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FINANCIAL REPORTING
Professional Certificate examination

Specimen exam
Three hours plus ten minutes reading time 
Instructions to candidates

There are five questions on this question paper.

Answer four questions in total:

Two compulsory questions from Section A

Two of the three questions from Section B

The questions in Section A carry 60 marks in total

The questions in Section B carry each carry 20 marks

All workings should be shown. Where calculations are required using formulae, calculators may be used but steps in the workings must be shown.  Calculations with no evidence of this (for example, using the scientific functions of calculators) will receive no credit.  Programmable calculators are not permitted in the examinations room.

Formula sheets, Pro forma booklets, statistical tables, graph paper and cash analysis paper are available from the invigilator, where applicable.

Where a question asks for a specific format or style, such as a letter, report or layout of accounts, marks will be awarded for presentation and written communication.

SECTION A (Compulsory)

1
	The following list of balances has been extracted from the records of Cowgale plc as at 31 October 2011, the end of Cowgale plc’s most recent financial year.

Note

£

Draft profit before tax for the year ended 31 October 2011
 3,820 

Cash at bank and in hand

 290 

Bank loans repayable within 1 year

 170 

Allowance for receivables, as at 1 November 2010
1

 40 

Corporation tax (credit balance)

2

 110 

Debentures, repayable in October 2015
 500 

Debentures, repayable in October 2012
 300 

Deferred tax

3

 240 

Development expenditure

4

 470 

Dividends paid

5

 240 

Goodwill, at cost

6

 480 

Inventory, as at 31 October 2011
 520 

Land, at valuation

7

 800 

Buildings, at valuation

7

 2,200 

Equipment, at cost

7

 1,410 

Accumulated depreciation, as at 1 November 2010
Buildings

7

400

Equipment

7

 780 

Proceeds from sale of non-current assets

7

 440 

Investment properties

8

 1,330 

Ordinary shares of 25 pence

9

 1,000 

Retained earnings, as at 1 November 2010
 240 

Share premium

 640 

VAT account (debit balance)

10

 280 

Trade and Other Payables

 680 

Revaluation reserve

 240 

Trade and Other Receivables

1

 1,580 

The following additional information is available:

1.
Following an impairment review of receivables as at 31 October 2011 specific invoices totalling £320,000 are to be written off, but no allowance for doubtful debts is to be made on trade receivables as at 31 October 2011.

2.
The balance on the corporation tax account represents an over provision for corporation tax for the financial year ended 31 October 2011. Corporation tax payable for the year ended 31 October 2011 has been estimated at £600,000.

3.
The balance on the deferred tax account is to be adjusted for corporation tax of £135,000 payable on taxable temporary differences arising during the year ended 31 October 2011.

There were no reversing temporary differences during the year.

4.
The balance on development expenditure as at 31 October 2011 comprises:

· £120,000 spent during the year on the initial training of staff for a proposed customer call centre in an overseas country with low labour costs. Following social unrest and increasing political instability in that country Cowgale plc decided in September 2011 not to proceed any further with this project.

· £350,000 spent during the year to make the company’s packaging process cheaper, more efficient and more environmentally responsible. Cowgale plc expects to incur further development costs of £107,000 but is on target to introduce the new packaging process in January 2012. The new process will significantly cut costs, increase output and will recover all its development costs.

5.
During the year ended 31 October 2011 Cowgale plc paid the final dividend of 3 pence per share for the year ended 31 October 2010 and an interim dividend of 3 pence per share for the year ended 31 October 2011. The directors of Cowgale plc will be proposing a final dividend of 4 pence per share at its annual general meeting which will be held in January 2012 and the shareholders are expected to approve the proposal.
6. The goodwill arose on 1 November 2010 when Cowgale plc purchased and absorbed another business as a going concern. The economic life of the goodwill was estimated as 20 years from 1 November 2010. The directors have been advised that the fair value of the goodwill was £350,000 as at 31 October 2011.

7. The proceeds on sale of non-current assets account records £440,000 cash received from the sale of tangible non-current assets during the year ended 31 October 2011. The £440,000 was also debited to bank account but no other entries in connection with the disposals have been made. The carrying values of the assets sold during the year were:

Land
£100,000

Buildings
£290,000 (£360,000 gross revaluation and £70,000 accumulated depreciation)

Equipment
£140,000 (£290,000 cost and £150,000 accumulated depreciation)

Cowgale plc uses the revaluation model for land and buildings and the revaluation reserve includes £90,000 of revaluation surpluses relating to the land and buildings sold during the year.

Cowgale plc’s depreciation policies are:

Land
no depreciation

Buildings
5% straight line, full year basis

Equipment
30% reducing balance, full year basis

Depreciation for the year ended 31 October 2011 is still to be charged on all assets in use at the end of the financial year.

8.
Cowgale plc uses the fair value model for investment properties. The market value of the company’s investment properties was estimated at £1,400,000 as at 31 October 2011. 

9.
Cowgale plc used the share premium account to finance a bonus issue of 1 for 4 shares on 31 October 2011. This has not yet been recorded in the accounts. The bonus shares will qualify for all dividends paid after 31 October 2011.
10.
The balance on the VAT account represents the excess of value added tax on inputs over value added tax on outputs for the last quarter of the financial year.

11. Cowgale plc vacated some office property it was leasing on 1 August 2011 in order to rationalise its administration procedures. Under the lease agreement Cowgale plc was committed as at 31 October 2011 to making further payments totalling £108,000 on the lease until 31 July 2012. Cowgale plc is allowed to sublease the premises but this has proved difficult because of redevelopment plans for the area and a local recession. The only offer that Cowgale has received has been from a charity which wants to rent the offices for four months for a total of £22,000. Cowgale plc has decided to accept this offer. The lease is being accounted for as an operating lease.

· Requirement for question 1

(a)

Prepare the Statement of Financial Position of Cowgale plc as at 31 October 2011.

Please note:

· You are not required to prepare Cowgale plc’s statement of comprehensive income.

· Use the supplied pro forma and insert one figure for each label.

· Provide explanatory workings where your figure has been calculated from two or more figures.

· Insert subtotals and totals, and enter a balancing figure for Retained Earnings..

(20)

(b)

Prepare a calculation of retained earnings as at 31 October 2011 starting with the draft profit before tax of £3,820,000 for the year ended 31 October 2011 and using the additional information in notes 1 to 11 above.
(10)

(30)




2

	(a)
You work for Querril plc which has a policy of growth through acquisitions. You are a member of a team which is investigating the possible purchase of Veerda plc which manufactures a product which would enable Querril plc to diversify into a new market.

Your team leader wants you to prepare a report evaluating the recent performance of Veerda plc, the quality of its management, and its potential to enhance the overall performance of Querril. You have the following financial information which has been derived from the financial statements of Veerda plc for the three years ended 31 March 2009, 2010 and 2011.

Financial year ended 31 March …

2009
2010
2011
1

Turnover (£000)

 3,460 

 3,633 

 3,452 

2

Cash and cash equivalents (£000)

50

114

-178

3

Return on equity

23%

19%

13%

4

Asset turnover (times)

3.71

3.60

2.44

5

Cost of sales to sales revenue

88%

89%

89%

6

Operating expenses to sales revenue

5%

6%

8%

7

Net profit margin
3.2%

2.6%

1.8%

8

Current ratio (to 1)

 1.51 

 1.58 

 1.01 

9

Quick ratio (to 1)

 1.23 

 1.25 

 0.80 

10

Average inventory days
 12 

 15 

 18 

11

Average trade receivables days
 45 

 45 

 60 

12

Average trade payables days
 36 

 36 

 60 

13

Net assets per share (pence per share)

 0.96 

 1.01 

 1.00 

14

Ordinary dividend per share (pence per share)

 10.0 

 14.0 

 14.0 

15

Earnings per share (in pence)

 22.5 

 19.2 

 12.8 

· Requirement for question 2 (a)

Using the above information prepare a report for your team leader which

· reviews the performance of Veerda plc as evidenced by the above ratios,

· makes recommendations as to how the overall performance of Veerda plc could be improved, and

· indicates any limitations in your analysis.

(20)

(b)
Cair Construction is a company which is currently engaged in the building of a new hospital, The Shamlu Hospital. The contract price is £85m and work commenced on the contract on 4 June 2010. Up to 31 May 2011 the value of work certified and billed was £22.5m and the cash received from the client was £18.4m.

The following information about costs incurred on the contract is available as at 31 May 2011.

Incurred to 31 May 2011
Estimated future costs

£m

£m

Materials

6.0

21.3

Plant hire

3.4

7.4

Plant depreciation

2.5

5.0

Site labour

7.0

16.3

18.9

50.0

Cair Construction recognises revenues and profits on construction contracts on the basis of costs incurred to date.

· Requirement for question 2 (b)

Calculate the following amounts for inclusion in the financial statements for the year ended 31 May 2011 for the Shamlu contract:

i) The expected profit or loss on the contract
(2)
(1)

ii) The percentage completion
(2)
(2)

iii) Revenue, cost of sales and the profit or loss to date
(2)
(2)

iv) Inventories
(1)
(3)

v) Trade receivables
(3)


Part (b) (10)

Total for Question 2 (30)

	


SECTION B (Answer TWO from three questions)

3

	The following are the summarised financial statements of two companies, Peel plc and Caval plc for the financial year ended 31 October 2011.

Income Statements

for the year ended 31 October 2011
Peel plc

Caval 

plc

£m

£m

Revenue

125 

95 

Cost of sales

(69)

(43)

Gross profit

56 

52 

Operating expenses

(22)

(23)

Investment income

21 

5 

Interest receivable

4 

3 

Finance charges

(5)

(3)

Net profit before taxation

54 

34 

Taxation

(15)

(10)

Profit for the year

39 

24 

Statements of Financial Position

as at 31 October 2011
Peel plc

Caval 

plc

ASSETS

Non-current assets

£m

£m

Tangible assets, net book value

290 

290 

Investments, at cost

265 

13 

555 

303 

Current assets

133 

47 

Total assets

688 

350 

EQUITY and LIABILITIES

Equity

Ordinary shares of £1

300 

180 

Retained earnings

232 

80 

532 

260 

Non-current liabilities

100 

66 

Current liabilities

56 

24 

Total equity and liabilities

688 

350 

The following information is available:

Peel plc purchased 90% of the ordinary shares in Caval plc for £240m on 1 November 2010 when the reserves of Caval plc were £76m. Each ordinary share in Caval plc carries one vote and there are no voting rights other than those attaching to the ordinary shares. Caval plc has not issued any additional shares since its acquisition by Peel plc.

Peel plc made a long term loan of £23m to Caval plc during the year ended 31 October 2011. Caval plc made interest payments of £3m on this loan and there was no interest outstanding as at 31 October 2011.

During the year ended 31 October 2011 Peel plc made sales totalling £40m to Caval plc. The goods sold to Caval plc had cost Peel plc £24m and 75% had been resold by Caval plc by 31 October 2011. As at 31 October 2011 Caval plc had invoices totalling £10m payable to Peel plc which were unpaid.

Dividends paid by the companies during the year ended 31 October 2011 were Peel plc £30m and Caval plc £20m.


	
		· Requirement for question 3


		Prepare in so far as the above information permits:


	(a)

		The consolidated statement of comprehensive income of Peel plc for the year ended 31 October 2011.
	(8)


				
	(b)

		The consolidated statement of financial position of Peel plc as at 31 October 2011.

	(12)


				
		Note: enter all figures correct to the nearest £m and provide full supportive workings.

				(20)



	


4

	(a)

	Kayrelis plc is being sued by an employee for £250,000. As at 31 October 2011 the case has not yet come to court but the company is determined to contest the case. Kayrelis plc’s legal advisors have told the company that there is a 40% probability that the company will win the case.


		· Requirement for question 4 (a)


		State with reasons how this should be reported in Kayrelis plc’s financial statements for the year ended 31 October 2011.

	(4)



	(b)

Travelcribs plc acquired 32.5% of the ordinary share capital of Smallhotels Ltd on 1 September 2011 for £305,000. Smallhotels Ltd had retained earnings of £340,000 at the date of acquisition and £445,000 at 31 December 2011. 
The recoverable amount of the investment in Smallhotels Ltd has been assessed at 31 December 2011 as £325, 000.

Smallhotels Ltd had ordinary share capital of £650,000 and preference share capital of £100,000 both at the date of acquisition and at 31 December 2011.

· Requirement for question 4 (b)

Discuss how Travelcribs should account for the investment in Smallhotels Ltd and calculate the amounts that should be shown in the financial statements of Travelcribs for the year to 31 December 2011.
(7)

(c)

The financial statements for Robert Ltd and Adam Ltd for the month of May are shown below.

Robert Ltd was incorporated on 1 May 2011 and started trading immediately. During May, Robert Ltd purchased goods costing £3,000 which were paid for by the end of the month. These goods were all sold for £5,000 cash during May. Operating expenses for May were £800 and these were all paid during May.

Adam Ltd was incorporated on 1 May 2011 and started trading immediately. During May, Adam Ltd purchased goods costing £3,000 all on credit. These goods were all sold on credit during May for £5,000. Operating expenses were £800 but these had not been paid by 31 May 2011.




	
	
	Robert Ltd
	Adam Ltd
	

	SCI FOR MAY
	
	£
	£
	

	Revenue
	
	
	5,000
	5,000
	

	Purchases
	
	
	3,000
	3,000
	

	
	
	
	2,000
	2,000
	

	Operating expenses
	
	800
	800
	

	Profit for the period
	
	1,200
	1,200
	

	
	
	
	
	
	

	STATEMENT OF FINANCIAL POSITION AS AT 31 MAY
	

	Current assets
	
	£
	£
	

	Trade receivables
	
	0
	5,000
	

	Cash
	
	
	1,200
	0
	

	TOTAL ASSETS
	
	1,200
	5,000
	

	Current liabilities
	
	
	
	

	Trade creditors
	
	0
	3,000
	

	Accrued expenses
	
	0
	800
	

	
	
	
	0
	3,800
	

	Capital
	
	
	
	
	

	Opening capital
	
	0
	0
	

	Add Profit
	
	
	1,200
	1,200
	

	
	
	
	1,200
	1,200
	

	TOTAL EQUITY AND LIABILITIES
	1,200
	5,000
	

	
	
	
	
	
	

	STATEMENT OF CASH FLOW FOR MAY
	£
	£
	

	Cash received from customers
	5,000
	0
	

	Cash paid to suppliers
	
	3,800
	0
	

	Increase in cash
	
	1,200
	0
	

	
	
	
	
	
	

	
	· Requirement for question 4 (c)


	
	Referring to the statements for Robert Ltd and Adam Ltd above, explain how the information in each company’s statement of cash flows meets the following qualitative characteristics of accounting information as identified in the IASB’s Conceptual Framework for Financial Reporting:
· Understandability

· Relevance

· Comparability

· Faithful representation
	(9)

	
	
	
	(20)


5

	(a)
Information on earnings per share

Arriva is a large transport provider which operates bus and train services throughout Europe. The company employs over 40,000 people. Assume for the purposes of this question that the current market price of an Arriva share is £5.50.

The follow extracts have been taken from the financial statements of Arriva for the year ended 31 December 20x1 (with comparative information for the year to 31 December 20x0).

Extract from the Income Statement



20x1
20x0

Notes 



Earnings per share
7(a)


Basic earnings per share

52.6p
43.5p


Diluted earnings per share

52.3p
43.4p
Extract from note 7(a) to the financial statements

20x1
20x0
Basic and diluted earnings per share

Per share
p

Earnings

£m

Shares

m

Per share

p

Earnings

£m

Shares

m

Profit attributable to ordinary shareholders

104.5

86.4

Weighted average number of shares

198.6

198.4

Basic earnings per share

52.6

104.5

198.6

43.5

86.4

198.4

Performance-based share option schemes:

· Additional shares for earnings contingency

1.8

0.9

· Number of shares that would have been issued at fair value

(0.7)

(0.2)

Diluted earnings per share

52.3

104.5

199.7

43.4

86.4

199.1

· Requirement for question 5 (a)
(i)
With reference to the above information explain the term 'basic earnings per share'.
(3)

(ii)
Distinguish between 'basic' and 'fully diluted' earnings per share.
(3)

(iii) 
Identify two circumstances in which 'weighted average number of shares' should be used in the EPS calculation rather than the end of year number of shares.

(2)

(iv)
Explain how the PE ratio is related to earnings per share and how investors use the PE ratio.

(4)

Part (a) (12)

(b)
One of the stated aims of the International Accounting Standards Board is ‘To promote and facilitate the adoption of IFRSs, being the standards and interpretations issued by the IASB, through the convergence of national accounting standards and IFRSs’.

· Requirement for question 5 (b)
(i) 
Discuss the main advantages of the harmonisation of financial reporting standards for companies.
 (3)
(ii)
Describe briefly the current arrangements in the UK, identifying the organisations that are required to apply IFRSs and giving examples of those that do not.
(3)

(iii)
Describe briefly the Financial Crisis Advisory Group (FCAG) and its role
(2)



Part (b) (8)


Total for Question 5 (20)



	


PRO FORMA STATEMENT OF COMPREHENSIVE INCOME

Revenue

Cost of sales

Gross profit

Other income

Distribution costs

Administrative expenses

Other operating expenses

Other operating income

Profit from operating activities

Investment income

Finance costs

Profit before tax

Income tax expense

Profit / (loss) for the year from continuing operations

Profit / (loss) for the year from discontinued operations

Profit / (loss) for the year

Other comprehensive income:

Gains on property revaluation

Actuarial gains / losses on defined benefit pension plans

Tax relating to components of other comprehensive income

Total other comprehensive income

Total comprehensive income for the year

PRO FORMA STATEMENT OF FINANCIAL POSITION

ASSETS

Non-current assets

Property, plant and equipment

Goodwill

Other intangible assets

Investments

Total non-current assets

Current assets

Inventories

Trade receivables

Other receivables

Investments

Cash and cash equivalents

Total current assets

Total assets

EQUITY AND LIABILITIES

Share capital

Share premium account

Revaluation reserve

Other reserves

Retained earnings

Non-controlling interest 

Total equity

Non-current liabilities

Long term borrowings

Deferred tax

Long-term provisions

Total non-current liabilities

Current liabilities

Trade and other payables

Bank loans and overdrafts

Current tax payable

Short-term provisions

Total current liabilities

Total equity and liabilities

PRO FORMA STATEMENT OF CASH FLOWS

Cash flows from operating activities

Cash flows from investing activities

Cash flows from financing activities

Net increase/decrease in cash and cash equivalents

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

PRO FORMA STATEMENT OF CHANGES IN EQUITY

	
	Share capital
	Share premium
	Retained earnings
	Revaluation reserve
	Total equity

	Balance at beginning of year
	
	
	
	
	

	Retrospective adjustments
	
	
	
	
	

	Restated balance
	
	
	
	
	

	Share issues
	
	
	
	
	

	Dividends payable
	
	
	
	
	

	Total comprehensive income for the year
	
	
	
	
	

	Balance at end of year
	
	
	
	
	


FORMULAE FOR ACCOUNTING RATIOS

	Ratio
	Formula

	Return on capital employed (%)
	(Profit from operating activities / capital employed) x 100

	Return on equity (%)
	(Profit from operating activities / shareholders’ funds) x 100

	Net profit margin (%)
	(Profit from operating activities / revenue) x 100

	Gross profit margin (%)
	(Gross profit / revenue) x 100

	Turnover of capital employed / Asset turnover (times)
	Revenue / capital employed

	Non-current asset turnover (times)
	Revenue / non-current assets

	Current asset turnover (times)
	Revenue / current assets

	Average inventory days
	(Average inventory  / cost of sales) x 365

	Average trade receivables days
	(Average trade receivables /  credit sales) x 365

	Average trade payables days 
	(Average trade payables / credit purchases) x 365

	Current ratio 
	Current assets / current liabilities

	Quick ratio (or acid test) 
	(Current assets - inventory) / current liabilities

	Gearing (%)
	(Non-equity finance / capital employed) x 100


	Interest cover (times)
	Profit from operating activities / finance costs

	Preference dividend cover (times)
	Profit after tax / preference dividends

	Ordinary dividend cover (times)
	Profit attributable to ordinary shareholders / ordinary dividends

	Ordinary dividend per share
	Ordinary dividend / number of ordinary shares

	Earnings per share (Basic) (EPS)
	Profit attributable to ordinary shareholders / number of ordinary shares

	Price Earnings ratio
	Market value per share / EPS

	Dividend yield (%)
	Dividend per share / market value per share


Marking Scheme for question 1

This question tests learning outcome C1

 (a)

	Cowgale plc - Statement of Financial Position as at 31 October 2011
	

	ASSETS
	
	
	
	
	£000
	
	

	Non-current Assets
	
	
	
	
	
	

	Property, plant and equipment
	
	
	
	
	2,461
	
	W 5.5

	Goodwill
	
	
	
	
	350
	
	1

	Other intangible assets 
	
	
	
	350
	
	1

	Investments
	
	
	
	 1,400 
	
	1

	
	
	
	
	
	 4,561 
	
	

	Current assets
	
	
	
	
	
	

	Inventories
	
	
	
	 520 
	
	0.5

	Trade receivables
	
	
	
	 1,260 
	
	1

	Other receivables
	
	
	
	 280 
	
	1

	Cash and cash equivalents
	
	
	
	 290 
	
	0.5

	Total current assets
	
	
	
	 2,350 
	
	

	Total assets
	
	
	
	 6,911 
	
	

	
	
	
	
	
	
	
	

	EQUITY AND LIABILITIES
	
	
	
	
	
	

	Share capital
	
	
	
	 1,250 
	
	1

	Share premium account
	
	
	
	 390 
	
	1

	Revaluation reserve
	
	
	
	 150 
	
	1.5

	Retained earnings
	
	
	
	 2,410 
	
	

	Total equity
	
	
	
	 4,200 
	
	

	
	
	
	
	
	
	
	

	Non-current liabilities
	
	
	
	
	
	

	Long-term liabilities
	
	
	
	 500 
	
	1

	Deferred tax
	
	
	
	 375 
	
	1

	Total non-current liabilities
	
	
	
	 875 
	
	

	
	
	
	
	
	
	
	

	Current liabilities
	
	
	
	
	
	

	Trade and other payables
	
	
	
	 680 
	
	0.5

	Current taxation
	
	
	
	 600 
	
	0.5

	Bank loans and overdrafts
	
	
	
	 470 
	
	1

	Short-term provisions 
	
	
	
	 86 
	
	1

	Total current liabilities
	
	
	
	 1,836 
	
	

	
	
	
	
	
	
	
	

	Total liabilities
	
	
	
	 2,711 
	
	

	
	
	
	
	
	
	
	

	Total equity and liabilities
	
	
	
	 6,911 
	
	20

	
	
	
	
	
	
	
	


Workings

	Goodwill:
	
	
	£000
	
	

	at cost
	
	
	 480 
	
	

	impairment
	
	
	 130 
	
	

	fair value
	
	
	 350 
	
	

	
	
	
	
	
	

	Development expenditure:
	
	
	
	

	per trial balance
	
	 470 
	
	

	written off
	
	
	 120 
	
	

	
	
	
	 350 
	
	

	
	
	
	
	
	

	Property, plant and equipment
	
	
	
	

	Land:
	
	
	
	
	

	per trial balance
	
	800 
	
	

	Disposed of
	
	(100)
	
	

	
	
	
	 700 
	
	

	
	
	
	
	
	

	Buildings:
	
	Valuation
	Deprec.
	Net

	per trial balance
	
	2,200 
	 400 
	

	Disposals
	
	
	(360)
	(70)
	

	
	
	
	1,840 
	 330 
	 1,510 

	Depreciation
	
	
	 92 
	

	
	
	
	1,840 
	 422 
	 1,418 

	
	
	
	
	
	

	Equipment, at cost
	
	Cost
	Dep’n.
	Net

	per trial balance
	
	1,410 
	 780 
	

	Disposals
	
	
	 290 
	 150 
	

	
	
	
	1,120 
	 630 
	 490 

	Depreciation
	
	
	 147 
	

	
	
	
	1,120 
	 777 
	 343 

	
	
	
	
	
	

	Land
	 700 
	
	1.5

	Buildings
	 1,418 
	
	3

	Equipment
	 343 
	
	2

	Total property, plant and equipment
	2,461
	

	Investment properties
	
	

	per trial balance
	
	 1,330 

	value at end of year
	
	 1,400 

	Surplus to income statement
	
	 70 

	
	
	
	


	Allowance for receivables
	
	

	Existing allowance
	
	 40 

	New allowance
	
	 - 

	Decrease in allowance
	
	(40) 

	
	
	
	

	Receivables
	
	

	per trial balance
	
	 1,580 

	Specific receivables written off
	
	(320)

	Allowance for receivables
	
	 - 

	
	
	
	 1,260 

	
	
	

	Deferred taxation
	
	

	Balance b/f
	
	 240 

	Tax on taxable temporary differences
	
	 135 

	Balance c/f
	
	 375 


(b)

	
	
	
	
	£000
	

	Draft profit
	
	
	
	3,820
	

	Surplus/Loss on disposal of non current assets

(90 loss and 90 transfer from revaluation reserve)
	0 
	1

	Depreciation
	
	
	(239)
	0.5

	Bad debts
	
	
	
	(320)
	0.5

	Reduction in allowance for doubtful debts
	
	
	40 
	0.5

	Development expenditure written off
	
	
	(120)
	0.5

	Impairment of goodwill
	
	
	(130)
	1

	Provision made
	
	
	(86)
	1

	Surplus on investment property
	
	
	 70 
	1

	
	
	
	
	 3,035 
	

	Previous over provision for tax
	
	110 
	
	1

	Tax for the year
	
	(600)
	
	0.5

	Transfer to deferred taxation
	
	(135)
	
	1

	
	
	
	
	(625)
	

	Profit after tax
	
	
	 2,410 
	

	Dividends paid
	
	
	(240)
	1

	Increase in retained earnings
	
	
	 2,170 
	

	Opening retained earnings
	
	
	 240 
	0.5

	Closing retained earnings
	
	
	 2,410 
	Total 10


Total 20 + 10 = 30

Marking scheme for question 2

This question tests learning outcomes C1, E1, E2, and E5
(a) The following suggested solution is indicative only.

REPORT

FROM:

TO:

DATE:

SUBJECT: Financial performance of Veerda plc

The following report is based on a series of financial ratios calculated from the financial statements of Veerda plc for the financial years 2009, 2010 and 2011.

The overall performance of Veerda plc as evidenced by its return on equity [3] is on the decline. Return on equity has fallen consistently over the past three years from a healthy 23% in 2009 to 13% in 2011. This seems due to falling profitability on sales and less effective use and management of assets.

Gross profit margins (seem fairly stable at around 11% [5] but turnover has fallen significantly in 2011 so the amount of gross income to cover operating expenses will be smaller. Net profit margins [7] do seem to be under pressure and have fallen steadily over the past three years to a low of 1.8%. This suggests that operating expenses are increasing relative to the scale of the business.

Almost all the measures of assets utilisation available are getting worse. The efficiency with which assets are being used to generate sales [4] is declining. Working capital management is poorer in all respects. Inventory is moving more slowly [10] and the periods of credit taken by customers [11] and taken from suppliers [12] have both increased. This must put pressure on the company’s liquid resources and this is evidenced by the big decline in the company’s cash and cash equivalents which are currently in overdraft [2]. The decline in the quick ratio to less than 1 to 1 [9] may also be cause for further investigation.

The lack of liquid resources does not place the company in a strong position should suppliers press for quicker payment.

The falling profitability is also evidenced by falling earnings per share [15]. Despite this the company has maintained the higher ordinary dividend paid in 2010 [14].

Recommendations for improving the performance of Veerda plc.

The overall performance of Veerda plc could be improved by

· Seeking to improve turnover by selling more and/or changing prices

· Better control of operating expenses. Reducing operating expenses would increase profitability on sales and hence overall return on equity.

· Careful monitoring of non-current assets utilisation. Increasing sales revenue to non-current assets would increase sales revenue to total assets and hence overall return on equity.

· Better working capital management. Improve stock control and credit control.

· Careful cash flow management to avoid widely fluctuating cash balances and the reliance on bank overdrafts.

· Review dividend policy.

Limitations

· It has been assumed that all the data is comparable i.e. that similar accounting policies have been used over the three years.
· It has only been possible to look at trends within Veerda plc over the past three years. It would be useful to compare Veerda plc's performance with its competitors – particularly the leading firms in the same industry sector with a view to knowing what is achievable.
· It would be useful to know more about the sector Veerda plc operates in and general economic conditions. This would help identify what changes are attributable to changes in sector performance and general economic conditions and changes attributable to good or bad management.
· The available information is very limited. It would be useful to have additional information about the quality of Veerda plc's management, its risk exposure and the prospects for the industry sector.
Marking scheme

Report format and style – 3 marks

Interpretation of ratios – 10 marks

Recommendations – 4 marks

Limitations in analysis – 3 marks

Total marks 20

(b)

(b) (i)

	Shamlu Hospital
	

	Estimate profit/loss on contract
	
	
	

	
	
	
	£m
	

	Contract price
	
	
	85.0
	0.5

	Costs incurred
	
	18.9
	
	0.5

	Further costs
	
	50.0
	
	1

	
	
	
	68.9
	

	Estimated profit
	
	
	16.1
	Total 2


(b) (ii)

	
	
	
	£m
	

	Costs incurred
	
	
	18.9
	

	Costs incurred
	
	
	50.0
	

	
	
	
	68.9
	1

	
	
	
	
	

	Percentage complete - based on costs (18.9/68.9)
	27%
	1

	
	Total 2


(b) (iii) 

	
	
	£m
	
	

	Revenue (27% of 85)
	23.32 
	
	1

	Cost of sales (27% of 68.9)
	(18.90)
	
	0.5

	Profit
	4.42 
	
	0.5


(b) (iv)

Under IAS 11 no work in progress is recognised on construction contracts.


1 mark

(b) (v)

	Gross amount due from customers:
	£m
	
	

	Costs to date
	
	18.90 
	
	

	Profit recognized
	4.42 
	
	

	Progress billings
	(22.50)
	
	

	Inventories
	
	0.82 
	
	


	Amounts invoiced to clients
	22.5 
	
	1

	Payments received
	(18.4)
	
	1

	Trade receivables
	4.10
	
	

	Gross amount due from customers
	0.82
	
	1

	
	4.92
	
	

	
	




Total marks for (b) = 10



(30)
Marking scheme for question 3
This question tests learning outcomes D1 and D3

(a)

	Peel plc
	
	
	
	
	

	Consolidated Income Statement
	
	
	
	
	

	for the year ended 31 October 2011
	
	
	
	

	
	
	
	£m
	
	

	Revenue
	
	
	180 
	
	1

	Cost of sales
	
	
	(76)
	
	1

	Gross profit
	
	
	104 
	
	

	Operating expenses
	
	
	(45)
	
	0.5

	Investment income
	
	
	8 
	
	1

	Interest receivable
	
	
	4 
	
	1

	Finance charges
	
	
	(5)
	
	0.5

	Net profit before taxation
	
	
	66 
	
	

	Taxation
	
	
	(25)
	
	0.5

	Profit for the year
	
	
	41 
	
	

	attributable to
	
	
	
	
	

	Equity shareholders
	
	
	39 
	
	1

	Non-controlling interest
	
	
	2 
	
	1.5

	
	
	
	41 
	
	8


Workings

	Revenue
	
	
	£m

	Peel plc
	
	
	125 

	Caval plc
	
	
	95 

	Intercompany sales
	
	
	(40)

	
	
	
	180 


	Cost of sales
	
	
	£m

	Peel plc
	
	
	69 

	Caval plc
	
	
	43 

	Intercompany sales
	
	
	(40)

	Unrealised profit
	
	
	4 

	
	
	
	76 

	
	
	
	

	Investment income
	
	
	£m

	Peel plc
	
	
	21 

	Caval plc
	
	
	5 

	Dividend from Caval plc to Peel plc
	
	
	(18)

	
	
	
	8 

	
	
	
	

	Interest receivable
	
	
	£m

	Peel plc
	
	
	4 

	Caval plc
	
	
	3 

	Interest from Caval plc to Peel plc
	
	
	(3)

	
	
	
	4 

	
	
	
	

	Finance charges
	
	
	£m

	Peel plc
	
	
	5 

	Caval plc
	
	
	3 

	Interest from Caval plc to Peel plc
	
	
	(3)

	
	
	
	5 

	
	
	
	

	Non-controlling interest
	
	
	£m

	Caval plc's profit after tax
	
	
	24 

	Non-controlling percentage
	
	
	10%

	
	
	
	2 

	
	
	
	


	Check on profit attributable to the equity shareholders

	
	
	
	£m

	Holding company's profit
	
	
	39 

	Deduction for unrealised profit
	
	
	(4)

	Exclude dividend from subsidiary
	
	
	(18)

	
	
	
	17 

	Subsidiary's profit
	24 
	
	

	Holding company's percentage
	90%
	
	

	
	
	
	22 

	
	
	
	39 


(b)

	Peel plc
	
	
	
	
	

	Consolidated Statement of Financial Position
	
	
	
	

	as at 31 October 2011
	
	
	
	
	

	
	
	
	
	
	

	ASSETS
	
	
	£m
	
	

	Non-current assets
	
	
	
	
	

	Intangible asset, goodwill
	
	
	10 
	
	2

	Tangible assets, net book value
	
	
	580 
	
	0.5

	Investments
	
	
	15 
	
	1

	
	
	
	605 
	
	

	Current assets
	
	
	166 
	
	W 2

	Total assets
	
	
	771 
	
	

	
	
	
	
	
	

	EQUITY AND LIABILITIES
	
	
	
	
	

	Equity attributable to the shareholders of Peel plc
	300 
	
	0.5

	Retained earnings
	
	
	232 
	
	2

	
	
	
	532 
	
	

	Non-controlling interest
	
	
	26 
	
	1

	
	
	
	558 
	
	

	Non-current liabilities
	
	
	143 
	
	1

	Current liabilities
	
	
	70 
	
	2

	Total equity and liabilities
	
	
	771 
	
	12


Workings

	Calculation of goodwill
	
	
	£m
	
	

	Amount paid for shares in Caval plc
	
	
	240 
	
	0.5

	Net assets acquired
	
	
	
	
	

	Caval plc's share capital at acquisition
	
	180 
	
	0.5

	Caval plc's reserves at acquisition
	
	
	76 
	
	0.5

	
	
	
	256 
	
	

	Peel plc's interest
	
	
	90%
	
	0.5

	
	
	
	230 
	
	

	
	
	
	
	
	

	Goodwill
	
	
	10 
	
	2

	
	
	
	
	
	


	Calculation of non-controlling interest
	
	£m
	
	

	Caval plc's share capital at consolidation
	
	180 
	
	

	Caval plc's reserves at consolidation
	
	80 
	
	

	
	
	
	260 
	
	

	Non-controlling interest
	
	
	10%
	
	

	
	
	
	26 
	
	1

	
	
	
	
	
	

	Group reserves
	
	
	£m
	
	

	Holding company's reserves
	
	
	232 
	
	

	Deduction for unrealised profit
	
	
	(4)
	
	

	
	
	
	228 
	
	1

	Share of subsidiary's reserves
	
	
	
	
	

	Caval plc's reserves at consolidation
	80 
	
	
	
	

	Caval plc's reserves at acquisition
	76 
	
	
	
	

	
	4 
	
	
	
	

	Peel plc's interest
	90%
	
	
	
	

	
	
	
	4 
	
	1

	
	
	
	232 
	
	2

	
	
	
	
	
	

	Non current investments
	
	
	£m
	
	

	Peel plc
	
	
	265 
	
	

	Cost of shares in Caval plc
	
	
	(240)
	
	

	Loan to Caval plc
	
	
	(23)
	
	

	
	
	
	2 
	
	

	Caval plc
	
	
	13 
	
	

	
	
	
	15 
	
	

	
	
	
	
	
	

	Non current liabilities
	
	
	
	
	

	Peel plc
	
	
	100 
	
	

	Caval plc
	
	
	66 
	
	

	Loan to Caval plc
	
	
	(23)
	
	

	
	
	
	143 
	
	

	Current assets
	
	
	
	

	Peel plc
	
	
	133 
	

	Caval plc
	
	
	47 
	

	Deduction for unrealised profit
	
	
	(4)
	1

	Intercompany indebtedness
	
	
	(10)
	1

	
	
	
	166 
	


(20)
Marking scheme for question 4

This question tests learning outcomes B1, B2, D1 and D4

(a)

The question here is whether or not a provision ought to be made in the financial statements. On the basis of the evidence available, there is a present obligation [1]. According to the company’s legal advisers it is also probable that there will be an outflow of resources embodying economic benefits in settlement (60%) [1]. A provision should therefore be recognised [1] for the best estimate of the amount to settle the obligation, which in this case is £250,000 [1].

4 marks

(b)

According to IAS 28, the investment in Smallhotels Ltd should be treated as an associate as Travelcribs has significant influence but not control. Control would require ordinary share capital of more than 50%, whereas this investment represents only 32.5% of Smallhotels Ltd’s ordinary share capital.

2 marks

Consolidated statement of comprehensive income for y/e 31/12/11 - Share of profits of associates: 
£
Group share of profit 1/9 to 31/12 (445,000 – 340,000) * 32.5 
34,125
1
Less: impairment (see working)
(14,125)
2

   20,000
Working: 

Cost plus share of post-acquisition change in net assets (305,000+ 34,125) 
339,125

Recoverable amount at 31/12/11
(325,000)
Impairment
    14,125
Consolidated statement of financial position as at 31/12/11 – Investments in associates:


£

Cost
305,000

Share of post-acq, change in net assets
  34,125

339,125
1
Less: impairment
(14,125)
1
Recoverable amount
325,000


Total for part (b) 7 marks

(c)

There are a number of ways of tacking this question, and the points below are merely indicative. Candidates should be given credit for any valid points, but should not be awarded more than 4 marks for answers that do not mention the content of the two companies’ statements (the SCF in particular).

Both companies have made a profit of £1,200 (24% of turnover) and a return on closing equity of 100%. The performance of both companies is therefore identical in terms of profitability. However, Adam Ltd’s transactions have all been on a credit basis, and there has been no cash flow generated, and hence no closing cash balance. On the other hand, Robert Ltd has transacted wholly on a cash basis. The profit earned of £1,200 is all realised as cash by the end of the month.

The importance of the statement of cash flow statement is to show how the cash flow performance of otherwise identical businesses can be very different.

The main qualitative characteristics are:

Understandability

This means that accounting information should be readily understood by users with a reasonable amount of relevant knowledge.

Cash flow information is generally understandable, because receipts and payments are familiar concepts for users.

The fact that Robert received £5,000 from customers, whereas Adam received none, is readily understandable.

Relevance

This means that the accounting information should be relevant to the decision making needs of users.

Cash flow information scores highly here. The relationship of many users to business is cash based: e.g. shareholders buy and sell shares and receive dividends; customers pay and suppliers get paid; employees receive wages. Also, many investor decisions are presumed to be based on discounted cash flow models where a decision is based explicitly or implicitly on discounted estimated future cash flows.

Cash flow information is also relevant to decisions on the liquidity position of a business. Adequate liquidity is essential for the short run survival prospects of a business, perhaps more so than short term profitability.

Robert’s increase in cash of £1,200 is relevant for decisions such as when to make payments or whether to arrange an overdraft.

Faithful representation

This means that the information is complete, neutral and free from error. 

Cash flow information should be as free from error as any other information in the financial statements. Perhaps more so as the ‘bottom line’ increase or decrease in cash should be easily reconcilable with records maintained by third parties.

Cash flow information should also be neutral (i.e. objective). A cash flow is easily definable by its amount and timing.

The fact that Adam has made no payments to suppliers in the period can be verified by checking the cash book and bank statements. 

Comparability

The objectivity and other qualities of cash flow information enhance its comparability. Users should find it easy to evaluate time series information – perhaps even adjusting intuitively where the purchasing power of the unit of currency has changed by reference to their own experience.

One potential problem is the possible lack of comparability where both direct and indirect methods are available for the presentation of a statement of cash flows. However, the additional reconciliation required where the direct method is used restores comparability.

A further issue affecting comparability is the reporting of dividends paid, interest paid and interest received. Dividends paid are sometimes included in the cash flow from operating activities and sometimes in financing activities. Interest paid and received are sometime included in the cash flow from operating activities and sometimes in investing activities. These alternatives are permissible under IAS 7 Statement of Cash Flows. However, an entity is expected to be consistent in its treatment of these items over time. Also, as these items are separately disclosed it is relatively easy to make adjustments to achieve comparability between different entities.

Both Robert and Adam use the direct method in their SCF, and the figures for each line can be compared easily. The figures are not affected by differences in accounting policies (which may not be the case for figures in other statements, such as operating expenses in the SCI).

1 mark per relevant point, to a maximum of 9 marks. 



(20)

Marking scheme for question 5

This question tests learning outcomes A1, A2, A3 and E3
(a)


(i) 
Basic earnings per share is earnings attributable to the ordinary shareholders divided by the number of issued ordinary shares. For example, in the information given for 2008, basic earnings per share is earnings of £104.5m divided by 198.6m ordinary shares.

(3 marks)

(ii)
Basic earnings per share is based on the reported figures for earnings and share capital. Diluted earnings per share is a recalculation assuming that holders of share options, warrants, convertible preference shares, convertible bonds, etc. had exercised their rights to ordinary share capital.

For example:

If the holders of convertible preference shares exercised the right to convert their preference shares into ordinary shares the company would no longer have to pay the preference dividend on these shares – but there would be more ordinary shareholders to share in residual profits.

(3 marks)

(iii) 
Circumstances would include, for example:

· A rights issue made during the year

· A new issue during the year at full market price

· A buy back of shares at market price during the year

(2 marks)

(iv)
The PE ratio is calculated by taking the most recent market price of its share and dividing it by its last reported earnings per share. For example, if the last reported earnings per share figure for a company was 52.60 pence and the current share price was £5.50 the PE ratio would be 10.46.
The PE ratio gives some insight into of the number of years’ purchase of the latest known earnings that investors are willing to pay to acquire a stake in the company. A high ratio means that the market is bidding up the price beyond what the latest reported earnings would appear to justify; this may be because investors are expecting future earnings to rise enabling larger dividends to be paid.

The PE ratio reflects the market's confidence in a quoted company. Generally, the higher the PE ratio the better. The PE ratio depends not only on the company's perceived future prospects but also on the industry within which the company operates and economic confidence generally. The financial press and financial websites publish PE ratios for each industry group and individual companies. Company PE ratios can therefore be compared with the average PE ratio for companies in similar lines of business – as well as for competitor or similar businesses. If a company has a PE ratio significantly higher than the average for its sector the company is regarded as a leader in its sector. Unfortunately, it could also mean that the company's shares are merely overvalued.

(1 mark per valid point, capped at 4)

(Total for part (a) 12)

(b)

(i)
The main advantage of harmonization is increased comparability. Use of IFRSs in different countries, rather than national accounting standards, makes it easier for a user to compare the financial statements of companies from different countries. 

Harmonisation is also an advantage to international companies/groups as they can apply the same set of standards in the different countries in which they operate.


It can be an advantage to accountants, as knowledge of IFRSs may make their skills more internationally portable.

IFRSs are prepared with input from accountants from a number of different countries, so they can make use of a wide range of knowledge and experience, ensuring that the standards represent best practice.

(other advantages may be included - 1 mark per valid point, capped at 3)

(ii)
All listed companies in the UK have been required to apply IFRSs since 2005.


(1)


Other companies in the UK are required to use FRSs produced by the ASB.



Companies that qualify as small under the Companies Act, and other entities of similar size, are entitled to use the special accounting standard- 
The FRS for Smaller Entities (FRSSE).


Organisations like charities, housing associations and public sector bodies have specific arrangements (eg charities apply the charities SORP and FRSs).


(1 mark per example, capped at 2)

(iii)
The Financial Crisis Advisory Group (FCAG) is, a high level group of recognised leaders with broad experience in international financial markets, It was formed at the request of the International Accounting Standards Board and the U.S. Financial Accounting Standards Board to consider financial reporting issues arising from the global financial crisis. 


( 2)

Total for part (b) 8)
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