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NIVERSITY OF
TRATHCLYDE




in Glasgow
Department of Accounting and Finance

40305 Accounting 8

	 Thursday 24th May 2007
	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

C plc acquired 75% of D plc’s £1 ordinary shares three years ago. The balance on D plc’s retained profits at that date was £1,600,000. D has not issued any shares since that date. The balance sheets for the two companies were as follows as at 31 December 2006:
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The following information is relevant:

1.
C plc’s investments comprise the cost of its investment in D plc.

2.
C plc sold goods to D plc for £140,000 during the year. These were transferred at a mark up of 40% on cost. Three quarters of these goods remained in D plc’s closing stock at 31 December 2006.

The group insists that all inter company creditor balances are settled prior to the year-end in order to facilitate the consolidation procedures. However a cheque for £10,000 from D plc to C plc was not received until after the year end. Inter company balances are included in trade payables and receivables as appropriate.

D plc’s premises had a net book value of £3.0m, a fair value of £4.6m and an estimated remaining useful life of 25 years.

Required:

(a)
Prepare the consolidated balance sheet of the C Group as at 31 December 2006.

24 marks

(b)
The directors of C plc are debating the issues associated with purchasing a 30% share in E plc. The purchase price is £900,000. E plc’s share capital is £2,000,000 and the balance on its reserves is £800,000. E plc’s net assets are £260,000. 

Explain how this investment in E plc would be shown in the C Group financial statements and explain how the group accounts would be affected if E makes losses in the future.  

10 marks

Total 34 marks

Question 2

(a)
Recording the substance of transactions, rather than their legal form, is an important principle in financial accounting. Abuse of this principle can lead to profit manipulation, non-recognition of assets and substantial debt not being recorded on the balance sheet.

Required:

Describe how the use of off balance sheet financing can mislead users of financial statements.

(Note: your answer should refer to specific user groups and include examples where recording the legal form of transactions may mislead them.) 

9 marks
(b) 
A has entered into the following transactions during the year ended 30 September 2006:

(i)
In September 2006 A sold (factored) some of its trade receivables to B, a finance house. B paid A 80% of the book value of selected account balances. The agreement was that B will administer the collection of the receivables and remit a residual amount to A depending upon how quickly individual customers pay. Any balance uncollected by B after six months will be refunded to B by A. 

8 marks

     (ii)
On 1 October 2005 A owned a freehold building that had a carrying amount of $7·5 million and had an estimated remaining life of 20 years. On this date it sold the building to F for a price of $12 million and entered into an agreement with F to rent back the building for an annual rental of $1·3 million for a period of five years. The auditors of A have commented that in their opinion the building had a market value of only $10 million at the date of its sale and to rent an equivalent building under similar terms to the agreement between A and F would cost only $800,000 per annum. Assume any finance costs are 10% per annum. 

8 marks

 (iii)
A is a motor car dealer selling vehicles to the public. Most of its new vehicles are supplied on consignment by two manufacturers, M and C, who trade on different terms.

M’s terms of trade allow A to display the vehicles for a period of three months from the date of delivery or until A sells the vehicle to a retail customer. Within this period A can return the cars to M or can be asked by M to transfer the cars to another dealership (both at no cost to A). A pays the manufacturer’s list price at the end of the three month period (or at the date of sale if sooner). In recent years A has returned several cars to M that were thought to be unlikely to sell and has also been required to transfer cars to other dealerships at M’s request.

C’s terms require A to pay 10% of the manufacturer’s price at the date of delivery and 1% of the outstanding balance per month as a display charge. After six months (or sooner if A chooses), A must pay the balance of the purchase price or return the cars to C. If the cars are returned to the manufacturer, A has to pay for the transportation costs and forfeits the 10% deposit. A has only returned one vehicle to C in the last three years because of the wish to avoid losing the deposit. 

8 marks

Required:

Describe how the transactions and events described in (i) to (iii) above should be treated in the financial statements of A for the year ended 30 September 2006. Your answer should explain, where relevant, the difference between the legal form of the transactions and their substance.

 Total 33 marks

Question 3

X issued 200,000 $10 redeemable 5% preference shares at par on 1 April 2005. The shares were redeemable on 31 March 2010 at a premium of 15%. Issue costs amounted to $192,800.

Required:

(a) 
Calculate the total finance cost over the life of the preference shares.

4 marks

(b) 
Calculate the annual charge to the income statement for finance expense, as required by IAS 39 Financial Instruments: Recognition and Measurement, for each of the five years 2006 to 2010. Assume the constant annual rate of interest as 10%.

6 marks

(c) 
Explain, with reference to at least one academic paper, why the distinction between debt and equity is important when reporting on Financial Instruments. 

10 marks

(d) 
Discuss whether “split accounting” resolves the distinction between debt and equity.

13 marks

Total 33 marks

Question 4

In response to the DTI “Narrative business reporting: a consultation on narrative reporting requirements for companies” (February 2006) the ICAEW put forward their case to improve “Narrative Business Reporting” (REP 14/06). 

Required:

Outline your understanding of the ICAEW’s recommendations and critically evaluate the ICAEW’s position on the manner in which narrative business reporting should be improved. Your answer should include a discussion of the extent to which you believe that narrative business reporting should be controlled by legislation or market practice.   

33 marks

Question 5

Discuss the proposition that linking executive remuneration to measures of corporate performance is merely an excuse to pay directors more. 

33 marks
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