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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 parts, 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 or-owi shares that will be settled, if the option is exercised by the
holder/ by delivering cash in exchange for the entity’'s own shares, is a
finaiiciar liability because the entity will have an obligation to deliver cash
‘<ee-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IAS 39 Financial Instruments: Recognition and Measurement is superseded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 o
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 legal 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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B3 Financial liabilities and equity

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:

[1AS 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 ‘equtty
instruments and is:

(i) anon-derivative contract for which the entity is or may.Le obliged
to deliver a variable number of its own equity instrun:erits (€.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 whe'ner the obligation should be accounted for in accordance
with IAZ:23 (now IFRS 9). :

The IFRIC noted that IAS 32:11 defines a financial instrument as “any
wontract 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 defr‘e:cog-n.ised 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 IAS 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.” : : T e

21 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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B3 Financial liabilities and equity

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 |nterpretatlons Committee received 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 Interpretations
Committee discussed a prepaid card with the following features:

no expiry date and no back-end fees, which means that any balance

“on the prepaid card does not reduce unless it is spent by the
cardholder

e non-refundable, non- redeemable and non-exohangeab[e fo* cash

° redeemable only. for goods or serwces to a specified monetary
amount; and" .

® redeemable only af specified third-party merchante that, dependmg
upon the card programme, range from a single merchant to all
merchants that accept a specific card network Upon redemptron
by the cardholder at a merchant(s) for goods or servmes the entlty

~ delivers oash to the merchant( )

The tnterpretattons Commlttee was asked to ‘consider whether the
liability for the prepaid card is a non- fmanc.lal llabihty on the basis that
the entaty does not have an obligatlon to deliver cash to the oardholder

: ._The Interpretatlons Commtttee observed that the entrty s Irablhty for the
- prepaid oard meets the deﬁmtron of a fmanolal tlabrtlty ThtS is beoause-- -
the entlty . P S ”
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» has a contractual obligation 'to. deliver cash to the 'merch_ents 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 rlght to avoid delivering cash to
setile this contractual obligation. it

Consequently, an entity that issues such a card applies the.'re'quiremente_
in IFRS 9 to aooount for the financial liability for the prep'aid card.

The Interpretahons Committee noted that customer loyalty programmes_
were outside the scope of its discussion on this issue.

In the light of the existing requirements in 1AS 32 and IFRS 9, th‘e
Interpretations Committee determined that neither an Interpretation
nor an amendment to a Standard was necessary. Consequently, in
March 2016 the Interpretations Committee flnallsed its decrs:on not to
add thrs |ssue ‘oits agenda.

2.1.1 Manuatory redemption and/or mandatory interest payments

Whan =n 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
Mandatorily redeemable preference shares

Entity A issues: preferenoe shares that are mandatonly redeemable at par in |
10 years. A contractual obligation to deliver cash exists for the repayment of -
principal — the issuer cannot avoid the outflow of cash in Year 10. 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 .-”': : St

Perpetua! coup : : :

A perpetuel mstrument is ls_s__oed ata ”ar amount_of.-__CU‘t 00 mllhon requmng
coupon paym

of_ 6 per oent to be ;made annually. | Provrded tha _;6 per oent
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is the market rate of |nterest for this type of mstrument when :ssued the issuer

has assumed a contractuai oblrgatron to make a future stream of 6 per cent
- '_rr'ril'l'lcm and represents the fair valus of the instrument. The preference shares
: should be classified as a fnancsal trabrirty

Many ftraditional 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.

_ e drawn belween these c:rcurnstances in which
the issuer genurne[y contractually has no dlscretron over pa "iment of'
rnterest {or dividends) and those in which payment may beavo
this decision will have consequences (even if significant). For example ;
an entity may issue instruments under which it contractually. retains the
discretion regarding the distribution of a percentage of profits but, if the
~ distribution is not paid, the entity ceases to benefit from a favourable tax:
treatment. Such arrangements are common for Real Estate Investment
- Trusts (RE Ts) in some jurisdictions. In such circumstances, although} |
_the entity may intend to pay dividends in order to retain the significant
-:'tax beneﬁts rt has no contractual obllgatton 't dehver cash (or; |

: perspect_lye of _the t_ssue; is also dlscuss_ed in 2 3.9 |r__1 chapter_B_’i_..

2.1.2 Puttable instrumenis

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 requlrements regardlng equnty cIassuflcation 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 definition of a financial liability that would apply
to certain financial instruments that contam obligations but that, in the
IASB’s view, also represent a residual interest in the net assets of the
issuing entity. The exception applies to puttable instruments (described
in this section) as well as to instruments containing an obligation to
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 failure to qualify for the exception, in which case the mstrument-;
will not meet ihe criteria for cIassrﬁcat]on as eqUIty :

A puttakle)instrument is classified as equity if it meets all of the following
criteri=

HAS 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 IASBE decided that the instrument 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 mterest in
the entity. [IAS 32: BC57] ' iy

An instrument that has a preferential right on liguidation of the entity
is not an instrument with an entitlement 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 liquidation, in
addition to a share of the entity’s net assets when other instruments in
the subordinate class wrth a right to a pro rata share of the net assets
of the entity do not have the same right on liquidation. [IAS 32 AG14C]

(b) the instrument is in the class of instruments that is subordinate to all
other classes of instruments;
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B3 Financial liabilities and equity

‘For an mstrument to be in the most subordlnate class, the financial

instrument must have no priority over other claims to the assets
of the entity on liquidation and must not need to be converted 1nt01._'

‘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 instruments on Irqurdatron in order to represent the.
resrdual mterest in the entrty ;

: When determrnrng whether an lnstrument is  In the subordrnate-
class, an entity evaluates the instrument's claims on liquidation as i

_-5‘I|qu|datron were to occur on the date when the instrument is classified.

* The initial classification should be reassessed if there is a change N
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 rnstruments that is subordinate to
~all other classes [IAS 32 AG’14B]

If an entlty has only one class of financial mstruments that class is

treated as if it were subordinate to all other ciasses [IAS 32 AG14D]

In some orrcumstances the most subordinate class of instruments: |s' :
_ immaterial compared to the overall capital structure of the entity. This.

is parhoular]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 instruments (e.g. puttable instruments

issued after the founder shares were issued). The founder shares in this
case, a[though immaterial, cannot be ignored in determrnmg whether
the puttable instruments should be classified as equity. Becausa ¢
puttable instruments are not the most subordinate mstruments issued.
by the ehtlty, they ere not cIassrf ed as equrty

=

Examp!e 2 1 2 1A

lmmateraal founder shares

Entlty A is caprtalrsed prmcrpaliy by issue of puttab[e rnstruments whose
“contractual terms meet the requirements of IAS 32:16A for classification as
equity except for the criterion of IAS 32:16A(b) that suchan instrument be
subordmate to all other classes of rnstruments Thrs is! due to the exrstence of

: whrch is rmmaterral compared to the puttab e metruments and the overal! capttal
structure of the entrty The puttable mstruments rank ahead of the ordrnary
sheres on. Erqurdatron of EntrtyA e

Ehtrty A shou]d classﬁy the puttable |nstruments as Irabrhtres IAS 32: 16A( )
f; requires that, for a puttable instrument to be classified as equity, it must be in
the ciass of rnstruments that is subordrnate to aJI other classes of |nstruments
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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 puttab!e instruments — tw'o;.equa:l"ly subordinate cla-ss-ee- :

Entity A has issued two classes of puttable rnstruments that are subordmate :
to all other classes of instruments but have equal priority with each other on
liquidation of the entity. The two classes of puttable instruments are consrdered -
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 neither is subordrnate to all ather classes of
|nstruments as contemplated in IAS 32:16A(b). '

If the terins of the rnstrumente are identical, they form a single class of'
rnstmr e| ts that should be classrﬁed ‘as equity Subject to the other requrrements
of IA tGAand 16B. e "

(D assessmg whether two classes of shares can be considered to form a.
| single class for this purpose, it is necessary to consider the requirements
of IAS 32:16A(c), which states that all financial instrumients in-the most
subordinate class must have identical features. This: requirement is explained -
in IAS 32:BC59 as follows: “in order to ensure that the class of instruments as -
a whole is the residual class, the Board decided that no |n5trument ho!c{er in
that class can have preferentral terms or condrtrons in rts posrtron as an owner
of the entity :

Consequentty, 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 purposee of IAS 32: 16A(c) In contrast, 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 there '
are twe classes of instruments and, if the two rank equally on hqurdatron that

neither quallfres for classification as equrty

(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 Interpretatlons Commﬂ:tee)

Perpetual Instrumenfs_. The IFRIC consrder_e_d whether a puttahle :
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Company B determines that the hypothetical market participant would be WI||lng

to transfer the liability for only CUS0 miillion. In other words, the fair value of
 the bonds has decreased by CU20 million due to.the decline in value of the
i collateral even though Company B’s credit standing remems unchanged.

: Example 5.2. 3B
' Eﬁect of a declme in the borrower s credlt standmg

Aseume the same facts asin example 5.2.3A except that, at 30 September 20X3,
the fair value of the aircraft pledged as collateral remains unchanged. fnstead
- the credlt standing of Company B has decllned from AAA fo AA- :

When ‘measuring the fair value of the bonds at 30 September 20X3 Company B
is required to consider the effect of the declineg in its credit Standlng but also the
 fact that the fair value of the collateral has not changed. °

Company B observee that the wsder credit 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 value of the note may not have declined by as much as 10 per cent,
Company B determines that the increase in non-performance risk arising from
thedecline in its own credit standing is partially offset by the collateral. Based on
: credlt spreads observed for similar, collateralised bonds; CompanyB concludes
that the falr value of the notes has decreased by cur mllllon o CU93 ‘million.

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 transfer 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

yalue.

The excertitn 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 recetved to sell a net long position (i.e. an asset) for a particular risk
~yposure 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 fo 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 regardless
of whether they meet the definitions of financial assets or financial
liabilities as defined in IAS 32. The clanﬂcatlon was in-response: to
questions raised about whether the scope ‘included contracts that are -
acoounted for as |f they were fi nancual lnstruments but that do not
such as contracts to buy or sell a non-financial |tem that oan be settled
net in cash or another financial instrument, or- by exchanglng ftnancnal
mstruments as if the contracts were financial lnstruments '

An entity is permttted to apply the measurement exoeptlon in lFRS 13: 48-

to a portfolio that contains om'y financial assets (as opposed | toa group
of financial assets and financial I:abllmes) provided that the financial-
|nstruments have offsettmg posstlons in market nsks or counterparty'_;-_
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credlt risk and that the detailed condmons in IFRS 13 49 (see below)
are met.

An example of a portfoho containing only financial assets is a portfolig

of bonds measured at fair value and purchased credit default sSwaps

also measured at fair value. The credit default swaps may provide ap
; 'oﬁset to the credit nek assoolated with the spemﬂc bonds,

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

[IFRS 13:49]

* 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 Related 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 o
financial instruments (e.g. if IAS 32 does not require the group of finangial
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.reéasonable 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 might incorporate the effect of exposure to a particular
counterpartye credit risk by netting its derivative asset and liability
contracts with a given counterparty in accordance wrth a master netting

arrangement and then calculate a CVA on the baele of the net posmon
vvlth the counterparty ' t

Another example of a portfolio- Jevel adjustment isa mld-to—btd or ‘mid-
to- ask adjustment A derlvatlves dealer mtght mltrally compute the value

adjustment at the portfoho level effectrvely to meve the net open'posrtron

488

-

T ..

Measuring the fair value of offsetting financial assets and liabilites 6

is net Iong or net short by perrod

The questton anses as to how shou}d an entlty allocate a perttollo ievel.

the portfollo

IFRS 13:50 requires that an entlty should allecate a portfoi!o—level* :
adjustment to the individual financial assets and financial liabilities in

the portfolio on a reasonable and oonsxstent basis usrng a methodoiogy:'
approprrate in the c:rcumstanoes e

The follovvlng table Illustrates one: approach to allocatmg a CVA to a-fé:i
group of derivative centracts under a master nettlng arrangement WIth_ -
a single counterparty ' = (e e

. Assetl(Llabthty) in l-lierarchy Ievel (prlor

oY e allocatton of CVA]
Contract A o o '-1-()0 s e
COnUacfe'-faﬁ :'];&j',x;}_, ‘o000 -
e
Nt position before CVA .15 .. Notapplicable
Credit vaiuat:on adjustm‘e'nt . ae See dlSGUSSIOﬂ below
Fair value of portfollo 115

The unit ot account |n thls example is each lndtvtdual derrva’nve
contract in |ts entlrety Accordlngly, the CU10 CVA must be-ial_located to

poatrons (Contracts A and B in the example above) The resultmg falr.
value of Contract A would be CU97 (i.e. CU100 less 100/300 x CU10)
The resulting fatr value of Contract B would be CU193 (ie.
less 200/300 = CU10) Other approaches may also be appropnate-
depending on the crrcumstances i i i i

and/or I|abttmes in the clrcumstances descnbed thre w1|l'”'

classification of the assets andtor__llabrllttes wtthm IFRS 13" fa_lr value' '
to the meaeurement of the fair value of the asset or !labthty If such an3i .
input is not based on observable data and has a elgnlﬁcant effect on the'_:
measurement of the fair Value of an mdiwdual asset or ltabmty, the falr-:_ :

Assume in the example above that be re the allocatlon of the CVA,
e df Con-tr-aot A were based_..:;
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B7 Fair value measurement of financial instruments

amount of CVA is a Level 3 1nput In determlmng the classsﬂcatron 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 discussion). Because the
- CVAis unobservable, if the allocated portion of the CVA for Contract A

is considered srgntﬂcant then ContrectA would be classrﬁed inlLevel 3
inits enttrety :

.Durrng the IASBs detlberatlons it ‘was noted that sdme- respondents
requested additional guidance for allocating the bid-ask and credit
adjustments to the individual assets and liabilities that make up the
group of financial assets and financial li abilities. The Boards noted
that although any allocation method is inherently subjective, it was
concluded that a: quantitative allocation would be appropriate if it was
reasonable and conS|stentIy applied. Therefore the Boards decided not
to. requlre a partlcular method of attocatlon [IFRS 13: BCtB‘I]

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 (mcludrng the entity's policy for allocating any portfolig
adjustments). [IFRS 13: 51]

In May 2013 the lnterpretatrons Commlttee recelved & request fo clarrfy
~ the interaction. between the use of Level 1- inputs ‘and the portfolio
exception set outin IFRS 13. The portfolic exception in IFRS 13 permits
~an entlty to measure its net exposure fo either market risks or credit
 risk arising from a group of financial assets and financial liabilities i
: speolfred circumstances. The portfollo exception was intended to aj on
the valuation of financial instruments for financial reporting’ with an
- entity’s internal risk management practices. In partlcular the isaue that

was. drsoussed by the tnterpretations Commrttee was whett.er an ent|ty
ISt .

(a) permltted to appty the portfotro exceptlon in tFRS 1 3 to measure

the resulting net risk exposure of a portfolio _made up s__olely with
identical Level 1 mstruments or e

(b) requrred to measure the financial assets and the flnanmat liabilities
of such a portfolio on an individual basis, using the correspondlng
Level 1 prices for each flnancrai rnstrument

_ln |ts dlscus5|ons the Interpretatrons Commrttee observed that in

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

(a) wou!d be requwed to measure such a net rtsk exposure on the basis

of the Level 1 _prices for the rndwlduel rnstruments tha_t__compnse
that net nsk exposure or ; el e e
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(b) would be atlowed to consider the net rrsk exposure as"a' who]e and -
oonsequentty, consrder adjustmg lt with any appropnate premiums :
or dlscounts . i e .

The Interpretatrons Committee noted that there was msuffrclent:::-;
guidance in the Standard for it to be able to answer this question
and so it decided that this issue needs ta be considered by the IASB.
Accordingly it asked the staff to present the Interpretattons Commrttee s
concerns to the IASB i .

The IASB a[so noted that th|s |ssue has smnlarrhes w:th the issue of the
interaction- between the use of Level 1 inputs and the unit of account
that arises when measuring the fair value of in\restments in subsidiaries, :
joint ventures and associates (discussed above). Consequently, theE
IASB included this issue in Exposure Draft ED/2014/4 Measuring i
Quoted Investments in Subsrdranes Joint Ventures and Assocrates at
Fair Value isstied in September 2014. In the ED the IASB rnoiuded 5
an illustrative xample to illustrate the applaoatlon of IFRS 13 48 to a
group of ‘nancial assets and financial liabilities whose. market risks
are suostantially the same and whose fair value measure_ment ES
cater'oused within Level 1 of the falr vaiue hrerarchy -

As part of the IASB’s redellberatrons followmg the pubtrcatton of the ED
the illustrative example was discussed by the IASB in April 2015 when

it decided that the example appropriately |llustrates the apphcatton
of IFRS 13 48 That IS rf an entlty elects to use the exceptlon in
exposure arlsmg from a group of fmancral assets and flnanmal habllrttes
whose market risks are substantially the same, and whose fair value 5
measurement is categonsed within Level 1 of the fair value hrerarchy :
would be determined by multiplying the financial instruments included
in the resulting net posrtron by the correspondmg unadjusted Levet 1
pnCG : : et e 12l g

The IASB noted that the proposed iIIustrat;ve exampte to IFRS 13 rs.
non- authontattve and the comments recerved dld not reveal slgn;t" cant-

The exampte below is
d|scussed by the IAS B 1

the ED
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B7 Fair value measurement of financial instruments

Exampie 6

: Measurmg the falr value ofa portfoho of Level 1 financlal assets and
fmancrai tiabltltres with offsettmg risk posrtlons

: Enttty A holds a group of frnancra! aseets and financial Irabthtres consisting of g
- long position-of 10,000 financial assets and a short position of 9,500 financia|
- 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 fi nancial rnstruments in the
' groupis categorrsed thhrn Level 1 of the farr value hlerarchy

The bid- ask spread is CU98 - CU102 wrth the mid-price bemg CU100. The

most representative bid: pnce is CU99 and the most repreeentatrve ask price
is CU101. :

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 transactron

between market pal’thlpahtS at the measurement date under current market
conditions. =~ i e

Since the market risks ansrng from the financial mstruments are substantially
the same, the measurement of the net exposure to market risks arising from the
group of frnanc_ral assets and financial liabilities coincides with the measurement
of the net long position (500 financial assets). Consequently, Entity A measures
the grolip of financial assets and financial liabilities on the basis of the price that
it would receive if it would exit rts outstanchng net exposure to market risks as
follows -

Ct-uantity held Level 1_'p:rioe (QU) '(CL’)

- Q) | oo
Net exposure to market . il ' e
risks, which in this -
.case coincide with the
‘measurement of the netlong e H .
posatlon e : TR OOy T ay © 49,500

En'ti'ty' A would also have achieved the same measu:rernent" of CU49,500 by
- measuring the net expostire to market risks atthe mid- -price (i.e. CUt 00 = 500
= CUSO 000) adjusted by a bid-offer reserve (Cu1 % 500 CU500).

Srnce the basis for the presentatlon of the financial |nstruments in the statement
of -financial position differs from the basrs for their measurement, Entity A
subsequently. allocates - the resulting measurement (i.e. CU49 500) to the
individual (10, 000) tlnanmal assets and (9,500) financial liabilities. In accordance
thh IFRS 13:50 & 51, Enttty Aperforms this allocation on a reasonable basis

: that is consrstent wrth prevrous allocatro £ of that nature usm' a methodology
' approprrate_ the 2 S

Measuring the fair value of offsetting financial assets and liabilities 6

6.1 Exposure to market risks

Consistent with the normal fair value measurement requirements, when
measuring the fair value of a group of assets and liabilities based on the net
exposure to one or more market risks, IFRS 13 requires an entity to 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.

FRS 13:53]

In order to measure a group of financial assets and financial liabilities on
4 net basis for a particular market risk, it is necessary for that market risk
within that group of financial assets and financial liabilities to be substantially
the same. For example, an entity would not combine the interest rate risk
associated with a financial asset with the commodity price risk associated
with a financial liability because doing so would not mitigate the entity's
exposure to interest rate risk or commodity price risk. [[FRS 13:54]

In some cases, thenarket risk parameters will not be identical due to basis
drfferences In t47,se cases the basis risk should be taken into account in
the fair value(measurement of the financial assets and financial liabilities
within the aroup. [IFRS 13:54]

similaily, the term of the entity’s exposure to market risk arising from the
firancial assets and financial liabilities should be substantially the same.
“ai example, an entity that uses a 12-month futures contract 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 liabilites measures the fair value of the
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 credit risk of
that counterparty or the counterparty’s net exposure to the credit risk of the
entity in the fair value measurement when market parhcrpante would take
into account any existing arrangements that mitigate credit risk exposure
(e.g. a master netting agreement with the counterparty or an agreement
that requires the exchange of collateral on the basis of each party’s net
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. [IFRS 13:56]

Refiectrn yin the fatr value measurement of the portfolro of 1tems the net
credit ris exposure with the same counterparty is appropnate when the

two parties'fhave an agreement- that requrres that in the case of default !
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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 liabilities together.

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 fo the
counterparty. =~ 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 e
Revenue from Contracts with Customers) that are not initially measuiad at
fair value, rather they are initially measured at their transaction piice,

If the asset has been acquired, or the liability assumed,iri ‘a market
transaction, it might be assumed that the transaction price ii.e. the price
paid to acquire an asset or received to assume a liabiliiy) 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.

FRS 13:B4 lists a number of factors which may suggest that the
transaction price is not the fair value of the asset or liability at i_rj:itiai
recognition. : i i :

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 evaluati'hg whether
a transaction price represents fair value (see IFRS 13:BC133).

Factor o
(IFR§ 'o:B4)
in transaction is
tatween related

Ekample_ : :

An entity purchases a portfolio of troubled loans f'rdm
anunconsolidated investee. The parties meet the

\

parties, although
the price in a
related party.
transaction may be
used as an input
into a fair value
measurement if
the reporting entity
has evidence'that
the transaction
was entered into
at market terms.

definition of related parties under IAS 24 Related Party
Disclosures, ]

The fact that the parties are related may indicate

that the transaction price does not reflect fair value.
-However, this alone would not be determinative.
|| Evidence that the transaction was entered into at

market terms may include: e, 1

e the appointment of third parties to negotiate or
' measure fair value; or i ;

{'e  the terms of the transaction';é're con_sistent'fw_ith

~ available market data for similar transactions
between unrelated parties; or

o thereis no evidence that ong of the -partie:é: o the

transaction is under duress {see the next factor).

The transaction
takes place tinder
duress orthe.
seller is forced to
accept the price -
in the transaction
(e.g. if the seller .

I8 experiencing

A hedge fund must sell all of its_'non~nﬁafketabie assets
in response to a spike in.redemptions that may lead fo

financial difficulty.

| aliquidity crisis. A liquidity crisis may be an indicator of

The factors in IFRS 13:B43 indicating that a -

| transaction is not orderly (see 9.6) may also indicate
i | that the transaction price does not represent fair value.
financial difficulty). | =~ e G ?

495

_++




B7 Fair value measurement of financial instruments

Factor

i Example
(IFRS 13:B4) _ i
The unit IFRS 13:14 requires that the unit of accountfor an
of account asset or a liability should be determined in accordance

.| represented by the
transaction price

| is different from

| the unit of account
for the asset or:
liability measured
| at fair value.

' For example,

this might be

| the case if the
asset or liability
measured at fair
value is only one
of the elements

in the transaction -
(e.g. in a business
. | combination), if

| the transaction:
includes unstated
rights and
privileges that

are measured
separately in..
accordance with

another IFRS, or

if the transactron :
price includes
transactlon costs

with the IFRS that requires or permits the fair value

measurement, except as provided in IFRS 13
(see 3.21). .

| The following example illustrates a scenario in which

the unit of account for the asset is different from the
unit of account represented by the transaction pn‘ce

On 30 June 20X1, Company.A acqwres a 3 percent
equity interest (three million shares) in Company B

._ from an independent third party. Quoted prices in an

active market are available for Company B's shares.
Company-A pays CU100 million for the entire 3 per
cent equrty interest (the. transaction price is determined
based on a negotiated arm’s length price for the

entire 3 per cent equity interest). The quoted pricé for
Company B's shares on 30"June 20X1 is CU36 per
share. Company A needs to rdentlfy the unit of-account
in order to measure the fair value of the 3 per- cent
equnty interest on |n|t|al recognmon

In |der|t|fy|ng the unrt of account for falr value :

- measurement purposes IFRS 9 is the epplrcable

Standard

IFRS 13: BC47 states, in part, that [r]n tAS 39 and

| IFRS 9 the unit of account is generalfy anindividval

financial instrument”. This guldance is also corsistent
with the gurdance set out in'IFRS 13:80 which states
that “[if an entity holds a posrtron in a singi= asset..
and the asset... is traded in an active market, the falr
value of the asset... shall be measured within Level

1 as the product of the quoted price for the individual
asset.. and the quantity held by the entity”,

_Therefore notwrthstandlng the fact that Company

A'paid a transaction price of CU100 mllllon far the
entire three million’ shares, the unit of account in this

 example is each individual share, not the entire 3

per cent equrty interest acquired. Specrﬁoally the fair

- | value of the 3 per cent equity interest in Company B is

| measured as the product of the quioted price for each

individual share and the quantity held (‘P x Q') (i.e:

: CU‘IOS m]lllon 3 mlllron shares X CU36 per share)
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transaction takes
place is different
from the principal
market (or most
advantageous
market). For :
example, those
markets might
be different if the
entity is a dealer
that enters into
transactions
with customers
in the retail =
market, but
principal (ar most
advar @3=0us)
meaike! Tor the exit
‘ransaction i is wlth
‘ cther dealers in
| the dealer market

Factor | Example .

(IFRS 13:B4) = e e

The market Entity A (a retail counterparty) enters into an interest
in which the rate swap in a retail market with Entity B (a dealer)

: From the p speotwe of Entity A, the fair value at initial
‘recognition is zero because Entity A does not have
: access to the dealer market.

for no'initial consideration (i.e. the transaction price is
zero) Ent|ty A can access only the retail market. Entity
B can access both the retail market (r e. with retail
counterparties) and the dealer market: (1 e. with dealer
counterpartres)

From Enhty B s perspectlve the transaction: prrce of
the interest rate swap (s e. zero} does not represent
fair value at initic iti ‘obse
market participar
(i.e. Entity B's pri
is something other thar

Note: This final scenario is a summary of Example 7
from the illustrative examples acoompanymg l .RS 1
(see IFRS 13: IE24 o

7.3 Day 1 profit or loss

When there is a difference between the fair value at initial _recognition
and the transaction price, IFRS 13:60 states that any resulting gain or
loss should be recognised in profit or loss unless another [FRS specifies

otherwise,

With respect to financial instruments, an entity should understand the
reason for any difference between the fair value at initial recognition and
the transaction price. This difference may represent consideration for goods
or services between the two entities or a capital contribution or deemed
distribution in circumstances when one party is acting in its capacity as an
owner. Other IFRSs will determine how such amounts are accounted for.

Example 7. 3A

Interest-free ]oan ("l)' :

On 1 January 20)(0 Parent A granis a non-callable interest-free loan of

CU100 to a wholly- owne
31 December ZOXO and'l not.callable prior to that date by Parent A. The market

- subsidiary, Subsidiary B. The loan is repayable on

e subsidiary would be 8 per cent. Conmderat:on
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(i) CU92.59 s the fair value of the financial asset (i.é_. CU100/1.08).

(ify CUT7.41 is a capital contribution. This amount represents the fair valy -
Parent A's providing Subsidiary B with interest-free finance. The amée o pay 1 p&! (1)
shou[d -b‘e recognised by Subsidiary B directly in equity as a c unt i e : : i :
_ contribution because it does not meet the definition of income L? p('fal pank A sells a 30-year cash-seftled forward-sale contract over a commodity to
- paragraph 4.25 of the Conceptual Framework for Financial Repcrﬁng;_] L Entity B- i B
. — - \J gorward prices for the specific commodity are freely quoted in the market for
Example 7.3B.. e ' L 10, 15, and 20 year periods. Bank A uses an extrapolation technique and its
e : s ' : proprietary pricing system to estimate the 30-year forward rate and incorporates
Interest-free loan (2) B i : an additional premium on top of this internal price. Some: of the premium may
ST s S s pe received in cash at inception and some may be included in the contracted
On 1 Jam}ary 20X0, Subsidiary C grants a non-callable interest-free loan price of the forward contract. e : :
CU100 to its parent, ParentA. The loan is repayable on 31 December 20X0 & | cug L ' o e
is not callable prior to that date by Subsidiary C. The market rate of interest fﬁnd The valuation technique uses both the available forward prices and Bank A's
loan to Pare_ntAwouId-be 8 per cent. Consideration paid is made u;"): as fO“O\,\:S? estimates of the commodity pric'_es between years 20 and 30. Because some
() CU92.59 s the fair value of the financial asset (i.e. CU100/1.08). ' of the inputs are entity-specific and not observable, a day 1 profit cannot be
((ii)  CU7.41 is in substance a distribution from Subsidiary C to Parent A, Thi recognised: . : i
amount represents the fair value of the Subsidiary C's providing its Dlarerlft Y - : —
W'th‘lﬁterest-free-ﬁnance, The amount should be recognised by Subsidiar . le 7.50 - i : ; L —‘
S tCr:] dl;ec;_tly_ft‘in e’qfui'ty as a deemed distribution because it does not meeyt, " : ¥ -
& aefinition of an expense Ul by i E g
L Sisaie Financia?Repo rl;l;;er paragraph 4.25 of the Conceptua) Day * .1.&1 \2) . : :
Ran X issues credit-linked notes to institutional investors.

When the difference is not considerati i ' L T
i y , A :
ORTFgaads ar Services, or a capital . The credit-linked notes are debt instruments with-an interest rate higher than

contribution or d istributi e ”
whether that diﬁ:ferzsg ?A?t:ftgg;};zzs f;g;s O1Ut ;;I)Jemflc gtJ)UIdance as to i normal bonds is_sued by Bank X because the performance of the notes is
in profit or loss at initial recogniti y 1 p&l’) may be recognised linked to the performance of a basket of underlying corporate.bo_r};c.Is._TE’he_te:r.ms-
gnition. require that if a corporate bond in the basket defaults, then the notional principal
i : . . will be reset on the next payment date to reflect the outstanding value of the
:félljne 1':'[ ?1:3;? rlsggt:ittigannstahctlon, the transaction price differs fre, tair remaining bonds in the basket. This term is cbmmonty_'refe_rred_ to as ‘first-to-
depenids on how fai?v - € appropriate accounting for the diference default, because it is the first bond in the basket that defaults that results in the
e . alue is determmgd in those circumstancez. .if the fair early repayment of the notes at an amount less than was originally invested by
alue is evidenced by a quoted price in an active market #6r =n identical the holder. = : e i

asset_or liability (i.e. a Level 1 input) (see 10.2.1) or based on a valuation
ltechmque: 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 Ering 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 tran ' i : : : &
inoluding T e ir?;‘iztllon price. Consequently, the day 1'p&'IIIS deferrgdl PV proceeds. from issuing the credit-linked _note:s_ja__r'__e invested in high_iqﬁality :
= lial carrying amount of the asset or liability. After initial government debt S i S S
recognition, the entity shall recognise that deferred difference as a gain e e e -
?f 'OSSt-honly to the extgn_t that it arises from a change in a factor (including If the credit-linked notes are not traded in an active market, then Bank X must -
ime) a_t mla'rket participants would take into account when pricing the use a valuation technique to measure the financial liability. At inception the.
asset or liability. [IFRS 9:B5.1.2A(b)] proceeds received from the issuance of the notes are equal to their fair value.

It would not be p.:c'_)ssi-ﬁ'l'e .t_qireqbgn_is_e a_.n up_frbf;jf:_b_fd‘_ﬁi_t on i_'nifi'a_i-"reqégjnifi@n oéf'ihe'_:'_
credit-linked notes, even if the sum paid to purchase the government bondsand
the credit options is less than the proceeds from the notesif: . -
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