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Worked Solutions
Question 1

In recent months the west coast of the United States has been rocked by over 100 companies admitting to having backdated the grant date for stock option schemes for senior managers.  In some cases, where the option scheme was used to attract new recruits, the grant date was before the manager even joined the company.

Before Sarbanes-Oxley companies had to make only an annual announcement regarding stock options awarded.  Since Sarbanes-Oxley, which of the following is the requirement for announcing a new stock option scheme?

(a) The announcement must be within 24 hours of granting the options

(b) The announcement must be within 2 business days of granting the options

(c) The announcement must be within 7 days of granting the options

(d) The announcement must be within 90 days of granting the options

(e) don’t know

Answer

The right answer is (b) The announcement must be within 2 business days of granting the options in the US.  In the UK companies may only grant share options within 42 days of results announcements, reducing the scope for backdating previously permitted in the US..  Notification to the market should be made as soon as possible and in any event no later than the end of the next business day after the issuer was informed.  The senior mangers have four days to inform the issuer of any relevant transactions in share or derivatives
Most of the companies involved have been “Silicon Valley” companies, though not all of them.  One of the significant outcomes has been the frequency of supposedly “star” CEOs being forced to resign, with consequent share price falls.  Mercury Interactive was bought by HP after just such circumstances.  Shareholders have realised this potential side benefit; MacAfee’s CEO resignation was followed by a rise in share price!
FT Lex, Options backdating, 12th October 2006 http://www.ft.com/cms/s/f06a384e-598d-11db-9eb1-0000779e2340.html
FT.com Stock options troubles: background, 4th August, 2006 http://search.ft.com/searchArticle?page=4&queryText=options+backdating&y=4&javascriptEnabled=true&id=060804005142&x=19
Backdating comes to the fore, Financial Director, 28 September, 2006
http://www.vnunet.com/financial-director/analysis/2165241/bcakdating-comes-f
Question 2
Pension fund liabilities have occasionally caused problems with mergers and acquisitions.  The 2005 sale of Marconi’s telecom business to Ericsson left a £2.4billion pension fund attached to a much smaller company, Telent, with a market value of around £350million.  The deficit of the fund was £109 million. 
What was the capital injection sought be the Pension Regulator in return for “clearance”?

(a) £ 87 million (80% of the stated deficit)

(b) £109 million (100% of the stated deficit)

(c) £131 million (120% of the stated deficit)

(d) £675 million ((619% of the stated deficit)
(e) don’t know

Answer

The right answer is (d)
£675 million ((619% of the stated deficit)

 £185 million was required to be paid into the scheme directly; a further £490 million was required to be placed into escrow.  The Regulators ruling seemed to be that the strength of the scheme sponsor relative to the size of the fund meant that the long-term support required an element of over-funding. 

The Treasurer, October 2006, Closing the Gap by Moray Sharp and Jerome Melcer, pp36-7

Question 3

The convergence of accounting standards between the IASB and the FASB has taken a further step with the publication of a discussion paper regarding the objectives of financial reporting and the qualities that make the information useful for decision-making.  The IASB has voted 12 – 2 for adoption of the paper’s conclusions and the FASB was unanimously in favour.  The two votes against on the IASB were the British members.
Which of the following was the focus of the opposition of the British members?

(a) all monetary amounts should be shown in US dollars

(b) the inclusion of management performance as the sole purpose of financial reporting

(c) the exclusion of stewardship as a key objective of financial reporting
(d) the exclusion of management performance as a key purpose of financial reporting

(e) don’t know

Answer

The right answer is (c) the exclusion of stewardship as a key objective of financial reporting

It was argued that stewardship is inherent to the information necessary for making financial decisions and therefore not required as a separate objective.  The British members argued that, although not fundamentally different, there was a difference in emphasis.

The Treasurer, September 2006, Death knell sounds for stewardship? Technical Update p 9
Question 4

During 2005 it became apparent that some businesses owned by private equity houses had inadvertently fallen outside the 2004 legislation that required borrowings from a group company “under common control” to be at arms-length in order to qualify for tax deduction.  Private equity houses often own less than 50%, or an equivalent definition of control, and so new legislation was introduced in 2005 to cover situations where parties ‘act together’ to provide financing arrangements.  Financing arrangements in place prior to 31 March 2005 have been ‘grandfathered’ for a period.   After this period ‘grandfathered’ debt structures may need to be modified or risk losing their tax deductibility.
When is the grandfathering period due to end?

(a) 1st January 2007

(b) 1st April 2007

(c) 1st June 2007

(d) 1st September 2007

(e) don’t know 

Answer

The right answer is (b) 1st April 2007

Any financing structures not meeting the requirements by this date risk losing tax effectiveness, with consequent effects on profit after tax, cash flows and value on exit.

The Treasurer, October 2006, Acting Together by Paul Minness and John Neighbour, pp30-32.
Question 5

After the introduction of a raft of new international accounting standards over recent years the IASB has announced a “period of stability”.  The essence of the announcement is that there will be no new standards which have to be implemented before a given date in the future.

What is the future date before which no new accounting standards must be implemented?

(a) 1st January 2008
(b) 1st January 2009

(c) 1st January 2010

(d) 1st January 2012

(e) don’t know

Answer

The right answer is (b) 1st January 2009

Those who answered (a) 1st January 2008 will be pleased to know that voluntary early adoption before the statutory date is still allowed!

The Treasurer, September 2006, Technical Update, p9

Question 6

The ACT has updated its borrower’s guide to the Loan Market Association’s documentation by adding a new section covering the mandate letter.
The ACT’s new guide gives warning of which of the following?

(a) Undertakings of arrangers and underwriters may not be enforceable whereas obligations of the borrower are likely to be enforceable

(b) Underwritten mandates are fully justified to include a “material adverse change” clause where the material adverse change concerns market conditions

(c) The borrower should accept the “market flex” provisions of the LMA mandate letter
(d) The borrower should welcome the “clear market” provisions, i.e. not raising any other finance while the syndicate is being arranged.

(e) don’t know

Answer

The right answer is (a) Undertakings of arrangers and underwriters may not be enforceable whereas obligations of the borrower are likely to be enforceable

The LMA mandate letter has been prepared without any input from the ACT and is thought to be rather more bank-friendly than might have been expected.  Although (a) is the right answer, the other wrong answers do give a flavour of the other areas covered by the ACT’s newly extended guidance on the LMA documentation.

The Treasurer, October 2006, Technical Update, pp10-11

The ACT Guide www.treasurers.org/technical/lmaguide.cfm
