ADVANCED FINANCIAL ACCOUNTING AND REPORTING

Section A : Compulsory

Answer 1A

 (a)

	Cost of Control

	 
	Autumn 
	Summer
	
	Autumn 
	Summer

	
	RM’000
	RM’000
	
	RM’000
	RM’000

	Cost of Investment 
	
	 
	OSC
	24000
	17500

	Direct
	120000
	24200
	Retained Profit 
	63750
	17500

	Indirect
	
	45000
	Pre-acquisition 
	
	

	75% x 60000
	
	 
	dividend
	1800
	

	
	
	 
	Goodwill
	30450
	34200

	
	
	 
	
	
	


Amortization:

Autumn:  30450

Summer: 







(b) 
Goodwill: Autumn

The adjustment to the carrying amount of the property is measured at the adjusted fair value at the date of acquisition of RM5,000,000, less the amount where would have been recognized as depreciation of the adjusted value (RM25,000 at 30.6.2002)

As the adjustment is made by Seasons prior to the end of the first annual accounting period after acquisition, the carrying amount of goodwill is also adjusted for the reduction in value at the date of acquisition of RM5,000,000 and a reduction in amortization of RM25,000.

(c) (i)

	Cost of Control

	 
	Autumn
	
	
	Autumn
	

	
	RM’000
	
	
	RM’000
	

	Cost of Investment 
	120000
	
	    OSC
	24000
	

	
	
	
	Retained Profit 
	63750
	

	
	
	
	Pre-acquisition 
	
	

	
	
	 
	    dividend
	1800
	

	
	
	
	    ARR
	3750
	

	
	
	 
	Goodwill
	26700
	


Amortisation:

RM26,700

-------------         x   2 ¼ years = 12,015

      5

 (ii) 

	Consolidated Retained Profits 

	 
	Seasons
	Autumn
	Summer
	
	Summer
	Autumn
	Summer

	
	RM’000
	RM’000
	RM’000
	
	RM’000
	RM’000
	RM’000

	Pre acquisition dividend
	1800
	
	 
	Bal b/f
	136490
	110744
	55390

	Goodwill amortization :
	12015
	
	 
	Dividend from A
	1380
	
	

	
	6840
	
	
	       S
	360
	864
	

	Under provision of depreciation
	
	2250
	 
	Post acquisition from 
	
	
	

	URP - Stock
	
	
	875 
	S
	20660.5
	
	

	MI
	
	27339.5
	16354.5 
	A
	18268.5
	
	

	Pre acquisition 
	
	63750
	17500 
	      
	
	
	

	Post - acquisition 
	
	18268.5
	20660.5
	
	
	
	

	CBS
	156504
	
	 
	
	
	
	


	(iii)  Inventories (8280 + 5850 + 10650 + 3500 - 875)                  27405

	

	(iv)  Accounts Receivable (12700 + 10450 + 8500 - 3500)              
	 28150  

	
	

	(v)  Property, plant and equipment

      (78500 + 85104 + 68500 + 5000 – 2250)                 
	234854


(vi)

	Minority Interest

	
	Autumn
	Summer
	
	Autumn 
	Summer

	
	RM’000
	RM’000
	
	RM’000
	RM’000

	Investment in
	
	
	OSC
	8000
	7500

	Summer
	
	
	RP
	27339.5
	16354.5

	25% x RM60,000
	15000
	
	ARR
	1250
	

	CBS
	21589.5
	23854.5
	
	
	

	
	   
	 
	
	
	

	
	45444
	 
	
	
	


B.

In accordance with MASB 21, deferred consideration should be determined by discounting the nominal amount payable at the acquirer’s current interest costs. When the terms of acquisition provide for variation to the cost of the acquisition contingent upon future event, any subsequent changes to the cost of acquisition will affect goodwill or negative goodwill. The adjusted goodwill should be treated as a change in estimate of the original goodwill, thus any difference between the carrying amount of the goodwill and the adjusted goodwill will be recognised as income or expense in the year where adjustment is made.

Section B : Answer any 3 questions in this section. 

Answer 2 

(a) 

Consolidated Cash Flow Statement of LaLa 

For The Year Ended 30 June 2004

	Cash flow from operating activities
	RM

million
	RM

million

	Net profit before taxation
	1060
	

	Adjustments:
	
	

	Depreciation
	80
	

	Provision for doubtful debt
	25
	

	Goodwill amortised
	40
	

	Gain on disposal
	(40)
	

	Share of profit of associates
	(60)
	

	Interest expense
	100
	

	
	1205
	

	Changes in working capital:
	
	

	Decrease in accounts receivable
	255
	

	Decrease in accounts payable
	(660)
	

	Decrease in inventory
	180
	

	Cash flow from operations
	980
	

	
	
	

	Tax paid
	(240)
	

	Interest paid
	(80)
	

	Net cash flow from operating activities
	
	660

	
	
	

	Cash flow from investing activities
	
	

	Acquisition of subsidiary (250 – 60)
	(190)
	

	Purchase of assets
	(300)
	

	Proceeds from disposal of plant
	240
	

	Dividend from associates
	40
	

	Net cash flow from investing activities
	
	(210)

	
	
	

	Cash flow from financing activities
	
	

	Repayment of long-term loan
	(380)
	

	Payment of finance lease
	(140)
	

	Dividend paid
	(100)
	

	Dividend to Minority Interest
	(50)
	

	Net cash flow from financing activities
	
	(670)

	Net decrease during the year
	
	(220)

	Cash and cash equivalent at 1.7.2003
	
	120

	Cash and cash equivalent at 30.6.2004
	
	(100)


(b) Reconciliation between cash flow from operations and net profit before tax

	
	RM

million

	Net profit before taxation
	1060

	
	

	Adjustments:
	

	Depreciation
	80

	Provision for doubtful debt
	25

	Goodwill amortised
	40

	Gain on disposal
	(40)

	Share of profit of associates
	(60)

	Interest expense
	100

	
	1205

	Changes in working capital:
	

	Decrease in accounts receivable
	255

	Decrease in accounts payable
	(660)

	Decrease in inventory
	180

	Cash flow from operations
	980


Workings

	Accounts receivable

	
	RM

million
	
	RM

million

	B/f
	1000
	Provision for doubtful debt
	25

	Acquisition of subsidiary
	80
	Receipts
	11055

	Turnover
	10800
	C/f
	800

	
	====
	
	====


	Accounts payable

	
	RM

million
	
	RM

million

	Payments
	8880
	B/f
	940

	
	
	Acquisition of subsidiary
	120

	C/f
	400
	Purchases
	8220

	
	====
	
	====


	Inventory

	
	RM

million
	
	RM

million

	B/f
	1000
	Cost of sales
	8400

	Acquisition of subsidiary
	120
	
	

	Purchases
	8220
	C/f
	940

	
	====
	
	====


	Expenses

	
	RM

million
	
	RM

million

	Provision for doubtful debt
	25
	Income statement
	1440

	Depreciation 
	80
	
	

	Goodwill amortised (20 + 20)
	40
	
	

	Interest
	100
	
	

	Cash expense
	1195
	
	

	
	====
	
	=====


	Tax

	
	RM

million
	
	RM

million

	Payment 
	240
	B/f
	180

	
	
	Acquisition of subsidiary
	40

	C/f
	100
	Income statement (180 – 60)
	120

	
	====
	
	=====


	Investment in Associates

	
	RM

million
	
	RM

million

	B/f
	840
	Tax
	60

	Share of profit
	60
	Goodwill
	20

	
	
	Dividend
	40

	
	
	C/f
	780

	
	====
	
	====


	Tangible assets

	
	RM

million
	
	RM

million

	B/f
	1600
	Depreciation
	80

	Acquisition of subsidiary
	200
	Disposal
	200

	Finance lease
	100
	C/f
	1920

	Cash purchase
	300
	
	

	
	====
	
	====


	Goodwill

	
	RM

million
	
	RM

million

	B/f
	0
	
	

	Acquisition of subsidiary
	220
	Amortisation
	20

	
	
	C/f
	200

	
	===
	
	===


Goodwill calculation:

RM million

Cost of Investment




490

Less: 90% x 300




270








220

	Finance lease

	
	RM

million
	
	RM

million

	Payment
	140
	B/f
	360

	C/f
	340
	Assets
	100

	
	
	Interest
	20

	
	====
	
	====


	Minority interest

	
	RM

million
	
	RM

million

	Dividend
	50
	B/f
	20

	
	
	Income statement
	120

	C/f
	120
	Acquisition of subsidiary
	30

	
	====
	
	====


	Accounts receivable

	
	RM

million
	
	RM

million

	B/f
	1000
	Provision for doubtful debt
	25

	Acquisition of subsidiary
	80
	Decrease
	255

	
	
	C/f
	800

	
	====
	
	====


	Accounts payable

	
	RM

million
	
	RM

million

	Decrease
	660
	B/f
	940

	
	
	Acquisition of subsidiary
	120

	C/f
	400
	
	

	
	====
	
	====


	Inventory

	
	RM

million
	
	RM

million

	B/f
	1000
	Decrease
	180

	Acquisition of subsidiary
	120
	
	

	
	
	C/f
	940

	
	====
	
	====


Answer 3 (a)

A provision should be recognised when:

(a) an enterprise has a present obligation (legal or constructive) as a result of past a event;

(b) it is probable that an outflow of resources embodying economic benefits will be required to settle the obligation; and

(c) a reliable estimate of the amount required to settle the obligation can be made.

A past event is where the obligations must have arisen from events that have occurred and still exists at balance sheet date. If the entity can avoid the expenditure by its future actions then no provision should be recognised.

A present obligation exists when the entity has no realistic alternative but to making a transfer of economic benefits. This is the case only where the obligation can be enforced by law or constructive obligation. A legal obligation is an obligation that derives from (a) a contract through explicit or implicit terms; (b) legislation; or (c) other operation of law. Identification of legal obligation is generally easier, however, MASB 20 goes beyond legal form and required a provision to be made based on substance, namely constructive obligation.

Constructive obligation is obligation to public at large in which economic reality would make the enterprise to settle the obligation in order to carry on business. Thus, constructive obligate is an obligation that derives from an enterprise’s actions where:

(a) by an established pattern of past practice, published policies or a sufficiently specific current statement, the enterprise has indicated to other parties that it will accept certain responsibilities; and

(b) as a result, the enterprise has created a valid expectation on the part of those other parties that it will discharge those responsibilities.

A provision should not be recognise for future operating losses, however, if an enterprise has an onerous contract, the present obligation should be recognised and measured as a provision. A constructive obligation for restructuring only exists and thus a provision recognised when the recognition criteria specified in MASB20 are met.

Answer 3 (b) (i)

The construction of the chemical plant creates a legal obligation under the licensing agreement to decommission the plant. Thus, a present obligation exists at balance sheet date. However, soil pollution is contingent upon future events which may or may not occur, therefore there is no present obligation at balance sheet date. The amount of provision should be recognised and added to the cost of the plant as follows:

        RM’ million

Cost of plant


     

210.00

Present value of decommissioning costs

RM40 million X (1.10)-30 =


     2.30 







 212.30

Answer 3 (b)(ii)

A present obligation arises when the rental agreement for the old factory was signed. Since the rental cannot be terminated, Chemcorp has a legal obligation to pay the rental for the next two years. Therefore, the rental agreement becomes onerous when the company moves to a new facility and the old factory is left empty. A provision should be recognised in the balance sheet and an expense recognised immediately to income statement amounted to RM396,694 (2 years X RM240,000) X(1.1)-2. 

NOTE: if it is a lease agreement, then the carrying amount of the lease should be reduced by the impairment loss first, the balance of provision, if any, to income statement as an expense immediately.

Answer 3 (b)(iii)

A constructive obligation exists as the public expect Chemcorp would make good the environmental damage by their past practices to clean up environmental damages. Therefore the company should recognise a liability of RM5 million. However, Detox has given a written undertaking to pay for the full cost of cleaning, it would appear that the reimbursement of the cost of cleaning is virtually certain, Chemcorp should recognise an asset of RM 5 million.

Both the assets and liabilities of RM 5 million should be recognised independently in the balance sheet, because the obligation to clean up the environment remains with Chemcorp. However, the income and expense resulted from recognising the asset and liability should be off set in the income statement.

Answer 3 (b)(iv)

Since the event occurred on 1 July 2004, no present obligation exists at balance sheet date 30 June 2004. Therefore no provision should be recognised even though it is highly probable that Chemcorp will need to settle a claim of RM4 million. However, this event may fall under the scope of “MASB 19 Events after the Balance sheet Date” if the event occurred before the date financial statement authorised for issued. If this is the case, Chemcorp should disclose the nature of the event and estimated its financial effect if, and only if, the event is of such importance that non-disclosure would affect the ability of the users of financial statements to make proper evaluation and decision. The legal fee of RM650,000 should not be recognised as this is an issue to be dealt with in the next year end.   

Answer 4

Triple Two’s objectives would be to maximize wealth, subject to an acceptable level of risk. The analysis of the financial statements would be to assist in that task. Cash generating abilities of these two companies would be of main concern. Triple Two would seek answers to the following question through their analysis:

1. Will corporate actions increase the present value of future cash distributions

2. How much cash does the core business activity generate

3. What are the long term earnings prospects of the company

4. Is the company financed primarily with equity investments or borrowed funds

5. How does a company being analysed compared with its competitiors?

Therefore, the analysis on United’s performance can be done as follows:

1. Liquidity

	Quick ratio
	2003

	Current assets - inventory

----------------

Current liabilities


	3950

------

1628

= 2.43x

	Accounts receivable collection period
	2003

	Accounts receivable

----------------      x 365 days

Sales


	3300

------ x 365

19300

= 62.4 days

	Accounts payable payment period
	2003

	Accounts payable

----------------      x 365 days

Cost of sales


	1170

------ x 365

17780

= 24 days


Liquidity measures an enterprise’s ability to meet its obligations without disrupting productive capabilities. Current liabilities should be settled with cash generated from current assets. Even though Flyever’s quick ratio is below the psychological level of 1:1, this seems to be particular to the industry circumstances as indicated by the industry average.

Comparison between industry average for both companies show United in a better liquidity position. The accounts payable payment periods for both companies show that they settle their debt in a shorter period of time as compared to the industry average. However, their accounts receivable collection periods are longer than the industry average for both companies. A better working capital management would be to utilize the credit limit given by suppliers and to ensure accounts receivable are collected within the period given to debtors. Potential bad debt is greater the longer it takes to collect debt. 

2. Profitability 

	Asset turnover
	2003

	Sales

----------------      

Net assets


	19300

------ 

(8192-1200)

= 2.76x

	Return on capital employed
	2003

	Profit before interest and tax

---------------------------------      

Capital employed


	1520

------ 

8192

= 18.6%

	Return on equity (ROE)
	2003

	Profit after interest and tax

---------------------------------      

Shareholders’ fund

* exclude preference share capital
	1332

------ 

6642

= 20%

	Gearing 
	2003

	Debt (long term loan plus PSC)

---------------------------------      

Equity


	1200 + 350

------ 

6642

= 23.3%


Companies control resources to build wealth to enhance shareholders’ value. Prudent allocation of corporate funding helps an entity generate cash flow, earn income and increase share price. Therefore, financial performance indicators to measure profitability are based on this. 

Asset turnover measures the relationship between an enterprise’s input (assets) and its output (income). Comparison of this ratio with the industry average for United show an improvement of the utilization of assets. The decrease in the gearing ratio means that the company’s of cost of debt capital is more manageable especially in the context of profitability as measured by ROCE and ROE.

As for Flyever, the asset turnover ratio well exceeds the industry average. This could possibly be due to a decline in the net assets in the year 2003 that is more than the decrease of turnover. The gearing ratio indicates the portion of financing of business operations is through debt capital. In the context of ROCE and ROE, this seems to indicate that the financial risk of the company is additionally transferred to the shareholders. Both companies are utilizing the financing through debt capital as they should for cheaper financing cost. The gearing ratios for both companies are comparable to industry average meaning that the exposure to credit risk is no higher than any other similar company.

3. Market 

	Earnings per share (Eps)
	2003

	Profit attributable to ordinary shares

---------------------------------      

No. of ordinary shares


	1332

------ 

1700

= 0.78 sen

	 Price earnings ratio (PER)
	2003

	Market price per share

---------------------------------      

Eps


	RM6.50

------ 

78.3 sen

= 8.3x


The use of current market price is to assess the public perception of value. This assessment is more meaningful when the share price is linked to earnings as it reflects investors’ expectations of future performance of the company. Both companies’ PER are well below the industry average even though earnings per share are above the industry average. The possible reason for this, at least for Flyever, could be that the share prices of these companies are below than other companies in their industries, a possibility of being under-performing companies.

4. Conclusion

At industry level, freight industry seems to be of higher risk if comparison is done between the industry averages. However, the higher PER (assuming that the year 2003 is an exception) of Flyever reflects that future expectations on the company’s performance are better than that of United (PER are below industry average for both years). For both companies the liquidity is not in a critical position but can be improved with better management of working capital especially on the credit control. This would be more of increasing the efficiency management policy. Overall profitability ratios for United show a better position than Flyever as the former’s ratios are well above the industry average. 

Financial stability and profitability are the key factors to be considered by Triple Two in the deciding which industry would be appropriate for Triple Two to invest in, bearing in mind that it is a risk-averse investor. 

Answer 5 (a)

(i) 

MASB 15 states that cost of an item of tangible non-current assets comprises the purchase price, including import duties and non-refundable purchase taxes, and any direct attributable cost of bringing the asst to working condition for its intended use, any trade discounts and rebates are deducted in arriving at the purchase price. Examples of directly attributable costs are cost of site preparations; initial delivery and handling costs; installation costs; professional fees and estimated future decommissioning costs.

(ii) 

Subsequent expenditure should be recognised as assets when the expenditure improve the condition of the asset beyond its originally assessed standard of performance such as:

· Increase the useful life of the assets

· Increase the capacity of the assets

· Improve quality of output

· Substantial reduction in previously assessed operating costs 

Answer 5 (b)








   RM

Agreed price





 500,000

Less: trade discount (500,000*10%)


 (50,000)

Engineer’s fees




   10,000


Shipping and transport costs



     6,000

Provisions: (3,500+6,500)



   10,000


Site preparation: Direct labour costs


     5,000

Site preparation: Concrete reinforcement

     4,000

Initial cost of equipment



 485,000

· Cash discount of 5% is a revenue item. 

· Maintenance contract is a revenue item.

· Interest paid is an expense, this equipment does not qualified as qualifying asset under MASB 27 Borrowing Costs.

Answer 5 (c) (1)

The purpose of depreciation is to measuring the consumption of economic benefit embodied in an asset, it is determined based on three important estimates:

· residual value

· useful life

· pattern of consumption of future economic benefits

If any one of these estimates is subject to variation in the future, this will result in a change in depreciation method or rate. Thus, a change of depreciation method from straight line to reducing balance is a change in accounting estimate, not a change in accounting policies. In accordance to MASB 3 a change is accounting estimate does not require prior year adjustment. Alton Bhd. Should recognise and increase or decrease in depreciation charge in the financial year in which the change occurred.

Answer 5 (c) (2)

Depreciation is a measure of consumption, and is concern with matching income with expenses. MASB 15 states that all property, plant and equipment have a finite life and should be depreciated with the exception of freehold land. The fact that current market price is greater than carrying amount does not negate the requirement to depreciate under MASB 15. The directors of Benton may want to opt for the allowed alternative treatment under MASB 15 to revalue the assets to its fair value. However, this will increase the depreciation charge as depreciation is based on carrying amount of the assets.

Answer 5 (c) (3)

Under existing Malaysian GAAP, revaluation surplus is not a realised gain and therefore it should not be recognise as income. The existing requirement is to recognise the revaluation surplus directly to equity. Once the asset is disposed of then the revaluation surplus will be realised and the surplus is transferred to retain earning through statements of change of equity. Canton should recognise the revaluation surplus in equity.

Answer 5 (d)






        RM `m

Carrying amount



100

Less revaluation decrease


  45





Market value




  55

Impairment loss:



  10

Carrying amount after impairment

  45
Recoverable amount

Higher of:

Market value


55

Less selling expenses
10
Net selling price

45



Value-in-use


40
Summary of accounting treatment:

The carrying amount of the facilities is RM45 million. The devaluation decrease of RM45 million is first off set against the revaluation reserve of RM30 million and the balance of RM15 million is recognised as an expense immediately in the income statement. There is a further impairment loss of RM10 million due to significant selling expenses, this amount is recognise as an expense in the income statement.
















= 13702.5





X 2 ¼ years





5





34200     x  1 year     =  6840


    5       





= 8840
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