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PATHFINDER

FOREWORD

This issue of the PATHFINDERS published principally, in res ponse to a growing
demand for an aid to:

0] 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 the questions. Efforts have 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 will prove of tremendous assistance to
students and those who assistt hem i n their preparations
Examinations.

NOTES

Although these suggested solutions have been published
under the I nstituteds name,

of the Council of the Institu te. 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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PATHFINDER

ICAN/092/Z/1 EXAMNATI ON NOéééééééé.

THE INSTITUTE OF CHARTERED ACCOUNTANTS OF NIGERIA
PROFESSIONAL EXAMINATION dNOVEMBR 2009
FINANCIAL REPORTING AND AUDIT PRACTICE

Time Allowed 8 3 hours

SECTION AAttempt all questions)

PART | MULTIPLECHOICE QUESTIONS (10 MARKS)

1.

In accounting for Research and Development Costs, the following EXCEPT
ONE are classified as Reseach Costs

Cost of evaluating products or process alternatives

Cost of borrowed rights

Cost of information or technical service

Specific labour costs

Cost of software and equipment acquired for research purposes.

moow>»

In determining business segments, a reporting entity needs to consider
factors which include all of the following, EXCEPT

existing profit centres

the nature of the product or service

the nature of the production process
the accounting methods currently in use
markets and marketing methods .

moow>

When valuing tangible fixed assets, which ONE of the following will not
be included in the value of Land ?

Original purchase price

Broker ds or&GEosiissiore Agent
In-transit insurance charges

Cost of dbtaining vacant possession

Legal fees for examining, recording and securing title .

moow»
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The following arguments are given by IAS 23 in favour of capitalization
of interest EXCEPThat

A. int er est l ncurred as a r e saecglire ano f an
asset is not different from other costs that are commonly
capitalized

B. capitalization enhances comparability between the costs of those
assets paid for in stages during construction and those paid for on
completion

C. interest is incurred in s upport of the whole of the activities of an
entity

D. failure to capitalize interest cost s associated with the acquisition
of assets results in the reduction in profits during the period of
acquisition

E. the accounts are more likely to reflect the true su ccess or failure of
projects involving the construction of assets.

In respect of transactions in foreign currencies, which of the following
disclosures should not be made in appropriate sections of the financial
statements of a reporting Nigerian enter prise?

A. The accounting policy with respect to treatment of foreign
exchange conversions and transactions

B. The treatment given to foreign exchange gains or losses

C. A list showing from whom the foreign a mounts were received and
amount received from e ach in foreign currency

D. The net total gains or losses arising from changes in foreign
exchange rates taken to Profit and Loss Account

E. The amount of gains and losses deferred.

Which ONEof the following is not true of any bank operating in Nigeria ?

A. Must have minimum S hareholders fund s of &25 billion

B. Position of Chairman and Managing Director must be split and not
occupied by family members

C. Must render monthly returns to CBN and NDIC

D. Does not require CBN approval before making off-shore
investment
E. Can own local subsidiary 100%

Information required by Reporting A ccountants to effectively perform
their duties include the following EXCEPT

A. audi torsd working papers
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10.

moow

Which ONE of the following can be classified as investment property

PATHFINDER

financial statements for three to five years
share capital history

gualification of top management staff
schedule of debt portfolio .

under IAS 407

A.
B.
C
D.

E.

Which ONE of the following would not be

Property held for use in the production of goods or services
Property held for sale in the ordinary course of business

Property under finance lease used to earn rental income and

capital appreciation
An interest held by a lessee under operating lease

Property owned by the company and 45% of the space occupied by

the company.

independence of an auditor ?

A.
B.
C.

Direct financial interest in a client company
Indirect material financing interest in a client company

Socializing and attending social gathering s wi t h
management

Taking loans from, or granting loans to any key officer of the
company

Holding a financial interest in a joint venture with a client
officer.

cl

an impairment on the

ient O0s

Which ONE of these is not required to be disclosed when an asset is

revalued?

A. Whether the valuer(s) is (are) internal or external
B. Depreciated historical cost

C. Date and amount of the valuation

D. Amount paid to the valuer(s)

E. Bases of valuation.
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PART I  SHORTANSWER QUESTIONSO0 MARKS)

10.

11.

12.

,,,,,,,

Segment eeeeeéée. . i s segment revenue I
determined before any adjustment for minority interest.

SAS 25 on Telecommunication Activities
set of different products provided toge
product 6.

The ability of a business entity to meet its current obligations as they fall

due i s known as ééeéeeéeééeée.

| n analyzing financi al statement s, e é
expressing the various items of a particular component as a percentage
in relation to a common base within the particular statement.

Proprietary ratio is the ratio of shar e

A financial instrument that derives its value from the price or rate of
some underlying items is known as ééé.

State ONE method of stock valuation that is not acceptable under SAS 4.

The three common characteristics of intangible assets are Identifiability |,

Flow of Economic Benefits and éééécéé

| FRS No 4 recommends that negative good

theincome st atement ééeeeeéeé

In relation to accounting for environment al costs, where the expenditure
is material, t he expenditure is disclosed as ¢
full explanation in the notes to the accounts.

IAS 21 provides that the financial st atements of a foreign entity should
be incorporated in the accounts of the related Nigerian Enterprise, using
the eééé. Rate met hod.

The art of profiting from differences in price when the same security,
currency or commodity is traded on two or more markets is called

/////
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13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

PATHFINDER

The AccountantGener al of t he Feder at s ar@ 0 s Fir
numbered 1to 11. State any TWOfrom Nos. 1 to 5.

Government auditing can be divided into three major categories, namely:
a) Audit of the Treasury Accounts as prepared by the Accountant-
General of the Federation;

b) Audit of Ministries/Departments and Agency Accounts ; and

,,,,,

C) Audit of Accounts of éeeéeée.

The I nternational Auditing Standard on
firm should establi s h eééeéeé and eééeeeé design
provide it with reasonabl e assurancebd

Z-score analysis can be employed to overcome some of the limitations of
traditional ratio analysis. The two bestknownZ -scor es ar e At mandd

,,,,,,

eéeéeé -Bcores.

In corporate governance, €Eéééeéé report deal t
public disquiet about the excessive amounts that directors are paying

themselves in the face of falling company results and the inadequate

disclosure of directors remuneration, among other controversies.

Ministries or extra-ministerial departments where the accounting
functions are delegated to the Accounting Officer s are known as
eéeéé. Accounting Units.

Net l nvest ment in a Foreign Entity is t
in the net assets of that entit y.

IAS 38 gives examples of classes of intangible assets of which intellectual
property is included. Intellectual property is divided into Industrial

////////

property and éééééécéé.

The profit on which tax is paid may differ from that shown in the
publi shed Profit and Loss Account. This is caused by two separate factors
which are permanent and ééeeéeé.. differeni

An unauthorized disclosure in good faith , of serious information relating
to guestionable practices witéhéién. an or g

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 8



23.

24.

25.

26.

27.

28.

29.

30.

PATHFINDER

The process adopted by a company in changing the nominal value of
each share in order to increase the volume but shareholders still hold the
same tot al value is known as ¢éééé.

An impairment in investment property that had been previou sly revalued
andresultedinalosswil | be debited t mlancesheet.

IAS 21 states that the currency of the primary economic environment in
which an entity operates is termed

Acquisition of business of a similar nature, with the objects of enlarging
t he scal e of oneds own operation

rrrrr

geographical l i mitation is ééecee.

Descriptive phrase for all financing arrangements where strict
recognition of the legal aspects of the individual contract resul ts in the
exclusion of liabilities and associated assets from balance sheet is
eéée

A situation when an external specialist is used to carry out functions
which would normally be performed within the entity or suppl y materials
which can be producedwithin,i s t er med ¢é¢éé.

Earnings Per Share (EPS), Price/Earnings Ratio and Dividend Cover are
commonlyr ef erred to as ¢€ééé.

The Partner that finally review s audit files and signs the audit report of a
cienti s referred to as éééé

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 9
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SECTON B - ATTEMPT QUESTION 1 AND ANY OTHER THREE (60 MARKS)

QUESTION ¥ CASE STUDY

You are the Financial Controller of World Leather Plc which manufactures exotic
household furniture at a factory in Lagos. During the year ended 31 December

2002, its factory was revalued by Casker Homer & Ca (Estate Surveyors and
Valuers). Extracts from their report dated 30 September, 2002 are shown
below:

We are of the opinion that the factory should be valued as follows:

0] Existing use valuation 8700m.

(i) Alternative use basis N1,300m subject to the grant of detailed planning
permission, which is likely to be forthcoming as the property stands
within the area zoned by Lekki Industrial Developm e nt as OExpor
Processing Zoneo.

(i)  Rebuilding cost including de bris removal 81,600m.

The factory was included in the financial statements as at 31 December 2002 at
its original cost in 1995 of N104m. The company also owns a warehouse in
Badagry which costs 8220m in 1997 and which is let to ASCON. This property
was included in the financial statements at 31 December 2001 at its valuation
in November 2001 of &1,800m. The valuation was again done by Casker Homer
& Co. who revalued the property to ®N2bn in November, 2002. On both
occasions the basis of valuation was o pen market value.

Casker Homer & Co. confirmed by telephone that the value of the land included
in the valuation figures of N700m and #&1,300m for the factory were &150m
and M800m respectively and 8200m for the Badagry warehouse let to ASCON.
During November 2002, the company constructed a pre -fabricated warehouse
on its car park in Lagos at a cost of &#40m.

In the financial statements to be prepared at 31 December 2002 , the directors
resolved to incorporate the revaluation of the Lagos factory and Badagry
warehouse. They consider it appropriate to write off the cost of the Lagos
factory buildings over 50 years. No depreciation had previously been provided

on this property. The directors are also of the strong opinion that the Badagry

warehouse should be treated as an investment property.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 10
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Required:

(a) Prepare the appropriate notes to the financial statements as at 31
December, 2002 giving effect to the dir:

(b) State any other acceptable basis of valuation and the circumstanc es in
which it might be appropriate.

(c)  Outline the steps the directors should take before finally incorporating
your notes into the financial statement s.
(Total 15 Marks)

QUESTION 2

@) In order for an audit firm to achieve its objectives of rendering adequate
quality services to its clients, it is necessary to create sections in a
medium-sized firm according to the work done.

List FIVE sections that can be created in such a firm and describe the
functions of each of them. (10 Marks)

(b) A Partnership agreement clearly expresses the rights and privileges of
partners.

List TEN matters that may be included in the partnership agreemen t of
an audit firm. (5 Marks)
(Total 15 Marks)

QUESTION 3

(@) The system by which the affairs of companies are directed and controlled
has been a matter of concern to the investing community, government,
auditors and the general public. Realizing the need to align with
international best practice, a code of best pra ctice on corporate
governance was issued by the Securities and Exchange Commission.

Required:
State SIX rights and privileges of sha reholders as enunciated by the Code of
Best Practice on Corporate Governance. (9 Marks)

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 11
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(b)  The auditor is expected to approach his work with objectivity and
independence. State SIX instances which may threaten or appear to
threaten the inde pendence of an auditor. (6 Marks)

(Total 15 Marks)

QUESTION 4

The following Balance Sheet relates to Tuka Ltd. a privately owned company,
as at 31 December 2007:

NOOC NOOC

Land and buildings 2,750
Plant and machinery 30,450
Investment (Market value N47m) 10,346
43,546
Current Assets
Stock 2,015
Debtors and prepayments 8,650
Cash & Banks 5,420
16,085
59,631
CAPITAL & LIABILITIES
Ordinary shares of N1 each 20,000
Revenue reserve 19.564
Creditors & Accruals 16,322
Taxation 3,745
59,631

The company operates asa civil engineering contractor. The turnover for the

year ended 31 December 2007 was 8587million. The company is jointly owned

(equally) by Mr. Tukur and Mr. Kayode, who are the only directors. They
disagreed on the management policies of the company and Mr. Tukur agreed to
sell his shares to Mr. Kayode and resigned as a director on 1 April 2008. The
consideration for the shares is to be fixed by valuation of the net assets of the

company based on the audited accounts for the year ended 2007.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 12
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The following ad ditional information is made available:

0] The landed property was valued in February 2008 by Joe 1zoko & Co.
Chartered Estate Valuers on the basis of existing use of 834,320,000 and
forced sale value of &31,320,000.

(i) The income statement was charged with M4million being first of four
equal annual rental payment s for construction equipment. The
equipment is finance leased with interest rate of 15% per annum. The
equipment cost 816 million at the inception of the lease in January 2007
and is not inc luded in assets.

(i) Certain plant and machinery bought in January 2005 costing #5million,
was depreciated at 25%, straight line basis. The directors and experts
agreed that the plant can be used for 10 years before being scrap ped.

(iv)  Bad debts provision of N2million is to be made on debtors.

(v) Tuka Ltd. had revalued its investment as at 31 March 2008 at
38,264,000 and this has been assessed by a qualified broker.

(vi)  Income tax provision of 83,745,000 has been recomputed at &5,330,000.
(vii)  Construction equipment in (2) above is to be depreciated at 25% .
Mr. Tukur has asked you to compute the net assets based on additional

information jointly agreed to by them. Mr. Kayode and the auditor o f Tuka Ltd.
have agreed to co-operate with your revi ews.

Required:
(@) Prepare a schedule of adjustments required to the figures in the Balance
Sheet (Show workings). (7 Marks)

(b) Redraft the Balance Sheet of Tuka Ltd. as at 31 March 2008, taking into
consideration the adjustments , showing the net assets. (8 Marks)
(Total 15 Marks)

QUESTION 5

IAS 38 describes intangible asset as an identifiable non -monetary asset without
physical substance, held for use in the production or supply of goods and
services for rental to others and for administrative purposes.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 13
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You are required to:

(@) ® State how intangible assets are valued. (2 Marks)
(i) Enumerate the classes of intangible assets. (3 Marks)

(b) ® Describe Goodwill. (1 Mark)
(i) State the characteristics of Goodwill. (4 Marks)

(c) Calculate the value of Goodwill of Bounty Ltd . from the following data:

Okonedo Group of Companies is considering selling off one of its fifteen
subsidiaries known as Bounty Ltd, but is having difficulty in valuing it for
sale. The projected profits generated from the profit forecast for the next
four years of Bounty Ltd are 886,000; 870,000; 854,000 and ¥50,000.

The separable net assets of the business arevalued at ¥300,000 and
normal expected rate of Return on Capital by Okonedo PIc is 12%.

(5 Marks)

(Total 15 Marks)

QUESTION 6

As part of the published annual report, Human Resources Accounting (HRA)

reports have to comply with the provisions of the Companies and Allied Matters

Act ( CAMA) in respect of Sharehol der sd, D
form of notes to the Accounts as well as Directors Report.

Outline FIVEeach of Information on (HRA) usually f ound i n the Direct
as well as notes to the accounts. (15 Marks)

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 14
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SOLUTIONSTOSECTION A

PART | MULTIPLE CHOICE QUESTIONS

© O N O O A W N B
o O 0O 0o o o o o »r

|
o

EXAMINERSGREPORT
The questions test substantial proportion of the syllabus.
Candidates showed good understanding of the questions.

Overall performance was good.
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PART Il SHORTANSWER QUESTIONS

© ©® N o 0~ w0 DdRE

[ = S S T
w N 2o

14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.

Result

Single

Liquidity or Solvency
Vertical

Total Assets
Derivative

LIFO, Latest purchaseprice or Base stock
Gontrollability
Credited; immediately
Exceptional

Closing

Arbitrage

(@) Public Debt

(b)  Assets and Liabilities

(c) Consolidated Revenue Fund
(d) Development Fund

(e) Treasury Fund

Parastatals

Policies, Procedures

Tafflers

Greenbury

Self

Parentsd equity
Copyright

Timing

Whistle blowing

Share splits

Revaluation reserve

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009
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25.
26.
27.
28.
29.
30.

PATHFINDER

Functional currency
Horizontal Integration
Off-Balance Sheet
Outsourcing
Investment Ratios

Engagement Partner

EXAMINERSGREPORT

The questions cover all sections of the syllabus.

Candidates showed a good understanding of the questions and their
performance was above average.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009
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SOLUTIONS TO SECTION B

QUESTION 1

NOTES TO THE FINANCIAL STATEMENSSAA 31 DECEMBER 2002

(a) Land and Buildings
The land and buildings which originally cost N104m in 1995 were
revalued on 30 September 2002 by Casker Homer & Co. (Estate Surveyors
and Valuers) at N700m (Land N150m, Buildings N550m) based on open

market value.

Depreciation policy on buildings is 2% per annum on straight line basis.
Land is not depreciated.

NO m NO m

Land 150.00
Buildings 550.00
Depreciation @ 2% x 550 x°/,,
(2.75)
547.25
Net book value 697.25

0] No depreciation had been provided up to the year ended 31
December 2001. A prior year adjustment of ¥14.56m is deducted
from accumulated profits brought forward from 1995 to 31
December 2001 (N104 x 2% x 7) in accordance with the provisions

of SAS 6.
(i) Investment property at market value 6 &2,040m. Investment
property is the companyds warehouse

ASCON. The amount disclosed in the financial statements is the
open market value as at November 2002 based on valuation (Land
M200m, Buildings #1,800m, Pre-fabricated warehouse &40m) by
Casker Homer & Co. (Estate Surveyors and Valuers).

(i)  The investment property is not depreciated in line with SAS 13.

(iv)  Revaluation surplus is recognized in equity.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 18
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(b) Other acceptable bases of assets valuation are:

)] Book Value 8 This is original cost less accumulated depreciation.
This is normally an unreliable figure as it is based on historical
cost influenced by depreciation policy of the entity. This valuation
basis is only appropriate for assets which do not appreciate in
value or where an entity has chosen not to adopt the fair value
basis.

(i) Replacement Costd This is a measure of the amount that the entity
would incur to recreate or repurchase the asset.

(i) Break up Value & The break up value of the assets will often be
considerably lower than any other computed value. It normally
represents the minimum price which should be accepted in the
event of forced sale. This basis is appropriate where an entity is
no longer a going concern and is in the process of being wound

up.

(iv)  Net Realisable Value d This is the market value less modification
and realization cost. This basis is appropriate where an individual
asset is to be sold by a going concern entity.

(V) Current Costd This is the inflation adjusted value based on price
index. This valuation is appropriate for inflation accounting.

(c) Steps to be taken by directors before incorporating the notes:

- The directors should obtain a written report from Casker Homer & Co.
(Estate Surveyors and Valuers), confirming the valuation for land
obtained by telephone.

- The valuation report of the valuers 6 Casker Homer & Co. which the
company intends to incorporate in its financial statements must be
adopted by the Board of Directors and reflected in their minutes.

EXAM NERSG6 REPORT

The question tests candidatesd knowl edge
assets in Accounts, the various methods of valuation and actions directors need
to take for the valuation to be included in the Accounts.
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Most of the candidate s displayed shallow understanding of the requirements of
the question and performance was generally poor.

At this level, candidates should prepare themselves for this type of question
which will assist them in their work in the future.

QUESTION 2

(a)  Sections/departments that may be created in a medium sized firm are:

Vi.

Audit Assurance Services

This takes care of all audit o statutory and non -statutory.
Assurance services are also rendered.

Taxation Services

Rendering taxation services to clients in respect of audited
accounts and rendering advice on the computation of tax payable
and tax negotiations.

Management Consultancy Services

Consultancy in all its ramifications, human resources, secretarial
work, risk management and financial advice.

Insolvency Services
Liguidation and receivership work.
Corporate Advisory Services

Public issues, listing requirement work, environmental reports,
liaison work etc.

Investigation Unit

Ad hoc assignments, purchase or sale of business, prospective
investment, back duty, fraud, prospective lending, etc.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 20
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Vii. Information Technology (IT) Unit

Software development, sales and installation, Systems Audit,
Forensic Audit etc.

(b) The following matters may be included in the Partnership Agreement of
an Audit firm:

0] Profit sharing ratio

(i) Admission of a new partner

(i)  Resignation, retirement or death of a partner

(iv) Different categories of partners 0 salaries, profit sharing or
sleeping

(v) Interest on capital

(vi)  Salaries, if any

(vii)  Method and regularity of drawings

(viii) Operation of the partnership accounts

(ix)  Contribution of capital

(x) Interest/charges on current account

(xi)  Dissolution of the partnership

(xit)  Dispute resolution.

EXAMI NERS6 REPORT

Part (a) of the question tests candidat e:
created in a firm whil e section (b) tests their knowledge of items to be included

in partnership agreement.

Most candidates attempted this question and the performance was good.

A few candidates however did not understand section (a) and discussed internal
control/management of the firm.

Candi dat es ar e advised t o read t he | nst
textbooks.

QUESTION 3

€) Rights and privileges of shareholders as provided for in the Code of Best
Practice on Corporate Governance are as follows:

I. It should be the re sponsibility of shareholders to elect directors
and approve the terms and conditions of their directorship.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 21



Vi.

Vii.

viii.

XI.

Xii.

Xiii.

Xiv.

PATHFINDER

The venue of the Annual General Meeting (AGM) should be
carefully chosen such that the majority of shareholders can attend
conveniently.

Before the AGM, the notice of meeting should be sent at least 21
working days with full information that will enable them vote
properly on any issue.

To vote at meetings.

There should be at least one director on the Board to represent
non-controlling shareholder s.

Shareholders holding more than 20% of the total issued share
capital of a company should have a representative on the Board,

unless they are in a competing business or have conflict of interest

that warrant their exclusion.

A separate resolution should be proposed by the Board at the
annual general meeting on each substantial issue in such a way

that it can be voted upon in an organized manner.

The Board should ensure equal treatment of all shareholders such
that none is given preferential treatment o r superior access to
information or other materials.

The AGM should be used by the Board to communicate with the
shareholders and encourage their participation.

Appointment and fixing of the remuneration of Auditors.
Appointment of members of the Audit Committee.
Appointment of Chairman of the Audit Committee.

The company through the directors, should ensure that
sharehol dersd6 statutory rights

To receive audited financial statements.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 22
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(b)  Circumstances/instances which may threaten or appear to threaten the
independence of an auditor:

0] Family or other personal relationships:
It is desirable to avoid professional relationships where personal
relationship exist, for example, mutual business interest with the
employees of the client or partners or members of staff of the audit
firm.

(i) Beneficial interest in shares and other investments, for example,
partner or staff of the audit firm
companies.

(i)  Actual or threatened litigation.  Any litigation ( actual or
threatened) may put the partners in an adverse situation and this
clearly undermines the auditords obj

(iv)  Acceptance of goods and services 0 Acceptance of undue
hospitality poses a similar threat, unless the values are modest.

(v) Provisionof ot her services which are outs
responsibilities.

(vi) Influences outside practice o there is a risk of objectivity or
independence due to pressure from associated practice (bankers,
solicitors, government or those introducing busines s).

(vi)  Undue dependence on an audit client o t he audi tord
independence is threatened when a large part of his income is
derived mainly from a client.

(viii) He should not accept fees, the amount of which is dependent on
the success of the assignment (contingent fee).

(ixX)  He should not act as an auditor where he currently acts for the
client in an executive capacity.

x) He should not act for two opposing clients in the course of a
negotiation, settlement or claim unless he has been duly
appointed under due processes of the law as an arbitrator.
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(xi)  He must not give to or receive from a client company a loan or
financial guarantee unless the client is acting in an ordinary
course of business and the terms are not unduly favourable to the
auditor.

EXAMI NERSOd REPORT

The guestion tests candi dates®d knowl edge
shareholders and instances that could thre:

Many candidates attempted the question and the overall performance was
good.

QUESTION 4
(a) SCHEDULE OF ADJUSTMENTS
OPTION 1 TUKA LIMITED
N6 OC N6O0O
Revenue reserve 1 January 2008 19,564
Add: depreciation on plant 3,750
lease rental 4,000 7,750
27,314
Less:
Depreciation on leased asset (4,000)
Interest on leased asset (2,400)
Depreciation on plant (1,500)
Bad debt (2,000)
Additional tax provision (1,585) (11,485)
Revenue Reserve 31 March 2008 15,829
OPTION 2
N6 OC
Revenue reserve 1 January 2008 19,564
Add: depreciation charges on plant 2,250
lease rental 4,000 6,250
25,814
Less:
Depreciation on leased asset (4,000)
Interest on leased asset (2,400)
Bad debt (2,000)
Additional tax provision (1,585) (9,985)
Revenue Reserve 31 March 2008 15,829
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Workings

(i)

(ii)

(iii)

(iv)

(v)

(vi)
(vii)

Existing use of landed property
Book value
Revaluation reserve

Finance lease

The lease has been incorrectly treated as an operating lease

Cost of canstruction equipment
1% instalment payment
Obligation due on finance lease

Interest @ 15% on N16m
Depreciation @ 25% of N16m

Plant costing N5m depreciation @ 25%
2005 62007 = 3y ears =N1,250,000 x 3
Now depreciated @ 10% = N500,000 x 3
Excess depreciation charged

Valuation of investment
Book value of investment
Revaluation reserve

Income tax recomputed

Provision on account
Additional tax provision

Bad debt provision
Plant and machinery
Add: leased asset

Excess depreciation on plant

Less: depreciation on leased asset

16,000
2,250

NO O |
34,320
2,750

31,570

16,000
4,000

12,000

2,400
4,000

3,750
1,500

2,250

38,264

10,346

27,918

5,330

3,745
1,585

2,000

30,450

18,250

48,700
4,000

44,700
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(b)  TUKA LIMITED
BALANCE SHEET AS AT 31 MARCH, 2008

N6 OC NG6OO

FIXED ASSETS
Land and Buildings 34,320
Plant & Machinery 44,700
Investment (market value) 38,264
117,284
CURRENT ASSETS
Stock 2,015
Debtors & prepayments (8,650 & 2000) 6,650
Cash & Bank (5,4200 2,400) 3,020
11,685
Less:CURRENT LIABILITIES
Creditors & Accruals 16,322
Taxation (3,745 + 1,585) 5,330
Obligation due on lease 12,000
33,652
Net current liabilities (21,967)
NET ASSETS 95,317
CAPITAL & RESER&E
Ordinary shares of N1 each 20,000
Revaluation reserve (31,570 + 27,918) 59,488
Revenue reserve 15,829
95,317

EXAMI NERSG6 REPORT

The question tests candidatesd knowl edge
accounts.

Few candidates attempted the question and the performance was poor.

Candidates did not fully understand the a djustments required to enable them
prepare the adjusted Balance Sheet.

At this level, candidates are expected to be able to handle these types of issues
requiring application of their theoretical knowledge. Candidates are advised to
pay attention to this aspect of the syllabus.
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QUESTION 5

@0@)

(ii)

(b)
(i)

(ii)

Valuation of intangible assets

At the point of recognition, it should be valued at cost.
Subsequently, it should be carried in the accounts at the revalued
amount.

Valuation should be at cost less accumulated amortization and the
impairment losses.

Subsequent valuation at revalued amount should be less
accumulated

amortization and impairment losses (except for Goodwill which
should not be amortised).

Classes of intangible assets

Internally generate d intangible assets
Purchased intangible assets

Goodwill
It is the difference between the value of a business as a whole and the
aggregate fair values of the separable net assets.

Characteristics of Goodwill

The value of goodwill has no reliable or predictable relationship to
any cost, which may have been incurred.

Individual intangible factors, which may contribute to goodwiill
cannot be valued.

Its value may fluctuate widely according to internal and external
circumstances over relatively short period of time.

It is capable of realization separately for the business as a whole.
The assessment of the value of goodwill is highly subjective.

It is included in the books at cost less the impairment losses.
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(c) VALUATION ® GOODWILL OF BOUNTY LIMITED

Year 1 Year 2 Year 3
Year 4
N N N N

Project profit 86,000 70,000 54,000 50,000
Less: normal profit (12% of (36.,000) (36.,000) (36,000) (36,000
N300,000) )

50,000 34,000 18,000 14,000
DF @ 12% 0.8929 0.7972 0.7118 0.6355
Present value 44,645 27,105 12,812 8,897

N93,459
N93,459/4 = N23,364.75

Total present value
Super profit

Capitalization of Super profit = %: 194,706

Alternative B

Estimated Average Profit = 86,000 + 70,000 + 54,000 +5 0,000

4
= 65,000
N

Average Profit 65,000
Normal profit = 12% x N300,000 36,000
Super profit 29,000
Capitalization of super profit = 29,000

0.12
Goodwill 241,667

EXAMI NERSG6 REPORT

The question tests candidatesd knowl edge
reference to goodwill and its calculation.

Although, many candidates attempted the question but they displayed poor
understanding of its requirements.

Candidates are advised to study this aspect of the syllabus to be able to
understand the principles.
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QUESTION 6
€) I n the direct or s-10 ofrSehedule to CAMAgmYide thats 7
the following information shal | be disclosed in respect of employment

and employees:

® Employment of disabled persons;

(i) Heal th, safety and welfare at wor k o1
(i) Empl oyeesd involvement and training;
(ivy Companyds personnel policies;

(v) Empl oyeesd involvement i n company maf

(vi)  Equal opportunity statement;

(vi)  Welfare packages for staff, for example, housing scheme,
scholarship for staff children; and

(vii) St akehol dersdé interest such as inter
in addition to those of shareholders and employees.

Additionalinf or mati on relating to sharehol der ¢

0] Shareholding showing range analysis;

(i) Movement in share capital,

(i) Five (or ten) year dividend history; and

(iv)  Unclaimed dividends, share certificates and scrip issue history.

(b)  As regards notes to the accounts, Section 55 and Schedule 2 of
Companies and Allied Matters Act LFN 2004, provide that the following
information shall be given with respect to the employees of a company:

® The average number of persons employed by the company in the
financial year, and the average number so employed within each
category of persons employed by the company.

(i) The aggregate amount respectively of wages and salaries paid or
payable in respect of all persons employed by the company and
other pension costs so incurred.

(c) In the notes to the accounts

(1) Sections 22 and 23 of Companies and Allied Matters Act LFN 2004
(CAMA) disclosure. Di sclosure about

e The aggregate amount of directors?d
e The number of directors who have a right to receive
emoluments and aggregate amount of such emolument.
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e The aggregate amount of directors?ad
e The aggregate amount of any compensation to directors or past
directors in respect of loss of office.

(i) Section 35(1) of Schedule 3 of CAMA discloses information in
respect of the number of employeesod |
thus:

A There shall be shown by reference to each pair of adjacent
points on a scale whereon the lowest point is N60,000 and
the succeeding ones at successive integral multiples of
N10,000 begins with that in the case of which the multiplier
S 7, the number (if any) or p e
employment whose several emoluments exceeded the lower
point but did not exceed the higher.

Other information required in the notes in respect of employees
and directors are:

e Directorsd emoluments showing, fees
e Scale of directors emolument and employees showing number

of people and their emolument
e Dividends

EXAMI NERSOd REPORT

The questionte st s candi datesd knowledge of the re
Resources Accounting in Published Accounts.

A few candidates attempted the question. Their understanding of the
requirements of the question was poor. They discussed general requirements of
information in Published Accounts instead of concentrating on the Human
Resources Accounting requirements.

Candidates are advised to read and interpret questions correctly before
attempting them.
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ICAN/092/2/2
THE INSTIDTE OF CHARTERED ACCOUNTANTS OF NIGERIA

SECTIOM

PATHFINDER

EXAMI NATI ON NO: éééééééecéé

PROFESSIONAL EXAMINATION dNOVEMBER 2009

STRATEGIC FINANCIAL MANAGEMENT
Time Allowed 8 3 hours

(Attempt All Questions)

PART | MULTIPLECHOICE QUESTIONS (10 Marks)

1.

Quick ratio is

A. current assets minus current liabilities

B. current assets divided by current | iabilities

C. current assets minus finished stock divided by c urrent liabilities
D. current liabilities divided by current assets

E. finished stock plus current assets divided by curre nt liabilities .

Which combination of the following activities satisfies the strategic
planning process?

(i)

(ii)
(iii)
(iv)
(v)

moow»

Allocate resources
Conduct research

Take corrective measure
Establish policies
Measure performance.

() and (v)
(i) and (iii)
(i) and (ii)
(iii) and (v)
() and (iv) .

Which of the following is NOTa correct method of investment appraisal?

moow»

Net Present Value

Internal Rate of Return
Profitability Index

Accounting Rate of Return
Modified Internal Rate of Return .
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4, What is the present value of 81,000.00 receivable in 12 years time if the
discount rate is 12% per annum?

A. N880.00
B. N257.00
C. N8,333.33
D. N1,440.00
E. §1,120.00
5. Which TWOof the follo wing statements illustrate sources of funds?
0] Increase in asset account

(i) Decrease in liability account .
(i) Increase in equity account.
(iv)  Increase in liability account .

A () and (iv)
B. (i) and (iii)
C. (iii) and (iv)
D () and (i i)
E (i) and (iv) .

6. Which ONEof the following is NOTan application of funds?

A. Increase in debtors
B. Reduction in creditors
C. Payment of dividend
D. Investment in fixed assets
E. Increase in tax liability .
7. One example of the likely causes of systematic risk is
A. inflation
B. exchange rate fluctuation
C. poor management
D. type of product
E. high gearing level .
8. A takeover of one company by another company in the same industry

and at the same stage of production process is

conglomerate merger
forward i ntegration
backward i ntegration
horizontal i ntegration
vertical i ntegration .

moow»
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The capital requirement stipulated by the Central Bank of Nigeria for

transforming a Community Bank into a Micro -Finance Bank within a
local government are a is

A. N10 million
B. N20 million
C. N25 million
D. N50 million
E. N35 million .

The difference between the selling price and the buying price of a
foreign currency is

spot rate

swap rate

spread

forward premium

forward d iscount.

moow>
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PART Il SHORIANSWER QUESTIONS (30 MARKS)

1. In the capital market, a large and highly successful quoted company is
known as aéééé

2. Dual capacity function of a stock -broker means that the stock-broker
caneééeeééeadnd ééeé..shares on behalf of
clients.

3. An approach which suggests that a firm pays dividends if and only if
acceptable investment opportunities for those funds are currently not
available is kédéwn as ééeéee

4, What is the term used in measuring the effect of a change in critical

variableinputon a proj ect @se?Net Present V
Use the following information to answer questions 5 and 6:

Prudence Plc. is financed partly by equity and p artly by debenture. The equi ty
proportion is always kept at two -thirds (| ) of the total financing. The cost of
equity is 18% while that of debt is 12%. A new project costing &1 million is
under consideration. It will generate annual cash flows of &175,000 before
interest and in pe rpetuity.

5. Calculate the Weighted Average Cost ofCapital of Prudence Plc.
6. Assuming the Marginal Cost of funds of Prudence Plc. is equal to its
Weighted Average Cost of Gpital, should the pro ject be accepted? Ignore

Tax

7. State the TWOkey points on a decision tree.

8. A company that is trying to support large volume s of trade with limited
capital resources at its disposal i s ééé.
9. Give the formula used for estimating the cost of trade finance where cash

discounts offered are not taken.

10.  Which is the financial service that involves the sale of debtors (accounts
receivable) at a discount to obtain short term funds?

11. The length of time it takes the net cash inflows from a capital investment

project to recoup the initial investmentisc al | ed ééééeé
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12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

PATHFINDER

What is the term given to the general mechanisms by which
management is led to act in the best interest of all stakeholders?

A philosophy that one should do something right the first time is known

ase eeeee.

In relation to time horizon, ONE major function of the Treasury Manager
is the éééé cash flow management of t

In the issuance of a letter of credit, who is the applicant?

State the type of ri sk involved when
due to an unanticipated change in exchange rate.

A formal restriction which is frequently placed by le nders in a debt
contract is calledééeé

What is the name given to the integrated approach to the use of
information technology in manufacturing enter prises?

State one major objective of establishing Micro -Finance Banks in relation
to the Nigerian economy.

The generic term used in the field of business acquisitions and mergers
to cover the economies which result through integration is

,,,,,,,,,

eeeeeeeee.

The ordinary shares of TOBILPIc. are currently trading at 83.20. EXisting
shareholders are offered one new share at N2.00 for every three held.
What is the theoretical ex-rights price?

What is the name given to a cash dividend paid in the f orm of new
shares?

A process of switching investment from a levered to an unlevered firm
with a view to obtaining the same level of income with a smaller

rrrrrrr

invest ment outlay 1 s kprocess. aseeeeéeéeéé.
In the strategic management process, the appraisal of a particular
organization both internally and in relation to the environment deals
witheeéeé.

What is the core stage in the corporate strategy process?
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26.

27.

28.

29.

30.

PATHFINDER

Voluntary corporate liquidation, partial sell -offs, corporate spin-offs and

equitycarve-out s ar e al |l met hods

of

sz

s s oz 7

eeeeee.

What is the main financial objective which the theory of company

assumes for business organization?

The discount rate used to determine the present value of a stream of
s calledé

expected future céash fl ows

Wh a t i s t he term used for

t he

process

selecting investment projects whose cash flows are expected to extend

beyond one year®

The exchange of business information in an electronic format is known as

eeee.
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SECTION B ATTEMPT QUESTION 1 AND ANY OTHER THREE MARKS)

QUESTION 1 - CASE STUDY

PHYSIQUE FITNESS PLC.

Physique Fitness Plc, a quoted company, produces a highly successful line of
exercise equipment for gyms and health clubs.

The company has a track record of steady growth and has an objective of
maximising earnings per share. In furtherance of this objective, Chief Koku, the
Chairman of the Board of Directors of the company at the last meeting of the
Board expressed his belief that it was time to produce compact multifunctional
exercise machines for home use.

The target market comprises health dconscious consumers who are not
interested in using public gyms but have enough exercise space at home.

A project team was constituted to study the feasibility of the project as well as
its overall financial requirement. The team, after four months of rigorous
meetings and consultations, agrees that the sum of N10 million would be
required for the project.

The project is expected to yield annual earnings before interest and t ax of 81.6
million.

In order to raise the necessary funds for the project, the following financing
alternatives are being considered:

® Borrow #1,000,000 and raise the balance through equity.

(i) Borrow 4,000,000 and raise the balance through equity.

(i)  Borrow N6,000,000 and raise the balance through equity.

The current mar ket pr i c#&25andthisihexpectedtopany s
drop to ¥20.00 if funds are borrowed in excess of 85,000,000. Funds can be

borrowed at the following rates:

0] Up to &1,000,000 at 8%

(i) A further 84,000,000 at 12%

(@ii) A further &1,000,000 at 18%.
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You are required to:

€) Determine the earnings per share for the three debt financing
alternatives and advise on the optimal method of financing based on
earnings per share (EPS).
Assume companytax rate of 30%. (8 Marks)

(b) State FOUR conditions for obtaining full listing on the Nigerian  Stock
Exchange. (2 Marks)

(c) State ONE advantage and ONE disadvantage of financing the project
with 100% equity. (2 Marks)
(Total 12 Marks)

QUESTION 2

Garaje Plc., a manufacturing company , is evaluating three investments:
A - A new line of production
B - Expansion of existing line to include several new sizes.
C. - Developing higher quality line of production.

Data relating to the investments is given below:

Project Cash Outlay Present Value of Future Cash Inflow
N N
A 200,000 290,000
B 115,000 185,000
C 270,000 400,000

If projects A and B are undertaken, there will be no economies of ¢ ombination.
The aash outlay and the present value of future cash flows will respectively be
the sum of the parts.

If projects A and C are taken together, economies are possible because one of
the machines acquired can be used in both production processes. In this
respect, the total cash outlay for projects A and C will be #440,000.

If projects B and C are undertaken, they will bring about economies in
marketing and production but not in investment. The expected present value of
future cash flows for projects B and C is #620,000.

If all the projects are undertaken concurrently, the economies noted above will
still hold. However, additional cost of &125,000 will be required for a n
extension of factory space.
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Required:

Advise the management of Garaje Plc. on the project or combination of projects
that should be undertaken assuming:

(a) Each of the projects is undertaken on its own (stand alone basis) and
(4" Marks)

(b) Combinations of projects as highlighted in the question. (11"Marks)
(Total 16 Marks)

QUESTION 3
Borokinni Plc. had prepared its capital expenditure budget for the next five
years. It expects that funds will be available to achie ve the expenditure

programme. The targeted net income for each year is expected to be met.

Below is the summary of the capital expenditure and net income budget.

Year Capital Expenditure Net Income
NOOOO NOOOO
1 10,000 20,000
2 15,000 15,000
3 20,000 25,000
4 15,000 23,000
5 20,000 18,000

The company adopts active dividend policy and pays annual dividend of N1 per
share. It had issued 10 million ordinary shares of &1 each out of its 20 million
authorized shares.

Required:

€) Calculate the dividend per share and external financing in each year
assuming the company decides to treat dividend payment as a residual
dividend policy. (4 Marks)

(b) Calculate the amount of external financing that will be necessary in each
year if the present annual dividend pe r share is maintained. (5 Marks)

(c) Calculate the dividend per share and the amounts of external financing
that will be necessary if a dividend payment ratio of 50 per cent is
adopted.

(5 Marks)
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(d) Under which of the three dividend policies (a, b and c above) are
aggregate dividends over the five years maximized? (1 Mark)

(e)  Which policy minimized required external financing over the five years?
(1 Mark)
(Total 16 Marks)

QUESTION 4

Company X has a project with a life span of one year while Company Y has three
projects in different industries, each lasting one year. The net cash inflows and
beta factors associated with the pr ojects are as follows:

Project Cash Flow Beta Factor
NOmi || i
Company X 100 1.2
Company Y 1 25 15
2 25 15
3 50 0.9

The market return is 10 per cent and the risk free rate of interest is 5 per cent.

Required:

€) Calculate the total present value of projects undertaken by:
® Company X (4 Marks)
(i) Company Y (4 Marks)

(b) Determine the overall beta factor of Company Y, assuming that all the
projects are undertaken. (6 Marks)

(©) Explain how por tfolio diversification reduces the risk experienced by any
investor. (2 Marks)
(Total 16 Marks)

QUESTION 5
(@) State FOURfeatures of efficient foreign exchange management.(4 Marks)

(b) State and explain briefly FOUR factors that affect fluctuations in
exchange rates. (8 Marks)

(c) State FOURways of financing o verseas investments. (4 Marks)
(Total 16 Marks)
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QUESTION 6

As a Financial Manager of Holiday Plc, you are investigating the possible
acquisition of Leisure Plc.

You have the following basic data:

Holiday Plc. Leisure Plc.
Dividend per share (expected) N3.00 §0.80
Number of shares 1 million 0.6 million
Share price MO0 N20

Investors currently expect a steady growth o f about 6 per cent
earnings and dividends. Under a new management, this growth rate would be
increased to 8 per cent per annum, without any additional capital investment.

Required:

Calculate

(@) the increase in capital value to the owners of Holiday Plc. arising from
the acquisition. (4 Marks)

(b)  the cost of the acquisition if Holiday Plc. pays ™25 in cash for each
Leisure Plcshare. Should the acquisition go ahead? (6 Marks)

(c) the cost of the acquisition if Holiday Plc. o ffers one of its own shares for
every three shares of Leisure Plc. Should the acquisition go ahead on this
basis? (6 Marks)

(Total 16 Marks)
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SOLUTIONS TO SECTION A

PART | MULTIPLE CHOICE QUESY8

1. C
2. E
3. D
4. B
5. C
6. E
7. A
8. D
9. B
10. C
TUTORIAL

4) PV=A/(1l+n"
Where
A = princip al amount,
r = rate and
n =number of years.

Therefore N1000/(1.12)" = N257
EXAMI NERS3 REPORT
The questions test c thadiiodsasdcwossdfthe syatmis.e dge o0
Virtually, all candidates attempted the questions and showed adequate

knowledge of the concepts needed to answer the questions, hence performance
was good.
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PART I SHORTANSWER QUESTIONS

1.

10.

11.

12.

13.

14.

15.

16.

17.

18.

Blue-Chip Company
Buy; sell
Residual dividend

Sensitivity analysi s/Deterministic simulation/What -if -analysis/Switch @
Test Analysis

16%
The Project should be accepted since the NPV is positive.
Decision points and Outcome points (Nodes)
Overtrading
Rate = %discount x 365

100% - %discount Max payment period less max discount period
Debt factoring /Invoice discounting

Payback period

Corporate Governance

Tatal Quality Management (TQM)
Short term

The importer

Economic exposure or economic risk
Covenant

Advanced Manufacturing Technology (AMT) or Computerintegrated
Manufacturing (CIM)
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19.  Economic Growth- To provide the economically active poor and low
income households with financial services.

20.  Synergy

21. N2.90

22.  Scrip dividend/Stock dividend

23, Arbitrage.

24, The organisationds strengths, weaknesse:
(SWOT)

25.  Strategy analysis

26.  Divestment or De-merger

27. Maxi mi zation of sharehol dersd wealth, o
maximization

28.  Cost of capital or required rate of return or weighted average cost of
capital or hurdle rate

29. Capital budgeting /Project appraisal,

30. Electronic commerce (e-Commerce).

TUTORIALS

5.

Proportion Cost Cost x Proportion

Equity 2/3 18% 12%
Debt 1/3 12% 4%
WACC 16%
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6.
Annual Cash
Flow
Present Value of future Cash Flows Discount rate
N175,000 =
0.16
N1,093,750
The NPV of the Investment is N1,093,750
Less (N1,000,000)
NO3,750
21.
Kobo
3 Old shares prior to rights issue 320k per share 960
@ =
1 new share for 200k per share 200
4 Shares are expected to be 1,160
1 Share is therefore worth 1,160k = 290k
4
Ex d rights price = N2.90

EXAMI NERSd REPORT
The questionste st candi datesd knowledge of the var
Virtually, all the candidates attempted the questions and performance was fair.

Candidates are advised to ensure adequate coverage of the syllabus through
study of relevant texts, for bet ter results.
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SOLUTIONS TO SECTION B

QUESTION 1
CASE STUDY
(@) PHYSIQUE FITNESS PLC.
DEBT FINANCING ALTERNATIVES
Option | Option 1l Option 1l
I Il 1
(M1,000,000) (M4,000,000) (M6,000,000)
EBIT 1,600,000 1,600,000 1,600,000
Less Interest (W) 80,000 440,000 740,000
PBT 1,520,000 1,160,000 860,000
Tax at 30% 456,000 348,000 258,000
PAT 1,064,000 812,000 602,000
No. of Shares (Wi 360,000 240,000 200,000
EPS = PAT
(No of Shares) N2.96 N3.38 N3.01

Conclusion- The second alternative, that is, raising of 84,000,000 debt,
maximizes the earnings per share. Therefore, it is the best financing
alternative in t he present case given the
maximizing earnings per share(EPS).

company ¢

WORKINGS:
0] Calculation of interest charges for the various alternatives.

Alternative | 8 Interest rate of 8% for debt up to & 1,000,000
i.e. N1,000,000 x 0.08 = N80,000.

Alternative Il 8 Over#1,000,000 up to 85,000,000 at 12%.
Debt level here is 84,000,000

15 M1,000,000 @ 8% N80,000
Next 843,000,000 @ 12% N360,000
.. Interest on &4,000,000 debt §N440,000
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Alternative Il - i.e. N6,000,000 debt & Over 5,000,000 at 18%
15'N1,000,000 @ 8% 80,000
Next N4,000,000 @ 12% N480,000
Next 41,000,000 @ 18% 180,000

.. Interest on N6,000,000 debt N740,000

(i) Calculation of the number of shar es.

This is found by dividing (under each financing alternative) amount to be
raised through equity issue by the respective/appropriate market price,

thus:
Alternative |
Amount to be raised through equity issue = N9,000,000
Appropriate market price (amount borrowed is less than 85m) =  N25
.. Number of shares required = §9,000,000
N25 = 360,000
Shares
Alternative |
Amount to be raised through equity issue = 6,000,000
Appropriate market price (debt is less than N5m) = N25
.. Number of shares required = N6,000,000
N25

= 240,000 shares

Alternative 1|

Amount to be raised through equity issue = $§N4,000,000
Appropriate market price (debt is higher than #&5m) = N20

.. Number of shares issued= 4,000,000 = 200,000 shares

N20

(b)  Conditions for full listing on the Nigerian Stock Exchange include:
e Company must be public company.
e Application for listing must be sponsored by one of the dealing
members of the Exchange.
e Trading record for the preceding five years must be submitted.
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e Not less than 25% of the issued share capital must be made available
to the public.

e Quarterly, half yearly and annual statements of accounts must be
submitted.

e Number of shareholders must not be less than 300.

e Date of last audited accounts must not be more than nin e months.

Note: The above conditions apply to First Security Market (FSM) only,
(c) Advantages of 100% equity financing

Use of hundred percent equity finance will not require

o Provision of security as may be the case in debt-finance.
Interest on earnings are likely to be stable .

Interest burd en can be avoided.

Dilution in control prevented and avoided .

Disadvantages of 100% equity financing
o Financing the new project with hundred percent equity w ill have the
effect of reducing
the companyds earnings per share.

e  Tax benefit on the cost of borrowing will be lost.

EXAMI NERSOd REPORT

The question tests candidatesdéd knowledge ¢
and the nature and functions of capital market, that is, the stock exc hange.

Almost all the candidates attempted the question and performance was fair.

Candidatesd® commonest pitfalls were their
interest payable on the loan under the various options and the earnings per
share of each alternatives. They displayed lack of understanding.

Candidates are advised to take time to read, understand and interprete
guestions appropriately and note the specific requirements before attempting
them.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 48



PATHFINDER

QUESTION 2

GARAJE MANUFACTURING COMPANY

Canputation and comparison of the Net Present Value (NPV) o each investment

options or possibilities .

(@) Option 1 - Project A alone
PV of future cash flows (given)
Cash outlay required  (given)
Expected Net Present Value (ENPV)

Option 2 - Project B alone
PV of future cash flows (given)
Cash outlay required  (given)
Expected Net Presat Value (ENPV)

Option 3 - Project C alone

PV of future cash flows (given)
Cashoutlay required  (given )
Expected Net Present Value (ENPY

(b) Option4 - Projects A and B combined
PV of future cash flows (A + B)
Cash outlay required (A +B)
Expected Net Present Value (ENPV)

Option5 - Projects A and C combined
PV of future cash flows (A + C)
Cash outlay required (on economies)
Expected Net Present Value (ENPV)

Option6 - Projects B and C combined

PV of future cash flows (as a result of economies)

Cash outlay required  (B+C)
Expected Net Present Value (ENPV)
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Option 7 - Projects A,B and C combined N

PV of future cash flows (for B and C combined + A) 910,000
W(I)

Cash outlay required (for A and C combined +B) +

extension cost) (680,000)

W(2)

Expected Net Present Value 230,000

Conclusion:

Option 5, that is, Projects A and C combined yielded the highest ENPV. Garaje
Manufacturing Company should therefore choose A and C which maximized the
value of the company.

NOTE

W(1) Computation of PV of future cashflows for Option 7 i.e. A,B and C N
PV of Project A 290,000
Add PVs of Projects B and C combined 620,000
Total 910,000

W(2) Computation of required cash outlay for Option 7 i.e. A,B and C N
Cash outlay of A and C combined 440,000
Cash outlay of B 115,000
Extension Cost 125,000
Total 680,000

EXAMI NERSO REPORT

The question tests candidatesd knowledge o
control, the identification and evaluation of i nvestment and decision making.

Many candidates attempted the question but their performance was poor.
Candidatesd commonest pitfalls were their
recognize the reduction in outlay and in crease in present value (PV) of cash

inflows resulting from project combinations, when all the three projects are

undertaken concurrently.

Candidates are expected to work hard and make use of t he Il nst it
Pathfindkerand Study Packs when preparing for th
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QUESTION 3
(@) Year Capital Dividend Dividend External
Net Expenditure Payable Per Share Borrowing
Income

NO O C NOOC NOOC NOOC

1 20,000 10,000 10,000 §1.00 0

2 15,000 15,000 - - 0

3 25,000 20,000 5,000 0.50 0

4 23,000 15,000 8,000 0.80 0

5 18,000 20,000 - - 2,000

23,000 2,000

(b) Year Net Capital Dividend Dividend External
Income Expenditure Payable  Per Borrowing

Share

N0 0 C NOOC NOOC N0 OC

1 20,000 10,000 10,000 §1.00 0

2 15,000 15,000 10,000 1.00 10,000

3 25,000 20,000 10,000 1.00 5,000

4 23,000 15,000 10,000 1.00 2,000

5 18,000 20,000 10,000 1.00 12,000

50,000 29,000

(c) Year Net Capital Dividend Dividend External

Income Expenditure Payable Per Borrowing

Share

NO O C NOOC NO OC NG O I

1 20,000 10,000 10,000 ~1.00 0

2 15,000 15,000 7,500 0.75 7,500

3 25,000 20,000 12,500 1.25 7,500

4 23,000 15,000 11,500 1.15 3,500

5 18,000 20,000 9,000 0.90 11,000

& 50,500 N 29,500
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(d)  Aggregate dividends is maximized under alternative (c) - & 50.5m
(e)  Aggregate borrowing is minimized under alternative ( a) - 82m.

NOTE: The external borrowings are obtained as follows:
Net income less capital expenditure minus dividend payable.

EXAMI NERSSd REPORT

The question tests candidates understanding of dividend policies and factors
influencing them.

Many candidates attempted the question and performance was good. Only a
few of the candidates displayed a myopic understanding of the question.

The commonest pitfalls of the few candidates were their presentation and
wrong approach to answering the question.

In order to do better in future examinations, candidates should learn to present
their answers in a logical form.

QUESTION 4

(@) Computation of Project discount rate using Capital Assets Pricing Model
(CAPM)

Rs =R, {B(R, - R)

Where, Rsis the risk of the security,
R is the risk free rate,
R, is the risk of the market
B is the beta of the security
(1) Company X (Discount Rate) = 5% + 1.2 (10%- 5%)
= 5% + 6% = 11%
Present Value of Projects undertaken by Company = #&100m

1.11
= N 90.10m
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(i) Company Y (DiscountRates

Project 1 5% + 1.5 (10%-5%) = 12.5%
Project 2 5% + 1.5 (10%-5% ) = 12.5%
Project 3 5% + 0.9 (10%-5% ) = 9.5%
Present Values of Company % Brojects
Project 1 M 25m = N22.22m
1.125
Project 2 M 25m = N22.22m
1.125
Project 3 & 50m = §N45.66m
1.095
Total Present Value of Company ¥ Brojects = §(22.22+ 22.22+ 45.66)m
N 90.10m

() Company YO&s @atoe reathe weiphted averdge of the beta
factor of the three projects.

Project PV@&mM) Beta Weight
Factor (Mm)
1 22.22 15 33.33
2 22.22 15 33.33
3 45.66 0.9 41.09
90.10 107.75
.. Overall beta factor = M107.75m = 1.2
N90.10

(c) Portfolio diversification can reduce risk through inves tment in assets that
are not perfectly correlated. Diver sification reduces risk more when asset
returns show little or no positive correlation or preferably negative
correlation, whenever this is achievable.
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EXAMI NERS3 REPORT

The question tests candidatesd knowMedge
and portfolio management.

Many candidates attempted the question but performance was below average.
Candidatesd commonest pitfalls were the
Pricing Model (CAPM) and in some cases their inability to understand the
formula to use in solving the problem.

Candidates are advised to ensure adequate coverage of all sections of the
syllabus for better performance.

QUESTION 5
(a) Features of efficient foreign e xchange management.

(1) Making adequate plans for foreign exchang e needs of the
organization.

(i) Investing export proceeds received in foreign currency till the
funds are required by way of interest bearing deposits in
domiciliary accounts held with a Nigerian bank

(i) Managing the foreign ex change risk.

(iv) Controlling the usage of any foreign currency acquired.

(V) Determining the appropriate timing of the purchase or sale of
foreign exchange so as to minimize losses due to exchange rate
fluctu ations.

(b) Factors affecting fluctuations in exchange r ates.

The value of the Naira against any foreign currency can be affected by
the factors listed below:

® The supply of and demand for the foreign currency .
(i) The supply of and demand for the local currency.

(i) Global inflation rate and its effect on domestic rate of inflation.
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(iv)  Local economic conditions including local production of goods for
export and local interest rates.

(v)  The political environment in Nigeria and in the foreign country.

(vi) International confidence in the Naira reflecting international
confidence in the domestic economic management policies.

(vii) Expectation in relation to mov ement in local and fo reign exchange
rates.

(viii)  Interest rate: There is a relationship between exchange rates,
interest rates and inflation rates.

(ix)  Speculative activity .

(x)  Volume of trade.

(c) Ways of Financing Overseas Investments

® Borrowing from the Nigerian financial markets .
(i) Borrowing in the country of operation .

(iii Borrowing from a third country .
(iv)  Retention (Retained earnings) from holding company or
subsidiaries.

(V) Combination of the above strategies.

EXAMI NERSOd REPORT

The gquestion tests candidates?®d knowl edge
operations.

Many candidates attempted the question and performance was fair. Most
candidates did not understand the 6ad part
parts were well attempted.

Candidatesd commonest pitfall was their [
efficient foreign exchange management.

Candi datesd are advised to read wide when
the Institute.
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QUESTION 6

(@)

Cdculation of the increase in capital value of the owners of Holiday PlIc.

P, = _D;
Kedg
Where P, is market price in year O
D, is dividend paid in year 1
Ke is rate of return
g is growth rate

If Present Value of Leisure Plc. is,N20

The new value will work out as follows:
Using the above formula 820 = 80 kobo

Ke 0 6%
i.e N20 (Ke 8 6%) = 80 kobo
Ke 06% = 80 kobo
N20
Ke = N0.80+ 0.06
N20
= 0.04 +0.06
= 10%

If Ke = 10%, therefore the new v alue of Leisure Plc. would become

P = 80 Kobo = M40 per share

10%- 8%
New Value of equity will be N40 x 0.6 million = N24 million
Less: Preacquisition Value of equity = #&20 x 0.6 million = N12 million
.. Increase in the capital value of Leisure Plc. M12 million
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Calculation of Cost of acquisition if Holiday Plc. pays N25 per share of
Leisure Plc.

Cost of acquisition = N25 - 820 N5 per share
In Total, this will be N5 x 0.6 million shares = N3 million

Gain: (N12m 0 N3m)

N9 million

Recommendation: Since the balance is positive, Holiday Plc. is advised
to go ahead with the acquisition.

Calculation of cost of acquisition d Share Offer.

Number of sharesissued to share holders of Leisure Plc. by Holiday Plc.
= 0.6 million
3
i.e. 0.2 millio n shares

.. Revised number of shares of Holiday PIc. after the merger
= 1 million+ 0.2 million
= 1.2 million shares.

Value of the new company i.e. (Combined Market Value)
= NO9Om + N24 m
1.2 m shares

= N114m = NO95 per share
1.2m shares
Cost of acquisition = (0.2m shares xN95) - N12m = N19m
Post merger value attributable to Leisure Plc. Shareholders = MN19m
Less: Existing value of Leisure Plc. i.e.N20 x 0.6 m shares = MN12m
N7/m
Gain: 12m 0 N7m = A5mM

Recommendation: Since the balance is positive, Holiday Plc. is advised
to proceed with the acquisition.
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EXAMI NER6S REPORT

The question tests candidatesd knowl edge
acquisitions and their ability to apply these principles to solve simple merger

problems. It also tests candi dat esd knowl edge of economi ¢
mergers.

Many candidates attempted the question and performance was average as
some of them exhibited shallow understanding of the question. Most of the
candidates applied a wrong formula in solving the pro blem. The current
dividend was applied instead of the expected dividend, that is, the dividend
expected to be paid in year 1.

Candi datesd® commonest pitfall in answering
apply the right formula to solve the problem.

Candidates are advised to read wide and cover the syllabus. They should also
endeavour to understand the principles involved in the interpretation of
formulae.
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ICAN/092/2/3
THE INSTITUTE OF CHARTERED ACCOUNTANTS OF MIGER
PROFESSIONAL EXAMINATION dNOVEMBER 2009
TAX MANAGEMENT AND FISCAL POLICY

Time Allowed & 3 hours
SECTION AAttempt all Questions)
PART | MULTIPLECHOICE QUESTIONS (10 MARKS)

1. The points listed below are some of the conditions for giving inc entives to

a company engaged in the wutilization

CAP P13 LFN 2004EXCEPT

A. Investment required to separate crude oil and gas from the
reservoir into useable products shall be considered as part of the
oil field development

B. Condensates extracted and reinjected into the crude oil stream
shall be treated as oil but those not re -injected shall be under
existing tax arrangement

C. The company shall pay the minimum amount charged by the
Minister of Petroleum Resources for any gas flared by the company

D. All Capital investments relating to the Gas-to-liquids facilities shall
be treated as chargeable capital allowance and recovered against
the crude oil income

E. Gas transferred from the natural gas liquid facility to the gas -to-
liquids facilities shall be at zero percent tax and zero percent
royalty .

2. Any company which fails to comply with the provision of Section 41 (2)
ostatutory time of filing 1 ncome
eééé.. as penalty

A. 25,000 in the first month in which the failure occurs and 5,000
for each subsequent month in which the failure continues

200% of the amount of tax due but not paid

M50,000 and the tax due at the ruling MRR

&100,000 or imprisonment for a term of 2 years

M100,000 immediately, plus N2,500 for each month in which the
failure continues .

mooOw
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The administration of the Value Added Tax (Amendment) Act No 12, 2007
is vested in

Joint State Revenue Committee
Federal Inland Revenue Service

State Board of Internal Revenue

Joint Tax Board

Local Government Revenue Committee

mooOw2>

The PPTA CAP P 13 LFN 2004 listethe following pointsas o0 expens e
not al EXCERTd 6

A. Any Capital withdrawn or any sum employed or intended to be
employed as Capital
B. Any sum recoverable under any insurance or contract of indemnity

C. All non-productive rents, the liability for which was incurred by
the company during that period

D. Rent or cost of repairs to any premises or part of any premises not
incurred for the purpose of those operations
E. The depreciation of any premises, building structures, work of a

permanent nature, plant, machinery or fixture s.

Who of the following is not a member of the Technical Committee of the
Federal Inland Revenue Service Baoard?

The Executive Chairman

Directors and Heads of departments of the Service
Legal Adviser of the Service

Deputy Governor of Central Bank of Nigeria
Secretary to the Board.

moow>»

Who has powers to appoint the Executive Chairman of the Federal Inland

rrrrrrrrr

Technical Committee of the Board
Honourable Minister of Finance
President

National Assembly

Federal Executive Council

moow»

Who has authority to direct that a Pioneer Certificate or Product be

gazetted?
A. Federal Executive Council
B. Council of Ministers
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National Assembly
The Minister of State
The Minister of Industries .

Which of the following is NOT a condition for extension of Pioneer
period/relief under the Pioneer Act? Council has to be satisfied, as to

mooOw2>

the rate of expansion

the implementation of any scheme

relative importance of the industry

the capital expenditure incurred

need for the extension having regards to the location of the
industry.

Which of the following is not a good characteristic of a desirable tax?

moowp

Equity

High productivity
Neutrality

Sensitivity to stabilizations
Regressive nature.

Which one of the following is not an i ndirect tax?

moow»

Excise

Import dut y

Value Added Tax

Companyds income tax
Export tax.
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PART Il 8 SHORT ANSWER QUESTION$%30 MARKS)

1.

10.

11.

12.

13.

A period when a company is exempted from payment of tax on purpose

usually as an incentive is known as

The day when a pioneer company commences commercial production
during the pioneer period as per the Industrial Development (Income Tax

é

Relief) Act CAP 17 LFN 2004 is referr

How will you treat interest on bank overdraft for tax purposes?
What is the due date of payment for government assessment?

In order for a self -assessment filer to take advantage of the option to pay
by instalments,such tax payer must attach

Give one example of a tax collection tool.

In the case of a non-resident beneficiary the withholding tax on
i nvest ment income is regarded as a

What does Pay As You Earn (PAYE) tax encourage?

State TWO reasons/instances when the issuance of a Tax Clearance
Certificate may be denied.

Identify TWOclasses of taxable persons whose taxes are collected by the
Federal Inland Revenue Service and not the tax authorities of the States
where they are resident.

The net profit of Excel Nigeria Ltd is 8250,000. The depreciation for the
year is 820,000. What is the adjusted profit for tax purposes?

The tax payable of Excellent Dry Cleaners Ltd for 2005 was stated as
M330,000. The sum of 850,000 which was an allowable expense, was
omitted from the computations. What is the correct Adjusted Profits &
Tax, if tax rate is 30%.

Paragon Nig. Ltd commenced business on 1% August 2005. The profit for
1/8/05 6 31/12/06 is N520,000. What is the assessable profit for 2005
assessment year?
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14. A registered company which has not commenced business will be
required to pay a levy of &500 for the first year and #8400 for each
subsequent year thereafter, until it commences business. What is this
levy called?

15.  An allowance, which is treated like an initial allowance and granted only
inthefrst year an asset is put to use, is |

16. When is Capital Expenditure for Capital Allowance purposes deemed to
have been incurred?

17. A building was sold for #1,200,000. It cost N800,000. Before it was
sold, the owner spent 850,000 to move out his personal effects from the
building and &80,000 for painting. Calculate the chargeable gain.

18.  When was the Capital Gains Tax Act introduced?

19. What is the difference between Withholding tax and Value Added Tax
(VAT)?

20. What is the period within which a company registered for Value Added
Taxrequired to render returns?

21. What is the tax rate on dividends paid to unit trusts?

22. How do you arrive at the Education tax charge for companies chargeable
to Petroleum Profits Tax?

23.  State ONEincentive granted to new companies going into the mining of
solid minerals.

24. What is the formula for adjusted profit ratio for income of foreign
companies assessable to Nigerian tax, engaged in airline business?

25. What are Stamp Duties and what is their significance?

26.  Who has the power to assess documens for purposes of Stamp duties?

27.  What is the current rate of the Value Added Tax?

28. Give the basic cona@iétion for oShifting
29. What is the alternative terminology for the ¢ Brden of a tax4?

30. Name ONEfiscal policy weapon for controlling inflation.
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SECTION B - ANSWER QUESTION 1 AND ANY OTHER THREE (60 MARKS)

QUESTION B CASE STUDY

Best Manufacturing (Nig.) Limited is engaged in the production of building
materials in Ota, Ogun State. Due to sudden power surge at night, one of the
two factories got burnt before fire fighters arrived the scene.

The factories were comprehensively insured with  MACON Insurance Company
Plc. The management decided to move the factory fr om Ota to Lagos State.

Concerted efforts were made to acquire land for a new factory in Ejigbo and the
factory in Ota that was not burnt which cost 81,800,000 six years earlier, was
sold for N4,200,000 in March 2007. The amount formed part of the cost of
construction of the new factory at Ejigbo which was completed in November
2007, at a cost of 85,600,000.

In 2008, for the Ota factory costing &3,700,000, the insurance company paid
M5,900,000 to Best Manufacturing (Nig.) Ltd. Out of the compensation
received, 84,600,000 was spent on the construction of the new factory in Ejigbo
whilst the balance was put in a fixed deposit account to yield interest.

Best Manufacturing (Nig.) Ltd has just appointed you as the company6 s T a x
Consultants. You are required to advise the management on:

i) The Capital Gains (if any) arising from the events

i) The Capital Gains tax payable

i) In addition, suggest how the company can reduce the Capital Gain s Tax
payable. (18 Marks)

QUESTION 2

(@) With respect to Industrial Development (Income Tax Relief) Act, discuss
the following

() Restriction of trading prior to end of tax relief period

(i) Restriction on distribution o f dividend and on granting of loans
(i)  Provision for plantation industry

(iv)  Accounting periods
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(b) State THREEfeatures you would expect to be dealt with on a Double
Taxation Agreement between two countries.

QUESTION 3

Vin Petroleum Ltd, has the following particular s for the year ended 31
December 2007

NOOO
Sale of crude oil export 46,000
Sale of Natural gas 2,500
Other incidental income 250
The expenses incurred during the period are as follows

NOOC
Production 12,000
Administration 16,000
Intangible drilling cost 2,500
Non-productive rentals 1,000
Royalties on export 250
Royalties on local sales 100
Customs duties on plants and machinery 1,500
Provision for restorations of wells 7,500

The following additional information is provided:

(@) Memorandum of Understating (MOU) credit totalled 1,000,000

(b) Investment Tax credit has been agreed at #750,000

(c) Depreciation included in production expenses amounted to &2,000,000
(d) Capital allowances agreed with the FIRS is 83,000,000

Required:

Compute the chargeable tax for the relevant y ear of assessment. (14 Marks)

QUESTION 4

M List FIVE members of the Federal Inland Revenue Service Board as
contained in the Companies Income Tax Act CapC21 LFN 2004. (5 Marks)

(i) List FIVEreasons under which a member so appointed shall cease to hold
office as a member of the Board. (5 Marks)

(i)  State FOURpowers of the Federal Inland Revenue Service Board.
(4 Marks)
(Total 14 Marks)
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QUESTION 5

The following was extracted from the fixed asset s register of MOTUN TECHNICAL
CO. LTD. The company makes up its accounts to 30 June of every year.

Tax Residual Values (TRV) at the end of the 2003 year of assessment were as
follows:

N
Fixtures & fittings (2) acquired 2001 1,890,000
Motor vehicles (3) acquired Feb. 2002 and May 2002 2,610,000

New Assets Purchased:

N
Plant (2) September 2003 2,655,000
Motor Trucks (2) March 2003 2,250,000
Staff block (1) completed July 2004 1,320,000
Workshop (1) completed December 2005 1,860,000
Land at cost 90,000

Required:

Prepare a statement of

(@) the Qualifying Capital Expenditure for Capital allowance s purposes.
(7 Marks)
(b) Capital allowances for the assets up to 2008 tax year . (7 Marks)
(Total 14 Marks)

QUESTION 6

(@) Discuss the following concepts, making a clear distinction between them .

)] Gross National Product (GNP) (2 Marks)
i) Gross Domestic Product (GDP) (2 Marks)
i) Net National Product (NNP) (2 Marks)
iv) National Income (NI) (2 Marks)
(8 Marks)

(b) Compare and contrast the concepts in (a) above. (6 Marks)

(Total 14 Marks)
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TAX RATES
. CAPITAL ALLOWANCES
Initial % Annual %
Office Equipment 50 25
Motor Vehicles 50 25
Office Building 15 10
Furniture & Fittings 25 20
Industrial Building 15 10
Non-Industrial Building 15 10
Plant and Machinery & Agricultural
Production 95 NIL

0 Others 50 25
INVESTMENT ALLOWANCE 10%
TAX0 FREE ALLOWANCE

Maximum Per Year
N

Rent 150,000
Transport 20,000
Utility 10,000
Meal Subsidy 5,000
Entertainment 6,000
Leave 10% of Annual Basic Salary

PERSONAL INCOME TAX RELIEFS / ALLOWANCES

(a) Personal Allowance o} N5,000 plus 20% of Earned Income

(b) Children Allowance o} N2 500 per annum per unmarried child
subject to a maximum of four children.

(c) Dependent Relative 0 M2,000 each

(d) Disabled Persons o} 5,000 or 10% of Earned Income (which
ever is higher)
(e) Life Assurance o} 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
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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.

6. COMPANIESNCOME TAX RATE 30%

7. EDUCATION TAX 2%

8. CAPITAL GAINS TAX 10%

9. VALUE ADDED TAX 5%

10. 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%
Directors fees 10% 10%

SOLUTIONS TGECTION A

PART | MULTIPLE CHOICE QUESTIONS

1. C

2. A
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EXAMINERSGREPORT

The questions test the various topics in the syllabus.
Candidates performed fairly well in this part.
The pitfall is lack of understanding of Basic Concepts.

Candidates should endeavour to cover the whole syllabus in preparation for
future examinations.
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PART Il SHORTANSWERQUESTIONS

o g~ w N RE

10.

11.
12.
13.

Tax holiday

Production day

Tax deductible in the computation of the assessable profits
Within two months of service of the notice

Payment of the first installment

0] Payment of Provisional Tax

(i) Electric Payment

(i) Incentives

(iv)  Payment by Installment by self assessment filer
(V) Enforcement

Final Tax
It encourages

(i) Compliance
(i)  Progressiveness in taxation>— Any Option
(iv)  Equity in taxation

They are:
(a) Failure to answer queries in Returns filed.
(b) Failure to supply additional information
(c) Failure to file Returns
(d) Cases of tax evasion not yet resolved
(e) Unpaid arrears of taxes
(f) Failure to remit Withholding Taxes

(i) Persons employed in the Nigeria Army, Navy, Air Force and Police

(i) Officers of the Foreign Service

(i) Residents of the Federal Capital Territory

(iv) Any person outside Nigeria who derives income or profits from
Nigeria.

Adjusted profit N270,000
Adjusted profit N1,050,000, Tax payable N315,000
Assessable Profits= N152,941.17
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PATHFINDER

Pre-Operation Levy

Investment Allowance

On acquisition when assets chargeable are required and in use at the
end of a basis period for the purpose of a trade or business
&400,000

1% April 1967

Withholding Tax is an advance payment while VAT is a consumption tax
on goods and services

Monthly and within 30days after the end of the tax period

NIL & (Such dividends are exempted from Withholding Tax)

(1) 2% of Assessable Profits after charging the Education Tax

(i) Tax holiday for the first three years
(ii) Increase in Initial Annual Allowance

Global Adjusted Profit of th e company x 100

Total income of the company

Stamp Duties are taxes paid on documents, effectively per fecting title to
such documents

The Commissioner for Stamp Duties

5%

Presence of Market Transaction

Tax Incidence

Either changes in tax rates or government exp enditure levels

Notes to Short-Answer Questions

N
Net Profit 250,000
Add: Depreciation 20,000
Adjusted profits 270,000
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Question 12:
N
Tax payable by Excellent Dry Cleaners 330,000
Rate of Tax 30%
The adjusted profit = *°%,, x 330,000 = 1,100,000
Deduct omitted Allowable Expense (50,000)
New Adjusted Profit 1,050,000
New Tax payable @ 30% 315,000
Question 13:
The Basis Period is 1/8/0506 31/12/05 - Assessment Year 2005
The Period of 1/8/05 ¢ 31/12/05 = 17 months
Assessable Profit for Assessment Year 2005 =  °/;, x 520,000
= N152,941.17
Question 17:
N
Sales proceed 1,200,000
Less cost (800,000)
400,000
Cost of moving out personal effects 50,000
Cost of painting 80,000 -
130,000 400,000

The sum of #130,000 is not allowable under Capital Gains Tax.

Expenditure is allowable if it is wholly and exclusively incurred on an asset for
the purpose of enhancing its value and reflected in its state or nature at the
time of disposal.

The expenditure must not have wasted away before the disposal of an asset.

While extensions and improvements to property are allowable, repairs,
maintenance and redecorations are not allowable.

Question 14:

The amounts stated in the question were as per pre -amendment of CITA. Under
the Companies Income Tax (Amendment) Act 2007, Section 29 (4)(a), 820,000
has been substituted for M500, while 825,000 replaces N400.
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EXAMI NERSOd REPORT

The question tests the entire syllabus, and performance was generally
disappointing.

A large proportion of the candidates had no clue to the questions on Fiscal
Policy and some aspects of Tax Administration bothering on filing of returns,
payment dates and Tax Reliefs/Incentives.

Candidates are advised to get acquainted with these topics.
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SOLUTIONS TO SECTION B

QUESTION 1CASE STUDY

XYZ & CO. (CHARTERED ACCOUNTANTS)
2, AYODEJI STREET, IKE®A.AGOS STATE

15" November, 2009

The Managing Director,

Best Manufacturing (Nig.) Ltd.,
Ejigbo,

Lagos State.

Dear Sir,

RE: ADVICE ON TAX IMPLICATIONS OF DISPOSAL
OF A PROPERTY/INSURANCE CLAIMS RECEIVED ON DESTROYED PROPERTY

We are in receipt of your letter dated 5 ™ November, 2009, appointing us as you r
companyos T a x Consul tants and speci ficall
following under listed areas:

i) Capital Gains (if any) arising from the transactions
i) The Capital Gains Tax Payable
iii) Suggestions on ways of reducing the capital gains tax

After thorough examination of the information provided in your letter under
reference, we state as follows:

i) In respect of item i, Appendix | shows the capital gains for the
Assessment Years 2007 and 2008.

i) For the Assessment Year 2007, your companyis not liable to capital gains
tax for the fact stated under Appendix I, while for the Assessment Year
2008 the capital gains tax is N130,000 as shown under Appendix II.

i) In our opinion, for your company to have a reduced liability on capital
gains tax, the full proceeds of N5,900,000 should be
applied to Ejigbo factories, thus having a full benefit of roll over relief in
2008 Assessment Year.
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We have based all our computations on the following provisions of the tax laws.
(@)  Assets lost or destroyed and Replacement of Business Assets
(b) Roll over relief on Re-investment of disposal proceeds of similar assets

(c) The mandatory period of 12 months of disposal of old Assets with in
which re -investment occurred.

As shown in our computations, your company was liable to capital gains tax in
2008 because the amount reinvested was less than the claim proceeds.

Should you require any further clarifications or explanation, we would be most
obliged to do so.

Once again we seize the opportunity to tha nk you for your understanding and
cooperation and for considering us for this assignment.

Yours faithfully,
For: XYZ & Co. (Chartered Accountants)

MANAGING PARTNER
APPENDIX |
BEST MANUFACTURING NIG. LTD

0] Capital Gains for 2007 year of assessment

Disposal of OTA warehouse NOOO

Sales proceeds N4,200
Less: cost of acquisition (N1,800)
Capital Gains N2,400
Amount reinvested in Ejigbo N5,600
Capita; Gains rolled over N2 .400

Reason: the amount reinvested is greater than the sale proceeds.
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CAPITAL GAINS FOR 2008 YEAR OF ASSESSMENT

(i) Disposal of OTA Factory N000
Claim from MACON N5,900
Less: cost of acquisition (N3,700)
Capital gains N2 200
~000
Claim from MACON N5,900
Amount reinvested (N4,600)
Chargeable Gains N1,300
Amount rolled over (partial) N000
Total capital gains N2 200
Less: Chargeable gain (MN1,300)
Amount Rolled over & 900
Total capital gains made on the project N000
2007 year of assessmentd Disposal of warehouse N2.400
2008 year of assessmentd Disposal of factory N2,200
APPENDIX II
CAPITAL GAINS TAX PAYABLE
N000
2007 year of assessment M Nil
2008 year of assessment §1,300,000 x 10%) MN130

WAYS TO REDUCE THE CAPITAL GAINS TAX

In order to reduce the Capital Gains Tax, the full proceeds of #5,900,000 should
be applied to Ejigbo factories so that th e company can benefit from full roll -over
relief in 2008 assessment year.

EXAMI NERSG6 REPORT

This question tests candi dat esd knowledge of t he
computation of capital gains, capital gains tax and more specifically Roll over
relief.
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All the candidates attempted this question, but performance was just average.
Majority of the candidates had problems identifying what figures to use in
arriving at the Roll -Over-Relief figures and where applicable. Consequently,
the resulting compu tations for Capital Gains and Capital Gains Tax payable were
wrong.

Candidates should get better acquainted with the basic principles/guidelines for
computing Roll -Over-Relief.

QUESTION 2

(a)(i) Prior to the expiration of its tax relief period, a Pione er Company shall not
carry on any trade or business other than a trade or business, the whole
of the profit of which are derived from its Pioneer operations.

Where, prior to the expiration of its tax relief period, any profit earned by
the Pioneer Company from any of its operations and activities whatsoever
other than from its pioneer business, shall be deemed for the purposes of
the Act, to be derived in Nigeria and shall be liable to tax.

(i) During its tax relief period, a Pioneer Company shall not :

- Make any distribution to itds shareh
bonus in excess of the amount by which the account to be kept by
the company is in credit at the date of any such distribution

- Grant any loan without first obtaining the consent of the M inister,
which shall only be given if he is satisfied that the Pioneer
Company is obtaining adequate security and a reasonable rate of
interest for any such loan .

(i)  For the purpose of the trade of a company which operates a plantation
and to which a Pioneer certificate has been granted, shall be deemed to
have oCommenceddé on the date when pl an
and any expenditure incurred on the maintenance of a planted area up
to that date, shall be deemed to have brought unto existence an asset,
and the expenditure shall be qualifying Plantation Expenditure for the
purpose of the Act.

(iv)  The accounting period shall be

- A period not exceeding one year, cor
day
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- A successive period of one year thereafter

- Aperiod not exceeding one year ending

relief period ends

(b)  Any of the underlisted issues would be expected to feature in Double

Taxation Agreement between two contracting Countries.

(@) The names of the contracting Countries and applicabl e residents

(b)  The taxes of the contracting Countries expected to be the subjects
of the agreement

(c) The definitions of all terms to be used in the agreement

(d) Issues of Residents of the Contracting Countries

(e) Permanent Establishments or Fixed Place of Business

()] Profits attributable to the Permanent Establishment

() Dividends derived, Interest and Royalties arising

(h) Issue on Capital Gains

0] Taxation of Salaries, Wages and other remuneration derived by
Residents from Employment in Contracting States

()] Directorsodfees, Pensian and Annuities

(K) Students and Teachers issues

()] Provisions detailing elimination of Double Taxation

(m)  Objection and Appeal Procedures

(n) Commencement & Termination of the Agreement

EXAMI NERSG6 REPORT

This two-part questionst est candi dat e s)thelpnmwsionsefdhge of
Industrial Development (Income Tax Relief) Act, otherwise known as the Pioneer
Legislation, and (b) the features of a Double Taxation Agreement between two
countries.

Candidatesd performance in Par thut pedojv of
average in part (b). Whilst a few candidates had problems with the provisions
of the Act regarding Plantation Industry, others were not so conversant with the
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Accounting periods. Candidates displayed a lack of knowledge of the issues
dealt with in a Double Taxation Agreement.

In the committee of Nations, Double Taxation Agreement constitutes one of
major desires of most Nations and so more effort should be put into acquiring
better understanding of the issues and features of a Double Taxation
Agreement.

QUESTION 3

VIN PETROLEUM LIMITED
COMPUTATIOSIOF CHARGEABLE TAX FOR 2007 TAX YEAR
N6OOO NOGOOO N®OO0

Export sale of crude oil 46,000
Other incident Income 250
46,250

Less: Allowable Expenses

Production 12,000
Depreciation (2,000)
10,000
Administration 16,000
Intangible Drilling Cost 2,500
Royalties on Export 250
Royalties on sales 100
Non & productive Rentals 1,000
Education tax (2/102 x 16,200) 321
(30,171)
16,079
Less: lower of
a. Capital allowance 3.000
b. 85% x 16079 13,667
Less 170% of Petroleum
Investment Allowance (PA)
170% xN2,250,000 (PIA) (3,825)
9,842
Capital Allowance Claimed (3,000)
13,079
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Assessable Tax: 85% £3,079,000 11,117
Less Tax offsets (2,250)
8,867
Less MOU credit (1,000)
payable 7,867
Working: calculation of Petroleum Investment Allowance &=000
CustomsDuties or Plant & Machinery 1,500
Investment tax credit 750
2,250

EXAMI NERSSd REPORT

This question tests candidatesd knowledge
basic principles relating to the computation of Chargeable Tax under the

Petroleum Profits Tax Act Cap P 13 LFN 2004. More than seenty per cent of the

candidates attempted this question and performance was slightly above

average.

Many candidates had problems with the current treatment of custom duties on
plants and machinery, MOU credit, and royalties on local sales and investment,
tax credit which are now allowable deductions in arriving at chargeable profits.

Candidates are advised to work through several worked examples o in the
instituteds current study pack on Advanced

QUESTION 4

(i)

a. The Executive Chairman of the sewice as Chairman to be appointed by
the President and subject to the confirmation of the Senate

b. A representative of the Attorney General of the Federation

C. The Governor of the Central Bank of Nigeria or his representative

d. A representative of the Ministry of Finance not below the rank of a
Director

e. The Group Managing Director of the NNPC or his representative who shall

not be below the rank of a Group Executive Director of the corporation or
its equivalent
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The Comptroller-General of the Nigeria Customs Service or his
representative not below the rank of Deputy Comptroller -General

The Chairman of the Revenue Mobilization Allocation and Fiscal
Commission or his representative who shall be any of the Commissioners
representative in the 36 states of the Federation

The Registrar-General of the Corporate Affairs Commission or his
representative not below the rank of a Director

The Chief Executive Officer of the National Planning Commission or his
representative not below the rank of a Director

Six members with relevant qualification and expertise, who shall be

appointed by the President to represent each of the six geo-political
zones.

A member of the Board shall cease to hold office if:

he resigns his appointment as a member of the Board by not ice under his
hand addressed to the President

he becomes of unsound mind
he becomes bankrupt or make a compromise with his creditors

he is convicted of a felony or of any offence involving dishonesty or
corruption

he becomes incapable of carrying on the functions of his office either
arising from an infirmity of mind or body

the President removes him from office in the interest of the Service or the
public

he has been found guilty of contravening the Code of Conduct Bureau
and Tribunal Act or gross misconduct in relation to his duties

he is disqualified by his professional body

in the case of a person who becomes a member by virtue of the office he
occupies he ceases to hold such office.
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(i)  The Board shall:

a. Provide the general policy guidel ines relating to the functions of the
Service
b. 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 law

C. Review and approve the strategic plans of the Service

d. Employ and determine the terms and conditions of service including
disciplinary measures, of the employees of the service.

e. Stipulate remuneration , allowance, benefits and pensions of staff and
employees in consultation with the National Salaries, Income and Wages
Commission

f. Do such other things which in its opinion are necessary to ensure the

efficient performance of the functions of the Service under the Act .

EXAMI NERSOd REPORT

The question on general tax administrati on t ests candidates®d kn
membership of the Federal Inland Revenue Service Board as well as the Powers
of the Board.

Most candidates attempted the question and performance was good. A

number of candidates had problems dealing with the iss ue of members ceasing
to hold office, as not many could provide up to THREE of the FIVE reasons
required in the question.

Candidates are advised to get better acquainted with the composition, powers
and functions of the various Revenue Authorities.
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QUESTION 5

MOTUN TECHNICAL CO. LTD
STATEMENT OF QUALIFYING EXPENDITURE FOR CAPITAL ALLOWA002E) 2008

ASSESSMENT YEAR
Basis Period for Qualifying
Tax year Capital Allowance Expenditure Amount
N

2004 1/07/02 & 30/06/03 TRV fun.& fittings 1,890,000
2005 1/07/03 & 30/06/04 Addition: Plant (2) 2,655,000

Motor Trucks (2) 2,250,000
2006 1/07/04 & 30/06/05 Staff Block 1,320,000
2007 1/07/05 & 30/06/06 Workshop 1,860,000
2008 1/07/06 & 30/06/07 -

EXAMI NERSS6 REPORT

The question tests candidatesd knowl edge
principles guiding the classification of Fixed Assets for Capital Allowances
purposes. It also tests the computation abilities of the candidates.

Performance was slightly above average. A few candidates had problems with
identifying appropriate years of assessment.

Candi datesd should familiarize themsel ves
QUESTION 6
A.

0] Gross National Product (GNP)
(GNP) is the Market Value d all the goods and services produced in
an economy during a given period, usually a year. The GNP is also the
Market value of the total contributions of all those who normally
reside within the border of a country.

PROFESSIONAL EXAMINATION Il 7 NOVEMBER 2009 83



(ii)

(iii)

(iv)

(i)

(ii)

(iii)

PATHFINDER

Gross Domestic Produts (GDP)

In a country like Nigeria, the contribution to the economy of foreigners
who are normally resident can be quite substantial. If this contribution

was excluded, it will understate the income of indigenous permanent
residents since they participate in all the economic activities undertaken
in the country. Accurate national income accounting therefore requires
that the contributions of foreign residents be included. The resulting
figure is what is usually referred to as the Gross Domestic Product (GDP).

Net National Product (NNP)

Another term that is often used in National Income Estimate is the Net
National Product (NNP). This is the Gross National Product (GNP) as
defined in (i) above less the value of depreciation, i.e. the cost of Capital
replacement.

National Income (NI)

This is arrived at by subtracting the NNP as defined in (ii) above, all
indirect taxes such as VAT, Excise Duties, Import and Export Duties and
adding all government subsidies referred to as Indirect Business Taxes
(IBT). Thus, NI = NNP - IBT. This end result is a measure of the cost of
inputs that go into the production of goods and services during the given
year, i.e, the value of total output at factory cost.

The Gross National Product (GNP) measures the value of total output in a
country, where foreigners 6contribut ions to total output is not significant,
while in Gross Domestic Product (GDP), foreigners contribution is so
significant, such that if it is not included , it will lead to a considerable
under-valuation of total output. This is the case in developing economies
where foreigner participation is considerable.

Net National Product (NNP), helps in arriving at the value of depreciation
in the economy, thereby determining the rate of Capital replacement .

The National Income (NI) measures the value of total output less indirect

tax plus government subsidies, thereby leaving the value of input

resulting in output cost at factory gate. Unlike the other concepts above,

NI also helps in measuring the Total Revenue from all sources in the
economy.
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EXAMI NERSOd REPORT

This question requires candidatesd knowl edge
Fiscal Policy section of the syllabus.

Less than half of the entire candidates attempted the questio n and performance
was below average. Apart from having difficulty discussing the individual
concepts, candidates also have problems comparing and contrasting them .

Candidates are advised to cover the various sections of the syllabus adequately.
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