needs to sell in order to make his expected and break-even profit. 

 
 

Idea of per unit. 

Higher level 
thinking. 

This part earns a B, but includes evidence towards A. 

Provides example. 

Provides example. 

Recognises 
relevant range. 
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  (b)  Discuss the break-even concept. Explain to Ben why it is important for him to understand the break-

even point related to the running of his sausage sizzle venture. 
 

The break-even concept reveals the number of units a producer needs to sell in order to 
cover all its costs , including fixed and variable costs.  This point is calculated by 
dividing the fixed costs by the contribution margin (revenue per unit less variable costs 
per unit)1.  It is important that Ben realizes how many units he needs to sell in order to 
break-even, or else there is no point in starting his business at all. 
 
The break-even concept also allows Ben to determine how many sausages he needs to 
sell in order to make his desired profit.  This can be done by adding his desired profit to 
the fixed costs when using the formula described in the first paragraph2.  By doing this, 
Ben will be able to decide if his business is worthwhile or not. 
 
Appendix (1) – For Ben’s Sausage Sizzle 
1   $400/ (1-0.6)  =  1000 sausages 
2    $400 + desired profit/ (1-0.6) = number of sausages 
 

 
 
(c)  Explain the contribution margin and why it is important that Ben has his sausage sizzle venture going 

every day. 
 

The contribution margin is the Revenue per unit less variable costs1.  This represents 
the total profit (or loss) earned for each unit sold.  In order to generate enough revenue 
to cover fixed costs, and have enough left over for a healthy return, Ben must make a 
significant contribution margin every day.  If he fails to do this, then he will still have to 
pay fixed costs, and to do so will be forced to use the money he has earned from other 
days work.  Even if Ben does not sell a large number of sausages, he needs to keep his 
business venture going so that he can continue paying off his fixed costs (for that day). 

 
Appendix (2) – For Ben’s Sausage Sizzle 
1 ($1 – ($0.15 + $0.25 + $0.20)) = $0.4 per sausage 

 
 
 
 
 
 
 

For more 
detailed view 
refer to 
Appendix 2) 

Break-Even 
related to Ben’s 
business. 

Contribution-
Margin related to 
Ben’s business. 

Part A = A. 
B in all three sections and evidence towards A included by relating it to Ben’s business and demonstrating 
higher level thinking. 

This part earns a B. 

This part earns a B. 
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PART B: Cost-volume-profit analysis 
 
(a)  Calculate the required break-even number of sausages in units and sales dollars. Show your workings 

clearly. 
  

(i)         $400                        = 1000 sausages (units)                       
          ($1 – ($0.15 + $0.25 + $0.20)) 
 
(ii)     1000 sausages x $1 = 1000 sales dollars 

 
 
(b)  On average, how many sausages is this per day? 

  
(i)     $400 + $5000                        = 13500 sausages (units) total                    
          ($1 – ($0.15 + $0.25 + $0.20)) 
(ii) Assuming there are no public holidays, and that Ben works every day: 
 
                        13500        = 90 sausages (units) per day. 
                        (30x5) 

 
 
 
(c)  (i)  Assuming that Ben sells the same number of sausages in his second year and keeps his selling 

price at $1 per sausage, use the information above to prepare a comparative profit statement for 
Ben’s sausage sizzle venture showing clearly: 
¥ his first year’s contribution margin and profit 
¥ his second year’s predicted contribution margin and profit. 

  
(i)  Comparative Profit Statement for Ben’s Sausage Sizzles 
 Assuming that Ben sells 15000 sausages again in his second year: 

 
 (2204) (2005) 
 Year 11 Year 22 
Sales 15000 15000 
Less: Variable Costs   
Direct Labour 2250  2700 
Direct Materials 3750 4200 
Variable Overheads 3000 3300 
 (9000) (10200) 
Less: Fixed Costs   
Fixed Overhead (400) (480)3 
   
Net Surplus (Deficit) 5600 4320 

 
Appendix 3 
1 Contribution Margin (Year 1): 
($1 – ($0.15 + $0.25 + $0.5)) = $0.4 
2 Contribution Margin (Year 2): 
($1 – ($0.18 + $0.28 + $0.22)) = $0.32 
3 Fixed overheads for Year 2 (2005) include depreciation on the barbecue and 
gas bottle, but does not include the cost of leasing the barbecue, which was 
incurred in Year 1 (2004). 

 
     

Correct. 

Correct. 
 

Correct, 
except 
misses total 
Contribution 
Margin. 
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   (ii)  Explain to Ben why his predicted profitability will change for the second year. 
 

Due largely to inflation, the price of Ben’s inputs into production have risen.  Most of 
these rises have been in variable costs, with his employees demanding more pay as 
well as the costs of sausages and bread.  These rises in costs have had a detrimental 
effect on Ben’s contribution margin, meaning he now earns less profit for each unit sold.  
An increase in fixed costs has also caused Ben’s predicted profitability to fall, with the 
university deciding to charge an extra $2 per week ($60 total).  Ben’s decision to 
purchase a barbecue means that he will not have to pay the $100 for leasing one, but 
instead will have to account for depreciation whish is actually greater ($120) per year.  
Because of this, I would recommend that Ben decides to not purchase a barbecue and 
save himself the $1000 purchase costs. 
 
This increase in costs will decrease Ben’s profitability in the next year, as it is not offset 
by any increase in price.  With costs going up, Ben may need to increase the price he 
charges for his sausages in order maintain his desired profit of $5000. 

 
 
    (iii) Identify and explain some strategies that Ben could use to increase his profitability in the second year 

so that he could achieve the target profit of $5.00. include both financial and non-financial 
information in your explanations. 

 
The first option Ben has available, as discussed in question © (ii), is to increase the 
price that he sells his sausages for.  This will offset his rise in costs, and should not 
result in a significant fall in demand, as people are expecting increased costs (due to 
inflation = 1-3%). 
 
Another financial method Ben could implement is to try and cut his costs by going to 
different suppliers (supermarkets/wholesalers) to attempt to find cheaper prices, 
lowering his costs and increasing his contribution margin.  This would have a similar 
effect as raising prices, and would be a better way for Ben to increase his profitability 
without disappointing customers. 
 
To increase profits without using financial methods, Ben could chose to promote his 
sausage sizzles by putting up posters around the university.  This advertising should 
be aimed at drawing in more customers and thus increasing Ben’s sales towards his 
desired profit of $5000.  While this advertising is a good method of increasing sales in 
the short term, a better strategy may be for Ben to move to a new location, such as in 
the Central Business District (if council laws permit), where there is a larger customer 
base to attract.  Other problems may arise from this, however, such as transport for 
Ben and his barbecue. 
 
Each of these strategies will help secure of higher profit for Ben and could allow him to 
return to his desired profit level of $5000 if applied correctly.  I recommend the best 
option to begin with as trying to cut costs by finding new suppliers.  This is because 
this option involves few hassles for Ben and is likely to succeed.  A combination of the 
other strategies may also be the best solution for Ben. 

 
 
 
 
 
 

Correct. 

Evidence of higher 
level thinking. 

Evidence of higher 
level thinking. 

Part B = A. 
All three sections would gain B, calculations are correct and there is clear evidence of higher level 
thinking in (c). 
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PART C: Partnership and Budgeting 
 
(a)  Show the cash surplus or deficit for each week and Ben’s expected bank balance at the end of the 

second week. 
 

(a) Cash Budget for Frodo Magic Sizzles 
 Week 1 Week 2 
Cash Receipts   
Cash Sales 715 650 
Cash Investment 500 - 
Total Cash Receipts 1215 650 
Less: cash Payments   
Direct Labour 110 100 
Direct Material 159.50 145 
Variable Overhead 126.50 115 
Joel’s Salary 200 200 
University Space 375 - 
Loan Repayment 500 - 
Total Cash Payments (1471) (560) 
Change in Bank Balance (256) 70 
Add: Opening Balance - (256) 
Closing Balance (256) (166) 

 
 
(b)  (i)  Prepare a predicted annual profit statement for 2005. 
 

 
(i) Annual Profit Statement for Frodo Magic Sizzles for the year ended 31 Dec 
05 

 
Sales 20475  
Less: Variable Costs   
Direct Labour 3150  
Direct Materials 4567.50  
Variable Overhead 3622.50 (11340 
Less: Fixed Costs   
Joel’s Salary 6000  
University Space 375  
Depreciation on barbecue 140 (6515) 
Net Surplus (Loss)  2620 

 
 
   

Correct. 

Correct. 
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   (ii)  Evaluate for Ben the financial implications of having Joel as a partner. Conclude your evaluation with a 

justified recommendation as to whether or not Ben should have Joel as a partner. 
 

Having a partner brings several advantages to a business with only one owner (sole 
trader).  These include the ability to share skills, and hours, as well as an increased 
ability to contribute towards the business capital.  There are also some 
disadvantages, however such as that profits need to be shared and the responsibility 
to the other partner.  Each of these relate to the ability of the business to run 
smoothly, and each entity has different needs in terms of its owners. 
 
By forming a partnership with Joel, Ben will now be able to gain his knowledge as an 
accountant.  Joel’s advice could help secure the business profitability in the future.  
In order for the partnership to be fair, however, Joel will have to adopt some of the 
workload.  Joel expects a salary of $6000 and as such Ben should expect him to 
work strenuous hours.  This salary is very high considering the business profit is only 
expected to be $2620 for 2005 – (c)(i).  Joel also brings to the partnership the ability 
to contribute more capital, although we do not know if he has any intention of 
contributing to the partnership. 
 
A disadvantage of bringing Joel into the business is that the profit will have to be 
shared – Joel will require some payment for his services regardless of his salary.  
Joel’s presence in the partnership would also mean a loss of freedom for Ben as 
Joel would be entitled to his opinion on the direction of the business.  This may be 
useful, however, as Joel is an accountant who knows how to run such businesses. 
 
In conclusion, while Joel brings both positive and negative aspect to the forming of a 
partnership, I recommend Ben does agree to his joining the business.  But Ben must 
ensure that Joel does not receive such an outrageous salary and he may want to 
write a Partnership agreement that states a salary for himself as well, to ensure he 
gets an equitable share of the profits. 

 
 

 

 

 

Idea of Joel’s 
salary being 
excessive. 

Evidence of 
critical thinking. 

Part C = A. 
Both sections would earn B and there is evidence of critical thinking in (b) (ii) including 
the idea of Joel demanding an excessive salary. 
Question One is therefore A. 
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QUESTION TWO: FINANCIAL REPORTING ISSUES  
 
(a)  Explain Implications of the going-concern assumption in the preparation of financial statements. 
 

Financial Statements are all prepared under the notion that the business is acting as 
a going concern and likely to continue on in the future. This means assets must be 
stated at historical cost as that is what they are worth for the operation of the 
business/company. Statements must disclose any material information relevant to 
users that might effect their decision to invest in the continuation of the company. 

 
(b)  With regards to each of the qualitative characteristics, explain why it might be inappropriate for Air New 

Zealand to use net realizable values for measuring its assets. Your explanation should include a 
discussion of the other factors that might have an influence on the information provided by the company 
in meeting these qualitative characteristics. 

 
Why Air New Zealand Should Not Record Assets at Net Realisable Value   

 
There has been significant suggestion in the financial world the Air New Zealand could 
face bankruptcy in the near furture. This would create the argument for stating assets at 
net realisable value if the company was expecting liquidate. However as stated in the 
National Business Review: 15 February 2002 the government did offer Air New Zealand 
Financial assistance as it is one of the countries major that represents a huge part of 
our identity by operating under our country’s name. It is also very likely that if Air New 
Zealand were to find itself in trouble again the government would once again step in. 
This means that Air New Zealand is now gaining its stability and would continue to 
operate as a going concern therefore restating assets at Net realisable value is not 
appropitate using the following qualitative characteristics and influences on them taken 
from the Statement of Concepts. 

 
 Relevance 
 If Air New Zealand were to restate all it’s assets at net realisable value it would not 

meet relevance because Feedback value would not be accurate. Shareholders 
suddenly viewing the change of value in assets may think the company is intending 
to liquidate which is not the case. Although it is relevant to revalue assets such ad 
land and buildings to offer impoved predictive value this does not apply to the 
majority of Air New Zealands Assets such as planes and hangers which do not 
change rapidly in value. It is also not displaying a timely opinion of Air New 
Zealands assets if they are not planning to sell and therefore net realiable value or 
estimated realizable value is only relevant to assets such as accounts recievable 
where it is likely that the adjusted value will be recieved which display’s timelyness 
a proper predictive value. 

 
 Reliability 
 Net realisable value does not meet reliability because the most reliable way to 

measure assets is historical cost. Historical cost can be traced back to a sorce 
document and is therefore varifyable and the figure is neutral and free from bias as 
it reprecents a transaction between two party’s. Net realisable value however does 
not display neutrality. The current value could differ depending on who the 
company chose as the valuer and independent valuations cannot be verified or 
traced back to any concrete evidence as they are based on personal opinion. 

 
  

This is just enough for a B. 

Continued over 

Used the article, 
explained 
significance of Air 
New Zealand and 
why it would 
continue to be a 
going concern, 
rather than being 
allowed to 
liquidate. 

Explains 
relevance 
and relates to 
specific Air 
New Zealand 
examples. 

Explains 
reliability and 
why net 
realisable 
value would 
not be 
reliable. 
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Understandability 
 This is an important issue for Air New Zealand to consider as it has a huge 

shareholders base and many of the general public own Air New Zealand shares 
and have the right understand what is happening in their company. To change Air 
New Zealands Assets to Net Realisable value would create great confusion for the 
shareholders or any users of Air New Zealands Financial Information. Revaluing all 
assets creates the assuption the the company is in trouble and wants to liquidate. 
This assumption is based on the fact that if Air New Zealand states its assets at net 
realisable value then that is what they are expecting to sell them for in the current 
market and does not represent what they are worth in the current running of the 
business. Understandability would be greatly impared by this change as it would 
appear the business was to stop running as a going concern but in actual fact it is 
not therefore this implies a faulse understanding of the companies plans. 

 
Comparability 

 Comparability would be greatly compromised by the change in measuring base of 
the assets in Air New Zealand. If all previous Financial Statements are prepared 
on the historical and modified historical cost basis for measuring assets then no 
user of the current financial statement will have any ability to compare them with 
previous years. The comparison would be inacurate as you cannot compare 
figures based on historical cost with figures based on net realisable value 
because they are displaying completely unrelated information. As well as not 
being able to compare figures with past years, users would not be able to 
compare with any other company in the same or similar industry to Air New 
Zealand. This creates a huge disadvantage for Air New Zealand as they could not 
compare their financial status with others in the industry therefore their stability 
within the range of the Airline industry would be unknown.  
 
The Balance between qualitative characteristics. This influence is what allows for 
Accounts Recievable to be stated at estimated realisable value. It states that 
some assets may be better represented by the features of one qualitative 
characteristic than the other. In the accounts receivable argument it is relevant to 
carry it at its estimated reallisable value but this takes away from it’s reliability as 
a verafiable figure. This balance, although it is applicable sometimes, does not 
encompass the ability to justify the changing of measurement base for all Air New 
Zealands assets as it does not make greater sence under any of the qualitative 
characteristic as can be seen above. 
 
Balance Between Benifit Cost of revaluing. All assets to net realisable value is 
very one sided. The cost of imploying the valuers and changing the policies on 
which Air New Zealand measure assets far outweighs the benifits it would bring 
the company. They are not planning to sell their assets so stating them at their 
current market value is going to be no use for the company. 

 
 
 
 
 
 
 
 

In total this answer to (b) explained each of the qualitative characteristics, 
linked them to Air New Zealand, used specific examples and whether or not net 
realisable value would be appropriate for the assets.  There is depth in the 
explanations through the continued references to and explanations of the 
context.   
Question Two is therefore awarded an A. 

Explains 
understand-ability 
and links to 
shareholders and 
the misinterpreta-
tion regarding 
going concern 
that might arise. 

Explains 
comparability and 
how it would be 
compromised. 

Explains trade- 
offs, uses an 
example and 
links to Air New 
Zealand. 
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QUESTION THREE: COMPANY ACCOUNTS – INTERPRETATION AND ANALYSIS 
 
(a)  Your report should provide an analysis of the: 
 
      (i)   profitability 
      (ii)  liquidity 
      (iii) financial stability of the company 
      (iv) then, make a justified conclusion as to whether the bank should continue to lend money to the 

company. 
 

ANSWER SHEET FOR QUESTION THREE (A) 
 
  2003 2002 

Profitability:   
 

 
 

Return on total assets % = 
 

Earnings!before!interest!and!taxes

Average!total!assets
!100  

 

 
!

! 37
6005

!!!!!!!!!!
233
3798

 

 
6.13% 

 
–5.5% 

Net profit % = 
 

Earnings!after!taxes

Operating!revenue
!100 

 
4.5% 

 
7.2% 

Liquidity:    

Current ratio = 
 

Current!assets

Current!liabilities
!100 

 
1.2:1 

 
1.15:1 

Financial stability: Equity Ratio 0.28:1 0.23:1 

Gearing ratio = 
 

Total!liabilities

Equity
!100  

 
2.6:1 

 
3.4:1 

Times interest earned = 
 

Earnings!before!interest!and!taxes

Interest
!100  

 
17 

times 

–0.42 
times 
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Report on Air New Zealand for Bank Manager   
 

Profitability 
 Air New Zealands profitability status is improving steadily. The Net profit percentage 

has increased subtancially going from –7.2% in 2002 to 6.13% in 2003. This major 
change results fro the positive net profit Air New Zealand reported in2003 compared 
to the deficit reported in 2002. The reason for the turnaround in net profit was the fall 
in expenses being far more significant than the fall in revenue. From reading Air New 
Zealand annual report 2003 we are aware that passenger figure actually rose due to 
the introduction of express class a cheep, no frills domestic service which is the 
reason for the fall in revenue. However the fall in expense droped more in ?? to drop 
in revenue as Air New Zealand was no longer accounting for expenses relating to 
the demerger of Ansett 

 Return of average total assets has also increase going from –5.5% to 6.3%. This 
also related to the turnaround in profit before interest and tax. A 6.13% return on 
average total assets represents the amount of profit before interst and tax generated 
through the use of assets. This figure is showing a positive trend we would hope this 
would continue to rise along with the net profit percentage to improve the overall 
profitiability status of Air New Zealand. 

 
 Liquidity 
 Air New Zealands liquidity is addequate with their current ratio improving by 0.5:1 

over 2002–2003. It is suffuciet as it displays that Air New Zealand is able to meet it’s 
current liabilities with its current current assets. This figure would also be slightly 
deflated as current liabilities would include revenue received in advance which is not 
going to require any cash sacrifice for the business and only have to passengers 
during normal operation of business to have liability repayed. This means liquidy is at 
a stable level and following the trend is likely to improve. 

 
 Financial Stability 
 The financial stability for the company is improving also with the gearing ratio falling 

displaying a positive trend as the amount of debt to equity decreasing is good and 
represents adequitly the fall in total liabilities from 3014 million to 2668 million. The 
equity ratio also display a positive trend going from 0.23:1 to 0.28:1. This ratio 
however is not entirely satisfactory as it’s shows that Air New Zealand is only 
invested 0.28 cents of every dollar of assets. This appears to be a popular trend on 
the airline industry though as they have to invest in high priced assets like planes so 
low equity ratios can be expected and do not imply the downfall of Air New Zealand. 

 
 
 
 
 
 
 
 
 
 
 
 
 

This question would be awarded a B – the profitability has evidence towards an A and the 
liquidity and financial stability are discussed in context. 
The candidate explained each of profitability, liquidity and financial stability and linked them 
to Air New Zealand with examples – planes, land and buildings, accounts receivable. 
There is depth in the answers. 
If the candidate had added times interest earned and a conclusion, their answer would 
receive an A.  They needed to talk about times interest earned as it was one of the 
calculations required and they were asked for a conclusion. 

Evidence of 
wider reading. 
Providing 
explanations for 
changes in 
profitability. 

Uses a specific 
example to 
explain lack of 
concern 
regarding 
liquidity. 

Explains low 
equity ratio in 
context of an 
airline. 
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(b) (i)  Explain the importance of evaluating the Statement of Cash Flows 
 

Cash Flows  
  

(i) The statement of cash flow is important information especially for a bank manager 
as they will be very interested in the cash management of the business. 
Evaluating this statement allows users to find out where the companies money is 
actually coming from and where it is being invested into. 

 
(ii) Operating Activities 
 Cash from customers has fallen rapidly in the last 3 years. Some of this can be 

related to losing revenue from the operation of ansset and offering cheeper flights 
to encourage passengers to fly Air New Zealand. However Expenses seem to 
have fallen at a very similar rate which could be due to the rise of the NZ$ against 
the US$ and this reduces the amount of N$ Air New Zealand pay for expenses 
priced in US$ of which the majority of their expenses are. They are also paying far 
less interest as they have payed back their loan from the government share issue. 
The net cash flow for operating activities has actually risen in the year 2003 and is 
positive for Air New Zealand as their operating revenue covers the expenses 
more effectively. 

 
 Investing Activities 
 Although the net figures are deficits this is good for Air New Zealand as it means 

they are investing money into their company through buying of more assets. The 
net defict in 2003 is greater than previous years but relates to the purchase of 
new planes for the airline. 

 
 Cash Flows from Financing 
 Borrowing significantly decreased in 2003 which is good if Air New Zealand 

wanted to borrow again in the future, it would also help them for the bank 
manager to note that they have payed back loans (repayment of borrowings) 
which makes them more attractive to lend to. They also made a conscious 
decision not to pay a dividend in 2002 and 2003 in order to help their financial 
stability as was the reason they were able to report a positive net profit in 2003. 
Although the net cash outflow in financing also increases this is positive as they 
are paying back debt. 

 
 There overall cash flow has remained stable and they have recovered from their 

fall in 2002 to report 5 million dollars more in 2003 than in 2001. 
 
 

 
 For Cash Flows the student has provided enough evidence for an A to be awarded. 

Basic answer 
to (i) with 
reference to 
bank manager 
– would be 
awarded a B. 

Evidence of 
wider reading 
and knowledge 
of the company’s 
operating 
activities. 

Provides 
relevant 
example to 
explain 
outflow. 

Evidence of 
wider reading 
and knowledge 
of the 
company’s 
financing 
activities. 
Also link to 
what bank 
manager 
would be 
interested in. 
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The candidate did not complete the question – they ran out of time. 
However to receive an A or a B for this question the candidate only needed to gain a B in two parts of (a), 
(b) and (c).  The candidate’s answer to (a) is very close to an A but not quite there as the conclusion and 
times interest earned were omitted.  The candidate’s answer to (b) would be given a B but noted that there 
is evidence for the awarding of A – so overall, with minor additions the question would have gained A. 
Final judgement Question Three is B. 
 

 
 
 
 
Overall Judgement  
 
Question One  A 
Question Two  A 
Question Three  B 
 
Overall grade is Performance Descriptor 1 
  Performance Category 2 
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Sample of assessed candidate work – Performance Descriptor 2: Performance Category 5 
 
QUESTION ONE: ACCOUNTING INFORMATION FOR MANAGEMENT  
 
PART A: Cost Behaviour  
 
(a)  Explain to Ben what Joel means by variable costs and fixed costs. Use examples from Ben’s sausage 

sizzle venture to help illustrate your explanations. 
 

When Joel talks about fixed costs he is referring to the cost involved in the 
sausage sizzle venture that remain the same whether Ben is running the sausage 
sizzle or not. For example lease for the barbecue for 30 weeks is $100 and the 
universities charge of $10 a week are both fixed costs as Ben will be paying for the 
lease of the barbeque and the space even when not selling on certain days. When 
Joel talks about variable costs he is refering to the cots directly related with 
sausage sizzle sales. For every $1 worth of sausage Ben sells he is incurring the 
cost of the sausage  and the break and the sauce, which are the direct materials, 
the cost of the cooking and preparing the sausage which is the direct labour and 
the costs of variable overheads such as gas used in the barbeque. All of these 
things total cost relate directly to how many sausages Ben produces. 
 

(b)  Discuss the break-even concept. Explain to Ben why it is important for him to understand the break-
even point related to the running of his sausage sizzle venture. 

 
The break-even concept relates to the amount of sausages Ben needs to sell in 
order for his revenue to cover both variable and fixed costs. Once a business 
reaches break-even point, every sale above that point results in profit. If Ben was 
to not reach break-even point with his sales the venture has an unlikely chance of 
becoming profitable. 
 

(c)  Explain the contribution margin and why it is important that Ben has his sausage sizzle venture going 
every day. 

 
It is important for Ben to operate his sausage sizzle venture everyday because 
although Ben observes he is not selling many sausages, every sausage he sells is 
contributing to Bens fixed costs. The contribution margin is the amount of sales 
available to contribute to fixed costs after variable costs have been incurred. This 
means that every sausage Ben sells is important as Ben will have to pay for fixed 
cots whether he is producing sausages or not. 
 

Fixed cost does not 
vary. Example 
given. 

Does not explain 
variable costs as 
increasing with 
output. 

Break-even 
explained. 

B. 

B. 

Overall judgement Part A  - (a) is N, (b) and (c) are B. 
2 X B is sufficient for B. 
Part A = B. 
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PART B: Cost-volume-profit analysis 
 
(a)  Calculate the required break-even number of sausages in units and sales dollars. Show your workings 

clearly. 
 

  400       =  1000 sausages need to be sold for Ben to break even 
1 – 0.6 
 
1000 x $1 = $1000 of sales is the amount need to cover fixed and variable costs 
and therefore break-even. 
 

(b)  On average, how many sausages is this per day? 
 

400  + 5000     = 9000              9000    =   60 sausages per day 
       0.6                                       150 
 
 

 
(c)  (i)  Assuming that Ben sells the same number of sausages in his second year and keeps his selling 

price at $1 per sausage, use the information above to prepare a comparative profit statement for 
Ben’s sausage sizzle venture showing clearly: 
¥ his first year’s contribution margin and profit 
¥ his second year’s predicted contribution margin and profit. 

 
  Comparitive profit statement   
   Ben’s sausage sizzle venture 
 
     Year 1  $ Year 2  $ 
   Sales 15 000 15 000 
   Less Variable Costs 
   Direct labour 2 250 2 700 
   Direct materials 3 750 4 200 
   Variable overheads 3 000 3 300 
   Total variable costs 9 000 10 200 
   Contribution Margin 6 000 4 800 
   Less Fixed Costs 
   Fixed overhead  400 360 
   Barbecue   1 000 
   Profit $5 600  $3 440 
 
       (ii)  Explain to Ben why his predicted profitability will change for the second year. 

 
 The cost of purchasing the barbecue is one reason for bens fall in 

profitability. As this is just a one off expense however it will prove to be 
productive in following years when Ben no longer has to incure fixed 
costs of hiring the barbecue. The other reason is is the rise in varible 
costs which makes the contribution margin considerable less meaning 
less money to contibute to fixed costs and ultimately resulting in lower 
profit for the venture. 

 

B. 

N adding error. 

Error noted. 
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  (iii) Identify and explain some strategies that Ben could use to increase his profitability in the second year 

so that he could achieve the target profit of $5.00. include both financial and non-financial 
information in your explanations. 

 
 Ben has two options to increase profitability in the following year. He can 

either sell more sausages or raise the price of sausages. 
  

 
 

1360 + 5000

1!0.68
= 19875!sausages  

  
  1360 + 5000      15000 !  0.68 
   

  
 

6360 (10200)

15000
= $1.104!per sausage  

 
 To maintain a profit of $5000 next year Ben would have to sell 19875 

sausages which is 132.5 sausages a day. This option is posibley out of 
the relevant range for Ben’s venture meaning to achieve almost 5000 
more sales he would have to invest in more equipment or help as the 
current market would probably not increase this far. The better option for 
Ben would be to raise his selling price to $1.10 a sausage. He would 
have to assess whether the current customers would accept a price rise 
and still invest in his venture but this is the most sensible option as even 
moving to a better location would not up sales enough to achieve the 
profit with the other method. 

`

(c) overall judgment – can award B. Candidate has one error 
in profit statement but provides good reasons for change in 
profitability and two strategies including recognizing 
limitations of each. 

Overall judgement for Part B - (a) and (c) are B, (b) is N. 
Part B = B. 
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PART C: Partnership and Budgeting 
 
(a)  Show the cash surplus or deficit for each week and Ben’s expected bank balance at the end of the 

second week. 
 

 Revenue from sausages 
 Week One $715 
 Week two $650 
 Week three $702 
 Week four $663 
 Week sonvids ? $682.50 
 
 Frodo’s Magic Sizzles 
 Weekly cash budget Week one Week two 
 Cash received from 
 estimated sales of sausages $715 $650 
 Investment from Ben $5.00   -- 
 Total cash received $1215 650 
 
 Cash applied to 
 Direct labour  $110 $100 
 Direct Material  $159.50 $145 
 Variable overhead $126.50 $115 
 Joel salary  $200 $200 
 Price of new barbecue $500    -- 
 University space  $375    -- 
 Total cash applied to $1471 $560 
 
 Cash surplus  (356) $90 
 Add Bank Balance from start of week $0 $(256) 
 Bank Balance at end of week $(256) $(166) 
 

B. 
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(b)  (i)  Prepare a predicted annual profit statement for 2005. 

 
 Frodo’s Magic Sizzlers 
 estimated profit statement 
 for the year ended 2005 
 
 Sales   $20,475 
 less cost of goods sold   11,340 
 
 Gross Profit      9,135 
 Less expenses 
 Selling and distribution expenses 
 Lease of university space  375 
 Depreciation on barbecue $140  515 
 
 Administrative expenses 
 Joel’s salary  $6000 6000 
  
 Total expenses   6515 
 
 Net profit   $2620 
 
 

     (ii)  Evaluate for Ben the financial implications of having Joel as a partner. Conclude your evaluation with 
a justified recommendation as to whether or not Ben should have Joel as a partner. 

 
If Joel is in business with Ben, then Joel will receive a share of the profits as well 
as a salary, with out first investing any capital into the business. This means that 
all the work that Ben has done to set up the business, and also the cash that he 
invested in the business will not be shown up in either the share of the profits. This 
overall means a decrease of profits for Ben, as he misses out on the $6000 salary 
and also half of the end profits. But also means, seen a partnership his unlimited 
liability, or a sole propieter has unlimited liability, if the business goes into debt, 
then the debt is also split between two people and not one. But the chances of this 
business going into big financial debt is slim due to expenses being slim especially 
if Joel did not come into the business, and most of the expenses he has to pay, are 
paid before he starts earning revenue, and not afterwards. So I believe Joel should 
not be a partner in the business, but Ben may be able to pay a wage to help him 
with the financial side of the business, but it is not of the best interest of the 
business or Ben, for Joel to become part of it. 

 
 
 Part C = B. 

Overall Question One - Parts A, B and C are all B. 
Question One = B. 

B. 
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QUESTION TWO: FINANCIAL REPORTING ISSUES  
 
(a)  Explain Implications of the going-concern assumption in the preparation of financial statements. 
 

The going-concern assumption defines the way in which financial statements must 
be prepared assuming that the business will continue in the future.  This means all 
figures must be reasonably relevant in order that a predictive value can be 
determined to calculate how profitable the business will be in the future. 

 
(b)  With regards to each of the qualitative characteristics, explain why it might be inappropriate for Air New 

Zealand to use net realizable values for measuring its assets. Your explanation should include a 
discussion of the other factors that might have an influence on the information provided by the company 
in meeting these qualitative characteristics. 

 
The qualitative characteristics govern the preparation of financial statements and 
provide guidelines for what information should be provided and how this can be 
calculated.  There are several influences on these characteristics, however, that can 
alter the appication of them. 
 
Relevance refers to how information relates accurately to the time at which it has 
been recorded.  Relevant information should, therefore, be timely and provide a 
predictive and feedback value to determine the future and previous values of the 
information.  Given that Air New Zealand Ltd is undergoing financial difficulties, or 
even facing bankruptcy, it could be argued that it is important all figures are relevant 
in order that in the case of the business failing, its most relevant value can be 
determined. 
 
This reasoning, however, undermines the qualitative characteristic of reliability, 
which states that all information must be recorded accurately at its true value.  
Relevant information should be verifiable, neutral (free from bias) and 
representationally faithful (or based upon a recorded amount).  If information is 
recorded at its purchase price (the most reliable measure), then it will not be as 
relevant as net realisable value. 
 
This trade-off between relevance and reliability is called ‘the balance between 
qualitative characteristics’ and describes how to have more of one characteristic, 
you must give up some of another.  Air New Zealand must therefore decide which 
valuation method is best for its purposes.  Since it is faced with the possibility of 
bankruptcy, it may be best to record goods at their net realizable value, and give up 
some reliability for relevance. 
 
The other characteristics, understandability(which relates to information being 
comprehendable) and comparability (information must be comparable between 
entities and years), also effect how items are recorded.  Comparability may have a 
small effect on Air New Zealand’s decision, as changing their records to measure at 
net realizable value will reduce comparability between previous year’s financial 
reports.  Understandability does not relate to the decision however. 
 
There are also other influences on these characteristics, which cannot be described 
due to lack of time.  These characteristics due not relate to Air New Zealand’s 
decision, so based on the information already presented we can see how the 
recording of information can easily come under debate. 

 
 

Basic response 
only. 

Doesn’t make link 
to NRV. 

Error. 

No reason why. 

Incorrect to say 
faced with 
bankruptcy. 

OK. 

Not valid. 

Question Two = C. 
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QUESTION THREE: COMPANY ACCOUNTS – INTERPRETATION AND ANALYSIS 
 
(a)  Your report should provide an analysis of the: 
 
      (i)   profitability 
      (ii)  liquidity 
      (iii) financial stability of the company 
      (iv) then, make a justified conclusion as to whether the bank should continue to lend money to the 

company. 
 

ANSWER SHEET FOR QUESTION THREE (A) 
 
  2003 2002 

Profitability:   
 

 
 

Return on total assets % 
= 

 

Earnings!before!interest!and!taxes

Average!total!assets
! 100  

 

 
!

! 37

6005
!!!!!!!!!!

233

3798
 

 
6.1% 

 
(–0.5%) 

Net profit % = 
 

Earnings!after!taxes

Operating!revenue
!100  

 
4.6% 

 
(-7.2%) 

Liquidity:    

Current ratio = 
 

Current!assets

Current!liabilities

!100  
 

1.21:1 
 

1.15:1 

Financial stability:    

Gearing ratio = 
 

Total!liabilities

Equity
!100  

 
2.59:1 

 
3.42:1 

Times interest earned = 
 

Earnings!before!interest!and!taxes

Interest
!100  

 
17.9  (–0.4) 
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The following is a report to the Bank manager outlining the profitability, liquidity 
and financial stability of the company Air New Zealand ltd. And advising on wether 
the bank should continue to lend money to the company. 
 
Profitability 
Despit a fall in revenues of 18% the profitability of Air New Zealand has 
dramatically improved from previous years. For the first time in 3 years Air New 
Zealand has made a net profit instead of a loss increasing 151.9% on 2002’s loss 
of $320million to a net profit of $166million. The net profit percentage increased 
11.82% from -7.2% to 4.6% due to better handling of operating expenses (reduced 
24.1%) and reduction of interest and unusual items. 
The return on assets percentage was up 6.6% coming from -.5% indicating that Air 
New Zealand is getting increasingly better at ensuring its assets are earning their 
full potential in profits. This positive trend has arisen as net profit before interest 
and tax increased and the sale of fixed assets that were unprofitable. 
 
Liquidity 
Air New Zealand is not having liquidity problems. The current ratio has increased 
from the already satisfactory 1.5:1 to 1.2:1. This positive trend the proportional 
reduction in liabilities being more than the proportional reduction in current assets. 
 
Financial stability 
The gearing ratio is unsatisfactory at 2.6:1. The contribution by owners is far less 
than the contribution by external tenders. However this is showing a favourable 
trend in decreasing from 3.4:1 to 2.6:1. The times interest earned is also showing a 
positive trend, the company is making enough profit to cover its interest expense 
17.9 times over up 60.2 times on 2002. 
 
Given the above information I would advise the Bank manager to consider lending 
Air New Zealand more money, I arrived at this conclusion through the impressive 
turn around it has made over the past year in terms of profitability especially. 
Liquidity is healthy and gearing is on the decrease. The Times interest earned also 
shows that Air New Zealand will be able to meet the interest payments on any new 
loans with some to spare for repayments. 

B. 

Ignore weak 
liquidity. 

B. 
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(b) (i)  Explain the importance of evaluating the Statement of Cash Flows 
 

The purpose of the statement of cash flows is to contribute towards the objectives of 
general purpose financial reporting by proving information on the business cash 
receipts and cash payments so that their ability to generate a positive operating 
balance for repaying debt, paying dividends, reinvesting to maintain or expand 
operating capacity can be determined.  By evaluation this statement we can find if 
the business is achieving this and can also compare the operating revenue after 
taxation with the net bank surplus (deficit) to see if they have managed the use of 
their cash efficiently. 

 
     (ii)  Conduct an analysis of the cash flows of Air New Zealand Ltd by reviewing its operating activities, 

investing activities and financing activities. 
 

Air New Zealand Ltd has maintained a positive surplus from operating activities 
over the past three years with a large increase in 2003.  This is a positive aspect 
as the proportion between expenses and revenue has changed meaning more 
cash for the company to spend on investing and financing activities. 
 
Air New Zealand Ltd has continued to use its cash to purchase fixed assets and 
this has been easily covered by operating activities.  The financing activities, 
however have been a reasonable value, but only because of the absence of 
paying dividends.  Air New Zealand Ltd has not made any dividend payments from 
its bank account over the last two years and this will cause investors to be less 
interested in investing with the company. 
 
In conclusion, the Cash Flows of Air New Zealand Ltd are being managed very 
well, with operating activities closely matching the earnings after tax.  The only 
concern is the inability to pay dividends, which may be resolved as more debt is 
paid off. 

 
     

Strong here. 

Blown good 
answer. Should 
have compared to 
net inflow from 
operating activities. 

Wrong audience. 

Light on explanations 
beyond the obvious. 
No indication of the 
repayment of 
borrowing. C. 
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(iii) Identify any concerns you may have about the solvency of Air New Zealand Ltd as a result of your 

analysis of the company’s cash flows. 
 

As already mentioned in (b) (iii) Air New Zealand Ltd has not been able to pay its 
dividends as it cannot complete the solvency test.  This is because it will not be 
able to meet its cash debts anymore after paying out dividends. 

 
 
 
(c) (i)   Given the media reports on the financial difficulties that that Air New Zealand Ltd faced, what are 

some of the reasons as to why Air New Zealand may want to repurchase its shares from its 
shareholders? 

 
Disgruntled shareholders may believe that Air New Zealand Ltd is going bankrupt, 
and so want to sell out.  Also, they may wish to buy back shares so that their 
earnings per share figure increases, possibly attracting more investors to the 
company. 

 
    (ii)  State the requirements under the Companies Act 1993 that must be met by Air New Zealand Ltd 

before it can repurchase its own shares. 
 

A. Requires a constitution allowing repurchase 
B. Solvency Test (2 parts) met:  

i. Balance Sheet test – assess > liabilities and revenue > expenses 
after repurchase 

ii. Can meet debts after repurchase 
 
 
 
 
 
 
Overall Judgement 
 
Question One B 
Question Two C 
Question Three B 
 
Overall grade Performance Descriptor 2 
 Performance Category 5 
 

N 

Question 3(b) = C. 

First reason not 
really valid. 
Second reason 
OK. 

OK. 

Question 3(c) = B. 

Question Three = B. 
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Sample of assessed candidate work – Performance Descriptor 3: Performance Category 7 
 
QUESTION ONE: ACCOUNTING INFORMATION FOR MANAGEMENT  
 
PART A: Cost Behaviour  
 
(a)  Explain to Ben what Joel means by variable costs and fixed costs. Use examples from Ben’s sausage 

sizzle venture to help illustrate your explanations. 
 

Fixed costs and variable costs are the costs involved in running Ben’s Sausage 
Sizzle venture. 
 
Fixed costs are costs that Ben will have to pay even if he doesn’t sell any 
sausages.  These are the costs of the lease of the barbecue as he has leased it 
for $100 for 30 weeks and that $100 has to be paid even if the barbecue is not 
use.  Another fixed cost for the sausage sizzle venture is the hireing of the 
space at the university.  This to will need to be paid for even if no sausages are 
sold. 
 
Variable costs are costs which increase as the number of sausages sold 
increases.  This is like the direct materials which would be the sausages, bread 
and sauce.  The more sausages that Ben sells the more sausages that will 
need to be purchased so the variable cost will increase. 

 
 
 
(b)  Discuss the break-even concept. Explain to Ben why it is important for him to understand the break-

even point related to the running of his sausage sizzle venture. 
 

The break-even point is the point where the total costs for operating the sausage 
sizzle is equal to the total revenue made from selling those sausages. 
It is important to understand this concept as you don’t was to be selling below the 
breakeven point.  This is because you would be making a loss.  It needs to be 
worked out how many sausages will need to sold in order for the profits to equal 
the costs.  Sales of the sausages then wants to be above this point so profits can 
be maximized. 
 
 

(c)  Explain the contribution margin and why it is important that Ben has his sausage sizzle venture going 
every day. 

 
The contribution margin is the amount of the sausages profit which is taken up by 
the fixed costs. 
It is important that Ben has his venture going every day so he can maximize the 
number of sausages that he sells.  This way the contribution margin will be 
reduced as the fixed costs are spread over a greater number of sausages. 

 

Fixed cost items 
identified. 

Variable cost items 
identified. 

Ideas of fixed costs 
incurred regardless 
of output. 

Ideas of fixed costs 
incurred regardless 
of output. 

Variable costs 
increase with 
output. 

Overlook. 

Gives idea Break-
Even is Total Cost 
= TR and if below 
making loss, need 
to be above to 
make profit. 

No idea of 
Contribution 
Margin. 

For (c) not achieved. 
Gained B in (a) and (b). Does not provide any wider evidence of understanding.  
Part A = B. 
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PART B: Cost-volume-profit analysis 
 
(a)  Calculate the required break-even number of sausages in units and sales dollars. Show your workings 

clearly. 
 
              fixed costs                        =   breakeven 
(sales price – variable costs) 
 
                  400     =         1000 sausages needed to be sold to breakeven. 

(1-0.6) At $1000 sales dollars. 
 
 
 
 
(b)  On average, how many sausages is this per day? 
 
                  profit                      = number of sausages 
(sales price – variable costs) 
 
                  5000 = 12500 sausages 
                   150 
 
                12500 = 83 sausages per day 
                  150 
 
Ben must sell 12500 sausages to reach his target profit of $5000.  On average 83 
sausages will ne to be sold per day to reach the desired profit. 
 
(c)  (i)  Assuming that Ben sells the same number of sausages in his second year and keeps his selling 

price at $1 per sausage, use the information above to prepare a comparative profit statement for 
Ben’s sausage sizzle venture showing clearly: 
¥ his first year’s contribution margin and profit 
¥ his second year’s predicted contribution margin and profit. 
 

 
 1st Year 2nd Year 
Contribution margin $0.02 $0.09 
Sales (quantity of 15000 sausages) 15000 15000 
Variable costs   
Direct labour $0.15 $0.18 
Direct materials $0.25 $0.28 
Variable overheads $0.20 $0.22 
Fixed costs   
Fixed overhead $400 $360 
Profit $6000 $4800 

 

B. 

N. Missed 
inclusion of fixed 
costs. 

N. Does not 
show figures 
appropriate to a 
profit statement 
and incorrect 
result. 
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       (ii)  Explain to Ben why his predicted profitability will change for the second year. 
 

The predicted profitability will change because the costs of operating the sausage 
sizzle have changed but the sales price and quantity sold hasn’t changed. 
With the increase on cost of all the variable costs of operating the sausage sizzle it 
has caused the venture to have a higher breakeven point of 4250 sausages 
instead of 1000 sausages. 
Also in the second year the barbecue was purchased instead of being leased and 
the cost of hireing the site increased by $2.  The increase in costs have caused the 
contribution margin to be higher and the profit to decrease. 

 
      (iii) Identify and explain some strategies that Ben could use to increase his profitability in the second 

year so that he could achieve the target profit of $5.00. include both financial and non-financial 
information in your explanations. 

 
Advertising could be used.  Posters could be printed off and stuck up around 
the university promoting his sausage sizzle. 
The price of the sausages could be increases to $1.50 which would increase 
the profit significantly to $12300. 
The variable costs could be reduced by finding cheaper supplies of the 
sausages, bread and tomato sause.  This would decrease the contribution 
margin so increases the profit. 

 
 
 
 
PART C: Partnership and Budgeting 
 
(a)  Show the cash surplus or deficit for each week and Ben’s expected bank balance at the end of the 

second week. 
 

Cash Budget for Frodo’s Magic Sizzles 
 
 Week 1 Week 2 
Receipts   
Sales 715 650 
Total estimated receipts 715 650 
Payments   
Direct labour 110 100 
Direct materials 159.50 145 
Variable overhead 126.50 115 
Joel’s salary 200 200 
University space 375  
Barbecue 500  
Total estimated payments 1471 560 
Surplus/deficit (756) 90 
Opening bank balance 500 (256) 
Closing bank balance (256) (166) 

 

Incorrect. 
Contribution 
Margin lower 
hence lower 
profit. 

Would increase 
Contribution 
Margin. 

Some value in (iii) but 
insufficient in (i) and (ii).  
(c) is N. 
Part B = N. 

B. Budget is 
correct. 
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(b)  (i)  Prepare a predicted annual profit statement for 2005. 
 
 
 Profit Statement for Frodo’s Magic Sizzles for year ended 2005 
 

Sales  20475 
   
Less Expenses   
Direct labour 3150  
Direct material 4567.50  
Variable overhead 3522.60  
Joels salary 6000  
University space 375  
Depreciation on barbecue 140  
Purchase of barbecue 1000 (18755) 
Profit  $1720 

 
 
 
 
     (ii)  Evaluate for Ben the financial implications of having Joel as a partner. Conclude your evaluation with 

a justified recommendation as to whether or not Ben should have Joel as a partner. 
 

Having the sausage sizzle run as a partnership means that Ben won’t have full 
control over his business.  All the decision will done by the partnership and this 
allows Joel to sign Ben into contracts that he might not want to be in. 
At the end of the year all profits and losses will have to be shared.  This means 
that Ben will be making less profit than what he would if he was a sole trader. 
The $6000 salary that Joel is asking is the biggest expense that Frodo’s Magic 
Sizzles has for the year ended 2005.  If Ben did not have to pay the salary they 
could make an extra $6000 profit. 
I don’t feel that Ben should go into a partnership with Joel because he will loose 
control of his enterprize and he wont be making the same amount of profit.  In the 
future if he wants Joel’s help on the business advice he could pay him for the 
advice given.   

 
 
 

Incorrect 
treatment as an 
expense. 

Incorrect to 
include this. 

N. 

B in (a) + C in 
(b) (ii). 
Part C = C. 

Overall judgement Question One. 
Part A gained B. 
Part B gained N. 
Part C gained C. 
Question One therefore gains C. 
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QUESTION TWO: FINANCIAL REPORTING ISSUES  
 
(a)  Explain Implications of the going-concern assumption in the preparation of financial statements. 

 
Financial statements are prepared on the assumption that the business will 
continue to exist into the foreseeable future, the going concern concept. 
Implications of this are that the statements are prepared on as at balance day, an 
interaction with the accounting period concept that states that the life of the 
business is divided into time periods of equal length for reporting purposes. If the 
life of the business was ending (no longer a going concern) then reports would be 
prepare for a shorter period (last balance day      present). The treatment of 
financial elements also changes when reporting for business that is no longer a 
going concern. Generally Assets are recorded at their cost or carrying value when 
the business is a going concern, reflecting the fact that they are going to be 
retained in the business. Assets of a business that is no longer a going concern 
will be recorded at their net realisable value (including fixed assets which are now 
current assets) reflecting that they will no longer be in the business as it is selling 
up. As a going concern Assets and liabilities are divided into current and non 
current reflecting that they will be used and treated differently depending on the 
time period they are in the business. Where a business is no longer a going 
concern, all assets and liabilities become current (actually immediate) reflecting 
that they are all to be sold (assets) and all to be paid immediately due to the 
discontinuation of the business. 
 

(b)  With regards to each of the qualitative characteristics, explain why it might be inappropriate for Air New 
Zealand to use net realizable values for measuring its assets. Your explanation should include a 
discussion of the other factors that might have an influence on the information provided by the company 
in meeting these qualitative characteristics. 

 
Information must be relevant. 
¥ to record at net realisable value is not very timely, the company is not bankrupt 

and therefore it is not relevant to record at net realisable value. 
¥ to record at net realisable value does give an indication of the future economics 

benefit of the assets if the company were to become bankrupt, however a more 
suitable measure of this future economic benefit would be their historical or 
carrying values as it has not been deemed likely that Air New Zealand will 
become bankrupt. 

 
Information must be reliable 
¥ to record at net realisable value is not the most reliable form of measurement. 

Net realisable value is an estimate and may greatly vary from the actual 
realisable value because people may try to get bargins on the liquidated assets, 
a more reliable measure is historical, modified historical or carrying value as 
these are based on actual source documents that can be verified, and 
estimates guessed on informed past and professional knowledge. It is also not 
very representationaly faithful to record at the net realisable value as this does 
not represent properly the full future economic the asset possesses as Air New 
Zealand has not yet been declared bankrupt and it has not been said that it is 
likely to, only possibly. 

 
Continued over 

Does not 
fully 
explain 
relevance. 

Some 
understanding 
of reliability but 
does not really 
understand 
rep. faithful. 
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Comparability 
¥ As long as it was stated in the accounting policies, statements from past 

years and other entities should be comparable. 
 

Understandability 
¥ Again, as long as it is disclosed users of the financial statements should be 

able to understand the measurement basis they have used. 
 

Materiality 
¥ Due to dollar value (size) of all the assets of Air New Zealand it would be 

material (influence) decisions if all assets were valued to their net realisable 
value. By doing this the dollar value would greatly change (probably 
decrease) affecting equities, liquidity ratios etc.. and therefore majorly 
influencing decisions. 

 
Balance between benefit and cost. 
¥ The cost of finding and calculating the net realisable values far outweighs the 

arguable benefit (at least for the company) of diclsoing assets at net 
realisable value when it is only POSSIBLE they will become bankrupt. 

 
Prudence 
¥ It would be more prudent to state assets at net realisable value over other 

measures as long as the net realisable value was lower than the other 
measure. However it is possible to be too prudent. 

 
Balance between qualitative characteristics. 
Having looked at all elements I have come to the conclusion that they should 
not be recorded at net realisable value for the following reasons. 

 

Answer to (b) merely skims the surface. 
Materiality off track. 
Lacks discussion. 
While answer to (a) is strong, and would easily gain a B, the main 
focus of Question Two is (b) and the candidate’s answer is weak so 
overall Question Two = C. 

Nothing of 
value for 
these two. 
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QUESTION THREE: COMPANY ACCOUNTS – INTERPRETATION AND ANALYSIS 
 
(a)  Your report should provide an analysis of the: 
 
      (i)   profitability 
      (ii)  liquidity 
      (iii) financial stability of the company 
      (iv) then, make a justified conclusion as to whether the bank should continue to lend money to the 

company. 
 

  2003 2002 

Profitability:    

Return on total assets % =  Earnings before interest and taxes   x 100 
           Average total assets 
  
 233   x  100              (320)    x 100 
3798                          6005 

 
 
 
 
6.1% 

 
 
 
 
-0.55% 
 

Net profit % =  Earnings after taxes    x 100 
Operating revenue 
 
 166    x  100               (320)   x 100 
3617                            4424 

 
 
 
 
4.5% 

 
 
 
 
-7.2% 
 

Liquidity:    

Current ratio =     Current assets       x  100 
Current liabilities 
 
        1371                         1436 
        1137                         1248 

 
 
 
 
1.21:1 

 
 
 
 
1.15:1 
 

Financial stability:    

Gearing ratio =  Total liabilities     x  100 
       Equity  
 
2668                     3014 
1032                      882 
 

 
 
 
 
2.59:1 

 
 
 
 
3.42:1 

Times interest earned =  Earnings before interest & taxes     x  100 
                    Interest 
 
233     x 100                    (33)    x 100 
 13                                    78 

 
 
 
 
1792.3 

 
 
 
 
-42.3 
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(i) 
The profitability of Air New Zealand has been improving over the last 3 years.  The 
net profit percentage has improved from negative 17.7% in 2001, to positive 4.5% 
in 2003.  This indicates that Air New Zealand had a surplus in earnings after 
taxation instead of a loss.  This improvement is due to the surplus which was 
caused by a decrease in expenses.  The expense percentage improved from –
7.2% in 2002 to 4.9% in 2003.  The expenses could have improved through Air 
New Zealand cutting its costs by making people redundant or getting rid of some of 
their services like food on planes.  Air New Zealands return on total assets 
percentage has also improved as in 2003 they were making –0.55% in 2002.  This 
has improve because Air New Zealands total assets have decreased as they must 
have sold some to repay liabilities that they have as their liabilities have also 
decrease.  The net surplus after tax has also helped this percentage to improve.  
Operating revenues are down for the year ended 2003 compared to 2003 but since 
expenses have decreased by a greater percentage it has still causes Air New 
Zealand to have an operating surplus after tax.  Revenue could have decreased 
due to customers fears of more terrorist attacks or fear of virus like SARS. The 
revenue if it has decreased from these things can only improve once consumers 
confidence in flying returns. 
 
(ii) 
Air New Zealands liquidity is average.  They have enough current assets to pay 
their current liabilities in the normal cause of business.  Their current ration has 
improved slightly from $1.25 of current assets to pay every $1 of current liabilities 
to $1.21 of current assets to pay every $1 of current liabilities.  This improvement 
could be due to the decrease in expenses which has lead to less accounts 
payable, so less liabilities.  Also an increase in equity used to pay off liabilities.  Air 
New Zealand has stable liquidity at the present point in time. 

 
(iii) 
The financial stability of Air New Zealand shows that the company is financially 
stable.  The gearing ratio which shows how much debt is covered by the owners 
has improved slightly from $3.42 of abilities for every $1 of equity in 2002 to $2.59 
of liabilities for every 41 of equity in 2003.  The higher this ratio is the higher the 
risk for the owners.  The decrease in this ratio has lowered the risk for the owners.  
This decrease has been caused by a decrease in expenses and an increase in 
equity over the two years.  The times that interest has been earned has also 
improved as Air New Zealand now earns 1792.3 times the interest they pay.  This 
has improved from –42.3 times.  This improvement has been caused by the 
decrease in the interest expense because of a decrease in liabilities. 
 
(iv) 
I feel that the bank should continue to lend money to Air New Zealand as Air New 
Zealand now has a surplus of earnings after tax, they have $1.21 of current assets 
to pay every $1 of current liabilities and the financial stability of the company is 
stable.  The results from the ratios show that Air New Zealand is capable and able 
to pay their debts on time in the normal cause of business and they have enough 
assets.  With Air New Zealand now operating an earnings surplus assets could 
continue to increase therefore continuing to improve the liquidity and financial 
stability of Air New Zealand. 
 

 

Confuses liabilities 
with expenses. 

Discussion on right 
track but has errors. 

Should say ‘and 
creditors’. 

Seems to confuse 
liabilities and 
expenses. 

Overall grade is  
C as there are 
errors and liquidity 
and financial 
stability not strong. 
Notice does not 
explain times 
interest earned just 
mentions numbers. 

Not really a valid 
statement. 

Actually referring 
to net profit 
percentage. 
Otherwise some 
value in 
profitability 
discussion. 
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(b) (i)  Explain the importance of evaluating the Statement of Cash Flows 
 

The cash flows is an important statement to evaluate if you are considering like the 
bank manager lending money to Air New Zealand because it show the cash flows. 
It outlines how Air New Zealand receives it’s cash and what it applies the cash to.  
The closing cash position shows the user if Air New Zealand has sufficient cash 
received to meet all of its cash payments. 

 
     (ii)  Conduct an analysis of the cash flows of Air New Zealand Ltd by reviewing its operating activities, 

investing activities and financing activities. 
 

Air New Zealands operating activities showed an improving trend over 2002 to 
2003 years.  All years had an operating surplus but this surplus decreased in 2002 
from 2001.  This occurred because of a large decrease in cash received from 
customers as less people traveled because of terrorism and the fears that it 
bought.  This improved again in 2003 because of a decrease in payments to 
suppliers because Air New Zealand was cutting its expenses and this included 
making people redundant salaries and wages decreased. 
Cash flows from investing activities worsened over the three years.  This is 
because of an increase in purchasing of property, plant and equipment in the year 
2003 and in 2002 it was from increased purchasing in investments.  In 2003 Air 
New Zealand could have been updating some of their planes which could have 
caused this large increase in purchases.  Cash flows from financing activities have 
also worsened over the 3 years.  Looking at each section of it individually 
borrowings have decreased over the three years which means that Air New 
Zealand has been able to fund itself internally rather than looking for external 
finance.  Dividends haven’t been paid to share holders since 2001 which means 
that Air New Zealand must not be able to meet the Liquidity test or the balance 
sheet test.  The closing cash position of Air New Zealand has improved over the 3 
years. 

 
 
    (iii) Identify any concerns you may have about the solvency of Air New Zealand Ltd as a result of your 

analysis of the company’s cash flows. 
 

The increased spending on plant and equipment is a concern since Air New 
Zealand is facing bankruptcy.  This should be minimalised. 

 
 
 
 
 

Basic 
answer. 

  
Overall grade for Cash Flows is C.  
Answer does not demonstrate sound understanding of cash flows.  
For example seems to think outflow from investing activities means this has ‘worsened’ – states 
because of purchase of assets but does not recognise that this actually has future benefit to the 
company. 
Likewise financing activities – worsened – does not recognise repayment of debt is actually a good 
thing. 
Assumes just because dividends not paid Air New Zealand doesn’t meet solvency test – this is not 
correct from other analysis. 
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(c) (i)   Given the media reports on the financial difficulties that that Air New Zealand Ltd faced, what are 

some of the reasons as to why Air New Zealand may want to repurchase its shares from its 
shareholders? 

 
This is so the return on equity for the remaining shareholders would increase so 
this would hopefully encourage them to keep their shares invested in Air New 
Zealand.  Decreasing equity now might make it easier for Air New Zealand to 
attract funding in the long run as some of the shareholders who had their shares 
bought back might buy back into Air New Zealand. 

 
    (ii)  State the requirements under the Companies Act 1993 that must be met by Air New Zealand Ltd 

before it can repurchase its own shares. 
 

Air New Zealand must meet the requirements of the solvancy test.  This requires 
meeting the liquidity test which states that Air New Zealand should be able to 
meet all debts in the normal course or business both before and after the shares 
are purchased.  They also have to be able to meet the balance sheet test which 
states that assets must be greater than liabilities both before and after the shares 
have been repurchased. 

 
 
 
 
 
 
 
 
 
 
 
 
Overall judgement  
 
Question One C 
Question Two C 
Question Three  C 
 
Overall grade Performance Descriptor 3 
 Performance Category 7 (3 x C) 

Not two valid 
reasons. 

One reason plus 
(ii).  
So (c) is C. 

Question Three = C. 
(a), (b) and (c) are all C. 


