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IAS 36 Impairment of IAS 36 Impairment of AssetsAssets

Simple and 
Comprehensive
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Comprehensive

Real Cases and 
Examples
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Today’s Agenda – IAS 17 Leases

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

4. Lessors’ Financial Statements

5. Sale and Leaseback Transactions
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1. Objective and Scope

• The objective of IAS 17 Leases

– is to prescribe, for lessees and lessors, the appropriate accounting p pp p g
policies and disclosure to apply in relation to leases.

• A lease

– is an agreement whereby the lessor conveys to the lessee in return 
for a payment or series of payments the right to use an asset for an 
agreed period of time. 

© 2005-07 Nelson 4
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1. Objective and Scope

• IAS 17 shall be applied in accounting for all leases other than: 
a) leases to explore for or use minerals, oil, natural gas and similar 

non-regenerative resources; and
b) licensing agreements for such items as motion picture films, video 

recordings, plays, manuscripts, patents and copyrights.

• IAS 17 shall not be applied as the basis of measurement for:
a) property held by lessees that is accounted

for as investment property (see IAS 40),
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b) investment property provided by lessors
under operating leases (see IAS 40),

c) biological assets held by lessees under
finance leases (see IAS 41), or

d) biological assets provided by lessors
under operating leases (see IAS 41). 

Today’s Agenda – IAS 17 Leases

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

© 2005-07 Nelson 6
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2. Classification of Leases

The classification of leases adopted in IAS 17 
Is based on the extent to which risks and rewards incidental to 
ownership of a leased asset lie the the lessor or the leseee

Risks and 
Rewards

Finance
Lease

• A finance lease
– is a lease that transfers substantially all the risks 

and rewards incidental to ownership of an asset.

ownership of a leased asset lie the the lessor or the leseee.
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Operating 
Lease

p
– Title may or may not eventually be transferred.

• An operating lease
– is a lease other than a finance lease

2. Classification of Leases

Risks include the possibilities of losses
• from idle capacity or technological obsolescence and
• of variations in return because of changing economic conditions.

Risks and 
Rewards

Finance
Lease

• A lease is classified as a finance lease
– if it transfers substantially all the risks and rewards

incidental to ownership. 

of variations in return because of changing economic conditions.
Rewards may be represented by the expectation of
• of profitable operation over the asset’s economic life and
• of gain from appreciation in value or realisation of a residual value.
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Operating 
Lease

p

• A lease is classified as an operating lease
– if it does not transfer substantially all the risks and 

rewards incidental to ownership.
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2. Classification of Leases
Case

Galaxy Entertainment Group Limited (2005 Annual Report)

– Leases that substantially transfer to the Group all the 
risks and rewards of ownership of assets 
• are accounted for as finance leases.

– Leases in which a significant portion of the risks and 
rewards of ownership are retained by the lessor
• are classified as operating leases.

© 2005-07 Nelson 9

are classified as operating leases.

2. Classification of Leases

Is a hire purchase contract a lease?

Example

• The definition of a lease includes
– contracts for the hire of an asset that contain a provision giving the hirer an 

option to acquire title to the asset upon the fulfilment of agreed conditions.
– These contracts are sometimes known as hire purchase contracts.

Is a hire purchase contract classified as a

Finance
Lease

© 2005-07 Nelson 10

Is a hire purchase contract classified as a 
finance lease or an operating lease?

Operating 
Lease
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2. Classification of Leases

• Whether a lease is a finance lease or an operating lease depends on 
the substance of the transaction rather than the form of the contract. 

• Indicators of a finance lease include:Indicators of a finance lease include:

Finance
Lease

a) the lease transfers ownership of the asset to the lessee by 
the end of the lease term;

b) the lessee has the option to purchase the asset at a price 
that is expected to be sufficiently lower than the fair value 
at the date the option becomes exercisable for it to be 
reasonably certain, at the inception of the lease, that the 
option will be exercised;
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Operating 
Lease

c) the lease term is for the major part of the economic life of 
the asset even if title is not transferred;

d) at the inception of the lease the present value of the 
minimum lease payments amounts to at least
substantially all of the fair value of the leased asset; and

e) the leased assets are of such a specialised nature that only 
the lessee can use them without major modifications.

2. Classification of Leases

• Whether a lease is a finance lease or an operating lease depends on 
the substance of the transaction rather than the form of the contract. 

• Indicators of a finance lease include:Indicators of a finance lease include:

Finance
Lease Major part?

What is
• Lease term? Economic life?
• Inception of a lease?
• Minimum lease payment ……
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Operating 
Lease

c) the lease term is for the major part of the economic life of 
the asset even if title is not transferred;

d) at the inception of the lease the present value of the 
minimum lease payments amounts to at least 
substantially all of the fair value of the leased asset; and

Substantially 
all?
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2. Classification of Leases

• Whether a lease is a finance lease or an operating lease depends on 
the substance of the transaction rather than the form of the contract. 

Finance
Lease

• Indicators of situations that individually or in 
combination could also lead to a lease being 
classified as a finance lease are:
a) if the lessee can cancel the lease, the lessor’s losses

associated with the cancellation are borne by the 
lessee;

b) gains or losses from the fluctuation in the fair value of 
the residual accrue to the lessee (for example in the

© 2005-07 Nelson 13

Operating 
Lease

the residual accrue to the lessee (for example, in the 
form of a rent rebate equalling most of the sales 
proceeds at the end of the lease); and

c) the lessee has the ability to continue the lease for a 
secondary period at a rent that is substantially lower 
than market rent.

2. Classification of Leases

Lease classification is made at the inception of the lease.

What is “inception of the lease”?

Finance
Lease

p

• The inception of the lease is the earlier of
– the date of the lease agreement and
– the date of commitment by the parties to the 

principal provisions of the lease.

• As at this date:
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Operating 
Lease

a) a lease is classified as either or a finance or an 
operating lease; and

b) in the case of a finance lease,
• the amounts to be recognised at the 

commencement of the lease term
are determined.



8

2. Classification of Leases

The lease term is 
– the non-cancellable period for which the lessee has 

t t d t l th tcontracted to lease the asset 
– together with any further terms for which the lessee 

has the option to continue to lease the asset, with or 
without further payment, when at the inception of the 
lease it is reasonably certain that the lessee will 
exercise the option.

The commencement of the lease term

Finance
Lease
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– is the date from which the lessee is entitled to 
exercise its right to use the leased asset.

– It is the date of initial recognition of the lease (i.e. the 
recognition of the assets, liabilities, income or 
expenses resulting from the lease, as appropriate). 

Operating 
Lease

2. Classification of Leases

Determine the lease term of the 
following leases:
1 A lease with 2-year initial term and

Example

1. A lease with 2 year initial term and 
another 2-year further term.  The 
lessor has an option to cancel the 
further term.

2. A lease with 2-year initial term. The 
lessee has the right to extend 2-
year further term but he had not 
decided to take this term at the 

Lease term: 2 years
• The lessee has no 

discretionary right to renew

Lease term: 2 years
• It is not reasonably certain

that the lessee will exercise 
the option
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inception of the lease.
3. A lease with the same term as the 

above term but the lessee has 
decided to take the further term at 
the inception of the lease.

the option

Lease term: 4 years
• It is reasonably certain that 

the lessee will exercise the 
option
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2. Classification of Leases

Minimum lease payments are
• the payments over the lease term that the lessee is or 

can be required to make excludingcan be required to make, excluding
– contingent rent,
– costs for services and
– taxes to be paid by and reimbursed to the lessor,

• together with:
a) for a lessee, any amounts guaranteed by the lessee

or by a party related to the lessee; or
b) for a lessor, any residual value guaranteed to the 

lessor by:

Finance
Lease
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lessor by:
i) the lessee;
ii) a party related to the lessee; or
iii) a third party unrelated to the lessor that is 

financially capable of discharging the 
obligations under the guarantee.

Operating 
Lease

2. Classification of Leases

• Determine the minimum lease 
payment (MLP) of the following lease 
to the lessee and the lessor:

Example

For the lessee AJS Ltd the MLP
– AJS Ltd. has a 5-year lease to rent its 

office with an annual payment of 
$10,000.

– It makes a guarantee to the lessor, C 
& P Inc., that the office should have a 
value not less than $10,000.

– It’s parent, AJS Holding Inc., also 
makes a further guarantee of $10 000

For the lessee, AJS Ltd., the MLP 
is:
– Payments over the lease term 

$10,000 × 5 $50,000
– Guarantee

(incl. the one from parent)
$10,000 + $10,000  20,000

$70,000
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makes a further guarantee of $10,000
– C & P Inc. in turn has obtained an 

additional guarantee of $5,000 from 
the property agent.

For the lessor, C& P, the MLP is:
– MPL as above $70,000
– Guarantee from agent 5,000

$75,000
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2. Classification of Leases

• Shall we determine the classification of a lease once again when there 
are
– Changes in estimates of the economic life of the leased asset

Example

Changes in estimates of the economic life of the leased asset
– Changes in estimates of the residual value of the leased property, or 
– Default by the lessee,?

• Changes in estimates (for example, changes in estimates of the 
economic life or of the residual value of the leased property), or
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changes in circumstances (for example, default by the lessee), 
• do not give rise to a new classification of a lease for accounting 

purposes.

2. Classification of Leases

• Fat Choy has financed its business expansion by 
acquiring new production plant and equipment through 
utilising certain leasing arrangements during the year. 

Example

g g g g y
• The leases

– include options enabling Fat Choy to purchase the 
assets at their fair values at the end of the lease term.

– will last for five years, which is also the expected
useful life of the assets.

– Give Fat Choy the right to cancel the leases, and
the lessor’s losses associated with the cancellation

ill b b b F t Ch

Indicator of 
finance lease?

Indicator of 
finance lease?

Indicator of 
finance lease?

X

√

√
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will be borne by Fat Choy. 
• For simplicity, Fat Choy would like to record these 

acquisitions off the balance sheet and charge all leasing 
charges to income.

• Discuss the appropriate accounting treatment.
(Source from HKICPA)

finance lease?
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2. Classification – Lease of L&B
Lease of land and buildingsLease of land

• Lease of land and of buildings are classified
as operating or finance leases

in the same way as leases of other assets
but ……

Critical change Critical change 
and problematicand problematic
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Building 
only

Land onlyLand only

2. Classification – Lease of Land
Lease of land

• Lease of land is classified in the same way as leases of other assets• Lease of land is classified in the same way as leases of other assets
• However, as land normally has an indefinite economic life
• If title of leasehold land is not expected to pass to the lessee

⇒ Lessee normally does not receive substantially all of the
risks and rewards incidental to the ownership

⇒ In which case the lease of land will be an operating lease
• payment acquiring such leasehold represents

© 2005-07 Nelson 22

Operating 
LeaseLand onlyLand only

prepaid lease payments
• amortised over the lease term in accordance with

the pattern of benefits provided

Leasehold land
without title pass
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2. Classification – Lease of L&B
Lease of land and buildingsLease of land

Separate 
measurement

(of the land and 
buildings elements)

Land and 
Building
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Building 
only

Land onlyLand only

2. Classification – Lease of L&B
Lease of land and buildings

If a lease contains land and buildings
Title passed to

the lessee?
Yes

No

If a lease contains land and buildings
elements

2 elements are considered 
separately for lease classification

If title of both elements is expected to 
pass to the lessee

Both elements are classified as 
finance lease
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Finance
Lease

Land Building

Operating 
Lease

If title of land or both elements is NOT
expected to pass to the lessee

The land element alone is normally 
classified as an operating lease
The building element is
considered separately
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2. Classification – Lease of L&B
Lease of land and buildings

T l if d t f l f l d d b ildi• To classify and account for a lease of land and buildings
• the minimum lease payments (including any lump-sum upfront payments) 

are allocated between
– the land and
– the buildings elements

• in proportion to the relative fair values of the leasehold interests in the land 
element and buildings element of the lease at the inception of the lease

Relative Fair ValueRelative Fair Value
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Building 
only

Land onlyLand only

2. Classification – Lease of L&B
Lease of land and buildings

• If the lease payments cannot be allocated reliably between the 2 
elements
– the entire lease is classified as a finance lease
– unless it is clear that both elements are operating leases,

in which case the entire lease is classified as an operating lease

• For a lease of land and building if the land is immaterial
Th l b t t d i l it d
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– The lease may be treated as a single unit and
classified as finance or operating leases

Building 
only

Land onlyLand only
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2. Classification – Lease of L&B
Lease of land and buildings

Title passed to
the lessee?

Yes

No

Can land and building be 
reliably separated?

No

No

Yes

Minimum lease payment allocated 
in proportion to the relative fair 
values of land and building elements
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Finance
Lease

Land Building

Operating 
Lease

2. Classification – Lease of L&B

Entity A

Example

• paid a land premium • paid a land premium 

Lease of land and buildings

p p
to lease a land from 
the government for 
50 years

p p
to lease a land from 
the government for 
50 years

• then, constructed a 
building on the land

• then, constructed a 
building on the land

Can land and building be 
reliably separated?

Title passed to
the lessee?

NoNo

Yes
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building on the land 
for own use
building on the land 
for own use

Finance
Lease

Operating 
Lease

Land Building
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2. Classification – Lease of L&B

Entity A

Example

• paid a land premium • paid a land premium 

Land premium
• assumed to be the fair value of the land 

and accounted for as an operating leasep p
to lease a land from 
the government for 
50 years

p p
to lease a land from 
the government for 
50 years

• then, constructed a 
building on the land

• then, constructed a 
building on the land

and accounted for as an operating lease 
under IAS 17

• amortised over 50 years
• disclosed separately from the building cost 

as a non-current asset

Building cost
t d f t l t d
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Finance
Lease

Operating 
Lease

building on the land 
for own use
building on the land 
for own use

• accounted for as property, plant and 
equipment under IAS 16

• carried in accordance with the accounting 
policies adopted for that class of assets 
(either cost model or revaluation model)

2. Classification – Lease of L&B

Entity A

Example

• paid a land premium • paid a land premium 

10 years later, Entity B “acquired” the interest of 
the land and building for own use

p p
to lease a land from 
the government for 
50 years

p p
to lease a land from 
the government for 
50 years

• then, constructed a 
building on the land

• then, constructed a 
building on the land

At the inception of the lease (of Entity B)
• allocated between the land and the buildings

elements in proportion to the relative fair values
of the leasehold interests in the land element 
and buildings element of the lease

If NO recent transaction for a similar land
• It may be impossible to reliably identify the 

relative fair value of the land
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building on the land 
for own use
building on the land 
for own use

relative fair value of the land
• Whole lease as a finance lease

If there is recent transaction for a similar land
• The relative fair value of the land and building 

may be reliably identified
• Land as operating lease under IAS 17
• Building as PPE under IAS 16
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2. Classification – Lease of L&B

Entity A

Example

• paid a land premium • paid a land premium 

10 years later, Entity B “acquired” the interest of 
the land and building for own use 

p p
to lease a land from 
the government for 
50 years

p p
to lease a land from 
the government for 
50 years

• then, constructed a 
building on the land

• then, constructed a 
building on the land

Assuming Entity B “acquired” the property at 
$20 million and

A similar land has a fair value of $12M
Construction cost of a similar building is $4M

• $ 20M to be separated in proportion to the 
relative fair values of the land and building 
element at the inception of the lease i e by
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building on the land 
for own use
building on the land 
for own use

element at the inception of the lease, i.e. by 
$ 12M to $ 4M

• Then, the separate measurement will result 
in:
Land = $ 15M ($20M ×$12M / $16M)
Building = $ 5M ($20M × $ 4M / $16M)

2. Classification – Lease of L&B

Melco Development Limited (2005 Annual Report)

Case

p ( p )
In previous years,
– owner-occupied leasehold land and buildings were included in property, plant 

and equipment and measured using the cost model. 
In the current year,
– the Group has applied HKAS 17 Leases. 
– Under HKAS 17, the land and buildings elements of a lease of land and 

buildings are considered separately for the purposes of lease classification, 
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unless the lease payments cannot be allocated reliably between the land and 
buildings elements, in which case, the entire lease is generally treated as a 
finance lease.

– To the extent that the allocation of the lease payments between the land and 
buildings elements can be made reliably, the leasehold interests in land are 
reclassified to prepaid lease payments under operating leases, which are 
carried at cost and amortised over the lease term on a straight-line basis.
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2. Classification – Lease of L&B
Case

Accounting policy on finance lease on properties (annual report 2005):
• On adoption of the deemed cost at the date of Merger (2001), the Group 

made reference to the independent property valuation conducted as at 31 
Aug. 2001 for the purpose of the Merger, which did not split the values of the 
leasehold properties between the land and buildings elements. 

• Any means of subsequent allocation of the valuation of the leasehold 
properties at the date of Merger between the land and buildings elements 
would be notional and therefore would not represent reliable information
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would be notional and therefore would not represent reliable information.
• It is determined that the values of the land and buildings elements of the 

Group’s leasehold properties cannot be reliably split and the leasehold 
properties are treated as finance leases. 

• The Group has also adopted the revaluation model under HKAS 16 by which 
assets held for own use arising under these finance leases are measured at 
fair value less any accumulated depreciation and impairment losses.

2. Classification – Lease of L&B

Annual Report 2005
• In the opinion of the directors, the lease payments 

of the Group cannot be allocated reliably between

Case

of the Group cannot be allocated reliably between 
the land and building elements, therefore, the 
entire lease payments are included in the cost of 
land and building and are amortised over the 
shorter of the lease terms and useful lives.

Annual Report 2005
• As the Group’s lease payments cannot be 

ll t d li bl b t th l d d b ildi
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allocated reliably between the land and buildings 
elements, the entire lease payments are included 
in the cost of the land and buildings as a finance 
lease in property, plant and equipment. 

• The adoption of HKAS 17 has not resulted in any 
change in the measurement of the Group’s land 
and buildings.
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2. Classification – Separation Waived
• Exemption from separation measurement of land and building if:

– the leasehold land and buildings is classified as an 
investment property (if fulfils IAS 40) andinvestment property (if fulfils IAS 40), and

– the fair value model is adopted.
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2. Classification – Separation Waived
• Exemption from separation measurement of land and building

• Such property interest so classified even under an operating lease

– is accounted for as if it were a finance lease
– the fair value model is used

• In addition, such lease shall still be accounted for as 
a finance lease continuously, even if a subsequent 
event changes the nature of the lessee’s property 
interest so that it is no longer classified as 
i t t t l i l d
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investment property, examples include
– transferred from investment property to owner-

occupied property (at a deemed cost equal to its fair 
value at the date of change in use); or

– grants a finance lease (sublease) to an unrelated third 
party.
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Today’s Agenda – IAS 17 Leases

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

Finance
Lease

After a proper classification 
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Operating 
Lease

is made from the lessee’s 
view …...

3. Lessees’ Financial Statements

• At lease commencement, lessees shall recognise 
finance leases as assets and liabilities in their 
balance sheets at amounts equal to

Initial 
Recognition and 
Measurement balance sheets at amounts equal to

a) the fair value of the leased property, or
b) if lower, the present value of the minimum lease 

payments,
each determined at the inception of the lease.

– The discount rate to be used in calculating the 
present value of the minimum lease payments is

Finance
Lease

Measurement
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• the interest rate implicit in the lease, if this is 
practicable to determine;

• if not, the lessee's incremental borrowing rate 
shall be used.

– Any initial direct costs of the lessee are added to the 
amount recognised as an asset. 
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3. Lessees’ Financial Statements

• Minimum lease payments shall be apportioned 
between
a) the finance charge and

Subsequent 
Measurement

a) the finance charge and
b) the reduction of the outstanding liability.

• Finance charge allocated to each period during the 
lease
– so as to produce a constant periodic rate of interest

on the remaining balance of the liability.
• Contingent rents charged as expenses in the 

periods in which they are incurred

Finance
Lease
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periods in which they are incurred.

• Contingent rent is that portion of the lease payments
– that is not fixed in amount
– but is based on the future amount of a factor that changes other than with 

the passage of time
e.g. percentage of future sales, amount of future use, future price indices, 
future market rates of interest

3. Lessees’ Financial Statements

• A finance lease gives rise to
– depreciation expense for depreciable assets as well 

as

Subsequent 
Measurement

as
– finance expense for each accounting period

• The depreciation policy for depreciable leased assets
– consistent with that for depreciable assets that are 

owned, and
– the depreciation recognised shall be calculated in 

accordance with IAS 16 and IAS 38
• If there is no reasonable certainty that the lessee will

Finance
Lease
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If there is no reasonable certainty that the lessee will 
obtain ownership by the end of the lease term
– the asset shall be fully depreciated over the shorter of

• the lease term and
• its useful life
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3. Lessees’ Financial Statements

Melco Development Limited (2005 Annual Report)
Accounting policies

Assets held under finance leases are recognised as assets of the Group

Case

– Assets held under finance leases are recognised as assets of the Group
• at their fair value at the inception of the lease or,
• if lower, at the present value of the minimum lease payments.

– The corresponding liability to the lessor is included in the balance sheet as a 
finance lease obligation.

– Lease payments are apportioned between 
• finance charges and 
• reduction of the lease obligation
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reduction of the lease obligation 
so as to achieve a constant rate of interest on the remaining balance of the 
liability.

– Finance charges are charged directly to profit or loss.

3. Lessees’ Financial Statements

• In addition to meeting the requirements of IAS 32, the 
following disclosures for finance leases:
a) for each class of asset, the net carrying amount at the 

Disclosures

balance sheet date.
b) a reconciliation between the total of future minimum lease 

payments at the balance sheet date, and their present 
value. In addition, an entity shall disclose the total of 
future minimum lease payments at the balance sheet 
date, and their present value, for each of the following 
periods:

i) not later than one year;
ii) later than one year and not later than five years;

Finance
Lease
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) y y ;
iii) later than five years.

c) contingent rents recognised as an expense in the period.
d) the total of future minimum sublease payments expected 

to be received under non-cancellable subleases at the 
balance sheet date.

e) a general description of the lessee’s material leasing 
arrangements.
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3. Lessees’ Financial Statements

Melco Development Limited (2005 Annual Report)
Note 45 – Obligation under Finance Lease

It is the Group’s policy to lease certain of its furniture fixtures and equipment

Case

– It is the Group s policy to lease certain of its furniture, fixtures and equipment 
under finance leases.

– The average lease term is five years.
– Interest rates underlying all obligation under finance leases are fixed at 

respective contract dates at 8% (2004: 3%). 
– All leases are on a fixed repayment basis and no arrangements have been 

entered into for contingent rental payments. (Figures in next slides)
– The Group’s obligations under finance leases are secured by the lessor's 
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charge over the leased assets. 
– All finance lease obligations are denominated in Hong Kong dollars, the 

functional currency of the Group’s entity which enters into the lease 
transaction.

– The directors consider that the carrying amount of the obligation under finance 
leases approximates their fair value.

3. Lessees’ Financial Statements
Case

© 2005-07 Nelson 44
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3. Lessees’ Financial Statements

• CPL has estimated that 
– a machine with a market value of $5 million will be required, and 

Example

– it is expected to have a resale value of $1 million. 
– this represents a fair estimate of the market value of the machine at the end 

of the project’s 5-year life.
– this machine is popular in Taiwan and it has a normal useful life of 6 years.

• Alternatively, CPL could lease the machine
– for 5 equal annual payments of $1,050,000 commencing immediately and 

payable at the beginning of each year
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payable at the beginning of each year. 
– The machine has to be returned to the lessor at the end of the lease period.

• Discuss the proper accounting treatment for the lease (by assuming 
implicit interest rate at 10%).

(Source from HKICPA)

3. Lessees’ Financial Statements

• Based on the example information, as CPL has not guaranteed any 
residual value, the present value of minimum lease payments:
$1 050 000 x 4 1698 = $4 378 290

AnswersAnswers

$1,050,000 x 4.1698  $4,378,290
where 4.1698 is the total of discount factor of 10% for 5 years.

• When compared to the fair value, 4,378,290 / 5,000,000 = 87.57%. 
• Although it is slightly less than 90%, it still seems difficult for CPL to 

argue that the present value of the minimum lease payments does not 
amount to substantially all of the fair value of the leased asset.

• Since the lease term is for the major part (83%) of the economic life of 
th t d th t l f th i i l t
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the asset and the present value of the minimum lease payments 
amounts to a substantial portion of the fair value (87.57%) of the leased 
asset, it is difficult for CPL to argue that they have not acquired 
substantially all of the risks and benefits associated with the machine.

• Thus the value of the asset ($4,378,290) along with the corresponding 
lease obligation should be shown on the balance sheet.
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3. Lessees’ Financial Statements

• Lease payments ($1,050,000) should be apportioned between the 
finance charge and the reduction of the outstanding obligation.

• For example at the end of year 1 $332 829 should be allocated to the

AnswersAnswers

For example, at the end of year 1, $332,829 should be allocated to the 
finance charge and the balance ($717,171) should be regarded as the 
reduction of the outstanding obligation.

Year Principal Payment Outstanding 10% Balance c/f
1 4,378,290 1,050,000 3,328,290 332,829 3,661,119
2 3,661,119 1,050,000 2,611,119 261,112 2,872,231
3 2,872,231 1,050,000 1,822,231 182,223 2,004,454
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4 2,004,454 1,050,000 954,454 95,546 1,050,000
5 1,050,000 1,050,000 0 0

3. Lessees’ Financial Statements

• This finance lease will give rise to a depreciation expense for the asset 
as well as a finance expense for each accounting period.

• The depreciation policy for leased assets should be consistent with that

AnswersAnswers

The depreciation policy for leased assets should be consistent with that 
for depreciable assets which are owned, and the depreciation 
recognised should be calculated on the basis set out in IAS 16 "Property, 
plant and equipment". 

• If there is no reasonable certainty that the lessee will obtain ownership 
by the end of the lease term, the asset should be fully depreciated over 
the shorter of the lease term or its useful life,
– thus a depreciation expense of $4,378,290 / 5 years = $875,658 will be 
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p p $ , , y $ ,
recognised over the 5 years.
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3. Lessees’ Financial Statements

• Lease payments under an operating lease
– shall be recognised as an expense on a 

straight line basis over the lease term

Recognition 
(Initial and 
Subsequent) straight-line basis over the lease term

– unless another systematic basis is more 
representative of the time pattern of the user’s 
benefit

Subsequent)
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Operating 
Lease

3. Lessees’ Financial Statements

• Lessees shall, in addition to meeting the requirements of 
IAS 32, make the following disclosures for operating leases:
a) the total of future minimum lease payments under non-

Disclosures

) p y
cancellable operating leases for each of the following 
periods:
i) not later than one year;
ii) later than one year and not later than five years;
iii) later than five years.

b) the total of future minimum sublease payments
expected to be received under non-cancellable 
subleases at the balance sheet date.
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Operating 
Lease

c) lease and sublease payments recognised as an 
expense in the period, with separate amounts for 
minimum lease payments, contingent rents, and 
sublease payments.

d) a general description of the lessee’s significant leasing 
arrangements.
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3. Lessees’ Financial Statements

Melco Development Limited (2005 Annual Report)

Case
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3. Lessees’ Financial Statements

Melco Development Limited (2005 Annual Report)

Case

Note 53 – Operating leases (continued)
– The Group leases certain of its properties under 

operating lease arrangements.
– Leases for properties are negotiated for a term 

ranging from 3 to 10 years.
– In addition, the Group may pay additional rental 

expenses in respect of certain premises which are 
dependent upon the level of revenue achieved by 
particular slot lounges.

Contingent Rent
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p g
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3. Lessees’ Financial Statements

• SIC Interpretation 15 “Operating Leases – Incentives” also 
clarifies that:
– All incentives for the agreement of a new or renewed 

operating lease shall be recognised as an integral part of the 
net consideration agreed for the use of the leased asset, 
• irrespective of the incentive's nature or form or the timing of 
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p g
payments ……

– The lessee shall recognise the aggregate benefit of 
incentives as a reduction of rental expense over the lease 
term, on a straight-line basis
• unless another systematic basis is representative of the time 

pattern of the lessee's benefit from the use of the leased asset.

3. Lessees’ Financial Statements

• ABC Limited has signed a 5 years contract to lease a new office from 
2007 to 2011 with a monthly rental payment of $20,000.

Example

• ABC is granted with a rent-free period of 6 months in 2007.

• For the year end 31 December 2007, ABC paid rental of $120,000 and 
charged it to the income statement.

• Discuss.
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3. Lessees’ Financial Statements

• IAS 17 requires that lease payments under an operating lease shall be 
recognised as an expense on a straight-line basis over the lease term.
The payment made by ABC in 2007 only represents the cash flow

AnswersAnswers

• The payment made by ABC in 2007 only represents the cash flow 
($120,000) and the lease expense for 2007 should be:

$20,000 x (60 months – 6 months) ÷ 5 years = $216,000.
• In other words, a payable would be accounted for in the financial 

statements of 2007 as follows:

Dr. Payable 120,000
Cr Cash 120 000
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Cr. Cash 120,000
Being cash rental paid during 2007

Dr. Income statement 216,000
Cr. Payable 216,000

Being the rental charges for 2007

Today’s Agenda – IAS 17 Leases

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

4. Lessors’ Financial Statements

Finance
Lease After a proper classification
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Operating 
Lease

After a proper classification 
is made from the lessor’s 
view …...
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4. Lessors’ Financial Statements

Lessors shall
a) recognise assets held under a finance lease in 

their balance sheets and

Initial 
Recognition and 
Measurement their balance sheets and

b) present them as a receivable at an amount equal 
to the net investment in the lease. 
– Net investment in the lease is

• the gross investment in the lease discounted at 
the interest rate implicit in the lease.

– Gross investment in the lease is the aggregate of:
a) the minimum lease payments receivable by the 

Measurement

Finance
Lease
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lessor under a finance lease, and
b) any unguaranteed residual value accruing to 

the lessor
– Unguaranteed residual value is that portion of the 

residual value of the leased asset, the realisation of 
which by the lessor is not assured or is guaranteed 
solely by a party related to the lessor.

4. Lessors’ Financial Statements

• The recognition of finance income
– shall be based on a pattern reflecting a constant 

periodic rate of return on the lessor's net

Subsequent 
Measurement

periodic rate of return on the lessor's net 
investment in the finance lease

Finance
Lease
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4. Lessors’ Financial Statements

• Manufacturer or dealer lessors
– shall recognise selling profit or loss in the 

period in accordance with the policy followed

Leases for 
Manufacturer or 
Dealer Lessors period, in accordance with the policy followed 

by the entity for outright sales.
• If artificially low rates of interest are quoted

– selling profit shall be restricted to that which 
would apply if a market rate of interest were 
charged.

• Costs incurred by manufacturer or dealer lessors in 
ti ith ti ti d i l

Dealer Lessors

Finance
Lease
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connection with negotiating and arranging a lease
– shall be recognised as an expense when the 

selling profit is recognised. 

4. Lessors’ Financial Statements

Lessors shall, in addition to meeting the requirements 
in IAS 32, disclose the following for finance leases:
a) a reconciliation between the gross investment in the

Disclosures

a) a reconciliation between the gross investment in the 
lease at the balance sheet date, and the present value of 
minimum lease payments receivable at the balance sheet 
date. In addition, an entity shall disclose the gross 
investment in the lease and the present value of 
minimum lease payments receivable at the balance sheet 
date, for each of the following periods:

i) not later than one year;
ii) later than one year and not later than five years;
iii) later than five years

Finance
Lease
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iii) later than five years.
b) unearned finance income.
c) the unguaranteed residual values accruing to the benefit 

of the lessor.
d) the accumulated allowance for uncollectible minimum 

lease payments receivable.
e) contingent rents recognised as income in the period.
f) a general description of material leasing arrangements
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4. Lessors’ Financial Statements

• C&P Inc. was used to sell its self-manufactured motor car at $500,000 
at cash price and the cost of the car was about $280,000.

• In order to boom its sale C&P Inc offers 2 plans of instalment sale to

Example

In order to boom its sale, C&P Inc. offers 2 plans of instalment sale to 
its customers:
1. Customers can buy the car at $550,000 and repay the consideration in 12 

equal instalment over a year at zero interest.
2. Customers can buy the car at $500,000 and then arrange a 48-month 

instalment plan with the subsidiary of C&P Inc. and the interest rate is 10% 
per annum on the outstanding balance.

• Discuss the implication on the selling profit to C&P Inc.
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• The outright profit on the sale is still $220,000 ($500,000 - $280,000).
• Even for plan 1, the selling profit should still be restricted to $220,000.

– Since no interest (i.e. an artificially low rate of interest) is quoted, selling 
profit shall be restricted to that which would apply if a market rate of interest 
were charged.

– The excess of selling profit is an compensation on the loss of interest.

4. Lessors’ Financial Statements

• Lessors shall present assets subject to operating 
leases in their balance sheets according to the nature 
of the asset

Recognition 
(Initial and 
Subsequent) of the asset.

• Lease income from operating leases
– shall be recognised in income on a straight-line basis 

over the lease term
– unless another systematic basis is more representative 

of the time pattern in which use benefit derived from the 
leased asset is diminished

Subsequent)
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Operating 
Lease
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4. Lessors’ Financial Statements

• Initial direct costs incurred by lessors
– shall be added to the carrying amount of the leased 

asset and

Recognition 
(Initial and 
Subsequent) asset and

– recognised as an expense over the lease term on the 
same basis as the lease income

• Depreciation policy for depreciable leased assets
– shall be consistent with the lessor’s normal 

depreciation policy
– depreciation shall be calculated in accordance with IAS 

16 and 38

Subsequent)
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Operating 
Lease

4. Lessors’ Financial Statements

• Lessors shall, in addition to meeting the requirements 
of IAS 32, disclose the following for operating leases:
a) the future minimum lease payments under non

Disclosures

a) the future minimum lease payments under non-
cancellable operating leases in the aggregate and for 
each of the following periods:
i) not later than one year;
ii) later than one year and not later than five years;
iii) later than five years.

b) total contingent rents recognised 
as income in the period.
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c) a general description of the
lessor’s leasing arrangements. 

Operating 
Lease
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Today’s Agenda – IAS 17 Leases

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

4. Lessors’ Financial Statements

5. Sale and Leaseback Transactions
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If a sale and leaseback transaction results in

5. Sale and Leaseback Transactions
Finance
Lease

• Any excess of sales proceeds over the carrying amount
– shall not be immediately recognised as income by a seller-lessee

• Instead, it shall be deferred and amortised over the lease term
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If a sale and leaseback transaction results in

5. Sale and Leaseback Transactions
Operating 

Lease

• The asset’s Sales Price is compared with its Fair Value

Sales Price = Fair Value

Sales Price < Fair Value

• Profit / loss shall be recognised immediately

• Profit / loss shall be recognised immediately
except that:
If the loss is compensated by future lease 
payments at below market price
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Sales Price > Fair Value

⇒The loss shall be deferred and 
amortised in proportion to the lease 
payments over the period for which the 
asset is expected to be used.

• The excess over fair value shall be deferred 
and amortised over the period for which the 
asset is expected to be used

If a sale and leaseback transaction results in

5. Sale and Leaseback Transactions
Operating 

Lease

• If the Fair Value at the time of a sale and leaseback transaction is less 
than the Carrying Amount of the asset

Fair Value < Carrying Amount

• a loss equal to the amount of the difference between the carrying 
amount and fair value shall be recognised immediately

• The asset’s Sales Price is compared with its Fair Value
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amount and fair value shall be recognised immediately
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5. Sale and Leaseback Transactions

Disclosure in respect of sale and leaseback transactions
• Disclosure requirements for lessees and lessors apply equally to 

sale and leaseback transactions.
• The required description of material leasing arrangements leads 

to disclosure of unique or unusual provisions of the agreement or 
terms of the sale and leaseback transactions.

• Sale and leaseback transactions may trigger the separate 
disclosure criteria in IAS 1 Presentation of Financial Statements.
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5. Sale and Leaseback Transactions

• Axe’s financial year end is 31 Dec. 2000.
• On 1 Jan. 2000, Axe sold its computer software and hardware to Lake, 

Example

a public limited company, for $310 million.
• The assets were leased back for 4 years under an operating lease 

whereby Lake agreed to maintain and upgrade the computer facilities.
• The fair value of the assets sold was $190 million.
• The carrying value based on depreciated historical cost was $90 million.
• The lease rental payments were $45 million per annum, payable on 1 

Jan. in advance, which represented a premium of 50% of the normal 
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, p p
cost of such a lease.

• Advise the financial director on the way in which the above transaction 
would be dealt with under current IAS.

• A discount rate of 10% should be used for 3 years at 10% is $2.49.

(Source from ACCA)
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5. Sale and Leaseback Transactions

• The assets which have been sold and leased back (the computer software and 
hardware) should be treated as a sale and the operating lease treated under IAS 
17 which would keep the lease off the balance sheet and only charge the rentals 

AnswersAnswers

p y g
against profit.

• If the transaction is at fair value then immediate recognition of the profit or loss 
on the sale of the asset should occur.

• However, where the transaction is above fair value, the profit based on fair value 
should be recognised immediately ($190 million - $90 million, i.e. $100 million).

• The balance of the sales value over the fair value should be deferred and 
amortised over period for which the asset is expected to be used (($310 million -
$190 million) / 4 years i e $30 million per annum)
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$190 million) / 4 years, i.e. $30 million per annum).
• However, as the sales value is not the fair value, it is evident that the rental 

payments have been adjusted for the excess price paid for the assets and it 
appears that the substance of the transaction is the sale of an asset and a loan 
which equates to the deferred income element.

• Thus the premium of $15 million may be more a financing cost with the excess 
over the fair value being shown as a loan ($120 million) with part of the costs of 
the operating lease being treated as repayment of capital and interest.

Today’s Agenda

IAS 17 LeasesS eases

IAS 36 Impairment of AssetsIAS 36 Impairment of Assets
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Impairment of Assets – Summary 

Triggering At each reporting date, an entity shall assess 
whether there is any indication that an asset may

It is the higher of an asset’s

events

Recoverable 
Amount

whether there is any indication that an asset may 
be impaired.
If any such indication exists, the entity shall 
estimate the recoverable amount of the asset.

andFair Value Less 
Costs to Sell Value in Use
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Impairment 
Loss

If, and only if, the recoverable amount of an 
asset is less than its carrying amount
• The carrying amount of the asset shall be 

reduced to its recoverable amount.
• That reduction is an impairment loss.

Today’s Agenda – IAS 36 Impairment

1. Objective
D fi itiD fi iti

j

2. Scope

3. Identifying an Asset That May Be Impaired

4. Measuring Recoverable Amount

5. Recognising and Measuring an Impairment 
Loss

6 C h ti U it d G d ill

DefinitionDefinition

RecognitionRecognition

MeasurementMeasurement
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6. Cash-generating Unit and Goodwill

7. Impairment Loss

8. Reversing an Impairment Loss

9. Disclosures

Presentation and Presentation and 
DisclosureDisclosure
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1. Objective

• IAS 36 Impairment of Assets
– is to prescribe the procedures that an entity applies to 

ensure that its assets are carried at no more than their 
recoverable amount

– The recoverable amount of an asset or a cash-generating 
unit is the higher of its fair value less costs to sell and its 
value in use
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1. Objective

• IAS 36 Impairment of Assets
– An asset is carried at more than its recoverable amount

• if its carrying amount exceeds the amount to be recovered 
through use or sale of the asset.

– If this is the case, 
• the asset is described as impaired and 
• IAS 36 requires the entity to recognise an impairment loss.

• Carrying amount is 
– the amount at which an asset is recognised
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– the amount at which an asset is recognised
– after deducting 

• any accumulated depreciation (amortisation) and
• any accumulated impairment losses thereon.

• An impairment loss is the amount by which the carrying 
amount of an asset (or a cash-generating unit) exceeds 
its recoverable amount. 
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Today’s Agenda – IAS 36 Impairment

1. Objectivej

2. Scope
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2. Scope

IAS 36 shall be applied in accounting for the impairment of all assets, 
other than:
a) inventories (see IAS 2)a) inventories (see IAS 2)
b) assets arising from construction contracts (see IAS 11)
c) deferred tax assets (see IAS 12)
d) assets arising from employee benefits (see IAS 19)
e) financial assets that are within the scope of IAS 39

Financial Instruments: Recognition and Measurement (see IAS 39)
f) investment property that is measured at fair value (see IAS 40)
g) biological assets related to agricultural activity that are 

d f i l l i d i f l ( IAS 41)
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measured at fair value less estimated point-of-sale costs (see IAS 41)
h) deferred acquisition costs, and intangible assets, arising from

an insurer’s contractual rights under insurance contracts
within the scope of IFRS 4 Insurance Contracts (see IFRS 4)

i) non-current assets (or disposal groups) classified as held 
for sale in accordance with IFRS 5 Non-current Assets
Held for Sale and Discontinued Operations (see IFRS 5)
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2. Scope

IAS 36 applies to financial assets classified as:
a) subsidiaries, as defined in IAS 27 Consolidated and Separate Financial 

Statements;;
b) associates, as defined in IAS 28 Investments in Associates; and
c) joint ventures, as defined in IAS 31 Interests in Joint Ventures.

For impairment of other financial assets, refer to IAS 39.
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Today’s Agenda – IAS 36 Impairment

1. Objectivej

2. Scope

3. Identifying an Asset That May Be 
Impaired

© 2005-07 Nelson 80
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3. Identify An Asset That May Be Impaired

• An entity shall assess at each reporting dateTriggering 
whether there is any indication that an asset 
may be impaired.

• If any such indication exists,

– the entity shall estimate the recoverable 
amount of the asset.

events
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For all assets within the For all assets within the 
scope of IAS 36, scope of IAS 36, 
except for ……except for ……

3. Identify An Asset That May Be Impaired

Triggering • Irrespective of whether there is any indication of 
impairment an entity shall also:events impairment, an entity shall also:
a) test

• an intangible asset with an indefinite 
useful life, or

• an intangible asset not yet available for 
use

for impairment annually by comparing its 
carrying amount with its recoverable

Intangible AssetsIntangible Assets
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carrying amount with its recoverable 
amount.

b) test
• goodwill acquired in a business 

combination
for impairment annually

GoodwillGoodwill
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3. Identify An Asset That May Be Impaired
Case

Intangible AssetsIntangible Assets

2006 Annual Report states:
• Assets that have an indefinite useful life

– are not subject to amortisation,
– but are tested at least annually for impairment

and also reviewed for impairment whenever 
e ents or changes in circ mstances indicate
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events or changes in circumstances indicate
that the carrying amount may not be 
recoverable.

• Goodwill 
– is tested annually for impairment and carried 

at cost less accumulated impairment losses.

GoodwillGoodwill

3. Identify An Asset That May Be Impaired
Case

Galaxy Entertainment Group Limited (2005 Annual Report)
Accounting policy on impairment of assets
– Assets that have an indefinite useful life

• are not subject to amortisation, which are at least tested 
annually for impairment and

• are reviewed for impairment whenever events or changes 
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in circumstances indicate that the carrying amount may not 
be recoverable.

– Assets that are subject to amortisation
• are reviewed for impairment whenever events or changes 

in circumstances indicate that the carrying amount may not 
be recoverable. 
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Timing of impairment test on intangible assets
• This impairment test may be performed at any time

3. Identify An Asset That May Be Impaired

This impairment test may be performed at any time 
during an annual period
– provided it is performed at the same time every 

year.
• Different intangible assets may be tested for 

impairment at different times.
• However, if such an intangible asset was initially 

recognised during the current annual period
th t i t ibl t h ll b t t d f

Intangible AssetsIntangible Assets
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– that intangible asset shall be tested for 
impairment before the end of the current annual 
period.

GoodwillGoodwill Timing of impairment test on goodwill
• To be discussed later ……

3. Identify An Asset That May Be Impaired

• In assessing whether there is any indication that an asset may be 
impaired, an entity shall consider, as a minimum, the following 
indications:
External sources of information
a) an asset’s market value declined significantly more than would be expected
b) significant changes with an adverse effect on the entity in the technological, 

market, economic or legal environment
c) market interest rates or other rates increased that likely affects the discount 

rate used in calculating an asset’s value in use
d) the carrying amount of the net assets of the entity is more than its market 

capitalisation
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capitalisation
Internal sources of information
e) evidence is available of obsolescence or physical damage of an asset
f) significant changes with an adverse effect on the entity in which, an asset is 

used or is expected to be used.
g) evidence is available from internal reporting that indicates that the economic 

performance of an asset is, or will be, worse than expected. 
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Today’s Agenda – IAS 36 Impairment

1. Objectivej

2. Scope

3. Identifying an Asset That May Be Impaired

4. Measuring Recoverable Amount
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4. Measuring Recoverable Amount

Triggering 
events

It is the higher of an asset’sRecoverable 
Amount & Fair value less 

costs to sell Value in Use
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4. Measuring Recoverable Amount

• IAS 36 defines recoverable amount as the higher of an asset’s or cash-
generating unit’s
F i V l L C t t S ll V l i UdFair Value Less Costs to Sell Value in Useand

• Recoverable amount is determined for an 
individual asset
– unless the asset does not generate cash 

inflows that are largely independent of those 
from other assets or groups of assets.

If thi i th bl t i
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• If this is the case, recoverable amount is
determined for the cash-generating unit to 
which the asset belongs

4. Measuring Recoverable Amount

• It is the amount obtainable from the sale of an asset or cash-

Fair Value Less Costs to Sell

generating unit in an arm’s length transaction between 
knowledgeable, willing parties, less the costs of disposal.

The best evidence
⇒ is a price in a binding sale agreement in an arm’s length 

transaction, adjusted for incremental costs to the disposal
If no binding sale agreement but an asset is traded in an active 
market
⇒ the asset’s market price less the costs of disposal
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⇒ the asset s market price less the costs of disposal
If there is no binding sale agreement or active market for an asset
⇒ based on the best information available to reflect the amount that 

an entity could obtain, at the balance sheet date, from the disposal 
of the asset in an arm’s length transaction between 
knowledgeable, willing parties, after deducting the costs of 
disposal
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4. Measuring Recoverable Amount

• Value in use is the present value of the future cash 
fl t d t b d i d f t h

Value in Use

flows expected to be derived from an asset or cash-
generating unit.
– The following elements shall be reflected in the 

calculation of an asset’s value in use:
a) an estimate of the future cash flows the entity 

expects to derive from the asset;
b) expectations about possible variations in the 

amount or timing of those future cash flows;
c) time value of money represented by the current

(b), (d) and (e) can 
be reflected as 
dj t t t
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c) time value of money, represented by the current 
market risk-free rate of interest;

d) price for bearing the uncertainty inherent in the 
asset; and

e) other factors, such as illiquidity, that market 
participants would reflect in pricing the future cash 
flows the entity expects to derive from the asset. 

adjustments to 
either
• future cash 

flows or
• discount rate

4. Measuring Recoverable Amount
• Estimating the value in use of an asset 

involves the following steps:
a) estimating the future cash inflows and 

Value in Use
Basis for Estimates of 

Future Cash Flows) g
outflows to be derived
• from continuing use of the asset, and
• from its ultimate disposal; and

b) applying the appropriate discount rate
to those future cash flows.

Future Cash Flows
Composition of Estimates 

of Future Cash Flows
Foreign Currency Future 

Cash Flows

Discount Rates
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4. Measuring Recoverable Amount
In measuring value in use an entity shall:
a) base cash flow projections on reasonable

and supportable assumptions that represent 

Value in Use
Basis for Estimates of 

Future Cash Flows
management’s best estimate of the range of
economic conditions that will exist over the remaining useful life of the asset. 
Greater weight shall be given to external evidence.

b) base cash flow projections on the most recent financial budgets/forecasts 
approved by management, but shall exclude any estimated future cash inflows 
or outflows expected to arise from future restructurings or from improving or 
enhancing the asset’s performance.
Projections based on these budgets/forecasts shall cover a maximum period 
of five years unless a longer period can be justified

Future Cash Flows
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of five years, unless a longer period can be justified.
c) estimate cash flow projections beyond the period covered by the most recent 

budgets/forecasts by extrapolating the projections based on the 
budgets/forecasts using a steady or declining growth rate for subsequent 
years, unless an increasing rate can be justified.
This growth rate shall not exceed the long-term average growth rate for the 
products, industries, or country or countries in which the entity operates, or for 
the market in which the asset is used, unless a higher rate can be justified.

4. Measuring Recoverable Amount
Value in Use

Estimates of future cash flows shall include:
a) projections of cash inflows from the continuing use of the asset;
b) projections of cash outflows that are necessarily incurred to generate 

the cash inflows from continuing use of the asset (including cash 

Composition of Estimates 
of Future Cash Flows
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outflows to prepare the asset for use) and can be directly attributed, 
or allocated on a reasonable and consistent basis, to the asset; and

c) net cash flows, if any, to be received (or paid) for the disposal of the 
asset at the end of its useful life.
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4. Measuring Recoverable Amount

• Future cash flows are estimated in the 
currency in which they will be generated

Value in Use

currency in which they will be generated 
and then discounted using a discount rate 
appropriate for that currency.

• An entity translates the present value using 
the spot exchange rate at the date of the 
value in use calculation.

• The discount rate(s) shall be a pre-tax 
rate(s) that reflect current market 

Foreign Currency Future 
Cash Flows

Discount Rates
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( )
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.

4. Measuring Recoverable Amount
Example

• Desolve committed to close one of its subsidiary by the 
year-end, 31 July 2006. 

• An equipment of the subsidiary was carried at a value of 
$10 million at 31 July 2006. 

• It was anticipated that the equipment would generate 
cash flows of $7 million up to 30 November 2006 and
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cash flows of $7 million up to 30 November 2006 and 
that its fair value less costs to sell at 31 July 2006 was 
$8 million.

• The equipment was sold on 30 November 2006 for $6 
million.

Source from ACCA
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4. Measuring Recoverable Amount

• The commitment by Desolve to close the operations would be an 
indicator of possible impairment. 

• As at 31 July 2006, the equipment has

AnswersAnswers

As at 31 July 2006, the equipment has 
– a carrying value of $10 million, 
– a value in use of $7 million and
– a fair value less costs to sell of $8 million.

Thus the carrying value is compared with the higher of the fair value less 
costs to sell and value in use and as a result the equipment is deemed to 
be impaired in value to the total of $2 million ($10 million - $8 million).

• The question arises as to whether the sale proceeds of $6 million on 30 
N 2006 h ld b t k f i f th i t’ l
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Nov. 2006 should be taken as a fairer measure of the equipment’s value. 
– This post balance sheet event could be taken into account in the impairment 

review.
– The income being generated after the year-end could be taken as the 

disposal proceeds of $6 million plus cash flows of $7 million, i.e. $13 million.
– This figure would then be the equipment’s recoverable amount, which would 

mean that the asset is not impaired. 

Today’s Agenda – IAS 36 Impairment

1. Objectivej

2. Scope

3. Identifying an Asset That May Be Impaired

4. Measuring Recoverable Amount

5. Recognising and Measuring an 
Impairment Loss
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Triggering 

5. Recognising and Measuring an 
Impairment Loss

• If, and only if, the recoverable amount of an 
t i l th it i tevents

Recoverable 
Amount

asset is less than its carrying amount
– the carrying amount of the asset shall be 

reduced to its recoverable amount
– That reduction is an impairment loss.

• An impairment loss shall be recognised 
immediately in profit or loss,
– unless the asset is carried at revalued amount 

in accordance with another Standard
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Impairment 
Loss

in accordance with another Standard
– for example, in accordance with the 

revaluation model in IAS 16 Property, Plant 
and Equipment

– any impairment loss of a revalued asset shall 
be treated as a revaluation decrease in 
accordance with that other Standard.

5. Recognising and Measuring an 
Impairment Loss

• When the amount estimated for an 
impairment loss is greater than the carrying 

t f th t t hi h it l tamount of the asset to which it relates,
– an entity shall recognise a liability if, and only 

if, that is required by another Standard (for 
example, IAS 37)

• After the recognition of an impairment loss,
– the depreciation (amortisation) charge for the 

asset shall be adjusted in future periods to 
allocate the asset’s revised carrying amount, 
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y g ,
less its residual value (if any), on a systematic 
basis over its remaining useful life. 

Impairment 
Loss
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5. Recognising and Measuring an 
Impairment Loss
Case

Galaxy Entertainment Group Limited (2005 Annual 
Report)
Accounting policy on impairment of assets
– An impairment loss is recognised for the amount 

• by which the carrying amount of the asset exceeds its 
recoverable amount. 

– The recoverable amount is the higher of
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The recoverable amount is the higher of 
• the fair value of an asset less costs to sell and
• value in use.

– For the purposes of assessing impairment,
• assets are grouped at the lowest levels for which there 

are separately identifiable cash flows.

CashCash--
generating generating 

UnitUnit

Today’s Agenda – IAS 36 Impairment

1. Objectivej

2. Scope

3. Identifying an Asset That May Be Impaired

4. Measuring Recoverable Amount

5. Recognising and Measuring an Impairment 
Loss

6 C h i U i d
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6. Cash-generating Unit and 
Goodwill
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6. Cash-Generating Unit & Goodwill

• If it is not possible to estimate the recoverable 
amount of the individual assetamount of the individual asset
– an entity shall determine the recoverable 

amount of the cash-generating unit to which the 
asset belongs (the asset’s cash-generating unit).

• Intangible assets may be such individual asset.

• Goodwill is definitely such individual asset.

Intangible AssetsIntangible Assets
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y

GoodwillGoodwill
Amendments of IAS 36 are mainly for 
the requirements on cash-generating 
unit and goodwill

6. Cash-Generating Unit & Goodwill

• A cash-generating unit (CGU)
– is the smallest identifiable group of assets that generates cash inflows that 

l l i d d t f th h i fl f th t fare largely independent of the cash inflows from other assets or groups of 
assets.

• Discussion points on CGU and goodwill include:
Allocating Goodwill to CGUAllocating Goodwill to CGU

Testing CGU with Goodwill for ImpairmentTesting CGU with Goodwill for Impairment

Timing of Impairment TestsTiming of Impairment Tests
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Timing of Impairment TestsTiming of Impairment Tests
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6. Cash-Generating Unit & Goodwill

For the purpose of impairment testing goodwill acquired in a business

Allocating Goodwill to CGUAllocating Goodwill to CGU Initial allocation

• For the purpose of impairment testing, goodwill acquired in a business 
combination shall
– from the acquisition date, be allocated to each of the acquirer’s CGUs (or 

groups of CGUs) that are expected to benefit from the synergies of the 
combination

– irrespective of whether other assets or liabilities of the acquiree are 
assigned to those units or groups of units.
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CGU 1 CGU 2 CGU 3

Goodwill

6. Cash-Generating Unit & Goodwill

Each unit or group of units to which the goodwill is so allocated shall:

Allocating Goodwill to CGUAllocating Goodwill to CGU Initial allocation

• Each unit or group of units to which the goodwill is so allocated shall:
a) represent the lowest level within the entity at which the goodwill is 

monitored for internal management purposes; and
b) not be larger than a segment

• based on either the entity’s primary or the entity’s secondary reporting 
format determined in accordance with IAS 14 Segment Reporting.
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CGU 1 CGU 2 CGU 3

Goodwill



54

6. Cash-Generating Unit & Goodwill

• If the initial allocation of goodwill cannot be completed as required

Allocating Goodwill to CGUAllocating Goodwill to CGU Initial allocation

g p q
– that initial allocation shall be completed before the end of the first annual 

period beginning after the acquisition date (i.e. within 12 months).

• In accordance with IFRS 3
– if the initial accounting for a business 

combination can be determined only 
provisionally, the acquirer:
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CGU 1 CGU 2 CGU 3

Goodwill
a) accounts for the combination using those 

provisional values; and
b) recognises any adjustments to those 

provisional values as a result of 
completing the initial accounting within 12 
months of the acquisition date. 

6. Cash-Generating Unit & Goodwill

Allocating Goodwill to CGUAllocating Goodwill to CGU Initial allocation

Case

• Goodwill is allocated to cash-generating units 
for the purposes of impairment testing.

• Goodwill is tested for impairment at the 
lowest level at which goodwill is monitored for 
internal management purposes.

• This is not at a higher level than a segment 
based on either the primary or secondary 
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CGU 1 CGU 2 CGU 3

Goodwill

p y y
reporting format (as determined in 
accordance with IAS 14 ‘Segment reporting’).
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6. Cash-Generating Unit & Goodwill
Case

Allocating Goodwill to CGUAllocating Goodwill to CGU Initial allocation

Melco Development Limited (2005 Annual Report)

Accounting policy on goodwill
– For the purposes of impairment testing, goodwill arising from 

an acquisition is allocated to
• each of the relevant cash-generating units, or
• groups of cash-generating units, 
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g p g g
that are expected to benefit from the synergies of the 
acquisition.

6. Cash-Generating Unit & Goodwill

• If goodwill has been allocated to a CGU and the entity disposes of an 

Allocating Goodwill to CGUAllocating Goodwill to CGU Disposal

g y p
operation within that CGU
– the goodwill associated with the operation disposed of shall be:

a) included in the carrying amount of the operation
• when determining the gain or loss on disposal; and

b) measured on the basis of the relative values of
• the operation disposed of, and
• the portion of the CGU retained

What kind of value?
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the portion of the CGU retained,
unless the entity can demonstrate that some other method better 
reflects the goodwill associated with the operation disposed of.
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6. Cash-Generating Unit & Goodwill

• An entity sells for $100 an operation that was part of a CGU to which

Example

Allocating Goodwill to CGUAllocating Goodwill to CGU Disposal

$100• An entity sells for $100 an operation that was part of a CGU to which 
goodwill has been allocated.

• The goodwill allocated to the unit cannot be identified or associated 
with an asset group at a level lower than that unit, except arbitrarily.

• The recoverable amount of the portion of the CGU retained is $300.

• Because the goodwill allocated to the CGU cannot be non-arbitrarily 
identified or associated with an asset group at a level lower than that 

$100

$300
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unit, the goodwill associated with the operation disposed of is 
measured on the basis of the relative values of
• the operation disposed of, and
• the portion of the unit retained.

• Therefore, 25% of the goodwill ($100 / $400) allocated to the CGU is 
included in the carrying amount of the operation that is sold.

6. Cash-Generating Unit & Goodwill

Allocating Goodwill to CGUAllocating Goodwill to CGU Disposal

Case

• At the date of disposal of a business
– attributable goodwill is included in the 

Group’s share of net assets in the 
calculation of the gain or loss on disposal.

• In its 2005 Interim Report, full set
f HKFRS d t d
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Any improvement?

of HKFRS was adopted:
– Goodwill is tested annually for impairment and carried at 

cost less accumulated impairment losses.
– Gains and losses on the disposal of an entity include the 

carrying amount of goodwill relating to the entity sold.
– Goodwill is allocated to cash-generating units for the 

purpose of impairment testing.
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6. Cash-Generating Unit & Goodwill
Case

Allocating Goodwill to CGUAllocating Goodwill to CGU Disposal

• In its 2005 Interim Report, full set
f HKFRS d t d
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Any improvement?y
Business, 
instead of Entity

of HKFRS was adopted:
– Goodwill is tested annually for impairment and carried at 

cost less accumulated impairment losses.
– Gains and losses on the disposal of an entity include the 

carrying amount of goodwill relating to the entity sold.
– Goodwill is allocated to cash-generating units for the 

purpose of impairment testing.

6. Cash-Generating Unit & Goodwill

• If an entity reorganises its reporting

Allocating Goodwill to CGUAllocating Goodwill to CGU Reorganise

• If an entity reorganises its reporting 
structure in a way that changes the 
composition of one or more CGUs to which 
goodwill has been allocated
– the goodwill shall be reallocated to the 

CGUs affected. 
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6. Cash-Generating Unit & Goodwill

• Goodwill had previously been allocated to CGU A. 

Example

Allocating Goodwill to CGUAllocating Goodwill to CGU Reorganise

p y

• The goodwill allocated to CGU A cannot be identified or associated with 
an asset group at a level lower than CGU A, except arbitrarily. 

• A is to be divided and integrated into 3 other CGUs, namely B, C and D.

• Because the goodwill allocated to CGU A cannot be non-arbitrarily 
identified or associated with an asset group at a level lower than CGU 
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g p
A

• Goodwill is reallocated to CGU B, C and D on the basis of the relative 
values of the 3 portions of CGU A before those portions are integrated 
with CGU B, C and D.

6. Cash-Generating Unit & Goodwill

• When goodwill relates to a CGU but has not been 

Testing CGU with Goodwill for ImpairmentTesting CGU with Goodwill for Impairment

Goodwill g
allocated to that unit
– the unit shall be tested for impairment, whenever 

there is an indication that the CGU may be impaired
– any impairment loss shall be recognised

Goodwill 
Unallocated

Goodwill • A CGU to which goodwill has been allocated
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Allocated – shall be tested for impairment
• annually, and
• whenever there is an indication that the unit may 

be impaired
– If the carrying amount of the CGU exceeds its 

recoverable amount, the entity shall recognise any 
impairment loss
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6. Cash-Generating Unit & Goodwill

• Annual impairment test for a CGU to which goodwill has been allocated

Timing of Impairment TestsTiming of Impairment Tests

• Annual impairment test for a CGU to which goodwill has been allocated
– may be performed at any time during an annual period, provided the test is 

performed at the same time every year.
• Different CGUs may be tested for impairment at different times.
• However, if some or all of the goodwill allocated to a CGU was acquired 

in a business combination during the current annual period,
– that unit shall be tested for impairment before the end of the current annual 

period
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period.

Similar to that for Intangible Assets!

6. Cash-Generating Unit & Goodwill
Case

Timing of Impairment TestsTiming of Impairment Tests

Melco Development Limited (2005 Annual Report)

Accounting policy on goodwill
– A cash-generating unit to which goodwill has been allocated is tested 

for impairment 
• annually, and
• whenever there is an indication that the unit may be impaired. 

– For goodwill arising on an acquisition in a financial year the cash-
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– For goodwill arising on an acquisition in a financial year, the cash-
generating unit to which goodwill has been allocated is tested for 
impairment 
• before the end of that financial year. 
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6. Cash-Generating Unit & Goodwill

• The most recent detailed calculation made in a preceding period of the

Timing of Impairment TestsTiming of Impairment Tests

• The most recent detailed calculation made in a preceding period of the 
recoverable amount of a CGU to which goodwill has been allocated
– may be used in the impairment test of that CGU in the current period

provided all of the following criteria are met:
a) the assets and liabilities making up the CGU have not changed 

significantly
b) the most recent recoverable amount calculation resulted in an 

amount that exceeded the carrying amount of the CGU by a 
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substantial margin; and
c) the likelihood that a current recoverable amount determination would 

be less than the current carrying amount of the CGU is remote. 

6. Cash-Generating Unit & Goodwill

Corporate AssetsCorporate Assets are assets other than goodwill that contribute to 
the future cash flows of both
• the CGU under review andthe CGU under review and
• other CGUs.

• In testing a CGU for impairment

Examples include:
• Building of a headquarter
• EDP Equipment
• Research centre
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g p
– an entity shall identify all the corporate 

assets that relate to the CGU under 
review.

– The allocation approach of the corporate 
assets is also amended ……
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6. Cash-Generating Unit & Goodwill

such portion shall be included as part of the carrying 
amount of the CGU for impairment test

Corporate AssetsCorporate Assets
Can be allocated on 

bl d amount of the CGU for impairment testa reasonable and 
consistent basis

Cannot be allocated 
on a reasonable and 
consistent basis

The entity shall:
1) compare the carrying amount of the CGU (excluding the 

corporate asset) with its recoverable amount
• recognise any impairment loss first

Firstly, test 
2) identify the smallest group of CGUs that includes the CGU 

under review and to which a portion of the carrying amount 

© 2005-07 Nelson 121

smaller CGU

Then, test larger 
CGU containing 
the goodwill

of the corporate asset can be allocated on a reasonable and 
consistent basis; and

3) compare the carrying amount of that group of CGUs, 
including the portion of the carrying amount of the corporate 
asset allocated to that group of CGUs, with the recoverable 
amount of the group of CGUs.

• Any impairment loss shall be recognised.

Today’s Agenda – IAS 36 Impairment

1. Objectivej

2. Scope

3. Identifying an Asset That May Be Impaired

4. Measuring Recoverable Amount

5. Recognising and Measuring an Impairment 
Loss

6 C h ti U it d G d ill
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6. Cash-generating Unit and Goodwill

7. Impairment Loss
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7. Impairment loss for CGU

• An impairment loss
– shall be recognised for a CGU 

• if and only if the recoverable amount of the CGU• if, and only if, the recoverable amount of the CGU 
(group of CGUs) is less than the carrying amount of the 
CGU (group of CGUs).

– shall be allocated to reduce the carrying amount of 
the assets of the CGU (group of CGUs) in the 
following order:
a) first, to reduce the carrying amount of any goodwill

allocated to the CGU (group of CGUs); and
Goodwill 

first
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b) then, to the other assets of the CGU (group of CGUs) 
pro rata on the basis of the carrying amount of each 
asset in the CGU (group of CGUs).

These reductions in carrying amounts shall be treated as 
impairment losses on individual assets

Other on 
pro rata

7. Impairment loss for CGU

• In allocating an impairment loss for a CGU, an entity shall not reduce 
the carrying amount of an asset below the highest of:
a) its fair value less costs to sell (if determinable);a) its fair value less costs to sell (if determinable);
b) its value in use (if determinable); and
c) zero.

• The amount of the impairment loss that would otherwise have been 
allocated to the asset shall be allocated pro rata to the other assets of 
the CGU (group of CGUs).

• A liability shall be recognised for any remaining amount of an 
i i t l f CGU
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impairment loss for a CGU
– if, and only if, that is required by another IAS/IFRS. 
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7. Impairment loss for CGU
Example

• Entity A performed an impairment review on the CGU X, which has the 
following assets on hand:

Carrying amount
Goodwill $  1,500
Property, plant and equipment (carried at revalued amounts) 4,000
Property, plant and equipment (carried at cost) 5,700
Inventory, at net realisable value 2,400
AFS financial assets, at recoverable amount 1,300

Total 14,900
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• After an impairment review, Entity A found that the recoverable amount 
of CGU X is $12,000.

• Calculate the impairment loss and allocate to the individual asset.

7. Impairment loss for CGU
Example

Carrying Carrying 
amount after Allocated amount after 

impairment loss impairment loss impairment lossimpairment loss impairment loss impairment loss

Goodwill $  1,500 $  (1,500) $         0
Property, plant and equipment

(carried at revalued amounts) 4,000 (577) 3,423
Property, plant and equipment

(carried at cost) 5,700 (823) 4,877
Inventory 2,400 - 2,400
AFS financial assets 1,300 - 1,300
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• Then, the residual loss is allocated to other non-current assets pro rata 
based on the carrying amounts of those non-current asset.

Total 14,900 (2,900) 12,000

• Firstly, the impairment loss reduces any amount of goodwill
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Today’s Agenda – IAS 36 Impairment

1. Objectivej

2. Scope

3. Identifying an Asset That May Be Impaired

4. Measuring Recoverable Amount

5. Recognising and Measuring an Impairment 
Loss

6 C h ti U it d G d ill
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6. Cash-generating Unit and Goodwill

7. Impairment Loss

8. Reversing an Impairment Loss

8. Reversing an Impairment Loss

• Annual Assessment on Any Indication
• An entity shall assess at each reporting date

h th th i i di ti th t i i t l– whether there is any indication that an impairment loss 
recognised in prior periods for an asset other than 
goodwill may no longer exist or may have decreased.

• If any such indication exists,
– the entity shall estimate the recoverable amount of that 

asset.
• In assessing whether there is any indication that an 

impairment loss recognised in prior periods for an asset 
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other than goodwill may no longer exist or may have 
decreased, an entity shall consider, as a minimum, the 
following indications:
– External sources of information
– Internal sources of information
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8. Reversing an Impairment Loss

• Recognition of reversal on recognised impairment loss
• An impairment loss recognised in prior periods for an asset 

other than goodwill shall be reversed if and only if there hasother than goodwill shall be reversed if, and only if, there has 
been a change in the estimates used to determine the asset’s 
recoverable amount since the last impairment loss was 
recognised.

• If this is the case, the carrying amount of the asset shall be 
increased to its recoverable amount.

• That increase is a reversal of an impairment loss. 
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8. Reversing an Impairment Loss

• Reversing an impairment loss for an individual asset
• The increased carrying amount of an asset (other than goodwill) attributable 

to a reversal of an impairment loss shall not exceed the carrying amount thatto a reversal of an impairment loss shall not exceed the carrying amount that 
would have been determined (net of amortisation or depreciation) had no 
impairment loss been recognised for the asset in prior years.

• A reversal of an impairment loss for an asset (other than goodwill) shall be 
recognised immediately in profit or loss, 
– unless the asset is carried at revalued amount in accordance with another 

Standard (for example, the revaluation model in IAS 16 Property, Plant 
and Equipment).

A l f i i t l f l d t h ll b t t d
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• Any reversal of an impairment loss of a revalued asset shall be treated as a 
revaluation increase in accordance with that other Standard.

• After a reversal of an impairment loss is recognised, the depreciation 
(amortisation) charge for the asset shall be adjusted in future periods to 
allocate the asset’s revised carrying amount, less its residual value (if any), on 
a systematic basis over its remaining useful life. 
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8. Reversing an Impairment Loss

• Reversing an impairment loss for a CGU
• A reversal of an impairment loss for a CGU shall be allocated to the assets of 

the unit except for goodwill pro rata with the carrying amounts of thosethe unit, except for goodwill, pro rata with the carrying amounts of those 
assets.

• These increases in carrying amounts shall be treated as reversals of 
impairment losses for individual assets and recognised.

• In allocating a reversal of an impairment loss for a CGU in accordance with 
the above paragraph, the carrying amount of an asset shall not be increased 
above the lower of:
a) its recoverable amount (if determinable); and
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b) the carrying amount that would have been determined (net of amortisation 
or depreciation) had no impairment loss been recognised for the asset in 
prior periods.

• The amount of the reversal of the impairment loss that would otherwise have 
been allocated to the asset shall be allocated pro rata to the other assets of 
the unit, except for goodwill.

8. Reversing an Impairment Loss

• Reversing an impairment loss for goodwill
• An impairment loss recognised for goodwill shall not be reversed in a 

subsequent periodsubsequent period. 
• IAS 38 Intangible Assets prohibits the recognition of internally generated 

goodwill.
• Any increase in the recoverable amount of goodwill subsequent to the 

recognition of an impairment loss for that goodwill is likely to be an increase in 
internally generated goodwill, rather than a reversal of the impairment loss 
recognised for the acquired goodwill.
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8. Reversing an Impairment Loss

Melco Development Limited (2005 Annual Report)

Case

Accounting policy on goodwillg p y g
– An impairment loss for goodwill

• is not reversed in subsequent periods.

Accounting policy on impairment
– When an impairment loss subsequently reverses, 

• the carrying amount of the asset is increased to the 
revised estimate of its recoverable amount,
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• but so that the increased carrying amount does not 
exceed the carrying amount that would have been 
determined had no impairment loss been recognised for 
the asset in prior years.

Today’s Agenda – IAS 36 Impairment

1. Objectivej

2. Scope

3. Identifying an Asset That May Be Impaired

4. Measuring Recoverable Amount

5. Recognising and Measuring an Impairment 
Loss

6 C h ti U it d G d ill
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6. Cash-generating Unit and Goodwill

7. Impairment Loss

8. Reversing an Impairment Loss

9. Disclosures
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9. Disclosure

• More extensive disclosure required now
• Main additional disclosure requirements include:

E t i i f ti f h CGU ( f CGU ) f hi h th– Extensive information for each CGU (or group of CGUs) for which the 
carrying amount of goodwill or intangible assets with indefinite useful lives 
allocated, including
• Key assumptions used and the management approach to measure the 

recoverable amounts (aligned with revised IAS 1)
• Period for cash flow projection, growth rate, discount rate ……
• Certain other information when a reasonably possible change in a keey 

assumption would cause the carrying amount of CGUs to exceed its 
recoverable amount
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– any portion of the goodwill acquired in a business combination during the 
period has not been allocated to a CGU (group of CGUs) at the reporting 
date
• the amount of the unallocated goodwill shall be disclosed together with 

the reasons why that amount remains unallocated.

9. Disclosure
Esprit Holdings LimitedEsprit Holdings Limited
• In accordance with IAS 36, the Group completed its annual 

impairment test for Esprit trademarks by comparing their 

Case

p p y p g
recoverable amount to their carrying amount as at June 30, 
2004.

• The Group appointed independent professional valuers to 
conduct a valuation of the Esprit trademarks as one corporate 
asset based on value-in-use calculation.

• The resulting value of the Esprit trademarks as at June 30, 2004 
was significantly higher than their carrying amount.
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Only these ……
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9. Disclosure

• This valuation uses cash flow projections based on financial 
estimates covering a three-year period, expected royalty rates

Esprit Holdings LimitedEsprit Holdings Limited

Case

estimates covering a three year period, expected royalty rates
deriving from the Esprit trademarks in the range of 3% to 8% and 
a discount rate of 14%.

• The cash flows beyond the three-year period are extrapolated 
using a steady 3% growth rate.

• This growth rate does not exceed the long-term average growth 
rate for apparel markets in which the Group operates.

• Management has considered the above assumptions and 
valuation and also taken into account the business expansion 
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p
plan going forward, the current wholesale order books and the 
strategic retail expansion worldwide and believes that there is no 
impairment in the Esprit trademarks.

• Management believes that any reasonably foreseeable change in 
any of the above key assumptions would not cause the aggregate 
carrying amount of trademarks to exceed the aggregate 
recoverable amount.

9. Disclosure
• For the purposes of impairment reviews, the recoverable 

amount of goodwill is determined based on value-in-use 
calculations.
The value in use calculations use cash flow projections

Case

• The value-in-use calculations use cash flow projections 
based on financial budgets approved by management.

• There are a number of assumptions and estimates involved 
for the preparation of cash flow projections for the period 
covered by the approved budget.

• Key assumptions include the expected growth in revenues 
and gross margin, timing of future capital expenditures, long 
term growth rates and selection of discount rates, to reflect 
the risks involved ranging from 8% to 15%
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the risks involved, ranging from 8% to 15%.
• Management prepared the financial budgets reflecting actual 

and prior year performance and market development 
expectations.

• Judgement is required to determine key assumptions 
adopted in the cash flow projections and changes to key 
assumptions can significantly affect these cash flow 
projections.
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