AUGUST 2018
www.bdo.com.au

ACCOUNTING

NEWS
IN THIS EDITION
IFRS 16 SET TO HAVE
SUBSTANTIAL IMPACTS ON THE
FINANCIAL STATEMENTS OF
LESSEES
P1 IFRS 16 set to have substantial impacts on
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greater) impairment recognition
P7 Common errors when accounting for
investment property (IAS 40) – Part 1

In the April 2018 edition of Accounting News we noted that IFRS 16 Leases, which comes
into effect for financial reporting periods beginning on or after 1 January 2019, will
fundamentally change the manner in which lessees account for leases.
The following example of a simple building lease demonstrates just how significant that
change will be.
EXAMPLE
Lessor Company owns a building that it agrees to lease out to Company A under a lease
with the following terms:
XX The lease will be for a period of five years
XX The annual rental will be $155,000, payable annually in arrears
XX Lessor Company will give Company A $100,000 cash prior to the commencement
of the tenancy to enable Company A to fit out the premises to Company A’s
specifications.
Company A’s incremental cost of borrowing is 5.9%. There are no initial direct costs,
prepayments or restoration costs associated with the lease.
The present value of annual rentals of $155,000 payable annually in arrears at a discount
rate of 5.9% is $654,696.
The information provided below summarises how the accounting differs under IAS 17
Leases (IAS 17) and IFRS 16.
IAS 17
Under IAS 17, Company A recognises the lease expense, net of incentives provided by
Lessor Company, on a straight-line basis over the term of the lease.
The total rent payable over the five-year lease term is $675,000 ([$155,000 x 5] $100,000). The annual lease expense is therefore $135,000 ($675,000/5).

P11 Convertible notes – Are you accounting for
these correctly (Part 5)?
P13 BDO monthly webinars – please register
for 2018 webinars now
P14 New BDO resources and publications
P15 Comments sought on exposure drafts
In this edition, we continue to explore specific
aspects of the ‘triple threat’ new accounting
standards. This month we illustrate an example
of how the financial statements of lessees
will be impacted by the new leases standards,
IFRS 16 Leases, and we also demonstrate how
the new financial instruments standard, IFRS
9 Financial Instruments, could lead to earlier
and possibly greater levels of impairment of
financial assets.
We also continue our article series, common
errors when accounting for investment
property and convertible notes, illustrating
a note convertible into a variable number
of shares.
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The journal entries are as follows:
Inception of the lease
DR
Cash

CR

$100,000

Lease incentive liability (fit out)

$100,000

End of Year one
DR
Lease incentive liability ($100,000 X 1/5)

$20,000

Rental expense

$135,000

Cash (rent paid)

CR

$155,000

Years two to five
In years two to five, the journal entry will be:
DR
Lease incentive liability ($100,000 X 1/5)

$20,000

Rental expense

$135,000

Cash (rent paid)

CR

$155,000

The net annual rental expense recognised in profit or loss is therefore $135,000.
IFRS 16
At the commencement date of a lease being accounted for under IFRS 16:
XX The lessee must recognise a right-of-use (ROU) asset and a lease liability
XX The lease liability must be measured at the present value of the lease payments that
are not paid at that date
XX The ROU asset must be measured at cost, which is the sum of:
a. The amount of the initial measurement of the lease liability
b. Any lease payments made at or before the commencement date, less any lease
incentives received
c. Any initial direct costs incurred by the lessee, and
d. An estimate of costs to be incurred by the lessee in dismantling and removing the
underlying asset, restoring the site on which it is located, or restoring the underlying
asset to the condition required by the terms and conditions of the lease (unless
those costs are incurred to produce inventories).
Following initial recognition, the lessee must measure the lease liability by:
XX Increasing the carrying amount to reflect interest on the lease liability
XX Reducing the carrying amount to reflect the lease payments made
XX Remeasuring the carrying amount to reflect any reassessment or lease modifications,
or to reflect revised in-substance fixed lease payments.
Following initial recognition, a lessee must generally measure the ROU asset by
applying the cost model (i.e. cost less accumulated depreciation and accumulated
impairment losses).
Therefore, for Company A, at the inception of the lease, the lease liability is $654,696
(the present value of the lease payments) and the ROU asset is $554,696, calculated
as follows:
COMPONENT OF INITIAL MEASUREMENT
Initial measurement of the lease liability

$654,696

Plus: Lease payments made at or before commencement date

Nil

Plus: Initial direct costs incurred by the lessee

Nil

Plus: Estimated restoration costs

Nil

Less: Lease incentives received

($100,000)

Total

$554,696
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At the commencement of the lease, Lessor Company pays Company A $100,000 cash.
This means that Company A’s journal entry at the inception of the lease will be:
DR
Cash

$100,000

ROU asset

$554,696

Lease liability

CR

$654,696

Each year, Company A will make a cash payment of $155,000. The lease liability will
decrease over the period of the lease as follows:
YEAR OPENING
VALUE

INTEREST EXPENSE CASH
(5.9% X OPENING PAID
VALUE)

CLOSING VALUE
(OPENING VALUE +
INTEREST – CASH PAID)

1

$654,696

$38,627

$155,000 $538,323

2

$538,323

$31,761

$155,000 $415,084

3

$415,084

$24,490

$155,000 $284,574

4

$284,574

$16,790

$155,000 $146,364

5

$146,364

$8,636

$155,000 Nil

Assuming no impairment of the ROU asset, and the depreciation of the ROU asset
on a straight-line basis over the five-year lease period, the ROU asset will decrease by
$110,939 ($554,696/5) in each year of the lease.
The journal entries over the remaining period of the lease are as follows:
End of Year one
DR
Depreciation

CR

$110,939

ROU asset

$110,939
DR

Interest expense

$38,627

Lease liability ($155,000-$38,627)

$116,373

Cash

CR

$155,000

At the end of Year one, Company A will have the following ROU asset and lease liability:
Right-of-use asset (cost less accumulated depreciation)

$443,757

Lease liability (carrying value per the table above)

$538,323

End of Year two
DR
Depreciation

$110,939

ROU asset

$110,939
DR

Interest expense
Lease liability ($155,000-$31,761)
Cash

CR

CR

$31,761
$123,239
$155,000

At the end of Year two, Company A will have the following ROU asset and lease liability:
Right-of-use asset (cost less accumulated depreciation)

$332,818

Lease liability (carrying value per the table above)

$415,084
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End of Year three

DR
DR

Depreciation

CR

$110,939

ROU asset

$110,939
DR

Interest expense

$24,490

Lease liability ($155,000$24,490)

$130,510

Cash

CR

$155,000

Right-of-use asset (cost less accumulated
depreciation)

$221,879

Lease liability (carrying value per the table
above)

$284,574

End of Year four
DR

CR

$110,939

ROU asset

$110,939
DR

Interest expense

$16,790

Lease liability ($155,000$16,790)

$138,210

Cash

CR

$155,000

At the end of Year four, Company A will have the following ROU
asset and lease liability:
Right-of-use asset (cost less accumulated
depreciation)

$110,940

Lease liability (carrying value per the table
above)

$146,364

End of Year five
DR
Depreciation
ROU asset

Lease liability ($155,000$8,636)
Cash

$8,636
$146,364

$155,000

At the end of Year five, Company A’s ROU asset and lease liability
will both have been written down to Nil.
CONCLUDING THOUGHTS

At the end of Year three, Company A will have the following ROU
asset and lease liability:

Depreciation

Interest expense

CR

CR

$110,940
$110,940

As can be seen from the example above, the introduction of IFRS
16 will have a substantial impact on the financial statements and
key financial metrics of lessees:
XX Statement of financial position ratios will change due to the
recognition of ROU assets and lease liabilities
XX The current year portion of the lease liability will be a current
liability, which will impact working capital and associated ratios
XX The even lease expense recognised under IAS 17 will be
replaced by interest expense (which will decrease over time)
and depreciation – this will mean a larger impact on profit or
loss at the beginning of a lease than at later stages of a lease
XX Earnings before interest and tax (EBIT) and earnings before
interest, tax, depreciation and amortisation (EBITDA) will
increase due to an operating expense being replaced by
depreciation and interest expense
XX An operating cash flow for lease payments will be replaced by
a financing cash flow for the reduction in the lease liability and
an operating or financing cash flow for the interest expense.
In addition, the adoption of IFRS 16 will require additional
investment in human and technological resources, in particular for
those entities that are lessees in a large number of leases or where
there are complex lease calculations.
BDO LEAD
BDO has developed a web-based tool, BDO Lead, to assist
with the new complexities of lease accounting. BDO Lead has
extensive functionality and opportunity for customisation,
including the ability to account for changes to lease terms (which
can be significant, particularly for property leases), a built in audit
trail that provides details of all changes made within the tool, and
the provision of a centralised repository for information on lease
arrangements. More information on BDO Lead is available here,
including a video explaining its functionalities.
Due to independence issues, BDO Lead cannot be licenced to audit
clients of BDO.
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IFRS 9 COULD LEAD TO EARLIER (AND
FREQUENTLY GREATER) IMPAIRMENT
RECOGNITION
One of the major changes introduced by IFRS 9 Financial Instruments is the impairment of financial assets.
INCURRED LOSS MODEL
Currently, the ‘incurred loss’ impairment model for financial assets under IAS 39 Financial Instruments: Recognition and Measurement
recognises impairment losses on financial assets only when there is objective evidence of impairment as a result of a past event that
occurred subsequent to the initial recognition of the financial asset.
EXPECTED LOSS MODEL
In contrast, IFRS 9 uses a forward looking ‘expected loss’ model to determine the impairment of financial assets. The IFRS 9 ‘expected
loss’ model is a three stage model that recognises impairment based on whether there has been a significant deterioration in the credit
risk of a financial asset. The stage that the asset is in determines the amount of impairment to be recognised (as well as the amount of
interest revenue).
Under IFRS 9, at each reporting date, a three stage approach to impairment is applied as follows:
STAGE

IMPAIRMENT

INTEREST REVENUE

Recognise 12 month expected credit
losses (ECL)

Calculated based on the gross amount
of the asset (i.e. before credit losses have
been taken into account)

One:
Credit risk has not increased significantly
since initial recognition

(i.e. portion of ‘lifetime expected credit
losses’ resulting from default events that are
possible within 12 months of reporting date)
Two:
Credit risk has increased significantly since
initial recognition

Recognise lifetime expected credit losses Calculated based on the gross amount
(ECL)
of the asset (i.e. before credit losses have
been taken into account)
(i.e. expected credit losses resulting from
all possible default events over the life of
the instrument)

Three:
There is objective evidence of impairment
as at the reporting date (using the criteria
currently included in IAS 39)

Recognise lifetime expected credit losses Based on the net amount of the asset (i.e.
(ECL)
after credit losses have been taken into
account)
(i.e. expected credit losses resulting from
all possible default events over the life of
the instrument)
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Lifetime expected losses are the present value of expected credit losses that arise if a borrower defaults on its obligation at any point
throughout the term (i.e. the weighted average of losses multiplied by the probability of default during the term of the financial asset
are included in the analysis).
The recognition pattern for impairment and interest revenue is therefore:
STAGE:

1

2

3

Lifetime expected credit loss (ECL)

Impairment recognition:

12 month expected credit loss

Interest recognition:

On the gross (i.e. unimpaired) amount

On the net (i.e. impaired)
amount

EXAMPLE
Company A lends $100 to Company X for five years at 10% interest; the loan is unsecured.
At the end of:
XX Year one, the probability of default over the life of the loan is unchanged and there is a 0.5% probability of the loan defaulting in the
next 12 months with a 100% loss
XX Year two, Company X is expected to have cash flow problems due to a deterioration in economic conditions and is expected to breach
its loan covenants; the probability that the loan will default over the remaining life of the loan is 35%
XX Year three, Company X breaches its banking covenants; Company A estimates that the probability that the loan will default over the
remaining life of the loan is 60%.
The following table shows Company A’s calculation of impairment and interest revenue on the loan, and the impairment journal entries
at the end of each of the first three years of the loan period:
PERIOD

STAGE

End of year 1:

Stage one

End of year 2:

Stage two

End of year 3:

Stage three

IMPAIRMENT

INTEREST

IMPAIRMENT JOURNAL ENTRY

$0.50

Dr Profit or loss $0.50

$10

($100 x 0.5%)

Cr Impairment allowance $0.50

($100 x 10%)

$35

Dr Profit or loss $34.50

$10

($100 x 35%)

Cr Impairment allowance $34.50

($100 x 10%)

$60

Dr Profit or loss $25

$4

($100 x 60%)

Cr Impairment allowance $25

([$100 - $60] x 10%)

SIMPLIFIED APPROACH
IFRS 9 establishes a simplified approach to impairment in certain circumstances, as the diagram below illustrates:
TRADE RECEIVABLES AND CONTRACT ASSETS THAT DO
NOT CONTAIN A SIGNIFICANT FINANCING COMPONENT
TRADE RECEIVABLES AND CONTRACT ASSETS THAT DO
CONTAIN A SIGNIFICANT FINANCING COMPONENT

MUST USE SIMPLIFIED APPROACH (ALWAYS RECOGNISE
LIFETIME ECL)

ACCOUNTING POLICY CHOICE TO USE THE SIMPLIFIED
APPROACH

LEASE RECEIVABLES
SIMPLIFIED APPROACH NOT AVAILABLE FOR INTERCOMPANY LOANS AND RECEIVABLES, REGARDLESS OF THEIR MATURITY

7

ACCOUNTING NEWS

The simplified approach allows an entity to always recognise
lifetime ECL, rather than having to work through the three stage
model. It is only mandatory for trade receivables and contract
assets under IFRS 15 Revenue from Contracts with Customers
where there is no significant financing component. This is usually
the case where maturity is one year or less.
For long-term trade receivables, contract assets and lease
receivables, entities can choose to apply the simplified approach
as an accounting policy choice.
To determine the impairment allowance under the simplified
approach, trade receivables are grouped based on their due date
or other attributes (e.g. geographical location, customer credit
rating, industry etc.). Impairment losses are then calculated
based on a weighted average of expected credit losses, with the
weightings being based on the respective probabilities of default
– these probabilities must reflect both historical and forecast
credit conditions.
IFRS 9 is not prescriptive in how balances should be grouped
when assessing impairment and the standard includes extensive
guidance in this area.
The table below sets out a provision matrix which is one way
of applying the simplified impairment approach to a trade
receivables portfolio of $30 million:
DUE
STATUS

EXPECTED
DEFAULT
RATE

GROSS
CARRYING
AMOUNT

CREDIT LOSS
ALLOWANCE

Current

0.3%

$15 million

$45,000

1-30 days
past due

1.6%

$7.5 million

$120,000

31-60 days
past due

3.6%

$4 million

$144,000

61-90 days
past due

6.6%

$2.5 million

$165,000

> 90 days
past due

10.6%

$1 million

$106,000

$30 million

$580,000

Total

In this instance, impairment of $580,000 would be recognised on
the portfolio of receivables. The main differences compared to the
provision that would have been recognised under IAS 39 are:
XX It includes a provision for trade debtors that are current
(i.e. not yet past due), and
XX Default rates are based on both historic and forecast data.
CONCLUDING THOUGHTS
Changing from the IAS 39 ‘incurred loss’ model to the IFRS 9
‘expected loss’ model will likely result in earlier impairment
recognition, and the recognition of greater levels of impairment
over the life of financial assets.
In preparation for the implementation of IFRS 9, accounting
teams will need to ensure that their financial reporting systems
and processes are equipped to calculate impairment based on the
new requirements.

COMMON ERRORS
WHEN ACCOUNTING
FOR INVESTMENT
PROPERTY (IAS 40) –
PART 1
Following on from our recent ‘common error’ series on property,
plant and equipment, we continue this month with common
errors when accounting for investment property.
Ordinarily, investment property would meet the definition of
‘property, plant and equipment’ (PPE) and be accounted for
in accordance with IAS 16 Property, Plant and Equipment, with
revaluations recognised in other comprehensive income (OCI).
However, a specific standard, IAS 40 Investment Property, was
developed to account for this specific type of asset and requires
fair value increments and decrements to be recognised in profit or
loss instead.
Investment property is often a significant balance in the
statement of financial position of property investors. Making one
or a number of common errors in relation to this standard could
therefore have a material impact on profit or loss.
There are numerous ways in which preparers can get the
classification of investment properties wrong. This month
we focus on the first six common errors and will discuss the
remainder next month.
ERROR 1 – INVESTMENT PROPERTIES ARE NOT PPE
Investment properties usually comprise a building or piece of
land rented to tenants over a long period (more than one year).
As such, they would meet the definition of PPE to be accounted
for under IAS 16 if the separate standard on investment property
did not exist.
A common error is to account for investment properties as PPE
under IAS 16 rather than as investment properties using the
more specific standard, IAS 40. This could have a material
impact on the financial statements, with fair value movements
incorrectly recognised in OCI instead of profit or loss.
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Property, plant and equipment are tangible items that:
(a) are held for use in the production or supply of goods or
services, for rental to others, or for administrative purposes;
and
(b) are expected to be used during more than one period.
Definition of ‘property, plant and equipment’ in IAS 16
Investment property is property (land or a building—or part of
a building—or both) held (by the owner or by the lessee under
a finance lease) to earn rentals or for capital appreciation or
both, rather than for:
(a) use in the production or supply of goods or services or for
administrative purposes; or
(b) sale in the ordinary course of business.
Definition of ‘investment property’ in IAS 40
ERROR 1
Incorrectly accounting for investment properties as PPE, and
recognising fair value movements in OCI instead of in profit
or loss.
ERROR 2 – INVESTMENT PROPERTIES MUST BE LAND OR
BUILDINGS
In Error 1 above, we noted that the definition of PPE includes
tangible items held for ‘rental to others’ and that investment
property is ‘land or a building – or a part of a building – or both’.
The deliberate inclusion of the words ‘held for rental to others’
in the definition of PPE indicates the intention that some assets
held for rental are not investment property. This includes ‘owner
occupied property’, which is defined in IAS 40, but which is
accounted for under IAS 16.
Investment property is property (land or a building—or part of
a building—or both) held (by the owner or by the lessee under
a finance lease) to earn rentals or for capital appreciation or
both, rather than for:
(a) use in the production or supply of goods or services or for
administrative purposes; or

The issue of whether a telecommunications tower is a ‘building
or a part of a building’ was considered by the IFRS Interpretations
Committee who took a narrow view of the meaning of ‘building’
and concluded that a telecommunications tower, while leasing
space to telecommunication operators, lacks features usually
associated with a building such as walls, floors and a roof.
Similarly, structures such as advertising billboards and gas storage
tanks would also not be considered investment property.
ERROR 2
Treating assets held for rental as investment property when
they are not land or buildings.
ERROR 3 – PROPERTY BEING CONSTRUCTED OR
DEVELOPED FOR FUTURE USE AS INVESTMENT PROPERTY
Property companies often purchase properties with a view to
renovating or redeveloping them in order to maximise rental
returns in future, rather than for sale. Prior to 2009, such
properties were scoped out of IAS 40, and instead accounted for
under IAS 16 as PPE. Any fair value increments during long periods
of construction were effectively ‘locked’ in OCI because IAS 16
prohibits recycling of asset revaluation reserves to profit or loss
when PPE is derecognised.
Amendments to IAS 40 in 2009 specifically require these
properties to be accounted for as investment properties, even
during the construction or development phase.
The following are examples of investment property:
a. land held for long-term capital appreciation rather than for
short-term sale in the ordinary course of business.
b. land held for a currently undetermined future use. (If an
entity has not determined that it will use the land as
owner‑occupied property or for short-term sale in the
ordinary course of business, the land is regarded as held for
capital appreciation.)
c. a building owned by the entity (or held by the entity
under a finance lease) and leased out under one or more
operating leases.
d. a building that is vacant but is held to be leased out under
one or more operating leases.
e. property that is being constructed or developed for future
use as investment property.
IAS 40, paragraph 8

(b) sale in the ordinary course of business.
Owner-occupied property is property held (by the owner or
by the lessee under a finance lease) for use in the production or
supply of goods or services or for administrative purposes.
Definitions from IAS 40, paragraph 5
Classifying assets as PPE or investment property is relatively
simple in some situations, such as for a car hire vehicle which is
clearly not land or buildings and cannot fall within the scope of
IAS 40.
However, it is more complicated for some types of land and
buildings that earn rental, such as telecommunication towers,
where it is not clear whether those assets are land or buildings.

Even though this amendment was made a number of years ago,
some preparers may not be aware of it. Where the fair value/
revaluation model is being applied, this could result in a material
misstatement of profit or loss during the course of construction.
ERROR 3
Accounting for property held for construction or development
for future use as investment property as PPE.
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ERROR 4 – LAND IS INVESTMENT PROPERTY IF YOU HAVEN’T DECIDED WHAT
YOU WANT TO DO WITH IT
Property companies often purchase blocks of land, either to sell as subdivided parcels of
land, or for development as apartments, homes or offices. Such properties are classified
as ‘inventories’ under IAS 2 Inventories because the entity will sell them in the ordinary
course of business.
Sometimes property companies may acquire a parcel of land without knowing exactly
what they intend to do with it. Possibilities include:
XX Developing and then selling in the ordinary course of business as inventory (IAS 2)
XX Use as owner-occupied land (IAS 16), or
XX Renting out and holding for capital appreciation (IAS 40).
The following are examples of investment property:
a. land held for long-term capital appreciation rather than for short-term sale in the
ordinary course of business.
b. land held for a currently undetermined future use. (If an entity has not determined
that it will use the land as owner-occupied property or for short-term sale in the
ordinary course of business, the land is regarded as held for capital appreciation.)
c. a building owned by the entity (or held by the entity under a finance lease) and
leased out under one or more operating leases.
d. a building that is vacant but is held to be leased out under one or more operating
leases.
e. property that is being constructed or developed for future use as investment
property.
IAS 40, paragraph 8
A common error seen in practice is property companies assuming that all land acquired
is inventory, measured at the lower of cost and net realisable value. This could result in
assets on the balance sheet and profit or loss being understated if such property would
otherwise have been recognised at fair value.
ERROR 4
Treating land with an undetermined future use as inventories rather than investment
property.
ERROR 5 – TEMPORARILY LEASED PROPERTIES ARE NOT ALWAYS INVESTMENT
PROPERTIES
Despite the definition of ‘investment property’ specifically including property held to
earn rentals, if the intention from the outset is to sell a property in the ordinary course of
business, the fact that it is being rented out while the property is being marketed does not
automatically mean that it is an investment property.
Large properties may take a long period of time to sell, and renting them out in the
short-term is merely a means of reducing cash outflows from rates and taxes, etc. Also,
tenanted commercial properties may achieve a higher selling price than untenanted
properties. These types of properties should be classified as inventories.
If the entity measures investment property at fair value, automatically classifying such
properties as investment property rather than inventories could result in profit on sale of
the property being recognised prematurely in profit or loss.
Example:
Property Co purchases a vacant plot of land in the CBD for $10 million which it intends to
sell in the normal course of business.
Property Co has had expressions of interest from the owners of several buildings on
adjacent lots but is aware that the sale process could take a significant amount of time.
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Property Co therefore decides to lease the land to Parking Co which will use the land to
operate a temporary parking lot until the land is sold.
Property Co’s accounting policy is to measure investment property at fair value.
At reporting date, Property Co had an independent valuation of the land, which is now
worth $11 million.
Because Property Co’s intention is to sell the land in the ordinary course of business, the
land should be accounted for as inventories and measured at cost (i.e. $10 million).
If it incorrectly classifies this land as investment property because of the existence of
the lease to Parking Co, Property Co will overstate profit and assets by $1 million in the
current year when the fair value increment is recognised under IAS 40, and understate
profits in future periods when the property is eventually sold.
ERROR 5
Assuming that leased properties held for sale in the ordinary course of business are
always investment properties.
ERROR 6 – VACANT PROPERTIES WITH NO LEASES ARE SOMETIMES
INVESTMENT PROPERTIES
At the opposite end of the spectrum to Error 5 above, a property company may acquire a
vacant block of land or property (commercial property or residential units) with a view to
renting these out under one or more operating leases.
The following are examples of investment property:
a. land held for long-term capital appreciation rather than for short-term sale in the
ordinary course of business.
b. land held for a currently undetermined future use. (If an entity has not determined
that it will use the land as owner-occupied property or for short-term sale in the
ordinary course of business, the land is regarded as held for capital appreciation.)
c. a building owned by the entity (or held by the entity under a finance lease) and
leased out under one or more operating leases.
d. a building that is vacant but is held to be leased out under one or more operating
leases.
e. property that is being constructed or developed for future use as investment
property.
IAS 40, paragraph 8
Even though the property is not rented at acquisition, or may become vacant at a later
date, the property is still classified as an investment property because, according to the
definition of ‘investment property’ in IAS 40, it is ‘held ... to earn rentals …’.
Getting the classification of such properties wrong will be of consequence if the entity
measures investment properties at fair value. It would be incorrect to classify this type of
property as:
XX Inventories - because it is not being held for sale in the ordinary course of business,
and
XX PPE - because the intention is not to use this as owner-occupied property.
ERROR 6
Assuming all vacant properties are NOT investment properties.
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CONVERTIBLE NOTES - ARE
YOU ACCOUNTING FOR THESE
CORRECTLY (PART 5)?
In the current economic climate, we continue to see different types of convertible note
arrangements, typically entered into by companies needing to offer attractive returns in
order to obtain funds from lenders and investors.
Over the past few months we have been looking at some practical aspects regarding
accounting for convertible notes, including:
XX An overview of the requirements in Accounting news (March 2018)
XX A detailed example of a convertible note classified as a compound financial instrument
in Accounting News (April 2018)
XX A detailed example of a convertible note with an embedded derivative liability in
Accounting News (May 2018)
XX Common scenarios encountered in practice where conversion features either meet or
fail equity classification (July 2018).
As noted in these previous articles, in order for a conversion feature to be classified as
‘equity’, the ‘fixed for fixed’ test in IAS 32 Financial Instruments: Presentation must be met,
i.e. at initial recognition, the conversion feature gives the holder of the convertible note
the right to convert into a fixed number of equity securities of the issuer.
Over the next few months we continue our convertible note series with examples of
additional common practice issues. This month we look at a detailed example where
the conversion price on a convertible note is based on the issuer’s share price at
conversion date, resulting in the issue of a variable number of shares.
SUMMARY
Conversion terms that allow the holder to convert a convertible note into the number
of shares equal, on maturity date, to the face value of the note at their market price fails
the ‘fixed-for-fixed’ criterion. This is because a variable number of shares will be issued to
extinguish a fixed liability amount.
Such a conversion feature is a derivative liability but, as the conversion price is set at
the conversion date market share price, the derivative liability has no value; the holder
simply receives shares equal in value to the cash payment that would otherwise be made.
These types of notes typically only contain a liability component, being the fair value of
the cash coupon and the face value of the note.
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Example: Convertible into a variable number of shares
ABC Limited issues a note with a face value of $1,000.
The note has a maturity of three years from its date of issue.
The note pays a 10% annual coupon and, at any point up to its maturity, the holder
can convert the note into the number of shares equal, at their quoted market price on
conversion date, to $1,000.
Assume there are no transaction costs.
Is there a contractual obligation to
pay cash that the issuer cannot avoid?

YES

Does IAS 32.16A-D apply?

NO
Is there an obligation to issue a
variable number of shares?

YES

NO

Equity

NO
Is there an obligation to issue a
fixed number of shares to settle
an instrument whose book value
is variable, eg denominated in a
foreign currency?

YES

YES

Does the instrument have any
characteristics that are similar
to equity?

NO

NO

YES

Equity

Liability

Compound

ANALYSIS
Step one
Starting with the box on the top left hand side of the flowchart above, we consider
whether there is a contractual obligation to pay cash that ABC Limited (the issuer) cannot
avoid. The answer is yes, because it pays an annual cash coupon, and could be required
to repay the face value at the end of three years if the holder chooses not to exercise the
conversion option.
Step two
Step 2 is to consider whether IAS 32.16A-D apply. When an issuer has an obligation to
repurchase financial instruments in certain circumstances, IAS 32 Financial Instruments:
Presentation, paragraphs 16A to 16D include exceptions to the usual principles for
classifying instruments as financial liabilities. In some cases, such instruments could be
classified as ‘equity’, despite an entity having an unavoidable obligation to pay out cash.
However, this exception does not typically apply to convertible instruments and is not
applicable in this example.
Step three
Continuing down the right hand side of the above flow chart, we then consider whether
the instrument has any characteristics that are similar to equity. The answer is yes
because the instrument contains an option to be converted into equity instruments,
but the question of whether the conversion feature meets the criteria to be classified as
equity is dealt with separately in Step four below.
The host debt component will be classified as a financial liability because of ABC
Limited’s unavoidable obligation to pay cash, and on a standalone basis there is no
feature in the host debt instrument that is similar to equity.
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Step four
The conversion feature is then assessed on a standalone basis using the above flowchart.
Starting with the box at the top left hand side of the diagram:
XX There is no contractual obligation to pay cash that the issuer cannot avoid. The equity
conversion feature can only be settled through the issue of equity shares, otherwise it
will simply expire unexercised
XX However, there is an obligation to issue a variable number of shares – the number of
shares to be issued is based on quoted market price on conversion.
Therefore, the conversion feature is classified as a derivative liability.
This means that the note as a whole contains the following components:
• Contractual cash flows of 10% annual coupons and a cash repayment of $1,000 (liability)
• The conversion feature to convert the liability into equity of the issuer at the market price on
conversion date (an embedded derivative liability).

For convertible notes with embedded derivative liabilities, the embedded derivative
liability is determined first and the residual value is assigned to the debt host liability.
FAIR VALUE OF
CONVERTIBLE
NOTE

-

FAIR VALUE
OF EMBEDDED
DERIVATIVE

=

FAIR VALUE OF DEBT
HOST LIABILITY
COMPONENT

However, in this case, the embedded derivative liability has a zero fair value because the
holder simply receives shares equal in value to the cash payment that would otherwise be
made. Therefore, the debt host liability’s initial carrying value equals its transaction price.
Journal entry on initial recognition:
DR
Cash

CR

$1,000

Debt liability

$1,000

Being cash proceeds received in exchange for the issue of the convertible note

BDO MONTHLY WEBINARS –
PLEASE REGISTER FOR 2018
WEBINARS NOW
Are you interested in an easy way to stay up to date with financial reporting and
accounting standards which impact your business?

We invite you to register for our 2018 BDO Financial Reporting and
Accounting standards live webinar series (11am to 12pm Sydney AEDT
or AEST).
2018 webinars are as follows:
DATE
22 August 2018

TOPIC

IFRS 9 – Problem Areas

19 September 2018 Transition to IFRS 16
24 October 2018

IFRS 16 – Risk Assessment

21 November 2018 Accounting Standards Update: Getting Ready for 31 December 2018
12 December 2018

IFRS 16 – Problem Areas
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NEW BDO RESOURCES AND
PUBLICATIONS
AUSTRALIAN RESOURCES
The IFRS Advisory section of our website includes training materials on IFRS and other
financial reporting issues including the following webinars (one hour video recorded
presentations presented live on a monthly basis).
Recent webinars include:
MONTH

TOPIC

July 2018

IFRS 9 – Risk Assessment

June 2018

Transition to IFRS 9

May 2018

Accounting Standards Update – Getting Ready for June 2018

April 2018

IFRS 15 – Problem Areas

March 2018

IFRS 15 – Risk Assessment

February 2018

Transition to IFRS 15

January 2018

Triple Threat Accounting Standards – The Wait is Over

December 2017

The New AASB 9 Financial Instruments – Hedging Requirements

November 2017

Financial Reporting Update – Getting Ready for 31 December 2017

October 2017

The New AASB 16 – Recognition and Measurement

September 2017

The New AASB 16 – Identifying a Lease and Determining the Lease term

August 2017

The New AASB 15 – Determining and Allocating the Transaction
price to the Performance Obligations

July 2017

The New AASB 15 – Identifying the Contract and the Separate
Performance Obligations in the Contract

June 2017

Overview of the New IFRS 15 Revenue from Contracts with
Customers

May 2017

Financial Reporting Update – Getting ready for 30 June 2017

April 2017

The new AASB 9 Financial Instruments – Impairment requirements

March 2017

The New AASB 9 Financial Instruments – Classification and
Measurement Requirements

March 2017

The New AASB 1058 Income of Not-for-Profit Entities

February 2017

Overview of the New AASB 16 Leases

Please register for the remaining webinars in 2018.
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BDO GLOBAL RESOURCES
The IFRS section of our BDO Global website includes a range of publications on IFRS
issues such as:
IFRS AT A GLANCE

‘One page’ and short summaries of all IFRS standards.

FOR MORE INFORMATION
ADELAIDE
PAUL GOSNOLD
Tel +61 8 7324 6049
paul.gosnold@bdo.com.au
BRISBANE

NEED TO KNOWS

Updates on major IASB projects and highlights practical implications of forthcoming
changes to accounting standards.
IFRS IN PRACTICE

Practical information about the application of key aspects of IFRS, including industry
specific guidance.
Our most recent IFRS in Practice include Applying IFRS 9 to Related Company Loans
and an update of previous versions on IFRS 9 Financial Instruments (issued May 2018),
IFRS 15 Revenue from Contracts with Customers (issued Feb 2018) and IFRS 16 Leases
(issued Feb 2018).

TIM KENDALL
Tel +61 7 3237 5948
timothy.kendall@bdo.com.au
CAIRNS
GREG MITCHELL
Tel +61 7 4046 0044
greg.mitchell@bdo.com.au
DARWIN
CASMEL TAZIWA
Tel +61 8 8981 7066
casmel.taziwa@bdo.com.au
HOBART
DAVID PALMER
Tel +61 3 6324 2499
david.palmer@bdo.com.au
MELBOURNE

COMMENT LETTERS ON IFRS STANDARD SETTING

Includes BDO comments on various projects of international standard setters, including
Exposure Drafts and other Discussion Papers, when it is considered that the issue is
significant to the BDO network and its clients.
Our most recent comment letters relate to IASB ED 2018/1 Accounting Policy Changes –
Proposed Amendments to IAS 8, IASB ED 2017/6 Definition of Material and IASB ED 2017/5
Accounting Policies and Accounting Estimates.

DAVID GARVEY
Tel: +61 3 9603 1732
david.garvey@bdo.com.au
NEW SOUTH WALES
GRANT SAXON
Tel: +61 2 9240 9976
grant.saxon@bdo.com.au
PERTH
PHILLIP MURDOCH
Tel +61 8 6382 4716
phillip.murdoch@bdo.com.au

COMMENTS SOUGHT ON
EXPOSURE DRAFTS
At BDO, we provide comments locally to the Australian Accounting Standards Board
(AASB) and internationally to the International Accounting Standards Board (IASB).
We welcome any client comments on exposure drafts that are currently available for
comment. If you would like to provide any comments please contact Aletta Boshoff at
aletta.boshoff@bdo.com.au.
DOCUMENT

PROPOSALS

COMMENTS COMMENTS
DUE TO
DUE TO
AASB BY
IASB BY

ITC 39 Applying
Proposes to resolve two problems: Phase 2: 9
the IASB’s Revised
1. The ‘reporting entity’ definition November
Conceptual
clash between SAC 1 Definition 2018
Framework and
of the Reporting Entity, and the
Solving the Reporting
revised Conceptual Framework
Entity and Special
for Financial Reporting, and
Purpose Financial
2. Special purpose financial
Statement Problems
reporting in Australia.
ITC 40 Financial
Instruments with
Characteristics of
Equity

Sets out the IASB’s rationale
for classifications of a financial
instrument as either a liability or
equity.

N/A

26 November 7 January
2018
2019

This publication has been carefully prepared, but it has
been written in general terms and should be seen as broad
guidance only. The publication cannot be relied upon to
cover specific situations and you should not act, or refrain
from acting, upon the information contained therein without
obtaining specific professional advice. Please contact the
BDO member firms in Australia to discuss these matters in
the context of your particular circumstances. BDO Australia
Ltd and each BDO member firm in Australia, their partners
and/or directors, employees and agents do not accept or
assume any liability or duty of care for any loss arising from
any action taken or not taken by anyone in reliance on the
information in this publication or for any decision based on it.
BDO refers to one or more of the independent member
firms of BDO International Ltd, a UK company limited by
guarantee. Each BDO member firm in Australia is a separate
legal entity and has no liability for another entity’s acts and
omissions. Liability limited by a scheme approved under
Professional Standards Legislation other than for the acts or
omissions of financial services licensees.
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