University of Essex






      Prem Sikka
School of Accounting, Finance & Management
QUESTION

OFF BALANCE SHEET FINANCING

A) What is off balance sheet financing?

B) What might be the possible impact of off balance sheet financing schemes on financial reporting?

C) What could be done to mitigate the effects of off balance sheet financing schemes on financial reporting?

D) Why might the attempts by accounting regulators to tackle off sheet financing fail?

E) A distiller produces quality whisky for export to overseas markets. The company invests heavily in suitable wooden vats, heating and quality control processes. It has recently experienced cash flows problems and has negotiated a financial agreement. Under this on 1 January 2XX1 the distilling company will sell part of its stock of whisky to a financial institution for £10 million with an agreement to buy it back two year for £12.1 million.  The company directors are keen on this contract as this helps to improve cash flow and also does not result in a charge to the profit and loss account. The company has asked your advice.
Class discussion

The whisky company has transferred no risks and rewards of ownership to the bank and has merely borrowed money on the security of an appreciating asset.

The stock should remain in the balance sheet of the whisky blending company, at the date of the initial advance (1 January 20X1) at £10 million, with the cash received from the bank shown as a liability.

In the accounts for 20X1, there should appear in the profit and loss account a finance charge of £1 million, representing 10% of the amount of the effective advance. The amount of the ‘loan’ will be shown in the balance sheet for 31 December 20X1 at £11 million – £10 million initial advance and £1 million interest accrued and unpaid.

For 20X2, the finance charge should be £1.1 million; the original advance was £10 million and the interest for year 1 of £1 million has not yet been paid and so the total advance for the duration of year 2 is £11 million (therefore, £11 million x 10% = £1.1 million interest). The recorded value of the advance is increased to £12.1 million and will be deleted from the balance sheet when repayment is made on 1 January 20X3.

Had the transaction instead been accounted for as a normal sale, stock would have been reduced by £10 million and cash would have been increased by £10 million in the whisky blending company’s balance sheet at 1 January 19X1. In such a case the financing arrangement would remain off balance sheet and the assets of the company would also be understated.

