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1  Icicle plc 

Scenario 

The candidate is reporting to the chief executive of a plc regarding the financial 
reporting implications including deferred taxation of a number of financial reporting 
transactions. The candidate is also asked to revise draft extracts from the financial 
statements and calculate the consolidated EPS. The company is preparing 
consolidated financial statements for the first time and the candidate needs to 
identify the additional adjustments arising from intra group trading. The acquisition 
of the subsidiary also gives rise to deferred taxation implications on consolidation. 
In addition there are some transactions which require adjustment in both the 
parent company and the group financial statements and which will also therefore 
impact on the EPS. 

 

 
(a) Explanations and calculations of deferred tax implications of:  
  Non-current assets 

 Factory equipment 4
 Land 3
  Acquisition of subsidiary  6
  Warranty  4
  Tax losses  3
(b) Redraft financial statement extracts, providing a comprehensive 
 summary of transactions   10
(c) Calculate the consolidated EPS    2
Total marks  32

Maximum marks  30

 

Memorandum 

To: Jacqueline Hyde 
From: Dean Claire 
Date:     X/XX/XXXX 
Subject:  Deferred Tax and Group Issues relating to Icicle plc 

(a) (1) Factory equipment depreciation 

The deferred tax position is determined by comparing the carrying amount 
of equipment to its tax base. 
  Tax  Carrying 
  base  amount 
  £'000  £'000 
Balance at 1/4/X8  3,400  6,400 
Additions  2,200  2,200 

Marking guide 

Marks
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  Tax  Carrying 
  base  amount 
  £'000  £'000 
Accounting depreciation   
   (£9.6m  20% + £2.2m  20%  6/12)   (2,140) 
Tax depreciation (£5.6m  20%)  (1,120)             
Balance at 31/3/X9   4,480   6,460 

There is therefore a taxable temporary difference of £1.98m (£6.46m – 
£4.48m) and a deferred tax liability of £455,400 (£1.98m  23%) in respect 
of this equipment. This compares to an opening deferred tax liability of 
£690,000 (23%  (£6.4m – £3.4m)). A credit of £234,600 is therefore taken 
to the statement of profit or loss and other comprehensive income to 
reflect the reduction in the deferred tax provision.  

DEBIT Deferred tax liability £234,600  
CREDIT Tax expense  £234,600 

(2) Land revaluation 

The carrying amount of the asset at 31 March 20X9 was £15 million, 
compared to the tax base of £5.8 million, giving a taxable temporary 
difference of £9.2 million. This applies whether recovery is through sale or 
future use.  

The deferred tax liability is £9.2m  23% which is £2.116m. 

This is recognised as 'other comprehensive income' in the statement of 
profit or loss and other comprehensive income. 

£9.2 million is added to the cost of the asset and £7.084m (£9.2m – 
£2.116m) to revaluation reserve. 

DEBIT Other comprehensive   
    income £2.116m  
CREDIT Deferred tax liability  £2.116m

IAS 16 requires a prospective adjustment in respect of the revaluation. 

(b) Acquisition of Snowball Ltd 

A taxable temporary difference of £800,000 will arise in respect of the fair 
value adjustment of Snowball's assets. Deferred tax at £800,000  23% = 
£184,000 arises. This deferred tax decreases the net assets of Snowball in the 
consolidated statement of financial position, and as a consequence, increases 
goodwill. 

DEBIT Goodwill £184,000  
CREDIT Deferred tax liability  £184,000 
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Goodwill is calculated as follows: 

  £'000 
Fair value of consideration  4,000 
Fair value of net assets acquired  (3,400) 
Deferred tax on fair value adjustment      184 
Goodwill      784 

Goodwill must be reviewed for impairment annually. 

An adjustment is required for unrealised profits in closing inventories, 
calculated as £120,000 (£600,000  25/125). This will increase cost of sales in 
the statement of profit or loss and other comprehensive income and decrease 
retained earnings and inventories in the statement of financial position.  

DEBIT Cost of sales £120,000  
CREDIT Inventories  £120,000 

The separate company tax charge includes tax on the profit on sale of the 
goods. As the profit is reversed from a group perspective, the tax on the profit 
is also reversed and held as a deferred tax amount in the statement of 
financial position until the profit is reported in the group financial statements, at 
which point the related tax charge is dropped back into profit/loss. In effect, the 
tax base of the goods is the intragroup sales price, and the carrying amount is 
the cost to the group. The deductible temporary difference is £120,000, which 
results in a deferred tax asset of £27,600. This deferred tax asset would be 
recognised in the financial statements of Snowball.  

DEBIT Deferred tax asset £27,600  
CREDIT Tax expense  £27,600 

(c)  Provision for warranty claim 

Under IAS 37, a provision should be created for the present value of the 
expected liability. Although there is some uncertainly about the accuracy of the 
calculations by the production department, this does not prevent a provision 
being calculated as it would appear that the provision can be calculated with 
reasonable certainty. The figure for inclusion at 31 March 20X9 is therefore 
£410,400 (see table below). This should also be charged against profit for the 
year to 31 March 20X9. 

Expected repairs in year to 31 March 

  £'000 
20Y0  113.6 (5,000  £25/1.1) 
20Y1  165.3 (8,000  £25/1.1²) 
20Y2  131.5 (7,000  £25/1.1³) 
Total   410.4 

Because the above provision will not be deductible for tax purposes until the 
repairs take place, a deductible temporary difference arises for the £410,400. 
This in turn gives rise to a deferred tax asset of £94,392.  

DEBIT Deferred tax asset £94,392  
CREDIT Tax expense  £94,392 
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(d)  Losses 

The brought forward losses can be offset against future trading profits, but a 
deferred tax asset can only be recognised to the extent that it can be offset 
against future taxable profits of the company. Assuming that the directors' 
optimism in Icicle's future profitability is correct, then a deferred tax asset can 
be created of £897,000 (£3.9m  23%). This will also be credited against profit.  

DEBIT Deferred tax asset £897,000  
CREDIT Tax expense  £897,000 

Summary of transactions 

Debit/(credit) Calculations to nearest £1,000 

  
  
Impact on: Consolidated statement of financial position 

Statement of profit or loss 
and other 

comprehensive 
income 

     Deferred Deferred Profit  Other 
 Warranty   Rev. tax tax before Tax comp. 
 provision Inventories Goodwill surplus liability asset tax expense income 
(1) Deferred          
 taxation on          
 equipment      235    (235)  
(1) Revaluation    2,116  (2,116)     (2,116) 
(2) FV          
 Adjustment          
 – Snowball   184   (184)     
(2) Unrealised          
 profit in         
 inventory  (120)     120   
(2) Inventories     28   (28)  
(3) Provision (410)     94  410  (94)  
(4) Losses     897             (897)  
Total       530  (1,254)  

Re-drafted financial statements 

Debit/(credit) to nearest £1,000 

Statement of profit or loss and other comprehensive income  
for year ended 31 March 20X9 

   Tax   Snowball   
  Draft  expense  Revaluation  acquisition  Warranty  Revised 

Profit before tax  1,830     (120)   (410)  1,300 
Income tax credit         0  1,254     1,254 
Profit for the year  1,830      2,554 
       
Other comprehensive      
   income      
Gains on property       
   revaluation   9,200    (2,116)    7,084 
Total comprehensive       
   income for the year  11,030      9,638 
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Statement of financial position at 31 March 20X9 

Equity  Draft  Adjustments  Revised
Ordinary shares of 50 pence each  1,000   1,000 
Share premium account  6,800   6,800 
Retained earnings  1,040  +1,254–120–

410 
 1,764 

Revaluation reserve    9,200  –2,116    7,084 
Total equity  18,040   16,648 

EPS Calculation 

Earnings per share is based on the group profit for the year of £2.554 million, 
divided by the number of ordinary shares of 2 million. This gives an EPS figure of 
127.7 pence per share. 

Please contact me if you need any further information. 
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2 Elephant Ltd 

 
Requirement Marks Skills 

(1) As part of audit planning:  

  Review cost of sales, 
identifying and 
explaining the key 
audit risks. For each 
risk identified, set out 
the key information 
and explanations 
that you would 
require from 
management. Ignore 
payroll costs. 

  Perform preliminary 
analytical 
procedures by 
comparing monthly 
cost of sales with 
monthly income. In 
so doing, identify 
and explain trends, 
relationships and 
potential audit risks.   

13 Audit planning – cost of sales 
Reviewing cost of sales: 

 Key audit risks 

 Information & explanations from 
management 

 Preliminary analytical procedures  

 

(2) In respect of the matters 
identified in Exhibit 2, 
relating to work-in-
progress: 

  Set out and explain 
the appropriate 
financial reporting 
treatment 

  Identify and explain 
key audit risks  

  Provide review 
comments on 
Elaine's audit work 
and set out key 
additional audit 
procedures that 
need to be carried 
out.  

13 Work-in-progress 

Audit planning: 

 Financial reporting treatment 

 Key audit risks 

 Review comments & additional 
audit procedures 

 

Marking guide 
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Requirement Marks Skills 

(3) In respect of the 
potential acquisition and 
financing of the new 
office in Paris, set out 
and explain the 
appropriate financial 
reporting treatment using 
the working assumptions 
set out by Frank Wright 
(Exhibit 3).  

14 Hedging arrangement 

 Timing mismatch at inception 

 Treatment of derivative before 
hedging 

 Cash flow hedge discussion 

 Cash flow hedge journals 

 

 

Total marks available 53  
Maximum marks  40  

 

(1) (a) Cost of sales review  

Taking the year as a whole, there is a 9% increase in Cost of Sales (COS) 
compared with the prior year (2018: £881,464; 2017: £809,659). This 
gives a potential risk of overstatement of Cost of Sales. 

Using the 'Account View' to drill down to individual accounts within COS, 
there is a potential risk of overstatement from significant increases 
(% and absolute) in a number of accounts: 

 61017 Deliveries: 23% up (£5,244) 
 61050 Mock-Ups: 49% up (£24,681) 
 61085 Travel and subs on jobs: 19% up (£13,840) 
 61097 New Media – External: 39% up (£25,997) 
 62405 Equipment Rental: 29% up (£6,491)  

These increases require explanations from management given that 
income increased by 14%. There may be appropriate business factors that 
management can highlight to explain the changes (eg changes in the type 
of contracts in 2018 compared with 2017 which may for example require 
more mock-ups). Such business explanations would require further 
investigation to corroborate them. To the extent that business factors 
cannot fully explain the changes, then there is a risk that accounting 
factors may cause the increases (eg invalid transactions, overvalued 
transactions or transactions recognised in the incorrect period). 

Using the 'Account view' to review COS accounts where there has been a 
significant decrease identifies: 

61060 Photography: down 17% (£12,380). This may suggest a potential 
risk of understatement. Enquire of management if there are valid business 
reasons for the decline in photography costs. In the absence of valid 
business reasons fully explaining the 17% decrease, there may be 
accounting reasons, for example through omission, cut-off errors or 
misclassification of photography costs to other accounts. Inspection of the 
Photography account transactions shows there is a £20,000 credit transfer 
to office equipment, which more than fully explains the decrease in the 
account balance. This transaction requires further investigation. 
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Elevated risk transactions in Heat Map in COS 'Account view': 

There is one transaction in the red area which represents the second 
highest level of elevated risk, which is the capitalisation of website 
development costs at £95,000. This includes the £20,000 transfer to the 
photography account noted above. 

This requires explanation from management of the transactions 
comprising these costs. Also, there are risks regarding the methodology 
used to identify costs which are appropriate for website capitalisation per 
SIC 32, Intangible Assets – Website Costs. These should be discussed 
with management. 

The Stacked Bar Chart for COS in 'Account View' indicates a number of 
transactions which are outside (or significantly outside) normal working 
hours of 9am to 5pm. These are a control risk if the application of normal 
internal controls differs when outside normal working hours (eg 
supervision). Explanations for the unusual working hours should be 
obtained from management using specific examples from the Stacked Bar 
Charts of periods of a high incidence of out of hours working. 

Cost of Sales comprises two elements in the Financial Statement View: 
'Cost of Goods Sold' and 'Other Cost of Sales'. Other Cost of Sales is 
small at only £5,368. However, it appears to comprise Entertaining 
accounts 63010 and 63015. Enquire of management why these have been 
separately identified within Cost of Sales. Identify these accounts as high 
risk as they may comprise private expenditure elements, including by 
directors. 

Cost of Sales excludes payroll costs which are normally classified as part 
of cost of sales and are direct costs. There is also a risk that other costs, 
appropriately belonging to cost of sales, have been misclassified into 
inappropriate classes of transactions or balances. 

(b) Preliminary analytical procedures – monthly cost of sales and 
monthly income 

Visualisations 

Visualisations for monthly Cost of Sales and monthly Income should be 
obtained from the data analytics software, Stacked Bar Chart. 

Tutorial note: 

There is a wide variety of observations that could be made regarding 
trends and relationships between monthly cost of sales and monthly 
income. The points below are illustrative of the range of issues that could 
be identified. Alternative issues and approaches are acceptable where 
they are consistent with the data and are valid observations on the data. 
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Using the 'Financial Statement View' 

Taking the year as a whole, this shows a 9% increase in 'Cost of Sales' 
compared with a 14% increase in Income and this may suggest a potential 
risk of understatement of Cost of Sales or overstatement of Income. 

Drilling down to comparisons at a monthly level, use comparison 
visualisations in the Stacked Bar Chart showing monthly cost of sales and 
monthly income (Effective Period as both the primary and secondary 
variable). 

The visualisations show significant monthly variations over the year for 
each of Income and Cost of Sales. 

The average monthly income is £256,333 (ie, £3,075,999/12). The 
average monthly Cost of Sales is £73,455 (ie, £881,464/12). So, Cost of 
Sales is on average 28.7% of income. 

On an annual basis, there should be a matching of Income with Cost 
of Sales with closing adjustments including for example accruals, 
prepayments and work-in-progress on contracts. These closing 
adjustments have not yet been processed by Elephant and there is a risk 
that they will be omitted. Without such work-in-progress adjustments then 
the comparisons may be distorted as costs of sales are recognised, 
without any matching income being recognised in 2018. 

There should also be some matching on a monthly basis of Income with 
Cost of Sales where there may be busy months of high Income from 
marketing contracts and correspondingly higher Cost of Sales to service 
these contracts. However, income is only recognised when contracts (of 
up to two months) are completed, while COS is recognised as incurred, 
then this distorts a strict month by month comparison. 

Looking beyond comparisons of individual months, to a wider view of 
clusters of months, it can be seen that, at the beginning of the year, 
January to April have low Income figures and fairly low Cost of Sales 
figures. Later in the year, most of the monthly figures are higher than in 
the January to April period. This could be caused by, for example, growth 
or seasonality. 

Towards the end of the year (October to December) the relationship 
between Income and Cost of Sales appears to break down. In October, 
monthly Cost of Sales is highest, but October Income is below the average 
at £236k. COS/Income is 58.5%, which is more than double the annual 
average. This could suggest a potential risk of overstatement of Cost of 
Sales or understatement of Income. 

The converse is the situation in December where Income is high and Cost 
of Sales is low. COS/Income is 10.3%, which is less than half the annual 
average. There is a potential risk of overstatement of income. This could 
be creative accounting in attempting to recognise all possible income in 
December 2018 to improve profit in the financial year ending 31 December 
2018 for the bank's assessment for the potential loan. Cut-off, allocating 
costs to work-in-progress and other late adjusting journal entries would be 
key risks in this respect. 
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In making monthly comparisons of the two visualisations, it needs to be 
noted that the y-axes may have different scales and this needs to be 
considered by reading off the figures from the charts. Mere casual 
inspection and comparison between the height of the blocks in the two 
visualisations could lead to erroneous conclusions. 

Whilst it is necessary to look at the monthly data for Income and Costs of 
Sales separately, it may also be useful to use the data analytics software 
to net them off and look at the net monthly amount (ie Gross Profit, 
ignoring salary costs).  

Inspecting the monthly gross profit visualisation in the Account View, 
Stacked Bar Chart, there appear to be some common monthly 
movements. For example, Income and Costs of Sales are both high in 
June and, to a lesser extent, in September. However, these matches may 
be random, as the matching for other months is less clear. 

The gross profit chart noted above, shows December 2018 has by far the 
highest gross profit. This indicates risks of cut-off and closing journal 
entries. 

Conclusions and limitations 

There may be some broad links between monthly Income and monthly 
Cost of Sales (eg if there is a busy season or there are a lot of contracts of 
less than two months), but a close match should not be expected and it 
was not observed. 

Labour costs are not included in Cost of Sales and have therefore been 
ignored in the above analysis. However, some contracts may be very 
labour intensive and drive sales, which weakens the link between Income 
and Cost of Sales. 

(2) (a) Work-in-progress – financial reporting 

Elephant typically has two-month contracts where revenue is recognised 
at the end of the two months when customers sign off. In contrast, costs 
are recognised monthly as incurred in the nominal ledger and the data 
analytics software over the two months. There is currently no work-in-
progress (WiP) account which would defer recognition of appropriate 
contract costs by treating them as an asset (ie WiP). In the absence of 
WiP, contract costs are treated as expenses as incurred and are not 
matched against related revenues. There is therefore a financial reporting 
mismatch in the draft accounts arising from the timing of recognition of 
Income and Cost of Sales.  

However, final adjustments by the finance director may go too far in the 
other direction and treat too many costs as an asset (WiP) which should 
be written off as expenses in 2018 in accordance with IFRS 15. There is a 
key audit risk that Frank has been motivated to introduce a job costing 
system this year to recognise WiP in order to increase profit to influence 
the bank to make the loan. 
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Taking Elaine's sample marketing contract as an example: 

Contract: tender for marketing contract for Nigerian healthcare 
products  

 
Item 

Expense 
£ 

WiP 
£ 

 
Treatment 

Expenses relating to 
making the tender bid 
 

 
1,541 

 
Nil 

These costs would have been 
incurred whether or not the tender 
was won and hence they would not 
be recovered in the contract price. 

Therefore treat as an expense as 
incurred. 

Mock-ups 
 

 
– 

3,536 
 

1,984 

Recognise in full as a WiP asset as 
these are incremental costs of 
fulfilling the contract and Elephant 
expects to recover them through 
future income on the contract. 

Salaries and 
expenses of staff 
working on the 
contract 
 

2,259 16,473 Recognise £16,473 (£18,732 – 
£2,259) as a WiP asset as these are 
incremental costs of fulfilling the 
contract and Elephant expects to 
recover them through future income 
on the contract. 

Expense the £2,259 for time spent 
reperforming tasks as this would not 
be recoverable from the client (per 
IFRS 15 para 98). 

Allocation of central 
administration cost 
relating to all tender 
contracts 

7,000 Nil The central administration cost 
overheads do not relate directly to an 
identifiable contract and should be 
expensed per IFRS 15 para 98.  

Expense and WiP 
31 December 2018 

 
10,800 

 
21,993 

 
 

Incremental costs of obtaining a contract are those costs that Elephant 
would not have incurred if the contract had not been obtained.  

Incremental costs of obtaining a contract are recognised as an asset if the 
entity expects to recover those costs in relation to future performance 
obligations. Costs that would have been incurred regardless of whether 
the contract was obtained are recognised as an expense as incurred. 

Costs incurred in fulfilling a contract (unless within the scope of another 
standard, such as IAS 16) are recognised as an asset if they meet all of 
the following criteria (IFRS 15.95): 

(a) The costs relate directly to an identifiable contract (costs such as 
labour, materials, management costs). The central administration cost 
overheads incurred by Elephant do not directly relate to the contract 
and should be expensed. 

(b) The costs generate or enhance resources of the entity that will be 
used in satisfying (or continuing to satisfy) performance obligations in 
the future. Performance obligations have not been fulfilled and cannot 
be split for Elephant and hence all will be fulfilled in the future. 
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(c) The costs are expected to be recovered. This does not apply to the 
£2,259 relating to time spent reperforming tasks in the contract, which 
therefore needs to be expensed as cost of sales. 

Costs recognised as assets would be amortised on a systematic basis if it 
were a long-term contract but, as Elephant's contracts are short term, the 
amounts recognised as WiP at 31 December 2018 would all be recognised 
as expenses in the following accounting period for the year ended 
31 December 2019. 

There may be additional costs relating to the contract which should 
be accrued in 2018 but have not yet been invoiced in 2018. Where 
appropriate, these should be added to WiP for the year ended  
31 December 2018. Ask management for a breakdown of the anticipated 
remaining £35,000 costs on the contract and trace any accruals to this 
amount, where relevant. 

The WiP recognised of £21,993 plus the expected future costs of £35,000 
gives a total expected contract cost of £56,993 which is less than the fixed 
price of £65,000. To the extent that these figures are valid, there does not 
appear to be an onerous contract and thus no provision for contract losses 
needs to be made in accordance with IAS 37.  

(b) Audit risks: Work-in-progress 

Key audit risks relating to work-in-progress: 

 The job costing system is maintained outside the normal nominal 
ledger system. This may lead to errors and omission in making 
transfers from the nominal ledger and standard internal controls may 
not apply to prevent or detect errors. 

 Due to the bank loan application, there is a risk of an incentive for 
management to enhance profit by inappropriately recognising costs as 
WiP assets, rather than writing them off as expenses to profit or loss in 
the year ended 31 December 2018. 

 There is a risk of management override by Frank Wright who appears 
to have control over the job costing system and no other accounts staff 
appear to have the authority, opportunity or financial reporting 
knowledge to challenge him. 

 A key risk is the recognition of costs as WiP assets at 31 December 
2018, where they should have appropriately been written off to profit or 
loss in the period. 

 There is a risk that costs could be allocated to the wrong contract 
leading to potentially incorrect decisions on any subsequent aged debt 
analysis.  

 There is a risk of unrecognised losses on contracts where costs to 
date on a contract, plus anticipated future costs in 2019, exceed the 
fixed contract price. 



 

15 of 34 

(c) Review comments on Elaine's audit work and key additional audit 
procedures 

Review comments on Elaine's audit procedures on work-in-progress: 

 A single walk-through test is not sufficient for tests of details. A sample 
needs to be selected from COS accounts and salary accounts and 
traced into the job costings for each live (ie incomplete) contract at 
31 December 2018 to test the potential WiP costs for understatement. 

 For each sample item, it is not sufficient merely to trace the item from 
the nominal ledger to the relevant job cost. Supporting evidence needs 
to be inspected: eg, authorisation; evidence of goods received or 
services delivered; invoices; time sheets; payment or payables 
evidence. 

 A sample of marketing contracts needs to be selected, which were 
initiated in the final quarter of 2018. One contract is not sufficient. For 
each sample item:  

– inquire of management the nature of the contract and obtain 
explanations of any issues arising; 

– examine for initial authorisation, preferably by a board member 
and customer;  

– examine for evidence of final sign-off by customer as evidence of 
completion within 2018;  

– correspond directly with customer (with Elephant board's 
authorisation) to obtain evidence of contract terms, satisfaction 
with work completed; payments made; 

– attest costs to supporting documentation (invoices etc as above) 

 More detail is needed on the audit procedures relating to the terms in 
marketing contracts. This may include: penalties for late or inadequate 
delivery by Elephant. 

 Review internal controls over contracts. Obtain a list of managers who 
are operationally and financially responsible for each contract that has 
been active during the year. Obtain a list of staff working on each 
contract and relevant dates (eg, staff time sheets or electronic diaries) 
to check salaries and expenses are allocated by staff working on the 
contract. 

 Assess managerial and financial controls over attribution of costs to 
the correct contract. Select a sample of expenses and discuss with 
management to obtain evidence they have been allocated to the 
correct contract. 

 Potential contract losses under IAS 37 on incomplete contracts. Obtain 
a schedule of costs to complete for all open (ie incomplete) marketing 
contracts at 31 December 2018. Seek information, explanations and 
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evidence to support the costs to complete (eg including the £35,000 
further costs expected on the Nigerian contract). 

 Where losses are anticipated on contracts open at 31 December 2018 
(ie costs to date plus anticipated future costs in 2019 exceed the fixed 
contract price) make inquiries of management regarding how the 
losses are to be recognised. 

 Evidence of completed marketing contracts in the period is needed. 
This is to provide evidence that a profit is being earned on completed 
contracts. It may also provide evidence of how costs are allocated to 
contracts during the year when there is no incentive to treat them as a 
WiP asset (eg, for Elephant's administrative overheads in the contract 
sampled by Elaine).  

 Review board minutes for evidence of disputes, complaints or risk of 
irrecoverable amounts related to marketing contracts. 

 Review legal correspondence for evidence of disputes or legal 
settlements related to marketing contracts. 

(3) Acquisition and financing of new office – Hedging with forward contract  

There are two issues relating to timing for the financial reporting treatment of 
the hedging arrangement: 

1  The forward currency contract (the hedging instrument) was entered into 
on 30 November 2018. Although the purchase of the Paris office was 
planned, there was no contract in place at that date for the purchase of the 
Paris office (potential hedged item). 

2 There is a window of time within which the purchase of the Paris office 
may be made and so the completion date of the hedged item may not 
match precisely with the date that the forward currency contract (the 
hedging instrument) matures. 

At inception – 30 November 2018 

The documentation of the hedge relationship should be established at 
inception of the hedge. It should identify the date on which (or time period over 
which) the forecast transaction is expected to occur. This is because the 
hedge must relate to a specific identified risk and it must be possible to 
measure its effectiveness reliably.  

It needs to be established whether the purchase of the Paris office was a 
highly probable transaction at 30 November 2018. This seems unlikely given 
that negotiations stalled at that time and the bank finance necessary to make 
the purchase is still not in place at the end of January 2019. 

No entries are required at 30 November 2018 as there is no hedged item 
in place to recognise. Also, the forward currency contract is potentially 
recognised, but it has a zero fair value and there is no related cash transaction 
to record. 
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31 December 2018 

There is still no hedged item to recognise given the uncertainties noted above. 

The treatment of the derivative therefore falls under normal FVTPL IFRS 9 
rules. Taking the (intrinsic) fair value of (€1.8m/1.2) – (€1.8m/1.16) = £51,724 
gain: 

DEBIT Forward contract – financial asset 51,724  
CREDIT Profit or loss       51,724 

To recognise the increase in the fair value of the forward currency contract (ie 
a derivative financial asset) and to recognise the gain on the forward currency 
contract in profit or loss. 

3 months to 31 March 2019 

There is still no hedged item to recognise given the continuing uncertainties 
noted above. 

The treatment of the derivative therefore again falls under normal FVTPL IFRS 
9 rules. Taking the (intrinsic) fair value of (€1.8m/1.16) – (€1.8m/1.14) = 
£27,223 gain: 

DEBIT Forward contract – financial asset 27,223  
CREDIT Profit or loss       27,223 

To recognise the increase in the fair value of the forward currency contract (ie 
a derivative financial asset) and to recognise the gain on the forward currency 
contract in profit or loss. 

At 31 March 2019 

A hedge accounting arrangement can only be forward looking (ie a 
prospective assessment). Prior movements (before 31 March 2019) in the fair 
value of the forward currency contract cannot therefore be used as part of 
cash flow hedge accounting. 

Assuming the contract for the Paris office is signed on 31 March 2019, it will 
be a firm commitment (ie the hedged item) from this date. In accordance with 
IFRS 9 it may therefore be treated either as a cash flow hedge or a fair value 
hedge at the choice of Elephant. Frank's choice of a cash flow hedge is 
therefore permitted, but only from 31 March 2019, and not at the year end of 
31 December 2018. 

Using the working assumptions, the forward currency contract is a hedging 
instrument from 31 March 2019 as part of the cash flow hedge accounting 
policy. Movements in the fair value of the forward currency contract can be 
used as part of cash flow hedge accounting from this date.  

The documentation of the hedge relationship should be established at 
inception of the hedge and should identify the date on which (or time period 
over which) the forecast transaction is expected to occur. This is because the 
hedge must relate to a specific identified risk and it must be possible to 
measure its effectiveness reliably.  
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To meet the IFRS 9 criteria, Elephant is not required to predict and document 
the exact date a forecast transaction is expected to occur. However, it is 
required to identify and document the time period during which the forecast 
transaction is expected to occur within a reasonably specific and generally 
narrow range of time from a most probable date, as a basis for assessing 
hedge effectiveness. The planned window of 1 July to 1 September 2019 
seems reasonable, but it is a question of judgement within the business model 
as to whether it is acceptable for hedge effectiveness.  

To determine whether the hedge will be effective, it is necessary to ensure that 
changes in the fair value of the expected cash flows to acquire the Paris office 
are offset by changes in the fair value of the hedging instrument, and this test 
may be met only if the timing of the cash flows occur within close proximity to 
each other. 

However, other than timing mismatches, the hedge looks to be (other than 
factors such as transaction costs and differing counterparty risks) 100% 
effective. 

The fair value of the existing hedging instrument at the date of designation 
(31 March 2019) is not nil. The forward currency contract at that date will have 
a value of £78,947 (€1.8m/1.2) – (€1.8m/1.14).   

There are three possibilities to consider in relation to date of completion of the 
Paris office contract. Given Frank's expected window for completion it could 
occur before, on or after the settlement date of the forward contract. 

At 1 August 2019 

Assuming that the Paris office contract completes on, or around, 1 August 
2019 the hedged item period matches the hedging instrument maturity. As a 
consequence, the hedge would be effective. 

The change in fair value of the hedged item and the hedging instrument would 
both be: 

(€1.8m/1.14) – (€1.8m/1.11) = £42,674 gain 

The journal entries would be: 

DEBIT Forward contract – financial asset 42,674  
CREDIT Other comprehensive income     42,674 

To recognise the increase in the fair value of the forward currency contract 
financial asset and to recognise the gain on the forward contract in other 
comprehensive income.  

It is recognised in its entirety in other comprehensive income (ie no part is 
recognised in profit or loss) as there is no ineffectiveness as the increase in 
the fair value of the forward currency contract (the hedging instrument) is the 
same as the change in the fair value of the future cash flows on the Paris 
office (the hedged item). 
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Having reached maturity, the forward currency contract is now settled for 
(€1.8m/1.20) – (€1.8m/1.11) = £121,621 

DEBIT Cash       121,621  
CREDIT Forward contract       121,621 

To recognise the settlement of the forward currency contract at its fair value by 
receipt of cash from the counterparty. 

The cost of the Paris office is £1,621,622 (€1.8m/1.11)  

DEBIT PPE office      1,621,622 
CREDIT Cash          1,621,622 

The gain from the hedge from 31 March 2019 as a cash flow hedge of £42,674 
has been recognised in other comprehensive income and is held in equity. 
The gain must be adjusted against the initial cost of the Paris office to give a 
carrying amount of £1,578,948 (£1,621,622 – £42,674), thus reducing the 
amount of future annual depreciation. 

From 1 July 2019 to 1 August 2019 

There is no requirement in IFRS 9 for the maturity date of the hedged item 
to match exactly the maturity date of the hedging instrument. However, 
Elephant's risk management strategy should consider that timing mismatches 
may create ineffectiveness. Fair value movements related to such 
ineffectiveness in the hedge are recognised through profit or loss. 

In addition, as the forward currency contract matures after the hedged item 
under this assumption, it cannot be designated only for the change in fair 
value of the derivative attributable to 1 July 2019 when the hedged item is 
realised. This is because it is not permitted under IFRS 9 to designate only a 
portion of the time period for which the hedging instrument remains 
outstanding. 

From 1 August 2019 to 1 September 2019 

As, under this assumption, the forward currency contract matures before the 
hedged item, the exchange rate at the time of the acquisition of the Paris 
office, 1 September 2019, is therefore likely different from that at the maturity 
of the forward currency contract, 1 August 2019. The mismatch of timing is 
likely to create some degree of ineffectiveness of the hedge which is 
recognised through profit or loss. 
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APPENDIX TO THE ANSWER: QUESTION 2  

The following section explains the data analytics software screens used and the 
navigation methods but is not itself part of the answer. (Note: the data analytics 
software screens cannot be cut and pasted from the software into your answer in 
the Corporate Reporting exam.) 

(1) (a) Using the Explore module; Financial Statement View, click Expense to 
show the breakdown of Expenses. Then click on Cost of Sales to show the 
breakdown of Cost of Sales. The following screen shows % changes:   

 

Now using the Explore module; Account View, select Expenses. 

Use the 'Account View' in the data analytics software to review Cost of 
Sales at the individual account level for the range of account codes given 
in the question. This enables highlighting of risks and investigation where 
there has been significant changes from 2017. 

In the data analytics software, the accounts identified comprising Cost of 
Sales (account codes from 61010 to 63015, except salaries, NI and 
signage) can then be identified and the % changes observed.  
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To select the relevant accounts, remove all green ticks (use top click box) 
then tick the account codes provided. The screen appears as below: 
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Salaries accounts and 7000 accounts have been omitted from the above 
screenshot as they are not relevant to the question.  

Heat map 

Keeping the selection of the Cost of Sales accounts from Account View as 
above, select the Heat Map. It can be seen from the diagram below that 
there is one dot (different colour) in the second highest grouping of 
elevated risk. Click on this dot to make it go green. 

Heat Map

Statement of Profit or Loss Selection

0

10

20

30

O
c
c
u

re
n

c
e

s

Monetary Impact (vs Materiality)

40

50

60

70

80

90

100
-300% -250% -100% -150% -100% -50% 50% 100% 150% 200% 250% 300%

Elevated Risk

Low Risk

0%

CANCEL  
 

Then click on the transaction icon  in the top right corner of the above 
diagram to show the transactions relating to the green dot, as below. 

 

Then click on the blue Transaction Id to reveal the double entry as follows: 
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(b) Visualisations 

Income 
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Cost of Sales 
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There is wide variety in the observations that could be made regarding 
trends and relationships. The points below are illustrative of the range of 
issues that could be identified. Alternative issues and approaches are 
acceptable where they are consistent with the data and are valid 
observations on the data. 

To obtain further information and analysis, visualisations can be 
interrogated, using the Financial Statement View. Tick the box for Income 
(including Other Income). Select the Stacked Bar Chart and use the 
Effective Period for both Primary and Secondary Variables.   

Repeat this for Cost of Sales to obtain the second visualisation using the 

icon. This enables both visualisations to be viewed simultaneously. 
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To obtain some further analysis of, for example, the Income visualisation, 
change the secondary variable to Document Type. This shows an unusual 
December cash transaction as follows. 

SRC - Sales R

SRC - Sales C

SIN - Sales Inv

NOM - Nomina

Statement of Profit or Loss Selection
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To net off the Income and Cost of Sales (ie gross profit, excluding 
salaries) use the Financial Statement View. Tick the boxes for both 
Income and Cost of Sales. Select the Stacked Bar Chart and use the 
Effective Period for both Primary and Secondary Variables. This shows 
monthly Gross Profit which is the difference in the two Stacked Bar Charts. 
This is shown in the following visualisation: 

Income less cost of sales (gross profit)  
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3 ETP 

Scenario 

The candidate is the audit senior planning aspects of the audit of a listed company 
which supplies data storage and secure archiving systems.  

The planning aspect of the scenario requires the candidate to identify and explain 
risks arising from a number of new and complex revenue streams and also from 
diminishing performance in other areas of the business. The candidate is also 
required to critique and raise review notes on a rather high level and inadequate 
preliminary analytical review prepared by an inexperienced assistant. The relevant 
information needs to be pulled together to draw conclusions and the explanations 
gained by the assistant should not be taken at face value. 

The candidate is asked to comment on ethical issues and the benefits arising from 
an auditor's review of the interim financial statements. Key in this response is the 
candidate's ability to link errors identified in the current period and the potential 
recognition error of revenue in the next interim reporting period to identify that a 
key benefit for the company of the assurance review procedures would be to 
protect the directors from issuing incorrect interim financial reports. 

 

(1) Prepare review notes on Joshi's work (Exhibit 2):  

 Explain the weaknesses and limitations in the procedures he 
has performed and performing additional analysis where you 
think this is required. Set out clearly the additional audit 
procedures you would like him to complete and the queries 
you would like him to resolve. 

15 

 Identify and explain the further financial reporting issues and 
related audit risks you have identified from the information 
provided, and outline for each the implications for our audit 
approach.  15 

(2)  Prepare a briefing note that addresses Julie's request for advice 
(Exhibit 3) and that identifies the ethical issues for Julie and for 
our firm and the actions Julie and our firm should take.  

   5 
Maximum available marks  35 

 

(1) Review notes on Joshi's work explaining weaknesses and limitations in 
his procedures; my additional analysis and additional audit procedures 
for Joshi to complete on analytical review 

While it is relevant to look at the KPIs ETP has identified we also need to think 
about whether there are any other indicators we should be considering in our 
preliminary analytical review procedures. One would normally expect these to 
cover all significant balances as well as the key ratios so there is more work to 
be done. 

Marking guide 

Marks
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Additional procedures 

 Consider KPIs used in board reporting and ensure that all relevant KPIs 
are included in our analysis. 

 Complete analytical review of all significant balances. 

Joshi has used comparator companies that were used in last year's audit 
working paper. We need to assess whether the comparator group of 
companies remains relevant and the best indicator of overall market 
performance. We should also consider whether the same group has been 
used for all revenue streams and, if so, whether this is appropriate or whether 
a more focused comparator group would give a better comparison against 
which to assess ETP's performance. 

Additional procedures 

 Using discussions with client and industry knowledge, determine whether 
there are other groups of comparator companies which would give a better 
comparison. 

Explanations have only been sought from the financial controller, Julie Barwell, 
who may not be in the best position to understand the performance of the 
company and the relevant factors.  

Additional procedures 

 Extend our discussions to other more senior management, including those 
responsible for the relevant area such as sales or divisional management. 

 Seek to corroborate explanations received by looking at corroborative 
evidence wherever possible. 

Declining sales in Stor-It devices may lead to an obsolescence problem and 
increased storage costs. Procedures will be required on inventory valuation. 

Systems sales growth – your analysis shows a 25% growth rate, indicating 
that sales for the comparative prior year period which were recognised on a 
completed contract basis were £80.2 million. Looking at current year sales on 
a comparable basis, they would amount to £70.3 million (£100.3m – £30.0m 
(the revenue from part completed contracts)) which is a decline of 12%. This is 
against market trends and considerably poorer than the budgeted growth 
figure of 10% which does appear aggressive compared to market. Your 
analysis does not explain this decline at present. 

Additional procedures 

 Obtain further explanation and analysis. 

Excluding revenue from the new 'all-in' package, sales of training and 
consultancy have declined. Possible that customers have switched from 
previous billing arrangements to 'all-in' package but would be useful to have 
further analysis.  
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Additional procedures 

 Obtain further analysis, showing, in particular, split between training and 
consultancy and how each revenue stream has moved as level of detail 
we have at present may not be sufficient to understand underlying trends 
and fluctuations. This applies to margin and debtor analysis as well. 

 Ensure that the revenue recognition policy is appropriate and assess 
whether income should be prepaid.  

In gross margin analysis there is no comment on the lower margin for 
hardware – this is out of line with budget and prior year and might imply that 
additional discounts are being offered.  

Additional procedures 

 Obtain explanation of fall in margin. 

 Obtain management perspective on why margin achieved is so much 
lower than that for competitors – this may well be due to decline in market 
for ETP Stor-It products and/or mix of products sold. Prior year margin was 
also much lower so worth understanding reasons we were given last year. 

Systems gross margin – analysis is incomplete at present. It would be helpful 
to show more detailed analysis between margins on completed and partially 
completed projects so can understand fully the extent of the distortion arising. 
Overall margin amounts to £100.3 @ 46% = £46.1m. Assuming margins on 
completed projects remained as in prior year at 44.8%, that accounts for 70.3 
@ 44.8% = £31.5m, meaning that £14.6 million relates to the partially 
completed projects. Of that a £1 million loss was made on one project with 
revenue of £3.6 million, meaning that a margin of £15.6 million (59%) was 
made on the remaining new project revenue of £26.4 million which appears 
high. 

Additional procedures 

 Request more detailed analysis from client. 

Additional overall margin on services is £17.9 million @ (63.9 – 50.1) = 13.8% 
= £2.5m, much higher than would arise on the £800,000 training revenue 
recorded in the wrong period explained by the assistant. It seems likely that 
some of this is due to up front recognition of revenue for 'all-in' advice 
packages where costs may not be matched with revenue. 

Additional procedures 

 Obtain further explanation/investigation of the margin from the client. 

DSO analysis is for the overall company only and therefore gives limited 
information. It is not clear on what basis the budget has been prepared. There 
has also been no attempt to explain the impact on the budget of the change in 
revenue recognition policies. Therefore the comparison to the budget is of little 
value.  
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Additional procedures 

 Request more detailed divisional analysis to support the explanations 
given. 

 Discuss the basis of preparation of the budget with management and if 
necessary prepare further analysis to enable valid comparisons to be 
made. 

Further financial accounting issues and associated audit risks identified 
from planning work performed and implications for audit approach. 

Revenue recognition – systems projects 

The historical revenue recognition policy for system projects has been very 
prudent with all revenue and margin recognised only on customer acceptance. 
Each project is regarded as a single performance obligation. Revenue has 
been recognised when the performance obligation has been satisfied, that is 
when the customer confirmed that the project is complete. In other words each 
project has been treated as a performance obligation satisfied at a point in 
time, that point being completion of the project.   

ETP now wishes to change this policy, recognising revenue and costs as the 
project progresses. Projects consist of hardware, software and related 
services. It is by no means clear that these are distinct performance 
obligations under IFRS 15, Revenue from Contracts with Customers. The 
historical policy on revenue suggests that the performance obligation is the 
project as a whole. In effect ETP is treating each project as a performance 
obligation satisfied over time, recognising revenue and costs as the project 
progresses. IFRS 15 states that in order to do this, one of the following criteria 
must be met: 

(a) The customer simultaneously receives and consumes the benefits 
provided by the entity's performance as the entity performs. 

(b) The entity's performance creates or enhances an asset (eg, work in 
progress) that the customer controls as the asset is created or enhanced. 

(c) The entity's performance does not create an asset with an alternative use 
to the entity and the entity has an enforceable right to payment for 
performance completed to date. 

It is not clear that any of the above criteria have been met, and it is possible 
that some projects, but not others, satisfy the definition. There is some 
doubt as to whether the projects would meet the third criterion as regards 
enforceable right to payment for performance completed to date, since the 
entity has not invoiced for part-payment under the old system, and the 
customer may not agree to it. Furthermore, IFRS 15 (para. 39) states that 
for each performance obligation satisfied over time, revenue should be 
recognised by measuring progress towards complete satisfaction of that 
performance obligation and appropriate methods of measuring progress 
include output methods (value to the customer of the goods or services 
transferred to date relative to the remaining goods or services promised under 
the contract) and input methods (efforts by the entity). The recognition policy 
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adopted to date suggests uncertainty regarding measurement of progress 
towards complete satisfaction of the performance obligation, and difficulties of 
measuring the costs and allocating revenue reliably.  

The new revenue recognition policy adopted in the six months to 31 March 
20X4 is inherently more judgmental than the previous one, and may not be 
compliant with IFRS 15. It was adopted for the purposes of smoothing revenue 
recognised rather than reflecting the satisfaction of performance obligations.  

The fact that receivables days have lengthened due to delays in payment of 
stage invoices suggests that customers may not be happy with the 
deliverables that they have received or that the stage payments are not a true 
reflection of the progress towards completion and therefore not a valid basis 
for revenue recognition. 

There is therefore an audit risk that: 

 the new basis for revenue recognition does not comply with IFRS 15; and 

 judgments made in assessing out-turn margins and the satisfaction of 
performance obligations are not correct or appropriate. 

In addition, if the new policy is found to comply with IFRS 15 there is a further 
financial reporting issue in that a change in revenue recognition policy would 
normally give rise to a restatement of prior year revenue and margin.  

The new policy will mean changes to our audit approach in that our controls 
work will need to focus on new control objectives around assessing the 
satisfaction of performance obligations. Also the audit work will need to assess 
whether the performance obligations have been correctly determined and the 
transaction price correctly allocated to the performance obligations. This may 
need to be done on a project by project basis, or it may be possible to group 
categories of projects together, some being compliant with IFRS 15 under the 
new policy and others not, thus requiring a return to the old policy of 
recognition of revenue on confirmation of completion by the customer. In 
addition our substantive work will need to consider carefully the judgments 
made and the evidence available as to progress on the projects and customer 
acceptance of obligations for the invoices issued. Immediate discussions 
should be held with the client around the reasons for the change in policy and 
ETP's own consideration of the impact, if any, on the prior year. 

Declining sales of Stor-It devices 

The declining sales and margins on Stor-It devices give rise to a number of 
risks: 

 The risk that there is excessive inventory of the products and 
obsolescence allowances need to be increased. The financial controller's 
comments make it clear that inventory levels are increasing significantly. 

 The risk that more attractive sales terms will need to be offered to ensure 
that the devices are sold. To some extent this may already be happening 
at least in practice as distributors are delaying payment for the product on 
the basis that they have not sold it on. In addition margins are lower which 
may indicate additional discounts. 
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 The risk that the carrying value of the associated brand and/or machinery 
required to manufacture Stor-It devices may be overstated given future 
anticipated sales and margin to be earned from the product. 

 The risk that even if the carrying values can be supported, the useful 
economic lives may need to be reassessed as a shorter life may be more 
realistic. 

Implications for our audit approach are that we will need to include additional 
procedures to address the impairment and useful lives risks and to look 
carefully at judgments in these areas and around inventory obsolescence. We 
will also need to consider carefully whether there have been changes in formal 
sales terms or those allowed in practice, such as increased acceptance of 
returns from distributors or volume incentives, and to ensure that all such 
matters are accounted for correctly. 

'All-in' advice packages – revenue recognition 

Revenue for the 'all-in' advice packages is being recognised up front. This is 
not in accordance with IFRS 15. The fees are an advance payment for future 
services, and revenue should be recognised when those services are provided 
(IFRS 15: para. B49). The fact that the fees are not refundable is not relevant, 
because revenue must be recognised when or as the performance obligation 
(provision of training and consultancy services) is satisfied. In addition, we 
note that ETP has recognised, in the six months to 31 March 20X4, £800,000 
of training revenue relating to training courses held in September 20X3, but 
only invoiced in October 20X3. This does not comply with IFRS 15, because 
the performance obligation (to provide the training courses) is satisfied in 
September 20X3, which is when the revenue should be recognised. We need 
to consider whether revenue is being deferred to cover the right to future 
discounts on training programmes. The fact that margins have increased 
considerably also suggests that the present recognition model may not comply 
fully with IFRS 15, which requires revenue to be recognised when, and only 
when, performance obligations are satisfied. There is therefore a risk that the 
policy adopted for revenue recognition on these projects is inappropriate and 
considering it further must be a focus area for our audit which we must discuss 
with ETP as a priority. 

Accounting for loss on government contract 

This is a loss-making contract, and, unless there is evidence to the contrary, 
an onerous contract. IFRS 15 specifically requires an entity to assess 
whether a contract with a customer is onerous in terms of IAS 37, Provisions, 
Contingent Liabilities and Contingent Assets. IAS 37 defines an onerous 
contract as one in which unavoidable costs of completing the contract exceed 
the benefits expected to be received under it (IAS 37: para. 10). This is a loss-
making contract, and accordingly, IAS 37 requires that the present obligation 
under the contract must be recognised and measured as a provision (IAS 37: 
para. 66). 
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We should include audit procedures to ensure that the correct accounting 
treatment is applied here, such as confirmation of the amounts and conditions 
from ETP's financial records and the original government contract. 

Cut-off error on training revenue 

The error identified to date is not material but it is possible that the total extent 
of the error has not been identified. Our audit will need to include procedures 
to look in detail at cut-off at both the beginning and end of the year as, if the 
prior year error were material, a prior year adjustment would need to be made. 
In addition we need to revisit our work on controls as the controls operated in 
the previous year were clearly not operating effectively. Unless significant 
changes to controls have been made, we may conclude that controls reliance 
in this area is no longer possible. 

(2) Response to email (extracts) 

Benefits of interim financial reporting 

A review of ETP's interim financial statements would provide a lower level of 
assurance than an audit but is still designed to provide assurance to the board 
on the company's published interim financial statements. The amount of work 
performed by J&K would be less than that for a statutory audit but would be 
performed on a more timely basis allowing us to let you know of any 
errors/omissions before the data is made public. 

This would be of benefit to the whole board who take responsibility for the 
financial statements in providing assurance that those statements have been 
subjected to a review process. This would help to avoid issues/errors coming 
to light at a later date – our review for planning purposes has identified a 
number of potential risks and issues which should have been considered as 
part of the interim reporting. 

Interim review procedures also provide additional assurance to investors about 
the degree of reliance they can place on the interim financial information and 
thus is of value in investor relations and also potentially attracting additional 
investment. 

Revenue recognition – Interim financial statements 

J&K's procedures on the interim financial statements would prevent ETP 
publishing misleading information which would be the case if the revenue for 
the new contract is recognised evenly over the year as Jess proposes.  

It appears that the loss on the government contract has been understated in 
the interim financial statements for the period to 31 March 20X4. The present 
obligation must be recognised and measured as a provision under IAS 37. 
In addition the interim financial statements for this period may have been 
incorrectly stated due to cut off and revenue recognition policy changes in 
respect of systems and 'all-in' packages for service revenues, which do not 
comply with IFRS 15. These errors would have been identified by J&K if 
review procedures had been carried out on the interim results for the period to 
31 March 20X4 on a timely basis prior to publication of the results. 
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IAS 34.37 requires that revenue should not be anticipated at the interim date if 
anticipation would not be appropriate at the year-end date. The revenue from 
the new overseas contract should not therefore be included in the interim 
results to 31 March 20X5 as the work will not have commenced at this time. 
In accordance with IFRS 15, revenue may only be recognised when the 
performance obligation(s) have been satisfied. This is not the case at 
31 March 20X5.  

Ethical issues 

Your email suggests that the adoption of some of ETP's accounting policies is 
inappropriate and stems from the new sales director manipulating the financial 
statements in order to receive her bonus. You also appear reluctant to take 
this matter further due to the family connection between the sales director and 
the finance director. 

This represents a number of potential ethical threats that you as an ICAEW 
trainee Chartered Accountant should be aware of: 

 there is a familiarity threat between the two siblings who sit on the board of 
ETP which may lead to a lack of objectivity in evaluating the sales 
director's performance 

 there is also a self-interest threat which the sales director is exposed to as 
a result of her remuneration plan 

 there is an intimidation threat which you appear to be experiencing as you 
seem reluctant to take action in relation to the apparent misstatements 
attributable to the current choice of accounting policies for fear of 
retribution from the finance director 

Our firm is required to undertake an assessment of management integrity as 
part of its ongoing audit responsibilities, so your comments are definitely 
appreciated. 

Finally, as a plc, it seems likely that your governance arrangements would 
include the appointment of a senior independent director responsible for any 
whistle-blowing concerns that staff may have. Consequently, we would urge 
you to consider contacting this person in the first instance with your concerns. 
Should you not be in a position to be supported in this way, we would instead 
recommend contacting the ICAEW Ethics helpline. 
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