Chapter 4


Answer – Substance of Transactions

(I)
Multiple Choice Questions

	1.
	D
	


	2.
	D
	


	3.
	B
	Item 2 is the only one providing evidence that the risks and rewards of ownership are passed to the dealer.


(II)
Examination Style Questions

1.
In order to be useful, information contained in financial statements must be relevant and reliable. If information is to represent faithfully the transactions and other events that it purports to represent, the information must be accounted for and presented in accordance with its substance and economic reality and not merely its legal form. The substance of transactions or other events is not always consistent with that which is apparent from their legal or contrived form. For example, an enterprise may dispose of an asset to another party in such a way that the documentation purports to pass legal ownership to that party; nevertheless, agreements may exist that ensure that the enterprise continues to enjoy the risks and rewards normally associated with ownership of the asset. In such circumstances, the reporting of a sale would not represent faithfully the transaction entered into.

If the substance of transactions is not recorded, the financial statements would not represent faithfully the transactions and other events that had occurred. Although there are many instances where there are genuine commercial reasons for contracts and transactions adopting the legal form that they do (e.g. to create a secure legal title to assets), equally the legal form is often used to achieve less desirable purposes. In general these amount to manipulating the financial statements to create a favourable impression. The typical outcomes of such manipulation are:

(i)
the omission of assets, and particularly liabilities, from balance sheets;

(ii)
improvements to profits and profit smoothing;

(iii)
Improvement of other performance measures such as earnings per share, liquidity rations, profitability ratios and gearing.

2.
The substance of the factoring can be summarised as:

Group 1 – these should be treated as ordinary non-factored trade receivables collected by Simpkins.

Group 2 – these are trade receivables that have been factored, but as the risk (of late collection and bad debts ) still lies with Simpkins, their outstanding balance (less a bad debt provision) should still appear on the balance sheet. The net outstanding amount advanced from Merchant Financial Services should be shown as a liability. The question does not require this to be calculated or disclosed.

Group 3 – the the substance of this arrangement is that these trade receivables have been sold to Merchant Financial Services as all the risks have been transferred to them. They will no longer appear on the balance sheet nor will there be any liability to the factor. In effect the trade receivables have been replaced by cash and a residual finance charge.

Income Statement: (bracketed values in $000)

	
	Finance charge
	
	Bad debt provision

	
	$
	
	$

	Group 1
	Nil
	25% of (500 – 150 – 150 – 100)
	25,000

	Group 2 (1% x 600 + 1% x 360 + 1% x 180)
	11,400
	25% of (600 – 240 – 180 – 120)
	15,000

	Group 3 (5% of 800)
	40,000
	
	Nil

	
	51,400
	
	40,000


Balance sheet trade receivables:

	
	Debtor
	Provision
	Net balance

	
	$
	
	$

	Group 1 (500 – 150 – 150 – 150)
	100,000
	(25% of 100) = 25,000
	75,000

	Group 2 (600- 240 – 180 – 120)
	60,000
	(25% of 60) = 15,000
	45,000

	Group 3
	Nil
	
	Nil

	
	
	
	120,000


3.

REPORT

To:
Managing Director of D Ltd

From:
Management Accountant

Subject:
Comments on the treatment of assets and liabilities

Date:
22 September 2002

(a)
Recognising assets and liabilities
The central requirement of HKAS 1 on reporting the substance of transactions is that entities should report the commercial substance of transactions in their financial statements, rather than their strict legal form. A key step in determining the substance of a transaction is to identify its effect on the assets and liabilities of the entity.

HKICPA Framework defines as assets as “rights or other access to future economic benefits controlled by an entity as a result of past transactions or events”. Control is the ability to obtain the future economic benefits relating to an asset and to restrict the access of others to those benefits. This means that it is more than the management of an asset. In practice, an entity which has access to benefits usually suffers or gains if those benefits turn out to be different from those expected. The ability to obtain benefits also implies exposure to risks. Evidence of whether an entity has benefits (and therefore has an asset) is given by whether it is exposed to the risks inherent in those benefits.

A liability is defined as “an obligation to transfer economic benefits as a result of past transactions or events”. If an entity cannot avoid an outflow of resources, it has a liability. The reason for the obligation may be legal or commercial (for example, an entity may have no realistic alternative to refunding the price of defective goods, even though there is no legal obligation to do so).

An asset or a liability should be recognised if there is sufficient evidence of its existence. Evidence of the existence of an asset or liability may include evidence that a future inflow or outflow of benefit will occur.

Assets and liabilities cannot be recognised unless they can be measured at a monetary amount with sufficient reliability. The fundamental concept of prudence is relevant here. A liability should be recognised where a reasonable estimate of the amount can be made. A greater level of reliability is necessary before an asset can be recognised.

Where a liability is dependent upon the outcome of uncertain future events, its recognition in the financial statements depends upon whether it is probable, possible or remote (in accordance with the requirements of HKAS 37).

Subsequent transactions may affect assets that have previously been recognised in the financial statements. For example, an asset may be financed by means of a sale and repurchase agreement. Provided that this does not result in any significant changes to the entity’s rights to benefits and exposure to risks inherent in those benefits, it should continue to recognise the asset in its financial statements. (The entity may also need to recognise a liability for the finance.)

Where a transaction transfers to others all significant rights to benefits associated with an asset and significant exposure a liability for the finance.

(b)
Accounting treatment for the new transaction
You have suggested that we only recognise the vehicles when title passes to us, which is to account for the strict legal form of the transaction. HKAS 1 requires us to account for the commercial substance of the transaction, which may not be the same.

The key issue is whether D Ltd has the benefits and is exposed to the risks associated with the vehicles. If the company has the benefits and risks then it should recognise the vehicles in its financial statements.

The benefits normally associated with holding stock are:

(i)
the right to sell the stock and obtain future cash flows;

(ii)
insulation from increases in price charged by the manufacturer; and

(iii)
the right to use the stock.

The risk normally associated with holding stock are:

(i)
the risk of making a loss on the sale;

(ii)
slow movement (possibly with increased holding and financing costs); and

(iii)
obsolescence.

D Ltd has the right to sell the vehicles, as E plc cannot normally demand their return (a benefit). The price at which it buys the vehicles depends on the date of delivery, not the date on which legal title passes (insulation from price rises – a benefit). D Ltd has the right to use the vehicles (a benefit).

E plc can demand the return of the vehicles if D Ltd becomes insolvent, but in practice, this is unlikely to happen.

D Ltd pays a penalty if it returns the vehicles to E plc. The size of the penalty means that D Ltd stands to lose a significant sum if it returns the vehicles (a risk). Although the transfer price rises by 1% for every complete month that the vehicles are held, this additional charge is effectively an interest charge (increased stock holding stocks – a risk). D Ltd cannot return damaged or obsolete stock (a risk).

In this case, it is fairly clear that D Ltd has the benefits and is exposed to the risks associated with holding the vehicles as stock, even before legal title passes. In order to comply with the requirements of HKAS 1, all vehicles held by the company at 31 August 1996 must be included in the balance sheet as stock. This also means that there will be a corresponding liability to E plc included in current liabilities, representing the amount that will be paid for the stock plus any accrued finance charges.

4.

MEMORANDUM

To:
The Board of Directors

From:
The Management Accountant

Subject:
How the debt factoring arrangement will be reported in the financial statements

Date:
25 November 2002

(a)
Determining the economic substance of a transaction

HKAS 1 states that in order to determine the economic substance of a transaction it is necessary to identify its effect on the assets and liabilities of the entity. HKICPA Framework for the Preparation and Presentation of Financial Statements defines assets and liabilities very widely. Assets are “rights or other access to future economic benefits controlled by an entity as a result of past transactions or events”. Control means the ability to obtain the future economic benefits relating to an asset and to restrict the access of others to those benefits. Evidence of whether an entity has benefits (and therefore has an asset) is given by whether it is exposed to the risks inherent in those benefits. A liability is “an obligation to transfer economic benefits as a result of past transactions or events”. If an entity cannot avoid an outflow of resources, it has a liability.

Therefore, to determine the substance of a transaction it is necessary to identify the asset or assets involved and then to identify the risks and benefits associated with them. The details of the transaction or arrangement are then analysed to establish which party is actually exposed to the risks and benefits in practice, regardless of the legal position. Provided that the asset(s) can be measured reliably in monetary terms and that there is sufficient evidence of their existence, the party exposed to the risks and benefits recognizes the asset in its financial statements.

(b)
How the debt financing arrangement will be reported in the financial statements

The legal form of the transaction is that S Ltd had transferred the title of the debtors to the factor, F plc. However, the key issue is whether S Ltd has actually assigned its debtors to F plc in practice or whether S Ltd has merely raised a secured loan from plc. In order to determine the substance of the arrangement it is necessary to establish which party bears the risks and enjoys the benefits associated with the debtors.

The main benefit of holding debtors is normally an eventual cash inflow, while the main risks are slow payment and non-recovery (i.e. bad debts).

The terms of the agreement can be analysed as follows:

(i)
F plc only accepts debts subject to credit approval, so that S Ltd bears the risk of slow payment and bad debts.

(ii)
S Ltd receives only 70% of the debts at the time of assignment. The remaining sums, less interest charged by F plc, are only paid to S Ltd after the debtors have been collected by F plc. Again, S Ltd bears slow payment risk.

(iii)
Although F plc administers the scheme and collects the debts, S Ltd must pay a fee for this service. Additionally, all debts not paid within 90 days are re-assigned to S Ltd and S Ltd must repay any monies advanced in respect of those debts. S Ltd is bearing the risk of bad debts.

(iv)
F plc charges further interest based on the balance on the factoring account, the size of which depends on the speed with which debts are collected. S Ltd is bearing the risk of bad risk.

From this analysis it is clear that S Ltd is bearing all the risks associated with the debtors and that the commercial substance of the relationship is that F plc has provided a loan secured on the debtors. The risks to S Ltd are mitigated to some extent, because F plc can only recover bad debts out of the proceeds of other debtors assigned to it.

S Ltd should recognize the debtors as an asset until they have been collected by F plc. The sum advanced from F plc should be treated as a loan, but a linked presentation is appropriate, so that the loan is deducted from the debtors on the balance sheet. S Ltd should record expenses for interest, administration charges and bad debts in its profit and loss account.

5.
(a)(i)

Creative accounting is a term in general use to describe the practice of applying inappropriate accounting policies or entering into complex or ‘special purpose’ transactions with the objective of making a company’s financial statements appear to disclose a more favourable position, particularly in relation to the calculation of certain ‘key’ ratios, than would otherwise be the case. Most commentators believe creative accounting stops short of deliberate fraud, but is nonetheless undesirable as it is intended to mislead users of financial statements.

Probably the most criticised area of creative accounting relates to off balance sheet financing. This occurs where a company has financial obligations that are not recorded on its balance sheet. There have been several examples of this in the past:

(i)
finance leases treated as operating leases

(ii)
borrowings (usually convertible loan stock) being classified as equity

(iii)
secured loans being treated as ‘sales’ (sale and repurchase agreements)

(iv)
the non-consolidation of ‘special purpose vehicles’ (quasi subsidiaries) that have been used to raise finance

(v)
offsetting liabilities against assets (certain types of accounts receivable factoring)

The other main area of creative accounting is that of increasing or smoothing profits. Examples of this are:

(i)
the use of inappropriate provisions (this reduces profit in good years and increases them in poor years)

(ii)
not providing for liabilities, either at all or not in full, as they arise. This is often related to environmental provisions, decommissioning costs and constructive obligations.

(iii)
restructuring costs not being charged to income (often related to a newly acquired subsidiary – the costs are effectively added to goodwill)

It should be noted that Hong Kong Accounting Standards have now prevented many of the above past abuses, however more recent examples of creative accounting are in use by some of the new Internet/Dot.com companies. Most of these companies do not (yet) make any profit so other performance criteria such as site ‘hits’, conversion rates (browsers turning into buyers), burn periods (the length of time cash resources are expected to last) and even sales revenues are massaged to give a more favourable impression.

(a)(ii)

One of the primary characteristics of financial statements is reliability i.e. they must faithfully represent the transactions and other events that have occurred. It can be possible for the economic substance of a transaction (effectively its commercial intention) to be different from its strict legal position or ‘form’. Thus financial statements can only give a faithful representation of a company’s performance if the substance of its transactions is reported. It is worth stressing that there will be very few transactions where their substance is different from their legal form, but for those where it is, they are usually very important. This is because they are material in terms of their size or incidence, or because they may be intended to mislead.

Common features which may indicate that the substance of a transaction (or series of connected transactions) is different from its legal form are:

(i)
Where the ownership of an asset does not rest with the party that is expected to experience the risks and reward relating to it (i.e. equivalent to control of the asset).

(ii)
Where a transaction is linked with other related transactions. It is necessary to assess the substance of the series of connected transactions as a whole.

(iii)
The use of options within contracts. It may be that options are either almost certain to be (or not to be) exercised. In such cases these are not really options at all and should be ignored in determining commercial substance.

(iv)
Where assets are sold at values that differ from their fair values (either above or below fair values).

Many complex transactions often contain several of the above features. Determining the true substance of transactions can be a difficult and sometimes subjective procedure.

(b)(i)

This is an example of consignment inventory. From Atkins’s point of view the main issue is whether or at what point in time the goods have been purchased and should therefore be recognised. As is often the case in these types of agreement there is conflicting evidence as to which party bears the risks and rewards relating to the vehicles. The manufacturer retains the legal right of ownership until the goods are paid for by Atkins. Consistent with this the manufacturer also has the right to have the goods returned or passed on to another supplier. The fact that Atkins may choose to return the goods to the manufacturer is also indicative that the manufacturer is exposed to the risk of obsolescence or falling values. These factors would seem to suggest that the vehicles have not been sold and should therefore remain in the inventory of the manufacturer and not be recognised in the accounting records of Atkins.

There are, however, some contrary indications to this view. The price for the goods is fixed as of the date of transfer, not the date that they are deemed ‘sold’. This means that Atkins is protected from any price increases by the manufacturer. The 1.5% paid to the manufacturer appears to be in substance a finance charge, despite it being described as a ‘display charge’. A finance charge indicates that Atkins must have a liability to the manufacturer; in effect this liability is the account payable in respect of the cost of the vehicles. Although Atkins has a right of return, it cannot exercise this without a cost. There is an explicit freight cost, but this may not be the only cost. It could well be that Atkins may suffer poor future supplies from the manufacturer if it does return goods. The question says that Atkins has never taken advantage of this option, which would seem to suggest that it should be ignored.

Conclusion:
The substance of this transaction appears to suggest that the goods have been purchased by Atkins and the company is paying a finance cost. Therefore the vehicles should be recognised on Atkins’s balance sheet, together with the respective liability. It would seem logical that if Atkins considers the goods as purchased, then the manufacturer should consider them as sold. The problem is that prudence may prevent the manufacturer from recognising the profit on the sale, as the period for the right to return the goods has not expired. Therefore, either the sales are not recognised by the manufacturer (the goods would remain in its inventory), or if they are, a provision should be made in respect of the unrealised profits. This could lead to the unusual situation that the goods may appear on both companies’ balance sheets.

(b)(ii)

Although the question says that Atkins has sold the land to Landbank and even though there will be a legal transfer of the land, the substance of this transaction is that of a secured loan. The two clauses in combination mean that in practice Atkins will repurchase the land on or before 1 October 2004. This is because if its value is above $3.2 million Atkins will exercise its option to purchase, conversely if the value is below $3.2 million Landbank plc will exercise its option to require a repurchase. Either way Atkins will repurchase the land. When this is understood it becomes clear that the difference between the ‘sale’ price of $2.4 million and the repurchase price of $3.2 million represents a finance charge on a secured loan.

Assuming the land is sold:

Income statement – year to 30 September 2002

	
	$
	$

	Sales
	
	2,400,000

	Cost of sales (3/5 x $2 million)
	
	1,200,000

	Profit on sale of land
	
	1,200,000

	
	
	

	Balance sheet as at 30 September 2002
	
	

	Non-current assets
	
	

	Development land ($2 million – $1.2 million)
	
	800,000


Assuming the arrangement is secured loan:

Income statement – year to 30 September 2002

	
	$
	$

	Interest on loan (10% of in substance loan of $2.4 million)
	
	(240,000)

	
	
	

	Balance sheet as at 30 September 2002
	
	

	Non-current assets
	
	

	Development land at cost
	
	2,000,000

	
	
	

	Non-current liabilities
	
	

	Secured loan
	2,400,000
	

	Accrued interest
	240,000
	2,640,000
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