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New guidance on accounting for joint arrangements – a
significant issue for the energy and resources industry
Application date: A new standard was issued in May 2011. It applies in from 1 January 2013.

What is the issue?

In May 2011 the International Accounting Standards
Board issued IFRS 11 Joint Arrangements, which
overhauls the existing accounting for joint
arrangements.

The new standard provides investors with greater clarity
about an entity’s involvement in joint arrangements by
requiring entities to recognise the contractual rights and
obligations arising from their joint arrangements.
Parties to a joint arrangement should recognise on
balance sheet their rights and obligations arising from
the arrangement as assets and liabilities.

Changes in the definitions have reduced the types of
operation to two: joint operations and joint ventures.
The existing policy choice of proportionate
consolidation for jointly controlled entities has been
eliminated. Equity accounting is mandatory for
participants in joint ventures. Entities that participate in
joint operations will follow accounting much like that
for joint assets or joint operations today.

The new standard is available for early adoption if IFRS
10, IFRS 12 and amendments to IAS 27 and IAS 28 are
adopted at the same time, with mandatory application
required from 1 January 2013.

Why is this issue significant for the energy
and resources sector?

Entities in the energy and resources sector that are
likely to be significantly impacted include those that:

 enter in to new joint arrangements;

 currently apply proportionate consolidation for
joint venture entities;

 participate in a significant number of existing
complex joint arrangements; and

 have old joint arrangements with limited
documentation detailing the terms of the
arrangement.

Are most entities in the energy and
resources industry impacted?

A significant number of entities in the sector will be
impacted by new guidance in this area because joint
arrangements are commonplace. Joint arrangements
generally allow entities to share the risk and capital
requirements of projects; facilitate access to new
geographies; provide benefits from new expertise; and
oftentimes, ensure retention of tax benefits. For
example, entities in the sector commonly enter into
agreements to jointly explore develop, and produce
resources in a common area of interest.

All entities in the energy and resources sector currently
involved in joint arrangements will need to reassess the
terms and conditions of all arrangements to determine
whether for each arrangement they are a party to a joint
venture or a joint operation. Getting the classification
right is critical as the accounting differs quite
significantly between the two.

What key provisions are likely to impact the
resources sector?

Classification of joint arrangements

The overriding key principle in the new standard is to
consider each arrangement individually and determine
the rights and obligations of each party to the joint
arrangement. This requires each party to a joint
arrangement to reflect in their financial statements their
share of the joint arrangement in a manner that is
consistent with their rights and obligations and level of
overall involvement in the joint arrangement.

Energy and
resources
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Unlike the existing IAS 31, the legal structure of a joint
arrangement is no longer the most prominent factor in
determining the type of joint arrangement in place.

While the legal form of the arrangement may provide
indicators as to the type of arrangement, there are a
number of other significant factors that need to be
assessed. The legal form of an arrangement, in respect
of the rights and obligations, may be consistent with the
rights and obligations agreed to by the jointly
controlling parties. However, in other cases the legal
form may be overridden or modified by a separate
contractual arrangement. The terms of the contractual
arrangement are therefore critical to understanding the
substance of the arrangement and the way that the
operations or net assets of the arrangement are
controlled/distributed.

The new standard also requires entities to classify their
joint arrangements into one of two categories. These are
either a joint operation or a joint venture.

A joint operation is defined as a joint arrangement
whereby the parties that have joint control of the

arrangement have rights to the assets and obligations for
the liabilities relating to the arrangement. For example,
the contractual arrangement gives the parties an interest
in individual assets and liabilities of the arrangement.

A joint venture is defined as a joint arrangement
whereby the parties that have joint control of the
arrangement have rights to the net assets of the
arrangement. For example, the contractual arrangement
only gives the parties rights to a share of the net
outcome, generated by economic activity.

In contrast to a joint operation, a joint venture typically
operates independently from the parties to the joint
arrangement. It may have separate customers and
responsibility for the liabilities arising from its
operations that are restricted to the joint venture.

Certain features or agreements that appear frequently in
joint arrangements can be indicative of a joint operation
or a joint venture. The following table, although not an
exhaustive list, summarises some of the common terms.

Indicators Joint operation Joint venture

Terms of the
contractual
arrangement

The parties have rights to the assets and
obligations for the liabilities relating to the
arrangement.

The parties have rights to the net assets relating to
the arrangement.

Rights to assets The parties share all interests in the assets in a
specified proportion.

The assets belong to the arrangement. No parties
to the arrangement have rights, title or ownership
of the assets.

Obligations for
liabilities

The parties share all liabilities, obligations, costs
and expenses in a specified proportion. The
parties are liable for claims on the arrangement
raised by third parties of the arrangement.

The joint arrangement is liable for the debts and
obligations of the arrangement.

The parties are liable to the arrangement only to
the extent of their investment in the arrangement
or their respective obligations to contribute any
unpaid or additional capital to the arrangement, or
both.

Creditors of the arrangement do not have any
right of recourse against any party with respect to
debts or obligations of the arrangement

Revenues and
expenses and profits
or losses

The arrangement establishes an allocation of
revenue and expenses expenses based on relative
performance of each party (eg basis of capacity
used by each party) – this could differ from their
share in the arrangement.

The arrangement establishes each party’s share in
the profit or loss of the arrangement.

Guarantees The provision of guarantees by parties to a joint arrangement (or a commitment to provide them) does
not by itself result in the classification of an arrangement as a joint operation.

Classification of joint arrangements (cont)

Insight – entities in the resources sector will need to
revisit their joint arrangements to assess their rights and
obligations. A scenario that may be common for
resources entities will be assessing rights and
obligations attached to existing unincorporated entities,
which would previously have been defined as joint
ventures. Depending on the clauses to the arrangement
and the decision-making powers attached to the

unincorporated entity, classification may change to a
joint operation such that entities will account separately
for their assets and liabilities.

Elimination of accounting choice

Parties to a joint venture can no longer proportionately
consolidate their share of revenue, expenses assets and
liabilities in the joint venture. Equity accounting will
apply to all joint ventures. A single line item would be
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shown in the consolidated income statement to reflect
the share of profit or loss in the joint venture and a
single line item would be shown in the consolidated
balance sheet to reflect the share of net assets in a joint
venture.

Insight – proportionate consolidation is reasonably
common in the resources sector. Therefore, when joint
arrangements are classified as joint ventures under the
new standard, applying the equity method will represent
significant changes to existing practice.

Examples: an illustration of the key impacts
in the resources sector

Scenario 1. A mining entity, which is jointly controlled
by three parties, has net assets of C10 billion. It makes
annual profits of C400 million.

Current accounting. The parties that had joint control
of the mining entity had accounted for their interests by
using proportionate consolidation in their own financial
statements.

New accounting. Each party will replace the line-by-
line proportionate consolidation of the mining entity’s
comprehensive income statement and balance sheet
with a single net result and a single net investment
balance.

Challenges in practice. This may have a fundamental
impact on the landscape of each party’s financial
statements. The financial position and income statement
line items would change. This would directly impact
return on asset calculations and may even affect certain
loan covenants such as those based on asset ratios and
EBITDA.

Scenario 2. Three parties have equal equity interests in
a legal entity that has a producing oil well. Each party
has a right to production from the oil well in proportion
to their equity interest. Only changes to the production
plan or disposal of the well requires the consent of all
three parties. The legal entity does not hold any external
borrowings, and it is funded by capital contributions
from each party equally.

Current accounting. The parties have accounted for
their involvement in the legal entity as a joint venture
and equity accounted their investment in the legal
entity.

New accounting. The parties to the joint arrangement
must account for their direct interest in the production
from the well.

Challenges in practice. Leverage, capital ratios,
covenants and financing agreements may be affected as
a result of changes to the balance sheet, particularly
when moving from equity accounting to the share of
assets and liabilities approach.

What are the potential business impacts for
the energy and resources industry?

 Changes to the classification of joint
arrangements may result in significant financial
changes for entities. This could impact both the
recognised amounts in profit and loss (eg,
revenues and expenses) as well as the balance
sheet presentation. For example, leverage, capital
ratios, covenants and financing agreements may
be affected as a result of changes to the balance
sheet, particularly when moving from
proportionate consolidation to equity accounting.
Such impacts should be reviewed in advance to
understand how an entity’s balance sheet may be
affected. Impacts on performance measures, such
as interest cover, EBIT or EBITDA, should also
be considered.

 Entities should consider how to communicate the
impacts of the accounting changes to their
shareholders and other stakeholders. There could
be important changes to the manner in which the
entity’s interest in the joint arrangement is
reported and understood by users of the financial
statements.

 Entities may need to request more detailed
financial reporting information from an operator
of a joint operation if they move from equity
accounting to recognizing their share of assets
and liabilities. Similarly, they may need to
provide more detailed information to other
parties if they are the operator of a joint
operation. For example, an operator may need to
provide information concerning the maturity
profile of financial liabilities to allow appropriate
classification on the balance sheet of the venture.
Operators may also be required to provide this
information at numerous points during a
reporting cycle as venturers may have different
reporting dates which could increase their
reporting obligations.

 Future deals structuring should be considered
with the new rules in mind. For example, a joint
arrangement in a corporate wrapper would not
necessarily give rise to a joint venture, but the
specific terms of the arrangement would still
need to be analysed in order to understand the
entity’s rights and obligations under the
agreement.

 Initial transition requirements and annual
reassessment of arrangement terms may result in
changes to existing processes and internal
controls. Gathering and analysing the information
could take considerable time and effort
depending on the number of arrangements in
place, the inception dates and the records
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available. Where significant changes to financial
results and financial position arise, entities should
clearly communicate these impacts to
stakeholders as soon as possible.

 Timely assessment and management of all of the
potential implementation and ongoing business
impacts of IFRS 11 will help reduce unexpected
business and reporting risks. Beginning this
process early will allow entities enough time to
consider potential adoption strategies or to

renegotiate agreements in order to reduce the
impact of adoption and to achieve preferred
classification outcomes for future arrangements.

Where to from here

Management will need to evaluate how the new
standard will affect the way they account for their
existing and new joint arrangements.


