Answers

Answer 1
[image: image1.emf]Cash flows from operating activities $000 $000

Net loss before tax 16,500    

Adjustments for:

Depreciation 5,800      

Impairment losses W2 240         

6,040      

22,540    

Increase in trade receivables (9,800 - 7,500 - 600) (1,700)     

Increase in inventories (16,000 - 10,000 - 1,600) (4,400)     

Increase in trade payables (7,600 - 6,100 - 300) 1,200      

Cash generated from operations 17,640    

Income taxes paid W3 (4,200)     

Net cash inflows from operating activities 13,440    

Cash flows from investing activities

Acquisition of subsidiary net of cash acquired (600)        

Purchase of property, plant and equipment W1 (13,100)  

Net cash used in investing activities (13,700)  

Cash flows from financing activities

Proceeds from issue of share capital

[12,300 + 5,800 - 10,000 - 2,000 - (5,000 - 1,000)] 2,100      

Dividend paid (900)        

Dividend paid to NCI W4 (40)          

Net cash used in financing activities 1,160      

Net decrease in cash and cash equivalents 900         

Cash and cash equivalents at beginning of year 1,500      

Cash and cash equivalents at end of year 2,400      

ABC Group

Statement of cash flows for the year ended 31 December 2012


Workings:
[image: image2.emf]W1

$000 $000

Bal. b/d 25,000     Depreciation 5,800      

Revaluation surplus 500         

On acquisition 2,700      

Additions (bal. fig.) 13,100     Bal. c/d 35,500    

41,300     41,300    

Property, plant and equipment
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$m $m

Bal. b/d -           Impairment loss 240         

On acquisition [5,000 + (4,800 x 30%) - 4,800] 1,640       Bal. c/d 1,400      

1,640       1,640      

Goodwill
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$m $m

Bal. b/d 4,000      

Income taxes paid (bal. fig.) 4,200       Acquistion 200         

Bal. c/d 5,200       P/L 5,200      

9,400       9,400      

W4

$m $m

Bal. b/d -          

Dividend paid 40            Acquisition (4,600 x 30%) 1,440      

Bal. c/d 1,750       TCI 350         

1,790       1,790      

Income taxes paid

Non-controlling interest


Answer 2
[image: image5.emf]$m $m

Cash flows from operating activities

Profit before taxation 59.00      

Adjustments for:

Depreciation (vi) 27.00      

Impairment of goodwill W1 31.50      

Amortisation W2 17.00      

Profit on exchange on land (15 + 4 - 10) (9.00)       

Gain on investment property W4 (1.50)       

Loss on replacement of investment property 0.50        

Gain on revaluation of investment in equity instruments

(Tigret - fair value on derecognition less fair value at

1 December 2012: 5 - 4) (1.00)       

Retirement benefit expense (10 - 8 + 2) W3 4.00        

Cash paid to defined benefit plan W3 (7.00)       

Share of profit of associate (6.00)       

Interest expense paid 6.00        

61.50      

Operating profit before working capital changes 120.50    

Decrease in inventories (128 - 105) 23.00      

Decrease in trade receivables (113 + 5 - 62) 56.00      

Increase in trade payables (144 - 55) 89.00      

Cash generated from operations 288.50    

Interest paid (6.00)       

Income taxes paid W7 (16.50)     

Net cash from operating activities 266.00    

Cash flows from investing activities

Acquisition of subsidiary (15 - 7) (8.00)       

Acquisition of associate W6 (48.00)     

Property, plant and equipment W5 (98.00)     

Purchase of investment property (per question) W1 (1.00)       

Purchase of intangible assets (8 + 4) W2 (12.00)     

Purchase of investments in equity investments W8 (5.00)       

Proceeds from sale of land 15.00      

Net cash used in investing activities (157.00)  

Cash flows from financing activities

Proceeds from issue of share capital (290 - 275 - 15) -          

Repayment of long-term borrowings (67 - 71) (4.00)       

Rights issue to NCI W9 & SOCIE 2.00        

Dividends paid (SOCIE) (5.00)       

Dividends paid to NCI (SOCIE) (13.00)     

Net cash used in financing activities (20.00)     

Net increase in cash and cash equivalents 89.00      

Cash and cash equivalents at the beginning of the year 143.00    

Cash and cash equivalents at the end of the year 232.00    

Jocatt Group

Statement of cash flows for the year ended 30 November 2012


Workings:
[image: image6.emf]W1 Goodwill - Tigret $m $m

Consideration (15m + 15m) 30.00      

FV of NCI 20.00      

FV of previously held equity interest 5.00        

55.00      

Less:

Identifiable net assets (15 + 18 + 5 + 7) 45.00       

Deferred tax (45m - 40m) x 30% (1.50)        

(43.50)     

Goodwill 11.50      

$m $m

Bal. b/d 68.00       Impairment loss (bal. fig.) 31.50      

Acq. of Tigret 11.50       bal. c/d 48.00      

79.50       79.50      

W2 Intangible assets

$m $m

Bal. b/d 72.00       Amortisation (bal. fig.) 17.00      

Acq. of sub. 18.00      

Project (cash paid) 8.00        

Development (cash paid) 4.00         Bal. c/d 85.00      

102.00     102.00    

W3

$m $m

Interest on plan assets 8.00         Bal. c/d 22.00      

Contribution paid (bal. fig.) 7.00         Current service cost 10.00      

Past service cost 2.00        

Remeasurement loss

Bal. c/d 25.00       (OCI, per question) 6.00        

40.00       40.00      

W4

$m $m

Bal. b/d 6.00         Disposal 0.50        

New system 1.00        

Gain (bal. fig.) 1.50         Bal. c/d 8.00        

8.50         8.50        

Goodwill

Intangible assets

Define benefit liability

Investment property
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$m $m

Bal. b/d 254.00     Loss on revaluation (OCI) 7.00        

Acq. of sub. 15.00       Land exchanged (NBV) 10.00      

New plant exchange 4.00         Depreciation 27.00      

Additions (bal. fig.) 98.00       Bal. c/d 327.00    

371.00     371.00    

W6

$m $m

Bal. b/d -           Dividend received -          

Profit or loss 6.00        

Acquisition (bal. fig.) 48.00       Bal. c/d 54.00      

54.00       54.00      

W7

$m $m

Tax paid (bal. fig.) 16.50       bal. b/d (current) 30.00      

Bal. b/d (deferred) 41.00      

Profit or loss 11.00      

Bal. c/d (current) 35.00       OCI (on inv. in equity inst.) (viii) 1.00        

Bal. c/d (deferred) 33.00       Acquisition (W1) 1.50        

84.50       84.50      

W8

$m $m

Bal. b/d 90.00       Derecognition of investment in

OCI (2 + 1 (viii)) 3.00         Tigret (now sub.) 5.00        

Revaluation gain on investment

in Tigret 1.00        

Additions (bal. fig.) 5.00         Bal c/d 94.00      

99.00       99.00      

W9

$m $m

Dividends paid (SOCIE) 13.00       Bal. b/d 36.00      

Bal. c/d 55.00       Total comprehensive income 10.00      

FV of NCI on acq. 20.00      

Rights issue (note) 2.00        

68.00       68.00      

Non-controlling interest

Property, plant and equipment

Invesment in associate

Tax payable

Investment in equity instruments


(b)(i)

Use of the indirect method of preparing statements of cash flow

The vast majority of companies use the indirect method for the preparation of statements of cash flow. Most companies justify this on the grounds that the direct method is too costly. The direct method presents separate categories of cash inflows and outflows whereas the indirect method is essentially a reconciliation of the net income reported in the statement of financial position with the cash flow from operations. The adjustments include non-cash items in the statement of comprehensive income plus operating cash flows that were not included in profit or loss. The direct method shows net cash from operations made up from individual operating cash flows. Users often prefer the direct method because it shows the major categories of cash flows. The complicated adjustments required by the indirect method are difficult to understand and provide entities with more leeway for manipulation of cash flows. The adjustments made to reconcile net profit before tax to cash from operations are confusing to users. In many cases these cannot be reconciled to observed changes in the statement of financial position. Thus users will only be able to understand the size of the difference between net profit before tax and cash from operations. The direct method allows for reporting operating cash flows by understandable categories as they can see the amount of cash collected from customers, cash paid to suppliers, cash paid to employees and cash paid for other operating expenses. Users can gain a better understanding of the major trends in cash flows and can compare these cash flows with those of the entity’s competitors.
An issue for users is the abuse of the classifications of specific cash flows. Misclassification can occur amongst the sections of the statement. Cash outflows that should have been reported in the operating section may be classified as investing cash outflows with the result that companies enhance operating cash flows. The complexity of the adjustments to net profit before tax can lead to manipulation of cash flow reporting. Information about cash flows should help users to understand the operations of the entity, evaluate its financing activities, assess its liquidity or solvency or interpret earnings information. A problem for users is the fact that entities can choose the method used and there is not enough guidance on the classification of cash flows in the operating, investing and financing sections of the indirect method used in HKAS 7.
(b)(ii)
The directors wish to manipulate the statement of cash flows in order to enhance their income. As stated above, the indirect method lends itself more easily to the manipulation of cash flows because of the complexity of the adjustments to net profit before tax and the directors are trying to make use of the lack of accounting knowledge of many users of accounts who are not sophisticated in their knowledge of cash flow accounting.
Corporate reporting involves the development and disclosure of information, which the entity knows is going to be used. The information has to be truthful and neutral. The nature of the responsibility of the directors requires a high level of ethical behaviour. Shareholders, potential shareholders, and other users of the financial statements rely heavily on the financial statements of a company as they can use this information to make an informed decision about investment. They rely on the directors to present a true and fair view of the company. Unethical behaviour is difficult to control or define. The directors must consider how to best apply accounting standards even when faced with issues that could cause them to lose income. The directors should not pursue self-interest or fail to maintain objectivity and independence, and must act with appropriate professional judgement. Therefore the proceeds of the loan should be reported as cash flows from financial activities.
Answer 3
(a)
[image: image8.emf]Cash flows from operating activities $m $m

Profit before tax 680          

Adjustments for:

Interest expense 40            

Share of profit of associate (20)           

Depreciation 60            

Impairment of goodwill W2 8              

Retirement benefit expense (non-cash item) 13            

101          

781          

Decrease in inventories (680 - 580 - 90) 20            

Increase in receivables (610 - 530) (80)           

Increase in trade payables (1,341 - 1,200) 141          

Cash generated from operations 862          

Retirement benefit contributions (7)             

Interest paid W6 (31)           

Income taxes paid W7 (190)         

Net cash inflows from operating activities 634          

Cash flows from investing activities

Purchases of PPE W1 (251)         

Purchase of subsidiary (100)         

Dividend received from associate W4 35            

Investment in River (400)         

Net cash used in investing activities (716)         

Cash flows from financing activities

Proceeds from issue of share capital 30            

Increase in loans (621 - 555) 66            

Dividend paid W8 (46)           

Dividend paid to NCI W5 (58)           

Net cash used in financing activities (8)             

Net decrease in cash and cash equivalents (90)           

Cash and cash equivalents at beginning of year 140          

Cash and cash equivalents at end of year 50            

Zambeze Group

Statement of cash flows for the year ended 30 June 2006


(b)

The requirement to consolidate an investment is determined by control, not merely by ownership. In most cases, this will involve the parent company owning a majority of the ordinary shares in the subsidiary (to which normal voting rights are attached). There are circumstances, however, when the parent may own only a minority of the voting power in the subsidiary, but the parent still has control.
HKFRS 10 Consolidated Financial Statements, issued in May 2011, retains control from its predecessor HKAS 27 as the key concept underlying the parent/subsidiary relationship but it has broadened the definition and clarified its application.

HKFRS 10 states that an investor controls an investee if and only if it has all of the following.

1.
Power over the investee

2.
Exposure, or rights, to variable returns from its investment with the investee, and

3.
The ability to use its power over the investee to affect the amount of the investor’s returns.

Power is defined as existing rights that give the current ability to direct the relevant activities of the investee. There is no requirement for that power to have been exercised.
Relevant activities may include:

· Selling and purchasing goods or services

· Managing financial assets

· Selecting, acquiring and disposing of assets

· Researching and developing new products and processes

· Determining a funding structure or obtaining funding

In some cases assessing power is straightforward, for example, where power is obtained directly and solely from having the majority of voting rights or potential voting rights, and as a result the ability to direct relevant activities.

In other cases,, assessment is more complex and more than one factor must be considered. HKFRS 10 gives the following examples of rights, other than voting or potential voting rights, which individually, or alone, can give an investor power.
1.
Rights to appoint, reassign or remove key management personnel who can direct the relevant activities.

2.
Rights to appoint or remove another entity that directs the relevant activities.

3.
Rights to direct the investee to enter into, or veto changes to transactions for the benefit of the investor

4.
Other rights, such as those specified in a management contract.

Applying the above criteria to Zambeze’s relationship with River:
Zambeze has power to govern the financial and operating policies of River, through its operating guidelines. It also has the power to prohibit the investment manager from profiting personally from the investments. Zambeze is exposed to and has rights to variable returns from its investment in River, as it receives 95% of the profits and 100% of the losses of River.
Zambeze therefore controls River, and River should be consolidated.

(c)

Ethical behavior in the preparation of financial statements, and in other areas, is of paramount importance. This applies equally to preparers of accounts, to auditors and to accountants giving advice to directors. Accountants act unethically if they use ‘creative’ accounting in accounts preparation to make the figures look better, and they act unethically if, in the role of adviser, they fail to point this out.

The creation of River is a device to keep activities off Zambeze’s statement of financial position. In hiding the true nature of Zambeze’s transactions with River, the directors are acting unethically. Showing the payment of $400 to river as a dividend is deliberately misleading, and may, depending on the laws that apply, be illegal.
Answer 4
(a)

[image: image9.emf]Cash flows from operating activities $m $m

Net loss before tax (47)          

Adjustments for:

Interest expense 9             

Share of profit of associate (6)            

Depreciation W1 36           

Profit on disposal of property, plant and equipment (63 - 56) (7)            

Profit on insurance claim (3 - 1) (2)            

Foreign exchange loss (1.1 + 0.83) W2 2             

Impairement losses (20 + 12) 32           

Gain on revaluation of investment in equity instruments W6 (7)            

Retirement benefit expense (non-cash item) (ii) 10           

67           

20           

Decrease in inventories (198 - 135) 63           

Decrease in receivables (163 - 92) 71           

Decrease in trade payables (115 - 180 - 20.83 (W2)) (86)          

Cash generated from operations 68           

Retirement benefit contributions (ii) (10)          

Interest paid W7 (8)            

Income taxes paid W8 (39)          

Net cash inflows from operating activities 11           

Cash flows from investing activities

Purchases of PPE [56 (W1) + 1.1 (W2)] (57)          

Proceeds from sale of PPE (iii) 63           

Proceeds from sale of investments in equity instruments (i) 45           

Acquisition of associate W5 (96)          

Dividend received from associate W5 2             

Net cash used in investing activities (43)          

Cash flows from financing activities

Proceeds from issue of share capital (650 - 595) 55           

Repayment of long-term borrowings (20 - 64) (44)          

Dividend paid (statement of changes in equity) (9)            

Dividend paid to NCI W9 (5)            

Net cash used in financing activities (3)            

Net decrease in cash and cash equivalents (35)          

Cash and cash equivalents at beginning of year 323         

Cash and cash equivalents at end of year 288         

Warrburt Group

Statement of cash flows for the year ended 30 November 2008


Workings:
[image: image10.emf]W1

$m $m

Bal. b/d 360          Disposals 56           

Gains on property revaluation 4              Depreciation 36           

Replacement asset from insurnace co. 3              Asset destroyed 1             

Additions (foreign) - credit (100/5) (iii) 20            Bal. c/d 350         

Additions (foreign) - cash (280/5) (iii) 56           

443          443         

W2 Exchange loss

At 30 June 2008 Dr. ($m) Cr. ($m)

PPE (380/5) 76           

Payables 76           

(To record purchase of PPE)

At 31 October 2008

Payables (280/5) 56           

Profit or loss - loss 1.1          

Cash (280/4.9) 57.1        

(Being payment of 280m dinars)

At 30 November 2008

Profit or loss - loss 0.83        

Payables (100/4.8 - 100/5) 0.83        

(Being loss on re-translation of payable at the year end.)

Note:

1. The $20.83m was wrongly included in trade payables, so must be removed from the decrease in trade payables.

2. The unrealised loss on retranslation of the payable ($0.83m) must always be adjusted. The realised loss on the

cash payment of $1.1m would not normally be adjusted, but it relates to a non-operating items, so is transferred to 

purchase of PPE'

W3

$m $m

Bal. b/d 100          Impairment loss (v) 20           

Bal. c/d 80           

100          100         

W4

$m $m

Bal. b/d 240          Impairment loss (v) 12           

Bal. c/d 228         

240          240         

Property, plant and equipment

Goodwill

Other intangible assets
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$m $m

Bal. b/d -           Dividend received (8 x 25%) (vi) 2             

Share of profit of associate (vi) 6              Bal. c/d 100         

Purchase of associate (bal. fig.) 96           

102          102         

W6

$m $m

Bal. b/d 150          Disposal at fair value (i) 45           

Fair value gain on investment in Alburt(i) 7             

OCI (i) 30            Bal. c/d 142         

187          187         

W7

$m $m

Interest paid (bal. fig.) 8              Bal. b/d 4             

Bal. c/d 5              Profit or loss 9             

13            13           

W8

$m $m

Income taxes paid (bal. fig.) 39            Bal. b/d (current) 42           

Bal. b/d (deferred) 26           

Profit or loss 29           

Bal. c/d (current) 35            OCI - IEI (i) 3             

Bal. c/d (deferred) 28            OCI - PPE (ii) 2             

102          102         

W9

$m $m

Dividend paid (bal. fig.) 5              Bal. b/d 53           

Total comprehensive income - loss 2             

Bal. c/d 46           

53            53           

Investment in equity instruments

Short-term provisions

Income taxes paid

Non-controlling interests

Investment in associate


(b)
Financial statement ratios can provide useful measures of liquidity but an analysis of the information in the cash flow statement, particularly cash flow generated from operations, can provide specific insights into the liquidity of Warrburt. It is important to look at the generation of cash and its efficient usage. An entity must generate cash from trading activity in order to avoid the constant raising of funds from non-trading sources. The ‘quality of the profits’ is a measure of an entity’s ability to do this. Although Warrburt has made a loss before tax of $23m, net cash from operating activities is a modest but healthy $11m. Before working capital changes, the cash generated is $20m. The question arises, however, as to whether this cash generation can continue if profitability does not improve.
Of some concern is the fact that a large amount of cash has been generated by the sale of investments in equity instruments. This source of cash generation is not sustainable in the long term.
Operating cash flow does not compare favourably with liabilities ($115m). In the long term, operating cash flow should finance the repayment of long-term debt, but in the case of Warrburt, working capital is being used to for investing activities, specifically the purchase of an associate and of property, plant and equipment. It remains to be seen whether these investments generate future profits that will sustain and increase the operating cash flow.
The company’s current ratio (515/155 = 3.3) and acid test ratio (380/155 = 2.45) are sound; it appears that cash is tied up in long-term, rather than short-term investment. An encouraging sign, however, is that the cash used to repay long-term loans has been nearly replaced by cash raised from the issue of share capital. This means that gearing will reduce, which is particularly important in the light of possible problems sustaining profitability and cash flows from trading activities.
(c)
Companies can give the impression that they are generating more cash than they are, by manipulating cash flow. The way in which acquisitions, loans and, as in this case, the sale of assets, is shown in the statement of cash flows, can change the nature of operating cash flow and hence the impression given by the financial statements. The classification of cash flows can give useful information to users and operating cash flow is a key figure. The role of ethics in the training and professional lives of accountants is extremely important. Decision-makers expect the financial statements to be true and fair and fairly represent the underlying transactions.
There is a fine line between deliberate misrepresentation and acceptable presentation of information. Pressures on management can result in the misrepresentation of information. Financial statements must comply with Hong Kong Financial Reporting Standards (HKFRS), the Framework and local legislation. Transparency, and full and accurate disclosure is important if the financial statements are not to be misleading. Accountants must possess a high degree of professional integrity and the profession’s reputation depends upon it. Ethics describe a set of moral principles taken as a reference point. These principles are outside the technical and practical application of accounting and require judgement in their application. Professional accountancy bodies set out ethical guidelines within which their members operate covering standards of behaviour, and acceptable practice. These regulations are supported by a number of codes, for example, on corporate governance which assist accountants in making ethical decisions. The accountant in Warrburt has a responsibility not to mask the true nature of the statement of cash flow. Showing the sale of assets as an operating cash flow would be misleading if the nature of the transaction was masked. Users of financial statements would not expect its inclusion in this heading and could be misled. The potential misrepresentation is unacceptable. The accountant should try and persuade the directors to follow acceptable accounting principles and comply with accounting standards. There are implications for the truth and fairness of the financial statements and the accountant should consider his position if the directors insist on the adjustments by pointing the inaccuracies out to the auditors.
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