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BLIND FREDDY – COMMON
ERRORS IN ACCOUNTING
FOR IMPAIRMENT – PART 2C
- ERRORS IN DETERMINING
DISCOUNT RATE
The ‘Blind Freddy’ proposition is a term used by Justice Middleton in the case of ASIC v Healey & Ors
[2011] (Centro case) to describe glaringly obvious mistakes.
The essence of our ‘Blind Freddy’ series is to highlight instances where, despite the accounting
standards being very clear on a particular accounting treatment, preparers regularly ignore the clear
requirements, resulting in financial statements being potentially materially misstated.
In previous articles we have looked at the following ‘Blind Freddy’ errors relating to impairment
testing:
• Not testing for impairment when AASB 136 Impairment of Assets clearly requires it – Part 1
• Basic errors in determining value in use – cash flows - Part 2a and Part 2b.
In this article we look at ‘Blind Freddy’ errors when determining the discount rate to be used in a
value in use (VIU) model.
Basic requirements
AASB 136, paragraphs 55 and 56 summarise the requirements for the discount rate to be used
when calculating value in use of an asset or cash-generating unit (CGU).
Some typical Blind Freddy errors relating to the discount rate include:
• Using a group weighted average cost of capital (WACC) to test a single asset or CGU
• Double counting adjustments for variability in future cash flows
• Applying bias (optimism) to discount rates
• Using an unadjusted incremental borrowing rate as the discount rate
• Not adjusting WACC for security over assets that are not being evaluated for impairment, or the
impact of other revenue streams of the entity
• Not using a pre-tax discount rate
• Incorrectly calculating a pre-tax discount rate.

IN THIS
EDITION

P1 Blind Freddy – Common errors in
accounting for impairment – Part 2c Errors in determining discount rate
P4 ATO seeking views on types of general
purpose financial reports required by
multinational entities
P4 Proposed changes to clarify the definition
of a business and accounting for previously
held interests
P5 Simplified impairment requirements for
NFPs – no more assessment of depreciated
replacement cost
P6 Updated NFP financial reporting guide
from Chartered Accountants Australia and
New Zealand
P6 New BDO publications
P7 Comments sought on exposure drafts
In this edition we continue our series on ‘Blind
Freddy’ common errors, i.e. errors that are so
obvious that even ‘Blind Freddy’ would spot
them. Our sixth article in the 2016 series,
and fourth relating to impairment, focuses on
common errors in accounting for impairment,
specifically when determining the appropriate
discount rate to use for value in use models.
The ATO recently issued its long awaited
Consultation Paper to clarify certain aspects of
general purpose financial statements required to
be lodged next year by multinational entities.
Lastly, we summarise recent proposals to
amend AASB 3 Business Combinations and AASB
11 Joint Arrangements, and also look at how
impairment testing has been simplified for notfor-profit entities with specialised, non-cashgenerating assets.
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Discount rate
The discount rate (rates) shall be a pre-tax rate (rates) that reflect(s)
current market assessments of:
(a) the time value of money; and
(b) the risks specific to the asset for which the future cash flow
estimates have not been adjusted.
AASB 136, paragraph 55
A rate that reflects current market assessments of the time value of
money and the risks specific to the asset is the return that investors
would require if they were to choose an investment that would
generate cash flows of amounts, timing and risk profile equivalent to
those that the entity expects to derive from the asset.
This rate is estimated from the rate implicit in current market
transactions for similar assets or from the weighted average cost
of capital of a listed entity that has a single asset (or a portfolio of
assets) similar in terms of service potential and risks to the asset
under review. However, the discount rate(s) used to measure an
asset’s value in use shall not reflect risks for which the future cash
flow estimates have been adjusted. Otherwise, the effect of some
assumptions will be double-counted.
AASB 136, paragraph 56
Using a group WACC to test a single asset or CGU
The first type of common error you could make when determining
the discount rate of a specific asset or CGU is using your unadjusted
weighted average cost of capital (WACC) when your group has multiple
assets and projects.
Although AASB 136 does refer to WACC, this can only be used for a single
asset company because AASB 136 requires that the discount rate must
reflect the risks specific to the asset.
Example
Entity A has three business lines:
• Business line X is a steady annuity business that Entity A is a market
leader in this area
• Business line Y is a profitable business line three years into its estimated
product lifecycle of ten years
• Business line Z is in the start-up phase and represents the use of
innovative and unproven technology to enter a new market sector.
It would be inappropriate to use Entity A’s WACC as the discount rate to
test Business Z for impairment.
Blind Freddy Error 1
Using the unadjusted WACC as the discount rate in a value in use
calculation for a specific asset or CGU that does not have the same
risk profile as the rest of the entity.

Double counting adjustments for variability in future cash flows
In Part 2a we discussed the two available methods used to address the
risk of variations with cash flows, i.e. either:
• Adjust the cash flows to reflect the uncertainty and ranges of cash
flows, or
• Use a discount rate that incorporates the risk of uncertainty.
A ‘Blind Freddy’ error is to incorporate uncertainty into both the cash
flow forecasts and adjust the discount rate for this uncertainty.
When an asset-specific rate is not directly available from the market,
an entity uses surrogates to estimate the discount rate. Appendix A
provides additional guidance on estimating the discount rate in such
circumstances.
AASB 136, paragraph 57
The techniques used to estimate future cash flows and interest
rates will vary from one situation to another depending on the
circumstances surrounding the asset in question. However, the
following general principles govern any application of present value
techniques in measuring assets:
(a) ….For example, a discount rate of 12 per cent might be applied
to contractual cash flows of a loan receivable. That rate reflects
expectations about future defaults from loans with particular
characteristics. That same 12 per cent rate should not be used to
discount expected cash flows because those cash flows already
reflect assumptions about future defaults.
Extract of AASB 136, paragraph A3(a) of Appendix A
Appendix A is an integral part of AASB 136.

Blind Freddy Error 2
Double counting adjustments for variability in cash flows (and not
reading Appendix A of AASB 136 - This appendix is an integral part of
the Standard).
Applying bias (optimism) to discount rates
Appendix A expressly states that discount rates are to be free from bias.
The techniques used to estimate future cash flows and interest
rates will vary from one situation to another depending on the
circumstances surrounding the asset in question. However, the
following general principles govern any application of present value
techniques in measuring assets:
(b) Estimated cash flows and discount rates should be free from both
bias and factors unrelated to the asset in question..
Extract of AASB 136, paragraph A3(b) of Appendix A
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Example
Entity B has a pre-tax WACC of 10%.
It has three business units, two profitable and in well-established sectors
(X&Y), and a third business sector (Z) that is only marginally profitable, in
a highly competitive market and in a sector that is experiencing declining
demand.
It would be wrong to apply a 10% discount rate to business line Z.
As a starting point in making such an estimate, the entity might take
into account the following rates:
(a) the entity’s weighted average cost of capital determined using
techniques such as the Capital Asset Pricing Model;
(b) the entity’s incremental borrowing rate; and
(c) other market borrowing rates.
AASB 136, paragraph A17 of Appendix A
However, these rates must be adjusted:
(a) to reflect the way that the market would assess the specific risks
associated with the asset’s estimated cash flows; and
(b) to exclude risks that are not relevant to the asset’s estimated cash
flows or for which the estimated cash flows have been adjusted.
Consideration should be given to risks such as country risk, currency
risk and price risk.
AASB 136, paragraph A18 of Appendix A

Blind Freddy Error 3
Applying bias to discount rates by not making appropriate
adjustments for specific risks associated with an asset.
Using an unadjusted incremental borrowing rate as the discount rate
In many cases, an entity’s borrowing rate will be reduced, either because
the lender has security over assets that are not being evaluated for
impairment, or because of the impact of other revenue streams of
the entity. Unless an entity is a single asset entity, it is unlikely the
incremental borrowing rate reflects an asset specific discount rate.
Blind Freddy Error 4
Using an unadjusted borrowing rate as the discount rate for entities
that are not single asset entities.
Not adjusting WACC for security over assets that are not being
evaluated for impairment, or the impact of other revenue streams of
the entity
Entity C has two operating business - one is to operate as an investment
property business, renting out commercial buildings, and the other is a
retail operation in the garden centre sector.
Entity C’s borrowings are fully secured against all of its properties and it
therefore has a reduced cost of borrowings because of the security given
to the lender.

It would be wrong to apply an unadjusted WACC to the garden centre
business because of the impact on the borrowing rate of the security
given on the investment properties.
Blind Freddy Error 5
Using an unadjusted WACC where the input for the cost of borrowings
has been inappropriately reduced by the impact of securities given
against borrowings.
Not using a pre-tax discount rate
Paragraph 55 requires the discount rate used to be a pre-tax rate.
Therefore, when the basis used to estimate the discount rate is posttax, that basis is adjusted to reflect a pre-tax rate
AASB 136, paragraph A20 of Appendix A
Example
Entity D is a single asset business and has a WACC of 10%. Entity D uses
10% as the discount rate in the VIU model.
This is not in line with the requirements of AASB 136 to use a pre-tax
discount rate because WACC is a post-tax discount rate.
Blind Freddy Error 6
Using WACC, which is a post-tax rate as the discount rate for the
VIU model.
Incorrectly calculating a pre-tax discount rate
Example
Entity E is a single asset business and has a WACC of 10%.
Entity E calculates the pre-tax discount rate (assuming a corporate tax
rate of 30%) to be 14.28% (10%/0.7) as the discount rate in the VIU
model.
Unfortunately, calculating a pre-tax discount rate is not as simple as
grossing up the post-tax discount rate. If a post-tax borrowing rate or
WACC is used as a starting point for determining a pre-tax discount rate,
a two step process needs to be adopted, i.e.:
1. Determine the post-tax cash flows by modelling out the quantum and
timing of tax payments to arrive at post-tax cash flows, which can
then be discounted using the WACC (post-tax discount rate) to arrive
at ‘recoverable amount’, and then
2. Use the ‘recoverable amount’ and pre-tax cash flows to determine the
internal rate of return/pre-tax discount rate.
Blind Freddy Error 7
Doing a simple gross up of the WACC/post-tax discount rate to arrive
at a pre-tax discount rate.
Next month
In next month’s article we look at common errors made when
determining ‘fair value less costs of disposal’.
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ATO SEEKING VIEWS ON TYPES OF GENERAL
PURPOSE FINANCIAL REPORTS REQUIRED BY
MULTINATIONAL ENTITIES
In our December 2015 Accounting News, we noted the passage through Parliament of the Tax Laws Amendment (Combining Multinational Tax
Avoidance) Bill 2015, which will require multinational corporations with global revenue of $1 billion or more, to give the Tax Commissioner general
purpose financial statements (GPFS) with their annual tax return. These new rules apply to income years beginning on or after 1 July 2016.
Our article highlighted problems in the new s3CA of the Taxation Administration Act 1953, including that it did not specify whether:
• These GPFS need to be audited
• Reduced disclosures would be permitted (Tier 2), and
• Consolidated financial statements of the overseas parent could be lodged.
On 15 August 2016, the Australian Tax Office (ATO) released for consultation, Provision of general purpose financial statements by significant global
entities which seeks to clarify these issues.
Entities most likely to be affected by these amendments are Australian entities part of a multinational group that currently do not lodge any financial
statements with the Australian Securities and Investments Commission (ASIC), because, for example:
• They are grandfathered, or
• They are relieved from lodging financial statements because they are small and not part of a large Australian group (Class Order 98/98) or because
the wholly-owned subsidiary Class Order 98/1418 is being applied.
Grandfathered entities
These proposals mean that the ‘grandfathering’ exemption from lodging financial statements with ASIC will no longer apply to entities that are part of
a multinational group with $1 billion revenue or more. This is because the ATO will be required to send these GPFS to ASIC for lodgement on the public
record.
Comments close
The closing date for submissions is 30 September 2016. We encourage you to submit comments if you will be impacted by the amendments.

PROPOSED CHANGES
TO CLARIFY THE
DEFINITION OF
A BUSINESS AND
ACCOUNTING FOR
PREVIOUSLY HELD
INTERESTS
The International Accounting Standards Board (IASB) recently issued
Exposure Draft ED/2016/01 Definition of a Business and Accounting for
Previously Held Interests (ED 275 in Australia) that proposes to amend
AASB 3 Business Combinations and AASB 11 Joint Arrangements to clarify:
• The definition of a ‘business’, and
• How to account for a previously held interest when an entity obtains
control of a business that is a joint operation, and when it obtains
joint control of a business that is a joint operation.
The proposed changes are a result of feedback received by the IASB in its
post-implementation review of IFRS 3 Business Combinations (AASB 3).
These changes are in line with similar US proposals which would result in
IFRS 3 and US GAAP regarding business combinations being substantially
converged.
Changes to AASB 3 - Accounting for previously held interests –
obtaining control of a joint operation
ED 275 proposes to clarify that, when an entity obtains control of a
business that is a joint operation, the entity applies the requirements
for a business combination achieved in stages, including remeasuring
previously held interests in the assets and liabilities of the joint operation
to fair value.
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Changes to AASB 3 - Definition of a ‘business’
ED 275 includes the following proposals to clarify the definition of a ‘business’:
a) To be considered a business, an acquired set of activities and assets must include, at a minimum,
an input and a substantive process that together have the ability to contribute to the creation of
outputs. This means that it would not be necessary for all of the inputs and processes needed to
create outputs to be acquired for the set of activities and assets to be a business
b) Removing the statement that a set of activities and assets is a business if market participants
can replace the missing elements and continue to produce outputs
c) Revising the definition of ‘outputs’ to focus on goods and services provided to customers, and
removing the reference to the ability to reduce costs
d) The acquisition does not constitute a ‘business’ if, at the transaction date, substantially all of the
fair value of the gross assets acquired is concentrated in a single identifiable asset or group of
similar identifiable assets
e) Adding guidance to help determine whether a substantive process has been acquired, and
f) Adding examples to help with the interpretation of what is considered a business.
Changes to AASB 3 - Transition
The IASB is proposing that both these amendments to AASB 3 only apply to a business combination
where the acquisition date is on or after the beginning of the first annual reporting period beginning
on or after the effective date of the amendments, with early adoption permitted.
Accounting for previously held interest – obtaining joint control of a joint operation
The IFRS Interpretations Committee noted that there is diversity in practice in accounting for
previously held interests in the assets and liabilities of a joint operation when an investor obtains
joint control of a business that is a joint operation. The issue is whether an entity applies the
requirements for a business combination achieved in stages to those previously held interests when
the investors obtains joint control.
In ED 275, the IASB proposes that, when an investor obtains joint control of a business that is a
joint operation, the entity should not remeasure previously held interests in the assets and
liabilities of the joint operation. This is because the fact pattern is analogous to a transaction where
an investment in an associate becomes an investment in a joint venture and vice versa. In such
cases, AASB 128 Investment in Associates and Joint Ventures, paragraph 24, prevents the investor
from remeasuring its retained interests.
Transition
The IASB is proposing that this amendment to AASB 11 only applies to transactions for which joint
control is obtained on or after the beginning of the first annual reporting period beginning on or
after the effective date of the amendment, with early adoption permitted.

SIMPLIFIED IMPAIRMENT
REQUIREMENTS FOR NFPS –
NO MORE ASSESSMENT OF
DEPRECIATED REPLACEMENT COST
The Australian Accounting Standards Board (AASB) recently issued amendments to AASB 136
Impairment of Assets (AASB 2016-4 Amendments to Australian Accounting Standards – Recoverable
Amount of Non-Cash-Generating Specialised Assets of Not-for-Profit Entities) meaning that not-forprofit entities (NFPs) measuring specialised, non-cash-generating assets using the fair value model
will, in future, no longer be required to perform impairment testing under AASB 136.
‘NFP public sector entities holding non-cash-generating specialised assets at fair value in
accordance with AASB 13 Fair Value Measurement no longer need to consider AASB 136
Impairment of Assets. NFP entities (such as charities) holding such assets at cost will determine
recoverable amounts using current replacement cost in AASB 13. The proposed amendments
will simplify and clarify impairment testing for all NFPs.’
Quote by Kris Peach, Chair of the AASB (Media Release 30 June 2016)
Why the change?
To date there has been confusion amongst preparers, auditors and valuers about whether
‘depreciated replacement cost’ under AASB 136 and ‘current replacement cost’ under AASB 13
mean the same thing.
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'The amendments are long overdue as stakeholders have been confused about how current
replacement cost as a measure of fair value under AASB 13 and depreciated replacement cost as
a measure of value in use under AASB 136 interact’.
Quote by Kris Peach, Chair of the AASB (Media Release 30 June 2016)

The AASB believe that there is no difference between ‘depreciated replacement cost’ (AASB 136)
and ‘current replacement cost’ (AASB 13), and that both concepts would require consideration of
obsolescence, including the intention to scrap assets:
• Depreciated replacement cost in AASB 136 – via accumulated depreciation
• Current replacement cost in AASB 13 – via technical and economic obsolescence (AASB 13,
paragraph B9).
What’s changed?
To simplify the AASB 136 impairment requirements for NFPs with these specialised, non-cashgenerating assets, the AASB has therefore amended AASB 136 by deleting:
• Paragraph Aus 6.1 which makes reference to ‘depreciated replacement cost’ as a proxy for ‘value
in use’ when the future economic benefits of the asset are not primarily dependent on the
asset’s ability to generate net cash inflows and where the entity would, if deprived of the asset,
replace its remaining future economic benefits
• The definition of ‘depreciated replacement cost’ in paragraph Aus 6.2
• Paragraphs Aus 32.1 and Aus 32.2.
Paragraph Aus 5.1 has also been added to explain that given that assets of NFPs, which are not
held to primarily generate cash inflows, are rarely sold, their cost of disposal is typically negligible.
Accordingly, the recoverable amount of these assets is expected to be materially the same as fair
value determined under AASB 13.
What does this mean in practice?
These changes should simplify the impairment assessment because preparers can basically bypass
the ‘value in use’ assessment and go straight to the current replacement cost fair value model in
AASB 13, ignoring disposal costs as these would usually be negligible.
However, as the AASB noted, ‘current replacement cost’ reflects obsolescence (which according
to AASB 13, paragraph B9 includes physical deterioration, and functional and economic
obsolescence). NFPs will need to pay attention to values assigned by valuers to ensure that, where
‘current replacement cost’ is used in assessing fair value of their assets, it properly reflects the
requirements of AASB 13.
When do these changes become effective?
The amendments apply to annual periods beginning on or after 1 January 2017.

UPDATED NFP FINANCIAL
REPORTING GUIDE FROM
CHARTERED ACCOUNTANTS
AUSTRALIA AND NEW ZEALAND
Chartered Accountants Australia and New Zealand recently issued its updated financial reporting
guide for not-for-profit entities (NFPs), Enhancing not-for-profit annual and financial reporting
(Fifth edition).
The guide includes practical guidance on best practice reporting by NFPs. In addition to corporate
governance matters, the guide also includes a useful summary of financial reporting requirements
for different types of NFPs (e.g. whether reporting under Corporations Act 2001 or the Australian
Charities and Not-for-profits Commission Act 2012) as well as example financial reports.
We recommend that you refer to this guidance when preparing annual and financial reports for
NFPs.
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FOR MORE INFORMATION

NEW BDO PUBLICATIONS

ADELAIDE

The Audit section of our website includes a range of publications on IFRS issues. Look for the
‘Global IFRS Resources’ link which includes resources such as:
• IFRS at a Glance – ‘one page’ and short summaries of all IFRS standards
• Need to Knows – updates on major IASB projects and highlights practical implications of
forthcoming changes to accounting standards. Recent Need to Knows include IFRS 16 Leases
(July 2016), IFRS 9 (2014) Financial Instruments – Classification and Measurement (April 2015),
IFRS 9 Financial Instruments - Impairment of Financial Assets (Dec 2014), IFRS 15 Revenue from
Contracts with Customers (Aug 2014) and Hedge Accounting (IFRS 9 Financial Instruments) (Jan
2014)
• IFRS in Practice – practical information about the application of key aspects of IFRS, including
industry specific guidance. Recent IFRS in Practice include IFRS 15 Revenue from Contracts with
Customers - Transition (July 2016), IFRS 15 Revenue from Contracts with Customers (July 2016),
IFRS 11 Joint Arrangements (Feb 2016), IFRS 9 Financial Instruments (Oct 2015), IAS 7 Statement
of Cash Flows (May 2014), Distinguishing between a business combination and an asset
purchase in the extractives industry (March 2014), IAS 36 Impairment of Assets (Dec 2013) and
Common Errors in Financial Statements – Share-based Payment (Dec 2013)
• Comment letters on IFRS standard setting - includes BDO comments on various projects of
international standard setters, including Exposure Drafts and other Discussion Papers, when it
is considered that the issue is significant to the BDO network and its clients. Latest comment
letters include The implementation of IFRS 9 requirements by banks, IASB ED 2015-08 IFRS
Practice Statement: Application of Materiality to Financial Statements, IASB ED 2015-11 Applying
IFRS 9 Financial Instruments with IFRS 4 Insurance Contracts – Proposed amendments to IFRS
4, IASB ED 2015-3 Conceptual Framework for Financial Reporting, IASB ED 2015-5 Proposed
amendments to IAS 19 and IFRIC 14, IASB ED 2015-1 Classification of Liabilities and Basel
Committee on Banking Supervision – Guidance on accounting for expected credit losses.
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control of a business that is a joint
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