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Basis for Conclusions

This Basis for Conclusions accompanies, but is not part of, IPSAS 32.

Obijective

BC1.

Scope
BC2.

BC3.

BCA4.

BCS.

BC6.

BC7.

In the absence of an International Public Sector Accounting Standard dealing with service concession
arrangements, public sector entities are directed, in IPSAS 1, Presentation of Financial Statements to
look to other international or national accounting standards. In the case of arrangements involving private
sector participation, they would try to apply the principles in Interpretation 12 of the International
Accounting Standards Board’s International Financial Reporting Interpretations Committee (IFRIC 12),
Service Concession Arrangements. However, IFRIC 12 addresses accounting by the operator, and does
not, therefore, provide guidance for the grantor. The IPSASB believes this Standard will promote
consistency and comparability in how service concession arrangements are reported by public sector
entities.

After considering the various types of arrangements involving public and private sector entities identified
in the development of the March 2008 Consultation Paper, Accounting and Financial Reporting for
Service Concession Arrangements, the IPSASB concluded that the scope of this Standard should be the
mirror of IFRIC 12, in particular, the criteria under which the grantor recognizes a service concession
asset (see paragraphs BC11-BC16). The rationale for this decision is that this approach would require
both parties to the same arrangement to apply the same principles in determining which party should
recognize the asset used in a service concession arrangement. Thus, arrangements in which the criteria
for recognition of a service concession asset in paragraph 9 (or paragraph 10 for a whole-of-life asset) are
not satisfied, are outside the scope of this IPSAS. The IPSASB considers that this approach minimizes
the possibility for an asset to be accounted for by both of the parties, or by neither party.

The IPSASB recognized that the Standard should provide Implementation Guidance on the relevant
IPSASs that apply to arrangements outside the scope of the Standard. The Implementation Guidance
contains a flowchart illustrating the application of this Standard as well as a table of references to relevant
IPSASs for the other types of arrangements that are outside the scope of this Standard.

The IPSASB concluded that it was important to provide guidance on accounting for the consideration
given by the grantor to the operator for the service concession asset. The consideration may give the
operator rights to a determinable series of payments of cash or cash equivalents or a right to earn revenue
from third-party users of the service concession asset or another revenue-generating asset for its use, or a
combination of both types of consideration. Each type of consideration results in specific accounting
issues on which the IPSASB has provided guidance to facilitate consistent application of the Standard.

The IPSASB also concluded that guidance was necessary on applying the general revenue recognition
principles in IPSAS 9, Revenue from Exchange Transactions to service concession arrangements because
of the unique features of some service concession arrangements (e.g., revenue-sharing provisions).

This Standard does not specify the accounting by operators, because it is addressed in IFRIC 12. In many
cases the operator is a private sector entity, and IPSASs are not designed to apply to private sector entities.
The operator or the grantor may also be a Government Business Enterprise (GBE). IPSASs are not
designed to apply to GBEs. International Financial Reporting Standards (IFRSs) apply to private sector
entities and GBEs.

Some respondents to ED 43 suggested that the scope of the proposed Standard should be extended to
include public-to-public service concession arrangements. The IPSASB noted that addressing the
accounting for such arrangements was not the primary purpose of the project which was to address the
cases when the grantor is a public sector entity that follows accrual IPSASs. The IPSASB noted that
application of this Standard by analogy would be appropriate under paragraphs 12—-15 of IPSAS 3,
Accounting Policies, Changes in Accounting Estimates and Errors for the public sector grantor and that
relevant international or national accounting standard dealing with service concession arrangements may
be applied by the public sector operator
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Definitions

BCS.

BC9.

BC10.

ED 43 did not provide definitions because IFRIC 12 did not do so. Accordingly, ED 43 provided guidance
on certain terminology. Respondents to ED 43 proposed that, because this is a Standard and not an
Interpretation, it was important to include definitions for consistency in application of the Standard. The
IPSASB agreed that this Standard should include definitions.

The IPSASB agreed not to use the term “infrastructure” to refer to the asset used in a service concession
arrangement, even though IFRIC 12 uses the term. The IPSASB noted that the term is used in IPSASs in
ways that may not be fully compatible with this Standard. Further, the term has a prescribed meaning in
some jurisdictions that differs from that used in IFRIC 12. To ensure clarity that the asset referred to is
the one recognized on the basis of the conditions for recognition in paragraph 9 of this Standard (or
paragraph 10 for a whole-of-life asset), the asset in this Standard is referred to as the “service concession
asset”. This term is intended to cover the same types of assets as envisaged in IFRIC 12.

The term “binding arrangement” had not been defined previously, but has been used in other IPSASs to
describe arrangements that confer similar rights and obligations on the parties to it as if they were in the
form of a contract. The IPSASB concluded that for the purposes of this Standard, this term should be
defined to ensure consistent application of the Standard.

Recognition of a Service Concession Asset

BC11.

BC12.

BC13.

BC14.

BC15.

BC16.

The main accounting issue in service concession arrangements is whether the grantor should recognize a
service concession asset.

The IPSASB considered the merits of the risks and rewards and the control-based approach to assess
whether the grantor should recognize the asset. The risks and rewards approach focuses on the economic
aspects of the terms and conditions in the arrangement. The IPSASB did not believe this focus to be
appropriate for service concession arrangements because the primary purpose of a service concession
asset, from the grantor’s point of view, is to provide specified public services on behalf of the grantor
using a service concession asset, and not to provide economic benefits such as revenue generated by such
assets (e.g., from user fees). Thus, the service potential of the asset accrues to the grantor. Economic
benefits are only likely to arise from a service concession arrangement in circumstances where the
operator is granted the right to earn revenue from third-party users, of either the service concession asset
or another revenue-generating asset. A control-based approach focuses on control over the economic
benefits and the service potential of the service concession asset.

As it is often the case that service concession arrangements are entered into for the sharing of risks
between the grantor and the operator, the IPSASB also questioned whether sufficiently objective criteria
could be established for assessing risks and rewards to enable consistent results to be determined. In
addition, weighting of various risks and rewards was seen to be problematic. The IPSASB concluded,
therefore, that the risks and rewards approach is inappropriate.

The IPSASB also considered whether a rights and obligations approach was appropriate. Although such
an approach could have conceptual merit, the IPSASB believes that it would represent a significant
change in the accounting and financial reporting of assets and liabilities for public sector entities that
could have implications beyond service concession arrangements. Given the IPSASB’s decision to
complement IFRIC 12, which uses a control-based approach, the IPSASB agreed that a rights and
obligations approach was not appropriate for this Standard.

The IPSASB concluded that a control-based approach was the most effective means to determine whether
the grantor should recognize the asset. The IPSASB concluded that if a control-based approach is used,
it should be consistent with IFRIC 12, for the same reasons cited in paragraph BC2. Accordingly, this
Standard addresses only arrangements in which the grantor (a) controls or regulates the services provided
by the operator, and (b) controls any significant residual interest in the service concession asset at the end
of the term of the arrangement. Consistent with IFRIC 12, in the case of whole-of-life assets, only
condition (a) must be met for recognition of a service concession asset. The IPSASB concluded that it
was important to stress that a service concession arrangement is a binding arrangement. Accordingly, the
assessment of whether a service concession asset should be recognized is made on the basis of all of the
facts and circumstances of the arrangement.

Paragraph 9(a) of this Standard is consistent with paragraph 5 of IFRIC 12. It is intended to apply only to
the regulation that is specific to the service concession arrangement, and not to the broad understanding
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of public sector regulatory powers from the grantor’s point of view. The regulation referred to in
paragraph 9(a) of this Standard is either by contract or through a regulator. Guidance is provided in
paragraph AG6 on applying the term “regulates” in paragraph 9(a) to determine whether the grantor
should recognize a service concession asset. Some respondents to ED 43 asserted that providing such
additional guidance creates an asymmetry with IFRIC 12, as there is no additional guidance on the
meaning of this term. The IPSASB considers the additional guidance provided in paragraph AG6 is
necessary to ensure symmetry exists between the public sector grantor’s and the private sector operator’s
application of the “regulates” criterion in determining whether to recognize the service concession asset,
as the public sector may have considered the term in the context of the broad regulatory powers of
governments.

Recognition of a Liability

BC17.

BC18.

BC19.

BC20.

BC21.

BC22.

BC23.

ED 43 described two circumstances that may give rise to a liability when the grantor recognizes a service
concession asset, based on the nature of the consideration due to the operator in exchange for the service
concession asset.

ED 43 proposed that when the grantor recognizes a service concession asset, a liability shall also be
recognized. The ED noted that this liability may be any combination of a financial liability and a
performance obligation. ED 43 proposed that a financial liability occurs when the grantor has a
determinable series of cash payments of cash or cash equivalents to make to the operator and a
performance obligation occurs when the grantor compensates the operator by granting the operator the
right to charge users of the service concession asset or by granting the operator access to another revenue-
generating asset for its use. ED 43 proposed that the grantor account for the performance obligation in
accordance with IPSAS 19, Provisions, Contingent Liabilities and Contingent Assets.

Respondents to ED 43 sought clarification on this issue, particularly with respect to the “performance
obligation” identified in ED 43. Respondents’ concerns are summarized below.

(@  The right to charge users of the service concession asset or by granting the operator access to
another revenue-generating asset was seen by some respondents as independent of the
compensation for the asset. These respondents highlighted that the requirement to provide access
is a feature of most service concession arrangements, and if this is to be recognized, such
recognition should not be dependent on the non-occurrence of a payment stream from the grantor
to the operator.

(b)  While being described as a performance obligation, there is no obligation for an outflow of
economic resources from the grantor in future periods. These respondents therefore question
whether a liability as defined in IPSAS 1, or a provision as defined in IPSAS 19 could be fairly
represented to exist.

In addition, a number of other respondents, possibly as a result of the above concerns, requested
clarification of the meaning of “performance obligation” in the ED. A few of these respondents queried
whether the substance of the nature of this “balancing item” was deferred revenue.

The IPSASB agreed that clarification of this issue was required. The IPSASB noted that using the term
“performance obligation” could give rise to confusion because it is used in IPSAS 23, Revenue from Non-
Exchange Transactions (Taxes and Transfers) in relation to non-exchange transactions. The IPSASB
noted that a service concession arrangement is an exchange transaction rather than a non-exchange
transaction and therefore it would be preferable not to use the term performance obligation in relation to
exchange transactions.

In IFRIC 12, when the operator does not control the service concession asset, the operator recognizes
either a financial asset, or an intangible asset, depending on which party bears the demand risk. The
IPSASB agreed that, to maintain symmetry with IFRIC 12, the same approach should be adopted for the
grantor. Thus, two models are identified for accounting for the credit when the grantor recognizes a
service concession asset in accordance with this Standard: the financial liability model, and the grant of
a right to the operator model (which replaces the “performance obligation”™).

The IPSASB’s decision to amend the terminology used in ED 43 from “performance obligation” to the
Standard’s use of “liability” does not change the grantor’s accounting treatment of a service concession
arrangement from that proposed in ED 43.
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The Financial Liability Model

BC24.

BC25.

BC26.

BC27.

BC28.

Where the grantor compensates the operator by the delivery of cash or another financial asset in exchange
for its control of a service concession asset, IFRIC 12 classifies this type of arrangement as the “financial
asset model” because the operator receives a financial asset. This Standard refers to this type of
arrangement as the “financial liability model” because the grantor has a financial liability.

A financial liability arises in cases when the grantor is obligated to make a determinable series of
payments to the operator because the grantor has an obligation as a result of the binding arrangement to
deliver cash or another financial asset to another entity (the operator). The IPSASB concluded further
that when there is a determinable series of payments of cash or cash equivalents, the payments should be
allocated as a reduction of the liability, an imputed finance charge, and charges for services provided by
the operator under the service concession arrangement.

Service concession arrangements are concluded by way of a binding arrangement, which may include
contracts or similar arrangements that confer similar rights and obligations on the parties as if they were
in the form of a contract. The IPSASB concluded that, if similar arrangements exist that confer the same
rights and obligations on either party as if they were in the form of a contract, IPSAS 28, Financial
Instruments: Presentation, IPSAS 29, Financial Instruments: Recognition and Measurement, and IPSAS
30, Financial Instruments: Disclosures should be applied by analogy to such arrangements.

In considering a departure from this aspect of IFRIC 12, the IPSASB noted that the main features of
IFRIC 12 that were the subject of the “mirror” approach to developing this Standard were limited to the
scope of the arrangements to be included and the recognition and disclosure requirements.

IFRIC 12 requires the financial asset to be accounted for in accordance with the IFRS on financial
instruments. This Standard provides guidance for determining the interest rate to be used to determine the
finance charge under the financial liability model. The IPSASB considered the grantor ordinarily would
not have sufficient information to determine a market rate. Accordingly, the guidance requires the
operator’s cost of capital to be used, if that is practicable to determine. It also permits other rates to be
used appropriate to the specific terms and conditions of the service concession arrangement.

Grant of a Right to the Operator Model

BC29.

BC30.

BC31.

BC32.

BC33.

In responding to the issues raised by respondents to ED 43, the IPSASB reconsidered the nature of the
consideration given by the grantor for the service concession asset where the operator recoups the price
of the asset from earning revenue from third-party users of the service concession asset or another
revenue-generating asset. The IPSASB noted that in this situation, the cash consideration for the service
concession asset is not being met by the grantor but by users of the service concession asset or other
revenue-generating asset. The economic substance of this arrangement provides an increase in net assets
to the grantor, and therefore revenue accrues and should be recognized. As the service concession
arrangement is an exchange transaction, the Board referred to IPSAS 9 when considering the nature of
the revenue and the timing of the recognition of that revenue.

Where the operator bears the demand risk, the grantor compensates the operator by the grant of a right
(e.g., a licence) to charge users of the public service related to the service concession asset or of another
revenue-generating asset. The grantor provides the operator access to the asset in order for the operator
to be compensated for construction, development, acquisition, or upgrade of the service concession asset.
IFRIC 12 classifies this type of arrangement as the “intangible asset model.” This Standard refers to this
type of arrangement as the “grant of a right to the operator model.”

The IPSASB therefore considered whether the credit should be accounted for as a liability, as a direct
increase to net assets/equity, or as revenue.

It was agreed that, in this circumstance, the grantor does not have a liability because the service
concession arrangement is an exchange of assets, with the service concession asset being obtained by the
grantor in exchange for a transfer of rights to the operator to earn revenue from third-party users of the
asset over the period of the service concession arrangement.

Some respondents to ED 43 indicated that the credit should be treated as net assets/equity, consistent with
IPSAS 1, which defines net assets/equity as the residual interest in the assets of the entity after deducting
all its liabilities. IPSAS 1 envisages four components of net assets/equity. Those components include:
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BC34.

BC35.

BC36.
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(@)  Contributed capital, being the cumulative total at the reporting date of contributions from owners,
less distributions to owners;

(b)  Accumulated surpluses or deficits;

()  Reserves, including a description of the nature and purpose of each reserve within net assets/equity;
and

(d)  Non-controlling interests.

The IPSASB concluded that the credit did not represent a direct increase in the grantor’s net assets/equity
because the credit is not one of the components of net assets/equity identified in paragraph BC33 for the
reasons noted below:

(@)  Contributions from owners are defined as “future economic benefits or service potential that has
been contributed to the entity by parties external to the entity, other than those that result in
liabilities of the entity, that establish a financial interest in the net assets/equity of the entity, which:
(a) Conveys entitlement both to (i) distributions of future economic benefits or service potential
by the entity during its life, such distributions being at the discretion of the owners or their
representatives, and to (ii) distributions of any excess of assets over liabilities in the event of the
entity being wound up; and/or (b) Can be sold, exchanged, transferred, or redeemed.” The credit
related to the recognition of a service concession asset does not meet this definition because the
operator has not made a contribution to the grantor that results in a financial interest in the entity
by the operator as envisaged by IPSAS 1.

(b)  Accumulated surplus/deficit is an accumulation of an entity’s surpluses and deficits. The credit
related to recognition of a service concession asset represents an individual transaction and not an
accumulation.

(¢) Reserves generally arise from items recognized directly in net assets/equity from specific
requirements in IPSASs, and may include, for example, gains and losses on revaluation of assets
(e.g., property, plant, and equipment, investments). The credit related to the recognition or
reclassification of a service concession asset does not represent a gain or loss specified to be
directly recognized in net/assets equity because it involves an exchange transaction and not a
revaluation of an existing asset of the grantor. Existing assets of the grantor, when used in a service
concession arrangement and continue to meet the control criteria in this Standard, are reclassified,
thus no revaluation is done.

(d) A non-controlling interest is defined as “that portion of the surplus or deficit and net assets/equity
of a controlled entity attributable to net assets/equity interests that are not owned, directly or
indirectly, through controlled entities, by the controlling entity.” A non-controlling interest may
arise, for example, when at the whole-of-government level, the economic entity includes a GBE
that has been partly privatized. Accordingly, there may be private shareholders who have a
financial interest in the net assets/equity of the entity. The credit related to the recognition of a
service concession asset does not meet this definition because operator does not have such a
financial interest in the grantor.

The IPSASB agreed that the credit represents revenue. As a service concession arrangement is an
exchange transaction, the IPSASB referred to IPSAS 9 when considering the nature of the revenue and
the timing of the recognition of that revenue. In accordance with IPSAS 9, when goods are sold or services
are rendered in exchange for dissimilar goods or services, the exchange is regarded as a transaction that
generates revenue as it results in an increase in the net assets of the grantor. In this situation, the grantor
has received a service concession asset in exchange for granting a right (a license) to the operator to
charge the third party users of the public service that it provides on the grantor’s behalf. The service
concession asset recognized by the grantor and the right (intangible asset) recognized by the operator are
dissimilar. However, until the criteria for recognition of revenue have been satisfied, the credit is
recognized as a liability.

The IPSASB noted that, in this situation, there is no cash inflow to equal the revenue recognized. This
result is consistent with IPSAS 9 in which an entity provides goods or services in exchange for another
dissimilar asset that is subsequently used to generate cash revenues.
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BC37.

BC38.

BC309.

BCA40.
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The revenue is measured at the fair value of the goods or services received, adjusted by the amount of
any cash or cash equivalents transferred. When the fair value of the goods or services received cannot be
measured reliably, the revenue is measured at the fair value of the goods or services given up, adjusted
by the amount of any cash or cash equivalents transferred.

IPSAS 9 identifies three types of transaction that give rise to revenue: the rendering of services, the sale
of goods (or other assets) and revenue arising from the use by others of the entity’s assets, yielding
interest, royalties, and dividends. In considering the nature of the revenue, the IPSASB considered these
types of transactions separately.

The IPSASB considered the approaches to revenue recognition set out in IPSAS 9 in relation to the “grant
of a right to the operator” model and concluded that none of those scenarios fully met the circumstances
of this model. Nevertheless, the IPSASB noted that the timing of revenue recognition under each of them
is over the term of the arrangement, rather than immediately. The IPSASB determined that, by analogy,
such a pattern of revenue recognition was also appropriate for recognizing the revenue arising from the
liability related to this model. As a result, until the criteria for recognition of revenue have been satisfied,
the credit is recognized as a liability.

The IPSASB considered whether the grantor should recognize the operating expenses in the
circumstances described in paragraph BC30 relating to the grant of a right to the operator model. The
IPSASB noted that the grantor’s liability recognized relates solely to the service concession asset received
by the grantor. If the service expenses were recognized, the grantor would also have to recognize annually
imputed revenue equal to the annual expense. The IPSASB did not believe this accounting would provide
useful information, because revenue and an expense of equal amounts would be recognized annually. The
IPSASB noted further that reliable information about the operator’s expenses may not be available in any
case. The IPSASB therefore concluded that the grantor should not recognize operating expenses
associated with the service concession arrangement in the circumstances described in paragraph BC30.

Accounting Issues Addressed in Other IPSASs

BC41.

Because of the complexity of many service concession arrangements, there may be additional accounting
issues related to certain terms in the contract, or a similar binding arrangement (e.g., revenues, expenses,
guarantees, and contingencies). The IPSASB agreed that it was not necessary to repeat such existing
guidance in this Standard. Accordingly, when an existing IPSAS specifies the accounting and reporting
for a component of a service concession arrangement, that IPSAS is referred to in this Standard and no
additional guidance is provided. However, the IPSASB noted some cases (e.g., revenue recognition),
when the application of such IPSASs would be difficult given certain unique features in service
concession arrangements. To ensure consistent implementation of this Standard, the IPSASB provided
specific guidance on how the principles in the other IPSAS would be applied.

Transition

BC42.

BC43.

BC44.

BC45.

This Standard requires an entity that has previously recognized service concession assets and related
liabilities, revenues, and expenses to apply this Standard retrospectively in accordance with IPSAS 3. The
Standard also requires an entity that has not previously recognized service concession assets and related
liabilities, revenues, and expenses and uses the accrual basis of accounting to apply this Standard either
retrospectively or prospectively using deemed cost from the beginning of the earliest period for which
comparative information is presented in the financial statements.

The general requirement in IPSAS 3 is that the changes should be accounted for retrospectively, except
to the extent that retrospective application would be impracticable. The IPSASB noted that there are two
aspects to retrospective determination: reclassification and remeasurement. The IPSASB took the view
that it will usually be practicable to determine retrospectively the appropriate classification of all amounts
previously included in a grantor’s statement of financial position, but that retrospective remeasurement
of service concession assets might not always be practicable, particularly if an entity has not previously
recognized service concession assets and related liabilities, revenues, and expenses.

The IPSASB noted that, when retrospective restatement is not practicable, IPSAS 3 requires prospective
application from the earliest practicable date, which could be the start of the current reporting period.

The transitional provisions in this Standard for entities that have not previously recognized service
concession assets were amended from ED 43 because some respondents to ED 43 questioned why the
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BC46.

BCA47.

BC48.
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general requirement in IPSAS 3 is not also appropriate for an entity that has not previously recognized
service concession arrangements. ED 43 required prospective application in such cases, but permitted
retrospective application.

When developing ED 43 the IPSASB had concerns relating to the practicality of determining the
measurement of a service concession asset, and considered that this could result in inconsistent treatment
of arrangements entered into in the past. This was a similar issue to that which arose in finalizing IPSAS
31, Intangible Assets. On that basis, the IPSASB considered it appropriate to propose transitional
provisions in ED 43 that were consistent with those in IPSAS 31.

However, the IPSASB noted that the circumstances surrounding intangible assets differ from those in
service concession arrangements. Notably, service concession arrangements generally involve long-term
binding arrangements for which information required to develop fair value and cost information would
likely be more readily available than it is for intangible assets acquired or developed in the past, even in
cases where an entity had not previously recognized service concession assets.

The IPSASB did however acknowledge that because many of these arrangements may have been entered
into some time ago, it may be difficult to apply full retrospective application. As a result, the IPSASB
considered that a “deemed cost” could be used to recognize and measure service concession assets.
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