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 1 Selworthy plc 

 

 (a) Explain the risks associated with the Bremen contract,    
 and how these may be mitigated.   
 Provide reasoned advice as to whether the contract    
 should be accepted or not.     6 
    
 (b) Evaluate the risks and benefits to Selworthy of using    
 debt to finance future acquisitions.   
 Demonstrate the impact on gearing of using debt to    
 finance acquisitions.   5 
    
 (c) Financial reporting issues:    
 Ethical judgement of impact of creative accounting.   
 Assessment of whether a provision should be made;     
 consideration of the amount of the provision, and the    
 impact of over-provision on profit.   
 Identification of onerous contract and the need to    
 discount provision.   
 Recognition of a profit due to change in exchange rate    
 on a non-monetary asset that has not been re-    8 
 translated.       
    
 (d) Discussion of any ethical issues raised by the plan to    
 close the delivery function; advise whether the closure    
 Contravenes   
 ICAEW’s Code of Ethics.   5 
    
 (e) Valuation of share capital of Colour Chem and Puma    
 Paints, including an indication of the maximum amount   
 Selworthy should be prepared to pay for each    10 
 company.   
    
 (f) Analysis of the strategic and operational fit between    
 Selworthy and Colour Chem or Puma Paints.   
 Recommend which company provides the better fit.   6 
    
 (g) Identifying additional relevant information which has    
 been omitted.     
 Identify key matters for auditors to address during due    
 diligence procedures.   5 
     

Marking guide 

Marks
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    Marks
 (h) Analysis of the state of the industry, and implications    
 of this for Selworthy’s growth and its strategy of growth   
 by acquisition.   
 Demonstrate the importance of assumptions about    
 growth and profit margins for valuation and acquisition    10 
 decisions.   
    
 (i) Explanation of the differences between assurance    
 over prospective financial information and an audit of    
 historic financial information.      5 
 Total marks     60 

 

Issues highlighted in CEO’s 60-day review 

(a) Risks of the Bremen contract 

At the planning exchange rate of £1 : €1.2 the Bremen contract may appear 
only to break even using average cost, as the selling price is £2 (€2.4/1.2) per 
litre and full cost is £2. 

From a contribution perspective, variable cost is only £1.30 (assuming 
materials, labour and distribution are fully variable). This would appear to give 
a contribution of £700,000 on the contract. 

There are, however, a number of risks: 

(1) The payment is at least three months after delivery, so a variation in the 
exchange rate before settlement may cause profit to fall (or rise). 

Mitigation 

 Hedging may reduce or eliminate exchange rate risk using futures, 
forwards, options or a money market hedge. 

 Invoicing in sterling could be explored. 

 An escape clause in the contract could be suggested if exchange rates 
move beyond certain limits during 20X2 (ie significant strengthening of 
the £ against the €). Note, however, that the exchange rate would 
need to move to £1 = €1.85 (€2.4m/£1.3m) before the contract failed 
to cover variable cost (ie a 35% depreciation of the € against the £). 

(2) There appears to be a risk that the counterparty, Bremen, may default on 
the payment. 

Mitigation 

 Credit references could be taken up. 
 Credit scoring could be requested. 
 Export credit insurance. 
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(3) Loss or damage in transit. This may cause financial loss and loss of 
reputation with the customer. 

Mitigation 

 Insurance. 
 Risk assessment. 
 Obligation transferred to carrier. 

(4) The distribution costs for the Bremen contract are likely to be much higher 
than for delivery within the UK. Margins may therefore be narrower and 
more sensitive to changes. 

Mitigation 

 Sensitivity analysis. 
 Sourcing low cost transport. 
 Batching deliveries into large loads. 

(5) At the planning exchange rate, the price is lower than in the UK despite 
higher costs of distribution. If apparent to UK customers this may cause 
downward pressure on UK prices. 

Mitigation 

 Confidentiality clause over Bremen prices in contract. 
 Lower prices only for large quantities. 

Advice 

In addition to the financial benefits of a positive contribution, there are other 
benefits. These include: 

 Establishing reputation in the European (or perhaps just German) market. 
 Increasing scale of operations to meet growth target. 

Overall, the benefits seem substantial at current exchange rates and therefore 
the contract should be accepted.  

If rates deteriorate then the contract may need to be reconsidered, but 
hedging could lock the benefits in, if acceptance can be made quickly. 

(b) Debt-financed acquisitions  

At the moment, the gearing ratio of Selworthy is 39.6% (long term debt:equity). 
There is good security with the value of property, plant and equipment being 
3.25 times that of long term debt. From a statement of financial position 
perspective, gearing may therefore be regarded as within reasonable limits.  

However, interest cover is only 1.5 which is risky if earnings fluctuate or further 
borrowing is undertaken to finance acquisitions without commensurate 
increases in earnings from those acquisitions. 

Gearing could therefore be regarded as high when the market is in recession 
and therefore sales may fall, even though they are not predicted to do so. 
Increased gearing would make residual returns to equity potentially more 
volatile and would reduce the amount of security. 
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As increased debt increases financial risk, then the cost of debt may rise, 
particularly if Selworthy’s credit rating is reduced. At the moment, the cost of 
debt appears superficially to be 5% (£1m/£20m). However it is actually higher 
than this as there have been 'increases in borrowing this year' so the debt of 
£20m has not been accruing interest throughout the year. Also, borrowing 
rates generally have been at an historic low. If these are fixed rates on loans 
taken out during this period of low interest rates, then they do not represent 
prospective interest rates on new loans. 

While there are risks to Selworthy in increasing gearing per se, there are 
further risks from using debt finance to fund acquisitions. In particular: 

 The acquired companies may themselves be carrying debt which would 
further burden the group balance sheet. For example, PP has a 50% debt 
to equity ratio. 

 Cash spent on acquisitions may come with poor security as a payment will 
need to be made for goodwill. 

 The debt taken on will therefore be greater than the tangible assets 
available for security on that debt thereby putting additional pressure on 
the group gearing ratio. 

 Additional interest payments will put a burden on cash flows, particularly 
for an acquisition such as CC which is, initially at least, making no 
contribution to group operating earnings. 

 Increased gearing adds high financial risk to a strategy of acquisitions 
which has high operating risk. 

 Growth prospects are not significant so, given the pressures on liquidity 
from high gearing, there would need to be a focus on cash flow to satisfy 
ourselves that we can generate the cash to repay the loans. 

(c) Accounting policies and estimates 

Before dealing with the specific matters, as a professional accountant there is 
a potential ethical issue of creative accounting arising from the CEO wishing to 
enhance earnings growth by the use of accounting policy and accounting 
estimate choices. Compliance with the detailed rules of IFRS on each of the 
following matters may be an appropriate safeguard. However, accounting 
estimates may vary across a wide spectrum. It therefore needs to be 
considered whether the accounting policies create an overall distortion of fair 
presentation. 

Redundancy costs 

In accordance with IAS 37 Provisions, Contingent Liabilities and Contingent 
Assets, provisions can only be made where there is a present obligation (legal 
or constructive) as a result of a past event. There must be a probable outflow 
of resources which can be estimated reliably. 

In respect of a reconstruction, redundancy costs for Selworthy cannot be 
recognised in the statement of profit or loss for the year ending 31 December 
20X1 unless there is an announcement and formal plan before the year end. 
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Given that the 60-day review is still under discussion, then for the moment at 
least there is no formal plan in place. 

Even if a formal plan exists before the year end, a valid expectation also 
needs to be raised in those affected (eg the redundancies have been publicly 
announced) in order to create a constructive obligation. 

If there is a plan and an announcement before the year end then a provision 
for the expected redundancy costs should be recognised. Given that closure of 
the facility is to take place as early as 1 January 20X2 (even though there are 
tasks to perform until April 20X2) then it seems inevitable that staff will be 
aware of the closure: nevertheless formal notification and planning will 
strengthen the case for a provision. 

This still leaves the measurement issue. Even if a provision is recognised then 
it is inappropriate to over-provide. The only expenditures which can be 
included are those which are: 

 Direct costs; 
 A necessary part of the restructuring; and 
 Not associated with ongoing activities. 

If an overprovision does occur, then this would reduce profit in 20X1 and the 
release of the provision in future years would increase profit in those years, 
thereby creating the profit growth desired by the CEO. If achieved deliberately 
this would be unethical and not in accordance with IFRS. Also the auditors 
would be unlikely to agree to such a provision being included in the financial 
statements. 

Operating lease rentals 

The operating lease rental represents an onerous contract according to IAS 
37. There is a commitment to pay rentals of £200,000 pa under the head lease 
but only £150,000 pa can be recovered under the sublease. There is a past 
transaction (the lease contract) in place and a future obligation, so a provision 
in respect of the future net rentals should be recognised. 

The undiscounted amounts add to £250,000 over five years. However the time 
value of money is material as 'Selworthy uses a discount rate of 10% per 
annum for all purposes' which gives a present value of £189,540 (see table 
below). 

It may, however, be questioned whether 10% is the appropriate rate. The 
discount rate should be the pre-tax rate adjusted for the risk of the contract. As 
the risk seems to be low on a fixed rental contract, the rate of 10% looks 
excessive. 



 8 of 24 

Operating lease  20X2 20X3 20X4 20X5 20X6 
Rental paid (£) 200,000 200,000 200,000 200,000 200,000 
Rental received (£) 150,000 150,000 150,000 150,000 150,000 
Net rental payable (£) 
(onerous element) 

50,000 50,000 50,000 50,000 50,000 

Discount factor 10% 0.90909 0.82645 0.75131 0.68301 0.62092 
PV (£) 45,455 41,322 37,566 34,151 31,046 
      
Provision £189,540     

 
Tutorial note: 

The above calculation can be short cut using an annuity: 

£50,000 × AF 5yrs @ 10% = £50,000 × 3.791 = £189,550  

(£10 rounding difference) 

A provision of £189,540 should be made (or higher amount if the discount rate 
decreases, which would seem appropriate). This has the effect of reducing the 
£200,000 rental costs to be recognised in future years as the provision is 
released and the discount unwound. 

It should be noted that this is the treatment required by IAS 37 which must be 
applied, rather than any creative accounting measure to meet the wishes of the 
CEO. 

Land held in France 

IAS 21 The Effects of Changes in Foreign Exchange Rates requires that land, 
as a non-monetary asset, should be recognised in the functional currency of 
Selworthy and translated at the historic exchange rate at the time of 
acquisition. Subsequent exchange rate movements do not therefore affect the 
amounts recognised in £s in Selworthy's financial statements. 

Prior to sale, the land would therefore be recognised at its carrying amount of: 

€1.8m/1.5        =         £1.2m 

The sale would realise: 

€1.5m/1.2       =        £1.25m 

The sale would therefore recognise a small profit of £50,000, rather than a loss 
as expected by the CEO. 

It would be legitimate to delay the sale of land until 20X2 in order to recognise 
the profit in that year and boost earnings growth there rather than forcing the 
sale through during 20X1. As the profit on sale is small it is probably immaterial 
and would not need to be separately disclosed as an exceptional item. 

If the sale is finalised in 20X1, then the sale would need to be recognised as a 
non-current asset held for sale (under IFRS 5) at the lower of its carrying 
amount and fair value less costs to sell. 
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(d) Ethical issues 

ICAEW’s Code of Ethics highlights five fundamental principles dealing with 
integrity; objectivity; professional competence and due care; 
confidentiality; and professional behaviour. 

The decision to close and outsource the delivery function will only constitute a 
breach of ICAEW’s Code if it contravenes one of these principles. Although 
the decision to close the function has been taken by the Board as a whole, 
Roger must take some responsibility for it: partly because he provided the cost 
benefit analysis on which the closure plan was taken, and partly because, as a 
director himself, he shares in the collective responsibility of the board.  

Redundancies – The closure of the function means that 15 employees will 
lose their jobs, and it is likely that they will find it difficult to find replacement 
jobs. As such, the decision to close the division is likely to have an adverse 
impact on these 15 employees. However, the fact that people are being made 
redundant does not necessarily make the plan to close the function unethical. 
Sometimes difficult decisions have to be made in the best interests of an 
organisation. 

Fiduciary responsibility – The board is obliged to act in a way which is most 
likely to promote the success of Selworthy as a company for the benefit of its 
shareholders. In this case, it appears that there are genuine business reasons 
to close the function: for example, outsourcing the function should enable 
Selworthy to benefit from the specialist logistics company’s economies of 
scale. The decision will also help to reduce Selworthy’s operational gearing by 
converting its delivery costs from fixed costs to variable costs.  

Given this, and based on the figures presented to them, it seems that the 
board is simply carrying out its fiduciary duty to the shareholders by 
suggesting the outsourcing of the delivery function. However, we do not know 
whether the figures presented in the cost benefit analysis have taken account 
of all the relevant costs. The Code of Ethics requires that these figures should 
be prepared with due care and should not be misleading – for example, by 
deliberately over-stating any cost savings which could be achieved by 
outsourcing the function.   

Objective decision – Despite the allegation from the union representative, 
there is no indication that the Board has any ulterior motives in outsourcing the 
division, or any self-interest in doing so.  

The Board must have anticipated the union's wish to defend its members, and 
therefore the fact that the Board has still decided to proceed with the closure 
could be seen as evidence that it believes the closure has been planned for 
objective business reasons – ie lowering costs.  

Advice – Consequently, although the plan will have adverse consequences 
for a small number of Selworthy’s employees who will lose their jobs, the plan 
does not appear to constitute a breach of ICAEW’s Code of Ethics.  

Nonetheless, the Directors need to ensure that when the closure does occur, 
the employees who are losing their jobs are treated fairly and in accordance 
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with legal requirements; for example, in relation to the notice periods they are 
given and the level of redundancy pay they receive. However, since the CEO 
has argued that Selworthy should ‘be prudent’ when making provisions in 
respect of the closure, there is nothing to suggest that the employees will be 
treated unfairly or unethically in this respect.  

(e) Valuations 

The information provided does not give enough detail to determine cash flows 
as a basis for valuation therefore an earnings-based model is used. Other 
factors will also need to be considered. 

Colour Chem Ltd 

CC does not currently make a profit but a valuation may be based on the 
projected growth in earnings. Assuming these projections are correct then the 
value is: 

Earnings based valuation 

     20X5 
and 

 20X1 20X2 20X3 20X4 onwards 
 £'000 £'000 £'000 £'000 £'000 
Revenue* 10,000 11,000 12,100 13,310  
Cost of sales VC* 
(40%) 

3,200 3,520 3,872 4,259  

Cost of sales FC 
(60%) 

4,800 4,800 4,800 4,800  

Administrative 
expenses 

1,000 1,000 1,000 1,000  

Distribution costs*   1,000  1,100  1,210  1,331  
Profit before tax     0  580 1,218 1,920 1,920 
Tax @23%      133     280    442      442 
Profit after tax  447 938 1,478 1,478 
PV@10%  406 775 1,110 11,104** 
NPV 13,395     
      
* 10% annual growth 

** PV of residual is (£1,478/0.1)/1.13  = £11,104 

Value is £13.395m 

Tutorial note: 

A net assets based valuation is not required by the question but may be 
regarded as a benchmark against which to judge the earnings based 
valuation. 

The net asset value is £11.5m which means the amount of goodwill is 
relatively small. To the extent that the earnings measure is based on optimistic 
assumptions (see below) then the assets measure, to the extent it represents 
realisable values, may give some reassurance if the acquisition fails to meet 
expectations and an exit is required. 
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Puma Paints 

Earnings-based valuation 

 Value to PP 

Profit after tax = £1.54m 
Valuation = £1.54m/0.1 
 = £15.4m 

 Value to Selworthy group 

 £m 
Value to PP (as above) 15.4 
PV annualised cost savings (£100,000/0.1) 1.0 
Sale of surplus assets    0.5 
  16.9 

Tutorial note: 

An acceptable alternative is to treat the annual cost savings of £100,000 as a 
before tax cash flow giving a value of £16.67m (£15.4m + £0.77m + £0.5m). 

Under these assumptions the final negotiated value would lie somewhere 
between £15.4m and £16.9m depending on how the synergistic gains were to 
be split between the parties. The maximum we would be willing to pay would 
be approaching £16.9m. 

Optimistically, a target settlement price of around £15m could be achieved. 

Assets based valuation 

The net asset value is £15m. The assets valuation is just below the lower 
earnings based valuation, which means the amount of goodwill is relatively 
small. 

(f) Strategic and operational issues 

Colour Chem Ltd 

Strategic issues 

CC is a current supplier of Selworthy and hence an acquisition would be 
upstream (or backward) vertical integration. CC’s sales to Selworthy are £2m 
per annum so this is substantial for both companies (20% of CC’s revenue, 
and just under 10% of Selworthy’s cost of sales). 

It is not clear what the strategic benefit might be, as there appear to be few 
operating synergies given the absence of cost savings and no sales of surplus 
assets. 

While in some industries upstream vertical integration may secure uncertain 
supplies, this seems unlikely to be the case in chemicals, which is an open and 
competitive market – unless there is a particular attribute to CC that Selworthy 
needs in its paints which is not readily available elsewhere. 
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There are prospects for growth, but these will be priced into the acquisition 
valuation. If this is part of the strategy towards profit growth, it is merely buying 
revenues rather than generating them organically.  

Moreover, the CEO’s aim is to provide shareholders with sustainable growth in 
pre-tax profit of 15% per year. CC has forecast a growth in sales volumes of 
10% per year for the next three years, but zero growth thereafter. As such, it 
seems unlikely that the acquisition will be sufficient to provide the sustainable 
growth which the CEO wants.   

Operating issues 

From an operating perspective, upstream vertical integration can restrict 
choice of supplies and flexibility in changing suppliers as there are likely to be 
corporate instructions to make internal purchases from CC in the proposed 
new group. 

This acquisition would mean that costs which were variable will become fixed 
costs, which has the effect of increasing operating gearing and operating risk. 

There will also be an operating issue of determining appropriate transfer prices 
in order to determine divisional profit and thereby measure performance. 
Unless divisional managers are autonomous and can purchase chemicals from 
other suppliers, the extent to which the performance of divisions can be reliably 
measured under the new regime is questionable. 

Puma Paints Ltd 

Strategic issues 

PP is a horizontal acquisition, but PP operates in a more upmarket niche than 
Selworthy. 

There is the benefit that PP exports its products to Europe, so this may give 
core competencies for Selworthy's own products as part of the new export 
strategy. 

There may also be a reputational effect for Selworthy's products by having an 
upmarket brand in the range where some cross branding could be achieved as 
part of a marketing strategy. 

Operating issues 

There appears to be some operating synergies, as indicated by the synergistic 
cost savings and the sale of surplus assets. 

Whilst similar operations may be an advantage in saving costs and identifying 
surplus assets there may also be initial problems in internally integrating the 
two sets of operations. This may involve identifying one set of operating and IT 
systems, developing a common corporate culture and developing an integrated 
corporate structure. 

Given that PP operates in a different market segment (ie significantly higher 
price) to Selworthy, externally there may be some brand confusion and 
ambiguity of market positioning if the two types of product are marketed side 
by side. 
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Recommendation 

Overall, Puma Paints appears a better strategic and operating fit with more 
cost synergies than with CC and with the greater potential reputational effect. 
A vertical integration with CC appears to offer few benefits and may increase 
operational risk. 

(g) Additional matters 

There are however a number of factors which could influence the price and 
valuation for both companies. 

(1) The valuation models assume perpetuities. It is unlikely that perpetuity 
returns will be earned. Moreover a significant proportion of the valuation 
relies on longer term returns (eg for CC over 80% of the NPV depends on 
earnings beyond three years). While this is a mature market, tastes and 
competition may change, placing significant risk on longer term returns. 

(2) There may be some impact with transfer prices which may not be at arm's 
length. This needs to be established as part of due diligence. 

(3) The discount rate of 10% is a key variable which impacts on valuation. The 
validity of the 10% needs to be established during due diligence. 

(4) The CC growth rate of 10% per year for three years is a forecast and the 
basis and validity of the forecast needs to be reviewed as part of due 
diligence. 

(5) The detail of the synergistic cost savings and the surplus assets for PP 
needs to be established. 

Due diligence 

 Assurance over the historical financial statements from financial due 
diligence procedures. 

 Valuation of key assets to establish that fair value is similar to their 
carrying amounts. 

 Undisclosed potential liabilities through legal due diligence. 

 Assurance over the projections of future revenue growth and underlying 
assumptions (eg order book, contracts in place, records of discussions 
with major customers). 

 Commercial due diligence to establish the business model and source of 
synergistic cost savings and surplus assets for PP. 

 Details of transfer prices to establish whether they are at arm's length (eg 
prices on internal invoices compared to external invoices for the same 
goods). 

 The validity of the 10% discount rate needs to be explored as an 
appropriate risk adjusted rate of return to equity in current market 
conditions. 



 14 of 24 

(h) Implications of the information about the state of the industry 

Inevitably, forecasts and estimates for the future are subject to uncertainty and 
error; however, the notes on the state of the paint manufacturing industry cast 
some doubts on the assumptions that have been used in the valuations of the 
two potential target companies. 

Colour Chem 

An assumption used in the valuation of CC is that sales volumes of its 
chemicals and solvents will increase by 10% per annum for the next three 
years. This suggests that either the market as a whole will grow by 10% per 
annum over this period, or that CC will increase market share. The notes 
indicate only a 1% growth in sales for the paint industry as a whole. 

About 20% of CC sales are to Selworthy, but there is no obvious indication 
that Selworthy is increasing its sales and profits at this rate of growth. The 
current share price is 15 pence per share, giving a total market value of just 
£3.0m. Forecast earnings for 20X1 are £385,000, giving a P/E ratio of 7.8. If 
Selworthy is expecting to grow at 10% per year, a higher P/E ratio might be 
expected. 

If CC is unable to increase sales by 10% in order to restore its profitability, the 
valuation that has been produced for the company becomes highly 
questionable. 

Puma Paints 

The valuation of Puma Paints was based on an assumption of no foreseeable 
increase in sales volumes or sales prices. This seems consistent with the 
notes on the state of the industry. However although sales prices are unlikely 
to increase, there may be pressure on material costs. These are expected to 
increase industry-wide by 5% per annum. 

If this increase in materials costs applies to Puma Paints, we may expect 
annual earnings to decline in the future. 

The previous valuation of PP was based on an assumption of stable annual 
earnings in perpetuity. Material costs account for 50% of the cost of sales. If 
these costs rise by 5% per annum, earnings will fall by more than 5% per 
annum, as the revised estimates for the next three years (below) indicate. 

 Current year 
(20X1) 20X2 20X3 20X4 

  £'000  £'000  £'000  £'000 
Sales  9,800  9,800  9,800  9,800 
Materials (+5% pa)  (2,500)  (2,625)  (2,756)  (2,894) 
Other variable costs  (1,000)  (1,000)  (1,000)  (1,000) 
Contribution  6,300  6,175  6,044  5,906 
Fixed costs  (4,300)  (4,300)  (4,300)  (4,300) 
Profit before tax  2,000  1,875  1,744  1,606 
Tax (23%)     (460)    (431)    (401)    (369) 
Profit after tax   1,540  1,444  1,343  1,237 
Change in profit after tax  –6% –7% –8% 
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Note. Fixed costs are assumed to consist of 30% of the cost of sales in 20X1 
(1,500), administration expenses (1,500), distribution costs (800) and finance 
costs (500): total 4,300. 

If we assumed a fall in annual earnings of 6% for the foreseeable future, the 
valuation of PP would fall substantially from our initial estimate: 

Value (in £'000) = 
 1,540 × 1 – 0.06

(0.10 + 0.06)
 = £9,047,500. 

Allowing for the PV of annualised savings and the sale of the surplus assets, 
the valuation of PP would be about £10.5m, which is substantially less than 
the estimate based on the nil earnings growth assumption. 

This might suggest that Selworthy could be at risk of offering an excessive 
price for Puma Paints, that could result in the loss of value for Selworthy 
shareholders. 

Broader strategic implications 

Selworthy operates in a fragmented market, in which there are many specialist 
producers of paints and many different niche markets. 

An acquisition of CC would be a form of backward vertical integration, to 
acquire control of a company operating in an earlier stage of the industry 
supply chain. Acquiring PP would gain entry for Selworthy into a different 
market niche. In both cases, the growth strategy could be described as 
concentric diversification – moving into a related but different part of the 
industry. Any form of diversification should be regarded as a fairly high-risk 
strategy, especially in a stagnant or low-growth industry. 

The board of Selworthy no doubt has a broad strategy for growth, but it is not 
clear how the two possible acquisition targets would fit in with this strategy. 
The board may be reacting to acquisition possibilities that have arisen, but the 
choice of acquisitions for growth should be consistent with the broad strategic 
aims of the company, and consistent also with the risk appetite of the board.  

Although the industry is expecting low growth, it seems that product innovation 
is continuing. Key requirements for growth and profitability in the future are 
likely to be technical excellence and reacting to market innovations. These 
should perhaps be a core part of the company’s long-term strategy. Acquiring 
companies simply for the purpose of growth in sales and earnings may not be 
consistent with these key requirements. 

(i) Assurance in relation to application for new bank loan 

 The key difference between the assurance engagement requested by the 
bank compared to routine annual audit work is that this engagement relates to 
prospective financial information whereas the routine audit relates to 
historical financial information.   

 As such, when carrying out this work the auditors will need to ensure they 
comply with the professional guidance given in ISAE 3400 The Examination of 
Prospective Financial Information.  
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 As ISAE 3400 highlights, prospective financial information will be 'based on 
assumptions about events that may occur in the future and possible actions by 
an entity. It is highly subjective in nature and its preparation requires the 
exercise of considerable judgement'. 

 The issues raised here are all relevant to this engagement. 

Selworthy’s three year forecast will be based on our assumptions about the 
company’s growth, and in the context of the industry’s growth as a whole. 
These will inevitably be subjective, so the auditors will need to assess whether 
the assumptions appear reasonable or not (and therefore whether the 
forecasts can be seen as a reasonable guide to our ability to repay our loan 
interest and capital in the future).  

Although, as we noted earlier, Selworthy’s financial gearing ratio is relatively 
low (39.6%), its interest cover is only 1.5. Therefore, before the bank agrees 
the loan, it will need to be satisfied that the increase in our earnings in future – 
either from organic growth or from acquisitions – will be sufficient to enable us 
to meet our interest repayments. As such, the bank is likely to be interested in 
our forecast cash flows as well as our forecast profits.  

Procedures – The auditor will need to consider the adequacy and reliability of 
the underlying data we have used to prepare the forecasts, and then obtain 
sufficient evidence that the assumptions made in the forecasts are not 
unreasonable in the light of the underlying data.  

The auditor will also need to obtain sufficient evidence that the information is 
properly prepared on the basis of the assumptions.  

Report – However, the subjective nature of the forecasts means that the 
auditor will not produce a statutory report on the forecast figures in the way 
they do on historic information.  

Instead, ISAE 3400 suggests that the auditor should provide only negative 
assurance. As such, their opinion will be limited to saying that nothing has 
come to their attention to suggest that the assumptions used in the forecasts 
do not provide a reasonable basis for the forecasts, and similarly that nothing 
has come to their attention to suggest that the forecasts have not been 
properly prepared on the basis of those assumptions.  

Addressee – One final difference to note is that the auditor’s report in this 
case will be addressed to the bank, and be for their private use only – whereas 
a report on historic information is produced for the company’s shareholders 
and is included in the published financial statements.  
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 2 Projecta Contractors plc 

 
(a) Identify the causes of Projecta’s financial difficulties    
 and the symptoms of them.   
 Explain the extent to which these difficulties and    
 risks should be disclosed in the annual report and 

accounts.   
  

13 
    
(b) Explain the advantages and disadvantages of the    
 syndicated loan and the package proposed by the 

hedge fund. 
  

 Discuss the possible reasons why the shareholders    
 have refused to support a rights issue.  12 
    
(c) Identify the problems the company faces in its    
 bidding process, and in project management and 

control. 
  

6 
    
(d) Explain the financial reporting implications of the 

sale of Projecta Advisers to BuildForce in the 
financial statements for the year ended  

  

 31 December 20X5.     9 
    
Total marks    40 

 

(a)  Financial situation 

Workings 

  20X4  20X3 
Gross profit 
margin 

(62.3/625.7) 10.0% (70.5/618.6) 11.4% 

Operating profit 
margin 

(2.0/625.7) 0.3% (4.2/618.6) 0.7% 

     
Number of shares (£6.9m/£0.075) 92m   
Market value of 
shares 

(92m × £0.54) £49.68m   

Book value of debt (89.4m+33.7m) £123.1m (78.6m + 27.6m) £106.2m 

Symptoms of financial difficulty  

There are several items of evidence to suggest that Projecta Contractors (PC) 
may be in financial difficulty.  

Profit margins seem low and have been getting smaller. The gross profit 
margin on the company’s operations fell from 11.4% to 10.0% between 20X3 
and 20X4, and the operating profit margin fell from 0.7% to 0.3%. This level of 

Marking guide 

Marks
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profitability is too low to support finance costs, and in both years the company 
made a loss. 

In spite of making a loss, the company paid dividends of £6.9m in both 20X3 
and 20X4. As a result, the company’s equity reserves fell even further. PC 
cannot sustain a dividend policy of maintaining dividend payments when 
making a loss. We do not know the amount of the company’s distributable 
reserves, but these may be falling towards zero. 

The high dividend policy may be intended to sustain the company’s share 
price. At the current share price of £0.54, dividend yield is 13.9% (7.5/54). This 
is extremely high. This suggests that shareholders are aware of the high risk 
with their investment, but believe that the company will be able to survive 
whilst still paying large dividends. In spite of the high dividends, the share 
price fell in the current year by about 5%. 

The company’s financial gearing is also a sign of financial weakness. If we 
assume that the book value of the company’s debt is more or less equal to its 
market value (which may not be the case) gearing, measured as borrowings: 
equity is about 248% (123.1m/49.68m). This is extremely high. The company’s 
cash position improved between 20X3 and 20X4 by £4.8m (43.9m – 39.1m), 
but borrowings increased in the same period by £16.9m (123.1m – 106.2m), 
so the positive cash flows had more to do with borrowing than with operational 
cash flows. 

Other indications of a weak financial position may be: 

 The redundancies in the current and previous financial years, amounting 
to 10% of the work force: Employment costs in 20X4 were £224.5m, and 
savings of 10% would presumably amount to about £22.45m (although 
redundancy costs will be an added expense in the year that the 
redundancies occur). Savings of this amount are probably considered 
necessary to restore the company to a sounder financial position. 

 Disposals of businesses: There were discontinued operations in both 
20X3 and 20X4. There were assets and liabilities held for sale at the end 
of 20X4 and we also know that Projecta Advisers is intended to be sold in 
the future. The company presumably considers it necessary to dispose of 
loss-making businesses and, in the case of Projecta Advisers, to raise 
cash by selling a profitable business. Selling businesses may be part of a 
planned strategy to focus on core businesses, but in the case of PC, the 
disposals are more likely to have been caused by financial necessity. 

 The impairment of receivables may also be an indication of financial 
problems, but there is insufficient information to make a reliable judgement 
about this. 

The causes of financial difficulty appear to be: 

 The difficult trading conditions and competition within the construction 
industry, which has resulted in under-pricing of contracts, and so losses 
(or only small profit margins) on major projects. 
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 Possibly poor project control on major projects, causing over-runs on cost 
and time. 

 Excessive borrowing relative to the company’s equity capital. 

Reporting on financial difficulties 

The company should acknowledge its difficulties in its annual report and 
accounts. Some requirements relate to the going concern assumption. IAS 1 
Presentation of Financial Statements requires the board to state that it has 
made an assessment of the company’s ability to continue to adopt the going 
concern basis of accounting; the UK Listing Rules require premium listed 
companies to include in the annual report a statement that the company is a 
going concern; and the UK Code of Corporate Governance requires directors 
to state whether they considered it appropriate to adopt the going concern 
basis of accounting. Any material uncertainties should be disclosed. However, 
the going concern basis of accounting should be adopted in all but extreme 
circumstances, and these requirements do not apply unless the company is in 
very serious financial difficulty, with the risk of having to cease trading. 

A company’s strategic report must include a description of the principal risks 
and uncertainties facing the company. In the case of PC, it will therefore be 
necessary to make some disclosures of principal risks: these may include 
economic conditions, competition within the industry and risks relating to 
project management control, including risks of under-pricing due to uncertainty 
of costs in long-term major construction contracts. 

Tutorial note:  

Requirements in the 2014 version of the UK Code of Corporate Governance 
relating to principal risks and how these are being managed or mitigated; and 
the requirement for a statement about longer-term viability of the business, are 
not included in this answer. 

(b) Financing options 

Syndicated loan 

Advantages 

A syndicated loan of £30m will be sufficient for the company to redeem the 
maturing bank loan, without increasing its total borrowing. 

The loan would be for five years, which should be a sufficient period of time to 
enable the company to improve its financial performance and position. 

Although there may be some demanding loan covenants, a bank loan will not 
affect the ownership of the company.  

Disadvantages 

The interest rate will be at least 8%, and the interest rate is likely to be 
variable. Finance costs in 20X4 were £6.7m, and average borrowing was 
£114.7m [(123.1 + 106.2)/2], so average interest rates paid were about 5.8%. 
The new loan will be at a much higher interest rate, and this will affect 
profitability. 
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New borrowing to refinance the company will do nothing towards improving 
the company’s situation. It will simply replace a maturing loan with a new and 
more expensive loan. 

Hedge fund refinancing package 

Advantages 

The proposed package will provide the company with sufficient funds to 
redeem the maturing loan and have an additional £5m of funding. 

Only £15.4m of the finance will be in the form of a loan or redeemable 
preference shares, so the company will reduce its financial gearing ratio with 
the injection of £19.6m of new equity. 

Preference dividends will not be payable unless the company has sufficient 
profits; therefore the pressures of high financing costs will be reduced. 

The bonds will carry a lower interest rate than the syndicated loan and will 
have a longer maturity. (However the interest rate is likely to be fixed, 
exposing the company to the risk of falling interest rates in future.) 

By injecting a substantial amount of new equity, the hedge fund will have a 
strong motivation to demand improvements in the company’s performance. 

Disadvantages 

The injection of new equity will mean a dilution of ownership for existing 
shareholders. If the hedge fund obtains 40 million shares, the total number of 
shares in issue will rise to 132 million, of which the hedge fund will own 30.3%. 

With such a large increase in the number of shares, there will be no possibility 
of maintaining the company’s current dividend policy of paying £0.075 per 
share each year. When the company changes its dividend policy, other 
shareholders may decide to sell their shares. 

The purchase price for the new shares will be £0.49 per share (£19.6m/40m) 
which is lower than the current market price of the shares. It therefore seems 
probable that the market price per share will fall if the refinancing package is 
agreed, and existing shareholders will suffer some loss of value. 

A financing package involving a hedge fund is likely to provide a strong signal 
to the market that PC is in serious financial difficulty. For this reason, the 
package is possibly too much of a high-risk option unless the company really 
is in serious difficulty. 

Reluctance of existing shareholders to support a rights issue 

The company needs at least £30m in new capital, to redeem the maturing 
loan. The current market value of the company’s equity is £49.68m. 
Shareholders would therefore be required to provide a very large injection of 
new capital, relative to the company’s current value. (For example, if the rights 
issue price were, say, £0.45, the company would need to issue about 67 
million shares to raise £30m, compared to the 92 million shares currently in 
issue.) 
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Shareholder support for the company, and its share price, appears to have 
been motivated by the company’s dividend policy. This policy could not be 
sustained if the company increased its share capital by such a large 
percentage amount. 

Shareholders/investors are probably concerned about the company’s financial 
position and would want to see evidence of a recovery in the company’s 
business before committing new equity capital. 

(c) Bidding for contracts and project management 

The company has been under-pricing bids for major contracts, in order to win 
the contracts in the face of strong competition. However, it appears that prices 
may have been so low that the company has been making no profit or only 
very small profits on its work. This suggests that there may be a weakness in 
the bidding process, and that project costs are under-estimated in order to 
justify a lower bid price. 

The company is currently winning a smaller proportion of bids than at the 
beginning of the economic downturn, which may indicate that bids are now 
being priced more realistically.  

On the other hand, the cost of submitting bids for major contracts is high (£5m 
in 20X4), and these costs need to be covered by the profits from projects that 
are awarded to the company. 

These various factors, taken together, suggest that there may be weaknesses 
in the process of bidding for projects. Prices need to be based on a realistic 
estimate of costs and time to complete, but the company should also try to 
improve its success rate in the bidding process. Costs may be saved by 
choosing not to bid for contracts where the probability of winning the order 
seems relatively low. Cost estimates may be improved by requiring the 
managers responsible for bidding to justify their costings to a senior 
management committee, and to be held accountable for those costs if the 
company wins the contract. 

Project cost control also appears weak, and a major problem may be failure to 
complete projects within the planned time. PC is able to recover increases in 
cost due to rising materials prices, but other costs, such as labour costs, 
usually increase with time. If projects are late completing, labour costs and 
overhead costs are likely to exceed expectation.  

This problem appears to be compounded by failure of project management to 
recognise the problem. By under-estimating the time to completion on 
contracts at the end of each year, managers are avoiding the need to 
recognise losses due to late completion; however this simply means that when 
the losses do occur, they are unexpected. Unexpected losses can be 
damaging for investor confidence in the company. 

(d) Financial reporting of the disposal of Projecta Advisers  

The main financial reporting standard that applies to the disposal of Projecta 
Advisers (PA) is IFRS 5 Non-current Assets Held for Sale and Discontinued 
Operations.   
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The disposal of PA will have an impact upon cash flows and profits in PC’s 
financial statements. The purpose of IFRS 5 is to help the users of PC’s 
accounts make more informed assessments about its future prospects. 
Showing separate information about discontinued operations allows users to 
make relevant future projections of cash flows, financial position and earnings-
generating capacity for PC without the inclusion of PA. 

PA can be regarded as a disposal group. According to IFRS 5, a disposal 
group is defined as a group of assets to be disposed of, by sale or otherwise, 
together as a group in a single transaction. This definition includes a 
subsidiary which the parent intends to sell. 

Held for sale 

A non-current asset (or disposal group) should be classified as ‘held for sale’ if 
its carrying amount will be recovered mainly through a sale transaction, rather 
than through continued use. An asset classified as ‘held for sale’ should be 
presented in the statement of financial position separately from other assets.  

The criteria for classification as ‘held for sale’ are set out below. 

 The asset is available for immediate sale in its present condition.  
 Its sale must be ‘highly probable’.  

For the sale of PA to be regarded as highly probable, the following must apply. 

 Management must be committed to a plan to sell the asset. 

 There must be an active programme to locate a buyer.  

 The asset must be marketed for sale at a price that is reasonable in 
relation to its current fair value. 

 The sale should be expected to take place within one year from the date of 
classification. 

 It is unlikely that significant changes to the plan will be made or that the 
plan will be withdrawn. 

Given the information about the planned sale, it would appear that PA does 
meet the definition of ‘held for sale’ at 31 December 20X5. 

Immediately before the classification of the net assets of PA as held for sale 
as at 31 December 20X5, the carrying amounts of these assets need to be 
adjusted. IFRS 5 requires that a disposal group should measure its relevant 
assets at the lower of: 

 Carrying amount  
 Fair value less costs to sell (that is, its net realisable value) 

Evidence of impairment should be assessed immediately prior to the held-for-
sale date. There is evidence of impairment, as the expected proceeds from the 
sale of the disposal group to BuildForce is £13.5m, while the net assets have a 
carrying amount of £15.1m. This would indicate an impairment charge of 
approximately £1.6m, treated as a reduction in the carrying amounts of 
individual assets (as required by IAS 36 Impairment of Assets). 
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The following information should be disclosed in the notes to the accounts. 

 A description of PA 

 A description of the facts and circumstances of its sale, and the expected 
manner and timing of that sale 

 The gain or loss recognised in profit or loss 

 If applicable, the segment in which PA is presented in accordance with 
IFRS 8 Operating Segments. PA may not meet the 10% disclosure 
thresholds of IFRS 8, but PC might still apply the disclosure requirements 
if management believes that information about the segment would be 
useful to users of the financial statements. 

Discontinued operations 

Consideration also needs to be given as to whether the sale of PA represents 
a discontinued operation under IFRS 5. The results of a disposal group should 
be presented as those of a discontinued operation if the group meets the 
definition of a component (its operations and cash flows can be clearly 
distinguished from the rest of the entity) and it is a separate major line of 
business.  

PA is revenue generating, clearly distinguishable from the rest of PC and it is 
material. It appears to be a separate line of the group’s business, as it 
specialises in the provision of project managers for government clients (as 
opposed to contract tendering and construction projects). So PA does qualify 
as a discontinued operation in PC's financial statements for the year ended 31 
December 20X5. 

IFRS 5 provides for an analysis of the contribution of the discontinued element 
to the current year's profit ie the part that will not be included in the profits of 
future years. Additionally, the net cash flows attributable to the operating, 
investing and financing activities of the discontinued operation must be 
separately presented on the face of PC's statement of cash flows, or disclosed 
in the notes. 
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