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Agenda

• Goodwill Accounting and Valuation 

Considerations

• Variable Rate Debt Obligations (VRDO)

• Proposed Lease Accounting Changes

2



Goodwill

• Amortization is not allowed – follow FASB 142 

(Topic 350)
o FP & Governmental entities – no change

• Establish reporting units
o Assign goodwill

o Annual test for impairment

• Qualitative evaluation

• Fair-value-based evaluation
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Goodwill

• Qualitative evaluation
o Accounting Standards Update No. 2011-08, Intangibles —

Goodwill and Other (Topic 350): Testing Goodwill for 

Impairment 

o Whether Events and Circumstances make it “More likely 

than not” (>50% chance) that goodwill is less than FV

o Events and Circumstances

• Macroeconomic conditions 

• Industry and market considerations

• Cost factors 

• Overall financial performance 

• Other relevant company-specific events
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Goodwill

• Impairment Test – 2 Step Process
o Step 1 – Determine FV of reporting unit

• Does book value of reporting unit exceed FV?

o If Yes, move to step 2

o Step 2 – Determine implied FV of goodwill

a) Assign FV to all recorded and unrecorded assets & 
liabilities (excluding goodwill) 

b) Difference in amount calculated in Step 2a and the 

amount calculated in Step 1 = Implied FV of goodwill
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Goodwill

• Impairment Testing Results –
o If the implied goodwill is less than the recorded goodwill, 

then there is impairment 

o The recorded goodwill should then be reduced to equal 

the implied goodwill estimated above
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Goodwill

• Transitional test with retrospective 

adjustment (change in accounting 

principle)
o Same process as for new goodwill

o Beginning of implementation year

o Evaluate again at end of implementation year
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Valuation Approach

• The Cost Approach:
o What would it cost to purchase the individual items used to 

operate the Reporting Unit?

• The Market Approach:
o What was the purchase price for this type of Reporting Unit 

in the recent past?

• The Income Approach:
o What is the present value of the net cash flow produced 

from the Reporting Unit?
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The Income Approach

• Cash flow to equity holders:
o Estimates the value of Net Equity.

o Net cash flow after additional capital needs and debt 

service payments are met.

o The discount factor used is the Cost of Equity resulting from 

the Buildup Method.
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The Income Approach

• Cash flow to invested capital:
o Estimates the value of Total Assets.

o Net cash flow after additional capital needs but excluding 

the impact of debt service payments.

o The discount factor used is the Weighted Average Cost of 

Capital.
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The Income Approach

• Major assumptions used:
o Projected income statement in the first year

o Revenue Growth Rate

o Expense Growth Rate

o Additional Capital Needs

o Terminal Year Amounts

o Discount Rate
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The Income Approach

• Terminal Year Amounts:
o The terminal year represents the period when the 

operations maintain normal growth in perpetuity.

o The present value of the Terminal Year is obtain in two 

steps:

• First, divide the net cash flows by the Discount Rate 

minus the Growth Rate which equals the Terminal 

Value.

• Then, calculate the present value of the Terminal Value.
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The Buildup Method

• Cost of Capital equals the sum of:
o Risk Free Rate                                4.10%

o Equity Risk Premium                       6.70%

o Industry Risk Premium (Hospital)    3.05%

o Size Premium (Smallest)                 6.36%

o Cost of Capital for 2010 =             20.21%
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Weighted Average 

Cost of Capital

• WACC is the sum of weighted debt cost plus 

weighted capital cost:
o Weighted Debt Cost – Weight of debt in capital structure 

times cost of debt

o Weighted Capital Cost – Weight of capital in capital 

structure times cost of capital using Buildup Method
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Weighted Average 

Cost of Capital

• Weight of Debt in Capital Structure:
o We could use the Long Term Debt to Capitalization Ratio 

for Health Care Organizations.

• Ingenix Average of All Sizes (2011) = 37%

• Weight of Capital in Debt Structure:

o Deference in 100% and Debt Ratio =  63%

15



Weighted Average 

Cost of Capital

• Cost of Debt:
o Interest Rate Guidelines

• 2010 Tax Exempt Yields (A) = 5.92%

• Cost of Capital:
o Buildup Method

• 2010 Calculation = 20.21%
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Weighted Average 

Cost of Capital

• Example WACC discount rate:
o Weighted debt cost

• 37% X 5.92% =                               2.19%

o Weighted capital cost

• 63% X 20.21% =                           12.73%

o WACC =                                           14.92%
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Cash Flow Project Example
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Variable Rate 

Demand Obligations

• Variable Rate Demand Obligations (VRDO)
o Short-term obligations (may have long term maturities with 

short term remarketing periods)

o “Put" or demand feature 

o Secured by a liquidity facility issued by a financial institution 

(for example, a standby bond purchase agreement 

[SBPA], letter of credit [LOC], or line of credit)
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Variable Rate 

Demand Obligations

• Balance Sheet Classification
o Current liability unless the following occur:

• Include a liquidity facility to  provide funding should 

bondholders “put” the bonds and they are not 

remarketed

o Must extend beyond one year from the balance 

sheet date for long-term presentation

o Must be non-cancelable
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Variable Rate 

Demand Obligations

• Refinancing considerations
o Extinguishment criteria

• Delivery of cash or other financial assets

• Delivery of goods or services

• Reacquisition by the debtor of its outstanding debt 
securities

• The debtor is legally released from being the primary 

obligor under the liability, either judicially or by the 

creditor

• PV of cash flows of new debt is at least 10% different 
than cash flows on existing debt
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Variable Rate 

Demand Obligations

• Refinancing considerations
o Extinguishment criteria met – recognize a gain or loss 

(deferred and amortized for governmental entities if not 

redeemed)

• Include fees paid to modify/extinguish debt in gain/loss 

calculation as well as original debt issue costs
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Variable Rate 

Demand Obligations

• Refinancing considerations
o Considered modified if extinguishment criteria are not met

• New effective interest rate is determined using the 

original debt carrying amount and the revised cash 

flows

• Fees incurred during the modification are included with 

remaining unamortized premiums/discounts and 

amortized to interest expense
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Variable Rate 

Demand Obligations
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• “Put" or demand feature examples



Variable Rate 

Demand Obligations
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• Acceleration clause example



Variable Rate 

Demand Obligations
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• Letter of credit renewal example



Lease Accounting

• The Proposed ASU, Leases, was issued on 

August 17, 2010

• Objectives
o Converge U.S. GAAP and IFRS 

o Address perceived weaknesses in reporting operating 

leases 

• Ensure that the assets and liabilities from lease contracts 

are reflected in the statement of financial position
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Lease Accounting

One of my goals in life is to one day fly on an 

airplane that appears on the balance sheet 

of an airline

Sir David Tweedie, IASB Chair
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Lease Accounting

• Scope
o All leases, including leases of right-of-use assets in a 

sublease except:

• Leases to explore for or use minerals, oil, natural gas, 

and similar non-regenerative resources

• Leases of biological assets

• A contract that results in an entity transferring control of 

the underlying asset and all but a trivial amount of the 

risks and benefits associated with the underlying asset 

to another entity 

29



Lease Accounting

• Current Status
o Comment period expired on December 15, 2010

o More than 780 comments on the exposure draft were 

submitted

• Most criticized the rules as too complex, potentially 

costly, and likely to result in unreliable financial reporting 

o IASB & FASB are currently re-deliberating the proposal 

o Boards agreed to re-expose in late 2011
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Lease Accounting

• What is a lease?
o Contract that conveys the right to use a specified asset

o Contract that conveys the right to control a specified asset

• Direct the use of

• Receive benefit from the use of

• Lease and non-lease components should be 

segregated
o Maintenance contracts, etc.
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Lease Accounting

• Lease Term
o Noncancelable period plus periods when there is 

significant economic incentive to extend

• Bargain renewal options

• Penalties for non-renewal

• Significant leasehold improvements

o Significant change from original proposal
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Lease Accounting

• Lease Payment
o Base payments plus the following variable payments

• Payments that depend on an index/rate

• Payments under residual guarantees

• Payments that meet a high recognition threshold 

(reasonably certain)

o Significant change from original proposal
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Lease Accounting

• Discount Rate
o Lessee 

• Rate the lessor is charging if available

• Otherwise incremental borrowing rate
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Lessee Recognition

• Statement of financial position
o At the date of commencement of a lease, a lessee shall 

recognize in the a right-of-use asset and a liability to make 

lease payments.
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Lessee Recognition

• Income statement
o Interest expense on the liability to make lease payments

o Amortization of the right-to-use asset 

o Reassessment of changes in the liability to make lease 

payments due to 

• Contingent rentals 

• Term option penalties and 

• Residual value guarantees

o Any impairment loss on the right-to-use asset
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Lessee Recognition

• Initial measurement
o The liability to make lease payments

• Present value of the lease payments

o Lessee's incremental borrowing rate

o Rate the lessor charges the lessee

o The right-of-use asset 

• Amount of the liability to make lease payments

o Plus any initial direct costs incurred
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Lessee Recognition

• Subsequent measurement
o Liability to make lease payments 

• Amortized using the effective interest method

o Right-of-use asset

• Amortized cost, subject to the impairment provisions in 

Topic 350. 

o The amortization period shall be during the period of 

lease or the useful life of the underlying asset, 

whichever is shorter.
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Lessee Recognition

• Presentation
o Statement of Financial Position 

• Liabilities to make lease payments shall be reported 

separately from other financial liabilities 

• Right-of-use assets shall be reported within property, 

plant and equipment, separately from assets that the 

lessee does not lease
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Lessee Recognition

• Presentation
o Income Statement 

• Amortization of the right-of-use asset as an expense 

separately from other amortization. 

• Interest expense on the liability to make lease payments 

separately from other interest.

o Amortization and interest may be disclosed rather than 

presented on the face of the income statement
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Lessee Recognition

• Presentation Issues
o Statement of Cash Flows 

• Cash payments for leases shall be shown as financing 

activities and shown separately from other financing 

cash flows.

41



Short-Term Leases

• Short Term lease are exempt from the right 

of use asset and liability provisions
o Short-term leases in the proposed standard are defined as 

leases that, at the date of commencement of the lease, 

have a maximum possible lease term, including options to 

renew or extend, of 12 months or less
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Lease Considerations

• Reevaluate lease-buy determination 

process

• Take inventory of current lease 

arrangements
o “Simplified” retrospective application to existing leases

• Review current debt agreements 
o Begin discussions with legal, lenders, or trustees as 

necessary
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Questions?
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