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1 Maykem Ltd 

 

Requirement Marks Skills 

(1)(i) Review of 
assistant’s work: 
key weaknesses 

 

 

11 Write in a clear and concise style 
appropriate to a file review. 

Identify weaknesses in assistant’s work. 

Link large number of invoices with low 
GRNI provision. 

Identify there is insufficient evidence on the 
audit file to determine the work performed 
on GRNI and other accruals. 

Identify that the financial controller is not the 
best source of audit evidence (eg for 
confirmation of legal provision). 

Identify potential creative accounting – 
window dressing re invoices in transit. 

 (ii) Additional audit 
procedures 

8 Identify practical solutions in terms of 
additional audit work to address the 
identified weaknesses. 

(2) Financial reporting 
 issues 

 Write in a clear and concise style 
appropriate to a file review. 

 (i) Derivatives 3 Identify the financial reporting issues 
relating to derivatives and possible 
treatments. 

 (ii) Claim from 
MegaCo plc 

2 Assimilate facts relating to likelihood of 
claim and outline potential treatments. 

 (iii) Deferred income 3 Link change in revenue policy with potential 
for warranty provision. 

Identify inappropriate revenue recognition 
treatment. 

 (iv) Disposal 3 Highlight potential irrecoverable receivables 
from the disposal of the business. 

Identify potential need for dilapidations. 

(3)(i) Accounting 
treatment of 
pension scheme 

 

7 Adjustment required to proposed treatment. 

Calculation of amounts to be presented in 
the statement of financial position and of 
profit or loss and other comprehensive 
income. 

Marking guide 

k
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Requirement Marks Skills 

 (ii) Audit issues 3 Evaluate the key issues including the 
impact of the departure of the responsible 
accountant and materiality. 

(4) Ethics 5 Evaluate the issue with reference to ICAEW 
Code. 

Total marks 45  

Maximum marks part 
(1)(i) 

9  

Maximum marks part 
(1)(ii) 

7  

Maximum marks part 
(2)(i) 

3  

Maximum marks part 
(2)(ii) 

2  

Maximum marks part 
(2)(iii) 

3  

Maximum marks part 
(2)(iv) 

3  

Maximum marks part 
(3)(i) 

6  

Maximum marks part 
(3)(ii) 

2  

Maximum marks part 
(4) 

5  

Maximum marks 40  

 
Review points on procedures performed 

Trade payables 

Explanation for decrease in payables seems odd as comments on commission 
imply high trading in last month of year. Are we sure there is no cut-off error here? 

Debit balances within trade payables ledger – what are these?  What have we 
done to ensure that they are recoverable? How do we know it is appropriate to 
classify them as trade receivables? 

How were balances chosen for supplier statement reconciliation?  Should select 
based on throughput rather than year end balance as key risk is understatement. 

Work on invoices in transit is not adequate. Need to determine when goods were 
received rather than when invoice was posted. If goods were received pre year 
end then should have an accrual within goods received not invoiced (GRNI). This 
needs to be checked. 
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Large number of invoices in transit and significant balance in GRNI accrual 
suggest a risk of a cut-off error so need to do careful work here. 

May be other balances denominated in foreign currency – where are FX rates 
used to translate these considered? 

Not clear what procedures if any have been done on GRNI accrual – would expect 
it to be tied into detailed listing which has been reviewed for unusual items, debit 
balances, old items etc.   

Also needs to be tested for completeness by reference to procedures on supplier 
statements, cut-off, accruals etc. 

Review for any intra-group balances that may need to be disclosed as related 
party transactions or may not be at arm’s length. (Consolidation schedules may 
also later require identification of such balances in group financial statements.) 

Accruals 

Exceptionally high May sales increase risk of cut-off errors and fraud. Need to 
ensure adequate procedures performed on sales cut-off. 

Procedures performed on bonus are inadequate – need to understand basis on 
which accrual made and bonuses to which staff are contractually entitled. Also 
need to determine what authorisation is required from parent company for element 
payable to directors. May need to wait and see amounts actually paid/authorised. 

Procedures on general and admin accruals are not adequately documented – 
need analysis on file so can see exactly what vouching was done. 

In addition, the direction of testing does not address risk that accruals are 
incomplete. We need to look at post year end payments and invoices and ensure 
that all items relating to pre year end purchases have been accrued in year end 
financial statements. 

The financial controller is not the right person to discuss the legal claim with – 
need to talk to whoever has been handling discussions and also seek direct input 
from the legal firm involved through circularisation. 

Need to examine and file copies of all relevant correspondence. 

May also need expert input re validity or otherwise of patent claim from a 
technological point of view. 

Should also consider whether legal firm was qualified to give an opinion in such a 
specialised area – fees seem quite low for expert advice against a large 
corporation which may have far more in-house expertise and expert lawyers. 

See also points re related financial reporting issue below. 

PAYE/NI 

No procedures documented – what has been done on this? 

Would expect agreement to payroll and post year end payment. Also important to 
discuss the outcome of any PAYE/NI inspections and whether any additional 
amounts of penalties are likely to be payable.  
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Deferred income 

Cross reference to work carried out on revenues in audit file. 

See comments below re change in allocation between product and revenue. 

Given that there is a one year warranty period – seems odd that there is no 
warranty provision in current liabilities. 

Surplus property provision 

Again seem to rely on discussion with financial controller – not appropriate as she 
did not calculate provision. 

Need to determine what advice was taken in determining two year period for 
provision – would expect them to have taken advice from estate agents etc. 

See also issues identified below. 

General 

No taxation payable shown – where are such balances and what work has been 
done on them? 

No balances due to other group companies? 

Potential financial reporting issues and adjustments identified  

Accounting for derivatives 

Comment on Metallo balance makes it clear that there is a derivative in the form of 
a forward exchange contract. Accounting for this needs to be in line with IAS 
32/39. Will need to look carefully at whether it qualifies for hedge accounting. Fair 
value of derivatives should be shown within statement of financial position. If 
qualify for hedge accounting then gain/loss on the hedging instrument will be taken 
to profit or loss in same period as item which was hedged. This will depend on 
when inventory from Metallo is used.  If does not qualify for hedge accounting then 
gain/loss should go to profit or loss.  In either case, balance with Metallo should be 
translated at year end rate. 

We can only use fair value hedge accounting if there was appropriate 
documentation in place at inception of the contract. Could also use cash flow 
hedge as either FV or CF hedges are permissible under IAS 39 for foreign 
currency. 

MegaCo claim 

MegaCo royalty claim – position taken in the accounts is very different to that 
taken in the prior year and we need to understand what has actually changed to 
justify the different treatment. 

Any claim like this represents a contingent liability where the probability of a 
payment being made needs to be assessed. Only if it is remote is there no 
provision or disclosure in the financial statements. If it is not remote but not more 
likely than not then a disclosure must be made and if possible quantified – 
quantification is clearly possible here as there must have been some basis for 
prior year provision. 
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Letter was only sent to MegaCo a few months ago and the fact they have not yet 
responded is not adequate evidence that claim has been dropped, particularly 
given their acknowledgement letter – more likely that they are using the time to 
build a stronger case and possibly even a larger claim. 

Deferred income 

Deferred income change seems odd and inappropriate – split between various 
elements of a multi-element sale should be on the basis of fair value. 

Since Maykem do sell product separately, have evidence of the fair value of 
product by reference to what a customer will pay for it. Same true of additional 
amount customer chooses to pay for maintenance contract. To split on any other 
basis seems unusual and inappropriate. 

Changing allocation retrospectively in this way has resulted in a large release of 
revenue and additional profit which has materially distorted the results for the year. 
At the very least will require disclosure and might be regarded as a change in 
policy (if valid at all). 

No requirement that all elements of a multi-element sale should give same margin 
– what matters is appropriate fair value allocated to revenue. 

As maintenance contracts are for three years, surely part of deferred income 
should be in payables falling due after more than one year. 

Disposal of business 

Seem to have considered only some of the costs might expect: 

• What about dilapidations for property as in bad state? 

• Do plant and machinery or leasehold improvements have a NBV which is 
impaired and should be written down or even written off completely?  What 
proceeds, if any, are expected for such items? 

• What has happened to any receivables balances relating to domestic 
customers? Have these all been collected or is collectability in doubt given 
sale of business? 

• Does Maykem have any ongoing warranty or other obligations under terms of 
deal which should be provided for? 

Need also to consider whether domestic market is a separate business segment 
and therefore should be disclosed as a discontinued operation within the accounts. 

May also be assets held for sale which should be reclassified. 

Need to ensure gain or loss is properly described within statement of profit or loss 
and other comprehensive income as should probably be regarded as an 
exceptional item. 

Does sale of inventory suggest that other inventory provisions within Maykem 
might be inadequate?  Need to understand more fully what profit or loss was made 
on sale of inventory. 

Should consider discounting in calculating surplus property provision. 
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Pension scheme 

The directors are not correct. The contributions to the scheme are not recognised 
in profit or loss but are treated as a debit to plan assets.  The accounting entries 
relating to the contributions should be: 

DEBIT Plan assets  £306,000 
CREDIT Cash  £306,000 

According to IAS 19 Employee Benefits (revised 2011), gains or losses on 
remeasurement of the net defined benefit asset/liability (actuarial gains or losses) 
must be recognised in other comprehensive income in the year in which they 
arise. 

The full accounting treatment is as follows: 

Amounts recognised in the statement of financial position 

 31 May 20X8 31 May 20X7 
 £'000 £'000 
Present value of obligation 4,320  3,600 
Fair value of plan assets  (4,050)  (3,420) 
Net liability      270      180 

Expense recognised in profit or loss for the year ended 31 May 20X8 

 £'000 
Current service cost 360 
Net interest on the net defined benefit obligation:  
(5% × 3,600) – (5% × 3,420) 

 
     9 

Net expense  369 

Loss recognised in other comprehensive income for the year ended 31 May 
20X8 

 £'000 
Actuarial loss on obligation   (522) 
Return on plan assets (excluding amounts in net interest)    495 
Net actuarial loss     (27) 

Change in the present value of the obligation 

  £'000 
 Present value of obligation at 1 June 20X7  3,600 
 Interest cost on obligation (5% × 3,600)  180 
 Current service cost  360 
 Benefits paid   (342) 
 Loss on remeasurement through other comprehensive 

income (residual) 
    522 

 Present value of obligation at 31 May 20X8  4,320 
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Change in the fair value of plan assets 

 £'000 
Fair value of plan assets at 1 June 20X7  3,420 
Interest on plan assets (5% × 3,420)  171 
Contributions  306 
Benefits paid   (342) 
Gain on remeasurement through other comprehensive income (residual)     495 
Fair value of plan assets at 31 May 20X8  4,050 

Audit issues 

• We need to determine where the information in Exhibit 2 has been obtained 
from to evaluate the integrity of the data. This is a particular issue as the 
accountant normally responsible for pensions has left. 

• We need to consider the implications for the audit of the involvement of 
experts ie actuaries. 

• We need to ask why the accountant responsible for pensions has left and 
assess the consequences of this on our risk assessment and on other areas of 
our audit. 

• Materiality must be evaluated. The net effect on profit or loss is a reduction of 
profit of £63,000 (369 – 306). This in itself is not material (based on the 
materiality level of £250,000) but there are also consequences of the revised 
treatment in the statement of financial position and in other comprehensive 
income. The proposed treatment would also be inconsistent with the previous 
year therefore we should request that the financial statements are revised so 
that they are in accordance with IAS 19. 

Ethics: Sophie's investment 

We have a responsibility to consider any possible or actual conflicts of interest. 

In this case, there is a threat of self-interest arising, as a member of the audit team 
(Sophie) has an indirect financial interest in the client's parent company. The fact 
that the parent is listed on Euronext rather than the London Stock Exchange does 
not reduce the risk. 

The relevant factors are as follows: 

(i)  The interest is unlikely to be material to the client or to Sophie, as the 
investment is in a tracker fund rather than shares and, therefore, the value of 
Maykem will only have a small influence on the value of Sophie's total 
investment. 

(ii)  Sophie is a junior member of the audit team and so her role is not significant in 
the sense that she will not be making audit conclusions or be substantially 
involved in areas of high audit risk. 

(iii) The investment is in ParisMet, the parent, rather than in Maykem itself. 

The risk that arises to the independence of the audit here is not considered to be 
significant.  

It would be inappropriate to require Sophie to dispose of her investment. It is also 
unnecessary to remove Sophie from the assignment. 
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 2  Upstart Records 

The candidate is required to reply to a request by a group finance director to assist 
with the finalisation of the group accounts. The group’s investment in Liddle Music 
Ltd has increased twice during the year such that the investment has moved from 
being accounted for as an associate to a subsidiary requiring the calculation of a 
profit to be recognised in the statement of profit or loss on crossing the ‘control’ 
threshold. A further acquisition of more shares later in the year however, requires 
no further profit to be recognised but does require changes to the percentage of 
non-controlling interest. Adjustments are required for a restructuring provision and 
for share-based payment. 

The candidate is required to explain the impact of the acquisition of shares in 
Liddle Music on goodwill and non-controlling interest, to explain and calculate any 
required adjustments with regard to restructuring provisions and share options, to 
prepare a consolidated statement of profit or loss including Liddle Music and finally 
to explain the impact of upstart adopting an alternative accounting policy regarding 
the recognition of the non-controlling interest. 

 

Requirement Marks Skills 

Show and explain with 
supporting calculations, the 
appropriate financial reporting 
treatment of goodwill and non-
controlling interests for Liddle 
in Upstart's consolidated 
statement of financial position 
as at 30 June 20X5. Use the 
proportion of net assets 
method to determine non-
controlling interests. 

16 • Apply technical knowledge to 
identify implications of crossing 
control threshold. 

• Apply technical knowledge to 
distinguish between and 
calculate the deferred and 
contingent consideration. 

• Identify the incorrect treatment 
of the professional fees. 

• Apply technical knowledge to 
calculate goodwill including the 
fair value adjustment and 
subsequent depreciation 
adjustment. 

• Appreciate that the second 
acquisition does not create a 
further profit and recommend 
the appropriate adjustment. 

• Identify intra-group transactions 
and recommend adjustments. 

• Explain incorrect treatment of 
the German loan and 
recommend the accounting 
adjustment required. 

Marking guide 

k
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Requirement Marks Skills 

Explain, with supporting 
calculations, the appropriate 
financial reporting treatment for 
the restructuring plans and the 
share options. 

9 • Apply technical knowledge to 
determine whether a provision 
should be recognised and 
calculate the amount of the 
provision. 

• Appreciate that no provision 
should be made in respect of 
the second proposal. 

• Identify that the share options 
represent an equity-settled 
share-based payment. 

• Apply technical knowledge to 
account for the share-based 
payment correctly. 

Prepare Upstart's consolidated 
statement of profit or loss for 
the year ended 30 June 20X5, 
to include Liddle. 

8 Assimilate adjustments and prepare 
revised consolidated statement of 
profit or loss. 

Explain (without calculations) 
the impact on Upstart's 
consolidated financial 
statements if the fair value 
method for measuring non-
controlling interests were to be 
used instead of the proportion 
of net assets method. 

5 

 

 

Assimilate information, and apply 
technical knowledge to explain that 
NCI valuation would impact on 
goodwill. 

Total marks  38  

Maximum marks 30  
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To: Susan Ballion 

From: Thomas Mensforth 

Subject: Liddle  

(1) Explanation of financial reporting treatment of goodwill and non-
controlling interest 

Goodwill 

Goodwill arises at the date when control is achieved. In the case of Upstart 
and Liddle this is on 1 October 20X4, when Upstart's investment in Liddle 
passes the 50% threshold.  

Until that date, Liddle has been treated as an associate. Under the equity 
accounting method the group's share of Liddle's profits after tax is credited to 
the consolidated statement of profit or loss, and the investment is measured at 
cost plus share of post-acquisition profits in the consolidated statement of 
financial position. In the year ended 30 June 20X5 Liddle is therefore treated 
as an associate for the period 1 July to 1 October 20X4.  

On 1 October 20X4, the equity value of Liddle was £7.174 million (W8) and 
this was remeasured to fair value of £7.5 million (W8) for the purposes of 
calculating goodwill. The difference between the two figures (£326,000) was 
credited to the statement of profit or loss.  

Goodwill is measured as the fair value of consideration paid less the fair value 
of the net assets acquired. 

The fair value of the consideration consists of the following elements: 

• Cash paid of £2 million. 

• The fair value of the original 25% investment in Liddle at 1 October 20X4. 

• The shares issued on 1 October 20X4. 

• The £3 million payable on 1 October 20X6 is discounted to fair value, and 
the interest is then unwound in the statement of profit or loss.  

• The £3 million contingent consideration payable on 1 October 20X7 is 
measured at its fair value (determined by the probability of it occurring), 
again discounted to a present value, and unwound in the statement of 
profit or loss.  

The professional fees of £250,000 are excluded from the goodwill calculation 
and instead expensed to the statement of profit or loss as incurred.  

As a result of applying these principles a goodwill figure of £13.077 million 
arose on the acquisition of Liddle (W3). 

There is no further adjustment to goodwill when Upstart acquired a further 
100,000 shares in Liddle on 1 April 20X5. Instead the difference between the 
consideration paid and the decrease in the non-controlling interest's share of 
net assets is taken to group reserves (W6). 

Goodwill is subject to annual impairment reviews.  
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Non-controlling interests (NCI) 

When Upstart acquired a controlling interest in Liddle on 1 October 20X4, NCI 
arose in relation to the 30% of Liddle not owned by Upstart at this date.  

There are two methods of determining the NCI, the proportionate and fair 
value method, and Upstart chose the former.  

The NCI is therefore measured at its share of the net assets of Liddle at the 
control date, adjusted for fair value movements.  

In the six months between 1 October 20X4 to 1 April 20X5 the NCI are 
allocated 30% of the profits of Liddle (W4). This is added to the original NCI 
total.  

On 1 April 20X5 the NCI reduce their investment in Liddle from 30% to 20%. 
The reduction in net assets (W4) is compared to the cost of the shares bought 
by Upstart, and the difference is taken to group reserves (W6). 

From 1 April to 30 June 20X5 the NCI are allocated 20% of the profits of Liddle 
(W4).  

In the statement of financial position the NCI are effectively given their share 
(20%) of the fair value of Liddle's net assets at 30 June 20X5. This gives a 
figure of £3.664 million (W4). 

(2) Financial reporting treatment of restructuring plans and share options 

Restructuring plans 

Plan 1: 

A provision for restructuring should be recognised in respect of the closure of 
the retail outlets in accordance with IAS 37 Provisions, Contingent Liabilities 
and Contingent Assets.  The plan has been communicated to the relevant 
employees (those who will be made redundant) and the outlets have already 
been identified.  A provision should only be recognised for directly attributable 
costs that will not benefit on-going activities of the entity. Thus, a provision 
should be recognised for the redundancy costs and the lease termination 
costs, but none for the retraining costs: 

  £'000 
Redundancy costs 300 
Retraining  – 
Lease termination costs        50 
Liability  350 

 
DEBIT Profit or loss  £350,000  
CREDIT Current liabilities  £350,000 

Plan 2: 

No provision should be recognised for the reorganisation of the finance and IT 
department. Since the reorganisation is not due to start for two years, the plan 
may change, and so a valid expectation that management is committed to the 
plan has not been raised. As regards any provision for redundancy, individuals 
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have not been identified and communicated with, and so no provision should 
be made at 30 June 20X5 for redundancy costs.   

Share options 

IFRS 2 Share-based Payment requires that the expense in respect of the 
share options must be recognised in profit or loss for the year. This is an 
equity-settled share-based payment, so the fair value of the share options is 
that at the grant date, and the corresponding credit is to equity: 

DEBIT Profit or loss  £133,333  
CREDIT Equity  £133,333 

The expense is calculated as follows: 

   £'000 
30 June 20X4 Equity b/d: 1,000 × 4 × £50  × 3

1  66.67 

  
Profit or loss (balancing figure)   133.33 
30 June 20X5 Equity c/d: 1,000 × 6 × £50  × 3

2   200.00 

(3) Consolidated Statement of Profit or Loss for year ended 30 June 20X5 

  £'000 
Revenue  34,420  
Cost of sales  (10,640) 
Gross profit  23,780 
Operating costs   (5,358) 
Profit from operations  18,422 
Investment income  905  
Fair value gain on associate  326  
Associate income  424  
Interest paid (625 + 169 + 78 + 123 + 
141) 

  (1,136) 

Profit before tax  18,941 
Taxation   (3,700) 
Profit for year  15,241 
  
Shareholders of the parent  13,901  
Profit attributable to: Non-controlling 
interests 

   1,340  

  15,241 

(4) Fair value method implications 

If the fair value method in relation to the non-controlling interest was used 
instead of the proportion of net assets method, the potential implications would 
be: 

• Goodwill would be higher, because the non-controlling interest (NCI) 
would include their share of goodwill in addition to their share of net 
assets. 
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• If a goodwill impairment arose, the NCI would bear a share of the 
impairment, this would decrease the NCI charge in the consolidated 
statement of profit or loss. 

• Assuming that the NCI is higher for the reasons discussed above, gearing 
would be lower as NCI is deemed to be part of equity.  

Appendix: Workings 
(W1) Group Structure 

 Upstart 

 25% 3 months 
 70% 6 months 
 80% 3 months 

 Liddle 

(W2) Net Assets   30 June 
20X5 

 1 April 
20X5 

 1 Oct 20X4  1 Jan 
20X3 

  £'000  £'000  £'000  £'000 
Share capital  1,000   1,000   1,000   1,000  
Reserves: At 1 January 
20X3 

     
6,600 

Reserves: At 1 July 20X4  9,000   9,000   9,000   
Profits for 12/9/3 months  6,780   5,085   1,695   
     
Fair value adjustment  1,600   1,600   1,600   
Depreciation on FV 
adjustment 

 
      (60) 

 
      (40) 

   
            

 
           

(1,600 x 1/20 x 9/12  
and 6/12) 

  
18,320  

  
16,645  

  
13,295  

  
7,600  

Movement  1,675   3,350   5,695   
 

(W3) Goodwill   
Consideration: £'000  
Shares issued (800,000 x £11.50) 9,200   
Cash 1/10/20X4 2,000   
Deferred cash (£3 million/ 1.092) 2,525   
Contingent cash ((£3 million x 50%)/ 1.093) 1,158   
Fair value of previously held equity investment 
(250,000 x £30) 

7,500  

Non-controlling interest at 1/10/X14 3,989 (13,295 × 30%) 
Less: Net assets at control (W2)  (13,295)  
Goodwill  13,077   
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(W4) Non-controlling interests £'000  
At 1 October 20X4 (W3) 3,989  
Share of profit to 1 April 20X5   
£5,025,000 (W5) × 6/9 × 30%  1,005   
NCI at 1 April 20X5 4,994   
*Share transferred to Upstart   
(4,994 × 10/30) see working below (1,665)  
Share of profits 1 April-30 June 20X5   
(1,675 (W2) × 20%)     335   
At 30 June 20X5  3,664  

 
*Share of net assets based on old interest = 16,645 × 30%  4,994 
Share of net assets based on new interest = 16,645 × 20%  3,329 
Adjustment required  1,665 

 
(W5) Group SPL  Upstart  Liddle 

(9/12) 
 Adjust  Group 

  £'000  £'000  £'000  £'000 
Revenue  23,800   11,700   (1,080)  34,420  
     
Additional depreciation   (60)   
Cost of sales  (7,400)  (4,050)  1,080   (10,640) 
Unrealised profit    (210) (W9)  
Operating costs  (3,500)  (1,125)   (5,358) 
Professional fees  (250)    
Restructuring provision  (133)    
Share-based payment  (350)    
Investment income  890   135    (120) (W9) 905  
Gain on previously held equity 
investment (W8) 

   326  326 

Associate income (6,780 x 25% 
x 3 /12) 

     
424 

 
 424 

Interest paid  (520)  (225)   120 (W9)  (625) 
Unwinding of discount on 
deferred    consideration (W10) 

  
(169) 

    
(169) 

Unwinding of discount on 
contingent consideration (W10) 

  
(78) 

    
(78) 

Foreign loan interest (W11)  (141)    (141) 
Exchange loss on loan (W7)  (123)    (123) 
Taxation  (2,350)  (1,350)   (3,700) 
Profit for year  9,676  5,025   15,241 
     
NCI: (5,025 x 6/9 x 30%)   1,005   
(5,025 x 3/9 x 20%)      335   
Total   1,340   
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(W6) Increase in investment in Liddle 1 April 20X5        
  £'000 
Cr Cash  3,500  
Dr NCI  1,665  
Dr Group Reserves (balance)  1,835  
  
(W7) Exchange loss on loan  
  £'000 
Borrowed at 1 October 20X4 
(€4 million at £1 = €1.30) 

  
3,077  

Restate at 30 June 20X5 (€4 million at £1 = €1.25)  3,200 
Exchange loss   (123) 
  
(W8) Associate  
  £'000 
Cost  5,750  
Share 1/1/20X3 to 1/10/20X4  1,424  
(25% × 5,695 (W2))  7,174  
Fair value at 1 October 20X4 (250 x £30)  7,500  
Increase in value to SPL  326  

 
(W9) Profit in inventories    
 100%  60%  160%  
 Cost Profit Sales Price 
  210  560  

 
Reduce profit by £210,000 

Intra-group transactions 

£120,000 × 9 months = £1,080,000 – remove from revenue and cost of sales 

Cancel £2 million × 8% × 9/12 = £120,000 from investment income and 
finance cost 

(W10) Deferred consideration  

 
At 1.10.20X4

£000 
At 30.6.20X5 

£000 
Movement 

£000 
Deferred cash (£3 million/ 1.092) 2,525  2,694 169 
Contingent cash  
((£3 million × 50%)/ 1.093) 1,158  

 
1,236 

 
78 

Also acceptable = £2,525,000 × 9% × 9/12 = £170,000 

(W11) Foreign loan interest 

€4 million × 6% × 9/12 = €180,000 at £1= €1.28 = £141,000 
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 3 Wecare 

 

Requirement Marks Skills 

For each of the two issues 
described in Liz’s email 
(Exhibit 2), set out: 

   

(1) (i) An explanation of 
the appropriate 
financial reporting 
treatment in both 
the consolidated 
and individual 
companies’ 
financial 
statements:  

 – Mayfield Rd 
 – Investment in Gull 

13 Identify the impairment of Mayfield 
Road. 

Advise that the group impairment loss 
may be higher due to fair value 
adjustment. 

Determine that the goodwill on 
consolidation may be impaired. 

Distinguish costs which require 
provision. 

Determine that the subsidiary would no 
longer be consolidated and determine 
profit on disposal of the subsidiary. 

(ii) The specific audit 
procedures we 
should carry out 
during our audit for 
the year ending 31 
July 20X4.   

 8 Recommend relevant audit procedures 
to address financial reporting issues 
identified. 

(2) (i)  Identify and explain 
any other audit 
issues which you 
have noted from 
your review of the 
management 
accounts (Exhibit 3) 
and the other 
information 
provided. 

8 Perform financial statement analysis to 
identify audit issues.  

Link information from different sources 
in the scenario. 

(ii) For each audit 
issue, set out the 
key audit 
procedures we 
should perform. 

 6 Recommend relevant audit procedures 
to address audit issues identified. 

 

 

 

Marking guide 

k
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Requirement Marks Skills 

(3) Explain the matters that 
the firm needs to 
consider in determining 
whether or not to accept 
the engagement to 
review the Wecare 
group companies’ 
forecast financial 
statements. 

6 Discuss the appropriate level of 
assurance that can be given in an 
engagement to review prospective 
information. 

Identify the need to understand the 
intended use of the prospective 
information, as discussed in ISAE 3400. 

Identify the independence threats that 
may be posed by accepting the 
engagement, and suggest relevant 
safeguards. 

Total marks  41  

Maximum marks 30  

 

(1) (i) An explanation of the appropriate financial reporting treatment in 
both the consolidated and individual companies’ financial statements 
and specific audit procedures we should carry out 

Mayfield Road – Points for response to Liz 

It is clear from the information provided that there has been an impairment 
in the value of the Mayfield Road property. The carrying amount of the 
property will need to be reduced to recoverable amount which is the higher 
of its fair value less costs to sell and its value in use. As there is no 
intention to continue to let the property, fair value less costs to sell is likely 
to be the higher. (Alternatively, as the property is to be disposed of it has 
no further value in use other than its disposal value.)  

The estate agent’s valuation would give rise to an impairment loss of 
£0.7m in the financial statements of Twilight, assuming that it is 
appropriate to use the estate agent’s valuation (will only be so if it is fair 
value less costs to sell). However, the recoverable amount should also 
take account of the direct costs of sale so the actual impairment loss may 
be higher. The loss should be charged as a cost to profit or loss giving rise 
to the entry: 

DEBIT Impairment loss in profit or loss 
CREDIT Carrying value of property 

The carrying amount of the property may be higher in the group accounts 
as an increase in the value of property was recognised as a fair value 
adjustment when the company was acquired a year ago. To the extent 
that the fair value adjustment relates to Mayfield Road, a higher 
impairment loss should be recognised. 
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There is also the question of whether the decision to shut down one of the 
apartment buildings gives rise to any impairment of goodwill at the group 
level. Each apartment building is a separate cash generating unit but it is 
unclear whether the goodwill has been or can be allocated between them. 
To the extent that it can be allocated then the element relating to Mayfield 
Road will be totally impaired as the decision has been made to cease this 
element of the business. This will give rise to an additional charge for 
impairment within group profit or loss. 

If the goodwill cannot be allocated between the three CGUs then an 
impairment test will be required across all three CGUs combined to 
determine whether the remaining carrying value of the net assets and 
goodwill within the consolidated financial statements is supported by the 
net present value of the cash flows to be generated from the remaining 
two apartment buildings. To the extent that it is not, any impairment 
charge will be allocated first to the goodwill balance and then to the other 
assets. 

Closing the Mayfield Road apartment building will also have other 
consequences and give rise to other costs. These are likely to include 
costs associated with relocating the remaining tenants who will have rights 
under their tenancy agreements which will need to be honoured or 
possibly renegotiated. There may also be staff redundancies and security 
and other costs associated with the vacant site in the period to disposal. 
As the decision is to be communicated to staff prior to year end, the 
redundancy costs should be provided under IAS 37 as should contractual 
amounts payable to the remaining tenants. Other operating costs will need 
careful consideration to determine whether they are part of a future 
operating loss (which should not be provided), reorganisation costs (which 
should be provided) or costs which should be taken into account in 
determining the impairment of the assets.   

Where it is appropriate to recognise costs under IAS 37, these will involve 
an element of estimation and the correct entry will therefore be: 

DEBIT Reorganisation costs (shown separately in the statement of profit 
or loss as an exceptional item) 

CREDIT Provisions 

In terms of classification, the question arises as to whether the Mayfield 
Road property should be classified as a ‘held for sale’ asset at the year 
end. In order to qualify it must be available for immediate sale and its sale 
must be highly probable, which requires among other things active 
marketing. The IFRS 5 conditions are that the carrying amount should be 
recovered principally through sale, it must be available for immediate sale 
in its present condition subject to such terms as are usual, and its sale 
must be highly probable.  

(If the asset is classified as held for sale, then the business may be 
regarded as a discontinued business as the definition of such a business 
is that it is a CGU which has either been disposed of (not the case) or held 
for sale. It will be disclosed as a discontinued business in both Twilight’s 
accounts and those of the group. However further information is required 
to determine this.) 
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(ii) Mayfield Road – Audit procedures 

• Obtain from the client their assessment of any impairment loss to be 
booked both in Twilight and at the group level. Recalculate the loss 
and ensure that it is based on the correct carrying values in both 
Twilight and at a group level. 

• Obtain support for the value attributed to the property and assess 
whether the basis of the valuation is appropriate. 

• Consider the qualification of the valuer and whether there is 
corroborative evidence as to value from any other sources such as 
recent similar property transactions or values from other estate 
agents/professional valuers. 

• Consider the need to involve an auditor’s expert in assessment of the 
valuation and its reasonableness. 

• Consider the estimate of sales costs used in the impairment 
calculation and ensure that the costs are both reasonable and 
complete. 

• Consider whether the goodwill on acquisition of Twilight can be 
allocated between the three apartment buildings (CGUs) as it would 
seem likely that this should be possible. In making this assessment, 
consider evidence from prior year files and from client working papers 
and contractual documentation at the time of the acquisition. 

• If the client has concluded that goodwill cannot be allocated we need 
to challenge this as it is a surprising conclusion given that the three 
buildings are on separate sites. If we are satisfied that this is the case, 
obtain cash flow projections for the continuing business and consider 
the extent to which they support the carrying value of the total assets 
and goodwill relating to that business within the group statement of 
financial position. 

• Subject the cash flows used in the client calculations to independent 
scrutiny, considering the reasonableness of assumptions made and 
the sensitivity of the results to particular assumptions. 

• Consider the extent to which the property is both available for sale at 
the year end and being actively marketed and conclude as to whether 
it should be classified as a held for sale asset. Evidence obtained may 
include copies of marketing materials, instructions given to estate 
agents and the extent of interest in the property to date. It may also 
include legal advice as to the position of the existing tenants and the 
extent to which vacant possession of the property can be obtained. 

• Determine whether the client has made any provisions for 
reorganisation costs at year end. Where provisions have been made, 
obtain a detailed analysis and review evidence that decisions were 
communicated to staff and residents pre year end and that the 
company could not realistically withdraw from its decision. Review 
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Board minutes for evidence of when the Board decision was made. 
Assess the reasonableness of any provisions made by reference to 
statutory and legal rights; communications and promises made; cost 
incurred in the past for similar exercises; estimates obtained; legal 
advice provided etc. Consider whether the provisions appear complete 
taking into account the plans and decisions made. 

• Ensure that only reorganisation costs are provided and that other 
costs are either included in the assessment of impairment (if 
appropriate) or charged in future years. 

• Consider the disclosure made within the financial statements to ensure 
that costs are appropriately classified and described. 

Investment in Gull – points for Liz 

The introduction of a new investor in Gull will result in a reduction in 
Wecare’s interest in its subsidiary and a part disposal. As the new investor 
will have a 60% interest, it seems likely that Gull will no longer be a 
subsidiary but an associate (although a review of the detailed agreement 
and any control clauses is needed to confirm this). It is also possible that 
the arrangement will qualify as a jointly controlled entity.   

In either case (JV or associate), Wecare will cease to consolidate Gull’s 
results in the same way as it has done historically. Instead, using the 
equity method, it will include on a single line in the consolidated statement 
of profit or loss its share of Gull’s profit and, in the consolidated statement 
of financial position, the group’s interest in Gull will be shown as an 
investment. 

Up to the date of disposal, Wecare should continue to consolidate 100% of 
Gull’s results in the normal way. 

On disposal, the gain to be recorded in the consolidated accounts is 
calculated as follows: 

  £’000 
Proceeds received  1,200 
Add fair value of 40% interest retained  650 
Deduct net assets of Gull immediately prior to the disposal   (233) 
Profit on disposal  1,617 

(The net assets at 31 May 20X4 are used in the above calculation of 
£233,000 but these may change before year end and when tax and other 
year-end adjustments are included.) 

Hence a gain of the order of £1.6m will be recognised and the 40% 
investment will be recorded at its fair value of £650,000. Wecare will then 
recognise only 40% of any future profit made by Gull. 

In Gull’s financial statements, it will recognise a share issue, recording 
£15,000 as share capital and £1.185m as share premium, along with 
£1.2m in cash. 
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If the transaction completes before the issue of the financial statements for 
the year ending 31 July 20X4, it must be disclosed as an event after the 
reporting period in the financial statements for both Gull and Wecare. 

Investment in Gull – audit procedures 

• Consider whether the transaction has completed before the financial 
statements are signed. If so, review contracts and ensure that the 
event is disclosed accurately in the financial statements for both Gull 
and Wecare. 

• To the extent that the transaction has not completed but is key in 
projections used to determine compliance with bank covenants or to 
assess going concern (see below), the probability of it completing will 
need to be assessed as it may be so significant that an uncertainty 
should be disclosed. To assess this, we will need to gain a good 
understanding of the progress of negotiations and due diligence, any 
issues raised and, where possible, seek the view of external advisors 
as to the likelihood of it completing. 

• There is an incentive to manipulate the financial statements in light of 
the pending sale. We will need to apply professional scepticism to 
management estimates and assertions. 

(2) Identify and explain any other audit issues which you have noted from 
your review of the management accounts (Exhibit 3) and the other 
information provided. For each audit issue, set out the key audit 
procedures we should perform 

• Mark-up on intra-group recharges 

The mark up seems higher than might be expected at 24.4% of operating 
costs (although it is possible that some recharge of finance costs can be 
justified if financing has been passed on to the subsidiaries who have at 
least benefitted from making no payment for recharged costs until after 
year end). We need to consider whether this is reasonable and also look 
at the way costs are allocated between the two subsidiaries as Twilight’s 
cost appears disproportionately high. This could be motivated by a desire 
to improve Gull’s results in advance of the sale transaction. 

Audit procedure 

We will need to look at how charges compare to prior year and whether 
the basis is consistent. We will also need to review transfer pricing 
documentation in place. 
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• Finance costs in Gull 

Finance costs in Gull look too low – we would expect £800,000 @ 8% × 10 
months/12 months = £53,333 whereas charge recorded is only for 4 
months at £21,000. This looks like an error and will need to be 
investigated. As interest is payable monthly, the company may also be in 
default of its loan agreement. If this is the case, it could have much more 
significant implications, such as the bank demanding the entire loan to be 
repaid immediately. This, in turn, would have going concern implications. 

Audit procedures 

Will need to check loan agreement terms and ascertain to what extent 
discussions have been held with the bank. To the extent that different 
terms have been agreed will need confirmation of this in writing from the 
bank. 

• Completeness of consolidation adjustments 

There is a consolidation adjustment to increase the carrying amount of 
property but no depreciation on this has been booked at present.   

Audit procedures 

We will need to investigate whether any depreciation charge is necessary 
at the year end and also check by reference to prior year and our own 
consideration of the adjustments which would be expected that all relevant 
consolidation adjustments are made. Although we are told that the 
adjustment concerns Twilight's freehold land, some depreciation might still 
be required. 

• Capitalisation of improvement and renovation works in Gull 

Additions to the property value in Gull are significant and there is a risk 
that repairs and general maintenance work have been capitalised which 
would be incorrect.   

Audit procedures 

We need to obtain details of the additions recorded and ensure by 
reference to the invoices and the physical work done that it is appropriate 
to capitalise these amounts. 

• Receivables in Gull 

Receivables in Gull look unexpectedly high given that residents typically 
pay in advance. It may be that they represent advance bills. Two risks 
arise: firstly, that Gull is failing to collect fees from residents and potentially 
has a bad debt problem; secondly, that income is being recognised too 
early, artificially boosting results.   

Audit procedures 

– Consider age and collectability of year end receivable balances and 
the extent to which they have been paid post year end. 
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– Review the income received to ensure that all and only amounts 
relating to pre year end services/periods have been recognised. This 
work will focus especially on any income billed in the month/quarter as 
some of this could relate to post year end periods. 

• Motivation for fraud in Gull 

The future of Gull may depend on satisfactorily concluding contracts with 
its new investor so there is an incentive for management to make the 
company’s results as attractive as possible. A number of the points above 
could be indicative of deliberate manipulation of results (although error or 
the absence of year end journals are also possible explanations). We will 
need to remain sceptical throughout the audit process and ensure that we 
are vigilant for any indications that results are being manipulated or 
judgement skewed. 

• Classification of loans 

All loan balances are classified as long-term in the management accounts. 
From terms of loans it is clear that the following elements should be 
classified as short-term as at the year-end: 

Wecare – £400,000 due on 31 July 20X5 (assuming 20X4 payment made 
on time)  

Twilight – £500,000 due on 31 March 20X5 + 4 months interest on £5m =  
£125,000 

Gull – £160,000 due on 30 September 20X4 + interest for 9 months to July 
20X5 unless paid pre year end + any interest arrears – see above. 

However, a failure to pay interest on Gull loan (see above) may mean that 
further elements become due immediately and this should be taken into 
account. In addition, work will be required to ensure that any other 
terms/bank covenants are met as any failure to do so might affect the 
repayment dates and make the loans repayable immediately.   

Audit procedures on this will need to include a detailed review of the 
agreements and compliance with them along with recalculation of the 
elements shown as short-term. 

• Going concern 

Going concern needs to be considered separately for each entity, but the 
group position may also be relevant as it would be possible for one entity 
to support or fund another. 

The group as a whole has net current assets of £733,000 but this is before 
taking into account the loan repayment due on 31 July of £400,000 and 
annual interest also due on that date of £170,000, leaving a balance of 
£163,000. This will be reduced to a negative net current asset figure when 
the loan repayments due within the next year are taken into account.   



 

 Page 26 of 32 

Audit procedures 

As a result it will be necessary to obtain detailed cash flow projections to 
ensure that there is evidence that the group and each company within it 
will be able to meet their debts as they fall due taking into account 
anticipated cash inflows during the year. 

Gull has a particular issue as it clearly has insufficient cash at present to 
meet the repayment due on 30 September and may have triggered 
repayment of the whole loan through its failure to make interest payments. 
The cash inflow from the potential deal would be sufficient to resolve this 
issue but that is uncertain and there may be commitments associated with 
the deal such that the share issue proceeds are spent not on the 
repayment of loans but on future capital development. 

Wecare does not have sufficient cash to meet the 31 July 20X4 debt 
repayments unless it collects its debt from the group companies (which will 
presumably be higher still by year end). Gull’s ability to pay its balance 
due has to be in doubt. 

Audit procedures  

We will need to include review of support for key cash flows and sensitivity 
analysis as it does appear that there may be some uncertainty over the 
entities’ ability to meet their debts as they fall due for at least one year 
from the date of signing. 

Even if it is appropriate at group level, it may still be necessary for 
commitments of support/funding to be put in place between the entities 
such that each can meet their commitments. 

If the projections rely on uncertain events such as an incomplete 
transaction, then it may be necessary to draw attention to this in the 
accounts and potentially as an emphasis of matter in the auditor’s report. 

(3) Explain the matters that the firm needs to consider in determining 
whether or not to accept the engagement to review Wecare Group’s 
forecast financial statements for the year ending 31 July 20X5 (Exhibit 2) 

It is important for the firm to consider the following matters before accepting 
the engagement: 

• The level of assurance that can be given 
• The intended use of the information and the nature of the assumptions 

made 
• Ethical and independence issues 

The level of assurance that can be given 

Because the forecast financial statements presuppose future events and 
actions, which may not occur, making it more difficult for us as auditors to 
obtain a satisfactory level of assurance, the firm must consider the level of 
assurance that we can give under the circumstances. 

As a result of this, ISAE 3400 recommends a moderate level of assurance to 
be given when reporting on the reasonableness of management’s 
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assumptions (ISAE 3400.9). In other words, it may be preferable for the review 
opinion to be expressed in a negative form. 

The level of assurance that we feel can be satisfactorily provided, and the form 
of the opinion and report, should be agreed in advance with the client, and 
explained in the engagement letter. 

The intended use of the information and the nature of the assumptions made 

The firm must consider the following matters: 

• The intended use of the information: In this case, the information is 
provided to the bank to enable it to assess Wecare Group’s ability to make 
the scheduled loan repayments. If it appears that the information is 
inappropriate for this purpose, we should not accept the engagement.   

• Whether the information will be for general or limited distribution: By 
reviewing and reporting on the forecast financial statements, the firm may 
owe a duty of care to those who then rely upon the information. If the 
forecast financial statements are to be distributed to other third parties, it 
will be important to include wording in the report restricting the firm’s 
responsibility to the other third parties. 

• The nature of the assumptions, that is, whether they are best estimate 
or hypothetical assumptions: This will affect the nature of the review 
procedures that we undertake. 

• The elements to be included in the information. 

• The period covered by the information: The longer the future period 
covered, the more speculative the information and the less assurance we 
will be able to provide. In this case, it appears that we are reviewing 
information relating to the next 12-month accounting period only. The level 
of assurance will need to be reviewed should the bank require any other 
information relating to further future periods. 

In addition, the firm must also consider practical matters, such as the time 
available to them, their experience of the staff member compiling the 
information, any limitations on their work, and the degree of secrecy required 
beyond the normal duty of confidentiality. 

Ethical and independence issues 

As in any assurance engagement, we must ensure that we are, and appear to 
be, independent. A number of potential independence threats arise here, so 
the firm must implement safeguards to reduce them to an acceptable level: 

(1) Self-review threat: Because the forecast contains underlying information 
and the assumptions that derive from, or will have an impact on, the 
statutory financial statements, a self-review threat will arise if the external 
audit team were to perform the review engagement. To mitigate this threat, 
a separate team should be used to carry out the engagement, and 
appropriate ‘Chinese walls’ should be implemented. The firm must 
evaluate whether we have sufficient resources to do this. 
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(2) Self-interest threat: Any additional engagement with Wecare increases 
the amount of revenue we earn from this client. The firm should review the 
proportion of revenue that arises from Wecare Group on a periodic basis. 
In addition, it is important to ensure that the fees for this work are fixed and 
agreed in advance with the client. Any contingent fee arrangements are 
prohibited. 

(3) Advocacy threat: Advocacy threat arises when the auditor is seen to 
promote the client’s position to the detriment of his/her objectivity. In 
reviewing the forecast prepared for the bank, we must ensure that group 
management retains full responsibility for the forecast. We should set out 
the respective responsibilities of the client and the auditor in the 
engagement letter. 
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