Hong Kong School of Commerce

Financial Accounting

Questions – HKAS 24 Related Party

(I)
Multiple Choice Questions

1.
HKAS 24 governs disclosures required for transactions between a company and parties deemed to be related to it.

Which of the following parties will normally be held to be related parties of a company?

1
Its subsidiary companies

2
Its directors

3
Close family of the company’s directors

4
Providers of finance to the company

5
A customer or supplier with whom the company has a significant volume of business

A
All of the parties listed

B
1, 2, 3 and 4 only

C
1, 2 and 3 only

D
3, 4 and 5 only

2.
P owns 75% of the equity share capital of Q and 40% of the equity share capital of R. Mr S is a director of P and Q. The only way control or significant influence can be exercised over these enterprises is by ownership of equity shares. The following statements refer to related party relationships that are subject to the disclosure requirements of HKAS 24:

(i)
Q, R and Mr S are related parties of P.

(ii)
Mr S is a related party of P and Q, but not of R.

(iii)
Q and R are not related parties.

Which of the statements are true?

A
All of them

B
(i) and (ii) only

C
(i) and (iii) only

D
(ii) and (iii) only



(Adapted CIMA Paper 7b Financial Reporting May 2003)

3.
Which of the following is NOT regarded as a related party of an enterprise by HKAS 24 “Related Party Disclosure”?

A
Directors of the enterprise

B
A bank providing a loan to the enterprise

C
The enterprise’s employee pension fund

D
A close relative of a director of the enterprise



(Adapted CIMA Paper 6b Financial Accounting November 2003)

4.
According to HKAS 24 “Related Party Disclosure”, which of the following would not be a related party of Garo?

A
An associated undertaking of Garo

B
The managing director of Garo’s parent company

C
A company in which Garo holds 10% investment

D
Garo’s pension fund for its employees

(II)
Examination Style Questions
1.
H Ltd is an investment holding company with a subsidiary, S Ltd. S Ltd is principally engaged in the manufacturing and distribution of PVC products. During the year ended 31 March 1999, the following transactions took place.

1.
S Ltd paid a management fee of HK$1 million to H Ltd.

2.
H Ltd rented office premises from Mr Chan, director of the company, and paid rental expenses of HK$5 million thereto.

3.
S Ltd sold goods of HK$100,000 to ABC Ltd in which Mr Cheung, a minority shareholder of S Ltd, is a director.

4.
H Ltd paid $0.8 million in loan interest to Mrs Lee, wife of Mr Lee who is the managing director and a major shareholder in H Ltd.

5.
S Ltd sold goods of HK$1,000 to VP Ltd, a company controlled by Mr Lee. During the year under review, the group’s turnover amounted to HK$100 million.

The directors of H Ltd believe that the above transactions were conducted on normal commercial terms.

Required:
(a)
Explain the terms “related party” and “related party transaction” in accordance with HKAS 24.
(5 marks)

(b)
Give FIVE examples of situations where related party transactions may lead to disclosures by a reporting enterprise in the period which they affect.
(5 marks)

(c)
Discuss whether the parties involved in the transactions listed above are related parties and whether the transactions need to be disclosed in the consolidated financial statements of H Ltd for the year under review.



(15 marks)



(Total 25 marks)



(Adapted HKAAT Paper 7 Financial Accounting II June 2000 Q4)

2.
Answer the follow questions with reference to HKAS 24 “Related Party Disclosures”.

(a)
The following diagram shows the share ownership between seven companies:


*
The major shareholder of C Ltd, Mr Ma, is also the major shareholder of A Ltd.

**
The managing director of F Ltd, Mr Lee, is also the managing director of the reporting enterprise.

Required:
(i)
Explain the term “related party”.
(3 marks)

(ii)
Discuss whether the above companies are related parties of the reporting enterprise.



(12 marks)

(b)
HKAS 24 requires disclosure of material related party transactions irrespective of whether a price is charged and whether the transaction is conducted on arm’s length terms.

Give five examples of related party transactions that may lead to disclosure being required.


(5 marks)

(c)
Mr Man is the major shareholder of Universe Ltd and his wife is the major shareholder of World Ltd. During the year, World Ltd made sales of $10 million to Universe Ltd, which accounted for 10% of World Ltd’s total sales of the year.

Discuss whether disclosure of these sales should be made in the accounts of Universe Ltd and World Ltd and if so, the information to be disclosed.


(5 marks)


(Total 25 marks)


(Adapted HKAAT Paper 7 Advanced Accounting June 2002 Q.C1)

3.
The two directors of Reserve Limited are the members of the board of Regular Limited. The board of directors of Regular Limited is composed of four directors. The finance director of Reserve Limited, John Wong, who is the major shareholder of Regular Limited, is unclear about the appropriate treatment of the following transactions:

(1)
Regular Limited was granted a loan by Reserve Limited as Regular Limited was planning to acquire a competitor of the same industry. In return, Reserve Limited received management fees, interest payments and dividends from Regular Limited.

(2)
Regular Limited rented office premises from John Wong and paid rental expenses of $50,000 month.

(3)
During the year, Reserve Limited purchased goods from Regular Limited amounting to $5,000,000. These transactions were priced at a cost plus 20% mark-up.

Required:
The following questions should be answered in accordance with the requirements of HKAS 24 “Related Party Disclosures”.

(a)
Are Reserve Limited and Regular Limited related parties? Justify your answer.
(4 marks)

(b)
Why is the disclosure of related party transactions so significant to the users of financial statements? Provide FOUR examples to illustrate your opinion.
(6 marks)

(c)
“Accounting recognition of a transfer of resources is normally based on the price agreed between the parties”. Illustrate TWO pricing methods for related party transactions concerning transfer of resources and the circumstances that are appropriate for each of the methods.
(5 marks)

(d)
Discuss the appropriate accounting treatments and disclosures of the above transactions for both Reserve Limited and Regular Limited.
(10 marks)



(Total 25 marks)



(Adapted HKAAT Paper 7 Advanced Accounting December 2004 Q.C3)
4.
Dazie Limited, a long established company, manufactures and sells health food and medical consumables through retail stores and to local hospitals. The draft financial statements for the year ended 31 December 2004 show profit before tax of $3.85 million (2003 - $3.47 million) and total assets of $40.4 million (2003 - $36.5 million). The Director of Dazie Limited, Mr Joe Woo, is wondering whether there is any prior period error in the company’s accounting record and would like to seek your advice on the appropriateness of accounting estimates for the following event:
(i)
The sale of specialist equipment to Abserson Limited, a private company manufacturing medical consumables, resulted in a loss on disposal of $530,000 and took place during the year ended 31 December 2004. The specialist equipment cost $1.8 million when it was purchased in September 1995 and it was depreciated on a straight-line basis over 15 years. Mr John Woo has a 35% equity interest in Abserson Limited.

Required:

For the item (i) above, do you think that they have been correctly recorded during the year ended 31 December 2004? If not, what is the appropriate treatment? Justify your answers.

Your answer should include discussions on the requirements of the relevant HKAS, the problems in the accounting treatment of these items, if any, as well as the appropriate accounting treatment and disclosure of the items.
(10 marks)


(Adapted HKAAT Paper 7 Advanced Accounting June 2005 Q.C4b(ii))
5.
Able Limited, which is a public listed company, owns investments in its two subsidiaries, Benny Limited and Candy Limited. Able Limited owns 100% of the equity shares of Benny Limited and 60% of the equity shares of Candy Limited.

The following information is also available:

(i)
All companies of Able Group have a financial year end of 30 June.

(ii)
The Able Group adopts a profit-sharing basis when calculating the directors’ bonus.

(iii)
The Board of Able Limited instructed Candy Limited to charge Benny Limited at a price that is lower than the market. As a result, only a 7% profit margin is obtained by Candy Limited for sales to Benny Limited; Candy Limited is able to sell the goods at a 30% profit margin in the market.

(iv)
During the year ended 30 June 2006, Candy Limited made several sales of goods to Benny Limited totaling $40 million.

One of the directors of Candy Limited, who is not a director of Able Limited, is not satisfied with the instructions received from Able Limited.

Required:
(a)
List SIX circumstances that give rise to a related party relationship.
(6 marks)

(b)
Explain the importance of disclosure of related party relationships and transactions in the case of the sale of goods from one party to another on non-commercial terms regarding the price charged or the credit terms given.
(8 marks)

(c)
Describe the implications that Able Limited’s instructions may have on the users of the financial statements. (You are required to consider both the financial effect on the financial statements of the companies involved and also the non-financial implications on the economic decisions of users of the financial statements.)
(11 marks)

(Your answer should be in line with HKAS 24 “Related Party Disclosure”.)



(Total 25 marks)



(HKIAAT Paper 7 Advanced Accounting December 2006 Q.C4)
6.
Rubber Limited, a listed company, has just completed a reorganization scheme and details of the new group and management structures are as follows:

Group Structure

Rubber Limited owns 90% of Band Limited, 60% of Pen Limited and 35% of Elastic Limited. Rubber Limited exercises significant influence over Elastic Limited. Another company, Top Limited owns 40% of shares of Rubber Limited and exerts significant influence over Rubber Limited.

Management

The directors of Rubber Limited are also the directors of Band Limited and Pen Limited. However, there is only one director of Rubber Limited who sits on the management board of Elastic Limited and there are five members in this management board. Mr. Lee, one of the directors of Band Limited, also acts as a consultant for the management board of Rubber Limited.

Required:

(a)
Explain what a “related party” is.
(3 marks)

(b)
Discuss why it is important to disclose related party transactions.
(6 marks)

(c)
Explain any related party relationships which exist:

(i)
between Rubber Limited and the other three companies in the group;
(4 marks)

(ii)
among Band Limited, Pen Limited and Elastic Limited; and
(3 marks)

(iii)
between Top Limited and Rubber Group.
(4 marks)

(d)
Ping Limited often sells raw materials at market price to Band Limited. Mr. Lee owns all the shares in Ping Limited and is also in charge of the production at Band Limited.

Discuss whether the transaction between Ping Limited and Band Limited is a related party transaction. If so, what information should be disclosed in the financial statements?


(5 marks)

(Your answer should be in line with the requirements of HKAS 24 “Related Party Disclosures”, HKAS 27 “Consolidated and Separate Financial Statements” and HKAS 28 “Investment in Associates”.)


(Total 25 marks)


(HKIAAT Paper 7 Advanced Accounting June 2008 C3)
7.
HKAS 24 ‘Related Party Disclosures’ deals with the issues and disclosures of related party relationships and transactions. Motorworld is a wholly owned subsidiary of the Prestige group. You are looking at the entity financial statements of Motorworld with a view to making a bid to purchase the company.

Required:
Explain the relevance of related party transactions and why their disclosure may be important under the following circumstances

(a)
Where no related party transactions have occurred between Motorworld and its other subsidiaries;
(2 marks)

(b)
Where related party transactions have occurred on normal commercial terms between Motorworld and its other subsidiaries; and
(2 marks)

(c)
Where related party transactions have occurred on favourable (non arms length) trading terms between Motorworld and its other subsidiaries.
(3 marks)



(ACCA Diploma in Int’l Financial Reporting and Auditing June 2003 Q3(a))

8.
B Ltd is a company within the following group:


[image: image1]
The directors of the companies are:

	M Ltd. :
	John SIN, David SIN

	N Ltd.:
	Ken YEUNG, Paul YEUNG

	B Ltd.:
	John SIN, Terence PAK

	H Ltd.:
	David SIN, Siu Chuen YIP

	X Ltd.:
	Arthur YEUNG, Ernest YEUNG


For each of the companies and directors listed in the question, identify which is not a related party of B Ltd. under the HKAS 24. Give reasons for your decisions.
(3 marks)


(Adapted HKSA QP Module A Financial Reporting Pilot Paper 1999)

9.
Albert Wong is the Financial Controller of Telesense Company Limited (Telesense). The shareholders of Telesense are Peter Chung and Derek Chow who own 80% and 20% equity interest of Telesense, repectively. Albert Wong has been provided with the following group chart of Telesense.


Albert Wong has also noted that the following transactions involving Telesense took place during the year ended 31 December 2001.

1.
Telesense paid consulting fees of approximately HK$2 million to Patrick Ng who owns 18% equity interest in Pacific.com. Telesense owns 82% equity interest in Pacific.com

2.
Telesense purchased telecommunication equipment of approximately HK$10 million from Telecom. Telecom is 100% owned by Peter Chung

3.
Telesense sold telecommunication equipment of approximately HK$5 million to Cable.com which is 28% owned by Telesense.

Required:
Advise and provide an explanation to Albert Wong whether the above transactions need to be disclosed as related party transactions in the consolidated financial statements of Telesense as of and for the year ended 31 December 2001.
(8 marks)


(HKSA QP Module A Financial Reporting March 2002)

10.
Your firm is appointed auditors of C. The directors of C provide the following group structure during the course of your audit planning:


All shareholdings shown above are indicative of the voting rights.

B and C each have an equal number of seats on the board of D. However C has the casting vote in the event of a Board dispute, as it holds the permanent chairmanship, which carries an entitlement to the casting vote.

The executive directors of the companies are as follows:

	A :
	a1, a2, a3

	B :
	b1, b2, b3

	C :
	c1, c2 , c3

	D :
	d1, d2, d3, d4

	E :
	e1, e2, e3

	F :
	f1, f2, f3


c3 has a 60% interest in P Limited (P) whereas the remaining 40% interest in P is owned by p1, being interests outside C’s group. The directors of P are c2, c3 and p1.

During the year, D purchased goods from L Limited (L). L is a company, which is owned and controlled by the father of c3’s spouse.

Required:
For each of the companies and individuals referred to, your audit manager requires you to identify whether or not is a related party of C, the reporting enterprise.

11.
B Limited (B) is principally engaged in the trading of apparel products. The following is the group structure:


All shareholdings shown above are indicative of the voting rights. All companies are incorporated and operate in Hong Kong.

The executive directors of the companies are as follows:

	A.
	:
	a1, a2, a3

	B
	:
	b1, b2, b3, b4, b5

	C
	:
	c1, c2

	D
	:
	d1, d2, d3

	E
	:
	e1, e2

	F
	:
	f1, f2, f3

	G
	:
	g1, g2

	H
	:
	h1, h2


During the year ended 31 December 2001, B recorded a consolidated turnover and net profit of HK$150 million and HK$18 million respectively. The following transactions occurred during the year:

Transactions with directors
(i)
c1 sold designer shirts to B and C for HK$500,000 and HK$600,000 respectively.

(ii)
X Limited (X), of which b1 is a 50% shareholder, purchased jeans from B costing HK$800,000.

(iii)
d2 and h2 occasionally purchased clothing from B or C for their children, when they received staff discount of 20%. Total purchases for the year were HK$50,000.

All transactions with directors (except those at staff discount) were conducted at cost plus a percentage profit mark-up. No balances in respect of these transactions are outstanding at the year end.

Transactions between enterprises

(i)
B purchased fabrics from A amounting to HK$1,500,000.

(ii)
B sold finished products of dresses, blouses and skirts to C in the total amount of HK$2,000,000.

(iii)
B received management fees from C, D, E and H amounting to HK$800,000, HK$300,000, HK$450,000 and HK$500,000 respectively.

(iv)
E purchases shoes from H amounting to HK$480,000.

All trading of goods transactions were conducted at cost plus a percentage profit mark-up. All management fees are charged based on an appropriate allocation of costs incurred by central administrative departments of B. No balances in respect of these transactions are outstanding at the year end.

Required:
(i)
For each of the companies and directors listed in the question, identify which are related parties of B, the reporting enterprise, for the purpose of B’s entity accounts. Give reasons for your decisions.

(ii)
How would your answer to (i) differ when assessing the related parties of the group headed by B as a whole?

(iii)
From the information given, prepare the “Related Party Transactions” disclosure note for inclusion in B’s consolidated financial statements.

12.
Related party relationships and transactions are a normal feature of business. Enterprises often carry on their business activities through subsidiaries and associates and it is inevitable that transactions will occur between group companies. Until relatively recently the disclosure of related party relationships and transactions has been regarded as an area which has a relatively low priority. However financial scandals have emphasised the importance of an accounting standard in this area.

Required:
(a)
(i)
Explain why the disclosure of related party relationships and transactions is an important issue.
(6 marks)


(ii)
Discuss the view that small companies should be exempt from the disclosure of related party relationships and transactions on the grounds of their size.
(4 marks)

(b)
Discuss whether the following events would require disclosure in the financial statements of the RP Group, a public limited company under HKAS 24 ‘Related Party Disclosures’.

The RP Group, merchant bankers, has a number of subsidiaries, associates and joint ventures in its group structure. During the financial year to 31 October 1999, the following events occurred:

(i)
The company agreed to finance a management buyout of a group company, AB, a limited company. In addition to providing loan finance, the company has retained a twenty-five per cent equity holding in the company and has a main board director on the board of AB. RP received management fees, interest payments and dividends from AB.
(6 marks)

(ii)
On 1 July 1999, RP sold a wholly owned subsidiary, X, a limited company, to Z, a public limited company. During the year RP supplied X with secondhand office equipment and X leased its factory from RP. The transactions were all contracted for at market rates.
(4 marks)

(iii)
The retirement benefit scheme of the group is managed by another merchant bank. An investment manager of the group retirement benefit scheme is also a non-executive director of the RP group and received an annual fee for his services of $250,000 which is not material in the group context. The company pays $16m per annum into the scheme and occasionally transfers assets into the scheme. In 1999, non current tangible assets of $10m were transferred into the scheme and a recharge of administrative costs of $3m was made.
(5 marks)



(Total 25 marks)



(Adapted HKSA/ACCA 13H Financial Reporting Environment December 1999 Q2)
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