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personnel. Together, these disclosures provide an overview of th,
g

enti yS use of financial inst P
ruments and the exposures to
as risks they

Ame I i i
: Tidfrr%ents to the IFRS, issued in March 2009, require enhanced disclosure
v : e
out fair value measurements and liquidity risk. These have been made ts
address application issues and provide useful information to users d

Disclosures—Transfers of Financial Assets (Amendments to IFRS 7), issued in Octob
: ! ¢ e
2010, amended the required disclosures to help users of financial statemenr_:

ev is i
aluate t_he risk exposures relating to transfers of financial assets and the effe
of those risks on an entity’s financial position. 4

In May 2011 the Board relocated i
the disclosures about fair valu :
to IFRS 13 Fair Value Measurement. RRETTEEES

. : . :
hhe IFRS includes in Appendix B mandatory application guidance that explains
ow to apply the requirements in the IFRS. - The IFRS'is accompanied by

non—r.nandatoTy Implementation Guidance that describes how an entity migh
provide the disclosures required by the IFRS. .

Th :
e IFRS _supersedes TAS 30 and the disclosure requirements of IAS 32. Th
presentation requirements of IAS 32 remain unchanged . !

The IFRS is effective for annual i inni
: I periods beginning on or after 1
Earlier application is encouraged. FE 2o

Piscloxurgs—ﬂﬂsetting Financial Assets and Financial Liabilities (Amendments to IFRS 7

%ssued lIll December 2011, amended the required disclosures to incl d)!
information that will enable users of an entity’s financial statements to eval i
the effect or potential effect of netting arrangements, including rights of . ?ate
a.ssocmted with the entity’s recognised financial assets and recognised fi AN
liabilities, on the entity’s financial position. S
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F,'nancial Instruments: Disclosures

Objective

iy

The objective of this IFRS is to require entities to provide disclosures in their
financial statements that enable users to evaluate:

(a) the significance of financial instruments for the entity’s financial
position and performance; and
(b) the nature and extent of risks arising from financial instruments to

" which the entity is exposed during the period and at the end of the
reporting period, and how the entity manages those risks.

The principles in this IFRS complement the principles for recognising,
measuring and presenting financial assets and financial liabilities in IAS 32
- Financinl Instruments: Presentation and TAS 39 Financial Instruments: Recognition and

Meas:irement.

Scope /

2

This TFRS shall be applied by all entities fo all types of financial instruments,

except:

(a) those interests in subsidiaries, associates or joint ventures that are
accounted for in accordance with TFRS 10 Consolidated Financial Statements,
1AS 27 Separale Financial Statements or IAS 28 Investments in Associates and
Joint Ventures. However, in some cases, [FRS 10, TAS 27 or JAS 28 require or
permit an entity to account for an interest in a subsidiary, associate ot
joint venture using IAS 39: in those cases, entities shall apply the
requirements of this IFRS and, for those measured at fair value, the
requirements of IFRS 13 Fair Valie Measurement. Entities shall also apply
this TFRS to all_derivatives linked to interests in stibsidiarties, associates or
joint ventures unless the derivative meets the definition of an equity

instrument in 1AS 32.

(&) employers’ tights and obligations arising from employee benefit plans,
to which IAS 19 Employee Beiefits applies.

(c) [deleted]

(d) insurance contracts as defined in IFRS 4 Insurance Conlracts, However, this
TFRS applies to derivatives that are embedded in insurance contracts if
IAS 29 requires the entity 10 account for them separately. Moreover, an
issuer shall apply this IFRS to financial guaraniee contracts if the issuer
applies 1AS 39 in recognising and measuring the contracts, but shall
apply IFRS 4 if the issuer elects, in accordance with paragraph 4{d) of
IFRS 4, to apply IFRS 4 in recognising and measuring them.
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changes in market conditions include changes in the performance of the
related internal or external investment fund.

(b} the difference between the financial liability’s carrying amount and the
amount the entity would be contractually required to pay at maturity to
the holder of the obligation.

[This paragraph refers to amendments that are not yet effective, and is therefore not
inicluded in this edition.]

The entity shall disclose:

(a) the methods used to comply with the requirements in paragraphs 9(c)
and 10(a).

b) if the entity believes that the disclosure it has given to comply with the
requirements in paragraph 9(c) or 10(a) does not faithfully represent the
change in the fair value of the financial asset or financial liability
attributable to changes in its credit risk, the reasons for reaching this
conclusion and the factors it believes are relevant.

[This paragraph refers to amendments that are not yet effective, and is therefore not
included in this edition.]

[This paragraph refers to amendments that are nol yel effective, and is therefore not
included in this edition.]

Reclassification

If the entity has reclassified a financial asset (in accordance with paragraphs
51-54 of IAS 39) as one measured:

(a) at cost or amortised cost, rather than at fair value; or
(b) at fair value, rather than at cost or amortised cost,

it shall disclose the amount reclassified into and out of each category and the
reason for that reclassification.

If the entity has reclassified a financial asset out of the fair vaize through profit
or loss category in accordance with paragraph 50B-or 50D of 1AS 39 or out of the
available-forsale category in accordance with paragraph 50E of IAS 39, it shall
disclose:

(a) the amount reclassified into and out of each category;

(b) for each reporting peried until derecognition, the carrying amounts and
fair values of all financial assets that have been reclassified in the current
and previous reporting periods;

(c) if a financial asset was reclassified in accordance with paragraph 50B,

the rare situation, and the facts and circumstances indicating that the
situation was rare;

(d) for the reporting period when the financial asset was reclassified, the fair
value gain or loss on the financial asset recognised in profit or loss or
other comprehensive income in that reporting period and in the
previous reporting period;
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(e) for each reporting period following the reclassification (including the
reporting period in which the financial asset was reclassified) until
derecognition of the financial asset, the fair value gain or loss that would
have been recognised in profit or loss or other comprehensive income if
the financial asset had not been reclassified, and the gain, loss, income
and expense recognised in profit or loss; and

(£ the effective interest rate and estimated amounts of cash flows the entity
expects to Tecover, as at the date of reclassification of the financial asset.

[These paragraphs refer to amendments that qre not yet effective, and are therefore not
included in this edition.]

[Deleted]

Offsetting financial assets and financial liabilities

The disclosures in paragraphs 13B-13E supplement the other disclosure
requirements of this IFRS and are required for all recognised financial
instruments that are set off in accordance with paragraph 42 of 1AS 32. These
dis“lusures also apply to recognised financial instruments that are subject to an
inforceable master netting arrangement or similar agreement, irrespective of
whether they are set off in accordance with paragraph 42 of TAS 32.

An entity shall disclose information to enable users of its financial statements fo
evaluate the effect or potential effect of netting arrangements on the entity’s
financial position. This includes the effect or potential effect of rights of set-off
associated with the entity’s recognised financial assets and recognised financial
liabilities that are within the scope of paragraph 13A.

To meet the objective in paragraph 13B, an entity shall disclose, at the end of the
reporting period, the following quantitative information separately for
recognised financial assets and recognised financial liabilities that are within
the scope of paragraph 13A:

(a) the gross amounts of those recognised financial assets and recognised
financial liabilities;

(b) the amounts that are set off in accordance with the criteria in
paragraph 42 of TAS 32 when determining the net amounts presented in
the statement of financial position;

(c) the net amounts presented in the statement of financial position;

(d) the amounts subject to an enforceable master netting arrangement or
similar agreement that are not otherwise included in paragraph 13C(b),
including:

(i) amounts related to recognised financial instruments that do not
meet some or all of the offsetting criteria in paragraph 42 of
IAS 32; and

(ii) amounts related to financial collateral (including cash collateral);
and

{e) the net amount after deducting the amounts in (d) from the amounts in
(c) above.
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(i) financial assets or financial liabilities that are not at fair value
through profit or loss; and

(ii) trust and other fiduciary activities that result in the holding of
investing of assets on behalf of individuals, trusts, retirement
benefit plans, and other institutions;

(d) interest income on impaired financial assets accrued in accordance with
paragraph AG93 of TAS 39; and

(e) th_e amount of any impairment loss for each class of financial asset

[This paragraph refers to amendments th i
| at are not vet cffective, and is therefor
included in this edition.] e

Other disclosures

Accounting policies

In iaccordance with paragraph 117 of TAS 1 Presentation of Financial Statements (as
rewsed. in 2007), an entity discloses its significant accounting policies
comprising the measurement basis (or bases) used in preparing the financial
statements and the other accounting policies used that are relevant to an
understanding of the financial statements.

Hedge accounting

mlese paragraphs refer to amendments that are not yet effective, and are thevefore not
included in this edition.] .

len entity s_hall.disc[ose the following separately for each type of hedge described
?n IAS 39 (ie fair value hedges, cash flow hedges, and hedges of net investments
in foreign operations): )

(a) a description of each type of hedge;

(b) ‘a description of the financial instruments designated as hedging
instruments and their fair values at the end of the repo1fing period: and

(c) the nature of the risks being hedged.

{’I‘hese Pparagraphs fefer to amendments that are not yet ¢ffective, and are therefore not
included in this edition.] j

For cash flow hedges, an entity shall disciose:

(a) the periods when the cash flows are expected to occur and when they are
expected to affect profit or loss;

(b) a description of any forecast transaction for which hedge accounting had
previously been used, but which is no longer expected to occur;

(c) the amount that was recognised in other comprehensive income during
the period;

(d) the amount that was reclassified from' equity to profit or loss for the

period, showing the amount included in each line item in the staternent
of comprehensive income; and
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(e) the amount that was removed from equity during the period and
included in the initial cost or other carrying amount of a non-financial
asset or mon-financial liability whose acquisition or incurrence was a
hedged highly probable forecast transaction.

[These paragraphs refer to amendments that are not vet effective, and are therefore not
included in this edition.|

An entity shall disclose separately:
(a) in fair value hedges, gains or losses:
(i} on the hedging instrument; and

(ii) on the hedged item attributable to the hedged risk.

(b) the ineffectiveness recognised in profit or loss that arises from cash flow
hedges.
(c) the ineffectiveness recognised in profit or loss that arises from hedges of

net investments in foreign operations.

[Those paragraphs refer to amendments that are not yet effective, and are therefore not
inciuded in this edition ]

Fair value

Except as set out in paragraph 29, for each class of financial assets and financial
liabilities (see paragraph 6), an entity shall disclose the fair value of that class of
assets and liabilities in a way that permits it to be compared with its carrying

amount.

In disclosing fair values, an entity shall group financial assets and financial
liabilities into classes, but shall offset them only to the extent that their carrying
amounts are offset in the statement of financial position.

[Deleted]

Tn some cases, an entity does not recognise a gain or 1oss on initial recognition of
4 financial asset or financial liability because the fair value is neither evidenced
by a quoted price in an active market for an identical asset or liability (ie a
Tevel 1 input) nor based on a valuation technique that uses only data from
observable markets (see paragraph AG76 of TAS 39). In such cases, the entity
shall disclose by class of financial asset or financial lability:

(a) its accounting policy for recognising in profit ar loss the difference
between (he Fiir value at initial recognition and the transaction price to
reflect a change in factors (including time) that market participants
would take into account when pricing the asset or liability (see
paragraph AG76(b) of IAS 39).

(b) the ageregate difference yet to be recognised in profit or loss at the
beginning and end of the period and a reconciliation of changes in the
balance of this difference.

() why the entity concluded that the fransaction price was not the best
ovidence of fair value, including a description of the evidence that

supports the fair value.
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value is only one of the elements in the {ransaction (eg in a busines
combination), the transaction includes unstated rights and privileges
that are measured separately in accordance with another IFRS, or the
transaction price includes transaction costs.

(d) The market in which the transaction takes place is different from the
principal market (or most advantageous market). Tor example, those
markets might be different if the entity is adealer that enfers ingg
transactions with customers in the retail market, but the principal (or
most advantageous)-market for the exit transaction is with other dealers
in the dealer market,

Valuation techniques (paragraphs 61-66)

B5

B6

B7

B8

B9

A454

Market approach

The market approach uses prices and other relevant information generated by

market transactions involving identical or comparable (ie similar) assets
liabilities or a group of assets and liabilities, such as a business,

For example, valuation techniques consistent with the market approach often
use market multiples derived from a set of comparables. Multiples might be in
ranges with a different multiple for each comparable. The selection of the
appropriate multiple within the range requires judgement, considering
qualitative and quantitative factors specific to the measurement,

Valuation techniques consistent with the market approach include matrix
pricing. Matrix pricing is a mathematical technique used principally to value
some types of financial instruments, such as debt securities, without relying
exclusively on quoted prices for the specific securities, but tather relying o the

ssecurities’ relationship to other benchmark quoted securities.

Cost approach

The cost approach reflects the amount that would be required currently to

replace the service capacity of an asset (often referred to'¢s eucrent replacement
cost).

From the perspective of a market participant seller, the price that would be

received for the asset is based on the cost to a market participant buyer to
acquire or construct a substitute asset of comparable utility, adjusted for
obsolescence, That is because a market participant buyer would not pay more
for an asset than the amount for which it could replace the service capacity of
that asset.  Obsolescence encompasses physical deterioration, functional
(technological) obsolescence and economic (external) obsolescence and is
broader than depreciation for financial reporting purposes (an allocation of
historical cost) or tax purposes (using specified service lives). In many cases the
current replacement cost method is used to measure the fair value of tangible
assets that are used in combination with other assets or with other assets and
liabilities.
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Income approach

The income approach converts future amounts (eg cash flows or income and
expenses)-to a single current {ie discounted) amount. When the income
approach is used, -the fair value measurement reflects current market
expectations about those future amounts.

Those valuation techniques include, for example, the following:
(a) present value techniques (see paragraphs B12-B30);

(b} option pricing models, such as the BlackScholes-Merton formula or a
binomial model {ie a lattice model), that incorporate present value
techniques and reflect both the time value and the intrinsic value of an
option; and

(c) the multi-period excess earnings method, which is used to measure the
fair value of some intangible assets.

Present value techniques

Paragraphs B13-B30 describe the use of pr_eéent' value techniques to measure fair

value, Those paragraphs focus on a discount rate adjustment technique and an
'prec-ted cash flow (expected present value) technique. Those paragraphs neither
prescribe the use of a single specific present value technique nor limit the use of
present valiie techniques to' measure fair value to the techniques discussed. The
present value technique used to measure fair value will depend on facts and
circumstances specific to the asset or liability being measured (eg whether prices
for comparable assets or liabilities can be observed in the market) and the
availability of sufficient data.

The components of a present value measurement

Present value (ie an application of the income approach) is a tool used to link
future amounts (eg cash flows or values) to a present amount using a discount
rate. A fair value measurement of an asset or a liability using a present value
technique captures all the following elements from the perspective of market
participants at the measurement date:

(a) an estimate of future cash flows for the asset or liability being measured.

(b) expectations about possible variations in the amount and timing of the
cash flows representing the uncertainty inherent in the cash flows.

{c) the time value of money, represented by the rate on risk-free monetary
assets that have maturity dates or durations that coincide with the
period covered by the cash flows and pose neither uncertainty in timing
nor risk of default to the holder (ie a risk{Tee interest rate}.

(d) the price for bearing the uncertainty inherent in the cash flows (ie a risk
premium).

(e) other factors that market participants would take into account in the
circumstances.

(f) for a liability, the non-performance risk relating to that liability,

including the entity’s (ie the obligor’s) own credit risk.

@ |FRS Foundation Ad55




IFRS 13

B14

B15

B16

AA56

General principles

Present value techniques differ in how they capture the elements ip
paragraph B13.  However, zll the following general principles govern the

application of any present value technique used to measure fair value:

(a) Cash flows and discount rates should reflect assumptions that market
participants would use when pricing the asset or liability.

(b) Cash flows-and discount rates should take into account only the factors
attributable to the asset or liability being measured.

(c) To avoid double-counting or omitting the effects of risk factors, discount
rates should reflect assumptions that are consistent with those inherent
in the cash flows. For example, a discount rate that reflects the

uncertainty in expectations about future defaults is appropriate if using

contractual cash flows of a loan (ie a discount rate adjustment
technique). That same rate should not be used if using expected

({ie probability-weighted) cash flows (ie an expected present value

technique) because the expected cash flows already reflect assumptions

about the uncertainty in future defaults; instead, a discount rate that is
commensurate with the risk inherent in the expected cash flows should
be used. !

(d) Assumptions about cash flows and discount rates should be internally
consistent. For example, nominal cash flows, which include the effect of
inflation, should be discounted at a rate that includes the effect of
inflation. The nominal riskfree interest rate includes the effect of
inflation. Real cash flows, which exclude the effect of inflation, should
be discounted at a rate that excludes the effect of inflation. Similary,
aftertax cash flows should be discounted using an after-tax discount
rate. Pre-tax cash flows should be discounted at a rate consisient with
those cash flows.

(e) Discount rates should be consistent with the underiving economic
factors of the currency in which the cash flows are d=n>minated.

Risk and uncertainty

A fair value measurement using present value techniques is made under
conditions of uncertainty because the cash flows used are estimates rather than
known amounts. In many cases both the amount and timing of the cash flows
are uncertain. Fven contractually fixed amounts, such as the payments on a
loan, are uncertain if there is risk of default.

Market participants generally seek compensation (ie a risk premium) for bearing
the uncertainty inherent in the cash flows of an asset or a liability. A fair value
measurement should include a risk premium reflecting the amount that market
participants would demand as compensation for the uncertainty inherent in the
cash flows. Otherwise, the measurement would not faithfully represent fair
value. In some cases determining the appropriate risk premium might be
difficult. However, the degree of difficulty alone is not a sufficient reason to
exchide a risk premium.
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Present value techniques differ-in how they adjust for risk and in the type of
cash flows they use. For example:

(a) The discount rate adjustment technique (see paragraphs B18-B22) uses a
risk-adjusted discount rate'and contractual, promised or most likely cash
flows. = :

() Method 1 of the expected present value technique {see paragraph B25)
uses risk-adjusted expected cash flows and a risk-free rate.

(<) Method 2 of the expected present value technique (see paragraph B26)
uses expected cash flows that are not risk-adjusted and a discount rate
adjusted to include the risk premium that market participants require.
That rate is different from the rate used in the discount rate adjustment
technique.

Discount rate adjustment technique

The discount rate adjustment technique uses a single set of cash flows from the
range of possible estimated amounts, whether contractual or promised (as is the
casz for a bond) or most likely cash flows. In all cases, those cash flows are
¢or ditional upon the occurrence of specified events (eg contractual or promised
cash flows for a bond are conditicnal on the event of no de_fa‘uli‘ by the debtor).
The discount rate used in the discount rate adjustment technique is derived
from observed rates of return for comparable assets or liabilities that are traded
in the market. Accordingly, the contractual, promised or most likely cash flows
are discounted at an observed or estimated market rate for such conditional
cash flows (ie a market rate of return).

The discount rate adjustment technique requires an analysis of market data for
comparable assets or liabilities. Comparability is established by considering the
nature of the cash flows (eg whether the cash flows are contractual or
non-contractual and are likely to respond similarly to changes in economic
conditions), as well as other factors (eg credit standing, collateral, duration,
restrictive covenants and liquidity).. Alternatively, if a single comparable asset or
liability does not fairly reflect the risk inherent in the cash flows of the asset or
liability being measured, it may be possible to derive a discount rate using data
for several comparable assets or liabilities in conjunction with the risk-free yield
curve (ie using a ‘build-up’ appreach).

To illustrate a build-up approach, assume that Asset A is a contractual right to
receive CU80Q! in one year (ie there is no timing uncertainty). There is an
established market for comparable assets, and information about those assets,
including price information, is available. Of those compérable assets:

(a) Asset B is a contractual right to receive CU1,200 in one year and has a
market price of CU1,083. Thus, the implied annual rate of return (ie a
one-year market rate of return) is 10.8 per cent [(CU1,200/CU1,083) - 1].

(b) Asset C is a contractual right to receive CU700 in two years and has a
market price of CU5S66. Thus, the implied annual rate of return (ie a
two-year market rate of return) is 11.2 per cent [(CU700/CU566)"0.5 - 1].

1 1In this IFRS monetary amounts are denominated in ‘currency units (CU).
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(9 All three assets are comparable with respect to risk (ie dispersion of

possible pay-offs and credit).

On the basis of the timing of the contractual payments to be received for Asset A
relative to the timing for Asset B and Asset C (ie one year for Asset B versus twyq
years for Asset C), Asset B is deemed more comparable to Asset A. Using the
contractual payment to be received for Asset A (CUS00) and the one-year market
rate derived from Asset B (10.8 per cent), the fair value of Asset A is CU72)
(CU800/1.108). Alternatively, in the absence of available market information fop
Asset B, the oneyear market rate could be derived from Asset C using the
build-up approach. In that case the two-year market rate indicated by Asset ¢
(11.2 per cent) would be adjusted to a one-year market rate using the term
structure of the risk-free yield curve. Additional information and analysis might
be required to determine whether the risk premiums for oneyear and two-year
assets are the same. If it is determined that the risk premiums for one-year ang
two-year assets are not the same, the two-year market rate of return would be
further adjusted for that effect,

When the discount rate adjustment technique is applied to fixed receipts or
payments, the adjustment for risk inherent in the cash flows of the asset or
liability being measured is included in the discount rate. In some applications
of the discount rate adjustment technique to cash flows that are not fixed
receipts Or payments, an adj_us_tinent to the cash flows may be necessary to
achieve comparability with the observed asset or liability from which the
discount rate is derived,

Expected present value technique

The expected present value technique uses as'a starting point a set of cash flows

“that represents the probability-weighted average of all possible future casiv lows

(ie the expected' cash flows). The resulting estimate is identical t¢-expected
value, which, in statistical terms, is the weighted average of a diserete random
variable’s possible values with the respective probabilities as the weights,
Because all possible cash flows are probability-weighted, the esulting expected
cash flow is not conditional upon the occurrence of any specified event (unlike
the cash flows used in the discount rate adjustment tc~haique).

In making an investment decision, risk-averse market participants would take
into account the risk that the actual cash flows may differ from the expected
cash flows. Portfolio theory distinguishes between two types of risk:

(a) unsystematic (diversifiable) risk, which is the riéi( specific to a particular
asset or liability.

(b) systematic (non-diversifiable) risk, which is the common risk shared by
an asset or a liability with the other items in a diversified portfolio.

Portfolio theory holds that in a'market in equilibrium, market participants will
be compensated only for bearing the systematic risk inherent in the cash flows.
{In markets that are inefficient or out of equilibrium, other forms of return or
compensation might be available.)

Method 1 of the expected present value technique adjusts the expected cash
flows of an asset for systematic (ie market) risk by subtracting .a cash risk
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premium (ie risk-adjusted expected cash flows). Those risk-adjusted expected
cash flows represent a certainty-equivalent cash flow, which is discounted at a
risk-frec interest rate. A certainty-equivalent cash flow refers to an expected cash
flow (as defined), adjusted for risk so that a market participant is indifferent to
trading a certain cash flow for an expected cash flow. For example, if a market
participant was willing to trade an expected cash flow of CU1,200 for a certain
cash flow of CU1,000, the CU1,000 is the certainty equivalent of the CU1,200
fie the CU200 would represent the cash risk premiumy). In that case the market
participant would be indifferent as to the asset held.

In contrast, Method 2 of the expected present value technique adjusts for
systematic (ie market) risk by applying a risk premium to the risk{free interest
rate.  Accordingly, the expected cash flows are -discounted at a rate that
corresponds to an expected rate associated with probability-weighted cash flows
{ie an expected rate of return). Models used for pricing risky assets, such as the
capital asset pricing model, can be'used to estimate the expected rate of return.
Because the discount rate used in the discount rate adjustment technique is a
Tate of return relating to conditional cash flows, it is likely to be higher than the

* disount rate used in Method 2 of the expected present value technique, which

is an expected rate of return relating to expected or probability-weighted cash

flows.

To illustrate Methods 1 and 2, assume that an asset has expected cash flows of

CU780 in one year determined on the basis of the possible cash flows and

probabilities shown below. The applicable riskfree interest rate for cash flows
with a oneyear horizon is 5 per cent, and the systematic Tisk premium for an
asset with the same risk profile is 3 per cent.

Possible cash flows Probability Probability-weighted
i 5 cash flows
CU500 15% CU75
Ccusoo 60% Cu480
CuU900 25% Cu225
Expected cash flows Cu780

In this simple illustration, the expected cash flows (CU780) represent the
probability-weighted average of the three possible outcomes. In more realistic
situations, there could be many possible outcomes. However, to apply the
expected present value technique, it is not-always necessary to take into account
distributions of all possible cash flows using complex models and techniques.
Rather, it might be possible to develop a limited number of discrete scenarios
and probabilities that capture the array of possible cash flows. For example, an
entity might use realised cash flows for some relevant past period, adjusted for
changes in circumstances occurring subscquently (eg changes in external
factors, including economic or market conditions, industry trends and
competition as well as changes in internal factors affecting the entity more
specifically), taking into account the assumptions of market participants.

In theory, the present value (ie the fair value) of the asset’s cash flows is the same
whether determined using Method 1 or Method 2, as follows:
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(a) Using Method 1, the expected cash flows are adjusted for systematic
(ie market) risk. In the absence of market data directly indicating the
amount of the risk adjustment, such adjustment could be derived from
an asset pricing model using the concept of certainty equivalents. Fop
example, the risk adjustment (ie the cash risk premium of CU22) coulg
be determined using the systematic risk premium of 3 per cent (CU780 -
[CU780 x (1.05/1.08)]), which results in risk-adjusted expected cash flows
of CUU758 (CU780 - CU22). The CU758 is the certainty equivalent of
CU780 and is discounted at the risk-free interest rate (5 per cent). The
present value (ie the fair value) of the asset is CU722 (CU758/1.05).

(b) Using Method 2, the expected cash flows are not adjusted for systematic
(ie market) risk. Rather, the adjustment for that risk is included in the
discount rate. Thus, the expected cash flows are discounted at an
expected rate of return of 8 per cent (ie the 5 per cent risk{ree interest
rate plus the 3 per cent systematic risk premium). The present value
(ie the fair value) of the asset is CU722 (CU780/1.08).

When using an expected present value technique to measure fair value, either
Method 1 or Method 2 could be used. The selection of Method 1 or Method 2 will
depend on facts and circumstances specific to the asset or liability being
measured, the extent to which sufficient data are available and the judgements
applied.

Applying prgéent value techniques to liabilities and an entity’s
own equity instruments not held by other parties as assets
(paragraphs 40 and 41)

B31

B32

A460

Wherti using a present value technique to measure the fair value of a liciality
thatis not held by another party as an asset (eg a decommissioning liasility), an
entity shall, among other things, estimate the future cash outflaws that market
participants would expect to incur in fulfilling the obligation. These future cash
outflows shall include market participants’ expectations.@vout the costs of
fulfilling the obligation and the compensation that a ma:-ket participant would
require for taking on the obligation. Such compensadon includes the return
that a market participant would require for the following:

(a) undertaking the activity (ie the value of fulfilling the obligation; eg by
using resources that could be used for other activilies); and

(b) asstming the risk associated with the obligation (ie a risk premium that
reflects the tisk that the actual cash outflows might differ from the
expected cash outflows; see paragraph B33).

For example, a non-financial liability does not contain a contractual rate of
return and there is no observable market yield for that liability. In some cases
the components of the return that market participants would réquire will be
indistinguishable from one another {eg when using the price a third party
contractor would charge on a fixed fee basis). In other cases an entity needs to
estimate those components separately (eg when using the price a third party
contractor would charge on a cost plus basis because the contractor in that case
would not bear the risk of future changes in costs).
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An entity can include a risk premium. in the fair value measurement of a
liability or an entity’s own equity instrument that is not held by ancther party as
an asset in one of the following ways:

(a) by adjusting the cash flows (ie as an increase in the amount of cash
outflows); or

(b) by adjusting the rate used to discount the future cash flows to their
present values (ie as a reduction in the discount rate).

An entity shall ensure that it does not double-count.or omit adjustments for risk.
For example, if the estimated cash flows are increased to take into account the
compensation for assuming the risk associated with the obligation, the discount
rate should not be adjusted to reflect that risk.

Inputs to valuation techniques (paragraphs 67-71)

B34

Examples of markets in which inputs might be observable for some assets and
liabilities (eg financial instruments) include the following:

(a} Exchange markets. In an exchange market, closing prices are both readily
available and generally representative of fair value. An example of such
a market is the London Stock Exchange.

(b) Dealer markets. In a dealer market, dealers stand ready to trade (either buy
or sell for their own account), thereby providing liquidity by using their
capital to hold an inventory of the items for which they make a market.
Typically bid and ask prices (representing the price at which the dealer is
willing to buy and the price at which the dealer is willing to sell,
respectively) are more readily available than closing prices.
Over-the-counter markets (for which prices are publicly reported) are
dealer markets. Dealer markets also exist for some other assets and
liabilities, including some financial instruments, commodities and
physical assets (eg used equipment).

(<) Broketed markets. Tn a brokered market; brokers attempt to match buyers
with sellers but do not stand ready to trade for their own account. In
other words, brokers do not use their own capital to hold an inventory of
the items for which they make a market. The broker knows the prices
bid and asked by the respective parties, but each party is typically
unaware of another party’s price requirements. Prices of completed
transactions are sometimes available. Brokered markets include

electronic communication networks, in which buy and sell orders are

matched, and commercial and residential real estate markets.

(d) _ Principaltoprincipal  markels. In a principalto-principal market,
transactions, both originations and resales, are mnegotiated
independently with no intermediary. Little information about those

transactions may be made available publicly.
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Fair value hierarchy (paragraphs 72-90)

Level 2 inputs (paragraphs 81-85)

B35 Examples of Level 2 inputs for particular assets and liabilities include
following: 1

(a)

(e)

A462

Receivefixed, pay-variable interest rate swap based on the London Interbank Offered
Rate (LIBOR) swap rate. A Level 2 input would be the LIRBOR swap rate if thag

rate is-observable at commonly quoted intervals for substantially the fuj
term of the swap. i

Receivefixed, payvariable interest rate swap based on a yield curve denominated in
a foreign currency. A Level 2 input would be the swap rate based on a yie]q
curve denominated in a forejgn currency that is observable at comimenly
quoted intervals for substantially the full term of the swap. That woulq
be the case if the term of the swap is 10 years and that rate is observable
at commonly quoted intervals for 9 years, provided that any reasonable
extrapolation of the yield curve for year 10 would not be significant to
the fair value measurement of the swap in its entirety.

Receivefixed, payvarigble intevest rate swap based on a specific bank’s prime rate,
A Level 2 input would be the bank’s prime rate derived through
extrapolation if the extrapolated values are corroborated by observable
market data, for example, by correlation with an interest rate that is
observable over substantially the full term of the swap.

Threeyear option on exchangetraded shares. A Level 2 input would be the
implied volatility for the shares derived through extrapolation to yea: o
if both of the following conditions exist:

(i) Prices for oneyear and twoyear options on the shaves ate
observable.
(ii) The extrapolated implied volatility of a threeyear option is

corroborated by observable market data for cubstantially the full
term of the option. :

In that case the implied volatility could bé derived by extrapolating from
the implied volatility of the one-year and two-year options on the shares
and corroborated by the implied volatility for threeyear options on
comparable entities’ shares, provided that correlation with the one-year
and two-year implied volatilities is established.

Licensing arrangement. For a licensing arrangement that is acquired in a

business combination and was recently negotiated with an unrelated
party by the acquired entity (the party to the licensing arréngement), a
Level 2 input would be the royalty rate in the contract with the unrelated
party at inception of the arrangement.

Finished goods inventory at a retail outlet. For finished goods inventory that
is acquired in a business combination, a Level 2 input would be either a
price to customers in a retail market or a price to retailers in a wholesale
market, adjusted for differences between the condition and location of
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the inventory item and the comparable (ie similar) inventory items so
that the fair value measurement reflects the price that would be received
in a transaction to sell the inventory to another retailer that would
complete the requisite selling efforts. Conceptually, the fair value
measurement will be the same, whether adjustments are made to a retail
price (downward) or to a wholesale price {(upward). Generally, the price
that requires the least amount of subjective adjustments should be used
for the fair value measurement.

Building held and used. A Level 2 input would be the price per square
metre for the building (a valuation multiple) derived from observable
market data, eg multiples derived from prices in observed transactions
involving comparable (ie similar) buildings in similar locations.

Cash-generating unit. A Level 2 input would be a valuation multiple (eg a
multiple of earnings or revenue or a similar performance measure)
derived from observable market data, eg multiples derived from prices in
observed transactions involving comparable (ie similar) businesses,
taking into account operational, market, financial and non-financial

factors.

Level 3 inputs (paragraphs 86-90)

Examples of Level 3 inputs for particular assets and liabilities include the

following:

(a)

Long-dated currency swap, A Level 3 input would be an interest rate in a
specified currency that is not observable and cannot be corroborated by
observable market data at commonly quoted intervals or otherwise for

- substantially the full term of the currency swap. The interest rates in a

currency .swap are the swap rates calculated from the respective
countries*yield curves.

Three-year option on exchangetraded shares. A Level 3 input would be
historica]'volatility, ie the volatility for the shares derived from the
shares’ historical prices. Historical volatility typically does not represent
current market participants’ expectations about future volatility, even if
it is the only information available to price an option.

Interest rate swap. A Level 3 input would be an adjustment to a
mid-market consensus (non-binding) price for the swap developed using
data that are not directly observable and 'cannot otherwise be
corroborated by observable market data.

Decommissioning Liability assumed in o business combination. A Level 3 input
would be a current estimate using the entity’s own data about the future
cash outflows to be paid to fulfil the obligation {including market
participants’ expectations about the costs of fulfilling the obligation and
the compensation that a market participant would require for taking on
the obligation to dismantle the asset) if there is no reasonably available

" information that indicates that market participants would use different

assumptions. That Level 3 input would be used in a present value
technique together with other inputs, eg a current riskfree interest rate
or a credit-adjusted risk-Tee rate if the effect of the enfity’s credit
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(e) the effective portion of gains and losses on hedging instruments ;
cash flow hedge (see TAS 39) g

Owners are holders of instruments classified as equity.

Profit or loss is the total of income less expenses, excluding
components of other comprehensive income. i

f]:classmcatlon adjustments are amounts reclassified to profit or loss ij
! e current period that were recognised in other comprehensive incg
in the current or previous periods. ‘S

Total comprehensive income is the change in equity during a Period
= 2 = O

resulting from transactions and other events, other than those change
- - - = i s

resulting from transactions with owners in their capacity as owners

Total comprehensive income comprises all components of ‘profit or loss’ and of
other comprehensive income’. i

Although this Standard uses the terms ‘other comprehensive income’, ‘profit

loss’ _and ‘total comprehensive income’, an entity may use other, terms ‘ET
describe the totals as long as the meaning is clear. For example, an enti ]
use the term ‘net income’ to describe profit or loss. ‘ Y

The follm_fving _terms are described in IAS 32 Financial Instruments: Presentation and
are used in this Standard with the meaning specified in IAS 32:

(a) puttable financial instrument classified as an equity instrument
(described in paragraphs 16A and 16B of IAS 32)

(b) an instrument that imposes on the entity an obligation to deliver -
a-nother party a pro rata share of the net-assets of the entity only an
liquidation and is classified as an equity instrument (descrited in

paragraphs 16C.and 16D of IAS 32).

Financial statements

A504

Purpose of financial statements

Financial statements are a structured representation of the financial position
and ﬁn.ancial performance of an ‘entity. The objective of financial staternents is
to provide information about the financial position, financial performance and
cash flows of an entity that is useful to a wide . range of users in makin

economic decisions. Financial statements also show the results of thg
1n£}nag_ement’s stewardship of the resources entrusted to it. To meet this
objective, financial statements provide information about an entity’s:

(a) assets;

(b) liabilities;

(c) equity;

{d) income and expenses, including gains and losses:

(e) contributions by and distributions to owners in their capacity as owners;
and 3 :
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() cash flows.

This information, along with other information in the notes, assists users of

financial statements in predicting the entity’s future cash flows and, in

particular, their timing and certainty.

Complete set of financial statements

A complete set of financial statements comprises:

(a) a statement of financial position as at the end of the period;

(b) a statement of profit or loss and other comprehensive income for
the period;

@ a staternent of changes in equity for the period;

(d) a statement of cash flows for the period;

(e) notes, comprising significant accounting policies and other

explanatory information;

(ea) . comparative information in respect of the preceding period as
specified in paragraphs 38 and 384; and

8 a statement of financial position as at the beginning of the
preceding period when -an entity applies an accounting policy
retrospectively or makes a retrospective restatement of items in its
financial statements, or when it reclassifies items in its financial
statemients in accordance with paragraphs 40A-40D.

An entity may use titles for the statements other than those used in this
Standard. For example, an entity may use the title ‘statement of
comprehensive income’ instead of ‘statement of profit or loss and other
comprehensive income’.

'An entity may present a single statement of profit or loss and other
comprehensive income, with profit or loss and other comprehensive
income presented in two sections. The sections shall be presented
together, with the profit or loss section presented first followed directly
by the other comprehensive income section. An entity may present the
profit or loss section in a separate statement of profit or loss. If so, the
separate statement of profit or loss shall immediately precede the
statemment presenting comprehensive income, which shall begin with
profit or loss.

An entity shall present with equal prominence all of the financial
statements in a complete set of financial statements.

[Deleted|

Many entities present, outside the financial statements, a financial review by
management that describes and explains the main features of the entity's
financial performance and financial position, and the principal uncertainties it
faces. Such'a report may include a review of: :
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(a) the main factors and influences determining financial performance,
including changes in the environment in which the entity operates, the
entity’s response to those changes and their effect, and the entity’s policy
for investment to maintain and enhance financial performance,
including its dividend policy;

(b) the entity’s sources of funding and its targeted ratio of liabilities tq
equity; and
(c) the entity’s resources not recognised in the statement of financia]

position in accordance with IFRSs,

Many entities also present, outside the financial statements, reports and
statements such as environmental reports and value added statements,
particularly in industries in which environmental factors are significant and
when employees are regarded as an important user group. Reports and
statements presented cutside financial statements are outside the scope of IFRSs.

General features

Fair presentation and compliance with IFRSs

Financial statements shall present fairly the financial position, financial
performance and cash flows of an entity. Fair presentation requires the
faithful representation of the effects of transactions, other events and
conditions in accordance with the definitions and recognition criteria for
assets, liabilities, income and expenses set out in the Framework.? The
application of IFRSs, with additional disclosure when necessary, is
presumed fto result in finmancial statements that achieve a fah
presentation.

An entity whose financial statements comply with IFRSs shall maxe an
explicit and unreserved statement of such compliance in the nutes. An
entity shall not describe financial statements as compiving with IFRSs
unless they comply with all the requirements of IFRSs.

In virtually all circumstances, an entity achieves = fair presentation by
compliance with applicable IFRSs. A fair presentation «lso requires an entity:

{a) to select and apply accounting policies in accordance with IAS 8
Accounting Policies, Changes in Accounting Estimates and Errors. 1AS 8 sets out a
hierarchy of authoritative guidance that management considers in the
absence of an IFRS that specifically applies to an item.

(b) to present information, including accounting policies, in a manner that
provides relevant, reliable, comparable and understandable information.

3 Paragraphs 15-24 contain references to the objective of financial statements set out in the
Framework [for the Preparation and Presentation of Financial Statemenis|. In September 2010 the IASB
replaced the Framework with the Conceptual Framework for Financial Reporting, which replaced the
objective of financial statements with the objective of general purpose financial reporting: see
Chapter 1 of the Conceptual Framework.

A506
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{¢) - to provide additional disclesures when compliance with-the specific
requirements in IFRSs is insufficient to enable users to understand the
impact of particular transactions, other events and conditions on the
entity’s financial position and financial performance:

An entity cannot rectify inappropriate accounting policies either by
disclosure of the accounting policies used or by notes or explanatory
material.

In the extremely rare circumstances in which management concludes
that compliance with a requirement in an IFRS would be so misleading
that it would conflict with the objective of financial statements set out in
the Framework, the entity shall depart from that requirement in the
manner set out in paragraph 20 if the relevant regulatory framework
requires, or otherwise does not prohibit, such a departure,

When an entity departs from a requirement of an IFRS in accordance with
paragraph 19, it shall disclose:

(a) that management has concluded that the financial statements
present fairly the entity's financial position, financial
performance and cash flows;

(b) that it has complied with applicable IFRSs, except that it has
departed from a particular requirement to achieve a fair
presentation;

(c) the title of the IFRS from which the entity has departed, the nature
of the departure, including the treatment that the IFRS would
require, the reason why that treatment would be so misleading in
the circumstances that it would conflict with the objective of
financial statements set out in the Framework, and the treatment
adopted; and

(d) for each period presented, the financial effect of the departure on
each item in the financial statements that would have been
reported in complying with the requirement.

When an entity has departed from a requirement of an IFRS in a prior
period, and that departure affects the amounts recognised in the
financial statements for the current period, it shall male the disclosures
set out in paragraph 20(c) and (d).

Paragraph 21 applies, for example, when an entity departed in a prior period
from a requirement in an IFRS for the measurement of assets or liabilities and
that departure affects the measurement ol changes in assets and liabilities
recognised in the current period’s financial statements.

In the extremely rare circumstances in which management concludes
that compliance with a requirement in an IFRS would be so misleading
that it would conflict with the objective of financial statements set out in
the Frameworlk, but the relevant regulatory framework prohibits
departure from the requirement, the entity shall, to the maximum extent
possible, Teduce the perceived misleading aspects of compliance by
disclosing:
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(a) the title of the IFRS in question, the nature of the requirement, ang
the reason why management has concluded that complying with
that requirement is so misleading in the circumstances that it
conflicts with the objective of financial statements set out in the
Framework; and

(b) for each period presented, the adjustments to each item in the
financial statements that management has concluded would be
necessary to achieve a fair presentation.

For the purpose of paragraphs 19-23, an item of information would conflict
with the objective of financial statements when it does not represent faithfully
the transactions, other events and conditions that it either purports to represent
or could reasonably be expected to represent and, consequently, it would be
likely to influence economic decisions made by users of financial statements,
When assessing whether complying with a specific requirement in an IFRS
would be so misleading that it would conflict with the objective of financial
statements set out in the Framework, management considers:

(a) why the objective of financial statements is not achieved in the
particular circumstances; and

(b} how the entity’s circumstances differ from those of other entities that
comply with the requirement. If other entities in similar circumstances
comply with the requirement, there is a rebuttable presumption that the
entity’s compliance with the requirement would not be so misleading
that it would conflict with the objective of financial statements set out in
the Framework.

Going concern

When preparing financial statements, management shall male an
assessment of an entity’s ability to continue as a going concerr.. An entity
shall prepare financial statements on a going concern: bhasis unless
management either intends to liquidate the entity or to cease trading, or
has no realistic alternative but to do so. When man-g=nent is aware, in
making its assessment, of material uncertainties rviated to events or
conditions that may cast significant doubt upon the entity’s ability to
continue as a going concern, the entity shall disclose those uncertainties.
When an entity does not prepare financial statemeiits on a going concern
basis, it shall disclose that fact, together with the basis on which it
prepared the financial statements and the reason why the entity is not
regarded as a going concern.

In assessing whether the going concern assumption is appropriate, management
takes into account all available information about the future, which is at least,
but is not limited to, twelve months from the end of the reporting period. The
degree of consideration depends on the facts in each case. When an entity has a
history of profitable operations and ready access to financial resources, the
entity may reach a conclusion that the going concern basis of accounting is
appropriate without detailed analysis. In other cases, management may need to
consider a wide range of factors relating to current and expected profitability,
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debt repayment schedules and potential sources of replacement financing
before it can satisfy itself that the going concern basis is appropriate.

Accrual basis of accounting

An entity shall prepare its financial statements, except for cash flow
information, using the accrual basis of accounting.

When the accrual basis of accounting is used, an entity recognises items as
assets, liabilities, equity. income and expenses (the elements of financial
staternents) when they satisfy the definitions and recognition criteria for those
elements in the Fromework. ‘

Materiality and aggregation

An entity shall present separately each material class of similar items. An
entity shall present separately items of a dissimilar mature or function
unless they are immaterial.

Financial statements result from processing large numbers of transactions or
other events that are aggregated into classes according to their nature or
‘unction. The final stage in the process of aggregation and classification is the
sresentation of condensed and classified data, which form line items in the
financial statements. If a line item is not individually material, it is aggregated
with other items either in those statements or in the notes. An item that is not
sufficiently material to warrant separate presentation in those statements may
warrant separate presentation in the notes.

When applying this and other IFRSs an entity shall decide, taking into
consideration - all relevant facts and circumstances, how it aggregates
information in the financial statements, which include the notes. An entity
shall not reduce the understandability of its financial statements by obscuring
material information with immaterial information or by aggregating material
items that have different natures or functions.

Some IFRSs specify information that is required to be included in the financial
statements, which include the notes. An entity need not provide a specific
disclosure required by an IFRS if the information resulting from that disclosure
is not material. This is the case even if the IFRS contains a list of specific
requirements or describes them as minimum requirements. An entity shall also
consider whether.to provide additional disclosures when compliance with the
specific requirements in IFRS is insufficient to enable users of financial
statements to understand the impact of particular transactions, other events
and conditions on the entity’s financial pos.ition and financial performance.

Offsetting

An entity shall not offset assets and liabilities or income and expenses,
unless required or permitted by an IFRS.

An entity reports separately both assets and liabilities, and income and expenses.
Offsetting in the statement(s) of profit or loss and other comprehensive income

4

replaced by the Conceptual Framework in September 2010
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or financial position, except when offsetting reflects the substance of the:

transaction or other event, detracts from the ability of users both to understang
the transactions, other events and conditions that have occurred and to assess
the entity's future cash flows. Measuring assets net of valuation allowances—fgp
example, obsolescence allowances on inventories and doubtful debts allowanceg
on receivables—is not offsetting.

IAS 18 Revenue defines revenue and requires an entity to measure it at the fair
value of the consideration received or receivable, taking into account the
amount of any trade discounts and volume rebates the entity allows. An entity
undertakes, in the course of its ordinary activities, other transactions that do not
generate revenue but are incidental to the main revenue-generating activities,
An enlity presents the results of such transactions, when this presentation
reflects the substance of the transaction or other event, by netting any income
with related expenses arising on the same transaction. Tor example:

(a) an entity presents gains and losses on the disposal of non-current assets
including investments and operating assets, by deducting from the

proceeds on disposal the carrying amount of the asset and related selling
expenses; and

(b) an entity may net expenditure related to a provision that is recognised in
accordance with IAS 37 Provisions, Contingent Liabilities and Contingent Assels
and reimbursed under a contractual arrangement with a third party (for

example, a supplier’s. warranty agreement) against the related
reimbursement.

In addition, an entity presents on a net basis gains and losses arising from a
group of similar transactions, for example, foreign exchange gains and losses or
gains and losses arising on financial instruments held for trading. Howevér, an
entity presents such gains and losses separately if they are material.

Frequency of reporting

An entity shall present a complete set of financial statements (including
comparative information) at least annually. When ai: emiity changes the
end of'its reporting period and presents financial stotements for a period
longer or shorter than one year, an entity shall disclose, in addition to the
period covered by the financial statements:

(a) the reason for using a longer or shorter period, and

(b) the fact that amounts presented in the financial statements are
not entirely comparable.

Normally, an entity consistently prepares financial statements for a one-year
period. However, for practical reasons, some entities prefer to report, for
example; for a 52-week period. This Standard does not preclude this practice:

Comparative information

Minimum comparative information

Except when IFRSs permit or require otherwise, an entity shall present
comparative information in respect of the preceding period for all
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amounts reported in the current period’s financial statements. An entity
shall include comparative: information for narrative and descriptive
information if it is relevant to understanding the current period’s
financial statements.

An entity shall present, as a minimum, two statements of financial
position, two statements of profit or loss and other comprehensive
income, two separate statements of profit or loss (if presented), two
statements of cash flows and two statements of changes in equity, and
related notes.

In some cases, narrative information provided in the financial statements for the
preceding period(s) continues to be relevant in the current period. For example,
an entity discloses in the current period details of a legal dispute, the outcome of
which was uncertain at the end of the preceding period and is yet to be resolved.
Users may benefit from the disclosure of information that the uncertainty
existed at the end of the preceding period and from the disclosure of
information about the steps that have been taken during the period to resolve
the-incertainty.

Aaditional comparative information

An entity may present comparative information in addition to the minimum
comparative financial statements required by TFRSs, as long.as that information
is prepared in accordance with IFRSs. This comparative information may consist
of one or more statements referred to in paragraph 10, but need not comprise a
complete set of financial statements. When this is the case, the entity shall
present related note information for those additional statements.

For example, an entity may presenta third statement of profit or loss and other
comprehensive income (thereby presenting the current period, the preceding
period and one additional comparative period). However, the entity is not
required to present a third statement of financial position; a third statement of
cash flows or a third statement of changes in equity (ie an additional financial
statement comparative). The entity is required to present. in the notes to the
financial statements, the comparative information related to that additional
statement of profit or loss and other comprehensive income.

[Deleted]

Change in accounting policy, retrospective restaterment or
reclassification )

An entity shall present a third statement of financial position as at the

beginning of the preceding period in addition to the  minimum

comparaﬁve financial statements required in paragraph 38A if:

(a) it applies an accounting policy retrospectively, makes a
retrospective restatement of items in its financial statements or
reclassifies items in its financial statements; and
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International Accounting Standard 23
Borrowing Costs

Core principle

1 Borrowing costs that are directly attributable to the acquisitioy
construction or production of a qualifying asset form part of the cost (}t"
that asset. Other borrowing costs are recognised as an expense.

Scope

2 An entity shall apply this Standard in accounting for borrowing costs

3 The ‘Standard does not deal with the actual or imputed cost of equity, includin
preferred capital not classified as a liability. i

4 An _entity is not required to apply the Standard to borrowing costs directly
attributable to the acquisition, construction or preduction of:

(a) a qualifying asset measured at fair value, for example a biological asset
within the scope of TAS 41 Agriculture; or
(b) inventories that are manufactured, or otherwise produced, in large
guantities on a repetitive basis.
Definitions
5 This Standard uses the following terms with the meanings specified:
Borrowing costs are interest and other costs that an entity incass in
connection with the borrowing of funds.
A. qualifying asset is an asset that necessarily takes a substavtial period of
time to get ready for its intended use or sale.
6 Borrowing costs may include;
(a) interest expense calculated using the effective interest method as
described in TAS 39 Financial Instruments: Recognition and Measurement;
(b} [deleted]
() [deleted]|
(d) finance charges in respect of finance leases recognised in accordance
with IAS 17 Leases; and
(e) exchange differences arising from foreign currency borrowings to the
extent that they are regarded as an adjustment to interest costs.
7 Depending on the circumstances, any of the following may be qualifying assets:
(a) inventories
(b) manufacturing plants
(c) power generation facilities
A796
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(d) intangible assets
(e) investment properties
) bearer plants.

Financial assets, and inventories that are manufacturéd, or otherwise produced,
over a short period of time, are not qualifying assets. Assets that are ready for
their intended use or sale when acquired are not qualifying assets.

Recognition

10

LT

12

An entity shall capitalise borrowing costs that are directly attributable to
the acquisition, construction or production of a qualifying asset as part
of the cost of that asset. An entity shall recognise other borrowing costs
as an expense in the period in which it incurs them.

Borrowing costs that ate directly attributable to the acquisition, construction or
production of a qualifying asset are included in the cost of that asset. Such
borrewing costs are capitalised as part of the cost of the asset when it is probable
thi: they will result in future economic benefits to the entity and the costs can
by measured reliably. When an entity applies IAS 29 Financial Reporting in
Hyperinflationary Fconomies, it recognises as an expense the part of borrowing costs
that compensates for inflation during the same period in accordance with
paragraph 21 of that Standard.

Borrowing costs eligible for capitalisation

The borrowing costs that are directly attributable to the acquisition,
construction or production of a qualifying asset are those borrowing costs that
would have been avoided if the expenditure on the qualifying asset had not been
made. When an entity borrows funds specifically for the purpose of obtaining a
particular qualifying asset, the borrowing costs that directly relate to that
qualifying asset can be readily identified.

It may be difficult to identify a direct relationship between particular
borrowings and a qualifying asset and to determine the borrowings that could
otherwise have been avoided. Such a difficulty occurs, for example, when the
financing activity of an entity is co-ordinated centrally. Difficulties also arise
when a group uses a range of debt instruments to borrow funds at varying rates
of interest, and lends those funds on various bases to other entities in the group.
Other complications arise through the use of loans denominated in or linked to
foreign currencies, when the group operates in highly inflationary economies,
and from fluctuations in exchange rates.. As a result, the determination of the
amount of borrowing costs that are directly attributable to the acquisition of a
qualifying asset is difficult and the exercise of judgement is required.

To the extent that an entity borrows funds specifically for the purpose of
obtaining a qualifying asset, the entity shall determine the amount of
borrowing costs eligible for capitalisation as the actual borrowing costs
incurred on that borrowing during the period less any investment
income on the temporary investment of those borrowings.
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The ing ar 5 ifyi
o _ﬁpancmg arrangements for a qualifying asset may ‘result in
obtaining borrowed funds and incurring associated borrowing

an entjyy,
costs before Some

0.1‘ all of the funds are used for expenditures on the qualifyin
crcumstances, the funds are often temporarily invested
expenditure on the qualifying asset. In determining the amou
costs eligible for capitalisation during a period, any investmen
on such funds is deducted from the borrowing costs incurred

g asset. In gy

pending their
nt of b°1‘1‘0W1'ng
t income earnag

To the extent that an entity borrows funds generally and uses th
the purpose of obtaining a qualifying asset, the entity shall determ‘.‘m.l %
am(-)unt of borrowing costs eligible for capitalisation by a lu'm i
capitalisation rate to the expenditures on that asset. The capitalisl;liim i
shall b_e the weighted average of the borrowing costs applicable (;n b
borr0w1'_ngs of the entity that are outstanding during the period, ﬂt]mrc.ththe
Ezzrmt?::(i spec_iﬁca]ly for the purpose of obtaining a qualifying assr
Trowing costs that an entity capitalises during a :

period
not exceed the amount of borrowing costs it incurred during tha .

t period.

In so.me cu‘clul.nstances, it is appropriate to include all borrowings of the

.and its supmdlaries when computiﬁg a weighted average of the borrowin P:rent
in other c1rcumstanc.es, it is appropriate for each subsidiary to use a wegi lom;
~average of the borrowing costs applicable to its own borrowings "3

Excess of the carrying amou ; -y
nt of th
over recoverable amount € qualifying asset

When th_e carrying amount or the expected ultimate cost of the qualifyin,

ex?eeds its recoverable amount or net realisable value, the carryin rfm . asf‘?f
written down or written off in accordance with the requiremeris 1? 0
fStandards_ In certain circumstances, the amount of the write-down ('3« _?tht"
is written back in accordance with those other Standards (e

Commencement of capitalisation

An e.-l'ltl-ty shall begin capitalising borrowing costs as par’ of the cost ofa
" 3
qualifying asset on the commencement date. The cowinencement date

fOI' Capita]jsatlo]l is the d e e e & LTSt a" of Ihe
at Wh TL ﬂl nﬁty TS g
! meets
fo].lowl]]g Condiﬁons:

(a) it incurs expenditures for the asset;

(b) it incurs borrowing costs; and

¢ i iviti -

(e) it undertakes activities that are necessary to prepare the asset for

its intended use or sale.

Expenditures on a qualifying asset include only those expenditures that h

%"esulted in payments of cash, transfers of other assets or the assu a' avi
znteyest—bearing liabilities. Expenditures are reduced by any progre R ‘0
received and grants received in connection with the asset (see IAgS 255 i‘j: ymEtI'ltS
Jor Government Grants and Disclosure of Governiment Assistance). The average Cf;“” ‘mg
amc.Junt of the asset during a period, including borrowing costqg i ljryu-ig
capitalised, is normally a reasonable approximation of the ex : ?ewousy
which the capitalisation rate is applied in that period. M
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The activities necessary to prepare the asset for its intended use or sale
encompass more than the physical construction of the asset. They include
technical and administrative work prior to the commencement of physical
construction, such as the activities associated with obtaining permits prior o
the commencement of the physical construction. However, such activities
exclude the holding of an asset when no production or development that
changes the asset’s condition is taking place. For example, borrowing costs
incurred while land is under development are capitalised during the period in
which activities related to the development are being undertaken. However,
borrowing costs incurred while land acquired for building purposes is held
without any associated development activity do not qualify for capitalisation.

Suspension of capitalisation

An entity shall suspend capitalisation of borrowing costs during
extended periods in which it suspends active development of a qualifying

asset.

An entity may incur borrowing costs during an extended period in which it
snsneads the activities necessary to prepare an asset for its intended use or sale.
$ach costs are costs of holding partially completed assets and do not qualify for
capitalisation.  However, an entity does not normally suspend capitalising
borrowing costs during a period when it carries out substantial technical and
administrative work. An entity also does not suspend capitalising borrowing
costs when a temporary delay is a necessary part of the process of getting an
asset ready for its intended use or sale. For example, capitalisation continues
during the extended period that high water levels delay construction of a bridge,
if such high water levels are common during the construction period in the

geographical region involved.

Cessation of capitalisation

An entity shall cease capitalising borrowing costs when substantially all
the activities necessary to prepare the qualifying asset for its intended
use or sale are complete.

An asset is mormally ready for its intended use or sale when the physical
construction of the asset is complete even though routine administrative work
might still confinue. If minor medifications, such as the decoration of a
property to the purchaser’s or user’s specification, are all that are outstanding,
this indicates that substantially all the activities are complete.

When an entity completes the construction of a qualifying asset in parts
and each part is capable of being used while construction comntinues on
other parts, the entity shall cease capitalising borrowing costs when it
completes substantially all the activities necessary to prepare that part
for its intended use or sale.

A business park comprising several buildings, each of which can be used
individually, is an example of a qualifying asset for which each part is capable of
being usable while construction continues on other parts. An example of a
qualifying asset that needs to be complete before any part can be used is an
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industrial plant involving several processes which are carried out in sequence at
different parts of the plant within the same site, such as a steel mill.
Disclosure
26 An entity shall disclose:

(a) the amount of borrowing costs capitalised during the period; ang

(b) the capitalisation rate used to determine the amount of borrowing
costs eligible for capitalisation.

Transitional provisions

23 When application of this Standard constitutes a change in accounting
policy, an entity shall apply the Standard to borrowing costs relating to
qualifying assets for which the commencement date for capitalisation is
on or after the effective date.

28 However, an entity may designate any date before the effective date and
apply the Standard to borrowing costs relating to all qualifying assets for
which the commencement date for capitalisation is on or after that date.

Effective date

29 An entity shall apply the Standard for annual periods beginning on or after
1 January 2009. Earlier application is permitted. If an entity applies the
Standard from a date before 1 January 2009, it shall disclose that fact.

29A Paragraph 6 was amended by [mprovements to IFRSs issued in May 2008. An ewtity
shall apply that amendment for annual periods beginning on or after 1 january
2009. Darlier application is permitted. If an entity applies the ameldinent for
an earlier period it shall disclose that faet.

29B [This paragraph refers to amendments that are not yer effective, ava is therefore not
included in this edition.]

Withdrawal of IAS 23 (revised 1993)

30 This Standard supersedes TAS 23 Borrowing Costs revised in 1993,

AB00 ® IFRS Foundation
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Appendix
Amendments to other pronouncements

The amendments in this appendix shall be applied for annual periods beginning on mf~ aﬁ:e.r
1 January 2009. If an entity applies this Standord for an earlier period, the amendments in thzls
appendix shall be applied for that earlier period. In the amended pavagraphs, new fext is
underlined and deleted text is struck through.

Wow oo R

The amendments contained in this appendix when this [FRS was issued in 2007 have been incorporated
into the relevant IFRSs published in this volume.
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Two or mo.re derivatives, or proportions of them (or, in the case of a hed
Currer-lcy risk, two or more non-derivatives or proportions of them .
c?mbma_tion of derivatives and non-derivatives or propoertions of them) .
.\neWed in combination and jointly designated as the hedging inst, e
including when the risk(s) arising from some derivatives offset(s) thosemr-r']e'm,
from ?Thers. However, an interest rate collar or other derivative instrumoammg
-combmes a written option and a purchased option does not qualify as a hIel; ‘qlat
mstljument if it is, in effect, a net written option (for which a net premj gm'g
received). Similarly, two or more instruments (or proportions of thgm)m;zglss
e

designated as the hedging instrument only if none of them is a written opti
a net written option. Ption or

Hedged items

Qualifying items

A hedged item can be a recognised asset or liability, an unrecognised fir

com.nntment, a highly probable forecast transaction or a net investment ilm
fore1g1.1 operation.. The hedged item can be (a) a single asset, liabilit ﬁIl .
com‘mltment, highly probable forecast transaction or net investmeni, inrm
foreign operation, (b) a group of assets, liabilities, firin commitments, hi h .
p.rol_aable forecast transactions or net investments in foreign operatio,ns g'ly
similar risk characteristics or (¢) in a portfolio hedge of interest rate risk on‘;;tz

portion Of the POI'HUhO 0 ﬁ] dncial assets o 110, 1a abilities e
SE T ancial 1 lit at sha 1
h h e

_Unlike loans and receivables, a held-to-maturity investment cannot be a d
lter_n with respect to interest-rate risk or prepayment risk because cieqig;laiieof ec}'
an 1‘nvestment as held to maturity requires an intention to hold thehinvestv ~C
unt].l' maturity without regard to changes in the fair value or cash flows ct funl;
an investment attributable to changes in interest rates. Howevi Q'JC
held-to-maturity investment can be a hedged item with respect o -1 1 g
changes in foreign currency exchange rates and credit risk. "

from

Fc_)r hedge accounting purposes, only assets, liabilities, f'n: ¢ommitments
highly probable forecast transactions that involve a party external to the enti[tJr
can. Pe designated as hedged items. It follows that heﬁue accounting can by
lapphed to fransactions between entities in the sameb group onl . 1:hE
individual or separate financial statements of those entities 'fnd ngt {'n 1e
consolidated financial statements of the group, except forlthe cons 112 Elcj
ﬁnanci-a.l statements of an investment entity, as defined in IFRS 100 :fv; e
lransactions between an investment entity and its subsidiaries measure::l at ;ri
value through profit or loss will not be elitninated in the consolidat.ed ﬁnanc;:ll
stalements‘. As an exception, the foreign currency risk of an intragrou
monetary item (eg a payablefreceivable between two subsidiaries) may ¢ ua?i' E
a hedged item in the consolidated financial Statements if it 1‘e83i111ts infy;rl
exposure to foreign exchange rate gains or losses that are not fully eliminated
on consolidation in accordance with IAS 21 The Effects of Changes in Foreign
Extﬁange Rates. In accordance with IAS 21, foreign exchange rate gains and 1055%35
on 1I.1U'agroup monetary items are not fully eliminated on consolidation when
the intragroup monetary item is transacted between two group entities that
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have different functional currencies. In addition, the foreign currency risk of a
highly probable forecast intragroup transaction may qualify as a hedged item in
consolidated financial statements provided that the transaction is denominated
in a currency other than the functional currency of the entity entering into that
transaction and the foreign currency risk will affect consolidated profit or loss.

Designation of financial items as hedged items

If the hedged item is a financial asset or financial liability, it may be a hedged
item with respect to the risks associated with only a portion of its cash flows or
fair value (such as one or more selected contractual cash flows or portions of
them or a percentage of the fair value) provided that effectiveness can be
measured. For example, an identifiable and separately measurable portion of
the interest rate exposure of an interest-bearing asset or interest-bearing liability
may be designated as the hedged risk (such as a riskfree interest rate or
benchmark interest rate component of the total interest rate exposure of a

hedged financial instrument).

In a fair value hedge of the interest rate exposure of a portfolio of financial
asseic or financial liabilities (and only in such a hedge), the portion hedged may
e designated in terms of an amount of a currency {eg an amount of dollars,
euro, pounds or rand) rather than as individual assets (or liabilities). Although
the portfolio may, for risk management purposes, include assets and liabilities,
the amount designated is an amount of assets or an amount of liabilities.
Designation of a net amount including assets and liabilities is not permitted.
The entity may hedge a portion of the interest rate risk associated with this
designated amount. For example, in the case of a hedge of a portfolio
containing prepayable assets, the entity may hedge the change in fair value that
is attributable to a change in the hedged interest rate on the basis of expected,
rather than contractual, repricing dates. When the portion hedged is based on
expected repricing dates, the effect that changes in the hedged interest rate have
on those expected repricing dates shall be included when determining the
change in the fair value of the hedged item. Consequently, if a portfolio that
contains prepayable items is hedged with a non-prepayable derivative,
ineffectiveness arises if the dates on which items in the hedged portfolio are
expected to prepay are revised, or actual prepayment dates differ from those

expected.

Designation of non-financial items as hedged items

If the hedged item is a non-financial asset or non-financial liability, it
shall be designated as a hedged item (a) for foreign currency risks, or
{b) in its entirety for all risks, because of the difficulty of isolating and
measuring the appropriate portion of the cash flows or fair value changes
attributable to specific risks other than foreign currency risks.

Designation of groups of items as hedged items

Similar assets or similar Habilities shall be aggregated and hedged as a group
only if the individual assets or individual liabilities in the group share the risk
exposure that is designated as being hedged. Furthermore, the change in fair
value attributable to the hedged risk for cach individual item in the group shall
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103A

103B

103C

103D

103E

103F

103G

aLf . .

elldments ISSuEd in March 2004) for -annual pEIi()dS bEgiHHi g bEIOI'S
anu g - 2 d - 20 .
¢ dary 2005 unless it alSO apphes JAS 32 (iSSHE Decembe 03) If an e 1

H?P.ﬁes this Standald for a peri i i e {6 5
eriod be 11 y g
- i SININg befi 1 Januar 200 v 1T ShaH

ﬁn .ent.uy shall apply the amendment in paragraph 2(j) for annual i

° ;i?gn;;fn oDr; ;1; T;lzir'l ]-anuary 20@6 . Ifan entity applies IFRIC 5 Rights 1o E;lelroc-ls
ng from ; sioning, Resteration and Environmental Rehabilitation Funds ¢

carlier period, this amendment shall be applied for that earlier period .

};manm'ai Guarantee Coniracts {Amendments to IAS 39 and IFRS 4}, issued in A
aggzéa;niziejept_arigraplls 2(e) an.d (h), 4, 47 and AG4, added paragraph ;gz:t
P 1}111310n of ﬁna.nual guarantee contracts in paragraph 9, and,
S 11pg On.e A?t entity _shallr apply those amendments for anpug
b G e Srea h(?I‘ 1 January 2006.. Earlier application is encouraged
s i changes for an earlier period, it shall disclose that fa l
pply the related amendments to [AS 327 and IFRS 4 at the same time Ct

IAS ll'(as -revised in 2007) amended the terminology used throusghout
jf)lglmon it amended paragraphs 26, 27, 34, 54, 55, 57, 67, 68 95g(a) 1_;7[1:;885.10]11
app,}yl(tJE;lS{;Saﬁl(}jI;, AG4E(d)(i), AG56, AG67, AG83 and AG99B. An entity’sha[ﬁ
2Pl If.. n ments.for annual periods beginning on or after 1 Janua

3 an entity applies [AS 1 (revised 2007) for an earlier i .
amendments shall be applied for that earlier period. P

il;lj:n?; I(;*115 1;&;15#3(1 in ?008) _deletcd .par.agraph 2(f). An-entity shall apply that
shies Fess 3o(r ar?nl‘lﬁ2 é}gnods beginning on or after 1 July 2009. If an entity
. rewse_ 8) for an earlier period, the amendment shall :
applied for that earlier period. Howeve ; C ol
conti_nggnt consideration that arose ﬁ‘oex:lc I:i liiglr?z: lcl(frljljinr;[aézes fncjt aPpl:r g
acq}usmon date preceded the application of [FRS 3 (revised 200[; OII:V}‘! Nt
entity shall account for such consideration in accordénce "ﬂ)- L'S s
65A-65F of IFRS 3 (as amended in 2010}, N

I 7 {as ame T D08) ¢ ended pa ) D2. (=~ v S1E P da

AS 2 (S 1C1E‘d n 2 ) IT1 agra h1 An 1 111(':[ 1y th
. .

d HElldHlellt fo annual pE11()(lﬁ Deg l]llllg on or after * ju o 2009. If dan yEIlt]tSJ

applies IAS 27 (amended 2008) for a i i
: n earlier period :
applied for that earlier period. Rl

A ity s

bn .ent_lty shall apply the amendment in paragraph 2 for annual periods

: ' ]

mj;;mmg on or ‘aﬁ§r 1 January 2009. If an entity applies Puttable Financial
ments and Obligations Arising on Liguidation (Amendments to IAS 32 and IAS 1)

issued in February 2008, for an earli i
? ; n earlier period, the amend i agre
shall be applied for that earlier period. e

An entity -shall apply paragraphs AG99BA, AGO9E, AGISF, AG110A and

l'e\trospectl\fely for annual periods beginning on or ai'terj 1 ju?;(Zlgg;uiJi

;;jflal; (iar;ce ;Vl‘th- IAS .S‘Acmunt.mg Policies, Changes in Accounting Estimates and Er;"ors.
pplcation is permitted. If an entity applies Eligible Hedged Ifems

{Amendment to IAS 39) for peri inni
iods | .
that fact. periods beginning before 1 July 2009, it shall disclose

3

A1110

When s i i : :
1D entity applies IFRS 7, the reference to IAS 32 is replaced by a reference to TFRS 7
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An entity shall apply paragraph

IAS 39

Reclassification of Financial Assets (Amendments to TAS 39 and [ERS 7), issued in
October 2008, amended paragraphs 50 and AG&, and added paragraphs 50B-50F.
An entity shall apply those amendments on or after 1 July 2008. An entity shall
not reclassify a financial asset in accordance with paragraph 50B, 50D or 50E
before 1 July 2008. Any reclassification of a financial asset made on or after
1 Novemnber 2008 shall take effect only from the date when the reclassification is
made, Any reclassification of a financial asset in accordance with
paragraph 50B, 50D or 50E shall not be applied retrospectively before 1 July
2008.

Reclassification of Financial Assets—Effective Date and Tronsition (Amendments to TAS 39
and IFRS 7), issued in November 2008, amended paragraph 103H. An entity shall
apply that amendment on or after 1 July 2008.

12, as amended by Embedded Derivatives
(Amendments to IFRIC 9 and TAS 39), issued in March 2009, for annual periods
ending on or after 30 June 2009,

Tmproverents to IFRSs issued in April 2009 amended paragraphs 2(g), 97, 100 and
AG2u(g). An entity shall apply the amendments to paragraphs 2(g), 97 and 100
brospectively to all unexpired contracts for annual periods beginning on ot after
1 January 2010. An entity shall apply the amendment to paragraph AG30(g) for
annual periods beginning on or after 1 January 2010. Earlier application is
permitted. [f an entity applies the amendment for an earlier period it shall

disclose that fact.

[This paragraph vefers to amendrhents that are not vet effective, and is therefore not
included in this edition.]

[This paragraph vefers 1o amendments that are not et effective, and is therefore not
included in this edition]

Paragraph 103D was amended by Improvements to [FRSs issued in May 2010. An
entity shall apply that amendment for annual periods beginning on or after
1 July 2010. Earlier application is permiited.

[This paragrdph refers to amendments that are not vet effective, and is therefore not
included in this edition.]

IFRS 10 and IFRS 11 Joint Arrangements, issued in May 2011, amended

paragraphs 2(a). 15, AG3. AG36-AG38 and AG4l(a). An entity shall apply those
amendments when it applies IFRS 10 and TERS 11,

IFRS 12, issued in May 2011, amended paragraphs 9, 13, 28, 47, 88, AG46, AG52,
AGG64, AGT76, AG76A, AG8O0, AGS81 and AG96, added paragraph 43A and deleted
paragraphs 48-49, AGE9-AGTS, AGT7-AGT79 and AGS2. An entity shall apply
those amendments when it applies I'RS 13.

Investment Entilies (Amendments to TFRS 10, IFRS 12 and TAS 27), issued in October
2012, amended paragraphs 2 and 80. An entity shall apply those amendments
for annual periods beginning on or after 1 January 2014. Earlier application of
Tnvestment Entities is permitted. If an entity applies those amendments earlier it
shall also apply all amendments included in Investment Enlities at the same time.
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Paragraph 9(b)(i): Designation eliminates or significantly reduces a
measurement or recognition inconsistency that would otherwise arise

Under IAS 39, measurement of a financial asset or financial liabilit

classification of recognised changes in its value are determined by theSiIt an=d
classification and whether thé‘item is part of a designated hedging 1.“(31511-1(”151“'1 :
Those 'requirements can: create a measurement or recognition iHCODSiste:P.
(sometimes referred to'as an ‘accounting mismatch’) when, for example, in t;y
absence of designation as at fair value through profit or loss, a ﬁnanci;ll a :
would be classified as available for sale {with most changes in fair v S]SEt
recognised in other comprehensive income) and a liability the entity Consiz ue-
related would be measured at amortised cost (with changes in fair value 5
recognised). In such circumstances, an entity may conclude that its ﬁnan:;lf}:
staternents would provide more relevant information if both the asset and tid
liability were classified as at fair value thro'ugh profit or loss. 3

The following examples show when this condition could be met, In all cases, an
entity may use this condition to designate financial assets or financial liabili,ties

as at fair value through profit or loss only if it meets the principle i
paragraph 9(bj(i). 4

(a) An entity has liabilities whose cash flows are contractually based on the
performance of assets that would otherwise be classified as available for
se.lle. For example, an insurer may have liabilities containing a
discretionary participation feature that pay benefits based on realised
andfor unrealised investment returns of a specified pool of the insurer’s
assets. If the measurement of those liabilities teflects current marke*
prices, classifying the assets as at fair value through profit or loss mez s
that changes in the fair value of the financial assels are recoznised in
profit or loss in the same period as related changes in the valzn ¢ the
labilities. ; '

(b) ;'éxn entity has liabilities under insurance contracts whose measurement
Incorporates current information (as permitted by IFRS3 4, paragraph 24,
and financial assets it considers related that vengld otherwise be
classified as available for sale or measured at anvortised cost.

(c) A.n entity has financial assets, financial liabilities or both that share a
rislk, such as interest rate risk, that gives rise to opposite changes in fair
‘lvalue that tend to offset each other. However, only some of the
mmstruments would be measured at fair value through profit or loss (ie
are derivatives, or are classified as held for trading), It may also be the
case that the requirements for hedge accounting are not met, for

example because the requirements for effectiveness in paragraph 88 are
not met. .

(d) A_n entity has financial assets, financial liabilities or both that share a
risk, such as interest rate risk, that gives rise to oppeosite changes in fair
value that tend to offset each other and the entity does not qualify for
hedge accounting because none of the instruments is a derivative.
.Furthe.i'more, in the absence of hedge dcecounting there is a significant
Inconsistency in the recognition of gains and losses. For example:

® |[FRS Foundation
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(i) the entity has financed a portfolio of fixed rate assets that would
otherwise be classified as available for sale with fixed rate
debentures whose changes in fair value tend to offset each other.
Reporting both the assets and the debentures at fair value
through profit or loss corrects the inconsistency that would
otherwise arise from measuring the assets at fair value with
changes recognised in other comprehensive income and the
debentures at amortised cost.

(i) the entity has financed a specified group of loans by issuing
traded bonds whose changes in fair value tend to offset each
other. If, in addition, the entity regularly buys and sells the
bonds but rarely, if ever, buys and sells the loans, reporting both
the loans and the bonds at fair value through profit or loss
eliminates the inconsistency in the timing of recognition of gains
and losses that would otherwise result from measuring them
both at amortised cost and recognising a gain or loss each time a
bond is repurchased.

in cases such as those described in the preceding paragraph, to designate, at
initial recognition, the financial assets and financial liabilities not otherwise so
measured as at fair value through profit or loss may eliminate or significantly
reduce the measurement or recognition inconsistency and produce more
relevant information. For practical purposes, the entity need not enter into all
of the assets and liabilities giving tise to the measurement or recognition
inconsistency at exactly the same time. A reasonable delay is permitted
provided that each transaction is designated as at fair value through profit or
loss at its initial recognition and, at that time, any remaining transactions are

expected to occur,

It would not be acceptable to designate only some of the financial assets and
financial liabilities giving rise to the inconsistency as at fair value through profit
or loss if to do so would not eliminate or significantly reduce the inconsistency
and would therefore not result in more relevant information. However, it would
be acceptable to designate only some of a number of similar financial assets or
similar financial liabilities if doing so achieves a significant reduction (and
possibly a greater reduction than' other allowable designations) in the
inconsistency. For example, assume an entity has a number of similar financial
liabilities that sum to CU100* and a number of similar financial assets that sum
to CUS0 but are measured on a different basis. The entity may significantly
rediice the measurement inconsistency by designating at initial recognition all
of the assets but only some of the liabilities (for example, individual liabilities
with a combined total of CU45) as at fair value through profit or loss. However,
because designation as at fair value through profit or loss can be applied only to
the whole of a financial instrument, the entity in this example must designate
one or more liabilities in their entirety. It could not designate either a
component of a liability (eg changes in value atfributable to only one risk, such
as changes in a benchmark interest rate) or a proportion (ie percentage) of a

liability.

4 In this Standard, monetary amounts are denominated in ‘currency units (CUY.
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interest rate differential. The interest rate differential is {},
excess of the effective interest rate of the host contract over the
effective interest rate the entity would receive at the prepayme 1
date if it reinvested the principal amount prepaid in a simﬂI,1t
contract for the remaining term of the host contract. i

The assessment of whether the call or put option is closely related to tt

7 ; e
host debt contract is made before separating the equity element of
convertible debt instrument in accordance with IAS 32. i

(h) Credit derivatives that are embedded in a host debt instrument a d
allgw one party (the ‘beneficiary’) to transfer the credit risk ofn
Particular reference asset, which it may not cwn, to another party {tha
gua.rantor’) are not closely related to the host debt instrument. Sucs
credit derivatives allow the guarantor to assume the credit risk
associated with the reference asset without directly owning it.

An e_xample of a hybrid instrument is a financial instrument that gives tt
holder a right to put the financial instrument back to the issuer in exchange fle
'Tm amount of cash or other financial assets that varies on the basis of the climoz
]:1'1 an equity or commodity index that may increase or decrease (a ‘puttabgle
1.nstrument’). Unless the issuer on initial recognition designates the puttable
mstriument as a financial liability at fair value through profit or loss, it is
required to separate an embedded derivative (ie the indexed principal pa.y;'nent
under paragraph 11 because the host contract is a debt instrument undm}'
paragiaph AG27 and the indexed principal payment is not closely related to a
host.dcbt instrument under paragraph AG30(a). Because the principal payment
can increase ‘and decrease, the embedded derivative is a non-option dérivative
whose value is indexed to the underlying variable,

In the case of a puttable instrument that can be put back at any time far cush
equal to a proportionate share of the net asset value of an entity (such a.; N qit; of
'dl? operrer_lded mutual fund or some unitlinked investment producis), thgeffect
of separating an embedded derivative and accounting for each <oiriponent is to
measure the combined instrument at the redemption amoun thac is payable at

Fhe end of the reporting period if the holder exercised its right to put the
instrument back to the issuer.

The economic characteristics and risks of an embedded derivative are closely
related to the economic characteristics and risks of the host contract in the
following examples. In these examples, an entity does not account for the
embedded derivative separately from the host contract.

(a) An embedded derivative in which the underlying is an interest rate or
interest rate index that can change the amount of interest that would
?therwise be paid or received on an interest-bearing host debt contract or
insurance contract is closely related to the host contract unless the
combined instrument can be settled in such a way that the holder would
not recover substantially all of its recognised investment or the
embedded derivative could at least double the holder’s initial rate of
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return on the host contract and could result in a rate of return that is at
least twice what the market return would be fora contract with the same

terms. as the host contract,

An embedded floor or cap on the interest rate on a debt contract or
insurance contract is closely related to the host contract, provided the
cap is at or above the market rate of interest-and the floor is at or below
the market rate of interest when the contract is issued, and the cap or
floor is mot leveraged in relation to the host contract. Similarly,
provisions included in a contract to purchase or sell an asset (eg a
commodity) that establish a cap and a floor on the price to be paid or
received for the asset are closely related to the lLost contract if both the
cap and floor were out of the money at inception and are not leveraged.

An embedded foreign currency derivative that provides a stream of
principal or interest payments that are denominated in a foreign

“currency and is embedded in a host debt instrument (eg a dual currency

bond) is closely related to the host debt instrument. Such a derivative is
et separated from the lhost instrument because 1AS 21 requires foreign
currency gains and losses on monetary items to be recognised in profit or

loss.

An embedded foreign currency derivative in a host contract that is an
insurance contract or not a financial instrument (such as a contract for
the purchase or sale of a non-financial item where the price is
denominated in a foreign currency) is closely related to the host contract
provided it is not Jeveraged, does not contain an option feature, and
requires payments denominated in one of the following currencies:

(1) the functional currency of any substantial party to that contract;

(i) the currency in which the price of the related good or service that
is acquired or delivered is routinely denominated in commercial
transactions around the world (such as the US dollar for crude o0il
transactions); or

(iii) a currency that is commonly \sed in contracts to purchase or sell
nonfinancial items in the economic environment in which the
transaction takes place (eg a relatively stable and liquid currency
that is commonly used in local business transactions or external
trade).

An embedded prepayment option in an interestonly or principal-only

strip is closely related to the host contract provided the host contract (i)

initially resulted from separating the right to receive contractual cash

flows of a financial instrument that, in and of itself, did not contain an
embedded derivative, and (ii) does not contain any terms Dot present in
the original host debt contract.

An embedded derivative in a host lease contract is closely related to the

host contract if the embedded derivative is (i) an inflation-related index

such as an index of lease payments to & consumer price index (provided
that the lease is not leveraged and the index relates to inflation in the
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