3.6 Investments in joint ventures and proportionate consolidation Identifyving a joint venture

uld be incorporated into the articles or by-laws of a jointly controlled entity. The form
qal arrangement may also depend on the requirements of the local laws and regulations.
‘the agreement is not in writing, then it nonetheless should be a valid means of evidencing
in the relevant jurisdiction(s). [1A$ 31.10]

® The investor accounts for the assets it controls, the i
expenses it incurs, and its share of the income from the joing
tion. [3.6.370.10]

In our experience, it is uncommon for an entity whose shares are publicly traded to be
CURRENTLY EFFECTIVE REQUIREMENTS Gantactually established joint control.
This publication reflects IFRS in issue at | August 2012, The currently effective require
annual periods beginning on | January 2012. The requirements related to this topic are.
IAS 31 Interests in Joint Ventures and SIC-13 Jointly Controlled Entities — Non-Monetary
tions by Venturers.

|

., Joint control

“Joint control’ is the contractually agreed sharing of control over an economic activity.
ly when the strategic financial and operaling decisions essential to the accomplishment
ale of the joint venture require the unanimous consent of the venturers. However, this does
ﬁdg a joint venture from existing when some decisions do not require the consent of all the
provided that significant decisions require consent by all parties. [/A5 37.4]

FORTHCOMING REQUIREMENTS AND FUTURE DEVELOP.

When a currently effective requirement will be changed by a new requirement that is issued

yet effective, it is referred to as a forthcoming requirement. The forthcoming requirement

to this topic are derived from the following. i

& IFRS 11 Joint Arrangements, which is effective for annual periods beginning on or after |
2013. The standard replaces 1AS 31 and SIC-13 with respect to the classification and ag
requirements for investments in joint arrangements (currently joint ventures). The require
of IFRS 11 are discussed in chapter 3.6A.

® IAS 28 (2011) Investments in Associates and Joint Ventures, which is effective for annug
beginning on or after 1 January 2013, When a currently effective requirement will be
by IAS 28 (2011), it is marked with a # and the impact of the change is explained lu te
panying boxed text. A brief outline of the effect of the revised standard on this fome is
3.6.125, 135, 195, 265 and 285.

Jeint control does not require a 50:50 economic interest. Joint control has its origin in
s agreement and therefore can be created between more than two venturers and with
wportionate holdings. For example, three parties with holdings in the ratio of 40:30:30 may
“oint control if there is a contractual agreement that requires unanimous consent for all key

However, in assessing whether joint control exists, caution should be taken if there is
ificant disparity in holdings. For example, consider an arrangement in which one party holds
and another party holds 25 percent. The significant disparity in holdings may indicate that
1 does not exist, because it is unlikely that a party holding 75 percent of the arrangement
epl the sharing of control of the arrangement.

Phers e 1o Miture developnicats for tis topic. Joint control also exists between two or more venturers even when another entity has an
that does not give that entity joint control —e.g. when the respective interests are 45:45:10; as
the two venturers with a 45 percent holding share control contractually, joint control exists,
der of the 10 percent interest would be considered an investor in the venture as opposed (0 a
er. [IAS 31.3]

3.6.10 IDENTIFYING A JOINT VENTURE

3.6.10.10 In order to determine that an entity is not an associate or a subsidiary but a “joint Vel
the following conditions are required:

® acontractual arrangement whereby two or more parties undertake an economic activity (see Assessing whether joint contro 1 exists

and
® that the economic activity is subject to joint control (see 3.6.30). [/AS 31.3] A40.10 In our view, factors that may be relevant in assessing joint control include the following.
‘ hts of each of the parties. To convey joint control, rights should be substantive rather than
3,6.20 Contractual arrangement ¢. Substantive rights over operating decisions include the ability to approve the annual

ness plans: to select, terminate and set the compensation of management responsible for
lementing the investee's policies and procedures; or to establish operating and capital deci-
of the investee, including budgets, in the ordinary course of business. The right to approve
8i0ns to issue shares is an example of protective rights.

terms of shareholder agreements. If there ave clauses in the shareholder agreements or fi-
clal arrangements that give additional rights to one of the parties, then this may indicate that
It control does not exist (see 2.5.20).

3.6.20.10 The existence of a contractual arrangement is a key aspect of the definition
venture. An entity that has its shares split evenly among its sharcholders —e.g. with two s
each having a 50 percent interest ~ is not a joint venture unless there is a contractual arraf
that establishes joint control. [JAS 31.9]

3.6.20.20 The contractual arrangement between the venturers can take many forms. ltc
contract signed by the venturers, minutes of discussions between the venturers, or the joint
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3.6 Investments in Joint ventures and proportionate conselidation

® Howdisputes between the parties are resoly
dur_cs should be neutral and not favour one
arbitrator might be used. b
7:'.13 re‘rm:'.na..rian provisions. If termination clauses give an advantage to one of ¢
this may indicate that joint control does not exist. ‘ o he B
Subsequent transactions. Transactions that are contemplated when the joint ventuge i
¢ ; ’.:ell—uff by one of the parties — might indicate that no joint control exists. iy
l € governance strictures. It is unlikely that joint control exisis whet one part :
) int or jori i be
mr?,ﬂp?lm c]u rerlfnlt;e the majority of the governing body members. This power Cj:i::s a
g0 a sharcholders’ committee such as s ' i B
: . ‘ ! § superyisory board, executive bo ‘
fommmccs. See 2.5.40 for further guidance, Gt
®  The terms of any profit-sharing arrangements, The e
ments may indicate the exi
there is joint control,

ed, For joint control to exist. dispute e
of the parties —e.g. a mutually agreed on,

Xistence of uneven profit-shg
slence of other factors that should he considered in aqqessi"

As an intermediate step in a business combination, the acquirer and seller ma e -

4 period to have any real economic effect —

SBE Cflﬂ]’.’l[CI 2.6 ‘Dt a dlSLLI.’sSIOIl 0! th‘.r gEl]Llal ElLLOUIItIIIg lEqUIlEmﬁIltﬂ !0] bu‘:ll‘lﬂ‘is combi
. |

it

ExampLE | — CoNTRo; VS ACTING IN BEST INTERESTS ly controlled asset

3.6,40.30 Cgmpany R and Comi an] ‘
d Lompany S enter into :
and market a new product, # an arrangement to

: : ?:.d § each have a 50% interest in newly formed Compary "
ows the local market and therefore is res 'E] A, E .
management of T, PORIREALT me operatiof
® R agrees to act in the best interests of both part
: hoth parties vhien determinir ;
and eperating policies (o be adopted by T. 10 determining the
® Profits will be distributed equally to both parties after decuttliala e

R for the operational management work. controlled operation

! 370)
I':'G"'.ﬂ"“ Unless S has other rights that enable it to block policy decisio

; y.R, R has' s?l: governance over the financial and opqmtihg' pdlicics of T. The
T is a subsidiary of R and not a joint venture. T will be a joint veﬁturﬂ onl

1.6.40. i Sspeci 1
: : ali; :i(:m In mi:- \crtlew. a special purpose entity (SPE) as defined by SIC-12 will gene
¥ controlled entity. When the financial and operati olici
joi : ) perating policies of an entity are large
determined, no ongoing decisions can be taken by unanimous consent of the venhfmrs aftﬂf

. Management control

The joint activity is carried on
through u separate entity, In our
experience, this is the most com-
mon form of joint venture,

Assessing the type of joint venture

factors described in 3.6.40.10 to assess joint control are not relevant. If i is concluded
does not have control over an SPE, then we believe that the entity would generally ac-
terest in the SPE as a financial asset in accordance with TAS 39,

i Joint control is assessed in terms of the ability to control the key financial and operating
arty may be the operator or manager of a joint venture, as long as all parties agree
ng and financial policies collectively and the non-managing parties have the power to
these are followed. [14S 31.12]

ASSESSING THE TYPE OF JOINT VENTURE

There are three types of joint ventures. [IAS 3/.13-14, 18-19, 24]

ExasipLis

¢  Corporation
e Partnership

The joint activity is carried on with
ussets that are controlled jointly,
whether or not owned jointly, but
not through a separate entity,

®  Two oil producers sharing the
use of a pipeline to transport
oil; both parties bear an agreed
proportion of the operating
EXpEnsEs, {

e Four parties entering into an
arrangement 1o jointly control
an investment portfolio; the
Joint venture is evidenced by a
contract, but no separate entity
is formed.

The joint activity 15 carried on by
each venturer using its own assets
in pursuit of the joint operation.

®  Three aireraft charter entities
agree [o operate a charter route
jointly, using their own aircraft
and sharing sales revenue.

&  Four construction enfities
agree 0 acl 48 o consortium
to construct a hotel for @ cus-
tomer, One contract 15 signed
between the customer and the
members of the consortium,
All four entities are party to
the contract as the consortium
is not i legal entity.
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Accounting for jointly controlled entities

6 Investments in joint ventures and proportionate consolidation

3.6.70 APPLICABILITY OF THE COMMON CONTROLEXE

J.f».'?fl. 10 In our view, the common control exemption in accounting for business combyj

applies to the transfer of investments in Jointly controlled entities between inve-;lurq i : .
cnutml,. Although 1AS 31 does not include an explicit exemption for common ‘L'unt:rullI d“
prap.ﬂr_tlunarc: consolidation follows the methodology of acquisition accounting Thcfe? e
t_har it i appropriate to extend the application of the common control exem .t‘icm S Urfi.w |
for a discussion of the accounting for commeon control transactions. [745 31 JF;] i e

controlled entity in Country C is different in substance from those in Country B
and wishes to use the equity method to account for the jointly controlled entity in
Country C.

3610025  IFRS does not permit this approach. If a policy of proportionate con-

' solidation is adopted, then it is applied consistently to all jointly controlled entities,
regardless of the nature of the jointly controlled entities.

i

3.6.80 ACCOUNTING FOR JOINTLY CONTROLLED ENTITp:

As with other voluntary changes in accounting policy, a change in accounting policy
spect (o jointly controlled entities is justified only if the change results in reliable and more

3.6.90 Proportionate consolidation vs the equity method information (see 2.8.30)

3.6.90, i : equi ; i
%.90.10 Either the equity method or proportionate consolidation is used to account f;

controlled entities, [148 !
ies. [JAS 31.30, 38) Excegtions from IAS 31

3.6.90,20 The key difference between full consolidation and S oiiat . 0 Inthe investor's consolidated financial statements —or, if the investor has no subsidiaries,

under proportionate consolidation only the in\'e.\:tc;r'\; S thepmp crl.l“t.longt? ‘*':I"TS_UHI!HEI i | | sdus! dnancial statements — use of either the equity method or proportionate consolidation

for and therefore there are no non-controlling | A (NCI) rec:;;i:da“[(wjl liabilities I:" dce 3 L+ centrolled entities is mandatory unless the investment is held by a venture capital organisa-

. " . 53 i i sed, However, when g S s -

;;:;\erwlln,d B-nl:lty has a controlling interest in a non-wholly owned subsidiary (thereby resy T s

3 1in rhe: Jointly controlled entity's consolidated financial statements) the venturer would §

1S proportionate share of that NCI if it elects to nr ; : ‘
$ oportionately ¢ o :

(see 3.6.160). prop: ately consolidate under the £rOsS I

Venture capital organisations#

| ' IFRS contains an exemption from the requirement to apply equity accounting or propor-
S L nsolidation for investments in jointly controlled entities held by venture capital organisations,
iment funds or mutual funds, unit trusts and similar entities, including investmeni-linked insur-
funds. The exemption is applied by designating the investments on initial recognition as at fair
'jligh profit or loss (see 7.4.40). [145 31.1]

1.6.90.30 I.n performing proportionate consolidation, the usual consolidation procedures g
For example, inter-entity eliminations are made in proportion to the investor's interes: L;‘bﬁ :
are made for significant events and transactions that oceur when reporting periods \ 1; ) JB
d%tes. ancli consistent accounting policies are used, See chapter 2.5 for guidanu; ;np;h "

fJf. consolidation principles. Only specific issues that arise in the application of th : &'PP
Jointly controlled entities are addressed in this chapter. (/a5 37.33) ¢ oV O

W Inour view, since fair value through profit or loss is a designation, it is appropriate fo
ude that the choice need not be applied to all qualifying investments. However, we believe that
pital organisation that decided to apply 1AS 31 to some investments, and [AS 39 to other
ents, would need to articulate an appropriate rationale, and perhaps consider disclosure, for
ing the investments differently. See 3.5.110-140 for further information on whether an entity

s 85 @ venture capital organisation.

3.6.90.40 When jointly controlled entities are ac ; id
o) | ceounted for under the equity method
provided in 3.5.170-500 for accounting for associates applies, L, R

3.6.100 Consistency and change in accounting method
In our experience, it is not common for venture capital organisations to be a venturer -

3.6.100.10 ] ; oo ‘ i : .
The chosen accounting policy — i.e. proportionate consolidation or th e equity
7 that has joint control over a joint venture.

=18 applied consistently to all jointly controlled entities from period to period. [/45 §./3]

EXAMPLE 2 — JOINTLY CONTROLLED ENTITIES WITH DIFFERENT NATURES .
ORTHCOMING REQUIREMENTS

0 The exception for venture capital organisations, and certain similar entities, has been

L IAS 28 (2011). However. it is now characterised as a measurement exemption that is

ling policy choice rather than an investmeni-by-invesiment designation,

20.100.20 - Company W has investments in Jointly controlled entities in C
.B' w?:Jf:h it has proportionately consolidated, During the reporting period, W in
1n a jomntly controlled entity in Country C, W believes that the nature of the j
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3 i Gd ; N Accounting for jointly controlled entifies
3.6 Investments in joint ventures and proportionate consolidation

3.6.130 Jointly controlled entities classified as held-for-sale#

Approach 1: Combined presentation — Extract from the statement of comprehensive
36.130.10  Jointly controlled entities that meet the criteria to be classified as held-for-sa]

and 260) are measured at the lower of their existing carrying amount and fair value leis . income Jiri
Proportionate consolidation ceases at the time of reclassification, If the classification o feveane (60,000)
FORRLE S for ol qesouss et st it o proportionately cong Cost of sales 40,000 |
investment. See 7.3.640 for a discussion of distributions of investments in jointly concil o 2.(.m
under [FRIC 17, [745 31.2, 43| ik '
Distribution costs “&‘m.)
' i (15,000)
Administrative cxpenses
16135 FORTHCOMING REQUIREMENTS i b

Nore: Ineluded in the primary financial statements are the following amounts related o
jointly controlled entities,

d6.13510 1AS 28 (2011) contains more specific guidance in respect of the applicatig
IFRS 5 fo investments in joint ventures (currently jomntly controlled entities). IFRS 5.

to an investment, or a portion of an investment, in i joint venture that meets the criterig Revetilie 1200
classified as held-for-sale. For any retained portion of the investment that has not been cl; “stof sales ____ 00
as held-for-sale, the entity applies the equity method - since proportionate consolidatig o it 5,000
longer permitted as an accounting policy choice — until disposal of the portion classified J Bilhe brcane 1
for-sale. After disposal, any retained interest in the investment is accounted for in acee Distribution costs (1,000)
] T 1 T s B on
with IAS 39, or by using the equity method if the retained interest continues to be an aggy i (2,000)
e Administrative expenses '
or a joint venture, (500)
uﬂm expenses otc.
3.6.140 Proportionate consolidation Approach 2: Separate presentation - Extract from the statement of comprehensive
3.6.145 Obligation or potential obligation to purchase equity instruments income

A i 3 { o o Jomwt Toraw
3.6 I--L:w. 10 ) It cuulc;l be questioned w_hrjthcr, by analogy ro_put nptu‘mﬁ.m an existing suuidi Ly vivruse | corspiiiee
exercise of a put option to purchase a jointly controlled enlity’s equity instruments shauld
pated. See 3.5.280 for further details. | Revenue 88.000 12,000 100,000
Cost of sales (53,000) (7.000) (60,000)
3.6.150 Applying proportionate consolidation Gross profit 35,000 5.000 40,000
4 : . 2,000
+.6.150.10 Proportionate consolidation may be applied by: Other income 2000 it
® including the investor's share of each line item in the jointly controlled entity’s finan Distribution costs (17,000) (1.000) (18,‘ )
ments with each relevant line item of the investor, in the same way as a normal conso ‘Administrative expenses (13.000) (2,000) (15,000)
® presenting separate line items for the investor's share of cach of the investee's assets, Other expenses elc, (2.500) (500) (3,000)

income and expenses, [IAS 3/.34] =t =
1615030  Approach 2 significantly increases the information contained il} the
primary financial statements and, depending on the nature or stgmﬁcays:e of jointly
controlled entities, may be considered helpful for an understanding of the financial
statements.

EXAMPLE 3 — PRESENTATION OF PROPORTIONATE CONSOLIDATION

#6.150.20  This example illustrates the different approaches permitted fo
entation of the statement of comprehensive income by presenting either a com
statement of comprehensive income, with additional diselosure in the no
the financial statements, or by presenting the jointly controlled entity's at
separately in the statement of comprehensive income, Other items in the i
statements would be dealt with in the same way.

Jointly controlled entity is a group

A jointly controlled entity may have a controlling interest in a subsidiary ir! w‘hich thtrle
issue arises of how to proportionately consolidate the jointly controlled entity’s subsidi-
& consolidated financial statements of the venturers.
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Definitions

3.1 Leases

n the economic substance of the agreement. Therefore, lease accounting applies lo contracts
the definition of a lease under [FRS and that are not exempt from IAS 17 or IFRIC 4, regard-
i ir legal name or definition. [JAS /174, 6, IFRIC 4.4)

® In determining whether the lease of land is @ finance
operating lease, an important consideration is that land ne,
an indefinite economic life. [5.1.230.20]
" Under IFRS, each lease is classified as either a finance lease or an operating lease; the clas-

® [mmediate gain recognition from the sale and leaseback
on determines the accounting treatment to be followed by the lessor and the lessee (see 5.1.100).

depends on whether the leaseback is classified as a finance
operating lease and, if the leaseback is an operating lease,

sale takes place at fair value. [5.7.450-490] A lease is a finance lease when substantially all of the risks and rewards incidental to

o N A I ; p of the leased asset are transferred from the lessor to the lessee by the agreement. Typical
series of linked transactions in the legal form of a lease s assessed to determine whether substantially all of the risks and rewards are transferred

for based on the substance of the arrangement; the

that the series of transactions is not a lease. [5./.500] nt value of the minimum lease payments that the lessee is required to make in relation to

. fair value of the leased asset al the inception of the lease;

tion of the lease in relation (o the economic life of the leased asset; and

: her the lessee will obtain ownership of the leased asset.

® Special rgquiremnnt.s for revenue mﬂ.agnitinn apply to m
dealer lessors granting finance leases. [5.0.340]

Alease that is not a finance lease is an operating lease. |IAS 17.4)

CURRENTLY EFFECTIVE REQUIREMENTS

This publication reflects IFRS in issue at 1 August 2012, The currently effective requirements eoy
nual periods beginning on 1 January 2012. The requirements related to this topic are derived froy
Leases, IFRIC 4 Determining whether an Arrangement contains a Lease, SIC-15 Operating
Incentives and SIC-27 Evaluating the Substance of Transactions Involving the Legal Form of

SCOPE

Leases to explore for or use minerals, oil, natural gas and similar non-regenerative resources
licensing agreements for such items as motion picture films, video recordings, plays, manuscripts,
and copyrights are excluded from the scope of TAS 17 (see 3.3.30.15). [145 17.2-3]

FORTHCOMING REQUIREMENTS AND FUTURE DEVELOPME;

When a currently effective requirement will be changed by a new requirement that is
not yet effective, it is marked with a # as a forthcoming requirement and the imnact of

is e‘xplained in the accompanying boxed text. The forthcoming requirements related 1o this
derived from IFRS 10 Consolidated Financial Statements, which is effective for innual
ginning on or after | January 2013. A brief outline of the impact of [FRS. 12 an this topic is g
5.1.225. The requirements of IFRS 10 are discussed in chapter 2.5A. '

0 IAS 17 applies only to agreements or components of agreements that transfer the right to
ssels. It does not apply to agreements that are contracts for services that do not transfer the right

s¢ assets from one contracting party (o the other, [145 17.3]

| IAS 41 (see 3.9) applies to the measurement of biological assets held by lessees under
ce leases and for biological assets provided by lessors under operating leases, However, the re-
ents of TAS 17 apply for all other aspecis of lease accounting for those assets. [145 /7.2]

15:40 TAS 40 (see 3.4) applies to the measurement of investment property provided by lessors
er operating leases and for property held by lessees that is accounted for as investment property
'1‘250). However, the requirements of [AS 17 apply for all other aspects of lease accounting for
e assets. For example, the accounting for lease incentives will be according o IAS 17 and SIC-15
equirements (see 5.1.310.30-40), However, when the investment property is measured at fair value,
ty should not double count assets or liabilities that are recognised as separate assets or liabilities
3.4.160.80-100). [145 17.2]

The currently effective or forthcoming requirements may be subject (o future developments ar
outline of the relevant project, which may affect several uspects of lease accounting, is given in

5.1.10 INTRODUCTION

5.1.10.10 The accounting treatment of a lease does not depend on which party has legal oy
of the leased asset, but rather on which party bears the risks and rewards incidental to OWni
the leased asset, [1AS 17.7]

DEFINITIONS

The definitions in 1AS 17 are important in determining classification as a finance lease
operating lease (see 5.1, 100). This classification is the basis for subsequent accounting for the
e by both the lessee and the lessor.

5.1.10.20 A lease is an agreement whereby the lessor conveys to the lessee the right to use
for an agreed period in return for a payment or series of payments. The definition of a lease ing
contracts that are sometimes referred to as *hire’ or *hire-purchase’ contracts. Although leg
tions of a lease, hire or hire-purchase agreements may vary between different legal juﬁsdictinnﬁi
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Definitions

3.1 Leasey
is responsi aying dirce der
i The © i d taxes that the lessee is responsible for paying directly un
5.1.30 [he costs of services an i : 8 ¢ ' _
P with similar types of property in similar locations may be used as a basis for estimating
ini : QeES - v i : 5 ¢
5.1.30,10 Minimum lease payments are those payments that the lessee 18, or can he, nding fair values under lease agreements in which these costs are included in the rental pay
a

make to the lessor over the lease term. See 5.1.50 for further discussion of lease term, §
minimum lease payments in the context of lease classification, and 5.1.300 and 330 for
lease payments in the contex( of accounting for leases. [/45 17.4] ‘

(imates of fair values for services and taxes may also be based unl experience with similar
, bought outright by the lessee or from other sources — for example:

(ate taxes paid on similar property; _ 4.

arfy tax rate structures obtained from appropriate taxing authorities;

tes of insurance costs from insurancg brokers; and

ce in repairing or maintaining similar property.

I
5.1.30011 From the lessee’s point of view, minimum lease payments also include
guaranteed by the lessee or a party related to the lessee (e.g. residual value guarantee),
lessor’s point of view, minimum lease payments also include residual value guarantees hy
party unrelated to the lessor provided that party is financially capable of fulfilling ﬁm‘

Estimates of fair values for services and taxes should consider the anticipated fluctua-
under the guarantee. See 5,1.70 for further discussion of residual values, [14S 17.4]

Ehﬂse items over the lease term. For example, tax valuation methods vary by taxing authority,
methods should be taken into consideration in evaluating whether property taxes wlmnld
d to increase or decrease. Experience with assets that the lessee owns may also provide a

5.1.30.13 Both a lessee and a lessor include in minimum lease payments the exercise |
astimating fuctuations in the fair values of services and taxes pertaining to leased assets,

purchase option over the leased asset held by the lessee only if it is reasonably certaiy
of the lease that the purchase option will be exercised. In addition, if the lease includes a
under which the lessor can require the lessee to buy the asset af the end of the lease, thén |
and the lessor include the exercise price of the put option in the minimum lease payme

because the put option functions economically as a residual value puarantee and the exerei
of the option is an amount that the lessee can be required to pay to the lessor, See 5.1 140 for
discussion of purchase options in the context of lease classification, [JAS 17.4]

Tn our view, the specific nature of the guidance in IFRIC 4 overrides the general revenue
on cniferia discussed in 4.2.60.20-60.

See 5.1.375 for further guidance on lease arrangements that include service elements,

Inception date and commencement date of a lease
513017 Minimum lease payments do not include contingent rent amounts. See 5.1.80

Ge : iotion : inception and commencement of the lease.
discussion of contingent rent. [145 77,4 Audistinction is mads between the incopt

The inception of the lease is the earlier of the date of the' lease agreement a“fl the date
mitment by the parties to the principal terms of the lease. At this date:

¢ is classified as either an operating or a finance lease; and ‘
the case of a finance lease, the amounts to be recognised at the commencement of the lease

5.1.30.20 Minimum lease payments do not include costs for services and taxes to be pa
reimbursed to the lessor. Amounts owed by a lessee 1o a lessor may include charges for &
maintenance or for other services. Similarly, payments due under a lease may irciude ch
are reimbursements for expenditure paid by the lessor on behalf of the lessee (e.g. laxes an
ance). When there are service elements or other reimbursements included in = single payme;
elements should be separated from the minimum Jease payments that relitc v the right of y
leased asset. Accordingly, when calculating the present value of minimum lease payments (o
lease classification, such seryice charges and reimbursements are excluded, [745 17.4]

The commencement of the lease term (also referred (o as ‘the commencement date’) is
from which the lessee is entitled to exercise its right to use the leased asset. This is the date
recognition of the lease. In other words, recognition of the lease takes place at the com-

: : . : y : 4 ; q i inception date.
5.1.30:30 As described in 5.1.510.50, IFRIC 4 provides puidance on the allocation of pa nent date based on the amounts determined at the incep

between lease payments and payments related to other elements of the arrangement. [n o

because IFRIC 4 is an interpretation of TAS 17 and the most recent guidance on the allocatio 0,40

payments, the allocation into the two components (right of use and other services/reimb rsemel '

should be based on the guidance in IFRIC 4; therefore, it is based on the components’ relat

values. In some cases, the allocation will require the use of an estimation technique for the fair

of the components. For example:

® estimating the lease component with reference to a lease agreement for a comparable
contains no other components, and estimating the payments for the other components wi
ence (o the cost of those components together with a reasonable profit; or

® estimating the payments for the other components with reference to comparable agreemel
then deducting such payments from the total lease payments, [[FRIC 4,12-15]

A significant amount of time may pass between the inception date aan the commence-
date — e.g. when parties commit to leasing an asset that has not yet been bl_.lllt. In Su‘.;h.cas‘:‘
ulation of the present value of minimum lease payments prepared to help in determining ‘t‘:
fication of the lease covers all lease payments made from the commencement of th: lcaa:e
In respect of the period between the inception date and the commt_mcemcnl date i such
n acceptable approach is to exclude the time-value effect of the period between ‘lht? incep-
tdate and the commencement date from the calculation of minimum lease paym‘cn(s for l?oth
ation and measurement purposes — i.e. at the commencement date, the lease is recogmf‘;ed
on the present value of the minimum lease payments as at the cornmcmfemem ‘date. using
discount rate at the inception date, However, if the lease payments are adjusted for changes
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5:d Leases -
Definitions

IFRS does not provide specific guidance on how to assess when it should be considered
ably certain’ that a lessee would exercise an option to renew the lease, The assessment of the
of certainty should be based on facts and circumstances at the inception of the lease rather
 the lessee’s intentions. Factors relevant to the assessment may include, for example:
amount of the rentals payable in the secondary lease period compared with expected market
for a similar asset during that period;

significance of continued use of the asset to the lessee’s business model; and

e ability of the lessee to recover costs that it incurs improving the leased asset.

in the f:onsn'ucliun or acquisition cost of the leased asset, general price levels or the Jg
.hmmcmg the lease between the inception and commencement dates, then the effect ofs‘
is deemed to have taken place at mnception. [/AS {7.4-5) 8-

ExaMpLE | - CHANGES BETWEEN INCEPTION AND COMMENCEMENT DATES

5.1.40.45 C@mpajjyl B entered into a binding agreement on | Jan
lease a building from Company C. B will have the right o oceupy the
from | January 2013, once C has finished construction of the building,
mated fair value of the building on 1 January 2010, assuming thm'a:'
was completed at that date, was 11,000, The lease agreement states that
lease payments will be 10% of the construction costs incurred By (0
construction cost of the building was 9,000, such that the expected an
rental was 900 (9,000 x 10%). B starts occupying the building on |
as p:almned. The actual fair value of the builﬂlng on this date is 13,0 .
actual construction costs were 10,000, ‘ sotld
i 10,000, such that the annual lease payment s}

40 In our view, if it is believed that a lessee will be economically compelled (o renew a
then this indicates that renewal is reasonably certain. Conversely, if the lessee benefits from a
discount on market rents in the secondary lease period, then this may increase the likelihood
lessee will renew but, in the absence of other factors, will rarely demonstrate that renewal is

ly certain.

Ecouumic life and useful life

A leased asset's economic life is the period over which the asset is expected to be us-
by the current lessee and any subsequent user). The economic life is used when comparing
term with the asset’s life to evaluate whether the lease is an operating or a finance lease
100). A leased asset’s useful life, which may be shorter than its remaining economic life, is
neriod over which the economic benefits of the asset are expected to be consumed by the lessee.
: depreciates an asset capitalised under a finance lease over the shorter of the lease term and
set’s useful life, unless it is reasonably certain that the lessee will obtain ownership by the end

he lease term, in which case the depreciation period is the useful life. (145 17.4, 28]

514047 - In order to assess the classification of the lease at inception
ceptable approach is for B to consider the fair value of the building a Uince
11,000 and calculate the minimum lease payments using the actual con
costs of 10,000 discounted back to commencement dale :‘mi.y"—-ri;e;'l
2013 ~ using the discount rate at inception date. The minimum,lm; Py
need not be discounted back to the inception date of | Tanuary 2010, I
sesses that the lease is a finance lease, then B will recognise the buil nu--
asset on I January 2013, measured at the lower of 11,000 and the pm
of the annual lease payments of 1,000 at 1 January 2013 using the c!-;é\;
at inception date, il s

¢

.20 In our view, when an asset that was previously leased subsequently becomes the subject
new lease, the economic life of the asset for the purpose of assessing the lease classification of
ew lease is the remaining economic life of the asset measured from the commencement date of
Jease, When there is no modification to the original lease, basing the classification on the
ed asset's existing condition more accurately reflects the substance of the lease economics. For
mple, a new asset with an economic life of 10 years was leased under a five-year lease with no
ot for renewal. At the end of the lease term, the remaining economic life of the asset is assessed
even years, Following expiry of the initial lease, the lessor grants a new five-year lease over the
We helieve that the economic life for the purpose of classifying the second lease is seven years
e useful life is five years. [IAS 17.4]

5.1,50 Lease term

5.1:50.10 The lease term commences when the lessee is entitled fo start using the leas
This date may be earlier than when actual use begins. For example, the lease term fnra retail p
may f:m'nmunce on | May 2012, but the lessee needs to customise the interior of the property
opc‘mng and operating its retail store on 1 July 2012. Even if the tenant could not start customi
until 1 June 2012, the commencement date of the lease is 1 May 2012 bucau‘ielthiﬂ is the d
which the lessee is entitled to use the leased asset, [1AS 17.4] h
Residual values

5.1 .ﬁn.z‘u The lease term includes the non-cancelluble period of the contract and any furthe :
forwhiclithe lesseshusen Gption 6 continteto lesseihatisietandhs which, ot the time ofinge 0,10 There are two types of residual value to be considered by the parties to a lease contract:

of the lease, it is judged reasonably certain that the lessee will exercise that option. For examy anteed residual value and unguaranteed residual value. A *guaranteed residual value’ is the fixed

the k:‘ase term is nine years but the lessee can cancel the lease without penalty at the end of eterminable amount that is required to be paid to the lessor at the end of the lease term or on

“_“d 5”“_}1 {E&{S- then the non-cancellable period of the contract would be three years, unle al of the leased asset. An ‘unguaranteed residual value’ is the amount that the lessor expects

:ln;ln: ;3&:;3:;(;::5 :;i IT::: ;t7 i:] judged reasonably certain that the lessee will not cancel the leasé fecover from the leased asset following the end of the term; however, realisation of that amount is
8. g : assured by a party external to the lessor. [JAS /7.4]
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3.1 Leases

5.1.70.20 The amount of the minimum lease payments reflects whether the residug].
anteed Fnr unguaranteed, The lessor includes in the determination of the minimum :
any residual value guaranteed by the lessee, a party related to the lessee or a third py;
_thc lessor that is financially capable of discharging the obligations under the gy o
includes a guaranteed residual value in the determination of the minimum lo:as:m
.Lhe lessee or a party related (o the lessee has guaranteed the residual value, For 5 Iez :
included in the minimum lease payments in respect of a residual value guarantee is
amount that the lessee could, in any event, be required to pay. An unguaranieed re
always excluded from the determination of the minimum lease payments, bul is ]'lé.va&‘
the lessor’s gross investment in a finance lease (see 5,1.330.10). [145 /7.4 I

17030 See 5.1.378 for further guidance on residual value guarantees and third-ns

5180 Contingent rent

5.5,&10.10 The guidance in this section on the application of contingent rentalg in
minimum lease payments applies equally to both operating and finance leases, ‘Con
the portion of lease payments that is not fixed in amount, This definition specifically
fmmunts that are not fixed because they are potential incremental payments linked to fi
in indices, sales, use of equipment etc, The calculation of minimum lease paymerits
lease payments that are known at the lease inception date, based on the then-current v
rate or current price level. [/45 17.4]

5.1.80.20 This can be illustrated by considering an ‘interest-only’ lease, in which the
payn?ents are caleulated by multiplying an underlying monetary amount by a market
and, in addition, there is a final lease payment of the underlying monetary amount, [ﬁ s

market interest rate is being used to set the periodic lease payments. The minimum lea, &\
therefore include the periodic lease payments based on the market interest rate at i:u.\tp
lease plus the final repayment of the underlying monetary amount, Differences bntweea;.
lease payments and the minimum lease payments arising from future changes in the
rate after inception of the lease are contingent rents.

EXAMPLE 2A — CONTINGENT RENTALS — INTEREST-BASED

ribor, with a *bullet” repayment of 1,000 at the end of year 5, If Eurib

inception of the lease, then the minimum lease payments would be 50
(1,000 x 5%) plus the bullet repayment of 1,000 in year 5. If Euribor |
7% in year 1, then the contingent rent in year | would be 20 ((7% - 5%)
If this lease were classified as an operating lease, then the lessee would re
the total minimum lease payments on a straight-line basis over the term of
giving an annual rental expense of (50 + 1,000/ 5) = 250, and would

contingent rent as incurred. 3
L

318040 Additional considerations may apply in more complex cases, such as indexe
payments. One acceptable way of analysing such agreements is to consider whether the
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5.1.80,30 The annual rentals in a five-year lease arc calculated as 1,000 %

Definitions

f the agreement is already included in the starting lease payments. For example, the lease

1t may identify a ‘base’ or ‘starting” rent that is increased each year by the increase in a

rice index during that year. The agreement may state that the starting rent is 1,000 and

: mum lease payment will be 1,000 increased by the change in the consumer price index

|ease inception, As CPI is the summary of past actual price levels, under this approach

Jevel on any given date will already include the CP1 on that date — i.e. current prices are
of the current level of CPL Under this approach, any increases in lease payments after lease

elate to future changes in CPI and therefore are contingent rents.

s 7B — CONTINGENT RENTALS — INDEXED RENTALS

5.1.80.50 Company Y entered into a five-year lease for a retail property. The
inception and commencement date are 1 January 2008 and rentals are payable on
31 December each year. The lease agreement specifies a starting rent of 1,000 and
requires the actual lease payment on 31 December of each year to be calculated as
feihows.

Lease payment on 31 December in year X = 1,000 x (CPLat the end of year X/CPL at
1 January 2008)

5.1.40.60 Therefore, following the logic in 5.1.80.40, Y's minimum lease
payments are 1,000 for every year of the lease. The starting rent of 1,000 already
reflects the CPI at lease inception. Assuming that CPI at 1 January 2008 14 165 and
it continues to rise in accordance with the indices below, then the actual rentals
piyable would be as follows.

ANNUAL
CUMULATIVE RENTAL
CPI  witn CPI CoNTINGENT
Basg RENT CPI INCREASE  VARIATION RENTALS
Dare: (A) (B) (C) (D) (D-A)
31 December 2008 1,000 174 1.05 1,050 50
31 December 2009 1,000 186 1.13 1,130 130
31 December 2010 1,000 194 1.17 1,170 170
31 December 201 | 1,000 198 1.20 1,200 200
31 December 2012 1,000 205 1.24 1,240 240
Notes
(€)  Caloulated as (B /165)
(D) Caloulatsd & (A % C)

Not all rental increases can be ignored when calculating the minimum lease payments

se agreement that includes an indexation feature. The substance of the agreement helps in
shing between minimum lease payments and contingent rents.
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