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QUESTION 6: SUBSTANCE OVER FORM 

 
On 1 January 20X7, a 70% subsidiary of AB sold a leasehold interest in a property to a bank for 
Rs.100 million. The property was carried in the financial statements at Rs.80 million and the 
remaining term of the lease was 20 years from 1 January 20X7. The subsidiary has the option to 
repurchase the leasehold interest on 31 December 20X7 for Rs.105 million or on 31 December 
20X8 for Rs.110 million. 
 
The subsidiary is obliged to repurchase the interest on 31 December 20X9 for Rs.117 million if not 
repurchased before. The early repurchase option was not exercised on 31 December 20X7. 
 
Your assistant has credited the sales proceeds to a suspense account that is included in current 
liabilities. In previous years, the leasehold property has been amortised over the lease term with 
the amortisation expense included in cost of sales. However, no amortisation charge has been 
made for 20X7 on the grounds that the leasehold interest has been disposed of on the first day of 
the year. 
 
Required: 
Explain the adjustments that would be required to correctly reflect this transaction in the 
consolidated financial statements of AB for the year ended 31 December 20X7. You should 
provide appropriate journal entries to support your adjustment.           (10 marks) 
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ANSWER TO QUESTION 6: SUBSTANCE OVER FORM 
 

This is a sale and repurchase which under the principles of IAS 18 could not be regarded as 
revenue. In order to identify the appropriate accounting treatment for the ‘sales proceeds’, it is 
necessary to apply the principles identified in the IASB Framework. 
 
The IASB framework requires entities to account for the economic reality (or substance) of 
transactions in order to faithfully represent them. It appears that the substance of this transaction 
is that the entity has a financial liability. 
 
Furthermore, the instrument appears to be held to maturity financial liability which will be dealt with 
under the ‘amortised cost’ method. The relevant loan would be regarded as having a maturity date 
of 31 December 20X9 and therefore the loan would be a non-current liability. Interest charged at 
the effective interest rate would be included as an expense in the income statement. 
 
Additionally, under the principles of IAS 16 Property, Plant and Equipment, the leasehold interest 
would need to be depreciated since the asset is retained and is consuming economic benefits. 
The charge to cost of sales would be Rs.4 million (Rs.80 m/20). 
 
The overall impact of the adjustments is shown in the following journal entries: 

 
DR   CR 
Rs.’m  Rs.’m 

Cost of sales (S)   4 
Property      4 

(Being extra depreciation) 
 
Current liabilities    100 
Finance cost (S)   5 

Non-current liabilities    105 
(Being reallocation of loan and inclusion of finance cost) 


