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SECTION A – 20 MARKS

ANSWER ALL EIGHT SUB-QUESTIONS

Question One

1.1 The consolidated financial statements of P for the year ended 31 March 2004
showed the following balances:

Minority interest in the consolidated balance sheet at 31 March 2004 is $6 million
[$3⋅6 million at 31 March 2003].

Minority interest in the consolidated income statement for the year ended
31 March 2004 is $2 million.

During the year ended 31 March 2004, the group acquired a new 75% subsidiary
whose net assets at the date of acquisition were $6⋅4 million. On 31 March 2004,
the group revalued all its properties and the minority interest in the revaluation
surplus was $1⋅5 million. There were no dividends payable to minority
shareholders at the beginning or end of the year.

Required:

What is the dividend paid to minority shareholders that will be shown in the
consolidated cash flow statement of P for the year ended 31 March 2004?

(Write your answer in the space provided on the answer sheet)

(3 marks)

REQUIRED:

On the indicative ANSWER SHEET, enter either your answer in the space provided
where the sub-question requires a written response, or place a circle “O” around the
letter that gives the correct answer to the sub-question where a list of distractors
has been provided.

If you wish to change your mind about an answer to such a sub-question,
block out your first answer completely and then circle another letter. You will not
receive marks if more than one letter is circled.

Space has been provided on the four-page answer sheet for workings. If you
require further space, please use the last page of your answer book and clearly
indicate which question(s) these workings refer to.

You must detach the answer sheet from the question paper and attach it to
the inside front cover of your answer book before you hand it to the invigilators at
the end of the examination.



P

Financial Analysis Write here your full examination number:

Centre Code

INDICATIVE ANSWER SHEET FOR SECTION A Hall Code

Desk Number

$m1.1

1.2

1.3 A B C D

1.4 A B C D

Missing word in first sentence is1.5
Missing word in second sentence is

THE ANSWER SHEET CONTINUES ON PAGE 4.
SPACE FOR WORKINGS IS AVAILABLE ON PAGES 5 AND 6.
You must detach the answer sheet from the question paper and attach it to the
inside front cover of your answer book before you hand it in to the invigilators at the
end of the examination.
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1.6

$000
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Space for workings for Section A
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Space for workings for Section A
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1.2 D has owned 80% of the equity shares of E since 1 January 1996. E has owned
60% of the equity shares of F since 1 January 1994. The accumulated profits of F
at the latest balance sheet date (31 December 2003) stood at $30 million. The
accumulated profits of F stood at $12 million on 1 January 1994 and $14 million
on 1 January 1996.

Required:

Ignoring goodwill, what will be included in the consolidated accumulated profits of D at
31 December 2003 in respect of F?

(Write your answer in the space provided on the answer sheet)

(3 marks)

1.3 The following statements refer to a situation where an investing enterprise (K)
seeks to exert control or influence over another enterprise (L). Assume that K is
required to prepare consolidated accounts because of other investments.

(i) If K owns more than 20%, but less than 50% of the equity shares in L, then
L is bound to be an associate of K.

(ii) If K controls the operating and financial policies of L, then L cannot be an
associate of K.

(iii) If L is an associate of K, then any amounts payable by L to K are not
eliminated when preparing the consolidated balance sheet of K.

Which of the statements are true?

A (i) and (ii) only

B (ii) only

C (ii) and (iii) only

D (i) and (iii) only
(2 marks)
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1.4 Q has a defined benefit pension plan and prepares financial statements to
31 August 2002. The following additional information is relevant for the year
ended 31 August 2003:

The net pension liability at 31 August 2003 is stated before making any
adjustment in respect of actuarial gains or losses arising in the year.

No actuarial gains or losses were recognised in the income statement for the
year.

The expected return on assets was $60 million.

The unwinding of the discount on the pension liability was $30 million.

The current service cost was $45 million.

The entity granted additional benefits to existing pensioners that vested
immediately and that have a present value of $10 million. These were not allowed
for in the original actuarial assumptions.

The entity paid pension contributions of $40 million.

Ignoring deferred tax, what is the actuarial gain or loss arising in the year ended
31 August 2004?

A A loss of $5 million

B A loss of $10 million

C A loss of $20 million

D A gain of $20 million
(2 marks)

1.5 Current cost accounting adopts the principle of value to the business. State what
the missing words are in the following sentences by writing your answers in the
space provided on the answer sheet.

Value to the business is the                       of replacement cost and recoverable amount.

Recoverable amount is the                       of realisable value and value in use.

(2 marks)

1.6 Describe, in a maximum of 40 words, the principal requirement of IAS 29 -
Financial reporting in hyper-inflationary economies.

Write your answer in the space provided on the answer sheet.

(2 marks)
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1.7 At 1 April 2003, S held 80,000 of the 100,000 issued ordinary shares of T. The
acquisition of T took place on 1 April 2002, and goodwill on acquisition was
recorded at $120,000. The directors of S decided to amortise the goodwill on
acquisition on the straight-line basis at the rate of 20% each year. On 1 October
2003, S disposes of 20,000 shares in T for $125,000. At that date, T’s total net
assets are $400,000.

Calculate the consolidated profit or loss before tax on disposal of the shares and write
your answer in the space provided on the answer sheet.

(3 marks)

1.8 As well as its investment in T (see question 1.7), S held 25% of the shares of U,
and exerts a significant influence over it. U sells goods to S. During the year
ending 31 March 2004, U sells goods to S for $100,000. The cost of the goods to
U is $80,000. At the year end, S’s inventories include $16,000 of goods
purchased from U.

Calculate the adjustment required in respect of unrealised profit, and describe the
accounting treatment of the adjustment in the consolidated income statement and the
consolidated balance sheet. Write your answer in the space provided on the answer
sheet.

(3 marks)

(Total = 20 marks)

End of Section A
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SECTION B – 30 MARKS

ANSWER ALL THREE QUESTIONS

Question Two

JKL is a listed entity preparing financial statements to 31 August. At 1 September 2003,
JKL had 6,000,000 50¢ shares in issue. On 1 February 2004, the entity made a rights
issue of 1 for 4 at 125¢ per share; the issue was successful and all rights were taken
up. The market price of one share immediately prior to the issue was 145¢ per share.
Earnings after tax for the year ended 31 August 2004 were $2,763,000.

Several years ago, JKL issued a convertible loan of $2,000,000. The loan carries an
interest rate of 7% and its terms of conversion (which are at the option of the
stockholder) are as follows:

For each $100 of loan inventory:

Conversion at 31 August 2008 105 shares
Conversion at 31 August 2009 103 shares

JKL is subject to an income tax rate of 32%.

Required:

(a) Calculate basic earnings per share and diluted earnings per share for the year
ended 31 August 2004.

(7 marks)

(b) The IASC Framework for the preparation and presentation of financial statements
states that the objective of financial statements is to provide information that is

“useful to a wide range of users in making economic decisions”.

Explain to a holder of ordinary shares in JKL both the usefulness and limitations
of the diluted earnings per share figure.

(3 marks)

(Total = 10 marks)
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Question Three

XYZ is a listed entity engaged in the provision of recruitment services, preparing
financial statements to 30 June each year. Part of the directors’ long term strategy is to
identify opportunities for the takeover of other related businesses. In 1997, the directors
decided to expand their operations into the second major city of the country in which
XYZ operates by taking over an existing recruitment agency. On 1 July 1997, XYZ paid
$14,700,000 for 80% of the shares in the successful AB Agency. At that date, AB had
1,000,000 shares in issue at a nominal value of $1 each, and accumulated profits were
$2,850,000. At the date of acquisition, AB’s brand name was valued by specialists at
$2,900,000 and following the acquisition it has been recognised in the consolidated
financial statements of XYZ. Apart from accumulated profits, AB has no other reserves.

AB has continued to be very successful and, therefore, XYZ’s directors have been
seeking further acquisitions. On 1 April 2003, XYZ gained control of a small on-line
recruitment business, paying $39⋅60 per share to acquire 60,000 out of 100,000 issued
shares in the CD Agency. The nominal value of each share in CD is $1. CD’s
accumulated profits at 1 July 2002 were $700,000; at 30 June 2003, they were
$780,000. CD paid no dividends during the year ended 30 June 2003. CD’s profits can
be assumed to accrue evenly over time. Since acquisition CD has continued to produce
growth in both profit and market share.

XYZ’s directors estimate that the useful economic life of goodwill arising upon each of
these acquisitions is ten years. Their accounting policy is to amortise goodwill on
acquisition on the straight-line basis over the estimated useful economic life of the
asset, with a full year’s amortisation charged in the year of acquisition. XYZ has no
investments other than those in AB and CD.

Required:

(a) Calculate the balance of goodwill on acquisition to be included in the consolidated
financial statements of XYZ for the year ended 30 June 2004.

(6 marks)

(b) Discuss the effects on the measurement of goodwill in XYZ’s consolidated
balance sheet if the proposals in the IASB’s recent exposure draft, ED 3 –
Business combinations, had been adopted in respect of these acquisitions.

(4 marks)

(Total = 10 marks)
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Question Four

The directors of QRS, a listed entity, have met to discuss the business’s medium to
long term financing requirements. Several possibilities were discussed, including the
issue of more shares using a rights issue. In many respects this would be the most
desirable option because the entity is already quite highly geared. However, the
directors are aware of several recent cases where rights issues have not been
successful because share prices are currently quite low and many investors are averse
to any kind of investment in shares.

Therefore, the directors have turned their attention to other options. The finance
director is on sick leave, and so you, her assistant, have been given the task of
responding to the following note from the Chief Executive:

“Now that we’ve had a chance to discuss possible financing arrangements, the
directors are in agreement that we should structure our issue of financial
instruments in order to be able to classify them as equity rather than debt. Any
increase in the gearing ratio would be unacceptable. Therefore, we have
provisionally decided to make two issues of financial instruments as follows:

1. An issue of non-redeemable preferred shares to raise $4 million. These shares
will carry a fixed interest rate of 6%, and because they are shares they can be
classified as equity.

2. An issue of 6% convertible bonds, issued at par value, to raise $6 million.
These bonds will carry a fixed date for conversion in four years’ time. Each
$100 of debt will be convertible at the holder’s option into 120 $1 shares. In
our opinion, these bonds can actually be classified as equity immediately,
because they are convertible within five years on terms that are favourable to
the holder.

Please confirm that these instruments will not increase our gearing ratio should
they be issued.”

Note: You determine that the market rate available for similar non-convertible bonds is
currently 8%.

Required:

Explain to the directors the accounting treatment, in respect of debt/equity
classification, required by IAS 32 – Financial instruments: disclosure and presentation
for each of the proposed issues, advising them on the acceptability of classifying the
instruments as equity.

Your explanation should be accompanied by calculations where appropriate.

(Total = 10 marks)

End of Section B
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SECTION C – 50 MARKS

ANSWER TWO QUESTIONS OUT OF THREE

Question Five

Little was incorporated over twenty years ago, operating as an independent entity for
fifteen years until 1998 when it was taken over by Large. Large’s directors decided that
the local expertise of Little’s management should be utilised as far as possible, and
since the takeover they have allowed the subsidiary to operate independently,
maintaining its existing supplier and customer bases. Large exercises “arms’ length”
strategic control, but takes no part in day-to-day operational decisions.

The balance sheets of Large and Little at 31 March 2004 are given below. The balance
sheet of Little is prepared in francos (F), its reporting currency.

Large Little
$000 $000 F000 F000

Non-current assets:
Property, plant and equipment 63,000 80,000
Investments 12,000 -

75,000 80,000
Current assets:
Inventories 25,000 30,000
Trade receivables 20,000 28,000
Cash 6,000 5,000

51,000 63,000
126,000 143,000

Issued capital and reserves:
Called up share capital
(50 cents/1 Franco shares) 30,000 40,000
Revaluation reserve - 6,000
Accumulated profits 35,000 34,000

65,000 80,000
Non-current liabilities:
Interest-bearing borrowings 20,000 25,000
Deferred tax 6,000 10,000

26,000 35,000

Current liabilities:
Trade payables 25,000 20,000
Tax 7,000 8,000
Bank overdraft 3,000 -

35,000 28,000
126,000 143,000
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NOTES TO THE BALANCE SHEETS

Note 1 – Investment by Large in Little
On 1 April 1998 Large purchased 36,000 shares in Little for 72 million francos. The
accumulated profits of Little at that date were 26 million francos. Large’s accounting
policy in respect of goodwill on acquisition is to amortise it on a straight-line basis over
five years.

Note 2 – Intra-group trading
Little sells goods to Large, charging a mark-up of one-third on production cost. At
31 March 2004, Large held $1 million (at cost to Large) of goods purchased from Little
in its inventories. The goods were purchased during March 2004 and were recorded by
Large using an exchange rate of $1 = 5 francos. (There were minimal fluctuations
between the two currencies during March 2003). At 31 March 2003, Large’s inventories
included no goods purchased from Little. On 29 March 2004, Large sent Little a cheque
for $1 million to clear the intra-group payable. Little received and recorded this cash on
3 April 2004.

Note 3 – Accounting policies
The accounting policies of the two companies are the same, except that the directors of
Little have decided to adopt a policy of revaluation of property, whereas Large includes
all property in its balance sheet at depreciated historical cost. Until 1 April 2003, Little
operated from rented warehouse premises. On that date, the entity purchased a
leasehold building for 25 million francos, taking out a long-term loan to finance the
purchase. The building’s estimated useful life at 1 April 2003 was 25 years, with an
estimated residual value of nil, and the directors decided to adopt a policy of straight-
line depreciation. The building was professionally revalued at 30 million francos on
31 March 2004, and the directors have included the revalued amount in the balance
sheet. No other property was owned by Little during the year.

Note 4 – Exchange rates
Date Exchange rate

(francos to $1)
1 April 1998 6⋅0
31 March 2003 5⋅5
31 March 2004 5⋅0
Weighted average for the year to 31 March 2004 5⋅2
Weighted average for the dates of acquisition of closing inventory 5⋅1

Required:

(a) Explain (with reference to relevant accounting standards to support your
argument) how the financial statements (balance sheet and income statement) of
Little should be translated into $s for the consolidation of Large and Little.

(5 marks)

(b) Translate the balance sheet of Little at 31 March 2004 into $s and prepare the
consolidated balance sheet of the Large group at 31 March 2004.

(20 marks)

Note:  Ignore any deferred tax implications of the property revaluation and the intra-
group trading.

(Total = 25 marks)
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Question Six

You are a senior member of the finance team at WXY Products, a well established
listed entity. The finance director has asked you to examine the most recent financial
statements of a competitor, TUV.

TUV was established in 1997. It commenced trading in mobile phone accessories but
has recently expanded its operations into the provision of fashion goods aimed at the
16-25 age group. Two years ago it obtained a listing on a secondary share trading
market. There has been a recent report in the financial press speculating that, under
the leadership of the recently appointed Chief Executive Officer (CEO), TUV will seek a
full listing on the primary market as soon as possible.

TUV’s income statement, balance sheet and statement of changes in equity for the
year ended 31 December 2003 are as follows:

TUV: income statement for the year ended 31 December 2003

2003 2002
$m $m

Revenue 325⋅4 261⋅2
Cost of sales (248⋅5) (201⋅3)
Gross profit   76⋅9   59⋅9
Distribution costs   (18⋅3)   (16⋅7)
Administrative expenses   (29⋅4)   (23⋅5)
Profit from operations   29⋅2   19⋅7
Finance cost   (14⋅2)   (11⋅2)
Profit before tax   15⋅0     8⋅5
Income tax expense     (4⋅2)     (3⋅7)
Net profit for the period   10⋅8    4⋅8

TUV: Statement of changes in equity for the year ended 31 December 2003

$m $m $m $m
Share
capital

Revaluation
reserve

Accumulated
profits

Total

Balance at 31 December 2002 24⋅2 21⋅8 32⋅5 78⋅5
Surplus on revaluation of
properties 58⋅3 58⋅3
Share capital: share options 2⋅3 2⋅3
Net profit for period 10⋅8 10⋅8
Dividends (3⋅0) (3⋅0)
Balance at 31 December 2003 26⋅5 80⋅1 40⋅3 146⋅9
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TUV: Balance sheet at 31 December 2003

2003 2002
$m $m $m $m

Non-current assets:
Property, plant and equipment 338.5 193.3
Manufacturing licences 75.2 82.7

413.7 276.0
Current assets:
Inventories 48.7 32.6
Trade receivables 27.4 26.5
Cash - 6.2

76.1 65.3
489.8 341.3

Equity and liabilities:
Issued share capital 24⋅2 24.2
Shares reserved for issue 2⋅3
Revaluation reserve 80.1 21.8
Accumulated profits 40.3 32.5

146.9 78.5
Non-current liabilities:
Interest-bearing borrowings 244.1 219.6
Deferred tax 26.7 8.2

270.8 227.8

Current liabilities:
Trade payables 59.9 32.4
Short-term borrowings 12.2 2.6

72.1 35.0
489.8 341.3

Notes to the financial statements include the following information:

1. At the beginning of 2003, TUV introduced a share option scheme for directors
and senior staff. The directors have decided to adopt the provisions of ED 2 –
Share-based payment in these financial statements.

2. TUV has had a policy of revaluation of property since its incorporation. During the
year all of the entity’s properties were revalued by a professionally qualified
valuer on an open market basis.

In addition, you ascertain that WXY Products current price/earnings (P/E) ratio is 37⋅4.
The average P/E in the sector in which both WXY and TUV operate is 23⋅4 and TUV’s
P/E currently stands at 13⋅5 (based on earnings to 31 December 2003).
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Required:

The finance director has asked you to prepare a report on the performance, position
and prospects of TUV based on the financial statements and supplementary
information shown above. In addition, he has requested a brief supplementary note for
the directors’ consideration about share-based payment.

(a) Prepare the report, which should be supported by relevant accounting ratios.

(20 marks)

(b) Explain, in a supplementary note to the report, the principles and accounting
adjustments required by ED 2 – Share-based payment, in accounting for share-
based payment. Identify the effect on TUV’s financial statements.

(5 marks)

(Total 25 marks)
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Question Seven

You are a management accountant at EFG, an entity that has recently embarked upon
an aggressive programme of acquisitions in order to grow its market share as rapidly as
possible. EFG has targeted J, a well-established entity operating in the same sector,
but with a significant level of export sales.

In order to be able to respond to opportunities quickly, EFG has established a basic set
of four key financial ratios to assess the performance and position of target businesses.
If a business’s ratios fall within the set criteria, more detailed analysis will follow, prior to
the launch of a formal bid.

The four key ratios and the criteria are as follows:

Gross profit margin Should exceed 25%
Operating profit margin Should exceed 13%
Return on total capital employed Should exceed 25%
Gearing (long-term liabilities/shareholders’ funds) Should not exceed 25%

J’s most recent financial statements are as follows:

J: income statement for the year ended 31 January 2004

$000
Revenue 1,810
Cost of sales (1,381)
Gross profit   429
Operating expenses   (236)
Profit from operations   193
Finance cost       (9)
Profit before tax   184
Income tax expense     (50)
Net profit for the year   134

J: Statement of changes in equity for the year ended 31 January 2004

$000 $000 $000 $000
Share
capital

Revaluation
reserve

Accumulated
profits

Total

Balance at 1 February 2003 350 210 96 656
Transfer to realised profits (10) 10 -
Net profit for period 134 134
Dividends (21) (21)
Balance at 31 January 2004 350 200 219 769
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J: Balance sheet at 31 January 2004

$000 $000
Non-current assets:
Property, plant and equipment 707

Current assets:
Inventories 201
Trade receivables 247
Cash 18

466
1,173

Equity and liabilities:
Share capital 350
Revaluation reserve 200
Accumulated profits 219

769
Non-current liabilities:
Interest-bearing borrowings 248

Current liabilities:
Trade payables 142
Income tax 14

156
1,173

J’s directors, who each hold a significant percentage of the ordinary share capital in the
entity, are interested in EFG’s potential bid, and they have co-operated fully in providing
information. On a recent visit to the entity, EFG’s finance director has ascertained that,
in many respects, the financial and operating policies of the two businesses are very
similar.

However, there are some differences, summarised as follows:

1. J has a policy of revaluation of property, but EFG’s key ratios are set on the
assumption of valuation at depreciated historical cost. J owns one property, a
warehouse building that was revalued five years ago. At that time, the revaluation
surplus was $250,000, and the estimated useful life of the property was 25 years,
assuming a residual value of nil. J depreciates property on the straight-line basis.

2. J employs a highly skilled team of sales representatives who are paid a
substantial profit-related bonus at the end of each year. For the year ended
31 January 2004, the total bonus paid was $96,000, included in operating
expenses. EFG’s operating policy does not include the payment of bonuses to
staff; the directors prefer to reward staff by a fixed salary. The financial controller
estimates that EFG’s operating policy would involve payment of additional fixed
salaries of $50,000 instead of the bonus.

3. The issued share capital of J includes $50,000 of 4% preferred inventory. The
directors of EFG believe that this should be classified as a long-term liability.
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4. J values inventories using an average cost basis, whereas EFG’s valuation policy
is first in, first out (FIFO). J’s accountants have estimated that the valuation of
their opening and closing inventories on a FIFO basis would be:

At 1 February 2003 $208,000

At 31 January 2004 $218,000

J’s opening inventories at average cost were $197,000.

Required:

(a) Calculate the four key financial ratios for J before making any adjustments in
respect of changes required by EFG’s financial and operating policies.

(2 marks)

(b) Calculate the four key financial ratios for J after making adjustments in respect of
changes required by EFG’s financial and operating policies. (For this purpose
assume that the alteration in respect of the remuneration of sales representatives
would take effect from 1 February 2003). Using EFG’s criteria, advise the
directors on whether or not they should pursue the potential acquisition of J.

(16 marks)

(c) Discuss the principal advantages and limitations of EFG’s approach to the initial
appraisal of acquisition opportunities, identifying any specific weaknesses in the
appraisal of J.

(7 marks)

(Total = 25 marks)

NOTE: ignore any deferred tax implications

End of question paper

Maths Tables and Formulae follow on pages 21-26
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Formulae

Annuity
Present value of an annuity of £1 per annum receivable or payable for n years,
commencing in one year, discounted at r% per annum:

PV = 












+
−

nrr ]1[

1
1

1

Perpetuity
Present value of £1 per annum, payable or receivable in perpetuity,
commencing in one year, discounted at r% per annum:

PV = 
r

1

Growing Perpetuity
Present value of £1 per annum, receivable or payable, commencing in one year,
growing in perpetuity at a constant rate of g% per annum, discounted at r% per
annum:

PV = 
gr −

1
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SOLUTIONS TO PILOT PAPER

Note:
In some cases, these solutions are more substantial and wide ranging than
would be expected of candidates under exam conditions. They provide
background on theorists, frameworks and approaches to guide tutors and
students in their preparation, studies and revision.

SECTION A

Answer to Question One

1.1 The reconciliation of the movement on the minority interest account is as follows:

$m
Opening balance 3⋅6
Profit for the year 2⋅0
Acquisition (25% x $6⋅4 million) 1⋅6
Revaluation 1⋅5
Dividend (balance) (2⋅7)
Closing balance 6⋅0

1.2 The effective interest of D in F is 48% (80% x 60%). This interest was acquired
on 1 January 1996 when E became a subsidiary of D. Therefore the post
acquisition profits of F are $16 million ($30 million - $14 million). The group share
(48%) of this figure is $7⋅68 million.

1.3 The answer is C

1.4 A reconciliation of the net pension liability is given below:

$m
Opening position (35)
Expected return on assets 60
Unwinding of discount (30)
Current service cost (45)
Additional benefits (10)
Pension contributions 40
Actuarial loss (balancing figure) (20)
Closing position (40)

Therefore the answer is C

1.5 Value to the business is the lower of replacement cost and recoverable amount. 

Recoverable amount is the higher of realisable value and value in use.
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1.6 The financial statements of an entity that reports in the currency of a
hyperinflationary economy should be stated in terms of the measuring unit current
at the balance sheet date.

1.7 Disposal of 20,000 shares in T: consolidated profit before tax on disposal:

$000
Disposal proceeds 125
Share of net assets (20% x $400,000)   (80)
Less unamortised goodwill: $120,000 x 3⋅5/5 x 20/80   (21)
Consolidated profit on disposal   24

1.8 U charges a mark-up of 25% on cost (100 - 80/80), so unrealised profit in
inventory at 31 March 2004 is $16,000 x 25/125 = $3,200.

In the consolidated balance sheet, consolidated inventory is reduced by $3,200.
In the consolidated income statement, $3,200 is deducted from “share of profits
of associates”.
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SECTION B

Answer to Question Two

Requirement (a)

(W1) Calculate the theoretical ex-rights price after the rights issue

¢
4 shares x 145¢ 580
1 share x 125¢ 125
Theoretical value of holding of 5 shares 705

Theoretical ex-rights price of 1 share after rights issue: 705/5 141

(W2) Calculate bonus fraction

(W1) share one of price rightsex lTheoretica
issue rights before share one of value Fair

−
 = 

141
145

(W3) Weighted average number of shares in issue in the year to 31 August 2004

Number of
shares

1 September 2003 – 1 February 2004
6,000,000 x 145/141 x 5/12 2,570,922

1 February 2004 – 31 August 2004
7,500,000 x 7/12 4,375,000

6,945,922

Basic earnings per share: 839
6,945,922
2,763,000 ⋅= ¢

(W4) Adjustment to earnings for calculation of diluted EPS
$

Earnings 2,763,000
Add: Interest after tax
(2,000,000 x 7%) x (1 - 0⋅32) 95,200
Diluted earnings 2,858,200

(W5) Adjustment to number of shares for calculation of diluted EPS

Note: Use the most advantageous (for loan stockholders) conversion rate.

Number of
shares

Weighted average shares in issue in year to 31 August 2004 (W3) 6,945,922
Add: Dilutive effect 2,000,000/100 x 105 2,100,000
Diluted shares 9,045,922

Diluted EPS: 631
9,045,922
2,858,200 ⋅= ¢
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Requirement (b)

Much of the information contained in financial statements refers to events that have
occurred in the past, and so it is of relatively restricted usefulness in making decisions.
Diluted earnings per share, however, can be quite useful to investors and potential
investors in that it incorporates some information about likely future events. Where
potentially dilutive financial instruments have been issued, it is helpful to investors to be
able to appreciate the impact full dilution would have upon the earnings of the business.
However, it should be appreciated that only some elements of the calculation relate to
the future. One of the key elements of the calculation, the basic earnings for the period,
relates to events that have already taken place, and that may not be replicated in the
future.

Answer to Question Three

Requirement (a)

(W1) Goodwill on AB acquisition (80% acquired)

$000
Acquisition at cost 14,700
Share capital acquired (1,000 x 80%)      (800)
Share of accumulated profits at date of acquisition
(2,850 x 80%)   (2,280)
Share of brand (2,900 x 80%)   (2,320)
Goodwill on acquisition   9,300

At 30 June 2004
Goodwill amortised: 7/10 x 9,300   (6,510)
Unamortised goodwill   2,790

(W2) Goodwill on CD acquisition (60% acquired)

$000
Acquisition at cost ($39⋅60 x 60,000 shares) 2,376
Share capital acquired      (60)
Share of accumulated profits at date of acquisition
(700 + [9/12 x {780 - 700}]) x 60%    (456)
Goodwill on acquisition 1,860

At 30 June 2004
Goodwill amortised: 2/10 x 1,860    (372)
Unamortised goodwill 1,488

The balance of goodwill on acquisition to be included in XYZ’s consolidated financial
statements at 30 June 2004 is $4,278,000 ($2,790,000 + $1,488,000).
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Requirement (b)

ED 3 – Business combinations proposes that goodwill on acquisition should be
recognised at cost, and carried at cost less any accumulated impairment losses. No
regular amortisation of goodwill would take place, but it would be subject to annual
impairment review.

In the case of XYZ, much of the acquisition value of its subsidiaries comprises goodwill,
as might be expected in businesses that are selling skilled services rather than goods.
Therefore, the application of ED 3 to these acquisitions would have had a material
effect on the consolidated financial statements. Both AB and CD have continued to be
successful, and so it is quite likely that no impairment losses would have been
recognised by June 2004. Under ED 3, no amortisation of goodwill would have taken
place, and so total asset value and accumulated profits could have been nearly
$7 million higher.

Answer to Question Four

In general, under the requirements of IAS 32 – Financial instruments: disclosure and
presentation – financial instruments that fulfil the characteristics of a liability should be
classified as such. Although preferred shares carry the description of “shares” this does
not mean that they can necessarily be classified as equity. In cases where the payment
of the “dividend” is a fixed sum that is normally paid in respect of each accounting
period, the instrument is really a long-term liability and must be classified as such.

The convertible bonds would be classified as a compound, or hybrid, instrument by IAS
32; that is, they have characteristics of both debt and equity, and would therefore be
presented partly as debt and partly as equity in the balance sheet. Valuation of the
equity element is often difficult. One method permitted by IAS 32 involves valuation of
the liability element using an equivalent market rate of interest for non-convertible
bonds, with equity as a residual figure.

Tutorial note: IAS 32 also permits the use of a pricing model to value the
equity element, but the question does not contain sufficient information to
use this approach.

Applying this approach to the proposed instrument, the following debt/equity split
results:

Present value of the capital element of the bond issue: $
$6 million x 1/(1⋅084) 4,410,000

Interest at present value:
($6,000,000 x 6%) x (1/(1⋅08) + 1/(1⋅082) + 1/(1⋅083) + 1/(1⋅084)
= $360,000 x 3⋅312 (from tables) 1,192,320

Value of liability element 5,602,320
Equity element (balancing figure)    397,680
Total value of instrument 6,000,000
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Apart from the relatively small element of the hybrid instrument that can be classified as
equity, the two proposed issues will be classified as debt under the provisions of
IAS 32. If the directors wish to obtain finance through an issue of financial instruments
that can be properly classified as equity, they should reconsider the rights issue
proposal.

Answer to Question Five

Requirement (a)

It is clear from the information contained in the question that, on a day-to-day basis,
Little operates as a relatively independent entity, with its own supplier and customer
bases. Therefore, the cash flows of Little do not have a day-to-day impact on the cash
flows of Large. In these circumstances, IAS 21 – The effects of changes in foreign
exchange rates – requires that the financial statements be translated using the closing
rate (or net investment) method. This involves translating the net assets in the balance
sheet at the spot rate of exchange at the balance sheet date and the net profit in the
income statement at a weighted average rate for the year. Exchange differences are
reported as a movement on equity as they do not impact on the cash flows of the group
until the relevant investment is disposed of.

Requirement (b)

Step 1 – adjust Little’s balance sheet to reflect group accounting policies:

F000
DR Revaluation reserve 6,000
CR Property, plant and equipment 6,000

Step 2 – translate the balance sheet of Little into $ (after incorporating the
adjustment in step 1)

F000 Rate $000
Non-current assets (80,000 - 6,000) 74,000 5 14,800
Inventories 30,000 5 6,000
Trade receivables 28,000 5 5,600
Cash 5,000 5 1,000

137,000 27,400

Share capital 40,000 6 6,667
Revaluation reserve (6,000 - 6,000) - -
Accumulated profits:
Pre-acquisition 26,000 6 4,333
Post-acquisition (34,000 - 26,000) 8,000 Balance 3,800

74,000 14,800
Interest-bearing borrowings 25,000 5 5,000
Deferred tax 10,000 5 2,000
Trade payables 20,000 5 4,000
Tax 8,000 5 1,600

137,000 27,400
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Step 3 – prepare the consolidated balance sheet

$000 $000
Non-current assets:
Property, plant and equipment (63,000 + 14,800) 77,800

Current assets:
Inventories (25,000 + 6,000 - 250) 30,750
Trade receivables (20,000 + 5,600 - 1,000) 24,600
Cash (6,000 + 1,000 + 1,000) 8,000

63,350
141,150

Capital and reserves:
Called up share capital 30,000
Accumulated profits (W5) 36,095
Minority interest (W4) 1,455

67,550
Non-current liabilities:
Interest-bearing borrowings (20,000 + 5,000) 25,000
Deferred tax (6,000 + 2,000) 8,000

33,000
Current liabilities:
Trade payables (25,000 + 4,000) 29,000
Tax (7,000 + 1,600) 8,600
Overdraft 3,000

40,600
141,150

Workings

(W1) Group structure
Large owns 36 million of the 40 million Little shares in issue. This is a 90% subsidiary.

(W2) Goodwill on acquisition
$000

Investment at cost 12,000
Less share capital acquired (36,000/6)   (6,000)
Less accumulated profits at acquisition ([26,000 x 90%]/6)   (3,900)
Goodwill on acquisition   2,100

Goodwill was completely amortised by 31 March 2003, five years after acquisition.

(W3) Intra-group trading
Cost to Large includes 1/3 mark-up on Little’s production cost. The unrealised profit in
Little is therefore: $1 million x 25% = $250,000. Of this 90% ($225,000) should be
adjusted through consolidated reserves and 10% ($25,000) through minority interest.
Cash in transit of $1 million must be added to consolidated cash and deducted from
consolidated receivables.

(W4) Minority interest
Minority’s share of net assets in Little: 10% x $14,800 = 1,480
Less adjustment for intra-group trading (W3)    (25)

1,455
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(W5) Accumulated profits
$000

Large 35,000
Little (share of post-acquisition: 3,800 x 90%)   3,420
Less goodwill amortised (W2)   (2,100)
Less unrealised profit (W3)      (225)

36,095

Answer to Question Six

Requirement (a)

To: Finance Director

From: Senior Member, Finance Team

Report on the financial statements of TUV for the year ended 31 December 2003

The margin ratios included in the appendix to this report show that TUV’s profitability
has grown between 2002 and 2003. However, return on capital employed is not
particularly impressive. Return on shareholders’ funds has actually fallen, because of
the large increase in revaluation reserve.

The business is very short of cash. As well as the increase in long-term borrowings
between 2002 and 2003, short-term credit in the form of trade payables has almost
doubled, and by the end of 2003 there are substantial short-term borrowings. There is
no cash in the business at 31 December 2003, and it is clear that the entity has been
aggressively pursuing its debtors for payment: receivable days have fallen from a very
respectable 37 days to just under 31 days. The business would no doubt struggle to
reduce this figure still further. Inventories have built up, suggesting that there may be
some supply chain problems. While the business is not technically insolvent, the
current and acid test ratios show that short-term liquidity is a serious problem. The
figures reveal elements of over-trading, and the entity may find that its current rate of
growth cannot be sustained without obtaining substantial amounts of new finance.

There is a very high level of gearing in the entity, and there would appear to be a
pressing need to boost equity financing sooner rather than later. The gearing ratio has
fallen between 2002 and 2003, but this is mainly due to the effects of the property
revaluation. It may be that the revaluation was undertaken expressly with the view of
improving the gearing ratio, as the entity’s long-term lenders are likely to be very
unhappy with the current position of the business. Finance costs have increased at a
faster rate than borrowings, suggesting that lenders are handling their increased level
of risk by putting up the rate of interest where it is possible to do so. Interest cover has
improved between the two years, and if profit growth can be sustained it may well
improve again. However, profit is not the same as cash, and at December 2003 there is
no cash available to service the debt.

The P/E ratio is a measure of the market’s view of the relative riskiness of an
investment. TUV’s P/E is substantially lower than average; it suggests that investors
view the inventory as risky relative to the rest of the sector. Entities listed on secondary
markets are usually regarded as riskier in any case – often they have a limited trading
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record, and their shares may be relatively illiquid. Even bearing that point in mind,
though, TUV may represent a poor risk.

In summary, TUV is clearly profitable. However, its very high gearing and lack of cash
could threaten its operations in the near future.

APPENDIX

Financial ratio calculations (figures in $m) 

2003 2002
Profitability
Gross profit margin 76⋅9/325⋅4 x 100 = 23⋅6% 59⋅9/261⋅2 x 100 = 22⋅9%

Operating profit margin 29⋅2/325⋅4 x 100 = 9⋅0% 19⋅7/261⋅2 x 100 = 7⋅5%
Return on capital
employed

29⋅2/403⋅2 (W1) x 100 = 7⋅2% 19⋅7/300⋅7 (W1) x 100 = 6⋅6%

Return on
shareholders’ funds

15⋅0/146⋅9 x 100 = 10⋅2% 8⋅5/78⋅5 x 100 = 10⋅8%

Activity ratios
Inventory turnover
(in days)

48⋅7/248⋅5 x 365 = 71⋅5 days 32.6/201⋅3 x 365 = 59⋅1 days

Receivables turnover
(in days)

27⋅4/325⋅4 x 365 = 30⋅7 days 26.5/261⋅2 x 365 = 37 days

Liquidity ratios
Current ratio 76⋅1/72⋅1 = 1⋅06 : 1 65⋅3/35⋅0 = 1⋅87 : 1
Acid test ratio 27⋅4/72⋅1 = 0⋅38 : 1 (26⋅5 + 6⋅2)/35⋅0 = 0⋅93 : 1

Gearing ratio
(long-term debt/
shareholders’ funds)

244⋅1/146⋅9 x 100 = 166% 219⋅6/78⋅5 x 100 = 279⋅7%

Interest cover 29⋅2/14⋅2 = 2⋅06 times 19⋅7/11⋅2 = 1⋅76 times

(W1) Return on capital employed:
Capital employed = Share capital + reserves + long-term and short-term borrowings
2003: $146⋅9 million + 244⋅1 million + 12⋅2 million = $403⋅2 million
2002: $78⋅5 million + 219⋅6 million + 2⋅6 million = $300⋅7 million

Requirement (b)

The principle underlying ED 2 – Share-based payment is that entities rewarding staff
and managers by means of share options or awards should recognise the effects of
such transactions in their financial statements at fair value. The adoption of the
exposure draft involves calculating and setting off additional charges against income,
thus reducing profitability. There is a corresponding increase in equity where the
transaction is to be settled eventually by the issue of more shares. Where the
settlement is to be in cash, the increase is shown in liabilities.

In the case of TUV, the effect of the introduction of the share option scheme has been
to increase equity by $2⋅3 million. The related charge is probably included in
administrative expenses.
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Answer to Question Seven

Requirement (a)

Gross profit margin = 429/1,810 x 100 = 23⋅7%
Operating profit margin = 193/1,810 x 100 = 10⋅7%
Return on total capital employed = 193/(769 + 248) x 100 = 19⋅0%
Gearing = 248/762 x 100 = 32⋅5%

Requirement (b)

Note 1
The balance on revaluation reserve is $200,000 at 31 January 2004 because each year
the entity has transferred $10,000 from non-distributable to distributable reserves. The
non-current assets total includes the depreciated balance of the revaluation element in
property of $200,000. For the purposes of EFG’s analysis, both the revaluation reserve
and non-current assets should be reduced by $200,000. In addition, $10,000 should be
added back to profit (and deducted from cost of sales) in respect of the current year’s
depreciation charge on the revalued element.

Note 2
This is a difference in an operating policy rather than in an accounting policy, but it is
important to take it into account in estimating the return on capital employed that is
potentially achievable in J. Operating expenses would be reduced by $46,000 ($96,000
- $50,000), and so operating profit and profit for the year would increase.

Note 3
Share capital should be reduced by $50,000 to $300,000 and long-term liabilities
should be increased by the same amount to $298,000.

Note 4
J’s inventories at 31 January 2004 would increase by $17,000 if FIFO were adopted. Of
this total, $11,000 ($208,000 - $197,000) would be reflected in accumulated profits
brought forward, and the remainder ($6,000) would be a deduction from cost of sales.

Summary of adjustments:
(figures in $000)

Cost of sales: 1,381 - 10 (note 1) - 6 (note 4) = 1,365
Gross profit therefore: 1,810 - 1,365 =    445
Profit from operations: 193 + 10 (note 1) + 46 (note 2) + 6 (note 4) =    255
Accumulated profits: 219 + 17 (note 4) + 46 (note 2) =    282
Total capital employed: 300 (note 3) + 282 + 298 (note 3) =    880
Shareholders’ funds: 300 (note 3) + 282 =    582

Recalculation of four key ratios after adjustments:
Gross profit margin: 445/1,810 x 100 = 24⋅6%
Operating profit margin: 255/1,810 x 100 = 14⋅1%
Return on total capital employed: 255/880 = 29⋅0%
Gearing: 298/582 x 100 = 51⋅2%
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Advice to directors
Prior to the adjustments, none of the four key criteria were met. However, once the
adjustments arising from alterations to accounting and operating policies are made, two
out of the four criteria are met: operating margin now exceeds the requirement of 13%
and return on total capital employed exceeds the requirement of 25%. In addition, it
should be noted that gross profit margin falls only marginally short of the requirement.
The significant problem lies in the gearing ratio, which is substantially in excess of the
requirement. It appears that the acquisition of J should not, therefore, be pursued.
However, given that (almost) three of the four criteria are met, the directors may wish to
treat J as a borderline case, and subject it to further consideration.

Requirement (c)

The principal advantage of this approach to appraisal of acquisition opportunities is that
it constitutes a fairly straightforward screening process. Investigating possible
acquisitions requires a great deal of senior management time, and it makes sense to
approach the initial analysis systematically so that unsuitable opportunities can be
assessed and rejected quickly.

However, there are some significant drawbacks. This initial screening involves the
calculation of only four key ratios. It is possible that the analysis is over-simplified, and
will allow good investment opportunities to “slip through the net”. Specifically, the
insistence on a relatively low level of gearing may be unhelpful. Many successful
businesses operate at higher levels of gearing, and, indeed, debt finance is often to be
preferred as it tends to be cheaper than financing through equity.

In the specific case of J, the adjustment in respect of the operating policy on staff
remuneration may be incomplete. While it may, indeed, be possible to save substantial
sums on staff remuneration, members of the skilled sales team are likely to be
unimpressed by the change in policy. EFG’s directors should recognise that the
implementation of such a policy would probably result in loss of skilled staff, and that
there could be consequent reductions in sales. The adjustment made to profit for
savings in staff bonus is probably over-optimistic.
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