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ACCOUNTING

NEWS
ACCOUNTING FOR REVENUE
UNDER IFRS 15 – COMPLEXITY
FROM THE VERY FIRST STEP
Last month, our Accounting News article discussed the five step model for revenue
recognition introduced by IFRS 15 Revenue from Contracts with Customers (IFRS 15):
STEP 1

Identify the contract(s) with the customer

STEP 2

Identify the separate performance obligations

STEP 3

Determine the transaction price

STEP 4

Allocate the transaction price to the performance obligations

STEP 5

Recognise revenue when a performance obligation is satisfied

Step one requires the entity to identify the contract(s) with the customer. That sounds
like an easy process, but there are three potential problems that can arise:
XX Determining whether a contract exists
XX Deciding whether multiple contracts need to be combined, and
XX Determining how to account for a modification of a contract.
DETERMINING WHETHER A CONTRACT EXISTS
IFRS 15 defines a contract as ‘an agreement between two or more parties that creates
enforceable rights and obligations’.
Contracts can be written, verbal, or implied by an entity’s customary business practices.
Contracts can also have a fixed term or an open term and, where renewal is possible, may
renew automatically or after renegotiation.
Under IFRS 15, a contract is only accounted for by an entity when all of the following
requirements are met:
XX The parties to the contract have approved the contract and are committed to perform
their respective obligations
XX The entity can identify each party’s rights regarding the goods or services to be
transferred
XX The entity can identify the payment terms for the goods or services to be transferred
XX The contract has commercial substance (i.e. the risk, timing or amount of the entity’s
future cash flows are expected to change as a result of the contract)
XX It is probable that the entity will collect the consideration to which it will be entitled
in exchange for the goods or services that will be transferred to the customer.
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Application dates for first time adoption of
the ‘triple threat’ accounting standards is just
around the corner. In this edition we highlight
some of the complexities on perceived
‘easy’ parts of the new revenue and financial
instruments standards.
We also continue our series articles, common
errors when accounting for PPE (depreciation
issues), and convertible notes, this month
illustrating a detailed example of accounting
for a convertible note which includes an
embedded derivative liability.
Lastly, directors may be interested to read
about the new ‘safe harbour’ rules which
provide some relief from the strict insolvent
trading provisions in s588G.
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HAVE THE PARTIES TO THE CONTRACT APPROVED THE CONTRACT (IN
WRITING, ORALLY OR IN ACCORDANCE WITH OTHER CUSTOMARY
BUSINESS PRACTICES) AND ARE THEY COMMITTED TO PERFORM THEIR
RESPECTIVE OBLIGATIONS?

NO

YES
CAN THE ENTITY IDENTIFY EACH PARTY’S RIGHTS REGARDING THE
GOODS OR SERVICES TO BE TRANSFERRED?

NO

YES
CAN THE ENTITY IDENTIFY THE PAYMENT TERMS FOR THE GOODS OR
SERVICES TO BE TRANSFERRED?

NO

THEREFORE NO REVENUE CAN BE
RECOGNISED.

YES
DOES THE CONTRACT HAVE COMMERCIAL SUBSTANCE?

NO

(THAT IS, IS THE RISK, TIMING OR AMOUNT OF THE ENTITY’S FUTURE
CASH FLOWS EXPECTED TO CHANGE AS A RESULT OF THE CONTRACT?)
YES
IS IT PROBABLE (MORE LIKELY THAN NOT, MORE THAN 50% LIKELY)
THAT THE ENTITY WILL COLLECT THE CONSIDERATION TO WHICH IT
WILL BE ENTITLED IN EXCHANGE FOR THE GOODS OR SERVICES THAT
WILL BE TRANSFERRED TO THE CUSTOMER?

DO NOT ACCOUNT FOR THE
CONTRACT WITH THE CUSTOMER
UNDER IFRS 15.

NO

YES
ACCOUNT FOR THE CONTRACT UNDER IFRS 15

With respect to the last criterion, in evaluating whether collectability of an amount
of consideration is probable, an entity must consider only the customer’s ability and
intention to pay that amount of consideration when it is due.
If consideration is received from a customer prior to all of these criteria being met, it must
be recognised as a liability. That consideration can only be recognised as revenue when
one of the following occurs:
XX The above criteria are met
XX The contract has been terminated and the consideration received from the customer is
non-refundable
XX The entity has no remaining obligations to the customer and substantially all of the
consideration promised has been received and is non-refundable.
Example
Seller Company, a property developer, sells a building for $1,000,000 to Buyer.
The building cost Seller Company $600,000 to construct.
The building is located in a retail precinct that Seller Company has been developing and
selling over the last few years.
Buyer plans to use the building as a retail outlet for men’s clothing. In the retail precinct
there are several established men’s clothing stores, many of which are struggling due to
increases in online shopping by their target demographic. In addition, Buyer has limited
experience in retail.
Buyer does not have the capacity to buy the building outright, nor does it have any other
income sources, and it has been unable to secure a bank loan for the purchase of the
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building. Due to those factors, Seller Company will take a non-refundable deposit of $50,000 from Buyer, and enter into a long-term
financing agreement with Buyer for the remaining 95% of the promised consideration.
The financing arrangement is provided on a non-recourse basis (which means that if Buyer defaults, Seller Company can repossess the
building, but cannot seek further compensation from Buyer, even if the collateral does not cover the full value of the amount owed).
All payments made by Buyer are non-refundable.
On the sale date, Buyer pays the deposit and obtains control of the building.
Is there a contract?
In assessing whether a contract with a customer exists, Seller Company must assess, among other things, whether it is probable that it
will be able to collect the consideration to which is entitled. In making this assessment, the factors that Seller Company will consider
are:
XX Buyer intends to repay the loan from income derived from its retail business (which is a business facing significant risks because of
high competition in the retail precinct and from online retailers and Buyer’s limited retail experience)
XX Buyer appears to lack other income or assets that could be used to pay the remainder of the consideration for the building
XX Buyer’s liability under the loan is limited (because the loan is non-recourse).
These factors indicate that it is not probable that Seller Company will be able to collect the consideration to which it is entitled.
Consequently, there is not a contract with a customer, and Seller Company must recognise the $50,000 deposit as a liability.
Seller Company then continues to account for the initial deposit, as well as any future payments received from Buyer, as a liability, until:
XX Seller Company is able to conclude that it is probable that it will collect the consideration to which it is entitled
XX The contract has been terminated, or
XX Substantially all of the consideration promised has been received.
DECIDING WHETHER MULTIPLE CONTRACTS NEED TO BE COMBINED
Under IFRS 15, an entity must combine two or more contracts entered into at or near the same time with the same customer (or
related parties of the customer) and account for the contracts as a single contract if one or more of the following criteria are met:
XX The contracts are negotiated as a package with a single commercial objective
XX The amount of consideration to be paid in one contract depends on the price or performance of the other contract
XX The goods or services promised in the contracts (or some goods or services promised in each of the contracts) are a single
performance obligation (i.e. a single promise to a customer to do something, such as provide a product or deliver a service).

NO

ARE THE CONTRACTS ENTERED INTO AT OR
NEAR THE SAME TIME?
YES

NO

ARE THE CONTRACTS ENTERED INTO WITH THE SAME
CUSTOMER (OR RELATED PARTIES OF THE CUSTOMER)?
YES
ARE THE CONTRACTS ARE NEGOTIATED AS A PACKAGE WITH A
SINGLE COMMERCIAL OBJECTIVE?

YES

NO
DOES THE AMOUNT OF CONSIDERATION TO BE PAID IN ONE
CONTRACT DEPEND ON THE PRICE OR PERFORMANCE OF THE
OTHER CONTRACT?

YES
COMBINE THE CONTRACTS

NO
ARE THE GOODS OR SERVICES PROMISED IN THE CONTRACTS
(OR SOME GOODS OR SERVICES PROMISED IN EACH OF THE
CONTRACTS) A SINGLE PERFORMANCE OBLIGATION?
NO
NO COMBINATION OF CONTRACTS

YES
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This requirement means that companies must have a robust process for tracking the
contracts that they enter into with their customers, in order to:
XX Understand which customers are related parties of each other, and
XX Assess the commercial intent of contracts entered into at or near the same time
with a customer.
This will require a level of contract management sophistication that has not previously
been required by financial reporting standards.
DETERMINING HOW TO ACCOUNT FOR A MODIFICATION OF A CONTRACT
When there is a modification to the scope and/or pricing of a contract with a customer,
the modification may be accounted for either as a change in the original contract, or the
issue of a new contract, depending on the underlying facts and circumstances.

ARE THE
ADDITIONAL
GOODS/SERVICES
PROVIDED
DISTINCT?

DOES PRICE
REFLECT
STANDALONE
SELLING PRICE
YES
OF ADDITIONAL
GOODS/SERVICES?

NO

YES

SEPARATE
CONTRACT

NO

CONTINUATION
TREAT AS PART
OF ORIGINAL
CONTRACT
- ADJUST REVENUE
RECOGNISED TO
DATE

TERMINATION
REPLACE ORIGINAL
CONTRACT WITH
NEW CONTRACT

In future editions of Accounting News we will provide some examples of the impacts of
contract modification.
CONCLUDING THOUGHTS
The first step in the IFRS 15 five step revenue recognition model is often considered
to be the easiest. However, in some instances the requirements of this step will mean
that revenue recognition lags behind the receipt of cash, while in other instances the
requirements of this step will result in multiple contracts being entered into with one
customer (or, in some cases, different customers that are related parties of each other)
needing to be considered as one contract.
As always with IFRS 15, it is important for businesses to have an in-depth understanding
of the nuances of their relationships with their customers. Until recently, it has been
common for sales people and account managers to have an in-depth understanding of
the company’s relationships with its customers, while the accounting team has had a
more overarching, and less detailed understanding of those relationships. As companies
move to adopt IFRS 15, it will be important for accounting teams to work with sales
teams to gain a detailed understanding of the company’s relationships with its customers.
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FINANCIAL ASSETS UNDER
IFRS 9 - THE BASIS FOR
CLASSIFICATION HAS CHANGED
One of the key differences introduced by IFRS 9 Financial Instruments (IFRS 9) relates
to the manner in which financial assets are classified. The difference relates not just
to the measurement options available, but also to the process that is followed when
determining the measurement basis that will apply.
Under IAS 39, financial asset classification, and consequently measurement, is based on
the financial asset’s characteristics and management’s intention in relation to the asset.
For example:
AN INVESTMENT
IN:

WILL BE
CLASSIFIED AS:

AND CARRIED AT: IF MANAGEMENT
INTENDS TO:

Ordinary shares of
another entity

A financial asset at
fair value through
profit or loss

Fair value, with
value changes
recognised in profit
or loss

Hold the financial
asset for trading
(short term profit
taking)

Available for sale

Fair value, with
value changes
recognised in other
comprehensive
income

Hold the financial
asset for the longer
term

A financial asset at
fair value through
profit or loss

Fair value, with
fair value changes
recognised in profit
or loss

Hold the financial
asset for trading
(short term profit
taking)

Held to maturity

Amortised cost
(which results in
value changes being
recognised in profit
or loss)

Hold the financial
asset to maturity
and the entity has
the ability to do so

Available for sale

Fair value, with
value changes
recognised in other
comprehensive
income

Hold the financial
asset for the longer
term, but not until
maturity

Debt instruments
(such as bonds) of
another entity

When IFRS 9 is adopted, classification of financial assets will be based on the
characteristics of the financial asset and the business model under which the financial
asset is held.
The business model under which a financial asset is held is determined on the basis of
how an entity typically manages such assets – it is a matter of fact rather than on
intention. This means that the classification of financial assets under IFRS 9 is based on
facts rather than management intention (as is the case under IAS 39).
The other key difference between IFRS 9 and IAS 39 in the classification of financial
assets is the default measurement category. Under IFRS 9, the default financial asset
measurement category is fair value through profit or loss (FVTPL), while under IAS
39 it is available for sale (which also requires measurement at fair value, but results
in less volatility in profit or loss because fair value changes are recognised in other
comprehensive income).
INITIAL MEASUREMENT OF FINANCIAL ASSETS UNDER IFRS 9
Under IFRS 9, a financial asset is initially measured at fair value plus transaction costs,
unless it is carried at fair value through profit or loss, in which case transaction costs are
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immediately expensed. There is an exemption to this requirement – trade receivables
without a significant financing component are initially recognised at the transaction price.
Under IFRS 9, when determining how a financial asset should be measured after initial
recognition, the first step is to determine whether the financial asset is an equity
instrument, or a non-equity instrument.
SUBSEQUENT MEASUREMENT WHERE THE FINANCIAL ASSET IS A NONEQUITY INSTRUMENT
Where a financial asset is a non-equity instrument (e.g. debt instrument), measurement
at amortised cost or at fair value through other comprehensive income only occurs if
specified criteria are met (otherwise it is carried at FVTPL):
IF THE INSTRUMENT IS:

IT MAY BE MEASURED
AT:

IF:

A non-equity instrument
e.g. debt instrument

Amortised cost

It meets both:
1. The ‘contractual cash
flow characteristics’ test,
and
2. The ‘hold to collect’
business model test

Fair value through other
comprehensive income

It meets both:
1. The ‘contractual cash
flow characteristics’ test,
and
2. The ‘hold to collect and
sell’ business model test

A financial asset will pass the:
XX ‘Contractual cash flow characteristics’ test if the financial asset gives rise on specified
dates to cash flows that are solely payments of principal and interest on the principal
amount outstanding, with the key components of interest being the time value of
money and credit risk
XX ‘Hold to collect’ business model test if it is held within a business model whose
objective is to hold financial assets in order to collect contractual cash flows
XX ‘Hold to collect and sell’ business model test if it is held within a business model
whose objective is to both collect contractual cash flows and sell the financial asset.
Even if a non-equity financial asset meets the criteria for measurement at amortised cost
or at fair value through other comprehensive income, the entity can elect to carry it at fair
value through profit or loss to eliminate an accounting mismatch.
The following flow chart shows how non-equity financial assets are classified under IFRS 9:
CONTRACTUAL CASH FLOWS ARE SOLELY PAYMENTS OF
PRINCIPAL AND INTEREST?
YES
HELD UNDER A
‘HOLD TO COLLECT’
BUSINESS MODEL?
YES

YES
NO

HELD UNDER A ‘HOLD
TO COLLECT AND SELL’
BUSINESS MODEL?
YES

ENTITY APPLIES THE FAIR VALUE OPTION TO ELIMINATE AN
ACCOUNTING MISMATCH?
NO
CARRY AT AMORTISED
COST

NO

NO
CARRY AT FAIR VALUE
THROUGH OTHER
COMPREHENSIVE
INCOME

NO
CARRY AT
FAIR VALUE
THROUGH
PROFIT OR
LOSS
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SUBSEQUENT MEASUREMENT WHERE THE FINANCIAL ASSET IS AN EQUITY
INSTRUMENT
Where a financial asset is an equity instrument, the default measurement category is
fair value through profit or loss; measurement at fair value through other comprehensive
income only occurs if specified criteria are met:
IF THE INSTRUMENT IS:

IT MAY BE MEASURED
AT:

IF:

An equity instrument

Fair value through other
comprehensive income

1. It is not held for trading,
and
2. An irrevocable election
is made at initial
acquisition

When an equity instrument is classified at fair value through other comprehensive income
under IFRS 9, all the fair value changes are recognised in OCI (other than dividend income
which is recognised in profit or loss). Upon sale of the equity instrument, the cumulative
changes in OCI will never be recognised in profit or loss (i.e. there is no recycling of gains
or losses). This is a significant difference to the available for sale category under IAS 39.
IFRS 9 has also tightened the requirements in relation to measuring unlisted equity
investments at cost. This is only permitted in certain limited rare circumstances and will
result in more financial assets being carried at fair value.
The following flow chart shows how financial assets that are equity instruments are
classified under IFRS 9:

HELD FOR
TRADING

NO

YES

AT INCEPTION
ENTITY ELECTS
TO CARRY AT
FAIR VALUE
THROUGH OTHER
COMPREHENSIVE
INCOME?

YES

CARRY AT
FAIR VALUE
THROUGH OTHER
COMPREHENSIVE
INCOME

NO

CARRY AT FAIR VALUE THROUGH PROFIT OR LOSS
CONCLUDING THOUGHTS
Under both IFRS 9 and IAS 39, the characteristics of a financial asset are central to
the manner in which it will be measured subsequent to initial recognition. Under IAS
39, management’s intentions in relation to a financial asset are also considered when
determining the basis of measurement. However, under IFRS 9 management intention
is irrelevant to measurement, and it is instead the entity’s business model in relation to
financial assets that must be considered when determining measurement.
Determining the business model under which financial assets are held will require
examination of past business practice. For those companies that are audited, it is likely
that your auditor will require more evidence to support your financial asset classification
decisions than has been required in the past.
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SAFE HARBOUR
INSOLVENCY
REFORMS TO PROVIDE
DIRECTORS RELIEF
FROM INSOLVENT
TRADING PROVISIONS
DIRECTOR’S DUTY TO PREVENT INSOLVENT TRADING
Section 588G of the Corporations Act 2001 creates onerous
obligations for directors of a company to prevent the company
trading whilst insolvent. Directors must ensure that the company
is not insolvent when it incurs a debt, and that it does not
become not insolvent as a result of incurring a debt. Failing to
comply with s588G could result in directors being held personally
liable for those debts if they cannot be repaid.
Until recently, the only option available to directors of a company
in such a predicament was to appoint a voluntary administrator or
a liquidator.
NEW ‘SAFE HARBOUR’ PROTECTION FOR DIRECTORS
In September 2017, amendments to the Corporations Act 2001
introduced a new section, s588GA to protect directors from
personal liability for debts incurred by an insolvent company if
they take a course of action that is reasonably likely to lead to a
better outcome for the company and its creditors, compared
to the appointment of an administrator or a liquidator.
Essentially, s588GA will allow directors to incur company debts
during a ‘restructure/turnaround period’, without the risk of being
held personally liable for those debts if they cannot be repaid.
The new ‘safe harbour’ legislation allows directors relief from
this personal liability and the opportunity to continue to trade
the company under distressed circumstances, provided they are
taking a course of action reasonably likely to lead to a better
outcome.
The ‘safe harbour’ only extends to debts incurred in connection
with the course of action or its development. The protection
ceases when the course of action stops being likely to lead to a
better outcome.

Maintaining proper financial records
Keeping themselves informed of the financial position of the
company, and
XX Taking steps to prevent misconduct by officers and employees
of the company.
XX
XX

THINGS TO REMEMBER
For the best chance of relying on ‘safe harbour’ while a turnaround
strategy is implemented, directors should:
XX Be proactive and seek advice early
XX Engage qualified advisers who specialise in turnaround and
restructure plans
XX Ensure all reporting obligations and employee entitlements are
up to date, and
XX Document plans and decisions to provide evidence should safe
harbour protection be challenged.
TIMING IS IMPORTANT
It is important to note that the course of action must be
implemented within a reasonable period. This can vary depending
on the size and complexity of the company.
OTHER CHANGES IMPACTING TERMINATION OF
CONTRACTS
Ipso facto clauses, a clause found in many commercial contracts,
allows one party to a contract to terminate or amend the
agreement upon the occurrence of an insolvency event.
A new provision set to come into effect in July 2018 will allow
for a hold against the enforcement of these rights to terminate a
contract.
The hold will apply to:
XX Schemes for the purposes of avoiding being wound up in
insolvency
XX Managing controllers appointed to a company
XX Voluntary administrations.
This is another positive change to allow companies to protect
asset values and allow continuation of trade while a restructure of
the business takes place.
MORE INFORMATION
For more information, contact:

WHAT DIRECTORS NEED TO KNOW TO GAIN ACCESS TO
‘SAFE HARBOUR’
To rely on the ‘safe harbour’ provisions in s588GA, directors must:
XX Continue to meet their employee entitlements (including
superannuation) and tax reporting obligations
XX Be able to provide assistance and/or documentation if
requested by an external administrator, and
XX Start developing one or more courses of action that are reasonably
likely to lead to a better outcome for the company than the
immediate appointment of an administrator or liquidator.
Factors that will be considered to determine if the course of action
was reasonably likely to lead to a better outcome are:
XX Obtaining appropriate advice

JAMES WHITE
Partner, BR Restructruing, Sydney
+61 2 8264 6507

ANDREW SALLWAY
Partner, BR Restructruing, Sydney
+61 2 8264 6693

NICHOLAS MARTIN
ANDREW FIELDING
Partner, BR Restructruing, Melbourne National Partner, BR Restructruing,
Brisbane
+61 2 9603 1758
+61 7 3237 5886
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MORE COMMON
ERRORS WHEN
ACCOUNTING FOR
PROPERTY, PLANT
AND EQUIPMENT 		
(IAS 16 – PART 3)
IAS 16 Property, Plant and Equipment is a relatively simple
standard to read and apply, yet it is a standard where preparers
can easily make errors which affect amounts recognised as
property, plant and equipment (PPE) in the statement of financial
position.
Our March Accounting News article identified errors relating
to the ‘scope’ of IAS 16, and our April article highlights errors in
relation to measurement at cost or revalued amounts.
This month we continue with IAS 16 and look at typical mistakes
made when calculating depreciation.
ERROR 1 – ASSUMING ‘USEFUL LIFE’ IS THE TOTAL
ECONOMIC LIFE (POTENTIAL LIFE) OF THE ASSET
The basic requirement in IAS 16 is that the depreciable amount
of an asset with a finite ‘useful life’ is depreciated on a systematic
basis over its useful life (IAS 16, paragraph 50).
Useful life is:
a) The period over which an asset is expected to be available
for use by an entity, or
b) The number of production or similar units expected to be
obtained from the asset by an entity.
Definition of ‘useful life’ in IAS 16
A common error is to assume that the useful life of an asset
equals its economic life.
Example
ABC Limited acquires a motor vehicle to be used by its sales
director for $40,000.
It estimates that the vehicle has the potential to stay on the road
for eight years, but only intends to use it for three years, at which
point its fair value is expected to be $19,000.
In this case, the ‘useful life’ of the vehicle for depreciation
purposes is three years because this is the period during which
ABC Limited expects it to be available for use, and not eight years
(which is its economic/potential life).

The annual depreciation charge is calculated as follows:
$
Total cost

40,000

Less: Residual value

(19,000)

Depreciable amount

21,000

Useful life

3 years

Annual depreciation charge
($21,000/3)

$7,000

Error 1
Assigning a ‘useful life’ to an asset that is more akin to its
economic life than the period that it will be available for use by
the entity.
ERROR 2 – IGNORING LEGAL LIMITS ON THE USE OF THE
ASSET WHEN ESTIMATING THE USEFUL LIFE
When assigning a useful life to an item of PPE, IAS 16, paragraph
56(d) requires that we consider any legal limits on the use of the
asset, such as where the entity enters into a lease for premises
and installs leasehold improvements with economic/potential
lives that exceed the lease period.
The future economic benefits embodied in an asset are
consumed by an entity principally through its use. However,
other factors, such as technical or commercial obsolescence
and wear and tear while an asset remains idle, often result in
the diminution of the economic benefits that might have been
obtained from the asset. Consequently, all the following factors
are considered in determining the useful life of an asset:
a) Expected usage of the asset. Usage is assessed by reference
to the asset’s expected capacity or physical output.
b) Expected physical wear and tear, which depends on
operational factors such as the number of shifts for which
the asset is to be used and the repair and maintenance
programme, and the care and maintenance of the asset
while idle.
c) Technical or commercial obsolescence arising from changes
or improvements in production, or from a change in the
market demand for the product or service output of the
asset. Expected future reductions in the selling price of an
item that was produced using an asset could indicate the
expectation of technical or commercial obsolescence of the
asset, which, in turn, might reflect a reduction of the future
economic benefits embodied in the asset.
d) Legal or similar limits on the use of the asset, such as the
expiry dates of related leases.
IAS 16, paragraph 56
IAS 17 Leases, paragraph 27 also requires that finance leased
assets on the books of lessees be depreciated over the shorter of
the lease term and useful life.
A common error is to ignore legal limitations and incorrectly
depreciate assets over the longer economic life, rather than the
shorter lease period. Another one is to not factor in the chances of
exercising lease extension options when determining useful lives
of assets.
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Example
Retail Co enters into a five-year lease with Shopping Centre Co to
occupy Shop 35 in the City Centre Shopping Mall.
Retail Co spends $300,000 on leasehold improvements for its
store. These improvements cannot easily be moved at the end of
the lease. It is estimated that these improvements could be used
for seven years if they remain on the same site.
Although the economic life of the improvements is 7 years, the
legal limitations on using the improvements is 5 years because
the improvements cannot easily be moved at the end of the
five- year lease. Therefore, Retail Co would depreciate leasehold
improvements over the lease period, and not the longer economic
life.
However, if Retail Co has an option to extend the lease by two
years, and it is reasonably certain that it will exercise this option,
the leasehold improvements could be depreciated over the sevenyear period. Such a call requires judgement. ‘Reasonably certain’
is a fairly high threshold to meet and Retail Co would need to take
into account factors such as:
XX How much would it cost to move premises for the additional
two years
XX Rent costs for the option period compared to expected market
rentals, and
XX Significance of the premises/position to its business model.
Error 2
Ignoring legal limits, including on leases, when determining
useful lives of assets.
ERROR 3 – ASSUMING ‘USEFUL LIFE’ OR DEPRECIATION
RATE IS ALWAYS THE SAME AS THAT ALLOWED BY THE
TAX AUTHORITIES FOR TAX DEPRECIATION
As noted in Error 1 above, the depreciable amount of an asset with
a finite ‘useful life’ is depreciated on a systematic basis over its
useful life (IAS 16, paragraph 50).
Many tax authorities publish acceptable tax depreciation rates
as a short cut method for entities to determine taxable income.
These tax depreciation rates may not always be indicative of the
useful lives of assets for accounting purposes.
Many entities unquestioningly use these published tax
depreciation rates for accounting depreciation, ensuring that no
deferred tax entries are needed because there are no temporary
differences between the accounting and tax depreciation charges.
However, this is a common error if the tax depreciation rate is not
a fair reflection of the useful life of the asset to the entity.

ERROR 4 – GETTING THE ‘RESIDUAL VALUE’ WRONG
WHEN DETERMINING THE ‘DEPRECIABLE AMOUNT’ OF
AN ITEM OF PPE
The basic requirement in IAS 16 is that the ‘depreciable amount’
of an asset with a finite ‘useful life’ is depreciated on a systematic
basis over its useful life (IAS 16, paragraph 50). Depreciable
amount is the cost (or fair value if the revaluation model is
applied) less ‘residual value’.
Depreciable amount is the cost of an asset, or other amount
substituted for cost, less its ‘residual value’.
Definition of ‘useful life’ in IAS 16

The residual value of an asset is the estimated amount that an
entity would currently obtain from disposal of the asset, after
deducting the estimated costs of disposal, if the asset were
already of the age and in the condition expected at the end of
its useful life.
Definition of ‘residual value’ in IAS 16
Another common error is to either inflate the residual value so
as to reduce the amount of annual depreciation, or conversely to
assume a very nominal or zero residual value such that the annual
depreciation amount is inflated, resulting in a large profit when
the asset is sold.
It should be noted regarding ‘residual value’ that:
XX Estimated disposal costs need to be deducted (resulting in a
lower residual value and higher depreciation charge), and
XX We must assume that the asset is already used, and in the
condition we intend to sell it in in X years’ time (also resulting
in a lower residual value and higher depreciation charge).
Example
On 1 January 2018, DEF Limited acquires a brand new Toyota
Corolla for $30,000. It intends to use the car for three years.
The second hand value of a 2018 Toyota Corolla is $25,000. The
second hand value of a 2015 Toyota Corolla is $18,000.
It would be incorrect for DEF Limited to use $25,000 as residual
value because this reflects the condition of the vehicle ‘as new’.
If the outlook for new and used car prices is not expected
to change significantly over the next three years, it may be
appropriate for DEF Limited to use the $18,000 three-year second
hand car price for a 2015 vehicle as the residual value. This is
because the price for a 2015 (three-year old) vehicle could be an
indicator of the amount DEF Limited would be able to sell the car
for in 2021, when it has been used for three years.

Error 3

Error 4

Unquestioningly accepting published tax depreciation rates for
accounting purposes without further analysis.

Failing to assume (and estimate) the asset is of the age, and in
the condition, expected at the end of its useful life.
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ERROR 5 – FAILING TO UPDATE ASSESSMENT OF USEFUL
LIVES (DEPRECIATION RATES) AND RESIDUAL VALUES
The basic requirement in IAS 16 is that the depreciable amount
of an asset with a finite ‘useful life’ is depreciated on a systematic
basis over its useful life (IAS 16, paragraph 50).
The residual value and the useful life of an asset shall be
reviewed at least at each financial year-end…
Extract of IAS 16, paragraph 51
However, many preparers forget to review the residual values and
useful lives of PPE assets at the end of each year to determine if
they are different from previous estimates. This assessment needs
to occur for all assets, at least at the end of each financial year.
The words ‘at least at each financial year-end’ imply that this
review should take place more often if there are indicators during
the year that the residual value or useful life of an asset has
changed.
Failing to reassess useful lives and residual values each year
could result in the depreciation charge being materially over or
understated in certain periods.
Error 5
Not reviewing the useful lives and residual assets of all assets
at the end of each financial year.
ERROR 6 – ACCOUNTING FOR CHANGES TO RESIDUAL
VALUES AND USEFUL LIVES OF ASSETS AS A CHANGE IN
ACCOUNTING POLICY
Following on from Error 5 above, if you review residual values and
useful lives of assets and decide that some changes are needed,
the question then is how to account for these changes.

IAS 16, paragraph 56 outlines factors to be considered when
determining ‘useful life’.
The future economic benefits embodied in an asset are
consumed by an entity principally through its use. However,
other factors, such as technical or commercial obsolescence
and wear and tear while an asset remains idle, often result in
the diminution of the economic benefits that might have been
obtained from the asset. Consequently, all the following factors
are considered in determining the useful life of an asset:
a) Expected usage of the asset. Usage is assessed by reference
to the asset’s expected capacity or physical output.
b) Expected physical wear and tear, which depends on
operational factors such as the number of shifts for which
the asset is to be used and the repair and maintenance
programme, and the care and maintenance of the asset
while idle.
c) Technical or commercial obsolescence arising from changes
or improvements in production, or from a change in the
market demand for the product or service output of the
asset. Expected future reductions in the selling price of an
item that was produced using an asset could indicate the
expectation of technical or commercial obsolescence of the
asset, which, in turn, might reflect a reduction of the future
economic benefits embodied in the asset.
d) Legal or similar limits on the use of the asset, such as the
expiry dates of related leases.
IAS 16, paragraph 56
Where, for example, production machinery is expected to be
obsolete in say three years, the ‘useful life’ of the machinery
would be reduced to three years.
A common error occurs when management assumes that because
it has adjusted the useful life, no further impairment assessment
is necessary.

The residual value and the useful life of an asset shall
be reviewed at least at each financial year-end and, if
expectations differ from previous estimates, the change(s)
shall be accounted for as a change in an accounting estimate
in accordance with IAS 8 Accounting Policies, Changes in
Accounting Estimates and Errors.

Example

Extract of IAS 16, paragraph 51

After reducing the useful life from 10 years to five, the annual
depreciation charge will increase from $100,000 per year to
$200,000 per year (refer Error 6 above – account for changes
prospectively as a change in estimate under IAS 8).

Paragraph 51 explicitly requires changes in useful lives and
residual values to be accounted for as a change in estimate under
IAS 8 (i.e. adjustments are made prospectively on a going forward
basis). No adjustments are made to prior periods.

Production Co has machinery (carrying amount of $1 million) to
manufacture DVDs. Research shows that DVDs will be obsolete
in five years’ time. The useful life of the machinery is currently
estimated to be 10 years.

However, if the recoverable amount of the machinery today is
less than $1 million, an impairment write-down is also required
under IAS 36 Impairment of Assets.

Error 6

Error 7

Failing to account for changes to residual values and useful
lives of PPE as a change in accounting estimate as per IAS 8.

Not impairing assets because useful lives and residual values
have already been adjusted.

ERROR 7 – RELATIONSHIP BETWEEN IMPAIRMENT AND
USEFUL LIVES AND RESIDUAL VALUES
Following on from Error 5 above, residual values of assets and
useful lives must be reassessed at the end of the financial year.

NEXT MONTH
Next month, our ‘common error’ series continues with more
errors when depreciating PPE.
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CONVERTIBLE NOTES - ARE
YOU ACCOUNTING FOR THESE
CORRECTLY (PART 3)?
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.
Last month, our Accounting News article worked through an example of a convertible
note classified as a compound financial instrument (i.e. part debt and part equity). This
month, we look at an example of a convertible note with an embedded derivative
liability.
WHY DO SOME CONVERSION FEATURES FAIL THE ‘FIXED FOR FIXED ‘TEST TO
BE CLASSIFIED AS ‘EQUITY’?
In practice, many conversion features in convertible notes fail ‘equity classification’, which
means that the conversion feature is a ‘financial liability’.
The reason for this is that the conversion feature contains contractual terms that result
in the holder of the conversion feature having rights that are different to those of
existing shareholders.
This could occur because the contractual terms are such that:
XX The number of shares to be issued varies
XX The amount of cash (or carrying amount of the liability) converts into a variable
number of shares, or
XX Both the number of shares, and the amount of cash (the carrying amount of the
liability), vary.
The commercial effect of this is that the holder of the conversion feature obtains a
different return in comparison with an investor that holds equity shares.
CONVERSION FEATURES THAT FAIL ‘EQUITY’ CLASSIFICATION ARE
DERIVATIVES
Conversion features that fail ‘equity’ classification are ‘derivatives’ because they are
either:
XX Written options (i.e. options that provide the holder with a choice over whether the
convertible note is exchanged for shares or cash), or
XX Forward contracts under which an entity will issue shares in order to extinguish an
obligation, with no cash settlement alternative.
This links to the definition of a ‘derivative’ in IAS 39, with all three of the characteristics
of a derivative being met, i.e.:
XX The value of the conversion feature changes in response to the share price of the issuer
XX The investment required to purchase the option is less than would be required to
purchase the equivalent number of shares1, and
XX The conversion feature can or will be exercised at a future date.
1. In this context, the ‘investment required to purchase the options’ is calculated as the PV
of the reduction in interest rate paid on the convertible note compared to a loan note
with no conversion feature. This amount is less than the ‘amount required to purchase the
equivalent number of shares’. Therefore, we compare the cost of acquiring the conversion
feature with the cost of acquiring shares themselves.
HOW DO WE ACCOUNT FOR CONVERSION FEATURES THAT ARE
DERIVATIVES?
There are two ways that derivative conversion features can be accounted for:
1. At fair value through profit or loss (FVTPL), separately from the host debt contract, or
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2. Using the ‘fair value option’ in IAS 39 Financial Instruments:
Recognition and Measurement (or IFRS 9 Financial Instruments
post 1 January 2018).
Option 1 – Account for the conversion feature at FVTPL
separately from host debt contract
Conversion features that fail equity classification and are
accounted for as derivative liabilities are typically accounted for
separately from the host instruments. This is because the fair
value of the conversion feature is affected by changes in the fair
value of the issuer’s shares, and the fair value of the host loan
is not. This means that the conversion feature (an embedded
derivative) is not what IAS 39/IFRS 9 refer to as being ‘closely
related’ to the host contract.
The effect of this option is that the instrument is separated into
two components and accounted for as follows:
COMPONENT

MEASURED AT….

Host debt contract

Amortised cost

Embedded derivative liability

Fair value through profit or loss

An embedded non-option derivative (such as an embedded
forward or swap) is separated from its host contract on the
basis of its stated or implied substantive terms, so as to
result in it having a fair value of zero at initial recognition. An
embedded option-based derivative (such as an embedded put,
call, cap, floor or swaption) is separated from its host contract
on the basis of the stated terms of the option feature. The
initial carrying amount of the host instrument is the residual
amount after separating the embedded derivative.
IAS 39.AG28/IFRS 9.B.4.3.3
The embedded derivative liability is calculated first and the
residual value is assigned to the debt host liability component
(IAS 39.AG28).

Fair value of
convertible note

Fair value
embedded
derivative

=

FV of debt
host liability
component

Option 2 – Fair value for whole note

EXAMPLE

The terms of some convertible notes which include an embedded
derivative liability can mean that accounting for each of the
separate components can become complex.

Entity A issues a note with a face value of $1,000, maturing three
years from its date of issue.

IAS 39 and IFRS 9 therefore both contain a ‘fair value option’.
Rather than just determining the fair value of the derivative, the
fair value is determined for the convertible note in its entirety. Fair
value movements from one period to another are then recognised
in profit or loss.

On maturity at the end of three years, the holder has an option
either to receive a cash repayment of $1,000 or to convert the
note into Entity A’s shares.

Although this may appear to be an attractive option, it can give
rise to additional volatility in amounts reported in profit or loss.
This is because both the embedded derivative(s) and also the host
loan will be measured at fair value, with the fair value of the host
contract being affected by factors such as changes in interest
rates, and changes in the issuer’s own credit rating, which would
not be accounted for if it had been measured at amortised cost.
HOW TO SEPARATE THE CONVERTIBLE NOTE (OPTION 1)?
Assuming we chooses Option 1 above, at initial recognition, the
proceeds received on issue of the convertible note need to be split
between the host debt contract and the embedded derivative
liability. In subsequent periods, the host debt contract continues
to be measured at amortised cost, and the embedded derivative
liability is measured at FVTPL.
The process of separating an embedded derivative liability
from a host debt contract is different to that applied
when separating an equity conversion feature, which we
illustrated in our April Accounting News article. In that case,
for a compound instrument, we calculate the debt portion
first, and the ‘equity’ portion is the residual amount.
The accounting for a convertible note with an embedded
derivative liability is set out in IAS 39.AG28 (IFRS 9.B4.3.3).

The note pays a 10% annual coupon.

The number of shares to be issued on conversion is calculated
using the average of the lowest five days’ volume weighted
average price (VWAP) in the previous 30 days prior to maturity.
The conversion feature is determined to have a fair value of $20 at
issue date.
Note: This example does not deal with the allocation of transaction
costs to the host debt and derivative liability components.
Using the flowchart below for the entire instrument, we conclude
that the convertible note is a financial liability with an embedded
derivative liability.
Is there a contractual obligation
to pay cash that the issuer
cannot avoid?

YES

Does IAS 32.16A-D apply?
NO
YES

NO

Is there an obligation to issue a
variable number of shares?

Equity

YES

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

Does the instrument have
any characteristics that
are similar to equity?
NO

YES

NO

Equity

Liability

Compound
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Step one

Step four

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 Entity A (the issuer)
cannot avoid. The answer is yes, because
it pays an annual cash coupon, and could
be required to repay the capital amount
at the end of three years if the holder
chooses not to exercise the conversion
option.

The conversion feature is then assessed,
again on a stand-alone basis. Starting with
the box at the top left hand side of the
diagram:
XX There is no unavoidable contractual
obligation to pay cash by the issuer.
The equity conversion feature can only
be settled through the issue of equity
shares, otherwise it will simply expire
unexercised.
XX There is an obligation to issue a variable
number of shares – the number of
shares to be issued is based on the
lowest 5 day VWAP in the last 30 days
prior to maturity.

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 4 below.
The host debt component will be
classified as a financial liability in its
entirety because of Entity A’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.

Therefore, the conversion feature is
also classified as a financial liability.
The conversion feature also meets the
definition of a derivative financial liability
because:
XX The value of the conversion feature
changes in response to the share
price of the issuer (the value of the
conversion feature is dependent on the
5 day VWAP and also the share price on
date of conversion)
XX The investment required to purchase
the option is less than would be
required to purchase the equivalent
number of shares, and
XX The conversion feature can or will be
exercised at future date (in three years’
time).
This means that the note contains the
following components:
XX Contractual cash flows of 10% annual
coupons and a cash repayment of
$1,000 (liability)
XX The conversion feature to convert the
liability into equity of Entity A at the
lowest five day VWAP in the previous
30 days prior to maturity (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.
COMPONENT

MEASURED AT….

Host debt contract

$980

Embedded
derivative liability

$20
$1,000

Therefore, the debt host liability is initially
recognised at $980 being the residual
value from deducting the fair value of the
derivative liability from the transaction
price (i.e. $1,000 less $20).
Subsequent measurement
At subsequent reporting dates, the host
debt contract continues to be measured
at amortised cost with interest expense
recognised using the effective interest
method. However, the fair value of the
conversion feature (derivative liability)
must be determined at each reporting date
and the fair value changes recognised in
profit or loss.
The following table sets out the effect on
profit or loss assuming the following fair
values at each year end:
FAIR VALUE OF PROFIT
CONVERSION OR LOSS
FEATURE
EFFECT
Year 1

($100)

$80 debit

Year 2

NIL

$100 credit

Year 3

($300)

$300 debit

Therefore we would expect more profit
or loss volatility for conversion features
classified as derivative liabilities.
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If the conversion feature is classified as a derivative liability,
this will often lead to a significantly higher and more volatile
expense pattern in trading profit or loss. This is because a
derivative liability is remeasured to fair value at each reporting
date, whereas if the conversion feature is classified as equity, there
is no re-measurement of the conversion feature is required.
‘OWN CREDIT’ ADJUSTMENTS
IFRS 13 Fair Value Measurement requires entities to take into
account the effects of its own non-performance risk or credit
risk (‘own credit’) when measuring the fair value of a liability
(IFRS 13.42 and 43). This requirement also applies to embedded
derivatives liabilities that arise as a result of issuing convertible
notes. For entities that have used the fair value option (Option 2
above), IFRS 9 Financial Instruments requires entities to recognise
the changes in ‘own credit’ in other comprehensive income (OCI)
rather than profit or loss.
FAIR VALUE HIERARCHY AND DISCLOSURES
IFRS 13 contains extensive disclosure regarding fair value. The
standard establishes a three level hierarchy for categorising inputs
used to measure fair value:
XX Level 1: Quoted prices (unadjusted) in active markets
XX Level 2: Inputs other than quoted prices that are either directly
or indirectly observable
XX Level 3: Unobservable inputs.
Measurements with level 1 inputs require less disclosure while
those with level 3 inputs require the most disclosure, e.g. for
level 3 fair value measurements, IFRS 13 requires entities to
quantify all significant unobservable inputs (IFRS 13.93(d)), as
well as having to quantify sensitivity analyses (IFRS13.93(h)(ii)).
For a convertible note that contains an embedded derivative
liability feature, consideration needs to be given to whether the
embedded derivative liability falls within the level 2 or level 3 of
the fair value hierarchy.
NEXT MONTH
Next month, we will look at some scenarios where conversion
features fails equity classification, and also where they still meet
equity classification.

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).
VIEW & REGISTER FOR WEBINARS
2018 webinars are as follows:
DATE

TOPIC

20 June 2018

Transition to IFRS 9

25 July 2018

IFRS 9 – Risk Assessment

22 August 2018

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

16

ACCOUNTING NEWS

NEW BDO RESOURCES
& 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

May 2018

Accounting Standards Update: Getting
Ready for 30 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-forProfit Entities

February 2017

Overview of the New AASB 16 Leases

Please register for our webinars in 2018.
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.
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 update 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).
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 2017/6
Definition of Material and IASB ED 2017/5 Accounting Policies and
Accounting Estimates.
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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

ED 285
Accounting Policy
Changes

Proposes to lower the
‘impracticable’ threshold for
not having to retrospectively
restate voluntary changes in
accounting policies as a result of
IFRS Interpretations Committee
decisions.

COMMENTS
COMMENTS
DUE TO AASB BY DUE TO IASB BY
27 June 2018
27 July 2018
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