
Corporate Reporting – Advanced level – November 2015 

Copyright © ICAEW 2015.  All rights reserved.  Page 1 of 21 

Question 1 
 
Scenario 
 
The candidate is required to respond to various requests from a group’s managing director. The Larousse 
Group has invested in 100% of the share capital of two subsidiaries. The candidate is required to complete the 
draft consolidated financial statements, together with explanations of adjustments made and further information 
required. Errors have been made in the initial drafting of the consolidated financial statements and these 
required explanation and correction. Then the candidate is required to prepare notes that analyse the 
performance and position of the two subsidiaries. The Larousse Group board has been considering proposals to 
extend its corporate responsibility, and the candidate is required to explain the responsibility of the group’s 
external auditors in respect of additional disclosures, and to evaluate the feasibility of commissioning an 
additional assurance report. The candidate is required to describe the audit procedures required for the 
additional assurance report. Finally, the candidate is asked to identify potential ethical issues arising from an 
overheard conversation, and to describe actions that should be taken. 
 

Requirements Marks Skills assessed 

(1) 
a) Prepare the consolidated financial 

statements for Larousse for the year 
ended 30 September 2015, correcting 
any errors. Provide explanations and 
journal entries for any adjustments you 
make. 

 

18  Assimilate and demonstrate understanding of a 
large amount of complex information. 

 Identify errors in the partially prepared 
consolidation schedule, and related information. 

 Identify appropriate accounting treatments for 
complex items such as goodwill, intangible 
assets, deferred consideration, intra-group 
trading, share-based payments. 

 Apply technical knowledge to identify 
appropriate accounting adjustments in the form 
of journal entries. 

 Assimilate adjustments to prepare draft 
consolidated financial statements. 

 

b) Prepare notes for the board analysing 
the performance and profitability of 
each of the two subsidiaries 

7  Analyse given information using appropriate 
measurements such as gross profit margin. 

 Demonstrate understanding of the importance of 
intra-group trading on the results. 

 Identify transfer pricing issue. 
 

c) Respond to the proposals from the 
board about corporate responsibility 
by: 

 

 explaining the responsibilities of our 
external auditors in respect of the 
proposed corporate responsibility 
disclosures (Exhibit 3). 

 

 evaluating the feasibility of an 
additional assurance report and 
describing the type of work that might 
be involved in providing verification of 
progress on the four key targets 
(Exhibit 3).  

 

9  Apply knowledge of the scope of external 
auditors’ responsibility in respect of voluntary 
disclosures. 

 Identify issue of auditor firm competence to 
produce additional assurance report. 

 Identify likely contents of additional report. 

 Assimilate knowledge, drawing upon question 
content, to describe type of work required to 
provide verification evidence. 

(2) 
Identify any potential ethical issues 
arising for you and for Dennis Speed 
from the information in Exhibit 4, 
describing the actions that you should 
take. 

6  Discuss appropriate responses and actions in 
respect of the apparent ethical dilemma. 

 Identify potential money-laundering issue. 

 Recommend caution in taking action. 

Total 40  
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(1) a) Completion of draft consolidated financial statements 
 

Prepared by: Alex Chen 
 
Working 1: Acquisition of HXP 
 
Marie’s treatment of the deferred consideration is incorrect. IFRS 3, Business Combinations, requires that 
consideration should be measured at fair value at the date of acquisition. Fair value of the contingent 
consideration is the discounted present value of the consideration payable on 30

 
September 2017: 

 
At 1 October 2014: £6 million x 1/(1.05)

3
 = £5.2 million 

 
Total consideration at 1 October 2014 = (£12 million + £5.2 million) £17.2 million. After deducting share capital 
and retained earnings at date of acquisition, goodwill is calculated as £5.8 million (£17.2 million - £11.4 million). 
The goodwill figure is high, relative to total consideration. It is possible that at least part of it comprises 
unrecognised separable intangible assets, and more information is required on this point.  
 
Goodwill arising in a business combination should be tested annually for impairment. More information is 
required on whether or not this test has been done, and on the results of the impairment testing if it has been 
carried out.  
 
Adjusting journal entries: 

 
 Dr Cr 
 £m £m 
Goodwill (£5.8m - £2.6m) 3.2  
Deferred consideration (£5.2m - £2m)  3.2 

 
HXP reports a profit before tax in the year ended 30 September 2015 and therefore the contingent condition is 
met for the first of the three years. The discount is unwound, and debited to finance costs. 
 
Fair value of deferred consideration at 30 September 2015: £6 million x 1/(1.05)2 = £5.4 million. The journal 
entry required to recognise the unwinding of the discount is as follows: 

 
 Dr Cr 
 £m £m 
Finance cost (£5.4m - £5.2m) 0.2  
Deferred consideration   0.2 

 
Working 2: Acquisition of Softex 
 
The research asset can be recognised at acquisition as it is a separable identifiable asset and the subject of a 
transaction at fair value. Goodwill is therefore reduced by £2m; the correcting journal entry is as follows 
 
 Dr Cr 
 £m £m 
Intangible asset 2.0  
Goodwill  2.0 
 
Intangible assets are subject to annual amortisation, but more information would be required in order to 
determine an appropriate amortisation rate. 
 
Working 3: Adjustments for intra-group trading 
 
Intra-group trading items must be eliminated upon consolidation.  
Intra-group sales from HXP to Larousse: 50% x £12m = £6m  
Sales outside the group therefore: £6m 
Intra-group sales from Softex to Larousse: 50% x £16m = £8m 
Sales outside the group therefore: £8m 
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The journal entry required to remove intra-group sales from group sales and cost of sales is as follows: 
 
 Dr Cr 
 £m £m 
Revenue (£6m + £8m) 14.0  
Cost of sales  14.0 
 
In addition, a provision for unrealised profit is required in respect of any inventories remaining in hand at the 
year end. 
 
HXP: provision for unrealised profit = £6m x 20% x 40% (margin) = £480,000 (£500,000 to nearest £0.1 million). 
 
Softex: provision for unrealised profit = £8m x 25% x 20% = £400,000 
 
Consolidated revenue: £56.5m + £6m + £8m = £70.5m 

 
Consolidated cost of sales: £53.3m - £14m + £0.5m + £0.4m = £40.2m. 
 
Journal entry required to recognise provision for unrealised profit: 
 
 Dr Cr 
 £m £m 
Cost of sales (£500,000 + £400,000) 0.9  
Inventories  0.9 
 
In addition, an adjustment is required to eliminate intra-group payables and receivables: 
 
 Dr Cr 
 £m £m 
Trade payables (£1.2m + £1.4m) 2.6  
Trade receivables   2.6 
 
Working 4: Share option scheme 
 
The incentive scheme started by Larousse involves the exchange of services for equity instruments in the entity. 
Therefore, this scheme falls within the scope of IFRS 2, Share-Based Payment, as an equity-settled share-
based payment transaction. Marie is correct in recognising this transaction in the financial statements, but the 
calculation is incorrect. Where payments are received in the form of share options in exchange for services 
rendered, IFRS 2 requires that the fair value of the transaction is recognised in profit or loss, spread over the 
vesting period. The indirect method of measurement is appropriate here: i.e. measurement of the fair value of 
the equity instruments granted at the grant date. The grant date in this case is 1 October 2014, and the fair 
value to be used in the transaction is at that date, i.e. £20 per share. 
 
An adjustment is also required in respect of the non-market based vesting condition that shares options will vest 
on 30 September 2018 only to those employees still in employment with Larousse at that date. At 30 September 
2015, four of the 50 employees have actually left, and a further six are expected to leave. Therefore, the 
calculation of the expense to be recognised is based on 40 (50 – 4 – 6) employees. The expense must be 
spread over the four-year vesting period, and the calculation is as follows: 
 
(1,000 x 40 x £20.00)/4 = £200,000 
 
The adjusting journal entry is as follows: 
 
 Dr Cr 
 £m £m 
Equity: share options (£1m - £200,000) 0.8  
Administrative expenses  0.8 
 
It is acceptable to recognise the adjustment to equity as a separate component of equity. 
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Larousse Group: draft consolidated financial statements for the year ended 30 September 2015 
 
Draft consolidated statement of profit or loss 
 
 First draft 

£m 
Adjustment 

£m 
Ref to 

working 
Revised draft 

£m 
Revenue 84.5 (14.0) 3 70.5 
Cost of sales (53.3) 14.0 

(0.5) 
(0.4) 

3 (40.2) 

Administrative expenses (12.3) 0.8 4 (11.5) 
Selling and distribution costs (6.8)   (6.8) 
Finance cost (1.6) (0.2) 1 (1.8) 

Profit before tax 10.5 (0.3)  10.2 
Income tax expense (2.4)   (2.4) 

Profit for the year 8.1 (0.3)  7.8 

 
Draft consolidated statement of financial position 
 
 First draft 

£m 
Adjustment 

£m 
Ref to 

working 
Revised draft 

£m 
ASSETS     
Non-current assets     
Property, plant and equipment 64.8   64.8 
Intangible assets: 
Research asset 
Goodwill 

 
 

5.6 

 
2.0 
3.2 

(2.0) 

 
2 
1 
2 

 
2.0 
6.8 

Current assets     
Inventories 12.8 (0.9) 3 11.9 
Trade receivables 14.9 (2.6) 3 12.3 
Cash and cash equivalents 2.6   2.6 
     

Total assets 100.7 (0.3)  100.4 

     
EQUITY AND LIABILITIES     
Share capital 10.0   10.0 
Share options 1.0 (0.8)  0.2 
Retained earnings at 1 October 
2014 

35.8   35.8 

Profit for the year 8.1 (0.3) 1,3,4 7.8 
     
Non-current liabilities 30.4 3.2 

0.2 
1 33.8 

     
Current liabilities     
Trade and other payables 12.0 (2.6) 3 9.4 
Current tax payable 2.4   2.4 
Short-term borrowings 1.0   1.0 
     

Total equity and liabilities 100.7 (0.3)  100.4 

 
a) Notes analysing and comparing the performance and profitability of each of the two subsidiaries  
 
Gross profitability 
 
The performance of the group as a whole appears satisfactory, in that it is profitable: gross profit percentage, 
based on the draft consolidated statement of profit or loss, is ([30.3/70.5] x 100) 43.0%. Comparative figures, 
calculated using the same accounting conventions, would help to indicate whether or not this is a good 
performance. Similarly, budget figures would also help in assessing the extent to which performance falls short 
of, or outstrips, expectations. 
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Drilling down into the figures produces more refined information. Gross profitability across the group can be 
analysed in more detail as follows: 
 
Company/nature of sales 
 

 Gross profit % 

Larousse/all external 
 

([23.2/56.5] x 100) 41.1% 

HXP/internal to group 
 

 40% 

HXP/external to group (W1) ([2.1/6.0] x 100) 35% 
Softex/internal to group 
 

 20% 

Softex/external to group (W2) ([1.9/8.0] x 100) 23.8% 
 
W1: HXP split of sales and gross profit  
 
HXP overall gross profit percentage £4.5m/£12.0 x 100 = 37.5% 
Internal to group: £6.0m (i.e. 50% of sales) 
External to group: £6.0m (i.e. 50% of sales)  
Gross profit on all sales = (£12.0 - £7.5) £4.5m 
Gross profit on internal sales = 40% (given) = £2.4m 
Gross profit on external sales (£4.5m – £2.4m) = £2.1m 
 
W2: Softex split of sales and gross profit 
 
Softex overall gross profit percentage £3.5/£16.0 x 100 = 21.9% 
Internal to group: £8.0m (i.e. 50% of sales) 
External to group: £8.0m (i.e. 50% of sales) 
Gross profit on all sales = (£16.0m - £12.5m) £3.5m 
Gross profit on internal sales = 20% (given) = £1.6m 
Gross profit on external sales (£3.5m - £1.6m) = £1.9m 
 
The gross profit margins vary significantly between Larousse, HXP and Softex, although this may be explained 
by differences in the nature of the products. The most striking element of the analysis is that HXP’s sales to 
Larousse are at a gross margin of 40%, whereas its sales to third parties outside the group yield only 35%. By 
contrast, Softex’s sales to third parties yield a higher gross margin than sales within the group. These 
differences may well be explained by sales mix factors, and more information would be required in order to 
refine the analysis. It is possible, though, that the transfer prices used between the subsidiaries and the holding 
company do not reflect commercial reality. The HXP transfer prices may be relatively too high, and the Softex 
transfer prices relatively too low. This factor could help to explain Softex’s relatively poor performance. 
 
A further relevant factor in Softex’s performance is the impairment of inventories of £1.2 m that was recognised 
in the year under review. Without this item, Softex’s gross profit would have been £1.1m higher at £4.7 million, 
and this presumably would have been attributable to external sales, producing a total gross profit on external 
sales of £3.1m, a gross margin of 38.8%. This level of margin is much more akin to those of Larousse and HXP 
and is significantly higher than the margin on intra-group sales. Again, sales mix could be a perfectly reasonable 
explanation for the difference. 
 
Other profit or loss items 
 
Profit before tax margin for the group overall is 14.5% ([10.2/70.5] x 100). 
 
The table below analyses profit margin and expenses in further detail.  
 

 Larousse HXP Softex Group 

([Administrative expenses/sales] x 100) 14.7% 12.5% 9.4% 16.3% 
([Selling & distribution/sales] x 100) 8.3% 5.8% 8.8% 9.6% 
Profit before tax 15.2% 19.2% 3.8% 14.5% 

 
Softex’s relatively poor performance in terms of gross profit margin follows through to profit before tax margin. 
Its selling and distribution costs are relatively high, but administrative expenses are relatively low. These 
differences may be explained by a different approach to allocating costs between the headings. Management 
may wish to address this point, in order to ensure that figures are broadly comparable across the group.  
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Again, it would be helpful to have comparative figures and budgetary information in order to refine the analysis 
further.  
 
A great deal more information is required in order to produce a sound analysis of profitability. Information about 
the nature of sales, the sales mix, the group transfer pricing policy, budgets and comparatives would all be of 
assistance in producing a more incisive analysis. 
 
b) Response to the board on corporate responsibility disclosures 

 
External auditors’ responsibilities in respect of corporate responsibility disclosures 
 
Even though the proposed disclosures are voluntary, there are implications for Larousse’s external auditors. 
The auditors will be obliged to consider the potential impact of the new policies and targets upon the financial 
statements. They will be concerned to ensure that any disclosures related to corporate responsibility are not 
inconsistent with information seen by the auditor in the course of the audit. Additional disclosures by Larousse 
will therefore involve additional audit work. 
 
All four targets can be expected to involve additional expenditure, and there may be implications such as 
constructive obligations giving rise to the need for provisions. The auditors will also be interested in the extent to 
which HXP and Softex are obliged, by local law and regulation, to take responsibility for clean air and water. 
Such obligations could give rise to the recognition of additional provisions. The auditors will be obliged to 
consider the existence of such factors in undertaking their assessment of inherent risk. 
 
Proposal for additional assurance report 
 
The proposal that the auditors should be asked to produce an additional assurance report goes beyond the 
normal external audit appointment. The auditors could be invited to provide assurance in respect of the 
disclosures, and this would form a new engagement for services, separate from the statutory audit. This is a 
perfectly feasible suggestion, although the audit firm would need to consider carefully its own competence to 
provide such services, and it may decide that it does not wish to tender for such work. In such a case, it would 
be necessary to appoint another external verifier. 
 
Because there is no statutory or other regulatory requirement to produce the disclosures, the terms of any 
assurance engagement can be determined by Larousse in discussion with the appointee. However, it is likely to 
involve the use of the assurance standard AA1000AS issued by AccountAbility, a non-profit network that works 
with business and governments to promote sustainable development. The additional assurance report might 
include the following: 
 

 Intended users of the report 

 Description of the scope of the report, including any limitations 

 Description of the disclosures covered and the methodology used in verifying them 

 Statement on level of assurance 

 Finding and conclusions 

 Recommendations 
 
Where there is objective, third-party, evidence about progress towards the targets, their verification will be 
relatively straightforward. For example, in the case of target 1, there should be regular monitoring reports about 
water quality, produced by appropriately-qualified scientific observers. Provided that this can be assessed as 
high-quality, third-party evidence, it should provide a good level of assurance for the verifier. Similarly, it should 
be possible to assess, from employment records, the extent to which the employment of child labour is being 
successfully phased out. Where there are distinct, quantifiable targets and records, verification is likely to be 
straightforward. However, where targets are more qualitative in nature, it may be more difficult for the verifier to 
draw conclusions. In this respect, targets 2 and 4 are more vague (what is an ‘effective’ health and safety 
programme?) and it may be that the targets will require redrafting to be more specific and quantifiable. It would 
be important to gain a precise understanding of the nature of the proposed disclosures, as these would be the 
starting point for any additional assurance report. 
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2. Ethical implications and actions arising from incident set out in Exhibit 4 
 
Alex’s note of the overheard conversation is potentially highly significant. However, it contains no actual 
evidence and the allegations are apparently informed by dislike of Dennis Speed. This may be no more than 
malicious gossip, without any foundation in fact. The preliminary calculation of goodwill on the acquisition of 
HXP (see earlier calculation) produces a relatively high figure, but it may include as yet unrecognised intangible 
assets. HXP is profitable, and there is no clear evidence that Larousse has overpaid for its investment in HXP.  
 
Even if Alex considers that the allegation is malicious gossip, he is not entitled to ignore this information. His first 
task should be to investigate the allegations, as discreetly as possible. If the allegation that Dennis was involved 
in adjusting the price paid for the acquisition of HXP is correct, then the issue is not just one of unethical 
behaviour; it may also have a criminal dimension, as fraudulent manipulation of documents may have taken 
place. The transaction could even be defined as money laundering. If this is the case, then Alex must take care 
that his enquiries do not ‘tip off’ Dennis. 
 
Once Alex is sure that he has all the relevant facts in the case, he may decide to escalate the matter. He would 
be well-advised to contact the ICAEW for help in determining whether or not the matter should be taken forward, 
what kind of evidence is required, and what action would be most appropriate. 
 
Both Alex and Dennis are ICAEW Chartered Accountants and are bound by the ICAEW Ethical Code. They 
must act with integrity in all circumstances and must display professional behaviour. If the allegations are 
correct, then Dennis has been involved in fraudulent manipulation for personal gain. This involvement, if more 
widely known, is likely to bring the profession into disrepute. 
 
It will be helpful to Alex if Larousse has established internal procedures for dealing with the allegations. 
Larousse is unlisted and may not have appointed non-executive directors. However, if there are non-executives, 
it may be appropriate for Alex to approach the chair of the audit committee. However, before getting to this 
point, he must be certain of his facts, and must be very careful about how he presents the allegations. 
 
At all stages, Alex must keep a detailed record of his investigations, deliberations and conclusions as this may 
be required as evidence in the event of criminal and/or professional disciplinary action. 
 
Aside from the ethical and legal issues that are potentially involved in this case, there are also accounting 
implications in respect of the disclosure of related party transactions. A related party is a person or entity that is 
related to the entity preparing its financial statements, in this case Larousse. A person, or a close member of 
that person’s family is related to the reporting entity if he/she is a member of the key management personnel of 
the reporting entity. Dennis as finance director is, clearly, a member of Larousse’s key management personnel 
and his wife is a close member of his family. Therefore, Lola Gonzalez is a related party to Larousse. HXP is a 
related party to Larousse, as its subsidiary. 
 
According to IAS 24, Related Party Disclosures, a related party transaction is a transfer of resources, services 
or obligations between related parties. The transaction involving the sale of Lola’s shares to Larousse is 
therefore very clearly a related party transaction that will require disclosure in the group financial statements. 
 

 
Examiners’ comments 
 
General comments 
 
This was the best answered question on the paper, especially with regards to the financial reporting treatment 
and adjustments to the consolidated financial statements. In general, the quality of the journals throughout 
question 1 was better than in prior sittings, with many candidates generating accurate correcting journals. 
 
The weakest part of the question by far was the analysis of the subsidiaries, with many candidates stopping at 
explaining that one subsidiary was better than the other due to having higher margins. Weaker candidates who 
had been unable to adjust for intra group sales and PURP therefore were also unable to produce meaningful 
financial statement analysis. The questions at CR are designed to integrate financial reporting and financial 
statement analysis (and when relevant assurance). Stronger candidates discussed the intra-group sales, the 
high distribution costs and the lack of information. 
 
Most students were able to answer the ethics discussion well, and a high number came up with reasonable 
attempts at measuring the effectiveness of the KPIs in the corporate social responsibility aspect of the question. 
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Detailed comments 
 
Preparation of consolidated statement of profit or loss and statement of financial position including 
explanations of financial reporting treatment 
 
Generally, this part of the question was well answered with many candidates achieving full marks. Nearly all 
candidates recognised that the deferred consideration used to calculate goodwill needed to be discounted to 
present value and that this would change the value of goodwill (although a minority of candidates did discount 
for the wrong number of years.) 
 
The share options were also well dealt with most candidates identifying the errors made by not using the fair 
value of the option at the grant date or adjusting for future leavers. 
 
Answers to the issue relating to the recognition of an internally generated research asset were more mixed. 
Many candidates wasted time discussing the general recognition criteria for development costs missing the 
point that this was now a purchased intangible. 
 
The most disappointing aspect to this question was the section relating to intra-group trading. The adjustments 
required to revenue and cost of sales to eliminate intra-group trading, a straightforward matter which is covered 
in FAR at professional level, proved baffling to many candidates. Although most candidates realised that some 
adjustments had to be made it was surprising that not all managed the simple contra out of intra-group trading 
or were able to calculate the correct PURP. However most did manage to correctly discuss the elimination of 
intra-group balances. Some candidates tried to use cumulative journals eg. to adjust for intra group trading 
candidates tried to combine the revenue, profit and receivables in one journal rather than splitting them down 
into one journal per adjustment. Invariably the journal did not balance.  
 
Pleasingly most candidates did prepare correcting journals and revised financial statements. However, some 
wasted time on the latter by copying out the figures for all three group companies then making adjustments 
rather than starting with the draft consolidated figures given in the question. Some candidates also struggled 
with the credit side of the journal for the deferred consideration often crediting retained earnings rather than a 
liability. Some also lost easy marks by not discussing and showing the journal for the unwinding of the discount 
for this consideration. 
 
Notes for the board analysing and comparing the performance and profitability of the two subsidiaries 
 
Answers to the analysis and interpretation part of the exam were very mixed. Good candidates identified the 
impact of the margins on the intra-group trading and the inventory impairment in the year. It was expected that 
having asked the candidates to perform simple adjustments for PURP in the first part of the question that they 
would then realise that this would impact on the performance analysis. Most candidates calculated gross profit 
and some sort of operating/net profit margin but the weaker ones simply stated the obvious ie one company’s 
margin was higher than the other. Many candidates wasted time in anodyne and pointless description (eg.: 
‘Gross profit is low because cost of sales are high’) which is not appropriate at this level. The poorer quality 
answers tended to be lengthy and repetitive. Relatively few candidates identified the key point that the margins 
on intra-group trading are subject to influence by Larousse which controls them, and that this factor inevitably 
skews the analysis. 
 
 A number of candidates wasted time by calculating and commenting on ratios relevant to position rather than 
performance. 
 
Corporate responsibility proposals 
 
Answers to this requirement relating to corporate governance were quite mixed and candidates missed out on 
easy marks such as discussing the potential impact on the financial statements. However, most candidates did 
identify the auditor’s responsibility to identify inconsistencies between the financial statements and “other 
information” and that if a separate engagement was carried out it would result in a lower level of assurance than 
the audit report. Nearly all candidates also discussed the type of work that could be carried out on the four key 
targets and the difficulties involved in obtaining good quality evidence for the more qualitative targets. However 
sometimes the suggested work was vague (“ensure the health and safety programme is effective”) or unrealistic 
(“visit the factory and identify any underage workers”) 
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Ethics 
 
The ethical issues were generally quite well addressed. Most candidates realised that the facts should be 
determined rather than just relying on “gossip”, discussed the potential money laundering issues and suggested 
contacting the ICAEW helpline for advice. However relatively few commented on the accounting implications of 
the related party transaction. Very few commented on the need to keep a detailed record of any 
investigations/discussions. 
 
A few candidates had clearly not read or understood the question properly as they thought the main protagonist 
in the question, Alex Chen, was the company’s auditor. In such cases the recommendations to e.g. contact the 
ethics partner were irrelevant and inappropriate. 
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Question 2 
 
Scenario 
 
The candidate is required to respond to the instructions of an unlisted company’s operations director. The 
candidate assumes the position of the recently-appointed financial accountant of Telo plc. There is a range of 
issues which remain to be resolved in the preparation of Telo plc’s draft financial statements. A trial balance is 
provided, with notes and descriptions of outstanding issues. These include: a prior period error, translation of 
foreign currency sales invoices and related receipts, accounting for a property which has become an investment 
property during the accounting period under review and deferred tax adjustments.,. Having made appropriate 
adjustments, the candidate is required to prepare a draft statement of comprehensive income and a statement 
of financial position. 
 

Requirements Marks Skills assessed 

(1) Explain the appropriate financial 
reporting treatment of the outstanding 
issues, setting out the necessary 
adjustments 

 
 

22  Assimilate complex information in order to 
produce appropriate accounting adjustments 

 Apply knowledge of prior period adjustments, 
accounting for foreign currency transactions, 
accounting for investment properties, deferred 
tax to the information in the scenario 

 Clearly set out and explain appropriate 
accounting adjustments 
 

(2) Prepare a draft statement of profit or 
loss and other comprehensive income 
for the year ended 31 August 2015, 
and a statement of financial position 
at that date, including your 
adjustments 

8  Assimilate and use adjustments identified in (1) 
in drafting the two financial statements 
requested. 

 Use knowledge of financial statement 
presentation to present the financial statements 
in appropriate format 
 

Total 30  
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Outstanding issues arising from draft trial balance 
 
Prepared by: Sophie Blake 
 

1. Calculation error in brought forward work-in-progress balance 
 
 IAS 8, Accounting Policies, Changes in Accounting Estimate and Errors, requires that material prior period 
errors should be corrected retrospectively. The error in calculation of opening work-in-progress meant that work-
in-progress was overestimated by £613,000, which is 16.3% of the correct balance, almost 4% of sales revenue 
and which is likely to be material in relation to profit. Assuming that the error is material, it will be necessary to 
restate the comparatives in the financial statements. Profit for the year ended 31 August 2014 was overstated 
by £613,000, as was work-in-progress, and these comparative figures must be altered. In respect of the 
financial statements for the year ended 31 August 2015, the correction of the error is to be reflected in the 
statement of changes in equity.  
 
 Dr Cr 
 £’000 £’000 
Retained earnings  613  
Work-in-progress  613 
 
Cost of sales for the year ended 31 August 2015, before any other necessary adjustments to operating costs, is 
calculated as follows: 
 
 £’000 
Corrected opening WIP 3,742 
Add operating costs 11,353 
Less: closing WIP (4,437) 

 10,658 

 
2. Accounting for foreign currency transactions 

 
John correctly recorded the two invoices to Sourise during the year. However, his recording of the receipt is in 
error as it failed to recognise any exchange gain or loss on settlement or at the year-end in respect of 
retranslation of monetary assets. John’s treatment produced the following trade receivable amount due from 
Sourise at 31 August 2015: 
 
 £’000 
Invoices recorded (208 + 155) 363 
Less: receipt ($250,000/1.12) 223 

 140 

 
The first invoice, dated 31 December 2014, for N$220,000 was settled in full out of the receipt of N$250,000 on 
31 August 2015.  
 
 £’000 
Amount at which 31 December invoice recorded 208 
Settlement: N$220,000 at rate of £1 = N$1.12 (196) 

Loss on translation 12 

 
The remainder of the amount received on 31 August 2015 (N$250,000 – N$220,000 = N$30,000) is set off 
against the second invoice dated 30 June 2015. The balance that remains outstanding, as a monetary asset, 
must be translated at the year-end date, i.e. 31 August 2015. As this is the same date as the receipt, the 
necessary adjustment can be calculated as follows: 
 
 £’000 
Amount at which 30 June invoice recorded 155 
Settlement: N$30,000 at rate of £1 = N$1.12 (27) 
Retranslation of closing monetary asset: (N$180,000 – N$30,000) 
N$150,000 at £1 = N$1.12 

(134) 

Gain on translation 6 
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The required correcting journal is: 
 
 Dr Cr 
 £’000 £’000 
Profit or loss (net loss on translation) 6  
Receivables  6 
 
The directors have decided that an allowance of 50% of the debt should be made, i.e. £134,000 x 50% = 
£67,000. 
 
The required journal is: 
 
 Dr Cr 
 £’000 £’000 
Profit or loss (operating costs) 67  
Receivables  67 
 
This has been adjusted in profit or loss via operating costs, although it would also be valid to classify it under 
another expense heading, such as administrative expenses.  
Other transactions in foreign currencies should be checked, to ensure that similar errors have not been made. 
 

3. Investment property (53 Prospect Street) 
 
As the letting of the property is to an unrelated third party, and the property is no longer occupied by Telo, it is 
likely to be classified under IAS 40 as investment property. IAS 40 permits two alternative accounting 
treatments: the cost model as under IAS 16, Property, Plant and Equipment, or the fair value model. Under the 
latter model, any change in the value of the property is recognised in profit or loss. 
 
The property at 53 Prospect Street was subject to a change of use during the year. For the four-month period 
from 1 September 2014 to 1 January 2015, it was recognised as property, plant and equipment under the IAS 
16 revaluation model. For the eight-month period from 1 January 2015 to the year end on 31 August 2015 it was 
recognised as investment property under the IAS 40 fair value model. 
 
Where there is a change in use, IAS 40 requires that the property is revalued at the date of change and any 
difference recognised as a revaluation gain or loss under IAS 16. 
 
Calculation of revaluation gain or loss at change of use 
 
Depreciation is charged on property, excluding land, held under IAS 16. No depreciation has been charged for 
the four months to 1 January 2015, and this must be adjusted. 
 
Depreciation on building: (£3,180,000 – £600,000)/ 98 years x 4/12 = £8,775 (£9,000 to nearest £’000) 
 
Carrying amount of property at date of change of use: 
 
£3,180,000 – £9,000 = £3,171,000 
 
Property at revalued amount on 1 January 2015: (£2,600,000 + £620,000) = £3,220,000 
Revaluation gain to be recognised under IAS 16 at change of use: £3,220,000 - £3,171,000 = £49,000 
 
Journal entries to reflect adjustments for depreciation and revaluation: 
 
 Dr Cr 
 £’000 £’000 
Operating costs (depreciation) 9  
Property, plant and equipment 40  
Revaluation gain  49 

 49 49 

 
Recognition of investment property 
 
IAS 40 permits the inclusion of certain costs in an investment property. John has recognised professional fees in 
respect of leasing 53 Prospect Street and this is acceptable. The subsequent capitalisation of the cost in March 
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2015 of installing the air conditioning system is also likely to be acceptable. However, the inclusion of relocation 
costs of £30,000 to the 15 Selwyn Road property is not permissible, and this item must be recognised as an 
expense in profit or loss: 
 
 Dr Cr 
 £’000 £’000 
Operating costs  30  
Property  30 
 
The carrying amount of investment property at 1 January 2015 and 31 August 2015 is therefore as follows: 
 
 £’000 
Property at revalued amount on 1 January 2015 3,220 
Professional fees in respect of lease 25 

Investment property at 1 January 2015 3,245 
Add: subsequent expenditure on air conditioning system 100 

Investment property at 31 August 2015 3,345 

 
Revaluation of investment property 
 
Investment property held under the IAS 40 fair value model is not subject to depreciation. Any change in the 
value of the property, as noted earlier, is recognised in profit or loss.  
 
The surveyor’s valuation at 31 August 2015 of £3, 500,000 (£650,000 for land and £2,850,000 for buildings) 
exceeds the carrying amount above of £3,345,000 by £155,000. This amount is recognised as a gain in profit or 
loss: 
 
 Dr Cr 
 £’000 £’000 
Investment property 155  
Profit or loss  155 
 

4. Deferred tax 
 
The deferred tax balance at 1 September 2014 arose in respect of the 53 Prospect Street property. Because a 
revaluation under IAS 16 does not affect taxable profits, a deferred tax adjustment is required, calculated as the 
difference between the tax base of the asset and the carrying amount. 
 
 The deferred tax treatment of an investment property depends upon the valuation model that is adopted. Where 
investment property is held under the cost model, the accounting treatment is the same as for IAS 16, where 
revaluation gains are recognised through other comprehensive income, thus not affecting profit or loss. 
However, where investment property is held under the fair value model, gains are recognised through profit or 
loss and the amount of the gain is taxable, or in the case of a loss, allowable for tax. 
 
Therefore, the revaluation gain arising under IAS 16 of £49,000 is subject to deferred tax, whereas the gain 
arising in the last eight months of £155,000 under IAS 40 is not subject to deferred tax as it is taxed as part of 
profits for the year. 
 
Because deferred tax on IAS 16 revaluation gains is recognised through other comprehensive income, the 
amount of the revaluation surplus reported at 31 August 2014 was reduced by the amount of the deferred tax 
balance. The ‘gross’ revaluation surplus was therefore: £971,000 + £243,000 = £1,214,000. This amount has 
been increased by £49,000 in the year ended 31 August 2015 to a total of £1,263,000. 
 
Deferred tax on this amount: £1,263,000 x 20% = £253,000 (to nearest £’000), an increase of (£253,000 - 
£243,000) £10,000. 
 
Therefore an adjustment is required as follows: 
 
 Dr Cr 
 £’000 £’000 
Other comprehensive income 10  
Deferred tax  10 
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Telo plc: Draft statement of profit or loss and other comprehensive income for the year ended 31 August 2015 
 
 £’000 
  
Revenue 15,680 
Cost of sales ([W1] 10,658 + 6 [W2] +  67 [W2] + 9 [W3] + 30 [W3] (10,770) 

Gross profit 4,910 
Selling costs (1,162) 
Administrative expenses (2,340) 

 1,408 
Other income 70 
Gain on investment property [W3] 155 

 1,633 
  
Current tax (350) 
  

Profit for the year 1,283 

  
Revaluation surplus 49 
Less: deferred tax (10) 

 39 

Total comprehensive income for the year 1,322 

 
Telo plc: Draft statement of financial position as at 31 August 2015 
 
 £’000 
ASSETS  
Non-current assets  
Investment property 3,500 
Property, plant and equipment (242 – 110) 132 

 3,632 

Current assets  
Work-in-progress 4,437 
Receivables (3,281 – 6 [W2] – 67 [W2] 3,208 
Cash 82 

 7,727 

  

Total assets 11,359 

  
EQUITY AND LIABILITIES  
Share capital 60 
Retained earnings (5,051 – 613 [W1] + 1,283) 5,721 
Revaluation surplus (1,263 – 253 [W4]) 1,010 

 6,791 

  
Long-term borrowings  1,000 
Deferred tax 253 

 1,253 

Current liabilities  
Trade payables 2,965 
Current tax payable 350 

 3,315 

  

Total equity and liabilities 11,359 

 

 
Examiners’ comments 
 

General comments 
 

This question examined three advanced level topics IAS 21, IAS 40 and IAS 12  which are not covered  at 
professional level. It was therefore very disappointing that some candidates appeared to have not studied these 
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areas and performed very poorly. 
 

Detailed comments 
 
This question required candidates to explain the financial reporting treatment of four issues and most 
candidates did approach the requirement in a structured way.   
 
Financial reporting treatment 
 
1. Prior year adjustment 
 
The first issue was a straightforward prior year adjustment arising from an error in the valuation of opening 
inventory. Although most candidates did identify that this was an IAS 8 issue requiring retrospective adjustment 
through retained earnings relatively few seemed able to calculate the revised cost of sales figure. Some 
candidates appeared to miss the point completely instead discussing general inventory valuation issues or even 
whether this was an adjusting event. Some candidates ignored the adjustment completely and others thought 
that it was up to the company’s auditors whether or not such an adjustment should be made. Common errors 
were to adjust closing inventory and also to put the PYA against revenue? Relatively few candidates were able 
to calculate cost of sales correctly, which is a surprising error at this level. 
 
2. Foreign currency 
 
The second issue related to foreign currency sales with an outstanding foreign currency receivable at the year-
end. Most candidates did realise that both the settled transaction and the re-translation of the year-end balance 
would result in foreign currency gains or losses and attempted to calculate these. Most then realised that such 
gains and losses should be taken to the profit or loss account although a significant majority thought they should 
be recognised in equity and other comprehensive income – a very basic technical error. The question also 
involved the requirement to write the closing receivable down which nearly all candidates did respond to. 
However, it was worrying to see how many candidates thought this would result in an IAS 37 provision rather 
than a reduction in the receivable balance. Some candidates wasted time in this part of the question by 
discussing general revenue recognition issues at great length. 
 
3. IAS 40 investment property 
 

The third issue involved a revalued property being transferred from property, plant and equipment to an 
investment property part way through the year. In addition, candidates needed to identify whether some 
additional costs should have been capitalised. Answers were often confusing and difficult to follow and many 
candidates wasted time discussing and calculating figures for the revaluation of the property that had taken 
place at the end of the previous year. Although candidates frequently stated that the property should have been 
depreciated up to the time of the change in use it was relatively rare to see a completely correct calculation of 
this figure. Most candidates did understand that the revaluation gain at the time of the change of use should 
have gone to equity with subsequent gains going to profit and loss but it was not that unusual to see this the 
other way round or be unable to follow which revaluation candidates were referring to. With regard to the 
capitalised costs by far the most common error was to state that professional fees should be expensed and not 
capitalised. 
 
4. Deferred tax 

 
The final issue related to deferred tax on the revalued property. Some candidates wasted time by not reading 
the information carefully and therefore discussed irrelevant deferred tax issues (such as the write down of the 
receivable.) Most candidates understood how the deferred tax balance relating to the property had arisen but 
fewer understood the implication of the tax treatment of gains on investment property matching the accounting 
treatment. 
 
 
 
 
Financial statements 
 
The requirement to produce financial statements from the trial balance plus relative adjustments was generally 
well answered with many candidates achieving full marks.  
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Question 3 
 
Scenario 
 
This question requires the candidate to show both financial reporting skills and the ability to assess the 
adequacy of internal controls from an audit perspective. The financial reporting elements require the ability to 
analyse a complex and specific contractual arrangement together with an issue in product performance and 
relate those to the principles of provisioning and revenue recognition, as well as identifying that there are also 
effects on inventory valuation. 
 
The audit element requires a detailed assessment of controls over purchasing, looking in turn at each relevant 
audit assertion and using the information given in the question. The candidate is then required to use judgement 
in assessing the adequacy of the controls to meet relevant objectives. 
 

Requirements Marks Skills assessed 

Draft an email to Rosa Evans providing, with 
explanations, the financial reporting advice 
she has requested in her email 

8  Assimilate complex information in order to 
produce appropriate accounting adjustments 

 Apply knowledge of provisions, contingent 
liabilities, assets to the information in the 
scenario 

 Identify the need for further information and 
appreciate that further liabilities may arise. 

 Clearly set out and explain appropriate 
accounting adjustments. 
 

Prepare a memorandum which will help me 
to consider Rosa’s suggestion that we should 
place more reliance on internal controls in 
our audit of Newpenny’s trade payables and 
accruals for the year ending 31 December 
2015 

22  Apply technical knowledge to explain assertions 
relevant to the scenario 

 Assimilate information to identify control 
activities relevant to audit assertions 

 Identify weaknesses in control and impact on 
audit procedures 

 Determine the additional information needed to 
ensure audit assertion is met. 
 

Total marks 30   
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Email to Rosa Evans 
Financial reporting advice 
 
JE agreement 
 
The new agreement with JE introduces the possibility of a retrospective change in the price paid for motors from 
1 August 2015 to 31 December 2015. This is unlikely to be determined before August 2016 as it depends on the 
quantity of motors purchased for the year to 31 July 2016. 
 
In considering whether a provision for any additional payment is required, Newpenny will need to have regard to 
the requirements of IAS37 which requires a provision where: 
 

 There is a present obligation as a result of a past event – that is the case here so long as the order 
threshold of 100,000 units has not already been exceeded by the year-end as the contractual 
arrangement was made before the year-end. 

 

 A reliable estimate can be made – that is likely to be the case here as Newpenny should have a budget 
showing predicted purchases and will know both the number of motors purchased pre year end and the 
additional cost of £1 per motor if total purchases less than 100,000. 

 

 It is probable that there will be an outflow of resources. This will depend both on the number of motors 
purchased to date and those which Newpenny expects to purchase in the 7 months following the year-
end. 
 

If actual purchases to date and projected purchases for the next 7 months show that the target of 100,000 
motors will be exceeded then no provision is required, although this should be kept under review in the 
period after the reporting date until such time as the financial statements are issued. 

 
If the actual and projected purchases total less than 100,000 then a provision equivalent to £1 for every 
motor purchased between 1 August 2015 and the year ending 31 December 2015 should be made. To the 
extent that the motors have been used in vacuum cleaners that have been sold, this will increase the cost of 
goods sold. 

 
The number of motors purchased is in Newpenny’s control and it would be possible to achieve the cheaper 
price by stockpiling motors. However, it would then be necessary to consider whether any provision would be 
required against potentially excess inventory and there would also be considerations regarding the level of 
purchases Newpenny could commit to in future years. 
 
To the extent that motors are held in inventory at the year-end this may affect the value at which inventory is 
carried. However, this will need careful consideration as the standard cost established at the start of the year is 
likely to be based on the then agreed price of £20 per motor and may or may not have been changed when the 
agreed price changed. 
 
Newpenny will need to look carefully at what standard cost has been used and what variances have been 
included in inventory to ensure that the inventory of motors is carried at the actual expected cost of £20 per 
motor assuming an additional payment is required. 
 
The liability being considered here is not a contingent one as the future event (that is orders of motors) which 
will determine the price per motor is within Newpenny’s control. 
 
In order to recognise at year-end any refund for motors purchased, Newpenny would need to have already 
exceeded the target quantity of 110,000 motors. As the future purchases of motors are within its control if can 
also recognise an asset if it is virtually certain that it will meet the threshold. If this is the case, then the inventory 
carrying value will again require consideration as outlined above. 
 
Warranty 
 
The issue with the Model2000 cleaners appears to be a specific one and is unlikely to be covered adequately by 
the general warranty provision which is based on the history of past claims. Newpenny has an obligation to 
repair or replace faulty products which are under warranty and there is therefore a present obligation in respect 
of a past sale. A specific provision should therefore be made. 
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If the issue is regarded as a warranty issue then the maximum population of cleaners which can be returned will 
be those still in warranty at the year-end (and not already replaced). It seems likely that not all of these will 
develop the fault so the provision should be based on the total number of Model2000 cleaners which Newpenny 
expects to be returned under warranty and the cost of repairing or replacing them (based on an engineer’s 
assessment of the work required and the cost of the relevant parts / product). 
 
However, as one customer has alleged that the fault has caused a fire, there is also the potential for legal claims 
for consequential losses and the potential for these needs to be taken into consideration when determining the 
total amount to be provided. 
 
Newpenny should take legal advice as to whether it should recall all potentially faulty product as further issues 
like this could be costly both financially and reputational and there may also be a safety issue which Newpenny 
has an obligation to resolve. This might well increase the replacement cleaners / parts which Newpenny has to 
provide but reduces the potential for damaging and expensive legal cases. 
 
The basis for the provision can therefore only be determined when Newpenny has legal advice as to the steps it 
should take and the likelihood of significant claims against it if it does not take those steps. The details of the 
product returned to date and the findings of the engineers will be important in determining the appropriate 
course of action. 
 
Memorandum to assist in planning audit – initial assessment of controls in place 
 
General observations 
 
In order to place reliance on the operating effectiveness of controls we will need to be confident that the controls 
were in place throughout the period. That may not be the case as the procedures documentation was prepared 
by the Purchasing Manager who only joined Newpenny on May 2015.  He may have changed the procedures 
on his appointment. 
 
While the purchasing manager will clearly have some insight into procedures and controls in this area he may 
not be the best person to provide an overview of all relevant procedures and controls. We also need to consider 
where additional relevant controls may be present but not visible to the purchasing manager. 
 
In addition, we need to understand the extent to which controls have changed or been strengthened following 
the audit findings in the prior year. 
 
Existence / rights and obligations - should the liability be recognised in the accounts at all? 
 
The liabilities which are recorded have occurred and pertain to products or services which Newpenny has 
purchased. 
 
Control activities identified: 
 
The liability for goods received is triggered by the goods received clerk posting details of the physical receipt of 
goods which match to goods ordered by Newpenny. There is segregation here between that clerk, the purchase 
clerk who inputs the orders and the finance clerk who inputs invoices. 
 
Invoices are either matched to purchase orders or goods received entries or are sent for authorisation by the 
relevant department prior to posting. They are only posted to the purchase ledger once that approval has been 
obtained. 
 
Orders for materials are authorised by a manager in accordance with the authorisation limits set by the finance 
department so transactions should only be initiated for materials which are required by the business. 
 
Purchase orders for services are also prepared and authorised by the relevant departments. 
 
There is segregation between the preparation of purchase orders, the receiving of goods and the processing of 
invoices. 
 
Month end accruals for open purchase orders are reviewed by the financial controller who also tests a random 
sample of items to back up to ensure that they are valid.  
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Initial assessment of the design of the controls: 
 
The activities identified are designed reasonably effectively for ensuring that the liabilities recorded for materials 
used in manufacturing reflect the goods which have been delivered. However, in the prior year there were old 
items on the GRNI accruals listing which did not represent valid accruals. We need to determine whether similar 
items are there this year and also whether a control process such as a review of the listing has been introduced. 
 
The control activities have more significant design weaknesses for other purchases either of goods or services 
as, if there is no purchase order, it appears that the invoice may be posted without any further check as to 
whether the goods or services have actually been received. It is therefore possible that a liability may be 
recognised without a valid underlying transaction pertaining to Newpenny. 
 
Completeness and cut-off - are there any more liabilities which should be recognised? 
 
Liabilities have been recorded for all goods and services delivered before the year end and not yet paid. The 
cut-off procedures at the period end accurately differentiate between goods and services which were delivered 
before the year end and those which were delivered after year end. 
 
Control activities identified: 
 
The recognition of a GRNI accrual is initiated by the matching of goods received on the system. 
 
There is segregation of duties between those posting the receipt of goods and those who have authorised and 
posted the orders. 
 
Posting details of the physical receipt of goods generates a “received” sticker. The store manager checks for the 
presence of this sticker before moving the goods into the stores area thus ensuring that all goods received have 
been booked into the system and an accrual has therefore been recorded. 
 
At the month end the purchase clerk reviews all open purchase orders to determine whether the goods and 
services were received before the period end and an accrual should therefore be made. 
 
Supplier statement reconciliations are performed if a supplier provides a monthly statement. 
 
Initial assessment of the design of the controls: 
 
The control activities appear to be designed to give reasonable assurance that the liabilities recorded in respect 
of manufacturing good received are complete and recognised on a timely basis thus ensuring a correct cut-off. 
They could be further enhanced if action is taken promptly when goods are discovered without a “received” 
sticker or there is a “back-up” of unprocessed deliveries. 
 
In addition, further information is needed about what happens when goods are received for which there is no 
purchase order and how these are followed up. 
 
The control activities to ensure the completeness of other liabilities are less convincing as they appear to rely on 
a review of open purchase orders and it is clear from the procedures that purchase orders are not raised for all 
purchases. We need to understand the proportion of purchases for which no order exists so we can assess 
whether this is likely to be a material part of the overall population. 
 
Supplier statements are reconciled which is an excellent control for completeness and accuracy but this is only 
the case if the supplier routinely sends a statement and may only cover a small proportion of the total 
population. 
 
Where a purchase order has not been raised, the posting of invoices is delayed until the invoice has been 
authorised. This means that there is a risk of cut off errors and missed accruals. Controls could be improved if 
the invoices were logged as they were received so that they could be accrued for as necessary at a period end 
and also to ensure that none go missing or are unduly delayed by this authorisation process. 
 
Further evidence that the control activities here may not be designed effectively is provided by the audit 
adjustment for missed accruals in respect of agency staff in the prior year. We need to enquire whether 
additional controls have been introduced as a result. These could sit within the HR function and therefore not be 
visible to the purchasing manager. 
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A further complication is introduced by the presence of new purchase contracts such as that with JE – these 
mean that the complete recording of accruals / invoices based on the “agreed price” may not in itself be 
adequate to ensure the overall completeness of payables and associated accruals. We need to enquire into the 
processes to ensure that all such contracts are identified, fully understood and their impact accounted for 
appropriately.  This area is not addressed at all at present. 
 
We should also enquire as to whether any arrangements exist whereby goods not physically delivered to the 
warehouse nevertheless give rise to an obligation to pay for an asset which belongs to Newpenny. 
 
It is also important for completeness that cash payments made and processed to the ledger are paid to the 
correct supplier and have not been fraudulently diverted to another account. Would expect controls over the 
purchase ledger Masterfile data to address this risk. None are identified in the information provided. 
 
Valuation – is the liability recorded at the correct amount? 
 
Payables and associated accruals are recorded accurately at the actual amount which will be payable 
 
Control activities identified: 
 
The purchase ledger is reconciled to the nominal ledger at each month. 
 
The bank account is reconciled to the bank statement at each month end. 
 
Accruals for good received are made automatically based on the standard costs within the system. 
 
Month end accruals made by the finance clerk are reviewed by the financial controller who requests back up on 
a sample basis. 
 
Supplier statement reconciliations are performed when a supplier provides a statement. 
 
Payment runs are authorised by the financial controller and one of the other BACs signatories which means that 
there is a final review by those not involved in the authorisation or posting of purchases before the amounts are 
paid. This also serves as a review of items posted to the payables balance and the reasonableness of the 
amounts involved. 
 
Initial assessment of the design of the controls: 
 
The controls identified provide some assurance but further details are required to assess whether they are 
designed effectively. 
 
Reconciliation activities are as expected but financial controller both authorises payments and is responsible for 
the reconciliation. Need to see further detail about who reviews the reconciliation and how any reconciling items 
are dealt with before assessing the effectiveness of that control. 
 
The accruals for materials received are based on standard costs which is not unreasonable providing that such 
costs are kept up to date and there are not large variances. Need to understand more about the control 
processes in place here. 
 
The review process for accruals seems good and supplier statement reconciliations will also help to ensure 
accuracy – however, as discussed previously there are reservations over how much of the population these 
cover. 
 
Allocation – is the liability properly disclosed and presented? 
 
Payables and associated accruals are classified correctly in the nominal ledger and financial statements 
 
Controls identified 
 
The purchase ledger is reconciled to the general ledger at each month end 
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Initial assessment of the design of the controls 
 
Controls identified to date are clearly inadequate. They cover only one small part of the population and no 
reconciliation of the GRNI accrual or other accruals balances is identified. 
However, this is not likely to be a complex area and may be best covered by substantive procedures on the 
financial statements as a whole. 
 

 
Examiners’ comments 
 
General comments 
 
The discussion of the contract price and warranties was the lowest scoring section of the paper. Many students 
failed to apply IAS 37 to the contract price and instead spent a lot of time discussing issues which scored little or 
no marks. The warranty provision fared slightly better. A number of students were able to attempt a discussion 
of IAS 37 and score marks on the issues surrounding the legal case and the warranties. 
 
The controls assessment produced a wide variety of answers. Strong candidates laid their answers out 
according to the layout suggested by the question. These candidates were often then able to discuss the 
assertions and then identify the relevant controls, with reasonable attempts to analyse the strength of these. 
 
Weaker candidates simply listed facts from the scenarios, picking up some marks for identifying controls but 
without really analysing the strengths or weaknesses of them. A significant minority of candidates listed controls 
that weren’t mentioned in the scenario, suggesting they were simply copying out of all controls relevant to 
liabilities, rather than studying the controls given and their suitability. 
 
Detailed comments 
 
JE contract 
 
Answers to this issue were very disappointing. Many candidates completely missed the point which was the 
potential need for a provision if orders of a key component fell below an agreed price. Very few understood the 
implications of the fact that the number ordered was completely within the company’s control and/or the 
potential impact on inventory valuation. There was a good deal of discussion about what a provision is but not 
much application to this scenario. Very few candidates analysed the three scenarios: 100,000, <100,000 and 
>100,000. Almost all candidates incorrectly identified a contingent liability or a contingent asset. A few 
candidates thought that this was a revenue recognition issue. Only the very good candidates identified the 
impact on the inventory valuation demonstrating higher skills of integration and assimilation. 
 
Warranty issue 
 
Answers to the second issue relating to a warranty provision were slightly better with many candidates 
recognising the potential for legal claims and the need for legal advice. Few candidates understood that this was 
a new issue and the provision should be based on the likely future claims plus the possible impact of having to 
recall all the units sold. 
 
 
Internal controls evaluation 
 
Many candidates achieved excellent marks on this part of the question producing lengthy and comprehensive 
answers. However, answers were often poorly structured and repetitious and weaker answers did not attempt to 
structure the answer using the relevant audit assertions. Most candidates did identify key controls and attempt 
to evaluate gaps and whether the controls were sufficient. However, a number of candidates were too critical 
and seemed unwilling to accept that any of the controls were valid. Some candidates also described audit 
procedures on payables rather than evaluating the system given. 
 
Although most candidates did include a section headed up “general points” this often just repeated points made 
elsewhere in the answer. Disappointingly few candidates focused on the fact that the system changes had only 
been made part way through the year and whether the purchasing manager was the best person to do this. 
Very few queried the apparent attempt by the client to dictate the audit approach to be taken. 
 

 
 


