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Subject CT2 
 
 

CMP Upgrade 2014/2015 
 
 

CMP Upgrade 
 
This CMP Upgrade lists all significant changes to the Core Reading and the ActEd 
material since last year so that you can manually amend your 2014 study material to 
make it suitable for study for the 2015 exams.  It includes replacement pages and 
additional pages where appropriate.   
 
Alternatively, you can buy a full replacement set of up-to-date Course Notes or CMP at 
a significantly reduced price if you have previously bought the full price version in this 
subject.  Please see our 2015 Student Brochure for more details. 

 
 
This CMP Upgrade contains: 
 
 All changes to the Syllabus objectives and Core Reading. 

 Changes to the ActEd Course Notes, Series X Assignments and Question and 
Answer Bank that will make them suitable for study for the 2015 exams. 
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1 Changes to the Syllabus objectives and Core Reading  

1.1 Syllabus objectives 

Objective (ix) 4 has been updated to replace “income statements” with “statements of 
profit or loss” and now reads: 
 
(ix) Describe the basic construction of accounts of different types and the role and 

principal features of the accounts of a company.  
 
4. Construct simple statements of financial position and statements of profit or loss; 

understand and interpret cash flow statements. 
 
 

1.2 Core Reading (terminology changes) 

The following names have been changed throughout the Core Reading and associated 
ActEd text: 

 income statement changed to statement of profit or loss 

 stocks to inventories (and stock turnover period to inventory turnover period) 

 net profit before tax to profit before tax 

 holding company to parent company 

 debtors to trade receivables (and debtor turnover period to trade receivables 
turnover period) 

 creditors to trade payables (and creditor turnover period to payables turnover 
period). 

 
This upgrade does not mention every occurrence individually. 
 
 

1.3 Core Reading (changes to content) 

Chapter 2 
 
Page 6 
 
The section on “Legal and accounting documentation” has been updated.  A 
replacement page 5/6 is attached. 
 
On page 7, you should then put a line through the top paragraph. 
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Page 9 
 
In the lightbulb box, change “Memorandum” to “documentation”. 
 
Page 26 
 
Delete the sentence: 
 
The minimum size in which sterling commercial paper can be denominated is 
£500,000. 
 
 
Chapter 4 
 
Page 16 
 
At the start of the final paragraph, change “The Memorandum of Association will set 
out ...” to “The company’s documentation will set out ...”. 
 
Page 22 
 
An additional variation on preference shares has been added to the list on this page.  
These are preference shares that pay variable dividends, eg linked to central bank 
interest rates. 
 
Replacement pages 21-24 are attached.  (These also include some simplification of the 
ActEd text about returns and tax.) 
 
 
Chapter 6 
 
Page 6 
 
In the final paragraph, change “Memorandum of Association” to “documentation”. 
 
Page 8 
 
An additional sentence has been added to the first paragraph on this page.  A 
replacement page 7/8 is attached. 
 
Page 27 
 
Delete the heading “Trustee status” and the paragraph of Core Reading and Acted text 
underneath. 
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Chapter 7 
 
Pages 5 and 6 
 
In the top left of the diagram on page 5, “International Accounting Standards” has been 
changed to “International Financial Reporting Standards”. 
 
In the lightbulb box on page 6, the first two bullet points have been updated to reflect 
the changes to the names of the statements and to the name International Financial 
Reporting Standards. 
 
A replacement page 5/6 is attached. 
 
 
Chapter 8 
 
Page 1 
 
Change “income statements” to “statements of profit or loss” in item 4 in the syllabus 
objectives box (and, as noted above, in the other occurrences on this page and 
throughout the chapter). 
 
Page 12 to 16 
 
The Core Reading on page 12 has been updated to reflect the name change of the 
“statement of profit or loss”.   
 
The standard format of the statement on page 13 has been changed slightly. 
 
In the lightbulb box on page 16, the third bullet point has been changed slightly. 
 
Replacement pages (11-16) are enclosed, with these changes. 
 
Pages 31 and 32 
 
A new Summary page (mainly reflecting the terminology changes) is attached. 
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Chapter 10 
 
Page 1 
 
Change “income statements” to “statements of profit or loss” in item 4 in the syllabus 
objectives box (and, as noted above, in the other occurrences on this page and 
throughout the chapter). 
 
Page 8 
 
In the statement, change “Net profit before tax” to “Profit before tax”.  Change 
“Profit after tax” to “Profit for the year”. 
 
Chapter 11 
 
Page 9 
 
Under the heading “Accounting for non-controlling interest”, change “minority 
interest” to “non-controlling interest”. 
 
 
Chapter 12 
 
Page 32 
 
In both formulae, delete the word “net”. 
 
Page 35 
 
In the second formula, delete the word “net”. 
 
Pages 41-44 
 
A number of changes have been made to the efficiency ratios names, definitions and 
comments.  Replacement pages 41-44 are attached. 
 
Pages 45-47 
 
Replacement Summary pages, reflecting these amendments to the ratios, are attached. 
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Chapter 13 
 
Page 2 
 
In the first sentence, change “overstate” to “distort”. 
 
“Stock” is changed to “inventory” in Section 1.1. 
 
Page 3 
 
Extend the final sentence of Core Reading as shown: 
 
Profits and asset values might be increasing in money terms.  But it would not 
be immediately obvious how much was due to a real increase in the scale of a 
company’s operations and how much was simply due to inflation.  Comparison 
between years is therefore difficult when using historical cost accounts because 
inflation will affect different figures in the financial statements in a different way.  
Note that this sort of criticism applies to many items where values have to be compared 
over time. 
 
 
Chapter 14 
 
Page 30 
 
Add a sentence on auto-enrolment near the start of Section 4.8: 
 
Many employers set up pension schemes as part of the benefits provided for 
their workforce.  In the UK from October 2012, “auto-enrolment” started to be 
phased in, whereby employees not currently in an employment-related pension 
scheme must be automatically enrolled into a “qualifying scheme” provided by 
their employer.  The aim of the pension fund is to provide pensions for the 
workforce when they retire.  The range of size of pension schemes is enormous, 
ranging from the NHS pension scheme with assets of more than £35bn to newly 
established schemes with only a few members. 
 
Pages 31 and 32 
 
On page 31, the information about “trustees” has been extended.  On page 32, 
investment in commodities and infrastructure is now mentioned.   
 
A replacement page 31/32 is attached. 
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Chapter 19  
 
Page 2 
 
Extend the definition of a bear market as shown: 
 
A period of time during which investors are generally unconfident and stock 
market prices decline.  One commonly accepted measure is a price decline of 
20% or more, over a period of two months or longer.  (Compare with bull market.) 
Page 13 
 
Amend the definition of operational risk as shown: 
 
Operational risk is the risk of loss resulting from inadequate or failed internal 
processes, people and systems, or from external events. 
 
 

1.4 Core Reading (trivial wording changes) 

Chapter 4 
 
Page 28 
 
In the section “Investment characteristics prior to conversion”, change “security” to 
“loan stock” in the opening sentence.  Add the sentence “Similarly for convertible 
preference shares” to the end of the paragraph. 
 
 
Chapter 7 
 
Page 3 
 
In the top line on the page, change “has” to “have”. 
 
 
Chapter 8 
 
Page 3 
 
In the lightbulb box, change “balance sheet equation” to “accounting equation”. 
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Page 25 
 
In the final paragraph of Core Reading, the names in brackets, ie “(stocks)”, 
“(debtors)” and “(creditors)” have been deleted. 
 
Page 30 
 
Change the final two bullet points to read: 
 
 detailed analysis of items in the statement of profit or loss 

 details of significant events after the end of the accounting year . 
 
 
Chapter 11 
 
Page 18 
 
Remove the term “Debtors” from the fourth and fifth bullet points, so that they read: 
 
 Trade receivables arising out of direct insurance operations 

(policyholders, shareholders)  eg amounts owed to the company by 
policyholders or sales intermediaries. 

 

 Trade receivables arising out of reinsurance operations  ie amounts owed 
to the company by reinsurers. 

 
 
Chapter 12 
 
Page 40 
 
Delete the mention of “stocks” from the definition of the quick ratio, so that it is now 
simply: 
 

current assets  inventories
quick ratio  =  

current liabilities

-
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Chapter 16 
 
Page 25 
 
In the lightbulb box defining share buybacks, change “unwanted cash” to “cash 
which it does not need in running the business”. 
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2 Changes to the ActEd Course Notes 

Chapter 2 
 
Page 38 
 
In the first paragraph about commercial paper, delete the sentence:  
 
“The minimum size in which sterling commercial paper can be denominated is 
£500,000.” 
 
 
Chapter 3 
 
Page 7 
 
The dates should be updated from 2013-2014 to 2014-2015.  The tax rates are 
unchanged.  
 
Page 9 
 
The rates of corporation tax have been updated.  Therefore, update the first paragraph of 
Section 2.2 so that it reads: 
 
In the UK, for the tax year 2014-15, the standard rate of corporation tax is 21%.  This 
rate is lower than in the past as a result of a number of years of steady reductions.  The 
corporation tax rate is due to fall further to 20% for tax year 2015-2016.  Small 
companies already pay a lower rate of 20%. 
 
Page 13 
 
In the “Allowances” section, update the tax year to 2014-2015 and the AEA to £11,000. 
 
Chapter 4 
 
Page 7 
 
In the final bullet point on this page, delete the phrase “offers no capital growth and”. 
 
 
Page 39 
 
In Solution 4.8, add “variable dividends” to the list of types of preference shares. 
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Page 40 
 
In Solution 4.10, update the “Dividends” comment for preference shares to “usually 
fixed dividend: paid before ordinary shares”. 
 
Also, add “variable dividends” to the varieties of preference shares. 
 
Page 41 
 
Update the solution for (c) to start, “Preference shares normally pay a fixed dividend.” 
 
 
Chapter 6 
 
Page 38 
 
Delete the final bullet point (about gaining trustee status) from Solution 6.8. 
 
 
Chapter 8 
 
Page 36 
 
Change “Net profit before tax” to “Profit before tax”. 
 
Change “Profit after tax” to “Profit for the year”. 
 
 
Chapter 11 
 
Page 11 
 
Change “Minority interests” to “Non-controlling interest”. 
 
 
Chapter 12 
 
Page 4 
 
The “Income statement” has been renamed and reflects the slightly amended labelling 
of the profit items.   
 
A replacement page 3/4 is attached.   
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For consistency with this replacement page, all the dates on page 5 should also be 
moved on 1 year. 
 
 
Chapter 14 
 
Page 41 
 
For consistency with the amended Core Reading, extend the item on “Application of 
funds” for “Pension schemes” to read: 
 
Typical fund invests in UK equities and longer-dated gilts and company debt. Also 
some investment in overseas securities.  Small proportion of the assets invested in 
property, money market investments and index-linked gilts and other classes, such as 
commodities and infrastructure, are becoming more common. 
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3 Changes to the Q&A Bank 
 
The terminology changes set out in Section 1.2 also apply throughout the Q&A Bank. 
 
Q&A Bank Part 1 Solutions 
 
Page 8 
 
Under “Documentation”, the point about companies now reads: 
 
A company must have a Memorandum of Association and Articles of Association and 
be registered at Companies House. 
 
 
Q&A Bank Part 2 Questions 
 
Page 8 
 
Question 2.23 (i) is now worth [1] and the total for the whole question is now [7]. 
 
 
Q&A Bank Part 2 Solutions 
 
Page 11 
 
In Solution 2.23 (i), the point about the Memorandum of Association has been deleted. 
 
 
Q&A Bank Part 5 Solutions 
 
Pages 3 and 4 
 
On page 3, the two “[Maximum 3]” limits have been removed.  On page 4, the whole 
solution is therefore subject to a Maximum of 9. 
 
On page 4, the point that starts “They pay a fixed amount of franked ...” has been 
deleted. 
 
A replacement page is attached. 
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4 Changes to the X Assignments 

The terminology changes set out in Section 1.2 also apply throughout the X 
Assignments. 
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5 Other tuition services 
 

In addition to this CMP Upgrade you might find the following services helpful with 
your study. 
 
 

5.1 Study material 
 
We offer the following study material in Subject CT2: 

 Online Classroom 

 Flashcards 

 Sound Revision 

 MyTest 

 ASET (ActEd Solutions with Exam Technique) and Mini-ASET 

 Revision Notes  

 Mock Exam  

 Additional Mock Pack. 
 
For further details on ActEd’s study materials, please refer to the 2015 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 
 

5.2 Tutorials 
 
We offer the following tutorials in Subject CT2: 

 a set of Regular Tutorials (usually lasting two full days) 

 a Block Tutorial (lasting two full days) 

 a Revision Day (lasting one full day) 

 Live Online Tutorials (lasting two full days). 

 
For further details on ActEd’s tutorials, please refer to our latest Tuition Bulletin, which 
is available from the ActEd website at www.ActEd.co.uk. 
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5.3 Marking 
 
You can have your attempts at any of our assignments or mock exams marked by 
ActEd.  When marking your scripts, we aim to provide specific advice to improve your 
chances of success in the exam and to return your scripts as quickly as possible. 
 
For further details on ActEd’s marking services, please refer to the 2015 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 
 

5.4 Feedback on the study material 
 
ActEd is always pleased to get feedback from students about any aspect of our study 
programmes.  Please let us know if you have any specific comments (eg about certain 
sections of the notes or particular questions) or general suggestions about how we can 
improve the study material.  We will incorporate as many of your suggestions as we can 
when we update the course material each year. 
 
If you have any comments on this course please send them by email to CT2@bpp.com 
or by fax to 01235 550085. 
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Legal and accounting documentation 
 
Most partnerships will have a “partnership agreement” which sets out the rights 
of individual partners, such as who can make what decisions and how profits are shared 
between partners.  Strictly, no specific documentation is needed.  The partnership will also 
need to provide accounts so that Her Majesty’s Revenue and Customs (“HMRC”) can 
work out each partner’s liability to tax on their share of the partnership’s profits.  Partners 
pay income tax. 
 
A new form of partnership was introduced in 2001.  The limited partnership is discussed 
after we have discussed the limited company. 
 
 

1.3 Limited companies 

A limited company is a business which has a legal identity separate from the 
owners of the business.  

 
Description 
 
A limited company has its own distinct legal identity.  It can own or deal in property in its 
own right.  It can arrange contracts on its own behalf.  It can also sue and be sued.  A 
company can be fined by the court (but not imprisoned!). 
 
Almost all limited companies are set up by the issue of shares.  The owners of the 
company are called shareholders.  Each shareholder will hold a certificate showing 
how many shares they own in the company.  Most shares give the right to vote at 
company meetings.  The shareholders will appoint directors who are responsible 
for the control of the company on behalf of the shareholders.  The company is run 
by managers who carry out the directors’ policies on a day to day basis.  Managers are 
often elected as directors, in which case they are known as executive directors.  Directors 
who are not involved on a daily basis are known as non-executive directors. 
 
In most cases, shares in a company may be purchased and sold without the permission of 
the other shareholders.  Shareholders will not generally be actively involved in the 
running of the company.  These statements are more true of public limited companies than 
of private limited companies (we discuss these two types of company in a later section). 
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Profit will be calculated each year and a dividend declared from this profit which 
will be paid to each shareholder in proportion to the number of shares that they 
own.  It is common for dividends to be paid in two instalments: an interim payment made 
halfway through the year and a final payment at the end of the year once the accounts 
have been finalised.  The total amount of dividends is usually less than the profits for the 
year, the balance being retained in the company on behalf of the shareholders.  However, 
the amount of dividends can be the same or even greater than the profits (dividends can 
exceed profits in a particular year if there are sufficient retained profits from previous 
years). 
 
Liability 
 
The owners’ liability is limited to the fully paid value of their shares.  Shareholders 
in a limited company have their liability limited to the fully paid value of their shares.  So 
that, if shares have been issued “partly-paid” then, in the event of a liquidation, 
shareholders will only be liable to pay the outstanding instalments.  If the shares 
are “fully paid”, the shareholders have no further liability.  If shares have been 
issued at a premium to their par value, the whole of this “share premium” is 
payable at the outset, even if the shares are issued on a “partly-paid” basis.  If 
the company becomes insolvent, creditors cannot claim further payment from the 
shareholders’ personal wealth beyond the fully paid value of their shares. 
 
Legal and accounting documentation 
 
Limited companies must have a Memorandum of Association and Articles of 
Association.  A company’s Memorandum of Association is a short document 
recording the intention of the people concerned to form a company.  The Articles 
of Association set out in detail the internal rules for running the company.  It is 
no longer necessary for either document to set out the purpose of the company, 
so (unless it chooses otherwise) there are no restrictions on the company’s 
activities. 
 
In the past a Memorandum of Association needed to include more detail such as the 
name and registered office of the company, the company’s purpose and objectives and 
its total share capital.  
 
The Articles of Association cover internal arrangements such as voting rights of 
different classes of shares, rules for electing directors, payment of dividends and 
winding-up provisions.   
 
Once the required documents have been submitted to Companies House, a certificate of 
incorporation will be issued. 
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2.2 Preference shares 

Description 
 
Preference shares are much less common than ordinary shares.  Overall, 
preference shares are much less important than ordinary shares. 
 
The investment characteristics are more often like those of unsecured loan stocks 
than ordinary shares.  Assuming that the company makes sufficient profits, they 
offer a fixed stream of investment income (which is paid net of tax, like dividends).  
Preference shares pay a fixed dividend, and so can be regarded as a form of 
fixed-interest stock.  The dividend is usually expressed as a fixed percentage of the 
par value, so when we refer to the “dividend” from preference share it is more akin to 
an interest payment on a bond than to a dividend on an ordinary share.  They do not 
usually carry voting rights. 
 

Preference shareholders have a preferential right to either dividends, or return of 
capital, or both, compared to ordinary shareholders.   

 
Dividends do not have to be paid.  However, if dividends are not paid on 
preference shares, no ordinary share dividends can be paid.  It is usual for the 
preference shareholders to get voting rights whilst their dividends remain 
unpaid.  Preference shareholders also have the right to vote if the rights 
attaching to their shares are being varied.   
 
The crucial difference between preference shares and ordinary shares is that 
preference share dividends (except for participating shares) are limited to a set 
amount which is almost always paid. 
 
Most preference shares are: 

 cumulative 

 irredeemable. 
 
Cumulative preference shares require any unpaid arrears of dividends, as well as 
the current year’s dividend, to be paid before any dividend can be paid to ordinary 
shareholders. 
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Variations 
 
However, preference shares may also: 

 be non-cumulative 

 be redeemable 

 be participating 
 be convertible  

 be stepped 

 pay variable dividends. 
 
Participating shares are entitled to a share of the profits, on top of the fixed 
dividend, once the ordinary share dividend exceeds a certain amount.   
 
Stepped shares have a dividend that increases in a predetermined way. 
 
Occasionally, a preference share may pay variable dividends linked to central 
bank rates, for example.  It is important to note that directors do not have discretion 
on how much is paid under variable dividend preference shares – the rate is fixed 
relative to some other rate or index.  Hence is usual to state that preference share 
dividends are fixed. 
 

Question 4.8  

List the possible varieties of: 

(i)  preference share 

(ii)  ordinary share. 

 
 

Question 4.9  

Briefly compare a preference share to an unsecured loan stock. 

 
Risk 
 
Preference shares rank below loan capital and above (or equal to) ordinary shares if the 
company is wound up. 
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In a given company, the risk of preference shareholders not getting their dividends is 
greater than the risk of loan stockholders not being paid, but less than the risk of 
ordinary shareholders not being paid.  This is valid both for the dividend payments 
during a difficult period, and for the repayment of capital in the event of a winding-up. 
 
The variability of return will only be a little greater than for loan capital.  Preference 
shares offer a relatively predictable future income stream, but uncertainty about the return 
of capital in the event of a winding-up.  However, the variability of return will be 
significantly less than that of ordinary shares, because a preference share’s capital value 
will fluctuate much less than the capital value of an ordinary share. 
 
Return 
 
For all investors, the expected return on preference shares is likely to be less 
than on ordinary shares because the risk of holding preference shares is less. 
 
If there were no tax complications then for all investors, the expected return on preference 
shares would be a little greater than the expected return on loan capital.  However, there is 
a potential tax effect, as different investors may be taxed differently on preference 
dividend income than on interest payments on the loan stock. 
 
Marketability 
 
Marketability of preference shares is similar to loan capital marketability. 
 
Conclusion 
 
Preference shares offer the investor a lower risk than ordinary shares and therefore earn 
a lower rate of return.  Since the risk of holding a preference share is higher than the 
risk of holding loan stock, the return is higher than that received on loan stock.   
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Question 4.10  

Complete the following table comparing ordinary shares with preference shares. 
 
     ordinary shares preference shares 
 
Voting rights 
 
Dividends 
 
Importance for company 
 
Different varieties 
 
Priority on winding up the company 
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The weeks leading up to the issue 
 
In this period the issuing house will advise on the price which should be set.  
Setting a price can be quite difficult.  Both the issuing house and the company will want 
to avoid an undersubscribed issue because it is felt that this damages the reputation of 
both.  The tradition is to be fairly conservative in pricing new issues – ie set the 
price on the low side.  As a consequence, it is usual for a new issue to be 
oversubscribed.  The final price will not be set until the formal prospectus is 
published. 
 
Issuing the prospectus – “Impact day” 
 
Once the offer price is set, the prospectus (or listing particulars) is made 
available to the public.  The prospectus, or alternatively an offer notice, will be 
reproduced in at least one national newspaper, and the prospectus may be made 
available through other channels such as high street banks. 
 
The prospectus contains a great deal of information about the company, its 
activities, financial position, reasons for the issue and people involved in the 
issue.  There is a duty on the professional advisers to disclose all relevant 
information, and the issuing house will want to protect its reputation.  Therefore, 
information in a prospectus is generally reliable.  The prospectus will also include an 
application form. 
 
Applications 
 
Typically, applications from the public to buy securities can be made for a period 
of about a week following the issue of the prospectus. 
 
Usually, the issue will have been oversubscribed by the time the offer is closed.  
In these cases the issuing house needs to determine the basis of allocation ie 
how it will determine which offers to accept in full, which to reject, and which to 
scale down.   
 
Often there are two objectives to be balanced: 

1. ensuring that the securities are widely held (so that there is an active market in the 
shares) 

2. reducing administration costs. 
 
A basis of allotment could be to reject all applications for less than, say, 1,000 shares, to 
fully meet applications for between 1,000 and 20,000, and for applications over 20,000 
shares to give only, say, one share for every five applied for.  Another common 
allocation method is to use a ballot in order to determine which applications are 
accepted. 
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Letters of acceptance 
 
Letters of acceptance are sent out to successful applicants, and refund cheques 
sent to those whose applications were rejected, or were scaled down.  It takes 
some time for share certificates to be issued, and in the meantime the letters of 
acceptance can be used in place of share certificates for trading.  In many 
countries, electronic “paperless” share registration has replaced the traditional 
physical certificate, particularly for major listed companies.  Official trading on 
the Stock Exchange starts the day after acceptance letters are posted. 
 
Conclusion 
 
The need to advertise in a national newspaper and to deal with lots of applications from 
the public, together with the cost of underwriting, make an offer for sale very 
expensive.  However, the big advantage is that it ensures the widest possible market for 
the securities.  It is the most common method of obtaining a quotation for large issues.  
Indeed, the Stock Exchange does not normally allow a quotation involving more than 
£50m of shares to be made without an offer for sale (at a fixed price or by tender). 
 
 

1.5 Offer for sale by tender 

Description 
 

An offer for sale by tender is similar to an offer for sale at a fixed price.  However, 
instead of inviting applications at a specified price, the issuing house invites 
members of the public to submit a tender stating the number of shares which 
they are prepared to buy, and the price which they are prepared to pay. 

 
The prospectus will give a minimum price, but it is up to investors to determine how 
much to bid. 
 
After the offer closes, the issuing house will determine a single strike price.  This 
may be the highest price at which all the stock can be allocated.  However, a 
lower strike price will be chosen if this is necessary to ensure a sufficient spread 
of shareholders.  All applicants who bid at least as much as the strike price will 
have their applications accepted.   
 
All successful applicants will pay the strike price, regardless of how much more 
they had bid.  Applicants who bid less than the strike price will have their 
applications rejected. 
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1.2 Sources of regulation 

The credibility of published financial statements is protected by the imposition of 
regulations from a diverse range of sources. 
 
The diagram below (which is part of Core Reading) illustrates the breadth of the 
body of regulation that affects a limited company which is listed on a stock 
exchange.  A detailed knowledge of these rules is beyond the scope of this syllabus. 
 

Principles, concepts
and conventions

National company
laws

International Financial 
Reporting Standards

Company annual report 
and accounts

Good practice by
leading companies

Other legislationStock exchange
requirements

 
 
 
Broadly, the rules can be broken down into those which require specific 
accounting treatment or disclosures, because of national laws or a stock 
exchange's listing rules, and those which deal with the manner in which these 
numbers could be calculated – mainly the professional accounting standards 
and the concepts and conventions.   
 
For example, in the UK, the Companies Act 2006 requires that companies should 
state the amount charged for depreciation, but the rules concerning the 
calculation of depreciation are to be found in International Accounting 
Standard 16 Property, plant and equipment.  
 
The fact that there is such a network of sources of regulations and regulators 
can make the preparation of financial statements a rather complicated 
undertaking.  Fortunately, there is a reasonable amount of articulation between 
the various rulebooks.  
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1.3 Statutory requirements 

In many countries, national legislation may be in place to dictate what kind of 
information should be published in financial statements.  For example, in the UK, 
the Companies Act explicitly requires a number of documents. 
 

The Companies Act explicitly requires companies to produce: 
 
 a statement of financial position showing the financial position on the last 

day of the company’s financial year (International Financial Reporting 
Standards require that this be entitled the “statement of financial 
position”) 

 
 a statement of profit or loss for the financial year (International Financial 

Reporting Standards require that an extended form of this statement be 
entitled the “statement of comprehensive income”) 

 
 detailed disclosures which are normally presented as a series of notes to 

the accounts 
 
 a directors’ report 
 
 an auditors’ report. 

 
For simplicity, in these notes we will often refer to the “statement of financial position” 
by its more common and user-friendly name, the “balance sheet”.  This terminology is 
also used in past papers, other ActEd materials and in the real world.  Likewise, 
“income statement” will sometimes be used rather than “statement of profit or loss”. 
 
Small companies have much less onerous requirements and are not required to 
submit audited accounts. 
 

Question 7.2  

What is the purpose of requiring that the accounts of a company should be inspected 
and signed off by a professional accountancy firm? 

 
The form and content of the statement of profit or loss and the statement of 
financial position will be discussed in Chapter 8.   
 
The auditors’ report will be considered in Section 4 of this chapter.  Here, we just 
consider the contents of the directors’ report. 
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Question 8.3  

Classify each of the following items, which can appear in a financial statement, as a 
non-current asset (NA), a current asset (CA), a non-current liability (NL), a current 
liability (CL) or as capital (C): 
 
Cash 
Trade receivable 
Building 
Tax due 
Trade payable 
Land 
Inventories 
Ordinary Shares 
Debenture 

 
 

Question 8.4  

The following data was taken from the records of ABC plc and relates to the values of 
the company’s assets, liabilities and equity at 31st December X. 
 
Organise the items to form the company’s statement of financial position (its balance 
sheet) as at 31st December X. 
 
  £000s 
 Inventories 135 
 Trade payables 65 
 Machinery (cost) 347 
 Machinery (accumulated depreciation) 132 
 Cash 56 
 Long-term loans 289 
 Ordinary share capital 200 
 Trade receivables 195 
 Tax provision 67 
 Retained earnings 230 
 Land 350 
 Other reserves 100 
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2 The statement of comprehensive income 

The main (and examinable) component of the statement of comprehensive income is the 
statement of profit or loss. 
 
The statement of profit or loss 
 
The first part of the statement, starting with revenue and concluding at profit for 
the year, can be described as the “statement of profit or loss”. This draws 
together the various revenues and expenses. 
 

The statement of profit or loss (formerly known as the income statement) 
provides an insight into a company’s trading activities.  It compares the income 
generated from trading with the costs associated with earning that income, the 
difference being the profit or loss for the year.  

 
Other comprehensive income 
 
The second part of the statement of comprehensive income is concerned with “other 
comprehensive income”.  The only part of this that is examinable is “gains on 
revaluation” (which is covered briefly later in this chapter and in more detail in 
Chapter 9). 
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The following format complies with the international standards.…. 
 

Revenue X

 Cost of sales (X)

Gross profit X

 Other operating income X

 Distribution costs (X)

 Administrative expenses (X)

Operating profit X

 Finance income X

 Finance costs (X)

Profit before tax X

 Tax expense (X)

Profit for the year X

Other comprehensive income 

 Gain on revaluation X

Total comprehensive income X

Earnings per share for profit attributable to equity holders X
 
A dividend of xp per share was paid to ordinary shareholders during the year. 
 
We now look at each item in detail. 
 
 

2.1 Revenue 

Revenue is recorded when it is earned (not necessarily when it is received) in 
accordance with the realisation concept.  Revenue can be called turnover or sales. 
 
The cost items (which follow) are usually recorded as they are incurred (not necessarily 
when they are paid) in accordance with the accruals concept. 
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2.2 Cost of sales 

Cost of sales reflects the raw material, components, wages and salaries 
expended in producing the goods sold.  Changes in inventory levels (both 
finished goods and raw materials) will need to be included, as will the charges 
for depreciation (see Chapter 9). 
 
According to the matching concept, only the costs incurred in generating the sales must 
be included in the account.   
 

Question 8.5  

A shop buys £20,000 worth of goods during a particular year.  It began the year with 
£2,000 worth of inventories and ended the year with £7,000 of inventories.  Assuming 
there are no other items to be included in the cost of sales, what is the shop’s cost of 
sales? 

 
The cost of sales can be found as: 

 Cost of inventories sold: 

     opening inventories 

+ purchases  

 closing inventories 

 + Wages and salaries of production staff 

 + Depreciation of non-current assets 

 
 

2.3 Distribution costs and administrative expenses 

Distribution costs include costs associated with sales, distribution and 
advertising.  Administrative expenses include associated wages and salaries and 
directors’ remuneration.  These costs are sometimes called overheads.  They are not 
strictly related to production.  In the short run, their value will not normally change with 
the level of production. 
 
In practice, it is sometimes difficult to distinguish between costs related to production 
(direct costs) and those not related to production (indirect costs).  For example, 
electricity might be used to power the production machinery or to heat and light the 
offices.  Depreciation of equipment sometimes arises from wear and tear and thus from 
production, but sometimes it arises from obsolescence or simply from the passage of 
time.   

Cost of inventories sold 
could be calculated as: 

purchases  
less increase in 

inventories 
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In an exam question, if necessary, make an assumption about whether a cost is direct or 
indirect and say why you have made that assumption. 
 
 

2.4 Finance income 

This will include income from investments such as rent from property, interest on 
bonds, dividends from shares. 
 
 

2.5 Finance costs 

This category includes interest payments made on loans.  It is important that these costs 
are seen clearly in the statement of profit or loss so that investors can see the scale of 
the interest payments and the company’s ability to pay them. 
 
 

2.6 Tax expense 

The tax charge in the income statement arises because companies pay 
corporation tax on their adjusted profit figures.  The adjustments to profit may be 
disputed by the tax authorities and may be revised after the publication of the 
accounting statements.  The estimate for corporation tax forms the core of the 
charge in the statement of profit or loss, although there are usually additional 
charges. 
 
The tax charge in a company’s accounts rarely equals exactly: 
 

(corporation tax rate)  (pre-tax profit) 
 
There are a variety of reasons for this (most of which were discussed in Chapter 3), but 
the main reasons are: 
 
 the tax authorities will calculate the income statement a second time using 

official “capital allowance” rates instead of depreciation charges for non-current 
assets.  This will produce a different profit and thus a different tax charge.  
Likewise, some of the expenses that a company brings in to its income statement 
might not be allowable in a tax computation. 

 
 a company will sometimes have disputes or negotiations with the tax authorities 

over tax issues, and these can cause tax to be “provided for” rather than “paid” 
while the dispute is settled. 

 
 carried forward losses from previous years can reduce the current year tax bill. 
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Details of the adjustments made to accounting profit to arrive at taxable profit were 
given in Chapter 3 Section 2. 
 
Where a company believes its current-year tax figure does not reflect its long-term tax 
liability, it will create a provision for deferred tax in the statement of financial position. 
 
 

2.7 Categories of profit 

The profit figure is normally calculated in three stages: 

1. Gross profit is the difference between the selling price of the goods and 
services which provide the basis for the company’s main trading activities 
and the cost of sales.   

2. Operating profit is usually defined as profit earned after all expenses 
except finance costs (interest).  

3. Profit before tax is the operating profit adjusted for financing (interest) 
costs and income.  Profit for the year is this profit after deduction of tax. 

 
The gross profit figure gives an insight into the company’s pricing policies.  The 
difference between cost and selling prices represents the contribution toward 
the non-trading expenses and profit.   
 
Another version of the profit figure that is useful is profit before tax and interest, ie 
operating profit plus finance income. 
 
These distinctions will become important when we come to analyse the accounts in 
Part 3 of the course. 
 
 

2.8 Earnings per share 

Companies are obliged to calculate the earnings per share (EPS) figure and 
disclose it on the face of their statements of profit or loss.  EPS is equal to the 
earnings attributable to the ordinary shareholders (usually, profit for the year) 
divided by the number of ordinary shares in issue. 
 

Earnings is the profit that is available for distribution to the ordinary shareholders.   

 
If the company raises all its share capital from ordinary shares, the earnings available 
for distribution to the ordinary shareholders will be equal to the amount of profit for the 
year.   
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Chapter 8 Summary 
 
The statement of financial position 
 
The statement of financial position (balance sheet) is a snapshot of a company’s 
financial position at a moment in time.  It shows what the company owns (its assets), 
what it owes (its liabilities) and the shareholders’ equity.   
 

Equity + Liabilities = Assets. 
 

The assets are made up of non-current assets, both tangible eg machinery and intangible 
eg trademarks, and current assets (cash and items that can be quickly converted into 
cash eg inventories (stocks), trade receivables (debtors)).   
 
The liabilities are made up of non-current liabilities (amounts falling due after one year) 
and current liabilities (amounts falling due within one year).  
 
Equity consists of share capital, other reserves and retained earnings. 
 
The statement of comprehensive income 
 
The statement of profit or loss (income statement) component of this shows the profit or 
loss generated by the company over a period of time, usually a year.  The statement is 
prepared according to the realisation and accruals concepts. 
 
The gross profit is found by deducting the cost of sales from the turnover.  
 
The operating profit is found by deducting expenses (excluding interest) from the gross 
profit. 
 
The profit before tax and interest is found by adding finance income. 
 
The profit before tax is found by deducting finance costs. 
 
The profit for the year is found by deducting tax.  
 
The earnings of the ordinary shareholders, ie the profit attributable to equity holders, is 
the profit for the year less preference dividends (if any). 
 
Total comprehensive income is found by adding other comprehensive income, eg gains 
on revaluation. 
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The cashflow statement 
 
Cashflow statements show where the money has come from and where it has gone.   
The accruals concept is ignored.   
 
There are three sections to the cashflow statement: 

 cashflows from operating activities  

 cashflows from investing activities  

 cashflows from financing activities. 
 
Statement of changes in equity 
 
The statement of changes in equity shows how the composition of equity (share capital, 
other reserves and retained earnings) has changed over the year. 

 

 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 



CT2-12: Interpretation of accounts  Interpretation of accounts Page 41 

 

The Actuarial Education Company © IFE: 2015 Examinations 

9 Efficiency ratios 

The efficiency ratios are related to the liquidity ratios.  They give an insight into 
the effectiveness of the company’s management of the components of working 
capital.  These ratios tend to be multiplied by 365 and so expressed as a period 
of time. 
 

9.1 Inventory turnover period 

The inventory turnover period is defined as: 
 

inventories
Inventory turnover period  =  

cost of sales
365¥  

 
Purpose 
 
This is an attempt to assess how much inventory the company holds in relation 
to the scale of the company’s operations.  The ratio attempts to show how long 
inventory is held for on average.  If we ignore the difference between the selling price 
of a good and the cost of producing it, an inventory turnover period of, say, 1/12 of 365 
days would suggest that the average item of inventory is held for one month. 
 
An inventory turnover period that is less rapid (ie longer) than other companies in 
the same industry might indicate an inefficiently large inventory holding.  An 
increasing ratio might indicate that sales were slowing down resulting in stockpiling of 
unsold goods. 
 
Note that this ratio will vary enormously between businesses.  (Think of the likely 
differences in the inventory turnover ratios of a ship builder and a fresh fish retailer!) 
 
Note that inventory turnover cannot be used when considering a financial institution such 
as a bank.  The term “inventory” in this context is meaningless, as is the term “turnover”. 
 
Comments on definition 
 
Inventories include finished goods, work-in-progress and raw materials. 
 
One difficulty with the ratio is that the figure for inventories may be subject to 
seasonal variation.  So using end-year statement of financial position values is 
potentially misleading.  There is very little that an analyst can do about this.  Also, the 
value placed on inventories will depend upon the accounting method used. 
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The figure for inventories comes from the statement of financial position, and the revenue 
figure from the statement of profit or loss.  Some analysts will use the latest available 
figure for inventories, others will use an average of the start and end-year figures. 
 

Question 12.15  

Why is it a good idea to use an average of the start and end-year statement of financial 
position figures for inventories when calculating the inventory turnover period? 

 

Question 12.16  

What does the inverse of the inventory turnover period (multiplied by 365) tell you? 

 
A variation on the definition of inventory turnover period is to use sales revenue as the 
denominator, ie: 

inventories
inventory turnover period  =  365

sales revenue (turnover)
¥  

 
 

9.2 Trade receivables turnover period 

  trade receivables
trade receivables turnover period = 365

credit sales
¥  

 
Purpose 
 
This is a measure of the average length of time taken for trade receivables to 
settle their balance: 
 
Again, it is desirable for this period to be as short as possible.  It will be better 
for the company’s cashflow if those owing the company money pay as quickly as 
possible.  It can, however, be difficult to press for speedier payment.  Doing so 
could damage the company’s relationship with its customers. 
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Comments on definition 
 
This ratio indicates the average number of days credit that is extended to customers 
paying by credit.  Note that “credit sales” refers only to that part of the total sales of the 
company which were transacted on credit, excluding the sales for cash. 
 
If the company sells goods for cash and for credit then it is important to divide 
the trade receivables figure by credit sales only. 
 
The split between sales for credit and sales for cash is not often published.   
 
If you are analysing a real set of financial statements then many companies will 
have sales that are generally either all on credit or all for cash (in which case the 
ratio would not apply). 
 
Where it is realistic to assume that all sales are on credit, the ratio can be simplified to  
 

 
 

    365
trade receivables

trade receivables turnover period
sales

= ¥  

 
If sales cannot be broken down (into cash and credit sales) then the ratio will be 
distorted. 
 
However if the proportion of cash versus credit sales remains constant from year to 
year, the figures for different years can be compared, even if there is a theoretical 
distortion. 
 
 

9.3 Payables turnover period 

A similar ratio can be used to assess payables: 
 

  ¥ payables
payables turnover period =   365

credit purchases
 

 
Purpose 
 
This ratio indicates the average number of days credit that a company has from its 
suppliers.   A high ratio indicates that the company is taking a long time to pay its bills.  
This may be because it has been able to obtain a long credit period from its suppliers, 
which will be of benefit to its cashflow. 
 



Page 44  CT2-12: Interpretation of accounts 

© IFE: 2015 Examinations The Actuarial Education Company   

Comments on definition 
 
It can be difficult to calculate this ratio in the real world because companies do 
not disclose their purchases figure.   
 
In some cases it will be reasonable to assume that all purchases involve some form of 
credit and so use total purchases instead.  (Recall from Chapter 8 that total purchases 
can be calculated as the sum of inventory used and the increase in stock over the year.)   
 
It is possible to obtain a crude estimate of the period by using cost of sales as a 
surrogate for purchases. 
 
Another commonly used variation is to use sales revenue as the denominator.  This 
results in sales revenue potentially being used as the denominator in each of the three 
efficiency ratios, even though it is not the ideal choice for any of the three when other 
figures are available. 
 

Question 12.17  

(i) Calculate the following for Cover-up Ltd: 

 (a) net asset value per share  

 (b) current ratio 

 (c) quick ratio 

 (d) inventory turnover period 

 (e) profit margin 

 (f) return on capital employed 

 (g) trade receivables turnover ratio (assume 80% of the sales are for credit) 

 (h) payables turnover ratio (assume all purchases are for credit). 
 
(ii) Interpret each of the figures you have calculated for each ratio.  You can exclude 

(a). 

 
A long (20-mark) examination question might provide you with accounting information 
for two companies or for one company for two years.  You might be asked to evaluate 
the performance of the company (or companies) with the help of ratio analysis.  
Remember to comment on the ratios as well as calculate them! 
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Chapter 12 Summary 
 
Interest cover on an issue of loan capital is defined to be the profit on ordinary activities 
before interest and taxation divided by the annual interest payments due on that issue of 
the loan capital and on all prior ranking loan capital. 
 
Interest priority percentages show the slice of profit on ordinary activities before 
interest and tax which covers the annual interest payments due on each issue of loan 
capital. 
 
Asset cover on an issue of loan capital is defined to be total assets less current liabilities 
less intangible assets all divided by the loan capital plus prior ranking debt. 
 
Asset priority percentages show the slice of total assets less current liabilities less 
intangible assets which is available to cover the nominal value of each issue of loan 
capital. 
 
Gearing refers to the relative proportions of long-term debt and equity finance in a 
company.  High gearing means that the company has a high level of debt financing. 
 
There are two commonly used definitions of asset gearing, either: 
 

 
borrowings

equity
  or  

borrowings

borrowings + equity
 

 
An associated ratio is the shareholders' equity ratio: 
 

shareholders' equity  intangibles

total assets  current liabilities  intangibles

-
- -

 

 
The most commonly used definition of income gearing is: 

 
interest on borrowings

profit on ordinary activities before interest and tax
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Ratios involving share information 
 

earnings on ordinary activities
earnings per share  =  

number of issued ordinary shares
 

 
market price of an ordinary share

price earnings ratio  = 
earnings per share

 

 
gross dividends per share

(gross) dividend yield  = 
market price of an ordinary share

 

 
earnings per share

dividend cover  = 
dividends per share

 

 
ordinary shareholders' equity    intangible assets

net asset value per share  =  
number of  issued ordinary shares

-
 

 
Profitability ratios 
 

profit before tax and interest
return on capital employed   =  

share capital + reserves + long-term debt  
 

 
profit before tax and interest

profit margin  =  
revenue (turnover)

 

 
revenue (turnover)

asset utilisation ratio  =  
share capital + reserves + long-term debt 
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Liquidity ratios 
 

current assets
current ratio  =  

current liabilities
 

 
current assets  inventories

quick ratio =  
current liabilities

-
 

 
Efficiency ratios 
 

inventories
inventory turnover period  =   365     

cost  of  sales
¥  

     or      
inventories

revenue
365¥  

 
 trade receivables

trade receivables turnover period =  365
credit sales

¥  

 
payables

payables turnover period =   365
credit purchases

¥  
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Almost all private sector schemes are “funded” ie the employer (and usually 
employees too) make contributions over the working lives of members.  So, by 
the time a member retires, a fund has been built up out of which their pension can be paid.  
Pension funds are normally set up under trust law.   
 
There are two basic types of scheme as follows: 
 
1 Defined benefit schemes: where the member’s pension is determined by a 

specific formula and not by the investment performance of the scheme.  
Members contribute to the scheme at a set rate and the employers make 
up the difference required to finance the benefits (the “balance of cost”).  
For example, a pension of 1/60th of a member’s “final salary” (eg average salary 
in the three years before retirement) may be granted for each year that the member 
has worked for that employer. 

 
2 Defined contribution schemes: where there is a set rate of employer and 

member contributions, paid into members’ individual funds.  The pension 
payable is determined by a) the size of the fund and b) annuity rates at the 
date of retirement. 

 
In the UK, defined contribution schemes are becoming more common.  Many 
existing defined benefit schemes are switching to defined contribution for future 
service and most new schemes are defined contribution arrangements. 
 
The main parties involved in a pension scheme are: 

 Employer, who sets up the pension scheme.  Will make contributions 
either at a set rate (defined contribution scheme) or at a rate determined 
periodically by an actuary (defined benefit scheme).  The employer is 
ultimately responsible for making good any shortfall in funding that may occur in 
a defined benefit scheme. 

 Employee, who will usually make contributions as well.  Will eventually 
receive benefits, eg by either retiring and drawing a pension, dying before 
retirement and receiving a lump sum benefit, or transferring money to another 
pension scheme. 

 Trustees, who are responsible for checking that the trust is run according 
to the terms of the trust deed and trust law.  Their primary responsibility is 
to ensure that members’ pensions are safeguarded.  As part of this they 
must ensure that the scheme’s assets are invested prudently.  They are 
required to prepare a Statement of Investment Principles within which 
they and delegated managers must act.  The trustees will consist of members 
of the company’s management and workforce. 
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 Fund managers, who invest a self-administered scheme’s assets.  The fund 
managers may either be the scheme’s own “in-house” team whose sole 
responsibility is to work for that fund, or (more commonly) an external fund 
management team.  Many investment banks run fund investment management 
teams.  There are also a number of specialist fund management companies. 

 
A typical fund invests mostly in UK equities, longer dated conventional gilts and 
company debt.  There will be some investment in overseas securities.  A small 
proportion of the assets might be invested in property, money market 
investments and index-linked gilts and other classes, such as commodities and 
infrastructure, are becoming more common.  Due to the shift from defined 
benefit to defined contribution schemes, together with volatile equity markets, 
the proportion of pension funds’ assets invested in equities is falling. 
 
Role played in investment markets 
 
Collectively, pension funds are the most important investors in gilts and 
equities.  However, in recent years equity holdings have fallen to reflect the 
decline of pension provision and the move away from investing in UK equities. 
 
A pension fund’s liabilities are long-term.  For example, a 30-year old member of 
a scheme will be making contributions for a pension that may still be in payment 
in 50 or more years’ time.  The extent of the liability depends upon the level of 
“final salaries” in, say, 30 years’ time.  This in turn depends mainly on inflation 
over the next 30 years.  A pension fund’s assets will reflect the long-term, 
inflation related, nature of the liabilities. 
 
In the fixed interest markets, pension funds tend to buy longer-dated and to an 
extent medium-dated stocks to meet their liability to pensions already in 
payment.  They also usually buy high coupon stocks because these offer slightly 
higher gross redemption yields than lower coupon stocks. 
 
 

Question 14.12  

List the interested parties in a defined benefit pension scheme 
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The examination is likely to test your knowledge of accounting ratios (you will have to 
know the definitions and how to calculate them), but more importantly, it will test your 
understanding of the ratios and their limitations (you will have to explain what they mean 
or could mean) and your ability to evaluate policies (you will have to offer possible 
courses of action for the company).   
 
Corporation tax 
 
As mentioned in Chapter 3 (Taxation), for ease of calculation, we will assume a 
corporation tax rate of 30% in this chapter, unless otherwise stated. 
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Statement of profit or loss for Cover-up Ltd for the year 2013 
 
  £000s 

Revenue  250,000 

Cost of sales:  

   Cost of stock used:  

      Raw materials purchased                                                         95,000  

      Decrease in stocks of finished goods and work-in-progress      7,000  

                                                                                                     102,000  

   Depreciation                                                                                30,000  

                                                                                                     132,000  (132,000) 

Gross profit  118,000 

Administrative expenses and other overheads  (85,000) 

Operating profit  33,000 

Finance income  2,000 

Profit before interest and taxation  35,000 

Finance costs  (9,950) 

Profit before taxation  25,050 

Tax   (8,267) 

Profit for the year = 

Profit for the year attributable to equity holders of the company 
 16,783 

EPS for profit attributable to equity holders  10.5p 
 
Notes to the accounts:  
 
1. The company proposes to make a dividend payment of £6,000,000, ie 3.75p per 

ordinary share, in respect of the year ending 31 December 2013. 
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Solution 5.11  

Relative merits of issuing unsecured loan stock 
 
 Over the long term the cost of this form of capital should be the lowest.  

Unsecured loans are the least risky of the assets classes mentioned, and as such 
will offer the lowest return to investors, making them the cheapest capital for the 
company to service. [1] 

 
 The initial yield will be the highest for the company because loans do not offer 

the investor any capital growth. [1] 
 
 Loan stock will be tax efficient for the company.  It may lower the company’s 

weighted average cost of capital. [1] 
 
 Because there are no voting rights attached, the company is not diluting the 

control of the company by the existing owners.  For small family-owned 
companies this may be an advantage. [1] 

 
Relative merits of issuing equity shares 
 
 Because most capital is issued in the form of equity shares, the marketability of 

equity shares is normally greatest, and it will be relatively easy for the company 
to raise the finance. [1] 

 
 Equity shares offer growth in dividends to investors and as such the initial yield 

(dividend yield) will be lowest. [1] 
 
 The company will not be bound by any limitations as are sometimes imposed by 

loan stock holders (limits on further issues of debt, etc) [1] 
 
 The dividends are not a cost to the company and during difficult times they can 

be stopped or reduced by the directors. [1] 
 
 They increase the number of voting participants in the company and spread 

ownership more widely.  This can be an advantage for the company because it 
makes the shares more marketable and more heavily traded. [1] 
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Relative merits of convertible preference shares 
 
 These will have a lower initial yield than unsecured loan stock because they 

carry an option. [1] 
 
 The company ownership will begin to be diluted many years down the road 

when convertible holders start to convert their shares.  This might be more 
convenient than the immediate dilution that occurs with issuing equity shares.[1] 

   [Maximum 9] 
 
 
Solution 5.12  

Systematic risk is the element of the variability of investment return that cannot be 
eliminated by investing in the same type of project many times over, nor by investing in 
a well-diversified portfolio of different projects. [1] 
 
It stems from factors external to the project in question that affect all projects and assets 
to some degree, eg the economic cycle. [1] 
 
Specific risk is the element of the variability of investment return that can be eliminated 
either by repeated investment in a number of similar projects, or failing this by 
diversification over a number of different projects.   [1] 
 
It therefore stems from factors that are internal and hence specific to the particular 
project, eg cost overruns arising from incorrect forecasts or poor management. [1] 
 
As specific risks can be eliminated through diversification, investors should not be 
rewarded by any additional expected return for accepting them. [1] 
 
When appraising a capital project, specific risk should be allowed for by specific risk 
analysis, and an explicit adjustment to the cashflows concerned, allowing for both the 
upside and downside risk potential. [1] 
 
Only if this is not possible, perhaps because it is difficult to assess the impact of a 
particular specific risk, should an adjustment to the risk discount rate used to value the 
project cashflows be considered. [1] 
 
In contrast, the risk discount rate should be adjusted appropriately to reflect the 
estimated degree of systematic risk inherent in the project, ie higher systematic risk 
implies a higher risk discount rate. [1] 
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