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	INSTRUCTIONS TO CANDIDATE:

______________________________________________________________

This question paper contains 5 questions on 12 printed pages.

______________________________________________________________

Section A:  ONE question only and must be answered.

______________________________________________________________

Section B:  Answer any THREE questions.

______________________________________________________________

Do not open this paper until instructed by the invigilator
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Section A:   This question is COMPULSORY and must be attempted

Question 1

Seasons, a public limited company, has a 75% holding in Autumn, which was acquired on 31 Mac 2002 for RM120,000,000 and 25% holding in Summer. Another 60% shares in Summer is held by Autumn. Both Seasons and Autumn acquired their shares in Summer on 1 July 2003.

Balance sheets of the three companies as at 30 June 2004 are given below:

	
	Seasons
	
	Autumn
	
	Summer

	Non-current assets
	RM’000
	
	RM’000
	
	RM’000

	Property, plant and equipment
	78,500
	
	85,104
	
	68,500

	Investments in subsidiary companies
	144,200
	
	60,000
	
	             -

	
	222,700
	
	145,104
	
	68,500

	Current assets
	
	
	
	
	

	Inventories                                                     
	8,280
	
	5,850
	
	10,650

	Accounts receivable
	12,700
	
	10,450
	
	8,500

	Marketable securities
	2,240
	
	         -
	
	-

	Cash and cash equivalents 
	5,400
	
	1,430
	
	  3,800

	
	28,620
	
	17,730
	
	22,950

	Current liabilities
	
	
	
	
	

	Short-term debt
	4,600
	
	-
	
	2,200

	Accounts payable
	9,730
	
	12,890
	
	6,560

	Income tax
	3,000
	
	1,200
	
	2,300

	
	17,330
	
	14,090
	
	11060

	
	
	
	
	
	

	Net current assets
	11,290
	
	3,640
	
	11,890

	
	233,990
	
	148,744
	
	80,390

	
	
	
	
	
	

	Financed by:
	
	
	
	
	

	Share capital: ordinary shares of RM1 each
	85,000
	
	32,000
	
	25,000

	Retained profit
	136,490
	
	110,744
	
	55,390

	Long-term loans
	12,500
	
	6,000
	
	            -

	
	233,990
	
	148,744
	
	80,390

	
	
	
	
	
	


Extract from statement of changes in equity for the year ended 30 June 2004

	
	Accumulated profit

	
	Seasons
	
	Autumn
	
	Summer

	
	RM’000
	
	RM’000
	
	RM’000

	Balance as at 1 July 2003
	106,438
	
	  67,984
	
	19,010

	Net profit for the year
	  32,500
	
	  44,600
	
	37,820

	Dividends paid on 28 June 2004
	    (2,448)
	
	    (1,840)
	
	(1,440)

	
	   136,490
	
	   110,744
	
	  55,390


Additional information:

1. At the date of acquisition, the balance on Autumn’s retained profit stood at RM85,000,000. During the year ended 30 June 2003, Seasons received from Autum a dividend of RM 2,400,000 net of tax, and credited it to its income statement.  The balance of retained profit of Summer on the date of acquisition by Seasons and Autumn was RM 25,000,000. 

2. In June 2002, Seasons received a valuation report on a piece of property of Autumn, the carrying amount of which was undervalued by RM5,000,000. It was agreed that this surplus should be adjusted from any related goodwill arising on consolidation. The remaining useful life of this property is 5 years as at 31 March 2002.

3. Summer included RM3,500,000 in its sales to Seasons for the year ended 2004. However, the goods were not received by Seasons until July 2004. Summer charges a profit of 25% on its sales.

4. Seasons and Autumn received their share of dividends on 2 July 2004.

5. Any goodwill arising is to be amortised over 5 years. 

6. Tax rate is at 28%. Ignore deferred tax implications on revaluation surplus.

Required:

A.
(a)
Compute the initial goodwill as at 31 March 2002 arising on acquisition of both subsidiaries by Seasons. (Disregard information 2)

(4 marks)

(b)
Explain the necessary adjustments to be made to the carrying amount of goodwill in light of information 2 above. 

(2 marks)

(c) Calculate the following:

(i) carrying value of goodwill on consolidation for Autumn      (1 mark)

(ii)
retained profit





       (8 marks)

(iii) 
inventory





          (1 mark)

(iv) 
accounts receivable                                                            (1 mark)

(v) 
property, plant and equipment


          (1 mark)

(vi) 
minority interest




        (3 marks)

as would be shown in the consolidated balance sheet of Seasons as at 30 June 2004.

Show all workings.

B. Assuming Seasons were to settle the purchase consideration for the acquisition of Autumn in three instalments and the payments were to be made as follows: 

· the first instalment of RM80 million to be paid on the date of acquisition; and 

· the balance of RM40 million in equal instalments on 31 March 2003 and 31 March 2004 respectively contingent upon achieving the agreed profits for both years. 

Discuss, without any calculation, the implication to consolidated goodwill at the date of acquisition and subsequent periods. 

(4 marks)

(Total:  25 marks)

Section B:  Answer any 3 questions in this section.

Question 2

The following are the draft consolidated balance sheets and consolidated income statement of LaLa:

Draft consolidated balance sheets as at 30 June

	
	2004
	
	2003

	
	RM

million
	
	RM

million

	Assets
	
	
	

	Tangible assets (NBV)
	1,920
	
	1,600

	Goodwill
	200
	
	-

	Investment in Associates
	780
	
	840

	Accounts receivable
	800
	
	1,000                      

	Inventory
	940
	
	1,000

	Cash and cash equivalents
	-
	
	120

	
	4,640
	
	4,560

	Liabilities and shareholders’ equity
	
	
	

	Ordinary shares of RM1.00 each
	1,800
	
	1,600

	Share premium
	40
	
	-

	Retained earnings
	1,060
	
	400

	Minority Interest
	120
	
	20

	10% Loan notes
	680
	
	1,060

	Bank overdraft 
	100
	
	-

	Accounts payable
	400
	
	940

	Income tax payable
	100
	
	180

	Finance lease obligations
	340
	
	360

	
	4,640
	
	4,560


Draft consolidated income statement for the year ending 30 June 2004

	
	RM

million

	Turnover
	10,800

	Cost of sales
	(8,400)

	Gross profit
	2,400

	Expenses
	(1,440)

	
	960

	Gain on disposal of plant and equipment
	40

	
	1,000

	Share of profit from Associates 
	60

	Profit before tax
	1,060

	Income tax expense
	(180)

	Profit after tax
	880

	Minority interests
	(120)

	Profit attributable to shareholders
	760


Draft statement of changes in equity

	
	Share

capital

RM

million
	
	Share premium

RM

million
	
	Retained earnings

RM

million

	Balance as at 1 July 2003
	1,600
	
	-
	
	400

	Net profit for the period
	
	
	
	
	760

	Dividends
	
	
	
	
	(100)

	Issue of shares
	  200
	
	40
	
	-

	
	1,800
	
	40
	
	1,060


Additional information:

1. Income tax expense in the income statement includes share of tax from associates of RM 60 million.

2. LaLa acquired 90% holding in Savvy in September 2003. The fair value of the assets of Savvy on the acquisition date are as follows:

	
	RM

million

	Tangible assets
	200

	Inventories
	120

	Accounts receivable
	  80

	Cash and cash equivalents
	  60

	Accounts payable
	(120)

	Taxation
	  (40)


The purchase consideration of RM490 million was settled by issuing 200 million ordinary shares at RM1.20 per share and the remaining in cash.

3. An item of plant and machinery was sold resulting in a gain of RM40 million. Its net book value on the date of disposal was RM200 million. Purchase of new assets during the year amounted to RM400 million of which RM100 milion is through finance lease.

4. Included in the expenses are depreciation charge for the year, interest expense of RM100 million of which RM20 million is for finance lease, provision for doubtful debts of RM25 million and goodwill of which RM20 million relates to associated company.

Required:

(a) Prepare a consolidated cash flow statement using the indirect method for LaLa and its subsidiaries for the year ended 30 June 2004 in accordance with MASB 5 Cash Flow Statements. 

(20 marks)

(b) Show a statement reconciling the cash flows from operation with the net profit or loss for the period.

(5 marks)

(Total:  25 marks)

Question 3

(a) MASB 20 Provisions, Contingent Liabilities and Contingent Assets defines provision as: “…….a  liability of uncertain timing or amount”. Where a transaction or event satisfies the definition of a liability, a provision should be recognised. This Standard provides guidance on recognition and measurement criteria for provision.

Required:

Explain under what circumstances a provision should be recognised in accordance with MASB 20 Provisions, Contingent Liabilities and Contingent Assets. Your explanation should cover the following items:

(a) Past event

(b) Present obligation

(c) Constructive obligation 

(7 marks)

(b) Chemcorp is a manufacturer of petrol chemical products. The company has a reputation in the market as an environment friendly organisation and had in the past, made good any pollution caused by its operations. Chemcorp’s current year end is 30 June 2004 and you are presented with the following transactions and events:

(i) The company completed construction of a petrol chemical plant on 31 December 2003 at a cost of RM210 million which was recognised in the balance sheet as at year end. The licensing agreement requires the company to decommission the plant at the end of its useful life and to make good any soil pollution due to operations. The useful life of the plant is estimated to be 30 years. Based on current known technology, the decommissioning cost is estimated to be RM40 million and soil pollution due to operations, if any, is RM10 million 30 years later. The plant is not expected to operate until 1 July 2005. The current market assessment of pre-tax discount rate is 10%.

(ii) During the year, Chemcorp relocated one of its factories to a bigger site. The relocated factory currently occupied a building that was rented from the local council where the rental agreement prohibits sub-letting and early termination. The rental agreement is to run for another two years with an annual rental of RM240,000 per annum. (Assume discount rate is 10%.)

(iii) Chemcorp contracted Detox, a professional chemical waste disposal expert to neutralise toxic chemical waste in one of its processing plant before discharging it into the nearby river. Due to negligence of Detox, untreated chemical was discharged into the river on 1 March 2004. The estimated clean up cost is RM5 million. Detox had agreed in writing to compensate Chemcorp for the full amount of the clean up cost. 

(iv) An employee of Chemcorp is currently suing the company for damages in respect of serious injuries sustained on 1 July 2004 as a result of a breach of safety regulations. The company’s lawyer indicates the following likely outcomes:

(i) 80% probability of a damage claim of RM4 million; and

(ii) 20% probability of RM10 million. 

The legal fee is estimated at RM650,000.

Required:


Discuss the appropriate accounting treatment for the above transactions and events in accordance with MASB 20 “Provisions, Contingent Liabilities and Contingent Assets”. 


Discount factors at 10%:
2 years

0.8264


30 years

0.0573

(18 marks)

(Total:  25 marks)

Question 4

Triple Two is in the midst of an expansion programme to adopt a strategy that can give the highest return to their shareholders. The Board of Directors are considering two possible strategies: 

 (i)
through horizontal diversification where it will involve acquiring another company, United which is in the same industry, that is apparel, 

(ii) through conglomerate combination which entails Triple Two acquiring shares in Flyever, a company that specialises in freight services.

You have been appointed as a consultant for Triple Two to give advice on the investment decisions. Your initial research has produced the following information:

a. Background of companies

United

United has evolved from a family-owned company to a public company that manufactures high quality and stylish clothings and sportswear. Companies in the apparel industry have begun to relocate their production overseas due to cheaper production costs and to outsource the production to contract manufacturers. The sales projection for the industry is expected to increase especially for the overseas market. United’s share of the market is estimated at 15%. United’s market price per share over the years 2003 and 2002 average at RM6.50 and RM5.70 respectively.

Flyever

Flyever owns a fleet of vehicles and warehousing facilities and is well represented in Europe, Asia and Far East regions. The company offers services such as international air and sea freight, industrial packaging, forwarding and unpacking, warehouse and transportation as well as industrial plant and heavy equipment removal and relocation. Flyever’s market price per share over the years 2003 and 2002 average at RM3.30 and RM3.70 respectively.

b. The relevant industry data and actual ratios of Flyever  for the year ended 31 December 2003:

	
	Apparel Industry
	Freight Industry
	Flyever

	Liquidity Ratios
	
	
	

	Quick ratio
	1.3 times
	0.6 times
	0.78 times

	Accounts receivable collection period 
	54.42

(days)
	8.20

(days)
	15.4 

(days)

	Accounts payable payment period
	36.52

(days)
	18.6

(days)
	16.6 

(days)

	
	
	
	

	Asset Utilisation Ratios
	
	
	

	Return on Capital Employed (ROCE)
	7.5%
	4.5%
	(0.52%)

	Asset turnover
	2.2 times
	1.2 times
	4.08 times

	Return on equity
	14.5%
	13.4%
	(7.3) %

	Gearing
	30%
	38%
	38.8%

	
	
	
	

	Market Ratios
	
	
	

	Price earnings
	12.6
	12.5
	(22.3) 

	Earnings per share
	0.82 sen
	0.25 sen
	(14.8) sen


c. 
Balance sheet of United as at 31 December 2003

	
	RM million

	Non-current assets
	

	Property, plant & equipment (NBV)
	2,300

	Intangible assets
	  870

	
	3,170

	Current assets
	

	Inventory
	2,700

	Accounts receivables
	3,300

	Prepaid expenses 
	340

	Cash
	310

	
	6,650

	Current liabilities
	

	Accounts payable
	1,170

	Interest payable
	108

	9% Loan notes
	300

	Income Tax
	50

	
	1,628

	
	

	Net current assets
	5,022

	
	

	Total assets less current liabilities
	8,192

	
	

	Financed by:
	

	Ordinary shares of RM1 each
	1,700

	8% Preference shares of RM1 each
	350

	Share premium 
	330

	Retained profit
	4,612

	12% Loan notes
	-

	9% Loan notes
	1,200

	
	8,192


d. 
Income statement for the year ended 31 December 2003

	
	
	RM million

	Turnover
	
	19,300

	Cost of sales
	
	(17,780)

	Operating profit
	
	1,520

	Interest 
	
	(108)

	Profit before taxation
	
	1,412

	Taxation
	
	(80)

	Profit after tax
	
	1,332


Assume all sales are on credit.

Extract of statement of changes in equity

	Retained profit 

	
	 RM million

	Balance as at 1 January 2003
	3,280

	Net profit for the year
	1,332

	Dividends paid 
	-

	Balance as at 31 December 2003
	4,612


Required:

Assuming that Triple Two is risk-averse, advise its Board of Directors as to which company has a better potential as an investment opportunity.

(25 marks)

Question 5

(a) The critical issues in accounting for tangible assets are recognising cost incurred as an expense or an asset and the measurement of initial costs and subsequent expenditure. MASB 15 Property, Plant and Equipment  provides guidance on these critical issues.

Required:

(i) State the components of costs of tangible non-current assets at initial recognition.

(ii) State the accounting treatment for subsequent expenditure for tangible non-current assets. 

(4 marks)

(b) Que ordered from Pan Engineering a piece of specialised heavy equipment for its operations. 

Details of cost incurred are:

   

RM

List price of the equipment



         500,000

Excise duty




  
           12,000

Engineer’s fees



  
           10,000

Shipping and transport costs


   

 6,000

Site preparation costs:

Direct labour costs


    

 5,000

Concrete reinforcement


    

 4,000

Maintenance and service contract for 1 year
    

 3,000

Que received a trade discount of 10% on list price and 5% cash discount on early settlement. 

Que obtained a loan of RM500,000 to finance the purchase. Interest expense on the loan for the year was RM25,000.

The equipment has a useful life of 5 years. Que estimates that dismantling cost to be RM3,500 and legal obligation to restore the site is RM6,500. Both these values are stated in present values.

Required:

Calculate the initial cost of the plant. Your answer should explain the reasons why some of the costs are not included in the calculation.

(5 marks)

(c) You are currently reviewing the audit files of four companies. The audit supervisor has summarised the critical audit issues for each of the companies for your attention:

1) Alton changed its depreciation method from straight-line to reducing balance and the company treats it as a change in accounting policy.

2) Beton did not depreciate its freehold land and buildings because the directors argue that the market value of the freehold land and building is greater than its original cost.

3) Canton revalued its freehold land during the year and the resulting revaluation surplus was recognised as an income in the income statement.

Required:

Critically evaluate and recommend an approriate accounting treatment for each of the above situations.

(12 marks)

(d) Dulton’s balance sheet as at 30 June 2004 has a revaluation reserve of RM30 million which arose from the revaluation of its chemical facilities three years ago. The carrying amount of the facilities is RM100 million and the current market value of the facilities is RM55 million. Dulton estimates that selling expenses and value-in-use of the facilities are RM10 million and RM40 million respectively.

Required:

Discuss the accounting treatment for the chemical facilities as at 30 June 2004.

 (4 marks)

(Total:  25 marks)

END OF QUESTION PAPER
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