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QUESTION 2: SUBSTANCE OVER FORM 

 
Z trades in motor vehicles, which are supplied by their manufacturer, X. Trading between the two 
entities is subject to a contractual agreement, the principal terms of which are as follows: 

 
 Z is entitled to hold on its premises at any one time up to 60 vehicles supplied by X. 

 
 X retains legal title to the vehicles until such time as they are sold to a third party by Z. 

 
 Z is required to insure the vehicles on its property, against loss or damage. 

 
 The price at which vehicles are supplied is determined at the time of delivery. 

 
 When Z sells a vehicle to a third party, it is required to inform X within three working days. X 

submits an invoice to Z at the originally agreed price; the invoice is payable by Z within 30 
days. 
 

 Z has the right to return any vehicle to X at any time without incurring a penalty. 
 

 Z is entitled to use any of the vehicles supplied to it for demonstration purposes and road 
testing. However, if more than a specified number of kilo-meters is driven in a vehicle, Z is 
required to pay X a rental charge. 

 
Required 
(a) Discuss the economic substance of the contractual arrangement between the two entities, 

in order to identify which entity should recognise the vehicles in inventory once they have 
been delivered to Z.          (7 marks) 

 
(b) Identify the point at which X should recognise the sale of its vehicles.   (3 marks) 
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ANSWER TO QUESTION 2: SUBSTANCE OVER FORM 

 
Part (a)  
The economic substance of the arrangement between the two entities is determined by analysing 
the risks and benefits of the transaction. The entity that receives the benefits and bears the risks of 
ownership should recognise the vehicles as inventory. Z, the motor vehicle dealer, appears to 
derive the following benefits: 
 It is free to determine the nature of the inventory it holds, in terms of ranges and models. 
 It is protected against price increases between the date of delivery to it and the date of sale 

because the price is determined at the point of delivery. 
 It has access to the inventory for demonstration purposes.  
 
Z incurs the following costs and risks: 
 X retains legal title to the goods, so in the case of dispute X would probably be entitled to 

recover its legal property. 
 Z is required to bear the cost of insuring the vehicles against loss or damage.  
 Although Z obtains the benefit of using vehicles for demonstration purposes a rental charge 

may become payable. 
 If price reductions occur between the date of delivery and the date of sale, Z will lose out 

because it will be required to pay the higher price specified upon delivery. 
 
The analysis of the risks and benefits of the transaction does not produce a clear decision as to 
the economic substance of the arrangement between the two parties. X bears the substantial risk 
of incurring costs related to slow-moving or obsolete vehicles because Z can return any vehicle to 
it, without incurring a penalty. This point alone is highly significant and may be sufficient to ensure 
that X, the manufacturer, should continue to recognise the vehicles in its own inventory. A further 
relevant point is that X is not paid until the point of sale to a third party, and thus it bears the 
significant financial risk involved in financing the entity. 
 
Part (b)  
In respect of the sale of goods, IAS 18 Revenue requires that a sale should be recognised when 
the selling entity transfers to the buyer the significant risks and rewards of ownership of the goods. 
As noted above, significant risks and some of the rewards of ownership remain with the 
manufacturer, X, until such time as the goods are sold by the dealer to a third party. Therefore, 
revenue should be recognised by X only when a sale to a third party takes place. 
 


