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Question 1 Oitar ple

fa) (i} interestcover: 1%0/350'= 4 times (2)
(i) dividend cover: 75¢-120/34 = 1 8 times @)
(iii} earnings per share: 63000000 {400 Goo = $1.575@.} (l 'p?"ﬁ p&se,a- w&k\—ﬂ-’)
(iv) price eamnings ratio: %/, 88 = 19 ()

vidend vield : &V x 191

(v} dividend yield: 8.75x19/35 =2.9% (|}
{vi} gearing: [debentures = $250k x 190/ 135 = $2 000k) [D

2000 DD + 1 500 090 /4 uoo 000 « 900 000 + 3 500 000 X 100=41,7%Q_)

alternatively
p——
3 000 000 « 1 500 000 /4 500 g0 + 900 000 = 7 1.4% Gl.) -i___,,

(i) (i) Interest cover shows how many times interest paymenis are covered by
operating profit{} }It is an indication of the risk that future profits may be
insufficient to cover interest payments. { ) The risk that interest payments
migha S;m a small profit into a loss; {1} that future dividends might be at
risk,

{ii) Dividend cover shows how many times the ordinary dividend is covered by
profit available for the dividend. (’l)A low cover might indicate that future
dividends are at risk if profitability declines{}Dividend cover may reflect
the directors’ dividend policy.(l)l\ high cover usually indicates a
conservative policy.(1)

{iii) Earnings per share shows how much profit after tax and preference
dividends is attributable to each ordinary share {]) All profits after tax and
preference dividends belong to the ordinary shareholders{f) It is a more
informative measure of ordinary shareholders’ fortunes than dividend
cover. (V) Investors nusually regard EPS as a convenient measure of the
success of a company. {I)

- (iv) Price earnings ratic relates the market price of a share to the earmnings per
share.(}) It may be regarded as the number of years’ earnings that
investors are prepared to pay for in the purchase price of a company's
shares. {|) The higher the PER, the greater the confidence of investors in
the ability of the company to maintain the EPS. (I')

(v) Dividend yield expresses the dividend as a percentage of the market price
of a share. (l)‘his is should be of more interest to investors than dividend
expressed as a percentage of the nominal value of each share, or the
number of cents per share. (1)

{vi) Gearing is calculated as fixed cost capital / ¢£ul:2 plus fxed com capial Where fixed cost
capital jgcludes long term loans {usnually debentures) and preference share
capi d equity includes ordinary share capital plus all reserves. Q)
OR if the altemative answer is given to (a]{vi): Fixed cost capital /.,
Gearing is expressed as a percentage. (i)
Calculated in this way, 50 % is regarded as neutral gearing, » 50% is
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considered as high and < 50% as low. (l.)
Alternatively, gearing is sometimes calculated as fixed cost capial £
Ca.lculznted in this way 100% is ‘neutral’, = 100% is high’ and < 100% is
Tow”. (|
Highly geared companies may pose greater risk to ordinary shareholders
because fixed cost capital must be rewarded in plo(rioﬁty to holders of
‘equity’{[) The risk is that profits may decrease.(j . —
) ) (Masimmn 12 Aiake)  TE
(M (i) Interest cover has fallen by 27%(5) It iz still satisfactory bat if it
falls too far the sharcholders’ dividends may be at risk. ()
Dividend cover has fallen from 2.5 x to l.Bx(l)lf profits not at least
maintained, the shareholders’ dividends could be at risk. |
Price earnings ratio has declined from 22 to IQLD This seems to indicate
that investors are less confident that the company will maintain its
present profitability in future. {1)
Gearing has increased by 5% (l) It is still low but shows that the e
proportion of loan capital has increased. (!_) (i Q*A te oy ouae oa P mf\%} _‘§___

(33) Other evidence: R oce (’l)
B - C: . Investigate prior years (before 2001) to ascertain trends. ( { )

othar~ etk (o oy inter-firm comparisons if possible ( I')

o o naer'c

uniess Luankad e gee directors’ repm{y for recommended dividends, O) overview of
i [Y TN ph-p.,_n.-,cﬂ's. company’s performances ['_I }msiﬁons@fumm trading etc{ ™

=Y b s Gonnn

wm\‘.a-ﬂ See the auditors’ report for any qualifications arising from audit: (l)
opinions as to company’s ‘going concern’ status,(l) dependence
upon continuation of bank loans/overdrafts or provision of additional "{;'
finance. {1
-F'"'_."
QUESTION 2
{a) [i) Joloss ple
Balance Sheet immediately after capital reduction on 1 May 2002
{1 ) $'000s $000s .
Tongbie Axed assets ( 55%,. — ]5-0‘) 500 (l) Cﬂn::{ f,-f"‘l-:!&\"
Current assets erruptre
Stock (24— 22 by swetros Sbus
Debtors ( 36{1_ ”:-5” 64 L*Ed-t-(j})
- - Bank _6
92
Creditors: amounts falling due
within one year 42

50
- SEO(TErl K et
Ordinary shares of $0.55 (4% € PO G uTlu-Rar 200 1y ; E a9 TE'
QAT ABuA HLs 2 o 2tsgasy’ Crrastend .
{iii The net asset value of Joloss plc’s shares before capital reduction was
1000 - 450 f 1000 = $0.55. (1)
The capital reduction merely recognises the reality of the situation.¢ |
Reduction in the nominal value of each share does not entail any further loss
to the shareholders. {{)
The shareholders will stand to receive dividends equal to $0.25 per share as
soon as the company realises the profits forecast by the directors. {{
If the shareholders had rejected the scheme, they would have had to wait for
over three years before the expected profits would have eliminated the debit
balance on the P & L account to enable dividends to be paid. {§ )
(Other points may be acceptable) (‘ M . .

—
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1b) (1)
Workings Milligan Bentine
Net receipts $000 Year 1 (5 - 25? 45 T:QL(% g% 45 ot ety S
2 80 -160 23 45 g4 - (?0 gg} 47 ®»v b.g
3 §0- {65 —ggl = 50 90 - [75 ga 48 v (Y47 <
4 90—{70—5Q=45 166'—(3‘0-53%53 or |52.%
Note: The first mark in each pair is given for the correct statement of receipts less
costs; the second mark is for the depreciation adjustment. If any other adjustment is
made [e.g. for interest payable) the first mark should not be qwarded.
Answer
Milligan Bentine
Exp/receipts NPV Exp/receipts NPV
Factor (10%} Year $ 3 3 3
H 0 {100 000} {100 000) (230 Q0O) {130 000)
0.909 1 45000 () 40905 45000(2) 40905
0.826 2 45 GO0 37170 47 000 (‘2_ 38 822
0.721 3 50 000 (2. 37 550 48 000 ¢’ 36 048
0.683 4 45 000 t:_g 30735 53 000 %_ _36 199 —
46 360 {1 21974(1) 18
e '
(i} Choose Miiligan {1} Greater NPV (1) =
or it
{iii} IRR for Milligan
20% YearO 1 {100 000) (Focee) (1% 0oc)
1 0833 37485\ gweerd o
2 0694 31230 | aleesd. T o) oy
3 0579 28950 46 20 (2) 33 a-sg
4 (1482 21 690
NPV 19355 (1) 47 songz) 3£ &3
M a /_Q)\ 57 foxz) z¢esE
10% + [IO%X‘ﬁquosm 19358) = 27.2% (1) 20 39) (1) &
OF OF l
-.---
JINEW YL JRTeTet S -
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Cuestion 3

Tontaws

(a) {i) Budgeted manufacturing, trading and profit and loss statement for
the production of 250 000 Tontaws

Direct materials (250 000 x 2 x $4)
Direct labour {250 000 x 2/3 x $18}

Direct production overheads (166 666.67 x $6) 1 000 000 )

Total variable expenses

Indirect fixed overheads (166 666.67 x $21)

Cost of producton
Factory profit {20% of $9 500 DOQ)
Transferred to trading statement

Sales (250 000 x $104) N F“&“j

Less cost of goods sold
Gross profit
Administration and seliing
Net profit on trading

Add factory profit

Total net profit

%56 000 000 (1)

————

c&m}.ﬁ

R .
2 000 000 (1} Ba-kﬂnxaug,
3000000 0)  gyoT prapedarivw

6 000 000 0

3500000 )

9 500 000 Reews wuiosls
1900000 (1) b:;-! Cemv ek

11 400 000

4o 14600 000 f:a’ A

wiark) 7500000 (t e
7100 0G0 ()

s _1 900 DOD E;) el "‘*"‘“‘-’?E-

5000000 Huefe) 1o

(iij Contribution per unit 26 000 000 - & 000 000 /354 o0 = $8O
Break even point: 3500000 +7500000/g; = 137 500 units (}) e+ $ 14 300 s20

Margin of safety 250 000 - 137 500 /350 gog X 100 = 45%

0 (Musvbe porcoutag®=—

(b} (&) Flexed budget (based on 256 000 urnits}
$ $

Sales (256 000 x $104] 26 624 000 (1)

Direct materials {256 000 x 8) 2 048000()}

Direct labour (256 000 x 2/3 x $18) 3 072 000 (i

Direct o’heads (variable} (256 000 x 2/3 x $6) 1 024 000 {

Total variable expenses 6 144 Q00

Fixed overheads (3 500 000 + 7 500 000} 11_000 006417 144 000 -

Net profit 9480 000 5

{ii) Actual 5 $

Sales (256 000 x $107.5) 27 520 000 {»)

Direct materials 2 090 000 )

Direct labour 3 656 250 (1)

Direct o’heads (variable) (256 000 x 2/3 x %6} 1 024 000 )

Total variable expenses 6 770 250

Fixed overheads (3 650 Q00 + 7 200 000} 10 850 000U} 17 620 250 )

Net profit _9 899750 5

fc} (i) Quantity variance $(9 480 000 - 9 000 000) $480 000 (F) ()

(ii) sales volume: 6 000 x $104 $624 000 (F} (| e ¢ L
(iii) sales price 256 000 x $3.50 $896 000 (F) " ‘, AR
{iv) direct materials usage (512 000 - 550 000)$4 $152 000 (A) E[) trm:ﬂi’

{v) direct materials price $(4.00 - 3.80}x550 000 $ 110 000 (F) (1 Moo asavdon
(vi) direct labour efficiency {170 666.67 - 187 S00)$18 $303 000(A){§ Quamregig’ ——
tvii) direct labour rate ${18.00 - 19.50)x 187 500 $281 250 (A) (1) Pt u{ 7

L Ao
{d} Contribution per unit 20 749 750 /356 500 = 81,05 [ Lrture, Mk
Break even point = 12954000/ o5 = 159778 units{ Y}
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{e} Reconciliation of budgeted profit with acrzal profit
B
Budgeted profit g ooo 0o (1) ( v e o laf) 09
Add Quantity variance 480000 (1)
Sales price variance 896 000 (b
Direct materials price variance 110 000 [_1)
Reduction in Selling and administration 300 000 (1)
10 786 000
Deduct Direct materials usage variance {152 000} (i
Direct labour efficiency variance (303 000) [
rate variance (281 250} (1
Fixed production overhead (150 000) (n{ -
Actual profit _9899 750 CI



