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ACCOUNTING

NEWS
JUDGEMENT NEEDED TO
IDENTIFY PERFORMANCE
OBLIGATIONS 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 of Accounting News we examined the first step of that
five step process in greater depth and in the July 2018 edition we started to look at the
complexities of the second step. In this article, we look at some common situations in
which it can be difficult to identify performance obligations.
WHAT IS A PERFORMANCE OBLIGATION?
A contract with a customer includes promises to transfer goods or services to the
customer. If those goods or services are distinct, they are separate performance
obligations and are accounted for separately.
A good or service that is promised to a customer is distinct if the following two criteria
are both met:
XX The customer can benefit from the good or service either on its own, or together with
other resources that are readily available to the customer, and
XX The entity’s promise to transfer the good or service to the customer is separately
identifiable from other promises in the contract.
In assessing whether an entity’s promises to transfer goods or services to the customer
are separately identifiable, the objective is to determine whether the nature of the
promise in the contract is to transfer each of those goods or services individually or,
instead, to transfer a combined item or items to which the promised goods or services are
inputs. This assessment is done from the perspective of the customer.
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If a promised good or service is not distinct, the entity must combine that good or service
with other promised goods or services until it identifies a bundle of goods and/or services
that is distinct. Promises are not separately identifiable (i.e. they must be bundled) if
any of the following circumstances exist:
XX The seller does a significant amount of work to integrate the good or service with
other goods or services promised in the contract
XX One or more of the goods or services provided by the seller significantly modifies
or customises, or is significantly modified or customised by, other goods or services
promised in the contract, or
XX Goods or services provided are highly interdependent or interrelated.
The following decision tree summarises the process that an entity should work through to
determine whether goods or services provided in a contract are distinct (and are therefore
performance obligations):
CAN THE CUSTOMER BENEFIT FROM THE GOOD OR SERVICE,
WHETHER ON ITS OWN, OR WITH OTHER READILY AVAILABLE
RESOURCES?
YES
DOES THE ENTITY PROVIDE A SIGNIFICANT SERVICE OF
INTEGRATING THE GOODS OR SERVICES?

NO

YES

THE GOOD OR
SERVICE IS NOT
‘DISTINCT’

NO
DO ONE OR MORE OF THE GOODS OR SERVICES
SIGNIFICANTLY MODIFY OR CUSTOMISE, OR ARE
SIGNIFICANTLY MODIFIED OR CUSTOMISED BY, THE OTHER
GOODS OR SERVICES?
NO
ARE THE GOODS OR SERVICES HIGHLY INTERDEPENDENT OR
HIGHLY INTERRELATED?

YES

YES

COMBINE THE
GOOD OR
SERVICES UNTIL
A BUNDLE OF
GOODS / SERVICES
THAT IS DISTINCT
CAN BE IDENTIFIED

NO
GOOD OR SERVICE IS ‘DISTINCT’ =
SEPARATE PERFORMANCE OBLIGATION

In determining whether a performance obligation is ‘distinct’, there are many judgement
calls that need to be made along the way. The following examples demonstrate the
identification of performance obligations in practice.
EXAMPLE 1: OFFERING FREE GOODS OR SERVICES (SPORTS BAG WITH A GYM
MEMBERSHIP)
Company A is a gym that is offering a free sports bag to every new member who signs up
for a 12-month contract. The sports bag is also available for sale separately at the gym.
To determine whether the sports bag and gym membership are distinct goods and services
(and thereby performance obligations), we need to work through the decision tree above:
QUESTION (FROM THE DECISION TREE ABOVE)

ANSWER

1. Can the customer benefit from the good or
service, either on its own, or with other readily
available resources?

Yes (the gym membership and
the sports bag can be used
separately from each other)

2. Does the entity provide a significant service of
integrating the goods or services?

No (the gym membership
and the sports bag remain
separate)

3. Does one or more of the goods or services
significantly modify or customise (or become
significantly modified or customised by) the other
goods or services?

No (the gym membership
and the sports bag remain
separate)

4. Are the goods or services highly interdependent or
highly interrelated?

No (the gym membership and
the sports bag can be used
separately from each other)
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In this fact pattern, it is fairly obvious that the gym membership and the sports bag are
distinct, and therefore constitute two performance obligations. This means that the
revenue from each is recognised when, or as, the performance obligation is satisfied.
However, in practice, more judgement is required when transactions become more
complicated. Refer expanded fact pattern in Example 1A below.
EXAMPLE 1A: CHARGING A SIGN-ON FEE TO JOIN A GYM
In order to become a member of Gym Co, customers need to enter into a 24-month
contract. The contract price is $100 per month plus a $200 sign-on fee to cover Gym Co’s
administration costs of signing up a new customer. In return, customers have 24/7 access
to the gym, and also receive three complimentary (free) personal training sessions.
Answering the questions in the above decision tree regarding the free personal training
sessions, we can conclude fairly easily that those are distinct performance obligations
because the member can benefit from the personal training sessions with other readily
available resources (i.e. access to the gym is necessary to be able to use the personal
trainer, and the member has access to the gym via the gym contract). The free personal
training sessions are also separately identifiable from the other services in the contract
(there is no significant integration, nor modification to the services of accessing the gym
and vice versa, and the two services are not highly interdependent or interrelated).
However, judgement will need to be applied to decide whether the sign-on services and
access to the gym are distinct, and the again, the best way to do this is to use the decision
tree above.
QUESTION (FROM THE DECISION
TREE ABOVE)

ANSWER

1. Can the customer benefit from the
good or service, either on its own, or
with other readily available resources?

No. The member gets no benefit from
being ‘signed on’ to the gym’s computer
system.
Gym Co does not sell ‘sign on’ fees
separately which indicates that the
customer would not be able to benefit
from the services on its own or with other
readily available resources.

2. Does the entity provide a significant
service of integrating the goods or
services?
3. Does one or more of the goods
or services significantly modify or
customise (or become significantly
modified or customised by) the other
goods or services?

No need to assess as good or service is
automatically not distinct

4. Are the goods or services highly
interdependent or highly interrelated?
So in this fact pattern, Gym Co would likely have two performance obligations:
XX Three complimentary personal training sessions
XX 24-month gym contract.
EXAMPLE 2: OFFERING FREE GOODS OR SERVICES (DISCOUNT CARD FOR USE
WITH THE NEXT PURCHASE)
Company B is a hardware store that is running a special deal under which it provides
each customer who purchases more than $100 of paint a coupon for 30% off their next
purchase, capped at $30.
To determine whether the paint and the coupon are distinct goods and services (and
thereby performance obligations), we work through the decision tree above:
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QUESTION (FROM THE DECISION
TREE ABOVE)

ANSWER

1. Can the customer benefit from the
good or service, either on its own, or
with other readily available resources?

Yes (the paint and the coupon are used
separately from each other)

2. Does the entity provide a significant
service of integrating the goods or
services?

No (the paint and the coupon remain
separate)

3. Does one or more of the goods
or services significantly modify or
customise (or become significantly
modified or customised by) the other
goods or services?

No (the paint and the coupon remain
separate)

4. Are the goods or services highly
interdependent or highly interrelated?

No (the paint and the coupon are used
separately from each other)

The paint and the coupon constitute two performance obligations, and the revenue from
each is recognised when, or as, the performance obligation is satisfied.
EXAMPLE 3: DESIGN AND BUILD SERVICES
Company C is a building company that has entered into a contract with Customer Z to
design and, once the design has been approved, build a house on Customer Z’s land for
$750,000. Once the design has been completed and approved, Customer Z owns the plans.
To determine whether the design and the building are distinct goods and services (and
thereby performance obligations), we work through the decision tree above:
QUESTION (FROM THE DECISION
TREE ABOVE)

ANSWER

1. Can the customer benefit from the
good or service, either on its own, or
with other readily available resources?

Yes, in theory Customer Z could use the
design plans and engage another builder
other than Company C to build Customer
Z’s house

2. Does the entity provide a significant
service of integrating the goods or
services?

No (the house will be constructed to the
specifications in the design, but the design
remains separate from the house)

3. Does one or more of the goods
or services significantly modify or
customise (or become significantly
modified or customised by) the other
goods or services?

No (the house will be constructed to the
specifications in the design, but the design
remains separate from the house)

4. Are the goods or services highly
interdependent or highly interrelated?

No (the house will be constructed to the
specifications in the design, but the design
remains separate from the house)

Judgement is required to conclude whether the customer can benefit from the design
plans on its own or with other available resources. Theoretically Customer Z can use the
design plans it owns to engage another builder to build the house. Although the building
contract is to design and build a completed house for $750,000, contractual limitations
precluding Customer Z from engaging another builder are not taken into account when
answering this question. This question is based on the characteristics of the good/services
themselves and contractual restrictions are ignored. The design plans and construction
services could therefore be identified as two distinct performance obligations.
EXAMPLE 4: SOFTWARE CUSTOMISATION
Company D is a software company that has entered into a contract with Customer Y to
provide and install off-the-shelf software on Customer Y’s servers.
The software requires significant customisation during the installation process (due to the
need for it to interface with other customised software applications used by Company Y).
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There are a number of other software companies that could
undertake the work necessary to install the software on Customer
Y’s servers.
To determine whether the software and the installation of that
software are distinct goods and services (and thereby performance
obligations), we need to work through the decision tree above:
QUESTION (FROM THE
DECISION TREE ABOVE)

ANSWER

1. Can the customer benefit
from the good or service,
either on its own, or with
other readily available
resources?

Yes (the software is off-the-shelf
and there are other companies
that have the ability to install it
on Customer Y’s servers)

2. Does the entity provide
a significant service of
integrating the goods or
services?

Yes (Company D is using the
off-the-shelf software and the
installation service to deliver one
output, which is a functional and
integrated software system)

3. Does one or more of
the goods or services
significantly modify or
customise (or become
significantly modified or
customised by) the other
goods or services?

This question does not need to
be considered (due to the yes
answer to question 2); however,
the answer to the question is
yes, as the off-the-shelf software
is significantly modified by the
customisation work undertaken
during the installation process

4. Are the goods or services This question does not need to be
highly interdependent or considered (due to the yes answer
highly interrelated?
to question 2); however, the answer
to the question is yes, as the offthe-shelf software cannot work
without being installed
On that basis, the software and the installation service are
one performance obligation. Again amending the fact pattern
slightly could change the answer as to whether the software and
installation services are distinct. The extent of work required by
software companies to install software can vary significantly
from one project to another. On the one end of the spectrum, a
contract to supply standard off-the-shelf software and installation
services could be considered two performance obligations
(distinct) if the software is to be used independently by a
customer, and requires no customisation at all. However, adding
some customisation, or the necessity of specialist installation
skills into the fact pattern requires further judgement and could
reduce that to one, and have a significant impact on the timing of
an entity’s revenue recognition.
CONCLUDING THOUGHTS
Determining the performance obligations in a contract with a
customer requires the application of significant judgement.
For that reason, it is important that members of finance teams
become familiar with the manner in which such judgements must
be made, so that they can correctly identify the performance
obligations within their company’s contracts with its customers.
This will require the finance team to have a much greater
understanding of the particular terms and conditions of contracts
with customers than has been required in the past.

EVEN MINOR
AMENDMENTS TO
LEASES UNDER IFRS 16
CREATE SIGNIFICANT
WORK FOR LESSEES
IFRS 16 Leases, which comes into effect for financial reporting
periods beginning on or after 1 January 2019, will fundamentally
change the manner in which lessees account for leases by
requiring them to recognise lease liabilities and associated
right‑of-use assets for the leases that they enter into (with some
very limited exemptions).
In the August 2018 edition of Accounting News we worked
through an example of a simple building lease to demonstrate just
how significant that change will be.
This month, we examine how to account for two very common
lease modifications:
XX An increase in lease payments due to the change in an index, and
XX A reduction in the amount of floor space leased.
INCREASE IN LEASE PAYMENTS DUE TO THE CHANGE IN
AN INDEX (BASED ON IFRS 16, ILLUSTRATIVE EXAMPLE 14)
Where a lease includes variable lease payments that depend on an
index or a rate, the measurement of the lease liability at inception
uses the index or rate as at the commencement date of the lease.
When that index or rate changes (which results in amended lease
payments), the lease liability in relation to the remaining lease
payments must be remeasured.
Example
Background
Company A is the lessee in a 10-year lease of property, with
annual lease payments of $50,000, payable at the beginning of
each year.
The lease agreement specifies that lease payments will increase
every two years on the basis of the increase in the Consumer Price
Index (CPI) for the preceding 24 months.
The CPI at the commencement date is 125. At the beginning of
the third year of the lease, the CPI is 135.
As the interest rate implicit in the lease is not readily
determinable, Company A's incremental borrowing rate of
5% is used as the discount rate. This reflects the rate at which
Company A could borrow an amount similar to the value of the
right-of-use asset, for a 10-year term, with similar collateral.
At the commencement date, Company A makes the lease
payment for the first year and measures the lease liability at
the present value of the remaining nine payments of $50,000,
payable annually in advance, discounted at the interest rate of
5%, which is $355,391.
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Commencement of the lease
The right-of-use asset is then calculated as follows:
COMPONENT OF INITIAL MEASUREMENT
Initial measurement of the lease liability

$355,391

Plus: Lease payments made at or before commencement date

$50,000

Plus: Initial direct costs incurred by the lessee

Nil

Plus: Estimated restoration costs

Nil

Less: Lease incentives received

Nil

Total

$405,391

The journal entry at the date of commencement of the lease is:
DR
Right-of-use asset

CR

$405,391

Lease liability

$355,391

Cash (lease payment for first year)

$50,000

Years 1 to 10
Assuming there is no change to CPI over the period of the lease, each year, Company A will make a cash payment of $50,000 (at the
beginning of the year). The lease liability will then decrease over the period of the lease as follows:
YEAR

OPENING

PAYMENT

1

POST
PAYMENT

INTEREST (5% X POST
PAYMENT)

CLOSING (POST PAYMENT +
INTEREST)

$355,391

$17,770

$373,161

2

$373,161

$50,000

$323,161

$16,158

$339,319

3

$339,319

$50,000

$289,319

$14,466

$303,785

4

$303,785

$50,000

$253,785

$12,689

$266,474

5

$266,474

$50,000

$216,474

$10,824

$227,298

6

$227,298

$50,000

$177,298

$8,865

$186,162

7

$186,162

$50,000

$136,162

$6,808

$142,971

8

$142,971

$50,000

$92,971

$4,649

$97,619

9

$97,619

$50,000

$47,619

$2,381

$50,000

10

$50,000

$50,000

Nil

Nil

Nil

Change in CPI at the end of Year 2
At the end of Year 2 of the lease:
XX A cash payment of $50,000 has been made (at the beginning of year 2)
XX The right-of-use asset has been depreciated (on a straight line basis over the 10-year lease term) by $81,078 ([$405,391/10 =
$40,539] x 2)
XX Interest expense has been incurred = $33,928 ($17,770 in Year 1 + $16,158 in Year 2).
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The journal entries for Years 1 and 2 are as follows:
END OF YEAR 1
Depreciation expense

DR

CR

DR

$40,539

Right-of-use asset

$40,539

END OF YEAR 1

DR

Interest expense

$17,770

Lease liability

CR
$17,770

Recognise interest expense for Year 1 in profit or loss

Lease liability

DR

CR

$50,000

Cash

$50,000

Recognise lease payment at beginning of Year 2
END OF YEAR 2
Depreciation expense

DR

CR

$40,539

Right-of-use asset

$40,539

Recognise depreciation expense for Year 2 in profit or loss
END OF YEAR 2

DR

Interest expense

$16,158

Lease liability

CR
$16,158

Recognise interest expense for Year 2 in profit or loss
Change in CPI at beginning of Year 3
At the beginning of Year 3, before accounting for the change
in future lease payments resulting from the change in the CPI
and making the lease payment for Year 3, the lease liability is
$339,319 ($355,391 - $16,072, as can be seen in the lease liability
table above).
At the beginning of Year 3, the CPI is 135. Lease payments are
therefore adjusted to $54,000 to take account of the CPI impact,
i.e. $50,000 × (135/125).
As there is a change in the future lease payments resulting from a
change in the CPI used to determine those payments, Company A
must remeasure the lease liability to reflect those revised
lease payments.
At the beginning of Year 3 of the lease, the lease liability will be
the present value of eight payments of $54,000, payable annually
in advance, discounted at 5%, which is $366,464.
Company A must increase the lease liability by $27,145 ($366,464
- $339,319). The journal entry is:
DR
Right-of-use asset
Lease liability

Lease liability

CR

27,145
27,145

CR

54,000

Cash

Recognise depreciation expense for Year 1 in profit or loss

BEGINNING OF YEAR 2

At the beginning of the third year, Company A also makes the
lease payment for the third year. The journal entry is:

54,000

Journal entries made at the end of Year 3 will need to reflect the
increased carrying values of the lease liability and right-of-use asset.
REDUCTION IN THE AMOUNT OF FLOOR SPACE LEASED
(BASED ON IFRS 16, ILLUSTRATIVE EXAMPLE 17)
Where there is a change in the area leased, the lessee must adjust
the lease liability and the right-of-use asset for the proportionate
decrease in the leased area and also recognise any other changes to
the lease liability. This involves the following steps by the lessee:
1. Reduce the carrying amount of the right-of-use asset and the
lease liability for the proportionate decrease in the leased area,
recognising the difference as a gain/loss in profit or loss for the
full or partial termination of the lease, and
2. Remeasure the lease liability using a revised discount rate
at the date the lease is amended. The resulting increase or
decrease to the lease liability from the amount recognised in 1.
above is adjusted against the right-of-use asset to reflect the
revised lease payments and discount rate.
Example
Background
Company B is the lessee in a 10-year lease for 5,000 square
metres of office space.
The annual lease payments of $50,000 are payable at the end of
each year.
As the interest rate implicit in the lease is not readily
determinable, Company B’s incremental borrowing rate of 6% is
used as the discount rate.
There are no lease payments made at or before commencement
date, no initial direct costs incurred by the lessee, no estimated
restoration costs and no lease incentives received.
At the beginning of Year 6 of the lease, Company B and the lessor
agree to amend the original lease to reduce the space to 2,500
square metres for an annual rent of $30,000. At the beginning of
Year 6, Company B’s incremental borrowing rate is 5%.
Commencement of the lease
At the beginning of the lease, the lease liability is $368,004 (the
present value of ten annual payments of $50,000 in arrears, at
a discount rate of 6%). As there are no lease payments made at
or before commencement date, no initial direct costs incurred by
the lessee, no estimated restoration costs and no lease incentives
received, the right-of-use asset at the inception of the lease is also
$368,004.
The journal entry at the date of commencement of the lease is:
DR
Right-of-use asset
Lease liability

CR

368,004
368,004
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Years 1 to 10
Assuming there is no change to the original lease, each year, Company B will make a cash
payment of $50,000 and the lease liability will decrease over the period of the lease as follows:
YEAR OPENING INTEREST
VALUE
EXPENSE (6% X
OPENING VALUE)
1
$368,004 $22,080
2
$340,085 $20,405
3
$310,490
$18,629
4
$279,119
$16,747
5
$245,866 $14,752
6
$210,618
$12,637
7
$173,255
$10,395
8
$133,651
$8,019
9
$91,670
$5,500
10
$47,170
$2,830

CASH
PAID
$50,000
$50,000
$50,000
$50,000
$50,000
$50,000
$50,000
$50,000
$50,000
$50,000

CLOSING VALUE
(OPENING VALUE +
INTEREST – CASH PAID)
$340,085
$310,490
$279,119
$245,866
$210,618
$173,255
$133,651
$91,670
$47,170
Nil

Reduction in leased space at beginning of Year 6
When the lease is amended at the beginning of Year 6:
The lease liability is $210,618 (from the table above)
XX The right-of-use asset is $184,002 (depreciated on a straight line basis - $368,004 x
[5 years / 10-year useful life])
XX The new lease liability is $129,884 (the present value of five $30,000 annual
payments in arrears at a 5% discount rate, which is Company B’s incremental
borrowing rate at the beginning of Year 6).
XX

At the effective date of the lease modification (the beginning of Year 6), Company B
must determine the proportionate decrease in the carrying amount of the right-of-use
asset. This is calculated as a 50% decrease (2,500 square metres under the modified
lease/5,000 square metres originally leased). The lease liability and right-of-use asset
must then be decreased by that proportionate amount. The journal entry is:
DR
Lease liability (50% X $210,618)

CR

105,309

Right-of-use asset (50% x $184,002)

92,001

Profit or loss

13,308

The lease liability and right-of-use asset must then be adjusted by the change in the lease
liability. The journal entry is:
DR
Lease liability (50% X $210,618)

CR

24,575

Right-of-use asset (50% x $184,002)

24,575

Calculated as $129,884 (amended lease liability) - $105,309 (50% of the old lease liability)
CONCLUDING THOUGHTS
As can be seen from the examples above, even simple amendments to leases under IFRS 16 result
in complex calculations for lessees. For lessees that enter into large numbers of leases that are likely
to be amended (as is common, for example, with building leases), the introduction of IFRS 16 will
result in time-consuming calculations needing to be performed at each reporting date.
BDO LEAD
BDO has developed a web-based tool, BDO Lead, to assist with the new complexities of lease
accounting. BDO Lead has extensive functionality and opportunity for customisation, including
the ability to account for changes to lease terms (which can be significant, particularly for
property leases), a built in audit trail that provides details of all changes made within the tool,
and the provision of a centralised repository for information on lease arrangements. More
information on BDO Lead is available here including a video explaining its functionalities.
Due to independence issues, BDO Lead cannot be licensed to audit clients of BDO.
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CONVERTIBLE NOTES - ARE
YOU ACCOUNTING FOR THESE
CORRECTLY (PART 6)?
In the current economic climate, we continue to see different types of convertible note
arrangements, typically entered into by companies needing to offer attractive returns in
order to obtain funds from lenders and investors.
Over the past few months we have been looking at some practical aspects regarding
accounting for convertible notes, including:
XX

An overview of the requirements in Accounting news (March 2018)

XX

A detailed example of a convertible note classified as a compound financial instrument
in Accounting News (April 2018)

XX

A detailed example of a convertible note with an embedded derivative liability in
Accounting News (May 2018)

XX

Common scenarios encountered in practice where conversion features either meet or
fail equity classification (July 2018)

XX

A detailed example of a note converting into a variable number of shares based on the
issuer’s share price at conversion date (August 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 where a convertible note is issued in a
currency other than the issuer’s foreign currency.
SUMMARY
It is common for international companies to raise funds via convertible notes issued
in a currency other than their functional currency. Although the issue and repayment
amount in foreign currency may be fixed, when converted back to the entity’s functional
currency it results in a variable amount of cash (that is, a variable carrying amount for
the financial liability that arises from changes in exchange rates), and therefore fails the
‘fixed‑for‑fixed’ criteria for equity classification.
The conversion feature is therefore a derivative liability, with the value of the conversion
feature being dependent on foreign exchange rates.
EXAMPLE: CONVERTIBLE NOTE ISSUED IN A CURRENCY OTHER THAN THE
ENTITY’S FUNCTIONAL CURRENCY
Global Co has an Australian dollar (AUD) functional currency but is raising funds in the
United Stated and issues a USD500,000 convertible note.
The note has a maturity of three years from its date of issue and pays a 10% annual
coupon in USD.
On maturity, the holder has an option either to receive a cash payment of USD500,000
or 500,000 of Global Co’s shares.
Assume that the derivative liability has a fair value of AUD10,000 at the time of issue.
Assume also that the exchange rate is USD1.00: AUD1.10.
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Analysis
Is there a contractual
obligation to pay cash that
the issuer cannot avoid?

YES

Does IAS 32.16A-D
apply?

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

YES

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

NO

YES

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

YES

Compound

NO
Equity
Step one
Starting with the box on the top left hand side of the flowchart
above, we consider whether there is a contractual obligation to
pay cash that the issuer cannot avoid. The answer is ‘yes’ because
Global Co must pay the annual cash coupon, and it could also be
required to repay the capital amount at the end of three years if
the holder chooses not to exercise the conversion option.
Step two
Step two 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 financial instruments as financial liabilities. In some
cases, such instruments could be classified as ‘equity’, despite
having an unavoidable obligation to pay out cash. However, this
exception does not typically apply to convertible instruments and
is not applicable in this example.
Step three
Continuing down the right hand side of the above flow chart, we
then consider whether the instrument has any characteristics
that are similar to equity. The answer is ‘yes’ because the
instrument contains an option to be converted into equity
instruments, but the question of whether the conversion feature
meets the criteria to be classified as equity is dealt with separately
in Step four below.
The host debt component will be classified as a financial liability
because Global Co has an unavoidable obligation to pay cash, and
on a standalone basis there is no feature in the host debt contract
that is similar to equity.
Step four
The conversion feature is then assessed on a standalone basis
using the above flowchart. Starting with the box at the top left
hand side of the diagram:
XX There is no contractual obligation to pay cash that the issuer
cannot avoid. The equity conversion feature can only be settled

through the issue of equity shares, otherwise it will simply
expire unexercised.
XX However, there is an obligation to issue a fixed number of
shares to settle a liability that is variable (i.e. the amount of
liability to be settled depends on the foreign exchange rate at
the date of settlement).
The conversion feature also meets the definition of a liability
because:
XX The variable amount to be settled varies in responses to the
foreign exchange rate
XX The conversion feature requires little or no investment upfront, and
XX Is to be settled at a future date.
The conversion feature is therefore classified as a derivative liability.
This means that the note as a whole contains the following
components:
• Contractual cash flows of 10% annual coupons and a cash
repayment of USD500,000 (liability)
• The conversion feature to convert the liability in the
functional currency (USD) into a fixed number of shares (an
embedded derivative liability).
INITIAL RECOGNITION
For convertible notes with embedded derivative liabilities, the
embedded derivative liability is determined first and the residual
value is assigned to the debt host liability.
FAIR
VALUE OF
CONVERTIBLE
NOTE

-

FAIR
VALUE OF
EMBEDDED
DERIVATIVE

=

FAIR VALUE
OF DEBT
HOST
LIABILITY
COMPONENT

On initial recognition, Global Co receives AUD550,000
(functional currency) at a rate of USD1.00: AUD1.10. Since it has
been determined that the FX derivative liability has a fair value
of AUD10,000, the carrying amount of the debt host liability on
initial recognition by Global Co is therefore AUD540,000. The
journal entry recognised by Global Co, in AUD functional currency,
on initial recognition is as follows:
DR
Cash
Debt liability
Derivative liability

CR

550,000
540,000
10,000

SUBSEQUENT MEASUREMENT
At the end of subsequent reporting periods during which the
convertible note remains outstanding:
XX The FX derivative liability is measured at fair value with
changes recognised in profit or loss
XX The host debt liability will be translated at the exchange rate
at reporting date (paragraphs 23 and 28 of IAS 21 The Effects of
Changes in Foreign Exchange Rates), with differences recognised
in profit or loss, and
XX Interest expense, calculated on an effective interest rate basis,
is translated at the average exchange rate for the period.

11

ACCOUNTING NEWS

DUPLICATIVE
FINANCIAL
REPORTING TO END
FOR VICTORIAN
ASSOCIATIONS
The Australian Charities and Not-for-profits Commission (ACNC)
recently announced that together with Consumer Affairs Victoria
(CAV), they have completed the process to allow Victorian
incorporated associations registered with the ACNC to lodge
financial reports with the ACNC rather than CAV from 1 July 2018.
This will result in streamlined financial reporting for Victorian
associations, which will, from 1 July 2018, only be required
to lodge financial statements and the annual information
statement with the ACNC.
These charities will no longer need to:
XX Lodge an annual statement with CAV, and
XX Pay an annual statement lodgement fee to CAV.
Instead, these charities will continue to submit their ACNC Annual
Information Statement each year, and the ACNC will share the
relevant data with CAV on the charity’s behalf.
WHEN ARE THE CHANGES EFFECTIVE?
The new reporting arrangements apply from 1 July 2018. This
means that any 30 June 2018 financial reports will be lodged with
the ACNC rather than CAV.
CAN VICTORIA ASSOCIATIONS LODGE FINANCIAL
REPORTS WITH THE ACNC IN SAME FORMAT PREVIOUSLY
PROVIDED TO CAV?
It depends on what type of financial report was provided to CAV.
The Associations Incorporation Reform Act 2012, section 95,
requires the preparation of financial statements in accordance
with Australian Accounting Standards, which in the Australian
context could comprise:
XX Full general purpose financial statements (GPFS)
XX General purpose financial statements prepared using the
Reduced Disclosure Requirements (RDR), or
XX Special purpose financial statements (SPFS).
For associations preparing GPFS or RDR, these can simply be lodged
with the ACNC from 1 July 2018. However, associations preparing
SPFS will need to consider whether these comply with the minimum
standards required by section 60.30(2)(a) of the Australian Charities
and Not-for-profits Commission Regulation 2013, i.e.:

AASB 101 Presentation of Financial Statements
XX AASB 107 Statement of Cash Flows
XX AASB 108 Accounting Policies, Changes in Accounting Estimates
and Errors
XX AASB 1048 Interpretation of Standards
XX AASB 1054 Australian Additional Disclosures.
XX

If all of the above-mentioned standards have been complied with
for SPFS, these financial reports can be submitted to the ACNC.
If not, associations will need to ‘step up’ their special purpose
financial statements to a format that includes compliance with
these standards.
IS THERE ANY TRANSITIONAL RELIEF?
The ACNC has established a two-year transition period for
Victoria associations whose previous financial reports submitted
to CAV did not comply with the five minimum standards
noted above.
The transitional relief provided by the ACNC for medium and
large Victorian associations preparing SPFS is included in the
table below.
PERIOD

WHAT TO LODGE WITH
ACNC?

Ending 30 June 2018 (or any
later period approved by the
ACNC Commissioner)

Same report that previously
met CAV requirements

Ending 30 June 2019 (or any
later period approved by the
ACNC Commissioner)

Comply with AASB 101, 107,
108, 1048 and 1054
No comparatives but explain
why (refer to ACNC’s example
disclosure why comparatives
not included)

2020 reporting period and
beyond

Comply with AASB 101, 107,
108, 1048 and 1054
Comparatives required

DO WE STILL NEED TO HOLD AN AGM?
The ACNC Act does not require ACNC-registered charities to hold
an annual general meeting. However, s63 of the Associations
Incorporation Reform Act 2012 still requires Victorian incorporated
associations to hold an AGM within five months of the end of
the reporting period. Although the deadline for reporting to
the ACNC is six months after the end of the reporting period,
ACNC registered associations will likely complete their financial
reporting within five months so as to make these available for
discussion at the AGM.
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POSSIBLE INCREASES IN
REVENUE THRESHOLDS FOR
CHARITIES REPORTING TO THE
ACNC
Charities registered with the Australian Charities and Not-for-profits Commission are
currently required by the Australian Charities and Not-for-profits Commission Act 2012
(ACNC Act) to prepare and lodge financial statements as follows:
TYPE OF
ENTITY

REVENUE
THRESHOLDS

FINANCIAL
REPORT
REQUIRED

AUDIT OR REVIEW
ENGAGEMENT

Small

Less than $250,000

Χ

N/A

Medium

Greater than or equal
to $250,000 but less
than $1 million

√

Review engagement

Large

Greater than or equal
to $1 million

√

Audit

However, in future, if the recommendations of the Review Panel in its report,
Strengthening for Purpose: The Australian Charities and Not-for-profits Commission
Legislation Review 2018 (Report) are taken on board, we could see thresholds
increasing as part of further red tape reduction initiatives, such that many entities
currently submitting audited financial statements with the ACNC will no longer
need to.
The Report notes that the current thresholds are too low, resulting in increased red tape
for smaller charities. While there are no changes to review and audit requirements for
‘medium’ and ‘large’ entities, the Report recommended the following higher revenue
thresholds as follows (from 1 July 2019):
TYPE OF REVENUE THRESHOLDS
ENTITY

FINANCIAL
REPORT
REQUIRED

AUDIT OR
REVIEW
ENGAGEMENT

Small

Less than $1 million1

Χ

N/A

Medium

Greater than or equal to $1 million
but less than $5 million1

√

Review
engagement

Large

Greater than or equal to $5 million1

√

Audit

1. Determined on a rolling three-year basis
Other financial reporting recommendations include:
XX Registered entities to be required to disclose related party transactions, and
XX Large registered entities to be required to disclose the remuneration paid to
responsible persons and senior executives on an aggregated basis.
If the recommendation to increase the size thresholds is adopted, the necessity for the
exemption from financial reporting for basic religious charities would be reviewed.
Overall the Report notes that there was strong support for the ACNC and its
accomplishments in the first five years.
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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

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

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

19 September 2018

Transition to IFRS 16

22 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
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MONTH

TOPIC

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.
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, 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

FOR MORE INFORMATION
ADELAIDE

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

PROPOSALS

COMMENTS COMMENTS
DUE TO
DUE TO
AASB BY
IASB BY

ITC 39 Applying
the IASB’s Revised
Conceptual
Framework
and Solving the
Reporting Entity
and Special
Purpose Financial
Statement
Problems

Proposes to resolve two problems: Phase 2:
9 November
1. The ‘reporting entity’ definition
2018
clash between SAC 1 Definition
of the Reporting Entity, and the
revised Conceptual Framework
for Financial Reporting, and

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.

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

Proposes to replace the AASB
30 November
Approach to IPSASs (issued
2018
October 2011) which sets out the
conditions necessary for the AASB
to adopt International Public
Sector Accounting Standards
(IPSAS) for not-for-profit public
sector entities in Australia,
rather than using IFRS with
Australian‑specific amendments
for such entities.

N/A
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GREG MITCHELL
Tel +61 7 4046 0044
greg.mitchell@bdo.com.au
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2. S pecial purpose financial
reporting in Australia.

MELBOURNE

26 November
2018

7 January
2019
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This publication has been carefully prepared, but it has
been written in general terms and should be seen as broad
guidance only. The publication cannot be relied upon to
cover specific situations and you should not act, or refrain
from acting, upon the information contained therein without
obtaining specific professional advice. Please contact the
BDO member firms in Australia to discuss these matters in
the context of your particular circumstances. BDO Australia
Ltd and each BDO member firm in Australia, their partners
and/or directors, employees and agents do not accept or
assume any liability or duty of care for any loss arising from
any action taken or not taken by anyone in reliance on the
information in this publication or for any decision based on it.
BDO refers to one or more of the independent member
firms of BDO International Ltd, a UK company limited by
guarantee. Each BDO member firm in Australia is a separate
legal entity and has no liability for another entity’s acts and
omissions. Liability limited by a scheme approved under
Professional Standards Legislation other than for the acts or
omissions of financial services licensees.
BDO is the brand name for the BDO network and for each of
the BDO member firms.
© 2018 BDO Australia Ltd. All rights reserved.

