Chapter 7

Answer – HKAS 24 Related Party Disclosures

(I)
Multiple Choice Questions

	1.
	C
	


	2.
	A
	


	3.
	B
	


	4.
	C
	The general requirements of HKAS 24 for related party status are that two or more parties are related if:

· One party has control of the other

· The parties are subject to common control

· One party has influence over the financial and operating policies of another party

· The parties are subject to influence from the same source.

An 10% investment in another company does not fall into any these categories.


(II)
Examination Style Questions

1.
(a)

Related party is considered to be related if one party has the ability, directly or indirectly, to control the other party or exercise significance over the other party in making financial and operating decisions. Parties are also considered to be related if they are subject to common control or common significant influence.

Related party transaction is a transfer of resources or obligations between related parties, regardless of whether a price is charged.

(b)

(i)
purchase or sale of goods (finished or unfinished);

(ii)
purchase or sale of property and other assets;

(iii)
rendering or receiving 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 collateral;

(x)
management contracts; and

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



(Any 5 with 1 mark for each, total 5 marks)

(c)

(i)
S Ltd is directly controlled by H Ltd hence they are related parties. However, no disclosure of transactions is required in the consolidated financial statements in respect of intra-group transactions.

(ii)
Mr Chan is key management personnel of H Ltd hence they are related parties. The transaction between Mr Chan and H Ltd is a leasing arrangement and therefore must be disclosed in the consolidated financial statements of H Ltd.

(iii)
Mr Cheung and S Ltd did not satisfy any conditions described in HKAS 24 for related party relationships and hence they are not related parties. Since Mr Cheung and S Ltd are not related parties, no disclosure of related party transactions is required in the consolidated financial statements of H Ltd, the holding company of S Ltd.

(iv)
Mrs Lee is the wife of Mr Lee who is both a major shareholder and a key management personnel of H Ltd hence Mrs Lee and H Ltd are related parties. The transaction between Mrs Lee and H Ltd are related parties. The transaction between Mrs Lee and H Ltd is financial in nature and therefore must be disclosed in the consolidated financial statements of H Ltd.

(v)
VP Ltd is controlled by Mr Lee who is both a major shareholder and key management personnel of H Ltd hence VP Ltd and H Ltd are related parties. However, the transaction was only HK$1,000 and it is expected that the transaction will not influence the economic decisions of the users. Therefore, it is not necessary to disclose the transaction in the consolidated financial statements of H Ltd.

2.
(a)(i)

Parties are considered to be related if one party has the ability, directly or indirectly, to control the other party or exercise significant influence over the other party in making financial and operating decisions. Parties are also considered to be related if they are subject to common control or common significant influence

(a)(ii)

All companies are related parties of the reporting enterprise because:

	A Ltd
	Indirect significant influence over the reporting enterprise through B Ltd.

	B Ltd
	Direct significant influence over the reporting enterprise by virtue of shareholding.

	C Ltd
	Under common significant influence of Mr Ma with the reporting enterprise.

	D Ltd
	Direct significant influence over the reporting enterprise by virtue of shareholding.

	E Ltd
	Direct control by the reporting enterprise by virtue of shareholding.

	F Ltd
	Having its managing director in common with the reporting enterprise.


(b)

Examples of related party transactions that may lead to disclosure:

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

- purchases or sales of property and other assets;

- rendering or receiving of services;

- agency arrangements;

- leasing arrangements;

- transfer of research and development;

- licence agreements;

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

- guarantees and collateral;

- management contracts; and

- provisions against or writing off of amounts due from related parties and writing back of such provisions.


(any five at 1 mark each, total 5 marks)

(c)

A related party relationship exists as World Ltd, under the control of Mrs Man, entered into transactions with Universe Ltd, which is controlled by a close family member of Mrs Man, her husband. The transaction involved is also material in the accounts of World Ltd and Universe Ltd.

The following information should be disclosed in the accounts of both World Ltd and Universe Ltd:

(i)
the nature of the relationship;

(ii)
the types of transactions, i.e. sales by World Ltd to Universe Ltd;

(iii)
the elements of the transactions necessary for an understanding of the financial statements. This information can include:

-
the amount of the sales;

-
pricing policies, e.g. whether the current price charges are on normal commercial terms or under special terms, etc.

3.
(a)

A related party transaction, as defined by HKAS 24, is a transfer of resources or obligations between related parties, regardless of whether a price is charged.

In accordance with HKAS 24, two or more parties are considered to be related:

(i)
if they are subject to common control or common significant influence;

(ii)
if one party has the ability, directly, or indirectly, to control the other party or exercise significant influence over the other party in making financial and operating decisions.

In this case, Reserve Limited influences the financial and operating decisions of Regular Limited through the composition of members of board in Regular Limited. Therefore, the two companies are considered to be related parties.

(b)

Related party relationships can have a significant effect on the financial position and operating results of the company and lead to transactions which would not normally be undertaken.

Even if transactions between related parties are at arm’s length, the disclosure of related party transactions is useful because it is likely or possible that future transactions be affected by such relationships.

Examples are:

(i)
A company may sell its specialized plant and machinery under special terms to its parent company because it is difficult to find another buyer in the market.

(ii)
A subsidiary may terminate relations with a trading partner on acquisition by the holding company of a fellow subsidiary engaged in the same trade as the former partner.

(iii)
A holding company may lease equipment to a subsidiary on other than market rates for equivalent leases.

(iv)
A company may sell a large proportion of its inventory to its subsidiary where it might not have found an alternative customer in the market.

(v)
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 through the sales between them.

(vi)
A subsidiary may refrain from developing or producing a new product which competes with its holding company because of the significant influence of another.
[Any 4 examples, 1 mark each, total 4 marks]

(c)

A variety of methods are used to price transactions between related parties. Examples are:

(1)
Comparable uncontrolled price method

This method sets the price by reference to comparable goods sold in an economically comparable market to a buyer unrelated to the seller. The goods or services supplied in a related party transaction are similar to those in normal trading transactions.

This method is appropriate for determining the cost of finance. For example, a holding company provides a loan to its subsidiary and charges interest using terms that are similar to those offered to customers.

(2)
Resale price method

Where goods, rights and services are transferred between related parties before sale to an unrelated party, the resale price method is determined by reducing the resale price by a margin. The re-seller seeks an amount which could cover its costs and make an appropriate profit.

This method is appropriate where the reseller provides the value-added service for the product. For example, the reseller provides training courses on imaging on top of selling beauty products.

(3)
Cost-plus method
Under this method, the price of the transactions between the manufacturer and the related purchaser is determined by mark-ups over the cost achieved by a comparable unrelated manufacturer or comparable returns on turnover or capital employed within the same industry.

This method is appropriate where a manufacturer sells finished products or semi-finished products through its related parties. For example, a manufacturer that does not have a retail outlet sells its goods through its related party’s retail chain.

(d)

(1)
Since Regular Limited and Reserve Limited are related parties, HKAS 24 requires disclosure of the relationship and transactions between the two reporting entities. Whether such transactions are at arm’s length or not, sufficient disclosure is required in both the financial statements of Reserve Limited and of Regular Limited.

The loan transaction shall be recorded as a liability in the books of Regular Limited and recorded as an asset in the books of Reserve Limited. As for the management fees, interest and dividend, these transactions shall be recorded as income in the books of Reserve Limited and recorded as expenses or appropriation of asset in the books of Regular Limited.

In case of Regular Limited and Reserves Limited, the information to be disclosed, as required by HKAS 24, includes amount of the management fees, interest, dividends as well as the amount and terms of the loan.

(2)
John Wong is a finance director, and therefore a key member of management, of Reserve Limited. Reserve Limited controls Regular Limited through the composition of the board of directors. According to HKAS 24, John Wong and Regular Limited are related parties because John Wong has significant influence over Regular Limited in making financial and operating decisions.

HKAS 24 requires a description of the type of transactions and the elements of the transactions necessary for an understanding of the financial statements, such as the amount and pricing policy of such transactions. As a result, the terms and the amount involved in the lease contract have to be disclosed in the financial statements of both Reserve Limited and Regular Limited.

(3)
Since Regular Limited and Reserve Limited are related parties, it is necessary for both companies, Reserve Limited and Regular Limited, to disclose the type and elements of transactions, including the volume and pricing policies of the transactions: that is, the amount of $5,000,000 and cost plus method.

HKAS 24 specifies that it is inappropriate for disclosures about related party transactions to indicate that such transactions were effected on an arm’s length basis unless such an assertion can be substantiated.

In the books of Reserve Limited, this transaction shall be recorded as a normal purchase transaction; while this transaction shall be recorded as a normal sales transaction in the books of Regular Limited.

4.
The main issue of this case is whether the sale of the specialist equipment is a material related party transaction.

According to HKAS 24, two or more parties are considered to be related if they are subject to common control or common significant influence; and if one party has the ability to control or exercise significant influence over the other party in making financial and operating decisions. One of the key management of Dazie Limited, Mr Joe Woo, has an equity interest of 35% in Aberson Limited. Abserson Limited and Dazie Limited are subject to common significant influence, exercise by Joe Woo, over financial and operating decisions. Joe Woo controls Dazie Limited through his position as a director and the 35% equity interest in Abserson Limited is presumed to constitute significant influence.

Based on the discussion so far, the sale of specialist equipment to Aberson Limited should be accounted for as a related party transaction which is so material that disclosure is required to ensure proper understanding of this transaction. The loss on disposal of specialist equipment for $530,000 represents 13.77% ($530,000/$3,850,000) of profit before tax for the year ended 31 December 2004 and therefore is a material item. According to HKAS 24, the following information should be disclosed in a note to the financial statements for the year ended 31 December 2004:

· The related party relationship;

· Key management personnel compensation;

· The amount of transaction involved;

· The outstanding amount due from Abserson Limited;

· The terms and conditions of the transactions;

· The nature of the consideration to be provided in settlement; and

· Details of any guarantees given or received.

Even though the amount required to be disclosed is material in relation to the profit before tax, no prior year adjustment is required as the non-disclosure of items above do not affect the operating results of the company.

5.
(a)

HKAS 24 specifies the circumstances that give rise to related parties and states that a party is related to an entity if:

(i)
directly, or indirectly through one or more intermediaries, the party:

· Controls, is controlled by, or is under common control with, the entity (this includes parents, subsidiaries and fellow subsidiaries);

· Has an interest in the entity that gives it significant influence over the entity; or

· Has joint control over the entity;

(ii)
the party is an associate of the entity;

(iii)
the party is a joint venture in which the entity is a venturer;

(iv)
the party is a member of the key management personnel of the entity or its parent;

(v)
the party is a close member of the family of any individual referred to in (i) or (iv);

(vi)
the party is an entity that is controlled, jointly controlled or significantly influenced by or for which significant voting power in such entity resides with, directly or indirectly, any individual referred to in (iv) or (v); or

(vii)
the party is a post-employment benefit plan for the benefit of employees of the entity, or of any entity that is a related party of the entity.

(1 mark for each circumstance, maximum 6 marks)

(b)

The importance of disclosure of related party relationships and transactions in the case of the sale of goods on non-commercial terms:

(i)
Where related party relationships and transactions exist, the assumption that all transactions have been entered into willingly and at arm’s length (which means that the transaction is on normal commercial terms at fair value) may not be justified.

(ii)
In the case of the failure to disclose the related party relationship, users of the financial statements would assume that an entity has acted independently and in its own best interests. Thus, the credibility of the company’s financial statements will decline.

(iii)
Related party relationships and transactions lead to the danger that financial statements may have been distorted or manipulated. In the case of the sale of goods, the amount of sales, gross profit and net profit will be either overstated or understated. As a result, users of the financial statements may be misled and may make the wrong economic decisions.

(iv)
In this case, a parent company instructs all members of its group to buy certain products not on the user commercial terms from one of its subsidiaries. If there were no related party relationships among the companies, these transactions may not have occurred. If the parent were to sell the subsidiary, it would be important for the prospective buyer to be aware that the related party transactions would probably not occur in the future.

(c)

Both the Benny Limited (Benny) and Candy Limited (Canny) are the subsidiaries of Able Limited (Able). In accordance with HKAS 24, Benny and Candy are related parties to each other and to Able as they are under common control. In this case, one of the important aspects of related party relationships emerges because Candy has its interests subordinated; in particular, it may not be able to act in its own best interest when selling goods to Benny.

The Board of Able instructed Candy to charge Benny at a price that is lower than the market. The sales of goods from Candy to Benny will also affect reported revenue and cost of sales and working capital in the individual financial statements of Benny and Candy. The sale of goods from Candy to Benny has not been made at an arm’s length and such transactions have moved profits from Candy to Benny. In this case, Candy would have made a profit on these transactions of $12 million ($40 million x 30%) rather than the $2.8 million ($40 million x 7%) that it made. As a result, the users of financial statements, such as investors, may be misled by the contributions made by different individual companies to the group.

There may have been no real overall financial effect because intra-group transactions are eliminated in preparing the consolidated financial statements. There are not only financial implications of these related party sales to the users of the financial statements, but also non-financial implications:

(i)
Candy has minority interests of 40% and these shareholders have been deprived of their share of the $3.68 million [($12 million – $2.8 million) x 40%] distributable profit. This is unfairly prejudicing to the minority shareholders in Candy.

(ii)
The directors of Candy may be unfavorably prejudiced under the group profit-sharing policy as Candy profits are effectively $9.2 million ($12 million – $2.8 million) lower than they should be.

(iii)
Shareholders, financial analysis and institutional investors would find it difficult to appraise the performance of both Candy and Benny. This is because the related party transaction gives the impression that Candy is under performing and Benny is over performing.

6.
(a)

HKAS 24 “Related Party Disclosures” states that a party is related to an entity if the part:
(i)
directly or indirectly (1) controls, is controlled, or is under common control with the entity; or (2) has significant influence over the entity; or (3) has joint control over the entity; [1.5 marks]
(ii)
is an associate of the entity or is a venture in a joint venture; [0.5 mark]
(iii)
is a member of the key management personnel of the entity or its parent; [0.5 mark]
(iv)
is a close family member of those referred to in (i) or (iii); [0.5 mark]
(v)
is controlled or significantly influenced by an individual in (iii) or (iv); [0.5 mark]
(vi)
is a post-employment benefit plan for the benefit employees of the entity, or of any entity that is a related party of the entity. [0.5 mark]



(Maximum: 3 marks)
(b)

The disclosure of related party transactions, outstanding balances and relationships may affect assessments of the risks and opportunities facing an entity by users of financial statements. [1.5 marks] In particular, the operating results and financial position can be affected. Under the following situations:

(i)
Control, joint control or significant influence is exercised by companies in a wide range of situations. These relationships affect the financial position and results of a company and can lead to transactions that would not normally be undertaken or the transaction could not be at an arm’s length. [1.5 marks]
(ii)
The financial and operating decisions of a subsidiary company can be heavily influenced by the holding company even though there may be no inter-company transactions. For example, the existence of such relationship may be sufficient to affect the relationship and transactions of the entity with other parties. [1.5 marks]
(iii)
On the same basis, the transactions can be agreed upon by the related parties on terms substantially different from those with unrelated parties. For example, the leasing of office premises between group companies may be at a rent that is substantially lower than the market. [1.5 marks]
(c)(i)

Between Rubber Limited and the other three companies in the group:

Bank Limited, Pen Limited and Elastic Limited are all related parties of Rubber Limited [1 mark] for the following reasons:

· Band Limited and Pen Limited are controlled by Rubber Limited because Rubber Limited holds 90% of shares in Band Limited and 60% of shares in Pen Limited. [1 mark]
· Band Limited and Pen Limited are under the common control of Rubber Limited because the directors of Rubber Limited are also the directors of Band Limited and Pen Limited. [1 mark]
· Rubber Limited has significant influence over Elastic Limited because Rubber Limited holds 35% of the shares in Elastic Limited. [1 mark]

(4 marks)
(c)(ii)

Among Band Limited, Pen Limited and Elastic Limited
Band Limited and Pen Limited are related parties; however, these two companies may not be related parties of Elastic Limited [1 mark] for the following reasons:

· Band Limited and Pen Limited are related parties because the directors of Rubber Limited are also the directors of Band Limited and Pen Limited. [1 mark]
· Band Limited and Pen Limited may not be related parties of Elastic Limited because there is only one director in common. As a result, it would be difficult for that director to exert influence on the four other directors. [1 mark]
(c)(iii)

Top Limited and Rubber Group

Top Limited is a related party to Rubber Limited and to Band Limited and Pen Limited as Top Limited has significant influence over them; however, this does not apply to Elastic Limited [1 mark] because:
· Top Limited holds directly 40% of shares in Rubber Limited and could significantly influence Rubber Limited since the amount of holding is more than 20% and has no other evidence to prove the contrary. [1 mark]
· On the same principle, Top Limited holds indirectly (through Rubber Limited) 36% of shares in Band Limited and 24% in Pen Limited and could significantly influence them. [1 mark]
· Top Limited may not be able to have significantly influence over Elastic Limited because of its holding in Elastic Limited is only 14%, which is less than 20%. Based on the facts given in question, it is difficult for Top Limited to prove that it has significant influence through other means than shareholding. [1 mark]

(4 marks)

(d)

Ping Limited is a related party of Band Limited as the director, Mr. Lee, controls Ping Limited through shareholdings and is a member of the key management personnel of Band Limited. [1 mark] Since the director acts as a consultant of the management board of the company, Mr. Lee is considered to be a related party of Rubber Limited and Band Limited. [1 mark] Information regarding the relationship among Ping Limited, Mr. Lee, Rubber Limited and Band Limited should be disclosed in the group financial statements in terms of how one party has control or significant influence over the other. [1 mark]
Based on the discussion above, Ping Limited and Band Limited are related parties; as a result, the following information of the related party transaction should be disclosed in the consolidated financial statements:

· The amount of the transaction;

· The amount of outstanding balances;

· The terms and conditions of the transactions;

· The details of any guarantees given or received; and

· Any bad debt arising from that transaction, including the allowance for doubtful debts form the outstanding balances and the bad debts recognized as expense during the period. [2 marks]

(5 marks)

7.
(a)

Although a related party relationship may seem irrelevant if no related party transactions have occurred, this is not the case. It may be that if Motorworld is part of a well-respected group, this encourages other companies to treat the company more favourably than if the company were not part of such a group. Thus Motorworld may obtain custom, receive favourable credit ratings, and benefit from a superior management team simply by being a part of the Prestige Group. Indeed many companies take advantage of such a situation by ‘advertising’ on their product packaging and other material that they are part of (say) the Prestige Group. If Motorworld was purchased, it would no longer be a part of the Prestige Group and this may lead to a reduction in sales, credit lines etc. Given the inherent difficulty in determining the effect of these influences, no disclosure is required.

(b)

Where related party transactions have occurred, but they are conducted under normal commercial terms, there may seem little cause for concern. Once again this is not the case. It may be that but for the related party relationships the transactions would not have occurred at all. For example, the directors of the Prestige Group may have instructed all members of the group to buy their motor vehicle requirements from Motorworld. This would be a normal commercial decision, as it would keep any profit on such trading within the group rather than it going to an external party. However, if Motorworld were to be purchased on the basis of its reported results, any prospective purchaser would have to be aware that the intra-group trading that Motorworld may have benefited from may no longer arise once Motorworld ceases to be part of the Prestige Group.

(c)

Where related party transactions have occurred that are not at ‘arms length’ (normal commercial terms), this represents the obvious danger that the financial statements may have been manipulated for a specific purpose. The favourable aspect could apply either to Motorworld (i.e. Motorworld’s financial statements are improved) or Motorworld’s interest could have been subordinated to other members of the group. HKAS 24 lists, amongst other items, purchase and sales of goods and other assets, agency, licensing and leasing arrangements, provision of finance and guarantees and collateral. Taking these as indicative means there is hardly an area of financial reporting that could not be affected by related party transactions. Most obvious would be the possible manipulation of profitability, taxation expense, liquidity ratios and gearing. HKAS 24 requires the reporting entity to disclose the nature of the related party relationships as well as the types of transactions and the elements of the transactions that are necessary for an understanding of the financial statements. Thus in assessing the performance of Motorworld, a prospective purchaser would need to study carefully the disclosures required by HKAS 24.

It should be added that in many jurisdictions, the members of a group do not have a completely free choice of pricing policies. There are often strict rules (usually originating from taxation authorities) over the setting, for example, of transfer prices.

8.
A related party is defined in HKAS 24 as any party, enterprise or individual, that has the ability to control the other party or exercise significant influence over the other party in making financial and operating decisions. Parties are also considered to be related if they are to common control or common significant influence.

N Ltd is not a related party since B Ltd is not controlled nor significantly influenced by N Ltd, and they are not subject to common control nor common significant influence.

S Ltd is not a related party since M Ltd’s indirect shareholding in X Ltd is too diluted to represent significant influence. This means X Ltd and B Ltd are not under common significant influence.

Ken YEUNG, Paul YEUNG, Siu Chuen YIP, Arthur YEUNG, Ernst YEUNG are not related parties since they are not key management personnel of B Ltd nor its holding company M Ltd.

9.
HKAS 24 defines two or more parties as related if one party has the ability, directly or indirectly, to control the other party or to exercise significant influence over the other party in making financial and operating decisions. Parties are also considered to be related if they are subject to common control or common significant influence.

Control is defined as ownership, directly or indirectly, of more than one half of the voting power of an enterprise, or a substantial interest in voting power and that power to be directly, by statute or agreement, to govern the financial and operating policies of the management of the enterprise.

Significant influence is defined as participation in the financial and operating policy decisions of an enterprise without control of those policies. Significant influence may be exercised in several ways – usually by representation on the board of directors, or by participation in the policy-making process.

Based on the guidance and definitions contained in HKAS 24, the above transactions are interpreted as follows:

(i)
Telesense paid consulting fees of approximately HK$2 million to Patrick Ng

It should not be disclosed as a related party transaction as Patrick Ng is just a minority shareholder of a subsidiary of Telesense. And neither Telesense nor Pacific.com have control or influence over Patrick Ng who thus does not fall into category of related party.

(ii)
Telesense purchased telecommunication equipment of approximately HK$10 million from Telecom.

Its should be disclosed as a related party transaction. Telecom is 100% owned by Peter Chung who also owns 80% of Telesense. Therefore, Peter Chung is able to exercise both control and influence over Telecom and Telesense. Thus, Telecom and Telesense are related parties as they are under common control and influence.

(iii)
Telesense sold telecommunication equipment of approximately HK$5 million to Cable.com

It should be disclosed as a related party transaction. Cable.com is 28% owned by Telesense and thus Telesense should be able to exercise significant influence over Cable.com. Therefore, Telesense and Cable.com are regarded as related parties and their transactions should be disclosed as related party transactions.

10.


	Party
	Reasons

	A
	A controls C

	B
	B is under common control of A

	D
	D is controlled by C

	E
	E is under indirectly significant influence of C

	Directors of A and C
	They are key management personnel of C or its parent

	P
	P is controlled by a director of C

	c3’s spouse’s father
	c3 is a close family member of a director of C (only if he has significant influence over c3, or vice versa)

	L
	L is controlled by a close family member of a director of C (same assumption as above)


	Not related party
	Reasons

	F
	F is neither controlled by nor under significant influence of C, directly or indirectly

	Directors of B, D, E and F
	They are not key management personnel of C or its parent

	p1
	p1 is not key management personnel of C or its parent


11.
(i)
Parties related to B
	Enterprise
	Related party?
	Reason

	A
	Yes
	A directly controls B

	C
	Yes
	C is directly controlled by B

	D
	Yes
	D is under indirect significant influence of B

	E
	Yes
	E and B are under common significant influence of A

	F
	No
	A’s indirect shareholding in F is not conclusive to achieve significant influence. This means F and B are not under common significant influence of A

	G
	Yes
	G and B are under common control A

	H
	Yes
	H is directly controlled by B

	X
	Yes
	X is under direct significant influence of a director (key management personnel) of B


	Directors
	Related Party?
	Reason

	a1, a2, a3
	Yes
	They are directors of A, and therefore key management personnel of B’s holding company

	b1, b2, b3, b4, b5
	Yes
	They are key management personnel of B

	c1, c2, d1, d2, d3, e1, e2, f1, f2, f3, g1, g2, h1, h2
	No
	They are not key management personnel of B or its holding company, A


(ii)
Parties related to the group headed by B
The enterprises which are related or not related to the group headed by B are generally the same as in (i).

Any of the directors, c1, c2 h1 and h2, may also be included as a related party of the group headed by B if he is regarded a member of key management personnel of the group. This may occur, for example, if C or H is a material subsidiary of B and whose directors also play an important role in planning, directing and controlling the activities of the affairs of the group.

(iii)
Related party transactions
Workings:

Transactions with directors

c1 sold shirts to B and C (totaling HK$1,100,000): a related party transaction (assuming c1 is a related party as explained in (ii) above.

X purchased jeans from B (HK$800,000): a related party transaction

Directors purchased goods at a staff rate of 20%

· d2 is not a related party, so no disclosure is required

· the transaction with h2 is unlikely to be material, so no disclosure is required even though h2 may be a related party.

Transactions between enterprises

B purchased fabrics from A (HK$1,500,000): a related party transaction to disclose

B sold goods to C: an intra-group transaction, so exempt

B received management fees from:

- C (HK$800,000): an intra-group transaction, so exempt

- D (HK$300,000): a related party transaction to disclose

- E (HK$450,000): a related party transaction to disclose

- H (HK$500,000): an intra-group transaction, so exempt

- E purchases shoes from H (HK$480,000): related party transaction to disclose

“Related Party Transactions” Disclosure Note

During the year, the Group entered into the following transactions with related parties:

	
	HK$000

	Purchased of goods from the ultimate holding company
	1,500

	Purchased of goods from a key management personnel
	1,100

	Sales to a company under common significant influence of the ultimate holding company
	480

	Sales to a company under significant influence of a director
	800

	Management fees received from a company under the Company’s significant influence
	300

	Management fees received from a company under common significant influence of the ultimate holding company
	450


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

12.
(a)(i)

Related party relationships are part of the normal business process. Entities operate the separate parts of their business through subsidiaries and associates and acquire interests in other enterprises for investment or commercial reasons. Thus control or significant influence can be exercised over the investee by the investing company. These relationships can have a significant effect on the financial position and operating results of the company and lead to transactions which would not normally be undertaken. For example, a company may sell a large proportion of its production to its parent company because it cannot and could not find a market elsewhere. Additionally the transactions may be effected at prices which would not be acceptable to unrelated parties.

Even if there are no transactions between the related parties it is still possible for the operating results and financial position of an enterprise to be affected by the relationship. A recently acquired subsidiary can be forced to finish a relationship with a company in order to benefit group companies. Transactions may be entered into on terms different from those applicable to an unrelated party. For example, a holding company may lease equipment to a subsidiary on terms unrelated to market rates for equivalent leases.

In the absence of contrary information, it is assumed that the financial statements of an entity reflect transactions carried out on an arm’s length basis and that the entity has independent discretionary power over its actions and pursues its activities independently. If these assumptions are not justified because of related party transactions, then disclosure of this fact should be made. Even if transactions are at arm’s length, the disclosure of related party transactions is useful because it is likely that future transactions may be affected by such relationships. The main issues in determining such disclosures are the identification of related parties, the types of transactions and arrangements and the information to be disclosed.

(a)(ii)

The disclosure of related party information is as important to the user of the accounts of small companies as it is to the user of larger entities. If the transaction involves individuals who have an interest in the small company then it may have greater significance because of the disproportionate influence that this individual may have. The directors may also be the shareholders and this degree of control may affect the nature of certain transactions with the company.

It is possible that the costs of providing the information to be disclosed could outweigh the benefits of reporting it. However, this point of view is difficult to evaluate but the value of appropriate related party disclosures is particularly important and relevant information in small company accounts since transactions with related parties are more likely to be material. Small companies may take advantage of the provisions of s.141D of the Companies Ordinance to prepare simplified accounts, and thereby saving costs.

It is felt by some that the company legislation in Hong Kong in this area is sufficient to enable adequate disclosure. However The Companies Ordinance requires a certain amount of information as regards the disclosure of directors and other officers transactions but these requirements only give limited assurance and therefore HKAS 24 ‘Related Party Disclosures’ extends these requirements and helps produce a more comprehensive set of regulations in the area. It is argued that the confidential nature of such disclosures would affect small companies. However, small companies may apply to the Companies Registrar for not filing annual accounts, and thus rendering these disclosures unavailable to the public.

(b)(i)

HKAS 24 does not require disclosure of the relationship and transactions between the reporting entity and providers of finance in the normal course of their business even though they may influence decisions. Thus as RP is a merchant bank there are no requirements to disclose transactions between RP and AB because of this relationship. However, RP has a twenty-five per cent equity interest in AB. HKAS 24 states that an associate is a related party. Thus under HKAS 28 ‘Accounting for Investments in Associates’ if RP has 20% or more of the voting power it is presumed that significant influence exists and that AB is an associate. However if it can be demonstrated that significant influence does not exist, then it is not an associate. Thus the equity holding in AB may not necessarily mean that AB is an associate especially as the remaining seventy-five per cent of the shares are held by the management of AB who are likely to control decisions on strategic issues. Also merchant banks often do not regard companies in which they have invested as associates but as an investment. Often if the business of the investor is to provide capital to the entity accompanied by advice and guidance then the holding should be accounted for as an investment rather than an associate.

However, HKAS 28 presumes that a person owning or able to exercise control over twenty per cent or more of the voting rights of the reporting entity is a related party. An investor with a twenty-five per cent equity holding and a director on the board would be expected to have influence over the financial and operating policies in such a way as to inhibit the pursuit of their separate interests. If it can be shown that such influence does not exist, then there is no related party relationship. The two entities are not necessarily related parties simply because they have a main board director on the board of AB, although HKAS 28 does state that significant influence may be evidenced by representation on the board. Thus the determination of a related party relationship requires consideration of several issues.

If, however, it is deemed that they are related parties then all material transactions will require disclosure including the management fees, interest, dividends and the terms of the loan.

(b)(ii)

No disclosure under HKAS 24 is required in consolidated accounts of intragroup transactions and balances eliminated on consolidation. HKAS 24 does not address the situation where an undertaking becomes or ceases to be a subsidiary during the year. However practice in Hong Kong would seem to indicate that the transactions between related parties will be disclosed to the extent that they were undertaken when X was not part of the group. Disclosure should be made of transactions between related parties if they were related at any time during the financial period. Thus any transactions between RP and X during the period 1 July 1999 to 31 October 1999 will be disclosed but transactions prior to 1 July 1999 would have been eliminated on consolidation. Alternatively, one may argue that transactions during the period 1 July 1999 to 31 October 1999 also need not be disclosed because related party relationship did not exist. There is no related party relationship between RP and Z, as it is simply a business transaction unless there has been a subordinating of interests when entering into the transaction due to influence or control.

(b)(iii)

Retirement benefit schemes for the benefit of employees of the reporting entity are related parties of the entity under HKAS 24. The rendering or receipt of services is an example given in the HKAS as regards a situation which could lead to disclosure and also the payment of contributions involves the transfer of resources which has a degree of flexibility attached to it. The transfers of fixed assets ($10m) and the recharge of administrative costs ($3m) must be disclosed. The pension scheme’s investment managers would also be considered a related party of the reporting sponsoring company under HKAS 24. There would be a related party relationship because the investment manager can exercise significant influence over the financial and operating decisions of RP through his position as non-executive director of that company. Directors under HKAS 24 are deemed to be related parties. The fact that the investment manager is paid $250,000 as a fee and this is not material to the group does not mean that it should not be disclosed. Materiality is looked at in the context of its significance to the other related party which in this instance is the investment manager. It is possible that the fee will be material in this respect.

A7-16

