Subsurface Rights (IFRS 16 Leases)—June 2019
The Committee received a request about a particular contract for subsurface rights. In the contract
described in the request, a pipeline operator (customer) obtains the right to place an oil pipeline in
underground space for 20 years in exchange for consideration. The contract specifies the exact location
and dimensions (path, width and depth) of the underground space within which the pipeline will be placed.
The landowner retains the right to use the surface of the land above the pipeline, but it has no right to
access or otherwise change the use of the specified underground space throughout the 20-year period of
use. The customer has the right to perform inspection, repairs and maintenance work (including replacing
damaged sections of the pipeline when necessary).
The request asked whether IFRS 16, IAS 38 Intangible Assets or another IFRS Standard applies in
accounting for the contract.
Which IFRS Standard does an entity consider first?
Paragraph 3 of IFRS 16 requires an entity to apply IFRS 16 to all leases, with limited exceptions.
Paragraph 9 of IFRS 16 states: ‘At inception of a contract, an entity shall assess whether the contract is, or
contains, a lease’.
The Committee observed that, in the contract described in the request, none of the exceptions in
paragraphs 3 and 4 of IFRS 16 apply—in particular, the Committee noted that the underground space is
tangible. Accordingly, if the contract contains a lease, IFRS 16 applies to that lease. If the contract does
not contain a lease, the entity would then consider which other IFRS Standard applies.
The Committee therefore concluded that the entity first considers whether the contract contains a lease as
defined in IFRS 16.
The definition of a lease
Paragraph 9 of IFRS 16 states that ‘a contract is, or contains, a lease if the contract conveys the
right to control the use of an identified asset for a period of time in exchange for consideration’.
Applying paragraph B9 of IFRS 16, to meet the definition of a lease the customer must have
both:
a.

the right to obtain substantially all the economic benefits from use of an identified asset
throughout the period of use; and
b. the right to direct the use of the identified asset throughout the period of use.
Identified asset
Paragraphs B13–B20 of IFRS 16 provide application guidance on an identified asset. Paragraph B20 states
that a ‘capacity portion of an asset is an identified asset if it is physically distinct’. But ‘a customer does
not have the right to use an identified asset if the supplier has the substantive right to substitute the asset
throughout the period of use’ (paragraph B14).
The Committee observed that, in the contract described in the request, the specified underground space is
physically distinct from the remainder of the land. The contract’s specifications include the path, width and
depth of the pipeline, thereby defining a physically distinct underground space. The space being
underground does not in itself affect whether it is an identified asset—the specified underground space is
physically distinct in the same way that a specified area of space on the land’s surface would be physically
distinct.
The landowner does not have the right to substitute the underground space throughout the
period of use. Consequently, the Committee concluded that the specified underground space is
an identified asset as described in paragraphs B13–B20.

Right to obtain substantially all the economic benefits from use
Paragraphs B21–B23 of IFRS 16 provide application guidance on the right to obtain substantially all the
economic benefits from use of an identified asset throughout the period of use. Paragraph B21 specifies
that a customer can have that right, for example, by having exclusive use of the identified asset throughout
the period of use.
The Committee observed that, in the contract described in the request, the customer has the right to obtain
substantially all the economic benefits from use of the specified underground space throughout the 20-year
period of use. The customer has exclusive use of the specified underground space throughout that period of
use.
Right to direct the use
Paragraphs B24-B30 of IFRS 16 provide application guidance on the right to direct the use of an identified
asset throughout the period of use. Paragraph B24 specifies that a customer has that right if either:
a.

the customer has the right to direct how and for what purpose the asset is used throughout the
period of use; or
b. the relevant decisions about how and for what purpose the asset is used are predetermined and (i)
the customer has the right to operate the asset throughout the period of use, without the supplier
having the right to change those operating instructions; or (ii) the customer designed the asset in a
way that predetermines how and for what purpose the asset will be used throughout the period of
use.
The Committee observed that, in the contract described in the request, the customer has the right to direct
the use of the specified underground space throughout the 20-year period of use because the conditions in
paragraph B24(b)(i) exist. How and for what purpose the specified underground space will be used (ie to
locate the pipeline with specified dimensions through which oil will be transported) is predetermined in the
contract. The customer has the right to operate the specified underground space by having the right to
perform inspection, repairs and maintenance work. The customer makes all the decisions about the use of
the specified underground space that can be made during the 20-year period of use.
Consequently, the Committee concluded that the contract described in the request contains a lease as
defined in IFRS 16. The customer would therefore apply IFRS 16 in accounting for that lease.
The Committee concluded that the principles and requirements in IFRS Standards provide an adequate
basis for an entity to determine its accounting for the contract described in the request. Consequently, the
Committee decided not to add the matter to its standard-setting agenda.

