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Introduction
The FAE Committee notes that this is the fourth year of the Elective Interim Assessment and is issuing this
report to provide students with feedback on candidate performance to assist candidates prepare for the main
elective exams in August 2019.

Executive Summary
The assessment has been introduced at FAE to allow candidates to gain some insight and practice in their
FAE studies and to be eligible to earn some credit in advance of the main exam. Candidates will receive a
percentage mark result based on the 15% weighting for their chosen elective. The April 2019 Interim
Assessments carries a weighting of 15% towards a candidate’s overall chosen FAE Elective result.
The Committee is pleased to see good performances in Audit and the two Taxation Interim Assessment
papers; and the Committee notes the weaker performance in revised syllabus Advisory Interim Assessment
(previously APM). The Committee is pleased to see good performances in the 2 new electives this year,
Financial Services and Public Sector.
Further commentary is provided in the Examiner comments in each of the papers attached.
Results are presented below. Table 1 presents the overall pass rates for FAE Interim Assessment. Table 2
presents the results per elective.

Table 1: Overall Performance at FAE Interim Assessment
Results across all candidates in all electives:

No. of
Candidates

Overall
2019 %

No. of
Candidates

Overall 2018
%

More than 50 marks

1,022

82%

896

75%

Less than 50 marks

227

18%

301

25%

1,249

100%

1,197

100%

Mark Achieved

Total number of candidates sitting

Table 2: Summary of results per elective (percentage pass rates)

Average mark achieved
Total # Scripts
# with > 50 Marks
% with > 50 Marks

Average mark achieved
Total # Scripts
# with > 50 Marks
% with > 50 Marks

ADVISORY
2019
2018
47.0
50.3
258
325
161
202
62%
62%

AUDIT
2019
2018
63.5
62.0
595
562
541
488
91%
87%

TAX ROI

TAX NI

2019
58.0
297
235
79%

2018
54.8
244
160
66%

2019
52.4
47
35
74%

2018
53.6
66
46
70%

PUBLIC SECTOR
2019
2018
54.9
13
11
85%
-

FINANCIAL
SERVICES
2019
2018
62.8
39
39
100%
-
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INSTRUCTIONS TO CANDIDATES

1.

This assessment is 90 minutes in duration inclusive of reading time.
A separate answer booklet is provided and MUST BE USED BY ALL CANDIDATES.
This is an OPEN BOOK Assessment.

2.

Candidates should indicate clearly whether they are answering the paper in accordance with the
law and practice of Northern Ireland or the Republic of Ireland.

3.

Candidates should assume the character of the case and answer accordingly.

4.

All workings should be shown.

5.

The assessment begins on Page 2 overleaf.

SIM: AVONDALE
(Suggested time 90 minutes)
You are, Abigail Wright, the Strategic Management Accountant at Avondale plc (‘Avondale’); a large
international dairy business. Avondale emerged from the amalgamation of small, locally focused cooperatives in the Irish border region during the 1970’s. The resulting increase in scale facilitated the
construction of large modern multi-purpose dairy plants with significantly increased capacity. Alongside
Ireland’s membership of the European Economic Community (‘EEC’), this enabled Avondale to commence
export sales – first to Great Britain, then other EEC member states and eventually globally. A stock market
listing in the 1990’s gave the Group access to further capital and facilitated the acquisition and construction
of cheese plants in North America. As Ireland has approached full employment, migrant workers are now
playing a key role in continuing sector growth.
You have been called to an early Monday morning meeting with Roisin Burke, the Chief Financial Officer.
Roisin begins by commenting on trade tensions and protectionist measures stemming from the current
American administration’s dissatisfaction with its balance of trade deficit. Roisin notes that “Over the
weekend dairy products were dragged into the argument and China announced increased tariffs on cheese
exports from the U.S.A. The impact on the sector is hard to judge exactly but the stock price of the affected
Irish companies is expected to open some 5% lower later this morning. Not helpful on top of Brexit
challenges.” While Avondale is not directly affected currently, Roisin has been invited to address a meeting
of Irish and Northern Irish political leaders next month and would like your help preparing. She asks you to
highlight and explain economic theories that demonstrate the benefits of international trade, including some
references to the work of the European Union supporting trade, and drawing on Avondale’s experience.
Rosin then makes you ‘an insider’ in relation to some very exciting news, the potential merger of Avondale
and Wexford Creameries plc (‘Wexford’), a similarly sized competitor. The two businesses are very well
known to each other, with for example a number of senior executives, including Roisin, having moved
seamlessly between the two groups during their careers. Indeed, the groups also have a number of large
institutional shareholders in common. The combined entity would be the third largest dairy processor in
Europe and the fourth biggest cheese producer in the U.S.A.
The two groups’ Irish operations have a high degree of overlap and cost synergies have been estimated at
€/£ 14 million per annum before tax. The groups’ international operations would also be highly
complementary with Wexford’s American plants having established strong sales to the large and fastgrowing Chinese market, while Avondale’s American plants have excellent distribution to the domestic
American market. Revenue synergies are estimated at €/£ 25 million of incremental sales per annum at an
EBITDA margin of 22%. Revenue and cost synergies are projected to be realisable almost immediately,
grow in line with existing operations and cost €/£ 17 million pre-tax to achieve.
Recent financial results and valuations for Avondale and Wexford are included (see Appendix I). The
merger is being contemplated based on a share-for-share exchange using last Friday’s closing prices. Roisin
notes that “Wexford is currently trading on a higher P/E ratio than Avondale which I suspect will concern the
Board given our growth prospects and business positions are regarded as comparable - Wexford, however,
has got a stronger balance sheet (with net cash of €/£ 65 million as compared with our net debt position of
€/£ 103 million, following our more recent American expansion). Based on Enterprise Value/EBITDA ratios
our valuations are much more comparable.” Roisin asks you to “assess the possible merger from a financial
point of view, firstly, from an overall perspective given the synergies and, secondly, from Avondale’s
perspective given the proposed share exchange ratio.”
Roisin notes that ‘Last year we presented our board (the Avondale board), with some strategically compelling
acquisitions to move Avondale into the branded sports nutrition sector. The selling shareholders, however,
were insisting on all-cash consideration and the Board considered the target companies too large for
Avondale to prudently raise the required funds via debt and/or equity. The board were also wary of paying a
substantial bid premium [above the stand-alone market value of the target companies] in cash [to the selling
shareholders] on the back of uncertain projections of synergies in businesses that were new to us.”
“However it is different now that we have a potential merger on our hands!” Roisin asks you to (a) assess the
strategic and other major implications of the possible merger on the organisation, and (b) explain the
applicability, or not, of the Board’s concerns in relation to the acquisitions presented last year on its likely
assessment of the merger proposal.
You leave Roisin’s office very excited about this potentially doubling in size of the Group, whilst also trying to
keep your mind on day-to-day tasks like preparing Roisin’s address to local political leaders.

APPENDIX I – LATEST AVONDALE AND WEXFORD FINANCIAL INFORMATION

Year Ended 31/3/2019:
EBITDA
Operating Profit
Interest Income (Expense)
Profit Before Tax
Taxation
Profit After Tax

Market Capitalisation
(based on share prices last Friday)

Avondale plc
€/£ million

Wexford
Creameries plc
€/£ million

78.3
68.2
(2.5)
65.7
(9.9)
55.8

79.5
69.3
0.2
69.5
(10.4)
59.1

832

1,010

END OF INTERIM ASSESSMENT

FAE ADVISORY APRIL 19 Interim Assessment – Suggested Solution
Examiner comment – overall
This is the first sitting of the Advisory syllabus (formerly APM). This is a mixed performance by Candidates.
Candidates performed well on issues #1 and #3 however Candidates struggled to get to grips with the
calculative aspect of Issue #2, assessment of the financials with respect to a potential merger. In some
cases, candidates did not attempt the indicator at all, or other candidates did not attempt any of the
calculative part, choosing instead to offer some non-financial factor commentary, some of which was relevant
and earned credit.
The examiner would like to note the poor quality of handwriting and poor layout of answers in a number of
candidate scripts. Candidates should consider that in the cases they sit, they are being asked by a senior
staff member to report to them on a number of matters, so presentation of answer is an important element in
professional competence marks.
Finally, the examiner wishes to acknowledge CASSI for providing candidate feedback; candidates expressed
surprise at the inclusion of mergers and acquisitions being examined, however this was clearly flagged by
the examiner in the interview conducted in the March 2019 edition of Accountancy Ireland Extra.
Furthermore candidates best answered issue was issue #3, the strategic implications of the merger and this
was a test of the new material at Advisory.
The examiner would further like to remind all candidates that the examiner regularly provides articles to the
student publication Accountancy Ireland Extra.

Issue #1: Analyse the reasons why businesses in Ireland would want to extend beyond national boundaries
to include…Theory of comparative advantage (1.1)
Roisin
You asked me to highlight and explain economic theories that demonstrate the benefits of international
trade, including some references to the work of the European Union supporting trade, and drawing upon
Avondale’s experience.








Free international trade (as distinct from protectionism and tariffs) first began to be encouraged in 1776
by Adam Smith, the Scottish philosopher and political economist. He argued that if products could be
produced more efficiently in another nation, due to their particular national resources, then other
countries should avail of this ‘absolute advantage’. Dairy farming in Ireland is a case in point given our
mild climate means that cows can be out of doors more than in most other countries. Over time every
nation would benefit from international trade as a result of this national ‘specialisation’.
Later refined theories highlighted that even if a country had only a comparative (rather than absolute)
advantage in the production of the products in which it specialised, countries could still benefit from
maximising international trade. A comparative advantage being where a country can produce a good at a
lower opportunity cost than a competing country.
The concept is sometimes illustrated by a simple example of two equally sized countries (A & B)
producing two products (food and machines).
o Country A dedicates 80% of its land to food producing 1200 units (15 units per %) and 20% to
machinery producing 100 units (5 per %).
o Country B dedicates 20% of its land to food producing 200 units (10 per %) and 80% to
machinery producing 800 units (10 per %).
Overall ‘global’ wealth can be maximised if A focuses its resources on where it has an advantage
i.e. food.
o Thus A could dedicate 90% of its resources to food (producing a surplus food of 150 units) and
10% less resources to machinery (creating a deficit of 50 units).

o









Meanwhile B could switch 10% of its resources from food to machinery, producing 100 less food
units and 100 more machinery units.
o Through trade each country can fully address its product deficit (A trades 100 units of food with
B for 50 units of machinery) while still being left with surplus goods to enjoy (or saved resources)
as compared to the prior situation (i.e. surplus of 50 food units for A and 50 machine units for B).
Free trade and global capitalism has accordingly been recognised by most of the world’s
democratic governments as the most effective way to seek to maximise global wealth, with safety,
quality and environmental standard also being enforced to prevent the exploitation of people and
unsustainable use of natural resources. Organisations like the WTO and EU develop and enforce these
standards and mediate trade agreements.
Technology advances facilitated easier movement of goods, communication and money transfer.
Political initiatives like the EEC / EU reflect a belief in comparative advantage to improve the living
standards of all Europeans through a total freedom of movement of people, goods and capital. Given
approaching full employment in Ireland, migrant workers from other EU states are supporting the
continued growth of Avondale and the Irish dairy sector.
The introduction of the euro by the EU marked a further facilitation of international trade by eliminating
exchange risk and simplifying price comparisons. Indeed, the share of total exports represented by
intra-EU exports is the highest of all the global free trade areas at 68%. This facilitation of trade by the
EU simplified exporting for Avondale and assisted its gradual development as a UK, continental
European and then international exporter.
Protectionism therefore reflects a return to discredited ideas that international trade is a zero-sum game,
which alongside isolationism from close international cooperation, is likely to reduce GDP and curtail the
emergence of further successful international companies like Avondale.

Examiner comment – Issue #1
This was a well answered indicator. Candidates offered a wide-ranging set of arguments and there was lots
of good linkage back to Avondale and the EU. Brexit featured in some commentary and where it was
relevantly argued, credit was earned.

Issue #2: Demonstrate the ability to make a reasoned recommendation regarding a specific domestic or
international business opportunity through acquisition or merger using company valuation techniques such
as Market Based Methods (2.6)
Financial Assessment of Merger
(1) From an overall perspective given the synergies
On the face of it, the merger is highly attractive from a financial perspective given the substantial synergies
that are projected to accrue to the combined shareholders of the new group. The value of the synergies is
estimated below at €19.5m EBITDA p.a., which based on the existing EV/EBITDA valuation multiple of 11.9
times, should lead to a c€217m or c.12% uplift on the current market capitalisation.

Workings to demonstrate increase in Market Capitalisation from the proposed Merger
Existing EV /EBITDA Ratio Calculation
Avondale

Wexford

€m

€m

Year end 31/3/19 EBITDA

78.3

79.5

Current Mkt Cap

832

+ Debt (Cash)

103

1,010
(65)

EV

935
11.9

945
11.9

EV / EBITDA Ratio

Method 1 using the figures in the case
€m
Estimated Cost synergies p.a. pre-tax per question
Estimated Revenue synergies p/a/ pre-tax per question
EBITDA margin per question 22%

€m
14

25
0.22

Estimated EBITDA uplift
Average EV/EBITDA multiple as calculated above
Market Capitalisation uplift before implementation
cost
Costs to implement €17m less 15% average corp tax rate
Estimated market cap uplift
Existing market caps €832 + €1,010
Estimate uplift in market caps

5.5
19.5
11.9 times
232
(14.5)
217
1,842
11.8%

Method 2 Applying the P/E Ratios
Applying P/E ratio

€m

EBITDA uplift as calculated above [€14m + (€25m x 22% margin)]

19.5

Average current EBIT/EBITDA percentage (€68.2+69.3) / (€78.3+€79.5)

87%

Assumed EBIT uplift €19.5m x87%

17.0

Average corporate tax rate 15%

0.15

Assumed PAT uplift €17.0m less 15% average tax

14.4

Current Average P/E multiple Note*

16.0

Assumed PAT uplift X Current Average P/E

231

Costs to implement €17m less 15% average corporation tax rate
Estimated market cap uplift
Existing market caps €832 + €1,010
Estimate uplift in market caps €217/1,842

Note* Current Average P/E multiple
Avondale Current market cap € 832 /Current profit after tax €55.8 = 14.9
Wexford Current market cap € 1,010 /Current profit after tax €59.1 = 17.1
Average of P/E Avondale 14.9 + P/E Wexford 17.1 = 32/2 = 16.0 times

(14.5)
217
1,842
11.8%

(2) From Avondale’s perspective given the proposed share exchange ratio
A merger via a share for share exchange will mean that Avondale shareholders effectively sell some of their
interest in Avondale to acquire an interest in Wexford, at prices based on the share exchange ratio. Thus
Avondale shareholders need to be satisfied that the share exchange ratio does not either undervalue
Avondale or overvalue Wexford. Some factors below which are relevant in this context:






The Wexford share price is expected to fall by some 5% on the opening of the market due to the new
Chinese tariffs just announced on cheese exports to China from American plants. Avondale will want
to assess if this is a reasonable assessment of the long-term impact on Wexford’s valuation and
make an appropriate adjustment to the share exchange ratio.
As per below, Wexford has a higher P/E ratio than Avonmore. However this would appear to be fully
explained by the differences in the capital structure of the two groups (e.g. Wexford’s surplus cash
position forms part of its market cap, thereby boosting its reported P/E ratio). On an EV/EBITDA
basis the two groups have comparable valuations of 11.9x, consistent with the general perception
that they have comparable growth prospects and market positions

Common shareholders in both Avondale and Wexford are less effected by any ‘imperfections’ in the
share exchange ratio given they are exchanging shares in both directions. They are also generally
more willing to embrace the merger given they are already satisfied to be shareholders in both
companies. Thus, the presence of large common shareholders reduces the potential for share
exchange ratio issues derailing the proposed merger.

Examiner comment – Issue #2
The key to this issue was to calculate the P/E ratio and EV of Avondale and Wexford. These are
straightforward calculations and please refer to the solution for step by step method to completing same.
Some candidates ignored the indicator entirely whilst others made some attempt at the calculations but often
with fundamental errors.

Issue #3: Demonstrate the ability to make a reasoned recommendation regarding a specific domestic or
international business opportunity understanding the strategic implications of merger and acquisition activity
on the organisation (2.7)
Roisin
You asked me to (a) assess the strategic and other major implications of the possible merger on the
organisation and (b) explain the applicability, or not, of the Board’s concerns in relation to the acquisitions
presented last year on its likely assessment of the merger proposal.
Strategic & Other Major Implications of The Potential Merger on the Organisation


The most significant strategic implication is perhaps the positive growth in scale and resources that a
combination would bring. For example, the combined organisation is likely to be much better positioned
to make a large acquisition in the branded sports nutrition which appears currently beyond Avondale’s
funding capacity. The combined organisation will also have more resources to invest organically for
example in R&D, new product development etc.



The new entity would also be a major player in the industry (top 3 Europe; top 4 America) putting it a
stronger position to influence and avail of new opportunities e.g. entering new geographies or product
markets. In this regard, given the size of the combined groups’ market shares, regulatory approvals from
competition authorities may be necessary.



The combined organisation is also projected to be more profitable (given the cost synergies) making it
better able to compete, weather adverse events etc.



The combined organisation will also have an expanded geographic base (e.g. large positions in both
the Chinese and American markets) giving it more market consumer, production and other insights and
making it more diversified and better able to manage downturns in either market.



There will of course be challenges to integrating two large organisations, select a single top team
(CEO, CFO etc.), achieve the synergies etc. This may distract from existing strategic priorities and turn
attention inwards. Success however is helped by the apparent similarities in the organisations, and their
culture and the presence of senior executives who have worked in both organisations.

Applicability of the Board’s Prior Concerns Re Acquisitions on its Assessment of the Merger
Firstly, the Board were concerned that the selling shareholders were insisting on all-cash consideration and
the Board considered the target companies too large for Avondale to prudently raise the required funds via
debt and/or equity. While the merger with Wexford is again a very large transaction, the consideration will be
fully in shares, so Avondale’s debt and equity holders will not be asked to provide any funding. Indeed, as
noted above, Wexford has a stronger balance sheet than Avondale, so a combined entity would have lower
debt levels than Avondale’s current levels. In addition, a combined entity (double the size of Avondale with
less leverage) would be in a stronger position to execute “strategically compelling acquisitions to move
Avondale into the branded sports nutrition sector”.
Secondly, the Board were reluctant to pay a large upfront premium for uncertain synergy benefits last year,
the proposed merger should be perceived fundamentally differently:
a) Given how well the businesses are known to each other (e.g. the direct knowledge of management,
including via prior employment), their clear overlap in operations, and their apparently similar
organisational cultures, the certainty attaching to the realisation of the synergies should be
substantially higher than for a typical combination and the acquisitions presented last year. In the
latter case, Avondale was moving into a new sector (branded sports nutrition) via the proposed
acquisition of “businesses that were new to us”.
b) In a merger scenario, the combination is also substantially ‘de-risked’ as neither company has to
commit/pay a substantial upfront premium on acquisition – instead no cash changes hands and the
shareholders combine to share both the synergy realisation upside and risks.
In summary, apart from the fact the possible merger is also a large M&A transaction, the Board’s specific
concerns re the acquisitions presented last year should not be applicable to the merger (indeed the
proposed combination actively addresses some of those concerns).
Regards
Abigail

Examiner comment – Issue #3
This issue was the best answered issue; Candidates were clearly able to cite material from the notes and
link to the facts of this case. Some candidates were able to demonstrate the financial benefits arising from
their analysis in issue #2.
Candidates made the point that this merger is based on a share for share exchange, so as to negate
previous concerns/views held by the board. However an equal number of candidates missed the point in the
paper about the share for share exchange and advised the board not to go ahead as they could not afford to
take on such a large debt in acquiring Wexford.

Final Admitting Examination
PAPER 2

ADVANCED AUDITING &
ASSURANCE
INTERIM ASSESSMENT
Saturday 27 April 2019: 10.00am – 11.30am

INSTRUCTIONS TO CANDIDATES

1.

This assessment is 90 minutes in duration inclusive of reading time.
A separate answer booklet is provided and MUST BE USED BY ALL CANDIDATES.
This is an OPEN BOOK Assessment.

2.

Candidates should indicate clearly whether they are answering the paper in accordance with the
law and practice of Northern Ireland or the Republic of Ireland.

3.

Candidates should deem each monetary amount shown with the €/£ symbol to be stated in their
relevant currency.

4.

All workings should be shown.

5.

Assessment begins on Page 2 overleaf.

SIMULATION: BOBO MANUFACTURING GROUP
(Suggested time: 90 minutes)
It is April 2019 and you are Aisling Donovan, an audit senior working for Jones & Co Auditors. The audit of
BOBO Manufacturing Group (“BOBO”) for the year ended 31 December 2018 is due to take place in the next
few weeks. You have worked on this engagement for the last four years whilst the audit engagement partner
Bernard Martin has been involved for eleven years at this stage.
Donal Coleman has just been appointed as Financial Controller of the Group. Donal worked as an Audit
Director at Jones & Co Auditors two years previous and was involved in the BOBO Group audit.
You are about to prepare a time budget for the audit and note that the fees for last year have not yet been
paid despite numerous follow ups by Bernard.
Bernard Martin calls you into the office.
“Hi Aisling, as you know the audit of BOBO Group will commence shortly. In advance of the audit fieldwork,
could you please consider any ethical and engagement continuance issues arising and explain how these
should be addressed. For each issue please be clear on the significance of it and the potential
consequences for us continuing as auditors of the group. I held a meeting with Senior Management of BOBO
last week and include the minutes of this meeting (see Appendix I). The Finance Director, Tom Dalton
requested we provide a fee quotation to provide advice regarding the valuation of goodwill in the group but I
am unsure as to whether we can provide this service under the Ethical Standard. I also obtained the draft
financial statements of BOBO Group, at Appendix II. From all the information we have on the Group can you
identify the key audit risks, the related audit assertions and how we should address these when carrying out
our audit fieldwork. If you send me across a memo addressing these points we can catch up next week to
discuss in detail”.
You return to your desk to commence the memo.

APPENDIX I: MINUTES FROM MEETING WITH SENIOR MANAGEMENT OF BOBO GROUP
Revenue
BOBO Group has been trading in Ireland for over twenty years, earning sales in both Euro and US Dollars.
The Group sells various forms of farm machinery primarily to the Irish, US and mainland Europe markets.
An analysis of revenue is as follows;
2018
€/£ ’000

2017
€/£ ’000

Ireland

8,760

9,220

US

7,140

11,450

26,680

22,670

42,580

43,340

Mainland Europe

No. of units sold 000’s
2018
2017
Ireland
US
Mainland Europe

520
420
1,600

500
615
1,200

Tom Dalton explained that BOBO had managed to increase their prices during the year with an average
sales price per unit for the year of €/£ 20,000 with little differential on price across the different markets.
Sales to the US are denominated in Dollars and are translated to Euro/Sterling using the closing rate at the
year-end.
1 January 2017
Average rate for 2017
31 December 2017
1 January 2018
Average rate for 2018
31 December 2018

€/£1.00:
€/£1.00:
€/£1.00:
€/£1.00:
€/£1.00:
€/£1.00:

$0.75
$0.72
$0.78
$0.78
$0.80
$0.88

Sales to mainland Europe include 50 units sold on a sale or return basis, which have been sold at a margin
of 30%.
Intangible assets
During the year BOBO management valued its customer lists at €/£ 350,000, which were capitalised in the
financial statements as at 31 December 2018. The following journal entry was posted to the financial
statements

Intangible assets
Distribution costs

Debit
€/£ ’000
350

Credit
€/£ ’000
350

Warranties
Historically, on average, 8% of units sold are returned due to faulty parts and a full refund is provided in
accordance with the Group’s warranty terms and conditions. There are no provisions for such warranties
maintained in the financial statements, as the Directors believe the amount would be immaterial.
Inventory
Inventory levels are consistent year on year. Joe Molloy, audit assistant attended the year-end stock count
and noted no issues.
Investment Property
Independent third party valuations for investment property at 31 December 2018 were obtained which
resulted in a €/£ 340,000 fair value adjustment to investment properties as at that date.
Other
There was no issuance of shares during the year or changes in shareholders. Dividends of €/£ 480,000 were
paid during 2018.

APPENDIX II: DRAFT FINANCIAL STATEMENTS FOR THE YEAR ENDED 31 DECEMBER 2018
Statement of profit or loss and other comprehensive income for BOBO Group for year ended 31
December
2018
2017
€/£ ’000
€/£ ’000
Revenue
42,580
43,340
Cost of sales
(27,220) (25,590)
Gross profit
15,360
17,750
Distribution costs
(6,340)
(6,840)
Administrative expenses
(4,030)
(4,420)
Finance costs
(325)
(360)
Profit before tax
4,665
6,130
Income tax expense
(520)
(680)
Profit for the year
4,145
5,450
Statement of financial position as at 31 December for BOBO Group
2018
2017
Assets
€/£ ’000
€/£ ’000
Non-current assets
Property, plant and equipment
13,450
14,220
Investment property
2,020
1,680
Intangible asset
2,080
2,400
17,550
18,300
Current assets
Inventories
Trade receivables
Cash and cash equivalents

Total assets
Equity and liabilities
Capital and reserves
Ordinary share capital
Revaluation surplus-investment property
Retained earnings
Non-current liabilities
Loans

Current liabilities
Trade payables
Current portion loans
Current tax payable

Total equity and liabilities

1,885
7,880
670
10,435

890
5,230
1,260
7,380

27,985

25,680

350
340
19,660
20,350

100
16,995
17,095

3,230
3,230

3,725
3,725

3,510
410
485
4,405

4,000
440
420
4,860

27,985

25,680

END OF SIMULATION
FAE ADVANCED AUDITING AND ASSURANCE APRIL 19 Interim Assessment – Suggested Solution
Examiner comment – overall
A total of 595 candidates presented for this paper. Overall the standard of scripts was greatly improved
compared to previous sittings. Generally, candidates demonstrated a good knowledge of ethics, identifying
audit risks and linking these to relevant procedures. Answers to the audit risk issue were improved compared
to previous years with candidates in the majority identifying the “obvious and specific” audit risks. However, a
number of candidates failed to identify the incorrect accounting of investment properties and also the
unreconciled retained earnings. Some candidates also incorrectly assumed an analysis of ISQC 1 was
required.

Memo
To:

Bernard Martin

From:

Aisling Donovan

Date:

April 2019

Subject:

BOBO Manufacturing Group

Further to our earlier conversation, I have outlined below the ethical and engagement continuance issues we
need to consider in relation to the continued engagement with BOBO Manufacturing Group together with the
safeguards we should put in place before continuing the engagement. I have then gone on to address the
audit risks we should face and the tests we would carry out to mitigate these risks.
I look forward to discussing this with you once you have had a chance to review.
Aisling
Primary indicator #1
The candidate demonstrates they are able to review the available information and evaluate the issues arising
in the context of the Ethical Standards.
Evaluate potential engagements in the context of the Ethical Standard. (1.4)
I have considered the requirements of the Ethical Standard in relation to continuance of this engagement.
Section 3 Long Association with Engagements and With Entities Relevant to Engagements (Para 3+)
Where partners and staff in senior positions have a long association or extensive involvement with an entity
relevant to the engagement, self-interest, self-review and familiarity threats to the integrity or objectivity of
any person performing the engagement may arise. Similarly, such circumstances may impair, and could
compromise, independence. The significance of such threats depends upon factors such as:






the role of the individual in the engagement team(s);
the proportion of time that the entity contributes to the individual’s annual billable hours;
the length of time that the individual has been associated with an entity relevant to the engagement;
whether the individual is employed exclusively or principally on an engagement that extends for a
significant period of time;
whether the individual is remunerated based on the performance of a part of the firm, which is
substantially dependent on fees from that entity.

In order to address threats that are identified, firms apply safeguards. Appropriate safeguards may include:






appointing a partner who has no previous involvement with the entity as the engagement partner;
removing (‘rotating’) the partners and the other senior members of the engagement team after a predetermined number of years;
involving an additional partner, who is not and has not recently been a member of the engagement
team, to review the work done by the partners and the other senior members of the engagement
team and to advise as necessary;
arranging an engagement quality control review of the engagement in question.

In this case it is likely we could just involve an additional partner unless Jones & Co. have a policy of
rotating partners that have reached this level of service, which they probably do not.
Where applicable, once an engagement partner has held this role for a continuous period of ten years,
careful consideration is given as to whether it is probable that an objective, reasonable and informed third
party would conclude the integrity, objectivity or independence of the firm or covered persons are
compromised. Where the individual concerned is not rotated after ten years, it is important that:




safeguards other than rotation, such as those noted above, are applied; or
the reasoning as to why the individual continues to participate in the engagement without any
safeguards is documented; and
the facts are communicated to those charged with governance of the entity

In this instance Bernard Martin, the engagement partner has been in the role for a continuous period of 11
years therefore safeguards as outlined above must be put in place.
Section 2 Partners and Engagement Team Members Joining an Entity Relevant to an Engagement
(para 42+)
Section 2 para 42-55 provides us with guidance in dealing with situations where Partners and engagement
team members join an audited entity. The majority of the commentary in these sections relate to scenarios
where Partners have joined clients.
Integrity, objectivity and independence may be threatened where a director, an officer or an employee of any
entity relevant to an engagement who is in a position to exert direct and significant influence over the
preparation of the financial statements has recently been a member of the engagement team. Such
circumstances may create self-interest, familiarity and intimidation threats, particularly when significant
connections remain between the individual and the firm. Similarly, integrity or objectivity may be threatened
and independence compromised when an individual knows, or has reason to believe, that he or she will or
may be joining the entity at some time in the future.
Where a member of an engagement team for an entity relevant to an engagement has left the firm and taken
up employment with such an entity, the significance of the self-interest, familiarity and intimidation threats is
assessed and normally depends on such factors as:





the position that individual had in the engagement team or firm;
the position that individual has taken at the entity;
the amount of involvement that individual will have with the engagement team (especially where it
includes former colleagues with whom he or she worked);
the length of time since that individual was a member of the engagement team or employed by the
firm.

Following the assessment of any such threats, appropriate safeguards are applied where necessary to
reduce such threats to a level where the independence of the firm or covered persons would not be
compromised.

Section 2 para 44 states that firms shall establish policies and procedures that require in relation to any
entity relevant to an engagement in which an individual is, or was at any time over the previous year directly
involved:
(a) for all such engagements:
(i) senior members of the engagement team to notify the firm of any situation involving their potential
employment with any such entity; and
other members of the engagement team to notify the firm of any situation involving their probable
employment with any such entity;
(iii) all partners in the firm to notify the firm of any situation involving their potential employment with any such
entity; and
(iv) any other employee of the firm and any other natural person whose services are placed at the disposal of
or under the control of the firm, where such employee or other person is personally approved as a statutory
auditor under relevant legislation within the European Union, to notify the firm of any situation involving their
probable employment with any such entity;
(c) anyone who has given such notice to be removed from the engagement team; and
(d) a review of the engagement work performed by any resigning or former engagement team member in the
current and, where appropriate, the most recent engagement.
Assuming we are able to confirm that there is no remaining connection between Donal and our firm, I do not
believe his role would prevent us accepting the audit engagement. The passage of time and the continued
relationship with members of the engagement team will also influence our decision in this regard.
Section 4 Overdue fees (para 25 +)
Where fees for professional services from an entity are overdue and the amount cannot be regarded as
trivial, the engagement partner, in consultation with the Ethics Partner/Function, shall consider whether the
firm can accept or continue an engagement for the entity or whether it is necessary to resign.
Where fees due from an entity, whether for an audit engagement or for other professional services, remain
unpaid for a long time - and, in particular, where a significant part is not paid before the firm’s audit report on
the financial statements for the following year is due to be issued - a self-interest threat to the integrity,
objectivity and independence of the firm and covered persons is created because the issue of an unqualified
report may enhance the firm’s prospects of securing payment of such overdue fees.
Where the outstanding fees are in dispute and the amount involved is significant, the threats to the integrity
and objectivity of the firm and covered persons may be such that they cannot be reduced to a level where
independence would not be compromised. The engagement partner therefore considers whether the firm
can continue with the engagement.
Where the outstanding fees are unpaid because of exceptional circumstances (including financial distress),
the engagement partner considers whether the entity will be able to resolve its difficulties. In deciding what
action to take, the engagement partner weighs the threats to the integrity, objectivity and independence of
the firm and covered persons, if the firm were to remain appointed to provide the engagement, against the
difficulties the entity would be likely to face in finding a successor, and therefore the public interest
considerations, if the firm were to resign or withdraw from the engagement.
In any case where the firm does not resign from the engagement, the engagement partner applies
appropriate safeguards (such as a review by a partner with relevant expertise who is not involved in the
engagement) and notifies the Ethics Partner/Function of the facts concerning the overdue fees.
Efforts should be made to obtain payment or part payment prior to commencement of the audit

Further info is also required to make a full determination, for example, need to consider the amount of fees
outstanding, figure is not provided

Section 5 Valuation Services (para 58 +)
The firm shall not provide a valuation service to:
(a) a listed entity relevant to an engagement that is not an SME listed entity or a significant affiliate of such
an entity, where the valuation would have a material effect on the listed entity’s financial statements either
separately or in aggregate with other valuations provided; or
(b) any other entity relevant to an engagement, where the valuation would both involve a significant degree
of subjective judgment and have a material effect on the financial statements either separately or in
aggregate with other valuations provided.
It is usual for the persons conducting an audit engagement to provide management with accounting advice in
relation to valuation matters that have come to the attention of persons conducting the engagement during
the course of the engagement. Such matters might typically include:
 comments on valuation assumptions and their appropriateness;


errors identified in a valuation calculation and suggestions for correcting them;



advice on accounting policies and any valuation methodologies used in their application.

Advice on such matters does not constitute valuation services for the purpose of this Ethical Standard.

This valuation would both involve a significant degree of subjective judgment and is likely to have a material
effect on the financial statements so therefore we should not provide this service.
Examiner comment – Issue #1
Overall the standard of answer for this issue was good. It should be noted that it is not sufficient just to
mention at a high level the relevant element of the standard and what the provisions of the standard are.
Candidates need to get into the depth of the specific considerations relevant to this case study. In this
scenario the key ES 2 consideration was that a former director of the firm had joined an audit client. Para 4255 of section 2 provide you with guidance in this regard. A number of candidates did not demonstrate
awareness of the specific guidance and considerations presented in the standard.
Quite a number of candidates failed to provide clear safeguards and also conclusions to each of the issues
which was required.

Issue #2
The candidate critically assesses the information provided and identifies the risks facing the company.
Gain and understanding of the entity and assess the related business risks (2.1)

Issue #3
The candidate critically assesses the information provided and develops responses to the risks identified
Gain and understanding of the entity and develop responses to the risks (2.3)
Audit risks & Response to these risks

Firstly based on information provided, I believe materiality should be based on an appropriate percentage of
profit before tax. I therefore determined materiality to be € 233k (5% of profit € 4,665k). As a result, I have
identified the following as audit risks together with the additional work required to mitigate them
Tutorial Note: Assertion Table

1)

Facts from case study

Risk identified

Total no of units up by 225 however sales
down by € 760k

Accuracy
Completeness
Cut off

Tom Dalton suggested in the pre-planning
meeting that the average selling price was €
20,000 however on recalculation of this it is
circa € 17,000.
2018
2017
Per Unit €/£
Ireland
US
Mainland Europe

16,846
17,000
16,675

18,440
18,618
18,892

Average Price

16,764

18,721

There is a risk that
sales have not
been accurately
and
completely
recorded in the
financial
statements

This €3,000 difference * 2,540 units = €7.6m
of sales

2)

Sales to mainland Europe include 350 units
sold on a sale or return basis, which have
been sold at a margin of 30%.

Cut off
Accuracy
Occurrence

These should be reversed and included in
inventory at year end as follows;
50* €16,675= €833,750
€833,750*70%=€583,625

The fact that such
sales have been
recognised
as
sales
increases
risk of other sales
being
incorrect
accounted for

The following adjusting journal should be
proposed to the client;
Debit
Credit
€ ’000
€ ’000
Revenue
833
Trade receivables
833
Inventory
583

Work required to mitigate audit
risks
a) Obtain listing of all sales
transactions split by region
b) Understand key controls in
place to ensure correct price
is charged to the customer,
perform a walkthrough of the
control/ perform D & I (design
and
implementation)
procedures on this
c) From above listing select a
sample of sales and perform
the following procedures;
 Agree total sales price to
signed contracts
 Reconcile sale to prove of
delivery e.g. delivery note,
proof of receipt by customer
etc.
 Ensure
sale
has
been
accounted for in the period of
sale and agree to sales
nominal ledgers within the
period
a) Obtain listing of these sales
on sale or return basis
b) Understand key controls in
place to regarding these
sales, perform a walkthrough
of the control/ perform D & I
(design and implementation)
procedures on this
c) From above listing select a
sample of sales and perform
the following procedures;
 Agree terms “sale on return
basis” to contract
 Reconcile sale to prove of
delivery e.g. delivery note,
proof of receipt by customer

Cost of Sales -PL

3)

583

Revenue to US have been incorrectly
accounted for using the closing rate rather
than the average rate
€7,140*0.88=$ 6,283

Accuracy

$ 6,283/0.80 = €7,854
Therefore sales are understated by €714k
The following adjusting journal should be
proposed to the client;
Debit
Credit
€ ’000
€ ’000
Revenue
714
Trade receivables
714

4)

On the basis that approx. 17% of revenue
are denominated in $ the uncertainty over
import tariffs may have an impact on these
sales going forward and therefore there is a
risk that sales could be materially affected in
the future and hence create going concern
issues

Financial
Statement
assertion-Going
Concern

5)

The client has indicated that there were no
1)
share issues or changes in shareholding
2)
during the year but yet the share capital in
the SOFP has increased by €250k year on
3)
year

Existence
Rights &
Obligations
Completeness

6)

The movement in reserves appears to be
4)
unreconciled by €1m as follows;
5)
€’000s
Opening Retained Earnings
16,995
6)
Add Profit for year
4,145
Less Dividends paid
(480)
20,660
Closing Retained Earnings
19,660
Unexplained difference
1,000

Existence
Rights &
Obligations
Completeness

There is a risk that retained earnings are
materially misstated

etc.
d) Review a sample of sales
outside this listing to sales
contracts to validate terms
and conditions are not “sales
on a return basis”
e) Present corrective journals to
the client as set out over
a) Check exchange rates to an
independent source
b) Recalculate sales based on
average rate (as documented
across)
c) Discuss error made with
management and propose
journal entry as set out to be
posted
to
the
financial
statements

a) Review of US customers,
level
of
sales,
assess
contracts in place with these
customers
b) Assess management’s plan (if
any) to deal with potential
tariffs impact
c) Review cash flow forecasts for
coming year (particularly in
the context of expected $
sales)
a) Obtain most recent filings with
the Companies Registration
Office
b) Agree share register with
CRO records
c) Discuss with management
change in share capital during
the period
a) Obtain equity reconciliation
from the client
b) Agree
opening
retained
earnings
figure
in
tis
reconciliation to last year’s
signed financial statements
and the nominal ledger
c) Agree profit and tax figures to
Statement of Profit or Loss
d) Obtain
supporting
documentation for items other
than profits or opening
balances
e) There is a possibility that the
different in in relation to
additional dividends declared,
if so agree to board minutes

f)

7)

Inventory value has increased by approx.
€1m despite commentary that stock levels
are consistent and there is a significant drop
in sales

Valuation

8)

A warranty provision should be calculated
as follows;

Valuation

2,540 units *8%*€16,764/12=€283,870
The following adjusting journal should be
proposed to the client;
Debit
Credit
€ ’000
€ ’000
Warranty prov.
284
Cost of sales
284
9)

The fair value increase in investment
property has been incorrectly accounted for
through a revaluation surplus reserve.

Classification
Presentation

&

The following adjusting journal should be
proposed to the client;
Debit
Credit
€ ’000
€ ’000
Revaluation surplus
340
Fair value gain-PL
340

10)

Internally generated intangible assets
should not be capitalised in accordance with
IAS 38
The following adjusting journal should be
proposed to the client;
Debit
Credit
€ ’000
€ ’000
Intangible assets
350

Valuation
Classification
Presentation

&

Discuss
differences
with
management if still not
reconciled after investigation

a) Agree the stock count listing
obtained during the stock take
to the final stock listing used
for the purposes of valuing
stock at year end
b) Prepare cost testing by
selecting a sample of stock
items from the stock listings
and agreeing the cost to most
recent purchase invoices
c) Prepare NRV testing by
selecting a sample of stock
items from the stock listings
and agreeing the NRV to
sales invoices
d) Review stock lists for holdings
of obsolete products and
ensure adequately provided
for
e) Review aging of stock to
identify slow moving stocks
and
compare
to
stock
provisions to ensure they are
adequately provided for
a) Review listing of all returns
made during the year and
verify the 8% returns are
accurate
b) For a sample of returns agree
to back up documentation and
obtain explanation for return
c) Discuss
calculation
of
warranty with management
and request journal entry as
set out to be posted to the
financial statements.
a) Agree the valuation to the
independent external third
party valuation
b) Carry out audit work in
accordance with ISA 500
regarding the competence,
capability and independence
of the valuer
c) Discuss error made with
management and propose
journal entry as set out to be
posted
to
the
financial
statements
a) Discuss error made with
management and propose
journal entry as set out to be
posted
to
the
financial
statements

Distribution costs

350

Examiner comment – Issue #2
Generally, there was a great improvement in answers compared to previous years. However, poor scripts
relied on boiler plate template answers including risks that had no relevance to the case study e.g.
management override, fixed assets.
A large number of candidates identified account balances where they believed there might be risks e.g.
investment property, warranty provisions, going concern, revenue recognition however they then failed to
explain explicitly what the specific risk was in the context of the case study. Candidates are reminded that
audit risks identified should be drawn from the material within the case study and that little credit is available
for repeating generic audit risks e.g. “revenue recognition”, “management override”, “impairment” without
linking these to specific issues arising from the facts of the case study.

Examiner comment – Issue #3
Many candidates made a good attempt at this indicator with audit risk specific tests suggested. The best
candidates addressed all the risks previously identified across the relevant financial statement areas. Some
candidates continue to suggest generic audit tests that were not linked to the facts of the case – little credit
was available for this
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INSTRUCTIONS TO CANDIDATES

1.

This assessment is 90 minutes in duration inclusive of reading time.
A separate answer booklet is provided and MUST BE USED BY ALL CANDIDATES.
This is an OPEN BOOK Assessment.

2.

Candidates should answer the paper in accordance with the law and practice of Northern Ireland
and in accordance with the appropriate provisions up to and including the Finance Act 2018.

3.

All workings should be shown.

4.

Assessment begins on Page 2 overleaf.

SIM – WHELAN’S GOLF LTD
(Suggested time: 90 minutes)
You are Christopher Reilly, a newly qualified chartered accountant employed in an accountancy practice in
Lisburn. Today's date is 1 March 2019. You have just sat in on a conference call with a client of the
practice, Mike Whelan of Whelan's Golf Ltd (WGL). The partner in your practice has asked you to prepare
a tax report for Mike based on the discussion that has just ended. For the purpose of any calculations for
the report, it was agreed during the conference call, that Mike’s 100% shareholding in WGL should be
valued at £860,000. You have already been furnished with a set of financial statements for the year ended
31 December 2018 and are comfortable that there are no non-trading assets on the statement of financial
position (SOFP). You also checked the ‘share capital and reserves’ section of the SOFP and noted that the
share capital total is £100. Your briefing notes from the call will be used as a basis for the report.
Conference call briefing notes
Share and property transfer
th
Mike is considering transferring his entire shareholding to his son, Frank, on his 30 birthday which takes
place on 19 March 2019. Frank is a keen golfer and has worked full-time for the company since 30 July
2014 after he graduated from university with a marketing degree. His marketing knowledge, coupled with
his interest in golf has made him invaluable to the company and Mike now feels that the company would be
in good hands should he retire. Mike is proposing to sell the entire share capital of the company to Frank
for £250,000.
The following details were discussed with Mike during the call:
-

WGL continues to operate a very successful golf shop in Northern Ireland and has recently revamped
its online sales platform in an attempt to broaden its geographical sales reach.

-

WGL’s trade was incorporated by Mike on 1 January 2007 after he had carried on the business as a
sole trader for 15 years before incorporating. No tax reliefs were claimed on incorporation.

-

Mike confirmed that he has been a full-time working director of WGL since the company commenced
trading in 2007 and he has made no previous disposals of assets or lifetime gifts.

-

Mike and Frank are both tax resident and domiciled in the UK, and are both higher rate taxpayers

Although the shop premises which WGL trades from are rented from an unconnected landlord, the
company also uses a storage facility which is owned by Mike personally and he charges an annual rent at
market value for this. The property had cost £65,000 (no VAT was paid on acquisition and the property has
not been opted to tax) in June 2012 and has a current market value of £120,000. Mike stated that he
intends to hold onto the property for the time being as he would rather concentrate on transferring the more
valuable shares to Frank but once things settle down, in a year or so, he will transfer the property to Frank
and he will not seek any more money for this.
Ultimately, Mike’s decision to transfer the shares and property is going to be influenced by any tax liabilities
due by him or by Frank and he would like to quantify the amounts that would be due should he proceed
with the proposed transaction. As he would like the transfer to happen on Frank’s birthday on 19 March
2019 he would also like to know of any tax planning advice available as soon as possible so he can decide
on the most tax efficient manner of transferring these assets to Frank.

Sales VAT queries
In addition to the capital expenditure incurred on WGL’s website upgrade, an advertising campaign has
been undertaken which has focused on Lahinch in County Clare, Ireland (where the Irish Open will be held
in July 2019) and Dubai in the United Arab Emirates. As a result, a hotel located in Lahinch, has just placed
an order with WGL for the supply and installation of a £55,000 (VAT exclusive price) golf simulation
machine. It will take WGL employees two days to install the machine in the hotel in Lahinch, County Clare,
Ireland and it will be fixed in place permanently.
In addition, a golf megastore with outlets throughout Ireland has also placed an order, for golf clubs and
bags, via WGL’s website. The order is for £90,000 (VAT exclusive price). The golf clubs and bags are to be
shipped directly to the megastore’s headquarters in Dublin.

A friend of Mike’s, called Paddy, emigrated to Dubai in 2008 and opened a bespoke gym in one of the
premium hotels in Dubai. WGL has been able to obtain some advertising space in the foyer of the gym.
This advertising appears to be working as a few orders have come through from members of Paddy’s gym
for the purchase of some golfing accessories. Generally, each of these orders are in the region of £100
(VAT exclusive price) including delivery costs to Dubai.
Mike is unsure of the VAT consequences of the Ireland and Dubai sales and therefore would like your
advice regarding how the WGL sales team should treat these transactions, from a UK VAT perspective.
Irish rental income
Mike announced during the call that he has received a HMRC aspect enquiry letter in yesterday’s post.
The enquiry letter relates to his 2016/2017 income tax return. Due to the fact that Mike had been away on a
worldwide cruise in January and February 2018, his 2016/17 income tax return was not filed until 25
February 2018.
Mike confessed, during the call, that he is very worried about the implications of this letter as he has been
receiving significant sums of rental income from an apartment in Dublin since May 2016. He confirmed that
he deliberately did not tell us about this income when we were preparing and submitting his 2016/2017
income tax return as he only owned the apartment for ten months during 2016/17 and he sold it at a small
loss in February 2019. Mike stated that he has run some calculations and he estimates that his 2016/2017
income tax liability should have been £36,000 higher, if the Irish rental income had been correctly included.
Mike has requested that we advise how best he should deal with this HMRC enquiry letter, and recommend
how he should proceed.
END OF SIM

FAE ADVANCED TAXATION (NI) APRIL 19 Interim Assessment – Suggested Solution
Examiner comment – overall
The overall standard of scripts was good and in line with the standard found in previous interim
assessments. In general, candidates identified the three issues in the simulation and demonstrated good
understanding of the tax issues presented and of the reliefs available for Capital Gains Tax (CGT) and
Inheritance Tax (IHT). The higher scoring candidates identified the relevant taxes and highlighted points for
consideration in each issue and provided advice linked to the facts presented.
Those candidates who did not score well only provided general points for each issue without giving specific
advice which was tied to the facts of the simulation. At the FAE level it is expected that candidates will
consider all relevant issues in light of the specifics presented in a simulation and provide advice based on
the facts of the case. This was particularly evident in the answers provided to issues two and three with
some candidates providing very general answers covering VAT on sales and HMRC enquiries without
referring to the simulation.

Tax Report
To:
Date:
Re:

Mike Whelan
April 2019
Personal Tax and company tax issues

Issue #1
The candidate demonstrates knowledge of competency in Advanced Taxation (NI) (2.1)

CGT – Gift Relief / Holdover Relief
In the absence of any reliefs, the sale of the shares at an undervalue would be treated as a disposal at
market value and Mike would have a potential CGT exposure of £169,640 assuming he is a higher rate
taxpayer.
Market value proceeds imposed by s18 TCGA 1992 as Frank is connected with Mike
CGT on disposal of shares
Proceeds
Less cost

£
860,000
(100)

Gain
Less AE
Taxable Gain
CGT at 20%

859,900
(11,700)
848,200
169,640

Gift Relief under section 165 TCGA 1992 should be considered. Gift relief will defer the gain on certain
business assets which includes shares in unlisted trading companies or shares in an individual’s personal
trading company. A personal trading company is defined as a trading company in which the transferor
holds 5% of the voting rights. To be considered a trading company the company should be carrying on
trading activities and must not include, to a substantial extent, non-trading activities. This is normally
determined with reference to turnover, gross assets and/or management time where 80% of these are
related to trading activity.

The shares in WGL are unlisted, the company is a trading company (as no non-trading assets are held on
the SOFP at 31 December 2018 and assume this continues to be the case at date of transfer) and Mike
holds 100% of the share capital so gift relief is available.

Gift relief will have the effect of deferring the taxable capital gain by reducing the base cost of the asset for
the transferee on any future disposal. As Mike will receive £250,000 as consideration for the shares, they
have not been gifted outright and will be considered to have been sold at undervalue and gift relief will
therefore be restricted. The base cost of the shares for Frank will be reduced by the held-over gain as
follows:
Proceeds
Less cost
Gain
Less s165 relief
Chargeable gain
Less AE
Taxable Gain
CGT at 20%

£
860,000
(100)
859,900
(610,000)
249,900
(11,700)
238,200
47,640

The base cost of the shares for Frank will equal the amount of consideration paid by him which is £250,000
which equates to the market value of the shares at the date of transfer less the amount of the held-over
gain (£860,000 - £610,000)
CGT on disposal of property (in one year’s time)
Although Mike intends to gift the property to Frank, the transfer will be deemed to take place at market
value and the CGT payable will be as follows:

Proceeds
Less cost

£
120,000
(65,000)

Gain
Less AE
Taxable Gain
CGT at 20%

55,000
(11,700)
43,300
8,660

Gift relief under s165 can apply to assets used in the transferor’s personal trading company but will not be
available in one year’s time as Mike will no longer hold shares in the company. Consideration should be
given to transferring the property before the share transfer so that the property would qualify for gift relief.
Gift relief would mean there would be no tax payable on transfer and Frank’s base cost of the property
would be £65,000.

A joint election by the transferor and the transferee is required for gift relief and this must be made within
four years of the end of the tax year in which the disposal takes place.
CGT - Entrepreneurs’ Relief
Consideration must also be given to the availability of entrepreneurs’ relief for the proposed disposals.
Entrepreneurs’ relief can apply to a material disposal of shares in a company which has been an
individual’s personal trading company and of which they have been an employee or officer throughout the
period of at least one year ending on the date of disposal. For entrepreneurs’ relief the definition of a
personal trading company differs from that under gift relief and the individual must hold at least 5% of the
ordinary share capital and be entitled to at least 5% of the voting rights.

With regards to the disposal of the shares, Mike will meet the requirements of entrepreneurs’ relief as he is
disposing of 100% of the shares in the business and he has been a director and held the shares since
2007. The disposal of shares will therefore qualify for CGT at a rate of 10% up to the lifetime limit of £10m.
Assuming gift relief applies to the share disposal, the CGT payable would therefore be reduced to
£238,200 at 10% which would be £23,820.
Entrepreneurs’ relief can apply to the disposal of assets held personally which are used in an individual’s
personal trading company so in certain circumstances, relief could apply to property held personally and
used by a company which is an individual’s personal trading company. This relief is restricted where rent
has been charged and as full market rent has been charged by Mike for the use of the property,
entrepreneurs’ relief will not apply. CGT would therefore be payable at 20% on the chargeable gain and
this would highlight the importance of considering gist relief on the transfer of the property as detailed
above.

IHT
The sale of shares at undervalue and the gift of the property will be transfers of value for inheritance tax
purposes of £610,000 for the shares and £120,000 for the property.
Both transfers will be potentially exempt transfers (PET) and will be fully exempt from IHT should Mike
survive for seven years from the date of the gifts. Should Mike die before the seven years have passed, the
transfers will become chargeable with taper relief available if death occurs between three and seven years
after the date of the gift.

Sales of Shares at Undervalue
Business Property Relief (BPR) may be available on the sale of the shares at undervalue should Mike die
within seven years of the transfer. BPR is available on shares in an unquoted trading company at a rate of
100% if the shares have been held for at least two years and where there are no excepted assets on the
statement of financial position. Mike has held the shares since 2007 and does not hold any non-trading
assets at 31 December 2018 and assuming that this continues to be the case at the date of the transfer,
BPR at 100% should apply.
If Mike dies within seven years of making the PET of the shares, the transfer will become chargeable and
BPR will need to be considered. If Frank still owns the shares on the date of Mike’s death, BPR will be
available as the conditions for BPR were met on the date of the transfer of the shares. Note that should
Mike die within seven years of the gift of the shares and Frank have sold the shares then BPR would no
longer be available unless the proceeds have been reinvested into replacement assets which qualify as
replacement business property.

Gift of Property
It is proposed that Mike will transfer the property in 2020. BPR would be available on land, buildings and
plant & machinery owned outside the company but controlled by Mike during the two years before the
transfer of the business. If these conditions are met, then BPR will apply at 50%. However, as the shares in
the company will be transferred in March 2019, this condition would not be met and BPR would not apply.
Consideration should therefore be given to transferring the property at the same time as the shares in the
company so that BPR at 50% would be available should Mike die within seven years of the gift of the
property.

Other taxes
No VAT liability will arise on the transfer of shares.
No VAT liability will arise on the sale of the property as it is exempt from VAT and has not been opted to
tax.
Stamp duty at a rate of 0.5% will apply to the consideration paid for the shares transferring which is
£250,000. That is £1,250.
As the property will be gifted for no consideration, there will be no stamp duty land tax payable.

Examiner comment – Issue #1
This issue required candidates to consider the tax implications of a transfer of shares at an undervalue and
a gift of property. The standard of the answers was very good and this was the best answered issue on the
paper. In most scripts, candidates provided advice on the relevant reliefs, provided detail of the conditions
required for the reliefs to apply and correctly advised that the reliefs were available.
Higher scoring candidates dealt with the share sale and the gift of the property separately which was
advisable given the proposed timing of the transfers and the implications this had on the reliefs available.
Those candidates that did not score so well, tended to focus on the CGT implications of the transfers and
provided little or no detail on the IHT considerations. It is worth remembering that all relevant tax heads
should be considered when addressing issues and in this issue, the principal taxes were both CGT and
IHT. Some candidates also dealt with the proposed transfers in general terms and did not make the
distinction between a sale at an undervalue and an outright gift and the fact that there would be one year
between the proposed transfers which had implications for the potential tax reliefs.
It was pleasing that most candidates correctly considered other relevant tax issues including VAT and
stamp duty on the transfers and this serves as reminder of the importance of considering ancillary tax
issues when addressing an issue.

Issue #2
The candidate demonstrates knowledge of competency in Advanced Taxation (NI) (3.1)

Outlined below is VAT advice regarding the various sales WGL is making:
Golf simulator installation in Hotel in Lahinch
Where WGL supplies goods that are supplied and installed in Lahinch, Ireland, they are deemed to be
supplied at the location where the installation takes place i.e. Ireland. Therefore, no UK VAT should be
charged on the sales invoice in respect of the supply and installation of the golf simulator in Ireland. WGL
should seek clarification regarding their Irish VAT position in respect of this sale.
Sales of golf clubs and golf bags to Golf store in Dublin
Where a UK VAT-registered trader, such as WGL, supplies goods to a VAT-registered trader in another
Member State (i.e. Ireland), the transaction will be zero-rated in the UK and will be liable to VAT in the
Member State of the purchaser.
This treatment is referred to as the reverse charge and it only applies if WGL‘s Irish customer is registered
for Irish VAT and the Irish VAT number is supplied to WGL. WGL should check/confirm that the Irish VAT
number provided is valid. This check can be completed on the European Commission’s Taxation and
Customs Union website.
WGL must quote the customer’s Irish VAT number on the sales invoice. WGL must also be able to
demonstrate that the golf clubs and bags which are sold to the Irish customer were physically despatched
from the UK (e.g. copies of freight documentation, etc.).
Sale of golf accessories to private customers in Dubai
The export of goods outside of the EU are not liable to VAT in the UK and the zero rate is applied. It does
not matter whether the purchaser is a business or private customer. However, it is important that WGL is
satisfied that the goods have indeed left the EU.

Examiner comment – Issue #2
Three international sales transactions were presented in the simulation and candidates were required to
advise on the VAT treatment of each. On average, this was the lowest scoring issue on the paper and this
was largely due to the fact that the majority of candidates explained the zero rating of intra-community
supplies but did not correctly advise the VAT treatment for the three distinct sales.
In particular, the fact that the golf simulator was being installed in Ireland was not factored into the advice
given and it was treated by most candidates as an intra-community supply of goods. Similarly, the sales to
Dubai were generally not identified as export sales to outside the EU which meant no UK VAT should be
charged and the fact that a customer is a business or a private customer is not relevant. Most candidates
did not explain this and advised that the VAT status of the customer did matter in determining the correct
VAT treatment for the sales.

Issue #3
The candidate demonstrates knowledge of competency in Advanced Taxation (NI) (1.2)

HMRC have strict timeframes within which they may open an enquiry into a taxpayer’s return. Normally,
correct notice must be given within 12 months from the date of submission. However, as Mike’s 2016/17
income tax return was submitted late, then the time limit is 12 months from the date of filing, plus the period
to the next quarter day. Therefore, HMRC have submitted correct notice they have issued the enquiry letter
before 30 April 2019.
Interest (currently at 3%) and penalties will be imposed where a return is submitted to HMRC containing an
inaccuracy which leads to an underpayment of tax.
The amount of penalty imposed on Mike will depend on whatever behaviour category the default falls into.
The default categories are careless, deliberate and deliberate and concealed.
It is likely that HMRC will view Mike’s default behaviour as deliberate as Mike did not make arrangements
to conceal the deliberate inaccuracy. The maximum penalty for this category of default is 70%.
It should be noted that this 70% penalty may be reduced if Mike discloses the inaccuracies and cooperates
in the investigation of the loss of revenue. Full disclosure to HMRC will ensure the maximum penalty
reduction is achieved at the end of an investigation.
Mike can no longer make an unprompted disclosure as the HMRC enquiry letter has been received.
However, he should make an unprompted disclosure and tis could lead to a reduction in the penalty to 35%
of the potential lost revenue of £36,000.
HMRC have the authority to publish the details of people caught deliberately evading tax.
When the following conditions are met:
- the errors in the return are found to be deliberate;
- the taxpayer must be penalised for one or more deliberate or deliberate and concealed defaults;
and
- the amount of tax evaded must be greater than £25,000.
However, even where the above criteria are met, HMRC will not publish details where individuals make a
full disclosure to HMRC immediately when challenged and cooperate fully throughout the course of
HMRC’s enquiries, thereby receiving the maximum penalty reduction available. Mike is therefore advised to
cooperate fully with HMRC and make a prompted disclosure.
If HMRC believe that there is an error or omission, it will inform the taxpayer by issuing a ‘Partial Closure
Notice’ or a ‘Final Closure Notice’. Any tax charged under either notice is due for payment within 30 days
after the date the notice was issued.

Examiner comment – Issue #3
The standard of answers to this issue was mixed. The better answers addressed the fact that Mike can
only make a prompted disclosure and advised accordingly on the potential penalties and possible
publication by HMRC. Credit was also given for advising the likely penalty category that would be applied
by HMRC and how Mike could now act to reduce the penalty charge and the risk of publication.
Some candidates did not score well as they only provided general answers on the types of behaviour
category and the levels of penalties attached to each of these, without providing direct and relevant advice
on how these would apply to the situation presented in the simulation.
It is important to ensure that an answer addresses the specific facts presented in a case as little credit will
be given for providing generic information and advice.

Final Admitting Examination
PAPER 2

ADVANCED TAXATION (ROI)
INTERIM ASSESSMENT
Saturday 27 April 2019: 10.00 am – 11:30 am

INSTRUCTIONS TO CANDIDATES

1.

This assessment is 90 minutes in duration inclusive of reading time.
A separate answer booklet is provided and MUST BE USED BY ALL CANDIDATES.
This is an OPEN BOOK Assessment.

2.

Candidates should answer the paper in accordance with the law and practice of the Republic of
Ireland and in accordance with the appropriate provisions up to and including the Finance Act
2017.

3.

All workings should be shown.

4.

Assessment begins on Page 2 overleaf.

SIM – WHELANS GOLF LIMITED
(Suggested time: 90 minutes)
You are Christopher Reilly, a newly qualified chartered accountant employed in an accountancy practice in
Wexford. Today's date is 1 February 2019. You have just sat in on a conference call with a client of the
practice, Mike Whelan (66) of Whelan's Golf Ltd (WGL). The partner in your practice has asked you to prepare
a tax report for Mike based on the discussion that has just ensued. For the purpose of any calculations for the
report, it was agreed during the conference call, that Mike’s 100% shareholding in WGL should be valued at
€ 860,000. You have already been furnished with a set of financial statements for the year ended 31
December 2018 and are comfortable that there are no non-trading assets on the statement of financial
position. Your briefing notes from the call will be used as a basis for the report.
Conference call briefing notes
Share transfer
th
Mike is considering transferring his entire shareholding to his sister’s son, Frank, on his 30 birthday which
takes place on 19 March 2019. Frank is a keen golfer and has worked full-time for the company since 30 July
2014 after he graduated from university with a marketing degree. His marketing knowledge coupled with his
interest in golf has made him invaluable to the future of the company. Frank also worked part-time (12 hours
per week) for WGL from August 2012 while he was in full-time education.
The following details were discussed with Mike during the call:
- WGL continues to operate a very successful golf shop in Ireland and has recently revamped its online
sales platform in an attempt to broaden its geographical sales reach. WGL has also increased its number
of employees to twenty.
- WGL’s trade was incorporated by Mike on 1 January 2012 after he had carried on the business as a sole
trader for 15 years before incorporating. No tax was paid on incorporation due to relief available for the
transfer of a business to a company but Mike’s based cost in the shares of WGL was reduced to €
105,000 because of deferred chargeable gains.
- Mike confirmed that he has been a full-time working director of WGL since the company commenced
trading in 2012.
Mike’s decision to transfer the shares is going to be influenced by any tax liabilities due by him or by Frank.
Mike stated that ideally he and Frank would have no/minimal tax payable as he knows that certain taxes can
be avoided if asset transfers happen on death. However, he stated that he would like to transfer the shares to
Frank as soon as possible and would like to know any tax planning advice available regarding his proposed
gift to Frank on 19 March 2019.
Sales VAT queries
In addition to the capital expenditure incurred on WGL’s website upgrade, an advertising campaign has been
undertaken which has focused on Northern Ireland (where the British Open 2019 will be held) and Dubai in
the United Arab Emirates. As a result, a hotel located in Portrush, Northern Ireland has just placed an order
with WGL for the supply and installation of a € 55,000 (VAT exclusive price) golf simulation machine. It will
take WGL employees two days to install the machine in the hotel and it will be fixed in place permanently.
In addition, a golf megastore with outlets throughout Northern Ireland has also placed an order, for golf clubs
and bags, via WGL’s website. The order is for € 90,000 (VAT exclusive price). The golf clubs and bags are to
be shipped directly to the megastore’s headquarters in Belfast.
A friend of Mike’s, called Paddy, emigrated to Dubai in 2008 and opened a bespoke gym in one of the
premium hotels in Dubai. WGL has been able to obtain some advertising space in the foyer of the gym. This
advertising appears to be working as a few orders have come through from members of Paddy’s gym for the
purchase of some golfing accessories. Generally, each of these orders are in the region of € 100 (VAT
exclusive price) including delivery costs to Dubai.
Mike is unsure of the VAT consequences of the Northern Ireland and Dubai sales and therefore would like
your advice regarding how the WGL sales team should treat these transactions, from an Irish VAT
perspective.

Audit letter
Mike announced during the call that he received a Revenue audit notification letter in yesterday’s post. The
audit letter relates to his 2016 and 2017 income tax returns. Mike confessed, during the call, that he is very
worried about the implications of this letter as he has been receiving significant sums of rental income from an
apartment in London since April 2016. He confirmed that he deliberately did not tell us about this income when
we were preparing and submitting his 2016 and 2017 income tax returns. Mike stated that he has run some
calculations and he estimates that his 2016 and 2017 income tax liabilities should have been € 36,000 higher,
if the UK rental income had been correctly included. Mike has requested that we advise how best he should
deal with this Revenue audit letter.
END OF SIM

FAE ADVANCED TAXATION (ROI) APRIL 19 Interim Assessment – Suggested Solution
Examiner comment – overall
Performance in this interim assessment was much improved from the quality of answers provided in previous
years. However, performance across the three issues varied greatly.
Issue one was, by far, the best answered issue on the paper. Generally, candidates provided highly
competent advice across various tax heads and in respect of multiple reliefs which were relevant.
Issue two was reasonably well answered by many candidates with candidates showing reasonable
competency in advising on the different types of supply offered by WGL.
Issue three appeared to be the most problematic issue on the paper. An over-reliance on previous interim
assessment solutions which were not factually similar, appears to be the issue with candidates not
recognising that a qualifying disclosure was not possible for Mike.
Timing did not seem to be an issue for the vast majority of candidates as almost all scripts addressed all
three issues on the paper.

Tax Report
To:
Date:
Re:

Mike Whelan
April 2018
Personal Tax and company tax issues

Issue #1
The candidate demonstrates knowledge of competency in Advanced Taxation RoI (2.1)

CGT - Retirement Relief
Mike has a potential CGT exposure, before reliefs, of €248,731.
CGT on disposal of shares
Proceeds
Less cost

Less AE
Gain
CGT at 33%

£
860,000
(105,000)
755,000
(1,270)
753,730
248,731

Mike is over 55 and therefore retirement relief should be considered. Retirement relief is considered in
priority to entrepreneur relief on the basis that Mike has indicated that he will be reluctant to transfer the
shares during his lifetime if any tax liabilities arise. If the conditions for retirement relief are satisfied, gains
realised on the disposal of relevant business assets are relieved from CGT altogether.
As Mike is only considering making the transfer of his shares when he is aged 66, an upper limit of €3 million
on retirement relief will be imposed on transfers to a child. It should be noted that ‘favourite nephew relief’
can apply in certain circumstances. This relief enables a ‘child’, for the purposes of retirement relief, to
include a niece or a nephew who has worked substantially on a full-time basis in the business for the 5 years
ending with the date of disposal. If the disposal is to any other person/entity (other than a child/favourite
nephew), a threshold of €500,000 applies for Mike as he is aged 66.

It should be noted that Frank will have worked full-time for WGL on 30 July 2019 and therefore it is advisable
that the transfer be held off until after this date. If the transfer happens before 30 July 2019, the €500,000
retirement relief limit and also marginal relief will be relevant and so Mike would have a CGT liability in
respect of the transfer. The CGT payable if the transfer happens on 19 March 2019 will be:
Marginal Relief if transfer happens on 19 March 2019
Proceeds
Less
Excess
50% of the excess

£
860,000
(500,000)
360,000
180,000

If retirement relief and favourite nephew relief are available, then there should be no CGT liability for Mike as
the value of the shares transferring does not exceed €3 million.
Retirement relief, coupled with favourite nephew relief, are therefore key reliefs for Mike. Retirement relief
applies where the disposal is of a qualifying asset, which is owned by that individual for the qualifying period.
- Qualifying assets include shares in a family trading company where the shares have been held by the
individual making the disposal for a period of not less than 10 years ending on the disposal and the
individual has been a working director of the company for 10 years, 5 of which years he/she has been a
full-time working director of the company.
- As Mike owns 100% of the shares, it is a family company (needs at least 25% of shares).
- Mike must own the shares throughout the 10-year period immediately prior to the disposal of the shares
in order for the shares to be qualifying assets. In relation to the qualifying period of ownership, that is,
the 10-year period of ownership, it should be noted that as the qualifying assets are shares in a family
company, which was previously run as a sole trade, and section 600 TCA 1997 relief on the transfer of a
business to a company in exchange for shares was claimed, then the period the business was run as a
sole trade will also qualify for the purposes of the 10-year test. The period Mike ran the business as a
sole trade will also count for the purposes of assessing if the working director test of 10 years ending on
the date of disposal is satisfied. – As Mike incorporated his trade in 2012 after carrying it on as a sole
trade for 15 years previously, he therefore meets the ownership qualifying period requirement.

The clawback provisions in respect of retirement relief need to be considered. If Frank receives the shares in
WGL and they attract retirement relief/marginal relief, he must not dispose of those shares for at least 6
years after the date of disposal. If there is a disposal within the 6-year period, the CGT avoided on the
disposal by Mike becomes payable by the child.
CAT
There are two CAT reliefs of relevance to Frank: Business Relief and Favourite Nephew Relief. If both are
available, no CAT liability will arise for Frank. However, careful planning is required in terms of the timing of
the transfer to completely alleviate any CAT liability due.
CAT – Business Relief
In order to try to reduce the potential CAT liability for Frank, CAT business relief needs to be considered.
The relief takes the form of reducing the market value of qualifying business property by 90%.
In order for assets, which are the subject of a gift, to qualify for business relief, the assets must qualify as
“relevant business assets”. Relevant business assets include unquoted shares of a trading, company
provided Frank, after taking into account the gift received, controls more than 25% of the voting rights of the
company in his own name. As Frank will own 100% of the shares in WGL, after the gift, this condition is
satisfied.
From Mike’s perspective, a minimum period of ownership test must be satisfied. That is, to qualify for
business relief, the asset must have been continuously in the beneficial ownership of Mike for 5 years
immediately prior to the date of the gift. This condition is satisfied as Mike has held the shares for a period in
excess of 5 years.
In terms of clawback of business relief:

-

The trading activity of the company must continue to be carried on for at least 6 years to avoid a
clawback of the relief.
Where relief has been claimed but the qualifying property is sold within 6 years of the valuation date,
then the relief originally granted is withdrawn.

CAT - Favourite nephew relief
A nephew, such as Frank, may be deemed to be the child of Mike’s and therefore qualify for the CAT Group
A tax-free threshold of €310,000 rather than the Group B tax-free threshold of €32,500. The circumstances in
which the relief is available are:
1. Frank, a blood nephew, has worked substantially on a full-time basis for the period of 5 years ending on
the date of the gift in carrying on, or assisting in the carrying on, of the trade, business, profession or
employment of Mike, and
2. the gift consists of shares in a trading company owning which is under the control of the disponer and of
which he is a director – this condition is satisfied as WGL is a trading company which Mike has controlled
and in which he is a working director.
The question of whether Frank has worked “substantially on a full-time basis for 5 years
in carrying on the trade” is a question of fact which has to be established in each case. In practice,
the individual’s record of employment in the previous 5 years is looked at closely, and effectively
the burden of proof rests with the nephew to show that he comes within the relieving provision. Basically,
Frank must have worked for more than 24 hours a week for WGL at a place where the trade of WGL was
carried on. This 5 year condition will not be satisfied until 30 July 2019.
It is therefore advisable that the share transfer does not take place until after 30 July 2019. If the transfer
does not take place until after this date, the CAT liability will be nil.
If Mike, continues as planned, to transfer the shares to Frank on his birthday in March 2019, Frank’s CAT
liability will be:

Market value of benefit
Less CAT Business Relief
Less stamp duty
Less annual exemption
Less group B threshold
Taxable value
CAT payable at 33%

€
860,000
(774,000)
86,000
(860)
(3,000)
82,140
(32,500)
49,640
16,381

Other taxes
No VAT liability will arise on the transfer of shares.
Stamp duty at a rate of 1% will apply to the market value of the shares transferring. That is €8,600.

Examiner comment – Issue #1
This issue was answered to a very good standard by the majority of students.
The main focus of this issue was for candidates to advise on the tax implications of the transfer of shares. A
number of tax heads required consideration: capital gains tax (CGT), capital acquisitions tax (CAT) and
stamp duty.
It was pleasing to note that the vast majority of candidates provided competent advice across all three tax
heads.
In respect of CGT, the vast majority of candidates clearly advised on the key planning point regarding the
timing of the transfer of shares for CGT and CAT favourite nephew relief to apply.
The majority of candidates provided correct computations and also their answers provided the required level
of detail regarding the conditions for the various reliefs from CGT and CAT.
A small number of candidates missed out on some relatively easy marks by not being specific enough
regarding the tax planning point. For example, a small number of candidates simply advised that the transfer
be postponed until after Frank had worked for five years in WGL without giving clear advice on the exact
date involved.
A small number of candidates failed to recognise that retirement relief was available. The main reason for
this was that there exists a gap in their knowledge around the fact that as section 600 TCA 1997 relief was
claimed on the transfer of the sole trade business to WGL, then the period the business was run as a sole
trade will also qualify for the purposes of the 10-year ownership and working director tests.

Issue #2
The candidate demonstrates knowledge of competency in Advanced Taxation (RoI) (3.1)

Outlined below is VAT advice regarding the various sales WGL is making:
Golf simulator installation in Hotel in Portrush
Where WGL supplies goods that are supplied and installed in Portrush, Northern Ireland, they are deemed to
be supplied at the location where the installation takes place i.e. the UK. Therefore, no Irish VAT should be
charged on the sales invoice in respect of the supply and installation of the golf simulator in Northern Ireland.
WGL should seek clarification regarding their UK VAT position in respect of this sale.
Sales of golf clubs and golf bags to Golf store in Belfast
Where an Irish VAT-registered trader, such as WGL, supplies goods to a VAT-registered trader in another
Member State (i.e. the UK), the transaction will be zero-rated in Ireland and will be liable to VAT in the
Member State of the purchaser.
This treatment is referred to as the reverse charge and it only applies if WGL ‘s Northern Ireland customer is
registered for UK VAT and the UK VAT number is supplied to WGL. WGL should check/confirm that the UK
VAT number provided is valid. This check can be complete on the European Commission’s Taxation and
Customs Union website.
WGL must quote the Northern Ireland customer’s UK VAT number on the sales invoice. WBL must also be
able to demonstrate that the golf clubs and bags which are sold to the Northern Ireland customer were
physically despatched from Ireland (e.g. copies of freight documentation, etc.).
Sale of golf accessories to private customers in Dubai
The export of goods outside of the EU are not liable to VAT in Ireland and the zero rate is applied. However,
it is important that WGL is satisfied that the goods have indeed left the EU.

Examiner comment – Issue #2
This issue was reasonably well answered by many candidates.
The CASSI report noted that this issue was found to be the most difficult on the paper.
The issue required students to provide VAT advice associated with WGL’s business decision to make
sales/supplies to various customers. The bulk of the advice required was in respect of three different types of
supply: installation of goods in Northern Ireland; intra-community supplies and exports.
Many candidates recognised that no Irish VAT should be charged when WGL supplies and installs a golf
simulator in a hotel in Northern Ireland. However, a number of candidates wrongly referred to the reverse
charge procedure being applicable. A significant number of candidates discussed the supply and installation
VAT rule adequately.
The vast majority of students recognised that the reverse charge procedure was relevant to the supply of golf
clubs and bags to the golf store in Belfast. Many candidates also provided sufficient detail about the reverse
charge procedure to pick up full marks for this type of supply.
A reasonable number of candidates knew how to deal with VAT associated with WGL’s business decision to
supply goods to outside the EU. However, a number of candidates failed to identify the distinction between
business supplies to private customers elsewhere in the EU and outside the EU. Therefore, a number of
candidates wrongly advised that Irish VAT should be charged.
The examiner would like to remind candidates to take time to read the case study. In respect of this issue, it
was noted during marking that a number of candidates wasted time discussing the VAT on advertising costs
in Dubai. This was not relevant and therefore no merit was given to such candidates.

Issue #3
The candidate demonstrates knowledge of competency in Advanced Taxation (RoI) (1.2)

Mike will not be able to make an unprompted disclosure as he has received a Revenue audit notification
letter.
Mike’s undeclared UK rental profits will be classified by Revenue as an offshore matter. This is significant as
FA 2016 provides that a disclosure will not be a qualifying disclosure where any matter in the disclosure
relates to offshore matters. If the liability had been less than €6,000 and not deliberate behaviour, Mike may
have avoided a penalty.
Mike will therefore not be able to avail of the benefits of making a qualifying disclosure. For example, he will
not be able to benefit from the mitigation of penalties, non-publication and non-prosecution benefits
associated with making a qualifying disclosure.
Mike’s behaviour is likely to be deemed as deliberate and the associated maximum penalty with no qualifying
disclosure will be 100%. However, Mike may still be able to avail of reduced penalties by co-operating with
Revenue. Such co-operation would include: having all books, records, and linking papers available for the
auditor at the commencement of the audit; responding promptly to all requests for information and
explanations; responding promptly to all correspondence and prompt payment of the audit settlement liability.
With regard to the likelihood of publication, the Revenue Audit Code states that non-publication of taxpayer’s
details occurs where:
1. a qualifying disclosure is accepted – this is not possible for Mike as this is an offshore matter; OR
2. the penalty does not exceed 15% of the tax due – Mike will suffer a higher penalty as his default behaviour
category is likely to be deliberate; OR

3. the total of the tax, interest and penalty is less than €35,000 – Mike’s outstanding tax arising as a result of
the audit is in excess of this.
It is therefore concluded that details of Mike’s tax default are likely to be published.
Therefore, the best advice would be for Mike to co-operate with Revenue in order to mitigate his penalties as
much as possible. He should do this as a matter of urgency to stop the interest accruing on any
underpayments.

Examiner comment – Issue #3
Issue three examined each candidate’s knowledge of Revenue audits. It is noted from the CASSI report that
students found this a fair issue ‘as Revenue audits had come up in previous years’. However, despite this
observation via the CASSI feedback, this indicator was poorly answered by many candidates.
The vast majority of students failed to identify that the facts of this issue were significantly different to
previous case studies because of the offshore aspect. The examiner would like candidates to take note that
while previous papers provide good revision material, the core textbooks should also be consulted when
studying and in the exam, if needed. Where a candidate purely focused on using previous exam cycle case
studies, the offshore aspect was totally overlooked.
Many candidates simply discussed that a prompted disclosure was required and then provided detail
regarding the content and benefits of a qualifying disclosure. Based on the facts of the simulation, a
‘qualifying disclosure’ is not possible in this case.
Some students provided additional advice in their answer regarding the behaviour category, the likely
penalties and how these could be reduced with co-operation. This meant that some marks could be given,
even if the candidate wrongly advised that a qualifying disclosure was possible.
A number of candidates recognised the offshore aspect to this issue which meant that some very high marks
were awarded for this issue.
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SIM – BANK OF USA
(Suggested time 90 minutes)
Background and Description
You are Becky Matthews, a recently qualified Chartered Accountant. Having decided that you wanted to
move into financial services, after qualifying, you were delighted to be appointed to a fund services unit
within one of the large US investment banks, Bank of USA (BU), with operations in Dublin. You had spent
one of your placements in college working in the same company but in a different area. This is your first
experience of working within a funds environment and you are still trying to find your way around how it all
operates and what exactly investment funds do!
Your manager in the fund accounting team, Laura Gill who is also CAI qualified, has been extremely helpful
towards you and sets aside an hour every Wednesday afternoon to help improve your understanding of what
the funds industry is all about. You have found these one-on-one sessions very useful and to date you have
looked at the structures, documents and controls around investment funds. After each session, Laura sets
you a task to help you review all that you have discussed.
You have just had a session on the benefits to investors and promoters of starting up an investment fund
and now Laura is lining up the task for next week. However, things appear to be going a slightly different
route.
“Becky, I think you have grasped everything really well so far and I’m very pleased with your progress but
now I have an urgent piece of work for you. Head office have been in touch this morning and one of our
largest domestic Mutual Funds clients in the US, All Friends Funds (AFF), is considering expanding overseas
and are looking for information on what is involved in setting up a fund here in Ireland. They appear to be
moving into the alternative funds space and marketing in the EU. They have been monitoring all that has
been going on in the UK with Brexit and are considering Dublin as the base for this new set of funds.
To date, we have talked about the background to funds, what they do and the regulatory regime surrounding
them. I want you to prepare a paper around the whole area of opening an investment fund and then why a
fund would be terminated.”
Laura continues; “I need you to show AFF exactly what is involved in opening up an alternative investment
fund (AIF) from a regulatory perspective in Ireland and who are the various parties involved. AFF are
particularly interested in any documentation they would need to prepare and what this documentation is
supposed to achieve for the investors and the regulators”.
“Then I want you to look at why a fund might need to be closed and what needs to be done to terminate such
a fund, in the different circumstances you cover, and where the responsibilities lie to ensure this is all carried
out correctly”. Laura pauses and looks across at you. “Any thoughts on what I have just discussed?”
This is an exciting development for you but you need some parts of this task clarified. You ask Laura to put
some directions in an email so you are sure that you cover all the points that she wishes you to address.
Laura thinks this is a prudent approach and promptly sends you off a quick email outlining what she requires
you to do (see APPENDIX I).
You thank Laura for this opportunity and you head back to your desk to pick up the email and focus your
attention on completing these tasks.

APPENDIX I – EMAIL OUTLINING ALL FRIENDS FIRST (AFF) PROJECT NEEDS

To:

becky.matthews@BU.com

From:

laura.gill@BU.com

Subject:

Funds Assignment

Becky,
As promised, please find a brief outline below of the areas I would like you to cover for our meeting next
week.
It is probably best if you write it all down in a briefing format and we can work through it all on the day when
we sit down together.
The briefing should cover the following areas in some detail:
-

Describe the regulatory process used to establish a fund in Ireland and the roles of the parties
involved in the oversight and operational running of a fund;

-

Outline the primary documents which need to be produced for investors when you are marketing
a new fund and, in your opinion, evaluate the benefits these documents bring to investors;

-

There a number of reasons to close investment funds. Describe the main methods used to carry
out the termination process, who has responsibility for doing so and why it is so important to get
this process right.

There is a reasonable amount to cover in this briefing so you probably need to get started on it straight away.
Looking forward to reading it.

Laura
END OF SIM
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Examiner comment – overall
Generally well answered paper with a number of students giving very strong responses overall. There were a
number of incomplete papers which may indicate some timing / Exam Management Issues. Some
candidates engaged in listing rather than describing / outlining as required.
There was some evidence of some candidate answers wandering off on a tangent, this is easy to do so
candidates need to maintain vigilance and focus on the question asked.
Structuring and headings – In Financial Services, this is a vital skill to structure the response as the paper is
simulating the work that a candidate would be doing in a real life scenario. The impact in the exam is a
candidate may unnecessarily lose possible professional competency marks.
Completing all parts of each indicator - this happened with a number of candidates; candidates are reminded
that each issue can contain an additional task.

NOTE TO CANDIDATES, THE SOLUTION PROVIDED IS A ‘TEACHING’ SOLUTION AND IT IS NOT
EXPECTED THAT CANDIDATES REPRODUCE THIS LEVEL OF DEPTH IN ORDER TO SCORE CREDIT.
Briefing on Opening and closing funds, risks and risk management
BACKGROUND:
Opening and closing investment funds have processes and participants involved which need to be
understood and clearly outlined in this review. Ireland has been punching well above its weight in the whole
area of investment funds, particularly when it comes to registration and servicing these funds.
There are clear risks involved in investment Funds and these risks need to be managed. These areas will be
covered. Finally, investment funds can close down and do so for a variety of reasons.
Indicator #1
Set out the process, parties and documentation involved in setting up a fund (3.3.2)
Establishing a Fund
Establishing a fund is a relatively straightforward process and involves applying to the regulatory authorities
for the fund to be authorised. The length of time it takes depends on the type and complexity of the fund, on
whether those involved in establishing the fund (the promoters) are already known to the authorities, and on
the number of other funds that the authorities are considering at the same time.
Once the fund has been approved by the regulatory authorities, the initial offer period (IOP) can begin.
During this period, the promoter/distributor will actively market the fund, and units or shares in the fund will
be available for subscription at a fixed price, called the initial offer price. The IOP can be as short as one
hour if the promoter already has subscriptions lined up, but it can be as long as a few months.
Generally, subscriptions arrive on the final day of the IOP, and these are credited by the trustee or the
custodian to the fund’s account. Once the initial offer closes, shares or units in the fund can be issued at the
initial offer price and confirmation of the issue of units are sent to the stock exchange, which then includes
the fund on the official list. Applications received after the close of the IOP are held over until the next
dealing day and are then dealt with at the price calculated on that day.

If the fund is to be marketed in other countries, it may be necessary to register the fund for sale in other
countries in accordance with the UCITS or AIF passporting regimes.
Parties to a Fund
There are a number of parties which carry out specific roles and functions with regard to a fund. These can
be split into oversight and operational roles.
• The management company is responsible for the governance, management and control of the
fund. While it may delegate many of its functions, it still has overall responsibility.
• The investment manager/fund manager advises the fund’s management company or directors
on an appropriate investment strategy and then implements it by making and disposing of
investments on behalf of the fund. A fund manager’s performance is typically measured by
benchmarking.
• The administrator to a fund performs activities on behalf of the investment fund (particularly in
connection with the acceptance of subscription applications), processes redemption requests,
calculates the net asset value (NAV) per share/unit and maintains the share register.
• Sometimes the functions of a transfer agent, which include receiving subscription monies into
such accounts, are carried out by the administrator; at other times, a separate transfer agent is
appointed.
• The trustee/custodian/depositary’s main roles are safeguarding the assets and protecting the
interest of investors. Legal and regulatory obligations vary from UCITS to AIFs.
• Funds may appoint an internal auditor but must appoint an external auditor. The internal
auditor, an employee, assesses and presents on the appropriateness and robustness of internal
procedures, systems and operations. The external auditor reports to shareholders on the fund’s
financial statements.
• Appointing a compliance officer, who ensures that the organisation complies with the various
regulatory requirements, is regarded by many as being good practice.
• Other parties who may be involved in a fund include a distributor, who is responsible for
marketing the fund, and legal advisors, who advise the fund and prepare the fund
documentation.

Directors to a Fund - Generally, the day-to-day operations of an investment fund are delegated to
its various service providers. The board of directors of an investment company or the board of
directors of the manager of a unit trust or common contractual fund (CCF) will typically meet on a

quarterly basis to monitor the performance of the duties and responsibilities delegated to the
various service providers.
The appointment of directors to investment companies, management companies, administration
companies and trustee/custodian/depositary companies requires the regulatory authorities’
approval. If a director resigns from any of these companies, the regulatory authorities must be
informed.

Examiner comment – Issue #1
Some candidates got confused understanding the distinction between a Fund and a Fund Manager.
However this was the best answered issue in the case with some excellent answers presented.
Indicator #2
Set out the process, parties and documentation involved in setting up a fund (3.3.2)
INDICATOR 2:

DOCUMENTS – PROSPECTUS AND KIID

Prospectus
The prospectus is the official and regulatory authorities-approved document that sets out the details of an
investment fund. The prospectus is the primary document provided to potential investors when they are
assessing whether or not to invest in a fund to allow them to make an informed decision. Investors also rely
on the prospectus during their time as shareholders or unitholders in a fund as an up-to-date source of
information relating to the fund, its functioning, service providers and terms and conditions. By studying the
prospectus, the investor can understand the fund’s structure and operation.
The prospectus is usually drawn up by the legal advisors prior to the launch of the fund, with input from the
parties involved, including the promoter (if there is one), the investment manager, the manager (if there is
one) and/or the administrator. For an Irish domiciled fund, the draft prospectus must be submitted to the
regulatory authorities for approval. The regulatory classification of an investment fund (UCITS, RIAIF or
QIAIF) will determine both the contents of the prospectus and the nature of the engagement with the
regulatory authorities prior to the launch of a fund.
Once the prospectus is approved (which is not the only approval required by the fund regulatory authorities
prior to launch), the fund can launch, but it must always operate within the parameters laid out and
authorised in the prospectus. Should any aspect of the fund require change, an amended prospectus or
supplement to the prospectus must be submitted to the regulatory authorities for approval and the change
must not come into effect until the approval is received.
Key Points Covered in the Prospectus
Generally, every prospectus contains the following key information:
• Fund’s name, legal and regulatory classification, and authorisation status
• Investment objective and policies
• Investment restrictions to which the fund is subject, arising from its regulatory classification and
its investment policies
• Fees and expenses which will be borne by the fund and, indirectly, the shareholders
• A detailed description of each member of the board of directors
• The names of each service provider appointed by the fund, including the investment manager,
the administrator, the custodian/trustee/depositary, the AIFM (if applicable) and the distributor,
and a summary of the material terms of the contract with each service provider
• A detailed description of the operational mechanics of how to invest in the fund, timelines for
submitting subscription documentation and subscription proceeds, details of the documentation
required to be submitted and to whom, details of how to redeem from the fund, frequency with
which the fund facilitates redemption requests and timeline for payment of redemption proceeds
• The manner in which a fund or sub-fund may be terminated

• Circumstances in which the fund may suspend subscriptions, redemptions and the determination
of the NAV (e.g. at times of extreme market volatility when it may not be possible for the fund to
sell fund assets in order to meet redemption requests from exiting investors)
• The risk factors an investment in the fund entails including any legal, tax, regulatory and
operational risks
• Shareholders’ rights and the manner in which shareholder meetings will take place
• A summary of the tax treatment of shareholders
• The fund’s base currency
• Number and details of the share/unit classes available for investment
A prospectus is used as a marketing tool for potential investors and effectively as a rulebook for the fund’s
investment manager and administrator.
Key Investor Information Document (KIID)
The implementation of the UCITS IV Directive resulted in the introduction of the KIID, a compulsory
consumer communication which replaced the simplified prospectus and is required to be made available by
all UCITS in a durable medium to investors in EU member states. The requirement to put a KIID in place is
applicable only to UCITS.
The purpose of the KIID is to summarise the key features of a UCITS in order to sufficiently inform retail
investors about an investment product and its risks, thereby allowing them to make an informed investment
decision. The KIID’s predecessor, the simplified prospectus, is generally considered to have failed to achieve
this objective due to the varying requirements across EU member states that resulted in unattractive
documents of varying lengths and written in overly technical language, which made it difficult for investors to
understand and to compare products.
The KIID must follow the running order of the ESMA template and must be drafted in a clear and concise
manner, in language that is easily understood by the average retail investor, and it must avoid technical and
legal jargon. The investment objective and policies of a fund cannot be simply copied from the prospectus
documentation. In preparing a KIID, the management company/self-managed UCITS is required to pitch its
content at an average retail investor who is reading about a fund for the first time.
The KIID also introduces the synthetic risk and reward indicator (SRRI), a numerical scale from one to
seven, based on the volatility of a UCITS’ past performance. One indicates a low risk and reward potential,
and seven a high risk and reward potential, thus allowing for the comparison of investment products.
The five key sections of the KIID are:
• Objectives and investment policy
• Risk and reward profile
• Charges
• Past performance
• Practical information
Examiner comment – Issue #2
This was the second best performing issue in the case. Some candidates demonstrated confusion by
interchanging terms such as AIF & UCIT incorrectly.
Indicator #3
Set out the process for how and when a fund might terminate (3.3.3)
Termination
There are a variety of reasons a promoter may wish to terminate an investment fund.
 The investment strategy may no longer be attractive to investors and the bulk of the investors may
have redeemed their investments from the fund, leaving the fund with a diminishing NAV and a
corresponding proportionate increase in the ratio of the fund’s assets to its ongoing costs and
liabilities.
 If a fund is no longer economically viable, investors will submit redemption requests and invest their
funds elsewhere.



A fund’s constitutional documents and prospectus will generally provide for the ability to compulsorily
redeem investors if the NAV falls below a certain threshold, in which case the fund will activate the
process outlined in its fund documentation to notify investors that their investments are being
redeemed and then proceed to terminate the fund.

Steps in Terminating
There are two main steps in terminating a fund:
1. Revocation of the fund’s regulatory authorisation by the regulatory authorities
2. Liquidation of the fund. Usually, liquidations in the funds industry are voluntary, planned and
controlled, and occur via a process known as a member’s voluntary winding up.
Revocation of a fund’s regulatory authorisation ensures the fund’s assets are passed back to investors.
Regarding liquidation, in the funds industry a significant consideration is what happens if any party to the
fund that holds the fund’s assets itself becomes insolvent and/or goes into liquidation, for example the fund’s
depositary bank. It is important to ensure that the fund’s assets are “ring-fenced” from the other assets of the
insolvent company. This can be difficult when derivative contracts are involved.

Revocation of Regulatory Authorities’ Authorisation
A formal application to the regulatory authorities is required, requesting that the regulatory authorities revoke
their authorisation of the fund. From a regulatory perspective, the primary focus of the authorities is ensuring
that all of the fund’s assets have been passed back to investors (less any sums required to pay for
termination costs) before the revocation confirmation issues.
The Revocation Process:
• The directors first pass a resolution approving the revocation of the fund’s authorisation in
principle.
• Audited termination accounts showing a zero NAV are prepared (a regulatory authority’s
prerequisite for any revocation application) and approved by the directors and the auditors.
The custodian is required to confirm:
• That all assets of the fund have been disbursed
• That the fund is free from claims from or disputes with investors or creditors
An application is submitted to the regulatory authorities requesting the revocation of the fund’s authorisation,
accompanied by the audited termination accounts and the custodian’s confirmation. The regulatory
authorities then process the application and issue a formal revocation confirmation.
Insolvency and Liquidation of an Investment Company
When a company becomes unable to pay its debts as they become due, it is said to be insolvent. A
company can become insolvent even when the value of its assets is much greater than its liabilities if it has
insufficient cash flow to pay debts as they fall due. The same holds for funds.
The directors of an insolvent company must stop trading and arrange for the company to be put into
liquidation (otherwise known as a winding up). Liquidations of insolvent companies are generally controlled
by the creditors of those companies or by the court. Liquidation is implemented by arranging a meeting of
shareholders to pass a resolution winding up the company or by asking the courts to make an order putting
the company into liquidation.
When a company is put into liquidation, a person (called a liquidator) is appointed to gather all of the
company’s assets and arrange for them to be sold, with the proceeds being used to pay off as much of the
company’s debts as possible, and then to give any leftover money to the shareholders, although the
shareholders are unlikely to receive any money in an insolvency. A liquidator is responsible for paying off
the company’s debts, once there are assets available, and winding up its affairs, although they may be able
to sell part of the business as a going concern.
Members’ Voluntary Winding Up
A company can also be put into liquidation or wound up if it is solvent, but this is more usually the choice of
the directors and shareholders, who then control the liquidation: members’ voluntary winding up. In practice,

most investment funds which have become uneconomic or fail to perform as expected go into a members’
voluntary winding up before they reach the point of insolvency and are required to go through either a
creditors’ or court winding-up process.
Liquidators and Trust or Fiduciary Assets
A liquidator cannot use property which the company possesses but does not own to pay the company’s
creditors including any property held on trust or in a fiduciary capacity on behalf of a beneficial owner.
This is why it is important that a company acting as a custodian of assets for a fund maintains records which
identify the assets held by the company in a custodial capacity as being assets belonging to the fund. The
assets are “ring-fenced” from the other assets on the custodian’s balance sheet.
When a fund acquires an investment, the most effective way to ensure it is held in a way which identifies it as
the property of the fund is to register it in the records of the issuer with a designation indicating that it is the
property of the fund. It is normally possible to register a holding of securities in the name of X Custodian Ltd
for the account of Y Fund Ltd. If not, the security should be registered indicating it is property belonging to a
client of the custodian. It should be included in the trustee/custodian account of X Custodian Ltd.
To protect a fund against the risk of an insolvent custodian, the contract should be entered into in the name
of the fund directly, with instructions that payments by the counterparty are to be made only to the custodian,
or by having the custodian enter into the contract on behalf of the fund. Most custodians are reluctant to take
the latter approach because of the risk that the custodian may itself become liable on the futures contract.
Examination
Many countries have insolvency laws that provide for a sort of halfway house for companies in these
circumstances before the company goes into full liquidation, whereby a company is protected from its
creditors for a limited period so it can attempt to restore its long-term viability; The aim of the examiner is to
look into the state of the company’s affairs and formulate a plan for its survival, while at the same time
persuading the company’s shareholders and creditors to support the proposals.
During the term of the examiner’s appointment, creditors, including secured creditors, are not allowed to take
any action against the company which would jeopardise the results of the examination. If the examiner
succeeds in formulating a plan that attracts broad support, the court will normally approve it if it is fair and
equitable to all creditors. On the other hand, if the examiner fails to come up with a proposal that is likely to
secure the company’s future, their appointment will be terminated, the court’s protection of the company will
cease and a liquidator will be appointed to wind up the company in the normal way.
Examiner comment – Issue #3
Some candidates misunderstood concepts - Revocation v Liquidation being a particular example.
Candidates are reminded to ensure they are comfortable with the concepts and understand the subtleties of
where to apply them.
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SIM – ATLA Financial Management
(Suggested time 90 minutes)
Introduction
Having recently qualified as a public finance accountant, you have just started a new job in the Public Sector
Division of a global accountancy company, ATLA Financial Management, providing financial advice to a
range of international clients. Your name is Joe Paget. Your manager, Jean Harman, recognises that you
have a broad knowledge of strategic public finance issues and is involving you in a number of ongoing
projects within the Public Sector Division.
Jean calls you into her office to brief you on the tasks for the day. “Morning Joe, grab a coffee and take a
seat. We have lots to discuss!” Jean proceeds to outline a number of ongoing projects in Nevsland and your
related tasks.
Nevsland is a small, autonomous, sub-tropical country with a population of 30 million. Its tax system and
regulatory framework largely replicate that of the United Kingdom. It is a constitutional democracy, newly
industrialised, with an efficient transport infrastructure consisting of a road and rail network.
Although Nevsland has a stable, fast growing economy, the country still faces the challenges of extreme
poverty, malnutrition and inadequate healthcare, particularly in rural areas. Economic development has
increased the demands on public finances, and Nevsland relies on international development assistance to
supplement its tax revenues to fund public services.
The government of Nevsland recognise the need for robust public financial management systems and are
seeking advice on a number of issues.
Public expenditure management
Jean has been working closely with the Nevsland Finance Minister who is seeking advice on managing
public expenditure. The Nevsland Finance Minister refers to a World Bank publication which outlines the
importance of medium-term financial planning, an extract of which is attached (see Appendix I). The
Nevsland Finance Minister is also keen to strengthen the scrutiny function of its public finances, and has
been asking Jean about how the Office for Budget Responsibility works in the United Kingdom.
“So, Joe, first thing I need from you - I would like you to draft a paper discussing the importance of mediumterm financial planning, giving some illustrative practical examples. I would also like you to explain the
purpose and functions of a public finance scrutiny body using an example to support your explanation.”
Debt sustainability
Debt sustainability is an area in which the Nevsland Finance Minister would also like advice. With the
economy growing, and public expenditure increasing, the Nevsland government is required to supplement its
tax revenues with borrowing to cover the budget deficit, but realises that debt sustainability is linked to
growth and interest rates. Jean hands you some notes (see Appendix II).
“The Nevsland Finance Minister scribbled down some notes at our last meeting but I have to admit, Joe, I
don’t really know what he was talking about. Take a look, Joe. Please address each of the points in the note
providing a clear explanation of debt sustainability, using the figures in the note to support your explanation.”
International development aid
The Nevsland Finance Minister attended an International Aid conference recently. As a recipient country he
would like the government of Nevsland to have a financial framework in place to satisfy the needs of aid
donors and to assist with the measurement of aid effectiveness. Whilst at the conference he wanted to

attend a workshop on the Public Expenditure and Financial Accountability Framework (PEFA) but missed it
as he had to meet with a minister from a neighbouring country to discuss cross-border relations. The agenda
for the PEFA workshop was to describe the purpose and objectives of the PEFA Framework.
“Joe, I would like you to draft a note explaining the purpose and objectives of the PEFA Framework as well
as outlining how the PEFA Framework operates. I would also like you to discuss the effectiveness of a
standardised framework such as the PEFA Framework. I managed to find an article on PEFA and here it is
(see Appendix III)” “OK Joe, that’s it for now. I look forward to receiving your work.”
Without even finishing your coffee you head off to complete your tasks.

APPENDIX I: EXTRACT FROM CHAPTER 1 BEYOND THE ANNUAL BUDGET:
Global Experience with Medium-Term Expenditure Frameworks
World Bank. 2013. Beyond the Annual Budget. Washington, DC: World Bank. doi:10.1596/978-0-8213-96254 License: Creative Commons Attribution CC BY 3.0
By the end of 2008, more than two-thirds of all countries had adopted a medium-term expenditure framework
(MTEF). MTEFs are found in countries all across the world. Even though they have been around since the
early 1980s, MTEFs did not gain prominence until the late 1990s. Two trends explain their spread. Low- and
middle-income countries adopted MTEFs primarily because donors viewed them as a way to ensure a
multiyear commitment of resources to the policies included in poverty reduction strategy papers (PRSPs)
and incorporated them into their standard advice on budget reforms. The World Bank has been involved with
MTEF reforms in more than half of these countries. High-income countries adopted MTEFs as a way to
support budgetary targets, improve expenditure prioritization, and foster improved government performance.
However, successful implementation of MTEFs and their impact on budget management and fiscal
performance vary widely across countries. An MTEF requires policy makers to look across sectors,
programs, and projects to examine how public spending can best serve national development objectives
over the medium term. In doing so, they must weigh the importance attached to short-term goals against that
attached to medium-term objectives and set aside the narrow self-interests of spending agencies, politicians,
and spending beneficiaries. Prioritization subject to resource constraints becomes the guiding principle of
budgeting. The general view is that economic, political, and institutional factors have limited the application of
this principle, along with the effectiveness of MTEFs.

APPENDIX II – DEBT SUSTAINABILITY NOTES:
What’s the difference between borrowing and debt?
Deficit/Primary deficit – are they the same?
Significance of debt in relation to gross domestic product (GDP)?
Sustainable deficit formula: g-r(d/GDP) – what does it mean?
#How do we stabilise the debt/GDP ratio in the illustration below?
Debt sustainability illustration
Assume the following:


2% GDP growth



7% inflation



10% interest rate

£m

Year 0

Year 1

Year 2

Year 3

Year 4

1000

1091

1191

1300

1419

Government Revenue

196

214

234

255

Public Sector Spending excluding
interest

240

262

286

312

Primary Deficit

44

48

52

57

Interest

40

48

58

69

Total Deficit

84

96

110

126

484

580

690

816

4%

4%

4%

4%

44%

49%

53%

57%

Nominal GDP

Public Debt

400

Primary Deficit/GDP
Debt/GDP

40%

APPENDIX III – ARTICLE FROM PUBLIC FINANCE WHAT IS THE POINT OF PEFA
By: Sierd Hadley 26 April 2016
PEFA has become the standard tool for measuring public financial management systems – but has it also
become a misleading victim of its own success?
Launched in 2005, the Public Expenditure and Financial Accountability (PEFA) framework has become the
‘go-to’ measure of quality in public finance systems. It has led the way for harmonising diagnostics on PFM
and influenced a range of new tools for measuring specific parts of the PFM system. Now, more than ten
years on, the framework has been revised significantly for the first time. But countries and their donor
partners need to do more to make sure the new indicators are used appropriately.
But has PEFA’s undoubted success undermined its early ambitions? Today, PEFA is an integral part of
donor internal processes, influencing programming decisions over budget support, use of country systems,
and PFM reforms. It has also been adopted by some countries as a benchmark for their own reform efforts,
or the quality of PFM under local governments. In Nepal, the PFM reform coordination team is called the
“PEFA Secretariat”. In this way it has gone beyond early expectations. However, we have learnt from the
“Doing Business Indicators” that global indicators can influence incentives, and not always for the best.
These incentives have changed PEFA from a good tool for understanding what PFM systems look like, to a
bad tool for determining what PFM systems should look like. It is standard practice after a PEFA assessment
for a country (or a set of external consultants) to develop a PFM roadmap specifying what reforms will be
implemented.

FAE PUBLIC SECTOR APRIL 19 Interim Assessment – Suggested Solution
Please note that this is a suggested solution and includes more detail than would be expected of a
student under exam conditions. All valid points should gain credit.
Examiner comment – overall
Overall a fair paper and answered to a reasonable standard by the candidates, the standard of the answers
was pretty even and the students showed a good knowledge of the material and referenced the answers to
the scenario presented in the exam paper.
One or two answers were too long and may have affected the student’s ability to complete the paper within
the allotted time.

ISSUE #1
- Explain the contribution and role of public sector spending within the context of national finances
Discussion of the importance of long term planning and explanation of purpose and functions of fiscal
watchdogs." (1.1)

Importance of medium term financial planning
Effective public expenditure management requires budget systems to achieve three complementary and
interdependent objectives:




To maintain aggregate fiscal discipline
To allocate resources in accord with government priorities
To promote the efficient delivery of services

Although in almost all countries, government budgets are prepared on an annual cycle, they must take into
account events outside the annual cycle. In particular they must consider the expected revenues, the longerterm costs of programmes and government policies, and the sustainability of government fiscal policies,
notably their impact on the national debt.
A medium-term outlook is also necessary because the time span of an annual budget is too short for the
purpose of adjusting expenditure priorities. At the time a budget is formulated, most of the expenditures of the
budget year have already been committed. For example, salaries of civil servants, pensions to be paid to
pensioners and debt service costs are not variable in the short-term. Other costs can be adjusted, but often
only marginally. This means that any real adjustment of spending priorities, if it is to be successful, has to
take place over a span of several years.
For instance, a government may wish to switch from blanket provision of welfare services to targeted provision
designed for those citizens most in need. The expenditure implications of such a policy change stretch over
several years and the policy can therefore hardly be implemented through a focus on the annual budget
alone.
Long term or strategic planning is important in providing a catalyst for future policy and development and
provides the framework against which an organisation’s budgets should be produced as well as identifying
significant issues at an early stage.
The aim of a medium-term financial plan (MTFP) is to pull together one place all known factors affecting the
financial position and financial sustainability of an organisation over the medium term. The MTFP balances the
financial implications of objectives and policies against constraints in resources and provides the basis for
decision making. The MTFP should be a living document that forms the basis of fiscal strategy for public
bodies. The process of producing and updating the medium-term financial plan can be as important as the

document itself, in giving a focus to the future implications of policy decisions and discussion of priorities and
external influences.
In order to develop an effective MTFP an organisation needs to be aware of its overall financial position
including its assets and liabilities on its balance sheet and by matching its expenditure and income to the time
periods which they relate. The more inclusive and the wider the ownership of the MTFP then typically the
more successful it is. The MTFP is typically produced by finance teams and is sometimes seen as a finance
product but to be successful the strategy has to be owned by the wider organisation and especially by those
responsible for decision making. Difficult decisions may need to be made in order to achieve strategic
outcomes given funding constraints and a robust, timely and relevant MTFP can provide a solid foundation to
use those scarce resources effectively.
The MTFP should not just focus on current income and expenditure. Public service organisations often have
large asset bases related to the delivery of services. It is vital that these assets are maximised in terms of
value to the organisation and every opportunity for rationalisation and improved return, whether in terms of
improved financial returns or service capacity, is identified and maximised. The capital strategy should sit
alongside the MTPF and contain an assessment of future asset needs to meet to those objectives along with
a gap analysis to identify where investment is required.
Whilst the purpose of the MTFP is to provide a fiscal forecast over the longer term, it must be recognised that
this forecast becomes more uncertain the further out in time the forecast moves. The timescale for the MTFP
will to some extent be dependent upon the environment in which the organisation exists and the level of
infrastructure investment it makes. The period of time covered by the MTFP will therefore differ between
organisations, and typically covers a 3-5 year timeframe, although may cover up to 25 years or even longer.
An organisation involved in long-term procurement processes, such as defence, are likely to consider longerterm plans, even where funding may only be certain in the relatively short term.
There is a level of risk and uncertainty associated with MTFP so risk analysis is an essential part of the MTFP
process. Two analyses are a useful part of the process:



An uncertainty analysis, which is an assessment, and where possible quantification, of the
uncertainties associated with the parameters of the forecast and data.
A sensitivity analysis which determines the change in the forecast outcomes arising from a change in
the forecast parameters.

By carrying out and documenting these analyses the key risks can be identified and a series of scenarios
produced that illustrate the impact of changes in key variables. These scenarios can then be reviewed and an
element of judgement applied as to which scenarios are the most realistic and which should form the basis of
the core assumptions within the MTFP.

The budget preparation process is a powerful tool for achieving policy coherence. The budget is both an
instrument of economic and financial management and an implicit policy statement, as it sets relative levels of
spending for different programmes and activities. Policy decision-making is complex and involves different
actors inside and outside the government. It is a mistake to attempt to combine all the procedures of policy
formulation and the budget process itself. However, a coherent relationship needs to be established between
the policy-making agenda, which should take into account economic and fiscal realities and the budget, which
should accurately reflect the government's policy priorities. The budget process should both take into account
policies already formulated and be the main instrument to make them explicit and ‘"operational’". However,
policy proposals should be developed and reviewed outside of the pressured environment of the budget
process itself. Making policy through the annual budget would give undue prominence to short-term issues,
rather than longer-term, strategic issues, since the policy debate would be invariably dominated by immediate
financial considerations.
An overall strategic framework should underpin the formulation of sectoral policies. Within this framework, line
ministries and agencies should prepare their own strategic plans that include:







their mandate, consistent with statutory requirements
a set of desired policy goals (outcomes and objectives)
the broad approaches to achieving these policy goals
a description of the concrete policy measures that will be used to achieve these goals
a broad cost estimate.

Expenditure programmes and performance plans can be derived for these strategic plans, once the allocation
of resources between different sectors has been determined.
Macroeconomic variables, targets and instruments will be considered when producing a MTFP, for example:






Variables
o monetary policy
o fiscal policy
o exchange rate and trade policy
o external debt management
o regulation and promotion of private sector activities
o reform of public enterprises
Targets
o level of the deficit
o debt to GDP ratio
Instruments
o changes in the balance of direct and indirect taxes
o credit policy measures (e.g. interest rates)

The MTFP draws together the strategic planning priorities, demand and resource forecasts and impact of the
wider service delivery environment to produce a costed plan for the impact of proposed policies and plans on
the longer-term financial sustainability of the public service organisation. As a document it should provide a
clear and concise view of future sustainability and the decisions that need to be made in order to address any
gaps in long-term financing. It forms the pivotal link to translate the organisations ambitions and constraints
into deliverable options for the future. The key to the effectiveness of the MTFP, however, is its ability to give a
clear and understandable message to decision makers on the actions that are needed to ensure long-term
financial sustainability.

Examples of MTPF
EU member states
Preparing a medium-term macroeconomic framework and a medium term financial framework is a specific
requirement for EU Member States. According to the Stability and Growth Pact, EU Member States are
required to formulate and submit stability programmes, if they have adopted the euro, and convergence
programmes if otherwise.
These stability and convergence programmes must provide the following information:
Medium-term budgetary objectives, which should be close to balance or in surplus, and gradual path
adjustments in the general government deficit and debt ratio deficit to GDP. Budgetary programmes must be
credible and sustainable, and the burden of adjustment should be allocated in a fair and just way.
Main assumptions about the expected developments of economic variables relevant to the convergence
programmes (i.e. public investment, real GDP growth, employment and inflation).
Budgetary and economic policy measures, taken and/or proposed to achieve the budget objectives, including
an assessment of their quantitative effect on the budget.

A sensitivity analysis of how changes in the main economic assumptions would affect budget and debt
positions.
UK Ministry of Defence
The Ministry of Defence produces an equipment plan which sets out the defence equipment budget and
forecast expenditure plans to deliver and support the equipment the Armed Forces require to meet the
objectives set out in the 2010 National Security Strategy and the Security Defence and Security Review. The
plan covers a period of ten years and is updated annually.
City of Edinburgh Council
In 2012/13, City of Edinburgh council developed a budget covering years 2013/14 to 2017/18. This was
designed to help deal with a potential budget shortfall of £95m by 2017/18 that their financial plan identified.
The council applied a planning framework to identify pressures and the options to achieve savings focussing
on three main areas:




transformation (such as recruiting more foster carers while reducing the use of foster agencies)
efficiency and council-wide savings (such as improving procurement and increasing the use of eadvertising)
additional income (reviewing existing charges and fees)

An important element of the process was preparing a service cost model to chart changes in projected service
costs over the medium to long term. The outputs of this model were integrated as closely as possible to the
financial plan.
EU Multiannual Financial Framework
The multiannual financial framework (MFF) lays down the maximum annual amounts ('ceilings') which the EU
may spend in different political fields ('headings') over a period of at least 5 years. The current MFF covers
seven years: from 2014 to 2020.
The MFF provides a framework for financial programming and budgetary discipline by ensuring that EU
spending is predictable and stays within the agreed limits. It also allows the EU to carry out common policies
over a period that is long enough to make them effective. This long term vision is important for potential
beneficiaries of EU funds, co-financing authorities as well as national treasuries.
New Zealand Government
The Treasury uses its Long-term Fiscal Model to project the state of the government finances and is required
to produce at least every four years a statement on the long-term fiscal position of the government that covers
a period of at least 40 years.
Statements on the Long-term Fiscal Position indicate possible trends in spending, revenue, operating balance
and debt over this period, based on current policy settings and recent history.

Purpose/functions/example of scrutiny body
Scrutiny of PFM processes, outside executive responsibility, can oversee, influence and challenge the
allocation of resources and the administration of public sector finances. Scrutiny processes create a demand
for transparency and improve accountability. Their influence can help to build pressure for a more open,
honest and effective public sector. Scrutiny processes can be formal, such as an independent body or
Parliamentary Public Accounts Committee, or informal, including civil society groups and the media. Viewed
as a whole system, scrutiny processes and bodies are an important part of overall checks and balances and a
way of enabling the citizen voice to be heard by executive authority. Citizen and media scrutiny may be
extremely important in generating pressure for PFM reform.
There are various kinds of scrutiny:

Scrutiny committees: committees that scrutinise aspects of PFM can exist at parliamentary level or at local
level. They are a formal way of overseeing budget execution, reviewing performance and pushing for both
allocative and operational efficiency. They may also include anti-corruption agencies. Scrutiny bodies examine
evidence, seek ideas and make recommendations to executive management across financial or service
activities. They are part of the wider checks and balances in the PFM system, and help to create a demand for
accountability
Citizen representation and influence: civil society organisations can be influential in generating pressure for
reform and in holding executive authority to account, as being a stimulus to improvements in financial
management and decision making.
Media: together with legislatures and citizens, the media help to create an environment of accountability and a
demand for information that scrutinises whether policies are being achieved, and can act as a stimulus to
improvements.
Whistleblowing: processes that enable individuals or groups to draw formal attention to unacceptable or high
risk practices may be particularly significant where the executive performs poorly and other controls and
balances in the system are weak.
Ombudsman: an official, usually appointed by the government or by parliament, who is charged with
representing the interests of members of the public. The ombudsman considers and independently
investigates complaints by citizens who believe they have received unfair, improper, or unreasonable
treatment from government departments or agencies. He or she gives an impartial judgement and can make
recommendations for a mediated settlement.
The main duty of a public finance scrutiny body (SB) is to examine and report on the sustainability of the
public finances. The scope of this duty means the SB has a broad remit including the investigation of the
impact of trends and policies on the public finances from a multitude of angles, through forecasting, long-term
projections and balance sheet analysis. This feeds directly into the government’s fiscal objective to deliver
sound and sustainable public finances.
The duty should be performed independently, subject to its statutory duties and the guidance provided to the
SB in fulfilling its responsibilities. This independence provides complete discretion to independently determine:





the methodology by which the SB produces its forecasts, assessments and analyses
the judgements made in developing these forecasts
the content of publications
the work programme by which the SB may initiate research and produce additional analysis

In order to protect the independence necessary for the effective delivery of its responsibilities within the fiscal
framework, the SB must perform its duty objectively, transparently and impartially.
The SB’s reports will be concerned with its main duty to examine and report on the sustainability of the public
finances. The SB will consider a wide range of factors and dimensions relating to the sustainability of the
public finances and will be transparent in its approach. More generally, in each report published under its main
duty, the SB will explain the factors taken into account when preparing the report, including the main
assumptions and risks.
The body’s forecasts are essential inputs to the government’s ongoing policy making. The establishment of
such a body will enhance the transparency and credibility of the government’s official economic and public
finances forecasts, in part, through the publication of more information than is been made available to the
public.
Example - UK Office for Budget Responsibility
The Office for Budget Responsibility was created in 2010 to provide independent and authoritative analysis of
the UK’s public finances.
It has five main roles:

1. ECONOMIC AND FISCAL FORECASTING
The OBR produces detailed five-year forecasts for the economy and public finances twice a year. The
forecasts accompany the Budget Statement (usually in March) and the Autumn Statement (usually in late
November). They incorporate the impact of any tax and spending measures announced in those statements
by the Chancellor.
The details of the forecasts are set out in the Economic and fiscal outlook (EFO). The annual Forecast
evaluation report (FER), published each autumn, examines how they compare to subsequent outturns and
draws lessons for future forecasts.
2. EVALUATING PERFORMANCE AGAINST TARGETS
The OBR uses its public finance forecasts to judge the Government’s performance against its fiscal targets
and target for welfare spending. In July 2015 the Government set itself two new medium-term fiscal targets:
first, to achieve a budget surplus in 2019-20 and then maintain that surplus absent a marked slowdown in
economic growth, and; second, to reduce public sector net debt as a share of GDP in each fiscal year from
2015-16 to 2019-20.
In each EFO, it assesses whether it has a greater than 50 per cent chance of hitting these targets under
current policy. Since March 2014, the government has also set a self-imposed cash limit on a subset of its
social security and tax credit spending (the ‘welfare cap’). The OBR makes a formal assessment in the EFO of
its adherence to the cap at the time of each Autumn Statement, but also forecast spending within the cap at
each Budget.
3. SUSTAINABILITY AND BALANCE SHEET ANALYSIS
The OBR assesses the long-term sustainability of the public finances: The Fiscal sustainability report (FSR)
sets out long-term projections for different categories of spending, revenue and financial transactions, and
assesses whether they imply a sustainable path for public sector debt.
The FSR also analyses the public sector’s balance sheet, using both conventional National Accounts
measures and the Whole of Government Accounts (WGA) prepared using commercial accounting principles.
4. EVALUATION OF FISCAL RISKS
In addition to producing central forecasts and projections for the public finances, the EFO and FSR include
discussion of the risks to those forecasts and projections (both upside and downside). The WGA also provides
further information on specific fiscal risks, notably contingent liabilities (such as government guarantees),
which are discussed in the FSR. A dedicated Fiscal risks report (FRR) draws together and expands on this
analysis.
5. SCRUTINISING TAX AND WELFARE POLICY COSTING
The OBR scrutinise the Government’s costing of individual tax and welfare spending measures at each
Budget and Autumn Statement. The Government provides the OBR with draft costings in the run-up to each
statement and the OBR subject these to detailed scrutiny and challenge.
The OBR state whether they endorse the costings that the Government finally publishes as reasonable central
estimates and whether they have used them in OBR forecasts. Each costing is given an uncertainty rating,
based on the data underpinning it, the complexity of the modelling involved and the possible behavioural
impact of the policy.
The OBR also forecast the receipts from taxes that have been devolved and undertake a variety of research
projects through the year. The OBR publish briefing material and we provide a briefing on the monthly public
finances statistics, to help people interpret the latest data in the light of the most recent forecasts.
The OBR respond to requests for information on their forecasts and give evidence to parliamentary
committees. OBR staff also give talks and presentations at external events.

The Memorandum of Understanding sets out the agreed working relationship between the OBR, HM Revenue
and Customs, the Department for Work and Pensions, and HM Treasury. It sets out the arrangements needed
for effective working, covering each institution’s key responsibilities, coordination of the forecast process, and
the process for information sharing.
Example Irish Fiscal Advisory Council (IFAC)
IFAC is an independent statutory body established as part of a wider agenda of reform of Ireland’s
budgetary architecture. Its mandate:


Assess and endorse, as we consider appropriate, the Government’s official macroeconomic forecasts.



Assess the budgetary forecasts.



Assess the broader fiscal stance.



Monitor compliance with legislated fiscal rules.

Example Haute Conseil des Finances Publique (France)
In France, the Haute Conseil des Finances Publiques has no power to issue the actual economic forecasts,
leaving it to bodies dependent on the ministry of finance to make such forecasts. The Haut Conseil merely
has the power to evaluate the forecasts used by the government and decide whether there are plausible or
not.
The HCFP is responsible for assessing the realism of the macroeconomic forecasts of the French
Government and for checking the consistency of the ‘return path to balanced public finances’ with France's
European commitments. It is an independent agency of the Government and Parliament, and it reports to the
Court of Auditors and is chaired by its First President.
If the Government is led to modify its macroeconomic forecasts during the parliamentary debates, they inform
the HCFP, which must also issue an opinion.
Forecasts analysed by the HCFP are either short term (one to two years) for the annual budget bills or
medium term (a four-year horizon) for multi-year scope of texts (programming bills and stability programme
projects).
When expressing an opinion on the realism of the macroeconomic forecasts, the HCFP may consider other
bodies’ forecasts.
The way the HCFP operates is that a forum of economic experts (all unpaid) will meet to assess and verify the
forecasts and information it is presented with. Independence from government and agencies of government is
of the highest importance.

Examiner comment – Issue #1
Most students answered in respect of the MTPF and Scrutiny body, but tended to only give detailed examples
of one or the other not both.
Some student’s answers would be improved significantly with just a little more depth, but overall this issue
was attempted well by most candidates.

ISSUE #2
- Key terms in government borrowing and debt management
- Fiscal constraints in government debt
Explanation of debt sustainability and application to numerical illustration."
Debt sustainability (1.1)
The government is an important player in any economy because of its role in providing public services (e.g.
healthcare, education, defence) and redistributing income via social benefits and subsidies. Tax revenues are
collected to pay for the provision of public services and the redistribution of income. As the amounts of tax
revenue and public expenditure are substantial, the government plays an important role in financial markets. If
taxation revenue exceeds public expenditure then there is a surplus. Conversely, if public expenditure
exceeds taxation revenue then a deficit occurs. Therefore the government can function as a net lender or a
net borrower in the economy.
Government deficits and debt are extensively monitored. High levels of deficit and/or debt raise concerns
about the future sustainability of government finance and whether the government will be able to service the
debt i.e. pay interest and repay principal.
While decisions on debt management policy must be taken with a long-term perspective, specific decisions on
funding the government’s gross financing requirement are taken annually.
We need to make the distinction between borrowing and debt.
Borrowing represents a flow of money from the lender to the borrower. The government borrows to make up
shortfalls (short or long term) between expenditure and revenue. The term Public Sector Net Cash
Requirement is often used when referring to government borrowing – this is the amount of borrowing that the
public sector needs to undertake in any year when public expenditure exceeds taxation receipts. Alternatively,
it may be a measure of the amount of debt repaid if taxation receipts exceed public expenditure.
Debt represents a stock of past borrowings that have yet to be repaid. Thus government borrowing adds to
outstanding public sector debt. The government pays interest on debt until it is repaid. Public Sector Net Debt
is the total consolidated debt of all branches of government minus the amount of short-term liquid assets held
by the public sector.
We also need to make the distinction between deficit and primary deficit.
If a government has outstanding loans then there will be an interest payment relating to these outstanding
loans i.e. a cost of servicing the debt. This interest payment forms part of the total public expenditure for the
year. If there is an excess of expenditure over income – so total public expenditure exceeds revenue from
taxation – then there is a deficit.
The primary deficit is the deficit excluding interest payments so interest payments are not included in
expenditure. The primary deficit is important when considering the impact of debt and the sustainability of the
deficit.
To illustrate this: If a government has expenditure of £100bn including interest payments of £10bn, and
revenues of £75bn, the deficit would be £25bn and the primary deficit would be £15bn.
A number of economic indicators have been developed to allow for the analysis of government fiscal
performance and understanding how a government finances its deficit.
One of the main indicators of the fiscal sustainability of a government’s finances is the debt to Gross Domestic
Product (GDP) ratio. This ratio is a basic measure of economic health of an economy and an indication of the
country's ability to pay off its debts. If a country is unable to pay its debts, there is a risk of default, which could
cause a financial panic in the domestic and international markets. The higher the debt-to-GDP ratio, the less
likely the country will pay back its debt and the higher its risk of default. While governments may strive to have

low debt-to-GDP ratios, government borrowing may increase in times of war or recession in order to stimulate
growth and aggregate demand.
Sustainable Deficit
This is where the deficit (or surplus) does not increase the stock of debt as a percentage of Gross Domestic
Product (GDP). This can be represented by:
Sustainable deficit = (g – r) (d/gdp)
where:





g is the rate of growth in the economy
r is the interest rate the government pays on its debt
d is the stock of debt
gdp is the gross domestic product

The important factor to consider here is that it is the relationship between these variables that has been crucial
in the debate during a period when deficits are not sustainable. The policy options in this situation are:




to increase growth
to reduce debt or
to reduce interest rates

There is therefore an argument to increase debt to stimulate growth, which in turn generates additional tax
revenue and reduces welfare payments. The counter argument is that when debt is too high it creates higher
interest rates and crowds out the private sector. The third option relating to interest rates relates to monetary
policy.

Application to illustration of figures
2% GDP growth, 7% inflation, 10% interest rate
Primary deficit is stable at 4% of GDP, but there is a ‘snow ball effect’ in terms of the debt levels in that debt is
substantially increasing both in absolute terms and as a proportion of GDP.
If we wish to keep the ratio of debt to GDP stable then we would require a primary surplus of 0.4% of GDP,
calculated as follows:
g = 2% GDP growth plus 7% inflation = 9%
r = 10% d = 400 gdp = 1000
Sustainable deficit

= g-r x (d / gdp) = (9% -10%) x (400/1000)
= - 0.4% (i.e. a surplus of 0.4%)

£m

Year 0

Year 1

Year 2

Year 3

Year 4

1000

1091

1191

1300

1419

Government Revenue

196

214

234

255

Public Sector Spending excluding
interest

240

262

286

312

Actual Primary Deficit

44

48

52

57

Primary Surplus

(4)

(5)

(5)

(6)

(48)

(53)

(57)

(63)

Interest

40

44

47

52

Total Deficit

36

39

42

46

436

475

517

565

-0.4%

-0.4%

-0.4%

-0.4%

40%

40%

40%

40%

Nominal GDP

Stabilising Surplus

Public Debt

400

Primary Deficit/GDP
Debt/GDP

40%

The debt to GDP ratio is now stable at 40%. The stabilising deficit would either come from increased
revenues, decreased expenditure, or a combination.
Examiner comment – Issue #2
The discussion piece around the issue was mostly well covered in most answers. Only one student attempted
a detailed calculation, with most just attempting one calculation. However, there were sufficient other marks
available to score well in this issue.

ISSUE #3
- Public expenditure and financial accountability
Explanation of PEFA Framework and discussion of standardised framework. (1.2)
Purpose and functions of the PEFA Framework
The Public Expenditure and Financial Accountability (PEFA) Program was founded in 2001 as a multi-donor
partnership between seven donor agencies and international financial institutions to assess the condition of
country public expenditure, procurement and financial accountability systems and develop a practical
sequence for reform and capacity-building actions. The PEFA donor or sponsoring organisations are:









The World Bank (WB)
The International Monetary Fund (IMF)
The European Commission (EC)
The United Kingdom’s Department for International Development (DfID)
The French Ministry of Foreign Affairs
The Royal Norwegian Ministry of Foreign Affairs and
The Swiss State Secretariat for Economic Affairs

These sponsoring organisations felt that much of the international aid and development policies had not been
successful due to poor financial management controls and a consensus had built up that it should be
acknowledged that public financial management (PFM) has a crucial role in supporting the implementation of
national development policies and poverty reduction. Each of the major organisations (donor and lending) had
developed their own tools for looking at PFM or certain areas of PFM. It therefore made sense for
organisations to work together and adopt a common framework. Developed alongside the international aid
effectiveness agenda, specifically the Paris Declaration in 2005, the PEFA Framework provides such a tool to
monitor aspects of the PFM systems.
The PEFA Program originates from the aid effectiveness agenda, focussing on country ownership,
coordinated donor work and monitoring of improvements in country systems.
The goals of the PEFA Program are to strengthen capacities to assess the status of country PFM systems
and develop a practical sequence of reform and capacity development actions, in a manner that:







Encourages country ownership;
Reduces the transaction costs to countries;
Enhances donor harmonization;
Allows monitoring of progress of country PFM performance over time;
Better addresses developmental and fiduciary concerns;
Leads to improved impact of reforms.

The PEFA Framework is used by the donors of international aid to assess the system and performance of
public financial management (PFM) within the recipient countries. The PEFA framework was developed under
the PEFA Program, which is closely aligned with the international aid effectiveness agenda, including Paris
Declaration of Aid Effectiveness.
The objectives of the PEFA framework are to:




provide reliable information on the performance of PFM systems, processes and institutions over time
contribute to the government reform process by determining the extent to which reforms are yielding
improved performance and by increasing the ability to identify and learn from reform success
facilitate harmonisation of the dialogue on PFM performance, reform needs and donor support
between government and donors around a common PFM performance assessment and therefore
contribute to reduce transaction costs for governments of the countries involved.

The PEFA framework is a diagnostic tool intended to act as an agreed assessment of the performance of the
PFM system that allows an accepted starting point to discuss reform requirements of governments and
increasingly sub national governments. The assessment of a country’s PFM, through applying the PEFA
framework, provides valuable information to donor and lending organisations, such as the World Bank and the
other donor organisations.
The PEFA framework has been developed as a means to assess whether a country has the tools to deliver
the following three main budgetary outcomes:




aggregate fiscal discipline
strategic resource allocation
efficient use of resources for service delivery

The PEFA framework was created as a high level analytical instrument, consisting of 31 performance
indicators (PIs) with a supporting report aiming to provide an overview of the performance of a country’s PFM

system. Designed to focus at the high level issues, means that many other issues are omitted from the PEFA
framework. Consequently, when undertaking a PEFA assessment, it is important to place the PFM system
into a country’s political, economic and social context.
The first version of the PEFA framework was published in 2005, with updates in 2011, 2015 and 2016.
PEFA identifies seven pillars of performance in an open and orderly PFM system that are essential to
achieving the budgetary outcomes. The seven pillars thereby define the key elements of a PFM system and
reflect what is desirable and feasible to measure.
Within the seven broad areas marked by these pillars, PEFA defines 31 specific indicators that focus on key
measureable aspects of the PFM system. PEFA uses the results of the individual indicator calculations, which
are based on available evidence, to provide an integrated assessment of the PFM system against the seven
pillars of PFM performance. It then assesses the likely impact of PFM performance levels on the three desired
budgetary outcomes: aggregate fiscal discipline, strategic allocation of resources, and efficient service
delivery.
The following table shows the pillars and indicators:
Pillars
Budget reliability

Transparency of public
finances

Management of assets
and liabilities

Policy-based fiscal
strategy and budgeting

Predictability and control
in budget execution

Accounting and
reporting
External scrutiny and
audit

Indicators
1. Aggregate expenditure outturn
2. Expenditure composition outturn
3. Revenue outturn
4. Budget classification
5. Budget documentation
6. Central government operations outside financial reports
7. Transfers to subnational governments
8. Performance information for service delivery
9. Public access to fiscal information
10. Fiscal risk reporting
11. Public investment management
12. Public asset management
13. Debt management
14 Macroeconomic and fiscal forecasting
15. Fiscal strategy
16. Medium-term perspective in expenditure budgeting
17. Budget preparation process
18. Legislative scrutiny of budgets
19. Revenue
20. Accounting for revenue
21. Predictability of in-year resource allocation
22. Expenditure arrears
23. Payroll controls
24. Procurement
25. Internal controls on non-salary expenditure
26. Internal audit
27. Financial data integrity
28. In-year budget reports
29. Annual financial reports
30. External audit
31. Legislative scrutiny of audit reports

It is intended that assessments applying the PEFA framework are carried out approximately every three to
four years to reassess the performance of PFM systems. Through these repeat assessments in a country, it is
aimed that the PEFA framework will demonstrate PFM performance changes over time. Each assessment is a
lengthy and complex process.

Effectiveness of a standardised framework such as PEFA
Advantages from following the PEFA framework:









Delivering a credible, comprehensive and evidence-based diagnostic that can be compared over time
and serve as a basis to monitor the results of PFM reform efforts, through repeat assessments and/or
by building PEFA indicators into a country’s own monitoring and valuation mechanisms.
Enabling country governments to lead PFM assessments or become actively engaged in work led by
external agencies, through a clear and specific assessment framework with objective rating criteria.
Providing harmonization and standardization of the information requested by external agencies using
a common assessment tool.
Providing a common platform for stakeholder dialogue on PFM reforms by facilitating priority setting
and defining key entry-points for PFM reform plans.
Strengthening country capacities to promote alignment with and use of country systems (such as
PFM, procurement, statistics, monitoring and accountability systems).
Promoting ‘capacity development’ through peer-learning and regional PFM groupings.
Framework already exists so no need for recipient countries to use valuable resources to design their
own framework.

Disadvantages from using PEFA framework:















The focus on results comes with some risks that will be familiar from debates around results-based
management in any public services, and whether quantitative targets can have unhelpful unintended
consequences. One method of measurement may not fit all circumstances, some of the standard PIs
might not always be relevant. The indicators need to be placed in economic/political context.
In the context of aid, there is a risk of projects being chosen because it will be easy to demonstrate
impact, as opposed to doing what is best to promote development.
There is also the possibility of ‘what gets measured gets done’ rather than focusing on the actual
needs of the recipients, and the outcomes that will improve their well-being and development
opportunities.
The cost of monitoring and evaluating the effects of aid can result in difficult trade-offs for donors.
Oversight can be expensive, and cause aid workers to be behind a computer screen filling out forms
when they should be out in the field, diverting resources away from delivering the services required, in
favour of number crunching to demonstrate records have been kept and processes have been
followed. Showing compliance with the system and processes for donors to see, may actually reduce
the chance of achieving the best outcomes for the recipients.
The recipient countries may lack the resources/skills/expertise/capabilities to implement the
framework in an effective manner.
The PEFA Framework measures the “form” of a PFM system but not always how well it “functions”.
Most of the 30 indicators check if a process has been established, but not if it works.
The PEFA Framework has limited depth and coverage. To stay affordable, PEFA focuses on the
processes of the central government, and particularly the finance ministry. But that can mask
problems in PFM systems of line ministries, local governments and service delivery units.
It misses the important interactions between actors in the PFM system. PEFA does not assess
politics, organisational arrangements, or the relationship between processes. Yet, the quality of PFM
depends on all three of these.
By using PEFA in too formulaic a manner, reforms can improve PEFA scores without making systems
work better, or worse still they can draw resources away from actual problems facing macroeconomic
management or service delivery.

Examiner comment – Issue #3
This indicator was attempted to a reasonable standard by most students with the issues of purpose, objectives
and operation covered well by most students. Some however did not go into depth in respect of the
effectiveness of the framework and as a result significant marks were left un-attempted.
Overall, again the standard was pretty even across the scripts, with one or two students suffering due to not
finishing out the indicator having left it to the last of the 3.

