C7 Fair value measurement of financial instruments

1.1 Summary of IFRS 13 framework

The table and flow chart below set out a step-by-step approach to,
applying the basic measurement principles of IFRS 13 to financia]
instruments, The table also provides a high level summary of sor
of the key concepts underlying IFRS 13 and illustrates the framework
for measuring fair value. The summary does not address all of
requirements of the Standard - users should refer to the !hd:é:
detailed discussions later in this chapter and to the text of the
Standard for a fuller understanding. ]

Note that Steps 2 to 4 do not necessarily occur in the order set out in |
the table and flow chart (i.e. they are inter-related).

=

Step

Explanation

Tdentify the ‘asset’ or
‘liability’ being measured (i
the unit of account) (see 3.1
below).

IFRS 13 notes that the asset or liability
measured at fair value may be (1) a
stand-alone financial asset or liability, (2) a
group of financial assets or a group of
financial liabilities, or (3) a group of assels and
Habilities, The level at which fair value is
measired will depend on the ‘unit of account’
specified in other [FRSs (typically, the level at |
which the asset or liability is aggregated or
disaggregated for recognition or disclosire
purposes). Under IAS 39, the unit of account is
generally an individual financial instrument, |

25

For financial assets and
financial liabilities with
offsetting market risks or
counterparty credit risk,
evaluate the criteria for the
fair value exception and
establish a policy (see
section 6 below).

| and measutes those assev: and liabilities at fai

{porttolio) of financial instruments.

IFRS 13 permits an exception to the geners!
fair value measurement requirements for
Hngriciérl.ag&eisiimd financial liabilitis tan
enlity: IE \ S0
manages the group of assets and Yabilities
the bﬂﬁ of ‘,hagtrttlefexpom:*a vsrket rigks.
counterparty credit risk; provides information
on that basis to key mcragesaent persor

value in the statement of financial position,
In summary, the exception permits an entity to
measure the fair value of the group of assels
and liabilities (i.e. the portfolio) rather than the
individual assets and ]gabﬂiﬁes within the
portfolio. Details of the exception, including
the detailed criteria for qualification, are set
out in IFRS 13:48 — 56.
The application of this exception is an L
accounling policy choice in accordance with
IAS 8 Accounting Policies, Changes in
Accounting Estimates and Errors and must be
applied consistently from period to period for

a particular portfolio.

This exception does not change the unit of
account (which continues to be the individual |
instrument determined under 1AS 39), but
changes the unit of measurement from the
individual financial instrument to the group
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Explanation

For financial liabilities and an
entity’s own equity
instruments, assume the
financial liabilities or equi
instruments are transfe to
market participants at the
measurement date (see
section 5 below).

a markel participant even if the entity does not

instrument to a third party or it is unable to do

[ERS 13 requires that the fair value of a
finaneial linbility or an entity's own equity
inatrument be based on an assumed transfer o

intend to transfer the liability or equity

50,

Undet this assumption, the fair value of a
financial liability should be measured on the
basis that the liability would remain
outstanding and the transferee would be
required to fulfil the obligation; it should not
be assumed that the financial liability would
be settled or otherwise extinguished. Similarly,
the fair value of an entily’s own equity
instrument should be measured on the basis
that the equity instriument would remain
outstanding and (he transferee would take on
the rights and responsibilities associated with
the instrument; it should not be assumed that
the instrument would be cancelled or
atherwise extinguished.

In addition, the measurement of financial
liabilities and own equity instruments depends
on whether identical liabilities or equity
instruments are held by other parties as assets,
However, an entity must measure the liability
or equity instrument from the perspective of a
market participant that holds the identical
itemn as an asset if (a) a quated price for an
identical or similar instrument is not available
and (b) the identical item is, in fact, held by
another parly (or by other parties) as an asset,

Identify the market in which
to price the financial asset or
financial liability — i.e. either
(1) the principal market or (2)
if no principal markel exists,
the most advantageous
market (see 3.2 below).

The principal market is “[tjhe market with the
greatest volume and level of activity for the
asset or liability”. The most advantageous
market is “[t|he market that maximises the
amount that would be recelved to sell the asset
or minimises the amount that would be paid
to transfer the liability .. .",
If there is a principal market for the financial
asset or financial liability, the Rair value
measurement should reflect the price in that
market, even if the price in a different market
is potentially more advantageous at the
measurement date, In the absence of evidence
to the contrary, the market in which an entity
would normally enter into a transaction (o sell
the asset or to transfer the liability is
presumed to be the principal (or mos
advantageous) market, Therefore, an entity is
itted o use the price in the market in
which it normally enters into transactions
unless there is evidence that the principal (or
most advantageous) market and that market
are not the same.
A market cannot be identified as the principal
(or most advantageous) market unless the
entity has access to that market al the
measurement date,
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C7 Fair value measurement of financial instruments Scope C7

—_—
of IAS 32, 1AS 39, IAS 39 and IFRS 7 that are measured at fair value are
subject to the fair value measurement and disclosure guidance contained

in [FRS 13.

Fair value measurement framework

|_ 1, Identify item to be measured at fair value

| Ao | The measurement requirements in IFRS 13 apply when measuring
the fair value of:
W P
Za. For goups of Anancial assets and 2b. For labilities and : Sy e S R e el .
A & equity Instruments financial instruments that are mm at fair value in the
I I statement of financial position; and
e Consider whether financial ASSUINE Measure! t-clat e it e PO : ; - A A SR T »
asgets are grouped with financial transfer, nndelm?ztu o ﬂ:\anﬂal H. 'ﬂ_t't m-’. '_m, tﬁ ,f(_]r whmh ﬂ'IE faj‘t V&lﬂe iﬁdiﬂclﬂﬂﬂd. Eah
liabilities and managed on the measurement data related to if the item is not measured at fair value in the stalement of
bases of net exposure Lo a the Instrument held as an S e A AR N e e e, LEM LR i R iy e £ 5 X
market risk {or tsks) or asset If quoted prices are not financial Pﬂﬂiﬁﬂﬂ (Epg ﬁmﬂlﬁl mﬂmmm mt meanux&d at,
counterparty credit risk avallable for transfers fair value but for W-hich MI value is mquim to 'be dlﬁtlﬂmd

under IFRS 7:25). [IFRS 13:BC25] |

k'
3. Identify principal (or most advantageous) market

inancial instruments are measured at fair value on an ongoing
RS 13 refers to this as ‘fair value on a recurring basis’) and
e (g financial assets meeting the criteria for amortised cost
asurement in [AS 39:46 -see section 3 in chapter C2) are measured
at fair value only on initial recognition or for disclosure purposes.
RS 13 applies in all of these citcumstances (subject to the excep-
in IFRS 13:6 & 7). .

4. Identify market participants and the assumptions
participants maki in determining fair value

5. Select an appropriate valuation technique or technlgues and related inputs to determine fair value

Market approach Income approach Cost approach
AN\

N

*
f. If applicable, allocate fair value measures attributable to multiple units ufi@m the umit

of account that {s-the subject of the fair value measure:

Application of IFRS 13 to receivables and payables
measured at initial recognition using present value
techniques

gl
A

recognised financial instruments that are within the scope of IAS
, including receivables and payables, are required to be ‘measured
fair value on initial recognition. This requirement applies irrespec-
e of how the instrument is subsequently measured. In the case of
eivables and payables measured at amortised cost subsequent to
tial recognition, because fair value generally cannot be observed

tly, present value techniques are used to estimate fair value at
recognition. Accordingly; IFRS 13 (including the guidance in
13:B12 — B30 regarding the use of present value techniques to
sure fair value) applies to such initial measurements.

V

7. Determine hierarchy classification and prepare disclosures

Level 1 Level 2 Level 3

2 Scope

IFRS 13 applies when another IFRS requires or permits fair value measures
ment or disclosures about fair value measurements except in limited
circumstances specified in IFRS 13:6 and 7. [IFRS 13:5] None of the
exceptions in IFRS 13:6 & 7 (which are listed in chapter A6 of Volume A of
this manual) applies to financial instruments in the scope of IAS 32, 1AS
39, 1AS 39 and IFRS 7. Consequently, all financial instruments in the scopé

e, however, that IFRS 13's disclosure requirements do not apply
ir value measurements at initial recognition (see IFRS 13:91 &
ai), :
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C7 Fair value measurement of financial instruments

2.2 Application of IFRS 13 to financial assets measured g

amortised cost that are determined to be impaired

When a financial asset measured at amortised cost is determined to
be impaired, the impairment loss is measured as the difference
between the asset’s carrying amount and the present value of the
estimated future cash flows (see 1AS 39:63).

For measurement in the statement of financial position IFRS 13 does
not generally apply when an impaired financial asset is measured
using this approach, The recognition of an impairment loss using the
approach described results in the financial asset being remeasured at
the present value of expected future cash flows discounted at the
original effective interest rate. This amount may not be equivalent to
fair value because a fair value measurement would incorporate a
current market discount rate. Accordingly, the measurement and
disclosure requirements of IFRS 13 do not generally apply to an
impaired financial asset measured at amortised cost. |

However, as a prac{:ical expedient, TAS 39:AG84 allows the impair-
ment of a financial asset measured at amortised cost to be measured

on the basis of the instrument’s fair value using an observable

market price. When this approach is adopted, it results in the
financial asset being measured at fair value and, consequently, the
requirements of IFRS 13 do apply.

In addition, IFRS 7:25 requires an entity to disclose the fair value of

each class of financial assets and financial liabilities. Cﬁflsaquently,
the fair value of financial assets measured at amachoed cost is
required to be disclosed. The amount disclosed showld be measured
in accordance with IFRS 13 and the disclosures required under IFRS
13:97 should be provided.

2.3 Application of IFRS 13 to a hedged item in a fair
value hedge

Hedged items in a fair value hedge are not measured at fair value in
the statement of financial position. The hedged item may be
accounted for under an IFRS that specifies a measurement basis other
than fair value (e.g. a debt instrument measured at amortised cost
under IAS 39). In such circumstances, under the fair value hedge
accountmg rules, the underlying carrying amount of the hedged item
is adjusted for relevant changes in the fair value of the hedged risk.
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s hedged risk could be (i) changes in the fair value of the hedged
m (sce example 2.3A below) or (ii) changes in a portion of the fair
e of the hedged item specific to a hedged risk (see example
3B). In both cases, the fair value hedge adjustment applied to the
hedged item results in a ‘hybrid’ carrying amount for the hedged

'k; such circumstances, the fair value measurement principles in IFRS

13 should be used in determining the amount of the fair value hedge

 adjustment (i.e. the amount of the relevant changes in the fair value
of the hedged risk).

|

" When the relevant IFRS requires disclosure of the fair value of a

hedged item that is not measured at fair value in its entirety in the

statement of financial position:

o the messurement requirements of IFRS 13 apply to the amount
disclosed as fair value; and

= the disclosure requirements of IFRS 13:97 apply.

Example 2.3A
'Applica!i'un of IFRS 13 to a hedged item in a fair value hedge (1)

On 1 January 20X1, Company A (which is not a broker-dealer) measures oil
inventories of 100,000 barrels under 1AS 2 [nventories at its cost of US$60 per
barrel (US$6 million). The spot price for oil is US$65 per barrel. At that date,
Company A enters into and designates oil futures contracts to sell 100,000
barrels of oil at US$65 per barrel as a fair value hedge of its oil inventories.
The fair value of the oil futures contracts on 1 January 20X1 is zero, The oil
futures contracts are measured at fair value at subsequent reporting dates in
accordance with [AS 39,

| At 31 December 20X1, the spot price for oil is US$63 per barrel, Assume, for
simplicity, that Company A did not purchase or sell any oil in the period. The
| IAS 2 measurement of the oil inventories is unchanged, because the current
| spot price of US$63 per barrel is higher than the carrying amount of $60 per
barrel (i.e. cost). However, as a result of the fall in the spot price from US$§65
to US$63 per barrel, the fair value of the oil futures contract on 31 December
20X1 is an asset of US$200,000. For illustrative purposes, assuming Company
A has a perfectly effective fair value hedge, the carrying amount of the
inventories is therefore adjusted by US$200,000, resulting in an adjusted
carrying amount of US$5.8 million (i.e. US$6 million less the fair value hedge
adjustment of LI5$200,000).

This adjusted carrying amount of US$5.8 million is not the fair value of the
inventories, and TAS 2 does not require thal the fair value of the inventories
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C7 Fair value measurement of financial instruments

Example 3.3A

Use of assumptions that market patticipants would use |

Entity F uses a discounted cash flow model to measure the fair value pf 4
financial asset. Entity F has obtained information about the assumptions thag
market participants would use to measure the fair value of the assef,
However, Entity F believes that some of those assumptions are not appropri.
ate.

Entity F is not permitied to rely on its own internal data rather than use the
assumptions that market participants would use. A fair valie measureman
is a market-based measurement and not entity-specific. [FRS 13:22 requires |
that the fair value of an asset or a liability should be measured using the |
assumptions that market participants would use when pricing the asset or
liability, assuming that market participants act in their economic best intar
est,

When using a discounted cash flow model to measure the fair value of 4
financial asset, Entity F should incorporate relevarit observable inputs when. ‘
ever available. Any unobservable inputs used in the fair value measure (eg,
estimated future cash flows or risk adjustments incorporated into the dis- i
count rate) should be based on management's estimate of assumptions that
market participants would use in pricing the asset in a current transaction al
the measurement date. If market data from transactions involving compara-
ble assets indicate, for example, that a significant liquidity discount applies 0
al the measurement date to compensate for the difficulty in selling assets
under current market conditions, Entity F should incorporate that informa- "i.
tion in its cash flow model (e.g. through an adjustment to the discoum rate)
even if management’s internal data would not result in such. Huidity
adjustment.

Example 3.3B

Use of assumptions that market participants would use

Entity A uses a discounted cash flow model as a valuation technique to
measure the fair value of its investment in the debt securities of Entity X. No
quoted price for identical securities is available, Entity A’s valuation tech-
nique requires assumptions about default rates as inputs. Default rate
assumptions can be readily derived from current relevant observable market
data: for example, actively traded credit default swaps (CDSs) on publicly
traded bonds of Entity X, or asset swap spreads (the differential between the
bond yield and the LIBOR curve expressed in basis points) or issuer spreads
on the basis of recent notes issuances.

In applying its valuation technique to measure fair value, Entity A should
maximise the use of relevant observable inputs. Therefore, it cannot rely
solely on its own historical default data for issuers with a credit quality
similar to that of Entity X or on its own default assumplions, even if the
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| Fxample 33C

Definition of fair value C7

default nés;::rwﬁons are ‘stressed’ (e.g. by changing the_i.npurs tc:ui ;ﬂwe:;'
asonably possible alternative assumptions), lnsteud,‘Entuty A should use
H.'lﬂ relevant default rate assumptions that are observable in the market.

m vilue measurement of loans and receivables — requirement te con-
cider the credit standing of the borrower

: sivable from Entity B (a borrower). When
“tity A (a lender) has a loan receivable ﬁulm : fuf
g&zmg the fair value of the loan receivable, Entity A should take into
account the credit standing of Entity B,
‘ ;Alender is required to take into account a borrower's credit S:.tanding when
; the fair value of & loan receivable in accordance with TFRS 13.

measuring
A shall mea 1 ¢ tora
FRS st “[a]n entity shall measure the fair value of an asse
{FRS 13.22 states that “[a]n en | sl wiFaix ¥ A4
liability using tie assumptions that market ‘_parltx‘cipe.mts.woulq utsgn piei
\ pricing the ascer or liability, assuming that market participants act &

* economic best interest”,

. Ma ke participants would incorporate the effect of a b,qmn_\.veer;f ;;:rg:.ﬂii:
' '?';-‘e—x'mjng into the valuation of a loan recaivable,be.ﬁauﬁc: the hnrmw : clrean
::mding can be indicative of the amount that will be collected on the ni .
' Therefore, Entity A should make appropriate -adjtxsffnent,s; to :1;3 ffﬂi; ;1:. ue
measurement of its loan and receivable to teflect Entity B's credit standing.

Rl L ts are relevant when Enfity A meas'_gneS ﬂw‘lcmn f‘egf:ivfﬂl:'le
::mﬁhfrrig;‘f:i:nmthal remg:nlhon and /'Q:j at Su.bsiéf;!ugnt‘ repm;tmg i;mzz
i "[hey are also relevant when Entity A measures the :e.eeivablf.'da‘ amo u::m
cost at subsequent reporting dates becgusa, suP]ed t‘o‘llilrnit; d‘:::ﬂ?eﬂ ‘H;
 IFRS 7 requires that the fair value of financial instruments be o aimd.
| each reporting date. The amount disclosed should be measuﬂ'e 1
ance with IFRS 13 and the disclosures required under [FRS 13:97 shou
| provided.

3.3.1 Identifying market participants when no apparent
exit market exists

[FRS 13:21 requires that, even when there is no observable marke’rft;:‘
provide pricing information about the sale of an asset or the trans :lt
of a lability at the measurement date, a fair value measqrfjne :
should assume that a transaction takes Elace at that Qate, CCIﬂSl“‘ etre :
from the perspective of a market partim.p::mt that hf:lds,"thebe.lbge fur
owes the liability. That assumed transaction estabhshe&-_ab‘lfls 0

estimating the price to sell the asset or to transfer the liability (see

3.2.1 above).
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b

variability in its debt due to changes in 3m LIBOR. Entity A intends to
flow hedge the variability in interest rates on its borrowings even though fhe
interest on the borrowings is capitalised under IAS 23. S
Entity A can apply cash flow hedge accounting of the interest rate risk on it
variable rate borrowings but the gain/loss on the derivative that is re
nised in other comprehensive income is reclassified from equity to profit gp
loss when the interest component of the qualitying asset affects prpﬁf or loss,
Entity A will apply the following steps in order.

(i)  Capitalise the variable rate interest on the borrowing in accordance
with IAS 23, ‘
(i)  Determine the effectiveness of the cash flow hedge and recognise m ,
ineffectiveness in profit or logs. Recognise the effective gain/loss e
the derivative in other comprehensive income; -
(iil) The amount recognised in other comprehensive income will be 1

sified from equity to profit or loss when the hedged risk affects p
or loss. The hedged interest that is capitalised as part of the qualify
asset will affect profit or loss when the qualifying asset is amortis
impaired or is sold. The net effect in profit or loss from this re
cation is that the impact in profit or ]qﬁs’ will be éqmveilént to the ntity |
borrowing at fixed rates and capitalising fixed borrowing costs. ". l\

If an entity does not apply hedge accounting and, therefore \QO
derivatives are classified as at fair value through profit or loss, it N
not appropriate for the entity to capitalise part of the derivative as
part of the borrowing costs under IAS 23. All gains/lcszes on
?Qn-hgdgii\g derivatives must be immediately recognisea i profit o
088, ‘ ' 8

2.7 Hedging non-financial items

As described in 3.9 in chapter C9 a non-financial asset or liability may
qualify as a hedged item in limited circumstances. More complex aspe
of hedging non-financial items are described below,

2.7.1 Hedging foreign currency risk of non-financial asset
held at cost

If an entity is hedging foreign currency risk, this risk must be separﬂtEI
measurable. A non-financial asset that was purchased in a foreign currency
cannot be hedged for foreign currency risk because foreign currency riskis
not evident in that non-financial item. However, the foreign currency ris ':
associated with a forecasted sale of that non-financial item could qua.lifyﬂi‘

|

i

a hedged item.
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& machinery will be translated at the USH:E exchange rate at the dgte of the

| machinery because the hedged item does not contain any separately meas-
wrable foreign currency risk,

Hedged items C10

g is important to distinguish between hedging foreign currency risk

of a non-financial item and hedging for'*éigr} cuﬂEncy risk in relation
, the forecast sale or p‘urchase of that non-financial item.

Example 2.7.1 below illustrates that it is not possible to hedge the
reign. currency risk of a non-financial item becgl{?e the foreign
currency risk is not evident and not separately measurable. qu,wevep
i ity is asing or selli ~financial item in a foreign
if an entity is purchasing or selling a non fmmcx item orel

currency, it is a fixed amount of foreign currency th_at wﬂ{be needed
o buy or will be received from selling that non-financial item, and a

i?ying,forgigﬂ currency exposute therefore exists.

=

fxample 274
Hedging a won-tinancial item: hdd at cost

| Sterli i irrency entity, acquires lant and
Aity A 1 Sterling functional currency entity, acquires some p i
'ﬁmﬁry in US$ from Entity B, an unrelated third party US dollar func-

s currency entity. In the financial statements of Entity A, the plant and

Wﬁhﬂﬂe (i.e. at historical rate).

I Enity A used US dollar borrowing o inance the purchase o the plant
machinery, these US dollar borrowings cannot be used as a hedsing instric
ment in a fair value hedge of the foreign currency risk of the plant and

ity A was to demonstrate that the disposal of the plant nnd machinery
i%ﬁzéﬂars was highly probable, then the US dollar denominated debt
could be used as a hedging instrument against the forecast sale in U‘% dulJ.Jar
provided that the timing of the future cash flows on the debt coincided with
the timing of the future cash flow on the disposal.

Non-derivatives can be used as hedging instruments only when hedging
foreign currency risk. This is discussed further in 4.1 in chapter C9.

232 Hedging all risks except foreign currency

1AS 30 is clear that hedges of a non-financial instrument are possible
for all risks or just foreign currency risk. Therefore, by deducmm ﬁm-
possible to hedge all risks except foreign currency risk, assuming all
ther hedge accounting criteria are met. IAS 39IG.E34 on the
teraction between IAS 39 and 1AS 21 supports this assertion. For
£ instruments, fair value is firstly determined in the currency
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ounting — complex

.il'l which the contract is denominated, and translation of the con
into the“ functional currency of the entity is secondary. If it can pa
g'jlearly dfemnnsh-ated that the exposure to fair value of .

identified
and measured, and hedged for all risks except foreign Currenc;ﬂji:f

such exposure is a permissible hedging designation.

T

’_Exmlﬂe 27.2
Hedging a non-financial item; all risks except foreign currency

Entity O has an anticipated i

. . purchase of 1,000 barrels of oil in sj
is highly probable of occurring. The purchase e
at the date of purchase and will be priced in U
currency is the Australian dollar,

: manths that
price will be the market price
S dollars, Entity O's functiona)

Entity O has two risk EXposures: foreign currency risk-and fair value rigk

The ofl futires hedge price risk only. Entity O does not co-
its exposure to the US dollar on the purchase contract.

‘;[‘he m; futures can be designated as a hedge of the farecast purchase of oil
P}:::::m ed tl;at ?19 other hedge accounting criteria are séﬁaﬁed-) A fu;rwaxzd
chase of oil (a non-financial asset) does not }‘\av‘ : i)
Sl i : : e inherent foreton
::ﬂhn;\fe risk. 'lhe. for_exgn exchange risk arises from the fact I'.h::(l E;
por ,.gf.mﬁ.ty & functional currency is not the US dollar ﬁ'ot fron: the
I_n‘tarket price risk inherent in a forward purchase of oil. ; X

terminously hedge:

——

2.7.3 Hedging income tax

I_AE‘t 3?‘does not prohibit an entity from hedging the cash flow
;valnabﬂxty arising from income tax where income tax affects profit or
fﬁ;n:;ﬁ;en ‘IAS BZ:AGIZ makes clear that income taxes are not
inar ilities or assets as they are not confractual, because thé :
result frqm statutory requirements, Accordingly, for hedgin ur)hr
Poses., Income tax is a non-financial item. Designating a non-fh'ngaxfdal
Itﬁ'l?'n 18 more restrictive than hedging a financial itern because the
entity can only designate all risks in their P
currency risk. Because income tax varies du
income upon which the tax is based, it will likely prove difficult to
a_chieve hedge accounting because the notional amount of the deriQa—
tive would need to change continuously to correspond with the

|
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taxable portion of the net income of the entity. In most cases, this will
prove to be too complex to achieve.

[n some cases, the variability in net income is more easily determina-
ble, e-g. in a special purpose entity which has a limited amount of

r,{mmactions, assets and liabilities. In such cases, it may be possible to
_ designate a derivative hedging instrument as a hedge of the cash

.~ flow variability of income tax that will affect profit or loss.
|
© As with all cash flow hedges, IAS 39 does not prescribe where gains
~ and losses on derivatives designated as hedging derivatives should
~ be presented. It has become customary, and is useful to the users of

the financial statements, for the hedging effects of derivatives to be
~ presented in the statement of comprehensive income in the same line
~ as the item that they hedge. Therefore, although the hedging gain or
~ loss is clearly not an income tax as defined by 1AS 12, an argument
~ can be macie (or including the effects of derivatives that an entity has

entered into as hedges of its income tax liability in the income tax

line i*. tl.e statement of comprehensive income.

when an entity chooses to present derivative gains or losses relating
. to designated lax hedging derivatives within the income tax line, this
accounting policy choice should be applied consistently from period
to period. Furthermore, appropriate separate disclosure of the
amount attributable to hedging gains/losses should be made in the

notes.

28 Designation of groups of items

It is possible to group together similar assets or similar liabilities and
hedge them as a group, but only if the individual items within the group
share the same risk exposure that is designated as being hedged. The
change in fair value attributable to the hedged risk of each item in the
group must be approximately proportional to the change in fair value
attributable to the hedged risk of the entire group. [IAS 39:83]

IAS 39 does not provide specific guidance as to what is approxi-
mately proportional. It is reasonable to assume that while it is not

expected that the items within a portfolio have exactly the same
sensitivity to the hedged risk, the items must show a high degree of

similarity for a given movement in the hedged risk.

Investments in debt instruments that have different credit ratings and
different maturities can be combined and hedged as a portfolio: In order to
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IAS 39 allows the use of one instrument to hedge more than one gig
Cross-currency interest rate swaps are commonly used to swap forg
currency variable rate debt back into functional currency fixed rate dek
or to swap foreign currency fixed into functional currency variable
4.4.1 in chapter C9 for further guidance).

3.1.1 Hedging multiple hedged items

IAS 39 provides limited guidance on how to assess hedge effectivenesg
when an entity uses a single hedging instrument to hedge mulul;!“"’
hedged items. There are many instances where an entity could use a singla
derivative financial instrument to hedge one risk (say foreign currency
risk) or multiple risks (say foreign currency risk and interest rate risﬁj
where those risks reside in more than one hedged item. i

IAS 39:1G.F1.13 provides an example of an entity hedging two hedged
items for the same risk. The example describes a Japanese Yen functional
currency entity that has a 5-year floating rate US$ liability and a 10-year
fixed rate £-denominated note receivable and chooses to hedge both items
with a single foreign currency forward contract where it will receive US$
and pay £ in five years. Because the principal amounts of the asset and
liability when converted into Japanese Yen are the same, the entity
designates the dual foreign currency forward contract as hedging foreiga
currency risk for both items. Even though foreign currency risk is detined
by reference to the entity’s functional currency, and the foreign, currency
forward contract does not have a cash flow in the functionalcutrency (i.e.
Japanese Yen), the foreign currency forward contract may.sill be desig-
nated as hedging both foreign currencies as the exposure o both currencies
has been eliminated by the forward. Put another way, if the entity entered
into a receive US$ pay Japanese Yen forward, and a receive Japanese Yen
pay £ forward, each forward could have been designated separately as
hedging the foreign currency risk of the liability and asset respectively, the
fair value of the two Japanese Yen legs would offset each other perfectly. In
a single forward to receive US$ pay £, the receive Japanese Yen leg and the
pay Japanese Yen leg do not exist but this does not create hedge ineffec-
tiveness because the fair value of both legs offsets to zero. However, in
assessing and measuring hedge effectiveness with a single forward con-
tract, the entity will need to impute the two notional Japanese Yen legs into
the hedge designation in order to determine the hedge effectiveness of the
two hedges of foreign currency risk. Imputing the two notional cash flows
for assessing hedge effectiveness is permitted because doing so does not
create any additional cash flows as both notional cash flows offset each
other perfectly.

O
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issued debt
~ Parent P, a € functional currency entity,

Hedging instruments C10

in July 2007, the IFRIC (now the I]’RS lnterpretzt;gm (E:r;m:ttei:l
jssued a rejection notice on hedging m.ulﬁple risk v;a 1@12%'3
.&eriiraﬁVB, financial instrument. The IFRIC rf:cng;msed = ‘t‘ i
nerprtative uidance does el o o S R L rvtive
' otional leg as a means of splitting the fa ; _
;ﬁg";aulﬁpgle cnmpanenta.in order to aSsesalhed_gg eﬁeﬁ:ﬂe;ess.f":z
IFRIC considered that this was a;ﬁzptalzle c::ﬂ i";se::i;gms :;g;lg 45
tiveness because this conclusion ‘ not ¢ i oo dmvameﬂ
ich prohibits an entity from re«:pgjﬁsmg sfmbad i
;;21{: YESIi‘Jlt in the recognition [emphasis addgd in the “]ulyTigOi: Fi:féi
L[pdut-e] of cash flows that do not contractually c%mat. e ] e
rejection notice highlights that, should any entity nee hb:nstl.;‘at
notionally a derivative for assessing hedge effectiveness ;v ﬁu}ng
derivative is hedging multiple risks, then the process 'okssp e
s‘hould not restut in any new cash flows or any new ;1; ;1:&
which wese not evident in the contractual terms of the derivative,

—

Hedging a net investment in a foreign operation and interest rate risk of
has issued a €100 million denomi-
nated fixed rate debt. Parent P consolidates Subsidiary 8 a Lisuﬁﬁ’i.?rn
functional cmﬁncy foreign operation with opening net assets o

million, Parent P's objective is to hedge:

(i) the foreign currency risk of part of its foreign operation (being- the €
equivalent of US§150 million net assets); and
(i) the fair value due to changes in interest rates on its issued debt (being

w interest rate isk on €100 million).

In order to minimise transaction costs, Parent P. enters into a single g;:;;r;(—’
fve to Recelve € fixed on €100 million; Pay US$ 3m-US§ LIBOR on USSC7
million with the fair value of the Cross-Currency interest rate swap eq

soro at the transaction date (i.e. the derivative is on-market).

Parent P designates in the consolidated financial statements ‘mer;r;ui-f
currency interest rate swap as a hedge u‘f ‘the foreign cw'rEr;cy oV
Subsidiary §'s net assets equal to US§130 million @d the fair value ir

rate ﬂsk on €100 million of its ¢-denominated debt.

In order to assess hedge effectiveness for net investment hedge and fair
value hedge Parent I notionally splits the derivative into the following:

(i) Receive fixed €100m, Pay 3m-EURIBOR on €100m (notional derivative

e 1); and
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