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QUESTION 1                       35 marks 
 
1 Background 
 
Piper Ltd (‘Piper’) operates a number of facilities for the elderly across South Africa. Piper’s 
facilities include the following: 

 Secure retirement villages, where residents live independently and care for 
themselves; and 

 Frail care facilities, where services include 24-hour nursing and personalised medical 
care.  
 

Piper prides itself that all its facilities offer peaceful, tranquil and secure locations which are a 
distinguishing feature of the Piper brand.  
 
All entities within the Piper group comply with International Financial Reporting Standards 
(IFRS) and have a 31 December year end. All entities within the group apply the same 
accounting policies. 
 
Piper is currently in the process of finalising its group financial statements for the financial 
year ended 31 December 2016 (‘FY2016’).  
 
2 Lease with Keller Ltd 
 
On 1 January 2013 Piper entered into an operating lease for The Grudem, a five-story 
building. Piper entered into the lease with Keller Ltd (‘Keller’). Piper had the intention of 
opening a new frail care facility on the premises. The terms of the lease were as follows: 
 

Lease term Ten years 

Annual rental R90 000 

Rental payment On 31 December of each year, commencing on 31 December 2013 

Cancellation fee 120% of the remaining contractual rental payments at time of 
cancellation 

 
Shortly after Piper signed the lease contract with Keller, development of a large shopping 
mall began across the road from The Grudem. It became clear that The Grudem would no 
longer meet the requirements of Piper for tranquillity and peacefulness. 
 
As the cancellation fee on the contract with Keller was significant, Piper’s Board of Directors 
decided that Piper would continue to make rental payments for The Grudem while an 
alternative use for the building was investigated. In the meantime, The Grudem was vacant. 
 
3 Alcorn Ltd 
 
Alcorn Ltd (‘Alcorn’) is the only subsidiary of Piper. Piper retained control of Alcorn 
throughout FY2016. Piper purchased all of Alcorn’s 10 000 issued ordinary shares on 
1 July 2014 for R1 290 000. This was considered to be the fair value of Alcorn’s identifiable 
net assets on that date.  
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On 1 February 2016 Alcorn purchased The Grudem from Keller. The sales agreement 
stipulated the following: 
 

 Payment would be made as follows: 
o Alcorn will issue 2 500 new ordinary shares to Keller on 1 February 2016. Each 

share had a fair value of R140 and Alcorn incurred transaction costs of R8 000 
on the issue of the shares; 

o Alcorn will transfer a vacant piece of owner-occupied land it owns to Keller. The 
vacant land had a carrying amount of R1 500 000 and a fair value of R3 200 000 
on 1 February 2016; and 

o A cash payment of R2 million on 1 February 2017. 

 On transfer of the ownership of The Grudem to Alcorn, Keller also transferred the 
lease agreement with Piper. 

 
Alcorn processed the following journal entries in its separate financial records to account for 
the purchase of The Grudem: 
  

 Dr. Cr. 

 R R 

Investment property (SFP) 3 850 000  

Share capital (SFP) (2 500 x R140)  350 000 

Land (SFP)  1 500 000 

Payables (SFP)  2 000 000 

Purchase of The Grudem   

Share issue costs (P/L) 8 000  

Bank (SFP)  8 000 

Transaction costs on issue of shares   

South African Revenue Service liability (SFP) 2 240  

Income tax (P/L)  2 240 

Current tax effect of transaction costs   

 
Alcorn assessed and correctly concluded that the purchase of The Grudem did not constitute 
a ‘business’ as defined by IFRS 3 Business Combinations. 
 
On transfer of ownership of The Grudem and the lease agreement with Piper to Alcorn, 
Piper and Alcorn agreed to cancel Piper’s lease of The Grudem with immediate effect and 
for no consideration.  
 
4 Refurbishment of The Grudem 
 
Alcorn’s intention with The Grudem was to refurbish it to be suitable for use as student 
accommodation.  
 
Refurbishments to The Grudem took place between February and June 2016 and the 
following costs were incurred: 
 

 Timing of 
costs 

Notes 
Total cost  

R 

Remodelling of bathrooms and kitchens March and April 1 360 000 

Installation of lift 1 May  620 000 

Allocated overhead costs February to May 1, 2 265 000 

Interior design costs June 1, 3 55 000 

   1 300 000 
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Notes 
 
1 These expenses arose evenly over the time period indicated. All refurbishment 

expenses arose evenly per square meter of The Grudem. 
2 The allocated overhead costs relate to the time spent managing the refurbishment by 

full-time staff employed by Alcorn. 
3 An interior designer was brought in to add some final touches to The Grudem during 

June 2016. Although the building could have been rented out from the end of May, 
Alcorn’s management felt that interest from potential tenants would be greater if a bit 
more attention was given to the appearance of the building. 

4 The refurbishment costs were correctly capitalised by Alcorn. 
 
Alcorn estimated that the useful life of The Grudem, after refurbishments were complete, 
was 20 years and that the residual value would be nil. Piper agreed with this estimate.  
 
5 Subsequent use of The Grudem 
 
On 1 July 2016 Alcorn entered into operating lease contracts with four tertiary institutions 
located near The Grudem to provide accommodation for their students. Each institution 
rented one floor of the building which meant that all available space, except for the top floor, 
in The Grudem was occupied.  
 
The top floor, which represents 15% of the total square meterage of the building, was leased 
to Piper from 1 August 2016 in terms of an operating lease. Piper intended to use this as 
office space, as it had begun to outgrow its existing offices. The terms of the lease contract 
between Piper and Alcorn stipulated that Piper would pay Alcorn R22 000 per month for the 
use of The Grudem’s top floor. In addition, Piper would have the right of first refusal, should 
Alcorn consider selling the building in future.  
 
Alcorn correctly classified The Grudem as investment property in its separate financial 
statements. On 31 December 2016 the fair value of The Grudem was determined to be 
R6 800 000. Adjustments relating to the fair value of The Grudem have not been accounted 
for. 
 
6 Additional information 
 

 The Piper group has made the following accounting policy choices: 
o To account for all items of property, plant and equipment on the cost model in 

accordance with IAS 16 Property, Plant and Equipment; 
o To account for investment property on the fair value model in accordance with 

IAS 40 Investment Property; 
o The refurbishment of The Grudem is not a qualifying asset in terms of IAS 23 

Borrowing Costs; 
o Not to early adopt IFRS 16 Leases; and 
o To account for investments in subsidiaries at cost in accordance with IAS 27 

Separate Financial Statements. 
 

 The impact of the time value of money is considered material, unless otherwise 
indicated, and 9,5% compounded annually, is considered to be a market related rate of 
interest. 
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INITIAL TEST OF COMPETENCE, JANUARY 2017 

PROFESSIONAL PAPER 3 

 
 

QUESTION 1 – REQUIRED  
Marks 

Sub-
total 

Total 

(a) Prepare the adjusting journal entries required to correctly account for 
The Grudem in Alcorn’s separate financial records for FY2016. 
 

 Dates and journal narrations are not required.  

 Only include those journal entries the information permits. 

 

14 

 
 
 

 

14 

(b) Prepare the pro forma journal entries required to correctly account for 
The Grudem and the new related lease agreement in the consolidated 
financial statements of the Piper group for FY2016.  
 

 Irrespective of your answer in part (a) above, assume that the 
total cost of The Grudem in the separate financial records of 
Alcorn after processing the adjustments referred to in part (a) 
amounted to R6 676 484; and 

 The pro forma consolidation journal entries in respect of the 
changes in the owners’ equity resulting from Alcorn’s ordinary 
share issue are not required. 

 
Communication skills – presentation 

 
 

11 
 
 
 
 
 
 
 
 
 

1 

 
 
 
 

 
 
 
 
 
 
 

 

12 

(c) Discuss how Piper’s lease with Keller would affect – 
(i)  the Piper group’s consolidated statement of financial position as 

at 31 December 2015 (i.e. the previous year end); and 
(ii)  the Piper group’s consolidated statement of profit or loss and 

other comprehensive income in FY2016.  
 

 Calculations are not required.  

 Note disclosure and comparatives are not required. 
 
Communication skills – appropriate style 

 
 

6 
 
2 
 
 
 
 

1 

 
 
 

 
 
 
 
 
 

9 

Total   35 

 
 


