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CIFA PART Il SECTION 3
FINANCIAL STATEMENTS ANALYSIS
WEDNESDAY: 27 November 2019. Time Allowed: 3 hours.
Answer ALL questions. Marks allocated to each question are shown at the end of the question. Show ALL your workings.
QUESTION ONE

(a) The International Accounting Standards Board’s (IASB) framework for the preparation and presentation of financial
statements requires financial statements to be prepared on the basis of certain accounting concepts and assumptions:

Required: ,

Explain the following concepts and assumptions:

(i) Accruals concept. (1 mark)
(ii) Substance over form. ., (1 mark)
(iii) Prudence. (1 mark)
(iv) Comparability. (1 mark)
) Materiality. (1 mark)

(b) The following financial statements were extracted from the books of Ujenzi Ltd.:

Statement of comprehensive income for the yeér ended 30 June 2019:

Sh. “000”

Revenue 8,600
Cost of sales (4.000)
Gross profit 4,600
Operating expenses (2,000)
Finance costs : (500)
Profit before tax 2,100
Income tax expenses 00

Profit after tax 1,200
Dividend paid in the year 600
Retained earnings 600

Statement of financial position as at 30 June:

2019 2018

Sh. «“000” Sh. “000” Sh. “000” Sh. «“000”
Non-current assets:
Property, plant and equipment 8,400 7,400
Current assets:
Inventory 3,000 ' 3,200
Trade receivables 4.400 7,400 3.600 6.800
Total assets . 15,800 14,200
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2019 2018

Sh. <000~ Sh. “000” Sh. “000” Sh. “0082
Equity and liabilities:
Equity /
Ordinary share capital : 2,400 2,400
Retained earnings 4,400 3,800
6,800 6,200
Non-current liabilities: :
Deferred tax 2,140 1,700
Finance lease liabilities 2.600 4,740 2,400 4,100
Current liabilities:
Trade payables . 2,500 2,180
. Current tax 450 410
Finance lease liabilities 1,000 900
Bank overdrafts _310 4,260 _410 3,900
15,800 14,200

Additional information:

1. Depreciation charged for the year ended 30 June 2019 amounted to Sh.1,940,000.

2 During the year ended 30 June 2019, there was no disposal of property, plant or equipment.

3. There was no accrual of interest at the beginning or at the end of the year.

4 Ujenzi Ltd. finances some of its property, plant and equipment using finance leases. During the year ended 30
June 2019, property, plant and equipment which could have cost Sh.1,200,000 to purchase were acquired under
finance lease.

Required:
(i) Statement of cash flows in accordance with the requirements of the International Accounting Standard
(IAS) 7, “Statement of Cash Flows”. (10 marks)
(it) Summarise five advantages of cash flow statements to the users of financial statements. (5 marks)
(Total: 20 marks)
QUESTION TWO
(a) Financial statements analysis might be a useful tool for understanding a firm’s performance.
In relation to the above statement, discuss five challenges that a financial analyst might face while analysing financial
statements. (10 marks)
(b) The following information relates to Red Ltd. for the year ended 30 June 2019:

Sh.

Long-term debt:

10% notes payable 1,000,000

8% convertible bonds payable 5,000,000

10% bonds payable 6,000,000

Total long-term debt 12,000,000

Shareholders equity:

6% cumulative preference shares (Sh.50 par value): 100,000 shares

authorised, 25,000 shares issued and outstanding 1,250,000

Ordinary shares (Sh.1 par value): 10,000,000 shares authorised

1,000,000 shares issued and outstanding , 1,000,000
~ Additional paid in capital 4,000,000

Retained earnings ' ‘ 6.000,000

Total shareholders equity 12,250,000
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Additional information:

1. Options were granted on 1 July 2018 to purchase 200,000 shares at Sh.15 per share. Although no options were
exercised during the year ended 30 June 2019, the average price per ordinary share was Sh.20.

2. Each bond was issued at face value. The 8% convertible bonds will convert into ordinary shares at 50 shares

per Sh.1,000 bonds. The bonds are exercisable after 5 years and were issued in the year ended 30 June 2018.

The preference shares were issued during the year ended 30 June 2018.

4. There are no preference share dividends in arrears. However, preference share dividends were not declared in

the year ended 30 June 2019.

The 1,000,000 ordinary shares were outstanding for the entire year ended 30 June 2019.

6. Net income for the year ended 30 June 2019 was Sh.1,500,000 and the average income tax rate is 30%.

w

(9,

Required:
) Basic earnings per share (BEPS) for the year ended 30 June 2019. (3 marks)
(ii) Diluted earnings per share (DEPS) for the year ended 30 June 2019. (7 marks)
(Total: 20 marks)
QUESTION THREE

Bidii Ltd. has identified Sweet Ltd. as a possible acquisition. Sweet Ltd. is currently owned by Yummy Ltd.
The following are extracts from the financial statements of Sweet Ltd.

Extract from the income statement for the year ended 31 December 2018:

Sh.“000”
Revenue 54,200
Cost of sales (21,500)
Gross profit 32,700
Operating expenses (11,700)
Operating profit 21,000

Statement of financial position as at 31 December 2018:

Sh.“000” Sh.«000”

Assets
Non-current assets . 24,400
Current assets:
Inventory 4,900
Receivables 5,700
Cash at bank 2.300 - 12,900
Total assets 37,300 -
Equity and liabilities:
Equity
Equity shares 1,000
Retained earnings 8.000

9,000
Liabilities
Non-current liability
Loan 16,700
Current liabilities:
Trade payables 5,400
Current tax payables ' 6,200 11,600
Total equity and liabilities 37,300
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Additional information:

1.

On 1 April 2018, Sweet Ltd. decided to focus on -its core business and so dlsposed of a non-core diwision. The
dlsposal generated a loss of Sh.1.5 million which included operating expenses.

The following extracts show the results of the non-core division for the period prior to disposal which were included
in Sweet Ltd."s results for 2018: '
Sh. €000”

Revenue 2,100
Cost of sales (1.200)
Gross profit 900
Operating expenses 700

Operating profit 200

2. Sweet Ltd. pays a management charge of 1% of revenue to Yummy Ltd. which is included in its operating expenses.
Bidii Ltd. imposes a management charge of 10% of gross profit on all of its subsidiaries.

3. Sweet Ltd.’s administrative offices are currently located within a building owned by Yummy Ltd. If Sweet Ltd. were
acquired, the company would need to seek alternative premises. Sweet Ltd. paid rent of Sh.46,000 in 2018.
Commercial rent for equivalent office space would cost Sh.120,000.

Required:

(a) Sweet Ltd.’s income statement for the year ended 31 December 2018 to adjust for, the disposal of the non-core
division, management charge and rent charges which would be imposed assuming Sweet Ltd. was acquired by Bidii
Ltd. (5 marks)

(b) Calculate the following ratios for the year ended 31 December 2018 based on the restated financial information in (a)
above:

Note: You should assume thai any increase or decrease in profit as a result of your adjustment will also increase or

decrease cash:

(i) Gross profit margin. (1 mark)

(i)  Operating profit margin. (1 mark)

(iii) Receivables collection period. : (1 mark)

(iv) Acid-test ratio. (1 mark)

v) Gearing (debt/equity) (1 mark)
() The following information relates to Kikombe Ltd:

Year 2014 2015 2016 2017 2018

Profit margin (%) 1.4 12.3 13.5 15.5 16.7

Retention ratio (%) 91.3 91.9 92.8 92.2 . 86.6

Asset turnover 1.25 1.14 1.11 1,00, 0.97

Assets (Sh.) 2,436 3,118 3,861 4,923 5,483

Equity-(Sh.) 1,406 1,756 2,233 2,958 ‘ 3,219

Growth rate in sales (%) 17.8 16.4 21.4 14.0 8.5

Required:

(i) The firm’s annual sustainable growth rate from year 2014 to year 2018. (4 marks)

(ii) Explain how the firm copes with its sustainable growth problems. (1 mark)
(d) Bahari Equipments Ltd. sells high quality lawn mowers and offers a three year warranty on all new lawn mowers sold.

During the year 2018, the firm sold new speciality mowers for Sh.300,000.

Bahari’s service department does not have the equipment to service the new lawn mowers and therefore has entered
into an agreement with Top Mower Ltd. to provide all warranty service on the special mowers sold in the year 2018.
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Bahari Equipments Ltd. wishes to measure the fair value of the agreement in order to determine the warranty’liability
for sales made during the year 2018.

The financial analyst for Bahari Equipments Ltd. estimates the following expected warranty cashi*flows associated
with the mowers sold during the year 2018:

Year Cash flow estimate (Sh.) Probability assessment (%)
2019 2,500 20
4,000 60
5,000 20
2020 3,000 30
5,000 50
6,000 20
2021 4,000 30
6,000 40
7,000 30

All cash flows occur at the end of the year. The annual discount rate is 5%.

Required:
The value of the warranty liability for year 2018 sales. (5 marks)
(Total: 20 marks)

QUESTION FOUR

(@)

(b)

Preparations of group accounts is considered necessary. However, group accounts might be misleading.
With reference to the above statement, outline three limitations of group accounts. (3 marks)

The statements of financial position for JDR Ltd. and BZ Ltd. as at 30 June 2019 are provided below:

JDR Ltd. BZ Ltd.

Sh.<000” - Sh.«000”
Assets
Non-current assets:
Property, plant and equipment ) 80,650 17,000
Available for sale investment 14.350 -

95,000 17,000

Current assets:
Inventory 18,000 4,000
Receivables 30,000 9,500
Cash and cash equivalents 6.000 1,500
Total assets 149,000 32,000
Equity and liabilities:
Equity
Share capital (Sh.1 equity shares) 50,000 5,000
Retained earnings . 68,000 13,000
Other reserves 800 -
Total equity ) 118,800 18,000
Non-current liabilities 10,000 4,000
Current liabilities , 20,200 10.000
Total equity and liabilities 149,000 ‘ 32,000
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Additional information:

1.

JDR Ltd. acquired a 20% investment in BZ Ltd. on 1 February 2015 for Sh.3,200,000. The investment was
classified as available for sale with any associated gains or losses recorded within other reserves in JIR Ltd.’s
individual financial statements.

2. On 1 January 2019, JDR Ltd. acquired an additional 60% of the equity share capital of BZ L:id. at a cost of
Sh.10,350.000 when the retained earnings of BZ Ltd. were Sh.10,500,000.

3. The fair value of the original 20% investment at 1 January 2019 was Sh.3,950,000. In its own financial
statements, JDR Ltd. continues to hold the investment in BZ Ltd. as an available for sale asset and it is recorded
at its fair value of Sh.14,350,000 as at 30 June 2019.

4. As at 1 January 2019, the fair value of the net assets of BZ Ltd. was assessed to be the same as its carrying
value with one exception, property, plant and equipment (PPE).

5. Leasehold property with a carrying value of Sh.6,400,000 had a fair value of Sh.8,000,000. The remaining-
useful life of this asset is 10 years from the date of acquisition.

6. Depreciation on property, plant and equipment is charged on a monthly straight line basis. The fair value of
plant and equipment was declared to be equivalent to its carrying value at the date of acquisition.

7. It is the group policy to value non-controlling interest at fair value at the date of acquisition. The fair value of
the non-controlling interest at 1 January 2019 was S$h.3,700,000.

8. BZ Ltd. receivables as at 30 June 2019 included Sh.3,000,000 in respect of goods sold by BZ Ltd. to JDR Ltd.
in April 2019. JDR Ltd.’s inventories as at 30 June 2019 included Sh.1,000,000 of these goods and closing
payables included an amount due to BZ Ltd. of Sh.1,000,000.

9. JDR Ltd. made a payment of Sh.2,000,000 to BZ Ltd. on 30 June 2019.

10.  BZ Ltd. makes a margin of 20% on altsales.

Required:

The consolidated statement of financial position as at 30 June 2019 for the JDR Ltd. group. (17 marks)

(Total: 20 marks)

QUESTION FIVE
Accounting for retirement benefits remains one of the most challenging areas in financial statements analysis.

(a)

(b)

With reference to the above statement, discuss four key issues in the determination of the method of accouating for
retirement benefits in respect of defined benefit plans. _ (8 marks)

Ndoto Ltd. provides post-employment benefits to its employees through a defined benefit plan.

The following data relates to the plan as at 30 June:

2019 2018
Sh.«000” _ Sh.#000”
Present value of obligation at year end 72,000 66,000
Fair value of plan assets at year end 62,000 60,000
Current service cost 12,000 11.400
Benefits paid by plan 16,000 15,000
Contribution paid into plan . 11,600 11,200
Discount rate at the start of the year 10% 9%
Expected rate of return on plan assets at the start of the year 7% 6%
Average remaining service life of participating employees 20 years 20 years

Additional information:

1.

On 1 July 2018, Ndoto Ltd. had net unrecognised actuarial losses of Sh.8.4 million.

2. Ndoto Ltd. accounts for-actuarial gains and losses using the corridor method.
Required: .
(1) Extract of income statement for the year ended 30 June 2019. (3 marks)
(it) Extract of the statement of financial position as at 30 June 2019. (3 marks)
(iii) The changes in the present value of the defined benefit obligation. (3 marks)
(iv) © The changes in the fair value of the plan assets. _ . (3 marks)

(Total: 20 marks)
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Present Value of 1 Received at the End of n Periods:
PVIF, = 1/(1+7)"= (1+0)"
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* The factor is zero to four decimal places
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3.5693
35712
3.5714
3.5714

0.7576
1.3315
1.7663
2.0957
2.3452

25342
26775
2.7860
2.8681
2.9304

29776
3.0133
3.0404
3.0609
3.0764

3.0882
3.0971
3.1039
3.1090
31129

31220
3.1242
3.1250
31250
31250



