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-  Commercial (Economic/Real) Substance over Legal (Apparent) Form 

 

ELEMENTS OF FINANCIAL STATEMENTS   

 

Transactions are grouped into broad classes within the financial statements, these are the 
elements of financial statements and include: 

 Assets, liabilities and equity (financial position) 
 Income and expenses (financial performance) 

Definitions 

Asset: a resource controlled by an entity as a result of past events and from which 
future economic benefits are expected to flow to the entity. 
Liability: A present obligation of the entity arising from past events, the settlement 
of which is expected to result in an outflow from the entity of resources embodying 
economic benefits. 
Equity: the residual interest in the assets of the entity after deducting all of its 
liabilities. 
Income: Increases in economic benefits during the accounting period, other than 
those relating to contributions from equity participants. 
Expenses: Decreases in economic benefits during the accounting period, other 
than those relating to distributions to equity participants. 

Recognition 

Elements of financial statements can be recognised providing they meet the 
following criteria: 
 It is probable that any future economic benefit associated with the item will flow 

to or from the entity; and 
 The item has a cost or value that can be measured with reliability. 
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COMMON FORMS OF OFF-BALANCE SHEET FINANCING  

 

CONSIGNMENT INVENTORY 
Consignment inventory is an arrangement where inventory is held by one party (say a distributor) 
but is owned by another party (for example a manufacturer or a finance company). Consignment 
inventory is common in the motor trade and is similar to goods sold on a ‘sale or return’ basis. 
 
To identify the correct treatment, it is necessary to identify the point at which the distributor or 
dealer acquired the benefits of the asset (the inventory) rather than the point at which legal title 
was acquired. If the manufacturer has the right to require the return of the inventory, and if that is 
likely to be exercised, then the inventory is not an asset of the dealer. If the dealer is rarely 
required to return the inventory, then this part of the transaction will have little commercial effect in 
practice and should be ignored for the accounting purposes. The potential liability would need to 
be disclosed in the accounts. 

 

Indications that the inventory is not an 
asset of the dealer at delivery 

Indications that the inventory is an asset of 
the dealer at delivery 

Manufacturer can require dealer to return or 
transfer inventory without compensation. 

Manufacturer cannot require dealer to return or 
transfer inventory. 

Penalty paid by the dealer to prevent 
return/transfers of inventory at the 
manufacturer’s request. 

Financial incentives are given to persuade dealer 
to transfers inventory at the manufacturer’s 
request. 

Dealer has unfettered right to return inventory 
to the manufacturer without penalty and 
actually exercises the right in practice. 

Dealer has no right to return inventory or is 
commercially compelled not to exercise its right 
of return. 

Manufacturer bears obsolescence risk, e.g.: 

 Obsolete inventory is returned to the 
manufacturer without penalty, or 

 Financial incentives given by the 
manufacturer to prevent inventory being 
returned to it (e.g. on a model change or 
it becomes obsolete). 

Dealer bears obsolescence risk, e.g.: 

 Penalty charged if dealer returns inventory 
to manufacturer, or 

 Obsolete inventory cannot be returned to 
the manufacturer and no compensation is 
paid by manufacturer for losses due to 
obsolescence. 

Inventory transfer price charged by the 
manufacturer is based on manufacturer’s list 
price at date of transfer of legal title. 

Inventory transfer price charged by the 
manufacturer is based on manufacturer’s list 
price at date of delivery. 

Manufacturer bears slow movement risk, e.g.: 
Transfer price set independently of time for 
which dealer holds inventory, and there is no 
deposit. 

Dealer bears slow movement risks, e.g.: 

 Dealer is effectively charged interest as 
transfer price or other payments to 
manufacturer vary with time for which 
dealer hold inventory, or 

 Dealer makes a substantial interest free 
deposit that varies with the level of 
inventory held.  
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REQUIRED ACCOUNTING 

The following apply where it is concluded that 
the inventory is in substance an asset of 
dealer. 
(a) The inventory should be recognized as 

such in the dealer’s statement of 
financial position, together with a 
corresponding liability to the 
manufacturer. 

(b) Any deposit should be deducted from 
the liability and the excess classified as 
a trade payable. 

Where it is concluded that the inventory is not in 
substance an asset of the dealer, the following 
apply. 
(a) The inventory should not be included in the 

dealer’s statement of financial position until 
the transfer of risk and rewards has 
crystallized. 

(b) Any deposit should be included under ‘other 
receivables’. 

 

EXAMPLE 42A 

Daley motor co. owns a number of car dealerships throughout a geographical area. The terms of 
the arrangements between dealerships and the manufacturer are as follows: 
(a) Legal title passes when either cars are used by Daley co. for demonstration purposes or 

sold to a third party. 
(b) The dealer has a right to return vehicles to the manufacturer without penalty. (Daley co. has 

rarely exercised this right in past.) 
(c) The transfer price is based on the manufacturer’s list price at the date of delivery. 
(d) Daley co. has make a substantial interest free deposit based on numbers of cars held. 
 
Should the asset and liability be recognized by Daley co. at the date delivery? 
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SALE AND REPURCHASE AGREEMENTS 
These are arrangements under which the company sells an asset to another person on terms that 
allow the company to repurchase the asset in certain circumstances. A common example is the 
sale and repurchase of maturing whisky inventories. 
 
The key question is whether the transaction is a straightforward sale or whether it is, in effect, a 
secured loan. It is necessary to look at the arrangement to determine who has the rights to the 
economic benefits that the asset generates, and the terms on which the asset is to be 
repurchased. 
 
If the seller has the right to the benefits of the use of the assets, and the repurchase terms are 
such that the repurchase is likely to take place, the transaction should be accounted for as a loan. 

 

Indications of sale of original asset to buyer 
(the seller may retain a different asset) 

Indications of no sale of original asset to 
buyer (secured loan) 

 Sale price does not equal market value at the 
date of sale. 

No commitment for seller to repurchase asset, 
e.g. call option where there is a real possibility 
the option will fail to be exercised 

Commitment for seller to repurchase asset, 
e.g.:  

 Put and call options with the same exercise 
price 

 Either a put or a call option with no genuine 
commercial possibility that the option will fail 
to be exercised, or 

 Seller requires asset back to use in its 
business or asset is in effect the only source 
of seller’s future sales. 

Risks of changes in asset value borne by buyer 
such that the buyer does not receive solely a 
lender’s return, e.g. both sale and repurchase 
price equal market value at the date of 
sale/repurchase. 

Risks of changes in asset value borne by seller 
such that the buyer receive solely a lender’s 
return, e.g.: 

 Repurchase price equals sale price plus 
costs plus interest 

 Original sale price adjusted 
retrospectively to pass variations in the 
asset to the seller 

 Seller provides residual value guarantee 
to buyer or subordinated debt to protect 
buyer from falls in the value of the asset 

Nature of the asset is such that it will be used 
over the life of the agreement, and seller has no 
rights to determine its use. Seller has no rights 
to determine asset’s development or future 
sale. 

Seller retains right to determine asset’s use, 
development or sale or rights to profits 
therefrom. 
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REQUIRED ACCOUNTING 

Sales and purchase are to be recorded as 
usual. 

Where the substance of the transaction is that of 
a secured loan: 
(a) The seller should continue to recognize 

the original asset and record the proceeds 
received from the buyers as a liability. 

(b) Interest, however designated, should be 
accrued. 

(c) The carrying amount of the asset should 
be reviewed for impairment and written 
down if necessity. 

 

Sale and leaseback transactions 
A sale and leaseback transaction involves the sale of an asset and the leasing back of the same 
asset. The lease payment and the sale price are usually negotiated as a package. 
 
The accounting treatment depends upon the type of lease involved. If the transaction result in a 
financial lease, then it is in substance a loan from lessor to lessee (the lessee has sold the asset 
and then leased it back), with the asset as security.in this case, any ‘profit’ on the sale should not 
be recognized such, but should be deferred and amortised over the lease term. 
 
If the transaction results in an operating lease and the transaction has been conducted at fair 
value, then it can be regarded as a normal sale transaction. The asset is derecognized and any 
profit on the sale is recognized. The operating lease instalments are treated as lease payments, 
rather than repayments of capital plus interest. 

 

EXAMPLE 42B 

A construction company, Mecanto co., agrees to sell to Hamlows Bank some of the land within its 
landbank. The terms of the sale are as follows: 
(a) The sale price is to be at open market value. 
(b) Mecanto co. has a right to develop the land on the basis that it will pay all the outgoings on 

the land plus an annual fee of 5% of the sale price. 
(c) Mecanto has the option to buy back the land at any time within the next five years. The 

repurchase price is based on: 
(i) Original purchase price 
(ii) Expenses relating to the purchase 
(iii) An interest charge of the base rate + 2% 
(iv) Less amounts received from Mecanto by Hamlows 

(d) At the end of five years Hamlows Bank may offer the land for sale generally. Any shortfall 
on the proceeds relative to the agreed purchase price agreed with Mecanto has to be 
settled by Mecanto in cash. 

Should the asset continue to be recognized by Mecanto Co. and the sales proceeds treated as a 
loan? 
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Factoring of Receivables/Debts 
Where debts or receivables are factored, the original creditor sells the debts to the factor. The 
sales price may be fixed at the outset or may be adjusted later. It is also common for the factor to 
offer a credit facility that allows the seller to draw upon a proportion of the amounts owed. 
 
In order to determine the correct accounting treatment it is necessary to consider whether the 
benefits of the debts have been passed on to the factor, or whether the factor is, in effect 
providing a loan on the security of the receivable balances. If the seller has to pay interest on the 
difference between the amounts advanced to him and the amounts that the factor has received, 
and if the seller bears the risks of non-payment by the debtor, then the indications would be that 
the transaction is a loan. 

 

Indications that the debts are not an 
asset of the seller 

Indications that the debts are an asset of the 
seller 

Transfer is for one non-refundable fixed 
sum. 

Finance cost varies with speed of collection of 
debts, e.g.: 

 By adjustment to consideration for original 
transfer, or 

 Subsequent transfers priced to recover cost 
of earlier transfers. 

There is no recourse to the seller for losses. There is full recourse to the seller for losses. 

Factor is paid all amounts received from the 
factored debts (and no more). Seller has no 
rights to further sums from the factor. 

Seller is requested to repay amounts received from 
the factor on or before a set date, regardless of 
timing or amounts of collections from debtors. 

 

REQUIRED ACCOUNTING 

Where the seller has retained no significant 
benefits and risks relating to the debts and 
has no obligation to repay amounts received 
from the factors, the receivables should be 
removed from its statement of financial 
position and no liability shown in respect of 
the proceeds received from the factor. A 
profit or loss should be recognized, 
calculated as the difference between the 
carrying amount of the debts and the 
proceeds received. 

Where seller does retain significant benefits and 
risks, a gross asset (equivalent in amount to the 
gross amounts of the receivables) should be 
shown in the statement of financial position of the 
seller within assets, and a corresponding liability in 
respect of the proceeds received from the factor 
should be shown within liabilities. The interest 
element of the factor’s change should be 
recognized as it accrues and included in profit or 
loss with other interest charges. Other factoring 
costs should be similarly accrued. 
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EXAMPLE 42C 

An entity has an outstanding receivables balance with a major customer amounting to Rs.12 
million and this was factored to FinanceCo on 1 September 20X7. The terms of the factoring were: 
 FinanceCo will pay 80% of the gross receivable outstanding account to the entity 

immediately. 
 The balance will be paid (less the commission below) when the debt is collected in full. Any 

amount of the debt outstanding after four months will be transferred back to the entity at its 
full book value. 

 FinanceCo will charge 1.0% per month of the net amount owing from the entity at the 
beginning of each month. FinanceCo had not collected any of the factored receivable 
amounts by the year-end. 

 The entity debited the cash from FinanceCo to its bank account and removed the 
receivable from its accounts. It has prudently charged the difference as a commission 
expense. 

 
What are the correct accounting entries for this arrangement at year end of 30 September 2007? 
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ANSWER 42A 

(a) Legal form is irrelevant 
(b) Yes: only because rarely exercised (otherwise not) 
(c) Yes 
(d) Yes: the dealership is effectively forgoing the interest which could be earned on the cash 

sum. 

 

ANSWER 42B 

(a) No: the sale price is as for an arm’s length transaction. 
(b) Yes: Mecanto has control over the asset. 

Yes: Mecanto has to pay a free based on cash received. 
(c) Yes: the interest is charged on the proceeds charged by Mecanto. 

Yes: the repurchase price is based on lender’s return. 
(d) Yes: option ensure that Mecanto bears all the risk (both favourable and unfavourable) of 

changes in the market value of land. 
 
In this case the evidence overwhelmingly suggests that Mecanto has obtained a loan from 
Hamlows using the land as security. So the asset should continue to be recognized as an asset 
and sale proceed should be treated as a loan. 

 

ANSWER 42C 

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 derecognised nor should all of the difference between the gross receivable and the amount 
received from the factor have been treated as commission expense. 
 
The entry should have been: 
Cash      Rs.9.6m 
 Loan from Finance Co   Rs.9.6m 
 
After a month the following entry shall be made: 
Interest expense   Rs.0.96m 

Loan from Finance Co  Rs.0.96m 

 
 

Dated: 06 October 2016 


