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QUESTION 2: ETHICAL ISSUES IN FINANCIAL REPORTING  
 

Jafar has recently been appointed as financial controller to Sindh Industries Ltd. Until a month 
ago, Sindh Industries had a finance director, who resigned suddenly, due to ill health. Since Jafar 
joined the company, he has learned that his resignation was related to stress caused by a series 
of disagreements with the managing director about the performance of the business. 

 
The directors have not yet appointed a replacement. It is now March 2016 and you have been 
asked to finalize the financial statements for the year ended 31 December 2015. The draft 
statement of profit or loss extract and statement of financial position are shown below: 

 
Draft statement of profit or loss for the year ended 31 December 2015 $000 
Profit before tax 2,500 
  
Draft statement of financial position at 31 December 2015  
 $000 
Property, plant and equipment  12,000 
Current assets  3,500 

Total assets  15,500 

  

Share capital 2,000 
Retained earnings 6,000 

Equity  8,000 
Non-current liabilities  5,000 
Current liabilities  2,500 

Total equity and liabilities  15,500 

 
During the year ended 31 December 2015 Sindh Industries entered into the following transactions. 

1) Just before the year end Sindh Industries signed a contract to deliver consultancy 
services for a period of 2 years at a fee of $500,000 per annum. The full amount of this 
fee has been received in advance and is nonrefundable. 
 

2) Sindh Industries has constructed a new factory. The construction has been financed 
from the pool of existing borrowings. Land at a cost of $1.8 million was acquired on 1 
February 2015 and construction began on 1 June 2015. 
 
Construction was completed on 30 September 2015 at an additional cost of $2.7 million. 
Although the factory was usable from that date, full production did not commence until 1 
December 2015. Throughout the year the company’s average borrowings were as 
follows: 

 Amount 
$ 

Annual interest 
% 

Bank overdraft  1,000,000 9.75 
Bank loan  1,750,000 10 
Debenture  2,500,000 8 

 
An amount of $450,000 has been included in property, plant and equipment in respect 
of borrowing costs relating to the construction of the factory. The useful life of the factory 
has been estimated at 20 years. No depreciation has been charged for the year. The 
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reason for this is that the factory has only been in use for one month and that the 
depreciation charge would be immaterial. 
 

3) A blast furnace with a carrying amount at 1 January 2015 of $3.5 million has been 
depreciated in the draft financial statements on the basis of a remaining life of 20 years. 
In December 2015 the directors carried out a review of the useful lives of various 
significant items of plant and machinery, including the blast furnace and came to the 
conclusion that the useful life of the furnace was 20 years at 31 December 2015. The 
reasoning behind this judgment was that the lining of the furnace had been replaced in 
the last week of December 2015 at a cost of $1.4 million. Provided that the lining is 
replaced every five years, the life of the furnace can be extended accordingly. You have 
found a report, commissioned by the previous finance director and prepared by a firm of 
asset valuation specialists, which assesses the remaining useful life of the main 
structure of the furnace at 1 January 2015 at 15 years and the lining of the furnace at 5 
years. You have also found evidence that the managing director has seen this report.  

 
 
Jafar has had a conversation with the managing director who told him, “We need to make the 
figures look as good as possible so I hope you’re not going to start being difficult. The consultancy 
fee is non-refundable so there’s no reason why we can’t include it in full. I think we should look at 
our depreciation policies. We’re writing off our assets over far too short a period. As you know, 
we’re planning to go for a stock market listing in the near future and being prudent and playing 
safe won’t help us do that. It won’t help your future with this company either.” 

 
Required: 
(a) Explain the required IFRS accounting treatment of these issues, preparing relevant 

calculations where appropriate.  
(b) Prepare a revised draft of the statement of profit or loss extract for the year ended 31 

December 2015 and the statement of financial position at that date.   
(c) Discuss the ethical issues arising from your review of the draft financial statements and the 

actions that you should consider. 
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ANSWER – QUESTION 2: ETHICAL ISSUES IN FINANCIAL REPORTING 
 
Revenue 
The fact that the customer cannot cancel the contract is not relevant to the recognition of 
revenue. Revenue from providing a service is recognized according to the progress of 
completion of contract.. In the absence of other information the revenue in this contract should 
be recognized over the life of the contract as time progresses. As the contract was only signed 
just before the year end, none of the revenue can be recognized in 2015. 
 
The credit for the amount received should be recognized as a liability and be disclosed 
separately between current and non-current liabilities i.e. 500,000 as current liability and 
500,000 as non-current liability. This represents the obligation that the company has to provide 
the service over the next two years. 
 
New factory 
Borrowing costs directly attributable to construction of an asset which necessarily takes a 
substantial period to get ready for its intended use should be capitalized as part of the cost of 
that asset under IAS 23. 
 
IAS 23 states that the capitalization of borrowing costs should commence when three 
conditions are all met for the first time: borrowing costs are being incurred, expenditure is being 
incurred and activities to prepare the asset are being undertaken. Although borrowing costs 
were incurred throughout the year and expenditure was incurred from 1 February 2015 (the 
date the land was purchased), construction only started on 1 June 2015. Therefore this is the 
date on which capitalization commences. 
 
Capitalization ceases when substantially all of the activities required to make the asset ready 
for use/sale have been completed, that is on 30 September2015. (The actual date on which the 
factory was brought into use is irrelevant.)Therefore the period of capitalization should be four 
months. 
 
Where construction is financed from general borrowings, the calculation of the amount to be 
capitalized should be based on the weighted average cost of borrowings. This is: 
 

($1,000,000 × 9.75%) + ($1,750,000 × 10%) + ($2,500,000 × 8%) 
= 9% 

($1,000,000 + $1,750,000 + $2,500,000) 
 
Therefore the amount capitalized should be 9% × $4.5 million (land $1.8million plus 
construction costs $2.7 million) × 4/12 = $135,000. The total cost of the factory should be 
measured at $4,635,000 ($1.8 million plus $2.7 million, plus $135,000). The amount that has 
been recognized in the statement of financial position should be reduced by $315,000 
($450,000– $135,000). Finance costs recognized in profit or loss should be increased by 
$315,000. 
 
Land should not be depreciated because it has an indefinite life. Under IAS 16depreciation 
charges should start when the asset becomes available for use, from 1 October 2015 in this 
case. Depreciation of $35,000 (($2.7 million, plus ($135,000 × 2.7/4.5) ÷ 20) ×3/12) should be 
recognized in profit or loss for the year ended 31 December2015 and the carrying amount of 
the asset reduced by the same amount to $4.6 million. 
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Useful life of the blast furnace 
Depreciation of the blast furnace has been based on an estimated useful life of 20 years. This 
is at variance with a report by a qualified expert. The asset valuation specialist treats the 
furnace as being made up of two components, the main structure and the lining, which must be 
replaced at regular five yearly intervals over the life of the asset. This is the approach required 
by IAS 16. 
 
The uncertainties inherent in business mean that many items in financial statements cannot be 
measured with certainty, but estimates should always be made using the most up to date and 
reliable information. Where estimates have been prepared by professionals with relevant 
qualifications, then it is nearly always most appropriate to use those estimates. Therefore in 
accordance with the valuer’ report the main structure of the furnace should be depreciated over 
15 years from 1 January 2015 and the lining should be depreciated over five years from that 
date. 
 
The reassessment of the estimated lives of assets is a change in accounting estimate, rather 
than a change in accounting policy (IAS 8). Changes in accounting estimate should be dealt 
with on a prospective basis. This is achieved by including the effect of the change in profit or 
loss in current and future periods. The additional depreciation should be calculated as: 

 $000 
Revised depreciation  
Main structure (($3.5m – $1.4m)/15 years) 140 
Lining ($1.4m/5 years) 280 

 420 
Current depreciation ($3.5m/20 years) (175) 

Additional depreciation 245 

 
IAS 8 requires the disclosure of the nature and amount of the effect of the change in the 
estimate of useful lives on the profit for the year. 
 
Part (b) 
Revised financial statements 
Statement of profit or loss revised extract for the year ended 31 December 2015 

 $000 
Profit before tax (from draft) 2,500 
Revenue (1,000) 
Borrowing cost  (315) 
Depreciation (35) 
Blast furnace (245) 

Revised profit 905 

 
Statement of financial position (revised draft) as at 31 December 2015 

Non-current assets $ 000 
PPE (12,000 – 315 – 35 - 245) 11,405 
Current Assets 3,500 

Total Assts 14,905 

  
Share capital 2,000 
Retained earnings (6,000 -2,500 + 905) 4,405 

Equity 6,405 
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Non-current liabilities (5,000 + 500) 5,500 
Current liabilities (2,500 + 500) 3,000 

Total equity and liabilities 14,905 

 
Part (c) 
Ethical issues 
It is noticeable that all the adjustments required reduce profit. This and the background to the 
previous finance director’s resignation suggest serious problems. 
 
It is not clear who actually prepared the draft financial statements. If they were prepared by 
more junior staff in the absence of a finance director, some of the adjustments (for example, 
the calculation of borrowing costs to be capitalized) could be the result of genuine errors or 
lack of accounting knowledge. 
 
However, it seems reasonably clear that the managing director has attempted to influence the 
treatment of the revenue and the estimated useful life of at least one significant non-current 
asset. (Note: the directors have reviewed the useful lives of several items of plant and 
machinery and it is possible that other assets besides the furnace are being depreciated over 
unrealistically long periods.) 
 
It seems almost certain that the previous finance director resigned as a result of pressure from 
the managing director (and possibly from other members of the Board) to present the financial 
statements in a favorable light. The directors intend to seek a stock market listing in the near 
future. Therefore they have clear motives for manipulating the profit figure and also (perhaps) 
for making controversial decisions before the financial statements come under much greater 
scrutiny as a result of the listing. The job title of financial controller is also significant. It 
suggests that the role has been downgraded and that the person holding it has less authority 
than the rest of the Board. 
 
Possible courses of action: 
Discuss with the managing director the financial reporting standards that apply to the 
transactions and explain the implications of non-compliance. If the managing director is himself 
a member of a professional body then it might be worth pointing out to him that he himself is 
bound by an ethical code.      
 
Advise him that as a Chartered Accountant you are bound by the ICAP code of ethics, and that 
you would not be prepared to compromise your views of the figures he has prepared for career 
advancement. 
 
Consider speaking to the other directors (or audit committee if there is one) and seeking their 
support. 
 
If all of these actions produce a negative response then it would be appropriate to consult the 
ICAP ethical handbook and/or the Institute. 
 
If all else fails then consider seeking alternative employment. 

 


