
COURSE STRUCTURE (CONT.)

Lecture 3 – Wednesday, 11 May 2022

• Raising Funds in Limited Liability Companies

• Debt vs Equity

• Dividens

• The statement of cash flows

• Profit vs cash

• Analysing the statement of cash flows into operating, financing and investing activities

• Group accounts

• Subsidiary vs associate: control vs significant influence

• Salient points to keep in mind when looking at group accounts
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Raising Funds in Limited Liability Companies
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RAISING NEW FINANCE
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When selecting an appropriate source of finance for a 

new project, a company is faced with 3 questions: -

• Can the finance be raised from internal resources or 

will new finance have to be raised outside the 

business?

• If finance needs to be raised externally, should it be 

debt or equity?

• If external debt or equity is to be used, where should 

it be raised from and in which form?



DEBT OR EQUITY? (1)

Issues to be considered: 

1. Cost of finance

2. Current capital gearing of the company

3. Security available

4. Business risk

5. Operating gearing
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DEBT OR EQUITY? (2)

7. Dilution of EPS

8. Dilution of control

9. Current state of equity markets

10. Yield curve

11. Covenants
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SHARE CAPITAL
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Ordinary share capital

• Equity in the balance sheet

Preference share capital

• Irredeemable: equity in the balance sheet

• Redeemable: non-current liabilities in the 
balance sheet
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NEW ISSUE OF SHARES

At nominal value

Dr Bank (issue price x no. of shares)

Cr Ordinary share capital (nominal value x no. of shares)

At a premium

Dr Bank (issue price x no. of shares)

Cr Ordinary share capital (nominal value x no. of shares)

Cr Share premium (premium per share x no. of shares)
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Bank of Valletta plc

Annual Report 2021 pg. 46
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Bank of Valletta plc

Annual Report 2021 pg. 109

www.bov.com



CAPITAL VS REVENUE RESERVES
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Source: Kaplan Financial Knowledge 
Bank Chapter 15
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DIVIDENDS
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Ordinary dividend:

• An apportionment of the profits attributable to owners 

of the business

• Not an expense

• Deducted from retained earnings in the SOCIE

Redeemable preference dividend:

• An expense – finance cost
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https://axgroup.mt/wp-

content/uploads/sites/6/20

20/02/2.pdf
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Bank of Valletta plc

Annual Report 2021 pg. 71

www.bov.com



LOAN NOTES / BONDS
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Loan notes – non-current liability in the financial 
statements

The obligation to redeem the loan notes at a specified 
date/s

The interest incurred is included as a finance cost in the 
balance sheet



EXAMPLE FROM NOTES TO THE ACCOUNTS
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Simonds Farsons Cisk plc, 

Annual Report, 2020/2021, pg. 94

www.farsons.com
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The Statement of Cash Flows

May 22The Accounting Tuition Room by MVP 2022



THE STATEMENT OF CASH FLOWS

• a good consolidated indicator of a business’s cash inflow and outflow

• breaks down these cash flows into three distinct categories:

• operating activities

• investing activities, and 

• financing activities

Each of these sections give us useful information about an entity’s performance.
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THE IMPORTANCE OF THE STATEMENT OF CASH FLOWS

• monitoring company debt

• preventing unnecessary expenditures from interest, late payment penalties and debt costs

• ensuring timely investment and cash available for investment opportunities

• ensuring timely payment of expenses and debts

• ensuring a level of regular business income without relying on outside investment or cash 

borrowing
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AIM OF ANALYSING THE STATEMENT OF CASH FLOWS

• To understand the different sections of the statement and 

• To understand the implications for the business
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ILLUSTRATION (3)
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Simonds Farsons Cisk plc, 

Annual Report, 2020/2021 pg. 92



FIRST POINT: THE CHANGE IN CASH AND CASH 
EQUIVALENTS

• An increase in cash and cash equivalents at the end of the period does not necessarily 

mean that the entity has performed well in the year.  WHY?

• An entity may be struggling to generate cash in a period and is forced to sell its owned 

premises and rent them back in order to continue. 

• entity’s overall cash position increases in the period, but 

• fewer assets owned by the entity in the future. 

Its ability to secure future borrowing may be limited.

May 22

What are the reasons behind the movement in cash and cash 

equivalents? How is the entity performing?
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CASH FLOWS FROM OPERATING ACTIVITIES

Cash generated from operations

How much cash the business can generate from its core activities, before looking at one-off 

items such as asset purchases/sales and raising money through debt or equity. 

The cash generated from operations figure is effectively the cash profit from operations. 

The cash generated from operations figure should be compared to the profit from operations 

to show the quality of the profit.
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CASH VS PROFIT GENERATED FROM OPERATIONS

• The closer the cash and the profit generated from operations are together, the better the 

quality of profit. 

• If the profit from operations is significantly larger than the cash generated from operations, 

it shows that the business is not able to turn that profit into cash, which could lead to 

problems with short-term liquidity.

May 22

The cash generated from operations figure should be a positive figure. 

This ensures that the business generates enough cash to cover the 

day to day running of the company. 
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Simonds Farsons Cisk plc, 

Annual Report, 

2020/2021, pg. 68
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CASH GENERATED FROM OPERATIONS

Movements in working capital 

• Large increases in receivables and inventories could mean problems for the cash flow of 

the business. 

• The company may have potential irrecoverable debts, or may be that a large customer has been 

taken on with increased payment terms. Either way, the company should have enough cash to 

pay the payables on time.

• If a company has positive cash generated from operations but a significant increase in 

the payables balance compared to everything else, it may be that the company is delaying 

paying its suppliers in order to improve its cash flow position at the end of the year.
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CASH GENERATED FROM OPERATIONS

Interest and tax payments

• The cash generated from operations should be sufficient to cover the interest and tax 

payments, as the company should be able to cover these core payments without taking on 

extra debt, issuing shares or selling assets.
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CASH GENERATED FROM OPERATIONS

‘Free cash’

• Any cash left over after paying the tax and interest liabilities is thought of as ‘free cash’, and 

attention should be paid as to where this is spent. 

• Ideally, a dividend would be paid out of this free cash, so that a firm does not have to take out 

longer sources of finance to make regular payments to its shareholders. 

• Other good ways of using this free cash would be to invest in further non-current assets (as this 

should generate returns into the future) and paying back loans (as this will reduce further interest 

payments).
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CASH FLOWS FROM INVESTING ACTIVITIES 

• These cashflows mainly relate to non-current assets.

• E.g. sales of assets can be a good thing if those assets are being replaced. However, if a 

company is selling off its premises and is now renting , this makes the financial position 

significantly weaker, and banks will be less willing to lend as there are less assets to secure a 

loan against.

• The sale of assets should not be used to finance the operating side of the business or to 

pay dividends. 

• Poor cash management, as a company will not be able to continue selling assets in order to 

survive. This is an indication that a company is shrinking and not growing.

• This section also includes interest received  or dividends received from investments the 

entity holds.
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FUNDING NON-CURRENT ASSETS

• The sources of financing any increases in assets should be considered. 

• If this can be financed out of operations, then this is the best scenario as it shows the 

company is generating significant levels of excess cash. 

• Funding these out of long term sources (i.e. loans or shares) is also fine, as long-term 

finances are sensible to use for long term assets.
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CASH FLOWS FROM FINANCING ACTIVITIES 

How are the funds raised through a share or a loan stock issue being used?

• When raising long term finance, it is useful to consider the future consequences. 

• Taking out loans will lead to higher interest charges going forward. This will increase the level of 

gearing in the entity. Hence, finance providers may charge higher interest rates due to the 

increased risk. Also loan providers are reluctant to provide further finance if the entity already has 

significant levels of debt.

• Raising funds from issuing shares will not lead to interest payments and will not increase 

the level of risk associated with the entity. 

• However, issuing shares will lead to more shareholders and possibly higher total dividend 

payments in the future.
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STATEMENT OF CASH FLOWS - BENEFITS

1. Cash flow information is harder to manipulate as it just reflects cash in and cash out, it 

isn’t affected by accounting policies or accruals.

2. The statement of cash flows provides information about all cash inflows and outflows, 

from all sources.

3. Cash flow information can provide more detail about the quality of the entity’s revenue, 

for example, whether customers are (in general) paying their bills.

4. Cash accounting methods used in the statement of cash flows can be easier for non-

accountants to understand.
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STATEMENT OF CASH FLOWS – LIMITATIONS 

1. How can information can be manipulated in the statement of cash flows?

• Management can delay paying suppliers to increase the net cash inflows

• Management can buy goods using leasing arrangements, to avoid paying cash

2. Cash flows do not reflect the earnings of the entity

3. The statement of cash flows on its own does not show a full view of the entity’s 

performance.  Users of the financial statements should consider all parts of the financial 

statements together, and also other non-financial information about the company to assess 

its performance
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Group Accounting

May 22The Accounting Tuition Room by MVP 2022



THE MAIN PRINCIPLES OF CONSOLIDATED FINANCIAL 
STATEMENTS

• Consolidated financial statements: The financial statements of a group in which the assets, 

liabilities, equity, income, expenses and cash flows of the parent and its subsidiaries are 

presented as those of a single economic entity

• Subsidiary: an entity, including an unincorporated entity such as a partnership, that is controlled 

by another entity (known as the parent)

• Parent: an entity that controls one or more entities

• Control: An investor controls an investee when it is exposed, or has rights, to variable returns 

from its involvement with the investee and has the ability to affect those returns through its 

power over the investee

• Non-controlling interest: Equity in a subsidiary not attributable, directly or indirectly, to a 

parent.
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A SIMPLE ILLUSTRATION OF A TYPICAL GROUP STRUCTURE

May 22

Control exists if the parent company has more than 50% of the ordinary (equity) 

shares – i.e. giving them more than 50% of the voting power.

However, there are examples where a holding of less than 50% of the ordinary 

shares can still lead to control existing.
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CONTROL: OTHER SITUATIONS

Power may be evidenced by all or some of the following:

• the power over more than 50% of the voting rights by virtue of agreement with other 

investors

• the power to govern the financial and operating policies of the entity under statute or an 

agreement

• the power to appoint or remove the majority of the members of the board of directors, or

• the power to cast the majority of the votes at meetings of the board of directors.
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TIME TO THINK!

Equity shares
Non-equity shares 

held

X Co 80% Nil

Y Co 25% 80%

Z Co 45% 25%

May 22

G Co also has appointed five of the seven directors of Z Co.

Which of the following investments are accounted for as subsidiaries in the 

consolidated accounts of G Co Group?

G Co owns the following investments in other companies:
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ANSWER

• X Co – by looking at the equity shares, G Co has more than 50% of the voting shares – i.e. 

an 80% equity holding. This gives them control and, therefore, X Co is a subsidiary.

• Y Co – despite having the majority of the non-equity shares, these do not give voting power. 

As G Co only has 25% of the equity shares, they do not have control and, therefore, Y Co is 

not a subsidiary.

• Z Co – G Co has less than half of the voting rights. However, by looking at the fact that G 

Co has appointed five of the seven directors, effectively they have the power, and ability to 

use that power, to affect the decision making in the company which will impact on the 

returns to be made. This should make you conclude that Z Co is a subsidiary.
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EXAMPLE
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Go plc, Annual Report 2020 pg. 112



PREPARATION OF CONSOLIDATED FINANCIAL 
STATEMENTS

• A parent prepares consolidated financial statements using uniform accounting policies for 

like transactions and other events in similar circumstances. 

• However, a parent need not present consolidated financial statements if it meets a number 

of conditions.
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PRESENTATION OF CONSOLIDATED FINANCIAL 
STATEMENTS

A parent needs not present consolidated financial statements if it meets all of the following 

conditions:

1. it is a wholly-owned subsidiary or is a partially-owned subsidiary of another entity 

and its other owners, including those not otherwise entitled to vote, have been informed 

about, and do not object to, the parent not presenting consolidated financial statements

2. its debt or equity instruments are not traded in a public market 

3. it did not file, nor is it in the process of filing, its financial statements with a 

securities commission or other regulatory organisation for the purpose of issuing any 

class of instruments in a public market, and

4. its ultimate or any intermediate parent of the parent produces financial statements 

available for public use that comply with IFRSs
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CONSOLIDATION PROCEDURES

Consolidated financial statements: 

1. combine like items of assets, liabilities, equity, income, expenses and cash flows of the 

parent with those of its subsidiaries

2. offset (eliminate) the carrying amount of the parent's investment in each subsidiary 

and the parent's portion of equity of each subsidiary

3. eliminate in full intragroup assets and liabilities, equity, income, expenses and cash 

flows relating to transactions between entities of the group.
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FURTHER CONSOLIDATION POINTS

A parent presents non-controlling interests in its consolidated statement of financial 

position within equity, separately from the equity of the owners of the parent.

In consolidated accounts, unrealised profit has to be eliminated. This arises when profits 

are made on intra-group trading and the related inventories have not subsequently been 

sold to customers outside the group. Until inventory is sold to entities outside the group, any 

profit is unrealised and should be eliminated from the consolidated accounts.
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TIME TO THINK!

P Co

€

S Co 

€

Trade Receivables 50,000 30,000

Trade Payables 70,000 42,000

May 22

As a result of trading during the year, P Co’s receivables balance included an amount due from 

S Co of €4,600.
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ANSWER

• P Co has control over S Co. This should mean that you immediately consider adding 

together 100% of P Co’s balances and S Co’s balances to reflect control.

• However, the intra-group balances at the year end need to be eliminated, as the 

consolidated accounts need to show the group as a single economic entity. The group 

statement of financial position should only include amounts owed and owing to entities 

outside the group. As P Co shows a receivable of €4,600, then in S Co’s individual accounts 

there must be a corresponding payable of €4,600. 

• When these balances are eliminated, the consolidated figures become:

• Receivables (€50,000 + €30,000 – €4,600) = €75,400

• Payables (€70,000 + €42,000 – €4,600) = €107,400
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ASSOCIATE

• Associate: an entity over which the investor has significant influence

• Significant influence: the power to participate in the financial and operating policy 

decisions of the investee but is not control or joint control of those policies

• Where an entity holds 20% or more of the voting power on an investee, it will be 

presumed the investor has significant influence unless it can be clearly demonstrated that 

this is not the case.

• If the holding is less than 20%, the entity will be presumed not to have significant influence 

unless such influence can be clearly demonstrated. 

• A substantial or majority ownership by another investor does not necessarily preclude an 

entity from having significant influence.

May 22The Accounting Tuition Room by MVP 2022



EXAMPLE
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EQUITY ACCOUNTING

Under the equity method: 

1. on initial recognition the investment in an associate is recognised at cost

2. the carrying amount is increased or decreased to recognise the investor's share of the 

profit or loss of the investee after the date of acquisition.
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