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QUESTION 3: SUBSTANCE OVER FORM 

 
A sells a machine to B for Rs.20,000 and at the same time agrees to buy it back in 1 year’s time 
for Rs. 21,800. The machine remains on A’s premises and A continues to use and to insure the 
machine. 
 
Before the above transactions, A is financed partly by long-term borrowing of Rs.30,000 current 
liabilities of Rs.45,000 and equity of Rs.90,000 and has non-current asset and current assets of 
Rs.80,000 and Rs.85,000 respectively. One of the conditions under which the loan was made (the 
‘covenant’) was that A’s total liabilities, both long- and short-term should not exceed Rs.80,000. 
 
Required: 
(a) Briefly discuss the substance of transaction and correct accounting treatment. 
(b) Prepare financial statement extracts comparing substance and legal form.          (10 marks) 
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ANSWER TO QUESTION 3: SUBSTANCE OVER FORM 
 
Part (a) 
In legal terms, following the first transaction, B is clearly the owner of the machine. However, the 
substance of the transaction is that A retains the risks and rewards of ownership, and effectively, 
has taken out a loan for a year at an interest rate of 9%. 
 
Applying the principle of substance over form, A should continue to carry the asset in its statement 
of financial position, with a corresponding liability to B. B would record the loan as a receivable in 
its own statement of financial position. 
 
Part (b) 
Extracts from two versions of A’s statement of financial position, one drawn up to show substance 
over form and the other to show legal form after the transaction are as follows: 

 Substance 
over form 

Legal 
form 

 Rs. Rs. 

Non-current assets  80,000 60,000 
Current assets  105,000 105,000 

 185,000 165,000 
   

Capital and reserves  90,000 90,000 
Long-term borrowing  30,000 30,000 
Current liabilities  65,000 45,000 

 185,000 165,000 

 
The statement of financial position prepared adopting the principle of substance over form shown 
total liabilities of Rs.30,000 + Rs.65,000 = Rs.95,000. This clearly breached the terms of the 
covenant. The statement of financial position prepared according to strict legal form, on the other 
hand, shown total liabilities of Rs.30,000 + Rs.45,000 = Rs.75,000. The terms of the covenant, 
technically, have not been breached.  
 


