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QUESTION 1 100 marks 
 
Ignore taxation 
 
Azimuth Road Ltd (‘Azimuth’) is a South African end-to-end logistics service provider listed 
on the Johannesburg Stock Exchange. Azimuth specialises in providing customers with 
customised value chain management services. Azimuth is currently preparing its 
consolidated financial statements for the year ended 30 September 2016 (‘FY2016’). 
 
Azimuth was founded by Mr Thomas Oliviera, the current Chief Executive Officer and acting 
Chairman of Azimuth’s Board of Directors. According to its share register, Azimuth’s ordinary 
shares were held as follows as at 30 September 2016: 
 

 35% of the shares were held by the Oliviera Trust. Mr Oliviera is the sole trustee of the 
Oliviera Trust. The Oliviera Trust has Mr Oliviera, his wife and four children as 
beneficiaries.  

 10% of the shares were held by the other executive directors of Azimuth. 

 40% of the shares were widely held by the general public. 

 15% of the shares were held by Slush Yuppy (Pty) Ltd (‘Slush’), a subsidiary of 
Azimuth (see the Ke Nako service contract below). 

 
You are a junior consultant working for the advisory firm, Bhat Partners Inc. You have been 
tasked with evaluating specified accounting and governance matters in the consolidated 
financial statements of Azimuth. 
 
The following key information is applicable: 
 

 Financial statements are prepared in accordance with International Financial Reporting 
Standards (IFRS). 

 All companies have a 30 September year end. 

 All companies have early adopted IFRS 9 Financial Instruments. 

 None of the companies have early adopted IFRS 16 Leases. 
 
Matter 1: Owner-driver scheme 
 
With the goal of improving Azimuth’s Broad-Based Black Economic Empowerment (B-BBEE) 
rating, Azimuth established an owner-driver scheme during FY2016. The Azimuth project 
leaders for this initiative have provided you with the diagram below to explain the full 
structure that was created. 
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The leaders of the project have also provided you with the following information regarding 
each of the elements of the arrangement shown in the diagram above. Each numbered 
section below corresponds to the numbered section in the diagram. 
 
1 Incorporation of Roadstarters  
 
On 1 October 2015 Azimuth incorporated Roadstarters (Pty) Ltd (‘Roadstarters’), with its 
agreed purpose (as documented in its Memorandum of Incorporation) to perform the 
administrative and operational activities necessary to run the owner-driver scheme. 
 
In terms of this scheme, 100 drivers who had been employed by Azimuth prior to 
implementation of the scheme, became shareholders and employees (‘owner-drivers’) of 
Roadstarters. Azimuth then started subcontracting transport services to Roadstarters in 
accordance with a service level agreement (SLA).  
 
Roadstarters’s share capital consists of the following authorised shares, all of which were 
issued to the respective shareholders on 1 October 2015: 
 

Share type Number authorised and issued 

Class A ordinary shares 1 000 

Class B ordinary shares 10 000 

 
Class A ordinary shares: Azimuth subscribed for all the class A ordinary shares on 
1 October 2015, for an issue price of R1 per share. 
 
Class B ordinary shares: These shares were allocated equally to each of the 100 owner-
drivers for R0,01 per share.  
 
Profits are shared between class A and class B shares in the ratio 10:1 (that is, profit to the 
value of R10 is assigned to a class A share for every R1 assigned to a class B share). Each 
ordinary share (A or B) confers one voting right on the shareholder. 
 
The relevant activities conducted by Roadstarters include the following: 
 

 Arranging financing in order to purchase 100 trucks to be used by the owner-drivers. 

 Purchase of the trucks to be used by the owner-drivers. These trucks have a useful life 
of five years and on average an economic life of seven years. 

 Management of the SLA between Azimuth and Roadstarters (see section 3 below). 

 Insurance for and maintenance of the trucks. 

 Per the Memorandum of Incorporation of Roadstarters, the Managing Director can 
make all decisions relating to the operations of the company (including those relating 
to the activities described above), except for the selection of insurance and 
maintenance companies that should be used by Roadstarters. Class A shareholders 
have the right to select the insurance and maintenance companies with which 
Roadstarters should contract. 

 Mr Abed Tshabalala, one of the owner-drivers, was elected Managing Director by a 
majority vote of the other owner-drivers. 

 
2 Provision of financing and trucks by Truck Supply (Pty) Ltd  
 
Azimuth and Roadstarters approached Truck Supply (Pty) Ltd (‘Truck Supply’), a company 
that specialises in the sale and financing of trucks, to obtain the 100 trucks to be used by 
Roadstarters for the owner-driver scheme. 
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Truck Supply agreed to provide Roadstarters with a loan of R50 million on 1 October 2015. 
The terms of the loan are as follows: 
 

 The loan principal is to be used by Roadstarters to purchase 100 ‘Roadrunner 2016 
model’ trucks from Truck Supply. 

 The loan principal must be repaid on 30 September 2020. 

 The interest rate on the loan amounts to the aggregate of – 
o the South African official Consumer Price Index rate at the end of each annual 

reporting period, plus 
o a margin of 0,25% per annum, plus 
o a spread to compensate for credit risk calculated as follows: 

 

Terms 
Credit risk 

spread 

Default minimum 2% 

If the total asset to total liability ratio of Roadstarters is 
between 0,5 and 0,75 at any time during the annual period 

 
3% 

If the total asset to total liability ratio of Roadstarters is 
below 0,5 at any time during the annual period 

 
4% 

 

 If at any stage Roadstarters defaults on its obligations under the loan agreement, 
Truck Supply is entitled to remove the Managing Director and appoint a new one for 
Roadstarters, until such default event has been resolved. 

 Legal title of the 100 trucks has been ceded to Truck Supply as security until such time 
that the loan is fully repaid. 

 
Truck Supply holds this loan in the same portfolio as the rest of its vehicle finance loans. It 
holds these loans to collect cash flows on the assets, although it does occasionally sell the 
loans if necessary to meet short-term liquidity needs. 
 
3 Service Level Agreement between Roadstarters and Azimuth 
 
The relationship between Roadstarters and Azimuth is governed by an SLA. The terms of 
this agreement are as follows: 
 

 Azimuth guarantees that it will subcontract at least 1%, and at most 2%, of its work 
orders received (by value) to Roadstarters, in the region in which Roadstarters’s 
owner-drivers operate. 

 Roadstarters may not use the trucks to render transport services to any entity other 
than Azimuth.  

 Azimuth guarantees that it will pay Roadstarters 90% of the amount received from the 
end client for the work order received. 

 The SLA is valid for a period of six years. Thereafter Azimuth and Roadstarters have 
the option to renegotiate a subcontracting agreement, but cannot roll the SLA forward. 

 
Roadstarters does not own or lease any trucks other than those provided by Truck Supply 
and would not be able to obtain the financing needed to buy more trucks. 
 
4 The Ke Nako service contract 
 
Mr Oliviera identified a lucrative ten-year service contract to deliver logistics services to the 
South African Department of Sports and Recreation for sports events. This is known as the 
Ke Nako service contract. Unfortunately Azimuth did not initially meet the required B-BBEE 
rating criteria to apply for this contract. Therefore Mr Oliviera approached his close family 
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friend, Mrs Mandisi Dlamini, who is a senior political figure. She suggested that Azimuth 
should take steps to improve its B-BBEE rating in order to be eligible to apply for the Ke 
Nako service contract.  
 
As compensation for the advisory service provided by Mrs Dlamini to Azimuth, Slush issued 
20 000 new shares to her on 31 March 2016 (representing 33,33% of the total issued shares 
of Slush). 
 
Slush acquired a third of its 15% shareholding in Azimuth (i.e. 5%) during FY2016 in 
preparation for the Ke Nako service contract, after Mr Oliviera gave the instruction to Slush 
to do so. Slush’s sole purpose is to hold shares in Azimuth and it conducts no other 
operations. 
  
In preparing the tender application for the Ke Nako service contract, Azimuth’s Board of 
Directors felt that in view of the difficult operating environment, the budgeted profit margin 
should be increased. Accordingly all normal service rates on the tender application were 
increased by 75%. 
 
On 30 September 2016 Azimuth received the good news that its tender application had been 
successful.  
 
Matter 2: Cost-cutting initiative – head office 
 
In response to the downturn in demand and to protect profitability, Azimuth conducted a 
cost-cutting initiative at its head office during FY2016. Its head office building consists of five 
floors, and each floor can be sold separately or leased separately. As a result of this 
initiative, Azimuth only required three of the five floors for its operations, and thus entered 
into an operating lease agreement for the two excess floors for a three-year period on 
1 April 2016. 
 
The following details regarding the head office building are available: 

 Original useful life: 40 years 

 Date of purchase: 1 October 1995 

 Purchase price: R10 million 

 Residual value: R3 million (this has not changed in the period from 1 October 1995 to 
30 September 2016) 

 Fair value of the entire building: 
 

 R’000 

1 October 2015 20 000 

1 April 2016 20 500 

30 September 2016 20 750 

 

 Depreciation method applied: Straight line. 

 Depreciation and other adjustments are allocated equally to each of the five floors. 

 Carrying amount in the financial records of Azimuth at 30 September 2015: R5 million. 

 With respect to the head office building, there was no indication of impairment as at 
30 September 2016 nor had any impairments been recognised previously. 

 No journal entries have been processed relating to this building for FY2016. 

 Azimuth applies the cost model to items of property, plant and equipment, and the fair 
value model to investment property. 
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Matter 3: Truck Supply loan 
 
Although the scheme was launched successfully, the number of work orders received by 
Azimuth declined significantly in the second half of FY2016, as economic pressures in South 
Africa resulted in reduced demand for transportation services across the country. As a result, 
Azimuth was no longer able to allocate sufficient work to Roadstarters for it to run profitably, 
and Roadstarters has missed several of its monthly repayments on the loan from Truck 
Supply. 
 
Matter 4: Carbon footprint 
 
Azimuth commissioned external environmental experts in FY2016 to estimate the impact of 
Azimuth’s activities on climate change, commonly referred to as its ‘carbon footprint’. This 
estimate was expressed as carbon dioxide equivalents (CO2e): 
 

 CO2e tonnes 

  

Direct emissions from logistic services  

 Fuel used in Azimuth activities 7 909 

 Air-conditioning gas refills for the office building 1 450 

  

Indirect emissions from purchased electricity 1 302 

  

Indirect emissions from  

 Business travel 73 

 Paper usage 35 
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INITIAL TEST OF COMPETENCE, JUNE 2017 
PROFESSIONAL PAPER 3 

 

QUESTION 1 PART I – REQUIRED 

Marks 

Sub-

total 
Total 

(a) Discuss and conclude whether the following entities should  
consolidate Roadstarters in its consolidated financial statements for 
the period 1 October 2015 to 30 September 2016: 

 Azimuth, and 

 Truck Supply.  
 
Consider partial periods within this financial year, if appropriate. 
 
Communication skills – logical argument; clarity of expression  

 

 

 
 

15 
 
 
 
2 

 
 
 
 
 
 
 
 

17 

(b) Discuss whether the loan provided by Truck Supply to Roadstarters 
should be classified as a financial asset measured at amortised cost 
in the financial statements of Truck Supply. 

 
 

6 

 
 

6 

(c) Discuss the appropriate accounting treatment of the SLA with 
Roadstarters in the separate financial statements of Azimuth for 
FY2016. 
 

 Specifically address any accounting considerations related to 
the trucks used by Roadstarters; 

 Do not discuss the presentation or disclosure of the SLA;  and 

 Do not provide calculations. 
 
Communication skills – clarity of expression 

 
 

12 
 
 
 
 
 
 
1 

 
 
 
 
 
 
 
 
 

13 

(d) Prepare the journal entries required to correctly account for the 
office building in the financial records of Azimuth for FY2016. 
 
Communication skills – presentation  

 

13 
 
1 

 
 
 

14 

Total  50 
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INITIAL TEST OF COMPETENCE, JUNE 2017 
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QUESTION 1 PART II – REQUIRED 

Marks 

Sub-
total 

Total 

(e) Identify and describe four ways in which Azimuth could reduce its 
carbon footprint. 

 

8 

 

8 

(f) Describe the key risks with regard to the establishment of the 
owner-driver scheme for –  
(i) Azimuth; and 
(ii) the owner-drivers.  

 
Communication skills – clarity of expression 

 
 

14 
12 
 
1 

 
 
 
 
 

27 

(g) Discuss, with reasons, any concerns you have about corporate 
governance at Azimuth with reference to the Ke Nako service 
contract. 
 
Communication skills – clarity of expression 

 
 

14 
 
1 

 
 
 
 

15 

Total  50 

Total for the question  100 

 


