

Paper 7 Financial Accounting


Chapter 4 Substance of Transactions

(I)
Multiple Choice Questions

1.
Which one of the following descriptions most accurately describes “creative accounting”?

A
Creating fictitious assets on the balance sheet to show a stronger financial position.

B
Not applying Hong Kong Accounting Standards’ requirements so as to show a better year-end position.

C
Deliberately falsifying the financial statements to show a stronger financial position.

D
Using loop-holes in Hong Kong Accounting Standards’ requirements so that the financial statements are biased in the required direction.



(Adapted CIMA Paper 6b Financial Accounting May 2003)

2.
A company sells a building for $1,000,000.

Which of the following conditions attached to the sale would suggest that the transaction should be accounted for as a loan and not a sale?

1
The company has undertaken to buy back the building in five years’ time.

2
The company retains the right to determine the future use of the building.

3
The company will bear the risk of changes in value of the asset because the original purchase price will be adjusted retrospectively to reflect variations in the value of the building.

A
1 and 2 only

B
1 and 3 only

C
2 and 3 only

D
All three conditions

3.
A dealer receives motor vehicles from the manufacturer on a consignment basis.

Which one or more of the following are indications that the cars should be accounted for as inventory of the dealer, at the time of delivery from the manufacturer?

1
The dealer has the right to return the cars to the manufacturer without penalty.

2
The dealer bears the risk of obsolescence.

3
The price paid by the dealer is based on the price when the dealer sells the vehicle.

4
The manufacturer has the right to require the dealer to return the cars.
A
1, 3 and 4

B
2 only

C
1 and 3

D
2 and 4

(II)
Examination Style Questions

1.
The management of an enterprise has the primary responsibility for the preparation and presentation of financial statements which give a true and fair view and represent faithfully the underlying transactions and other events that have occurred. To achieve this, transactions have to be accounted for in terms of their substance, or economic reality, rather that their legal form. This principle is included in HKICPA Statements – “Framework for the Preparation and Presentation of Financial Statements”.

Required:
Discuss why it is important that substance rather than legal form is used to account for transactions, and explain how, by giving an example, financial statements can be adversely affected if the substance of transactions is not recorded.
(6 marks)


(Adapted HKAAT Paper 7 Advanced Accounting December 2002 C4(a)(i))

2.
During the preparation of the draft financial statements of Simpkins for the year to 30 September 2000 the following problem area has arisen:

On 1 July 2000 Simpkins entered into an agreement with Merchant Financial Services to factor its trade receivables. A representative of Merchant Financial Services analysed Simpkins trade receivables into three groups:

Group 1 –
these trade receivables would not be factored or administered by Merchant Financial Services. They will be collected in the normal way by Simpkins.

Group 2 –
these trade receivables would be factored and collected by Merchant Financial Services on a ‘with recourse’ basis. A finance charge of 1% per month on the outstanding balance at the beginning of the month will be made. The terms of the recourse are that any individual balance outstanding after three months would be reimbursed by Simpkins in full.

Group 3 –
these trade receivables would be factored and collected ‘without recourse’. Merchant Financial Services would pay Simpkins 95% of the book value of the trade receivables.

The following analysis of the trade receivable groups and related information has been made:
	
	Group 1
	Group 2
	Group 3

	
	$000
	$000
	$000

	Balance 1 July 2000
	500
	600
	800

	% of 1 July balance collected in July
	30%
	40%
	50%

	% of 1 July balance collected in August
	30%
	30%
	25%

	% of 1 July balance collected in September
	20%
	20%
	22%


Simpkins’ policy is to make a provision for doubtful debts of 25% of a trade receivable balance when it becomes three months old.

Required:
Calculate the charge for doubtful debts and finance costs relating to each group of trade receivables in item above for the period 1 July 2000 to 30 September 2000; and show the value at which these trade receivables would appear on the balance sheet of Simpkins at 30 September 2000.
(5 marks)


(HKSA/ACCA 10H Accounting and Audit Practice December 2000 Q4(a)(i))

3.
HKAS 1 requires that a reporting entity’s financial statements should report the substance of the transactions into which it has entered. It also states that in order to determine the substance of a transaction it is necessary to identify whether the transaction has given rise to new assets or liabilities for the reporting entity and whether it has changed the entity’s existing assets or liabilities.

You are the management accountant of D Ltd which has three principal activities. These are the sale of motor vehicles (both new and second-hand), the provision of spare parts for motor vehicles, and the servicing of motor vehicles.

During the financial year ended 31 August 2002, the company has entered into a type of business transaction not previously undertaken. With effect from 1 January 2002, D Ltd entered into an agreement whereby it received motor vehicles on a consignment basis from E plc, a large manufacturer. The terms of the arrangement were as follows:

(a)
On delivery, the stock of vehicles remains the legal property of E plc.

(b)
Legal title to a vehicle passes to D Ltd either when D Ltd enters into a binding arrangement to sell the vehicle to a third party or six months after the date of delivery by E plc to D Ltd.

(c)
At the date legal title passes, E plc invoices D Ltd for the sale of the vehicles. The price payable by D Ltd is the normal selling price of E plc AT THE DATE OF DELIVERY, increased by 1% for every complete month the vehicles are held on consignment by D Ltd. Any change in E plc’s normal selling price between the date of delivery and the date legal title to the goods passes to D Ltd does not change the amount payable by D Ltd to E plc.

(d)
At any time between the date of delivery and the date legal title passes to D Ltd, the company (D Ltd) has the right to return the vehicles to E plc provided they are not damaged or obsolete. D Ltd does not have the right to return damaged or obsolete vehicles. If D Ltd exercises this right of return then a return penalty is payable by D Ltd as follows:

	Time since date of delivery
	Penalty as a percentage of invoiced price*

	Three months or less
	50%

	Three to four months
	75%

	More than four months
	100%


* i.e., the price that would otherwise be payable by D Ltd if legal title to the vehicles had passed at the date of return.

(e)
E plc has no right to demand return of vehicles on consignment to D Ltd unless D Ltd becomes insolvent.

The managing director suggests that the vehicles should be shown as an assets of D Ltd only when title passes, and the purchase price becomes legally payable.

You are required to write a report to the managing director which

(a)
explains how (under the principles established in HKICPA Framework) an asset or liability is identified, and when an asset or liability should be recognized and should cease to be recognized, in the financial statements of a business.
(12 marks)

(b)
evaluates, in the light of the principles you have explained in (a), the correctness, or otherwise of the managing director’s suggested accounting treatment for the new transaction.
(8 marks)



(Total 20 marks)

4.
HKAS 1 requires that a reporting entity’s financial statements should report the substance of the transactions into which it has entered.

You are the management accountant of S Ltd. During the most recent financial year (ended 31 August 2002), the company has entered into a debt factoring arrangement with F plc. The main terms of the agreement are as follows:

(1)
On the first day of every month S Ltd transfers (by assignment) all its trade debts to F plc, subject to credit approval by F plc for each debt transferred by S Ltd.

(2)
At the time of transfer of the debtors to F plc, S Ltd receives a payment from F plc of 70% of the gross amount of the transferred debts. The payment is debited by F plc to a factoring account which is maintained in the books of F plc.

(3)
Following transfer of the debts, F plc collects payments from debtors and performs any necessary follow-up work.

(4)
After collection by F plc, the cash received from the debtor is credited to the factoring account in the books of F plc.

(5)
F plc handles all aspects of the collection of the debts of S Ltd in return for a monthly charge of 1% of the total value of the debts transferred at the beginning of that month. The amount is debited to the factoring account in the books of F plc.

(6)
Any debts not collected by F plc within 90 days of transfer are regarded as bad debts by F plc and re-assigned to S Ltd. The cash previously advanced by F plc in respect of bad debts is recovered from S Ltd. The recovery is only possible out of the proceeds of other debtors which have been assigned to S Ltd. For example, if, in a particular month, S Ltd assigned trade debts having a value of $10,000 and a debt of $500 was identified as bad, then amounts advanced by F plc to S Ltd would be $6,650 (70% x $10,000 – 70% x $500).

(7)
On a monthly basis, F plc debits the factoring account with an interest charge which is calculated on a daily basis on the balance on the factoring account.

(8)
At the end of every quarter, F plc pays over to S Ltd a sum representing any credit balance on its factoring account with S Ltd at that time.

Required:
Write a memorandum, to the Board of Directors of S Ltd which outlines

(a)
how, under the principles set out in HKAS 1, the substance of a transaction should be determined;
(10 marks)

(b)
how the debt factoring arrangement will be reported in the financial statements of S Ltd.
(10 marks)



(Total 20 marks)



(Adapted CIMA November 1998)

5.
The principle of recording the substance or economic reality of transactions rather than their legal form lies at the heart of the Framework for the Preparation and Presentation of Financial Statements’ (Framework) and several Hong Kong Accounting Standards. The development of this principle was partly in reaction to a minority of public interest companies entering into certain complex transactions. These transactions sometimes led to accusations that company directors were involved in ‘creative accounting’.

Required:
(a)
(i)
Explain, with relevant examples, what is generally meant by the term ‘creative accounting’;
(5 marks)


(ii)
Explain why it is important to record the substance rather than the legal form of transactions and describe the features that may indicate that the substance of a transaction is different from its legal form. 
(5 marks)

(b)
(i)
Atkins’s operations involve selling cars to the public through a chain of retail car showrooms. It buys most of its new vehicles directly from the manufacturer on the following terms:

· Atkins will pay the manufacturer for the cars on the date they are sold to a customer or six months after they are delivered to its showrooms whichever is the sooner.

· The price paid will be 80% of the retail list price as set by the manufacturer at the date that the goods are delivered.

· Atkins will pay the manufacturer 1·5% per month (of the cost price to Atkins) as a ‘display charge’ until the goods are paid for.

· Atkins may return the cars to the manufacturer any time up until the date the cars are due to be paid for. Atkins will incur the freight cost of any such returns. Atkins has never taken advantage of this right of return.

· The manufacturer can recall the cars or request them to be transferred to another retailer any time up until the time they are paid for by Atkins.

Required:
Discuss which party bears the risks and rewards in the above arrangement and come to a conclusion on how the transactions should be treated by each party.
(6 marks)

(ii)
Atkins bought five identical plots of development land for $2 million in 1999. On 1 October 2001 Atkins sold three of the plots of land to an investment company, Landbank, for a total of $2·4 million. This price was based on 75% of the fair market value of $3·2 million as determined by an independent surveyor at the date of sale. The terms of the sale contained two clauses:

–
Atkins can re-purchase the plots of land for the full fair value of $3·2 million (the value determined at the date of sale) any time until 30 September 2004; and

–
On 1 October 2004, Landbank has the option to require Atkins to re-purchase the properties for $3·2 million. You may assume that Landbank seeks a return on its investments of 10% per annum.

Required:
Discuss the substance of the above transactions; and
(3 marks)

Prepare extracts of the income statement and balance sheet (ignore cash) of Atkins for the year to 30 September 2002:

–
if the plots of land are considered as sold to Landbank; and
(2 marks)

–
reflecting the substance of the above transactions.
(4 marks)



(Total 25 marks)



(Adapted ACCA 2.5H Financial Reporting December 2002 Q3)
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