Core principle and scope 2

1 Introduction

1.4 Overview of IAS 23

IAS 23 Borrowing Costs requires that borrowing costs directly attributable
to the acquisition, construction or production of a ‘qualifying asset’ (one that
necessarily takes a substantial period of time to get ready for its intended
use or sale) are included in the cost of the asset. Other borrowing costs are
recognised as an expense.

1.2 Amendments to IAS 23 since the last edition of this manual

IAS 23 was most recenily amended in January 2016 by consequential
amendments arising from IFRS 16 Leases (effective for annual periods
beginning on or after 1 January 2019, with earlier application permitted).
The amendments update the definition of borrowing costs to reflect the
requirements of IFRS 16 (see 2.2).

2 Core principle and scope

21 Core principle

The core principle of IAS 23 is that borrowing costs directly attributable
to the acquisition, construction or prousction of a qualifying asset form
part of the cost of that asset. Other horrowing costs are recognised as an
expense. [IAS 23:1]

2.2 Borrowing costs — dalinition

Borrowing costs are defined as interest and other costs that an entity incurs
in connection with the borrowing of funds. [IAS 23:5]

Borrowing cosis rnay include:

[IAS 23:6]

e interest expense calculated using the effective interest method as
described in IFRS 9 Financial instruments (or, for entities that have not
yet adopted IFRS 9, IAS 39 Financial Instruments: Recognition and
Measurement). See 4.1 in chapter B6 (or, for entities that have not yet
adopted IFRS 9, 4.1 in chapter C6) for further discussion;

e for entities that have adopted IFRS 16 Leases, interest in respect of
liabilities recognised in accordance with that Standard;

e for entities that have not yet adopted IFRS 16, finance charges in
respect of finance leases recognised in accordance with IAS 17 Leases;
and
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A18 Borrowing costs

e exchange differences arising from foreign currency borrowings to

the extent that they are regarded as an adjustment to interest costs
(see 2.4).

2.3 Scope — exemptions

An entity is not required to apply IAS 23 to borrowing costs directly
attributable to the acquisition, construction or production of:

[IAS 23:4]

(@) a qualifying asset (as defined in 3.2.1) measured at fair value (e.g. a
biological asset within the scope of IAS 41 Agriculture or an investment
property under construction measured at fair value); or

(b) inventories that are manufactured, or otherwise produced, in large
guantities on a repetitive basis.
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2.4 Exchange differences to be included in borrowing costs

24.1 Exchange differences to be included in borrowing
costs — general

IAS 23 rncludes no further clanfrcahon as. to what is- meant by
the inclusion of exchange differences ‘to the extent that they are
regarded as an adjustment to interest costs’. The quest_lon__has been
addressed by the IFRIC (now the IFRS Interpretatlons Commlttee)
see January 2008 /FRIC Update The IFRIC reaffrrmed that how an entity
applies IAS 23 to forergn currency borrowmgs is a matter of acccuntlng i
policy requiring the exercise of judgement. When the accountlng policy
adopted is. relevant to a ;_understandrng of the _fmancral statements, ‘-
it should be drsclosed as.requ1r v IAS 1 P sentatron ;rnancrai.--'

Statements

It is clear that nnt all exchange dtfferences arrsrng from forelgn currency= !

borrowings - an. be regarded as an adjustment to interest costs;
otherwise, there would be no reqmrement for the qualifying terminology' :

used in |.h-.3 23 6(e) The extent to _whrch exchange dlfferences can

mcurred shoutd be classrﬁed as borrowrng costs A!though exchange'i
rate ﬂuctuatrcns may mean that thls amcunt l'i s&ubstant{ally hrgher or

Some exchange dlfferences relating to the S ;
as an ad;ustment to mtereet costs (and therefore taken mto_account in

commercial interest rates prevarllng in the functronal currency at the
date of initial recogmtlon of the borrowing. In other words the amount
of bcrrowmg coets 'hat may be cap:taltsed shculd lie between the
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A18 Borrowing costs

:Whether any adjustments far exchange dn‘ferences are made to the
amount determined:under (1) above is an acc:ountmg poticy choroe and
should be applled cenmstentty

The extent to whlch forergn exchange daﬁerences can be regarded as
.borrowmg Costs is lllustrated in example 2. 4 2 and example 243

2.4.2 Exchange differences that increase borrowing costs

| 4B

Example 2 4 2

'Exchange dlfferences that i increase borrowmg costs

_ Entlty.X ‘which prepares its financial etatements |n lts functlonal currency of
Thailand Baht (THB), enters_ into a borrowmg arrangement wrth terms and
condltlons as set out beiow :

Bl b e (in the foreign currency) US$100 million

Date of initial recognition of the borrowmg 1:J-anuary 20X1

: Exchange rate at the date of initial recognltron
of the borrowing :

. - THB25:.USST
Interest rate on foreign borrowings (in: US$) 6% per annum (ﬂxed)

Interest rate on similar borrowrng in THB at the
date of initial recognition of the borrowmg

Average exchange rate for 20X1 = j ok THBSB UsS$1

Closmg exchange rate for 3 X1 s THB4T,_1_JS$1_
; '.The followlng: r-nterest pay ents' 'ere made m 20X1
Interest payments (6% x US$100 mrlhon) : : : USQG ml_]hon

Trans!ated at average rate =i : o "»‘T'II-RI ; mlliton

'Entlty X Should capltahse THB216 millien, being the quallfyrng lnterest.costs
denommated in the foreign currency, translated at the actual exchange rate on

. n‘ferenoes as an adjustment fo mterest costs. If it does so, in order to determrne
| the maximum potential adjustment to lnterest costs for exchange differences,
_ Entity: X should determine the borrowing costs tha’t would have been incurred
“in the. 20X1 reporting period 1f the funds- had been borrowed in THB The
-calculatlon is set out below. -

THB equrvalent of US$100 million at 1 January 20)(1'-'

Annual interest expense based on THB |nterest rates
(1 2%)

-.'_j_T_'He_z,soor miuic_mi

~ THB300 million

| profit or loss. The amount

Core principle and scope 2

In the above scenario, the notronal borrowrng cost in the entrtya functlona]
currency of THB300 million is the ‘cap’ on the amount to be classified as
horrowing costs. Consequently, when it has made the relevant accounting
policy choice, Entity X should capitalise an amount of borrowmg costs between
THB216 million and THB300 mrltlon

The foreign exchenge loss lnc:urred on the retranelatron of the pnnclpal amount
of the US$100 million borrowrngs at the end of the 20)(1 reportmg penod is
calculated as follows s . ;

- .-THez;soe. million

THB equwatent at openrng rate of THB25: US$1

THB equwalent at closing rate of THB47 US$1
Foreign _e_xchange loss

As caiculated above the' cap on the amount to be classi ed as borrowrng costs
in the 20X1 accountlng perrod is THB300 million. The difference of THB84
million between this amount and THB216 million (being the qualitying interest
costs denomingiad in the foreign currency, translated at the actual exchange
rate on the dite on which the expense is incurred) is the amount of foreign -
exchange iLsses on the prmmpal eligible for capltallaatlon The remaining
excharge wsson the pnncrpal (THBZ 116 mrllron) is reoognrsed in prof itorloss

in the car

woe retranslatroﬂ of the US$1 bO million at the end Of'the 2'0)(1 reporting period -

million (interest costs denom :
actual exchange rate on the date on which the nse is incurred). No
adjustment to interest costs for exchange differences Should be. made because-_:-
any such adjustment woul sUIt inan amount of borrowmg cests outsrde the .
acceptable range. i : e :

2.4.3 Exchange differences that decrease borrowing costs
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A18 Borrowing costs

 Average exchange rate for 20X1

Translated at average rate

f'i denominated in the foreign currency, translated at the actua] exchange rate on
-.-.the date on: WhICh the expense is |ncurred : :

In addrtlon Entaty Y may choose as its aocountmg potrcy to regard exchange
: dlfferencee as an adjustment to interest costs. If it does so, in order to determine
_ the maximum potential adjustment to. interest costs for excharige differences,
- Entity Y should determine the borrowing costs that would have been incurred
_in the 20X1 reporting penod |f the funde had been borrowed in THB The
i oaloulahon [S set out below . : eisETE

THB equlvalent of US$1DO milhon at 1 January. 20X1 THBZ-,5OO r:hiittion
Annual interest expense based on THB ;nterest rates e T

In the czrcumstances descnbed the not;onal borrow:ng coet in the entlty f

policy chaice, Entity Y. should capltailse an amouht of borrowmg costs between
THB200 mrthon and THB216 m!lhon :' i e

calcu|ated as. followe G 0 : i

THB equlvalent at op'emng rate of TH825 US$1
 THB equivalent at closmg rate of THBQ2 US$1
Forelgh exchange gain

THB2,200 million
o THBSOO'milIionf

'As caloutated above, the floor on the amount to be claesn‘led as borrowrng'
_costs.in the 20X1 accountlng period is THB200 million. The difference of THB16
~ million between this amount and THB216 million (being the qualifying interest

costs denominated in the foreign currency, trane|ated at the actual exchange
“rate onthe date on ‘which the expense is mc:urred) is the amount_ _of the forelgn
~exchange galn on the principal to be oﬁset in borrowrng costs. The “remaining
‘exchange gain on the pnnmpat (TH5284 m|l||on) |s reoogmsed m profrt or Iose
: in the yeor : Al -

Ifthe retranelatron of the US$?00 mlI!lon at the end of the 20X1 reporting p‘_e_n_od

: gave nse to a foreign exchange ioes the entlre--loss should be -recognised in

THB36:USST

Closing exchange'rate_ﬁror' 201 . THB22:US$1
'The followmg mterest payments were made in 20X1 _
j Interest payments (6% us&noo mll[lon) - USS$6 million
' ; THB’216_ rnitli'o'n '

j--.'Entlty Y should capltahse THBZ16 m|Ilton bemg the quallfytng |nterest costs

(8%) e e f:T_HBZGO;rn'i-Ilibn_

: functlonal currency of THBZOO million is the ‘ftoor on the amount to be classrfred:
as borrowing costs. Consequentty, when it has made the relevant accounting

of the US$100 mrlllon borrowmgs at the end of the 20)(1 reportlr.g o nod i

™ ez,_spp_'_ million

d be THB216

Core principle and scope 2

actuat exchange rate on*'th'e date n“'which the expense is [ncurred
adjustment to rnterest co _for ex ange‘dlffere' es 'hould be made asany
such adjustment would resutt in: an amount wmg costs outeld the

25 Costs associated with shares and similar instruments classified
as financial liabilities

IAS 23 does not deal with the actual or imputed cost of equity, including
preferred capital not classified as a liability. [IAS 23:3]

of servicing those shares (e g di dends) fall W|th|n the defmmon' ' f;ff
borrowing: oosts : -

2.6 Imputed interest on convertible debt instruments

In accordanoe with IAS 32 the Ilablhty component of a convertlbte debt-' :

lnstrument is presented on an amortised cost basis using the coupon

rate for an equwalent non-convertible debt. The imputed interest
' tn proﬂt or Ioes usmg the effectwe "'nterest rnethod

An entrty may be requ|red fo recogn'lse reﬂnanc:ng 'galns or ]o_ss.es...

relating to borrowrngs for a number _of feaseons; for example such ga_ﬁs
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_o early repayment (t e. extmgutshment) of borrowmgs (see sectmn 4_
“of chapter B8 or; for entities that have not: yet adopted tFRS 9
sectlon 4 of chapter 08) e _ ;

Such gams and losses do not quahfy as part of bo'rrowing- C.Qs_t-s thet'_atr.e -
“gligible for capltahsation under IAS 23. IFRS 9 (or, prior to the adoption
of IFRS 9, IAS 39) is clear that ‘refinancing” galns and Eosses shoutd be:
recogmsed m proflt or tose when they anse S o

3 Recognition of borrowing costs

3.1 Recognition of borrowing costs — general

Borrowing costs that are directly attributable to the acquisition, construction
or production of a qualifying asset are capitalised as part of the cost of the
qualifying asset. Other borrowing costs are recognised as an expense in
the period in which they are incurred. [IAS 23:8 & 9]

Nete that IAS 23 does not permlt an accountmg poitcy of expensmg al!
borrowmg costs '_ R i ;

When an entity applies 1AS 29 Financial Reporting in Hyperinflationary
Economies, it recognises as an expense the part of borrowing costs that
compensates for inflation during the same period in accordance with
IAS 29:21 (see 5.1.5 in chapter A37). [AS 23:9]

3.2 Qualifying assets

3.2.1 Qualifying assets — definition

A qualifying asset is deﬂned as an asset that necessarily tares a substantial
period of time to get ready for its intended use or sale. [IAS 23:5]

IAS 23 does not provude any gundance on’ What constttutes a
‘substantial period of time’. The: spec:fuc facts and cnrcumstances should

© be considered in each case. For example, it is likely. that a pertod of
twelve months or rnore mlght be consadered substanttat

Depending on the circumstances, any of the following may be qualifying
assets:

[IAS 23:7]
e inventories;

e manufacturing plants;
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» power generation facilities;
o intangible assets;
o investment properties; and

e bearer plants.

IAS 23: T was amended in: June 2014 by Agncufture Bearer P!ents :
(Amendments fo IAS 16 and IAS 41) to clarify that, depending on the
circumstances, bearer plants (accounted for under IAS 16 Property, ‘
Plant and Equrpment foHewmg the June 2014 amendments) may be '
quallfymg assets - e ;

The following are not qualifying assets:

[IAS 23:7]
e assets that are’i=ady for their intended use or sale when acquired;
e financial assels; and

e inventorias that are manufactured, or otherwise produced, over a short
period of time.

sz Assets with an extended delivery period

IAS 16 Property, Pfant and Equrpment 1dent1ffes dellvery and handtlng"
costs as part of the cost of an item of property, plant and equlpment .
It includes such: actuwttes as part of the process of preparing the
asset for its intended use. The sh:pptng of an asset is therefore: part
of its acqmsltlon and, consequenﬂy borrowmg c:ests attributable to
the shipping. pertod can.be consndered to be. bon‘owmg costs dlrectly
attnbutable to the acqwsmon ef the asset as requured by iAS 23"5: .

For example an enttty orders and pays fora Iarge 'plece of equlpment

from overseas that will take six months (m this. example Judged tobea
‘substantial’ perted of time forthe. purposes of IAS 23) to arrive. Aloan is:
raised to finance the acquisition. The equ;pment is already manufactured'
and available for shlpment Therefore, the period between payment for o
the equipment and its installation is only ¢ caused by shipping time. The
asset is recogmsed by the entity on the date of shlppmg by the supplter :
because (in this exampte) that is the date on which control passes to

the entity. Borrowmg costs mcurred on the. loan_ralsed to finance the -

acqunsmon w1ll be capltal;lsed as:-part of the cost of the eqmpment upto
i i destma’uon is: mstalled and ISJl’Q_ady |




A18 Borrowing costs

3.2.3 Investments accounted for using the equity method

_ _ _s estabhshed_for the purpose of
ijgiconstructmg a quallfymg asset, that the substance of the arrangement
. is that the investment is itself a quallfylng asset for the investor. The
* logic is most appeallng in the case of prOJects organtsed by a limited

number of investors to poo! resources in deve!opmg productton facilities
Lo properttes It is argued that, from the investor's perspective, the
§;’;;amount ot borrowung oosts capttallsed should no t:_::_e dtfferent sumply

omate ora jolht venture accounted for usnng the equtty rnethod
jézunder IAS 28 !nvestments in Associates and Joint Ventures, the interest

71.;:|s a fmar]Cla| asset, and capttallsatton of borrownng costs rs not permitted

*Example 3-2 3

lnvestments accounted for usmg the equity method

Company X |nvests in: constructlon contracts via parttcrpating lnterests in smc.ie-
“purpose entities. The entities are assocnates and are accounted for usl 19 the
equtty method of accounttng ; : - :

tf Company X borrows funds for the purpose of fundtng ft =‘ onstfuctfon
acbwtres in these vehicles, ‘should it c_apltat'.'se borrowmg o fs as part of the
carrymg amount of the mvesz‘ments?‘ ' .

No Borrowmg costs shouid not be caprta]ssed |n these cnrcumstances
Investments in associates are fmanciat assets IAS 23 7 states that f nanCIaI
& assets are not quallfy;ng assets : 5

tn co } rast to th prohlbltton on capltalisat[on of borrowmg costs in
;:-.-respect of investments accounted for using the. equ:ty method (as
descnbed in 3.2.3), when a joint arrangement. meets ‘the definition ofa
Jomt operatton under IFRS 11 JomtArrangements the entlty will lnstead
. Tecol its: hare of the assets and ||abtilt]'es of the joint operatron
capitalisa s will

the extent that'

Recognition of borrowing costs 3

The |nvestors share of the qualtfytng assets of a joint operation are

accounted for as. ‘qualifying assets of the investor and, therefore, =
capitalisation of barrowing costs incurred fo fund the construction. of -
those quallfylng assets is requ;red prowded that aII of the condmons of

IAS 23 are met

3.3 Borrowing costs

3.3.1 Borrowing costs eligible for capitalisation — general
See 2.2 for IAS 23's definition of borrowing costs.

The borrowing costs that are eligible for capitalisation are those borrowtng
costs that would have been avoided if the expenditure on the qualifying
asset had not been made. [IAS 23:10]

not pe .mtted for the perlodlc unwrndmg of the dlscoum in relatlon'-"
to chainges in obligations to. dismantle, remove and restore items of
p[operty ptant and equlpment instead the penodlc unwmdlng of the-:

3.3.2 Specific borrowing costs

When funds are borrowed specifically for the purpose of acquiring or
constructing a qualifying asset, the amount of borrowing costs eligible .for
capitalisation is the actual borrowing costs incurred on those funds during
the period. [IAS 23:12]

The financing arrangements may result in the specific borrowings being
drawn down prior to some or all of the funds being utilised to finance the
qualifying asset. In such circumstances, any investment income.earned
on the temporary investment of the funds, pending their expendnture on
the qualifying asset, should be deducted from the actual borrowing costs
incurred to arrive at the borrowing costs eligible for capitalisation. [IAS 23:13]

Example 3.3.2

of constructton costs occurs throug.hout each mon
with the draw downs Dunng each month the entuty

depostts
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A24 Consolidated financial statements

e defines an investment entity and sets out an exception to consolidating.

particular subsidiaries of an investment entity.

3 Scope of IFRS 10

3.1 General requirement to present consolidated financial
statements

IFRS 10 requires that a parent (i.e. an entity that controls one or More
entities) should present consolidated financial statements. [IFRS 10y
Consolidated financial statements are defined as “[t]he financial statemenyg
of a group in which the assets, liabilities, equity, income, expenses ang
cash flows of the parent and its subsidiaries are presented as those of 3
single economic entity”. [IFRS 10:Appendix Al

IFRS 10 does not deal with the accounting requirements for businesg
combinations and their effect on consolidation, including goodwill arising
from business combinations. [IFRS 10:3] The accounting requirements for
business combinations are discussed in chapter A25.

3.2 Employee benefit plans excluded from the scope of IFRS 10

IFRS 10 does not apply to post-employment benefit plans or other long:

term employee benefit plans to which IAS 19 Employee Benefits applies,
[IFRS 10:4A]

~ The wording of the scope exclusion in IFRS 10:4A is confusihg. At
 first glance, it appears to say that IFRS 10 does not apply to'tiv.ancial
statements presented by post-employment benefit plans 9r Gther long-
term employee benefit plans. But IFRS 10 does nat apply to the
_financial statements of such plans; rather, they are wittiin the scope
~ of IAS 26 Accounting and Reporting by Refiromcnt Benefit Plans

Instead, employers' are required to apply 1AS 19 in accounting for

__ employee benefit plans, and it appears that the exclusion in IFRS 10:4Ais

intended to apply to such employers and to exempt them from having to

“consider whether benefit plans of the nature described meet the definition

_of a subsidiary (which would resultin arequirement fo consolidate them);

. Without this exemption, it seems possible that some benefit plans might
“have been required to be éoﬁ@li_datéd'as_'f'str'*-UCtu'_redf_e_h_tit_i_és"_’;.'_i o

3.3 Exemption from presenting consolidated financial statements
for a parent that is itself a subsidiary

An entity that has subsidiaries need not present consolidated financia
statements if it meets all of the following conditions:
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(FRS 10:4(@)]

entity is i [ - d subsidiary, or (2) a partially-
e entity is itself either (1) a wholly-owned ' '
th\,y,rned ssl{Jbsidiary and all its other owners (including those not otherwise
0

titted to vote) have been informed about, and do not object to, the
2:tity not presenting consolidated financial statements;

i ity i t traded in a public market
tity's debt or equity instruments are no
2?2 92 gomestic or foreign stock exchange or an over-the-counter
n;a'rket, including local and regional markets);

i i i is it i s of filing, its financial

ntity did not file, nor is it in t_he proces 1anc
njgite('amer:(ts with a securities commission or other regglatory orgamsatlor!
?or the purpose of issuing any class of instruments in a public market;

and

the ultimate or any intermediate parent of the entitsf produces _financ‘:iaﬂ
tatements available for public use that comply with }FRSS, in whu:h
2ubsidiaries are consolidated or are measured at fair value throug
profit or loss i ascordance with [FRS 10.

iteria(in” IFRS 10:4(a) were amended by /nvestment Entities:
;szy?;:[ﬁrf;?‘ Consolidation Exemption (Amendment.s to IFRS 10, |’FR‘iSo; i
A5 28), issued in December 2014 and effectwe _for_annua per
an-aji'il'n or"; or after 1 January 2016, with earlier appllcanor? permlt.ted‘. If
E?S.‘r:t'i!t gapplies the December 2014 amendments for a period beginning
L:ef:re 1yJanuary 2016, it is required to disclose that fact. [[FRS 10:C1D]

hat is a subsidiary
of an investment e.hﬁtys e.\'fe'.n. _i_f_'_the-5_'i:hv:g's;jjj'e:q:t'eh.’gi : : m ..:g.sures:--all' o Itis'* '
Blbsidiaries atfairvalue. = . = o

under IFRS 10:4(a) is available to a parent entit

The criteria. in IFRS_"'{...1'Q'-45'(_:9)J are only .m_et__‘_i__f.zgz;hg___;iultmj'f_:_l-t,e_:§f°Ir'-::?]f_‘;}’_t.
intermediate parent produces financial Haumcils Svaln eh ?f

public use that comply with IFRSs as issued by the IASB in whict t_i_ st :
subsidiaries are included either by consolidation or by measurementat
fair value through profit or loss in accordance with IFRS 10. .

Similarly, if the parent complies with the Intemational Financial Aopadig
Standard for Small and Medium-sized Entities (see appendix AG), but
not full IFRSs, the above criteria are not met. e

If the paré'n{.';- Cozf:!;\pliiesj:-“ins’_(e.-ad Wlthamodlﬁed versnon of:‘: ’EF;RSz .
(e.9. IFRSs as endorsed for use in a particular jurisdiction) -[_bu | '::"Qn?ié .
not comply with IFRSs as issued by ‘he"_’*s‘?’_'f(b?‘:a? se-;';'l? APPIES 20 '.b:f :
accounting treatment that is allowed under 4tt_1.'e, 'F;I?I(.)C.iz-‘lrfli.éd version of
IFRSs but not under IFRSs as issued by the IASB), the above criteria
arenotmet. G o .
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A24 Consolidated financial statements
3.4 Parent has no subsidiary at the end of the reporting period

[FRS -,;:0' 20' :("se.e 1 0.3) requireé' t’h:' o tncome and expenses of a

luntll the date on whrch the par_ tos_es control of the sub3|d|ary
; -Accordlngly, when a parent has ha_ s'_at any time during g
: reportlng period, IFRS 10 requires: consolrdated.tmanmal statements to
i-be presented (unless any of the exempttons tn___ =RS 10 is available).

3.5 No bases for exclusion of subsidiaries from consolidation
(other than for investment entities)

. ':';1_ 3) when conse[rdated
10 does not allow any baseg
ati on. Notably:

- "O:th‘er than fo‘r investment entrﬁes-(" ee
-~ financial statements are presented tF
for exclusmn of subsidiaries from G

e 3 subSJdlary is not excluded f_ro
Control lS temporery If, on e"

onsolldatlon on the basis that

should cor‘s.'te
ary to tha narent

grounds that'

fnot exchded from consolldetron o_ t|

bsrdlary can b _:appreprrately dISC|Osed in
RS 8*Operatmg Segments :

4 Identification of parents and subsidiaries
4.1 Definitions — parent and subsidiary
Aparentis “[a]n entity thatcontrols one or more entities”. [[FRS 10:AppendixA]

A subsidiary is “[a]n entity that is controlled by another entity” (which will bé
its parent). [IFRS 10:Appendix A]

A group consists of a parent and its subsidiaries. [IFRS 10:Appendix A]
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There are two key aspects to the det" nitlon of a SUbSIdlat‘y

, the concept of eontrol (whrch is dlscussed m detall in sectlon 5)

and : -
s what constrtutes an enttty (see 4 2)

42 Meaning of an ‘entity’

IFRS 10 does not deflne what is. meant by an entlty The deﬁnitlon
of a subsidiary previously included in- IAS 27(2008) COhSOIfdated :
and Separate Financial Statements stated explicitly that the term
encompassed an unincorporated entity. Although this clarification has
not been carried forward to. IFRS 10, it seems clear that a subsidiary

need not be a corporate entrty (e. g itcanbe a pertnershlp or a trust)

In addition, IFF’.\. 10 allows thet in specn‘“ ied crrcumstances a portlon
of an investsa (uften called a ‘silo’ or ‘cell’). may be: accounted for asa
‘deemed ¢ epdrate entity’ (see 4.3). :

42 Datermining whether a portion of an investee is a deemed
separate entity

In some situations, an investor may have interests in a particular set of
assets and liabilities of an investee (a portion of an investee) by virtue of
legal or contractual arrangements, rather than in the entire legal entity. In
addition, in some jurisdictions, legal entities are divided into separate parts
(often referred to as ‘silos’ or ‘cells’).

In such circumstances, the question arises as to whether it is possible to
consider only an individual silo or a portion of an investee (rather than the
entire legal entity) as a separate entity for the purposes of the consolidation
assessment.

IFRS 10 requires an investor to treat a portion of an investee as a deemed
separate entity if, and only if, the following conditions are met:

[IFRS 10:B77]

» specified assets of the investee (and related credit enhancements,
if any) are the only source of payment for specified liabilities of, or
specified other interests in, the investes;

* parties other than those with the specified liability do not have rights or
obligations related to the specified assets or to residual cash flows from
those assets; and
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e in substance, none of the returns from the specified assets can be USeq
by the remaining investee and none of the liabilities of the deemey
separate entity are payable from the assets of the remaining investeg

Therefore, the key fo determlmng whether a portlon of a'n entlty is a
- deemed separate enhty under IFRS 10 is whether the pomon of the
mvestee is, in substance nng—fenced from the overall mvestee

When the conditions in IFRS 10:B77 are met, the investor should determijpg
whether it has control of the deemed separate entity using IFRS 10’s generg|
definition of control (see section 5). In particular, the investor should:

[IFRS 10:B78]

e« identify the activities that significantly affect the returns of the deemeg
separate entity and how those activities are directed in order to assess
whether it has power over that portion of the investee;

e consider whether it has exposure or rights to variable returns from ifg
involvement with the deemed separate entity; and

e consider whether it has the ability to use its power over that portion of
the investee to affect the amount of the investor’s returns.

If an investor controls a deemed separate entity, the investor should
consolidate that deemed separate entity. In such circumstances,
other parties should exclude that portion of the investee when assessinn
control of, and in consolidating, the investee. [IFRS 10:B79]

4.4 Horizontal groups

_-Consolldated flnanma! statements are not requ‘ ed. for “a‘horizontal
. group’; i.e. when two or more repomng ent;tles are vontrolled by a
'_g'_common shareheldmg stich as that held by a private individual. IFRS 10
5 “requires the presentauon of consolidated financial statements when an
_:;entrty controls one or more: other entities. To the extent that entities are
g-'_'j;controlled by the same individual, there is no requwement in IFRSs thal
:g'i-consohdated fmancsal statements be presented_,;; o b

The ex;stence of a controlhng mdlwdual and transactions between
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5 Assessment of control

5.1 Control — definition

An investor controls an investee when the investor “is exposed, or has
fights, to variable returns from its involvement with the investee and has
the ability to affect those returns through its power over the investee”.

(IFRS 10:6 & Appendix A

gpecifically, an investor controls an investee if and only if the investor has
all of the following elements:

(IFRS 10:7 & B2]

s power over the investes;

exposure, or rights, to variable returns from its involvement with the
investee; and

. the ability to use'its power over the investee to affect the amount of the
investor’s ret.ins.

power is defined as “existing rights that give the current ability to direct the
relevant sciivities” (see section 6). [IFRS 10:Appendix A]

2, investor must possess all three elements to conclude that it controls an
wvestee.

The diagram below depicts the three elements of control and the relationship
between them.

Exposure
or rights to
variable returns

Power over

Control = the investee

Ability to use the
power to affect the
investor’s returns

An investor is required to consider all facts and circumstances in assessing
whether it controls an investee. [IFRS 10:8] In practice, the determination
as to who controls an investee can be complex.

9.2 Requirement for an investor to assess whether it has control

An investor, regardless of the nature of its involvement with an entity (the
investee), is required to determine whether it is a parent by assessing
Whether it controls the investee. [IFRS 10:5]
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Although IFRS 10 refers to an ‘investor’ having control, it does not defing
the term ‘investor’. IFRS 10:5 states that an investor may have conrg)
of an investee “regardless of the nature of its involvement”. As a specifig
example, IFRS 10:B15 states that control may be achieved through g
‘management contract if the contract gives the holder the ability to diregt
the relevant activities (see 8.2). Therefore, there is no requirement for
the investor’s interest in the investee to be in the form of debt or T equity
instruments.

An investor is required to reassess whether it controls an investee if facfg
and circumstances indicate that there are changes to one or more of thy
three elements of control listed in 5.1 (see section 9). [[FRS 10:8]

5.3 Assessment of control — purpose and design of the investee

When assessing control, the investor should first consider the purpose ang
design of the investee in order to identify (1) the relevant activities (i.e. the
activities of the investee that significantly affect the investee's returns),
(2) how decisions about the relevant activities are made, (3) who has the
current ability to direct those activities, and (4) who receives returns from
those activities. [IFRS 10:B5]

Sometimes, this assessment will be very straightforward; it may be clear
that control over the investee is exercised directly and solely by means of
equity instruments (e.g. ordinary shares) that give the holder proportionata
voting rights. In such circumstances, unless more complex arrangemen::
have been put in place that alter decision-making, the assessman: o
control should focus on which party, if any, is able to exercise vatitiy rights
sufficient to determine the investee’s operating and financing wolicies. In
clear-cut situations, the investor that holds a majority of thas= voting rights,
in the absence of any other factors, controls the investee, {IFRS 10:11 &
B6]

[ 3

5.4 Assessment of control — additional factors to be considered

In more complex cases (e.g. when power results from one or more
contractual arrangements), the determination as to whether an investor
controls an investee may require more rigorous consideration of additional
factors, including some or all of the following:

[[FRS 10:11, B3 & B7]
e whether the investor has power over the investee, i.e.:
e what the relevant activities are (see 6.2);

e how decisions about those activities are made (see 6.3); and

1850

Assessment of control 5

o whether the rights of the investor give it the current ability to direct
the relevant activities (see 6.4);

whether the investor is exposed, or has rights, to variable returns from
its involvement with the investee (see section 7); and

whether the investor has the ability to use its power over the investee to
affect the amount of the investor's returns (see section 8).

55 Only one party can control an investee

The Basis for Conclusmns on IFRS 10 states that

[IFRS 10: BC69 & BC?O]

s+ only one party (if any) can control an lnvestee and

o the fact that other entities have protectlve nghts relatmg to'l e

activities of an investee (see 6.4.5) does not prevent an mvestor
from ha\.'r‘g controi of an mvestee - ;

Ther=/ar2, when two or more investors collectively control an investee
(i ‘he investors must act together to direct the relevant activities of the
i-vastee), no investor can direct the activities without the co-operation of
ihe others and, consequently, no investor individually controls the investee.
In such cases, each investor should account for its interest in the investee
in accordance with the applicable IFRSs, as appropriate (e.g. I[FRS 11
Joint Arrangements, 1AS 28 Investments in Associates and Joint Ventures,
IFRS 9 Financial Instrumenits or, for entities that have not yet adopted
IFRS 9, 1AS 39 Financial Instruments: Recognition and Measurement).
[IFRS 10:9]

5.6 Limited partnerships

A limited partnership is typically a forn of partnersh:p that offers the
protection of limited [iablllty to some of its partners (the 'limited. partners )
Structures for limited - partnersmps and the functions of a general
partner of a limited partnership vary widely between jurISdiCtIOi’]S and
from partnership. to partnership. A. limited partnership ge_nerai_ly must
meet specified legal and tax criteria to qualify as a limited i
therefore, the structure is often form-driven. The rights and b.{|gat|ons of
general partners in limited partnershlps are usually different from those
of limited partners. Often, the limited partners are not permitted to take
part in the management of the limited partnership, which is solely the -
responsibility of the general partner(s). Some general partners perform
g "'ilfy the entity as

a limited partnershl_p.
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;.::_;fThe determmatlon as to whether an mvestor hes control of a limi

_ partnership will always need to take account of the specific partnerslzed
_ structure and any relevant jurisdictional factors In general; in appl
;;the three elements of the definition of controE in IFRS 10 (ie. hp;zl

_ power over the investee, exposure or rights to variable returns from fhe
: anvestee and the abr[rty to use power to affect returns) : e

j"fﬁpartnersh!p . s- a: matter requm-ng'._ careful
g Ievent facts and carcumstanc '

5.7 Employee share trusts

L'fEmployee share trusts (sometlmes establrshed in con,uncuon it

employee share ownership plans (ESOPe) or employee share plans)

are designed to acquire an entity's shares and disiribute the shares

to- mp]oyees under remuneration schemes. The. Jeiailed structure of
such rusts varres but often mcludes the followr :

Power over an investee 6

RS 10 controls a trust estabhshed as part of an emplcyee

E 1 ing |F
e n scheme

bggmuneratlo

g Power over an investee

g4 Power overan investee — definition

has power over an investee whenthe investor has existing rights

Aninvestor
he current ability to direct the relevant activities. [IFRS 10:10]

{hat give it t

Key steps in the determmatlon as tc whether an entrty has-.power over :
an investee are . : : . : i

s identifying the rete\rant actrvrtles (see 6 2)

. understand' wg how decrsrons about retevant actl\ntres are made 5
(seeB?:):nd = o : S

deteimining whether the mvestor s rtghts glve 1t the cu rrent ablirty to
direc the relevant actrwtles (eee 6. 4) : : : e

».2 Identifying the relevant activities

621 Relevant activities — general

Relevant activities are defined as “activities of the investee that significantly
affect the investee's returns”. [IFRS 10:Appendix Al

It could be difficult to determine the relevant activities of an investee in
certain scenarios. In these situations, it is important for an investor to
understand the purpose and design of an investee (see 5.3).

IFRS 10 requrres an mvestor to focus on the actwn les thet srgmfrcantly '

affect the returns of an mveetee - : _ o
s When the lnvestee is directed through votrng or srmrlar rtghts :

(see 6.4.6), power. often relates to. governmg the strategtc operating
and financing policies of an mvestee However, as explained in the
Basis for Conclusions on IFRS 10, that is only one of the Ways in -
which power to direct the activities of an investee can. ‘be achieved. .
In the I1ASB’s view,. referrmg to the power o govern the financial i

and operating poltmes of an investee is not neceseanty appropnate -
for investees that are not dtrected through vot :
[l[FRS 10: BC42] : :

o ltis lmportant to focus on'actw es thet have a srgnrﬂcant effect‘_:.;E
han on ad mstratwe 'Jtree:{;j';

on the mvestees returns rether
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the securitisation vehicle that significantly affect the returns of the transactiop
(even before the default of the receivables).

i Note that itis expected to be extreme.[y rare for a structured enttty to
~ have no relevant activities (i.e. it operates on full autopllot and the only
r decnsu_: 5 to be made after formation of the structured entity relate to
~administrative activities that will not significantly affect the investeg's

returns). Such a determination shoul be made only after a thorough
':analysns of both the expected act:vrttes of the structured enttty and

:_r:'determlnatlon s mad

6.2.3 Relevant activities —
entity operating on autopilot

' E;lt is common for a structured ent[ty to operate ina way S0 that seemingty
“no. decisions are ‘made in conducting the entity’s ongomg activities
';fafter its formatron (i.e. the entity effeotwely operates on ‘autopilot’). A
' fthorough understanding of (1) the purpose and design of the structured
: entrty, and (2) any decrsmns to be mad;e after its formatlo_ is critical in

purpose and desrgn ofa structured entlty the oniy demsmns tole rnade
after formation of the entlty relate to admin istrative activities trat will not
f-;SIQmﬂcantIy affect the investee's returns. If this is the casa, there are
~ no decisions to be made on relevant activities of the structured entity
;'-isubsequent to its formation and the only decisionz that significantly
affect the returns of the structured entity are the dec.srons taken at the
3 ‘formatlon stage. -

.ln those extremety' rare sﬁua 'ns when there are no de )
_madef-on'-;relevan activities after formation of a structure entlty, an
investol can have power over the structured: ent|ty as a result of the
investor's decisions and involvement in the desrgn and creation of the
4structured entity. Specifically, the |n1t|at de3|gn of the: e'nuty may be the

involvement in the design of a structureg

Power over an invesiee 6

several parttes are lnvolved in the deelgn of an mvestee nid the frnal
structure of the investee includes whatever is agreed to by all those
arties (see IFRS 10: BC77). Consequently, an investor's involvement
in establishing : an investee would not, in isolation, be suﬁtment ewdence- 5

to determine thet the mveetor has power over the entlty

In making this: assessment an mvestor ehould con5|der the ergmﬂcance'-
of its interest in the investee and its mvotvement in the design of the
investee (including an assessment of the scope of its decision- -making
authority during the design process). The more significant an mveetor s
(1) interest, and:(2) invelvement in the deSign of the investee, the more
indicative it is that the ‘investor had the ability and mcentlve to: make_ ;

decisions for lts own benet" t and therefore that it has power over. the_:
investee. i i :

63 How decisions about relevant activities are made

6.3.1 Decisicns about relevant activities

Examples of decisions about relevant activities include, but are not limited
to:
[IFRS 10:B12]

¢ establishing operating and capital decisions of the investee, including
budgets; and

» appointing and remunerating an investee's key management personnel
or service providers and terminating their services or employment.

major caprtal pUr 7 :;:: :

appomtment and
management pe_j 5
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of principal and interest payments of the assets. The transaction is marketeq
to the debt investor as an investment with minimal exposure to the credit risk
associated with the possible default of the assets in the portfolio because of the
nature of these assets and because the equity tranche is designed to absarp
the first losses of the investee. The returns of the investee are significantly
affected by the management of the investee's asset portfolio, which includes
decisions about the selection, acquisition and disposal of the assets within
portfolio guidelines and the management upon default of any portfolio assets,
All those activities are managed by the asset manager until defaults reach g
specified proportion of the portfolio value (ie when the value of the portfolio is
such that the equity tranche of the investee has been consumed). From that
time, a third-party trustee manages the assets according to the instructions of
the debt investor. Managing the investee’s asset portfolio is the relevant activity
of the investee. The asset manager has the ability to direct the relevant activities
until defaulted assets reach the specified proportion of the portfelio value; the
debt investor has the ability to direct the relevant activities when the value of
defaulted assets surpasses that specified proportion of the portfolio value. The
asset manager and the debt investor each need to determine whether they are
able to direct the activities that most significantly affect the investee’s returns,
including considering the purpose and design of the investee as well as each
party’s exposure to variability of returns.

6. 3 2.3 Entfty has more than one govermng body

In practlce ent{tles wnll have a 'vanety of'g__ ".na:h'ee':'structures
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]uFiSdlCtIOHS but |t is general!ytaken to descﬁbe a dl. C
represent a speclf c sharehotﬁer : .

If the majortty of an enhtye directors are ndependent tt shouid not be ;
utomatlcally assumed that none of the s areholders has | 'ower o)

relevant facts and CIrcumstances shou e
discussed at 6.3. 2.3.a clear understandmg of the govemance structure i
of an investee is ee{eentlal in order to identify how decisions about
relevant activities are made and, consequentty who has power. overthe
investee. In the circumstances under consnderatlon this would | Volve

analysing both the_process for decnsmn makmg at a director. levet' and
the extent to which ecisions over relevant actrvmes are taken_ _by the;;'

directors rather than via a shareholde: .ote

---for example E
j,may involve *;;

6.4 Whether the investor’s rights give it the current ability to direct
the relevant activities

6.4.1 Focus on the ‘ability to direct’ rather than the actual exercise
of power

Power arises from rights. To have power over an investee, an investor
must have existing rights that give the investor the current ability to direct
the relevant activities. [IFRS 10:11 & B14] Therefore, the assessment of
power is based on the investor's abiliy to direct the relevant activities of
the investee; specifically, IFRS 10 does not require the investor to have
actually exercised its power. An investor with the current ability to direct
the relevant activities of an investee has power over the investee even if
lls rights to direct have yet to be exercised. Conversely, evidence that the
investor has been directing the relevant activities of the investee can help
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determine whether the investor has power, but such evidence is not, i,
itself, conclusive in determining whether the investor has power over the
investee. [IFRS 10:12]

An investor can have power over an investee even if other entities hayg
existing rights that give them the current ability to participate in the directigy

of the relevant activities (e.g. when another entity has significant inﬂuence)
[IFRS 10:14] ‘

6.4.2 Rights that give an investor power over an investee

The rights that give an investor power can differ between investees.
[IFRS 10:B14] Different types of rights that, either individually of j
combination, can give an investor power over an investee include, but are
not limited to:

[IFRS 10:B15]

e rights in the form of voting rights (or potential voting rights) of an investeg
(see 6.4.6);

e rights to appoint, reassign or remove members of an investee's key
management personnel who have the ability to direct the relevan
activities;

e rights to appoint or remove another entity that directs the relevan
activities;

e rights to direct the investee to enter into, or veto any changes t,
transactions for the benefit of the investor; and

e other rights (such as decision-making rights specified in a maziagement
contract) that give the holder the ability to direct the relevait activities.

The specific factors that apply when voting or similar rigivts do not have a
significant effect on the investee’s returns are considereain 6.4.7.

6.4.3 Evidence to be considered when if is difficult to determine
whether the investor’s rights are sufficient to give it power

When it is difficult to determine whether an investor’s rights are sufficient
to give it power over an investee, to enable the assessment of power to be
made, the investor should consider evidence regarding whether it has the
practical ability to direct the relevant activities unilaterally. Consideration is
given, but is not limited, to whether:

[IFRS 10:B18]

e the investor can, without having the contractual right to do so, appointor
approve the investee’'s key management personnel who have the ability
to direct the relevant activities;
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the investor can, without having the contractual right to do so, direct
the investee to enter into, or can veto any changes to, significant
transactions for the benefit of the investor;

the investor can dominate either the nominations process for electi_ng
members of the investee's governing body or the obtaining of proxies
from other holders of voting rights;

the investee’s key management personnel are related parties of the
investor (e.g. the chief executive officer of the investee and the chief
executive officer of the investor are the same person); and/or

the majority of the members of the investee’s governing body are related
parties of the investor.

When considered together with the investor's rights and the indicators in
IFRS 10:B19 and B20 (see below), the factors listed in IFRS _10:318 may
provide evidence that the investor's rights are sufficient to give it power
over the investee.

gometimes thiere will be indications that the investor has a special
relationship with the investee, which suggests that the investor has more
than a nassive interest in the investee. The existence of any individual
indinatsr, or a particular combination of indicators, does not necessarily
mear that the power criterion is met. However, having more than a passive
wterest in the investee may indicate that the investor has other related
rights sufficient to give it power or provide evidence of existing power over
aninvestee. For example, the following suggests that the investor has more
than a passive interest in the investee and, in combination with other rights,
may indicate that the investor has power over the investee:

[IFRS 10:B19]

» the investee’s key management personnel who have the ability to direct
the relevant activities are current or previous employees of the investor;

s the investee’s operations are dependent on the investor, such as in the
following situations:

s the investee depends on the investor to fund a significant portion of
its operations;

o the investor guarantees a significant portion of the investee's
obligations;

» theinvestee depends on the investor for critical services, technology,
supplies or raw materials;

® the investor controls assets such as licences or trademarks that are
critical to the investee’s operations; and/or

» theinvestee depends on the investor for key management personnel,
such as when the investor’s personnel have specialised knowledge
of the investee’s operations;
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1 Introduction

IAS 32 Financial Instruments: Presentation requires an issuer of a financial
instrument to classify the financial instrument, or its component paris, as
a financial liability or as equity in accordance with the substance of the
contractual arrangement and the definitions of a financial liability and an
equity instrument. The overriding principles are that when the issuer does
not have an unconditional right to avoid the obligation to deliver cash or
another financial asset, and when the contract does not, in substance,
evidence a residual interest in the net assets of the issuer after deducting all
of its liabilities, the instrument is not an equity instrument (see section 2).

A more complex area, in respect of which the Standard provides additional
guidance, is the treatment of derivative and non-derivative contracts
indexed to, or settled in, an entity’s own equity instruments. The definitions
of a financial asset and a financial liability also include certain contracts
on own equity and are applied to evaluate whether such contracts are,
in substance, equity, financial liabilities or derivatives (derivatives can be
either financial lassets or financial liabilities). For example, a written put
option on-owil shares that will be settled, if the option is exercised by the
holder/ Ly delivering cash in exchange for the entity’s own shares, is a
finaiciar liability because the entity will have an obligation to deliver cash
cee-section 6).

IAS 39 Financial Instruments: Recognition and Measurement is superseded
by IFRS 9 Financial Instruments which is effective for annual reporting
periods beginning on or after 1 January 2018. The characteristics of
financial liabilities and equity as detailed in IAS 32 are unchanged following
the introduction of IFRS 9. The IASB has included financial instruments
with characteristics of equity as part of its research agenda (see section 9).

This chapter addresses the application of the financial liability and equity
definitions to various types of financial instruments issued in practice and
contracts indexed to and settled in an entity’s own equity. It also indicates
the implications of classification as either debt, equity or a derivative for the
measurement of that contract or its component parts.

2 Principles of liability/equity classification

A financial instrument or its component parts should be classified upon
initial recognition as a financial liability or an equity instrument according to
the substance of the contractual arrangement, rather than its legal form, and
the definitions of a financial liability and an equity instrument. [IAS 32:15 &
18] For some financial instruments, although their legall form may be equity,
the substance of the arrangements is that they are liabilities. A preference
share, for example, may display either equity or liability characteristics
depending on the substance of the rights attaching to it.
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The appropriate classification as a financial liability, equity or a combination
of both, is determined by the entity when the financial instrument is initially
recognised and that classification is not generally changed subsequently
unless the terms of the instrument change. As exceptions to this general
principle, section 8 discusses a number of circumstances in which
reclassification may be appropriate even though the terms of the instrument
have not changed. In addition, when the specific requirements for puttable
instruments and instruments that contain an obligation to deliver a pro rata
share of net assets at liquidation described in 2.1.2.1 and 2.1.3 respectively
no longer apply or start to apply, reclassification may be appropriate.

When classifying a financial instrument in consolidated financial statements,
an entity should consider all of the terms and conditions agreed upon
between members of the group and the holders of the instrument. For
example, a financial instrument issued by a subsidiary could be classified
as equity in the subsidiary’s individual financial statements and as a liability
in the consolidated financial statements if another group entity has provided
a guarantee to make payments to the holder of the instrument.

IAS 32 defines a financial liability as any liability that is:

[IAS 32:11]

(a) a contractual obligation:

(i) to deliver cash or another financial asset to another entity (e.g. a
payable); or

(i) to exchange financial assets or financial liabilities with
another entity under conditions that are potentially unfavourable
to the entity (e.g. a financial option written by the entity); or

(b) a contract that will or may be settled in the entity’s own ‘equity
instruments and is:

(i) anon-derivative contract for which the entity is or may L= obliged
to deliver a variabke number of its own equity instrun:efits (e.g. an
instrument that is redeemable in own shares to the value of the
carrying amount of the instrument); or

(i) a derivative contract over own equity that will or may be settled
other than by the exchange of a fixed amount of cash (or
another financial asset) for a fixed number of the entity’s own
equity instruments (e.g. a net-share settled written call over own
shares). For this purpose, rights, options or warrants to acquire
a fixed number of the entity’s own equity instruments for a fixed
amount of any currency are equity instruments if the entity offers
the rights, options or warrants pro rata to all of its existing owners
of the same class of its own non-derivative equity instruments.
Also for these purposes, the entity’s own equity instruments do not
include puttable financial instruments that are classified as equity
instruments in accordance with 1AS 32:16A and 16B, instruments
that impose on the entity an obligation to deliver to another party a
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pro rata share of the net assets of the entity only on liquidation and
are classified as equity instruments in accordance with IAS 32:16C
and 16D, or instruments that are contracts for the future receipt or
delivery of the entity’s own equity instruments.

As an exception, an instrument that meets the definition of a financial
liability is classified as an equity instrument if it has all the features and
meets the conditions in IAS 32:16A and 16B or IAS 32:16C and 16D.

The Standard defines an equity instrument as any contract that represents
aresidual interest in the assets of an entity after deducting all of its liabilities.

InMay 2008, the IFRIC (now the IFRS Interpretations Committee) issued -
an agenda decision on IAS 32, Deposits on Returnable Containers.
The IFRIC was asked to provide guidance on the accounting for
the obligation to refund deposits on returnable containers. In some -
industries, entities that distribute their products in returnable containers
collect a deposit for each container delivered and have an obligation to
refund this deposit when containers are returned by the customer. The -
issue is whetner the obligation should be accounted for in accordance
with IAZ 22 (now IFRS 9). e

The IFRIC noted that IAS 32:11 defines a financial instrument as “any
“ontract that gives rise to a financial asset of one entity and a financial
liability or equity instrument of another entity”. Following delivery of the
containers to its customers, the seller has an obligation only to refund
the deposit for any returned containers. In circumstances in which
the containers are derecognised as part of the sale transaction, the
obligation is an exchange of cash (the deposit) for the containers (non-
financial assets). Whether that exchange transaction occurs is at the -
option of the customer. Because the transaction involves the exchange .
of a non-financial item, it does not meet the definition of ‘a financial
instrument in accordance with IAS 32. In contrast, when the containers
are not derecognised as part of the sale transaction, the customer’s.
only asset is its right to the refund. In such circumstances, the obligation -
meets the definition of a financial instrument in accordance with IAS 32
and is therefore within the scope of 1AS 39 (now IFRS 9). In particular, -
IFRS 13:47 states that “the fair value of a financial liability with a demand
feature (e.g. a demand deposit) is not less than the amount payable
on demand, discounted from the first date that the amount could be-
rEQUired-tO be paid_.:'i h | G

2.1 Contractual obligation to deliver cash or another financial asset

The key feature in determining whether a financial instrument is a liability
is the existence of a contractual obligation of one party (the issuer) to
deliver cash or another financial asset to another party (the holder), or to
exchange financial assets or liabilities under conditions that are potentially
unfavourable. In contrast, in the case of an equity instrument (e.g. ordinary
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shares) the right to receive cash in the form of dividends or other distributions
is at the issuer’s discretion and, therefore, there is no obligation to deliver
cash or another financial asset to the holder of the instrument. There is an
exception to this rule for certain puttable instruments and instruments with

an obligation to deliver a pro rata share of net assets only at liquidation
(see 2.1.2.1 and 2.1.3).

ltems such as deferred revenue and warranty obligations require
delivery of goods or services rather than an obligation to deliver cash
or another financial asset and, therefore, are not financial liabilities.
[IAS 32:AG11] Obligations to pay tax, company registration fees and
other similar charges are obligations to pay cash. However, these are
statutory rather than contractual requirements and, therefore, they are not
financial liabilities. Similarly, constructive obligations (as defined in IAS 37
Provisions, Contingent Liabilities and Contingent Assets) do not arise from
contracts and are not financial liabilities. [IAS 32:AG12]

Liability characteristics are established in practice in a number of ways, as
discussed in the following sections.

~In November 2012 the IFRS |nterpretat|ons Commattee recerved a
request to clarify how an entity classifies the liability that arises when it
issues a prepaid card in exchange for cash and how the entity accounts
for any unspent balance on such a card. Specifically, the Interpretatlons
-Comm|ttee discussed a prepaid card wrth the feilowmg features;-

- no explry date and no back-end fees, which means that any ba!anoe
“on the prepatd card does not reduce unless it |s spent by the
-~ cardholder; 2

. non—refundable non- rec{eemable and non- exchangeab[e for cach;

° redeemable only for goods. or: servlces to a spectfted monetary
amount; and 2

e '_redeemable only afspemﬁed third-party merchants that, dependmg
- upon the card programme, range from a smgle merchant to all
- merchants that accept a specific card network. Upon redemption
~ by the cardholder at a merchant(s) for goods or eervnces the entity -
delivers cash to the merchant(s)

The Interpretattons Commlttee was asked to con3|der whether the.
- liability for the prepaid card is a non- fmanmal llabihty on the basis that
the entaty does not have an obllgatlon to dellver cash to the cardholder

~ The Interpretatlone Commrttee observed that the entlty s Ilablllty fer the
- prepaid card meets the deflnltlon ot’ a fmanctal tlabihty Th!S is beoause .
: -the entlty e :
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e has a eontractual obligati.on:to deliver cash to ':th'e merchants on
behalf of the cardholder, which is conditional upon the cardholder
using the prepaid card to purchase goods or services; and

e does not have an unconditional right to avoid deltverlng cash to
settle this contractual obllgatlon

Consequently, an entity that issues such a card applies the requirements
in IFRS 9 to account for the financial liability for the prepaid card.

The Interpretations Committee noted that. eustomer onalty programmes
were out5|de the scope of its discussion on this issue.

In the Ilght of the existing requlrements in 1AS 32 and IFRS 9 the
Interpretations Committee determined that neither an tnterpretetlon
nor an amendment to a Standard was necessary. Consequently, in
March 2016 the Interpretations Committee finalised its decision not to
add this issue ‘o'its agenda

2.1.1 Maonuatory redemption and/or mandatory interest payments

Whan =i instrument requires mandatory redemption by the issuer for a
ficed or determinable amount, a contractual obligation to deliver cash at
1=demption exists and, therefore, the instrument includes, and is presented
as, a liability. An exception to this principle applies for certain puttable
instruments and certain instruments that contain an obligation to deliver a
pro rata share of net assets at liquidation as described in 2.1.2.1 and 2.1.3.

Example 2.-1.'1A
Mandatornly redeemable preference shares

Entity A issues preference shares: that are mandatorlly redeemable -at parin
10 years. A contractual obligation to deliver cash exists for the repaymenit of
principal — the issuer cannot avoid the outflow of cash in Year 1(_). Therefore, the
preference shares should be classified as a financial liability.

Perpetual instruments provide the holder with no right to require redemption.
However, the terms of such instruments often require the issuer to make
coupon payments into perpetuity. A perpetual instrument with a mandatory
coupon is a liability in its entirety because the whole of its value is derived
from the stream of future coupon payments.

Example 2. 1.1B e "_:_: e Sk

Perpetual coupon-bearmg preference shares 2
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is the rharket rate of |nterest for"thls' type of instrument w'hen'tssued th‘e issuer
mterest p‘a'yn";'ents The net present value of the interest payments is CU'IOO
million and represents the fair value of the instrument. The. preferenc_e_ shares.
: should be cIaSSIf'ed as a financial liabili '

Many traditional debt instruments such as bonds and bank loans involve
both mandatory redemption and mandatory interest payments.

Other instruments may require a mandatory distribution of a percentage
of the profits of an entity (to the extent that such profits are generated)
rather than of a traditional interest payment. Such an instrument meets the
definition of a liability because it is a contractual obligation of the issuer
to deliver cash or another financial asset to the holder. The issuer has no
discretion over paying out a percentage of its profits.

:.:A dtStinCtIOH rnust be drawn be':_'_een those cnrcurnstancas m_ wh:ch

euch CirCUmstances although.
|n order to retain the ssgmﬁcant_-

perspectlve of the i lssue; is also dISCUSSEd |n 2 3 9in chapte.r B1

2.1.2 Puttable instruments

A puttable instrument is defined as a financial instrument that gives
the holder the right to put the instrument back to the issuer for cash or
another financial asset or that is automatically put back to the issuer on the
occurrence of an uncertain future event or the death or retirement of the
instrument holder. [IAS 32:11]

2.1.2.1 Puttable instruments presented as equity

Because puttable instruments contain a contractual obligation for the issuer
to deliver cash or another financial asset to the holder, such instruments
are generally classified as financial liabilities. However, certain puttable
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instruments that meet specified criteria must be presented as equity. The
criteria for equity classification are extensive and restrictive.

The requirements regarding equity classification for some puttable
instruments originated from an amendment to IAS 32 issued in
February 2008, Puttable Financial Instruments and Obligations Arising
on Liquidation. The purpose of the amendment was to provide a limited
scope exception to the defmltlon of a ﬁnanolal I:ablhty that would apply
IASB’s view, also r_epresent a readual interest in the net_ _ass_ets of the
issuing entity. The 'exceptlon applies to puttable instruments (described
in this section) as well as to instruments containing an obl|gat|on o
deliver a pro rata share of the net assets of the entity only on liquidation
(see 2.1.3). Because the requirements of the amendment are designed
as an exception, they should be applied narrowly and should not be
used by analogy (IAS 32:96B). Failure to meet one of the requirements
results in failurs fo qualify for the exception, in which case the instrument
will not meet ihe criteria for classification as equity. : -

A puttatle instrument is classified as equity if it meets all of the following
criterias

AS 32:16A]

(a) the holder is entitled to a pro rata share of the entity's net assets in the
event of the entity’s liquidation;

The entity’s net assets are those assets that remain after deducting all
other claims on its assets. A pro rata share is determined by: (i) dividing
the entity's net assets on liquidation into units of equal amount; and (ii)
multiplying that amount by the number of the units held by the financial
instrument holder. The IASB dec:ded that the lnstrument must entitle
the holder to a pro rata share of the net assets on liquidation because
the net assets on liquidation represent the ultimate residual interest in

the entlty [IAS 32 BCST]

An instrument that has a preferentlat right on llqu|dat|on of the entity
is not an instrument with an entitliement to a pro rata share of the net
assets of the entity. An instrument has a preferential right on liquidation,

for example if it entitles the holder to a fixed dividend on: liguidation, in
addition to a share of the entttys net assets, when other instruments in
the subordinate class with a right to a pro rata share of the net assets
of the en’nty do not have tha same nght on Ilqu1dat|on [EA_S_32 AG14C]

(b) the instrument is in the class of instruments that is subordinate to all
other classes of instruments;
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For an mstrument to be in the most subordmate class, the fmanmal

instrument must have no priority over cther clalms to the assets :
of the entity on liquidation and must not need to be converted info

another instrument before it is in the class of instruments that is
“subordinate to all other classes of instruments. [IAS 32:BC58] The
instrument must be in the class of instruments that is subordinate to
- all other classes of |nstruments on Ilqmdatlon in order to represent the
resndual Interest in the. entlty

When determining whether an mstrument is in the subordmate. §
class; an entity evaluates the mstruments clalms on liquidation as if

Ilquldatuon were to occur on the date when the instrument is classified.
_ The initial classification should be reassessed if there is a change in

relevant circumstances. For example; if the entity issues or redeems

_another financial instrument, this may affect whether the instrument

under consideration is in the class of instruments that is subordlnate to
all other classes. []AS 32:AG14B]

If an entity has onty one class of f|nancmal mstruments that class is

treated as if it were subordinate to all other classes. [IAS 32:AG14D]

In some circumstances, the most subordinate class of instruments is
_ immaterial compared to the overall capital structure of the entity. This

is. partlcular]y so when the most subordinate instruments are ‘founder

shares’ (i.e. shares issued when the entity was formed) but the entity

is capltallsed by other issued mstrumente (e.g. puttable instruments

issued after the founder shares were issued). The founder shares in this
. Spase although immaterial, cannot be ignored in determlnmg whether

the puttable instruments should be classified as equity. Becausz thie
- 'puttable lnstruments are not the most eubordlnate mstruments is s ved
by the enhty, they are not claself ed as equ1ty

-

'E'xamp!ezz"t 2. 1A"

lmmateraal founder shares

‘contraciual terms meet the requirements of iAS 32:16A for ctas .|cet|0h as

subordinate to all other classes of instruments. This is due to the existence of
‘founder shares’ (i.e. shares issued when Entrty A was formed), the value of
which is immaterial compared to the puttab e mstrur_nente and the overall capital

structure of the entlty The puitable instruments rank ahead e 'the ordmary
sharee on hqutdatton of EntltyA S : :

. requires that, for a puttable instrument to be classified as equ
the ciass of lnstruments that is eubordmate to all other classes of mstruments

Entlty A is capltallsed prmcxpaliy by issue of puttab[e Jnstrumente whose :

equity except for the criterion of IAS 32:16A(b) that such an instrument be

Entlty A shoutd classﬁy the puttable |netruments as liabilities. -IAS 32:16A(b )
t must be in -
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In the circumstances described, although immaterial, the founder. shares cannot
be ignored in determining whether the puttable instruments should be classified
as equity. Because the puttable instruments are not the most subordinate
instruments issued by Entity A, they should not be classified as equity.

Example 2.1.2.1B
Classification of puttabte instruments — two equal'ly"sub'ordinate classes

Entity A has issued two classes of puttable mstruments that are subordmate
to all other classes of instruments but have equal priority with each other on
liguidation of the entity. The two classes of puttable instruments are con5|dered
in accordance with IAS 32:16A(b), to be equally subordinate:

Unless the terms of the two classes of instruments are identical, neither of
the classes of puttable instruments meet the condition in IAS 32:16A(b) for
classification as equity because netther is ‘subordinate to all other olasses of
|nstrumente as ontemplated in IAS 32: 16A(b) :

If the terims of the instruments are ldentlcal they form a single class of
instrurrents that should be classmed as equtty subject to the other requuremente
of IAS J2: tGA and 168B. -

In-assessing whether two classes of Shares can be con5|dered to form a
| single class for this purpose, it is necessary to consider the requwements
of tAS 32:16A(c), which: states that ail ﬁnancxal mstruments |n the most
in IAS 32:BC59 as followa “m order to: ensure that the class of mstruments as
a whole is the residual class, the Board decided that no instrument.holder in
that class can have preferentlal terms or condttlons m its poettlon as an owner
of the enttty : e i :

Conseguently, two classes of shares that have identical terms and that are
differentiated only for administrative purposes or due to factors other than the
features of the shares themselves (e.g: the timing or price of their issug) should
be considered 'identical’ for the purposes of IAS 32:16A(c). In conirast, any
economic difference in the terms of the instruments (e.g. in the calculation of
the repurchase or redemption price) would result in a conclusion that: t'her'e
are two classes of mstrumente and, if.the two rank equally on hqundatlon that
neither qualifies for olasstt” cation as equnty

(c) all financial instruments in the class of instruments that is subordinate
to all other classes of instruments have identical features. For
example, they must all be puttable, and the formula or other method
used to calculate the repurchase or redemption price is the same for
all instruments in that class;

In January 2009, the IFRIC (now the IFRS Interpretations Committee)
issued an agenda decision on |AS 32, Classiﬁcation of Puﬁab’t’e' and

127




B7 Fair value measurement of financial instruments

Company B determlnes that the hypothetical market partlmpant would be willing
to transfer the liability for only CU80 million, In other words, the fair value of
the bonds has decreased by CU20 million due to.the decline in value of the
collateral even though Company B's credit standang remams unchanged,

Example 5.2.38
-Effect ofa decline in the borroWer’s credit étanding

Assume the same facts asinexample 5.2.3A except that at 30 September 20X3,
the fair value of the aircraft pledged as collateral remains unchanged. tnstead
- the credit standing of Company B has declined from AAA to AA

: When measunng the fair value of the bonds'at 30 September 20X3, Company B
is required to consider the effect of the decline in its credit standing but also the
- fact that the fair value of the collaterat has not changed.

: Company B observes that the wider ored|t spread for uncollateralised AA-
‘corporate bonds ‘suggests that the fair value of the bonds has declined by
10 per cent (i.e. to CU90 million). However, because the fair value of the
- collateral has not changed, the note remains well collateralised. Consequently,
the fair vetue of the note may not have declined by as much as 10 per cent,

TrCompany B determines that the increase in non-performanca risk arising from
- the decline in its own credit standing is partially offset by the collateral. Based on
__credit spreads observed for similar, collateralised bonds, Company B concludes
: that the falr value of the notes has decreased by CU7 rmlllon o CU93 mJIhon

5.3 Restriction preventing the transfer of a liability or an entity’s
own equity instrument

When measuring the fair value of a liability or an entity's, own equity
instrument, no separate input or adjustment to other inputs' should be
included to reflect the existence of a restriction that prevenis the transfer
of the item. The effeg} of a restriction that prevents the 'ransfer of a liability
is either implicitly or explicitly included in the other inputs to the fair value
measurement. [IFRS 13:45]

For example, at the transaction date for a liability, both the creditor and the
obligor accepted the transaction price for the liability with full knowledge
that the obligation includes a restriction that prevents its transfer. As a
result of the restriction being included in the transaction price, a separate
input or an adjustment to an existing input is not required at the transaction
date to reflect the effect of the restriction on transfer. Similarly, a separate
input or an adjustment to an existing input is not required at subsequent
measurement dates to reflect the effect of the restriction on transfer.
[IFRS 13:46]
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54 Financial liability with a demand feature

The fair value of a financial liability with a demand feature (e.g. a demand
deposit) is not less than the amount payable on demand, discounted from
the first date that the amount could be required to be paid. [I[FRS 13:47]

¢ Measuring the fair value of financial assets and
financial liabilities with offsetting positions in market
risks or counterparty credit risk

An entity that holds a group of financial assets and financial liabilities is
exposed to market risks (as defined in IFRS 7) and to the credit risk (as
defined in IFRS 7) of each of the counterparties. If the entity manages
that group of financial assets and financial liabilities on the basrs of its net
exposure to either market risks or credit risk, the entity is permitted to apply
an exception to the general requirements of IFRS 13 for measuring fair

value.

The excertivn permits an entity to measure the fair value of a group of
financiai aasets and financial liabilities on the basis of the price that would
be raceived to sell a net long position (i.e. an asset) for a particular risk
ayposure or to transfer a net short position (i.e. a liability) for a particular
nsk exposure in an orderly transaction between market participants at
the measurement date under current market conditions. This fair value
measure for the group of financial assets and financial liabilities should be
consistent with how market participants would price the net risk exposure
at the measurement date. [IFRS 13:48] This exception only applies to
financial assets, financial liabilities and other contracts within the scope of
IFRS 9. [IFRS 13:52]

In December 2013 the IASB issued Annual Improvements to IFRSs
2011 - 2013 Cycle that amended IFRS 13:52 to clarify that the portfolio
exception applies to all contracts within the scope of IFRS 9 regardiess
of whether they meet the definitions. of financial assets or financial
liabilities as defined in IAS 32. The clanﬂcatlon was in response to
guestions raised about whether the scope ‘included contracts that are
accounted for as if they were financial instruments, but that do not
meet the definitions of financial assets or financial liabilities in IAS 32,
such as contracts to buy or sell a non-financial item that can be settled
net in cash or another financial instrument, or by exchanging ftnancnal
mstruments as ifthe contracts were fmancral lnstruments e

An enttty is per rtted to apply the measurement exceptton in tFRS 13: 48
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credit risk and that the detailed conditions in IFRS 13:49 (see belowy
aremet. ' '

An example of a portfollo containing only financial assets is a portfolig
of bonds measured at fair value and purchased credit default swaps

_ also measured at fair value. The credit default swaps may provide ap
offset to the cred|t risk assoclated with the specmc bonds

An entity is permitted to use this exception only if the entity does all of the
following:

[IFRS 13:49]

e it manages the group of financial assets and financial liabilities on the
basis of the entity's net exposure to a particular market risk (or risks)
or to the credit risk of a particular counterparty in accordance with the
entity’s documented risk management or investment strategy;

e it provides information on that basis about the group of financial assets
and financial liabilities to the entity’s key management personnel, as
defined in IAS 24 Relafed Party Disclosures; and

e it is required or has elected to measure those financial assets ang
financial liabilities at fair value in the statement of financial position at
the end of each reporting period.

This exception does not apply for financial statement presentation. When
the basis for the presentation of financial instruments in the statemert
of financial position differs from the group basis for the measuremert ai
financial instruments (e.g. if IAS 32 does not require the group of finznial
instruments to be presented on a net basis) an entity may need to ailocate
the portfolio-level adjustments to the individual instruments that make
up the group. That allocation should be performed on a r¢asonable and

consistent basis using a methodology appropriate in_the. circumstances.
[[FRS 13:50] -

A common exampie of an adjustment made at the portfoilo Ievel as
contemplated in IFRS 13:48 is a credit valuation adjustment (CVA).
An entity mlght incorporate the effect of ‘exposure to a particular
counterparty’s. credit risk by netting its derivative asset and liability
~contracts with a given counterparty in accordance with a master netting
~arrangement and then oalculate a CVA on the basrs of the net position
“with the counterparty -

: :-Another example of a portfoho level adjustment is a’ mld-to bld or ‘'mid-

'Ei.'adjustment at the portfollo Ievel effectlvely to mo\ie t' e.net open posntron
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of the portfotio to the bld or ask pr[ce dependmg on whetherthe portfollo
is net long or. net short by penod 5

The quest]on arises as to how should an entlty allocate a portfollo Jevel
adjustment to the lndl\ndua[ t" nanCJa! assets and fmanctal I|ab|lit|es in |

the portfoho

IFRS 13 50 requires that an entlty should allooate a portfoi;o Ievel i
adjustment to the individual financial assets and fmancual liabilities in

the portfolio on a reasonable and consistent baSlS usmg a methodoiogy_
appropriate | in the c:rcumstances ' :

group of denva"'
a single counterparty ':' _:-

As ‘etI(Ltab:hty) in. Hierarch'y' level (p

. R CuUs o allocatson of CVA_._ B
ContraCf E‘ ; s 3 .:-: : ;
Contract (,f :

;.Not appllcable
4 See dlSGUSS n below _'_;j'
Not appltcable

Nt nosition before CVA

Credit vaiuatson adjustment

Fair value of portfol;o ;

input is not based on observabie data and has a sngnlﬁoant effeot on the
measurement of the fair value of an individual asset or liability, the: faHK
value measurement is: oategorlsed in Level 3 of the falr value h|erarc:hy :
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amount of CVA is a Level 3 1nput ln determm;ng the class:floatron of
- Contract A within the hierarchy, the entity must determine whether the
amount of CVA allocated to Contract Ais significant to the measurement
of Contract A in its entirety (see 10.3.3.1 for dlscussmn) Because the
- CVAIS unobservable, if the allocated portion of the CVA for Contract A

is considered significant, then ContraotA would be classified in Level 3
in lts enttrety :

_. Durrng the IASB’s dehberatlons it was noted that some respondents
- requested additional guidance for allocating the bid-ask and credit
adjustments to the individual assets and l|ab|l|t|e_s that make up the
group of financial assets and financial ltabllltles The Boards noted
that although any allocation method is rnherently ‘subjective, it was
concluded that a quantitative allocation would be appropriate if it was
reasonable and consistently applied. Therefore the Boards decided not
to requn'e a particular method of altocatlon [lFRS 1.3:801'31]

The application of this exception is an accounting policy choice in
accordance with IAS 8 and, when selected, should be applied consistently

from period to period (including the entity's policy for allocating any portfolig
adjustments). [IFRS 13:51]

: In May 2013 the lnterpretatlons Commlttee reoelved a request fo clarify
the interaction between the use of Level 1 inputs and the portfolio
- exception set out in IFRS 13. The portfolio exception in IFRS 13 permits
an enfity to measure its'net exposure to either market risks -or credit
- risk arising from a group of financial assets and financial llabllltles i
- Specified circumstances. The portfolio exception was intended to aiign
the valuation of financial mstruments for financial reporting with an
- entity’s internal risk management practices. In partloular the issue that

- Was dlsoussed by the lnterpretations Commlttee was Whetl.er an ent|ty
Cise . :

ay perm|tted to apply the portfolro exceptlon in lFRS 1 3 to measure

- the resuitmg net rrsk exposure of a portfolio made up solely with
_identical i_evel 1 mstruments or ; .

(b) reqwred to measure the fmancra[ assets and the flnano|al liabilities
-of sucha portfollo on an mdl\ndual basis, usmg the oorrespondmg
Level T pnoes for each flnanolal mstrument :

fln its dlscus5|ons the Interpretatlons Commrttee observed that in

relation to (a) above, the main questton that needs to be addressed is
whether an ent|ty | .

(a) would be requtred to measure such a net nsk exposure on the basts
! of the Level 1 prices for the rndwldual rnstrur_ne_nt_s _that_ comprise
that net risk exposure or e e
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(b) would be atlowed to consrder the net nsk exposure asa who]e and
consequently, oonSJder adjustmg it W|th any. appropnate premiums
or dlsoounts g e

The Interpretattons Committee noted that there was msufﬂment
guidance in the Standard for it to be able to answer this question
and so it decided that this i issue needs to be considered by the IASB.
Accordingly it asked the staff to. present the Interpretatlons Commlttee S
concerns to the IASB e : :

The IASB also: noted that th|s |ssue has smtlanﬂes with the i issue of the
interaction between the use of Level 1 inputs and the unit of account
that arises when measuring the falr value of investments in submdtanes
joint ventures and associates (dlscussed above) Consequently, the
IASB included this issue in Exposure Draft ED/2014/4 Measuting ;
Quoted Investments rn Subs:dranes Joint Ventures ano‘ Assocrates at
an illustrative. oxample to |IIustrate the apphoatlon of IFRS 13; 48 to a
group of financial assets and financial liabilities whose market risks
are suostantlally the same and whose fanr value meas_urernent is

the illustrative example was dlsoussed by the IASB in Apnl 2015 when :
it decided that the .example appropnately |llustrates the apphoatton
of IFRS 13:48. That is, if an ent|ty elects. to use the exoeptlon in
[FRS 13:48, the appropnate fair value measurement of the net risk :
exposure arising from a group of financial assets and financial llablll’(le’s::_
whose market rlsks are substantta[ly the same, and whose fair value
measurement is categonsed within Level 1 of the fair value hrerarohy _
would be determlned by multlplymg the financial instruments mcfuded_'__
in the resulttng net posttron by the oorrespondtng unadjusted Level ‘l__j._
prlce . i :
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Example 6

‘Measuring the fair value of a portfolio of Level 1 financial assets and
financial liabilities with offsetting risk positions

Entity A holds a group of financial assets and financial liabiliies consisting of 3
long position of 10,000 financial assets and a short position of 9,500 financial
liabilities whose market risks are substantially the same. Entity A manages that
group of financial assets and financial liabilities on the basis of its net exposure
to market risks. The fair value measurement of all financial instruments in the
‘group is categorised within Level 1 of the fair value hierarchy. ;

The bid-ask spread is CU98 - CU102, with the mid-price: being CU100. The
- most representative bid price is CU99 and the most representative ask price
“is CU101. : e :

‘Entity A applies the exception in IFRS 13:48 that permits Entity A to measure
the fair value of the group of financial assets and financial liabilities on the basis

- of the price that would be received to sell, in this particular case, a net long
position (i.e. an asset) for the exposure to market risks in an orderly transaction
between market participants at the measurement date under current market
gondifiors’z wfioio sy =t dae : :

‘Since the market risks arising from the financial instruments are substantially
the same, the measurement of the net exposure to market risks arising from the
group of financial assets and financial liabilities coincides with the measurement
of the net long position (500 financial assets). Consequenily, Entity A measures
- the grouip. of financial assets and financial liabilities on the basis of the price that
it would receive if it would exit its outstanding net exposure to market risks as
follows: - it : 3

Quantity held Level 1 price (CU)  (CU)

Q) e R KX
Net expostre to market ki ;
risks, which in this
_case coincide with the
‘measurement of the net long _ e S e
position 5 : SBAN e g0 L A S

_ Entity A would also have achieved the sa'me'm'éasuréﬁ?iie_ht of CU49,500 by
- measuring the net exposure to market risks at the. mid-price (i.e- CUT00 = 500
_ = CU50,000) adjusted by a bid-offer reserve (CU1 x 500 = CUS00).

Since the basis for the presentation of the financial instruments in the statement
_ of financial position differs from the basis for their measurement, Entity A
~subsequently allocates the resulting measurement (i.e. CU49,500) to the

individual (10,000} financial assets and (9,500) financial liabilities. In accordance
~with [FRS 13:50 & 51, Entity A performs this allocation on a reasonable basis
~ that is consistent with previous allocations of that nature using a methodology
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g1 Exposure to market risks

consistent with the normal fair value measurenjenlt_requirements, when
measuring the fair value of a group of assets and |labl!lt|es baseq on the net
exposure to one or more market risks, IFRS 13 requires an entity tg apply
the price within the bid-ask spread that is most representative of fair value

in the circumstances to the entity’s net exposure to those market risks.
[IFRS 13:53]

|n order to measure a group of financial assets and financial liabilities on
a net basis for a particular market risk, it is necessary for that market ‘]’ISk
within that group of financial assets and financial llat_nlltles tq be substaanHy
the same. For example, an entity would not combme th_e |ntlerest ratg risk
associated with a financial asset with the commodity price risk assoma_\te’d
with a financial liability because doing so wguldlnot mitigate the entity’s
exposure to interest rate risk or commodity price risk. [IFRS 13:54]

In some cases, theinarket risk parameters will not be identical due to bas_is
differences. In these cases the basis risk should be taken mtq acgoqr}t_ in
the fair value measurement of the financial assets and financial liabilities
within the <roup. [IFRS 13:54]

similailv, the term of the entity’s exposure to market risk arising from the
fit,ﬂr'_f.-iél assets and financial liabilities should be substantially the_ same.
=ni example, an entity that uses a 12-month futures contracft against the
cash flows associated with 12 months’ worth of interest rate risk exposure
on a five-year financial instrument within a group made up of only those
financial assets and financial liabilities measures the fair value of ’Fhe
exposure to 12-month interest rate risk on a net basis and the remaining
interest rate risk exposure (i.e. Years 2 - 5) on a gross basis. [IFRS 13:55]

6.2 Exposure to the credit risk of a particular counterparty

When applying the fair value measurement exception described in
section 6 above for financial instruments with the same counterparty, the
entity should include the effect of the entity’s net exposure to the grgdit risk of
that counterparty or the counterparty’s net exposure to thg credit risk of the
entity in the fair value measurement when market partimpe_mtls would take
into account any existing arrangements that mitigate credit risk exposure
(e.g. a master netting agreement with the counterparty or an agree,ment
that requires the exchange of collateral on the basis of each party’s ngt
exposure to the credit risk of the other party) in the event of default. The fair
value measurement should reflect market participant expectations about
the likelihood that such an arrangement would be legally enforceable in the
event of default. [[FRS 13:56]




B7 Fair value measurement of financial instruments

the reporting entity is only required to pay or receive the net amount of

the various contracts that are owed to and due from the counterparty.

Applying the fair value measurement exception in this case reduces
- the extent of credit risk included in the measurement of the portfolio of
- items relative to including credit risk in the measurement of each of the
- individual items and summing the assets and liabi;lities:to.gether.

Netting the credit risk exposure with the counterparty and reflecting only
the credit risk associated with the net open credit risk position is often
- referred to as a CVA (credit valuation adjustment, or a ‘positive CVA)
in the case when the reporting entity has a net credit exposure to the
- counterparty, i.e. when the reporting entity is net owed amounts by the
- Counterparty; or as a DVA (debit valuation adjustment, or a ‘negative
CVA') in the case when the counterparty has a net credit exposure to
the reporting entity, i.e. when the reporting entity owes amounts to the
counterparty. : i : i :

7 Fair value measurement at initial recognition

7.1 Potential for difference between the transaction price and fair
value at initial recognition

IFRS 9:5.1.1 requires that all financial assets and financial liabilities, except
certain trade receivables, should be recognised initially on the basis of
fair value’. The exception applies to trade receivables that do not have a
significant financing component (determined in accordance with IFRS s
Revenue from Contracts with Customers) that are not initially measuiad at
fair value, rather they are initially measured at their transaction niics,

If the asset has been acquired, or the liability assumed,iri 'a market
transaction, it might be assumed that the transaction price (i.e. the price
paid to acquire an asset or received to assume a liabili) can be taken
to be the fair value of the asset or the liability. However, the price paid to
acquire an asset, or received to assume a liability, is an entry price and,
consequently, it is not necessarily the same as the fair value of the asset
or liability for IFRS 13 purposes (which is an exit price — see section 3).
The Standard notes that entities do not necessarily sell assets at the prices
paid to acquire them; nor do they necessarily transfer liabilities at the prices
received to assume them. [IFRS 13:57]

7.2 Indicators that the transaction price differs from fair value at
initial recognition

When determining whether the fair value at initial recognition equals the

transaction price, an entity should take into account factors specific to the
transaction and to the asset and liability. [[FRS 13:59]
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Inmany cases the transaction price and the fair value will be equal (e.g. when
the transaction date is the same as the measurement date and the asset
is acquired in the market in which the asset would be sold). [IFRS 13:58]
However, when the amounts are not equal, the asset or liability should be
measured at fair value and the difference between the transaction price
and fair value (generally referred to as a ‘day 1 gain or loss’, ‘day 1 profit or
loss' or as 'day 1 p&l') is required to be recognised as a gain or loss in profit
or loss unless the relevant IFRS specifies otherwise. [IFRS 13:60] See 7.3
for the appropriate treatment of ‘day 1 p&I’ under IFRS 9.

IFRS 13:B4:::Iists'a; number of factors which may suggest that the
transaction price is not the fair value of the asset or liability at initial :
recognition. ) - e R -

The following table repeats the factors listed in IFRS 13:B4 and provides
examples for each. Note that this list of indicators is not exhaustive, and
other factors may exist that should be considered in evaluating whether
a transaction jirice represents fair value (see IFRS 13:BC133).

Factor

(IFRS 1:°B4)

iho transaction is
2stween related
parties, although
the price in'a
related party e - ; j i)
transaction may be | The fact that the parties are related may indicate :
used as an input | that the transaction price does not reflect fair value,
into a fair value However, this alone would not be determinative.
measurement if . | Evidence that the transaction was entered infoat
the reporting entity | market terms may include: e
has evidence that | e the appointment of third parties to negotiate or )
the transaction . - measure fair value; or i :

was entered into : :
at market terms.

Example

An entity purchases a portfolio of troubled loans from
an unconsalidated investee. The parties meet the
definition of related parties under IAS 24 Related Party
Disclosures. : : - o

e the terms of the.-Tré'nSa-ct:i_o'n are consistent with-
available market data for similar transactions -
* between unrelated parties; or
e there is no evidence that one of the parties to the
transaction is under duress (see the next factor).

A hedge fund must sell all of its non-marketable assets
in response to a spike in redemptions that may lead to |
a liquidity crisis. A liquidity crisis may be an indicator of -

financial difficulty, - e '

The transaction
takes place under
duress orthe
seller is forced to
accept the price:
in the transaction
(e.g. if the seller :
Is experiencing -
financial difficulty).

The factors in IFRS 13:B43 indicating that a -
transaction is not orderly (see 9.6) may also indicate
that thé transaction price does not represent fair value.
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B7 Fair value measurement of financial instruments Fair value measurement at initial recognition 7

- | Factor . Example i : : g Factor .| Example

(IFRS 13:B4). & ' | (IFRS 13; B4) | e i e - S
The unit = LIFRS 13:14 requires that the unit of account for an The market ,1 | Entity A (a retail counterparty) enters into an interest
of account .| asset ora liability should be determined in accordance in which the | rate swap in a retail market with Enilly B (a dealer)
represented by the | with the EFRS that requires or permits the fair value transaction ta.kes | for no initial consrderatlon (i.e. the transaction price is
transaction price | measurement, except as provrded in IFRS 13. place is di - | zero). Entity A can access only the retail market. E tit
is different from (see 3.21).. i from the B can access both the retail market (i. h :

| the unit of account | =y : Gl e market (or m ‘counterparties) and the dealer marke L. Wrt’n dealer |
forthe assetor | The following example illustrates a scenario in which advantageous :'oounterpartles) f";:
liability measured | the unit of account for the asset is different from the market). For - = e

| at fair value. unit of account represented by the transactlon price. example, those - |- me the PEFSPEC’EWG of_E_nt_;ty: A, the .-faf_r_ \ralne_at '”"Eial_: 1
 For example, markets might = 're.cognition is zero because Entity A does not have

| thismightbe | On 30 June 20X1, Company A acquires a 3 per cent be different if the access to the dealer market
| the case ifthe equity interest (three million shares) in Company B entity is a clealer i : : i
asset or liability - from an independent third: pariy Quoted prices in an that entersinto - m Ermty B s perspectwe the transactlon prlce of R
measured at fair | active market are available for Company B's shares, transactions . . interest rate swap (i.e. zero) does not represent

value is only one | Company A pays CU100 million for the entire 3 per with customere -; _ value at initial recognition if prices observed or -:; .
| of the 'e_.lements: .| cent eqmty interest (the transaction price is determined in the retail: =~ market partlcrpant aesumptions in the dealer markst !
in the transaction - | based on a negotiated arm’s length price for the market, but ths § (i.e. Entity B's principal market) |ndlcate that fair value

| (e.g. in-a business | entire 3 per.cent equity interest). The quatedprice for principal (ar most | is. somethmg other than Zero.

combination), if | Company B’s shares on 30 June 20X1 is CU36 per advartagjeous) | i
| the transaction | share. Company A needs to identify the unit of account ma:ket Tor the .éX_it - N te - This final scenario is a summary of Exarnple 7
‘lincludes unstated | in order to measure the fair value of the 3 percent. rdn_.ac:tron' 'With__ | from the illustrative examples accompanying IFRS 13

| rights and: " equrty interest on initial recognrtlon o Mt ‘ cther dealers.in (see IFRS 13 |E24 - IE26)
| privileges that = e | the dealer- market : ;
| are measured | In |dent|ﬂ/|ng the unrt of account for fair value £

separately.in .. - measurement purposes, IFRS 9'is the appllcable : \

.| accordance with 'Standard SEmL e
another IFRS, o - | ' e |
| if the transaction :;-'FRS 13 BCA7 states, in part that [r]n IAS 39 and When there is a difference between the fair value at initial recognition
| price includes | IFRS 9 the unit of account is generalfy an individua! and the transaction price, IFRS 13:60 states that any resulting gain or

| transaction costs. | financial instrument”; This guidance is also corsiatent . > RS ifi
: : - nised in profit or loss unless another IFRS specifies
S | with the gurdance set outin IFRS 13:80 which states loss should be recog P

| that “[ilf an entity holds a position in a singia asset. .. otherwise.
ane the asset... is traded in an active ma*’ket the falr
value of the asset.. .shall be measured W|thln Level

‘| 1 as the product of the quoted price for the |nd|\ndual

7.3 Day 1 profit or loss

With respect to financial instruments, an entity should undersland the
reason for any difference between the fair value at initial recognition and

' asset and the quantrty held by the entity”, - - the transaction price. This difference may repreeent conslider.atlon for goods
' - or services between the two entities or a capital contribution or desmed
_Therefore notwithstanding the fact that Company distribution in circumstances when one party is acting in its capacity as an

| Apaid a transaction price of CU100 million for the owner. Other IFRSs will determine how such amounts are accounted for.

: entire three million shares, the unit of account in this
example is each individual share, not the entire 3 il
| per cent equity interest acquired. Specifically, the fair Example 7.3A

| value of the 3 per cent equity interest in Company B is
| measured as the product of the quoted price for each
| individual share and the quantlty held ('P x Q") (i.e.

: CU108 m]lllon 3 mlllron shares x CUSG per share)

Interest-free loan (1)

paid is made up as folEows

496 497




B7Y Fai ; Y
air value measurement of financial instruments Fair value measurement at initial recognition 7

(i) CU92.591s the fair value of the financial asset (i.e. CU100/1.08) ' e 7.3C
(ii) C.U7_.41 Is carl)lt.al contribution. This amount represents the fair valye .
Parent A's providing Subsidiary B with interestfree finance, The amog pay 1 p&! (1)
s ou[d _t?e recognised by Subsidiary B direcily in equity as a ca unt ; _ S SenE ey -
contribution because it does not meet the definition of income uﬁéteal gank A sells a 30-year cash-seftled forward-sale c_orj{tract over a‘c_ommo.diiy to.
paragraph 4.25 of the Conceptual Framework for Financial MJ g s . o
= — Forward prices for the specific commodity are freely quoted in the market for
. Example 7.3B e : 10, 15, and 20 year periods. Bank A uses an extrapolation technique and its
i i : ; : proprietary pricing system to estimate the 30-year forward rate and incorporates.
“te"eSt':_fm‘?"“_a“ (2) i 3 e an additional premium on top of this internal price. Some of the premium may
ot e = ; pe received in cash at inception and some may be included in the contracted:
CE 10:Oa_m'lary_/ 2QXO? Subsidiary C grants a non-callable interest-free loan of price of the forward contract. - e g -
LU1001o its parent, Parent A. The loan is repayable on 31 December 20X0 ang ' T : B e '
;s not callable prior to that date by Subsidiary C. The market rate of interest fora The valuation technique uses both the available forward prices and Bank A's
(.jan to P.are.ntAWOUld bg 8 per cent. Consideration paid is made L|p as followr:-1 estimates of the commodity prices between years 20 and 3_0_. Because some
() CUS2.59 is the fair value of the financial asset (i.6. CU100/1.08). : of the i.”pzts are entity-specific and not observable, a day 1 profit cannof be
(i) CU7.411s in substance a distribution from Subsidiary C to Parent A, This Rt N :
.ar_noynt. repres_e_mts:-the fair_value of the Subsidiary C's providing its ﬁarent T R 2 =
With interest-free finance. The amount should be recognised by Subsidiary ez - - i
ti edl:jeitlyft.m_ eqfulty_ as a deemed distribution because it doas not - ple 1.5
: € efinition o a'n-expense U_nder paragra h 4:25. of e ) 1 v ik}
L Framework for Financial Reporting. g r i iy th?’ Concepiy R -\2} ' i e dhnnady
' Rank X issues credit-linked notés to institutional 'invé;éto‘rsﬁ :

W 1en t e dl“e ence Is IOt GOHSIde (o] |O gO dS or services ora a =1 oles are debt | Shu er tE . :
at o] y (= : .

contribution or deemed distributi e :
whether that difference (O?tgf;‘é']%c;;';?faiﬁgg c;ut ;;I?;amﬂc gt])wdance asto normal bonds issued by Bank X because the performance of the notes is -
in profit or loss at initial recognition P may be recognised linked to the p'erforman:c_:-_e of a basket of‘underiyi-n'_g corporate bc_)_nd_s. The terms |
' require that if a corporate bond in the basket defauits, then the notional principal
If, in : ; , . . will be reset on the next payment date to reflect the outstanding value of the
P a:: 2:;:;? rlsggg;:itti; annS;'(:I%n, :F;e ltr?nsactlon price differs frem tair remaining bonds in the basket. This term is commonly referred to as ‘first-to-
depeticls i How fairvalue,is ok ppropriate accounting for the diference default, because it is the first bond in the basket that defaults that results in the |
valis s i : en’.nlngd in thos.e circumstancez. .Af the fair early repayment of the notes at.an amount less than was originally invested by
enced by a quoted price in an active market for =5n identical the holder. : i e

asset_or liability (i.e. a Level 1 input) (see 10.2.1) or based on a valuation
.technlque; that uses only data from observable markets, then the difference
is recogmsed as a gain or loss on initial recognition (i.e. day 1 p&l). In all
other circumstances, the fair value at initial recognition is adjusted to t.Jring it

Bank X does not actually hold the corporate bonds that the credit-linked notes
are linked to. Instead Bank X purchases a large number of credit default options
over the individual corporate bonds. These purchased options serve as an
economic hedge in case any of the referenced credits default. The remaining

in line with the transacti i -
including it in the initial C(J:grp s Consequently, the day 1'p&'l_|s deferrgq PV proceeds from issuing the credit-linked notes are invested in high quality
ks A rying amount of the asset or liability. After initial ovemnment debt. e i Lol T
rec:ognmon, the entity shall recognise that deferred difference as a gain s = -
E;S)S?hcér:h;ntzﬂt(g? e:trte.n't that it arises from a change in a factor (including If the credii-linked ;’;_ote_s;are:no't-_trac_i_éd:.in an active market; then Bank X'mu’_gat
e p |c!pants would take into account when pricing the use a valuation technique to measure the financial liability. At inception the
etor liability. [IFRS 9:B5.1.2A(b)] proceeds received from the issuance of the notes are equal to their fair value.

ltwould not be possible to recognise an upfront profit on initial recognition of the
credit-linked notes, even if the sum paid to purchase the government bonds and

the credit options is less than the proceeds from the notes if:
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3.4.2 Securitised loans

A purchased rnterest ina pooi of assets that are themsetves Ioans and.;.}’E
receivables can be classified as loans and teceivables if it meets the
criteria for such classifi cation. If an entity acqu;res a beneﬁmal interest

in a securitised pool of loans and receivables, this would not meet the
definition of loans and recewables if the benef‘ cial anterest is quoited e
ff-;_an actlve market el e : L

3.5 Available-for-sale financial assets (AFS)

AFS financial assets are those non-derivative financial assets that are
designated as AFS, or that are not classified as loans and receivables or
HTM investments, are not held for trading and are not designated as at
FVTPL on initial recognition.

AFS financial assets are measured at fair value with fair value gains
or losses recognised in other comprehensive income. On sale or
impairment of the asset, the cumulative gain or loss previously recognised
in other comprehensive income is reclassified to profit or loss as a
reclassification adjustment.

However, interest calculated using the effective interest method on interest-
bearing AFS financial assets, impairment losses and foreign exchange
gains and losses on monetary AFS financial assets are recognised in profit
or loss (see chapter C6).

Dividends are recognised in profit or loss only when:
(a) the entity’s right to receive payment of the dividend is establishad:

(b) it is probable that the economic benefits associated with the aividend
will flow to the entity; and

(c) the amount of the dividend can be measured reliably.

Examples of AFS financial assets are equity investments that are not
designated on initial recognition as at FVTPL, debt securities that are
guoted in an active market (which may or may not have put features that
would also prohibit them from being classified as HTM) and other financial
assets held for liquidity purposes.

Example 3.5
Held for trading versus available-for-sale

[IAS 39:1G.B.12]

Entity A has an investment portfolio of debt and equity instruments. The
documented.portfolio management guidelines specify that the equity exposure
of the portfolio should be limited to between 30 and 50 per cent of total portfolio
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value. The investment manager of the portfolio is authorised to balance the
portfolio within the designated guidelines by buying and selling equity and debt
instruments. Is Entity A permitted to classify the instruments as available for
sale?

It depends on Entity A's intentions and past practice. If the portfolio manager
is authorised to buy and sell instruments to balance the risks in a porifolio,
but there is no intention to trade and there is no past practice of trading for
short-term profit, the instruments can be classified as available-for-sale. If the
portfolio manager actively buys and sells instruments fo generate short-term
profits, the financial instruments in the portfolio are classified as held for trading.

In- Ju|y 2014 the IFRS Interpretatlons Commlttee |ssued an agenda
decision on IAS 39 titled Classification of a hybrid financial instrument by
the holder. The Committee was asked to clarify the classification by the

_ holder of a hybrid financial instrument with a revolving maturity option,

an early settler. ent option anda suspenswn of interest payments option
_(aII at the couicn of the issuer). Specmcally, the submitter raised the

question of whether the host of such a financial instrument should be
; claSSIf-od by the’ holder as equlty or as a debt mstrument under IAS 39 :

(15 the 'ba3|s of the . responses to the outreac:h request the ©

wierpretations Committee observed: thet the issue is not w1despread

The: lnterpretahons Committee also noted that the fmancnal instrument
~ described in the submlssmn is spec:f c and it would not be approprlate :
to pre\nde gwdance on thlS partlcular issue. - :

The Interpretatlons Commlttee conmdered that its agenda c:ntena are;' ._
not met. Censequently, the lnterpretatsons Commlttee declded not to "
add. this lssue to its: agenda ' : e

4 Reclassifications

IAS 39 permits limited reclassifications of certain financial assets subject to
meeting specified criteria. Reclassifications are not permitted for financial
liabilities, derivatives or financial assets for which the fair value option has
been selected.

41 Into FVTPL

IAS 39:50 prohibits any reclassification of a financial instrument into the
FVTPL category after initial recognition.

: Aith_ough IAS 39: 50 15 categoncal that reclassnﬂca’nens |nt_ "F\/TF_’Z_ are :
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derlvatl_\/es are only requ1red to be_separated from con_t_racts that are not
measured at FVTPL, the situation described in IAS 39:12 would appear
tobea reclaSS|flcat|on froma measurement category other than FVTPL
to FVTPL

4.2 Out of FVTPL

As described in 3.1, financial assets may be classified at initial recognition as
at FVTPL if specified conditions are met. In some cases, this classification
is mandatory (e.g. in the case of derivatives that are not designated as
effective hedging instruments or non-derivative financial assets that are
deemed held for frading). In other cases, the classification is by election
(e.g. when an entity applies the fair value option). |AS 39 only permits
reclassification out of FVTPL, subject to specified criteria, for non-derivative
financial assets that were originally classified as at FVTPL because they
met the definition of held for trading. Financial assets that are classified
as at FVTPL because they are derivatives or because they are designated
as at FVTPL under the fair value option cannot be reclassified under any
circumstances.

Loan commitments that are within the scope of IAS 39 and recognised
and measured as at FVTPL cannot be reclassified because they meet
the definition of derivatives and derivatives cannot be reclassified. -
In addition, a financial asset cannot be reclassified if it is designated
as at FVTPL under the fair value _option which would also prohlbtt-_
reclassification of loan commltments desugnated as at FVT” %

in accordance with IAS 39:4(a). Also, in the case of writteri ian_
‘commitments, they are financial Iiabllltles and financial liabiliti ® r‘;mnot'

be rec]assf ed 3

The first condition to be met in order to reclassify a financial asset from
FVTPL is that the financial asset is no longer held for the purpose of selling
or repurchasing it in the near term. [IAS 39:50(c)] This criterion applies
irrespective of whether the asset was initially classified as held for trading
because (i) it was acquired principally for the purpose of selling in the near
term or (ii) because it is part of a portfolio of identified financial instruments
that are managed together and for which there is evidence of a recent
actual pattern of short-term profit-taking.

Reclassifications 4

no "ntended to be sold in the near term For an asset thiat forms part

taklng

tAS 39: 50( ) refers to “selling or repurchasing it in the near term” which
is the same terminology that is used in the held for trading definition.
Both selling and repurchasing is relevant in the held for trading definition
_as the held for tradlng definition applies to both financial assets and
financial liabilities. The reference to “repurchasing” in IAS 39:50(c)
_appears fo be superfluous because this relates o ﬂnanmal liabilities
"and ﬁnanc;al hablhtles cannot be reclassified. :

The second condition to be considered in order to reclassify a financial
asset from FVTEL is whether the financial asset meets the definition of
loans and recs.vables. If it does, the Tinancial asset may be reclassified out
of FVTPL if .2 entity has the intention and ability to hold the financial asset
for the feraseeable future or until maturity. [IAS 39:50D] If it does not meet
the definition of loans and receivables, it may be reclassified out of FVTPL
only.in rare circumstances. [IAS 39:508B]

T he following summarises the criteria for reclassifying out of FVTPL.
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Is the financial
asset a derivative?

Yes

Nol

Is the financial
asset designated
under the fair
value option?

Yes

NDL

Is the financial
asset no longer
held for the
purpose of selling
in the near term?

No

Yesl

Does the financial
asset meet the
definition of a loan
and receivable?

Are the
circumstan

Yesl

Does the entity
have the intention

rare?

ces

Yes

Does the financial

Reclassification

may be
reclassified to loan
and receivable or
available-for-sale

asset may be

reclassified to
available-for-sale
or held-to-maturity

Reclassification| No | and ability to hold asset have a sifi
prohibited the financial asset maturity? prohibited
for the forseeable
future or until
maturity?
Yes Yes No
The financial asset The financial THe Friariial

asset may be
reclassified to
available-for-sale

IAS 39 does not state explicifly at what date an entity should daizrmine
. whether the financial assgt meets the definition of loans an¢ receivables

" when assessing whether the financial asset can be reclass;f!ed Two _

L mterpretahons are acceptable

(i) assess the def[mtlon of Ioans and recelvables at the date of lmt]alz;

(ii) assess the deﬂnltron of [oans and recelvables at the date of
for fmanctal assets tha’t would not have met the deflmtlon of loans
and receivables at initial recognition (e.g. because the instrument

was traded in an active market), but that meet the definition at fhe-_ ;

date of rec]assn” catlon

~An entlty should decide on the approprlate interpretation and apply'
2k consnstent]y as an accountmg;' pohcy choice to all reclassﬁmat:onﬁ

-jassessments that require the er ty to apply the definition _ofr loans

hcy is conmdered re[evan or'the :

»

Reclassifications 4

: understandlng of the ﬁnanmal statements it should be dlsclosed in
accordance with IAS 1:117.

The financial asset reclassified from FVTPL should be reclassified at its fair
value on the date of reclassification. Any gain or loss recognised in profit
or loss up until the date of reclassification should not be reversed. The fair
value of the financial asset on the date of reclassification becomes its new
cost (in the case of equity instruments) or amortised cost (in the case of
debt instruments). [IAS 39:50C]

For financial assets reclassified out of FVTPL, the entity will start to apply
the impairment guidance described in IAS 39:58 - 70 for that asset. Prior to
the date of reclassification, an assessment of impairment was not required
because the asset was measured at FVTPL. Because the instrument’s fair
value atthe date of reclassification becomes its new deemed cost or deemed
amortised cost, impairment losses recognised after the reclassification date
may differ froni the impairment losses that would have been recognised
had the insfrurnent never been previously measured at FVTPL (see 5.4.3

in chapter 36 for more detail).

Afinaticial asset reclassified out of FVTPL is subject to extensive disclosure
regurements (see 4.1.4 in chapter C12).

4.2.1 Rare circumstances

IAS 39 does not provide any specific guidance as to how an entity should
determine whether the circumstances under which reclassification is being
contemplated are ‘rare’. However, the Board expressed in IAS 39:BC104D
that rare circumstances arise from a single event that is unusual and highly
unlikely to recur in the near term. In a press release that accompanied the
issuance of the amendment to IAS 39, Reclassification of Financial Assets,
in October 2008 the IASB stated that “the deterioration of the world’s
financial markets that has occurred during the third quarter of this yearis a
possible example of rare circumstances cited in these IFRS amendments”.

In order for circumstances to be considered rare, there should be cause
and effect between those circumstances and the financial assets held
that are subject to reclassification. In the second half of 2008, some
markets for asset-backed securities became in effect closed because
of the stark reduction in new instruments being issued and very low
trading volumes for emstmg instruments, partly due to a lack of price
transparency and lack of investor appetlte-' An entity with investments
in asset-backed securities in those markets, which had originally been
classified as held for trading, may have ceased to intend to hold the
investments for trading purposes and, due to the rare circumstances -
in those markets, been unable to sell the assets. Depending on the
specific facts and circumstances reclassification may be acceptable.
The mere reduction in the price of assets IS generaliy not evidence of
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;Qare not in themselves rare. ]n addmon the reduction in the value of an
~asset (e.g. an mvestment in an equrty security) does not’ necesearlly
§::1have an effect en the lntentlons or mvestment strategy of the ho[der of

4.2.2 Foreseeable future

IAS 39 does not provide guidance on how an entity should assess whether
it intends to hold the financial asset for the foreseeable future.

Foreseeab[e future is not a new: term mtroduced in the IAS 39
* amendment because it is a term used.in other IFRSs. IAS 21: 15 permits -
the foreign exchange gainsflosses on a monetary item 'that is a
“ receivable from or a payable to a foreign operation to be recognised in
other comprehensive income if settlement is. neither planned nor likely
tooceurin the foreseeable future' F’aragraph 39 of IAS 12 Income Taxes
tax liabilities in crrcumstances Where It is probable that temporary '
differences WIII not reverse in the foreseeable future.

What is regarded as the ‘foreseeable future will depend on the facts and
circumstances and intentions of the entity and the specific asset that is
- being assessed for reclassification. If an entity is actively marketmg the
~asset in an attempt to sell it, this ‘activity would be inconsistent with
- the assertion that the entity does not intend to sell the asset in'ihe
- foreseeable future. An entity may at the date of reclassification have
‘the intention to retain the asset for the foreseeable future, b lzter it
- may receive an unsolicited offer and choose to sell the aszei An entity
- determines the fores‘e‘e‘aBle future at the date of reclassification and it
“does not need to revisit this assessment. However, to the extent that an
entity sells reclassified assets shortly after the reclassification date, this
‘would call into question the entity’s assertion that it has the intention to
hold other assets that it wishes to reclassify until the foreseeable future.

4.2.3 Assessing embedded derivatives

Hybrid contracts that are financial instruments may contain embedded
derivatives which were not separately accounted for because these hybrid
contracts are measured at FVTPL (see section 3 in chapter C5) may
be reclassified out of FVTPL subject to meeting specific criteria. As the
embedded derivative was not separated out at initial recognition a question
arises whether IFRSs require or prohibit an entity from assessing the
separation of the embedded derivative at the date the financial asset is
reclassified.
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In March 20089, the IASB issued amendments to IAS 39 and IFRIC 9 titled
Embedded Derivatives. The amendments state that, upon reclassification
of a financial asset out of FVTPL, an entity is required to assess whether
embedded derivatives should be separated from the host financial contract.
In addition, if an entity is unable to measure separately the embedded
derivative that would have to be separated on reclassification of a hybrid
(combined) contract out of the FVTPL category, that reclassification is
prohibited. In such circumstances, the hybrid (combined) contract remains
classified as at FVTPL in its entirety. The Board noted that when IFRIC 9
was issued, reclassifications out of the FVTPL category were prohibited and,
therefore, IFRIC 9 did not consider the possibility of such reclassifications.
The Board believed it was appropriate that embedded derivatives should
be assessed at the date of reclassification. Not to require this would allow
an entity to circumvent the requirement fo assess embedded derivatives
by classifying a financial asset initially as at FVTPL and subsequently
reclassifying the asset.

The amendments also state that when assessing for embedded derivatives
at the date ci reclassification, the assessment should be made on the
basis of th= circumstances that existed at the later of when the entity first
becan.a a party to the contract and the date of change in the terms of the
cont act that significantly modifies the cash flows that otherwise would have
vzen required under the contract. The Board considered that looking to
circumstances when the entity became party to the contract was consistent
with one of the stated purposes of embedded derivative accounting
which is to prevent circumvention of the recognition and measurement
requirements for derivatives and provide some degree of comparability.
Furthermore, because the terms of the embedded features in the hybrid
(combined) financial instrument have not changed, the Board did not see a
reason for arriving at an answer on separation different from what would
have been the case at initial recognition of the hybrid (combined) contract.

The Beard s 'dec'i'éi'eh't'o look to circumstances when an entity bedame- .

are not met The condrtlon in IAS 39 AG30(Q)(I) requires the optlons :
exercise price to be approximately equal to the amortised cost of the
host debt instrument. At the date of reclassification, an entity will be
required to-make the embedded derivative assessment it would have
made had the debt instrument not been initially classified as at FVTPL,
i.e. the entity will need to determine the instrument's amortised cost
for all dates when the instrument may be put, called, or prepaid and
compare the amortlsed cost with the exerc;rse price of the optlon on__'-
those dates - e
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4.3 Into AFS investments

A debt or equity instrument may be reclassified out of held for trading (part
of the FVTPL category) into AFS in accordance with IAS 39:50 (see 4.2).
Because the instrument is measured at fair value both before and after
reclassification, there is no gainfloss on reclassification and all amounts
previously recognised in profit or loss prior to the date of reclassification are
retained in profit or loss.

An entity must reclassify a debt instrument from HTM to AFS if there is
no longer the intention and ability to hold the debt instrument to maturity.
Also, all debt instruments must be reclassified out of HTM info AFS when
there are sales or reclassifications of more than an insignificant amount
of HTM investments that do not meet any of the conditions in IAS 39:9
(see 4.6). At the date of reclassification, the difference between the carrying
amount of such investments and their fair value should be recognised in
other comprehensive income. [IAS 39:52]

If the fair value of an investment in an unquoted equity instrument
becomes sufficiently reliable following a- period during - ‘which the
investment was measured at cost in accordance with IAS 39:53,
resulting in the measurement of that investment at fair value, this is -
not a reclassification between financial asset categones Investments :
in eqwty instruments can only ever be classified in either FVTPL or AFS
(both of whlch are requrred tobe measured at falr value) and IAS 39 does i
refers to frnanc:ral assets that became rellably measurable when the-'
measure was not prevrousty available and this: paragraph is rncludec!
in the section titled ‘Reclassifi catrons tt is not apparem what cateoﬂw
such assets could be reolassrt_" ed fo: It_ is reasonable tO_C_OI'_!Std_E" e u.,h'
assets as continuing to belong to;th:e: same classification: catequry to
which they were originally classified, but that their basis of me=zurement
has been changed to fait value, The difference between cust and fair
value at the date the fair value becomes reliably measureable should
-be recognised in other comprehensrve income if the asset is c!assrf‘ ed
"as an AFS asset (see 4 10 and 4. 11) :

4.4 Out of AFS investments

Investments in debt instruments may be reclassified out of AFS. Investments
in equity instruments classified as AFS cannot be reclassified.

'If the farr value of an mvestment in. an unquoted equlty rnstrument'*
! 3classrf|ed as an AFS asset becomes unreliable and, therefore, an entity -
. ceases to measure this investment at fair value and begins to measure -
it at cost in accordance with IAS 39:54, this is not a reclassification
i 'bet__wee_r_\ financial asset categories. Investments in equity mstru_m ; ‘:_

can only ever be classified in either FVTPL or AFS (both of which require.
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meas'urerriehtat fa]r varué) and IAS 39 does not have a fifth ctassrﬁc'atroh_
category Therefore although IAS 39 54 refers to examp[es where the

unreltable and thrs paragraph is moluded in the seotron of the--Standard'
titled ‘Reclassifications’; ‘it is not. apparent what category such assets -
could be reclassified to It is reasonable sider such assets as

contihuing to belong to the same classification category fo which they
were originally: classified, but that their basss of measurement has been: :
changed to cost (see 4 10 and 4 11) ' i

A financial asset classified as AFS may be reclassified to HTM if the entity
has the intent and ability fo hold the asset to maturity. The asset may be
reclassified during the instrument’s life except during the two-year tainting
period (see 3.3) if the entity has disposed of more than an insignificant
amount of held-to-maturity assets.

A financial agssst classified as AFS may be reclassified out of the AFS
category to'th=loans and receivables category if it meets the definition of
loans anid i=ceivables and the entity has the intention and ability to hold the
financial asset for the foreseeable future or until maturity.

AS descrlbed in 4 2 an’ entrty should determme an accountlng pot;cy. :
with respect to- the date it determines whether a reclassified AFS
debt instrument meets the defi nition of Ioans and reoervables Two ;
rnterpretatlons are acceptable: e - :

(i) 3assess the deﬁnitlon of Ioans and recervables at the date of mrtra]ﬂ'

(ii)

assessments that requrre the entrty to apply the def rntlon for loans;':
and receivables. If the accounting policy is considered relevant for the -
' understanding of the t" nancial statements it should -be_drsclosed in -
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to reclass:fy the AFS debt mstrument even though lt dld not meet the
defm|t|0n of Ioans and recenvables at |n|t|al recogmtlon ]

The following summarises the criteria for reclassifying out of AFS.

Does the financial
asset meetthe | No

definition of a loan
and receivable?

Yesl Yes

Does the entity
have the intention

Does the
financial asset No
have a maturity?

Does the entity

—— d ability t have the intention
Reclassification | No| . Ell;tha f'_' ¥ I and ability to | No | Reclassification
prohibited old the financia ; rohibited
asset for the holc;;t;ztﬁnjlt{}(:lal P

forseeable future ¢ ‘; ,?'
or until maturity? LR
Yes 1Yes

The financial The financial

asset may be asset may be

reclassified to loans reclassified to

and receivables held-to-maturity

A financial asset reclassified from AFS should be reclassified at its fair
value on the date of reclassification. Any gain or loss already recognised in
profit or loss should not be reversed. The fair value of the financial asset on
the date of reclassification becomes its new amortised cost.

Any previous gain or loss on an AFS asset that has been recognisec in
other comprehensive income should be amortised to profit or loss nver the
remaining life of the investment using the effective interest methoa in the
case of an instrument with a fixed maturity. Any difference betw=en the new
amortised cost (being the asset’s fair value at the date of reciassification)
and its maturity amount should also be amortised over the remaining life
of the financial asset using the effective interest method, similar to the
amortisation of a premium or a discount. In the case of a financial asset that
does not have a fixed maturity (e.g. a perpetual debt instrument reclassified
from AFS to loans and receivables), the gain or loss should be recognised
in profit or loss when the financial asset is sold or otherwise disposed of or
impaired. If the reclassified financial asset is subsequently impaired, any
previous gain or loss that has been recognised in other comprehensive
income is reclassified from equity to profit or loss irrespective of whether or
not the asset has a fixed maturity. [IAS 39:54]

Afinancial asset reclassified out of AFS to loans and receivables is subject
to extensive disclosure requirements (see 4.1.4 in chapter C12).
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4.5 Into HTM investments

A financial asset classified as at FVTPL may be reclassified to HTM if the
financial asset is no longer held for the purpose of selling or repurchasing
it in the near term [IAS 39:50(c)] and it meets the definition of a HTM
investment. The criteria for reclassification are described in 4.2.

A financial asset classified as AFS may be reclassified to HTM if the entity
has the intent and ability to hold the asset to maturity. The asset may be
reclassified during the instrument’s life except during the two-year tainting
period if the entity has disposed of more than an insignificant amount of
HTM assets. When the two-year period subsequent to the period in which
tainting occurred has passed, the entity is allowed to reclassify the assets
back into HTM provided that it intends and is able to hold these assets to
maturity. On the date of reclassification, an asset’s carrying amount (i.e. its
fair value at the date of reclassification) becomes the asset’s new amortised
cost. [IAS 39:541 Any previous fair value gain or loss on the asset that has
been accumulated in equity is amortised to profit or loss over the remaining
life of the firancial asset using the effective interest method.

4.6 Qut of HTM investments

Ywhen, as aresult of a change in intention or ability, itis no longer appropriate
io classify an investment as HTM, it is reclassified to AFS and remeasured
at fair value. [IAS 39:51] The ‘tainting’ provisions of IAS 39 (see 3.3) apply
not only to sales but also to reclassifications of HTM investments. Therefore,
reclassifications of more than an insignificant amount of HTM investments,
which do not meet any of the conditions for permitted sales, taint the HTM
portfolio and all remaining HTM investments must be reclassified into AFS.

On reclassification out of HTM into the AFS category, as a consequence
of tainting, any difference between an asset’s carrying amount and its
fair value is recognised in other comprehensive income. [IAS 39:51 and
IAS 39:55(b)] This difference must be disclosed in addition to the reason
for reclassification. [IFRS 7:12]

When an entity taints its HTM portfolio in the current reporting period, and
is required to reclassify all of its HTM investments into the AFS category,
it does not restate its comparatives for the reporting period to reflect this
change of classification, because this would conceal the impact of ‘tainting’
the portfolio.

4.7 Into loans and receivables

Reclassifications of financial assets classified either as at FVTPL or as
AFS to the loans and receivables category are permitted in certain
circumstances. The criteria for reclassifying out of these categories are
described in 4.2 and 4.4.
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4.8 Out of loans and receivables

Although IAS 39 provndes exphcnt gu1da nce on reclassaf;catlons intoloans. .
. and recelvables it is silent as to whether and when reclaesuf cations
: oui _ef ioans and recelvabies are permnted or requ;red As the Ioan :

: .market after it ES cJassnfled as a loan and recetvable Reclassmcatlen _

- would only be perrmtted to an available-for-sale’ financial asset as
',reclassn’ cations into the fair value through pref it or loss category are
- expressly forbtdden by IAS 39:50. :

i Due to the Iack of epec:lf ic gmdance |n 1AS 39 an entity shouid deterrmne
_ anaccounting policy whether financial assets should be reclass;fied from
- loans and receivables to available-for-sale financial assets in the case
~ where the loans and receivables defmjtuon is no Ionger met. This: pohcy :

sheuld be applled conSIstentiy for s;mllar events and cwcumstances for i

j accountmg pohcy, it WI“ need to reclassn‘y as avaliable—for~sale all items :
 classified as loans and receivables that become quoted in an active
“market; it would not be appropnate for an entlty to reclaeelfy only some
;:_ of its loans and receivables that become quoted in an active market ;
_ The date of reclassification should be the date when he market for the
£ fmanmal asset beeomee active. '

4.9 Summary of reclassifications

The summary of reclassifications below excludes investments in' euuity
instruments (or derivatives linked to them and settled by delivery of an
unquoted equity instrument) for which fair value is unreliable (z&= .10 and
4.11).

[ 3

Qut of Into Criteria Example

FVTPL L&R Debt instrument meets | Aftrade receivable that
the definition of L&R at initial recognition was

intended to be sold when
The asset is no longer that intent no longer
held for the purpose of | applies.
selling in the near term
and the entity has the
intention and ability to
hold the financial asset
for the foreseeable
future.
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Out of Into Criteria Example

FVTPL HTM Debt instrument does A debt security that at
not meet the definition of | initial recognition was
loans and receivables (if | intended to be sold in
the instrument met the the near term and is a
definition of L&R it could | security that is traded
not be reclassified to in an active markst
HTM because the HTM | (e.g. corporate debt,
definition specifically government bond) and
excludes L&R) where the entity now

considers it has the

The asset is no longer intent and ability to
held for the purpose of | hold to maturity. The
selling in the near term | circumstances for the
and the entity has the reclassification are
intention and ability deemed rare.
to hold the financial
asset until maturity (this
requirement applies for

I all HTM assets) and the
circumstances are rare.

FVTPL AFS Debt instrument meets | Atrade receivable that

the definition of L&R at initial recognition
was intended to be sold

The asset is no longer where the intent no

held for the purpose of longer applies.

selling in the near term

and the entity has the

intention and ability to

hold the financial asset

for the foreseeable

future.

FVTPL AFS Equily instrument or A debt security that at
debt instrument does initial recognition was
not meet the definition intended to be sold
of L&R and is a security that

is traded in an active
The asset is no longer market (e.g. corporate
held for the purpose of | debt, government bond).
selling in the near term | The circumstances for
and the circumstances | the reclassification are
are rare. deemed rare.

AFS L&R Debt instrument meets | Afrade receivable that
the definition of L&R at initial recognition was

designated as AFS.
The entity has the
intention and ability to
hold the financial asset
for the foreseeable
future.
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[IFRS 13:72]

® Levg! 1 _inputs comprise unadjusted quoted
for identical assets and liabilities th
measurement date (see 10.2.1);

prices in active Marketg
at the entity can access at the

® Level 2 inputs comprise other obsery i
: ervable inputs i . 1
Level 1 of the fair value hierarchy (see 10.2.2)Pand rot Included willy

® I(;\?V\;Ie:j Ef)‘tair1\,;‘)ft;]t_shc:omprise unobservable inputs (including the entity's
» Which are adjusted, if necessary, to reflect th i
vh , A € ass
market participants would use in the circumstances) (see 10 :ZU:;r)l Pl

5 artici
would use when pricing the asset or liability”. [IFRS 13:AppendrF>)( A;lmpants

Unobservable inputs are defined as “[lInputs for which market data are not

The fair value hierarchy gives the highest priorit

G i i
lowest priority fo Level 3 inputs. [IFRS 13:72] ¥, Level 1 inputs apd the

» this is categorised within Leve!1

: » @ valuation based VR
Inputs would be categorised within Level 3. [IFRS 13:72] n nobsengys

o it

Fair value hierarchy 10

10.2 Categorisation of inputs to valuation techniques within the fair
value hierarchy

10.2.1 Level 1 inputs

10.2.1.1 Level 1 inputs — general

Level 1 inputs are quoted prices (unadjusted) in active markets for identical
assets or liabilities that the entity can access at the measurement date.
[IFRS 13:76 & Appendix A]

Aquoted price for an identical asset or liability in an active market provides
the most reliable evidence of fair value and should be used without
adjustment to measure fair value whenever available, except in any of the
circumstances described in IFRS 13:79 (see below). [IFRS 13:77]

An active market is defined as “[a] market in which transactions for the
asset or liability taire place with sufficient frequency and volume to provide
pricing inform=ticri on an ongoing basis”. [IFRS 13:Appendix A]

focuses on the tre

IFRS 13:B37 sets out a list of factors that may indicate that there has
been a significant decrease in the volume or level of activity for an asset”
or a liability relative to normal market activity for that asset or liabili
(or similar assets or liabilities) (see 9.5).The presence of one or more

of the factors listed in IFRS 13:B37 alone is not sufficient to conclude
that a market is not active. An entity should evaluate the relevance and
significance of these factors to the individual asset or liability measured
at fair value in order to determine whether the market for that asset or

considered active as long
' ; are suﬁigjie:_n't 1
ices by a decline
inless the price
‘is not appropriate
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_ exhibiting a significant decline in volume or level of activity are pq

. orderly. IFRS 13:B43 sets out a list of factors that may indicate that 5
transaction is not orderly (see 9.6). Very little weight should be given to
prices observed for a transaction that is not orderly; more weight mg

When a financial asset or financial liability is exchanged in multiple active
markets (e.g. on different exchanges), the entity will need to consider
which market is the most relevant for measuring fair value. IFRS 13 stateg

explicitly that the emphasis within Level 1 is on determining both of the
following:

[[FRS 13:78]

® the principal market for the asset or liability or, in the absence of g

principal market, the most advantageous market for the asset or liability
(see 3.3): and

e whether the entity can enter into 3 transaction for the asset or liabi

lity at
the price in that market at the measurement date.

When a quoted price in an active market js available, it
adjusted except in the circumstances listed below,

[IFRS 13:79]

should not be

e When an entity holds a large number of similar (
or liabilities (e.g. debt securities) that are meas
quoted price in an active market is available but not readilv-accessible
for each of those assets or liabilities individually (i.e. given the large
number of similar assets or liabilities held by the entity, itvieuld be difficult
to obtain pricing infermation for each individual asset ur liability at the
measurement date). In such circumstances, as a practical expedient,

lternative pricing method
ces (e.g. matrix pricing —
pricing method results in a
lower level of the fair value

but not identical) zszats
ured at fair vaitie and a

that does not rely exclusively on quoted pri
see 8.4). However, the use of an alternative

fair value measurement categorised within 3
hierarchy.

®  When a quoted price in an active market does not represent fair value at
the measurement date. That might be the case if, for example, significant
events (such as transactions in g principal-to-principal market, trades in
a brokered market or announcements) take place after the close of a
market but before the measurement date. An entity shall establish and
consistently apply a policy for identifying those events that might affect
fair value measurements. However, if the quoted price is adjusted for
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W i [ n surement
e information the adjustment results in a falrl value mea

: i i cny.

: tegorised within a lower level of the fair value hierarct Y.

ca

N = it
When measuring the fair value of a liability or an entity’s own equity
e

i i i [ tl’aded as
|

i ' d for

set in an active market and that price needs tolfbeoagéﬁiment

?;ctisrs specific to the item or the asset_(sget:(.: .r?e)é,un ri1S A

i i ire

ted price of the asset is requ : : _ e

P :’q:n(:;nt I(J:ate.gc:rised within Level 1 .of the fair vailierel:artasrin;;

measuer any adjustment to the quoted price of the assfethe ladithy
Howz\lfue, measurement categorised within a lower level 0

fair v

hierarchy.

ition i i et or liability (including a position
i e.nt.ity hOKIeraepOnSl;trft?elrn gfsilgg:'iica::? assets or Iia_pilitigs, SUCE .asai
comprlsmg 5 aci?a! instruments) and the asset or liability is trade mrecI
g flntar’;he fair value of the asset or liability shou1_d b.e. me?su i
aCti\'le markle{ as.ine product of the quoted price for the individua isif !
g:trl};nbihteyVan the .quantity held by the e?’titygf ;I;it[ tlz ;f;zoiisti :;ﬁantity

i [ [ suffi )

mall;ket!&:jnq;mib:l!gdilt!getlr"zdtlg gs;ﬁl?r?;egis':gon in a single transaction might
held and-ac

affect {16 quoted price. [IFRS 13:80]

' ds as
0.2.1.2 Published net asset values for open-ended investment fun
) Level 1 inputs

= nents funds not listed on a stock exchange :
Some Oﬂ??;zr;ciiledq:}”o\gzzn;i of their net asset yalu_e_s (_N_AVs):att \{Vhtﬁz
may pu? s or: 3{jrc:hases of units occur without any_adjugtmen S"Ol .
rede‘mptl(ciml\TA\/ pThé redemptioris and unit purchases m:ay tg\:kg%_p Etlh.e
puthh:e t the quoted NAVs and there is no secondary market for e
regula'rl-y - = ﬂ?ey.-a're not transferrable (i.e. the soi_ez transa_ctlor_j.smed
_umts beca_us d redemptions of the units by the fund), :_These Iﬁgf L
ISSAL\j/?r%eas ?r?eet the definition of a Level 1 ihput-prowde_q th-a;f of the
:emehts%)f the definition in IFRS 13:76 (see 10.2.1.1) Aeme

Consequently, the following criteria must bo satisfied:
e the price must be quoted in an active market (s_e.e 1_0_;.;2.1__:.1 )
S e
o the price must be unadjus d; : -
th::. pnce must be for an asset or a liability that is gzdentlcalgito :’.c.l.je .
s the Che ol gl i e L ¢ B i
asset or liability being measured; and

e the e'nti't‘y rﬁugt..h.av_e access to.._t:he.::P.“CQ:at-gt;h_e_ measuremen’{d :

S i i . X 1] :lnp-ut,_ it is no[ r%qum.a .

_ fice to be classified as a Level 1 input, it Is 1 e
;c;\rt't’t?]zrglgz an active market betwee””.the--hdq(;rsthzf iiligr?ngﬁeﬁf
F e e T s that are not the issuer of the
instrument and other potential holders that are not U oes not -
T e b 3 o 5ok
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have an actlve market other than between the holdere of the fll’lahclal
: 1nstrument and the lssuer of the ﬂnancral lnstrument

: Careful analysrs is requrred When assessrng whether such prlces meet

the definition of a Level 1 lnput In particular, the assessment should
- include: (1) whether quoted prices are readily and regularly available;
ﬂ_ (2) whether transactions occur regularly; and (3) whether the: regularly

- occurnng transaclions take place at the qucted (unadjusted pnce) on
}_ an arm's length basus : :

10.2.2 Level 2 inputs

Level 2 inputs are inputs other than quoted prices included within Level 1

that are observable for the asset or liability, either directly or indirectly,

[IFRS 13:81 & Appendix A]
Level 2 inputs include the following:

[IFRS 13:82]

® quoted prices for similar assets or liabilities in active markets;

® quoted prices for identical or similar assets or liabilities in markets that
are not active;

e inputs other than quoted prices that are observable for the asset or
liability, for example:

® interest rates and yield curves observable at commonly quaieu
intervals;

e implied volatilities: and
¢ credit spreads; and

e inputs that are deriyed principally from or corroborated by observable
market data by correlation or other means (market-corroborated inputs).

Under lFRS 13 82 (see abcve) when an entrty meaeures the farr value
of an asset or a |Iablllty and no Level 1 inputs are available it may use
quoted prices for similar’ assets orliabilities in ‘active markets asalevel2
“input. Equally, under IFRS 13:79(a) (see 10.2:1), entities holding a
_ large number of ‘similar’ assets or liabilities for which a. quoted price is
- not accessible for all of the assets and llablllties being measured, may

measure fair value usmg alternatrve pnclng (e g rnatnx pncmg) as a
practrcal expedtent . : .

IFRS 13 does not prowde any SpEleIC guldance as to what is meant

by ‘similar’ in this context. The :dentlftcatlon of a similar asset or liability
: -[nvolves the exermse of Judgement and requrres both '
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ter rms and other fac_tors that affect the fair
asured and the asset or

e an underetandlng cf't'h'e"

( ) the t ming of the cash flows when the entlty expects to realree the
-caeh flcws related to the: |nstrument_ i :-Z.

(b the calculatmn of the cash flows for example for a debt instrument
o the interest rate that applies: (i.e: the coupon), or for a derivative
'.'mstrument how' the cash flows are ‘calculated in relation to the:

'underlylng instrument or index (or indices).

(c).;;.the t:mmg and condlt:ons for any cptrcns in the contract for
: :fexample

.i(i)_ : '.;prepayment options (cne or beth partles can demand or make an

L lntc ancther lnstrument)

o i) putorcall optlons (oneor both pames can exchange the rnstrument- E
ik for a defined amcunt cf cash or ether assets or llabtlltles)

i examp[e :

(|) terms relatlng to: credlt nsk in debt lnetruments such as collateral
= event of default and margm call trlggers

: (il’); 'euberdmahcn of the' |n5trument for example the pnonty of the
o mstruments in‘the event of-' "-wmdlng up

(|||) :
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pnnc:iples in IFRS 13. Accordmgly, any d|fferences between the
compensation that market pafticipants would require for the risk
associated with the instrument being measured and the compensation
required for the instrument for which a quoted price exists should be
considered in determining whether the instruments are similar and
whether an adjustment to the quoted prlce is necessary.

If the asset or liability has a specified (contractual) term, a Level 2 input
must be observable for substantially the full term of the asset or liability.

[IFRS 13:82]

Example 10.2.2 -

Determining how an input is classified when the item belng measured
has a spemfled contractual term :

CompanyXentersanto afixed- prroesuxhyearagreementtoseil50 megawatts(MW)
of on-peak electricity for delivery at location ABC beginning on 1 January 20X1
-and contlnulng through to 31 December 20)(6 On 31 March 20X1 Company X
are avallable for forward oontracts to sell electnclty at iocatton ABC for two
years (31 March 20X1 to 31 March 20X3). Aooordlngly, Company X will use the
two years of observable forward pricing data and develop an expectatron for
the remaining 3 years and nine months (i.e.1 April 20X3 fo 31 December 20X6)
.using a rnodel that relies on pricing data and weather patterns from {he previous
four years. The model also |ncorporates all relevant physrcal oonstramts

(capacity of eXIStlng power plants and power plants expected to be completed ‘

near location ABC, projected supply and demand eto )

In the. olrcumstances described, the flve—year and nlne-month forwano orice
curve represents-a Level 3, rather than a Level 2, |nput

An tnput for an item with a specified contractual term falls withit Le w_l 2 of the
hierarchy only if it meets*hoth of the following criteria:

e as requtred by IFRS 13: 82 (see above), the input must be. observable for
_substant|al]y the full term of the asset or Ilabtli_ty (see above); and _

e the impact of the unobservable period must not be significant to'the fair
value of the asset or liability. The guidance set out in 10.3.3.2 should be
applied when evaluating whether the effect of the unobservable penod is
srgnlﬁcant :

IFRS 13: BBS(b) cites as an example an interest rate swap with-a term of 10
years and for which the fair value is determined using a swap rate based on a
yield curve that is observable at commonly quoted intervals for nine years. The
swap rate inputis a Level 2 input provided that any reasonable extrapolation of
the yield curve for Year 10 would not be signifi cantto the fair value measurement
of the swap in lts entirety. :

In contrast in the curcumstances descnbed Company X can obserf & forward
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full term, the nrst cntenon above is not met An analy5|s of the second cnterlon'
is unneoessary the forward price curve is considered a Level 3 input. However,
if the forward price curve had been observabie for substantlally the full term, -
Company. X would, need to conssder the second criterion (i.e. whether the: effect’
of the uncbservable term is srgnmoant to the. fair value of the agreement) to
determune whether the forward pnoe curve is a Leve[ 5 or Level 3 1nput

Adjustments fo Level 2 inputs will vary depending on factors specific to the
asset or liability. Those factors include the following:

[IFRS 13:83]
e the condition or location of the asset;

o the extent to which inputs relate to items that are comparable to the
asset or liability (including those factors described in IFRS 13:39 -
see 5.1.2); and

o the volume ir iavel of activity in the markets within which the inputs are
observen.

An il 41 should oonsnder Whether adjustments to the quoted pr|oe for a
siniiar asset or liability are necessary to reflect differences between the
erms of the items being oompared and other factors that may affect the
fair values of those items. For example, the entity may need to make
adjustments to reflect differences in the condition, location or risks
(including non- performanoe risk and llql..lldlty nsk) of the ttems belng'
compared. ot i

Under lFRS 13 37, when a quoted price for the transfer of an |den‘ucal
or similar liability is not available and the identical item is held by -
another party as an asset, the. fair value of the liability is measured
from the perspective of a market partlt:lpant that holds the identical
item as an asset at the measurement date. The value should only be :
adjusted for factors specific to the asset that are not apphcable to the
fair value measurement of the liability. IFRS 13:39: provrdes a number
of examples of such factors (see 5.1. 2)

In addrtton if an entrty uses a quoted pnoe for a SImliar item in |ts
valuation technique the entity may need to make ad]ustments to reﬂect _
differences in risk; including liquidity dn‘ferences For example, the item
being measured may be in shorter supply (relative to demand) than the
similar item for which a quoted price exists. In this situation, a ||C|UIdlty
risk premium exists for the item being measured that should be factored
into the fair value measurement as an adjustment to the quoted price
of the 5|mtlar item: : : o :

An adjustment to a Level 2 input that is significant to the entire measurement
might result in a fair value measurement categorised within Level 3 of the
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fair value hierarchy, if the adjustment uses significant unobservable inputs
[IFRS 13:84] See 10.3.3.2 for further discussion.

IFRS 13 provides the following examples of Level 2 inputs for particular
assets and liabilities.

[IFRS 13:B35]

e Receive-fixed, pay-variable interest rate swap based on the
London Interbank Offered Rate (LIBOR) swap rate A Leve| 2 input
would be the LIBOR swap rate if that rate is observable at commonly
quoted intervals for substantially the full term of the swap.

® Receive-fixed, pay-variable 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 yield curve denominated in g foreign currency
that is observable at commonly quoted intervals for substantially the
full term of the swap. That would be the case if the term of the swap
is 10 years and that rate is observable at commonly quoted intervals
for nine 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 (see example 10.2.2 for circumstances when
observable data is not available for substantially the full term of the
agreement).

¢ Receive-fixed, pay-variable interest 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.

® Three-year option on exchange-traded shares A Level 2 inptit would
be the implied volatility for the shares derived through extranclation to
Year 3 if both of the following conditions exist:

(i) prices for one-year and two-year options on-ins- shares are
observable; and”

(i) the extrapolated implied volatility of a three-year option is
corroborated by observable market data for substantially the full
term of the option.

In that case, the implied volatility could be 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 three-year options
on comparable entities’ shares, provided that correlation with the one-
year and two-year implied volatilities is established. [IFRS 13:B35]

10.2.3 Level 3 inputs

Level 3 inputs are unobservable inputs for the asset or liability. [[FRS 13:86
& Appendix A]
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Unobservable inputs should be used to measure fair value to the extent
that relevant observable inputs are not available (e.g. when there is little,
if any, market activity for the asset or liability at the measurement date).
However unobservable inputs should reflect the assumptions that market
participants would use when pricing the asset or liability, so as to achieve
the general fair value measurement objective (i.e. an exit price at the
measurement date from the perspective of a market participant that holds
the asset or owes the liability). [IFRS 13:87]

Unobservable inputs should reflect, among others, assumptions that
market participants would make about risk. Assumptions about risk include
the risk inherent in a particular valuation technigue used to measure fair
value (such as a pricing model) and the risk inherent in the inputs to the
valuation technique. A measurement that does not include an adjustment
for risk would not represent a fair value measurement if market participants
would include one when pricing the asset or liability. For example, it
might be necessarv to include a risk adjustment when there is significant
measurement Licertainty (e.g. when there has been a significant decrease
in the volume crievel of activity when compared with normal market activity
for the ass=t or liability (or similar assets or liabilities) and the entity has
determ’ned that the transaction price or quoted price does not represent
fair value — see 9.5 to 9.7). [IFRS 13:88]

Unobservable inputs should be developed using the best information
available in the circumstances, which might include an entity's own data. In
developing unobservable inputs, an entity’s own data, should be adjusted
if reasonably available information indicates that other market participants
would use different data or there is something particular to the entity that is
not available to other market participants (e.g. an entity-specific synergy).
IFRS 13 does not require an entity to undertake exhaustive efforts to obtain
information about market participant assumptions. However, the entity
is required to take into account all information about market participant
assumptions that is reasonably available. Unobservable inputs developed in
the manner described above are considered market participant assumptions
and meet the objective of a fair value measurement. [IFRS 13:89]

IFRS 13 provides the following examples of Level 3 inputs for particular
assets and liabilities.

[IFRS 13:B36]

¢ 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 exchange-traded shares A Level 3 input would
be historical volatility, i.e. the volatility for the shares derived from the

459




C7 Fair value measurement of financial instrumentis

shares’ historical prices. Historical volatility typically does not represent
current market participant 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 corroborateq
by observable market data.

10.2.4 Determining the level within the fair value hierarchy when
broker or pricing service quotes are used

IFRS 13 allows the use of quoted prices provrded by brokers or thGIr‘Ig
services if the entity has determined that the quoted prices provided
by a broker or pricing service are developed in accordance with
IFRS 13. See 9.7 for more detailed guidance regarding when a quoted
price: provided by a broker or pnomg service can be: consrdered to be
determmatrve of falr value. . .

When quoted prloes are prov:ded by a broker-or prlcmg service, and are
used by an entity in measuring the fair value of an asset or a liability,
the followmg considerations are relevant for the entity’s assessment of
the Ievel WIthm the falr value h|erarchy in WhICh the quoted prices fall.

Levei 1 mputs

Leval 1 mputs are unadjusted quoted prtces in aotive markets for
~identical assets or liabilities. If the quote provided by a broker or pricing
_service relies solely on unadjusted quoted prices in an active market iar
an |dent1c:al instrument that the entity can access at the measuieraent
‘date, the quoted price should be used to measure the fair value of the
~asset or liability without adjustment, subject to limited & oortlons as
___-dlscussed in IFRS 12742 (see 10. 2 1 1)

~f an adjustment is necessary in accordance thh tFRS 13 79 or |f the
- quoted price originates from a market that is not active, the broker or
priomg servzce quote does not represent a Level 1 mput G

Leve! Zmputs
Level 2 inputs are |nputs otherthan quoted prlces moluded thhm Level

1 that are observable for the asset or liability, either. dlrectty or indirectly.
* Observable inputs are defined in IFRS 13: Appendix A as “[ijnputs that
- are developed using market data, such as publicly available information

about actual events or transactlons -and that reﬂect the: assumptlons
that market partlotpants would use when_ _pncmg the asset or I:abnllty [or
- own equrty |nstrument] Lo ' .

: If a quote from a broker or'_prtcmg ser\noe meets any of the fo||ow1ng
. ontena lt representsa_Leve_:Zmput e :
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® The entity can determme that the broker or pricing service quote -
ltsetf represents a quoted pnce for sn"mtar assets or llabllmes in -
actwe markets. : : - B

° 'The entity oan determlne that the quote is based on quoted pnces _
for identical or similar assets or liabilities in markets that are not
active, from transactions that are orderly and for which adjustments
are based only on information that is (1) observable, or (2)
market-corroborated or (3) unobservable but msrgmﬂcant to the.
measurement ' -

o The entlty can determme that the quote was estabtlshed usrng' :
a valuation technrque and that the lnputs the broker or pricing
service used to arrive at the quoted price are observable or market-
corroborated and any unobservabte mputs do not have a srgnrﬂcant ;
effect on the measurement : - i

e The entity can corroborate the broker or: pnctng ser\nce quote ar
inputs: Using orices (1) from orderly transactions in an active market
or (2) fram orderly transactions in an inactive market for which any
adjuctrent needed to ensure the price is representatwe of fair value
is ‘.wtgmflcant to the measurement : :

some otroumstanoes adjustments: to the Level 2 lnputs may
be neoessary, for example if the quoted price is based.on a srmnar
(but not identical) asset or liability. If an adjustment is requlred an
entity should determine whether the adJustment is. 5|gn|ﬁoant to the
entire measurement and whether it is based on unobservable inputs
(see 10332) If this is the case, the entire measurement wnl be
categorised wnthm Leve13 ‘ : SR

LevetSmPurs .

Level 3 mputs are unobservable mputs for the asset ot Irablllty Broker
or pricing service quotes. meetmg any of the fotlowmg cntena are
categonsed in Levet 3 of the fair value hrerarohy o e

e The entlty can: determme that the quote is based ona Level 1 or
Level 2 lnput but an adjustment is requnred that is slgmﬁoant to the' '_
measurement and based on unobservabte inputs. i

e The entrty can determme that th_e quote IS based on unobservable :
mputs with a stgnlflc:ant effect Bl

Regardless of Whether the entrty determmes that the broker or prromg _
service quote is based on observable or ‘unobservable inputs, it is not
appropriate for an entrty to aocept without further analysis, that the -
inputs used are approprtate in the circumstances. The entity must -
gain sufficient understanding of the mputs to be able to conelude that .
they reflect assumptlons market- parttc;pants ‘would use, including
assumpttons about nsks mherent m a partrcutar valuatlon teohmque_;;

461

—-_



