



Overview
The report aims to focus on summarizing and evaluating LHIC’s transactions with related individuals and entities by answering specific questions. As well the report provides details about how much money has been transferred between the related parties. Specific IFRS definitions are provided to explain the meaning and elaborate the discussion initiated through questions. The report takes all the reference from the case itself and the financial statements with some research from course textbook.
Discussion 
Introduction
1) A related party definition according to IFRS is a person or entity that is related to the entity preparing financial statements or reporting entity. [IAS 24.9] A person or family member of the person is related to reporting entity if that person has (i) control/joint control over the reporting entity (ii) has significant influence over the reporting entity (iii) member of the key management personnel of the reporting or the parent of the reporting entity. 
	Related party transactions are the transfer of resources, services or obligations between related parties and does not get affected by the price change [IAS 24.6] Hence, all the information in relation to transactions and balances which would affect the financial statement needs to be disclosed. 
Disclosures adequate for related party transactions under IFRS are: 
a. Disclosing the nature of related party relationship 
b. Number of transactions
c. Amount of outstanding balances  which would include the terms, conditions and guarantees
d. Doubtful accounts in relation to outstanding balance
e. Expense of doubtful accounts recognized during the period arising due to related parties

The standards require disclosure about related party transactions because information and user objective are correlated.  Disclosure information can change and impact the users of financial statements in a certain manner. Therefore, in related party transactions it is necessary to be transparent so that there is avoidance of frauds and, parties dealing with each other are truly aware of the balances and value of the accounts.
2) Related party transactions (RPTs) are measured at either the carrying amount or the exchange amount. IFRS does not require the transactions of related party to be specifically measured at fair value. Explaining carrying amount and exchange amount as follow: 
Carrying Amount - It is the amount at which an item is transferred, cost of service is provided or recorded in the accounts of the transferor. It includes the adjustment of amortization or impairment value for each year. When related party transactions are measured at the carrying amount, any difference between the carrying amounts of items exchanged is included as a charge to equity.
Exchange Amount – It is the agreed amount or the amount of consideration paid or received by related parties. When related party transactions are measured at the exchange amount, the gain or loss is recognized in income for the period. 

3) Comparing between subsidiary, joint venture and associate under IFRS: 

Subsidiary – A subsidiary is a company which is partly or completely owned by another company (parent) that holds a controlling interest in the subsidiary company. [IAS 27]
Subsidiary is controlled by the parent company and that control is gained when parent gains more than 50% voting rights of subsidiary company. Parent company can control subsidiary to govern financial and operating policies or to gain benefits.
	IFRS requires that parent companies (controlling entities with greater than 50% of voting rights) needs to prepare consolidated financial statements under IFRS 10.

Joint Venture - A joint venture requires a contractual agreement under which two entities or parties undertake an economic activity which is controlled jointly. If there is no contractual agreement then the joint venture does not deem to exist. Parties jointly share control while governing over the economic activities. [IAS 31]
	IAS 28 requires that investment in joint ventures must be accounted by equity method where initial investment is recognized at cost and adjusted after the post-acquisition in the investor’s share of investee’s net assets. The investor’s profit/loss and comprehensive income include its share of investee’s profit and loss. 
Associate – An associate is an entity, over which investor has significant influence and that is neither a subsidiary nor an interest in a joint venture. Significant influence means that the party has power to participate in decision making of financial and operational policies but do not have the power to control over those decisions. Significant influence can be acquired by purchasing more than 20% voting power but less than 50%. 
Similar to Joint venture, investment in associate is accounted by equity method as mentioned above. 
Financial Statement Analysis 
2) [image: ]The schematic diagram representing the relationship is as follow: 







3) The related parties with which LHIC had transactions in 2013 are LMI, Free to Guest Movies Ltd., Lakeview Flag licensing general partnership, Lakeview Flag management general partnership, XYZ Design Inc, and Keith Levit Photography. 
a. Hotel real estate ownership: LMI owns 42 hotels and LHIC owns 16 hotels.
b. Hotel management services:
Lakeview Flag Management General Partnership (LFMGP) receives fee for management services to each limited service company property which equal to 5% of gross revenue and to each full service company property for a fee equal to 4% of gross revenue. The LFLGP’s net income is $ 1,880,767 and LHIC entitles $ 470,192 which represents 25% of LFMGP’s net income. 
c. Franchising the brand and trademarks for “Lakeview Inn& Suites” and “Lakeview Resorts”
Lakeview Flag Licensing General Partnership holds the trademarks and trade names of “Lakeview Inn & Suites” and “Lakeview resorts”
4)	 The transactions between LHIC and LMI are: 
Marketing expense fee: $256,845
Accounting fees paid: $577,686
Management fees: 1,410,981
Asset management fee: $289,992
Reservation fees: $ 385,270
License fee: $ 524,332
5) 	The nature and amount of transactions are as follow: 
(i) The management fees paid to LFMGP is $ 1,881,767. (ii)The equity income from LFMGP in accrual base is $470,102 and the cash distribution received from LFLGP is $464,500.  (iii) The transfer of fund into LFMGP is the licenses fees of $1,881,309. The Funds transfer out of LFMGP includes the distribution of $464,500 to LHIC and the LMI shares 75% of $1,881,767 of net income which equals to $1,410,575.25.  The actual cash amount that transfer to LMI is not disclosed. 
Lakeview Flag Management General Partnership is collectively owned by LMI and LHIC. LFMGP earns management fee from LHIC.  According to schematic diagram, the income earned by LFMGP is distributed to LHIC and LMI. The General Partnership manages LHIC hotels and is designed to provide LHIC with an ongoing source of management fee revenue and to lessen LHIC’s requirements for employees and office space. All the revenue of LFMGP was driven from LHIC. Thus, the LHIC is very significant to LFMGP’s operation.
6) 	The transaction between LHIC and LFLGP includes license fees paid to LFLGP for the amount of $1,028,102. The income from LFLGP in accrual base is $704,265 and the cash distribution received from LFLGP is $570,360. The funds transfer into LFLGP is $1,028,102 of license fees; the fund transfer out of LFLGP to LHIC is $570,360 of distribution.  LMI entitles 51% of income from LFLGP which is $733,010. The actual cash amount that transfer to LMI is not disclosed. 
Lakeview Flag Licensing General partnership is jointly owned by LMI and LHIC. LFLGP earns licensing fee from LHIC and LMI.  According to schematic diagram, the income earned by LFLGP is distributed to LHIC and LMI. The license fees equal to 4% of gross room revenue. The principal purpose of the LFLGP is to hold the trademarks, trade names ,operating procedures, systems, related items and goodwill associated with the hotel flags known as “Lakeview Inn& Suites” and “Lakeview Resorts”. Some of the license fees came from the properties owned by LMI and the rest came from the properties owned by LHIC. LHIC is less significant to LFLGP’s operations compared to the significance of LHIC to LFLGP’s operation. The reason is that considerable amount of licensing fee was derived from properties owned by LMI. 
7)	 LHIC received management advisory, administration, assets management, human resource, office space, equipment necessary clerical and secretarial personnel, accounting, marketing service, and reservation service from LMI. 
LHIC received movie rental service from Free to Guest Movies Ltd and also received supply of artwork from Keith Levit Photography. 
The fair value is the consideration received from selling an asset or paying a liability if the transaction is conducted in a principal market and measured at current market condition.  
The management fee charged by LMI and LFMGP could be considered as fair value since the 4% of gross room revenue is within the 3%-5% of industry average. The licensing fee which equals to 4% of gross room revenue could also be considered as fair value since the industry average of franchise fee is 3%-15% of room revenues.  
The remuneration of 50,000 trusts units of the Trust is $1.00. Such remuneration is considered as fair value since the shares are traded in stock exchange and the share prices have never reached $1.00 since 2010.  Therefore, $1.00 of exercise price should be considered as fair value. 
For asset management, LMI is remunerated for its services with an asset management fee based on 0.3% of the net book value of income properties. Such remuneration is not recorded at fair value and the deprecation policy of assets could affect the amount of total remuneration.  
The financial statement does not provide any information related to the rational or method about how the price of management fee and licensing fee is determined.  According to note 15, the total amount of related party transactions is $4, 646, 879, which accounts for 20% of total expense and 12% of gross revenue. The amount is also more than the net income of the year. Thus, creditor should pay special attention to ……… (line missing here…please have a look) 
8) 	According to IFRS 12, the objective of disclosure of interests in other entities should enable financial statement user to evaluate the nature of, and risks associated with, its interest in other entities and the effects of those interests on its financial position, financial performance and cash flows.  
The financial statement of LHIC has disclosed all the names, nature of relationship and nature of business of related parties (note 1[j]).  LHIC also has separate notes for detail disclosure of LFLGP and LFMGP which are the most significant related parties of LHIC. We can evaluate the related party disclosure on both the principal level and detail level. In the detail level, the financial statement of LHIC has disclosed the nature, extent, contractual relationship, proportion of ownership, principal of business and financial position and financial performances of LFLGP and LFMGP. According to IFRS 12, para.21, the amount of detail disclosure of LHIC should consider to be adequate. From the perspective of principal level, the risks associated with the interests in joint control partnership are rarely mentioned in financial statement. It is worth to notice that significant amount of expenses has been paid to LFLGP and LFMGP and shareholders’ interest to the company’s income were reduced accordingly. Although the amount of transaction was significant and the company has going concern problem, the related risks that associated with the related transaction are not discussed in financial statement. The company also provides no explanations about why it only receives 25% of LFMGP’s net income when it has 50% of interest. Consequently, the users of financial statement are not able to evaluate the effects of the company’s financial position, financial performance and cash flows. 
9) 	Comparing to LHIC that owns only 16 hotels to LMI who owns 42 hotels. Thus, the purpose of the establishment of LFLGP and LFMGP could be, apparently, to integrate management and franchise business of the hotels that Levit family directly and indirectly owns. However, one potential issue is that these two partnerships could serve as vehicles that transfer the benefit of LHIC to LMI which is owned by Levit family. In this way, the significant royalties (which represent almost 12% of revenue and more than the net income) transferred to these two partnerships are then remitted back to LHIC so that users of financial statement would not be able to identify any significant impact on LHIC’s net income. Moreover, cash transferred between the three entities is not clearly presented in financial statement since the cash flow statement is prepared by indirect method. Hence, it is impossible for investors to evaluate the actual financial performance and financial position of LHIC. 
10) 	From a creditor perspective, the primary concern of Bank is whether LHIC has adequate amount cash to fulfill its debt obligations at maturity. The cash on balance sheet is $813,099 which is not sufficient to repay debt. Therefore, LHIC must obtain refinance to survive. Thus, the ability to generate positive cash flow is critical in determining whether the loan should be granted. 
The income statement showed that the revenue generate from operation is considerable. The net loss was mainly due to general and administration expenses, salaries and benefits expenses and interest expense. If the company is willing to reduce those expenses, the positive net income is achievable in the future. In addition, LHIC has 16 real estate properties and those properties could serve as collateral.  LHIC has sold income properties in 2013 for over 6 million. Thus, in the situation of default, Bank could expect the part of debt to be paid back by sale of property collateral.  
As discussed above, the notes of financial statement does not provide the pricing mechanism of related party transaction as well as exact amount of cash that transferred to related entities. In other words, there is a risk that portion of income could be transferred to the Levit family without paying the debt. Furthermore, even the income properties are pledged as collateral, they are illiquid and may take significant discount to sale. One of the solutions is to require LHIC to set up sinking fund to ensure that interest and debt obligation will be fulfilled.   
In conclusion, provide LHIC refinance as feasible. The Bank has already committed large amount of mortgage for LHIC.  Refusing the refinance and force the company to go bankruptcy may not serve the best interest of bank since the loss in the mortgage debt would be significant. LHIC has the ability to generate positive net income and is possible to recover in future. In the negotiation of the refinance, Bank should require LHIC to set up sinking fund and disclose more information about the related party transactions.  Bank should also monitor the loan and operation of LHIC closely to ensure the entire debt covenant is maintained. 

Application to Accounting Theory
1) Information asymmetry is present in any industry/market when one business has more information compared to others in a transaction. This results in information advantage which leads to adverse selection and moral hazards. (i) Adverse Selection: 
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