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ACCOUNTING

NEWS
IN THIS EDITION
PROPOSALS TO DOUBLE THE
REPORTING THRESHOLDS FOR
‘LARGE’ PROPRIETARY COMPANIES
FROM 30 JUNE 2020
On 16 November 2018, the Government announced proposals to double the thresholds
for entities required to prepare, have audited, and lodge financial statements with the
Australian Securities and Investments Commission (ASIC).
In a joint media release by the Hon Josh Frydenberg MP (Treasurer of the Commonwealth
of Australia) and Senator the Hon Michaelia Cash (Minister for Small and Family Business,
Skills and Vocational Education), the Government noted the purpose of increasing the
reporting thresholds is to cut more red tape for small businesses.
‘Small and medium businesses will save more than $300 million over the next four
years, as the Liberal National Government cuts more red tape.
The Government will reduce the reporting burden for small and medium businesses by
raising financial reporting thresholds which have not been adjusted since 2007.’
Extract from joint media release
Please click here to read the full article.

AASB DEFERS REQUIREMENTS
FOR NFP LESSEES TO FAIR VALUE
PEPPERCORN LEASES
AASB 16 Leases, paragraph Aus25.1 (inserted by AASB 1058 Income of Not-for-Profit
Entities) requires not-for-profit (NFP) lessees to fair value their right-of-use (ROU) assets
subject to ‘peppercorn leases’ (i.e. those with significantly below-market terms and
conditions) for annual periods beginning on or after 1 January 2019.
However, at its meeting on 13 November 2018, the Australian Accounting Standards Board
(AASB) announced that it is proposing a temporary option to defer these requirements.
WHY THE DEFERRAL?
One of the reasons for providing this temporary deferral option is because of difficulties
experienced by some NFPs in determining fair value for these ROU assets.

HOT OFF THE PRESS
P1 Proposals to double the reporting thresholds for
‘large’ proprietary companies from 30 June 2020
NOT-FOR-PROFIT ENTITIES
P1 AASB defers requirements for NFP lessees to fair
value peppercorn leases
P2 Application date of AASB 1059 Service
Concession Arrangements: Grantors delayed
until 2020
P2 How will the new revenue standard (AASB 15)
impact NFPs?
TRIPLE THREAT ACCOUNTING STANDARDS
P4 Impacts of the ‘triple threat’ accounting
standards on mining entities
P4 Lots to think about when determining the
transaction price under IFRS 15
P6 Accounting for financial guarantees under IFRS 9
CONVERTIBLE NOTES
P8 Convertible notes – Are you accounting for
these correctly? (Part 8)
IASB NEW RELEASES
P9 IASB amends definition of a ‘business’ in IFRS 3
P11 IASB amends definition of ‘material’
OTHER
P12 BDO monthly webinars – please register for
2018 webinars now
P13 New BDO resources and publications
P15 Comments sought on exposure drafts
In this edition, ‘hot off the press’ is that the
Government is proposing to double the thresholds for
‘large’ proprietary companies having to prepare, have
audited, and lodge financial statements with ASIC.
We bring good news to not-for-profit entities
(NFPs), with the AASB’s recent decisions to defer
the requirements for recognising peppercorn leases
by lessees, and service concession arrangements by
grantors. We also remind you that AASB 15 applies
to NFPs for periods beginning on or after 1 January
2019, and there is plenty of work to do to ensure that
agreements with customers are enforceable.
We also explore further aspects of the ‘triple threat’
new accounting standards. This month we look at
how mining entities may be impacted, issues to
consider when determining the transactions price
(Step 3) for revenue recognition under IFRS 15, and
the complexities of accounting for financial guarantee
contracts under IFRS 9.
Lastly, we continue our series article on convertible
notes, and summarise two recent releases from the
IASB which revise the definitions of a ‘business’ under
IFRS 3, and ‘materiality’ under IAS 1.
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‘Given the prevalence of restrictions on ROU assets in the NFP
sector, the Board prefers the interpretative issues arising from
fair valuing such leases to be resolved as part of the fair value
measurement project.’
AASB Action Alert, 14 November 2018
Another reason is that the AASB wants to avoid placing a financial
reporting burden on smaller private-sector NFPs that may not need
to report in future because of likely increases in reporting thresholds
as a result of the ACNC Legislative Review recommendations.
HOW LONG WILL THE TEMPORARY DEFERRAL OPTION
REMAIN IN PLACE?
This is expected to remain until guidance has been developed for
fair valuing such right-of-use assets, and the financial reporting
requirements for private sector NFPs have been finalised.
HOW WILL ENTITIES APPLYING THIS TEMPORARY RELIEF
ACCOUNT FOR PEPPERCORN LEASES IN THEIR 2019
FINANCIAL STATEMENTS?
ROU assets will be measured at the present value of the payments
required, so usually an insignificant amount.
More disclosures
However, such NFPs will need to provide additional disclosure
to ensure that users understand the effects on the financial
position, financial performance and cash flows of the entity
arising from leases with significantly below-market terms and
conditions.
When the temporary relief is removed, the AASB will consider
whether to provide transitional relief for existing ‘peppercorn’
leases.

APPLICATION DATE
OF AASB 1059
SERVICE CONCESSION
ARRANGEMENTS:
GRANTORS DELAYED
UNTIL 2020
The new accounting requirements for public sector grantors
in service concession arrangements (AASB 1059) have been
deferred to periods commencing 1 January 2020.
The Australian Accounting Standards Board (AASB) recently
announced a one-year deferral on the new accounting
requirements for public sector grantors in service concession
arrangements so that it has time to further consider various
implementation issues raised by stakeholders when preparing for
first-time adoption on 1 January 2019.
As a result, AASB 1059 will apply to annual periods beginning on
or after 1 January 2020, rather than 1 January 2019.
AASB 2018-5 Amendments to Australian Accounting Standards –
Deferral of AASB 1059 is the amending standard that gives effect
to the deferral.

HOW WILL THE NEW
REVENUE STANDARD
(AASB 15) IMPACT NFPS?
Most not-for-profit entities (NFPs) are aware that there is a new
income recognition standard, AASB 1058 Income of Not‑for‑Profit
Entities that applies to annual periods beginning 1 January 2019.
However, not all are aware that the new revenue standard,
AASB 15 Revenue from Contracts with Customers, also applies
from this date, and also applies to NFPs. NFPs therefore need to
consider both these standards to ensure that income and revenue
are recognised at appropriate amounts, and in the appropriate
accounting periods, post 1 January 2019.
This article summarises:
XX When ‘income’ received by NFPs is accounted for under AASB
1058 and AASB 15 respectively, and
XX What features are necessary to meet the ‘enforceable contract’
criterion for revenue recognition under AASB 15 by NFPs.
Scope of AASB 1058
AASB 1058 applies to transactions where the consideration to
acquire an asset is less than fair value principally to enable a
NFP to further its objectives.
This means that AASB 15, rather than AASB 1058, could apply to
transactions of NFPs if the consideration to acquire an asset is:
XX Less than fair value, but for some reason other than to enable
the NFP to further its objectives
XX At fair value, or
XX Less than fair value principally to enable a NFP to further its
objectives, but comes with performance obligations attached.
Scope of AASB 15
The above-mentioned transactions have features of commercial
transactions whereby the NFP would be required to satisfy
performance obligations as consideration for the asset received.
However, these would only fall within the scope of AASB 15 if
the performance obligations are required by an enforceable
contract, and they are ‘sufficiently specific’ to enable the NFP to
determine when they have been satisfied.
If these conditions are not met, AASB 1058 applies, and if there
is nowhere else to post the credit entry (e.g. financial instruments
under AASB 9 Financial Instruments, lease liability under AASB 16
Leases, etc.), income is recognised immediately under AASB 1058.
DOES THE TRANSACTION OCCUR IN A
CONTRACT WITH A CUSTOMER THAT CREATES
ENFORCEABLE RIGHTS AND OBLIGATIONS?
YES
DOES THE CONTRACT INCLUDE ‘SUFFICIENTLY
SPECIFIC’ PERFORMANCE OBLIGATIONS
(PROMISES BY THE NFP TO TRANSFER GOODS
AND SERVICES TO CUSTOMERS)?
YES
APPLY AASB 15

NO

NO

OUTSIDE
SCOPE OF
AASB 15

APPLY
AASB 1058
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If your contract is enforceable and includes ‘sufficiently
specific’ performance obligations, revenue will be recognised as
performance obligations are satisfied, rather than when assets
are received.
AASB 15 is essentially designed for the recognition of revenue by
for-profit entities. Appendix F has been added to AASB 15 to
assist NFPs in applying the five-step revenue recognition model
in a not-for-profit context. This article looks at the additional
guidance in paragraphs F5 – F19, which assist in determining
whether there is a contract with a customer that creates
enforceable rights and obligations.
Is there a contract?
AASB 15 defines a ‘contract’ as an agreement between two or
more parties that creates enforceable rights and obligations.
Appendix F notes that in a NFP context, ‘agreements’ would
include arrangements entered into under the direction of
another party, such as when assets are transferred to an entity
with a directive that they be used to provide specified services.
AASB 15, paragraph 10 includes contracts that are implied by an
entity’s customary business practices. Appendix F notes that in
a NFP context, customary business practices would refer to the
NFP's customary practices in performing its activities.
Is there a customer?
AASB 15 defines a ‘customer’ as a party that has contracted with
an entity to obtain goods or services that are an output of the
entity’s ordinary activities, in exchange for consideration.
In a for-profit context, it is common for the customer to be the
party receiving the goods or services, although sometimes it may
direct the vendor to deliver them to third party beneficiaries.
Despite this redirection, the customer is the party that entered
into the contract and is obligated to settle the consideration. It is
not the party that receives the goods or services.
In a NFP context, these three-way arrangements are common.
For example, a NFP entity may receive consideration from
the government to provide first-aid training free of charge to
members of the community. In this case, the government, rather
than the community, is the customer because it is the party that
has contracted with the NFP to provide the first-aid training.
Is the contract enforceable?
In order to pass Step 1 of the new revenue recognition model,
entities must establish that there is a contract with a customer,
and that the contract is enforceable.
In order for a contract (agreement) to be enforceable, the
following points are pertinent:
XX Only some, but not all, of the promises in the agreement need
to be enforceable.
XX It is desirable for the agreement to be in writing and include
‘sufficiently specific’ requirements, although oral agreements
may also be enforceable.
XX Terms of the agreement, as well as additional terms agreed
between the parties as a result of further actions/discussions
are considered to determine if it is enforceable. Examples of
terms that could result in an enforceable agreement include:
−− A refund if agreed specific performance has not occurred
−− The customer, or another party acting on its behalf, has the
right to enforce specific performance or claim damages

−− The customer has the right to take a financial interest in
assets purchased or constructed by the entity with resources
provided under the agreement
−− The parties to the agreement are required to agree
on alternative uses of the resources provided under
the agreement.
XX The agreement itself need not include refund or other
enforcement provisions because Australian law generally
provides remedies for performance or damages for breach of
the agreement.
XX A separate party must be able to able to enforce it through
legal or equivalent means (i.e. a mechanism outside the legal
system that gives the separate party the right to oblige the
entity to act in a certain way or face consequences). There does
not need to be a history of enforcement of similar agreements.
Nor does there need to be intention by the customer to
enforce its rights.
XX Some enforcement mechanisms may arise from administrative
arrangements, such as a directive given by a Minister or
government department to a public sector entity under its
control. This would be considered sufficient for an agreement
to be considered enforceable by a separate party through legal
or equivalent means.
XX Agreements can still be legally enforceable even if they are
not in the form of a formal contract, such as Memoranda of
Understanding, Heads of Agreements and Letters of Intent.
However, the following would not necessarily result in an
agreement being enforceable by another party through legal or
equivalent means:
XX A transferor being able to withhold future funding to which
the entity is not presently entitled. This is in contrast to having
refund rights or the capacity to impose a severe penalty in the
event of non-performance.
XX A NFP publishing a statement to spend money in a particular
way, because it does not identify parties who could enforce
the statement. This is in contrast to a letter of intent which is
typically an agreement between specifically identified parties.
Commercial substance
Lastly, AASB 15, paragraph 9(d) requires that the contract must
have commercial substance (i.e. the risk, timing or amount of
the entity’s future cash flows is expected to change as a result
of the contract). Appendix F also clarifies that in a NFP context,
contracts may have ‘commercial substance’, even though they
may be ‘non-commercial’ (e.g. goods or services provided are
subsidised or on a cost-recovery basis). This is because they could
still result in a change in the ‘risk, timing or amount of the entity’s
future cash flows’.
Concluding thoughts
Many NFPs defer recognition of a variety of income streams
because there is a lack of clarity in the current accounting
requirements for income of NFPs. However, from 1 January 2019,
this situation is about to change. NFPs will need to undergo a
formal assessment of all income streams to assess whether
recognition under AASB 1058 or AASB 15 is appropriate.
Importantly, revenue can only be recognised if there is an
enforceable contract with a customer. Management should
therefore already be undertaking a detailed review of all contracts
and agreements to assess whether these Step 1, AASB 15 criteria
have been met.
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IMPACTS OF THE
‘TRIPLE THREAT’
ACCOUNTING
STANDARDS ON
MINING ENTITIES
NEW REVENUE STANDARD - IFRS 15 REVENUE FROM
CONTRACTS WITH CUSTOMERS
It is reasonable to say that the mining sector is far less impacted
by IFRS 15 than sectors such as telecoms, software, construction
and indeed mining service companies. However, it is wrong to
assume that miners are not impacted by this new standard at all.
Like other entities, mining companies need to consider whether
the contract is within the scope of the standard, and work through
the five step model.
Please read BDO’s Natural Resources Technical Update on IFRS 15
for more information.
NEW FINANCIAL INSTRUMENTS STANDARD – IFRS 9
FINANCIAL INSTRUMENTS
The origins of IFRS 9 stem from the global financial crisis and is a
very significant standard for the banking sector. Whilst the impact
on IFRS 9 is not as great on non-financial entities, those in the
natural resources sector should not ignore its impacts.
The key features of IFRS 9 to be considered by those in the natural
resources sector include:
XX Moving from an incurred loss impairment model to a predicted
loss model
XX The strict rules as to which financial assets can be recorded at
amortised cost
XX Investments in unlisted shares to be recorded at fair value, and
XX Simplified hedge accounting rules.
Please read BDO’s Natural Resources Technical Update on IFRS 9
for more information.
NEW LEASES STANDARD – IFRS 16 LEASES
IFRS 16 is the new accounting standard that is likely to cause
significant changes to miners’ financial statements. It requires
miners to recognise most leases on their balance sheet as lease
liabilities, with a corresponding right-of-use asset. The profit
or loss recognition pattern will change because interest and
depreciation expenses are recognised separately in the profit or
loss rather than the straight-line operating lease expense.
Please read BDO’s Natural Resources Technical Update on IFRS 16
for more information.

LOTS TO THINK ABOUT
WHEN DETERMINING
THE TRANSACTION PRICE
UNDER IFRS 15
In the April 2018 edition of Accounting News we discussed the
five-step model for revenue recognition introduced by IFRS 15
Revenue from Contracts with Customers:
Step 1

Identify the contract(s) with the customer

Step 2

Identify the performance obligations in the contract

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

In the May and June 2018 editions we examined the first step
of that five-step process in greater depth, and in the July and
September 2018 editions we looked at the complexities of the
second step. In this article, we look at the difficulties associated
with the third step of the five step model.
DETERMINING THE TRANSACTION PRICE IN A CONTRACT
WITH A CUSTOMER
Step three of the five-step IFRS 15 model requires the entity
to determine the transaction price, which IFRS 15 defines as
the ‘amount of consideration to which an entity expects to
be entitled in exchange for transferring promised goods or
services to a customer, excluding amounts collected on behalf of
third parties’.
The consideration promised in a contract with a customer
may include fixed amounts, variable amounts, or both. When
determining the transaction price, the entity needs to consider the
effects of all of the following:
XX Variable consideration
XX The existence of a significant financing component in the
contract
XX Non-cash consideration
XX Consideration payable to a customer.
VARIABLE CONSIDERATION
The amount of consideration can vary because of discounts,
rebates, refunds, credits, price concessions, incentives,
performance bonuses, penalties and other similar items.
In addition, the promised consideration can vary if an entity’s
entitlement to the consideration is contingent on the occurrence
or non-occurrence of a future event (for example, an amount of
consideration would be variable if either a product was sold with a
right of return, or a fixed amount was promised as a performance
bonus on achievement of a specified milestone).
The entity must estimate an amount of variable consideration
by using either of the following methods, depending on which
method the entity expects to better predict the amount of
consideration to which it will be entitled:
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The expected value method (the sum of probability-weighted amounts) – this
method is generally used if the entity has a large number of contracts with similar
characteristics (e.g. retailers)
XX The most likely amount (i.e. the single most likely outcome of the contract) – this
method is generally used if the contract has only two possible outcomes (e.g. an entity
either achieves a performance bonus or does not).
XX

IFRS 15 imposes a ‘reversal constraint’ on the amount of variable consideration which
can be recognised. Variable consideration can be included in the transaction price only
to the extent that it is highly probable that a significant reversal in the amount of
cumulative revenue recognised will not occur when the uncertainty associated with
the variable consideration is subsequently resolved.
A SIGNIFICANT FINANCING COMPONENT IN THE CONTRACT
In determining the transaction price, the entity must adjust the promised amount of
consideration for the effects of the time value of money if the timing of payments agreed
to by the parties to the contract (either explicitly or implicitly) provides the customer or
the entity with a significant benefit of financing the transfer of goods or services to the
customer. The table below outlines the impact of a significant financing component:
If the payment is…

That in effect means…

Which results in…

In arrears

The vendor is providing
finance to its customer

Finance income and a reduction
in revenue

In advance

The vendor is borrowing
funds from its customer

Finance expense and increased
revenue

As a practical expedient, the entity does not need to adjust the promised amount of
consideration for the effects of a significant financing component if the entity expects, at
contract inception, that the period between when the entity transfers a promised good or
service to a customer, and when the customer pays for that good or service, will be one
year or less.
NON-CASH CONSIDERATION
Where the transaction price includes non-cash consideration, the entity must measure
that non-cash consideration at fair value. If the fair value of the non-cash consideration
cannot be reasonably estimated, the entity must measure it indirectly, by reference to the
stand-alone selling price of the goods or services promised to the customer in exchange
for the consideration.
CONSIDERATION PAYABLE TO A CUSTOMER
Consideration payable to a customer includes:
XX Cash amounts that the entity pays, or expects to pay, to the customer (or to other
parties that purchase the entity’s goods or services from the customer)
XX Credit or other items (for example, a coupon or voucher) that can be applied against
amounts owed to the entity (or to other parties that purchase the entity’s goods or
services from the customer).
Consideration payable to a customer is generally accounted for as a reduction of the
transaction price and, therefore, of revenue. However, occasionally these may be
accounted for as a separate transaction (and not a reduction in revenue) if the vendor is
acquiring distinct goods and services from the customer.
CONCLUDING THOUGHTS
In many instances, determining the transaction price in a contract with a customer
is a relatively straightforward process. However, where part of the transaction price
is variable and subject to the ‘reversal constraint’, or contracts include significant
financing components, non-cash consideration or consideration payable to customers,
finance teams will need to apply considerable professional judgement in determining
the transaction price, and these judgements could significantly impact the timing of
revenue recognition.
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ACCOUNTING FOR FINANCIAL
GUARANTEES UNDER IFRS 9
In the October 2018 edition of Accounting News we examined accounting for financial
liabilities under the requirements of IFRS 9 Financial Instruments. In this article we look
at financial guarantees, which under IFRS 9 are accounted for as financial liabilities, as
they were under IAS 39 Financial Instruments: Recognition and Measurement (note that, as
occurred under IAS 39, an entity that has previously explicitly asserted that it considers
and accounts for financial guarantees as insurance contracts can elect to apply IFRS 4
Insurance Contracts instead of IFRS 9).
INITIAL RECOGNITION
A financial guarantee contract is initially recognised at fair value. If the guarantee is
issued to an unrelated party on a commercial basis, the initial fair value is likely to equal
the premium received. If no premium is received (which is often the case in intra-group
situations), the fair value must be determined using a method that quantifies the
economic benefit of the guarantee to the holder.
The fair value of a financial guarantee contract is calculated as the present value of the
difference between the net contractual cash flows required under a debt instrument,
and the net contractual cash flows that would have been required without the
guarantee. The present value is calculated using a risk free rate of interest.
SUBSEQUENT RECOGNITION
At the end of each subsequent reporting period, financial guarantees are measured at the
higher of:
XX The amount of the loss allowance, and
XX The amount initially recognised less cumulative amortisation, where appropriate.
The amount of the loss allowance at each subsequent reporting period equals the
12-month expected credit losses. However, where there has been a significant
increase in the risk that the specified debtor will default on the contract, the calculation
is for lifetime expected credit losses. It is important to note that the simplified
impairment approach available for trade receivables cannot be used for financial
guarantee contracts.
Expected credit losses for a financial guarantee contract are the cash shortfalls adjusted
by the risks that are specific to the cash flows. Cash shortfalls are the difference between:
XX The expected payments to reimburse the holder for a credit loss that it incurs, and
XX Any amount that an entity expects to receive from the holder, the debtor or any
other party.
The following two examples illustrate what this looks like in practice.
Example one
On 1 January 2019, Company A guarantees a $1,000 loan of Subsidiary B, which
Bank XYZ has provided to Subsidiary B for three years at 7%.
Interest payments are made at the end of each year and the principal is repaid at the end
of the loan term.
If Company A had not issued a guarantee, Bank XYZ would have charged Subsidiary
B an interest rate of 10%. Company A does not charge Subsidiary B for providing
the guarantee.
On 31 December 2019, there is a 1% probability that Subsidiary B will default on the loan
in the next 12 months. If Subsidiary B defaults on the loan, Company A does not expect to
recover any amount from Subsidiary B.
On 31 December 2020, there is a 3% probability that Subsidiary B will default on the loan
in the next 12 months. If Subsidiary B defaults on the loan, Company A does not expect to
recover any amount from Subsidiary B.
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1 January 2019
The guarantee must be recognised at fair value. The fair value of
the guarantee will be the present value of the difference between
the net contractual cash flows required under the loan, and the
net contractual cash flows that would have been required without
the guarantee.
Table 1

Year 1

Year 2 Year 3

Total

Cash flows based on
interest rate of 10% (A)

$100

$100

$100

$300

Cash flows based on
interest rate of 7% (B)

$70

$70

$70

$210

Interest rate differential
(A-B)

$30

$30

$30

$90

Interest rate differential
discounted at 10%

$27

$25

$23

$75

Fair value of financial
guarantee contract

Dr
($)
Financial guarantee (liability)

The journal entry is:
Dr
($)
Investment in subsidiary

Cr
($)

75

Financial guarantee (liability)

75

23

Profit or loss

23

31 December 2020
At 31 December 2020, there is 3% probability that Subsidiary B
will default on the loan in the next 12 months. If Subsidiary B
defaults on the loan, Company A does not expect to recover any
amount from Subsidiary B. The 12-month expected credit losses
are therefore $30 ($1,000 x 3%).
The initial amount recognised less amortisation is $28, which
is lower than the 12-month expected credit losses ($30). The
liability is therefore adjusted to $30 (the higher of the two
amounts) as follows:
Dr
($)

$75

The difference between the two cash flows is $75 ($1,000 - $925),
which is the fair value of the financial guarantee at inception.

Cr
($)

Financial guarantee (liability)

Cr
($)

22

Profit or loss

22

Calculated as the carrying amount at the end of 31 December
2019 of $52 less 12-month expected credit losses of $30
Example two
Same facts as for Example one, except that at 31 December 2019,
there is a significant increase in the risk that Subsidiary B will
default on the loan.

If Subsidiary B was an unrelated party, the above journal entry
would result in an expense in the books of Company A.

The probability of default over the remaining life of the loan (two
years) is 60%.

31 December 2019

If Subsidiary B defaults on the loan, Company A does not expect
to recover any amount from Subsidiary B.

At 31 December 2019, there is 1% probability that Subsidiary
B will default on the loan in the next 12 months. This is
not a significant increase in the probability of default from
31 December 2019. If Subsidiary B defaults on the loan, Company A
does not expect to recover any amount from Subsidiary B. The
12-month expected credit losses are therefore $10 ($1,000 x 1%).
The initial amount recognised less amortisation is $52 ($75 + $7.5
(interest accrued under the EIR)) – $30 (benefit of the guarantee
in year 1). See table below. The unwound amount is recognised as
income to Company A, being the benefit derived by Subsidiary B
not defaulting on the loan during the period.
Table 2

Opening
balance

10% EIR

‘Benefits’
provided

Closing
balance

Year 1

$75.00

$7.50

($30.00)

$52.50

Year 2

$52.50

$5.30

($30.00)

$27.80

Year 3

$27.80

$2.78

($30.00)

$-

The carrying amount of the financial guarantee liability after
amortisation is therefore $52, which is higher than the 12-month
expected credit losses of $10. The liability is therefore adjusted to
$52 (the higher of the two amounts) as follows:

31 December 2019
As Company A does not expect to recover any amount from
Subsidiary B, the lifetime expected credit losses are $600
(60% x $1,000), and the carrying amount is adjusted as follows:

Profit or loss
Financial guarantee (liability)

Dr

Cr

($)

($)

525
525

To record the liability at the amount of the loan loss allowance
($600 - $75)
CONCLUDING THOUGHTS
Careful monitoring of the loans for which financial guarantees
have been provided is essential for both risk management and
accounting purposes. Finance teams should ensure that they have
processes in place to undertake such monitoring on a regular basis.
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CONVERTIBLE NOTES - ARE
YOU ACCOUNTING FOR THESE
CORRECTLY (PART 8)?
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 in Accounting News we have been looking at some practical
aspects regarding accounting for convertible notes, including:
XX An overview of the requirements (March 2018)
XX A detailed example of a convertible note classified as a compound financial instrument
(April 2018)
XX A detailed example of a convertible note with an embedded derivative liability
(May 2018)
XX Common scenarios encountered in practice where conversion features either meet or
fail equity classification (July 2018)
XX A detailed example of a convertible note converting into a variable number of shares
based on the issuer’s share price at conversion date (August 2018)
XX A detailed example of a convertible note issued in a currency other than the issuer’s
functional currency (September 2018)
XX A detailed example of a convertible note with a feature that allows the issuer to repay
(‘call’) the note early (October 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.
This month we look at a detailed example of a convertible note with an early
repurchase option.
SUMMARY
Some convertible notes allow the issuer to repurchase the note before its stated maturity
date, if certain events occur. If the issuer does elect to repurchase the note before its
stated maturity date, IAS 32 requires the consideration paid (i.e. repurchase price) to be
allocated to the liability and equity components. This is achieved by:
1. Determining the fair value of the liability at the repurchase date
2. The residual amount is attributed to the equity component, and
3. The difference between the carrying amount and the fair value of the liability at the
repurchase date is accounted for as the cost of redeeming the liability.
The example below illustrates this approach in more detail.
EXAMPLE: EARLY REPURCHASE OF BONDS
XYZ Limited issues a convertible note with a face value $10,000, maturing three years
from its date of issue.
The note pays a 10% annual coupon and, on maturity, the holder has an option either to
receive cash of $10,000 or 10,000 XYZ Limited shares.
At the end of Year 2, XYZ Limited is subject to a takeover offer and elects to repurchase
the note for $11,000. Assume the following:
XX Carrying value of the note at the end of Year 2 is $9,840
XX The market interest rate for a note without a conversion feature at the end of Year 2
is 10%.
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Analysis – initial recognition

This convertible note is accounted for as a compound financial
instrument because the conversion feature gives the holder of the
convertible note the right to convert into a fixed number of equity
securities of the issuer (refer to example in Accounting News,
April 2018).
Analysis – early repurchase
IAS 32.AG33 requires an entity to allocate the consideration paid
for the repurchase to the liability and equity components using
the same allocation method as the method for allocating the
initial transaction price, i.e. determine the fair value the liability
component, with the residual amount being allocated to equity.
The fair value of the outstanding liability at the end of Year 2, after
payment of interest for that year, is set out in the table below.
It is calculated as the present value of the outstanding cash flows
(for one remaining year) at the market interest rate at the end of
Year 2 (i.e. 10%).
Discount

Cash flow
($)

Fair value
($)

Interest

1/1.1

1,000

910

Principal

1/1.1

10,000

9,090
10,000

The repurchase consideration paid to the holder is $11,000 and
the fair value of the liability component is $10,000 as determined
above, therefore the value assigned to the equity component
is $1,000.
The difference between the carrying value and the fair value of the
debt liability at the end of Year 2 is accounted for as the cost of
redeeming the debt.
Debt liability
($)
Carrying value

9,840

Fair value

10,000

Difference – debt settlement expense

160

The journal entry on repurchase of the note at the end of Year 2 is:
Dr
($)
Debt liability
Debt settlement expense
Equity
Cash

Cr
($)

9,840

IASB AMENDS
DEFINITION OF A
‘BUSINESS’ IN IFRS 3
After considering feedback from its post-implementation review
of IFRS 3 Business Combinations, the International Accounting
Standards Board (IASB) recently made amendments to the
definition of a ‘business’ in IFRS 3 by issuing Definition of a
Business (Amendments to IFRS 3).
WHEN DO THE AMENDMENTS APPLY?
The new definition must be applied to acquisitions occurring on or
after the beginning of the first annual reporting period that begins
on or after 1 January 2020, but can be applied early (once adopted
by the Australian Accounting Standards Board).
Entities with December year-ends will therefore apply the new
definition to acquisitions occurring on or after 1 January 2020,
and those with June year-ends will apply it to acquisitions from
1 July 2020 onwards.
WHAT CHANGES HAVE BEEN MADE?
In summary, Definition of a Business (Amendments to IFRS 3) makes
the following changes:
1. Narrows the definition of ‘outputs’ and a ‘business’ to focus on
returns from selling goods and services to customers, rather
than on cost reductions.
2. Amends guidance on inputs, processes and outputs in
paragraph B7 to align with the new definition.
3. Clarifies that to be considered a business, an acquired set
of activities and assets must include, as a minimum, an
input and a substantive process that together significantly
contribute to the ability to create outputs.
4. Provides extensive guidance on what is meant by a
‘substantive process’.
5. Adds an optional ‘concentration test’ as a short-cut way of
concluding that certain types of acquisitions are not business
combinations.
These changes are discussed in more detail below.
CHANGES TO THE DEFINITION OF ‘OUTPUTS’ AND A
‘BUSINESS’

160
1,000
11,000

Being cash paid for note repurchase, derecognition of the debt
liability and equity, and the associated expense.

The definition of a ‘business’ and ‘outputs’ in IFRS 3 currently
focus on returns, which can be in the form of dividend income,
lower costs, or other economic benefits to investors and owners.
The amendments narrow these two definitions to exclude returns
in the form of lower costs, and other economic benefits provided
directly to investors and owners.
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Definition
of a
‘business’

Definition
of
‘outputs’

IFRS 3
(current version)

Amendments to IFRS 3
(2018)

An integrated set of
activities and assets
that is capable of
being conducted
and managed for the
purpose of providing
a return in the form of
dividends, lower costs
or other economic
benefits directly to
investors or other
owners, members or
participants.

An integrated set of
activities and assets
that is capable of
being conducted and
managed for the purpose
of providing goods or
services to customers,
generating investment
income (such as
dividends or interest) or
generating other income
from ordinary activities.

The result of inputs
and processes applied
to those inputs that
provide or have the
ability to provide a
return in the form of
dividends, lower costs
or other economic
benefits directly to
investors or other
owners, members or
participants.

The result of inputs
and processes applied
to those inputs that
provide goods or services
to customers, generate
investment income (such
as dividends or interest)
or generate other income
from ordinary activities.

To support the new definition of a ‘business’, the application guidance
contained in IFRS 3, paragraph B7 has been amended so that:
XX Inputs and processes no longer need to have the ability to
create outputs. Instead, they merely need to have the ability to
contribute to the creation of outputs.
XX The intellectual capacity of an organised workforce having
the necessary skills and experience in following rules and
conventions may provide the necessary processes applied to
inputs to create outputs.
XX The focus on outputs is on returns from goods and services
provided, investment income, and other income from ordinary
activities.
NEED A MINIMUM OF AN INPUT AND A SUBSTANTIVE
PROCESS TO BE CONSIDERED A BUSINESS
The amendments clarify that to be considered a business, an
acquired set of activities and assets must include, as a minimum,
an input and a substantive process that together significantly
contribute to the ability to create outputs.

+

SUBSTANTIVE
PROCESS

WHAT IS A ‘SUBSTANTIVE PROCESS’?
Extensive guidance has been added to IFRS 3 as part of these
amendments to assist in determining whether an acquired process
is ‘substantive’.
No outputs at acquisition date
If a set of activities and assets do not have outputs at acquisition
date, an acquired process is only considered ‘substantive’ if:
XX It is critical to the ability of the entity to develop or convert an
acquired input(s) into outputs, and
XX The inputs acquired include both an organised workforce that
has the skills, knowledge or experience to perform that process,
as well as other inputs that the organised workforce could
develop and convert into outputs, for example:
a. Intellectual property that could be used to develop a good
or service
b. Other economic resources that could be developed to create
outputs, or

AMENDED GUIDANCE ON INPUTS, PROCESSES AND
OUTPUTS IN PARAGRAPH B7 TO ALIGN WITH THE NEW
DEFINITION OF A ‘BUSINESS’

INPUT

The amendments also clarify that:
XX Outputs are not necessarily required for an integrated set of
activities and assets to qualify as a business
XX A business need not necessarily include all inputs and
processes used by the seller in operating the business, and
XX If an acquired set of activities and assets has outputs,
continuation of revenue (e.g. a recurring revenue stream) does
not by itself indicate that both an input and a substantive
process have been acquired.

SIGNIFICANTLY
CONTRIBUTE
TO ABILITY
TO CREATE
OUTPUTS

c. Rights to obtain access to necessary materials or rights that
enable the creation of future outputs.
IS THE ACQUIRED PROCESS CRITICAL
TO THE ABILITY TO DEVELOP OR
CONVERT AN ACQUIRED INPUT(S) INTO
OUTPUT(S)?
YES
DO THE INPUTS ACQUIRED INCLUDE
AN ORGANISED WORKFORCE THAT IS
HIGHLY SKILLED, KNOWLEDGEABLE
OR EXPERIENCED TO PERFORM THE
ACQUIRED PROCESS?
YES
DO THE INPUTS ACQUIRED INCLUDE
OTHER INPUTS THAT THE ORGANISED
WORKFORCE COULD DEVELOP OR
CONVERT INTO OUTPUTS?
YES

NO

NO

ACQUIRED
PROCESS IS NOT
SUBSTANTIVE

NO

ACQUIRED PROCESS IS SUBSTANTIVE

Examples of inputs in (a) to (c) above include technology,
in‑process R&D projects, real estate interests and mineral interests.
This means that there would be no substantive process, and
therefore no business where an entity acquired:
XX A process with inputs, but a workforce that is not sufficiently
skilled, or
XX A process and a skilled workforce but no other inputs to
develop and convert into outputs.
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Outputs at acquisition date
If a set of activities and assets does have outputs at acquisition
date, an acquired process is only considered to be ‘substantive’ if,
when applied to an acquired input, it:
XX Is critical to the entity’s ability to continue producing outputs,
and the inputs acquired include an organised workforce that
has the skills, knowledge or experience to perform that process,
or
XX Significantly contributes to the ability to continue producing
outputs and is considered unique, or cannot be replaced
without significant cost, effort or delay in the ability to
continue producing outputs.
WHAT IS THE OPTIONAL ‘CONCENTRATION TEST’?
The ‘concentration test’ added to paragraphs B7A – B7C, allows a
simplified assessment of whether an acquired set of activities and
assets is not a business. In other words, this is a short-cut way of
concluding that the acquisition is not a ‘business’, without having
to conduct the detailed assessment required by IFRS 3.
IS SUBSTANTIALLY ALL OF THE
FAIR VALUE OF THE GROSS ASSETS
ACQUIRED CONCENTRATED IN A SINGLE YES
IDENTIFIABLE ASSET, OR GROUP OF
SIMILAR IDENTIFIABLE ASSETS?
NO

SET OF
ACTIVITIES &
ASSETS NOT = A
BUSINESS

SET OF ACTIVITIES & ASSETS = A
BUSINESS

In applying the concentration test, paragraph B7B includes
extensive guidance about what can be considered a single
identifiable asset or similar assets. The concentration test is
optional, and it can be applied to some acquisitions and not
others (i.e. separate election for each acquisition can be made).
Note: IFRS 3 was initially developed as part of a joint project
with the US Financial Accounting Standards Board (FASB)
and the definitions of a ‘business’ were the same in IFRS
3 and US GAAP. However, in practice, the definition was
viewed as capturing a broader range of transactions under
US GAAP than IFRS 3. In 2017, the FASB made amendments
to its definition of a ‘business’. The IASB expects that its new
definition will achieve more consistency in practice between
US GAAP and IFRS, even though the two definitions are now
worded differently, and differ in some respects (refer Basis for
Conclusions to these amendments, paragraphs BC21D and
BC21E).

IASB AMENDS
DEFINITION OF
‘MATERIAL’
IAS 1 Presentation of Financial Statements and IAS 8 Accounting
Policies, Changes in Accounting Estimates and Errors include a
definition of ‘materiality’ which must be applied when judging
whether information should be included, or amounts adjusted, in
the financial statements.
WHY CHANGE?
In response to findings that some entities were finding it difficult
to apply this definition in practice, the International Accounting
Standards Board (IASB) recently issued amendments to clarify:
XX The definition of what is ‘material’ to the financial statements, and
XX How this definition should be applied (guidance has been
added to the definition and explanations accompanying the
definition have been improved).
Consequential amendments have also been made to ensure that
the definition of ‘material’ is consistent across all IFRS Standards,
as well as the Revised Conceptual Framework (2018) and IFRS
Practice Statement 2 Making Materiality Judgements.
WHEN DOES THE NEW DEFINITION OF ‘MATERIAL’
BECOME EFFECTIVE?
The changes apply to annual periods beginning on or
after 1 January 2020. Early adoption is permitted once
the amendments have been approved by the Australian
Accounting Standards Board.
COMPARISON OLD VS NEW DEFINITIONS
The table below illustrates both the old and revised definitions in
IAS 1 as follows:
Old definition

New definition

Omissions or
misstatements of items
are material if they
could, individually or
collectively, influence
the economic decisions
that users make on the
basis of the financial
statements.

Information is material if omitting,
misstating or obscuring it could
reasonably be expected to influence
the decisions that the primary
users of general purpose financial
statements make on the basis of
those financial statements, which
provide financial information about
a specific reporting entity.

The definition of ‘material’ has been deleted from IAS 8 and is
incorporated by cross-referencing to the full definition in IAS 1.
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IMPLICATIONS
Key implications of the revised wording include:
XX Could reasonably be expected to influence - The insertion of the words ‘could reasonably be expected to influence decisions’
will increase the threshold for disclosure, and thereby narrow the pool of information to be disclosed. Feedback received by the
IASB indicated that the words ‘could influence’ may result in ‘information overload’ because almost anything ‘could influence’ the
decisions of users. The revised wording should help to address this problem.
XX Obscuring information - While materiality is generally viewed in terms of the need to include information in the financial
statements, IAS 1 paragraph 30A already refers to the fact that material information should not be obscured with immaterial
information. By adding the word ‘obscuring’ to the revised definition, the IASB wished to emphasise that obscuring information can
have just as much impact on decisions by primary users than omitting or misstating information.
XX Primary users – The amended definition clarifies that only primary users need to be considered, and not all users. Primary users are
existing and potential investors, lenders, and other creditors who must rely on general purpose financial reports for information.
ADDITIONAL GUIDANCE TO ACCOMPANY THE REVISED DEFINITION
New guidance introduced by the amendments highlight that:
XX Materiality depends on the nature (qualitative factors) or magnitude ($ amount) of information, or both.
XX Entities must assess whether information is material by itself, or when combined with other information.
XX Information is obscured if it has a similar effect for primary users to omitting or misstating information. Material information can be
obscured if:
−− Information about an item, transaction or event is disclosed, but the language used is vague or unclear
−− Information about an item, transaction or event is scattered throughout the financial statements
−− Dissimilar items are inappropriately aggregated
−− Similar items are inappropriately disaggregated, and
−− The understandability of the financial statements is reduced as a result of material information being hidden by immaterial
information to the extent that primary users are unable to determine what information is material.
XX Financial statements are prepared for users who have a reasonable knowledge of business and economic activities and who review
and analyse information diligently, but at times even well-informed and diligent users may need to seek help from advisers to
understand information about complex arrangements.

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

Topic

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

October 2018

IFRS 16 – Risk Assessment

September 2018

Transition to IFRS 16

August 2018

IFRS 9 – Problem Areas

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.

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
in the Real Estate Sector, 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).

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 and IASB ED 2017/5 Accounting Policies and Accounting
Estimates.
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FOR MORE INFORMATION

COMMENTS SOUGHT ON
EXPOSURE DRAFTS

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

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 due to
AASB by

Comments due to
IASB by

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.

26 November 2018

7 January 2019

ITC 41 The
AASB’s
approach to
International
Public Sector
Accounting
Standards

Proposes to replace
30 November 2018
the AASB Approach to
IPSASs (issued October
2011) which sets out the
conditions necessary
for the AASB to adopt
International Public
Sector Accounting
Standards (IPSAS) for notfor-profit public sector
entities in Australia,
rather than using IFRS
with Australian-specific
amendments for such
entities.

BRISBANE
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

N/A

DAVID PALMER
Tel +61 3 6324 2499
david.palmer@bdo.com.au
MELBOURNE
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
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
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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.
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