Preparation of Financial Statements

Question 1
Delta is an entity that prepares its financial statements to 31 March each year. The financial statements for the year ended 31 March 2009 are being prepared and you are provided with the following trial balance at that date:
	
	$000
	$000

	Revenue (Note 1)
	
	265,000

	Inventories at 1 April 2008
	35,000
	

	Raw material purchases
	107,000
	

	Production costs
	50,000
	

	Distribution costs
	10,000
	

	Administration costs
	20,000
	

	Property, plant and equipment:
	
	

	– at cost (Note 3)
	140,000
	

	– accumulated depreciation at 31 March 2008 (Note 3)
	
	33,000

	Suspense account (Note 4)
	
	15,000

	Lease rentals (Note 5)
	25,000
	

	Interest paid on long-term borrowing
	5,000
	

	Income tax account (Note 6)
	1,000
	

	Deferred tax (Note 6)
	
	9,000

	Trade receivables
	86,000
	

	Cash and cash equivalents
	48,000
	

	Trade payables
	
	35,000

	Long-term borrowings (10% interest rate)
	
	50,000

	Equity share capital ($1 shares)
	
	100,000

	Dividend paid 31 December 2008
	20,000
	

	Retained earnings at 31 March 2008
	
	40,000

	
	547,000
	547,000


Notes to trial balance
Note 1 – Revenue
Revenue includes a sale of goods on 30 September 2006 for $30 million. The terms of the sale include the provision by Delta of after sales service for a period of two years. The cost to Delta of the after sales service is expected to be $2 million per annum and a reasonable profit margin on the service would be 20%.
Note 2 – Inventories

On 31 March 2009 the value of Delta’s inventories was $40 million.
Note 3 – Property, plant and equipment

	
	Cost
	Accumulated depreciation at 31 March 2008

	
	$000
	$000

	Property
	60,000
	15,000

	Plant and equipment
	80,000
	18,000

	
	140,000
	33,000


(i)
The amounts contained in the trial balance do not include depreciation of property, plant and equipment for the year ended 31 March 2009. Depreciation of all property, plant and equipment should be allocated 80:10:10 between production, distribution and administration.

(ii)
The depreciable element of the property has an allocated cost of $25 million and is being depreciated on a straight-line basis over 50 years.

(iii)
On 1 April 2008 the property was revalued to its market value of $120 million. It was estimated that $40 million of this value is attributable to the depreciable element. This revaluation has not yet been recorded in the accounting records of Delta. No change in the estimated useful economic life of the depreciable element is anticipated.
(iv)
The plant and equipment is being depreciated on a straight-line basis over five years, with a full year’s depreciation in the year of purchase and no depreciation in the year of disposal. None of the plant and equipment held at 31 March 2009 was fully depreciated at that date. No disposal of property, plant and equipment occurred in the period.
Note 4 – suspense account

On 1 April 2008 Delta issued 15 million $1 preferred shares at par. The proceeds were credited to a suspense account. The shareholders will not receive a dividend but the shares are redeemable on 31 March 2013 for $1.61 per share. This is equivalent to an annual return of 10% for the shareholders.
Note 5 – lease rentals
On 1 April 2008 Delta began to use a new specialised network of machines. The network was leased on a five year lease with annual payments of $25 million payable in advance. The network would have cost $108 million to purchase outright and the lessor was seeking a return of 8% per annum on this investment.
The network is expected to have only a negligible value at the end of the five year period and Delta has the option to purchase the network at that time for a nominal sum of $100.
Note 6 – income tax

(i)
On 30 September 2008 Delta made full and final payment of $7.5 million to discharge the income tax liability for the year ended 31 March 2008. The amount originally provided was $6.5 million.

(ii)
The estimated income tax liability for the year ended 31 March 2009 is $8 million.

(iii)
A credit of $3 million is required to the deferred tax account.
(iv)
Delta pays income tax at a rate of 30% on net taxable gains.
Note 7 – other information
The directors of Delta do not wish to make an annual transfer of excess depreciation on revalued assets from the revaluation reserve to retained earnings.
Required:

(a)
Prepare the statement of comprehensive income for the year ended 31 March 2009.



(11 marks)

(b)
Prepare the statement of changes in equity for Delta for the year ended 31 March 2009.



(3 marks)

(c)
Prepare the statement of financial position for Delta as at 31 March 2009.
(11 marks)



(Total 25 marks)


(Adapted ACCA Diploma in Int’l Financial Reporting June 2007 Q2)

Question 2
The ledger balances at 31 March 2009 extracted from the books of Kelvin Limited are as follows:
	
	Debit
	Credit

	
	$’000
	$’000

	Property, plant and equipment
	51,500
	

	Accumulated depreciation
	
	16,250

	Available-for-sale financial assets
	10,000
	

	Trade receivables
	18,000
	

	Inventory at 1 April 2008
	7,000
	

	Cash and cash equivalents
	3,180
	

	Trade payables
	
	17,300

	Ordinary shares at $1 each
	
	11,000

	6% preference shares at $1 each
	
	6,800

	8% debenture (payable in 2015)
	
	5,000

	Bank loans
	
	6,000

	Retained earnings at 1 April 2008
	
	127,780

	Profit on sale of plant
	
	800

	Purchases
	75,600
	

	Distribution costs
	11,100
	

	Administrative expenses
	18,250
	

	Other expenses
	5,400
	

	Debenture interest
	400
	

	Dividend income
	
	420

	
	200,430
	200,430


Additional information:

(1)
The breakdown of items of property, plant and equipment at 31 March 2009 are as follows:

	
	Cost/

revaluation
	Accumulated

Depreciation
	Carrying

value

	
	$’000
	$’000
	$’000

	Factory building
	24,000
	8,000
	16,000

	Plant and equipment
	27,500
	8,250
	19,250

	
	51,500
	16,250
	35,250


(a)
On 1 April 2008, the factory building was revalued at $21,000,000 and this transaction has not been recorded in the books of Kelvin Limited. This factory building was acquired on 1 April 2005. Management had revised the useful life of this factory building and it was estimated that it had a remaining useful life of 15 years from 1 April 2008.
(b)
The plant and equipment was acquired on 1 April 2006.
(c)
The annual depreciation for property, plant and equipment for the year to 31 March 2009 had been grouped under “administrative expenses”.

(2)
Kelvin Limited has raised a bank loan of $6,000,000, at 7% annual interest, for the purpose of financing the establishment of a new production line. Interest has been charged for the full year and included in “other expenses” account of the company.

(3)
Kelvin Limited gives warranties to customers at the time of sale of its product. Under the terms of the contract for sale, the company undertakes to make good the manufacturing defects within three years from the date of sale. Based on the past experience, it is probable that the amount of claims under the warranties is about 5% of sales value. The balance of provisions for warranties at 1 April 2008 was zero.

(4)
The company conducted a physical inventory count on 10 April 2009. The value of the inventory on that date was $6,000,000 at cost. The following transaction have occurred during the period from 1 April 2009 to 10 April 2009:

(a)
Sales




$4,500,000

(b)
Purchases




$710,000

The sale price of the product is usually at a 20% make-up on costs.

(5)
The estimated income tax expense for the year to 31 March 2009 is $4,000,000 and this has not been included in the books of Kelvin Limited.

(6)
The market value of the available for sale financial assets at 31 March 2009 is estimated to be $9,700,000.

(7)
The accounting policies of Kelvin Limited are extracted as follows:

(a)
The item of property, plant and equipment is depreciated on a straight-line basis, with full year depreciation in the year of acquisition and none in the year of disposal.
(b)
Depreciation on plant and equipment is grouped under “cost of sales”.
(c)
Depreciation on factory building is grouped under “administrative expenses” in the statement of comprehensive income.
(d)
Provisions for warranties are included in “administrative expenses”.
(e)
The accumulated holding gain/loss on available-for-sale financial assets will be presented as “other reserves” in the balance sheet.
REQUIRED:

Prepare the following statements for Kelvin Ltd:

(a)
Statement of Comprehensive Income for the year ended 31 March 2009.


(16 marks)
(b)
Statement of Financial Position as at 31 March 2009.
(14 marks)
(You are required to present the financial statements in accordance with the format required by HKAS 1 (Revised) Presentation of Financial Statements, issued in December 2007.)


(Total: 30 marks)
Question 3
The trial balance of Hugo Limited at 31 March 2008 (its financial reporting date) is as follows:

	
	$’000
	$’000

	Revenue (Note 1)
	
	164,000

	Production costs (Note 2)
	90,000
	

	Distribution costs
	8,000
	

	Administrative expenses
	26,000
	

	Inventories at 31 March 2007
	19,710
	

	Interest paid on interest bearing borrowings (Note 4)
	3,000
	

	Dividends paid on equity shares
	5,000
	

	Property, plant and equipment (Note 6):
	
	

	At cost at 31 March 2008
	77,000
	

	Accumulated depreciation at 31 March 2007
	
	22,610

	Trade receivables
	53,000
	

	Cash and cash equivalents
	25,900
	

	Trade payables
	
	12,000

	Long term interest bearing borrowings (Note 4)
	
	50,000

	Lease rentals (Note 7)
	20,000
	

	Issued equity capital
	
	50,000

	Retained earnings at 31 March 2007
	
	29,000

	
	327,610
	327,610


Notes to Trial Balance

Note 1 – revenue

On 1 April 2007 Hugo sold goods for a price of $12.1 million. The terms of the sale allowed the customer extended credit and the price was payable by the customer in cash on 31 March 2009. Hugo included $12.1 million in revenue for the current year and $12.1 million in closing trade receivables. A discount rate that is appropriate for the risks in this transaction is 10%.

Note 2 – production costs

During the year ended 31 March 2008 Hugo sold goods to the value of $20 million under warranty. The terms of the warranty were that if the goods were defective within 12 months of the date of sale, Hugo would repair or replace them. The warranty was not offered by Hugo in respect of goods sold in previous periods.

The directors of Hugo estimate that, for each product sold, there is an 80% chance no defects will occur in that product. Therefore they have not made a provision for the cost of any future warranty claims on the grounds that, for each item sold, the most likely outcome is that no additional costs will be incurred.

Any warranty costs that were incurred were included in the production costs for the year. Where warranty costs were incurred, on average they amounted to 50% of the revenue received from the initial sale of the product. Warranty costs of $800,000 were incurred before the year end and included within production costs in the trial balance.

Note 3 – inventories at 31 March 2008

The carrying value of inventories at 31 March 2008 was $25 million.

Note 4 – long term interest bearing borrowings

On 1 April 2007 Hugo borrowed $50 million for five years at an annual interest rate of 6%. The market interest rate on loans at this time was 8% and so the terms of the contract provide for a repayment on 1 April 2012 of more than $50 million. The repayment makes the effective interest rate applicable to the loan 8%. At 31 March 2007 the market value of a loan with identical cash flows was $53 million. Hugo does not consider that the loan is part of a trading portfolio.

Note 5 – tax

The estimated income tax expense for the year to 31 March 2008 is $2,800,000 and this has not been included in the books of Hugo.

Note 6 – property, plant and equipment

Details are as follows:

	
	
	
	Plant and

	
	Land
	Buildings
	Equipment

	
	$’000
	$’000
	$’000

	Cost at 31 March 2008 (see below)
	22,000
	28,000
	27,000

	
	
	
	

	Estimate of useful economic life (at date of purchase)
	Infinite
	50 years
	4 years

	Accumulated depreciation at 31 March 2007
	0
	5,600
	17,010


On 1 April 2007 the open market value of the property was $60 million, including $32 million relating to the building. The directors wish to reflect this revaluation in the financial statements, but no entries regarding the revaluation have yet been made. The directors do not wish to make an annual transfer of excess depreciation to retained earnings. The original estimate of the useful economic life of the building is still considered valid. No assets were fully depreciated at 31 March 2008.

All of the depreciation is to be charged to cost of sales.

Note 7 – lease rentals

On 1 April 2007 Hugo began to lease a large group of machines that were used in the production process. The lease was for 4 years and the annual rental (payable in advance on 1 April each year) was $20 million. The lessor paid $71 million for the machines on 31 March 2007. The lessor has advised Hugo that the lease is a finance lease and that the rate of interest implicit in the lease can be taken as 9% per year.

REQUIRED:

(a)
Prepare the statement of comprehensive income for Hugo for the year ended 31 March 2008.
(14 marks)

(b)
Prepare the statement of financial position for Hugo as at 31 March 2008.
(16 marks)

(You are required to present the financial statements in accordance with the format required by HKAS 1 (Revised) Presentation of Financial Statements, issued in December 2007.)


(Total 30 marks)

Question 4
Delta’s financial statements for the year ended 30 September 2007 are being prepared and you are provided with the following trial balance at that date:
	
	$’000
	$’000

	Revenue (Note 1)
	
	325,000

	Inventories at 1 October 2006
	50,000
	

	Raw material purchases
	160,000
	

	Production costs
	40,000
	

	Distribution costs
	15,000
	

	Administrative expenses
	25,000
	

	Property, plant and equipment:
	
	

	– at cost (Note 3)
	160,000
	

	– accumulated depreciation at 30 September 2006 (Note 3)
	
	35,000

	Suspense account (Note 4)
	10,000
	

	Interest paid on long-term borrowing
	11,000
	

	Income tax account (Note 5)
	
	500

	Deferred tax (Note 5)
	
	5,000

	Trade receivables
	125,000
	

	Cash and cash equivalents
	54,500
	

	Trade payables
	
	55,000

	Long-term borrowings at 10% discount rate
	
	110,000

	Equity share capital ($1 shares)
	
	100,000

	Equity dividend paid 30 September 2007
	25,000
	

	Retained earnings at 30 September 2006
	
	45,000

	
	675,500
	675,500


Notes to the trial balance

Note 1 – Revenue

On 20 September 2007 Delta sold goods that cost Delta $6 million to manufacture at a gross profit margin of 20%.

Delta recognised the sale as revenue when the goods were sent to the customer. The goods were supplied on a sale or return basis, with a right to return up to and including 31 January 2008. The customer had returned 50% of the goods by 30 November 2007. It is uncertain as to how many of the remaining goods will be returned prior to 31 January 2008.
Note 2 – Inventories

On 30 September 2007 the value of the inventories at Delta’s premises was $55 million.
Note 3 – Property, plant and equipment

	
	Cost
	Accumulated depreciation at 31 March 2008

	
	$000
	$000

	Property
	80,000
	20,000

	Plant and equipment
	80,000
	15,000

	
	160,000
	35,000


(i)
Depreciation of all property, plant and equipment should be charged to cost of sales.

(ii)
The depreciable element of the property has an allocated cost of $40 million and is being depreciated on a straight-line basis over 50 years.

(iii)
On 1 October 2006 the property was revalued to its market value of $90 million. It was estimated that $56 million of this value was attributable to the depreciable element. This revaluation has not yet been recorded in the accounting records of Delta.

(iv)
No change in the estimated useful economic life of the depreciable element was anticipated at the date of the revaluation. The directors of Delta wish to make an annual transfer of excess depreciation on revalued assets from the revaluation reserve to retained earnings.
(v)
The plant and equipment is being depreciated on a straight-line basis over five years, with a full year’s depreciation in the year of purchase and no depreciation in the year of disposal. None of the plant and equipment held at 30 September 2007 was fully depreciated at that date. No disposal of property, plant and equipment occurred in the period.
Note 4 – Suspense account

On 1 October 2006 Delta began to lease a number of specialised production machines under a finance lease. The lease was of four years duration and Delta was required to pay a deposit of $10 million on 1 October 2006 followed by three further payments of $5 million each on 1 October 2007, 2008 and 2009. The rate of interest implicit in the lease is 8% and the fair value of the leased assets at 1 October 2006 was approximately $22·9 million. The only entry made by Delta was to debit the deposit paid to the suspense account.
Note 5 – Income tax

(i)
On 30 June 2007 Delta made full and final payment to discharge the income tax liability for the year ended 30 September 2006. The balance on the income tax account in the trial balance is the residue after making that payment.

(ii)
The estimated income tax liability for the year ended 30 September 2007 is $10 million.

(iii)
A credit of $2.4 million is required to the deferred tax account.
Required:

(a)
Prepare the statement of comprehensive income for Delta for the year ended 30 September 2007.


(10 marks)

(b)
Prepare the statement of changes in equity for Delta for the year ended 30 September 2007.
(4 marks)

(c)
Prepare the statement of financial position for Delta as at 30 September 2007.


(11 marks)
Note: notes to the income statements and statement of financial position are not required.


(Total 25 marks)



(Adapted ACCA Diploma in Int’l Financial Reporting December 2007 Q2)

Question 5
The following trial balance relates to Kala, a publicly listed company, at 31 March 2006:
	
	$’000
	$’000

	Land and buildings at cost (note 1)
	270,000
	

	Plant – at cost (note 1)
	156,000
	

	Investment properties – valuation at 1 April 2005 (note 1)
	90,000
	

	Purchases
	78,200
	

	Operating expenses
	15,500
	

	Loan interest paid
	2,000
	

	Rental of leased plant (note 2)
	22,000
	

	Dividends paid
	15,000
	

	Inventory at 1 April 2005
	37,800
	

	Trade receivables
	53,200
	

	Revenue
	
	278,400

	Income from investment property
	
	4,500

	Equity shares of $1 each fully paid
	
	150,000

	Retained earnings at 1 April 2005
	
	119,500

	8% (actual and effective) loan note (note 3)
	
	50,000

	Accumulated depreciation at 1 April 2005
	
	

	– buildings
	
	60,000

	– plant
	
	26,000

	Trade payables
	
	33,400

	Deferred tax
	
	12,500

	Bank
	
	5,400

	
	739,700
	739,700


The following notes are relevant:
1.
The land and buildings were purchased on 1 April 1990. The cost of the land was $70 million. No land and buildings have been purchased by Kala since that date. On 1 April 2005 Kala had its land and buildings professionally valued at $80 million and $175 million respectively. The directors wish to incorporate these values into the financial statements. The estimated life of the buildings was originally 50 years and the remaining life has not changed as a result of the valuation.
Later, the valuers informed Kala that investment properties of the type Kala owned had increased in value by 7% in the year to 31 March 2006.
Plant, other than leased plant (see below), is depreciated at 15% per annum using the reducing balance method. Depreciation of buildings and plant is charged to cost of sales.
2.
On 1 April 2005 Kala entered into a lease for an item of plant which had an estimated life of five years. The lease period is also five years with annual rentals of $22 million payable in advance from 1 April 2005. The plant is expected to have a nil residual value at the end of its life. If purchased this plant would have a cost of $92 million and be depreciated on a straight-line basis. The lessor includes a finance cost of 10% per annum when calculating annual rentals. (Note: you are not required to calculate the present value of the minimum lease payments.)
3.
The loan note was issued on 1 July 2005 with interest payable six monthly in arrears.
4.
The provision for income tax for the year to 31 March 2006 has been estimated at $28.3 million. The deferred tax provision at 31 March 2006 is to be adjusted to a credit balance of $14.1 million.
5.
The inventory at 31 March 2006 was valued at $43.2 million.
Required:

(a)
An statement of comprehensive income for the year ended 31 March 2006.
(10 marks)

(b)
A statement of changes in equity for the year ended 31 March 2006.
(4 marks)

(c)
A statement of financial position as at 31 March 2006.
(11 marks)



(Total 25 marks)



(Adapted ACCA F7 Financial Reporting Pilot Paper Q2)
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