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Question First?

• What are HK(IFRIC) Interpretations?

• Why are there

• HK(SIC) Interpretations,

• HK(IFRIC) Interpretations, and

• HK Interpretations?

Previously named as HKFRS 
Interpretations (to align with 
those issued by IFRIC)

Previously named as HKAS 
Interpretations (to align with 
those issued by SIC)
Interpretations issued by 
HKICPA

• IFRIC is International Financial Reporting 
Interpretation Committee.

• Before the restructuring of IASB, it was 
named as SIC, Standing Interpretation 
Committee.

• HK Interpretations are specifically issued by 
HKICPA for local issues.
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Topics to be Discussed

1. Changes in Existing Decommissioning, 
Restoration and Similar Liabilities

1. Changes in Existing Decommissioning, 
Restoration and Similar Liabilities

2. Members’ Shares in Co-operative Entities and 
Similar Instruments

2. Members’ Shares in Co-operative Entities and 
Similar Instruments

3. Emission Rights3. Emission Rights

Simple but 
Comprehensive

Simple but 
Comprehensive

Background 
Issues

Background 
Issues

Cases and 
Examples

Cases and 
Examples

HK(IFRIC) Interpretations

4. Determining Whether an Arrangement Contains a 
Lease

4. Determining Whether an Arrangement Contains a 
Lease

5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds

5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds
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4. Determining Whether an Arrangement Contains a 
Lease
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5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds

5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds

3. Emission Rights3. Emission Rights Withdrawn in July 2005Withdrawn in July 2005
Not to 

discuss it 
tonight

Not to Not to 
discuss it discuss it 

tonighttonight

Hold on ……Hold on ……Hold on ……
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HK(IFRIC) Interpretations 1

1. Changes in Existing Decommissioning, 
Restoration and Similar Liabilities

1. Changes in Existing Decommissioning, 
Restoration and Similar Liabilities

1. Background – Requirements under 
Current Framework

2. Scope
3. Issue
4. Consensus
5. Effective Date and Transition

© 2005 Nelson 6

• For example, a decommissioning, 
restoration or similar liability may
exist for
– decommissioning a plant,
– rehabilitating environmental damage 

in extractive industries, or
– removing equipment.

• For example, a decommissioning, 
restoration or similar liability may
exist for
– decommissioning a plant,
– rehabilitating environmental damage 

in extractive industries, or
– removing equipment.

1. Background

• In installing or constructing items of 
property, plant and equipment, entities 
have obligations to dismantle, remove 
and restore such items.

Such obligations are referred 
to as Decommissioning, 
Restoration and Similar 
Liabilities in HK(IFRIC)-Int 1

Such obligations are referred 
to as Decommissioning, 
Restoration and Similar 
Liabilities in HK(IFRIC)-Int 1
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1. Background
Case 1Case 1

BP plc, the largest integrated oil company adopted IFRS in 
2005, stated its accounting policies that:
• Property, plant and equipment

• The initial cost of an asset (property, plant and equipment) 
comprises
• its purchase price or construction cost,
• any costs directly attributable to bringing the asset into 

operation and
• the initial estimate of any decommissioning obligation.

• Decommissioning
• Liabilities for decommissioning costs are recognized

• when the Group has an obligation to dismantle and remove 
a facility or an item of plant and to restore the site on which it 
is located, and

• when a reasonable estimate of that liability can be made.
• Where an obligation exists for a new facility ……. this will be

on construction or installation.
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1. Background

For decommissioning, restoration or similar liabilities

• HKAS 16 Property, Plant and Equipment
– sets out the requirements in recognising such costs as 

part of the cost of an item of property, plant and 
equipment.

• HKAS 37 Provision, Contingent Liabilities and 
Contingent Assets
– sets out the requirements on how to measure

decommissioning, restoration and similar liabilities.

• HK(IFRIC) Interpretation 1
– provides guidance on how to account for the effect of 

changes in the measurement of existing 
decommissioning, restoration and similar liabilities.

Initial 
Recognition

Initial 
Recognition

MeasurementMeasurement

Changes in 
Measurement
Changes in 

Measurement
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(Existed in SSAP 17)(Existed in SSAP 17)

(New in HKAS 16)(New in HKAS 16)

1. Background: Current Framework

e.g. air-condition plant are installed in leasehold head office or a showroom
• In addition to the normal removal cost, the original restoring cost is 

also estimated for damage or pollution incurred during the lease term

In HKAS 16, the cost of PPE comprises:
1. Purchase price
2. Directly attributable costs (DAC)
3. Initial estimate of the costs of dismantling and 

removing the item and restoring the site on which 
it is located, the obligation for which an entity 
incurs either
• when the item is acquired, or
• as a consequence of having used the item 

during a particular period for purposes, other 
than to produce inventories during that period 
(also refer HKAS 37)

Initial 
Recognition

Initial 
Recognition
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1. Background: Current Framework

MeasurementMeasurement

• HKAS 37 specifies how to measure provision, 
including decommissioning, restoration or similar 
liabilities.

• The requirements include:
• The amount recognised as a provision shall be the 

best estimate of the expenditure required to settle the 
present obligation at the balance sheet date.

• Where the effect of the time value of money is 
material, the amount of a provision shall be the 
present value of the expenditures expected to be 
required to settle the obligation.

• The discount rate shall be a pre-tax rate that reflects 
current market assessments of the time value of 
money and the risks specific to the liability.
• The discount rate shall not reflect risks for which 

future cash flow estimates have been adjusted.

Initial 
Recognition

Initial 
Recognition

All these can be 
changed

All these can be 
changed
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1. Background: Current Framework

• Entity A operates an offshore 
oilfield where its 20-year licensing 
agreement requires it to remove 
the oil rig at the end of production 
and restore the seabed.

• In Year 0, it estimates that the 
costs of removal of the oil rig and 
restoration of the seabed include:

• 75% relates to damage 
caused by building the oil rig

• 10% relates to damage 
caused by regular 
maintenance of the oil rig

• 15% arises through the 
extraction of oil

• The cost of the oil rig
• includes the best estimate of 85%

of the eventual costs
• a provision in the amount of that 

cost will be recognised when the 
oil rig has been constructed.

• The cost of the oil rig
• includes the best estimate of 85%

of the eventual costs
• a provision in the amount of that 

cost will be recognised when the 
oil rig has been constructed.

Example 1Example 1

removal of the oil rig and restoration of 
damage caused by building it

removal of the oil rig and restoration of 
damage caused by building it

for purposes, other than to produce 
inventories during that period

for purposes, other than to produce 
inventories during that period

recognised as a liability when the oil is 
extracted

recognised as a liability when the oil is 
extracted

85%
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1. Background: Current Framework
Case 2Case 2

BP plc, after adopting IFRS, stated its 
accounting policies that:
• Decommissioning

• Liabilities for decommissioning costs are 
recognized ……
– The amount recognized is the present 

value of the estimated future expenditure 
determined in accordance with local 
conditions and requirements.

• A corresponding tangible item of property 
plant and equipment of an amount equivalent 
to the provision is also created.

• This is subsequently depreciated as part of 
the capital costs of the facility or item of plant.

Initial recognition
Dr PPE 
Cr Liabilities

Initial recognition
Dr PPE 
Cr Liabilities

Subsequent measurement
Dr Depreciation
Cr Accumulated dep.
Being annual depreciation

Dr Finance cost
Cr Liabilities
Being discount unwinding

Subsequent measurement
Dr Depreciation
Cr Accumulated dep.
Being annual depreciation

Dr Finance cost
Cr Liabilities
Being discount unwinding
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2. Scope

Changes in 
Measurement
Changes in 

Measurement

HK(IFIC) Interpretation 1 applies to changes in the 
measurement of any existing decommissioning, 
restoration or similar liability that is both: 

a) recognised as part of the cost of an item of 
property, plant and equipment accordance 
with HKAS 16; and 

b) recognised as a liability in accordance with 
HKAS 37.
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3. Issue

Changes in measurement may be resulted from:
a) a change in the estimated outflow of resources

embodying economic benefits (e.g. cash flows) 
required to settle the obligation;

b) a change in the current market-based discount rate as 
defined in HKAS 37 (incl. changes in the time value of 
money and the risks specific to the liability); and

c) an increase that reflects the passage of time
(also referred to as the unwinding of the discount).

Changes in 
Measurement
Changes in 

Measurement

HK(IFRIC) Interpretation 1 addresses
– how the effect of the above events that change the 

measurement of an existing decommissioning, 
restoration or similar liability should be accounted for.

Change in 
Outflow

Change in 
Discount Rate

Passage of 
Time
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4. Consensus

Change in 
Outflow

Change in 
Discount Rate

Passage of 
Time

• The accounting treatments for such changes in the 
measurement depend on the nature of changes
a) For the changes resulted from

i) changes in outflow of resources to settle the 
obligation and

ii) changes in discount rate

b) For the changes resulted from unwinding of
the discount

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate

Changes resulted from
Passage of 

Time
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4. Consensus

• The related assets relating the 
decommissioning, restoration or 
similar liability may have been 
measured by using
1) Cost model

2) Revaluation model

under HKAS 16 (or SSAP 17)

Cost Model Revaluation 
Model

• The model chosen would have effect 
on the accounting treatment.

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate
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4. Consensus

Cost ModelIf the related asset is measured 
using Cost Model:
• subject to some limitations, 

changes in the liability shall be
• added to, or
• deducted from,

the cost of the related asset
in the current period.

• if it is an addition to the asset 
cost, the entity shall consider 
whether this is an indication that 
the new carrying amount of the 
asset may not be fully 
recoverable.

• If it is such an indication, the 
entity shall test the asset for 
impairment and account for any 
impairment loss, in accordance 
with HKAS 36. 

• if it is an addition to the asset 
cost, the entity shall consider 
whether this is an indication that 
the new carrying amount of the 
asset may not be fully 
recoverable.

• If it is such an indication, the 
entity shall test the asset for 
impairment and account for any 
impairment loss, in accordance 
with HKAS 36. 

• the amount deducted from the cost of the 
asset shall not exceed its carrying amount.

• If a decrease in the liability exceeds the 
carrying amount of the asset, the excess
shall be recognised immediately in profit 
or loss.

• the amount deducted from the cost of the 
asset shall not exceed its carrying amount.

• If a decrease in the liability exceeds the 
carrying amount of the asset, the excess
shall be recognised immediately in profit 
or loss.

Add to or reduce 
asset cost

Add to or reduce 
asset cost

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate
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4. Consensus
Example 2Example 2

Entity OB has a nuclear power plant and a related decommissioning liability.
• The plant started operating on 1 Jan. 2000 with a useful life of 40 years.
• Its initial cost was $120,000, included decommissioning costs of $10,000

• representing $70,400 in estimated cash flows payable in 40 years 
discounted at a risk-adjusted rate of 5%.

On 31 Dec. 2009, the plant is 10 years old with a carrying amount of $90,000 and 
accumulated depreciation of $30,000 ($120,000 x 10/40 years).
• Because of the unwinding of discount (5%) over the 10 years, the 

decommissioning liability has grown from $10,000 to $16,300.
• Even the discount rate has not changed, OB estimates that, as a result of 

technological advances, the present value of the decommissioning liability has 
decreased by $8,000 (i.e. from $16,300 to $8,300).

What is the effect of the change?

On 31 Dec. 2009, OB shall make the following journal entry to reflect the change:
Dr Decommissioning liabilities $8,000
Cr PPE - Cost of asset $8,000

The carrying amount of the plant will decrease to $82,000 ($90,000 - $8,000)

On 31 Dec. 2009, OB shall make the following journal entry to reflect the change:
Dr Decommissioning liabilities $8,000
Cr PPE - Cost of asset $8,000

The carrying amount of the plant will decrease to $82,000 ($90,000 - $8,000)
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4. Consensus
Case 3Case 3

BP plc, after adopting IFRS in 2005,
stated its accounting policies that:
• Property, plant and equipment

• is stated at cost less accumulated depreciation and 
accumulated impairment losses.

• Decommissioning
• Liabilities for decommissioning costs are recognized ……
• Any change in the present value of the estimated 

expenditure is reflected as an adjustment to 
– the provision and
– the corresponding property, plant and equipment.

Cost Model

Add to or reduce 
asset cost

Add to or reduce 
asset cost

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate

Cost modelCost model

Change in 
measurement
Change in 

measurement
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4. Consensus

Revaluation 
Model

If the related asset is measured using
the Revaluation Model:
• changes in the liability alter the revaluation surplus or 

deficit previously recognised on that asset, so that: 
i) a decrease in the liability shall (subject to the limitation 

as discussed later) be credited directly to revaluation 
surplus in equity,

– except that it shall be recognised in profit or loss to 
the extent that it reverses a revaluation deficit on the 
asset that was previously recognised in profit or loss;

ii) an increase in the liability shall be recognised in profit or 
loss,

– except that it shall be debited directly to revaluation 
surplus in equity to the extent of any credit balance 
existing in the revaluation surplus in respect of that 
asset.

Direct credit to 
revaluation surplus 
(other than deficit 

reversal)

Direct credit to 
revaluation surplus 
(other than deficit 

reversal)

Recognise in profit 
or loss (other than  
revaluation surplus 

exists)

Recognise in profit 
or loss (other than  
revaluation surplus 

exists)

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate
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4. Consensus

If there is a decrease in the decommissioning liability of $100
Dr Decommissioning liabilities $100
Cr Revaluation surplus $100

In case a revaluation deficit over $100 recognised in profit and
loss before:

Dr Decommissioning liabilities $100
Cr Profit and loss $100

Direct credit to 
revaluation surplus 
(other than deficit 

reversal)

Direct credit to 
revaluation surplus 
(other than deficit 

reversal)

Recognise in profit 
or loss (other than  
revaluation surplus 

exists)

Recognise in profit 
or loss (other than  
revaluation surplus 

exists)

If there is an increase in the decommissioning liability of $200
Dr Profit and loss $200
Cr Decommissioning liabilities $200

In case there is a revaluation surplus over $200:
Dr Revaluation surplus $200
Cr Decommissioning liabilities $200

Example 3Example 3
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4. Consensus

Revaluation 
Model

• In the event that
– a decrease in the liability exceeds the carrying amount that would 

have been recognised had the asset been carried under the cost 
model (i.e. the carrying amount if revaluation model is not adopted)
• the excess shall be recognised immediately in profit or loss. 

If the related asset is measured using
the Revaluation Model:

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate



12

© 2005 Nelson 23

4. Consensus
Example 4Example 4

• Entity OB has a nuclear power plant of Entity OB operating for a year with a 
carrying amount of $100,000 (including decommissioning cost).

• At year end, OB revalued the plant at $120,000 plus decommissioning costs of 
$12,000. (Totally $132,000)

• 2 months later, because of new technology, the directors of OB estimates that 
the present value of the decommissioning liability has decreased by $5,000.

• Accordingly, the decommissioning liability would reduce from $12,000 to $7,000.
• What is the impact on OB’s financial statements?

OB shall make the following journal entry to reflect the change:
Dr Decommissioning liabilities $5,000
Cr Revaluation surplus $5,000

The whole of this adjustment is taken to revaluation surplus, because it does not 
exceed the carrying amount that would have been recognised had the asset been 
carried under the cost model (i.e. $100,000).
The carrying amount of the asset would be $127,000 ($132,000 - $5,000).

OB shall make the following journal entry to reflect the change:
Dr Decommissioning liabilities $5,000
Cr Revaluation surplus $5,000

The whole of this adjustment is taken to revaluation surplus, because it does not 
exceed the carrying amount that would have been recognised had the asset been 
carried under the cost model (i.e. $100,000).
The carrying amount of the asset would be $127,000 ($132,000 - $5,000).
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4. Consensus

Revaluation 
Model

• A change in the liability is an indication that the 
asset may have to be revalued in order to ensure 
that the carrying amount does not differ materially 
from that which would be determined using fair 
value at the balance sheet date.
– Any such revaluation shall be taken into account in 

determining the amounts to be taken to profit or loss 
and equity under this Interpretation.

– If a revaluation is necessary, all assets of that class 
shall be revalued. 

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate

• HKAS 1 requires disclosure on the face of the statement of changes in 
equity of each item of income or expense that is recognised directly in 
equity.
– In complying with this requirement, the change in the revaluation surplus 

arising from a change in the liability shall be separately identified and 
disclosed as such. 

• HKAS 1 requires disclosure on the face of the statement of changes in 
equity of each item of income or expense that is recognised directly in 
equity.
– In complying with this requirement, the change in the revaluation surplus 

arising from a change in the liability shall be separately identified and 
disclosed as such. 

Trigger 
revaluation

Trigger 
revaluation



13

© 2005 Nelson 25

4. Consensus

Revaluation 
Model

When accounting for revalued assets to which 
decommissioning liabilities attach, it is important
to understand the basis of the valuation obtained.

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate

Trigger 
revaluation

Trigger 
revaluation

• For example if the asset is valued on
a discounted cash flow basis: 
– some valuers may value the asset without deducting any 

allowance for decommissioning costs (a ‘gross’ valuation)
– other valuers may value the asset after deducting an 

allowance for decommissioning costs (a ‘net’ valuation)
• as assuming an entity acquiring the asset will generally 

also assume the decommissioning obligation.
– For financial reporting purposes, the decommissioning 

obligation is recognised as a separate liability, and is not 
deducted from the asset (i.e. should be on a gross basis).

– Thus, if the asset is valued on a net basis,
• it is necessary to adjust the valuation obtained by 

adding back the allowance for the liability, so that
the liability is not counted twice.

Value adjustment 
required

Value adjustment 
required
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4. Consensus

Revaluation 
Model

When accounting for revalued assets to which 
decommissioning liabilities attach, it is important
to understand the basis of the valuation obtained.

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate

Trigger 
revaluation

Trigger 
revaluation

• For example if an asset is valued on
a depreciated replacement cost basis: 
– the valuation obtained may not include an amount 

for the decommissioning component of the asset.
– If it does not include such decommissioning 

component,
• an appropriate amount will need to be added to 

the valuation to reflect the depreciated 
replacement cost of that component.

Value adjustment 
required

Value adjustment 
required
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4. Consensus

• The adjusted depreciable amount of the asset is 
depreciated over its useful life.

• Therefore, once the related asset has reached the end 
of its useful life

– all subsequent changes in the liability shall be 
recognised in profit or loss as they occur.

• This applies under both the cost model and the 
revaluation model.

Cost Model Revaluation 
Model

Changes resulted from
Change in 
Outflow

Change in 
Discount Rate
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4. Consensus

• The periodic unwinding of the discount shall be

– recognised in profit or loss as a finance cost as it 
occurs.

• The allowed alternative treatment of capitalisation under 
HKAS 23 is not permitted.

Changes resulted from
Passage of 

Time
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Royal Dutch/Shell explained its group accounting policies under IFRS in 
respect of decommissioning as follows:
• Estimated decommissioning and restoration costs

• are based on current requirements, technology and price levels and are 
stated at fair value, and the associated asset retirement costs are capitalised 
as part of the carrying amount of the related property, plant and equipment.

• The liability, once an obligation, whether legal or constructive, crystallises,
• is recognised with a corresponding amount of property, plant and equipment 

in the period when a reasonable estimate of the fair value can be made.
• The fair value is calculated using amounts discounted over the useful economic 

life of the assets.
• The effects of changes resulting from revisions to

the timing or the amount of the original estimate
of the provision are incorporated on
a prospective basis.

4. Consensus – Case
Case 4Case 4
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4. Consensus – Case
Case 4Case 4

• Liabilities are determined independently of expected insurance recoveries.
• Recoveries are recognised and reported as separate events and brought 

into account when reasonably certain of realisation.
• The carrying amount of provisions is regularly reviewed and adjusted for new 

facts or changes in law or technology.

Royal Dutch/Shell explained its group accounting policies under IFRS in 
respect of decommissioning as follows:
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5. Effective Date and Transition

• An entity shall apply HK(IFRIC) Interpretation for 
annual periods beginning on or after 1 September 
2004.

• Earlier application is encouraged.

• If an entity applies the Interpretation for a period 
beginning before 1 September 2004, it shall disclose 
that fact.

• Changes in accounting policies shall be accounted for 
according to the requirements of HKAS 8 Accounting 
Policies, Changes in Accounting Estimates and Errors.
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Topics to be Discussed

1. Changes in Existing Decommissioning, 
Restoration and Similar Liabilities

2. Members’ Shares in Co-operative Entities and 
Similar Instruments

2. Members’ Shares in Co-operative Entities and 
Similar Instruments
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HK(IFRIC) Interpretations 2

1. Background
2. Scope
3. Issue
4. Conclusions
5. Disclosures
6. Effective Date and Transition

2. Members’ Shares in Co-operative Entities and 
Similar Instruments

2. Members’ Shares in Co-operative Entities and 
Similar Instruments
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1. Background

What is co-operatives and other similar entities?
• Co-operatives and other similar entities

– are formed by groups of persons to meet common 
economic or social needs.

• National laws typically define
– a co-operative as a society endeavouring to 

promote its members’ economic advancement by 
way of a joint business operation (the principle of 
self-help).
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1. Background

The European Association of Co-operative Banks (EACB), one of the
main representative bodies in the European Credit Industry, states:
– A co-operative is an autonomous association of persons united

voluntarily to meet their common economic, social and cultural
needs and aspirations through a jointly-owned and democratically
controlled enterprise. 

– Co-operatives are the only form of enterprise for which wealth depends less 
from capital than from the men and women who committed to join them.

– Co-operative founding principles are based on values rather than resources, 
on solidarity and participation of their members mobilised to serve a 
community.   

– There are some 300,000 co-operatives in the European Union providing jobs 
to 4.8 million people.

Case 5Case 5

A cooperative is a business voluntarily owned and controlled by its member 
patrons and operated for them and by them on a non-profit or cost basis.
It is owned by the people who use it. Source: University of Wisconsin

A cooperative is a business voluntarily owned and controlled by its member 
patrons and operated for them and by them on a non-profit or cost basis.
It is owned by the people who use it. Source: University of Wisconsin
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1. Background

• Members’ interests in a co-operative
– are often characterised as members’ shares, units or the like, and
– are referred to below as ”members’ shares”. 

• HKAS 32 establishes principles for the classification of financial 
instruments as
– financial liabilities or equity.

• In particular, those principles apply to
– the classification of puttable instruments that allow the holder to put those 

instruments to the issuer for cash or another financial instrument.
• The application of those principles to members’ shares in co-operative 

entities and similar instruments is difficult.
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1. Background

For the cooperatives, especially those in Europe, 
• In most cases, their members have the right to demand the reimbursement of 

their shares.
• Such instruments are to be considered as “puttable” instruments and would 

normally need to be presented as liabilities under IAS 32.

EACB even noted that
– By consequence, enormous amounts of co-operative 

share capital would be presented as liabilities.
– Newly established co-operatives might even be obliged 

to present no equity at all.
– Such situation would create the image that co-operatives 

are less stable than other forms of enterprise and make 
the access to finance more difficult.

How are the principles in HKAS 32 
applied to such shares and similar 

instruments?

How are the principles in HKAS 32 How are the principles in HKAS 32 
applied to such shares and similar applied to such shares and similar 

instruments?instruments?

Case 6Case 6
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2. Scope

• HK(IFRIC) Interpretation 2
– applies to financial instruments within the 

scope of HKAS 32,

including financial instruments issued to 
members of co-operative entities that 
evidence the members’ ownership interest in 
the entity.

– does not apply to financial instruments that 
will or may be settled in the entity’s own 
equity instruments.

Not only cooperatives, but also other 
similar entities in applying HKAS 32!

Not only cooperatives, but also other Not only cooperatives, but also other 
similar entities in applying HKAS 32!similar entities in applying HKAS 32!

e.g. convertible instrumente.g. convertible instrument
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3. Issue

• Some financial instruments (in addition to 
evidencing ownership) give the holder:
– the right to request redemption for cash or 

another financial asset,

– but may include or be subject to limits on 
whether the financial instruments will be 
redeemed.

• How should those redemption terms be 
evaluated in determining whether the 
financial instruments should be classified 
as
– Liabilities? or Equity?
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4. Conclusions

HK(IFRIC) Interpretation 2 clarifies that
• The contractual right of the holder of a financial 

instrument to request redemption does not, in itself, 
require that financial instrument to be classified as a 
financial liability.

• Rather, the entity must consider all of the terms and 
conditions of the financial instrument in determining its 
classification as a financial liability or equity.

• Those terms and conditions include:
– relevant local laws,
– regulations and
– the entity’s governing charter in effect at the date of 

classification,
– but not expected future amendments to those laws, 

regulations or charter.

Main PrinciplesMain PrinciplesMain Principles
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4. Conclusions

• Members’ shares that would be classified as equity if either of the 
following 2 conditions is present.

• Members’ shares are equity if the entity has an 
unconditional right to refuse redemption of the members’
shares.

• Local law, regulation or the entity’s governing charter can 
impose various types of prohibitions on the redemption of 
members’ shares (e.g. unconditional prohibitions or 
prohibitions based on liquidity criteria)

– If redemption is unconditionally prohibited by local law, 
regulation or the entity’s governing charter, members’
shares are equity.

– However, provisions in local law, regulation or the 
entity’s governing charter that prohibit redemption only 
if conditions — such as liquidity constraints — are met 
(or are not met) do not result in members’ shares 
being equity.

Entity’s 
unconditional 
refusal right

Entity’s 
unconditional 
refusal right

Law and 
regulation
Law and 

regulation
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Yes
• Matrix has the unconditional right to refuse redemption and the members’ 

shares are equity.
• HKAS 32 establishes principles for classification that are based on the 

terms of the financial instrument and notes that
• a history of, or intention to make, discretionary payments does not 

trigger liability classification. 

Yes
• Matrix has the unconditional right to refuse redemption and the members’ 

shares are equity.
• HKAS 32 establishes principles for classification that are based on the 

terms of the financial instrument and notes that
• a history of, or intention to make, discretionary payments does not 

trigger liability classification. 

4. Conclusions
Example 5Example 5

• Members’ shares of Matrix Cooperative’s can be 
redeemed.

• Its charter states the redemptions are made at 
Matrix’s sole discretion but does not provide further 
elaboration or limitation on that discretion.

• In its history, although Matrix’s governing board has 
the right to refuse redemption, it has never refused.

• Can the members’ shares be classified as equity?

Entity’s 
unconditional 
refusal right

Entity’s 
unconditional 
refusal right
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No
• Neo does not have the unconditional right to refuse redemption and the 

members’ shares are a financial liability.
• The restrictions described above are based on the entity’s ability to settle 

its liability. They restrict redemptions only if the liquidity or reserve 
requirements are not met and then only until such time as they are met.

• Hence, they do not, under the principles established in HKAS 32, result 
in the classification of the financial instrument as equity. 

No
• Neo does not have the unconditional right to refuse redemption and the 

members’ shares are a financial liability.
• The restrictions described above are based on the entity’s ability to settle 

its liability. They restrict redemptions only if the liquidity or reserve 
requirements are not met and then only until such time as they are met.

• Hence, they do not, under the principles established in HKAS 32, result 
in the classification of the financial instrument as equity. 

4. Conclusions
Example 6Example 6

• Members’ shares of Neo Cooperative’s can be 
redeemed and its charter states that redemptions 
are made at its own discretion

• However, it also states that approval of a 
redemption request is automatic unless Neo is 
unable to make payments without violating local 
regulations regarding liquidity or reserves.

• Can the members’ shares be classified as equity?

Entity’s 
unconditional 
refusal right

Entity’s 
unconditional 
refusal right
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4. Conclusions

• An unconditional prohibition
– may be absolute, in that all redemptions are prohibited.
– may be partial, in that it prohibits redemption of members’ shares if

redemption would cause the no. of members’ shares or amount of paid-in 
capital from members’ shares to fall below a specified level.

• Members’ shares in excess of the prohibition
against redemption are liabilities,
– unless the entity has the unconditional right to refuse 

redemption.
• In some cases, the no. of shares or the amount of 

paid-in capital subject to a redemption prohibition 
may change from time to time.
– Such a change in the redemption prohibition leads to 

a transfer between financial liabilities and equity.
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4. Conclusions

• At initial recognition, the entity shall measure its 
financial liability for redemption at fair value.

• In the case of members’ shares with a redemption 
feature, the entity measures the fair value of the 
financial liability for redemption

– at no less than the maximum amount payable 
under the redemption provisions of its governing 
charter or applicable law

– discounted from the first date that the amount could 
be required to be paid.
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4. Conclusions
Example 7Example 7

Matrix Co-operative has issued shares to its members at different dates 
and for different amounts in the past as follows:
a) 1 Jan. 2001 – 100,000 shares at $10 each (cumulative total $1,000,000);
b) 1 Jan. 2002 – 100,000 shares at $20 each (cumulative total $3,000,000).

• Shares are redeemable on demand at issue price.
• Matrix’s charter states that cumulative redemptions cannot exceed 20% 

of the highest no. of its members’ shares ever outstanding.
• Assess the impact and calculate the amount recognised as financial 

liabilities and equity
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• Members’ shares in excess of the prohibition against redemption are 
financial liabilities.

• Matrix measures this financial liability at fair value at initial recognition.
• Because these shares are redeemable on demand, Matrix determines 

the fair value of such financial liabilities in accordance with HKAS 39.
• Paragraph 49 of HKAS 39 states:

• The fair value of a financial liability with a demand feature (e.g. a demand 
deposit) is not less than the amount payable on demand ……’

• Accordingly, Matrix should classify as financial liabilities the maximum 
amount payable on demand under the redemption provisions.
a) 1 Jan. 2001 – 100,000 x 20% x $10 = $200,000
b) 1 Jan. 2002 – 200,000 x 20% x $20 = $800,000 (max amount becomes $20)

• The equity amount would be
a) 1 Jan. 2001 – $1,000,000 - $200,000 = $800,000
b) 1 Jan. 2002 – $3,000,000 - $800,000 = $2,200,000

• Members’ shares in excess of the prohibition against redemption are 
financial liabilities.

• Matrix measures this financial liability at fair value at initial recognition.
• Because these shares are redeemable on demand, Matrix determines 

the fair value of such financial liabilities in accordance with HKAS 39.
• Paragraph 49 of HKAS 39 states:

• The fair value of a financial liability with a demand feature (e.g. a demand 
deposit) is not less than the amount payable on demand ……’

• Accordingly, Matrix should classify as financial liabilities the maximum 
amount payable on demand under the redemption provisions.
a) 1 Jan. 2001 – 100,000 x 20% x $10 = $200,000
b) 1 Jan. 2002 – 200,000 x 20% x $20 = $800,000 (max amount becomes $20)

• The equity amount would be
a) 1 Jan. 2001 – $1,000,000 - $200,000 = $800,000
b) 1 Jan. 2002 – $3,000,000 - $800,000 = $2,200,000

4. Conclusions
Example 7Example 7
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• Because of the amendment in its charter, Matrix can now be required to redeem 
a maximum of 25% of its outstanding shares or a maximum of 50,000 shares 
(200,000 x 25%) at $20 each.

• Accordingly, on 1 Jan. 2003, Matrix classifies as financial liabilities an amount of 
$1,000,000 being the maximum amount payable on demand under the 
redemption provisions (in accordance with paragraph 49 of HKAS 39).

• It therefore transfers on 1 Jan. 2003 from equity to financial liabilities an amount 
of $200,000, leaving $2,000,000 classified as equity.

Dr Equity $200,000
Cr Financial liabilities $200,000

• Because of the amendment in its charter, Matrix can now be required to redeem 
a maximum of 25% of its outstanding shares or a maximum of 50,000 shares 
(200,000 x 25%) at $20 each.

• Accordingly, on 1 Jan. 2003, Matrix classifies as financial liabilities an amount of 
$1,000,000 being the maximum amount payable on demand under the 
redemption provisions (in accordance with paragraph 49 of HKAS 39).

• It therefore transfers on 1 Jan. 2003 from equity to financial liabilities an amount 
of $200,000, leaving $2,000,000 classified as equity.

Dr Equity $200,000
Cr Financial liabilities $200,000

4. Conclusions
Example 8Example 8

• Based on the information in Example 7
• On 1 Jan. 2003, Matrix amends its charter and increases the permitted 

level of cumulative redemptions to 25% of the highest no. of its
members’ shares ever outstanding.

• Assess the impact and calculate the amount recognised as financial 
liabilities and equity.
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4. Conclusions

• In accordance with HKAS 32, distributions to 
holders of equity instruments

– are recognised directly in equity, net of any income 
tax benefits.

• Interest, dividends and other returns relating to 
financial instruments classified as financial 
liabilities 

– are expenses, regardless of whether those 
amounts paid are legally characterised as 
dividends, interest or otherwise.
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5. Disclosure

• When a change in the redemption prohibition 
leads to a transfer between financial liabilities 
and equity,

– the entity shall disclose separately the 
amount, timing and reason for the transfer.
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6. Effective Date and Transition

• The effective date and transition requirements of 
HK(IFRIC) Interpretation are the same as those for 
HKAS 32.

• An entity shall apply this Interpretation for annual 
periods beginning on or after 1 January 2005.

• If an entity applies this Interpretation for a period 
beginning before 1 January 2005, it shall disclose that 
fact.

• This Interpretation shall be applied retrospectively.

© 2005 Nelson 52

1. Changes in Existing Decommissioning, 
Restoration and Similar Liabilities

2. Members’ Shares in Co-operative Entities and 
Similar Instruments

4. Determining Whether an Arrangement Contains a 
Lease

4. Determining Whether an Arrangement Contains a 
Lease

Topics to be Discussed
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HK(IFRIC) Interpretations 4

1. Background and Scope
2. Issue
3. Conclusions
4. Effective Date and Transition

4. Determining Whether an Arrangement Contains a 
Lease

4. Determining Whether an Arrangement Contains a 
Lease
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1. Background and Scope

• An entity may enter into an arrangement 
(comprising a transaction or a series of 
related transactions) that
– does not take the legal form of a lease
– but conveys a right to use an asset in 

return for a payment or series of 
payments.
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Examples of arrangements in which one entity (the supplier) may convey 
such a right to use an asset to another entity (the purchaser), often 
together with related services,
include:

Examples of arrangements in which one entity (the supplier) may convey 
such a right to use an asset to another entity (the purchaser), often 
together with related services,
include:

1. Background and Scope
Example 9Example 9

Right to use 
an asset

Right to use Right to use 
an assetan asset ServicesServicesServices++

1. outsourcing arrangements
e.g. the outsourcing of the data processing functions of an entity (IT system 
plus support services)

2. arrangements in the telecommunications industry
in which suppliers of network capacity enter into contracts to provide 
purchasers with rights to capacity (telecommunication facilities plus services)

3. take-or-pay and similar contracts
in which purchasers must make specified payments regardless of whether 
they take delivery of the contracted products or services
e.g. a take-or-pay contract to acquire substantially all of the output of a 
supplier’s power generator (power generator plus related services)

© 2005 Nelson 56

1. Background and Scope

• HK(IFRIC) Interpretation 4
– provides guidance for determining 

whether such arrangements are, or 
contain, leases that should be 
accounted for in accordance with 
HKAS 17

• But it does not
– provide guidance for determining how such a 

lease should be classified under HKAS 17
– address how to determine when a portion of a 

larger asset is itself the underlying asset for the 
purposes of applying HKAS 17.

– apply to arrangements that are, or contain, 
leases excluded from the scope of HKAS 17.

Right to use 
an asset

Right to use Right to use 
an assetan asset ServicesServicesServices++
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1. Background and Scope
Case 7Case 7

Royal Dutch/Shell
• Early adopted IFRIC Interpretation 4 in 2005
• Explained its group accounting policies under 

IFRS in respect of leases as follows:
• Agreements under which Group companies make 

payments to owners in return for the right to use 
an asset for a period are accounted for as leases.

• Leases that transfer substantially all the risks and 
benefits of ownership are recorded at inception as 
finance leases within property, plant and 
equipment and debt.

• All other leases are recorded as operating leases 
and the costs are charged to income as incurred.

How do we determine whether there is a 
right to use an asset in a contract?

How do we determine whether there is a How do we determine whether there is a 
right to use an asset in a contract?right to use an asset in a contract?

Right to use an 
asset as leases
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2. Issue

The issues addressed in HK(IFRIC) 
Interpretation 4 are:
a) how to determine whether an arrangement is, 

or contains, a lease as defined in HKAS 17; 

b) when the assessment or a reassessment of 
whether an arrangement is, or contains, a 
lease should be made; and

c) if an arrangement is, or contains, a lease, how 
the payments for the lease should be 
separated from payments for any other 
elements in the arrangement.

How to DetermineHow to DetermineHow to Determine

When to DetermineWhen to DetermineWhen to Determine

How to SeparateHow to SeparateHow to Separate

Right to use 
an asset

Right to use Right to use 
an assetan asset ServicesServicesServices++
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3. Conclusions

• Determining whether an arrangement is, or contains, a lease

– shall be based on the substance of the arrangement and

– requires an assessment of whether:

a) Fulfilment of the arrangement is dependent on
the use of a specific asset or assets (the asset); 
and

b) The arrangement conveys a right to use the 
asset.

Dependent on 
specific asset
Dependent on Dependent on 
specific assetspecific asset

Convey an 
asset use right

Convey an Convey an 
asset use rightasset use right

How to DetermineHow to DetermineHow to Determine
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3. Conclusions

• Even a specific asset may be explicitly identified in 
an arrangement, it is not the subject of a lease if
• fulfilment of the arrangement is not dependent on 

the use of the specified asset.
• In addition, a contractual provision permitting or 

requiring the supplier to substitute other assets for 
any reason on or after a specified date
• does not preclude lease treatment before the date 

of substitution.
• Even no explicit statement, an asset might has 

been implicitly specified if, for example
• the supplier owns or leases only one asset with 

which to fulfil the obligation, and
• it is not economically feasible or practicable for the 

supplier to perform its obligation through the use of 
alternative assets.

Dependent on 
specific asset
Dependent on Dependent on 
specific assetspecific asset

How to DetermineHow to DetermineHow to Determine



31

© 2005 Nelson 61

No
• Although a specific asset is explicitly identified in the contract, it is not 

the subject of a lease.
• Since the fulfilment of the arrangement is not dependent on the 

specified asset and Jedi has the right and ability to provide those toys 
by using other machines not specified in the contact.

No
• Although a specific asset is explicitly identified in the contract, it is not 

the subject of a lease.
• Since the fulfilment of the arrangement is not dependent on the 

specified asset and Jedi has the right and ability to provide those toys 
by using other machines not specified in the contact.

3. Conclusions

• Entity OB contracted with a toy manufacturer, Jedi China Inc.
• The contract required Jedi to use its plastic machine, Premium Toy 

No.1, to produce and deliver 20,000 sets of premium toys to Entity OB.
• If the toys can be produced with the same quality, Jedi can choose to 

produce the toys by using other machine not specified in the contract.
• Is it a lease under HKAS 17?

How to DetermineHow to DetermineHow to Determine

Example 10Example 10
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3. Conclusions

• An arrangement conveys the right to use the asset if
– the arrangement conveys to the purchaser (lessee) the right to control the 

use of the underlying asset.
• The right to control is conveyed if any one of the 

following conditions is met:
a) The purchaser has the ability (or direct others) to 

operate the asset (while obtaining more than an 
insignificant amount of the asset output). 

b) The purchaser has the ability to control physical 
access to the asset (while obtaining more than an 
insignificant amount of the asset output). 

c) It is remote that
• other parties will take more than an insignificant 

amount of the asset output, and
• the unit price of output that the purchaser will pay 

is neither fixed nor equal to the current market 
price at the time of delivery.

Convey an 
asset use right

Convey an Convey an 
asset use rightasset use right

How to DetermineHow to DetermineHow to Determine
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The contract contains a lease within 
the scope of HKAS 17 Leases

The contract contains a lease within 
the scope of HKAS 17 Leases

3. Conclusions
• ABC signed a contract with UX to supply minimum 

quantity of electricity needed in its production process 
for 10 years.

• UX builds a power generator adjacent to ABC’s plant 
to produce the electricity and maintains ownership and 
control over it.  The contract terms include:

– The generator is explicitly identified in the 
arrangement.

– UX has a right to supply the generator’s 
electricity to other customers but ABC has 
the ability to control physical access to the 
generator

– UX is responsible for repairs, maintenance, 
and capital expenditures and must stand 
ready to deliver a minimum quantity of 
electricity each month.

How to DetermineHow to DetermineHow to Determine

Example 11Example 11

Asset explicitly 
identified and 
fulfillment depend on
the power generator

Asset explicitly 
identified and 
fulfillment depend on
the power generator

The purchaser has 
the ability to control
physical access to the 
asset 

The purchaser has 
the ability to control
physical access to the 
asset 

Dependent on 
specific asset
Dependent on Dependent on 
specific assetspecific asset

Convey an 
asset use right

Convey an Convey an 
asset use rightasset use right
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3. Conclusions When to DetermineWhen to DetermineWhen to Determine

• The assessment of whether an arrangement 
contains a lease shall be made

– at the inception of the arrangement,
being the earlier of

• the date of the arrangement and
• the date of commitment by the parties to the 

principal terms of the arrangement,
on the basis of all of the facts and circumstances.

Dependent on 
specific asset
Dependent on Dependent on 
specific assetspecific asset

Convey an 
asset use right

Convey an Convey an 
asset use rightasset use right

When to 
assess and 
reassess
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3. Conclusions

• A reassessment of whether the arrangement 
contains a lease after the inception of the 
arrangement shall be made only if any one of the 
following conditions is met:

When to DetermineWhen to DetermineWhen to Determine

d) There is a change in the contractual terms, 
unless the change only renews or extends the 
arrangement.

c) There is a change in the determination of 
whether fulfilment is dependent on a specified 
asset.

b) There is a substantial change to the asset, for 
example, a substantial physical change to property, 
plant or equipment.

a) A renewal option is exercised or an extension 
is agreed to by the parties to the arrangement, 
unless the term of the renewal or extension had 
initially been included in the lease term.

Dependent on 
specific asset
Dependent on Dependent on 
specific assetspecific asset

Convey an 
asset use right

Convey an Convey an 
asset use rightasset use right

When to 
assess and 
reassess

Such reassessment shall 
be based on the facts and 
circumstances as of the 
date of reassessment, 
including the remaining 
term of the arrangement.

Such reassessment shall 
be based on the facts and 
circumstances as of the 
date of reassessment, 
including the remaining 
term of the arrangement.

• Changes in estimate 
would not trigger a 
reassessment.
e.g. estimated amount of 
output to be delivered to 
the purchaser
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3. Conclusions

If an arrangement is reassessed and is 
determined to contain a lease (or not to 
contain a lease), lease accounting shall 
be applied (or cease to apply) from ……

When to DetermineWhen to DetermineWhen to Determine

d) There is a change in the contractual terms, 
unless the change only renews or extends the 
arrangement.

c) There is a change in the determination of 
whether fulfilment is dependent on a specified 
asset.

b) There is a substantial change to the asset, for 
example, a substantial physical change to property, 
plant or equipment.

a) A renewal option is exercised or an extension 
is agreed to by the parties to the arrangement, 
unless the term of the renewal or extension had 
initially been included in the lease term.

In case of (a), from the 
inception of the renewal 
or extension period

In case of other 
conditions, from when 
the change in 
circumstances giving 
rise to the reassessment 
occurs
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3. Conclusions

If an arrangement contains a lease
– the parties to the arrangement shall apply 

the requirements of HKAS 17 to the lease 
element of the arrangement,
• unless exempted from those 

requirements in accordance with 
HKAS 17. 

– that lease shall be classified as
• a finance lease, or
• an operating lease

in accordance with HKAS 17.

How to SeparateHow to SeparateHow to Separate

Right to use 
an asset

Right to use Right to use 
an assetan asset ServicesServicesServices++

Other elements of the arrangement 
not within the scope of HKAS 17 
shall be accounted for in accordance 
with other standards.
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3. Conclusions

For the purpose of applying the 
requirements of HKAS 17,
– payments and other consideration 

required by the arrangement shall be 
separated at the inception of the 
arrangement or upon a reassessment of 
the arrangement into
• those for the lease, and 
• those for other elements

on the basis of their relative fair values.

How to SeparateHow to SeparateHow to Separate

Right to use 
an asset

Right to use Right to use 
an assetan asset ServicesServicesServices++

Fair value 
of lease

Fair value 
of others

The minimum lease payments as defined in HKAS 17
– include only payments for the lease (i.e. the right to use the asset) and
– exclude payments for other elements in the arrangement

(e.g. for services and the cost of inputs).

The minimum lease payments as defined in HKAS 17
– include only payments for the lease (i.e. the right to use the asset) and
– exclude payments for other elements in the arrangement

(e.g. for services and the cost of inputs).
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3. Conclusions

In some cases, separating the 
payments for the lease from payments 
for other elements in the arrangement 
will require the purchaser to use an 
estimation technique, for example:

How to SeparateHow to SeparateHow to Separate

Right to use 
an asset

Right to use Right to use 
an assetan asset ServicesServicesServices++

Fair value 
of lease

Fair value 
of others

Example 12Example 12

1. Estimate the lease payments by 
reference to a lease agreement for a 
comparable asset that contains no 
other elements

1. Estimate the lease payments by 
reference to a lease agreement for a 
comparable asset that contains no 
other elements

2. Estimate the payments for the other 
elements in the arrangement by reference 
to comparable agreements and
Then, deducting these payments from the 
total payments under the arrangement.

2. Estimate the payments for the other 
elements in the arrangement by reference 
to comparable agreements and
Then, deducting these payments from the 
total payments under the arrangement.
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3. Conclusions
• As stated in Example 11, ABC signed a contract with 

UX to supply minimum quantity of electricity needed in 
its production process for 10 years.

• UX builds a power generator adjacent to ABC’s plant 
to produce the electricity and maintains ownership and 
control over it.  In addition to the terms stated in the 
previous example, the contract terms also include:
– UX is responsible for repairs, maintenance, and 

capital expenditures and must stand ready to 
deliver a minimum quantity of gas each month.

– Each month, ABC will pay
• a fixed capacity charge (irrespective of 

whether it takes any electricity from the 
generator) and

• a variable charge based on actual 
production taken (incl. the generator’s 
actual energy costs, which amount to about 
90% of the generator’s total variable costs).

Service element

Element of the right 
to use the asset

How to SeparateHow to SeparateHow to Separate

Example 13Example 13

Service element
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3. Conclusions
• As stated in previous examples, ABC signed a 

contract with UX to supply minimum quantity of 
electricity needed in its production process for 10 
years.

• UX builds a power generator adjacent to ABC’s plant 
to produce the electricity and maintains ownership and 
control over it.  In addition to the terms stated in the 
previous example, the contract terms also include:
– UX is responsible for repairs, maintenance, and 

capital expenditures and must stand ready to 
deliver a minimum quantity of gas each month.

– Each month, ABC will pay
• a fixed capacity charge (irrespective of 

whether it takes any electricity from the 
generator) and

• a variable charge based on actual 
production taken (incl. the generator’s 
actual energy costs, which amount to about 
90% of the generator’s total variable costs).

Service element

Element of the right 
to use the asset

How to SeparateHow to SeparateHow to Separate

Example 13Example 13

Service element

• Separate the elements based on 
their relative fair values and

• Recognise the element of the 
right to use the asset in 
accordance with HKAS 17

• Separate the elements based on 
their relative fair values and

• Recognise the element of the 
right to use the asset in 
accordance with HKAS 17

• Alternatively, estimate the lease 
payments by reference to a lease 
agreement for a comparable 
power generator that contains no 
service elements (and recognise 
in accordance with HKAS 17, too)

• Alternatively, estimate the lease 
payments by reference to a lease 
agreement for a comparable 
power generator that contains no 
service elements (and recognise 
in accordance with HKAS 17, too)
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3. Conclusions

How if it is impracticable to separate the payments reliably?
a) In the case of a finance lease

the purchaser shall recognise an asset and a liability at an amount equal to 
the fair value of the underlying asset that was identified as the subject of 
the lease.
subsequently the liability shall be reduced as payments are made and an 
imputed finance charge on the liability recognised using the purchaser’s 
incremental borrowing rate of interest.

b) In the case of an operating lease
the purchase shall treat all payments under the arrangement as lease 
payments for the purpose of complying with the disclosure requirements of 
HKAS 17, but
i) disclose those payments separately from minimum lease payments of 

other arrangements that do not include payments for non-lease 
elements, and

ii) state that the disclosed payments also include payments for non-lease 
elements in the arrangement.

How to SeparateHow to SeparateHow to Separate
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4. Effective Date and Transition

• An entity shall apply HK(IFRIC) Interpretation 4 for 
annual periods beginning on or after 1 January 2006.

• Earlier application is encouraged.

• If an entity applies this Interpretation for a period 
beginning before 1 January 2006, it shall disclose that 
fact.
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4. Effective Date and Transition

• HKAS 8 specifies how an entity applies a change in 
accounting policy resulting from the initial application 
of an Interpretation.

• An entity is not required to comply with those 
requirements when first applying HK(IFRIC) 
Interpretation 4.

• If an entity uses this exemption, it shall apply the 
requirements of this Interpretation to arrangements 
existing at the start of the earliest period for which 
comparative information under HKFRSs is presented
on the basis of facts and circumstances existing at the 
start of that period.
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1. Changes in Existing Decommissioning, 
Restoration and Similar Liabilities

2. Members’ Shares in Co-operative Entities and 
Similar Instruments

4. Determining Whether an Arrangement Contains a 
Lease

5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds

5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds

Topics to be Discussed
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HK(IFRIC) Interpretations 5

1. Background
2. Scope
3. Issues
4. Conclusions
5. Disclosure
6. Effective Date and Transition

5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds

5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds
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1. Background

The purpose of decommissioning, restoration 
and environmental rehabilitation funds

– is to segregate assets to fund some or all of 
the costs
• of decommissioning plant (such as a nuclear 

plant) or certain equipment (such as cars), or

• in undertaking environmental rehabilitation 
(such as rectifying pollution of water or 
restoring mined land)

Decommissioning 
funds

Decommissioning 
funds

Decommissioning
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1. Background

• Contributions to these decommissioning funds 
may be
• voluntary or
• required by regulation or law.

Decommissioning 
funds

Decommissioning 
funds

Contributor X Contributor A Contributor B Contributor C

• The funds may be:
a) established by a single contributor to fund its own 

decommissioning obligations
b) established with multiple contributors to fund their 

individual or joint decommissioning obligations
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1. Background

Such funds generally have the following features:
a) the fund is separately administered by 

independent trustees.
b) the contributors make contributions to the fund 

and the trustees determine the investments in 
accordance with applicable rule and legislation.

c) the contributors retain the obligation to pay 
decommissioning costs, but are able to obtain 
reimbursement of decommissioning costs from the 
fund.

d) the contributors may have restricted access or
no access to any surplus of assets of the fund 
over those used to meet eligible decommissioning 
costs.

Decommissioning 
funds

Decommissioning 
funds
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2. Scope

• HK(IFRIC) Interpretation 5 applies to accounting
in the financial statements of a contributor for 
interests arising from decommissioning funds
that have both of the following features:
a) the assets are administered separately

(either by being held in a separate legal entity or as 
segregated assets within another entity); and

b) a contributor’s right to access the assets is restricted.

Decommissioning 
funds

Decommissioning 
funds

• A residual interest in a fund that extends beyond a right to 
reimbursement (such as a contractual right to distributions once all the 
decommissioning has been completed or on winding up the fund) 
– may be an equity instrument within the scope of HKAS 39, and
– is not within the scope of this Interpretation.

• A residual interest in a fund that extends beyond a right to 
reimbursement (such as a contractual right to distributions once all the 
decommissioning has been completed or on winding up the fund) 
– may be an equity instrument within the scope of HKAS 39, and
– is not within the scope of this Interpretation.
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3. Issue

The issues addressed in HK(IFRIC) 
Interpretation 5 are:

a) how should a contributor account for its 
interest in a fund?

b) when a contributor has an obligation to 
make additional contributions, for example, 
in the event of the bankruptcy of another 
contributor, how should that obligation be 
accounted for?

Accounting for an 
interest in a fund

Accounting for an 
interest in a fund

Accounting for 
obligations to make 

additional contributions

Accounting for 
obligations to make 

additional contributions
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4. Conclusions

• The contributor shall recognise 

– its obligation to pay decommissioning 
costs as a liability and 

– its interest in the fund separately
• unless the contributor is not liable to 

pay decommissioning costs even if 
the fund fails to pay.

Accounting for an 
interest in a fund

Accounting for an 
interest in a fund

Offsetting is not 
allowed unless no 

obligation at all

Offsetting is not 
allowed unless no 

obligation at all
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4. Conclusions

• If a contributor does not have control, joint 
control or significant influence over the fund,
– the contributor shall recognise the right to 

receive reimbursement from the fund as a 
reimbursement in accordance with HKAS 37.

Accounting for an 
interest in a fund

Accounting for an 
interest in a fund

• In addition, the contributor shall
– determine whether it has control, joint control

or significant influence over the fund by 
reference to HKAS 27, HKAS 28, HKAS 31 
and HK(SIC) Interpretation 12.

– If it does, the contributor shall account for its 
interest in the fund in accordance with those 
HKAS.

Control?
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4. Conclusions

Accounting for an 
interest in a fund

Accounting for an 
interest in a fund

• In accordance with HKAS 37, the 
requirements on reimbursement: 
• the reimbursement shall be recognised 

when, and only when, it is virtually certain
that reimbursement will be received if the 
entity settles the obligation.

• the reimbursement shall be treated as a 
separate asset.

• the amount recognised for the 
reimbursement shall not exceed the amount 
of the provision.

• In the income statement, the expense 
relating to a provision may be presented net
of the amount recognised for a 
reimbursement.

• In accordance with HKAS 37, the 
requirements on reimbursement: 
• the reimbursement shall be recognised 

when, and only when, it is virtually certain
that reimbursement will be received if the 
entity settles the obligation.

• the reimbursement shall be treated as a 
separate asset.

• the amount recognised for the 
reimbursement shall not exceed the amount 
of the provision.

• In the income statement, the expense 
relating to a provision may be presented net
of the amount recognised for a 
reimbursement.
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4. Conclusions

• This reimbursement shall be measured at 
the lower of:
a) the amount of the decommissioning 

obligation recognised; and
b) the contributor’s share of the fair value of the 

net assets of the fund attributable to 
contributors.

• Changes in the carrying value of the right to 
receive reimbursement (other than 
contributions to and payments from the fund)
– shall be recognised in profit or loss in the 

period in which these changes occur.

Accounting for an 
interest in a fund

Accounting for an 
interest in a fund
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4. Conclusions
Case 8Case 8

Funded (as required 
by local government)

It prepared its 2004 Annual Report in accordance with IFRS 
and adopted IFRIC-Int. 5 with an accounting policy on 
decommissioning as follows:
• The environmental rehabilitation obligations in respect of 

the non-South African operations are not funded through 
an established trust fund. Bank guarantees and 
reclamation bonds are provided for some of these 
liabilities.

• Annual contributions are made to the AngloGold
Environmental Rehabilitation Trust, created in 
accordance with South African statutory requirements, to 
fund the estimated cost of rehabilitation during and at the 
end of the life of a mine.

• The fund is recognised on the balance sheet at fair value. 
• The growth in the trust is included in income.
• AngloGold Ashanti is the sole contributor to the fund and 

exercises full control through the board of trustees, 
hence the fund is consolidated.

One of the world's largest 
gold miner listed in New 
York, London, Australia 
and some other places

ControlControl
ConsolidatedConsolidated



44

© 2005 Nelson 87

4. Conclusions
Example 14Example 14

• At the end of Year 10, Contributor OB has an obligation (at present value) of 
decommissioning costs of $10,000 on its factory for its local government.

• Since Year 0, OB has contributed in a decommissioning fund.  In Year 10, it  is 
entitled to receive $12,000 from the fund to settle its decommissioning cost.

• The fund does not have any offsetting agreement with local government.
• Contributor OB has recognised the contribution to the fund of $8,000 as an asset 

in the balance sheet and properly recognised the decommissioning obligation.

• OB shall recognise its obligation to pay decommissioning cost as a liability and 
its reimbursement fund separately.

• While OB has properly recognised the obligation, it shall also recognise the 
right to receive reimbursement as a separate asset (per HKAS 37) when it is 
virtually certain that reimbursement will be received.

• Assuming the right is virtually certain in this case, then:
Dr Reimbursement receivable $2,000
Cr Profit and loss $2,000

• Even OB is entitled to receive $12,000, the max. amount it can recognise is the 
lower of decommissioning obligation recognised and its share of fair value of 
the fund’s net assets (i.e. $10,000 - $8,000 = $2,000).

• OB shall recognise its obligation to pay decommissioning cost as a liability and 
its reimbursement fund separately.

• While OB has properly recognised the obligation, it shall also recognise the 
right to receive reimbursement as a separate asset (per HKAS 37) when it is 
virtually certain that reimbursement will be received.

• Assuming the right is virtually certain in this case, then:
Dr Reimbursement receivable $2,000
Cr Profit and loss $2,000

• Even OB is entitled to receive $12,000, the max. amount it can recognise is the 
lower of decommissioning obligation recognised and its share of fair value of 
the fund’s net assets (i.e. $10,000 - $8,000 = $2,000).
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• The right to receive the reimbursement from the decommissioning fund is in 
doubt.

• It cannot fulfil the requirement of HKAS 37 that “it is virtually certain that 
reimbursement will be received”.

• Thus, the reimbursement receivable shall be adjusted and the adjustment shall 
be recognised in profit or loss in the period in which these changes occur.

Dr Profit and loss $10,000
Cr Reimbursement receivable $10,000

• The right to receive the reimbursement from the decommissioning fund is in 
doubt.

• It cannot fulfil the requirement of HKAS 37 that “it is virtually certain that 
reimbursement will be received”.

• Thus, the reimbursement receivable shall be adjusted and the adjustment shall 
be recognised in profit or loss in the period in which these changes occur.

Dr Profit and loss $10,000
Cr Reimbursement receivable $10,000

4. Conclusions
Example 15Example 15

• Based on the information in Example 14.
• OB noted that, at the beginning of Year 11, the decommissioning fund 

experienced significant loss on the fund’s investment portfolio.
• The fund may become bankruptcy soon.
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4. Conclusions

• When a contributor has an obligation to 
make potential additional contributions

Accounting for 
obligations to make 

additional contributions

Accounting for 
obligations to make 

additional contributions

Examples
• In the event of the bankruptcy of another 

contributor, or
• if the value of the investment assets held 

by the fund decreases to an extent that 
they are insufficient to fulfil the fund’s 
reimbursement obligations

The contributor shall recognise 
a liability only if it is probable
that additional contributions 
will be made.

• Potential only?

This obligation is a contingent 
liability that is within the scope of 
HKAS 37.

This obligation is a contingent 
liability that is within the scope of 
HKAS 37.

Accounting for an 
interest in a fund
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5. Disclosure

• A contributor shall disclose
– the nature of its interest in a fund and
– any restrictions on access to the assets in 

the fund. 
• When a contributor has an obligation to 

make potential additional contributions that 
is not recognised as a liability
– it shall make the disclosures required by 

HKAS 37 for contingent liabilities. 
• When a contributor accounts for its interest 

in the fund as reimbursement,
– it shall make the disclosures required by 

HKAS 37,
• i.e. the amount of any expected 

reimbursement, stating the amount of any 
asset that has been recognised for that 
expected reimbursement.

Accounting for an 
interest in a fund

Accounting for an 
interest in a fund

Accounting for 
obligations to make 

additional contributions

Accounting for 
obligations to make 

additional contributions
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6. Effective Date and Transition

• An entity shall apply HK(IFRIC) Interpretation 5 for 
annual periods beginning on or after 1 January 2006.

• Earlier application is encouraged.

• If an entity applies this Interpretation to a period 
beginning before 1 January 2006, it shall disclose that 
fact.

• Changes in accounting policies shall be accounted for 
in accordance with the requirements of HKAS 8.
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1. Changes in Existing Decommissioning, 
Restoration and Similar Liabilities

1. Changes in Existing Decommissioning, 
Restoration and Similar Liabilities

2. Members’ Shares in Co-operative Entities and 
Similar Instruments

2. Members’ Shares in Co-operative Entities and 
Similar Instruments

4. Determining Whether an Arrangement Contains a 
Lease

4. Determining Whether an Arrangement Contains a 
Lease

5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds

5. Rights to Interests arising from Decommissioning, 
Restoration & Environmental Rehabilitation Funds

Topics Discussed Tonight

HK(IFRIC) Interpretations Over 20 
Examples and 

Real Cases

Over 20 Over 20 
Examples and Examples and 

Real CasesReal Cases

• Hope not too much, not too little …… while 
we all are preparing more changes!
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