

Paper 7 Financial Accounting


Chapter 7 HKAS 24 Related Party Disclosures

1.
Objectives

1.1
Explain the significance of sufficient disclosure of related party transactions (關聯交易).

1.2
Define a related party relationship and identify the key elements in determining related party relationships.

1.3
Describe situations where two parties are possibly related.

1.4
Describe the disclosure requirements of HKAS 24 in respect of related party transactions.


[image: image1.wmf]Disclosure

Related Party

Issue

Scope of

HKAS 24

Definitions


2.
Introduction

2.1
The reader of a set of financials statements will generally presume that the reporting entity (RE) has entered into contracts as an independent party and that the figures shown are an unbiased reflection of the resultant transactions.

2.2
However, if those transactions are the result of trading between related parties then there is doubt as to whether the figures shown are unbiased.

2.3
A related party relationship can affect the financial position and operating results of an enterprise in a number of ways:

(i)
transactions may be entered into with a related party which may not have occurred if the relationship did not exist, e.g. an enterprise may sell a large proportion of its production to its parent enterprise, where it might not have found an alternative customer if the parent enterprise had not purchased the goods.

(ii)
transactions may be entered into with a related party on terms different from those with an unrelated party, e.g. the terms under which a subsidiary leases equipment to another subsidiary of a common parent may be imposed by the common parent and might vary significantly from one lease to another because of circumstances entirely unrelated to market prices for similar leases, indeed, the terms may be such that no financial consideration passes between the parties.

(iii)
transactions with third parties may be affected by the existence of the relationship, e.g. two enterprises in the same line of business may be controlled by a common party that has the ability to increase the volume of business done by each.

(iv)
A further example would be if subsidiary A is told by its parent to sell goods to subsidiary B at specially low price, so that subsidiary B makes a larger than normal profit when the goods are sold on. This might occur if the parent is ‘dressing subsidiary B up for sale’.

2.4
Without the disclosure of related party relationships and transactions, financial statement users may be misled to believe that such transactions are completed on an arm’s length basis.

2.5
Financial statements are prepared to provide information about an enterprise which is useful to different groups of users in making economic decisions. They are reported by the directors on the performance of the company to discharge their stewardship function. It is important that related parties transactions are adequately disclosed and users can determine the impact of such relationships on the financial statements.

3.
Definitions

	3.1
	DEFINITIONS

	
	(a)
Related party
Two or more parties are considered to be related if one party has the ability to control the other party or exercise significant influence over the other party in making financial and operating decisions.
(b)
Control
Control is defined as the ownership, directly or indirectly, of more than one half of the voting power of an enterprise, or a substantial interest in voting power and the power to direct, by statute or agreement, the financial and operating policies of the management of the enterprise.
(c)
Joint control
Joint control is the contractually agreed sharing of control over an economic entity.

(d)
Significant influence
Significant influence is referring to the participation in the financial and operating policy decisions of an enterprise, but no control of those policies.
Significant influence may be exercised in several ways, usually by

(i)
representation on the board of directors;

(ii)
participation in the policy making process;

(iii)
material intercompany transactions;

(iv)
interchange of managerial personnel;

(v)
dependence on technical information.

(e)
Close members of the family of an individual
They are those family members who may be expected to influence, or be influenced by, that individual in their dealings with the entity. They may include:

(i)
the individual’s domestic partner and children;

(ii)
children of the individual’s domestic partner;

(iii)
dependants of the individual or the individual’s domestic partner.

(f)
Key management personnel
They are those persons having authority and responsibility for planning, directing and controlling the activities of the entity, directly or indirectly, including any director (whether executive or otherwise) of that entity.

(g)
What is related party transaction?
Related party transaction is the transfer of resources or obligations between related parties, regardless of whether a price is charged. Examples of related party transactions are:

(i)
borrowing or lending at non commercial rates of interests;

(ii)
sale or purchase of assets at artificially high or low prices;

(iii)
management abuse of internal controls to favour another party outside the company.

(iv)
distortions of competitive tendering arrangements to favour a related party; and

(v)
supply of goods and services on favourable terms.


	3.2
	EXAMPLE 1

	
	X is an 80% owned subsidiary of T. Its directors are A, B, C and D. Which of the following are related parties of X?

(a)
V, which is not part of the T group, but of which A is a director.

(b)
Y, who owns 20% of the shares in X.

(c)
K, the financial controller of X (who is not a director).

(d)
M, the common law wife of the chairman of Q, a company in the T group.
Solution:

(a)
V and X are subject to common influence from A, but V is not a related party unless one or both companies have subordinated their own separate interests in entering into a transaction. (This assumes that A is the only director to serve on both boards; if there were a common nucleus of directors, a related party relationship would almost certainly exist.)

(b)
Y is almost certainly not a related party. According to the definition Y might be presumed to be a related party, but the existence of a parent company means that Y is unlikely to be able to exert influence over X in practice.

(c)
K may be a related party, despite the fact that he or she is not a director. A financial controller would probably come within the definition of key management (i.e. those persons in senior positions having authority or responsibility for directing or controlling the major activities and resources of the reporting entity). The issue would be decided by the extent to which K is able to control or influence the policies of the company in practice.

(d)
M may be a related party. Companies Q and X are under common control and M falls within the definition of close family of a related party of Q. (Close family means “those family members, who may be expected to influence, or be influenced by, that person in their dealings with the reporting entity.”) M is not a related party if it can be demonstrated that she has not influenced the policies of X in such a way as to inhibit the pursuit of separate interests.




4.
Scope of HKAS 24

4.1
This standard shall be applied in:

(i)
identifying related parties relationships and transactions;

(ii)
identifying outstanding balances between an entity and its related parties;

(iii)
identifying the circumstances in which disclosure of the items in (i) and (ii) is required; and

(iv)
determining the disclosures to be made about those items.

(A)
Related party relationships within scope

4.2
The following parties are deemed to have the related party relationships:

(i)
Enterprises that directly or indirectly control, or are controlled by, or are under common control, with the reporting enterprise.
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	For any one company here as the reporting enterprise, all the remaining 3 companies are related parties to the reporting enterprise.


(ii)
Jointed ventures (per HKAS 31) and associates (per HKAS 28).
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	For any one company here as the reporting enterprise, all the remaining 2 companies are related parties to the reporting enterprise.


(iii)
Individuals having control or significant influence over the reporting enterprise, and close members of the family of any such individual.
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	Mr. X and close family member of Mr. X are related parties to Co. A, the reporting enterprise.


(iv)
Key management personnel and close family members of such management.
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	Mr. Y and close family member of Mr. Y are related parties to the reporting enterprises Co. A and Subsidiary of Co. A.


(v)
Enterprises in which a substantial interest in the voting power is owned (directly or indirectly) by any person described in (iii) or (iv) above which such a person is able to exercise significant influence.
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	All are related parties to the reporting enterprise, Co. A , Co. B or Co. C as appropriate.


(vi)
post-employment benefit plans of the reporting enterprise.

	4.3
	EXAMPLE 2
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Required:

Identify the related parties of ABC Ltd, the reporting enterprise, with references to HKAS 24.
Solution:

In relation to ABC Ltd in the above diagram:

(i)
Alpha Ltd is a related party as it has significant influence over ABC Ltd.

(ii)
Mr W is a related party as he is a key management, assuming Mr W is an executive director who is involved in planning, directing and controlling the activities of ABC Ltd.  Mr W's 50% interest and hence significant influence in Alpha Ltd alone is not conclusive in establishing related party relationship with ABC Ltd.

(iii)
Mrs W is a related party as she is a close family member of Mr W and may be expected to influence Mr W parson in his dealings with ABC Ltd. Mrs W'S 50% interest and hence significant influence in Alpha Ltd alone is not conclusive in establishing related party relationship with ABC Ltd.  Mrs W’s 10% interest in ABC Ltd alone is not conclusive in establishing related party relationship with ABC Ltd since significant influence in ABC Ltd is not evidenced by the 10% holding.

(iv)
Holding Ltd is a related party as it has control over ABC Ltd.

(v)
DEF Ltd and GHI Ltd are related parties as ABC Ltd owns more than 50% of each of them indicating control rests with ABC Ltd.

(vi)
JKL Ltd, a joint venture, is a related party, as it is significantly influenced by ABC Ltd.

(vii)
Ms V is a related party if she constitutes a member of key management personnel, which requiring that she is involved in planning, directing and controlling the activities of ABC Ltd.

(viii)
XYZ Ltd is a related party, as it is owned and controlled by Ms V, a member of key management personnel.

(ix)
It can be argued that Beta Ltd is a related party if either Mr W or Ms V is able to exercise significant influence over Beta Ltd.

(x)
PQR Ltd is a related party if GHI Ltd could exert significant influence over PQR Ltd.

(xi)
MNO Ltd is not a related party as DEF Ltd has no control or significant influence over MNO Ltd.

(xii)
STU Ltd is a related party because it is a member of a group whose holding company is an associate of ABC Ltd.




(B)
Parties deemed not to be related

4.4
The parties noted below are deemed not to be related parties simply due to their role as:

(i)
two enterprises simply because they have a director or other member of key management personnel in common, notwithstanding paragraphs 3.1 above (but it is necessary to consider the possibility, and to assess the likelihood, that the persons would be able to affect the policies of both enterprises in their mutual dealings);

(ii)
providers of finance in the course of their normal dealings;

(iii)
trade unions;

(iv)
public utilities;

(v)
government departments and agencies; and

(vi)
a customer, supplier, franchiser, distributor or general agent with whom an enterprise transacts a significant volume of business merely by virtue of the resulting economic dependence.

5.
The Related Party Issue

(A)
Affect on reporting enterprise

5.1
In fact, related party relationships are a normal feature of commerce and business. However, if the following situations could have affect on financial position and operating results if a related party relationship exists:

(i)
entering into transactions which unrelated parties would not;

(ii)
transactions not at the same amounts as for  unrelated parties;

(iii)
even if related party transactions do not occur, mere existence of the relationship may affect transactions with other parties.

(B)
Methods for pricing related party transactions

5.2
Related parties may have a degree of flexibility in the price-setting process that is not present in transactions between unrelated parties. A variety of methods is used to price transactions between related parties:

(i)
Comparable uncontrolled price method – sets out the price by reference to comparable goods sold in an economically comparable market to buyer unrelated to the seller.

(ii)
Resale price method – reduces the resale price by a margin, representing an amount from which the re-seller would seek to cover its costs and make an appropriate profit, to arrive at a transfer price to the re-seller. This method is used for transfers of other resources, such as rights and services.

(iii)
Cost-plus method – adds an appropriate mark-up to the supplier’s cost.

6.
Disclosure Requirement

(A)
Disclosure of control

6.1
Where the reporting entity is controlled by another party, there should be disclosure of the related party relationship and, if different, that of the ultimate controlling party. If either of these is not known, that fact should be disclosed.

6.2
These disclosures must be made whether or not any transactions have been taken place between the controlling parties and the reporting entity.

(B)
Disclosure of management compensation

6.3
Compensation granted to key management personnel must be disclosed in total for each of the following categories:

(i)
short-term employee benefits;

(ii)
post-employment benefits;

(iii)
other long-term benefits;

(iv)
termination benefits;

(v)
equity compensation benefits.

(C)
Disclosure of transactions and balances

6.4
If there have been transactions between related parties, the reporting entity should disclose the nature of the related party relationships, as well as the types of transactions and the details necessary for an understanding of the financial statements. Disclosure should be made irrespective of whether a price is charged. The disclosure should include:

(i)
a description of the relationship between the parties;

(ii)
a description of the transactions

(iii)
the amounts involved, or details of the appropriate proportions of outstanding amounts;

(iv)
provisions for doubtful debts in respect of the outstanding balances;

(v)
the bad debt expense in respect of outstanding balances.

6.5
All the disclosures required must be made separately for each of the following categories:

(i)
the parent;

(ii)
entities with joint control or significant influence over the entity;

(iii)
subsidiaries;

(iv)
associates;

(v)
joint ventures in which the entity is a venturer;

(vi)
key management personnel;

(vii)
other related parties.

6.6
The following are examples of situations where related party transactions may lead to disclosure by a reporting enterprise in the period which they affect:

(i)
purchases or sales of goods (finished or unfinished);

(ii)
purchases or sales of property and other assets;

(iii)
rendering or receiving of services;

(iv)
agency arrangements;

(v)
leasing arrangements;

(vi)
transfer of research and development;

(vii)
licence agreements;

(viii)
finance (including loans and equity contributions in cash or in kind);

(ix)
guarantees and collaterals;

(x)
management contracts;

(xi)
provisions against or write off of amounts due from related parties and write back of such provisions.

	6.7
	EXERCISE 1

	
	H Ltd is a manufacturing company with a subsidiary, S Ltd, and an associate, A Ltd. During the year ended 31 March 2001, the following transactions took place:

(i)
H Ltd sold goods for $800,000 to S Ltd.

(ii)
A Ltd paid a management fee of $500,000 to H Ltd.

(iii)
H Ltd rented office premises from Mr Leung, the managing director and shareholder of the company, and paid rental of $1,200,000.

(iv)
H Ltd purchased raw materials for $1,000,000 from B Ltd. The entire share capital of B Ltd was held by a close relative of the managing director of H Ltd.

The above transactions were conducted on arm’s length terms.

Required:
(a)
Explain the following terms in accordance with HKAS 24 “Related Party Disclosures”:

(i)
related party
(3 marks)

(ii)
related party transaction
(1 mark)

(iii)
control
(2 marks)

(iv)
significant influence
(2 marks)

(b)
Describe two possible pricing methods for related party transactions.
(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.
(12 marks)



(Total 25 marks)


(Adapted HKAAT Paper 7 Advanced Accounting Pilot Paper 2001 Q3)




	Solution:




7.
Other Sources of Regulations on Related Party Transactions

(A)
Companies Ordinance requirements

7.1
The relevant provisions regarding related party disclosures under the Companies Ordinance include:

	References
	Short Title

	Section 128
	Details of subsidiaries

	Section 129
	Details of other significant investments that are not subsidiaries

	Section 129A
	Identify of ultimate holding company

	Section 129D
	Directors report

	
	· identify of directors

· details of directors’ interests in contracts (also refer section 162)

· details of directors’ interests in management contract (also refer section 162A)

· details of directors’ rights to acquire shares or debentures

	Section 161
	Details of directors emoluments, pensions, etc.

	Section 161B
	Details of loans to officers, etc.

	Section 161B
	Further provisions relating to loans to officers, etc. of authorized financial institutions

	Tenth Schedule
	Details of balances with group companies


(B)
Listing Rules requirements

7.2
Appendix 16 of the Listing Rules and Chapter 18 of the GEM Rules require disclosure of additional information on related parties in the annual report of a listed company (the “listed issuer”), such as:

(i)
details of subsidiaries;

(ii)
biographical details of directors and senior management;

(iii)
interests of each director and chief executive of the listed issuer in the equity or debt securities of the listed issuer or any associated corporation (within the meaning of the Securities (Disclosure of Interests) Ordinance);

(iv)
details of any right to subscribe for equity or debt securities of the listed issuer granted to any director or chief executive of the listed issuer or to their close family members, and of the exercise of any such right;

(v)
details of directors’ service contracts;

(vi)
particulars of any contracts of significance in which a director was materially interested;

(vii)
particulars of any contracts of significance between the listed issuer and a substantial shareholder;

(viii)
particulars of any contracts of significance between the listed issuer or its subsidiaries, and a controlling shareholder or any of its subsidiaries (and for GEM, also include interests of a sponsor and a management shareholder);

(ix)
particulars of any arrangement under which a shareholder has waived or agreed to waive any dividends;

(x)
details of director’s remuneration; and

(xi)
details of five highest paid dividends.
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