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Question: Maldon Plc

Question: On 1st January 2003, Maldon Plc entered into a leasing agreement with finance house and acquired two sophisticated computer controlled machines. The details of the agreements are as follows:

Machine A: The machine is estimated to have a market value of £80,000. Under the agreement Maldon Plc makes ten annual payments of £10,000 each. The first payment was made on 1st January 2003. The machine is estimated to have an economic life of ten years. After ten years, it will be scrapped and is not estimated to have any residual value.

Computer B: The machine is estimated to have a market value of £117,000. Under the agreement, Maldon Plc makes ten annual payments of £15,000 each. The first payment will be made on 1st January 2004. The machine is estimated to have an economic life of twelve years. After twelve years, the machine will be scrapped and is not estimated to have any residual value.

The company depreciates all its plant and machinery on a straight-line basis. It also uses the sum of the digits method for allocating finance charges on finance leases over the duration of the lease.

.Required:

a) The directors of Maldon Plc are considering applying for a loan to finance further expansion of the business and are preparing appropriate financial plans for 2005 and 2006. They are anxious to learn of the impact of the above two leases on the profit and loss account for the two respective years. Use the above data to calculate the charges to the profit and loss account for the years to 31st December 2005 and 31st December 2006.




(13 Marks)

b) “Off balance sheet financing schemes continue to pose a serious challenge to the integrity of financial reporting”. Discuss this statement and the possible remedies that standard setters might adopt.

  (12 Marks)

[Total 25 Marks]
Maldon Plc Answer
(a)
Summary

	
	MACHINE A
	MACHINE B

	YE 31 DEC .2005
	
	

	
	
	

	Finance Charge
	2,909
	4,500

	Depreciation
	8,000
	9,750

	
	
	

	Total
	10,909
	14,250

	
	
	

	YE 31 DEC.2006
	
	

	
	
	

	Finance Charge
	2,545
	4,000

	Depreciation
	8,000
	9,750

	
	
	

	Total
	10,545
	13,750

	
	
	


(a)(i)
Machine A is acquired on 1 January 2003.  Under the lease 10  payments are made commencing on 1 January 2003..  Thus this is a quasi loan of £80,000 (value of machine) repaid in 10 annual instalments ending on 31.12.12 (which is also end of 10 year life).  

Depreciation is 80,000/10 = £8,000 pa

Total interest is (£10,000 x 10)- 80,000 = £20,000

Allocating by sum of digits: sum is 10+9+8+7+6+5+4+3+2+1 = 55

Allocation is:

	Year 
	YE 31 Dec
	Fraction
	
	Interest

	
	
	
	
	

	1
	2003
	10/55
	x  20,000  =
	3,636

	2
	2004
	9/55
	x  20,000  =
	3,272

	3
	2005
	8/55
	x  20,000  =
	2,909

	4
	2006
	7/55
	x  20,000  =
	2,545

	5
	2007
	6/55
	x  20,000  =
	2,182

	6
	2008
	5/55
	x  20,000  =
	1,818

	7
	2009
	4/55
	x  20,000  =
	1,455

	8
	2010
	3/55
	x  20,000  =
	1,091

	9
	2011
	2/55
	x  20,000  =
	727

	10
	2012
	1/55
	x  20,000  =
	365

	
	
	
	
	         20,000


Machine B is also acquired on 1 January 2003.  10 annual payments are made commencing on 31.12.2004, and ending on 31.12.2013.  Thus loan is over 11 years, with no payment in first year (31.12.2003).  But interest is still allocated to the first year, so period of loan is 11 years   

Depreciation for Machine B – 117,000/12 = £9,750 p.a.

Allocating by sum of digits: sum is; 11+10+9+8+7+6+5+4+3+2+1 = 66

Allocation is:

	Year 
	YE 31 Dec
	Fraction
	
	Interest

	
	
	
	
	

	1
	2003
	11/66
	x  33,000  =
	5,500

	2
	2004
	10/66
	x  33,000  =
	5,000

	3
	2005
	9/66
	x  33,000  =
	4,500

	4
	2006
	8/66
	x  33,000  =
	4,000

	5
	2007
	7/66
	x  33,000  =
	3,500

	6
	2008
	6/66
	x  33,000  =
	3,000

	7
	2009
	5/66
	x  33,000  =
	2,500

	8
	2010
	4/66
	x  33,000  =
	2,000

	9
	2011
	3/66
	x  33,000  =
	1,500

	10
	2012
	2/66
	x  33,000  =
	1,000

	11
	2013
	1/66
	x  33,000  =
	500

	
	
	
	
	33,000

	
	
	
	
	


b) The following points could be developed

· Understatement of assets/liabilities

· Financial Risk understated

· Return on capital employed questionable

· Company comparisons difficult

· User confidence in financial reporting undermined

What to do?

· Concept of substance over form

· Develop new standards 
· Bring items on to balance sheet
· Possible revisions of accounting standards e.g. SSAP 21

· Reduce the scope of 'operating leases'.

· FRRP to be more proactive

· Persuade governments to introduce tougher penalties 
· Encourage auditors, investors and journalists to be more vigilant

