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As you know, there are many new and revised
Standards that became effective for 2013 financial
year. To help you deal with the application issues,
during this busy reporting season (in the coming 2
months), we would issue a HKFRS /IFRS Q & A each
Eriday. The issues addressed by the Q&As will

reflect those which are commonly encountered in
practice. We hope that you will find them useful. A
Chinese version is also provided (please see below).
As always, if you have any questions on application of
HKFRS/IFRS, please contact us.

January 2014
Facts:

e Party A and Party B form a joint arrangement, which is a body unincorporate. The

name of the joint arrangement is Party A-Party B Joint Arrangement (the JA).

e The JAis engaged in construction activities that provides construction services to a
party independent of Party A and Party B.

e The construction contract with the only one customer is entered into by all joint

arrangement parties.

e Party A and Party B are jointly and severally liable for all bank borrowings and

liabilities of the JA, as stated in the JA contractual agreements.



e There is a contractual term in the JA agreement entered into between Party A and
Party B in respect of the JA that specifically states that Party A and Party B have
rights to all assets of the JA and have obligations for all liabilities of the JA on a 50
and 50 basis.

Question:
How should Party A or Party B classify the JA in accordance with HKFRS 11/IFRS 11?
Response:

HKFRS 11 is identical to IFRS 11 - the references to accounting standards below refer
to HKFRSs only.

The classification of a joint arrangement under HKFRS 11 requires a 4-step approach.
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Step 1 requires reporting entities to determine whether the JA is a separate vehicle. If the
joint arrangement is not a separate vehicle, the JA should be classified as a JO and there
Is no need to take further steps. HKFRS 11 defines a separate vehicle as a separately
identifiable financial structure, including separate legal entities or entities recognised by
statue, regardless of whether those entities have a legal personality. With the facts
above, it appears that the JA does not have a legal personality — however, the above
definition of a separate vehicle mentions that whether or not an entity has a legal

personality is irrelevant in determining whether an entity is a separate vehicle.

Therefore, the body unincorporate may still be a separate vehicle as it may be



considered as separately identifiable financial structure (even though it may not have a

legal personality).

Assume that the body unincorporate is a separate vehicle on the basis that it has a
separately identifiable financial structure, Step 2 requires entities to determine whether
the legal form of a body unincorporate gives Party A and Party B rights to all assets of
the JA and obligations for all liabilities of the JA. To answer this question, a legal
opinion is probably needed. If the legal form of the JA gives Party A and Party B the
rights to all assets of the JA and obligations for all liabilities of the JA, the JA should be

classified as JO and there is no need to take further steps.

Step 3 of the decision tree requires reporting entities to look at the relevant contractual
terms (e.g. the JA agreement that specifies the rights and obligations of each party).
From the facts pattern above, it is clear that the JA agreement gives Party A and Party B

rights to all assets and obligations for all liabilities on a 50 and 50 basis.

HKFRS 11.B27 states that parties to a joint arrangement have rights to assets of the joint
arrangement when the contractual arrangement establishes that the parties to the joint
arrangement share all interests in the assets relating to the joint arrangement in a
specified proportion (e.g. in proportion to the parties' ownership interest in the
arrangement or in proportion to the activity carried out through the arrangement that is
directly attributed to them). Similarly, HKFRS 11.B27 states that parties to a joint
arrangement have obligations for liabilities when the contractual arrangement
establishes that the parties to the joint arrangement share all liabilities, obligations,
costs and expenses in a specified proportion (e.g. in proportion to the parties'
ownership interest in the arrangement or in proportion to the activity carried out through
the arrangement that is directly attributed to them). HKFRS 11.B28 also states that,
when the contractual arrangement specifies that the parties have rights to the assets, and
obligations for the liabilities, relating to the arrangement, they are parties to a joint
operation and do not need to consider Step 4 for classifying the joint arrangement.

With the above, Party A and Party B should classify the JA as a joint operation in its
respective financial statements. According to HKFRS 11, a joint operator should

recognise in relation to its interest in a joint operation: [HKFRS 11.20]



a) its assets, including its share of any assets held jointly;

b) its liabilities, including its share of any liabilities incurred jointly;

c) its revenue from the sale of its share of the output arising from the joint operation;
d) its share of the revenue from the sale of the output by the joint operation; and

e) its expenses, including its share of any expenses incurred jointly.

The above-mentioned accounting treatment of a joint operation is very different to the
accounting applicable to a joint venture (that must be accounted for using the equity
method in accordance with HKAS 28 Investments in Associates and Joint Ventures).

Contact us:

If you have any questions on the subject matters discussed above, please feel free to
contact us.
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