Question:
On 1 October 20X4, a company issued 50,000 redeemable preference shares with a par value of £100 each, sold to investors at £55 each.
· Total proceeds: 50,000 × £55 = £2,750,000
· Redeemable at par (£100 each) on 30 September 20X9
· Coupon rate: 2%
· Effective interest rate: 15.62%

Question:
How will these redeemable preference shares appear in the financial statements for the years ending 30 September 20X5 and 30 September 20X6?

 Key idea
Redeemable preference shares are treated as a financial liability, not equity, because the company must repay the amount at a fixed date.
They are recognised at amortised cost, and the effective interest rate method is used to calculate the finance charge each year.

 2: Calculations
here are 50,000 shares, each with a par value of £100.
Total par value=50,000×£100=£5,000,000
The coupon rate is 2%, so the annual dividend payment is:
£5,000,000×2%=£100,000
	Year ended 30 Sept
	Opening balance (£000)
	Interest 15.62% (£000)
	Dividend (2%) paid (£000)
	Closing balance (£000)

	20X5
	2,750
	430
	(100)
	3,080

	20X6
	3,080
	481
	(100)
	3,461



3: Financial statement presentation
For the year ended 30 September 20X5
· Balance sheet: Redeemable preference shares – £3,080,000
· Profit or loss: Finance cost (interest) – £430,000
For the year ended 30 September 20X6
· Balance sheet: Redeemable preference shares – £3,461,000
· Profit or loss: Finance cost (interest) – £481,000

4: Explanation
· The carrying value of the liability increases each year because the effective interest rate (15.62%) is higher than the coupon rate (2%).
· The balance will continue to increase until it reaches the redeemable amount (£5,000,000) at the end of 20X9.
· Each year:
· The finance cost (interest) is recorded as an expense.
· The cash dividend (2%) is deducted from the carrying amount.

