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Answer 1 – Faurlin Group 

 

Tutorial Help and Key Points 

This question is a typical audit risk exercise, with the added issue of the client 

becoming a group during the year. 

Marking Scheme 

In part (a) the relatively new concept of “preconditions for an audit” is tested to see if 

students are up to date for the Clarity Project changes.  Many would not have met this 

concept on F8 because it would not have been on the syllabus at the time they sat it.  

There are 3 marks for the preconditions explanation and up to 2 marks for applying 

to Helguson Co. 

In part (b) “identify” suggests ½ mark and “explain” up to an additional 1.5 marks, 

depending on the quality of the explanation.  Therefore students are aiming for 10 well 

explained risks, but ignoring any of the issues relating to the potential acquisition (any 

students mentioning group audit issues as risks will be wasting their ink).  All risks 

must be explained in audit risk language – anyone describing a business risk will not 

score marks.  For example, the company may be suffering theft of inventory – a 

business risk.  It only becomes an audit risk if the potential overstatement of 

inventory, or the poor controls over inventory (and hence need for increased 

substantive testing in this area) are mentioned. 

The 4 professional presentation marks are awarded as follows: 

2 marks for the appropriate format, ie structure of the e-mail and the briefing notes 

(headings, to / from etc); 

1 mark for the introduction and overall conclusion; 

1 mark for the quality and professionalism (clarity) of the writing. 

In part (c), a well-prepared student can score very well.  There is 1 mark per valid 

point made.  There are many relevant issues, but a sensible student will provide 6 

ideas and then move on. 

In part (d) there are also some relatively easy knowledge marks, as well as some 

reasonably straightforward application marks.  Up to 1.5 marks for each definition 

and up to 3 marks for the application to Faurlin Group. 

 

(a)   Preconditions for an audit 

The term “preconditions for an audit” was added to audit standards as a result of 

The Clarity Project.  There was a concern that some audits of financial statements 

were being started when they should never have begun, because the necessary 

conditions to allow an audit to take place did not actually exist. 
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For an audit to take place, the following conditions must exist: 

•    The financial statements to be audited must have been prepared under a 

recognisable and acceptable set of financial reporting standards.  If they have 

not been so prepared, there would be no standards to compare the financial 

statements against, meaning no opinion can be given.  All assurance 

assignments, including audits, need a set of clear criteria/standards to confirm 

the subject matter of the assignment against, and these standards should be 

appropriate for the entity in question bearing in mind the country in which it 

reports, and the industry. 

•    The Directors of the company must also accept their responsibilities to: 

– Prepare a set of financial statements that is true and fair; 

– Maintain an adequate system of internal control to protect the financial 

statements from the risks of material misstatement; 

– Ensure that the auditors are provided with all necessary information and 

explanations, and books and records, as the auditor sees fit to request in 

order to reach their audit opinion. 

If such preconditions are not in place, the ISA 210 “Agreeing the Terms of Audit 

Engagements” requires the audit firm to discuss the matter with the directors, and 

if necessary decline the engagement (unless laws force the audit to take place 

anyway). 

 

Helguson Co 

It appears that the auditors are at risk of not receiving all the required information 

about Helguson, as the directors have already warned that certain explanations 

may not be provided.  Your firm needs to discuss this issue before deciding 

whether to accept the Helguson Co audit, because based on current information 

provided it would appear that your firm should decline the invitation due to one of 

the preconditions described above not being in place. 

 

(b)   Audit risks 

 

To: Audit Manager 

From:  Audit Senior 

Date: 1st June 2017 

Subject – Brief notes re: audit risks for Faurlin Co, y/e 31st June 2017 

 

Introduction 

These briefing notes are to detail the audit risks for the audit of Faurlin Co for the 

year ending 31st June 2017.  The company is listed, is well established and 

successful, and makes baby furniture (cots etc.), supplying the main retailers of 

these products.  The company is likely to acquire a new subsidiary and become a 

group, and this may happen before its year end.  However, for now these Notes 

assume this will not happen. 
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Product recall 

There has been a problem with some raw materials resulting in products already 

sold having to be recalled in order to repair or replace them.  This gives rise to 

several audit risks: 

•   Inventory of finished goods is at risk of overstatement as some items still in 

inventory may have been made with this material, making them unsalable until 

the repair work has been carried out.  If the repair work is significant then it 

could result in net realisable value falling below cost. 

•   If any returned items are not clearly marked as returns, there is a risk that 

these items are incorrectly included at normal valuation in inventory, further 

adding to the risk of overstatement. 

•   It appears that the material concerned is no longer used, but if any remains in 

raw materials it would be overstated if it has any value other than zero. 

•   Any shops who are holding stocks of affected products are going to return 

them.  If they have not already paid, then there is a risk of receivables being 

overstated the risk of these balances not being recovered has increased. 

•   There is a risk of understatement of provisions for repair work and replacement 

products, as the full scale of the problem may not be understood until the 

product recall is complete. 

•   Whilst the company has been successful in recent years, any major product 

recall will result in significant costs in terms of repairs, and significant damage 

to the reputation of a company renowned for its quality.  This might result in a 

threat to going concern, and there is a risk of under-disclosure of this threat. 

 

Manipulation risk 

The fact that the company is listed, combined with the fact that directors get 

performance-related bonuses, increases the risk that directors will want the 

financial statements to look as favourable as possible.  This adds to many of the 

risks noted above, as there is a clear incentive for the directors to under-report 

liabilities and provisions, overstate profits and not to make full and appropriate 

disclosures. 

 

Sale of machinery below carrying value 

During the year the company sold some machinery at a price well below carrying 

value.  This may suggest that the depreciation policy of these assets is wrong and 

that they are being depreciated too slowly.  If this is the case, and other similar 

assets remain at the client, these assets are likely to be overstated and an 

impairment and change of depreciation policy would be required. 

 

Alternatively, the sale below carrying value may suggest that the terms of the deal 

were not on normal commercial levels.  This may be linked to the fact that the 

company who bought the cut-price assets are a related party of Faurlin Co, 

meaning that there is a risk of under-disclosure of this related party transaction 

(IAS 24 – as well as a risk that other such transactions may exist and be under-

disclosed). 
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Revenue recognition 

Faurlin Co is recognising sales revenue during the three-month period before 

delivery of goods.  Based on the dates in the question, this could result in 

overstated revenue equal to one third of the value of June deliveries, as the income 

from these will be recognised in March (before the year-end), April and May.  

Whilst the policy might be appropriate as it seems to match revenue to cost of 

production, there is a risk that it does not comply with IFRS 15 in terms of 

spreading the revenue and perhaps revenue should only be recognised at delivery. 

 

In addition to this argument, the fact that the goods can be returned to Faurlin Co 

if unsold would suggest that the sales are on “consignment” and it must be 

questionable whether the risks and rewards of ownership have been transferred 

even at the delivery date, let alone in the three months before this.  If a large 

percentage of the goods are returned, it would suggest that revenue is being 

recorded at far too early a date, leading to a major cut-off error at each year end. 

 

Sale of returned items 

The returned items which are sold at a discount may create a risk of inventory 

overstatement, should any such items be in inventory at the year end, as the 

discounted price of sale may suggest that net realisable value is below cost. 

 

Inventory disappearance 

Whilst it is presently hard to know the full story, there is a risk that inventory 

records are inaccurate because recent inventory counts suggest the records are 

overstated.  Alternatively, the records may be correct but the quality of the 

inventory counting may be at fault, suggesting that controls over inventory are 

weak and cannot be relied on by the auditor.  

 

Date of inventory count 

By bringing forward the date of the year-end inventory count, there is a risk that 

the year-end figures are misstated because nobody has counted the inventory on 

that date. 

 

Foreign currency 

Whilst the material is no longer in use, the company appear to have imported some 

materials during the year, and if purchase invoices were in foreign currency this 

could lead to a risk of misstatement of purchases, inventory (if any remains at the 

year-end) and payables (unless the balance has since been cleared). 

 

Conclusion 

The audit of Faurlin Co is likely to be relatively high risk, with a wide variety of 

issues to deal with.  In particular, the audit of inventory quantities and valuation 

will need careful consideration. 
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(c)   Acquisition – additional issues for audit 

 

Materiality 

The scale of Helguson Co’s operations is not known and neither is the scale of 

Faurlin Co, so it is impossible to assess how material the acquisition would be to 

Faurlin.  Given how close to the year end the acquisition is going to be, it may be 

the case that for the current year Faurlin audit there is no need to consolidate, on 

the grounds of immateriality. 

 

Consolidation date 

Assuming that consolidation is considered material enough to do, the precise date 

of control passing will need to be established to ensure the correct split of pre and 

post-acquisition reserves. 

 

Goodwill 

The purchase price includes deferred consideration, and this will need to be 

assessed on a fair value basis to ensure that goodwill is correctly calculated.  Given 

that this consideration is payable three years in the future, the figures will probably 

need to be discounted to present value, so an appropriate discount rate will need 

to be determined. 

 

Intercompany transactions 

If there are any intercompany transactions or balances between Faurlin Co and 

Helguson Co, these would need to be reconciled and then eliminated from the 

group financial statements. 

 

Related parties 

The acquisition of Helguson Co will add new related parties to the new Faurlin 

Group, and these will need to be identified in preparing the group financial 

statements. 

 

Deferred tax 

The acquisition of Helguson Co is likely to materially affect the Faurlin Group 

deferred tax position, so the tax positions of both Faurlin Co and Helguson Co will 

need to be assessed under the new group structure. 

 

First group accounts – audit timetable 

In previous years there was one set of financial statements to audit – Faurlin Co.  

From this year there will be two sets, with the addition of the group financial 

statements (and from next year potentially three sets, if we become auditor of 

Helguson Co as well).  The audit timetable will need to take the extra work into 

account, especially as this is the first time that the client will have prepared group 

accounts and so the risk of errors and/or delay is high. 

 

Component auditors 

For the 31st June 2017 year end, Helguson Co will be audited by another firm.  In 

auditing the consolidated financial statements, our firm as Principal Auditor needs 

to be accepting full responsibility for the audit opinion on those financial 

statements.  As a result, we will need to assess Helguson Co’s auditors to ensure 

we are able to place such reliance on them and on their work. 
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We will need to establish under which audit standards framework they will do their 

work, which ethical framework they work under, and which regulatory system 

monitors the quality of their work (especially if they are based in another country). 

 

We will need to plan an audit timetable to allow us time to agree their audit 

strategy and plan, and to review their working papers at the completion stage. 

 

We will also need to ensure that any information they send to us is in the format 

which we want, so we ought to send them a “consolidation pack” or something 

similar to guarantee that this happens. 

 

We will need to tell them the group materiality figure, so that they understand 

which issues in Helguson Co’s financial statements are likely to be material at the 

group level, and which are not. 

 

We also need to discuss the potential imposed limitation on the evidence available 

to us about aspects of the acquisition, as highlighted by the Faurlin Co directors.  

This limitation is likely to disrupt the audit process and may therefore cause major 

delays unless it is resolved. 

 

Other practical issues 

If Helguson has any accounting policies which are different to Faurlin Co, these 

would lead to consolidation adjustments being necessary.  This would also be the 

case if Helguson Co has a different year end to Faurlin Co. 

 

If such differences are very large, it may be necessary for Helguson Co to prepare 

two sets of financial statements, and provide a reconciliation between them – one 

set under their own policies and year end and another set using Faurlin’s policies 

and year end.  We need to understand these issues as soon as possible as they are 

likely to add a lot of time and work to the audit process. 

 

(d)   Forensics 

Forensic accountancy is the term covering the whole set of processes which 

comprise forensic investigations, the interviewing of people to identify or 

corroborate evidence, and acting as an “expert witness” in the court case that 

follows the investigation. 

 

As part of the investigation stage of a forensic accountancy exercise, many of the 

techniques that the forensic accountant will use are likely to involve procedures 

that appear to be very similar to those used on an audit of financial statements, 

hence these procedures are known as “forensic auditing” – audit procedures 

(analytical procedures, inspection, enquiry etc) being used during a forensic 

investigation, rather than during the audit of financial statements. 

 

Relevance to Faurlin Group 

Faurlin Co has identified a problem with its inventory, in that recent inventory 

counts are indicating that actual physical inventory is less than that indicated by 

the inventory records.  Since the company has not been able to identify the 

problem, they may now choose to employ some forensic accountants to assist. 
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The forensic accountants would try to identify potential reasons for the shortfall, 

which could include theft, poor inventory counting procedures, problems with 

inventory records (eg delays in recording sales, double-recording of purchases).  

They will then interview relevant people, and carry out forensic audit procedures to 

try to identify which of the possible reasons is true, for example by analysing the 

strength of controls over the inventory count and security controls over inventory 

in general, tracing invoices, goods despatch notes and goods received notes to the 

inventory system, and other such tests. 

 

If the conclusions of this work suggest a crime has been committed and Faurlin Co 

has suffered financial loss, the forensic accountants would then present their work 

and findings as evidence in the resulting court case. 
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Answer 2 – Bobby Chang 

 

Tutorial Help and Key Points 

This question covers the non-audit assurance part of the syllabus, which is often the 

subject of question 2 on the P7 exam.  The question focuses on a due diligence review, 

a popular exam topic in recent years.   

Parts (a) and (c) mostly test knowledge, but part (b) requires some thought and 

commercial common sense – if you were buying this football club, what are the critical 

things you would want to confirm first?  Bear in mind that no knowledge of football is 

needed – many of the issues would be identical for other companies, and the scenario 

makes it clear what needs to be looked at before a purchase goes ahead. 

Marking Scheme 

In part (a), 1 mark per relevant point with up to 2 marks for the definition and up to 

2 more for the benefits for Bobby Chang. 

Part (b).  This should be in a memo format, with a clear professional tone.  Your 

client is a successful businessman so should not be patronised with over-simplistic 

comments – he may not have had exposure to due diligence before, but the issues you 

will describe in your answer are commercial matters and business risk, and he will be 

expecting a professional tone in everything you write.  

The content will require some thought – but when buying any company reviewing 

contracts, loss of key staff etc are major threats, just as they are for the football club. 

Up to 1.5 marks per well explained point in part (b), depending on the quality and 

relevance of the explanation. 

Part (c) earns up to 2 marks for explaining “negative assurance”, up to another 2 

marks for an explanation of why it will probably be negative assurance, and up to 

another 2 marks for the contrast with “reasonable” or “positive” assurance as found in 

a financial statements audit. 

 

(a)   Due Diligence 

Due diligence is an essential process before entering into any transaction or 

undertaking where there is a significant risk of substantial losses.  Acquiring other 

companies involves a significant financial commitment, and a large football club will 

be a very high profile transaction creating reputation risk issues. 

 

A due diligence review is usually a “fact finding” exercise carried out on a target 

company. Some of these facts will need to be corroborated if there is a significant 

concern as to their accuracy. 
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An acquiring company needs to understand what it is buying, in terms of both its 

present situation and its likely future prospects.  The target company will have 

provided information, often in the form of “representations” from its management, 

such as promises that certain transactions will have been completed before the 

acquisition – and these need to be verified. 

 

Whilst Mr Chang could carry out the investigative work himself, having never been 

involved in a due diligence process he should expect to benefit by using external 

experts.  In addition, his own desire to buy the club may lead to an impairment of 

his objectivity, meaning he may look at things too optimistically because in reality 

he has already decided to go through with the transaction.  Having the advice of 

independent experts would help to balance this issue. 

 

(b)   Memorandum 

 

Memo 

To: Bobby Chang 

From: Accountancy Firm 

Date: 1st June 2017  

Subject: Due diligence matters – Football Club 

 

This memorandum is to explain the main matters that our firm would focus on in a 

due diligence review of the football club you have identified as a potential 

acquisition. 

 

Overview 

Clearly, our primary concern is to identify matters which could have a significant 

effect on the true value of the football club.  Once we have agreed a timeframe for 

the work that you wish us to perform, we will need to prioritise towards the major 

issues.  To fully assess a large organisation before an acquisition would require 

months of detailed work, but the timeline for due diligence is typically short as the 

deal needs to be finalised.  As such our work has to be limited to the most 

important matters. 

 

Stadium 

As you are aware, the football stadium is not owned by the football club itself.  It 

fell into the ownership of a bank after the stadium’s owner became insolvent, and 

we need to understand the bank’s intentions. The bank’s duty to its own 

shareholders means they are likely to look for the most profitable deal they can 

find, and if the stadium is on a valuable site they are likely to receive offers from 

others as well as from you.  Losing the stadium to a different owner is likely to 

result in the club needing a new stadium, and this would be a disaster in terms of 

cost and reputation with the supporters. 

 

Training grounds 

The two training grounds are under leases with the local authority and these lease 

agreements will need to be carefully analysed.  The local authority may have the 

ability to “break” the lease under a change of ownership of the football club, and if 

the leases are on good terms for the club, finding new training facilities may 
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involve increased costs and operational time delays (unable to train or play 

contracted football matches).  If land values have appreciated since these leases 

were originally signed, the risk of new leases being more expensive clearly 

increases. 

We would need to understand the length of the leases, and any other issues that 

could lead to the loss of the training grounds in the near future. 

 

Player contracts 

Clearly, a football club’s players are a major asset.  We will need to analyse each 

contract carefully to confirm its length and terms, as there may be guaranteed 

increases in salary in future years, or break clauses allowing the player to leave 

should ownership of the club change, or another club were to make an offer above 

a set minimum figure. 

 

Some players may already have decided to leave the club and are simply seeing 

out the end of their contracts.  This might require the club to replace these players 

in the short term and this would create a need for major cash outflows, so it will be 

important to understand the club’s future transfer plans (both in and out) and the 

cashflow implications of this. 

 

It may also be the case that some past transfers are being paid for (or received) in 

staged payments, so we will also need to understand when these are due to be 

received/paid, and whether they are contingent on any performance terms. 

 

Other key staff 

We also need to understand the status of other key staff (eg the team manager, 

physio, coach or medical team), so will need to analyse their contracts as well, to 

understand the likelihood of them leaving the club in the near future. 

 

Forecasts 

It is usual in a due diligence exercise for us to assess future forecasts of cashflow 

and profit, and to understand the assumptions on which they are based.  Major 

inflows and outflows in addition to the transfer funds highlighted above (eg, 

sponsorship, match day revenues, sale of merchandise) will need to be reviewed 

for completeness, and to assess whether any cashflow difficulties are possible in 

the near future. 

 

Intellectual property 

Any large sporting club is a brand in itself in terms of the value of the name.  The 

club should have protected this with the use of patents or copyright agreements as 

appropriate, but if any such agreements are missing or incomplete, it could 

seriously affect future revenues especially from sales of merchandise. As such we 

will be reviewing these legal agreements carefully. 

 

Other major assets and liabilities 

Whilst the football club is no doubt audited, it may be some time since the last 

year-end figures were verified.  We will be reviewing management accounts for 

performance since that year end, and will be verifying all current major assets and 

liabilities to ensure current internal management figures are reliable. 
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I hope you find this analysis helpful and feel free to ask if you need explanations on 

any other matter. 

 

(c)   Assurance Level 

Due diligence reviews are typically done under time constraints, meaning that a full 

and thorough review of all relevant information is simply not possible.  In addition, 

it may be difficult to determine if all evidence has been made available to the 

experts carrying out the due diligence work. 

 

As a result, due diligence assignments are typically a “review” rather than an 

“audit”, meaning that the work is mostly limited to analytical procedures, and 

enquiries of management. 

 

Based on this level of work, it is likely that the level of assurance will be relatively 

low, and this is often referred to as “negative assurance”.  Rather than giving an 

opinion that the information is true and fair, the assurance provider is likely to 

report that “nothing has come to my attention to suggest the information is not 

reliable”, or something similar. 

 

On an audit of financial statements, the auditor is required (by law and by audit 

standards) to carry out detailed work such as tests of control and substantive tests 

of detail (inspection, recalculation etc).  As a result of this detailed work, an auditor 

can provide a higher level of assurance often called “reasonable” assurance, 

providing a “positive” opinion that the financial statements are free from material 

misstatement. 
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Answer 3 – Warnock 

Tutorial Help and Key Points 

A typical multi-scenario ethics question.  

Students should be using terminology such as self-interest and self-review when 

explaining the threats, but explain these terms, not just state them. 

Marking Scheme 

For each scenario, a maximum of 3 marks for the issues raised, and a maximum of 3 

marks for how to respond to them (with a maximum of 5 marks in total for each 

scenario of course). 

 

(a)   Office A 

 

Issues 

As an employee of our firm, it is highly unlikely that these consultancy services 

should have been provided to anyone, let alone one of our clients, on a private 

basis (assuming that the employee’s comments are true).  If any work done in his 

capacity as an employee this should be creating revenue for the firm, not for him 

personally (unless there is some prior agreement on this matter). 

 

By doing this work, it also creates a potential self-review threat.  The nature of the 

consultancy work is unclear, but if it has any links to control systems or accounting 

systems then the audit process that David Jones manages would be reviewing his 

own work, which is hardly likely to be viewed as an “objective” exercise.  Problems 

may be ignored in order to avoid implying criticism of the work done by “DJ 

Associates”. 

 

The fact that David Jones did this work may also suggest that he has become too 

familiar with this client, as it would seem unlikely that he got the assignment in 

any other way.  This over-familiarity puts his ability to be professional sceptical at 

threat, and may further damage the objectivity of the audit process. 

 

Since David jones is an audit manager, he is in a relatively senior role and clearly 

can have an impact in the audit opinion that this client receives.  He must also 

know that this is unethical behaviour, as he is an experienced, qualified 

accountant. 

 

Response 

The first thing to do is to discuss the matter with David Jones and to confirm 

whether the facts are as stated by the employee.  If so, we should ensure that all 

facts are known (he may have performed additional work, detailed on other 

invoices, and may have done this for other clients as well). 



www.studyinteractive.org  15  

 

Assuming that our firm has no prior agreement with David Jones on this matter, 

this is almost certainly a disciplinary offence and may even require him to be 

dismissed, and to be reported to whichever Institute (eg ACCA) of which he is a 

member, as he has breached its Code of Ethics. 

 

He should be immediately removed from any work being done on this client, and a 

new audit manager should be appointed to take over his role, and to review any 

work done so far.  It may be necessary to review the audit work done in prior 

years, and on other clients, should this be just one example of many such invoices. 

It may be wise to have additional training sessions, or to send a reminder email to 

all professional staff, reminding them of their ethical responsibilities in this area. 

 

(b)   Office B 

 

Issues 

Employing the son of the CEO of the Office’s biggest client suggests either a 

familiarity threat (in terms of looking like doing a friend a favour), or possibly a 

self-interest threat in terms of trying to keep this client “happy”.  Even if the son is 

never used on any work relevant to Biss Co, the threat remains. 

 

If the son were to be used on any assignments relevant to Biss Co, then the 

familiarity threat would of course increase, although his junior status in the audit 

firm would help to reduce any real impact from this threat. 

Giving the son advice was not a major concern, as it is likely to be viewed by most 

reasonable observers as simply being polite and sharing knowledge and 

understanding. 

There is also a potential quality control concern, as there is a risk that the son may 

have been treated favourably during the recruitment process and may not have 

been required to complete the assessments and interviews of other candidates. 

 

Response 

The recruitment process used to hire the son should be reviewed by an 

independent partner, probably from another of the Firm’s offices, just to make sure 

that the son’s employment is merited, and that quality control is not threatened. 

 

Any future performance reviews of the son should not be carried out by Stephen 

Tan, and again it might be wise for such reviews to be carried out by staff from one 

of the other Offices. 

 

In fact, re-deploying the son to work in one of the other Offices would help to 

ensure that he has no contact with any staff working on Biss Co assignments, or 

has access to any Biss Co working papers. 

 

The closeness of Stephen Tan to this client should be assessed, as it may be wise 

to rotate him off this assignment and employ a different engagement partner to 

reduce the potential familiarity threat. 

 

Since the client is the largest of Office B, its percentage of Office B’s total recurring 

fees should be monitored closely over time, as its size and importance may be 
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becoming a problem.  Each year’s audit should receive an independent partner “hot 

review” as the client’s size implies that the audit is high risk. 

 

(c)   Office C 

 

Issues 

There is a clear advocacy threat in this situation.  If Paul Lambert attends this 

event he is likely to be viewed as supporting the client’s attempts to raise finance 

and therefore supporting their business strategies.  This is especially true if he is 

seated alongside the directors at the event. 

 

If he is seen as “on the client’s side” in this matter, some will assume the same to 

be true in his role as auditor of the client’s financial statements, and this cannot be 

allowed to happen. 

 

As engagement partner, Paul Lambert’s independence is critical – as it is he who 

will sign the final audit report. 

 

There is also a potential self-interest threat in terms of the “hospitality” aspect of 

attending the event, but an audit partner is likely to attend such events on a 

regular basis and it is unlikely that this aspect would be viewed as a major 

problem, unless the local hotel is viewed as extremely luxurious. 

 

 

Response 

The invitation to attend should be politely declined, as the potential threat is too 

great if Paul Lambert attends. 

 

However, it might be possible to send a partner from another of our firm’s offices 

in order to answer any technical questions which could arise.  However, this is 

probably not what the client is trying to achieve by inviting Paul Lambert, as the 

client probably wants to make use of his client knowledge and understanding. 

 

(d)   Office D 

 

Issues 

If someone is seconded to be Finance Director, they are highly likely to be involved 

in making management level decisions for this client.  This is inappropriate, and 

would create a perception that the audit firm and a client’s directors are not distant 

enough from each other. 

 

A clear familiarity threat is also caused, as the secondee will clearly become close 

to other directors and senior staff at the client.  

 

Even if the secondee was not involved in the audit of this client upon his return to 

the firm, his colleagues may be unlikely to criticise his work (self-review threat) 

and may therefore choose not to report errors in the financial statements or 

problems with the company’s internal control systems. 
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The FD role is clearly very senior which increases the already serious threats 

outlined above. 

 

It is allowable to second staff to clients, but highly dangerous if they are to perform 

a financial role, especially at a senior level.  If seconded, staff should not be 

involved in any management decisions, and should not be in a position to sign any 

agreements on behalf of the company.  As finance director, this would surely make 

this situation a problem. 

 

Also, on returning the secondee should not be involved in the audit – for at least 

two years – and this could cause staffing problems for the firm if no other suitable 

people are available. 

 

On the other hand, the secondment would help the staff member’s experience in 

terms of the varied issues they would have to face, compared with their normal 

role as an auditor.  In terms of staff development, this is a good thing. 

 

However, if the role is performed well there is a risk that the staff member is 

offered a permanent job, and this could also lead to staffing problems for the audit 

firm going forward. 

 

Response 

The senior level of this secondment may make it impossible to agree to, although it 

may be possible to send a senior audit manager or partner from one of the other 

Offices as this would help to reduce the threats noted above. 

If the other directors at the client are able to accept that the secondee will not be 

able to make any decisions without the rest of the board accepting full 

responsibility, then in theory it might be possible to agree to the client’s request, 

but the difficulties that this would create in having a Finance Director who is not 

actually able to “direct” may make it impossible. 
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Answer 4 - Taarabt 

 

Tutorial Help and Key Points 

A typical matters and evidence question. 

Matters should include a relevant materiality assessment of the potential errors, as 

well as highlighting the relevant accounting standards.  If the treatment used is clearly 

wrong, the impact on the audit report can also be mentioned. 

Evidence will be the usual items – copies of documents, inspection of assets, written 

confirmations etc. 

Marking Scheme 

1 mark per relevant point if sensibly explained. 

 

(a)   Matters 

At 56% of PBT, the share option scheme is clearly material by size.  Since it 

includes some directors (executives) it can also be described as material by nature. 

The value of the options should have been calculated using an acceptable method 

(eg Black Scholes) and should be based on the value at the date of the grant. 

 

Under IFRS 2 “Share Based Payments” it is correct to spread the total value over 

the 4 year vesting period.  However, the value should take account of the potential 

for some of the options not to vest, either due to failing to meet performance 

targets, or due to staff leaving.  The assumption that all of the options will vest 

would suggest that there is a risk that the expense is overstated. 

 

Share option schemes also require significant disclosures (especially for any 

directors involved). 

 

Evidence 

•    A copy of the scheme documentation in order to ensure that all terms are 

understood, the members of the scheme can be verified, and the 4 year vesting 

period is confirmed. 

•    An analysis of the performance criteria in order to assess the likelihood of all 

members of the scheme meeting these criteria and the options therefore 

vesting. 

•    A copy of the financial statements to ensure that all necessary disclosures have 

been included. 

•    A copy of the report from a competent, experienced, independent and suitably 

qualified expert (eg a CFA) verifying the calculation of the expense. 
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•    An analysis of post year-end staff movements from HR records to assess 

whether any members of the scheme have already left the company. 

•    An analysis of historical staff turnover data to help assess the assumption that 

none of the scheme members will leave during the 4-year vesting period. 

(b)   Matters 

 

The breach occurred before the year-end, so as at 31 March 2017 the loan is a 

current liability, not a long-term liability. 

 

At 7% of total assets the loan is clearly material to the presentation of the 

statement of financial position, and the significant change in immediate cash 

outflows would almost certainly be material to shareholders. 

 

The bank’s decision to retain the original repayment date is a non-adjusting, but 

disclosable, event after the reporting period (post balance sheet event) under IAS 

10, as the bank’s decision was not the situation as at the year end.  Therefore the 

loan should be shown as a current liability. 

 

There is no going concern issue here, as going concern assessments necessarily 

look at post year-end events so in assessing going concern threats the bank’s 

decision must be included. 

 

Evidence 

•    A copy of the loan agreement in order to agree repayment date and that the 

loan covenant was indeed breached. 

•    A recalculation of whichever figures are relevant to the covenant, to verify that 

a breach took place. 

•    A copy of correspondence with the bank, to verify their decision is final and that 

there is no risk of it changing.  Also, to assess whether any future breach would 

be treated differently. 

•    An analysis of company forecasts to assess the risk of future breaches of the 

loan covenant. 

(c)   Matters 

 

The law division may be a significant enough part of the business to be considered 

material by nature, and its closure seen as a material change in strategy. 

 

The discussion at the Board Meeting was before the year end, and is evidence that 

the assets of the law division were impaired before the year end.  Given that the 

division is being closed and not sold, this would suggest that any impairment is 

likely to be material. 

The eventual closure of the division was after the year-end.  As such, this does 

NOT qualify as a discontinued operation under IFRS 5 as this requires a closure to 

have happened before the year-end. 
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In this respect, the separate presentation of results is wrong, and if not corrected 

is likely to result in an “except for” qualification on grounds of material 

misstatement. 

 

There should be no provisions for redundancy or other related matters because the 

obligation was probably not created until the staff were told (communication will 

give rise to a constructive obligation, as per IAS 37) and this occurred after the 

year end. 

 

Likewise, the early ending of the lease is irrelevant for the accounts of the year 

ending 31st March 2017, as the events causing the lease to be terminated all 

occurred after the year end. 

 

Evidence 

•    The results of the law division in recent months pre-closure, to assess its 

significance to the company overall. 

•    A copy of Board Minutes to verify when the directors first noted the 

impairment. 

•    A copy of post year-end invoices showing the sales value of any asset 

disposals, to assess the impairment of assets of this division as at the year end. 

•    A copy of redundancy letters to staff in order to verify the date that they were 

told was after the year end. 

•    Copies of utility bills for the law division buildings to show when telephones, 

electricity, water etc. ceased to be used, as this would help to prove when the 

operations ceased. 

•    A copy of the building lease to verify that there were no terms included that 

may have been breached before the year end, as this could mean that the $2m 

penalty might need to be included as a provision (although it would seem 

unlikely). 
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Answer 5 – Queen Promotional Research Co 

 

Tutorial Help and Key Points 

Part (a) relates to two additional paragraphs that are possible in an audit report, 

without modifying the audit opinion. 

As is common, part (b) then relates to part (a) in terms of the scenarios presented. 

Marking Scheme 

In each case, 1 mark for each relevant point made. 

 

(a)   Additional paragraphs 

Sometimes an auditor will issue an unmodified audit opinion (meaning there are no 

material concerns with the accuracy of the financial statements) but will have 

additional matters which they wish to report to shareholders.  This is covered 

within ISA 706 Emphasis of Matter and Other Matter Paragraphs in Audit Reports. 

 

Where these additional matters concern something within the financial statements, 

the additional paragraph is referred to as an “Emphasis of Matter” paragraph and 

will be placed somewhere below the Opinion and Basis for Opinion sections (precise 

placement spot is at choice of the auditors). 

 

If however the additional matter relates to something not in the financial 

statements then it becomes an “Other Matter” paragraph, and may be better 

placed elsewhere in the Audit Report if necessary (see below). 

 

One of the most common examples of Emphasis of Matter paragraphs is where a 

company has correctly disclosed something of big significance in the FS (but NOT a 

going concern uncertainty), such as early implementation of a major change in an 

accounting standard.  Since the disclosures are correct, the audit opinion remains 

unmodified.  However, the auditor will want to ensure that shareholders read the 

relevant Note to the Financial Statements and so the extra paragraph helps to 

draw attention to this disclosure in the Financial Statements. 

 

If there is something else the auditor wants to bring to the attention of 

shareholders, but which does not relate to the content of the FS, an “Other Matter” 

paragraph is used. This might include highlighting that last year’s FS were audited 

by a different audit firm, or explaining that the audit report has restrictions as to 

its distribution. 

 

If the auditor believes that there is an inconsistency between the information in the 

Annual Report and the FS, an additional paragraph is inserted into the “Other 

Information” section of the audit report. In this section, the auditor’s duties re 
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“Other Information” are set out, including the need to highlight such 

inconsistencies where they exist. 

 

It should be noted that additional paragraphs may also be needed at the end of an 

audit report to make legally required disclosures, depending on the country in 

which the auditor is reporting. 

 

(b)   Matter one 

The audit papers suggest that the financial statements are true and fair and 

therefore there is no need to modify the audit opinion. 

 

Therefore, it would appear that it is the Chairman’s Statement which is presenting 

wrong information, and if the Chairman is not willing to alter the comments then 

shareholders will be misled. 

 

The Chairman’s Statement is an example of “Other Information” (ISA 720) and is 

not subject to an audit.  However, auditors have a professional responsibility to 

read such documents and where they find misleading comments should seek to get 

them changed. 

 

Where they are not changed (as here), an extra paragraph should be added to the 

audit report within the Other Information section to highlight the inconsistency, 

whilst making clear that the audit opinion is not affected. 

 

The audit senior is correct in the comment about not auditing the Chairman 

Statement, but appears to have forgotten that the auditor still has to read such 

items and highlight any inconsistencies that remain. 

 

Matter two 

The investigation raises clear potential threats to the company’s going concern 

status and should be disclosed in a Note to the Financial Statements.  It appears 

that this has been done and as a result the financial statements are true and fair 

and no modification to the audit opinion is required. 

 

However, the investigation is a very serious matter and therefore the auditor 

should add a paragraph headed “Material Uncertainty Relating to Going Concern” 

(MURGC), placing this directly beneath the Basis For Opinion paragraph. 

 

The paragraph should draw attention to the FS Disclosure Note, whilst making clear 

that the opinion remains unmodified in this respect. 

 

The audit senior’s comments are again correct – the Financial Statements are 

indeed correct.  However, the whole point of a MURGC paragraph is to allow the 

auditor an opportunity to comment in the audit report on a serious going concern 

disclosure in the FS, without affecting the audit opinion itself. 

 


