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WELCOME TO
THE AUTUMN
EDITION OF
CLARITY

Welcome to our Autumn 2017 edition of Clarity. Our aim is to deliver
greater clarity and understanding to our clients on the current and
emerging accounting and audit issues. We also look to provide
thought leadership, and share our knowledge and expertise, in areas
that will solve problems and create solutions for clients. We hope
you find this edition of value and please feel free to contact your
local Audit Partners for any further assistance.

ASSET IMPAIRMENT –
COMMON PITFALLS TO AVOID
Ever since the Global Financial Crisis occurred, and more recently with the commodity prices
diving, asset values have been the focus of regulators and standard setters throughout the world.
ASIC has recently released guidance which spells out the various areas for preparers to focus
upon based on their financial reporting surveillance program. ASIC Commissioner John Price
said, “As in previous reporting periods, directors and auditors should focus on values of assets…
ASIC continues to see companies use unrealistic assumptions in testing the value of assets…”
Within this release, Asset Values is considered to be the number one focus area for ASIC when
reviewing companies.

Shane Cross
Partner
PKF Mack (Perth)
scross@pkf.com.au

•

“

In the last 6 months there have been numerous
examples of companies writing down their assets
(tangible or intangible) by millions of dollars in the
following reporting period after ASIC had selected
them for review and raised concerns in relation to
the value of these assets. For further details relating
to these go to the ASIC website, http://asic.gov.
au/about-asic/media-centre/ and go to the section
‘Media Releases’.

Preparers
need to work
collaboratively
with their auditors
from the beginning
of the process to
ensure that it runs
smoothly with
no last minute
surprises.

“

In light of this, we would like to highlight to
preparers of financial reports some of the common
pitfalls that we have seen and experienced
and that they need to avoid when preforming
an asset impairment test.

Identifying Cash Generating Units (CGUs)
When preparers have performed impairment
testing, they have only included reference to the
specific asset and have not included other assets
integral to the generation of cash inflows
(e.g. debtors, creditors, inventories). Such assets
should be tested for impairment together
with the smallest group of assets that generate
cash inflows independently from other parts
of the business.

Pre-tax vs Post-tax Discount Rates
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Under Australian Accounting Standard AASB
136 you are required to use a pre-tax discount
rate, however, a number of preparers have
obtained the post-tax discount rate and not
converted this to a pre-tax basis. We have also
found that when the post-tax discount rates
have been utilised that the cash flows used
within the model have been on a pre-tax basis
and therefore not being consistently applied.

Adequate Consideration of Capital
Expenditure
In considering the cash outflows preparers have
often either overlooked the ongoing capital
expenditure and working capital required to
achieve the forecasts or have incorrectly included
cash outflows that have improved or enhanced
the asset’s performance. Preparers are allowed to
include capital expenditure where it is necessary to
maintain the level of economic benefits expected
to arise from the asset in its current condition.

Risk Adjusted Discount Rates
Preparers need to be aware that CGUs and/or
individual assets may have different risk profiles to
their overall parent entity. These could be different
due to a different jurisdiction or industry that they
are operating within. In these instances, the asset
or CGU may have a different required rate of return
and therefore discount rate.

Other Issues
Some other pitfalls that need to be considered are:
• Integrity of your model
• Considering impact of foreign currencies
• E
 nsure that all disclosures of key assumptions
and possible alternative outcomes are made
• C
 ompare results with other approaches
(sanity check)
As this continues to be the current focus of
regulators, and with the current dynamic global
economy, preparers need to work collaboratively
with their auditors from the beginning of the
process to ensure that it runs smoothly with
no last minute surprises.

THE FUTURE OF AUDIT
WITH DATA ANALYTICS
As auditors, we have a very significant opportunity to fully embrace the power of data
analytics and machine learning in order to create meaningful and profitable innovation
in our profession. We have the opportunity to both improve our core processes (in both
efficiency and effectiveness dimensions) and to deliver greater value to our clients. The
opportunity is present today, however many auditors remain sceptical or uncomfortable
about applying these new tools and methodologies in their audit procedures. Many are
waiting for someone else to lead the way and show them exactly how to do everything.
Others believe that it is just a passing fad that will go away if they ignore it for long
enough or simply continuing to do the same thing that was done last year is too powerful
a habit to break. As we have seen in other industries that have been disrupted by the
power of digitisation and datafication, those firms who resist will find it challenging
to survive, whilst those who embrace the opportunity and seek to find ways to best
capitalise on it, thrive and evolve to become even stronger and more profitable.

The Unstoppable Forces of Digitisation
and Datafication
The digitisation of many parts of the economy
and the move to digital cashless payments
means that business models of our clients
are changing and so are customer, employee
and supplier behaviours. The digitisation
across a business opens up new possibilities
in the nature and timing of audit procedures
using data analytics. Cashless payments
also provide greater transparency into the
identification of customers (for previously cashbased businesses) and the key behaviours
relevant to key revenue transactions. This data
can provide a deeper insight into key customer
relationships, concentration risk and other key
audit risks.

A Brave New Frontier beyond the
General Ledger - Behavioural Analytics
The capture of far more granular detailed
data from all systems, allows an insight into
the behaviours of employees, customers
and suppliers like never before. Previously
the audit focused predominantly on the end
result, being transactions recognised in the
general ledger. However, now the opportunity
exists to fully interrogate and understand the
behaviours of employees, customers and
suppliers which are contained deep in the
core business systems which are driving the
transactions recognised in the general ledger.
This can provide powerful insight into the who,
what, when, where, how and why factors
which are critical to a full understanding of the
transaction or account balance and identifying
risk factors relevant to the audit. The data
captured and retained in an organisation’s
systems can be used to identify many valuable
insights including:

Vaughn Campbell
Director
PKF Sydney & Newcastle
vcampbell@pkf.com.au

• ••

“

The digitisation of
many parts of the
economy and the
move to digital
cashless payments
means that business
models of our clients
are changing and

existence and extent risk (financial
1 The

and physical risks)

operation and effectiveness
2 Existence,

of controls (both manual and system
controls)

design strengths/weaknesses
3 System

and issues

so are customer,
employee and
supplier behaviours.

“

Best current areas for
the application of data
analytics in audits:

competence and employee training
4 User


Areas with high
transaction volumes

and inappropriate behaviours
5 Fraud


• Revenue

requirements

biases and habits
6 Preferences,

culture
7 Organisational

inefficiencies and bottlenecks
8 Operational

with internal policies and
9 Compliance

external laws and regulations

Behavioural analytics provides unique value
that is simply not available through traditional
audit procedures, tools and methodologies.

The Road Ahead
We have a unique opportunity to embrace
analytics and to create innovation in all areas
of the audit, creating our own digital disruption
and transforming the profession.

• Payroll
• P
 rocurements
and Payments
• Inventory
Fraud Risk
• D
 ata matching
between different
data sources to
identify anomalies
and relationships
which indicate
potential inappropriate
behaviours

3
AUTUMN I CLARITY

TIME FOR ACTION ON AASB 9 –
FINANCIAL INSTRUMENTS
Scott Tobutt
Partner
PKF Sydney & Newcastle
stobutt@pkf.com.au

••

“

Part of the response from regulators has been
to establish a single new standard that seeks
to standardise classification and fair value of
financial assets, simplify hedge accounting and
introduce a new forward looking approach to
impairment.

Head in the Sand?

The practical

Despite the standard being available for early
adoption for a number of years, and with a
mandatory implementation date of 1 January
2018 fast approaching, it has been surprising
to see many reporting entities still with their
heads firmly buried in the sand when it comes
to assessing and understanding the potentially
significant changes required under this new
standard.

reality is that
ADI’s will need
to develop new
systems and
process in order
to be compliant
with the ECL’s
data, calculation
and economic
forecasting
requirements.

AASB 9 was primarily developed in
response to the lessons learned from the
Global Financial Crisis. Some blame for
the GFC was directed at the complexity
and valuation of financial instruments and
the delayed recognition of credit losses
(primarily relating to residential housing
loans in the USA).

“

All reporting entities should have already
formed some opinion as to the impacts
on their operations and made appropriate
comments in their financial statements in
recent years. We are now in the final year of
AASB 139 and the first comparative period
under AASB 9, so the regulators will be
expecting to see significantly more fulsome
commentary in the upcoming reporting period
on the assessed impacts of AASB 9.

ASIC are watching…..
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The re-design of the provisioning model from
an ‘incurred loss’ model to an ‘expected
loss’ model will require earlier recognition
of impairment. The 12 month expected
credit loss for performing assets and lifetime
expected credit loss for non-performing
assets will need to be captured upfront. The
expected credit loss (ECL) model is expected
to be unbiased, probability weighted amount
determined from the evaluation of range of
possible outcomes.

The next steps
The practical reality is that ADI’s will need to
develop new systems and processes in order
to be compliant with the ECL’s data, calculation
and economic forecasting requirements.
A number of models and provisioning solutions
are commercially available, however for the
smaller ADI’s, who are price sensitive, these
options are impractical.

Who is most impacted?

Most ADI’s have a significant volume of
quality data that can be used. The challenge
is knowing how to use this data effectively
and streamlining processes to collate the
appropriate information. By using this
data and incorporating economic forecast
and trend analysis based on a range of
industry parameters, they should be able to
pragmatically deal with the new requirements.

Clearly some industries will be more impacted
than others. The impact on most SME’s
is limited to changes in accounting policy
and disclosures relating to financial assets
designation and impairment process. The
largest operational impact will be on our clients
in the financial services sector specifically

If good quality data is used effectively, the
model used to calculate the ECL does
not necessarily need to be complex and
expensive. We have already seen some good
examples of low cost, in-house developed
models that are fit for purpose and achieve the
same desired results.

ASIC have highlighted that these disclosures
will receive a high level of focus in the
upcoming reporting period and it will not be
acceptable to simply state that there will be
no or immaterial impact to the entity which is
currently a common conclusion.
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relating to the approach to impairment - not
surprising given the standard was developed
to address perceived shortfalls in banks
provisioning methodologies.

TAKING ON RISK
Recently I presented to a group of leading CFOs at the CFO Summit in the Gold Coast
and at a Governance and Risk Masterclass held by the Governance Institute of Australia
in Melbourne. In both sessions, a key theme was what effective and contemporary risk
management looks like in today’s environment.
From these sessions and the wide ranging
discussions which followed them, a number of
thinking points came up:

Thinking Point 1: Be comfortable
dealing with uncertainty
Risk is concerned with:
• How you make decisions
• How you allow those around you to make
decisions
• The context of change
Change is a key theme because if things didn’t
change, then life would be a whole lot easier.
Decisions could be taken with more certainty
for example and we would have a totally
different perception of risk.

Thinking Point 2: Be alert to what
culture you are developing
Think about the risk efforts in your company:
• Do they largely concern themselves with
stopping something from happening?
• Or do they provide guidance or guidelines
setting out how to do something?
• Or do they do both?
When viewed in this way, approaching risk
in terms of opportunities and looking at the
upside as well as the downside, risk efforts
can start to have an empowering impact.
Workplaces with high health and safety risks
will focus a lot of energy stopping ‘bad’ things
from happening. Those on the other hand, say
biotechs or companies with a strong research
and development focus want something ‘new’
or ‘different’ to happen.
You can see therefore that risk efforts aimed
at ‘stopping’ something from happening as
well as risk efforts that encourage you to
‘do’ something unavoidably start to influence
culture. What culture do you have? Have you
fostered a ’start’ or a ‘stop’ mindset?

Thinking Point 3: Be prepared to ask the
question: ‘We don’t do that…do we?’
It doesn’t take long to think of other
organisations who have found themselves on
the wrong side of a risk management failure.

Ken Weldin
Partner
PKF Melbourne
kweldin@pkf.com.au

Some recent examples are global and involve
technological/digital concerns (Volkswagen,
Ashley Madison); some are more local with
more traditional worries (7-11, Seven West
Media, Dick Smith).
The key lesson from these and other failures is
found in that word: lesson.

•

Look around, learn and find the lessons to
translate into your company:
• W
 hat would be your equivalent of a cheat
device?
• W
 hat would break your implicit promise to
your customer?
• W
 hy are you sure that could never happen
to you?

Thinking Point 4: Be open to the
possibility that someone is telling you
something you need to know
Looking at these high profile failures, I am
drawn to the fact that you would be hard
pushed to find an organisation that does not
have an appropriate, reasonable or sensible
‘tone from the top’ messaging. Particularly
when just about every entity will have a set of
policies and procedures on culture, conduct
and expectations. Where things can begin
to go wrong is when cultural drivers and
pressures (intentional or otherwise) change
how this is represented in the ‘tone in the
middle’. What do your people know that
they are not telling you? If they are telling you
something, are you actually listening to the
‘moan in the middle?’

“

What is the ‘grumble
at the ground’ telling
you from the areas
of your business
dealing with the
outside world,
suppliers, customers,
regulators etc.

Similarly, what about the grass roots of your
organisation? What is the ‘grumble at the
ground’ telling you from the areas of your
business dealing with the outside world,
suppliers, customers, regulators etc.
It is this ‘transfer of intentions’ from the top to
the middle to the ground of an organisation
where messages can get confused,
behaviours start to veer off track and in short,
managing risk can become difficult.
Are you actively listening to those mumbles
and groans? Are there any other points for
today’s leading risk functions?
I would love to know what you think.
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“

LEASES – TO THE BALANCE
SHEET!
Shaun Lindemann
Partner
PKF Hacketts (Brisbane)
slindemann@pkf.com.au

•

The new leasing standard IFRS 16 Leases
will introduce a fundamental change to
traditional operating lease accounting,
requiring lessee’s to capitalise leases on the
balance sheet. In years gone by operating
leases were disclosed as off balance sheet
commitments with only the annual lease
expenses recognised.
Effective for annual periods beginning on or
after 1 January 2019, IFRS 16 also introduces
some other subtle changes and thankfully
some exceptions, but in short:
• T
 he concept of ‘operating leases’ (at least
for leases greater than 12 months, or for
‘low value items’) is gone;

“

• S
 ubject to the above, all leases will be
capitalised on the balance sheet through the
recognition of a ‘right to use’ asset and a
lease liability representing the present value
of the obligation;

Will the
implementation
of this standard
under existing
covenant
calculations result
in a breach of
covenants?
Will these need
to be renegotiated?

“
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• W
 hat was traditionally referred to as ‘rent
expense’ disappears – replaced by a
depreciation on the right of use asset and
an ‘interest expense’ on the lease liability
recognised over the lease period;
• T
 o determine the value of the right of use
asset and lease liability, non-cancellable
lease payments (including inflation-linked
payments), as well as payments for option
periods which the entity is reasonably certain
to exercise, must be included in the present
value calculation.

So what does this mean?
For lessees, quite a lot. Especially those
with significant volumes of operating lease
arrangements, as the new standard will likely
boost the balance sheets (with portions of the
liabilities likely to be classified as current and
non-current liabilities) and change the pattern
of income statement expenses and the nature
of these, the following key company metrics
will likely be impacted:
Net Debt and Gearing – the lease liability will
be included in net debt calculations, but the
right of use asset will likely be excluded. This
will impact debt/equity ratios and for those with
other borrowing or financing facilities in place,
debt covenants. Will the implementation of this
standard under existing covenant calculations

result in a breach of covenants? Will these
need to be renegotiated?
EBITDA – there may be a favourable overall
impact on earnings before interest, tax,
depreciation and amortisation (‘EBITDA’) and
EBIT as expenses previously classified as
‘rental’ in nature will be replaced by interest,
depreciation and amortisation (which will now
be excluded from the calculation of EBITDA).
Market or shareholder expectations may
need to be managed through this process
so as not to mislead users of the accounts
regarding changes in these metrics. Will
this impact on how metrics are presented,
share-based payment arrangements based on
performance, etc.?
Net Assets – although both a lease liability
and right of use asset are recognised under
the new standard, the right of use asset will be
amortised on a straight-line basis whereas the
lease liability will likely unwind on a slower basis
in the earlier years. Accordingly it is likely that
net assets will reduce. Will this impact on the
dividend policy of the company or create any
potential thin capitalisation risks?
If you are a lessor, you can breathe a small sigh
of relief, as the new standard does not change
the current practice of lease accounting
for lessors.
Generally, the new requirements must be
applied retrospectively by either restating
comparatives or showing the cumulative effect
of initially applying the standard add the date
of ‘initial application’ as an adjustment to
opening retained earnings. This election must
be applied consistently to all leases. Depending
on your entities’ balance date, this may require
an opening position to be calculated as at
1 January 2018 (for December balancers)
or 1 July 2018 (for June balancers).
Although the standard will not apply until the
year ended 30 June 2020 (or 31 December
2019 for December balancers), as outlined
above some of the potential impacts could
affect how leases are negotiated, how
financing and borrowing arrangements are
structured regarding covenants and potentially
how remuneration and dividend policies
are structured.

A SNAPSHOT OF “NEED TO KNOWS” FOR ALL REPORTING
ENTITIES IN THE UPCOMING REPORTING SEASON
ASIC AREAS FOCUS FOR 30 JUNE 2017
Asset Values/
Impairment Testing

• How are companies assessing goodwill for impairment, the net realisable value
of inventory and recoverable amounts of other assets?
• Options include discounted cash flow model or the fair value method. Ensure
impairment calculations are based on reliable cash flows and reasonable and
supportable assumptions.
• Also consider appropriateness of discount rates used and allocation
to cash generating units.

Material
Disclosures

• Continuing focus on material disclosures, in particular the disclosure of assumptions
used in significant judgements and estimates e.g. impairment testing and fair value
assessments.
• To ensure you are preparing adequate disclosure, identify the key assumptions
that would impact a material change in value and ensure it is included in the
financial report.

Choice of
Accounting
Policies

• ASIC is also looking at the appropriateness of accounting policies selected by
companies as this choice can have a significant impact on reported results e.g.
tax effect accounting, revenue recognition and off balance sheet arrangements.

Role of Directors

• The responsibility for financial reporting ultimately lies with the directors of the
company. While it is not expected that all directors be accounting experts, there
is an expectation that directors will review, enquire and challenge accounting
treatments applied in the financial report.
• ASIC information sheet 183 ‘Directors and Financial Reporting’ provides a useful
insight to the responsibilities of directors as they relate to the financial report.

Enhanced Audit
Reports

• Some listed entities can expect to receive new enhanced audit reports which
include key audit matters (“KAM’s”) for the first time.
• These are intended to provide greater transparency and insight into the audit
process and key areas of focus and attention, effectively supporting the value
and relevancy of audit.
• Ensure that these are discussed early on with your auditor, to provide
understanding, expectation and avoid any surprises at reporting date.

AASB – NEW AND EMERGING ACCOUNTING STANDARDS AND EXPOSURES
The “BIG 3”:

– A
 ASB 15 Revenue from
Contracts with Customers
– AASB 16 Leases
– AASB 9 Financial
Instruments

• M
 uch has been, and will be written, about these three major
new accounting standards that are due 2018 to 2019.
• T
 his year it is expected that financial reports disclose a
clear assessment (including quantitative) of the impact of
implementation of these standards. It is no longer acceptable
to say no assessment yet made or being undertaken.

Roundtable Discussion – Have your say on Reduced Disclosure Requirements
http://www.aasb.gov.au/admin/file/content102/c3/RDR_Roundtable_invitation_Final.pdf
Sydney 26/4, Canberra 27/4 and Melbourne 28/4.
Education Session – Get to Know AASB 1058 Income of Not-for-Profit Entities
http://www.aasb.gov.au/admin/file/content102/c3/RDR_Roundtable_invitation_Final.pdf

AUSTRALIAN
CHARITIES
& NOT-FORPROFITS
COMMISSION
(ACNC) UPDATE
In 2017 the ACNC’S
areas of focus for charity
compliance will be
• Fraud & terrorism
• F
 inancial
mismanagement
• Harm to beneficiaries
• P
 olitical activities
of charities
The ACNC has released
a free data entry tool and
data dictionary, named
the National Standard
Chart of Accounts
(“NSCOA”).
All Australian
governments have
agreed to accept
NSCOA when requesting
information from NFP’s.
VIEW HERE

Getting to know AASB 1058 – two upcoming Webinars. Accounting for income of not-for-profit
entities has received a long-awaited overhaul with the issue of AASB 1058 Income of Not-forProfit Entities in December 2016. http://www.aasb.gov.au/News/Getting-to-know-AASB1058?newsID=218601
Exposure Draft – ED 277 Reduced Disclosure Requirements for Tier 2 Entities - January 2017 Open for comment.
Exposure Draft – ED 277 Reduced Disclosure Requirements for Tier 2 Entities - Staff Analysis January 2017 - Open for comment.

APRA UPDATE
Further
measures to
reinforce sound
residential
mortgage
lending practices

On 31 March 2017 APRA initiated additional supervisory measures to reinforce
sound residential mortgage lending practices in response to what is considered
an environment of heightened risk, as indicated by high housing prices, high and
rising household indebtedness, subdued household income growth, historically
low interest rates, and strong competitive pressures.
http://www.apra.gov.au/adi/Publications/Documents/Further%20measures%20
to%20reinforce%20sound%20residential%20mortgage%20lending%20
practices.pdf
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About PKF
PKF brings clarity to business problems with simple,
effective and seamless solutions that break down barriers
for sustainable growth.
PKF Australia firms are members of the PKF International Limited
(PKFI) network of legally independent firms in 440 offices,
operating in 150 countries across five regions. PKFI is the
10th largest global accountancy network.
In Australia, PKF offers clients the expertise of more than
80 Partners and 750 staff, across audit, taxation and
specialist advisory services.

PKF Australia’s Audit
& Assurance Contacts
PKF Sydney
Scott Tobutt
Partner
02 8346 6000
stobutt@pkf.com.au

PKF Kennedy Adelaide
Steven Russo
Partner
08 8373 5588
steven.russo@pkfkennedy.com.au

PKF Hacketts Brisbane
Liam Murphy
Partner
07 3839 9733
liam.murphy@pkf.com.au

PKF Di Bartolo Diamond
& Mihailaros Canberra
Ross Dibartolo
Partner
02 6257 7500
ross.dibartolo@ddmca.com.au

PKF Melbourne
Steven Bradby
Partner
03 9679 2222
sbradby@pkf.com.au
PKF Mack Perth
Simon Fermanis
Partner
08 9426 8999
sfermanis@pkf.com.au
PKF Lawler Perth
Nikki Shen
Partner
08 9426 0666
nshen@pkf.com.au

PKF Newcastle
Martin Matthews
Partner
02 4962 2688
mmatthews@pkf.com.au

Our values
Passion
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Clarity
Quality
Integrity

PKF Gold Coast
Grant Chatham
Partner
07 5553 1000
grant.chatham@pkf.com.au
PKF Tamworth
Marg van Aanholt
Partner
02 6768 4500
mvanaanholt@pkf.com.au
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