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QUESTION 1             100 marks 
 
1 Background information  
 
You are a first-year trainee accountant at Bean Counters Inc. (‘Bean Counters’). You are 
part of the audit team of Gas-to-Liquid Technologies Ltd (‘Gas-to-Liquid’). Mr Nhlakanipho 
Zulu is the engagement partner on the 31 December 2016 financial year-end (‘FY2016’) 
audit of Gas-to-Liquid.  
 
Gas-to-Liquid is a leading company on the African continent as far as its use of gas-to-liquid 
technologies is concerned. The company operates four highly sophisticated and integrated 
plants and is listed on the Johannesburg Stock Exchange. During 2016 the company bought 
and occupied a new head office building in an upmarket business park in Midrand from 
where the company is managed and controlled. 
 
Gas-to-Liquid has a natural gas plant in Mossel Bay where liquefied natural gas is produced 
from natural gas that is extracted from underneath the seabed, and purified and cooled until 
it changes to a liquid form.  
 
During 2013 Gas-to-Liquid appointed consultants to conduct a due diligence investigation 
and feasibility study into the production of and demand for ammonia-based fertilisers and 
explosives in Africa. As a result, Gas-to-Liquid acquired full ownership of a fertiliser plant as 
well as an explosives plant in eMalahleni, Mpumalanga, on 1 May 2015. These acquisitions 
were made as a single business purchase transaction, and on the acquisition date it was 
correctly determined in terms of IFRS 3 Business Combinations that there was no amount to 
be allocated to goodwill.  
 
Since making these acquisitions, Gas-to-Liquid has used all ammonia produced at its 
existing ammonia plant, also located in eMalahleni, for the production of fertiliser and 
explosives at the plants acquired. There is an active market for ammonia. 
 
Bean Counters concurs with the directors of Gas-to-Liquid that each of its four individual 
plants is a cash-generating unit (CGU) in terms of IAS 36 Impairment of Assets. Gas-to-
Liquid accounts for all specialised plant assets under the cost model, as set out in IAS 16 
Property, Plant and Equipment. 
 
2 Significant foreign component 
 
Gas-to-Liquid only has one investment in another legal entity, that is, CLG Technologies Ltd 
(‘CLG’).  CLG is a wholly-owned subsidiary of Gas-to-Liquid with a 31 December year end. 
CLG owns and operates a natural gas plant, similar to the one in Mossel Bay, in Canada. 
CLG’s assets represent ±20% of the consolidated assets of Gas-to-Liquid.  
 
Bean Counters does not have an office in Canada. Canada Auditors, a Canadian audit firm, 
was legally appointed as the statutory external auditors of CLG three years ago. Bean 
Counters relies on the audit work of Canada Auditors for purposes of the audit of Gas-to-
Liquid’s consolidated annual financial statements. Bean Counters provided Canada Auditors 
with group audit instructions for the FY2016 audit on 30 August 2016.  
 
Upon completion of the FY2016 audit of CLG, Canada Auditors provided Bean Counters 
with a memorandum that included the following information:  
 

Except for the issue noted below, in our opinion, the 2016 financial statements of CLG are 
fairly presented in all material respects. 
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The 31 December 2016 internal budget report approved by Mr Harvey Spector, the senior 
financial accountant of Gas-to-Liquid and a CA(SA), noted that the CLG plant delivered 
significantly lower than expected production levels in 2016 and speculated that this trend 
may continue indefinitely.  
 
We discussed this matter with the executive management of CLG. They were surprised by our 
enquiry and suggested that the plant be allowed time to prove itself in 2017 and beyond since 
the plant has only been operational for a year. They categorically refused to provide our audit 
team with any further information or access to any further audit evidence in this regard. We 
were not able to appoint an independent expert to determine the value of the plant. They 
furthermore refused to make any changes to disclosures in the 31 December 2016 annual 
financial statements of the company in this regard. However, they did mention that possible 
reasons for the lower than expected production levels may include that the actual reserves of 
natural gas owned by CLG (recognised as an asset in the company’s financial statements) may 
have been overestimated initially by the expert geologists and that the CLG plant is not 
operating at designed capacity.  
 
The CLG plant is a CGU as defined in IAS 36. 

 
3 Gas-to-Liquid Board of Directors’ meeting held on 5 January 2017 
 

Extract from the minutes  
 
The Chief Operating Officer made a presentation about the reasons for the poor performance of Gas-to-
Liquid’s eMalahleni fertiliser business in 2016. She explained that due to the momentum gained by global 
activists that demand healthy and safe human and animal food, many leading South African food producers 
have switched to organic farming methods. As a result they cancelled their annually renewable purchase 
contracts with Gas-to-Liquid during 2016. This caused sales of the chemical fertilisers manufactured by Gas-
to-Liquid to decrease drastically during the past year.  
 
In response, Ms Jessica Pearson, the Chief Executive Officer (CEO) of Gas-to-Liquid and a CA(SA), 
requested that the directors remain positive about the future outlook for Gas-to-Liquid’s fertiliser business. 
She explained that she was personally investigating the possibilities of Gas-to-Liquid investing in the 
manufacture of organic fertilisers in the near future to make up for the loss in demand for the chemical 
fertilisers manufactured by the company.  
 
She noted that she has taken the liberty to share full details of the company’s business and its most recent 
internal management accounts with two South African business innovation consulting firms that specialise in 
the chemical industry as well as with her brother, Mr Louis Litt, who is an international activist and local CEO 
of Eating Green. Eating Green, an international organisation that establishes standards for organic farming, 
assesses all seed and organic fertiliser produced and sold in South Africa for adherence to its standards. 
Eating Green then issues a certificate of compliance, if approved. She apologised that she had been so busy 
that she did not have a chance to disclose her discussions with her brother until that day. 
 
The Board of Directors resolved that no impairment test in respect of the fertiliser plant was required based 
purely on Ms Pearson’s recommendation since she did not identify any impairment indicators.  
 

 
After reviewing the minutes of the meeting as part of the audit, the audit senior emailed the 
above extract to a friend working at Eating Green and asked if Gas-to-Liquid could obtain a 
certificate of compliance in respect of its current fertilizer products. He hoped to gain 
recognition from the client and his audit manager for his initiative. 
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4 Explosives plant 
 
In 2016 Gas-to-Liquid received notice from its major customer, Let’s-blow-it-up Ltd (‘Let’s-
blow-it-up’), that it was cancelling its contract. Sales to Let’s-blow-it-up constituted 75% of 
Gas-to-Liquid’s sales of explosives for FY2016. The cancellation was effective from 
1 January 2017 and adhered to the cancellation requirements of the contract. 
 
The audited carrying amount of the explosives CGU prior to the impairment calculation on 
31 December 2016 was ZAR215 million. An impairment loss of ZAR74 460 000 was 
recognised for FY2016. The impairment journal entry was passed on 31 December 2016.  
 
Ms Pearson tasked Mr Michael Ross, the marketing manager of Gas-to-Liquid, with finding 
new customers interested in Gas-to-Liquid’s explosives. Mr Ross prepared a five-year 
strategic sales plan and budget, supported by signed contracts with new customers for 
explosives. Ms Pearson approved the sales plan and budget in December 2016.  
 
Mr Spector used the information in paragraphs 4.1 and 4.2 to calculate the impairment loss.  
 
4.1 Value in use 
 
The explosives CGU’s value in use was calculated and approved by Mr Spector. The 
calculation takes into account projected pre-tax net cash flows after losing the Let’s-blow-it-
up contract and replacing it with the approved, inflation-adjusted five-year strategic sales 
plan. The calculated projected pre-tax net cash flows were discounted at an 8% pre-tax rate, 
adjusted for general inflation. The outcome of these calculations was that the explosives 
CGU’s value in use at 31 December 2016 was ZAR140 540 000.  
 
The following projected pre-tax net cash flows were provided to Bean Counters: 
 

Explosives CGU at 
31 December 2016 

2017 2018 2019 2020 2021 

ZAR 
million 

ZAR 
million 

ZAR 
million 

ZAR 
million 

ZAR 
million 

Sales of explosives 80 100 120 140 300 

Cost of production (60) (75) (90) (105) (225) 

Net cash flow 20 25 30 35 75 

 
4.2 Fair value less costs of disposal 
 
Ms Racheal Zane is a qualified actuary who practices in a professional consulting firm. She 
was appointed by Gas-to-Liquid to calculate the fair value less costs of disposal of the 
explosives CGU.  
 
She provided the following calculation: 
 

Explosives CGU ZAR million 

Fair value at 31 December 2016 145 

Costs of disposal  

Commission payable to agent who facilitates the sale (2) 

Legal fees (1) 

Termination benefits payable to explosives plant personnel as a result of 
the termination of their employment contracts 

 
(3) 

Fair value less costs of disposal at 31 December 2016 139 

 
  



ITC January 2017 4 © SAICA 2017 
Paper 4 Question 1 

5 Mossel Bay liquefied natural gas plant  
 
On 24 October 2016 the liquefied natural gas plant of Gas-to-Liquid underwent a major 
overhaul which resulted in a total shutdown of the plant from 24–26 October 2016. During 
this period the main natural gas extraction chamber of the plant was replaced and the 
natural gas cooling system re-aligned to its original operating specifications.  
 
The overhaul was completed as scheduled and on 27 October 2016 the plant was ready for 
use as intended by the management and production resumed on that day. 
  
Mr Spector provided you with the following information on the invoice for the new natural gas 
extraction chamber:  
 

Supplier 
Supplier 
invoice 
number 

Invoice 
date 

Invoice 
capture 
date at 
Gas-to-
Liquid 

Invoice 
amount 

(translated to 
ZAR)   

Description on 
invoice 

Note 

German 
GAS 
GmbH 

138978 24/10/16 
 

30/10/16 ZAR32 825 250 Replacement 
(new) main 
natural gas 
extraction 
chamber 
(excluding 
installation 
costs) 

N1 

 
N1 This amount relates to the replacement main natural gas extraction chamber. At the 

time of the replacement it was not practicable for Gas-to-Liquid to determine the 
carrying amount of the replaced (old) main natural gas extraction chamber as it was 
not recognised as a separate major component at initial recognition on 
24 October 2014. The chamber is replaced every two years as per the manufacturer’s 
specifications. The replacement (new) chamber was imported from Germany for 
€2 500 000 and, as stipulated in the purchase contract, a discount of 10% was agreed 
upon for this amount between the buyer and seller. The freight-on-board date was 
1 October 2016 and on that date risks and rewards associated with ownership 
transferred to Gas-to-Liquid. Gas-to-Liquid did not hedge the acquisition and arranged 
transportation of the natural gas extraction chamber with a third party. 

 
The following costs relate to the acquisition of the new main gas extraction chamber: 
 

Description 
Date exchange rate 

was  used 
€ : ZAR 

Amount 

  € ZAR 

Purchase price 30 October 2016 2 500 000 36 472 500 

Trade discount (10%) 30 October 2016 (250 000) (3 647 250) 

Total  2 250 000 32 825 250 

 
Ms Lebogang Ghana, the manager of the liquefied natural gas plant, had the new asset 
number (FD002) engraved on the new main natural gas extraction chamber. The number 
also appears in the asset register. 
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INITIAL TEST OF COMPETENCE, JANUARY 2017 

PROFESSIONAL PAPER 4 

 
 

The required section of this question consists of two parts. Answer each part in the 

correct, separate answer book. 

 

QUESTION 1 PART I – REQUIRED  
Marks 

Sub-
total 

Total 

(a) 

 

Identify and discuss the matters that the group auditor should 
consider, and the actions he should take, following the 
communication received from the component auditor. 
 
Communication skills – logical argument 

 
 

17 
 

1 

 
 
 
 

18 

(b) Describe the substantive audit procedures Bean Counters will 
need to perform to obtain sufficient appropriate audit evidence 
about the impairment loss recognised to the amount of 
ZAR74 460 000 in respect of the explosives CGU. 
 
Exclude substantive procedures dealing with the carrying amount 
of the explosives CGU prior to impairment. 
 
Communication skills – appropriate style 

 
 
 

28 
 
 
 
 

1 

 
 
 
 
 
 
 
 

29 

(c) Describe the substantive audit procedures required to obtain 
sufficient appropriate audit evidence that the invoice from German 
GAS GmbH and any related costs have been appropriately 
recognised and measured. 
 
Communication skills – clarity of expression 

 
 
 

15 
 

1 

 
 
 

 
 

16 

Total for part I  63 
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INITIAL TEST OF COMPETENCE, JANUARY 2017 

PROFESSIONAL PAPER 4 

 

The required section of this question consists of two parts. Answer each part in the 

correct, separate answer book. 

 

 

QUESTION 1 PART II – REQUIRED  
Marks 

Sub-
total 

Total 

(d) Discuss your concerns, from an ethical perspective, with regard to 
the following:  
(i) Ms Pearson’s behaviour in investigating the possibilities for 

investing in the manufacture of organic fertilizers; and 
(ii)  The audit senior’s actions after reviewing the minutes of the 

directors’ meeting held on 5 January 2017. 
 
Communication skills – appropriate style  

 
 
 

8 

7 

1 

 
 
 
 
 
 
 

16 

(e) Prepare a brief memorandum highlighting the current business 
risks facing Gas-to-Liquid. Summarise the risks under the following 
four categories: 

 New head office 

 Natural gas operations 

 Fertilizer and explosives operations 

 CLG operations. 
 
Communication skills – logical argument 

 
 
 
 
 
 

20 
 

1 

 
 
 
 
 
 
 
 

21 

Total for part II  37 

Total for the question  100 

 


