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Dear Sirs

2005 Audit of Magellan Aerospace (UK) Ltd

In order to carry out our duties and responsibilities as auditors, Emst & Young is required by
International Standard on Auditing (UK and Ireland) 260 “Communication of audit maiters with
those charged with governance” (“ISA 260}, to write to you setting out the following matters in
respect of the audit of the above named company.

Our fieldwork 1s complete and we anticipate issuing an unqualified opinion.

Qualitative aspects of accounting practices and financial reporting

The following key audit and accounting issues were discussed and agreed at our closing audit
meeting with Shawn Smith, John Dekker, Phil Underwood and Brian Little on 10" February 2006.
Further discussions have been held with Shawn Sinith following this date to resolve issues raised in
this meeting and to complete the statutory accounts process. Any significant matters discussed have

been included below,

Company Issues:

Prior Year Adjusiment in UK statutory accounts to 31 December 2005 — During the
preparation of the UK stalutory accounts it was noted that an incorreet balance had been
included in the calculation of the negative goodwill in the 2004 statutory accounts., The
balance related to those Mayflower creditors (ransom creditors) that Magellan Aerospace
(UK) Lid (MALUK) had agreed to pay on the purchase of Mayflower. In accordance with
UK GAAF these amounts should have been accounted for as a current period cost in the
2004 accounts and not included as a fair value adjustment on the acquisition which was the
correct accounting for group reporting under Canadian GAAP. In the 2004 accounts an
adjustment was made to charge these creditors to the 2004 profit & loss account. However
in error this was only for part of the balance. A prior year adjustment has therefore been
required to ensure that the remaining balance was correctly charged to the profit and loss
account in the prior period. This has alse impacled the amortisation of the negative goodwill
for the prior period. The net impact has been a reduction in profit for the prior period of
£691k.

Tnventory Pravisions — At the closing mecting held on 10" February 2006 (“the closing
meeting™) il was noted that the audit of inventory provisions was in progress. Significant
further investigations were performed following the closing meeting. EY raised several
challenges t0 MALUK management in relation to both slow moving stock provisions and
provisions to ensure thal slock was recorded at the lower of cost and net realisable value
{NRV).
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o Slow Moving Stock Provision: MALUK policy required 50% provision for any
product that had not moved for 6 months and 100% provision for any product
ihat had not moved for 12 maonths. This policy was considered by EY to provide
a potential issue that if a large volume of produci was being held but with only
very low usage, no provision would exist against the potential excess. The slow
moving provision was therefore challenged based on recent historic usage
compared to the volume of stock held. MALUK management reviewed the
significant items that arose from this challenge and considered them in light of
future orders and other known usage for the inventory. This produced a
reduction in the value of the original challenge. However MATLUK did concur
that some increase to their original provisions were required.

o Net Realisable Value: MALUK had not completed detailed caleulations to
consider the NRV of the inveniory held as at 31 December 2005 We understand
that this was due to a lack of time following on from other priorities that were
being focused on regarding inventory costing leading up to the year end. We
challenged the carrying value of the stock at cost based on the most recent sales
price data available in January and February 2006. MALUK considered the
appropriateness of the carrying value of the inventory in light of this and agreed
that additional provisions were required to ensure that the inventory was
correctly held at the lower of cost and NRYV,

It is noted that at the time of the group reporting some of the further investigation above was
not complete and that a judgement was made by EY Canada based on information provided
on the work performed to date by EY UK as to the appropriate level of audit difference to be
discussed with Magellan Aerospace Corporation for inclusion in the group financial
statements. The level of these audit differences that were aclually posted 10 the group
financial statements was agreed between EY Canada and Magellan Aerospace Corporation.

For the UK statutory accounts further detail testing was performed to ensure that the
Inventory provision to be included in the financial statements for the year ended 31
December 2005 was correct. As discussed above this has led to an increase in the level of
the mventory provisions by £1,437k,

- Engineering and Head Office Bonus Accruals — Following the closing meeting MALUK
management considered the appropriateness of the bonus accruals that had been accrued
threughout 2005 for the Engineering and Head Office divisions. MALUK determined that
no consiructive obligation existed to pay the bonuses based on performance in 2005. They
therefore wrote back the accrued amounts in both divisions totalling £105k. We discussed
the appropriateness of this with management and not being aware of any contractual
obligation to pay the bonuses accepted managements’ position. However we do note that in
2006 bonuses were paid to some of the staff in the engineering division, Management have
represented to us that this was a discretionary payment that was agreed in 2006 (and not
specifically relating to performance targets met in 2005) and therefore have treated this as a
2006 cost. We have obtained specific represenlation from the Directors to support the
position adopted by MALUK in relation to this.

- Head Office Ransom Creditors & Group Reporting Opening Reserves Reconciliation —
EY noted in the closing meeting that a balance of £457k was held in the head office balance
sheet. It was noted that this was incorrectly posted to the reporting pack to reflect a 2004 UK
statulory adjustment. Subsequent to the closing meeting further imvestigation was performed
to ensure that the reserves in the group reporting pack were correctly reconciled. In order o
achieve this other adjustments were made with Shawn Smith prior to the submission of the
group reporting pack. :
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A380 Sales Reserve Release — The release of the A380 sales reserve was not specificatly
discussed in the closing meeting, however during our audit we discussed this with
management and were advised that the significant risks that the provision was to cover had
reduced and that the provision was no longer required. In the prior year we had obtained
specific representation from management on the validity and value of this provision due to
the judgemental nature of the provision.

Fixed Asset Tramsfers — Physical transfer of fixed assets between sites and including the
scrapping of some items had taken place prior to the year end but had nol been accounted
for, although a reconciliation of the movements had been prepared. Accounting for the
scrapping of any fixed asscts led to a £23k writc off. Inlerdivisional transfers had a nil
impact on the company position. This adjustment was agreed.

Plant & Machinery Additions — It was discussed at the closing meeting that replacement
parts to manufacturing machinery were being given a 20 year useful life the same as the
manufacturing machinery. It was noted that these replacement parts may wear quicker and
need replacing at shorter intervals than this, On further investigation the impact on the
depreciation charge was not found to be significant based on the current levels of additions
but EY advised that this could increase to become significant il further replacement parts
were added over time.

Warranty Provision — It was discussed in the closing meeting that the company held a low
level of warranty provisions (£11k in structures} at the year end and some had been released
in the year, MALUK management has noted that due to the serious nature of any failure in
the aerospace industry and the stringent regulations there is little or no warranty work unless
there is one off significant failure in which case a provision for this would be made once the
event had occurred. Therefore they considered that there was no need for a general warranty
provision to be held. From our understanding of the business we have accepted
managements’ position.

Site Specific Issues

Engineering:

Engineering Overhead Adjustment — During the audit discussions were held between
MALUK and EY regarding the inconsistency of absorbing overheads into the stock at the
manufacturing divisions but not performing this in the Engineering division. MALUK
determined that they would bring the engineering division in line with the rest of the
company, their stated accounting policy and UK GAAP and calculated an appropriate
overhead absorpticn as at the year end. This had the impact of increasing WIP by £134k at
the time of the group reporting. We reviewed managements’ calculations and found these to
be materially correct. Following further adjustments that were made for the UK statutory
accounts that impact the Work in Progress balance MALUK have reconsidered the
calculation and adjusted the tolal level of the absorption to £84k. We have also obtained ~
specific representation from management on their considerations of the appropriateness of
the accounting for this item and the value of overheads absorbed.

Engineering Confract Accounting — At the closing meeling EY noted that they needed to
perform further investigations into the accuracy of the company’s accounting for
engineering contracts. Further investigation was performed subsequent to the closing
meeting and it was noted that the accounting did not correctly allocale revenue, costs and
profit/loss over he life of the contracts. The net impact of the reworking of the most
significant contracts performed with MALUK created an increased cost to the profit & loss
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account and led 1o reassessment of the balance sheel position between WIP, NRC and
contract loss provisions. Most significantly the original MALUK calculations has created
different margins on the current and deferred (NRC) portions of the contracts. This led to
taking a higher margin on the NRC element (with these costs bemng capitalised first) and a
loss on the current portion. As a result the original accounting created contract loss
provisions, Allocating the profit margin evenly over the life of the entire contract showed
that these provisions were mainly not in a loss making position and therefore the loss
provisicns should be reversed, however this was offset by the reduction in NRC and WIP
balances to similarly accrue costs evenly. It was agreed with management that given the type
of contracts that the most prudent basis to assess the percentage completion of the contract
was based on the meeting of agreed milestones at which point revenue was then due to the
company,

Bournemouth & Poole:

Bournemounth Overhead Absorption Calculation - At the closing meeting it was
discussed that EY considered that the overhead absorption rate was potentially too high due
to the calculations used to arrive at an hourly rate. The impact of this was in our opinion to
overvalue inventory by £106k. Subsequent to the closing meeting this was further discussed
with Shawn Smith who considered our challenges and has however determined that he is
satisfied with the original calculation. We note that this is a relatively subjective area and
that any difference includes an element of judgemeni. Based on the grounds of materiality
we are therefore willing to accept managements’ position. The unadjusted audit difference
has however been included on the management letter of representation,

Bournemouth Stock Ledger Differences — EY noted in the closing meeting that the
General Ledger did not agree with the Stock Ledger. The £42k difference was required to
write off to cost of sales. This adjustment was agreed.

Reclassification of Bournemouth Admin Costs to Cost of Sales — EY noted in the closing
meeting that during our testing various cosis (totalling £380k) included within admin costs
relaled to production and should therefors be included within cost of sales. Subsequent to
the meeting this was agreed.

Bournemouth Thales Accrual — EY noted at the closing meeling that revenue and costs
had been recognised in relation to a Thales project when only the inveice had been raised
and no significant work performed. An adjustment was proposed to remove this transaction
and reduce revenue and cost of sales by £50k and £33k respectively. This adjustment was
agreed.

Bouruemouth Pensioner’s Liability — It was noted in the closing meeting that Magellan
were in process of trying to obtain recompense for this liability from the previous owners of
the Moores business. Subsequent to the close meeting Magellan secured a £62k recompense
for this liability and hence proposed to reduce the liability by this amount. This adjustment
was agreed.

Bournemouth Fixed Assets ~ OQur audit of fixed assets noted that some assets purchased in
2004 and 2005 were being incorrectly depreciated. The impact of this was to increase the
depreciation charge by £11k. This adjustment was agreed.

Bournemouth Prepayments - EY noled in the closing meeting that prepayments had been
accounted for relating to Titanivm and Fabrications price adjustments, These balances were
not required and a £24k write off was proposed. This adjustment was agreed.
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Poole Lease Creditor — EY noted in the closing meeting that the lease creditor had not been
correctly accounted for. To correct the position to the 31 December 2005 the creditor needed
to be reduced by £19k. This adjustment was agreed.

Bournemouth GKN Claim — The GKN claim was not discussed at the closing meeting but
EY were aware that a claim for approximately £50k had been made against MALUK as at
the year end. MALUK management considered it appropriate to raise a provision for £25k,
EY accepted managements’ position on this and the adjustment was agreed.

Structures:

Structures Stock — EY noted in the closing meeting thal the stock listing did not reconcile
to the general ledger by £20k. An adjustmen! was therefore proposed io write off the
overstatement to cost of sales, This adjustment was agreed. EY alsc noted that the
calculation of the labour and overhead absorptions in the structures division had not
correctly taken account of hours charged at the beginning and end of the period. The impacl
of this assesscd by EY was to increase in the stock value by £20k. As wilh the Bournemouth
overhead calculation following further discussion management were satisfied that their
original calculations were materially correct. We note that this 1s a relatively subjeclive area
and that any difference includes an element of judgement. Based on the grounds of
materiality we are therefore willing to accept managements’ position. The unadjusted auodil
difference has however been included on the management letter of representation.

Treatments;

Treatments WIP — At the closing meeting EY noted that the calculation of Treatments WIP
was slill being based on a sales less margin approach. Whilst the balance is not particularly
significant (£35k) this should be accounted for based on cost. EY also noted that this
calculation assumed that WIP was 1009 complete. EY noted that this was unlikely to be
realistic but that information on the exact stage of completion al the year end was not
available. Subsequent to the meecting it was agreed with MALUK management that whilst
there could be some reduction in the value of WIP, given the small size of the overall
balance and that any adjustment would also only be an estimate and could not be quantified
accurately, that based on the grounds of materiality no adjustment should be posted.

Fabrications:

Fabrications Depreciation — At the closing meeting EY noted that depreciation in the
Fabrications division had been incorrectly calculated. This led to a proposed £11k increase
io depreciation. This adjustment was agreed.

Fabrications TB te Pack Differences — It was noted by EY that the Fabrications division
reporting pack did not agree to the underlying TB for all account codes. EY therefore
proposed audit differences to ensure that the reporting pack was in line with the audited
underlying TB. These adjustments had the net impact of reducing profit by approximately
£20k. This was discovered and discussed with management after the closing meeting. The
adjustment was agreed. .

Fabrications Invalid Capitalisation of Costs — At the closing meeting EY raised some
concerns over the capitalisation of costs. Following further investigation and clarification a
relatively small value of £12k at the Fabrications site was found to have been incorrectly
capitalised. This adjustment was agreed.

Fabrications Payroll Accrual — On the completion of our audit work in the Fabrications
division following the closing meeting we noted that an accrual for the week 40 payroll had
not been correctly accrued. This adjustment was agreed with MALUK management.






