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IN RESPONSE TO THE GLOBAL FINANCIAL CRISIS, THE INTERNATIONAL
ACCOUNTING STANDARDS BOARD (IASB) EMBARKED ON A PROJECT TO
COMPLETELY REPLACE IAS 39 FINANCIAL INSTRUMENTS: RECOGNITION
AND MEASUREMENT (AASB 139 IN AUSTRALIA) WITH A NEW FINANCIAL
INSTRUMENTS STANDARD, IFRS 9 FINANCIAL INSTRUMENTS (AASB 9 IN
AUSTRALIA).
Two parts of AASB 9 have been issued to date:
• Part 1 – Classification and measurement of financial assets (issued November 2009)
• Part 2 – Classification and measurement of financial liabilities and derecognition of financial
assets (December 2010).
Two further exposure drafts have been released to continue the project as follows:
• ED 189 Financial Instruments: Amortised Cost and Impairment which included proposed
requirements for amortised cost use and impairment of financial assets (issued November 2009)
• ED 208 Hedge Accounting (issued December 2010).
Whilst the comment period for the AASB has already closed, if you have any comments on the
hedging exposure draft, you can still submit these to the IASB by 9 March 2011.
CONTINUED OVER PAGE...

The IASB appears to be trying hard to meet
its 30 June 2011 deadline for a completely
new financial instruments standard. They
have recently released an exposure draft
to simplify hedge accounting as well as a
supplement to significantly simplify the
original expected loss impairment model
for financial assets. Following amendments
to IAS 12, (AASB 112) Income Taxes has
also been amended. Changes are also
being proposed to the Corporations Act
to improve accountability by boards to
shareholders on director and executive
remuneration. In addition, ASIC has
published comments on its review of 30
June 2010 financial statements.
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After significant outreach activity by the IASB, and the fact that the IASB
and the US Financial Accounting Standards Board (FASB) could not agree
on a consistent impairment approach for financial assets, the IASB issued
a Supplement to ED/2009/12 Financial Instruments: Amortised Cost and
Impairment (ED 210 in Australia) in January, which outlines a revised
impairment approach that both the IASB and the FASB have agreed to.

Step one: Separate out ‘good book’ and ‘bad book’ of financial assets.

This article summarises the hedging proposals of ED 208 as well as the
revised impairment approach put forward in the supplement (ED 210).

• Time proportional expected credit losses
• Credit losses expected to occur within foreseeable future (which shall
be no less than 12 months after reporting date).

Hedging
In general, the ED has been well received, moving from a strict rulesbased approach, to trying to align the application of hedge accounting to
an entity’s risk management strategy.

Step two: Recognise impairment allowance immediately for ‘bad book’
financial assets.
Step three: For ‘good book’ financial assets, recognise impairment
allowance as the higher of:

‘Bad book’ financial assets are those where the entity’s credit risk
management objective changes from receiving regular payments to
recovery of the asset.

The advice from IASB staff is to ‘forget everything you know about hedge
accounting from AASB 139 when reading and implementing these proposals’.

‘Good book’ financial assets are those where it is appropriate to recognise
expected losses over a time period.

The proposals focus on greater alignment with an entity’s risk
management activities and enhanced disclosure for those applying hedge
accounting.

Estimates of credit losses must be recalculated at each reporting date
and are allocated as follows:

Highlights of the new proposals include:
• Scrapping of the 80 to 125 percent effectiveness rule
• Allowing the hedging of components of a hedged item (rather than
the whole item)
• Allowing the hedging of net positions
• Allowing the time value of options to be deferred in OCI
• Extensive disclosure requirements
• Prohibiting discretionary discontinuance of hedge accounting.
Certainly, for those entities with sophisticated risk management
processes, the ED represents a significant ‘relaxing’ of the current rules.
Allowing hedging of a component will, for example, be particularly
welcome to airlines that typically hedge the crude oil component of jet
fuel. Changing the approach on options could well see far greater use of
options as a risk management tool going forwards.
However for a typical SME, without a sophisticated treasury department,
the proposals will not significantly change the difficulties of applying
hedge accounting:
• Use of hedge accounting is still discretionary
• An entity must have a risk management strategy
• Hedge effectiveness must be measured for all outstanding hedges at
each reporting date
• All hedge ineffectiveness must go to the income statement
• Any entity applying hedge accounting must comply with the
disclosure requirements.
Impairment
The initial impairment loss approach set out in ED 189 was an ‘expected
loss’ model whereby initial expected credit losses were built into the
effective interest rate for open portfolios, whereas the FASB approach
was to recognise expected losses immediately (Day one losses).
Respondents to the IASB proposals said that it would be very difficult to
apply these proposals, because accounting systems calculated effective
interest rates, whereas credit loss information is derived from other
systems and systems integration would prove difficult. The revised
approach proposed in the supplement (ED 210), which seeks to address
these complexity concerns, and to provide a practical solution, works as
follows:

Impairment loss = Step three amount X Portfolio age
Portfolio expected life
By applying this formula, losses are allocated using a straight line
approach, which can be discounted or undiscounted. Another method is
to use the ‘annuity’ approach which is more complicated and involves
discounting.
Example using straight line, undiscounted approach:
Expected losses over remaining life of portfolio

$100

Weighted average age of portfolio

2 years

Weighted average life of portfolio

5 years

Foreseeable future

1 year

Expected losses in foreseeable future

$35

Time proportional impairment loss
($100 X 2/5)

$40

The impairment allowance to be recognised is $40, which is the higher
of the time proportional expected credit losses ($40) and credit losses
expected to occur within foreseeable future ($35).
These proposals appear to be providing a more practical solution for
allocating impairment losses across the expected life of financial assets in
an open portfolio, effectively allowing a general provision to be built up
over time.
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DEFERRED TAX - RECOVERY OF INVESTMENT
PROPERTY
AASB 112 INCOME TAXES REQUIRES THAT DEFERRED TAX LIABILITIES AND DEFERRED TAX ASSETS SHOULD REFLECT THE TAX
CONSEQUENCES THAT WOULD FOLLOW FROM THE MANNER IN WHICH AN ENTITY EXPECTS TO RECOVER OR SETTLE THE
AMOUNT OF THE ASSETS OR LIABILITIES THAT THE DEFERRED TAX RELATES TO.
The measurement of deferred tax liabilities and deferred tax assets therefore depends
on whether an entity expects to recover an asset by using it or selling it, as in each
case, different tax rates may apply. This is particularly relevant in countries such as
Singapore and Hong Kong where there is no capital gains tax, thus an entity incurs tax
if it uses the property to collect rent, but pays no tax if it sells the property.
Determining the method of recovery of the buildings portion of an investment
property measured using the fair value model in AASB 140 Investment Property can
be particularly tricky. When an entity chooses the fair value model for investment
property, the entity expects to:
• Rent it out and earn rental income
• Sell it in future to benefit from any capital appreciation.
Without specific plans for disposal of the investment property, it is difficult and
subjective to estimate how much of the carrying amount of the investment property
will be recovered through cash flows from rental income, and how much will be
recovered through cash flows from selling the asset.
To provide a practical approach in such cases, AASB 2010-8 was recently released.
It amends AASB 112 Income Taxes to introduce a presumption that an investment
property is recovered entirely through sale. This presumption is rebutted if the
investment property is held within a business model whose objective is to consume
substantially all of the economic benefits in the investment property over time, rather
than through sale.
The IASB has made it clear that the presumption of recovery through sale cannot
be rebutted if the asset is non-depreciable, because this implies that no part of the
carrying amount of the asset would be consumed through use. The land portion of
investment property will always therefore have a tax base that assumes recovery
through sale.
Implications for Australian entities
Property trusts
The most popular investment vehicle in Australia for investment properties is through
property trusts which generally do not pay tax and therefore do not recognise
deferred tax liabilities. These amendments should not affect most property trusts
holding investment property at fair value.
Pre CGT and post September 1999 properties
• These amendments are not likely to have an impact on investment properties
acquired in the following time periods:
• Properties bought before 20 September 1985 because they attract no capital gain
on sale and therefore no deferred tax liability is recognised
• Properties acquired since 20 September 1999 because indexation for capital gains
tax purposes was suspended and the tax base should be similar, irrespective of
whether the entity intends to recover the property through use or sale.
Properties acquired 20 September 1985 to 19 September 1999
These amendments could impact these properties where deferred tax liabilities have
been calculated assuming recovery through use rather than sale because the tax base
assuming a sale would have been subject to indexation until 19 September 1999,
whereas a tax base for use would not have been indexed. However, in practice the
impact may not be material because many of these properties may be near the end
of their lives, in which case the business model rebuts the assumption of recovery
through sale.
Application to overseas investments
The amendments are of particular relevance if they relate to properties held in
jurisdictions which have significant differences between the corporate tax rate and
the capital gains tax rate, e.g. Singapore, Hong Kong and the UK.
Application
The amendments apply to annual periods beginning on or after 1 January 2012
and may be adopted early. Comparatives will need to be restated because the
amendments apply retrospectively.

4

ACCOUNTING NEWS

IMPROVING ACCOUNTABILITY ON DIRECTOR
AND EXECUTIVE REMUNERATION
DISCLOSING ENTITIES THAT ARE COMPANIES SHOULD BE AWARE THAT PRE-CHRISTMAS 2010, THE GOVERNMENT
RELEASED AN EXPOSURE DRAFT OF THE CORPORATIONS AMENDMENT (IMPROVING ACCOUNTABILITY ON DIRECTOR
AND EXECUTIVE REMUNERATION) BILL 2011 THAT WILL APPLY TO FINANCIAL YEARS STARTING ON OR AFTER 1 JULY 2011.

The objective of the Bill is to strengthen Australia’s remuneration
framework, empower shareholders to hold directors accountable for
their decisions relating to executive remuneration, and eliminate conflict
of interest in the remuneration setting process. The exposure draft
only applies to disclosing entities that are companies, i.e. entities that
are required to prepare a remuneration report as part of their annual
directors’ report.
The ‘two-strikes’ test
The Corporations Act currently does not set out any consequences
where a board proceeds with its remuneration policies despite a negative
non-binding vote from the shareholders. The exposure draft amends
the Corporations Act to strengthen the negative vote by setting out
consequences in the event that the shareholders vote against the
company’s remuneration report.
The exposure draft proposes that a ‘two-strikes and re-election’ process
be introduced. The ‘first-strike’ occurs where the remuneration report
receives a ‘no’ vote of 25% or more. If this happens, the company’s
subsequent remuneration report must explain whether the shareholders’
concerns have been taken into account.
The ‘second-strike’ occurs if the company’s subsequent remuneration
report receives a ‘no’ vote of 25% or more. If this happens, the
shareholders will vote at the same annual general meeting (AGM)
whether the directors will need to stand for re-election within 90 days. If
this resolution passes with 50% or more of eligible votes cast, then a ‘spill
meeting’ will take place within 90 days.
Key management personnel and their closely related parties that
hold shares will not be allowed to vote on the remuneration report at
the AGM. This is to avoid conflicts of interest with key management
personnel voting on their own remuneration. In tightly held companies
this could well lead to very interesting AGMs!

Remuneration consultants
Companies are currently not required to disclose any detail relating to
the use of remuneration consultants. Concerns have been raised that
remuneration consultants may be placed in a position of conflict if asked
to express an opinion on the remuneration of officers that are in the
position to determine if the consultant’s services will be retained.
The exposure draft proposes that companies that are disclosing entities
will be required to disclose details of remuneration consultants used in
their remuneration report. To avoid conflicts of interest, remuneration
consultants must be hired by non-executive directors and report to nonexecutive directors or the remuneration committee, rather than to the
company executives.
Hedging of incentive remuneration
It is currently possible for key management personnel to hedge their
exposure to incentive remuneration which is performance based. This
defeats the purpose of having incentive remuneration and the exposure
draft prohibits key management personnel (and their closely related
parties) from hedging remuneration that depends on the satisfaction of a
performance condition.
Persons required to be named in the remuneration report
Currently, the Corporations Act requires detailed disclosures in the
remuneration report for all group key management personnel, as well
as for the five most highly remunerated group and company executives
(if different). The exposure draft proposes that remuneration disclosures
will only be required for key management personnel of the consolidated
entity (group key management personnel).
This will significantly reduce the regulatory burden and simplify
disclosures to enable shareholders to better understand companies’
remuneration arrangements.
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ASIC FINANCIAL REPORT REVIEWS – JUNE 2010
ASIC REVIEWED THE FINANCIAL REPORTS OF 250 LISTED AND 100 UNLISTED ENTITIES WITH 30 JUNE 2010 YEAR ENDS AND
HAVE HIGHLIGHTED A NUMBER OF AREAS FOR IMPROVEMENT. ASIC INTENDS TO REVIEW ANOTHER 130 LISTED ENTITIES
WITH 31 DECEMBER 2010 YEAR ENDS. THIS NEWSLETTER SUMMARISES SOME OF THEIR KEY FINDINGS WHICH WILL
REMAIN THE FOCUS POINT FOR FUTURE REVIEWS.
Operating and financial reviews
A new area of focus for the review was
reporting on performance and business
drivers. Section 299A of the Corporations Act
2001 requires listed companies to present
operating and financial reviews that would
help the company members to make informed
assessments. Companies reviewed appear to
have included only minimum disclosures and
did not provide enough information to give
users a clear understanding of the companies’
drivers. Instead, information was provided
that was already evident from the financial
reports like “sales increased by 3%”, providing
no information on transactions and events
that contributed to the increase in sales which
would help users of the financial statements
to understand the entity. Most entities did
not disclose key performance indicators or
information about the business model and risks
specific to the entity.
Segment reporting
Following the adoption of AASB 8 Operating
Segments, most entities did not identify
additional operating segments that potentially
should have been identified. Entities must
identify and report on segments having regard
to components of their business for which there
is regular internal reporting of operating results
to the entity’s chief operating decision maker.

Control and significant influence
The review also identified several instances
where entities hold more than a 50% interest in
another entity, but do not consolidate. Where
arrangements remain off the statement of
financial position, details of the arrangements
should be disclosed, together with reasons
why they have not been consolidated. There
is a similar issue with entities that hold
more than a 20% shareholding, but have
not equity accounted the investment and
there is inadequate disclosure in the financial
statements. Directors and audit-committees
should continue to monitor such “off balance
sheet” positions to ensure their accounting
treatment is appropriate.
Asset impairment
Impairment testing continued to be an
area of concern and some of the common
issues the review identified included the use
of unrealistically optimistic discount and
growth rates, flawed discounted cash flow
methodology, lack of disclosure of assumptions
used in calculations, and no sensitivity analysis
disclosed for changes in key assumptions. The
review emphasised that directors should ensure
that the assumptions used in impairment
testing are reasonable and supportable. If the
necessary expertise is not available internally,
directors should ensure that appropriate

external resources are utilised to meet the
impairment testing requirements.
Fair value of Assets
Information disclosed should enable users to
understand the judgements associated with the
values of the entity’s assets. When carrying
investment properties at fair value, entities
need to disclose the methods and significant
assumptions applied in determining fair value.
Financial assets at fair value should be valued
by reference to quoted prices in active markets,
including most ASX-listed securities. In those
instances where there are no active markets,
fair values should be determined using market
inputs and all assumptions should be disclosed.
Current vs Non-current classification
Directors and audit committees should ensure
accurate classification of liabilities and assets
between current and non-current as it is
important to an understanding of the financial
position of an entity.
Disclosure of estimates and accounting
policy judgements
These disclosures should be entity-specific and
not comprise boiler plate disclosures.
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FOR MORE INFORMATION

COMMENTS SOUGHT ON
EXPOSURE DRAFTS

NSW/ACT

At BDO, we provide comments locally to the AASB and internationally to the IASB. We welcome
any client comments. If you like to provide any comments please contact Wayne Basford.
DOCUMENT

ED 208 Hedges
ED 207 Amendments to
AASB 7: Tier 2
ED 210 Financial
Instruments: Impairment

ED 209 Offsetting Financial
Assets and Financial
Liabilities (proposed
amendments to AASB 7 and
AASB 132, and proposal
relating to Tier 2 disclosure
requirements)

PROPOSALS
Proposes significant changes to the hedge
accounting requirements in AASB 139 in order
to provide more useful hedge accounting
information.
Proposes various disclosure exemptions for the
Reduced Disclosure Requirements.
Proposes amendments to the expected loss
model initially proposed in ED 189.
Proposes that recognised financial assets and
financial liabilities be offset in the statement of
financial position when:
• Entity has an unconditional and legally
enforceable right of set-off; and
• Intends to either settle the asset and
liability on a net basis or to realise the asset
and settle the liability simultaneously.
The right of set-off must be legally enforceable
in all circumstances, i.e. including default by, or
bankruptcy of, a counterparty.

COMMENTS COMMENTS
DUE TO
DUE TO
AASB BY
IASB BY
18 February
2011
28 February
2011
16 March
2011

9 March 2011

N/A
1 April 2011
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