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FOREWORD

This issue of the PATHFINDERIs published principally, in response to a growing
demand for an aid to:.

® Candidates preparing to write future examinations of the Institute of Chartered
Accountants of Nigeria (ICAN).

(i) Unsuccessful candidates in the identification of those areas in which they lost
marks and need to improve their knowledge and presentation.

(i)  Lecturers and students interested in acquisition of knowledge in the relevant
subjects contained herein, and

(iv)  The profession; in improving pre -examinations and screening processes, and so
the professional performance of candidates.

The answers provided in this publication do not exhaust all possible alternative
approaches to solving these questions. Efforts had been made to use the methods,
which will save much of the scarce examination time. Also, in order to facilitate
teaching, questions may be altered slightly so that some principles or application of
them may be more clearly demonstrated.

It is hoped that the suggested answers wi Il prove to be of tremendous assistance to

student s and t hose wh o assist t hem i n t hei
Examinations.

NOTES

Although these suggested solutions have been published
under the Instituteds name, t

the Cauncil of the Institute. The suggested solutions are
entirely the responsibility of their authors and the Institute
will not enter into any correspondence on them.
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ICAN/ EXAMINATION.......cccciiiiiiniiiin s

THE INSTITUTE OF CHARTERED ACCOUNTANTS OF NIGERIA
PROFESSIONAL EXAMINATIONIMAY 2010
FINANCIAL REPORTING AND ETHICS

Time allowed & 3 hours
SECTION A: Attempt All Questions

PART | MULTIPLECHOICE QUESTIONS (20 Marks)

1. Which ONE of the following demonstrate s the application of the acquisition
method in a business combination?

Determining the acquirer

Amortizing the Value of assets acquired

Recognising and measuring goodwill or a gain from a bargain purchase
Separation of the two companies accounting policies

Ignoring goodwill or a gain from a bargain purchase

moow>»

2. According to SAS 26 (Business Combination), which ONE of the following
information should be disclosed by a reporting entity in a business
combination?

Non-acquisition related costs

The postacquisition date

The percentage of voting equity instruments not acquired
The bulk cost of the combination only

Acquisition related costs.

moow»

3. Which ONE of the following is not required to be disclosed separately by a
reporting entity in respect of the carrying amount of goodwill at the beginning
and end of the period?

® Impairment losses recognised during the period
(i) Net exchange differences arising during the period

ﬁ
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(i)  The net amount and accumulated impairment losses at the beginning
and end of the period

(iv)  Additional goodwill recognised during the period

(V) Any other changes in the carrying am ount during the period

A. i &i

B. V&V

C. iv only

D iii only

E [, i, iv & v.

Which ONEof these is NOTan example of cash flow from financing activities?

Proceeds from sale of shares
Dividend paid

Interest paid

Interest received

Proceeds from sale ofinvestment.

moow>

Which ONE of these would a parent company that losses control of a subsidiary
not do?

A. Recognising the assets and liabilities of the subsidiary at their carrying
amounts at the date when control is lost

B. Recognising the carrying amount of any non -controlling interest s in the
former subsidiary at the date when control is lost

C. Derecognising any resulting difference as a gain or loss in profit or loss
attributable to the parent

D. Derecognising the carrying amount of any non -controlling interests in the
former subsidiary at the date when control is lost

E. Derecognising the fair value of the considerations received, i f any, from the
transaction, event or circumstances that resulted in the loss of control.

Ethics is also referred to as

A. Psychological Ethics
B. Moral Ethics
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C. Behavioural Morality
D. Moral Physiology
E. Moral Philosophy

Which ONEof the following is NOTidentified as fundamental principle of ethics?

A. Confidentiality of ethics

B. Objectivity

C. Professional misconduct

D. Integrity

E. Professional competence and due care.

The following are Normative theories of e thics EXCEPT

A. Psychological Egoism
B. Ethical Egoism

C. Virtue Ethics
D
E

.Kohl bergds theory of moral devel opment
Divine command theory

Business ethics is NOT an attack on busine ss but rather its first line of defence.
Which of the following do you consider as the major 3 -C characteristics of
business ethics?

I. Compliance

il. Care

iii. Commitment
iv. Contribution

V. Consequences

i, il and iii

iii, ivand v
i, lii and iv
i, ivandv.

moo @ >
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10. All the ancient Ethicists hold that the part to happiness is ONEof the following:

The part of Diligence
The part of Competence
The part of Virtue

The part of Altruism

The part of Trust.

mooOw2»

11. Filade Investments Ltd. has 10% return on Total Assets of&N300,000 and a Net
Profit Margin of 5%. What is its sales?
A. N750,000

B. N960,000
C. N450,000
D N480,000
E N600,000

12.  The restructuring of a company should not be u ndertaken if

A. the restructuring can prevent an unwanted takeover

B. the restructuring is expected to create value for shareholders

C. the restructuring i s expected to increas
D. the restructuring will attract more customers into th e business

E. the interests of bondholders are negatively affected.

13. Inthe long run, an unsuccessful acquisition is ONEthat

A. enables the acquirer to make all equity purchases and increasing
additional financial leverage

B. enables the acquirer to diversify its assets base

C. decreases the market price of the acqu
have been without the acquisition

D. enables the preference shareholders to have adequate claim on their
investment

E. increases financial leverage.
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16.

17.
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The market price of company X is N60 per share and that of company Y is N30.
If X offers three-quarters share for each share of Y, the ratio of exchange of
market price would be

mooOw2>

12
015
:1.125
:1.05
:5

N

A Cash Flow Statenent may provide considerable information about what is
really happening in a business beyond what is contained in either Income
Statement or the Balance Sheet. Therefore all of the following statements are
untrue of a Cash Flow Statement EXCEPT

A.
B.
C.

D.
E.

Debtors want to determine regularity of their purchases

Stockholders want to determine the level of business risk of the company
Suppliers want to know if their customers will be able to pay if offered
credit

Investors want to evaluate market price of the company share
Employers are interested in the overall productivity of their employees as
indicated by its ability to fund its operations.

The characteristics of ethical leadership include all of the following EXCEPT

moow>

People oriented

Loyalty to Stockholders and other interested group
Modelled through visible unethical actions and traits
Focused on setting ethical standards and accountability
Based on broad ethical awareness.

The features of a compliance driven framework does not inc lude the following:

moow»

Judgement
Law based
Fear driven
Obedience/disobedience
Mandatory
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In this era of globalization, International Federation of Accountants (IFAC) has
focused on four key areas. Which of these is NOT ONEof them?

A.
B.
C.

D.
E.

Strengthening standards; setting and promoting ethical conduct
Achieving convergence with International S tandards

Serving the needs of small and medium practices and those of
Professional Accountants in business

The global reawakening of ethical problems

Supporting the growth and development of the accountancy profession
worldwide.

Which ONEof the following is NOTtrue of Corporate Governance?

A.

B.

D.

E.

It is designed to make managers internalise the welfare of all

stakeholders in the firm

It aligns shareholde rs' and managers' interests lead us to better corporate
performance

There is an important relationship between corporate governance
structures and the quality of decision-making particularly in relation to

takeovers and mergers

Good corporate governance s)ystem can guarantee public interest
protection

Good Corporate governance encourages corporate debacls.

In order to promote ethics in your organisation, it is imperative that you do the
following , EXCEPT

00w

m

Study Business Ethics

Clearly articulate the organisational philosophy and values
Become a member of ICAN

Provide visible top management support for high ethical
standards

Encourage formal and informal con versations about ethical
issues
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PART Il: SHORT ANSWER QUESTIONS (20 Marks)

1. Transactions involving entities or businesses under common control in which all
are ultimately control led by the same party or parties but for which the control is
not transit ory is known as ..............cccee....

2. The amount for which an asset could be exchanged or a liability settled, between
knowl edgeabl e willing parties in an ar mods

3. An entity for which there are users who rely on its financial statements for
information that will be useful to them for making decisions is ......................

4. When a business combination is achieved in a single exchange transaction, the
date of exchangeisthe .........ccccceevee

5. In a business combination involving more than one exchange transaction, the
aggregate cost of the individual transactions is .......... ...eevvvveeees

6. Whatever an individual believes is right or wrong is right or wrong for that
individua |. This is the official position of ... ....................

7. The claim that human beings are by nature motivated purely by self -interest (in
all their actions they aim to benefit themselves) to secure something that they

//////

consider good for themselvesisasa i b e d to éeéeééée.

8. The tool that a company uses to communicate its financial performance to its

stakehol ders is éééeééé.

9. State any TWOof the public service values that accountants should uphold and
never compromise.

10. Morality requires people sometimes to follow the common good rather than their
own éééé.
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15.

16.

17.

18.

19.

20.
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Basis of accounting where revenue is recognised when earned, and expenses are
recognised when obligations are incurred or to match the timing of revenue
earned is called ..................

The general set of customs, regulations, habits and laws that determine to what
extent an organization should be runis ............ocoovviiiiieennnn,

The assistance of government in the form of transfer of resources to an entity in
return for past or future compliance with certain conditions relating to the
operating activities of the entity iS KNOWN @S ...........ccooovviiiiiiiiiiiiiiiiiieeee e,

When preparing Financial Statements, items that are normal to the activities of
an enterprise but are abnormal as a result of their occurrence and size are called

The Financial Statements of a group presented as those of a single economic
ENLLY IS oot e

State any prominent ethical principle that is applied in professional ethics.
Ethical dilemma is a product of ..........cccccceeerinnnns
The rules that absolutely allow no exception are known as ............ .........

The rules that support the belief that other things being equal, one should keep
promises, tell the truth, obey the law and so on are referred to as

When an accountant does what is required by valid ethical princ iples, he/she is
F=10] o] )Y/ ] o [o OSSR

ﬁ
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SECTION B ATTEMPT ANY FOUR QUESTIONS (60 MARKS)

QUESTION 1CASE STUDY

Mr. Deleisanon-executive director of SUPER NI GERI A
success and reputation rely on one core product. In order to manufacture the product,

it needs to source two main components A and B. Component A may be purchased

from either of two suppliers, OKOKO NIGERIA LMITED or GOLD NIGERIAIMITED. The

Board has agreed a strategy that both su ppliers will be used, thereby enabling the

purchasing department to exercise bargaining power over its suppliers.

On the days that Mr. Dele attends monthly board meetings, he takes lunch in the staff
restaurant. One day he finds himself in conversation w ith Mrs. Oriyomi the purchasing
manager, who is unfamiliar with the concept of a non -executive director. As he
explains his role, Mrs. Oriyomi, seizes the opportunity to seek his opinion on a matter
that has been causing her some concern.

She is responsble for placing orders for stock, and orders of component A are usually
placed on a weekly basis. Prices are obtained from OKOKO NIGERIA IMITED and
GOLD NIGERIAIMITED on a regular basis, and confirmed prior to each order being
placed. However, in recent months the purchasing director, Mr. Oluwole, has been
taking a more active role in the ordering process. He has been directing the manager
to place almost every order with GOLD NIGERIA IMITED, although the manager
believes that a better price could often have been obtained from OKOKO NIGERIA
LIMITED. The director told the manager that he has been building an effective
relationship with the sales director of GOLD NIGERIA UMITED, which would lead to a
reduction in prices in the long term. This has involved regular business lunches and an
invitation for the purchasing director and his family to spend a weekend on the sales
directords private yacht.

The purchasing manager expresses her opinion to Mr. Dele that the purchasing
director is accepting bribes, as we | | as 1 gnoring the companyd:
strategy, which aims to limit the risk associated with exposure to just one supplier.

Required:

(&8  What are the relevant facts in this case? (2 Marks)

ﬁ
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(b) ® What is the moral foundation of Mr.Ol uwol eds acti on t he
Mrs. Oriyomi is true? (5 Marks)
(i) Does Mrs. Oriyomi have any moral justification for reporting the case of
Mr.Oluwoled s viol ation of the compgdaMakss dir e
(i)  What advice should Mr. Dele give to the purchasing manager ? (2 Marks)
(iv) What action should be taken in his role as a non -executive director?
(2 Marks)
(Total 15 Marks)

QUESTION 2

The net profit margin is an important ratio to all stakeholders of a reporting entity.

€) List FOURaccounting policies that will have effect on the net profit margin as a
measure of operational performance. (2 Marks)

(b)  State any ONEeffect of these policies on the net profit margin. (4 Marks)

(c) How is the effect of accounting policy changes treated in financial statements?

(1 Mark)

d The Chairmanos statement I s a key report
Statement presented to the membersd of cCom
Meeting (AGM). Identify and explain any FIVE important areas that the
Chairmands statement is expectedB8Maks)addr es

(Total 15 Marks)

QUESTION 3

The Income Statement For The Year Ended 31 December 2008 relates to Goodway
Limited.

N N
Profit Before Tax 121,900
Less: Taxation 52,900
69,000

ﬁ
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Less: Transfer to General Reserve 550
Dividends:
Preference Shares 1,380
Ordinary Shares 2,070
(92,00)
Retained Profit 59,800

1 January 2008, the issued Share Capital of Goodway Ltd was 23,000 6% Preference
Shares ofN1 each and 20,700 Ordinary shares of &1 each.

Required:

Calculate the Basic and Diluted Earnings Per Share for the year ended 31 December,
2008 under the following circumstances:

® No change in the issued share capital . (4 Marks)

(i) The company made a Bonus Issue of one Ordinary Share for every four shares in
issue at 30 September, 2008. (2 Marks)

(i)  The company made a Rights Issue of Shares on 1 October 2008 in the proportion
of 1 for every 5 shares held at a price of 8#1.20. The middle market price for the

shares on the last day of quotation cum rights was #1.80 per share. (9 Marks)
(Total 15 Marks)

QUESTION 4

There are four theoretical problems associated with the Principle -Based Ethical
approach to Business Ethics.

Discuss any THREEof them. . (15 Marks)
QUESTION 5
@ Explain the term O6&creative acco(8mMarks)ng

(b) Discuss any FOURIikely reasons for creative accounting. (12 Marks)
(Total 15 Marks)

ﬁ

PROFESSIONAL EXAMINATION Il T MAY 2010



PATHFINDER

QUESTION 6

Megida Plc is in the hospitality industry. The specified ratios and the average figures
for the industry as at 31 December 2009 are stated below:

Return on capital employed 22.1%
Net assets turnover 1.8 times

Gross Profit Margin 30%

Net profit before tax 12.5%
Current ratio 1.6:1

Quick ratio 0.9:1
Stockholding period 46 days
Debtorsd collection i 45 days
Creditorsd payment pe 55 days

Debt to Equity 40%

Dividend yield 6%

Dividend cover 3 times

Megi dads I ncome statements for the year ended

N0 O C

Turnover 2,425
Cost of sales (1,870)
Gross profit 555
Other operating expenses (215)
Operating profit 340
Interest payable (34)
Exceptional items (Note 2) (120)
Profit Before Tax 186
Taxation (90)
Profit after tax 96
Dividends (90)
Retained profit for the year 6
Retained profit brought forward 179
Retained profit c/f 185

ﬁ
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Balance Sheet NMOOCNOOC
Fixed Assts (Note 1) 540
Current Assets
Stock 275
Debtors 320
595
Current Liabilities
Bank overdraft 35
Trade creditors 350
Proposed dividend 30
Taxation 85
(500)
Net Current Assets 95
635
8% Loan Stock (300)
335
Capital and Reserves
Ordinary Shares (NO.5 each) 150
Profit and Loss Accounts 185
335
Notes to the Accounts
1. Fixed Assets NOOOO
Cost 3,600
Acaum. Depreciation (3,060)
Net Book Value _ 540
2. Exceptional items relate to losses on the sale of some equipment that had
become worthless.
3. The Stock Exchange quotation of Megida shares throughout the year averaged
M6 per 50k share.
Required:
(@) State THREEuses and THREHimitations of ratio analysis. (6 Marks)
(b) Comment briefly on the companyads perf or me
industry average in the areas of liquidity and gearing . (9 Marks)

(Total 15 Marks)

ﬁ
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SOLUTIOIS TO SECTION A

PARTI MULTIPLE CHOICE QUESTIONS

© ©® N o g » w Dh PR

e T S S e S N T
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N
o

TUTORIALS

11. Return on Total Assets is 10% ofN300,000

ﬁ
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(10% x 300,000) = N30,000
Net Profit Margin = Return on Investment
To arrive at Sales figure, therefore, the Net Profit is grossed up by 5%:

(30,000 +0.05) = N600,000
14. (%1, x 60) = N45
45+ 30) = 15

Therefore Ratio of Exchange of Market Price = 1:1.5

EXAMI NERSd REPORT

The questions test all aspects of the syllabus. Majority of the candidates performed
well.

However, a few candidates displayed poor understanding of ethics related questions.
Candidates should ensure proper coverage of all areas of the syllabus so as to avoid
loss of marks in future examinations.

ﬁ
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PART I  SHORT ANSWER QUESTIONS

. Business Combination
. Fair Value
. Reporting Entity

. Acquisition Date or Date of Acquisition

1

2

3

4

5. Purchase Consideration or Consideration Transferred

6. Ethical or Moral Subjectivism

7. Psychological Egoism

8. Financial Statements or Annual Report

9. Objectivity; Integrity ; Professionalism; Due Care Confidentiality; Independence,;
Accountability ; Probity; Competence; Honesty, Openness etc.

10. Self or Personal Interest; Private Good or Interest

11.Accrual Concept or Basis

12.Code of Conduct or Corporate Governance

13. Government Grant

14.Exceptional Items

15.Consolidated Financial Statements or Group Financial Statements

16.Principles of Utility; Utilitarianism; Deontologist; Care Ethics; Egoism; Justice
and Duty; Teleology

17.Conflict of Interests

18. Absolutism or Categorical Rules

19.Prima Facie Duty

20.Rule of Ethics or Code of Conduct

ﬁ
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EXAMI NERSd REPORT

The questionscoverallaspect s of the syl l abus. Candidat es
generally average.

The major pitfalls were candidatesd® inability
and principles on ethics.

Candidates are advised to ensure full coverage of all areas of the sylla bus for good
performance in future.

ﬁ
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SOLUTIOIS TO SECTION B

QUESTION 1

a. (i)

(ii)

(iii)

(iv)

b.()

(ii)

Contrary to the Companyods strategic pos
suppliers, only one of the recommended companies supplies the needed
product.

The Purdhasing Director has directed the Purchasing Manager against the
strategic position.

Mr . Ol uwol ebs attachment to Gold Niger
personal benefits and bribes he enjoys from the Company.

Regular business lunches and an invitation to t he Purchasing Director of
Super Nigeria Limited and his family to spend weekend in the private
yacht of the Sales Director of Gold Nigeria Limited

Mr . Ol uwol ebs action can be analyzed w
egoi sm. Et hical egoi sm emphaisteresteis s at i ¢
the face of othersd interests. There i

interest and the general interest of the organization. The company
intends to have viable relationship with the two firms, thus intends to

keep transacting business with them. Mr
to be a form of disloyalty based on egoism basic tenet.

OR
The moralfoundati on of Mr . Ol uwol ebs action
level one stage two of Kohlberg theory of moral development where in
human action which is self interest dri

me 0 , which makes the Pur mlsasitrhge RRiormgpcatna
policy.

Mr . Ol uwol eds action is a violation of
which could at the long run affect the corporate image of the

organization as a company that encourages bribes and kick back as the

basis of economic transaction. Mrs Oriyomi has the moral justification for

reporting him to his superiors in order to preserve the corporate image of

the organization.

ﬁ
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(i) Mr. Dele should advise the Purchasing Manager to report the matter to
the Managing Director/management/relevant authority, who are better
positioned to handle the matter.

(iv) Wh a 't is expected of Mr . Del e is to di:
violation of t he wthahaManagng Birector whe wilt i v e
decide on the appropriate ways of handling the matter. However, if the
Managing Director/management/relevant authority fails to act, he may
bring the matter up at the Board of Dir

EXAMI NERSG REPORT

The question is a case study testing candi d:
issues adopting diverse approaches. Candidates were expected to identify relevant

facts of the case and the moral principles breached by both executive and non-

executive directors of the company.

Candidates displayed good understanding of the case and performance was generally
above average.

Candidatesd® commonest pitfall was the provisi
guestions.

Candidates need to properly identify relevant points for each question on the case
studies, in order to improve performance.

QUESTION 2

(@) The following accounting policies will have effect on the net profit margin as a
measure of operational performance:
I. Depreciation policy
il. Stock Valuation method
iii. Income/Revenue recognition policy

iv. Basis of Accounting
V. Research & Development policy
Vi. Fixed assets Capitalization policy

ﬁ
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One effect of these policies on the net profit margin:

Vi.

Depreciation policy o Straight-line depreciation compared to reducing
balance will reduce profit. The straight -line method will charge the
same amount over the life of the asset while reducing balance will

charge higher amount in the early years of the as sets thereby reporting a
lower profit.

Stock Valuation method & The method adopted in valuing stock (raw
materials, work in progress, finished goods and spares parts) will impact
on net profit. For instance, valuation under the First In First Out (FIF O)
method will result in a different profit compared to Weighted Average
method.

Income/Revenue recognition policy d The way in which income/revenue is
recognized for sale of goods, rendering of services and in respect of
interest, royalty, dividend and long-term contract is capable of affecting
net profit for the period.

Basis of Accounting - The basis of accounting, whether cash or accrual
basis will affect the net profit figure.

Research & Development policy 8 The policy to writ e off research and
development as incurred will reduce profit compared to where only
research cost is written off as incurred and development is capitalized.

Fixed Assets Capitalisation policy 0 Fixed Assets Capitalisation policy
varies from one organisation to the other. While some may capitalize all

fixed assets, others may have a minimum benchmark under the
materiality concept.

Accounting policy changes in financial statements should be reflected by
retrospective application to prior period, pr esented as if that policy had always
been applied; unless it is impracticable to do so.

In case of a change due to new enactment in the accounting standard e.g. IFRS,
the change should be accounted for based on the specific transitional provisions
set forth in the standard.

ﬁ

PROFESSIONAL EXAMINATION Il T MAY 2010 @



PATHFINDER

(d) | mportant areas the Chairmands statement i
i. Global environment d Addresses issues affecting global economy such as the
current gl obal financi al crisis and how

during the p eriod.

ii. Domestic economy & This will highlight issues or development within the
local economic environment.

ii. Companyds p @ it Wilbcoveranmjoreachievements of the company
during the period under review, including profitability, dividend and bonus

iv. Company ds 0S3Hisrwadl togey fow the company intends to compete
favourably, in view of the issues identified in the domestic economy and
global environment.

v. Future outlook @& It will deal with future prospects of the company including
opportunit ies and challenges.

vi. Changes in the Board 9 It will highlight appointment and retirement of
directors during the year under review.

vii. Corporate Governance - This will indicate the measures adopted by the
company to protect the sgtakebaderst of al |l th

viii. ~ Major Project(s) - This will enumerate the major project(s) embarked
upon or concluded by the company within the year under review.

EXAMI NERSG6 REPORT

The question examines candidatesd knowl edge ¢
net profit margin, highlighting the effect and treatment of changes in those policies on

operating results. They are also expected to identify and explain areas usually
covered in Chairmands Statement.

Candidates performance was just fair, as some candidates could not differentiate
between accounting policies and accounting basis a nd concepts; and some mixed-up
the contents of Directorsdd Report with that o

Candidates are advised not to neglect any aspect of the syllabus in order to bo ost their
performance.

ﬁ
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QUESTION 3
BASIC EPS DILUTED
EPS
i. | No change in share capital
= PATS Pref Div x 100 69,000 61,380
No. of shares 20,700
= 327k N/A
ii. | Bonus issue on 30 Sept. 2008:
No. of shares before bonus issue 20,700
Bonus (1 for 4) 5,175
No. of shares after bonus issue 25,875
= PATOA Pref Div x 100 69,000 6 1,380
No. of shares 25,875
= 261k N/A
iii | Rights issue on 1 Cct. 2008
Before rights issue 5 shares 1.80 20,700 9.00 37,260
Rights issue (1 for 5) 1 share 1.20 4,140 1.20 4,968
After rights issue 6 shares 3.00 24840 | 10.20 42,228
Theoretical ex-right price ( N10.20/6) 1.70 1.70

Bonus element of issue increases

shares to 20,000 x ¥/,
= 21,918

Full price element of issue increases

shares to 20,700 x °/;
= 24,840

Weighted Average No. of shares in
issue

%, x 21,918

+ %, X 24,840

=16,438+ 6,210

= 22,648

EPS

= PATOAd Pref Div x 100

69,000 61,380

No. of shares

22,648

= 299k

ﬁ
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EXAMI NERSd REPORT

The question requests candidates to compute Basic and Diluted Earnings Per Share
(EPS) under circumstances of Bonus and Rights Issues. Most candidates displayed fair
understanding of the question.

Candidatesd® commonest pitfall was the wuse
Basic and Diluted EPS.

Candidates will perform better if they acquaint themselves with the contents of the

Annual Reports of publicly quoted companies and practi ce with past questions and
other standard texts.

QUESTION 4

Preambles:

According to Virtue ethics, courses and writings in business ethics appear ineffective
due to the theoretical problems created by the dormant Principle -Based Ethics (BPE) of

of

| mmanuel Kant 0s formali sm and J. S Mi I | ©s Ut

guideline to help people evaluate w hether acts are morally right or wrong. Although
these two systems differ in a number of areas, they both start with a group -centered
perspective as opposed to a self-centered one. Good people consider everyone, not just
themselves.

Both Kant and Mill cla im that the reasonableness inherent in their respective systems
should be self-evident to rational people. Further, both believe rational people will
choose to follow these ethical guidelines in all aspects of their lives. In effect, both
theorists link ra tionality with goodness.

(@)  An exclusive reliance on PBE has created four recurring problem for business
ethicists:

® Lack of Ethical Motivation - PBE does not adequately address the issue of
ethical motivation. It is argued that PBE does not provide the moti vation
for ethical behaviour but rather provides what constitutes a moral action.
It | acks motivation which involves
be good or do right things?o0
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(i) The Problem of Generality d The failure of PBE involves its generality.
Neither formalism nor utilitarianism provides the basis for predictable
decisions to specific situations. PBE lacks specificity when applied to
business ethicsd cases. I n other words
persons with concrete solutions to ethical quandaries.

(i) Limited Applicability & The problem with PBE is that both formalism and
utilitarianism have peculiar problems that limit their applicability to
practical situations when we need to make moral decision.

(iv)  Emphasizes Ends rather than Means & PBE involves not so much a
theoretical weakness as a practical deficiency. Business ethics tends to be
predominantly utilitarian, but the modern form of utilitarianism is less
than what Beetham or Mill would accept. Rather than an enlightened
self-interest which disinterestedly accounts for the concerns of all,
utilitarianism has become a Machiavellian calculation of ends apart from
means.

(v)  The problem of adequate understanding - The effectiveness of a
principle is determined by the level of understanding of t he principle.

(b)  The study of Business Ethics is necessary because of the following reasons:

i. To ensure that business are carried out in accordance with ethical
standards.

ii.  Toincrease the normal intensity in business and corporate decisions.

iii. To reduce the incidence of business misconducts and corporate debacles.

iv. To enhance the level of public trust in business organizations.

v. To reduce the negative impact of some sharp business practices in
societies.

vi. To enhance the welfare of stakeholders.

vii. To enhance business profitability in the long -term. (Ethical management
for profitability).

viii. To have an understanding of fundamental principles of business conduct.

ix. To facilitate the production/delivery of goods or services that will be in the
interest of the consumers.

X.  So that the organisation will be able to act in public interest and enhance
the level of public trust in business.

xi. Government will benefit from good business ethics because firms will pay
their taxes in full as and when due.

ﬁ
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xii. Employee(s) will benefit because adherence to ethical behaviours ensures
that workers salaries/entitlements will be paid fully and as and when due.

xiii. Creditors and other stakeholders will also benefit from proper business
conduct because they will be paid according to terms of pa yment agreed
upon. The business will be properly managed and not run aground.

xiv. It will improve the level of fair competition in business and reduce the
incidence of unethical business conduct or sharp practices.

EXAMI NERSd REPORT

The question expects @ndidates to discuss theoretical problems associated with
Principle -based Ethical approach to business and enumerate reasons for studying
Business Ethics.

Most of the candidates displayed poor understanding of the question. They were off
the mark on issues that were expected to be highlighted.

Candidates need to pay more attention to the Sections on Ethics in the syllabus to
improve their performance.

QUESTION 5
€) Creative Accounting

Creative accounting is a term in general use to describe the practice of applying

i nappropriate accounting policies or ente
transactions with the objective of maki ng
appear to disclose a more favourable position, particularly in relation to the

calculation of certain Okeyd ratios, t han woul
commentators believe creative accounting stops short of deliberate fraud, but is

nonetheless undesirable as it is intended to mislead users of financial

statements.

(b) Likely reasons for creative accounting:
I. Performance pressure 8 Companies are often under pressure to perform in

order to meet expectations of their stakeholders and the public at large.
Where such a companyods performance i s no
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management may be under immense pressure to embark on creative
accounting in order to present a better result.

ii.  Competition d The activities of competitors often put enormous pressure on
their peers to perform or out-perform. This was very common in the
Nigerian banking sector before the recent banking crisis. This led to some
banks manipulating their accounts in order to achieve the desired results.

iii. Performance based executive rewards d Where the incentives and bonuses
of executives are based on performance such as meeting profit targets, it
could result in management manipulating financial results.

iv. Business combination d To resist a take over bid or in an attempt to sell the
entity at a higher value than it would have been without creative
accounting.

v. To meet or exceed forecast - This is very common in many countries and it
is now required by the Securities and Exchange Commission in Nigeria that
companies should publish their forecast financial statements. Where the
actual performance is significantly below the forecast ea rlier published,
management may result into creative accounting to meet expectation.

vi To satisfy sharehol der s wh o may
performance.

vii. To manage and sustain share price and minimize volatility.

viii. To meet minimum standards especially regulatory requirements such as
minimum liquidity ratio for banks.

ix. To avoid or reduce tax liability or other levies and regulatory fees.

X.  To attract or woo investors (local or foreign).
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EXAMI NERSd REPORT

The question requires candidates to explai n t he term O0Creative A
discuss the likely reasons for it. Majority of the candidates displayed good
understanding of the question and performed very well.

However, few candidates were unable to differentiate between the reasons for and th e
process of creative accounting.

Candidates are advised to cover all aspects of the syllabus in their preparation for
future examinations.

QUESTION 6

@)
1

l

= =4

T

Usefulness of Ratio Analysis

Performance Measurement: | t parncamce dnds | ndi
near present financial position.

Liquidation/Reorganisation Decisions: It helps in determining whether or not to

liquidate or reorganise a business in form of a business combination, merger,

acquisition or internal reconstruction.

Investment/Divestment Decisions: It guides in investment decisions as to

whether to further invest or divest where such investment is not performing

satisfactorily.

It aids in the construction of a pattern
position.

lthelpsinpredi cting the firmds future perfor man
It facilitates the assessment of the efficiency with which the firm is utilising

assets for income generation.

It helps to determine the ability of the firm to meet its current obligations as

they fall due.

It facili tates inter firm comparison.

(a)(i)) Limitations of Ratio Analysis:

T

T

Comparison of ratios can be misleading unless they are calculated from
financial statements prepared under uniform accounting policies.
Due to impact of inflation, ratios calculated from financial statements prepared
on historic cost basis cannot give a true picture of yearly trends.
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1 Only items that can be measured in monetary terms are included in financial
statements. For instance, non-financial corporate strengths or weaknesses are
not incorporated.

1 For purposes of overall assessment of the financial strength or weakness of a
firm, the fact that there is no ideal ratio makes the task difficult. For example, a
current ratio of less than 2 could be dangerous for many firms, but quit e
acceptable for others.

1 The factors influencing the performance of a firm in one year may change in
another, thus rendering horizontal analysis misleading.

1 The balance sheets prepared at different points in time at static in nature and
therefore cannot gi ve much information about the pre and post balance sheet
events.

1 Incidence of creative accounting can give misleading results.

(b) Megi da Pl cds performance compared with

(i) Liquidity:
The company shows real cause for concern because:

1 Its current and quick ratios are worse than the industry average and are far
below expected level.

1 Current liquidity problems appear to be due to high level of trade creditors and
huge bank overdrafts.

1 High level of stock contributes to the poor qui ck ratio.

1 Debtors collection period is unreasonably long.

1 It takes longer days for Megida Plc to pay its creditors than industry average,
which might damage relationship with suppliers leading to curtailment of
further credit.

(i) Gearing:

Gearing (as measured by debt/equity) is higher than twice the level of the
sectoral/industry average. Whilst this may be an uncomfortable level, it is currently
beneficial to shareholders. The company is making an overall return of 34.6% but
only paying 8% (before tax) interest on its loan stock. The gearing level may
become a serious issue if Megida Plc becomes unable to maintain the finance costs.
The company already has an overdraft and the ability to make further interest
payments could be in doubt.
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Summary

The companyod6s | iquidity and gearing position

If it is to replace its old assets in the near future, it will need to raise finance. With the
current high level of borrowing, this may be a serious problem fort he company.

Workings:

Ratio Unit Industry Average Megida

Pl cdg

Return on Capital Employed (ROCE) % 22.1 16.0
Net Assets Turnover Times 1.8 3.8
Net Profit Margin % 12.5 8.0
Gross Profit Margin % 30 23
Current Ratio Ratio 1.6:1 1.19:1
Quick Ratio Ratio 0.9:1 0.64:1
Stock Holding Period Days 46 54
Debt Collection Period Days 45 48
Creditors Payment Period Days 55 68
Debt to Equity Ratio % 40 90
Dividend Yield % 6 27
Dividend Cover Times 3 1

EXAMI NERSG6 REPORT

The question tests candidates understanding of the uses, limitations, computation and
interpretation of ratio analysis.

Candidates displayed good understanding of the computations but could not correctly
interprete the ratios in comparison to industry average.

Candidates will perform well if they familiarize themselves with the theory and
practice of interpretation of financial statement. They are also advised to study the
basic principles involving computation and interpretation of accounting ratios.
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ICAN/101/V/3

EXAMINATON NO.......ccoioiiiiiimiininiinnns

THE INSTITUTE OF CHRAERED ACCOUNTANTS NBIGERIA

PROFESSIONAL EXAMINATIONAMAY 2010
STRATEGIC FINANCIAL MANAGEMENT

Time allowed 8 3 hours

SECTION A: Attempt All Questions

PART | MULTIPLECHOICE QUESTIONS (20 Marks)
1. The following are in line with good Corporate Governance EXCEPT
A. Tax management
B. Development of long and short term strategic plans
C Adequate investment in human resources
D. Right by the majority shareholders to remove directors t hat fails to
pay dividend
E. Pursuit of wealth maximization objective .
2. Which of the following is NOTa feature of a well functioning Capital Market?
A. Provision of timely and accurate information
B. Provision of liquidity
C. Selective provision of information about securities
D. Possession of good internal and external efficiency
E. Rapid adjustment of estimates of security prices by investors to reflect
their interpretation of the new information received.
3. Which of the following is NOT an area of application of spreadsheet packages

relevant to the financial manager?

mooOw2»

Sensitivity Analysis

OHowandé Analysis
oWh4&atf 6 Anal ysi s
Optimum level Analysis
Quantitative Analysis .
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Which of the following is NOT a factor to be considered in formulating

strategies?

Organizational culture and value system

Protection of top management interests
Organizational competence and resources capabilities
Market share and penetration

Social obligations.

moow>»

If capital is to be rationed for a period of more than one year, the appropriate

technique for investment decision is

profitability index

net present value
linear programming
internal rate of return
cost benefit analysis.

moow>»

Probability -tree analysis is best used when cashflows are expected to be

A. known with certainty

B. independent of previous periods cashflows
C. risk free

D. related to the cashflows in previous periods
E. unknown.

A restriction imposed on a borrower by a lender is referred to as

A. covenant

B. fixed charge

C. accord

D. pledge

E. floating charge .
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The following information relates to questions 8 and 9. The income statement of Cotton
Plc for the end of year 2009 is

NOOOO NOOOO
Sales 1,800
Less: Variable costs 720
Fixed cost 480
1,200

Profit before interest and tax 600
Less: Interest on Debenture 200
Profit before tax 400
Less company tax @ 30% 120
Profit after ta x 280
8. Compute the Companyds financi al |l ever age

A. 1.8

B. 1.5

C. 3.8

D. 0.9

E. 2.7
0. What is the Companyod6s operating | everage?

A. 3.8

B. 1.5

C. 1.8

D. 2.7

E. 0.9

10.  Which of the following is NOTan assumption that und erlies an efficient capital

market?

A. Investors adjust their estimates of security prices slowly to reflect their
interpretation of the new information received

B. Expected return implicitly include srisk in the price of the security

C. New information comes to the market in a random fashion
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12.

13.

14.

PATHFINDER

D.

E.

A large number of profit -maximizing participants analyze and value
securities independent of each other
The timing of news announcement is independent .

The Hficient Market Hypothesis (EMH) assumesthat

moow>

there are no transaction costs

there is perfect foresight

there are no levies

there are no taxes

the successive price changes are independent.

In relation to working capital, risk means that there is jeopardy to the firm for
not maintaining sufficient current assets to

A.

meet its cash obligations before they occur and take advantage of
prompt payment discounts

meet its cash obligations as they occur and support the proper level of
sales

keep current and acid -test ratio s at or above industry norms

support the proper level of sales and take prompt payment discounts
keep current and acid -test ratios below industry norms .

Receiving a required inventory item at the exact time needed describes the term

moow>

Tatal Quality Management

Program Evaluation and Review Technique
Economic Order Quantity

Just-In-Time

Automated Teller Machine.

If the market price per share of company X is M90 while that of company Y is
N60, given that compan y X offers three quarters of its shares for Y, what is the
ratio of exchange in value terms?

mooOw>»

1.000
1.500
1.125
0.667
1.250
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16.

17.

18.

PATHFINDER

Economies d scale, market share dominance and technological advances are
reasons most likely to justify a

moow2»

strategic acquisition
divestiture

two-tier tender offer
shark repellant
financial acquisition .

Which of the following factors does not create problem of financing Small and
Medium Scale Enterprises?

moow>»

Poor management

Inefficiency

Low business credibility

High risk of failure

Little access to new technology.

Which of the following is NOTan objective of the Small and Medium Enterprises
Investment Scheme?

A.

B.

Provision of financia | advisory, technical and managerial support to the
entrepreneurs.

Stimulation of economic growth, development of local technology and
generation of job opportunities

Facilitation of the flow of funds for the establishment of new Small a nd
Medium Scale Enterprises projects, reactivation, expansion and
modernization or restructuring of on -going projects

Administration of micro -credit programmes of government and high
net-worth individuals

Elimination of the burden o f interest and other financial charges for the
entrepreneurs.

The International financial institution that assists developing countries by
providing funds for long -term developmental programmes for the benefits of
the citizens of those countries is the

A.
B.
C.

African Export-Import Bank
World Bank Group
Bank for International Settlement
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20.

PATHFINDER

D.
E.

Paris Club
London Club.

The following are categories of risk coverage of the Multilateral Investment
Guarantee Agency EXCEPT

OO0 wp

m

Risk resulting from armed conflict or civil unrest

Repudiation of contracts with investors by government

Risk resulting from domestic business transaction

Transfer risk emanating from host
conversion and transfer

Risk of loss resulting from legislative or administrative actions and
omissions of host government

Which of the following is NOTa special borrowing facility at the International
Monetary Fund?

moow>»

Ecology Fund

Infrastructural Development loan/grant
Deficit balance of payment/Trade Financing
Domestic loan Financing

Special Capital Project Financing.
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PART 116 SHORT ANSWER QUESTION&O MARKS)

1. The fiduciary responsibility of corporate directors and officers towards a
company which states that a fiduciary must act in accordance with the interests
of the beneficiary, is known as eeeéeeéeeéé
2. The mar ket price of a firmds shareket epr esce

participants place on the company.

3. The process of developing detailed, short-term decisions about what is to be
done, who is to do it, and how it is to be done is the responsibility of the
€ééé.. management .

4. The electronic worksheet that can be used for a variety of tasks and applications

is the eééeééeeéee.

5. The selection of the combination of investment proposals that provides the
highest net present value, subject to the budget constraint for the period is the

//////////

6 The technique of analyzing alternative sequential decisions and possible
outcome from them is known as ééeéeééeéeé.
7. The optimal capital structure for a firm is that for which the overall cost of

,,,,,,,

8 While preference share has prior claim on income and a ssets, ordinary share
hasé e ééééé. . <cl ai m.

9. The following information relates to Game Plc
EPS = 40 kobo

Market Price per Share = 110 kobo
Dividend Yield (DY)=5 %

What is GameP| c ds dcover?dend

10. The theory which states that future patterns of share prices are a repetition of
the same pattern of price movements which have occurred in the past is known

////////

aseeeeeeece
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12.

13.

14.

15.

16.

17.

18.

19.

20.

PATHFINDER

The implication of Efficient Market Hypothesis (EMH) is that the time at whic h

,,,,,,,,,

7

news hares are issued i s éééeéeééceecéé.

Holding cash for the purpose of taking advantage of discounts or investments

"""

opportunity is called €ée€ééééé. motive.

The expression:
Re-order level - (Average Usage x Average Lead Time

""""

isusedtocalculate é é é é é é é.

s 7z 7z oz

Y4

Merging with an unrelated companyi s r ef erred t o nmegeréeeééeeée.

Conversion of a subsidiary to a company in which the shares of the company are

i ssued to the parent company i s

known

Retained earnings are the easiest source of funds to a small firm because the

firm has no accessto é é é é .

A major setback in the use of Accounting Rate of Return investment appraisal

////////

//////

me mber countries i s éeéeéécée

The institution established to act as arbiter in the settlement of transactions
emanating from the services of Central Banks and International oriented

//////////

Which International Institution is established to provide financial support to the
less developed countries that cannot borrow on conventional terms due to debt

servicing costs?
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SECTION B ANSWER QUESTIOBINEAND ANY OTHER THRE0 Marks)
QUESTION * CASE STUDY

GOODYGOODY PLC

Goody-GoodyPlc is a fast growing profitable company situated in a commercial city in
the southern part of the country. It specializes in the manufacture and distribution of
water reservoirs. The management of GoodyGoody Plc has just identified a niche
market in certain northern cities requiring a particular size of reservoir not currently
manufactured by the company.

The companyds current facilities c ad mizet
reservoir, and it is impera tive to buy a new machinery. Acquisition and installation
will cost M18million over the next 2 years, N9million in each year. Expected cash
inflows associated with the project from year 3 to 8 are N2.8million, #&3.8million,
N6.5million, N6.2million, M5milli on and N1.5million respectively.

If the project is successful the company has an option to invest additional 15 million
to secure a wider market at the end of year 5. The probability of success is 60 percent
with an expected incremental cash flow from y ear 6 to 10 as follows:

Incremental Cash flow Probability
(N6 m)
8.0 0.5
54 0.5

However, if not successful the company will not invest the #&15million and there will
be no expected incremental cashflows. The required rate of return of Goody-Goody plc
is 10 per cent.

You are required to determine:
(@) the net present value of the initial project and comment on its acceptability.

(5 Marks)
(b)  the worth of the project if the option to expand is considered. Comment on its
acceptability. (10 Marks)

(Total 15 Marks)
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QUESTION 2

0Good Corporate Governance can help manage

the stakeholders of an organization .6

In the context of the statement above, you are required to:

(@)  define Corporate Governance (2 Marks)

(b) state FOURkey elements in Corporate Governance aimed at controlling the
ability of the direct ors to promote their own interest and ensure adequate

disclosure of their activities. (4 Marks)
(c) list SIXareas covered by the code of good Corporate Governance practice.
(6 Marks)

(d) list THREEmMain characteristics of Decision Support System (DSS) (3 Marks)
(Total 15 Marks)

QUESTION 3
@) List the THREEorms of capital market efficiency (3 Marks)
(b) A valued client of your stock broking firm has asked for your advice on his

investment portfolio. Details of his securities in the stock market (which is
regarded as efficient) with the associated risk characteristics are given below:

SECURITIES
X Y z
Standard deviation (%) 5 15 14
Correlation coefficient (%) 80 40 60
Proportion of amount invested (%) 30 30 40

The expected return on shares in general and on the basis of past return and
inflationary expectation was estimated to be 20%. It is expected that the risk premium
will be about 5%. The risk of the market as measured by its standa rd deviation is 8%.
All the three securities lie on the Securities Market Line (SML).
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You are required to prepare the following computations for a discussion with your
client, as a prelude to your advice :

0] The expected portfolio return (8 Marks)
(i) The risk of the portfolio (4 Marks)
(Total 15 Marks)

QUESTION 4

(@) In relation to cash management, state THREEunctions of the Treasury Manager
in an organization. (3 Marks)

(b)  List FOURsymptoms of overtrading. (4 Marks)

(c) Extracts from the financial statements of TERMAGre given below:

N
Sales 5,000,000
Cost of sales 4,200,000
Purchases 2,800,000
Raw materials 700,000
Work in progress 350,000
Finished Goods stock 800,000
Debtors 602,500
Creditors 420,000

Assuming that all sales and purchases are on credit and a year of 365days, you are
required to calculate the length of the cash operating cycle of the company. (8 Marks)
(Total 15 Marks)

QUESTION 5

Beta Plc made an offer of 1 of its ordinary shares for every 2 shares in Ocean Plc on 5

June 2009. If the offer was successful Beta will use Oceand s di stri bution f a
expand its sales of fertilizers to farmers and this would result in an increased cash flow
of N4.5million per year aftertax. Betabs f i nanci al a n thé camtdlizeed st i mat

value of the cash flow is N45 million.
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Extract from the accounts of the two companies are given below.

BALANCE SHEET AS AT 31 DECEMBER 2008

Beta Plc Ocean Plc
NO m NO m
Fixed Assets 750 360
Current Assets 900 210
Less current liabilities (600) (210)
Total assets less curr. Liabilities 1,050 360
Less long term loans (300) (180)
750 180
Issued share capital and reserves:
Share capital
N1 each - 150
50k each 300 -
Reserves 450 30
750 180
Note: Current Assets include stock of 300 150

Income statement for the year ended 31/12/2008

NO m NO m
Profit after taxation 150 30
Dividends 60 21
Retained Profit 90 9

Price per share of Beta Plc is N5 while that of O cean Plc is N2.
You are required to:

(@) calculate the price earning s ratios of Beta Plc and Ocean Plc before the Merger.

(3 Marks)
(b)  determine what the price earning s ratio of the group will be if the value of Beta
Pl c6s shares increases by 50k af(4Maks)t he me

(c) calculate the market capitalization of Beta Plc after the merger assuming that
the stock market is rational and that there are no events other than those w hich
would influence the share price. Ignore the 50k increase in Beta Pl c6s shar e
price mentioned in (b) above. (3 Marks)

ﬁ
PROFESSIONAL EXAMINATION Il T MAY 2010



PATHFINDER

(d) calculate the net dividend income the holder of 1 share in O cean Plc would
receive before and after the merger assuming that Beta maintain s the same

dividend per share as before the merger. (5 Marks)
(Total 15 Marks)

QUESTION 6
@) In relation to overseas investment decision , distinguish between Foreign Direct
Investment and Foreign Portfolio Investment . (4 Marks)
(b) I. List the THREBENstitutions that make up the World Bank Group.
(3 Marks)
il. State the THREEODjectives of setting up the World Bank . (3 Marks)

(c) List FIVEspecial borrowing facilities at the International Monetary Fund (IMF).
(5 Marks)
(Total 15 Marks)
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SOLUTIONS TO SECTION A

PART 1- MULTIPLE CHOICE QUESTIONS
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TUTORIALS
8. PBIT _ 600 _ L5
PBT 400
9 CONTRIBUTON _ 1800000- 720000 _ 1080000 _ 1.80
' EBIT 600000 600000 '
OR VARIABLECGBT _ 720000 _ 1.80
PBT 400000
14. §x 0 _ 210 1.125
4" 60 240

EXAMI NERS3 REPORT

The questions test

candi d adtsektlie sylabus.wl ed g e

Virtually all the candidates attempted the questions and performance was average.
Some of the candidates showed good understanding of the questions while some had
problems in proffering appropriate solutions.

Candidates are advised to ensure adequate coverage of the syllabus for better

performance.
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PART Il - SHORT ANSWER QUESTIONS

1. Agency relationship or Loyalty

2. Value

3. Middle level

4, Spread sheet package

5. Capital rationing

6. Decision tree or Probability tree

7. Minimum or Lowest

8. Residual

9. 7.27 times

10.  Chartist or Technical

11. Immaterial or Irrelevant or Not important

12.  Speculative

13.  Minimum stock level or Safety stock or Buffer stock
14.  Conglomerate

15.  Spin-off

16.  Capital market or Bank lo an

17.  Ignoring the time value of money

18.  The International Monetary Fund (IMF)

19.  Bank for International Settlement

20. International Development Association (IDA).
TUTORIAL

9. Dividend cover = EPS 40 40

DYXMV ~ 0.05x110  5.50

= 7.27 times
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EXAMI NERSd REPORT

The questions test candidatesd knowledge of

Almost all the candidates attempted the questions but performance was below
average. Many of the candidates did not have a good understanding of some of the
guestions hence gave wrong answers or failed to answer them.

Candidates are advised to read wide and in-depth when preparing for the
examinations of the Institute for better result.
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SOLUTIONS TO SECTION B

QUESTION B CASE STUDY

(a GOODYGOODY PLC
Computation of NPV of the initial project

Year Cash flow DF PV
NOOC 10% NOOOOC
(9,000) 0.9091 (8,181.90)
(9,000) 0.8264 (7,437.60)
2,800 0.7513 2,103.64
3,800 0.6830 2,595.40
6,500 0.6209 4,035.85
6,200 0.5645  3,499.90
5,000 0.5132 2,566.00
1,500 0.4665 699.75
(118.96)

O~NO OIS WN P

Comment: The project should not be undertaken because it has a negative NPV of
N118,960

(b) Incremental Cash Flow

Incremental cash flow Probability Expected value
MO m - MO m
8.0 0.5 4.0
5.4 0.5 2.7
6.7
Year Outflow Inflow Net flow DF PV
NOOO(NOODO NOOOO 10% NG OOQC
6 (15,000) 6,700 (8,300) 0.5645 (4,685.35)
7 6,700 6,700 0.5132 3,438.44
8 6,700 6,700 0.4665 3,125.55
9 6,700 6,700 0.4241 2,841.47
10 6,700 6,700 0.3856 2,583.52
7,303.63
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If the probability of success is 60 per cent, then the

NPV = 0.60 x N7,303,630 = #4,382,180

Since the initial proj ect 0sNLIBOEO), thanthsaverdll v al ue
projectds net present value wil/ be:

N4,382,180 0 N118,960
= N4,263,220

From the calculations, investing an additional #15 million brings ab out a positive NPV
which wipes out the negative NPV of the initial project. Therefore, the additional N15
million and the incremental expected cash flows are worthwhile hence the option to
expand is recommended if the project is to be embarked upon.

EXAM NERS3d REPORT

The question tests candidatesdd knowledge of
capital investment decisions aspect of the syllabus.

Almost all the candidates attempted the question but most of them understood only
the part (a) of the ques tion and demonstrated lack of understanding of the (b) part,
hence performance was poor.

Candidatesd commonest pitfalls were their ina
flows (inflows and outflows). Some candidates also failed to apply or use the given

probability in the question which will enable them to arrive at the expected value of

the cash inflow.

Candidates are advised to take time to read, understand and interprete questions
appropriately and note the specific requirements before attempti ng them.

QUESTION 2

€) Corporate Governance as defined by Dayton (1984) is the process, structures
and relationship through which the Board of Directors oversees what the
executives do to achieve the objective of the company.

It is the system by which companies are directed and managed in the best
interest of the owners and other stakeholders. It refers to the role of the Board

ﬁ
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of Directors, executives and non-executives, shareholders right and to other
action taken by shareholders to influence corpora te decisions.

Key elements in Corporate Governance aimed at controlling the ability of the
directors to promote their own interest and ensure adequate disclosure of their
activities include:

® Allowance for a review of audit regulations, corporate disc losure
framewor k and sharehol der 0s participat
accountability and transparency of C 0 My
regulation, best ethical practices, consumer protection and so on.

(i) Appointment of Audit Committee. This is to assist the Board of Directors
in managing the accuracy and integrity of the financial statements of the
company by making sure that the statements comply with the legal and
regul atory requirements and the effici
audit function s.

(i)  Existence of a managerial system which promotes creative
entrepreneurship.

(iv)  Enhanced overall performance through good supervision and
management within set best practice guidelines.

(V) Maximisation of corporate value through enhancement of transparency
and efficiency.

(vi)  Prevention of fraudulent practices through the mechanisms designed by
the Board and management.

(vii)  Prevention of exploitation of investors by the managers.
(viii)  Ensuring that the suppliers of finance to companies have their rewards.

(ix) Provisionofa fr amework for the pursuit of th
an ethical and effective way to safeguard against misuse of all resources.

ﬁ
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PATHFINDER

Areas covered by the code of good Corporate Governance practice include:

® The independent directors.

(i) Structuring the Board to add value.

(i)  Promoting ethical and responsible decision making.
(iv)  Laying solid foundation for management.

(v) Recognising and managing risk.

(vi)  Encouraging enhanced performance evaluation.
(vii)  Recognising the legitimate interest of stakeholders.
(viii)  Remunerating fairly and responsibly.

(ix)  Respecting the rights of shareholders.

(x) Safeguarding the integrity of financial reporting, and

(xi)  Adherence to the corporate governance code of conduct for company
directors published under the aegis of Securities and Exchange
Commission (SEC).

Characteristics of Decision Support System (DSS) include:

® It is an information system used by senior managers to carry out analysis
of specific problems, opportunity and threats. It provides support but
neither repl ac e sdgambné nomyaonide gpeedetersnined u
solutions.

(i) It is an information system that combines data, analytical tools and
models to support semi-structured and unstructured decision making.

(i) It allows for interactive enquiries and responses between financial
managers and the system, thereby enhancing problem solving process.

(iv) It is intended to provide a wide range of alternative information
gathering and analytical tools with a major emphasis on flexibility and
user friendliness. There are no predetermined soluti ons or reporting
formats.

(V) Information is produced by analytical modelling of financial data.

ﬁ
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EXAMI NERSd REPORT

The question tests candidatesd knowledge of t
corporate governance. It a ling of DdcisiantSappocta ndi da
Systems (DSS).

Many candidates attempted the question but performance was poor. Most of them

performed well in part (a) of the question but did not quite understand the

requirements of parts (b) and (c) hence the interchange of s ome requirements of part

(b) with those of part (c). Al so, candi dat es
result, most of them avoided the question and those who attempted it, gave wrong

answers.

Candi datesd® commonest pi asftheeirihabilityrnto differaniae ( b) ar
between the code and the key elements of corporate governance. However, their

commonest pitfall in part (d) of the question was their inadequate knowledge of

Information Technology (IT).

Candidates are advised to study extensively and understand the questions before

attempting them. They should also endeavour to improve their knowledge of
Information Technology (IT) as it is an important aspect of the syllabus.

QUESTION 3

(@)  The three forms of capital market efficie ncy are:
® Weak form
(i) Semi-strong form and
(i)  Strong form.

(b) i Calculation of beta factors for each of the security:

sSxx Cox = Standard deviation x Correlation coefficient
sm Market standard deviation
Security:
X = 0.05x0.8 = 0.5
0.08
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Y = 0.15x04 = 0.75
0.08

Z = 0.14x06 = 1.05
0.08

Expected Return for each security

= E(R) = R+ b (R, 0R)

where: E(R) is expected return on the security
R is the risk-free return
R, is the expected market return
b is the beta (risk) of the security

X = 15% + 0.5 (2867 18%7)5%
Y = 15% + 0.75 (207 1875%6
Z = 15% + 1.05 (207 20525%¢6

Expected return on the portfolio is derived from the following formula.

ER) = W,ER) +W,ER) +W, E(R)

where: X, Y, and Z are the securities
E(R) is the expected return on portfolio
E(R) is the expected return of security X and
W, is the proportion of the available investment funds invested in
security X.

Therefore the expected return on the portfolio using the above formula is:
(0.3 x17.50)% + (0.3 x 18.75)% + (0.4 x 20.25)%

= 5.250% + 5.625% + 8.100%

= 18.975% = 19%

(i) The risk of the portfolio is the addition of the Beta factor for each security X
proportion of the available investment funds invested in each security

ﬁ
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i.e b, = b, xW+ b, xW,+ b,xW,

which is:

(0.5x0.3) +(0.75x 0.3) + (1.05 x 0.4)
0.150 + 0.225 + 0.420

0.795

79.5% = 80%.

Determination of R;

R, OR = Premium
ie. 0.200R = 0.05
TR = 0.05060.20
R = 0.15
= 15%

EXAMI NERSd REPORT

The question tests candidatesd knowledge of
reference to Capital Asset Pricing Model (CAPM) and Efficient Market Hypothesis
(EMH).

Few candidates attempted the question and performance was poor. Some candidates
that attempted the question got the formula right and therefore did well. The
remaining candidates performed poorly.

Candi datesd® commonest pitfalls wghtandwherei r i na
they are able to state the formula correctly, they were unable to interprete and
identify the figures to use in solving the problems.

Candidates are advised to read wide andin-dept h for the I nstitutecd
They should also endeavour to understand the principles involved in the interpretation
of formulae.
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QUESTION 4
@) Functions of the Treasury Manager in relation to cash management include:

0] Cash planning. This is achieved through the preparation of cash
budgets.

(i) Management of cash flows through the management of cash collections
and disbursements. This is achieved by acceleration of cash collection
and control of disbursements.

(i)  Maintaining a sound cash position through determination of the
optimum cash balance by ma tching the cost of excess cash and danger of
cash deficiency.

(iv)  Investing surplus cash in marketable securities or short term investment
opportunities to earn profits. This is done through the selection of
investment opportunities taking into consideration the safety, maturity
and marketability of the investment.

(V) Banking and custody of cash.
(b) Symptoms of overtrading include:
® Rapid growth in turnover (sales).

(i) Rapid increase in the volume of current assets and possibly fixed assets.
High stock turnover and low average collection period which means that
the rate of increase in stocks and debtors would be greater than the rate
of increase in sales.

(i) I'ncrease in assets financed by a small
(e.g. retained profits) while most increases are financed by trade
creditors (repayment period to creditors become much slower ).

(iv)  Substantial increase in overhead costs resulting in a fall in net profit
margins.
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(V) Decline in gross profit ratio as a result of higher purchase costs .

(vi)  Major decline in the debt and liquidity ratios, e.g.

- Decline in the ratio of working capital to sales
- Decline in the ratio of debtors to trade creditors
- Decline in the current and acid test ratios

(vii)  Bank overdrafts reach or exceed the limit of the faci lities agreed with the
banker.

(c) Calculation of the length of the cash operating cycle

0] Raw material stock turnover period

= Average stock of raw materials x 365 days = 700,000 x 365 days
Purchases 1 2,800,000 1
= 91.25 days = 91 days
(i) Work-in-progress stock turnover period
= Work-in-progress x 365 days = 350,000 x 365 days
Cost of goods sold 1 4,200,000 1

= 30.42 days =30 days
(i)  Finished goods stock turnover period

= Finished goods stock x 365 days = 800,000 x 365 days
Cost of goods sold 1 4,200,000 1
= 69.52 days = 70 days
(ivy, Debtorsd collection period
= Debtors x 365 days = 602,500 x 365 days
Sales 1 5,000,000 1

= 43.98 days = 44 days

(V) Creditorsd payment period
= Creditors x 365 days = 420,000 x 365 days
Purchases 1 2,800,000 1
= 54.75 days =55 days

ﬁ
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Therefore, the length of the cash
Operating cycle = 180.42 days = 180 days

EXAMI NERSd REPORT

The question tests candidatesd knowledge of
with respect to cash manage knewlddge of ovettradiag so t es
and calculation of cash operating cycle.

Most of the candidates attempted the question and performance was fair. The (c) part
of the question was well understood by many candidates. However, in part (a),
candidates failed to li mit themselves to the question asked and therefore performed
poorly while the (b) part was not well attempted.

The commonest pitfall of the few candidates that performed poorly in part (c) of the
guestion was their inability to get the correct formula to use in calculating the
operating cycle for each of the working capital item. However, their commonest pitfall
in part (a) of the question was their inability to differentiate between the cash
management functions of the treasury manager and his general fu nctions while the
(b) part was not well understood by most of the candidates.

Candidates are advised to take time to read, understand and interprete questions

appropriately and note the specific requirements to ensure that they answer questions
correctly.

QUESTION 5
BETA AND OCEAN PLC

@) Price Earnings, P/E ratio computation before merger:

Beta Plc Ocean Plc
NO m NO m
EPS= PAT = 150 =0.25 30 = 0.2
o of shares 600 150
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P/E ratio = _Share price = N5 N2
EPS NO0.25 NO0.20
= 20 times =10 times

P/E ratio computation for the group after merger

P/E ratio = Share Price Total market value
Earnings Per Share, Total Earnings
EPS = Total Earnings

No of shares

No of shares = (600 + 75)m = 675 million shares.

Total earnings NO m

Beta 150.0

Ocean 30.0

Increased cash flow 4.5
184.5

Therefore EPS = 184,500,000 = N0.27
675,000,000

If EPS = N0.27 and

Share price = N5.50 (given)

Then, the Price Earning (P/E) Ratio of the group would be:

N5.50 = 20.37 times

0.27
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(c) Calculation of market capitalisation of Beta Plc (after merger)

Mmillion
Capitalisation of Beta Plc (pre-merger)
= 600m x N5.0 = 3,000
Capitalisation of Ocean PlIc (pre-merger)
= 150m x N2.0 = 300
Value of merger benefit (given) = 45
Therefore, capitalisation of group after merger = 3,345

(d)  Calculation of dividend income of the holder of 1 share in Ocean Plc before and
after merger assuming Beta maintains the same dividend per share as before
the merger.

Dividend per share (DPS) of holder of 1 share in Ocean PIc:

Before merger:

DPS = 21,000,000
150,000,000

N0.14

After merger: assuming Beta Plc maintains the same dividend per share as before the
merger:

DPS = 60,000,000
600,000,000
= N0.10
Therefore, a holder of 1 share in Ocean Plc will now get 10k +2 = 5k since the ratio of
offer is 2:1.

Comment

The shareholders of Ocean Plc would be losing 9k, thatis, ( 1 4k T 5k) on each
shareholding since they were earning 14k on each holding, before the merger.

ﬁ

PROFESSIONAL EXAMINATION Il T MAY 2010



PATHFINDER

EXAMI NERSd REPORT

The question tests candidatesd knowledge of
emphasis on evaluation of financial performance of merged companies.

Most candidates attempted the question and performance was above average.
Candidates had fair knowledge of the question. They performed well in part (a) of the
guestion while parts (b) and (d) were fairly attempted but they displaye d a very poor
understanding of part (c).

Candidatesd® commonest pitfalls in answering
depth knowledge of the principles involved in mergers and acquisitions; and their

inability to sift and properly obtain the correct figures to use for the calculations

demanded in the questions.

Candidates are advised to ensure adequate coverage of all sections of the syllabus and
note the specific requirements of a question before attempting it.

QUESTION 6

(@) Foreign Direct Investment (FDI) refers to a lasting interest in an enterprise in
another economy where the investords purpoa
the management of the enterprise. Such direct investment usually involves
acquisition of a controlling interest in an overseas branch or subsidiary. Firms
which invest overseas are examples of multinational corporations.

On the other hand, Foreign Portfolio Investment (FPI) refers to participation in
overseas investment without any control over the running of the business. It
involves the purchase of shares or loan stock in an overseas business
organisation.

(b)(i) The three financial institutions that make up the World Bank Group are:

* The International Bank for Reconstruction and Development (IBRD);
* The International Development Association (IDA) and
* The International Finance Corporation (IFC).
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(i) The objectives of setting up the World Bank include:

1 Assisting in the reconstruction and development of the territories of
members by facilit ating investment of capital for productive purposes.

1 Promoting long -range balanced growth of International trade and the
maintenance of equilibrium in the balance of payments by encouraging
international investment for the development of the productive re sources
of member countries.

1 Ensuring, in so far as it makes or guarantees loans, that the most urgent
needs are satisfied first.

(c) The special borrowing facilities at the International Monetary Fund (IMF)
include:

M Ecology Fund

(i) Infrastructural Develo pment loan/grant

(i) Deficit balance of payment/Trade Financing
(iv)  Budget Deficit Financing

(v) Special Capital Project Financing.

EXAMI NERSd REPORT

The question tests candidatesd knowledge of i
emphasis on the major international financial institutions such as the World Bank

Group, | MF, ADB and so on. It also tests cart
Investment (FDI) and Foreign Portfolio Investment (FPI).

Many candidates attempted the question but per formance was below average.
Candidatesd® understanding of the question, pa
while the part (c) of the question was fairly attempted.

Candidatesd commonest pitfall i n-updarstandinga) of
of the meaning of Foreign Direct Investment (FDI) and Foreign Portfolio Investment

(FPI). They were therefore unable to define the two types of Foreign investments. In

part (b) of the question, candidates were unable to list the three institutions th at made

up the World Bank Group.

Candidates are advised to always cover the syllabus adequately for better result. They
should also give consideration to International Finance in their preparations.
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ICAN/ EXAMINATION NO........ccoiniiiinnininiinins

THE INSTITUTE OF CHRAERED ACCOUNTANTB NIGERIA
PROFESSIONAEXAMINATIONI 6 MAY 2010
ADVANCED TAXATION

Time allowed & 3 hours
SECTION A: Attempt All Questions

PART | MULTIPLECHOICE QUESTIONS (20 Marks)

1. Which ONE of the following det ails is disclosed in the Tax Clearance Certificate
of a limited liability company?

A. Total profit
B. Tax withheld
C. Tax paid
D. Total expenses
E. Adjusted profit.
2. What is the expiry date of an unrestricted Tax Clearance Certificate?
A. 31% August of the year of issue
B. 30" September of the year of issue
C. 31° December of the year of issue
D. 30™ November of the year of issue
E. 31° October of the year of issue.
3. Why are penalties imposed by tax authorities?
A. To punish tax payers
B. To encourage prompt collection of taxe s
C. To discourage collection of taxes
D. To punish tax defaulters
E. To punish tax payers.
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Which ONEof the following does a Tax Clearance Certificate show?

The date of issue

The names of the directors

The names of the shareholders

The date of appointment of the directors
The date of change in accounting date.

moow»

In which ONEof the following services does an oil service company engage?

Seismic survey

Systemic survey
Systematic survey

Systems survey

Systems review and survey.

moow>»

Which one of the following is not included in the chargeable profit of a
petroleum company?

Proceeds of sale of chargeable oil sold by the company in that period
Value of all chargeable oil disposed of by the company in that period
Value of chargeable natural gas

All income incidental to and arising from anyone or more of its petroleum
operations

E. Cost of extraction of oil.

00w

Which one of the following represents the assessable profit of a company for
any accounting period under Petroleum Profits Tax Act CAP P13 LFN 20047

A. Adjusted profit after adjusting for capital allowances of the current
period
B. Adjusted profit after adjusting for balancing allowances and previous

years losses

Adjusted profit after adjusting for losses and balancing charges

Adjusted profit after adjusting for losses and capital allowances
Adjusted profit after adjusting for losses from previous accounting
periods.

ﬁ
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What is chargeable profit under Petroleum Profits Tax Act CAP P13 LFN 20047

Assessable profit less the capital allowances and balancing allowan ce
Assessable profit less the balancing allowance

Assessable profit less the capital allowances allowed by the Act
Assessable profit less the losses for the previous period

Assessable Profit after deduction of allowance expenses.

moow>

What is the accounting period for all companies engaged in petroleum
operations?

A period from 1 August to 31 July of the same year

A period from 1 September to 31 August of the same year

A period of one year preceding the year of operation

A period of one year from 1 January to 31 December of the same year

A period of one year from the date a company first makes a sale of bulk
disposal of chargeable oil.

moow>

Which ONE of the following determines a dispute as to the date of the first sale
of chargeable oil?

Federal Inland Revenue Service Board
Joint Tax Board

Department of Petroleum Resources
Director of Petroleum Resources
Director of Petroleum services.

moow»

Which ONEof the following is to kept by a vatable person?

Creditors ledger
Sales Day Book
Debtors ledger
Nominal led ger
Payroll.

moow>
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15.
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Which of the following is VAT exempt?

moow>

Computers

Motor vehicles

Books and educational materials
Shredding machines

Cement.

Which ONEof the following, under Capital Gains Tax, are connected persons?

moow>»

Spouse of the person making the disposal
Trustee of a unit trust

A Partnership

A company

A legal practitioner.

Which ONE of the following is not a case of computing chargeable gains using
open market values?

moowp

Assets transferred to trustees by the settler

Termination of a life inte rest in a settlement

Where transaction is between connected person
Transactions were not done
Transactions done at ar msaod

at ar ms o
l engt h.

Which ONE of the following is not ground for which a pioneer certificate can be

revoked?

A. Where there is no contravention of the provisions of the Act governing
pioneer industries

B. Where production day is less than one year

C. When qualifying expenditure is more than 50,000 for an indigenous
controlled company

D. Where qualifying expenditure is less than &150,000 for company not
indigenously controlled

E. Where there is an application from the pioneer company.
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17.

18.

19.
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Which ONEof the following does not qualify as a pioneer industry?

The Manufacture of motor vehicles

The Manufacture of salt

The Manufacture of iron and steel

The Manufacture of glass and glassware
The Manufacture of pharmaceuticals.

moow>

How is the fine paid by a company on behalf of a drunken driver treated for
drunk driving in computing adjusted profit?

A Allowable expense

B. Non allowable expense
C. Partly all owable expense
D Relief allowable expense
E Non reliable expense.

When are monies received after cessation of business deemed to have been

On the last day before the cessation occurred
On the day of the cessation

On the day such monies were collected

On the day such monies were banked

On the day such monies were received for.

moowp

XYZ Ltd paid®&300,000 as its tax liability for 2008 year of assessment. What is
the adjusted profits assuming a tax rate of 30%7?

A. ~1,200,000
B. 1,100,000
C. #~1,000,000
D. & 900,000
E. N 800,000

ﬁ
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The adjusted profit of a company is #6,000,000, if the Depreciation not included

in the adjusted profitis 300,000, what is the new adjusted profit?

A. 6,300,000
B. 5,700,000
C. 5,700,300
D. 6,600,000
E. #6,300,500

ﬁ
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PART Il: SHORT ANSWER QUESTIONS (20 Marks)

10.

11.

12.

13.

14.

What is an Original Assessment?..............ccccevvunnnnn.

The information circulars or departmental instructions, issued by the Federal
|l nl and Revenue Service Board are for ééeeé

What is the maximum period covered by a Tax Audit?

Minimum Tax applies to companies that have been in business for
eééeé.years and beyond.

How will the profits of a non -resident company carrying on the business of
shipping in and outside Nigeria be taxed?

Tax can be ééééééeeéby converting sole pr
liability company.

What do you mean in taxation when you say an expense is an allowable
deduction?

How will you determine the assessable profit for the third year of assessment
under commencement provisions?

Eru Nigeria Limited paid #6,000,000 in a given year as company tax. What was
the total profit using a tax rate of 30%?

Why is Value Added Tax (VAT) described as an indirect tax?
What is the penalty for failure t o collect VAT under the VAT law?

Dividend distributed by wunit trust are pro

In which way is Investment Allowance in Petroleum Profit Tax Act Cap P13 LFN
2004 similar to Initial Allowance under Companies Income Tax Act Cap C21 LFN
20047

What is the tax holiday granted as an incentive to companies engaged in
downstream sector in the gas industry?

ﬁ
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16.

17.

18.

19.

20.

PATHFINDER

Dividends distributed during the tax holiday period by companies engaged in

the downstream sector of the gas industry and where the investment is in

foreign currency attract an incentive. What is this incentive?

Petroleum profits are assessed to tax oneéeé
Allnon-pr oductive rents incurred by a company
Sec.11 of Petroleum Profits Tax Act Ca P13 LFN 2004 as amended provides that

gi fts and donations ar e not ééin ascertai
petroleum company.

What is paid to confer legal approval on an instrument of apprenticeship?

Who is empowered by law to appoint the Stat e Commissioner for Stamp Duties?
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SECTION B ANSWER QUESTION ONE AND ANY OTHER THREE (60 Marks)
QUESTION 1 - CASE STUDY
You have been invited by a Club of young Nigerian Business Executives to give a talk

on the topi @ @commewdeing business in Nigeria a

Your talk is expected to address the following i ssues with emphasis on the tax
implications of each:

€) Legal form of the proposed business:

0] Registering as a Business Name
(i) Registering the business as a Partnership
(iii) Incorporating a Limited Liability Company.

(b) How the profits of the business will be taxed on commencement.
(c) How the profits of the business will be taxed on cessation.
(d)  Options of election by a Taxpayer and Revenue.

Note: Your talk should be presented in a Report format to the Club. (15 Marks)
QUESTION 2

Empire Nigeria Limited is owned by Nigerians and has been in business since year
2003. The results of the company as at 31 December 2008 are as follows:

Assets empbyed N N
Fixed Assets 180,000,000
Current Assets 550,000,000

Less: Current Liabilities 360,000,000

Net Current Assets 190,000,000
Net Assets 370,000,000

ﬁ
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FINANCED BY:

Share Capital 140,000,000
Statutory Reserves 60,000,000
General Reserves 100,000,000
Long Term Loans 70,000,000

370,000,000

You are provided with the following additional information:

(@) The turnover of the company during the year ended 31 December, 2008 was
N240,000,000.

(b) Gross Profit was#&35,000,000.

(c) Assessable Profit was&2,100,000.

(d) Unrelieved capital allowances brought forward from 2007 year of assessment
was ¥600,000.

(e) Capital allowances for 2008 year of assessment amounted to 8950,000.

You are required to:

€) Compute t he c omptaxhiapiiysfor 20DIyeamai assessment.
(5 Marks)
(b) Compute the companyds income tax I|iability
(5 Marks)
Note: Ignore restriction on capital allowance that can be relieved.

(c) Differentiate between Direct and Indirect Taxes. Give THREEexamples of each.

(5 Marks)
(Total 15 Marks)

QUESTION 3

Pee Dee Concept Limited is into advertising business. The company agrees to
advertise a product on a one metre by one metre sheet poster board at six different
sites. The cost of advertising per site is 1,500 at a commission of 5%2%.

You are required to:

(@) Calculate the VAT due to the relevant tax authority on this transaction. (4 Marks)
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(b)  Who is a VATable person under the VAT enabling law? GiveFIVEexamples.
(6 Marks)
(c) List any FIVEdetails to be furnished in a VAT Invoice. (5 Marks)
(Total 15 Marks)

QUESTION 4

The estimated tax liability of Integrity Petroleum Limited was #84,000,000 for 2008
tax year. The actual tax liability as per the audited accounts of the company filed at
the tax office by its auditors was finally agreed at #89,500,000.

Required:

(@) Prepare the schedule of stream of payments to the tax authority for 2008 tax
year, assuming the company was served notice of assessment in November

2008. (5 Marks)
(b)  What are tax offsets under the Petroleum Profits Tax Act Cap P13 LFN 2004 as

amended? (4 Marks)
(c) Explain briefly the Joint Venture Contracts (JVCs) Tax Regime. (3 Marks)

(d) Under the Production Sharing Contracts (PS
(3 Marks)
(Total 15 Marks)

QUESTION 5

(@) Lazarus Company Limited purchased the following assets:

Date Type Amount
1/4/01 Plant and Machinery 1,200,000

Part of the plant and machinery was sold on 31 December, 2005 for #1,850,000. The
company spent 8250,000 as expenses incidental to the sale. The market value of the
remaining plant and machinery was #750,000 on 31 December, 2005.
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You are required to compute:

® The chargeable gain on the asset sold. (4 Marks)
(i) The capital gains tax. (2 Marks)
(i)  The new cost of the remaining asset. (2 Marks)

(b)  With respect to Capital Gains Tax Act Cap C1 LFN 2004.

® Explain briefly what is meant (3Kkaks)o Rol |
(i) What are allowable expenditure? (4 Marks)

QUESTON 6

Barabas Airline Limited is a foreign company incorporated in Ghana. Its core business
is carriage of passengers, mails and livestock into and out of Nigeria. You are given its
financial results for the year ended 31 December, 2006 as follows:

N N
Income from passengers flight on other routes 50,275,000
Income from cargo loaded into aircraft on other routes 51,360,000
Income from passengers flight from Nigeria 12,800,300
Income from cargo loaded into aircraft from Nigeria 11,750,160
126,185,460
Deduct:
Depreciation 464,500
Staff salaries 3,382,110
General provision 50,600
Other expenses 136,450
4,033,660
Net profit 122,151,800

You are given the following additional information:

€) Capital allowances were agreed with t he relevant authority at 110% of
depreciation charged.

(b) Other expenses include disallowable expenses of &%100,000.
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You are required to:

(@)

(b)

(c)

N

0] Compute the total profits of company for Nigerian Tax purposes.
(4 Marks)
(i) Calculate the income tax liability for the relevant year of assessment.
(1 Mark)
(i) Calculate the education tax liability. (1 Mark)
Explain briefly tax incentives to the following lines of businesses:
0] Small Companies (1 Mark)
(i) Whadlly Export Business (1 Mark)
(i) Unit Trust (1 Mark)
State any FOURpowers and functions of the Federal Inland Revenue Service
Board. (6 Marks)
(Total 15 Marks)
TAX RATES
CAPITAL ALLOWMCES Initial % Annual %
Office Equipment 50 25
Motor Vehicles 50 25
Office Building 15 10
Furniture & Fittings 25 10
Industrial Building 15 10
Non-Industrial Building 15 10
Plant and Machinery - Agricultural
Production 95 NIL
- Others 50 25
INVESTMENT ALLOWANCE 10%
TAXFREE ALLOWANCE:
Maximum Per Year
N
Rent 150,000
Transport 20,000
Utility 10,000
Meal Subsidy 5,000

ﬁ
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Entertainment 6,000
Leave 10% of Annual Basic Salary

PERSONAL INCOME TAX RELIEF/ALLOWANCES

(a) Personal Allowance - N5,000 plus 20% of Earned Income
(b) Children Allowance - N2,500 per annum per unmarried child subject
to a maximum of four children
(c) Dependent Relative - N2,000 each
(d) Disabled Persons - N5,000 or 10% of Earned Income (whichever is higher)
(e) Life Assurance - Actual premium paid

RATES OF PERSONAL INCOME TAX:

Taxable Income Rate of Tax
N %
First 30,000 5
Next 30,000 10
Next 50,000 15
Next 50,000 20
Over 160,000 25

Note: Annual income of 830,000 and below is exempted from tax but a minimum tax of
0.5% will be charged on the total income.

COMPANIES INCOME TAX RATE 30%
EDUCATION TAX 2%
CAPITAL GAINS TAX 10%
VALUE ADDED TAX 5%

WITHHOLDING TAXES

Type of Payment Rates Rates
(Companies) (Non-corporate)
Dividend, Interest, Rent 10% 10%
Royalties 15% 15%
Contract supplies 5% 5%
Building construction activities 5% 5%
Consultancy/Professional services 10% 5%
Management services 10% 5%
Commissions 10% 5%
Technical services 10% 5%
Directorsdé fees 10% 10%
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SOLUTION TO SECTION

PART1 MULTIPLECHOICE QUESTIONS
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EXAMI NERSd REPORT

The questionstestc andi dat es & kinually bligartg ef thesyllabus; tax
administration, assessable and chargeable profits on Oil and Gas, VAT, Capital Gains
Tax, connected persons, pioneerindustry, commencement and cessation of businesses.
The questions were well attempted by the candidates.

Candidates performance was good.
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PART Il SHORT ANSWER QUESTIONS

1.

This is an assessment raised by the tax authority to which no objection has b
raised by the taxpayer.

Guidance of stakeholders.

Six years. However, where tax evasion is involved, there is no time limit for
opening tax assessment/tax audit.

Four.

Profit is calculated thus:

Profit = [(@ - M)_J

C C

a= Profit and Loss of the company before depreciation
= Allowance claimable by way of depreciation

een

re -

c= Total sums receivable in respect of the carriage of passengers, mails,

livestock and goods

Tax is now charged on the Profit
Tax Payable must not be less than 2% of ¢ above for any accounting period.

Managed/mitigated.

The expense is wholly, reasonably, exclusively and necessarily incurred and
be deducted from income in arriving at the assessa ble profit.

(i) Preceding year basis (PYB), th

can

at

the second tax year. Where there is no 12 months account, the basis shall be

the 1° 12 months as in the second tax year.
(i) Option based on actual

(i) Where the basis period is less than 12months, the preceeding year basis

(PYB)
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9. 6,000,000 x 100 = 20,000,000.
30 1

10. Because it is a consumption tax that devolves in successive stages such that at
the end, it is the final consume r of the goods and services that bears the
burden.

11. 150% of the amount not collected plus 5% interest above CBN rediscount rate.

12. Exempted.

13. Investment allowance under PPTA Cap P13 LFN 2004 as amended is similar to
initial allowance under CIT A Cap C21 LFN 2004 as amended, in that, it is
claimable in the year the asset is first put into use and only once in the life of
the asset to the business.

14. Initial tax -free period of three (3) years which may be renewed for an additional
period of tw 0(2) years subject to satisfactory performance of the business.

15. The dividend is tax-exempt.

16.  Actual year.

17. Dead rents.

18. Allowable.

19.  Stamp Duty.

20.  State Civil Service Commission.

Tutorials

5. (i) The tax authority of the country in which the company that chartered or owns

(ii)

the ship is domiciled, computes and assesses on a basis not materially different
from the provisions of Companies Income Tax Act Cap C21 LFN 2004 as
amended.

Where at the time of assessment, the ratios cannot for any reason be
satisfactorily applied, the deemed profits to be derived from Nigeria may be
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computed on a fair percentage on the full sum receivable in respect of the
carriage of passengers, mails, livestock and goods shipped or loaded in N igeria.

EXAMI NERS® REPORT

The questionstestc andi dat es & \Jamoswipects gféhe sylfabus.

The questions were well attempted by the candidates.

Many of the candidates did not really understand the concepts of indirect tax,
similarities bet ween Investment allowance in P etroleum Profits Tax Act Cap P13 LFN
2004 and Initial allowance under C ompanies Income Tax Act C21 LFN 2004and

period covered by a Tax audit.

Candidates should endeavour to go through the syllabus thoroughly.
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SOLUTIONS TGECTION B

QUESTION 1

Ladies and Gentlemen,

Commencing A Thriving Business in Nigeria And The Tax Implications.

It is my honour to be invited by your club to give a talk on the above subject matter,
which will be addressed as follows:

€) Legal Form of The Proposed Business.

(i)

(ii)

(iii)

Registering a business name confers on your business the sole
proprietorship status. It means that there is no distinct difference
between the owner and the management. The tax law recognises this as
such as the Total Taxalde Income of the sole proprietor represents that of
the business name. However, the business name must be registered with
the Federal Inland Revenue Service for VAT purposes.

For the employees of the business, the business name must be registered
with the relevant State Internal Revenue Service for the purpose of Pay
As You Earn scheme. Withholding Tax is also expected to be deducted
and remitted by the business to the relevant tax authority.

Registering the business as a partnership recognizes that the coming
together of the partners is for profit purposes. The position of the tax law

is that of recognition of the partners as separate individuals for tax
purposes. The issues of VAT, PAYE and Withholding Tax are also
applicable here.

Incorporating a Limited Liability Company confers the status of a
separate entity on the business. In other words, it recognizes a
separation between the company, its owners and the management. The
tax laws recognize a separate life for the company compared wit h the
promoters of the company. The company is thus assessed to tax in its
name and not on the income of the promoters. The issues of VAT, PAYE
and Withholding Tax are also applicable here.
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(b) How the profits of the business will be taxed on commence ment.

(i)

(ii)

(iii)

The profits of a business name operator or a sole trader are taxed under
the Personal Income Tax Act Cap P8 LFN2004 as amended.

The basis of taxing the assessable profits of a business name operator or
a sole trader are as follows:

i

In the first year of assessment, in which a trade or business is
carried on in Nigeria, the assessable profit is the amount of the
profits from the date of commencement to 31 December of that
year,

For the second year of assessment the assessable income (if he
tax payer does not give notice of election in writing), is the

amount of the income of one year from the date of the
commencement in Nigeria of the trade or business, profession or
vacation;

For the third and subsequent years, the assessable income is the
income of the preceding year provided the person does not give
notice of election in writing. Where the accounting period ending
in the second tax year is less than 12 months, the basis period
shall be the first twelve months of trade.

With commencement rule, it is possible for profit of the first

accounting period to be assessed to tax more than once, which is
referred to as overlap profit. No relief is available for overlap

profit in Nigeria.

Profits made by a partnership are taxed as inco me in the hands of the
individual partners under the Personal Income Tax Act Cap P8 LFN 2004
as amended. Commencement provisions are also applicable.

The Profits made by a limited liability company are taxed under the
Companies Income Tax Act Cap C21 Laws of the Federation of Nigeria
(LFN) 2004 as amended to date. The commencement provisions are also
applicable here.
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How the profits of the business will be taxed on cessation

0] Where an individual permanently ceases to carry on a trade or business,
profession or vocation in Nigeria, the assessable income therefrom shall
be as regards the amount of the income of that year. As for the
penultimate year of assessment, the income will be either the actual
income of that year or the assessable income computed under the
general rules of the preceding year basis (PYB), whichever is higher.

The individual shall not however be deemed to derive assessable income
from such trade, business, profession or vocation for the year of
assessment following that in which the cassation occurs. The revenue
office has the option of choosing whichever is higher of the two.

(i) The same rules as above are applicable in taxation of profits of
partnership on cessation. The provision of optio n is also the same here.

(i)  The same rules as in (1) are applicable to limited liability companies.
The provision of option is also the same here.

Where after the date on which a company has permanently ceased to
carry on a trade or business, any sum which would have been included
in or deducted from the profits of that trade or business if it had been
received or paid prior to that date, such sum shall be deemed to have
been received or paid by the company on the last day before cessation
occurred.

Option of Election by a Taxpayer and Revenue

This topic is being discussed separately to emphasise the major differences
between commencement rules and cessation provisions.

Under commencement rules, the taxpayer can elect to be assessed on acual
basis in the second and third years of assessment provided the notice is given in
writing. The election should be made within two years after the end of second
assessment year or within one year of the end of the third assessment year. The
tax payer can revoke the earlier election within one year of the end of the third
assessment year, where necessary.
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Under cessation, the Revenue has the option of choosing the assessable profits
of the penultimate year between the higher, of the assessable prof its based on
the actual and preceding year basis.

Ladies and Gentlemen, | am most grateful to be privileged to be with you on
this occasion. While thanking you for your patience and understanding, | do

hope that you have gained tdkr Qoestiord@aes | y fr
however welcome on issues not too clear to you.

Thank you.

EXAMI NERSO3REPORT

The question tests the ability of candidates to talk on professional issues in a social
gathering.

It also tests candi daftbesmdss cargarns,ithetax on | egal f o
implications of the different businesses and taxation of profits with special emphasis

on commencement and cessation rules. Options between taxpayers and Revenue

Offices are also tested.

Most of the candidates attemp ted the question.

Candi datesd® performance was below average.

Some of the candidates were unable to distinguish between registration of different
forms of businesses and their tax implications.

Candidates are advised to have a better understanding of the different forms of
businesses and their tax implications.
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QUESTION 2

Empire Nigeria Ltd.

(@) (i) 0.5% of Gross Profit i.e.5% of 835,000,000
(i) 0.5% of Net Assés i.e .5% of 8300,000,000
(iif) 0.25% ofPaid up capital i.e 25% of #140,000,000

(b)

Note:
The highest above is 81,500,000,which will be added to the

(a) Computation of Minimum Tax Liability

2009 Assessment Year

0.25% of Turnover i.eN500,000
0.125% ofN240,000,000 o N500,000

figure using turnover.

(b)

(©)

Computati on

dntom€ Barilpadilityy 6 s

2009 AssessmentYear

Assessable Profit
Deduct

Unrelieved capital allowances bfd
Current year capital allowance

Total Profits

Tax on&550,000 at 30%
Education Tax 2% ofN2,100,000

Total Tax Liability

N N
175,000
1,500,000 1,500,000
350,000
1,250
299,375
1,799,375
N N
2,100,000
600,000
950,000
(1,550,000)
550,000
165,000
42,000
207,000

Direct Tax This form of tax is assessable profit directly on the tax payer who is
required to pay tax on his property, income or. They are paid mainly on income,

capital and property.
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Indirect Taxes. These taxes are imposed on commodities before they reach the
consumer, and are paid by those upon whom they ult imately fall, not as taxes,
but as part of the selling prices of the commodities.

Direct Taxes Indirect Taxes

Personal Income Tax Value Added Tax
Capital Gains Tax Sales Tax,

Petroleum Profit Tax CustomsExciseDuties
Companies Income Tax Goods and Services Tax
Education Tax Qustoms Import Duties
Withholding Tax Stamp Duties.

Tutorials

There was no need for limiting capital allowances to ?/, because the question
was specific on this.

EXAMI NERSO3REPORT

Thisquestiontestsc andi d at e géof rkiminoum kae lidbility, computation of
assessable profits and understanding of Direct and Indirect taxes.

The question was attempted by many candidates.
Candi d arfoenange was below average.

Most of the candidates display | ack of understanding of minimum tax and indirect
taxes. Some dsregarded the instruction on restriction of capital allowance.

Candidates should endeavour to understand issues involved in the computation of
assessable profits and other related issues thoroughly .
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QUESTION 3

(&) PEEDEE CONCEPT LIMITED
COMPUTATION OF VAT PAYABLE

N
Cost of the site (1500 x 6 ) 9,000
Add: Commission 5%2% ofN9,000 495
9,495
VAT @ 5% to FIRS 475

(b) VATABLE PERSON
A person that deals in Vatable Goods and Services
Examples of Vatable persons are:

0] A limited liability company

(i) A partnership

(i) A sole trader

(iv)  Anindividual

(v)  Aclub dealing in vatable goods.

(c) DETAILS TO BE FURNISHED IN A VAT INVOICE

0] Suppliers Tax identification Number (TIN)
(i) Name and address of purchaser

(i)  Vatregistration number

(iv)  Amount payable before Vat

(v)  The date of invoice

(vi)  Tax charged

(vi) Rate applied

(viii) Goods supplied

(ix)  Net amount payable after Vat

(x) Gross amount of the Transaction.

EXAMI NEBPORT

The question teststhec a n d i duaderstanding of VAT, Vatable person, Vat invoice,
relevant authority in VAT.
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It was attempted by many candidates.

Candi d arfoenanie was average.

Some candidates that attempted the question could not get the computation

right . Many did not understand the issue of Vatable person whom they described as

agents of VAT.

Candidates are advised to get acquainted with the provisions of the ACTS.

QUESTION 4

(@) INTEGRITY PETROLEUM LIMITED

Schedule of Stream of Payments of the Tax Liability of N89,500,000 for 2008 Tax

Year.

Date Basis of Computation
March 2008 '/,, of N84,000,000
April 2008 '/,, of N84,000,000
May 2008 '/,, of 84,000,000
June 2008 '/,, of N84,000,000
July 2008 '/,, of 84,000,000
August 2008 '/,, of N84,000,000
September 2008 /., of N84,000,000
October 2008 '/,, of 84,000,000
November 2008 '/,, of N84,000,000
December 2008 Final tax i.e actual

Tax already paid i.e

89,500,000 & MN63,000,000

(b)  The expenses generally referred to as tax offsets are:

Amount Paid
N
7,000,000
7,000,000
7,000,000
7,000,000
7,000,000
7,000,000
7,000,000
7,000,000
7,000,000

26,500,000

£489,500,000

(1) Investment tax credit
(i) Royalties on chargeable oil won and locally disposed off
(iii) Non-Productive Rents, that is, any rent which is deductibl e but it

is not deducted from any royalties under an oil prospecting license
or oil mining lease
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(iv) All sums whose liability was incurred by the Company during the
period to the Federal Government of Nigeria by way of Customs
and Excise Duties levied in respect of plant storage tanks,
pipelines, tools, machinery and equipment, essential for use in the
company0s operations.

They have become part of S. 10 and S.17 of Petroleum Profits Tax
Act deductions.

(c) Joint Venture Contracts
Under the Petroleum Profit Tax Act Cap P13 LFN 2004 as modified by MOU 2000
and the letters from the minister of Petroleum Resources, this is a joint venture
between the NNPC and the operators for which NNPC meets its equity
contribution t hrough t he 0 Cas hmovid€C dhe | s O a |
counterpart funding.

The Companies | ift the crude in the ratio
inversion penaltyo clause was introduced L
this regime is disincentive to cost minimization. Savings by th e Government are

countered by the Transfer Pricing and Avoidance Scheme introduced.

(d) Ro vy a |l RatesUnder The Production Sharing Contract

Up to 200 metres water depth 16%/,%
201 8 500 metres water depth 12%
501 6 800 metres water depth 8%
801 9 1,000 metres water depth 4%
Above 1,000 metres water depth 0%

EXAMI NERSOREPORT

The questi on t uwndetsmndingeoohRetrokkiamtPeofitsiTax Payments
schedule, Joint Venture Contracts (JVC) and Royalties under Production Sharing
Contract.

Many candidates attempted the question.

Candidatesdperformance was average.

Candidates are advised to have a better understanding of the areas tested.
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QUESTION 5
@i LAZARUS COMPANY LIMITED
COMPUTATION OF CHARGEABLE GAIN
N
Sdes proceed 1,850,000
Less: Selling expenses (250,000)
Net sales proceed 1,600,000
Less: CosA xC
A+B
1,850,000 x 1,200,000 (853,846)
1,850,000+750,000
Chargeable gain 746,154
(i)  LAZARUS COMPANY LIMITED
COMPUTATION OF CAPIT,
GAINS TAX
N
Chargeable gains 746,154
Capital Gain Tax @ 10% 74,615
(i) Cost of remaining asset = 1,200,000 - 853,846

= §346,154

Note: Where A = Value of part disposed of
B = Value of part not disposed of
C = Total cost of the asset.

ﬁ
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(b)i  Rollover Relief
Where a company carrying on a trade or business disposes an asset used in the
business and applies the proceeds in acquiring new assets of the same class as
the old ones which are to be used in the business, a relief is granted. The
company will be entitled to deduct the gains arising on disposal from the cost of
the new asset. Full relief is obtained only when the total consideration for the
sale of the old asset is applied in the acquisition of the new asset or assets of
the same class, in full. Partial relief is obtained where part of the sales
consideration of the old asset is applied in the acquisition of the new asset. The
amount is restricted to the applied amount.

(i) Allowable expenditure:

U Any expenditure wholly and exclusively incurred on an asset for the
purpose of enhancing its value and reflected in its state or natu re at the
time of disposal

U Any expenditure that has not wasted away before disposal, hence
extensions and improvements to property are allowable but repairs,
maintenance and redecoration are not. Cleaning a picture is allowable
but insurance cost is not.

U Any expenditure wholly and exclusively incurred in establishing,
preserving or defending the title or right over an asset.

EXAMI NERSOREPORT

The questiontestsc andi dat esd® wunder standimaket eafueilCapi t al
calculating gains, allowable ex penses and Rollover relief.

The gquestion was well attempted by the candidates and the performance was average.
The candidates did not exhibit good awareness of the specific provisions of the Acts .

Candidates are advised to endeavour to understand the specific issues in the ACTS.
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QUESTION 6

(@)

BARABAS AIRLINE LIMITED

() Canmputation of Total P rofit s of the Non-Resident Company
Income Derived in Nigeria
Passengers flight from Nigeria
Cargo loaded into aircraft from Nigeria
Total

Computation of Gobal Adjusted Profit of the

Gompany

N
Net Profit
Add Back:
Depreciation 464,500
General Provision 50,600
Disallowable expenses 100,000

Adjusted Profit
Note:
Adjusted Profit Ratio 122,766,900 x 100 = 97.3%

126,185,460
ii Calculation of Tax Liability

Assessable profit = 97.3% x 24,550,460 =
Less capital allowance 110% x 44,500
Total Income

Income Tax Liability at 30%

iii Calculation of Education Tax

Education Tax

ﬁ
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N
12,800,300
11,750,160
24,550,460

N
122,151,800

615,100

122,766,900

23,887,598
(510,950)
23,376,648
7,012,994

<
=
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Education Tax Being a non-resident company, it is not liable to edu cation tax.
Education tax is payable only by companies registered in Nigeria according to
Section 1(2) of the Education Tax Act 2004 CAP E4 LFN as amend#

b.i Small Companies d Small companies with turnover of not more than &1 million
in the first three years shall be taxed at reduced corporate tax rate of 20%. Also,
dividends received from small companies in the first five years shall be
exempted from tax.

il Wholly Export Business 8 Dividends from investments in wholly export oriented
businesses are exempted from tax. Also, the profit of a company whose
products are exclusive input for the manufacturing of goods for export are
exempted from tax.

iii. Unit Trust & Dividends received from a Unit trust are exempted from tax. Also,
gains on disposal of investments in a unit trust are exempted from Capital Gains
Tax, provided the proceeds are reinvested.

(c) Powers and functions of the Federal I nland Revenue Service Board are to :
() Provide the general policy guidelines relating to the functions of the Service;

(i)  Manage and superintend the policies of the Service on matters relating to the
administration of the revenue assessment, collection and accounting system
under the Act or any enactment of the law;

(i)  Review and approve the strategic plans of the Service;

(v) Employ and determine the terms and conditions of service including
disciplinary measures of the employees of th e Service;

(v) Stipulate remuneration, allowances, benefits and pensions of staff and
employees in consultation with the National Salaries, Income and Wages
Commission; and

(vi) Do such other things, which in its opinion, are necessary to ensure the eff icient
performance of the functions of the service under the Act.
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EXAMI NERSOREPORT

The questiontestsc andi dat es d u n d eaomputatinondof Tolgl Profit s of & e
Non-Resident Company in the Airline business with emphasis on income tax and
education Tax.

The questions was well attempted by the candidates .
Candi d arforenange was below average.
The candidates displayed lack of understanding of computation of the income tax of

non-resident companies in the Airline industry.

Candidates are advised to read and understand the contents of the syllabus very well.
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ICANA01/Z/4 EXAMINATION NO........covimenii s

THE INSTITUTE OF CHRAERED ACCOUNTANTS NBIGERIA
PROFESSIONAL EXAMINATION dMAY 2010
MULTIDISCIPLINARY CASE STUDY

Time allowed 8 2 hours

SECTION B READ & DIGEST
CASE STUDY

ACENCO TEA PLC
BACKGROUND

Acenco Tea limited was incorporated in 2000 with a share capital of 750,000 ordinary

shares 81.00 each. The company imported and marketed tea brands: Life safe, Life

sure, and Life secure. The directors of the company were Messrs Bamidele and Korede.

They considered t hemsel voeand natsas gnploydes ofxhe!l | vy f r
company.

For this reason, there were no job descriptions, administrative procedure or
segregation of duties. The company grew considerably and by 2006, brand loyalty to
its products had been achieved, and it had established a strong market share in the
country. The sales revenue had reached 820 million within five years when three
different brands of tea from different countries had been imported and blended to
make its products. Due to the tremendous growth, the corporate structure had become
more elaborate as more professional managers were employed to meet the
management requirements and other needs of the company.

Bamidele and Korede were the only shareholders and Executive Directors of the
company and they related as friends and decisions were taken at informal meetings.
This process had always taken most of their time, while other issues were denied
serious consideration before decisions were taken.

Mr. Simon, a friend of Bamidele , who came to visit him in his office, met the duo in a
meeting and he had to wait for some hours before getting t heir attention . When Simon
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met him, he could not hide his opinion about the time spent at meetings and he said

0 s 0 me talomgethe line, both of you ha ve to make a decision as to whether you

would continue to run this company like a real live and profitab le business or you are

going to continue to hold eight -hour staff or friendly meetings every Wednesday and

dwel | on philosophical attributes of tea bags
problem of informal organization al structure of the company.

In 2006, Korede left the company for other business ventures but remained a

shareholder and director. The structural development in the company had g rown

beyond the directors and each had to make a decision about his interest in the

company. Korede had become disenchanted with the changing corporate structure.

Bamidele, however, adjusted better to Acencobs el e
role of corporate executive with his free spirited outlook to life.

Acenco Tea Ltd became the largest Nigerian importer of branded tea in the country by
2005. The number of employees had risen to 200 and the company has relocated its
office to Ogba Industrial Area, Lagos. It offered its employees a profit -sharing plan and
health insurance package. It sought to relieve boredom in the production department
through participation in quality circles and job rotation. This was just a way of
appreciating the loyalty and spirit of devotion of the workers. Bamidele was concerned
with designing an organization that h as good intention for almost everybody without
discrimination between management and workforce . Bamidele also left the company
two years later to devote his personal tim e to a number of non-profit, and socially
conscious organizations.

Fehinbu, a financial speciali st, was employed to replace Bamidele and he promised to

effect few changes in the company. He said, Brisko Plc bought the best small

companies in Nigeria. The only thing | intend to change is o0t hsemal | 0. Howeve
Brisko Plc pushed Acenco Tea Ltd into new product lines and sought to expand the
companyos activities i nto international mar k
successful. Acencods diversificationBriskot o cof
P | cappsoach to employees also angered long-serving employees, who objected to

Brisko Plc hiring an undercover agent to investigate suspe cted drug use in AcencoTea

Ltd. Following an aborted b uyout by Tinton Tea Ltd in 2008, the management of

AcencoTea Ltd acquired the former.

In 2010, Bamidele returned to the company confessing that he missed the corporate

world that he had worked so hard to build. He promised to concentrate on marketing

and product development and to use environmentally appropriate product designs

that would eliminate the use of st rings and tags on most tea bags. He truly did his best

to restore the previous oOohang | oosed at mosphe
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for employees who biked to work and a track for noon time runners and roller bladers.
He encouraged a return to the corporate uniform of old -jeans and T-shirts.

|t has become necessary from early ofamily a
effect drastic changes i n t he c stmuqueenThd feunders realized the links of
Ohanodns6 management g uci ot nep aenayrdlsy hiims ttohr g and af
acquisition of Acenco Tea Ltd, more changes occurred. The company was divided into

more units when it became larger . Managers and other specialists were employed and
responsibilities were divided among them and ne w levels and sub-units were created

to handle specialized functions in the organization. The company established

methods, procedures and structures that differed from those of other subunits because

each subunit had a different task to perform.

The structures of the company as reviewed, have been completed and the
management was determined to continue to control the larger p art of the market. It
also planned to expand its operations to the neighbouring countries in which its
brands of tea could be markete d. This corporate policy was based on the belief that an
organi z at ideteridirses thel rrumber of persons employed. Sales volume,
financial s or physical assets and geographical spread are also indications of an
organi zationds si ze.

MANAGEMENT BRUCTUR AND THE EXECUTIVES

Since Bamidele resumed at Acenco Tea Ltd after its acquisition by Brisko Plc, and
Fehinbu had earlier been hired as the Chief Executive, there was a problem as to who
should be in charge of the implementation of the planned structural development. It
was believed in some quarters that since Acenco Tea Ltd had been acquired by Brisko
Plc, Bamidele had no business being its Chief Executive again.

Fehinbu, therefore, sent a memo to Kekereowo, Chief Executive of Brisko PI¢ to clear
the issue. In reply, Kekereowo explained that Brisko Plc acquired only 49 percent of
the share capital of Acenco Tea Ltd which belong ed to Korede. Bamidele refused to
sell his own shares representing 51 percent of Acenco Tea Ltd capital. Kekereowo and
Bamidele were friends and Bamidele did not object to the acquisition of 49 per cent
when Korede decided to sell his shares. Fehinbu was however advised to relinquish
the position of Chief Executive to Bamidele, which he did, and became the Deputy .

Both worked together amicably and the cooperation between them enabled the
expansion policy of the company to be implemented successfully. Bamidele said to
Fehinbu OYou are the Chief Executive in pract
effective implementation of the expansion policy of the company and | trust , you will
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not disappointus.6 Fehi nbu said in reply oI sincerely

repose in my ability, and | promise not to disappoint you and Kekereowo .6 Now that
the management problem had been resolved, the following proposals for
developmental and expansion p rogrammes were submitted by the management to the
Board of Directors of Acenco Tea limited.

FINANCIAL POLICY

Acenco Tea Ltdplanned to raise funds from the C apital Market to finance its expansion
and structural development. As a prelude to the implementation of the proposal, the
company applied to the Corporate Affairs Commission for approval to change its name
to Acenco Tea PIc as a public limited liability company. This process was completed
without much delay and the application was approved . The present share capital of
750,000 ordinary shares of #1.00 each was altered to 1,500,000 ordinary shares of
50kobo each. The appropriate resolution was passed at the Board of Directorsd
meeting.

The number of shares later was increased to 10 million ordinary shares of 50kobo
each. It also applied to the Securities and Exchange Commission and Nigenan Stock
Exchange for approval to issue 10 million ordinary shares at N8.00 each. Appropriate
approvals were granted to the company to issue a prospectus for the public offer of the
shares. The shares were oversubscribed by 20% and the issue cost was agreed to be 5%
of the total amount realized.

PRODUCTION OF LIFE RICH BEVERAGE

Acenco Tea Plc poposed to develop, produce and market beverage drink by producing
Life Rich, a kind of beverage that enriches the life of the consumers. Life Rich has been
developed from the Acenco Tea Plc Research and Development department under the
company6s itohst &ifs. Jamgbor Thepilot market test was successful, based
on the acceptance rate of 85 percent. Earlier, the market survey had been carried out
and the response was equally encouraging. The cost of implementation of the
production of Life Rich Beverage was given as follows.

Plant and Machinery &100 million
Advertising/Marketing & 25 million
Research andDevelopment & 15 million
Registration of Life Rich Drink & 5 million
Market Survey M 5 million

&150 million
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EXPANSION OPPERATONS

Acenco Tea PlIc planned to expand its marketing operations to neighbo uring countries
and to market its brands of Life Tea in th ose countries. The countries of Benin, Togo
and Ghana were selected. To implement this proposal, it incorporated thr ee companies
with share capital subscribed by the citizens of th ose countries with Acenco Tea PIc as
the parent company.

In furtherance of the proposal to expand its market to the neighbouring countries, the
management appointed Babakekere & Co (Solicitors) who have branch offices in each
of the selected countries to incorporate subsidiar ies in the respective countries. The
following companies were accordingly i ncorporated, Acenco Tea (Benin) S.A, Acenco
Tea (Togo) S.A and Acenco Tea (Ghana) Plc.

The subsidiary companies imported tea brands and Life Rich Beverages (see Apendix
II). Acenco Tea Plc could not receive the full export value due to unexpected bill of
exchange problems which occurred from the initial order documents. It was dif ficult to
transfer all the proceeds into Nigeria. The group 6 snanagement, therefore, instructed
the Chief Executives of the subsidiary companies to consider the amount that could not
be transferred as a loss. Total amount to be considered as a loss was shown in
Appendix Il based onthe standard cost of production (A ppendix V).

MARKETING EXPANSION IN NIGERIA

Acenco Tea Plc opened more branches in major cities and towns in the six
geographical zones of the country. Each branch is managed by a branch manager and
a regional manager controls three branch managers. Implementing this proposal
required an effective organization structure and adequate capacity building.

In view of this, management recruited twelve branch managers and four regional
managers. They were sent for training in i nformation technology , because they would
do more of electronic transactions, tele-conferencing and less travelling between
branches, regional offices and group offic e, as soon as the branches and regional
offices had been established. Each branch activity or performance would be by
electronic transactions and would be linked to the regional offices by computer
systems. All transactions, including sales, orders, stock level, personnel and other
transactions would automatically and simultaneously be in the b ranch and the
regional offices, while all regional offices transactions would be captured by computer
central information systems.

Expansion proposals of the company included the acquisition of some important
marketing companies in the beverage industry, which would enable the marketing
team to push into market, the quantities of Life Rich Tea Beverage that would be
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required and which would also enable consumers to have access to the product
without difficulties.

Management, therefore, needs to identify c ompanies that would be acquired without
much difficulties . Fehinbu and Marketing Director, Ojulowo , had a meeting to compile
a list of possible companies for acquisition that could be presented to the Board of
Directors. They concluded on two major distrib ution and marketing companies that
were distributing the products of the competitors. The companies have distribution
networks that Acenco Tea Plc would need for marketing i ts products. The companies
were: (a) Distribution Network PLC and (b) Central Distribution Limited. Insider
information concerning performances and operations were collected and analysed.
They recommended Distribution Network Plc as the appropriate candidate for
acquisition. Management, therefore, recommended Distribution Network Plc to be
taken over. The Board of Directors met and decided to go ahead with the acquisition of
the company. The Boar dés deci si ons \wearlater ofoffemto the c at e d
Board of Distribution Network Plc. The offer was five shares of Distribution Network Plc
for three shares of Acenco Tea Plc. The Board of Dstribution Network Plc accepted the
offer and recommended that the shareholder s should accept the offer. The Balance
Sheet of Distribution Network Plc is on Appendix IV.

For the implementation of the Information technology project, Tunder, Kehinde &
Associates (Information Technology Consultants) were contracted to link all computer
systemsto a reputable internet service provider, which would enable the managers to
become more efficient and save the travelling time from branch offices, regional
offices and group head office for information that could be supplied or obtained
through computer systems.

An innovation was introduced into the systems by which managers would participate

in tele-conferencing without leaving their locations or offices. Tele-conferencing can

be o0cl osed.6 o OlIro soeoepdaferéneirigeis for selected persons that are
connected to t he system to participate wh i
participating with a password to the computer.

OPERATIONAL CONTROL

The management had reviewed the developmental and expansion policies as
illustrated in the previous paragraphs and was satisfied with the results and would
want effective control systems to be established to ensure efficiency in the
performance of all units in the group.
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It was decided that Director, Group O perations, should be responsible for operational

controls that involved production, sales volume, distribution, s hareholding,

information technology systems, effici ent uti |l i zation of workers?o
and other cost related operational problems.

The usual motivation for designing operational systems is to increase the efficiency,

accuracy and quality of job performance. Achieving these objectives depends on
effective communication. Communication systems include the use of telephone, fax
machine, electronic mail and tele-conferencing. The installation of these
communication systems was to increase the transmission, speed, accuracy and reduce
human tra ffic.

Advanced Manufacturing Technology (AMT), a part of the communication system as
envisaged, is a family of technologies that include computer -assisted design and
engineering systems, material resource planning systems, automated material
planning systems, automated materials handling system, flexible manufacturing
systems and computer integrated manufacturing systems. Just-In-Time (JIT) system
and Total Quality Management are two such systems. JIT is a fundamental principle
that can be applied anywhere in the cycle of material flow within any manufacturing
environment. Inventory also requires space and insurance. A classic problem in
manufacturing is to balance the cost of carrying inventory against the cost of being cut
off stock. JIT approach to the inventory problem is to ensure that the needed materials
arrive at the place they are needed just -in-time to be used in the production of
finished products. In view of its importance, the Production Director of Acenco Tea Plc
group instructed all Pr oduction Managers in the group to adopt Just -In-Time system
Inventory must neither be too high nor too low, but must ensure that orders are of
optimum sizes and must arrive just -in-time for production.

Based on the above instruction, Jeff Mosetan, the Production Manager, requested for
the purchase of 7,200,000 units of product A. The ordering cost was &1,250 per order
and the carrying cost of inventory was 20% of the ordering cost. He , however, was
mindful of the optimum quantities that could be ordered. The cost price of product A
was N150 per unit.

REPLACEMENT OF EXISTING MACHINE

The successful acquisition of Distribution Network Plc and the establishment of
subsidiary companies in the neighbouring countries open ed a wider market
opportunity for the distribut ion and sales of the branded tea and beverage s of Acenco
Tea Plc nationally and internationally. It was realized that the major machine

currently in use for production would be due for replacement if the expansion was to
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be undertaken by the company. The equipment/machine was ZK105 which was
purchased ten years ago and its performance may not meet the projected demand.

ZK105 machine had become expensive to maintain and Fukoye the Chief Engineer was
determined to replace it. The components of the equipment were a collection of
electronic components which were oOattachedo
tested, the process produced, not only a component, but a report on its characteristics.
It required little labour for its operation but its input and out put materials handling
systems had often caused problems. The Chief Engineer, had proposed to replace it
with the latest equipment, the ZK107. This equipment w ould save on materials
handling and labour and would produce a more consistent output for a wider product
range. Engineer Fukoye did his homework and also the analysis on the proposed new
equipment and though he knew the likely reaction of Moseta n, he dared not present
the proposal to him without proper analysis and appraisal

Engineer Fukoye decided to pre-empt Mo s e t a n 0 s by askiagcfdr hiapinion on

the proposal to replace ZK105 machine. He, therefore, went to his office and after the

usual social chat, he raised the issue of the replacement of the equipment again.

Mosetan was not surprised because Fukoyeds predecessor had
convince him on two occasions to replace ZK105 equipment with ZK107. He reached

out for a piece of paper and in a studious mood, wrote on it, the cost of equipment,

installation , etc which were estimated to be &3,850,000.

Fukoye was surprised and felt that he had been outsmarted by the Production
Manager and decided to explain the benefits that would be derived, if the equipment
should be replaced. Fukoye did not argue, but wrote and listed the bene fits and these
included:

N
1) Annual savings in maintenance and downtime 400,000
(i)  Annual savings in labour costs 350,000
(i)  Annual scrap and quality non -conformance savings 300,000

On further interrogation, Fukoye opined tha t the payback period would be less than
five years which Mr. Mosetan wanted to be convinced of its practicability.

Mosetan then replied ol am not bot hered abou
would be your responsibility to justify the forecasts and pr ojections and you will be

held accountable for your failure.é

oln view of your insistence t othatyppraeparethet he eq

capital expenditure budget, if you are confident about the proposal and submit to the
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