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NIVERSITY OF
TRATHCLYDE




in Glasgow
Department of Accounting and Finance

40305 Accounting 8

	Thursday 25th May 2006
	9.30am – 11.30am    2 hours


There are 5 questions in all

Answer question ONE

and ANY TWO other questions

Calculators must not be used to store text and/or formulae nor be capable of communication. 

Invigilators may require calculators to be reset
Answer Question 1 and ANY TWO others

Question 1

A plc acquired 40% of B Ltd when that company had a balance on its profit and loss account of £50,000, 25% of C Ltd when that company had a balance of £40,000 on its profit and loss and 25% of D Ltd when that company had a balance of £50,000 on its profit and loss account.

The companies’ balance sheets as at 31 March 2006 were as follows:
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A plc is entitled to appoint three members of B Ltd’s board. B Ltd’s articles state that the board of directors is restricted to five members and that board decisions are binding whenever a simple majority of the directors agree.

A plc used its voting rights to secure a place on C Ltd’s board for one of its own directors. This director has access to internal management reports and can exert some influence on decision making within the company.

A plc does not have a representative on the board of D Ltd. The directors of A plc tried to secure a place on the board, but were rebuffed by Ms Strong, who owns 75% of the shares. Ms Strong takes a very direct role in the management of D Ltd.

Required:

(a) Explain how each of A plc’s shareholdings should be accounted for in the company’s consolidated financial statements.

(9 marks)

(b) Prepare a consolidated balance sheet for the A Group as at 31 March 2006. 

(14 marks)

(c) Some commentators have criticised the use of equity accounting on the basis that it can be used as a form of off-balance sheet financing. 
Discuss this opinion.  
(10 marks)

(Total:  33 marks)

Question 2

The directors of DEF, 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 have been relatively low and many investors are adverse 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:

a.  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.

Calculations are not required.   
                                                                           
(15 marks)

b.  Advise the directors of the best course of action, bearing in mind that the gearing ratio should not be increased.      
           
                                                               (8 marks)        
c.  A criticism of FRS 4 was that it ignored the concept of “substance over form”. Explain whether you believe IAS 32 has resolved this issue.  
                         

(10 marks)










(Total:  33marks)

Question 3

If accounting is culture-based and national cultures are different, international harmonisation will obviously be impossible. Discuss.









(33 marks)

Question 4

Under IAS 19 Employee benefits post-employment benefits are classified as either defined contribution or defined benefit schemes.

(a) Describe the relevant features and required accounting treatment of defined contribution and defined benefit schemes under IAS 19.

(12 marks)
(b) In the UK accounting standards have been blamed for the decrease in popularity of defined benefit schemes.  Is this accusation reasonable?  Discuss.  
(21 marks)

(33 marks)

Question 5

In a speech to the Confederation of British Industry in November 2005 Chancellor Gordon Brown scrapped the mandatory requirement on quoted companies to prepare an Operating and Financial Review (OFR) contained within the Company Law Reform Bill.

What impact do you think this will have on the quality and quantity of company narrative reporting?  Explain your comments with reference to the history of the development of the OFR, European law and the value of an OFR to users of annual reports. 

(33 marks)

END OF PAPER
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				A plc		B Ltd		C Ltd		D Ltd

				£000		£000		£000		£000

		Non-current Assets

		Tangible		1,600		160		140		160

		Investment in B Ltd		150

		Investment in C Ltd		85

		Investment in D Ltd		50

				1,885		160		140		160

		Current Assets

		Stock		8		6		12		11

		Debtors		12		5		4		7

		Bank		5		4		3		2

				25		15		19		20

		Current liabilities

		Trade creditors		(17)		(3)		(2)		(5)

		Taxation		(10)		(8)		(6)		(7)

				(27)		(11)		(8)		(12)

		Loans		(50)		- 0		- 0		- 0

				1,833		164		151		168

		Share capital		500		50		60		70

		Reserves		1,333		114		91		98

				1,833		164		151		168
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				Cost of control

		Investment		49,500		Share capital		16,250

						Reserves		27,300

						Goodwill c/d		5,950

				49,500				49,500

		Goodwill b/d		5,950		Reserves		5,950

				MI

						Share capital		8,750

		Bal c/d		30,364		Reserves		21,614

				30,364				30,364

						Bal b/d		30,364

		Goodwill on acquisition of R Ltd = 27,000-40%(25,000+38,040)

		= 1,784

		Post-acquisition profits in R Ltd = (44,140-300)-38,040

		= 5,800

		Group share (40%)                   = 2,320

				Profit and loss

		CC		27,300		Bal b/d		1,333

		CC		5,950		Bal b/d		114

		MI		21,614		Associate		2,320

		Associate		1,784

		Bal c/d		-   52,881

				3,767				3,767

						Bal b/d		-   52,881
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		V Group - Consolidated balance sheet as at 31 March 1996

		Non-current Assets

		Tangible				1,760

		Investment in Associate				-   60

		Loan to Associate				50

						1,750

		Current Assets

		Stock		14

		Debtors		17

		- 0		- 0

		Bank		9

				- 0

		Current liabilities

		Trade creditors		-   20

		- 0		- 0

		Taxation		-   18

				- 0

						- 0

						- 0

		Share capital				500

		Reserves				-   52,881

						-   52,381

		Minority Interest				30,364

						-   22,017
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