Chapter 3 Substance of Transactions

Exercise Answers

Answer – Exercise 1

Taurus, the supplier, must continue to recognize these items as inventory in their own balance sheet. They will be valued at their own historic cost of manufacture. They will not recognize a sale until Northern has sold the cars on to the final customer.

Northern will not recognize the cars held on consignment, nor will they show any related trade payable. They will however accrue rental payments on their unsold cars.

The assessment of risks, rewards and recognition is shown below:

	Criteria
	Who recognize the asset?

	1.
Supplier’s right to demand return of items
	

	Taurus may request the return of the car, but there is no mention of any penalty. This implies that Northern do not have any control or ownership rights over the car. Therefore the car should be recognized by Taurus.
	Supplier

	
	

	2.
Dealer’s right to return items to supplier
	

	Northern can return the car, and they will only have to pay administration charges as a penalty. This also implies that they are merely returning a car which still belongs to Taurus.
	Supplier

	
	

	3.
Obsolete inventory risk
	

	This will be born by Taurus as Northern can return any item without significant penalty during the first three months possession.
	Supplier

	
	

	4.
Slow-moving inventory risk
	

	Northern do have to pay a $50 monthly fee for each car held, but this is not large enough to be considered a finance charge to cover the slow-moving inventory risk, $50 per month equates to 5% p.a. on a $12,000 car. The prevailing rate of interest is 12%.
	Supplier

	
	

	5.
Benefit of future price increases (risk of future price cuts)
	

	Taurus can increase the price charges to Northern up until the date of sale. This means that Taurus will receive their share of any future price increase, and suffer any future price cut.
	Supplier


Answer – Exercise 2

(a) Reporting the legal form of the transaction

Statement of comprehensive income

	
	2000
	2010
	Total

	
	$
	$
	$

	Sale of timber
	3,000,000
	12,000,000
	15,000,000

	Cost of sales
	(2,000,000)
	(7,781,227)
	(9,781,227)

	Gross profit
	1,000,000
	4,218,773
	5,218,773


There will be no assets or liabilities recognized in the balance sheets from the date of sale until repurchase. Legally there are no inventories, and there is only an option to repurchase the timber than an obligation.

(b) Assessing the truthfulness of the reported transaction
The asset

The balance sheets of LLP completely ignore the asset of the maturing timber, even though LLP is responsible for the process and will benefit from its eventual resale.

The liability

In the normal course of business LLP will have to repurchase the timber in 2010. If the timber has gone up in value as expected then they will repurchase in order to make a profit on reselling it. If the timber has gone down in value, then they will still have to repurchase in order to maintain their credit rating with the Lehman Bank. If they were to refuse to repurchase then LLP would find it difficult to enter into similar deals with any bank in the future. This commercial obligation is not being recognized.

Income

In 2000 LLP claims a profit when all they have done is taken out a secured loan. It is not right to claim loan proceeds as income.

Also, the same timber gets sold twice (in 2000 and 2010), which inflates revenues.

Expenditure

The income statements for 2000 to 2009 do not show the $4,781,227 finance charge accruing on the $3m loan proceeds.

Summary

These financial statements do not show the assets controlled by LLP, nor the obligations and charges incurred by LLP. Nor does it explain why the Lehman Bank is prepared to pay $3m for an asset that is only worth $2m, and why they then sell the asset for $7.8m when it is really worth $12m.

(c) Reporting the substance of the transaction

Statement of comprehensive income

	
	2000
	2001
	2009
	2010
	Total

	Revenue
	-
	-
	-
	12,000,000
	12,000,000

	Cost of sales
	-
	-
	-
	(2,000,000)
	(2,000,000)

	Gross profit
	-
	-
	-
	10,000,000
	10,000,000

	Finance cost
	(300,000)
	(330,000)
	(707,384)
	-
	(4,781,227)

	Net profit / (loss)
	(300,000)
	(330,000)
	(707,384)
	10,000,000
	5,218,773


The total profit of $5,218,773 is the same as that reported using the ‘legal form’ of the transaction.

Statement of financial position

	
	2000
	2001
	2009

	Assets: Growing timber
	2,000,000
	2,000,000
	2,000,000

	
	
	
	

	Liabilities: Loan secured on timber
	3,300,000
	3,630,000
	7,781,227

	
	
	
	

	Working
	2000
	2001
	2009

	Opening balance
	3,000,000 (a)
	3,300,000
	7,703,843 (c)

	Interest at 10% (b)
	300,000
	330,000
	707,384

	Closing balance
	3,300,000
	3,630,000
	7,781,227


(a)
The loan is initially recognized at the net proceeds of $3m. This is consistent with the treatment of all other financial instruments.

(b)
Given in the question. $3m today equals $7,781,227 in 10 years’ time at 10% pa.

(c)
The present value of the repurchase price payable in 12 months.

Answer – Exercise 3
As the entity still bears the risk of slow payment and irrecoverable debts, the substance of the factoring is that of a loan on which finance charges will be made. The receivable should not have been derecognized nor should all of the difference between the gross receivable and the amount received from the factor have been treated as an administration cost. The required adjustments can be summarized as follows:

	
	Dr
	Cr

	
	$000
	$000

	Receivables
	12,000
	

	Loan from factor
	
	9,600

	Administration $(12,000 – 9,600)
	
	2,400

	Finance costs: accrued interest ($9.6m x 1%)
	96
	

	Accruals
	
	96

	
	12,096
	12,096


Answer – Exercise 4

(1)
Davies plc still has de facto (事實上的) control of the hotels and bears all the risks and rewards of Peters Ltd, even though Peters is legally a totally separate company and a subsidiary of Wilson’s Bank. This can be shown as follows.

· The management agreement gives Davies the right of control and all of the profits after interest.

· Davies will be able to claim all profits on the eventual resale of the hotels.

· Because the management charge is levied after interest, Davies is in effect bearing the cost of the loan.

Therefore, Davies should consolidate Peters.

(2)
The revised Davies Group financial statements will be as follows:

Group statements of comprehensive income for 2007

	
	
	$m

	Revenues
	
	2,400

	Cost of sales
	
	(1,475)

	Gross profit
	
	925

	Expenses
	
	(460)

	Management fee – eliminated
	
	-

	Operating profit
	
	465

	Profit on disposal of hotels – eliminated
	
	-

	Interest payable
	
	(195)

	Profit before tax
	
	270


Group statement of financial position for 2007

	Assets
	
	$m

	Non-current assets (400 + 1,280 at valuation)
	
	1,680

	Current assets
	
	1,300

	Total assets
	
	2,980

	
	
	

	Equity and liabilities
	
	

	Share capital and reserves
	
	

	Share capital
	
	50

	Retained profits (850 – 430 unrealised)
	
	420

	Revaluation reserve (100 + 430 revaluation)
	
	530

	
	
	1,000

	Non-current liabilities
	
	1,500

	Current liabilities
	
	480

	Total equity and liabilities
	
	2,980


(3)
The consolidated financial statements give a much more realistic assessment of the company’s performance, because all of the assets and liabilities under the control of Davies plc are being accounted for, along with the related charges for depreciation and interest. This is highlighted when financial ratios are calculated based on the legal form (Davies plc only) and the commercial substance (Davies plus Peters).

Key ratios

	
	Legal form
	Substance

	Operating profit %
	54%
	19.4%

	ROCE
	27%
	18.6%

	Gearing: Debt : Equity ratio
	Nil
	1.5

	Gearing: Interest cover
	Nil
	2.4


Answers to Examination Style Questions

Answer 1
(a)

Importance

In order to be useful information contained in financial statements must be relevant and reliable. This can only be achieved if the substance of transactions is recorded. If this did not happen 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 (eg, 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:
· the omission of assets, and particularly liabilities, from statement of financial position;

· improvements to profits and profit smoothing;

· improvement of other performance measures such as earnings per share, liquidity ratios, profitability ratios and gearing.
Clearly such effects are not helpful to users of financial statements and thus it is important that the substance of a transaction should be recorded in order to avoid the above distortions.
(b)

Transactions

The following important features are often found in transactions or arrangements where the substance may be different to the legal form. These features need to be fully understood and investigated in order to determine the substance of a transaction:
(i)
Separation of ownership and beneficial use

The separation of legal title from the benefits and risks related to an asset has been used to avoid assets, and often their related financing, from being recognised in the statement of financial position. Where an asset is “sold” but the selling company still substantially enjoys the risks and rewards of ownership, then it should remain an asset of the company. This is the principle used in HKAS 17 “Leases” to record finance leases. Often when the substance of an agreement is applied to transactions it will have a very different effect on the statement of financial position than if the legal form is recorded. For example an asset that is “sold” and leased back for the remainder of its useful life is in substance a financing arrangement and not a “sale” at all. The asset should remain on the statement of financial position and the proceeds should be treated as a loan.
(ii)
Linking of transactions

A common arrangement is to link a series of transactions. It is not always obvious when transactions are linked, but it would be difficult to appreciate the commercial effect without considering such transactions as a “whole”. Inventories may be “sold” to a third party. A condition of the sale is that there is an option giving the selling company the right to buy back the inventory at a future date. This is often at a predetermined value which is designed to give the purchasing company what is in substance a lenders return. When all of the “linked” transactions are considered together it becomes apparent that this is again a financing arrangement and should be recorded as such. This type of transaction is commonly referred to as a “sale and repurchase”, with each party to the transaction having either an option to repurchase or resell. The contract would be worded in such a way that one of the parties would invoke their option and the goods would legally return to the original seller.
The “seller” would not recognise a sale from the transaction nor would they derecognise the asset but would be required to recognise a liability to the other party, emphasising that in substance this is a financing transaction.
(iii)
Sale price at other than fair value

Where assets are sold at prices below or above their fair values there is likely to be related (or linked) transactions that will explain the reason for it. A selling price above fair value is almost certain to be a form of loan which will be linked to future transactions that will effect its repayment. A selling price below fair value is likely to be a way of deferring the profit on sale. This may be effected by reducing a future item of expense. For example a company could “sell” some plant to a third party below its fair value. The “sale” is linked to an agreement to lease the plant back in future years at a rental below commercial rates. In effect the profit forgone on the sale is being used to reduce future rental payments, thus the profit on the sale is being spread over several accounting periods rather than being reported in the year of sale (a form of profit smoothing).
(c)

Sale of timber

(i)
Legal form

Note: all figures in $000s

Forest – Statement of comprehensive income year to 31 March:
	
	2009
	2010
	2011
	Total

	Revenues
	15,000
	Nil
	25,000
	40,000

	Cost of sales
	(12,000)
	Nil
	(19,965)
	(31,965)

	Gross profit
	3,000
	Nil
	5,035
	8,035


The cost of sales in the year 2011 is the original selling price of $15 million plus compound interest at 10% for the previous three years (see below).
Forest – Statement of financial position as at 31 March:
	
	2009
	2010
	2011
	

	Inventory
	Nil
	Nil
	Nil
	

	Loan
	Nil
	Nil
	Nil
	


(ii)
Substance

Forest – Statement of comprehensive income year to 31 March:
	
	2009
	2010
	2011
	Total

	Revenues
	Nil
	Nil
	25,000
	25,000

	Cost of sales
	Nil
	Nil
	(12,000)
	(12,000)

	Gross profit
	Nil
	Nil
	13,000
	13,000

	Interest (10%)
	(1,500)
	(1,650)
	(1,815)
	(4,965)

	Net profit / (loss)
	(1,500)
	(1,650)
	11,185
	8,035


Forest – Statement of financial position as at 31 March:
	
	2009
	2010
	2011
	

	Inventory
	12,000
	12,000
	Nil
	

	Loan
	15,000
	15,000
	15,000
	

	Accrued interest
	1,500
	3,150
	4,965
	

	
	
	
	19,965
	

	Repaid 31 March 2011
	
	
	(19,965)
	

	
	
	
	Nil
	


As can be seen from the figures in (i) if the legal form of the transaction is applied it results in a spreading of the profit, some in the year to 31 March 2009 the rest in 2011. The arrangement could have been made such that some of the “sale” to the bank was made in 2009 thus reporting a profit in all three years. Also no inventory or loans appear on the statement of financial position; this improves many ratios, particularly gearing.
In contrast (ii) applies the substance of the transaction and (ignoring Forest’s other transactions) this results in “losses” in 2009 and 2010 and a large profit in 2011; there is no profit “smoothing”. It also shows an interest charge, which in (i) is “lost” in the cost of sales figure. In addition both the inventory and the loan (including accrued interest) appear on the statement of financial position. Note both methods eventually report the same profit.
Answer 2

(a)

Framework

The Framework states that 'recognition of income occurs simultaneously with the recognition of increases in assets or decreases in liabilities'. This implies that all gains reported in the statement of financial position, whether realised or unrealised, should be claimed as income in the income statement. Traditionally, only realised gains have been recognised as income. HKAS 18 Revenue follows the traditional approach, with revenue being measured as the consideration for a transaction rather than as the side effect of an asset revaluation. For example profit on the sale of property is recognised as income, whereas the revaluation of the same item would be taken directly to the revaluation surplus. Some recent standards have followed the Framework rather than tradition; HKAS 40 Investment Property and HKAS 41 Agriculture require unrealised gains to be reported as income in the income statement.
Substance over form requires the commercial substance of a transaction to be reported, rather than its legal form. For example, if a manufacturer sells its factory to a Bank for $1m, and the Bank has the option to demand that the manufacturer buys it back a year later for $1.1m, then this is a secured loan, not a sale. The $1m cash received is treated as a liability, not as income.
(b)

Sale of goods

When selling the A grade goods, Derringdo acts as an agent for Gungho. The goods never belong to Derringdo, and so they do not appear in the statement of financial position as inventory or in the income statement as cost of sales. Instead Derringdo's revenue in the income statement will include the commissions earned on these sales.
The B grade goods are normal goods purchased for resale. The income statement will show the gross sales revenue and the related cost of sales.
	
	
	
	$000

	Revenues
	(4,600 + 11,400)
	
	16,000

	Cost of sales
	
	
	(8,550)

	Gross profit
	
	
	7,450

	
	
	
	

	Workings
	
	$000
	$000

	A grade goods
	
	
	

	Revenue
	(18,400 x 100/50)
	
	36,800

	Cost of sales
	Opening inventory
	2,400
	

	
	Purchases
	18,000
	

	
	Closing inventory
	(2,000)
	18,400

	Gross profit (50%)
	
	
	18,400

	
	
	
	

	Commission
	36,800 @ 12.5%
	
	4,600

	
	
	
	

	B grade goods
	
	
	

	Revenues
	(8,550 x 100/75)
	
	11,400

	Cost of sales
	Opening inventory
	1,000
	

	
	Purchases
	8,800
	

	
	Closing inventory
	(1,250)
	(8,550)

	Gross profit (25%)
	
	
	2,850


Answer 3

(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:
· finance leases treated as operating leases

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

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

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

· 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:

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

· 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.

· 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 recent International 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:
· 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).

· 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.

· 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.

· 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’ statement of financial positions.
(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.
[image: image1.emf]
Answer 4
(a)

Most forms of off balance sheet financing have the effect of what is, in substance, debt finance either not appearing on the statement of financial position at all or being netted off against related assets such that it is not classified as debt. Common examples would be structuring a lease such that it fell to be treated as an operating lease when it has the characteristics of a finance lease, complex financial instruments classified as equity when they may have, at least in part, the substance of debt and ‘controlled’ entities having large borrowings (used to benefit the group as a whole), that are not consolidated because the financial structure avoids the entities meeting the definition of a subsidiary.
The main problem of off balance sheet finance is that it results in financial statements that do not faithfully represent the transactions and events that have taken place. Faithful representation is an important qualitative characteristic of useful information (as described in the Framework for the preparation and presentation of financial statements). Financial statements that do not faithfully represent that which they purport to lack reliability. A lack of reliability may mean that any decisions made on the basis of the information contained in financial statements are likely to be incorrect or, at best, suboptimal.
The level of debt on a statement of financial position is a direct contributor to the calculation of an entity’s balance sheet gearing, which is considered as one of the most important financial ratios. It should be understood that, to a point, the use of debt financing is perfectly acceptable. Where statement of financial position gearing is considered low, borrowing is relatively inexpensive, often tax efficient and can lead to higher returns to shareholders. However, when the level of borrowings becomes high, it increases risk in many ways. Off balance sheet financing may lead to a breach of loan covenants (a serious situation) if such debt were to be recognised on the balance sheet in accordance with its substance.
High gearing is a particular issue to equity investors. Equity (ordinary shares) is sometimes described as residual return capital. This description identifies the dangers (to equity holders) when an entity has high gearing. The dividend that the equity shareholders might expect is often based on the level of reported profits. The finance cost of debt acts as a reduction of the profits available for dividends. As the level of debt increases, higher interest rates are also usually payable to reflect the additional risk borne by the lender, thus the higher the debt the greater the finance charges and the lower the profit. Many off balance sheet finance schemes also disguise or hide the true finance cost which makes it difficult for equity investors to assess the amount of profits that will be needed to finance the debt and consequently how much profit will be available to equity investors. Furthermore, if the market believes or suspects an entity is involved in ‘creative accounting’ (and off balance sheet finance is a common example of this) it may adversely affect the entity’s share price.
An entity’s level of gearing will also influence any decision to provide further debt finance (loans) to the entity. Lenders will consider the nature and value of the assets that an entity owns which may be provided as security for the borrowings. The presence of existing debt will generally increase the risk of default of interest and capital repayments (on further borrowings) and existing lenders may have a prior charge on assets available as security. In simple terms if an entity has high borrowings, additional borrowing is more risky and consequently more expensive. A prospective lender to an entity that already has high borrowings, but which do not appear on the balance sheet is likely to make the wrong decision. If the correct level of borrowings were apparent, either the lender would not make the loan at all (too high a lending risk) or, if it did make the loan, it would be on substantially different terms (e.g. charge a higher interest rate) so as to reflect the real risk of the loan.
Some forms of off balance sheet financing may specifically mislead suppliers that offer credit. It is a natural precaution that a prospective supplier will consider the balance sheet strength and liquidity ratios of the prospective customer. The existence of consignment inventories may be particularly relevant to trade suppliers. Sometimes consignment inventories and their related current liabilities are not recorded on the balance sheet as the wording of the purchase agreement may be such that the legal ownership of the goods remains with the supplier until specified events occur (often the onward sale of the goods). This means that other suppliers cannot accurately assess an entity’s true level of trade payables and consequently the average payment period to suppliers, both of which are important determinants in deciding whether to grant credit.
(b)(i)

Debt factoring is a common method of entities releasing the liquidity of their trade receivables. The accounting issue that needs to be decided is whether the trade receivables have been sold, or whether the income from the finance house for their ‘sale’ should be treated as a short term loan. The main substance issue with this type of transaction is to identify which party bears the risks (i.e. of slow and non-payment by the customer) relating to the asset. If the risk lies with the finance house (Omar), the trade receivables should be removed from the balance sheet (derecognised in accordance with HKAS 39). In this case it is clear that Angelino still bears the risk relating to slow and non-payment. The residual payment by Omar depends on how quickly the receivables are collected; the longer it takes, the less the residual payment (this imputes a finance cost). Any balance uncollected by Omar after six months will be refunded by Angelino which reflects the non-payment risk.
Thus the correct accounting treatment for this transaction is that the cash received from Omar (80% of the selected receivables) should be treated as a current liability (a short term loan) and the difference between the gross trade receivables and the amount ultimately received from Omar (plus any amounts directly from the credit customers themselves) should be charged to the income statement. The classification of the charge is likely to be a mixture of administrative expenses (for Omar collecting receivables), finance expenses (reflecting the time taken to collect the receivables) and the impairment of trade receivables (bad debts).
(b)(ii)

This is an example of a sale and leaseback of a property. Such transactions are part of normal commercial activity, often being used as a way to improve cash flow and liquidity. However, if an asset is sold at an amount that is different to its fair value there is likely to be an underlying reason for this. In this case it appears (based on the opinion of the auditor) that Finaid has paid Angelino $2 million more than the building is worth. No (unconnected) company would do this knowingly without there being some form of ‘compensating’ transaction. This sale is ‘linked’ to the five year rental agreement. The question indicates the rent too is not at a fair value, being $500,000 per annum ($1,300,000 – $800,000) above what a commercial rent for a similar building would be.
It now becomes clear that the excess purchase consideration of $2 million is an ‘in substance’ loan (rather than sales proceeds – the legal form) which is being repaid through the excess ($500,000 per annum) of the rentals. Although this is a sale and leaseback transaction, as the building is freehold and has an estimated remaining life (20 years) that is much longer than the five year leaseback period, the lease is not a finance lease and the building should be treated as sold and thus derecognised.
The correct treatment for this item is that the sale of the building should be recorded at its fair value of $10 million, thus the profit on disposal would be $2·5 million ($10 million – $7·5 million). The ‘excess’ of $2 million ($12 million – $10 million) should be treated as a loan (non-current liability). The rental payment of $1·3 million should be split into three elements; $800,000 building rental cost, $200,000 finance cost (10% of $2 million) and the remaining $300,000 is a capital repayment of the loan.
(b)(iii)

The treatment of consignment inventory depends on the substance of the arrangements between the manufacturer and the dealer (Angelino). The main issue is to determine if and at what point in time the cars are ’sold’. The substance is determined by analysing which parties bear the risks (e.g. slow moving/obsolete inventories, finance costs) and receive the benefits (e.g. use of inventories, potential for higher sales, protection from price increases) associated with the transaction.
Supplies from Monza

Angelino has, and has actually exercised, the right to return the cars without penalty (or been required by Monza to transfer them to another dealer), which would indicate that it has not ‘bought’ the cars. There are no finance costs incurred by Angelino, however Angelino would suffer from any price increases that occurred during the three month holding/display period. These factors seem to indicate that the substance of this arrangement is the same as its legal form i.e. Monza should include the cars in its balance sheet as inventory and therefore Angelino will not record a purchase transaction until it becomes obliged to pay for the cars (three months after delivery or until sold to customers if sooner).
Supplies from Capri

Although this arrangement seems similar to the above, there are several important differences. Angelino is bearing the finance costs of 1% per month (calling it a display charge is a distraction). The option to return the cars should be ignored because it is not likely to be exercised due to commercial penalties (payment of transport costs and loss of deposit). Finally the purchase price is fixed at the date of delivery rather than at the end of six months. These factors strongly indicate that Angelino bears the risks and rewards associated with ownership and should recognise the inventory and the associated liability in its financial statements at the date of delivery.
Answer 5
(a)

For financial statements to be of value to their users they must possess certain characteristics; reliability is one such important characteristic. In order for financial statements to be reliable, they must faithfully represent an entity’s underlying transactions and other events. For financial statements to achieve faithful representation, transactions must be accounted for and presented in accordance with their substance and economic reality where this differs from their legal form. For example, if an entity ‘sold’ an asset to a third party, but continued to enjoy the future benefits embodied in that asset, then this transaction would not be represented faithfully by recording it as a sale (in all probability this would be a financing transaction).
The features that may indicate that the substance of a transaction is different from its legal form are:

· where the control of an asset differs from the ownership of the asset

· where assets are ‘sold’ at prices that are greater or less than their fair values

· the use of options as part of an agreement

· where there are a series of ‘linked’ transactions.
It should be noted that none of the above necessarily mean there is a difference between substance and legal form.
(b)

Extracts from the income statements
(i)
reflecting the legal form:
[image: image2.emf]
(ii)
reflecting the substance:
[image: image3.emf]
(c)

It can be seen from the above that the two treatments have no effect on the total net profit reported in the income statements, however, the profit is reported in different periods and the classification of costs is different. In effect the legal form creates some element of profit smoothing and completely hides the financing cost. Although not shown, the effect on the statements of financial position is that recording the legal form of the transaction does not show the inventory, nor does it show the in-substance loan. Thus recording the legal form would be an example of off balance sheet (statement of financial position) financing. The effect on an assessment of Wardle using ratio analysis may be that recording the legal form rather than the substance of the transaction would be that interest cover and inventory turnover would be higher and gearing lower. All of which may be considered as reporting a more favourable performance.
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