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following are not considered to be ch i i :
to be designated at FVTPL. However, if all of the loan were designated ;;2;5 9:B4.4.3] SHEEGES T BUSRESS Tpdak

at FVTPL, Entity A would create an accounting mismatch in profit or

loss related to the portion of the bank loan (CU500,000) not matched » a change in intention related to particular financial assets (even in
by the financial assets measured at FVTPL. This-accounting mismatch circumstances of significant changes in market conditions);
is comparable to the mismatch that would have arisen if the fair value o atemporary disappearance of a particular market for financial assets: or

option were not applied in the first place. Therefore, Entity A cannot
apply the fair value option to the loan because it would not significantly
reduce the accounting mismatch between the financial assets and the

financial liability.

e a transfer of financial assets between parts of the entity with different
business models.

6.2 Reclassification not permitted

If there has been no change in the business model for managing financial
assets and if the terms of a financial asset remain unchanged, or the terms
of afinancial asset change but the asset s not derecognised, reclassification
is not permitted.

6 Reclassification

6.1 Reclassification required

An entity is required to reclassify financial assets when it changes its

business model for managing financial assets. [IFRS 9:4.4.1] | o

Reclassifications are expected to be very infrequent. Such changes must
be determined by the entity's senior management as a result of external
or internal changes and must be significant to the entity’s operations and B i re lorms hheren i tha :
demonstrable to external parties. Accordingly, a change in an entity’s business :Llrgng i iy zszh e Insttrume_nt expire or take e_ffect
model will occur only when an entity either begins or ceases to perform an t“he s o he assp;h continues to be recognised,
activity that is significant to its operations; for example, when the entity has B ot indtial o i ot change the classification assessment
acquired, disposed of or terminated a business line. [IFRS 9:B4.4.1] CagIIon,

Reclacsification of assets: terms of instrument unchanged

The following example illusirates this issue further.

Example 6.1A
Example

Portfolio of commercial loans resulting in a change in business madei
Entity D lends CU10 million to Entity E; the loan is repayable in five
years. The contractual return on the loan for the first three years is
derived from movements in a specified equity price index. In Years 4 .
and 5, the contractual return is 5 per cent of par.

[IFRS 9:B4.4.1(a)]

An entity has a portfolio of commercial loans that it holds ta seil in the short
term. The entity acquires a company that manages commercial loans and has
a business model that holds the loans in order to collect the contractual cash

At initial recognitio [ ifi i i
flows. The portfolio of commercial loans is no longer for sale, and the portfolio : ALy Ao S

measured as at FVTPL because the loan does not pass the contractual

is now managed together with the acquired commercial loans and all are held
to collect the contractual cash flows.

Example 6.1B

Closure of retail mortgage business resulting in a change in business
model

[IFRS 9:B4.4.1(b)]

A financial services firm decides to shut down its retail mortgage business.
The retail mortgage business no longer accepts new business and the financial

services firm is actively marketing its mortgage loan portfolio for sale.
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cash flow characteristics test (see 5.2). The contractual return is linked

to equity prices and, therefore, is not consistent with a basic lending
arrangement.

En_tity D is not permitted to reclassify the financial asset after Year 3, the
point at which the contractual linkage to equity prices ceases, because
the terms of the instrument have not changed since initial recognition
and the original asset continues fo be recognised.

Itis not perlmiltted for an entity to revoke its election to measure an asset at
FVTPL. This is because the fair value election made on initial recognition is
irrevocable. [IFRS 9:4.1.5]
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6.2-2

Reclassification of asset designated at FVTPL at initial recognition
out of FVTPL when business model change

The guidance appears less clear as to whether an entity is required to
de-designate out of FVTPL, if previously designated as at FVTPL at
initial recognition, when there is a change in the business model that
would result in the instrument no longer meeting the business model
qualification criteria. IFRS 9:4.4.1 requires reclassification in the case
of a change in business model (see 6.1) and does not specifically -
distinguish between assets that are classified by default at FVTPL
and those that met at initial recognition the amortised cost criteria in
IFRS 9:4.1.2 or FVTOCI criteria in IFRS 9:4.1.2A but were instead
designated as at FVTPL.

Because IFRS 9:BC5.25(d) refers to the option to designate a financial
asset at fair value as irrevocable, it is appropriate to conclude that the
requirements to reassess classification due to changes in business
model for assets described in IFRS 9:4.4.1 do not apply for assets
designated as at FVTPL. Consequently, if the financial asset was
designated as at FVTPL at initial recognition, an entity is not permitted
to reclassify out of FVTPL to amortised cost or FVTOCI should the
business model change and thereby require other non-designated at
FVTPL assets included in the same business to be reclassified from
FVTPL to amortised cost or FVTOCI.

Similarly, investments in equity instruments that are designated as' &t
FVTOCI at initial recognition cannot be reclassified because IFRS $:5.7.5
and BC5.25(d) are clear that the election to designate as at FVTOCI is
irrevocable.

6.3 Reclassification versus initial recognition

If the terms of an instrument change sufficiently to warrant derecognition,
this would not be a reclassification; instead, the old asset is derecognised
and a new asset is recognised, i.e. a classification assessment is required
on initial recognition of the new asset.

6.31

Reclassification: assets converts into a different asset during its
life

When an asset converts into a different asset during the instrument's
life, the entity must consider whether the original asset should continue
to be recognised or whether, on conversion, the old instrument is
derecognised and a new one is recognised.
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The following example explores this issue further.

Example

Entity X invests in a convertible bond issued by Entity Y. Upon
conversion, Entity X will receive a predetermined number of Entity Y’s
non-derivative equity instruments in exchange for giving up its right to
receive the principal on the bond. On conversion, the convertible bond
is derecognised and ceases to be measured at FVTPL. The equity
instruments recognised may be classified as at FVTPL or designated as
at FVTOCI at their initial recognition. The conversion does not give rise
to a reclassification because the original instrument is derecognised.

6.4 The date of reclassification

If an entity reclassifies financial assets, it is required to apply the
reclassification prospectively from the reclassification date, defined as the
first day of thefirst reporting period following the change in business model
that results ii'the entity reclassifying financial assets. [IFRS 9:Appendix A]
The reclaesification applies prospectively from the reclassification date and
therstars previously recognised gains, losses (including impairment gains
¢Uiasses) or interest are not restated. [IFRS 9:5.6.1]

A change in the objective of the entity’s business model must be effected
before the reclassification date. [[FRS 9:B4.4.2]

Example 6.4
Date of reclassification

[IFRS 9:B4.4.2]

Afinancial services firm decides on 15 February to shut down its retail mortgage
business and thus must reclassify all affected financial assets on 1 April (i.e. the
first day of the entity’s next reporting period). The entity must not accept new
retail mortgage business or otherwise engage in activities consistent with its
former business model after 15 February.

6.4-1
Date of reclassification for interim and annual financial statements

IFRS 9 is not explicit as to how to interpret the ‘first day of the first
reporting period following the change in business model’ in the context
?f interim financial statements. Specifically, it is not clear whether the
first reporting period following the change in business model’ is the next

interim financial reporting period or the next annual financial reporting
period.
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B2 Financial assels Reclassification 6

a loss allowance would be derecognised (and thus would no longer be
recognised as an adjustment to the gross carrying amount) but instead
would be recognised as an accumulated impairment amount (of an equal
amount) in other comprehensive income and would be disclosed from the
reclassification date. [IFRS 9:B5.6.1(b)]

6.5-1

Measurement at date of reclassification: reclassification out of
amortised cost into FVTPL — example

At initial recognition, Entity H classifies a portfolio of loans at amortised
cost. At initial recognition, the amortised cost is equal to fair value,
CU10 million. The effective interest rate on the loans is 10 per cent.

6.6 Reclassification: disclosure requirements

If an entity reclassifies a financial asset from amortised cost to FVTPL, it
must disclose as a separate line item in its statement of comprehensive
income any gain or loss arising from a difference between the previous
carrying amount and its fair value on reclassification in accordance with
IAS 1:82(ca). Similarly, if an entity reclassifies a financial asset from
FVTOCI to FVTPL, it must disclose as a separate line in its statement
of comprehensive income any gain or loss arising from reclassifying the
previously recognised amount in other comprehensive income to profit or
loss in accordance with IAS 1:82(cb).

After initial recognition, the portfolio of loans is reclassified to FVTPL.
At the date of reclassification, being the start of the reporting period
immediately following the period when there was the change in the
objective of the business model, the amortised cost was CU10 million.
The fair value at that date was CU11 million.

At the date of reclassification, Entity H recognises a gain of
CU1 million, and discloses this as a separate line item in its statement
of comprehensive income.

Example 5.6

6.5-2 3 ol ”
Raciassification of financial assets

Measurement at date of reclassification: reclassification out of

§ » -
FVTPL into amortised cost — example HFRS S:1E104 - IE114]

An entity purchases a portfolio of bonds for its fair value (gross carrying amount)

At initial recognition, Entity M classifies a portfolio of loans as at
FVTPL: the loans do not qualify for amortised cost measurement
because they fail the business model test. The beginning of Entity M'e
reporting period is 1 January 20X1. Subsequent to initial recognition,
in November 20X1, the business model changes and the loans are

of CU500,000.

The entity changes the business model for managing the bonds in accordance
with IFRS 9:4.4.1. The fair value of the portfolio of bonds at the reclassification
date is CU490,000.

required to be reclassified to amortised cost. .
If the porifolio was measured at amortised cost or at fair value through other

comprehensive income immediately prior to reclassification, the loss allowance
recognised at the date of reclassification would be CUB,000 (reflecting
a significant increase in credit risk since initial recognition and thus the
measurement of lifetime expected credit losses).

At 1 January 20X2, Entity M reclassifies the loars ihat were
previously classified as at FVTPL to amortised cost.\11:¢ fair value at
1 January 20X2 becomes the new opening gross carrying amount at
amortised cost and, therefore, no gain or loss is recognised at that
date. Entity M estimates the remaining contractual cash flows of the
reclassified loans and determines the effective interest rate which will
be applied in measuring the assets at amortised cost in future period(s).

The 12-month expected credit losses at the reclassification date are CU4,000.

For simplicity, journal entries for the recognition of interest revenue are not
provided,

When a financial asset is reclassified from amortised cost to FVTOCI (or Scenario 1: Reclassification out of th {

vice versa) the measurement of expected credit losses will not change Sategory and fnto fhe Falr valus throue hamf;;tse; ;::st measurement
as both classification categories apply the same impairment approach. category e B SRR
However, the presentation and disclosure of the impairment allowance
will differ. If a financial asset is reclassified out of FVTOCI to amortised
cost measurement, for presentation purposes, a loss allowance would be
recognised as an adjustment to the gross carrying amount of the financial
asset from the reclassification date. If a financial asset is reclassified out
of amortised cost to FVTOCI measurement, for presentation purposes,

Bank A reclassifies the portfolio of bonds out of the amortised cost measurement
category and into the fair value through profit or loss measurement category.
At the reclassification date, the portfolio of bonds is measured at fair value.
Any gain or loss arising from a difference between the previous amortised cost
amount of the portfolio of bonds and the fair value of the portfolio of bonds is
recognised in profit or loss on reclassification.
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Debit Credit
cu cu
Bonds (FVTPL assets) 490,000
Bonds (gross carrying amount of the
amortised cost assets) 500,000
Loss allowance 6,000
Reclassification loss (profit or loss) 4,000

To recognise the reclassification of bonds from amortised cost to fair value
through profit or loss and to derecognise the loss allowance.

Scenario 2: Reclassification out of the fair value through profit or loss
measurement category and into the amoriised cost measurement category

Bank A reclassifies the portfolio of bonds out of the fair value through profit or
loss measurement category and into the amortised cost measurement category.
At the reclassification date, the fair value of the portfolio of bonds becomes the
new gross carrying amount and the effective interest rate is determined based on
that gross carrying amount. The impairment requirements apply to the bond from
the reclassification date. For the purposes of recognising expected credit losses,
the credit risk of the portfolio of bonds at the reclassification date becomes the
credit risk against which future changes in credit risk shall be compared.

Debit Credit
Ccu Ccu
Bonds (gross carrying amount of the
amortised cost assets) 490,000
Bonds (FVTPL assets) 490,000
Impairment loss (profit or loss) 4,000
Loss allowance 4,000

-
o

To recognise reclassification of bonds from fair value through proiit or loss to
amortised cost including commencing accounting for impairment.

Scenario 3: Reclassification out of the amortised cost measurement
category and into the fair value through other comprehensive income
measurement cafegory

Bank A reclassifies the portfolio of bonds out of the amortised cost measurement
category and into the fair value through other comprehensive income
measurement category. At the reclassification date, the portfolio of bonds is
measured at fair value. Any gain or loss arising from a difference between the
previous amortised cost amount of the portfolio of bonds and the fair value
of the portfolio of bonds is recognised in other comprehensive income. The
effective interest rate and the measurement of expected credit losses are not
adjusted as a result of the reclassification. The credit risk at initial recognition
continues to be used to assess changes in credit risk. From the reclassification
date the loss allowance ceases to be recognised as an adjustment to the gross
carrying amount of the bond and is recognised as an accumulated impairment
amount, which would be disclosed.

Reclassification 6

Debit Credit
cu cu
Bonds (FVTOCI) 490,000
Bonds (gross carrying amount of
amortised cost assets) 500,000
|Loss allowance 6,000
Other comprehensive income* 4,000

To recognise the reclassification from amortised cost fo fair value through
other comprehensive income. The measurement of expected credit losses is
however unchanged.

*  For simplicity, the amount related to impairment is not shown separately. If it had
been, this journal entry (i.e. Dr CU4,000) would be split into the following two entries:

—  Dr Other comprehensive income CU10,000 (fair value changes); and

—  Cr Othar comprehensive income CUG,000 (accumulated impairment amount).

Scenaric,_J: Reclassification out of the fair value through other
comprebensive income measurement category and into the amortised
cosl measurement category

Rank A reclassifies the porifolio of bonds out of the fair value through other
comprehensive income measurement category and into the amortised cost
measurement category. The porifolic of bonds is reclassified at fair value. However,
at the reclassification date, the cumulative gain or loss previously recognised in
other comprehensive income is removed from equity and adjusted against the
fair value of the portfolio of bonds. As a result, the portfolio of bonds is measured
at the reclassification date as if it had always been measured at amortised cost.
The effective interest rate and the measurement of expected credit losses are
not adjusted as a result of the reclassification. The credit risk at initial recognition
continues to be used to assess changes in the credit risk on the bonds. The loss
allowance is recognised as an adjustment to the gross carrying amount of the
bond (to reflect the amortised cost amount) from the reclassification date.

Debit Credit
cu cu

Bonds (gross carrying value of the
amortised cost assels) 490,000 _
Bonds (FVTOCI assets) 490,000
Bonds (gross carrying value of the
amortised cost assets) 10,000
Loss allowance 6,000
Other comprehensive income* 4,000

To recognise the reclassification from fair value through other comprehensive
income fo amortised cost including the recognition of the loss allowance
deducled to determine the amortised cost amount. The measurement of
expected credil losses is however unchanged.

146

147




B3 Financial liabilities and equity

The fact that the contractual put right in a puttable instrument is conditional
upon the holder exercising its right to require redemption does not negate
the existence of a financial liability, because the issuer does not have the
unconditional right to avoid delivering cash or another financial asset.
[IAS 32:19(b)] An obligation is not negated if the instrument gives the holder
the right to a residual interest in the assets of the issuer as is the case, for
example, for a unit in a mutual fund. [IAS 32:18(b)]

21.2.241
Classification of preference shares puttable at par — example

An entity issues preference shares that are puttable at par for cash at
the option of the holder at a particular date.

The preference shares contain a financial liability element which should
be measured at the present value of the obligation to redeem the
preference shares for par in cash.

The fact that the confractual put right in a puttable instrument is
conditional upon the holder exercising its right to require redemption
does not negate the existence of a financial liability element, because
the issuer does not have the unconditional right to avoid delivering cash
or another financial asset. Further, the instrument does not meet the
exception to the definition of a financial liability in IAS 32:16A and 16B
to be presented as equity.

2.1.22-2

Classification of an instrument puitable at net asset ‘alue —
example

Entity A issues Class B shares which allow the holder t¢' pui the shares
back to Entity A at any time at a price equal to the holder’s proportional
share of the net assets of Entity A. This price is calculated as the number
of Class B shares owned, divided by the total number of Class B shares
outstanding, multiplied by the net assets of Entity A (excluding the
Class B shares from the net asset calculation).

The Class B shares do not entitle the holder to a pro rata share of
Entity A's net assets in the event of liquidation and are not the most
subordinate class of shares. As such, the criteria of IAS 32:16A are not
met.
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Although Class B shareholders might receive returns that would
typically be associated with equity holders in that they participate in the
performance of the net assets of Entity A, the fact that Entity A has a
contractual obligation to pay the holder of the Class B shares cash if the
holder chooses to put the instrument back to Entity A, and the fact that
the terms of the Class B shares do not meet the criteria to be classified
as equity in IAS 32:16A, mean that Entity A should classify the Class B
shares as financial liabilities.

2.1.2.2-3

Classification of an instrument when issuer has discretion to
refuse redemption — example

Entity A has instruments in issue that allow the holders to request
redemption of their instrument at specified dates and amounts. Entity A's
governing.charter states that the entity has a choice whether or not to
accept iha nolder’s request. There are no other conditions on the level
of redeniptions or any limitations on the entity’s discretion to redeem or
maks payments to holders. In its history, Entity A has never refused to
redeem the instruments when requested to do so by a holder.

All other characteristics of the instrument are equity.

Because Entity A has no obligation to transfer cash or another financial
asset, the instrument should be classified as equity. A history of, or
intention to make, discretionary payments does not trigger - liability
classification. [IAS 32:AG26]

Under IAS 32, interests in many open-ended mutual funds, unit trusts,
partnerships and some co-operative entities, which embody the right of
the holder to require the issuer to redeem the interests for a cash amount
equivalent to their share of net assets, but which do not meet the narrow
criteria for equity classification described at 2.1.2.1, should be classified as
financial liabilities. This may lead to a situation where some entities have
no equity capital in their financial statements. IAS 32 permits the use of an
appropriate description of the line item relating to puttable instruments and
provides an illustrative example of such presentation, which is reproduced
as example 2.1.2.2.
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21.2.2-4

Classification of shares in a co-operative where a partial prohibition
against redemption exists — example

Local laws governing the operation of co-operatives prohibit co-operative
entities from redeeming members’ shares if, by such redemption,
an entity would reduce paid-in capital from members’ shares below
90 per cent of the highest amount of paid-in capital from members’
shares.

The highest amount for a particular co-operative is CU1,000,000,
meaning that local law prohibits a redemption that would reduce paid-in
capital below CU900,000.

With the exception of the 90 per cent restriction, the paid-in capital for
this co-operative is redeemable at the option of the member.

At 31 December 20X0 the balance of paid-in capital represented by the
issued shares is CU900,000; at 31 December 20X1, the balance has
increased to CU950,000.

At 31 December 20X0, the entire balance of CU900,000 is classified
as equity.

At 31 December 20X 1, CU900,000 is classified as equity and CU50,000
as a financial liability.

In some cases, the number of shares or the amount of paid-in cauial
subject to a redemption prohibition may change over time. If this\ic the
case, such a change may lead to a transfer between financial liabilities and
equity. [IFRIC 2:9]

2.1.2.2-5
Reclassification due to change in local law — example

The background facts are the same as at 2.1.2.2-4. Assume that,
at 31 December 20X2, the local law governing the operation of
co-operatives is amended so that redemption of members’ shares is
permitted up to 20 per cent of the highest amount of members’ shares,
rather than 10 per cent.

If, at that date, the entire balance of paid-in capital remained unchanged
from 31 December 20X1 at CU950,000, the entity would reclassify an
additional CU100,000 from equity to financial liabilities so that CU800,000
is classified as equity and CU150,000 is classified as a financial liability,
with no gain or loss resulting at the date the transfer is made. The entity
should disclose separately the amount, timing and reascn for the transfer.
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Consistent with the requirements of IFRS 9, demand deposits, including
current accounts, deposit accounts and similar contracts that arise when
members act as customers, are financial liabilities of the entity. [IFRIC 2:6]

2.1.3 [Instruments containing an obligation to deliver a pro rata
share of the net assets of the entity only on liquidation

When liquidation of an entity is certain to occur and is outside the control of
the entity (e.g. an entity with a limited life) or is not certain to occur but is at
the option of the holder of an instrument issued by the entity (e.g. in some
partnership interests), the entity has a contractual obligation to pay cash or
another financial asset that the entity cannot avoid. Therefore, such entities
will generally recognise a financial liability with respect to the amounts
payable by the entity on liquidation. However, IAS 32 has an exception for
certain instruments, or components of instruments, when the issuer has an
obligation to deliver to another party a pro rata share of the net assets of
the entity only on liquidation. This limited scope exception was introduced
at the same/time as the equivalent limited scope exception for puttable
instruments described at 2.1.2.1.

The <ritieria for equity classification are similar to, but not the same as,
the writeria described in IAS 32:16A and 16B for puttable instruments. The
i irument must meet all of the following criteria to be presented as equity:
[IAS 32:16C]

(a) it entitles the holder to a pro rata share of the entity’s net assets in the
event of the entity’s liquidation,

(b) it is in the class of instruments that is subordinate to all other classes
of instruments; and

(c) all financial instruments in the class of instruments that is subordinate
to all other classes of instruments must have an identical contractual
obligation for the issuing entity to deliver a pro rata share of its net
assets on liquidation.

The three criteria in IAS 32:16C are equivalent to the criteria in
IAS 32:16A(a) - (c) for puttable instruments. The shaded boxes that
accompany the criteria described at 2.1.2.1 apply equally to the
criteria in I1AS 32:16C.

For an instrument, or component of a financial instrument, containing an
obligation to deliver a pro rata share of the net assets of the entity only on
liquidation, to be classified as equity, in addition to meeting the criteria in
IAS 32:16C, the issuer must have no other financial instrument or contract
that has: [IAS 32:16D]
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e A financial instrument may contain a non-financial obligation that nstruments had a maturity date but each gave T

must be settled if, and only if, the entity fails to make distributions or
to redeem the instrument. If the entity can avoid a transfer of cash or
another financial asset only by settling the non-financial obligation, the
financial instrument is a financial liability. [IAS 32:20(a)]

A financial instrument is a financial liability if it provides that, on
seftlement, the entity will deliver either cash or another financial asset,
or its own shares whose value is determined to exceed substantially
the value of the cash or other financial asset. Although the entity does
not have an explicit obligation to deliver cash or another financial asset,
the holder of the asset has in substance been guaranteed a minimum
amount equal to at least the cash/other financial asset settlement option
amount. [IAS 32:20(b)]

In March 2006, the IFRIC (now the IFRS Interpretations Committee)
discussed the role of contractual and economic obligations in the
classification of two different financial instruments under IAS 32. The
first instrument was an irredeemable, callable financial instrument
with dividends payable only if dividends are paid on the ordinary
shares of the issuer which included a ‘step-up’ dividend clause that
would increase the dividend at a pre-determined date in the future
unless the instrument had previously been called by the issuer. The
second instrument was an irredeemable, callable financial instrument
with dividends that must be paid if interest is paid on another, linked,
instrument.

The IFRIC agreed that IAS 32 is clear that a contractual financia;
obligation was necessary in order that a financial instrumen
be classified as a liability (ignoring the classification of firancial
instruments that may or will be settled in the issuer’'s owi ‘equity
instruments). Such a contractual obligation could be. ‘2stablished
explicitly or indirectly. However, the obligation must e established
through the terms and conditions of the financial insirument. IFRIC
also noted that IAS 32 is clear that an economic obligation (commonly
known as economic compulsion), by itself, would not result in a
financial instrument being classified as a liability. The IFRIC also
discussed the role of ‘substance’ in the classification of financial
instruments. It noted that IAS 32 restricted the role of ‘substance’ to
consideration of the contractual terms of an instrument, and that
anything outside the contractual terms was not considered for the
purpose of assessing whether an instrument should be classified as
a liability under 1AS 32. These points were subsequently confirmed by
the Board through their discussions in June 2006.

In September 2013 the IFRS Interpretations Committee dealt with
a request to clarify how an issuer would classify three financial
instruments in accordance with IAS 32. None of the financial
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contractual right to redeem at any time. The holder’s redemption right
was described differently for each of the three financial instruments;
however in each case the issuer had the contractual right to choose
to settle the instrument in cash or a fixed number of its own equity
instruments if the holder exercised its redemption right. The issuer
was not required to pay dividends on the three instruments but could
choose to do so at its discretion.

The Committee noted that IAS 32:15 requires the issuer of a financial
instrument to classify the instrument in accordance with the substance
of the contractual arrangement. Consequently, the issuer cannot
achieve different classification results for financial instruments with
the same contractual substance simply by describing the contractual
arrangements differently.

IAS 32:11 sats out the definitions of both a financial liability and
an equity’ instrument. IAS 32:16 describes in more detail the
circumsiznces in which a financial instrument meets the definition of
an equlity instrument.

Ti.= Committee noted that a non-derivative financial instrument that
gives the issuer the contractual right to choose to settle in cash or
a fixed number of its own equity instruments meets the definition of
an equity instrument in IAS 32 as long as the instrument does not
establish an obligation to deliver cash (or another financial asset)
indirectly through its terms and conditions. IAS 32:20(b) provides the
example that an indirect contractual obligation would be established if
a financial instrument provides that on settlement the entity will deliver
either cash or its own equity instruments whose value is determined to
exceed substantially the value of the cash.

The Committee also acknowledged that financial instruments, in
particular those that are more structured or complex, require careful
analysis to determine whether they contain equity and non-equity
components that must be accounted for separately in accordance with
IAS 32.

The Committee noted that if the issuer has a contractual oBIigation o
deliver cash, that obligation meets the definition of a financial liability.

The Committee considered that in the light of its analysis of the

existing IFRS requirements, an interpretation was not necessary and

consequently decided not to add the issue to its agenda.

In January 2014 the IFRS Interpretations Committee dealt with a
request to clarify how an issuer would classify in accordance with
IAS 32 a financial instrument that is mandatorily convertible into a
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21.7-4

Classification of an instrument with contingent settlement
provisions: change of control — example

Entity D issues preference shares for CU1 million. Entity D is obliged to
redeem the preference shares at par in the event that control of Entity D
changes. A change in control is defined in the terms of the preference
shares as a change in ownership of at least 51 per cent of the ordinary
shares of Entity D.

Given that the contingent event (the sale of ordinary shares in Entity D
by one set of shareholders to another) is not in the control of the Entity D,
it is a contingent settlement provision. Because Entity D cannot avoid
redeeming the preference shares for cash, the instrument contains an
obligation to pay cash that creates a financial liability.

2.1.7-5

Contingent settlement provisions: change of control (classification
in consolidated financial statements of issuer’s parent entity) —
example

Entity P is the parent and majority owner of the ordinary shares of
Entity D which has issued preference shares to a party external to
the group. The terms of the preference shares require that they be
redeemed in the event of a change of control of Entity D.

The preference shares have no other redemption, conversion or
dividend rights. As discussed at 2.1.7-4 the preference sharec are
classified as financial liabilities in the financial statements of Eritity D.

The classification in the consolidated financial statements of Entity P
requires further consideration.

If redemption of the preference shares is required only in the event of
a change in Entity D’s direct controlling party and Entity P can avoid
redemption by not entering into a transaction (or permitting Entity D
to enter into a transaction) that would result in Entity P losing control
over Entity D, the preference shares should be classified as equity (a
non-controlling interest) in the consolidated financial statements of
Entity P.

If, however, redemption is also required in the event of a change in
Entity D's ultimate controlling party (i.e. by a sale of shares in Entity P from
one set of shareholders to another), Entity P cannot avoid redemption
by Entity D of the preference shares because it cannot prevent its own
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shareholders from deciding to sell their shareholdings to a third party.
In this case, the redemption clause is also a contingent settlement
provision from Entity P’s perspective, resulting in classification of the
preference shares as a financial liability in Entity P's consolidated
financial statements.

Care should be taken to assess the precise nature of events that would
result in redemption of such instruments in order to determine whether
those events are within the control of the entity.

2.2 Equity instruments

In classifying afinancial instrument as a liability or equity, equity classification
is appropriate only if the instrument fails the definition of a financial liability
as detailed in section 2.

The key requirement in determining whether an instrument is equity is the
issuer’s unconiditional ability to avoid delivery of cash or another financial
asset. That’ability is not affected by:

e tne nistory of making distributions;
¢ an intention to make distributions in the future;

e a possible negative impact on the price of ordinary shares of the issuer
if the distributions are not made on the instrument concerned:

e the amount of the issuer's reserves;
e an issuer’'s expectations of a profit or loss for the period; or

e an ability or inability of the issuer to influence the amount of its profit or
loss for the period.

Provided that dividends are at the discretion of the issuer, it is irrelevant
whether dividends are cumulative or non-cumulative, [IAS 32:AG26]

Once a dividend is properly declared and the issuer is legally required
to pay it, a contractual obligation to deliver cash comes into existence
and a financial liability for the amount of the declared dividend should be
recognised. Similarly, a liability arises upon liquidation to distribute to the
shareholders the residual assets in the issuer, i.e. any remaining assets
after satisfying all of its liabilities.

The existence of an option whereby the issuer can redeem equity shares
for cash does not trigger liability classification because the issuer retains
an unconditional right to avoid delivering cash or another financial asset.
A contractual obligation would only arise at the point when the issuer
exercised its right to redeem. This principle applies to all instruments that
are not derivatives over own equity.
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Consequently, the IFRIC recommended that the Board address this
issue as part of the current project on Financial Instruments with
Characteristics of Equity (FICE). At that time, the Board’s project was
expected to address the distinction between equity and non-equity
instruments in a shorter period than the IFRIC would require fo
complete its due process. The IFRIC therefore decided not to add this
issue to its agenda.

Since the IFRIC reached the agenda decision the FICE project
has been deferred and has been included in the Board’s research
programme. See future developments in section 9.

3 Compound instruments

The terms of a financial instrument may be structured such that it contains
both equity and liability components (i.e. the instrument is neither entirely a
liability nor entirely an equity instrument). Such instruments are defined in
IAS 32 as compound instruments. An example of a compound instrument is
a bond that is convertible, either mandatorily or at the option of the holder,
into a fixed number of equity shares of the issuer. Compound instruments
come in many forms and are not restricted solely to convertible instruments.
The liability and equity components of a compound instrument are required
to be accounted for separately. [IAS 32:28]

The requirement to separate out the equity and financial liability
components of a compound instrument is consistent with the principle thei
a financial instrument must be classified in accordance with its substance,
rather than its legal form. A compound instrument takes the legal form of a
single instrument, while the substance is that both a liability ana.an equity
instrument exist.

For example, a convertible bond that pays fixed coupons'and is convertible
by the holder into a fixed number of ordinary shares of the issuer has
the legal form of a debt contract; however, its substance is that of two
instruments:

e a financial liability to deliver cash (by making scheduled payments of
coupon and principal) which exists as long as the bond is not converted;
and

e a written call option granting the holder the right to convert the bond into
a fixed number of ordinary shares of the entity.

The economic effect of the instrument is substantially the same as issuing
simultaneously (i) a debt instrument with an early settlement provision and
(i) warrants to issue ordinary shares. [IAS 32:29]
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3-1

Classification of a bond convertible into shares of another group
entity — bond is denominated in the functional currency of the
issuer and the other group entity — example

Entity P issues to independent investors zero coupon guaranteed
exchangeable bonds for cash of CU2 billion. The bonds are exchangeable
into the existing ordinary shares of a subsidiary of Entity P, Entity S, at
a fixed conversion price of CU25 per share (80 million shares). The
functional currency of both Entity P and Enfity S is currency units (CU).

At maturity, the bondholders will choose to either (1) redeem the bonds
in cash at 109.10 per cent of their issued amount, or (2) convert the
bonds into equity shares of Entity S at the fixed exercise price. If the
bond holders choose to convert the bonds into equity, Entity P will
deliver existing ordinary shares of Entity S, reducing Entity P's interest
in Entity S.irom 100 per cent to a minimum of 90 per cent.

The sonversion option is classified as equity in Entity P’'s consolidated
financial statements because it provides for the exchange of a fixed
amount of cash for a fixed number of Entity S's shares. |IAS 32:22 states
that “a contract that will be settled by the entity (receiving or) delivering
a fixed number of its own equity instruments in exchange for a fixed
amount of cash or another financial asset is an equity instrument”. In
consolidated financial statements, this applies to equity instruments of
a subsidiary as well as of the parent entity.

Assuming that Entity P does not lose control of Entity S, any transfer
of Entity S’s shares on conversion of bonds will be accounted for as an
equity transaction in accordance with IFRS 10:23.

The treatment of a convertible bond denominated in a currency that is
not the functional currency of the entity that issued the instrument and/
or the entity whose shares will be delivered on conversion is discussed
at 3.8.1.

3.1 Separating the liability and eqﬁity components

Separation of the instrument into its liability and equity components is made
upon initial recognition of the instrument and is not subsequently revised.
The method used is as follows:

e firstly, the fair value of the liability component is calculated, and this fair
value establishes the initial carrying amount of the liability component;
and

189




B3 Financial liabilities and equity

The preference share is a compound financial instrument that contains
both liability and equity components. The liability is the contractual
obligation by the issuer to deliver cash (CU424 per year), while the
equity component is represented by the holder’s right to receive an
equity return in the form of additional dividends, if declared.

The fair value of the liability will be calculated as the present value
of the mandatory dividend of CU424 per share per year in perpetuity
discounted at the market interest rate for a similar instrument that
does not entitle the holder to additional discretionary dividends. The
equity component is calculated as the residual amount after deducting
from the fair value of the instrument as a whole the amount separately
determined for the liability component.

3.2 Separating the liability and equity components when the
instrument has embedded derivatives

In addition to the financial liability and equity components, a compound
instrument may also have embedded derivatives (see chapter B5). For
example, the instrument may contain a call option exercisable by the issuer.
The value of any such embedded derivative features must be allocated to
the liability component. [IAS 32:31] Thus, the carrying amount of the liability
component is established by measuring the fair value of a similar liability
(with similar terms, credit status and embedded non-equity derivative
features) but without an associated equity component. The carrying amount
of the equity component is then determined by deducting the fair value of
the liability component from the fair value of the compound instrument a¢
a whole.

A further assessment is required to establish whether the.embedded
derivative is closely related to the liability component (see ‘=hapter BS).
This assessment is made before separating the equity comuoiient. No gain
or loss arises from initially recognising the components c¢f the instrument
separately.

3.241
Convertible debt with issuer call — example

A CU functional currency entity issues a bond with a principal amount
of CUB0 million carrying a coupon of 5 per cent payable annually in
arrears. The instrument is issued for proceeds of CUG0 million. The
instrument is convertible into a fixed number of equity shares of the
issuer after a specified date. The instrument has no fixed maturity.
However, it contains an issuer call option that allows the issuer o
redeem the bond at par at any point in time.
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It is established that the value of a similar bond (of similar credit status
with similar features except that it does not contain a call or equity
conversion option) at current market rates would be CUS7 million.
Based on an option pricing model, it is further determined that the
value of the issuer purchased call option on a similar bond without a
conversion option is an asset of CU2 million.

The value allocated to the liability and equity components should be as
follows.

Liability component: CU55 million (CU57 million — CU2 million)

This reflects the inclusion of the value of the additional embedded
derivative feature (asset) in the liability component.

Equity component: CUS million (CUB0 million — CU55 million)

This represernits the equity residual arrived at by subtracting from the fair
value of tne whole instrument the fair value of the liability component
(which. includes the value of the embedded derivative feature in the
forri ¥ the purchased call feature).

‘Ihe guidance in IFRS 9:B4.3.1 to B4.3.8 will need to be considered in
assessing whether the embedded derivative is closely related to the
host contract or whether, subsequent to issuance of the bond, it will be
accounted for separately at fair value through profit or loss.

In the example at 3.2-1, the initial amortised cost of the financial liability
is established as the fair value of issued callable debt. Assuming the call
feature over the debt instrument is not separated, the effective interest rate
applied at inception and throughout the life of the instrument is the same
rate of interest that would apply to plain callable debt. To the extent that
interest rates change subsequent to issue, this will impact the likelihood
that the callable debt will be called by the issuer and, therefore, the carrying
amount will be updated (see 4.1 in chapter B8).

3.2-2

Accounting for convertible bond with embedded put/call option —
example

Entity X issued a convertible debt instrument in May 20X1 with a
contractual maturity of eight years. One bond allows the holder to
obtain, at any time, one share of the issuer (the conversion option). The
coupon is 2 per cent payable annually. The issue price is 100 per cent
and the redemption price is 140 per cent.

The instrument is puttable by the holders on three different dates during
the life of the instrument (May 20X3, May 20X5 and May 20X7).
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3.3

Conversion of a compound instrument: issue of new shares —
example

Assume the facts are as at 3.1-1, but the date now is 31 December 20X6
(i.e. the end of Year 2 of the instrument’s life). Due to a rapid rise of
Entity A's share price, all holders of the bonds exercise their right to
convert their holdings into a fixed number of equity instruments of
Entity A at 31 December 20X6.

The liability has been accounted for at amortised cost using the effective
interest method (see 4.1 in chapter B6).

At 31 December 20X6, the following applies:

e the amortised cost carrying amount of the liability (determined
using the effective interest method) immediately prior to conversion
is CU1,944,954 (being interest of CU120,000 and principal of
CU2 million due on 31 December 20X7 discounted at the original
effective interest rate of 9 per cent);

e the original equity component immediately prior to conversion still
stands at the original CU151,878; and

e upon conversion, 500,000 equity shares will be issued (250 equity
shares for each the 2,000 bonds issued) with each equity share
having a nominal value of CU1.

If the entity satisfies the conversion option by issuing new shares, the
accounting entries on conversion are as follows.

cu cu
Dr  Bond liability 1,944,954
Cr  Equity 1,944,954

To remove the liability from the statement of financial position and recognise
the issue of shares as a result of conversion.

The original component of equity, CU151,878, may be reclassified to
another line item within equity.

3.3-2

Conversion of a compound instrument: issue of treasury shares —
example

Assume the facts are as at 3.1-1 except that, instead of issuing new
shares upon conversion, Entity A satisfies the conversion option by
delivering to holders 500,000 of its own shares which it had previously
repurchased and held as treasury shares.
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The accounting entries in these circumstances would be as follows.

cu cu
Dr Bond liability 1,944,954
Cr Equity 1,944,954

To remove the liability from the statement of financial position as a result of
conversion and remove the treasury shares from equity.

The original component of equity (CU151,878) and the amount
deducted from equity (as required by IAS 32:33) on acquisition of the
treasury shares may be reclassified to another line item within equity
upon conversion.

3.4 Early redemption of a compound instrument

When an entit’ r=deems or repurchases a convertible instrument before its
maturity through a tender offer (without altering the conversion feature), the
consideration paid (including any fransaction costs) is allocated to the liability
and eiury components at the date of the early redemption/early repurchase,
The mathod used to make this allocation is the same as that used to make the
criyinal allocation of the proceeds of the issue of the instrument between the
liability and equity components upon initial recognition. [IAS 32:AG33]

To the extent that the amount of the consideration allocated to the liability
component exceeds the carrying amount of the liability component at that
time, a loss is recognised in profit or loss. Conversely, to the extent that the
consideration allocated to the liability component is smaller than its carrying
amount, a gain is recognised in profit or loss. [IAS 32:AG34]

The amount of consideration allocated to equity is recognised in equity with
no gain or loss being recognised (the equity component that is not eliminated
may be reclassified to another line item within equity). [IAS 32:AG34]

3.4-1
Convertible debt: repurchase — example

Assume the facts are as at 3.1-1 and that one year has elapsed since
the convertible bonds were issued and it is now 31 December 20X5.

In respect of the first year (year ended 31 December 20X5), the following
accounting entries will have been recorded.

cu cu
Dr Interest expense 166,331

Cr Bond liability 166,331

To recognise the interest expense and amortised cost of the hond using an
effective interest rate of 9 per cent.
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B7 Fair value measurement of financial instruments Definition of fai

5 The price at which a transaction is assumed to occur
liability. That assumed transaction establishes a basis for estimating the 3.

bbbt R L 3.5.1 Characteristics of the price at which a transaction is assumed

Insuch circumstances, the entity is not required to identify specific market to occur

participants. Instead, the entity should consider the characteristics of .~e at which a transaction is assumed to occur in the principal or
potential market participants who would purchase the asset or accept The price

tageous market is the price: [IFRS 13:24]
a transfer of the liability being measured. In addition, the entity should most advaniag
identify the assumptions that such market participants would make in

ré'anr;?mn;ae‘gi?hnetgr?;[o?rix;rgiljetz ::‘aen:fr:f;;;g?ﬁiived o sell'an asSEigy ‘ + under current market conditions at the measurement date.

o in an ‘orderly’ transaction (see 3.5.2); and

The price may be directly observable or estimated using another valuation
Potential market participants for financial instruments include ehsi ue (see section 8). [IFRS 13:24]
counterparties to a derivative instrument, investors maximising return, ik

investors trying to establish a strategic relationship with an investee, or

The price should not be adjusted for ‘transaction costs’, but it should
a range of other participants with a specific objective.

be adjusted for ‘transport costs’ in specified circumstances (see 3.5.3).

25 & 26

When identifying a potential market participant, care should be taken [IFRS 13 ]

to ensure that the unit of account from the perspective of the market O , ction
participant is consistent with the unit of account of the item being 3252 An‘uvrderly’ transa
measured.

Afairvaiie measurement assumes that the asset or liability is exchanged in
an ‘orgerly’ transaction in the principal (or most advantageous) market. An

ion i i X tion that assumes exposure to
orderly transaction is defined as “[a] transac .
g ne mgrket for a period before the measurement date to allow forlmarketmgr;l
i i i ving suc
Developing market participant assumptions when no apparent activities that are usual and customary for transactions involving

exit market exists assets or liabilities; it is not a forced transaction (e.g. a forced liquidation or

distress sale)”. [IFRS 13:Appendix A]

-

When developing assumptions that market participants would use . i s ; " the
in such a hypothetical transaction, an entity may start with its cwr '_‘\ppe_”.d'x,B to the S!ta?dard gg:'sdése: %dg)lonal gUiEnes regemirg
assumptions and make adjustments for factors specific to the assat or identification of orderly transa =N

liability being measured, including (the list is not exhaustive):

: 3.5.3 Transaction costs and transport costs
e growth rates and risk adjustments to reflect market narticipant

assumplions, and Transaction costs are defined as “[tlhe costs to sell an asset or transfer a

; o iabilit
* performance and risk indicators (e.g. delinquencies, defaults, liability in the principal (or most adva‘ntageous)marketfortr:re: atsset;)c; :'Ii?lt ;1 Z
prepayment speeds and interest rates). that are directly attributable to the disposal of the asset or the tran

liability and that meet both of the following criteria. [IFRS 13:Appendix A]
Market participant assumptions that are developed when no apparent

[ d are essential to that transaction.
market exists may be based on unobservable inputs or adjustments. An e They result directly from an

entity needs to evaluate the significance of these inputs or adjustments ¢ They would not have been incurred by the entity hgd 'the decision to sell
when determining the appropriats level in the fair value hierarchy within the asset or transfer the liability not been made (similar to costs to sell,
which the measurement should be categorised. [IFRS 13:73] See as defined in IFRS 5Y".

R R R R o Transaction costs do not include transport costs. [IFRS 13:26] Transport
costs are defined as “[tlhe costs that would be incurred to transport an
asset from its current location to its principal (or most advantageous)
market”. [IFRS 13:Appendix A]
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IFRS 13 specifies that, when measuring fair value, the relevant market =TI . s ; ;
price should not be adjusted for transaction costs. Because such costs arg If Market A is the pnfncf?l'tm?rk?rt] for thetas:f,:t E‘I;r. }/t;TuZirfkﬁwteW::sge v?oriﬁ:it?:)s;
specific to a transaction and will differ depending on how an entity enterg volume and leVEIhO ac 'V't% ?r e;dasse ) .VB dify that Hisifket, aftertaking into
into a transaction for an asset or a liability, they are not considered to be 3 meaiunf:% tc:au:;:g:t f;;:?cuaz 4\’;_0u = fecele '

characteristic of the asset or liability. [[FRS 13:25] BEP

i neither market is the principal market for the asset, the fair value of the asset

; ; ! o4 i ice in the most advantageous market. The
Note, however, that transaction costs are considered when identifying would be measured using the price in g

. - d

e most advantageous market is the market that maximises the amount that wou
e moTt e;d;ir;tageous b e (as Ao pe received to sell the asset, after taking into account transaction costs and
example 3.5.3).

transport costs (i.e. the net amount that would be received in the respective

The appropriate treatment for transaction costs should be determined ip ekets)
accordance with other relevant IFRS Standards. [IFRS 13:25] For financial Because the entity would maximise the net amount that would be received for
instruments, transaction costs are accounted for in accordance with the the asshet inll\/la!':et-:] St (ﬁ;izt)‘(?s ng;r La;:ir:; 3;:3 :Scsoesttsv?(lzjgz?er;nsiﬁis:;g
. s . : ] i Ice | ) x
SRR IIAS SRS Hicea i) I aRapibiRR] IFRS 1220 8 ) :5;23 :[/atlaugrmeasurement of CU23. Although transaction costs are taken into
In contrast, the price in the principal (or most advantageous) market used account when determining w_hich market is the mest advaptageous market, the
to measure the fair value of the asset or liability is adjusted for costs that Hiiee usad to geegsure the fair value of the'assat is natadjustad for these costs
would be incurred to transport the asset from its current location to that (although it-i adjusted for transport costs).
market if location is a characteristic of the asset. [I[FRS 13:26] \J
Transport costs are relevant in determining the fair value of 4 ~Wleasuring the fair value of non-financial assets —
non-financial items. Because certain contracts that include the delivery highest and best use

or receipt of non-financial items are scoped into IAS 32, IFRS 9 and
IFRS 7 (see 2.5 in chapter B1), transport costs may be relevant in
determining the fair value of a contract that is in the scope of the
financial instruments Standards. This may be the case in determining
the fair value of a commodity for delivery to a particular location where
location is an attribute of the contract.

The application of IFRS 13's requirements under this heading is
limited to non-financial assets. This concept is not relevant for
financial assets, liabilites or an entity's own equity instruments
because those items do not have alternative uses as contemplated
in IFRS 13. [IFRS 13:BC63] Consequently, this topic is not dealt with
in this chapter but is discussed in section 4 of chapter A6 of this
manual.

—

The appropriate treatments for transaction and transport cesis are
illustrated in the following example.

Example 3.5.3 5 Measuring the fair value of financial liabilities and an

1 Gz
Level 1 principal (or most advantageous) market entlty S owh eqmty instruments

[IFRS 13:1E10 - IE22, Example 6] 5.1 Measuring the fair value of liabilities and an entity,s own equity
instruments — general

An asset is sold in two different active markets at different prices. An entity
enters into transactions in both markets and can access the price in those
markets for the asset at the measurement date. In Market A, the price that
would be received is CU286, transaction costs in that market are CU3 and the

5.1.1 General principles

costs to transport the asset to that market are CU2 (i.e. the net amount that Except when indicated otherwise, the guida}nce in this _sectin_)n
would be received is CU21). In Market B, the price that would be received is regarding liabilities applies equally to financial and non-financial
CU25, transaction costs in that market are CU1 and the costs to transport the liabilities.

asset to that market are CU2 (i.e. the net amount that would be received in
Market B is CU22).
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The fair value of a financial liability or an entity’'s own equity instrumentg
(e.g. an equity share issued as part of the consideration in a businesg
combination) is measured based on the assumption that the liability qr

equity instrument is transferred to a market participant at the measurement
date. [IFRS 13:34]

For a financial liability, it is assumed that the liability would remain
outstanding and the market participant transferee would be required to fulf|
the obligation. It would not be settled with the counterparty or otherwise
extinguished on the measurement date. [IFRS 13:34(a)]

IFRS 13 is clear that the fair value of a liability is based on a transfer
amount, i.e. the amount the reporting entity would need to pay a third
party to take on the obligation, and that obligation remains outstanding
and contractually unaltered before and after transfer. Fair value is
therefore not based on the premise of settling the liability with the
counterparty at the measurement date.

For an entity’s own equity instrument, it is assumed that the equity
instrument would remain outstanding and the market participant transferee
would take on the rights and responsibilities associated with the instrument.

The instrument would not be cancelled or otherwise extinguished on the
measurement date. [IFRS 13:34(b)]

IFRS 13 requires that the fair value measurement should be based
on an assumed transfer to a market participant even if an entity does
not intend to transfer its liability or own equity instrument to a third
party (e.g. because the entity has advantages relative to the market
that make it more beneficial for the entity to fulfil the liability \usirg
its own internal resources) or it is unable to do so (e.g. because the
counterparty would not permit the liability to be transferred o ‘another
party). [[FRS 13:BC81 & BC82]

Even when there is no observable market to provide pricing information
about the transfer of a liability or an entity’s own equity instruments
(e.g. because contractual or other legal restrictions prevent the transfer of
such items), there might be an observable market for such items if they are
held by other parties as assets (see 5.1.2). [IFRS 13:35]

Consistent with the objective of fair value measurement and the prioritisation
in the fair value hierarchy (see section 10), when measuring the fair value
of a liability or an entity’s own equity instrument at fair value, the entity
should maximise the use of relevant observable inputs and minimise the
use of unobservable inputs. [IFRS 13:36]
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5.1.2 Liabilities and equity instruments held by other parties as
E assels

rice for the transfer of an identical or a sjmilar financial
x\;gﬁir:yao?ugﬁeder?tity’s own equity instruments is not avgllgble, apd (;rj;
dantical item is held by another party as an asset, an lenhty is require
(b ure the fair value of the financial liability or equity instrument from the
measective of a market participant that holds the identical item as an asset
perﬁp measurement date. [[FRS 13:37] This requirement could be relevant,
? trt eiample, when measuring the fair value of corporate bonds or a call
c?ption on an entity's shares. [IFRS 13:35]

Determining the fair value of a fina(lcial liability or an entltyr‘ls Igyvn
equity instrument from the perspecti‘ve of the counjterparty tho .::nﬁ.
the same instrument as an asset remforcr.as the npt:on that the tﬁe
value ascribed to the contract is the.sa‘lme irrespective of whethe: fio
entity is the issuer or the holder. Th1§ is based on thg theory ad alS
value is based on a transaction in which the‘contract is transfelrlre . aS
opposad, to being settled or extinguished with the.holder. Ina case
the fzir value is based on the premise that the instrument remains
autstanding and therefore is a theoretical transfer value.

In the circumstances described above, the approprigte _bases for measlg ringi
the fair value of the liability or the entity's own equity instrument are liste
below, in descending order of preference: [IFRS 13:38]

(a) using the quoted price in an active market (see pelqw) for.the id.entical
item held by another party as an asset, if that price is available;

[ ice i i [ ble inputs, such as the
if that price is not available, using other observa " uts,

o quotecriJ price in a market that is not active for the identical item held by
another party as an asset; and

(c) if the observable prices in (a) and (b) above are not available, using
another valuation technique, such as:

i [ technique that takes

i) an income approach (e.g. a present value ie

v into account the future cash flows that a market par’qclpant would
expect to receive from holding the liability or equity ;nstrument as
an asset; see 8.6), or s

(i) a market approach (e.g. using quoted prices for similar liabilities
or equity instruments held by other parties as assets; see 8.4).

An active market is defined as “[a] market in which transactions for ’Fhe
asset or liability take place with sufficient frequency and vol_ume to provide
pricing information on an ongoing basis”. [IFRS 13:Appendix A]

i iabili ity’ ity instrument held by
A quoted price of a liability or an entity's own equity
angther erty as an asset should be adjusted only if there are factors
specific to the asset that are not applicable to the fair value measure_men’;
of the liability or equity instrument. An entity should ensure that the price ©
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ol Mo : :

(c) : rz?ea?grﬂsr:;dprotecthn: many instruments contain some form of
A tft:cg the risk of non-payment to the holder. In measurin

e ffh € Issuer and the holder of the instrument consider t )

of the protection on the fair value of the instrument unlesesr t;::

instrument than are needed to
make the payments (this i
::;irézz Lo tas ovgr-collateralisation). The ris)Ii of nor$~g§y:rs1§r?tr‘?21 Olmy
g tr%ehf?r Set):l)stence of more subordinated tranches of instrum:nstg
. Sses on the underlying assets and t
Fhe risk of more senior tranches absorbing losses. Whgirizcgtzgﬁggcii

Al
vatl:c;;g: p?ragraph_SS of the Expert Advisory Panel report refecs o th
Ot a ‘debt instrument’, the factors listed above wou,d alé?: b:
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IFRS 3 Business Combinations requires that the third-party loan is
measured at fair value at the date of acquisition. The measurement

requirements of IFRS 13 apply.

There are no quoted prices available for the transfer of an identical or
a similar liability.

When measuring the fair value of the loan at the date of acquisition

for the purpose of preparing consolidated financial statements, Entity A
should take into account the effect of its own guarantee of the loan
pecause the guarantee is part of the loan terms.

As discussed at 5.1.2, IFRS 13:37 requires that when a quoted price for the
transfer of an identical or a similar liability is not available, and the identical
itemn is held by another party as an asset, an entity should measure the fair
value of the liability from the perspective of a market participant that holds
the identical isam as an asset at the measurement date.

In the oircuimstances described, the loan is guaranteed by Entity A from
the date of acquisition. From the perspective of a market participant
haiting the loan as an asset, the fact that the loan is guaranteed by
Ej.uty A would be taken into account when measuring the fair value
of the loan receivable because the market participant would expect
to recover the loan from Entity A if Entity B defaulted on the loan.
Consequently, when measuring the fair value of the loan, a market
participant would take into account (1) the credit standing of Entity B,

and (2) the guarantee provided by Entity A.

This is also consistent with the requirement in IFRS 13:43 (see below)
that an entity should take into account the effect of its own credit risk
(credit standing) and any other factors that might influence the likelihood

that the obligation will or will not be fulfilled.

The effect of an entity’s credit standing and any other factors that might
influence the likelihood that the obligation will or will not be fulfilled may
differ depending on the nature of the liability (e.g. whether it is a financial or
a non-financial liability, or whether any credit enhancements are attached).

relevant i ini
tin determining the non-performance risk for a derivative

5.2.1-3

Impact of a
guarantee by an acqui
" ]’r "
acquiree’s loan — example quirer on the fair value of an

of the loan (i.e. the guaran .
loan terms). ’ tee by Entity A becomes part of the revised
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[IFRS 13:43]

To understand non-performance risk, consideration has to be given to
the specific terms of the instrument rather than simply looking at the
overall credit rating or quality of the entity in its entirety. Looking at the
latter will generally obscure the particular credit characteristics of the
instrument itself, like credit enhancements, or fail fo reflect the relative
seniority or subordination of the liability relative to the liabilities of the

entity.
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5.4 Financial liability with a demand feature

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

6 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 basis 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 exception permits an entity to measure the fair value of a group of
financial assets and financial liabilities on the basis of the price that would
be received to sell a net long position (i.e. an asset) for a particular risk
exposure or fo transfer a net short position (i.e. a liability) for a particular
risk 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. [[FRS 13:48] This exception only applies to

financial assets, financial liabilities and other contracts within the scope nf
IFRS 9. [IFRS 13:52]

In December 2013, the Board issued Annual Improvemiants. to
IFRSs 2011 - 2013 Cycle that amended IFRS 13:52 o clarity 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 liabilites as defined in IAS 32. The clarification was in
response to questions 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-finangcial
item that can be settled net in cash or another financial instrument, or

by exchanging financial instruments, as if the contracts were financial
instruments.
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6-1

Measuring the fair value of portfolios with offsetting risk positions —
application to portfolio of assets

i [ t exception in IFRS 13:48
ity is permitted to apply the measuremen
::;naeggrst{folig that contains only financial assets (gds t(:;ptF:]ostetcrj1 (taof;'::.! g;c;t:;)l
: s baw e .
i jal assets and financial Ilab|||’F|es) provide
Pf Ilrz?::nts have offsetting positions in mgrket risks or countirpla:tvy;
QZdit risk and that the detailed conditions in IFRS 13:49 (see belo

are met.

i i [ i lio
i [ ly financial assets is a portfo
le of a portfolio containing on ,
AP b?:drgpmeasured at fair value and purchased credit defauit §dvm(;agﬁ
leo measured at fair value. The credit default swaps may provi
offset to the credit risk associated with the specific bonds.

An entity i§ permitted to use this exception only if the entity does all of the
following:[IFRS 13:49]

1t irianages the group of financial assets and financia:(1i?pilil’ii<a(2rorr;stli18(§
; i ity’ rticular market ris
is of the entity’s net exposure to a pa | _
g??; the credit risk of a particular counterparty in accordanc\.e with the
entity’s documented risk management or investment strategy;

. ) ; s
i i ' bout the group of financial asse
it provides information on that bastlsla
: gr?d financial liabilities to the entity’s key management personnel, as
defined in 1AS 24 Related Party Disclosures; and

i those financial assets and
it is required or has elected to measure . : s
) :‘:nlasnci:l 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 Frgse;;c:ti:; .t;t’:fnheenrl
i i f financial instruments in
the basis for the presentation o : ‘ e et
i [ iti i the group basis for the me
of financial position differs from . e of
[ ial i i does not require or permi a
financial instruments (e.g. if IAS 32 . My b
i ial i ted on a net basis) an entity may
financial instruments to be presen asis . y oo
i j ts to the individual instrume
to allocate the portfolio-level adjustmen e e
[ Id be performed on a rea
ke up the group. That allocation shou rform _ ,
?nad conzisteng’: basis using a methodology appropriate in the circumstances

[IFRS 13:50]
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market risks or credit risk arising from a group of financial assets and
financial liabilities in specified circumstances. The portfolio exception
was intended to align the valuation of financial instruments for
financial reporting with an entity’s internal risk management practices.
In particular, the issue that was discussed by the Committee was
whether an entity is:

(a) permitted‘to apply the portfolio exception in IFRS 13 to measure
the resulting net risk exposure of a portfolio made up solely with
identical Level 1 instruments; or

(b) required to measure the financial assets and the financial liabilities
of such a portfolio on an individual basis, using the corresponding
Level 1 prices for each financial instrument.

In its discussions, the Committee observed that, in relation to
(a) above, the main question that needs to be addressed is whether
an entity;

(a) would be required to measure such a net risk exposure on the basis
of the Level 1 prices for the individual instruments that comprise
that net risk exposure; or

(b) would be allowed to consider the net risk exposure as a whole and,
consequently, consider adjusting it with any appropriate premiums
or discounts.

The Committee noted that there was insufficient guidance in the

Standard for it to be able to answer this question and so it decided

that this issue needs to be considered by the Board. Accordingly it

?hSkeBd the staff to present the Interpretations Committee’s concerns to
e Board.

The Board also nofed that this issue has similarities with ths iszue
of the interaction between the use of Level 1 inputs and tie unit of
account that arises when measuring the fair value of investments
in subsidiaries, joint ventures and associates (discussed above).
Consequently, the Board included this issue in exposure draft
ED/2014/4 Measuring Quoted Investments in Subsidiaries, Joint
Ventures and Associates at Fair Value issued in September 2014.
In the ED the Board included an illustrative example to illustrate the
application of IFRS 13:48 to a group of financial assets and financial
liabilities whose market risks are substantially the same and whose
fair value measurement is categorised within Level 1 of the fair value
hierarchy.

As part of the Board’s redeliberations following the publication of
the ED, the illustrative example was discussed by the Board in
April 2015 when it decided that the example appropriately illustrates
the application of IFRS 13:48. That is, if an entity elects to use the
exception in IFRS 13:48, the appropriate fair value measurement
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of the net risk exposure arising from a group of financial assets and
financial liabilities whose market risks are substantially the same, and
whose fair value measurement is categorised within Level 1 of the
fair value hierarchy, would be determined by multiplying the financial
instruments included in the resulting net position by the corresponding
unadjusted Level 1 price.

The Board noted that the proposed illustrative example to IFRS 13
is non-authoritative, and the comments received did not reveal
significant diversity in practice. Accordingly, the Board concluded that
it was unnecessary to publish the proposed illustrative example in
IFRS 13 as a separate document. Therefore the illustrative example is
not due to be published by the Board.

The example below is taken from the staff paper that was discussed
by the Board in April 2015 (agenda reference B). It is based on the
illustrative _@xample from the ED but also includes some of the
changes groposed by the staff following feedback received on the ED.
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Measuring the fair value of a portfolio of Level 1 financial assets
and financial liabilities with offsetting risk positions — example

Entity A holds a group of financial assets and financial liabilities
consisting of a 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 to CU102, with the mid-price being CU100.
The most representative bid price is CU99 and the most representative
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 transaction between market participants at
the measurement date under current market conditions.

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). Consequently, Entity A measures the group of financial assets
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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 IERS 15)
that are not initially measured at fair value, rather they are initially measured
at their transaction price as defined under IFRS 15,

If the asset has been acquired, or the liability assumed, in 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 liability) can be taken
to be the fair value of the asset or the liability. However, if the fair value
of the financial asset or financial liability at initial recognition differs from
the transaction price, an entity shall apply the day 1 P&L requirements of
IFRS 9 (see 7.3). [IFRS 9:5.1.1A & B5.1.2A]

Furthermore, 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 specifictn'the
transaction and to the asset and liability. [IFRS 13:59]

In many 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 tfransaction 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&L’ under IFRS 9,

IFRS 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 initial recognition.
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7.2

indicators that the transaction price is not representative of fair
value at initial recognition — examples

The following table repeats the factors Ii.stefd in IFF\’_S 13:B4 and growgﬁz
examples for each. Note that this list of mdu;ators |§ not exh;us ws, 2
other factors may exist that should be considered in e\.ialuatmg whe

a transaction price represents fair value (see IFRS 13:BC133).

Factor (IFRS 13:B4) | Example

The transaction is An entity purchasgs a pqrtfolio of troubled ]oans o
between related from an unconsolidated |nw_astee. The padzlisRm?a o
parties, although the definition of related parties under IAS e

the price in a related | Party Disclosures. A

party transaction The fact that the parties are related may indicate
may be usecas that the transaction price does not reflect fair value.
an input into a fair However, this alone would not be determm_atwe.
value measurement | Eyidence that the transaction was entered into at

if the reporting market terms may include:

gScvias ovidance |, g appointment of third parties to negotiate or

| thal the transaction maasme el i) b

s e the terms of the transaction are consistent with

R 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).

The transaction A hedge fund must sell all pf it‘s non—marlfetabt!ﬁ t
takes place under assets in responste lto a §plke in re_dej-mptllops a A
duress or the may lead to a quu1d1t3_/ crisis. A liquidity crisis may
seller is forced to an indicator of financial difficulty.

accept the price The factors in IFRS 13:B43 indicating thata

in the transaction transaction is not orderly (see 9.6) may also indicate
(e.g. if the seller that the transaction price does not represent fair

is experiencing value.

financial difficulty).
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An entity i : :

fron?r;r:g rsrersguwed tq disclose any changes in the qualitative informat;

entity’s oo s Poriod. Such changes may resuit from chan o

S8 rBT’Iar:?;:DOsure to risk or from changes in the way in which the ges e 1

i finaﬁigl gt?'?es 7:rtG17] This information is important becau);%OEures
ments need to understand the effect sers

imi th
have on the nature, timing and uncertainty of future cash flzt\n?g‘:h Shanges

On jecti '
evjuc;ft ;h:noggjq?i(t::(l’\;esb('jjftthe disclosure requirements is to enable users ¢
ability to generate returns, and t i |
; en ; 0 apprec '
nd uncertainties of those expected returns. This evalfaaion'ifnt:ilnsgs
Y be

meaningiful if it is carried out | '
iy in the context of the entity’s risk management

5.2 Quantitative disclosures

For each type of risk arising from financial ins
. , risir truments i

gzgtgftct)hgr?:c;i .quantlt_atrve information about exposu,rLFgSth?:cltrericglirr:tstsn
oo tp i rigg pe:lod, based on information reported internally to kee
e s rz Or?pne ; [!FRS 7:34(a)] If more than one method is used ty
T and mg t information abogt risk exposures, then the method th c:
kgl Thz ;ec;zi?at aer;d cl;?hgblg information should be discroses
information are that such disgclosures:a[?llzn!gs C;I.Sg:gj#]res .

® provide a useful insight int isk is vi
i ght into how risk is viewed and managed by the

e g3 i i
re based on information that has a more predictive value thap

. . .
dapt to changes in the manner in which risk is measured and rnanaged

and allows users to
use the same dat -
measure and manage fiok. a that managemernit uses to

K ,
“ ;?31/ gznige.r;?nt personngl are defined as “those persons having authorit
ponsibility for planning, directing and controlling the activities of thg

entity, directly or indirectly. i i i
_ Y, includ i
B o A 24:gf]ng any director (whether executive or

5.2-1
Definition of ‘key management personnel’

Followi initi i
Rt ew):gg ; the _defmltfon, _any director, whether executive or
Rl ut live, will be considered to be key management personnel
g direlgtlolrc;n ?f key management personnel is, however, wider thari
il inc?u ;n g_ntlty, Key management personnel rnig’;ht in some
; e directors of subsidiari i

= . ‘ es who are not direct

e parent entity and senior Mmanagers who are not directors. OOrfhg:
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managers may be included as key management personnel in some
circumstances, and not in others. Consideration needs to be given to
the relative autonomy of management and whether their decisions are
subject to the approval of the board of directors. For example, a Treasury
Manager in an organisation may unilaterally review exposures and act
independently following only guidelines and objectives established by
the board of directors. In such circumstances, the Treasury Manager
may be considered to be part of the key management personnel of
that entity. In contrast, if the Treasury Manager operates purely in
accordance with detailed treasury risk policies set out and approved
by the board of directors, then that person is more likely fo be excluded
from the definition of key management personnel. In order to arrive
at an appropriate determination, it is always necessary to obtain a
thorough understanding of the manager’s role within the organisation

and the extent of his or her authority.

In addition i the disclosures under IFRS 7:34(a) (see above), which are
based orlinformation provided to key management personnel, IFRS 7:34(b)
requires disclosures regarding credit, liquidity and market risk to the extent
thai thase are not covered by the disclosures under IFRS 7:34(a) (see 5.2.1

£575.2.3).

Disclosures regarding concentrations of risk are also required to be
provided if not apparent from the disclosures provided in accordance with
IFRS 7:34(a) and (b). [IFRS 7:34(c)] Concentrations of risk arise from
financial instruments that have similar characteristics and are affected
similarly by changes in economic or other conditions. The identification of
concentrations of risk requires judgement and must take into account the
specific circumstances of the entity. Disclosures may include: [IFRS 7:B8]

e a description of how management determines concentrations,

e a description of the shared characteristic that identifies each
concentration (e.g. counterparty credit rating, geographical distribution,
industry sector and other risks such as liquidity and market risks); and

the amount of the risk exposure associated with all financial instruments
that share that risk characteristic. .

In all circumstances, the quantitative information should be provided for
the risk exposures that exist at the end of the reporting period. When such
information is unrepresentative of the exposure to financial risk during the
period, an entity should provide additional information, which may include,
but not be limited to, disclosure of the highest, lowest and average amount
of risk the entity was exposed to during the period. For example, if an entity
typically has a large exposure to a particular currency, but at year-end
unwinds the position, the entity might disclose a graph that shows the
exposure at various times during the period, or disclose the highest, lowest

and average exposures. [IFRS 7:1G20]
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3.2.1 Credit risk

Credit risk is defined as “the risk that one party to a financial instrumeng
will cause a financial loss for the other party by failing to discharge an
obligation”. [IFRS 7:Appendix A] IFRS 7 disclosure requirements regarding
credit risk are substantial and are discussed in detail below.

When applying the IFRS 9 impairment model there are many
judgements for management to take. For example, a key judgement is
how to determine when there has been a significant increase in credit
risk. This is an important judgement because it determines when an
allowance for lifetime expected losses should be recognised instead
of 12-month expected losses. Other judgements include an entity's
definition of default and determination of low credit risk; both of which
can have a significant effect on the recognition and measurement of
expected losses. Furthermore, any measurement of expected losses
is inherently subjective because it uses forward-looking information,
management assumptions and estimates and entity specific inputs, all
of which can give rise to measurement uncertainty. The methods and
approaches used to determine expected losses will also vary amongst
entities depending, in part, on their approach to risk management but

also due to availability of information without undue cost and effort
(see 5.3.5 in chapter B&).

Given all of these factors influencing the application of the IFRS 9
impairment model, it is no surprise that IFRS 7 requires in-depth
disclosures about how an entity has applied the model, what the
results of applying the model have been for each class of

financial
instrument, and the reasons why for any changes in expected

lossaa.

5.2.1.1  Scope and objective

The IFRS 7 credit risk disclosures are designed to enableisars of financial
statements to understand the effect of credit risk on the amount, timing and
uncertainty of future cash flows. This is achieved by requiring disclosures
in the following three areas for financial instruments to which the IFRS 9
impairment requirements are applied (see 5.1 in chapter B6): [[FRS 7:35B]

e credit risk management practices ~ requiring information on some

of the key judgements, inputs, assumptions and estimation techniques
used to apply the IFRS 9 impairment model and in essence explains
how the entity has applied the model (see 5.2.1.2);

® quantitative and qualitative informa
from expected credit losses — req
of changes in the loss allowance by
requirements, in essence explaining

model were, supplemented by narrativ
as they were (

tion about amounts arising
uiring a detailed recongiliation
class, with a number of specific
what the results of applying the

e explaining why the results were
i.e. giving cause and effect analysis) (see 5.2.1.3); and
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credit risk exposures — requiring informa’Eion about thg entity’s
exposure to credit risk and significant credit risk concentrations (see

5.2.1.4).

[ i financial instruments to which the
se disclosures are required for all . : _
;lr—rr]]gairment requirements in IFRS 9 are applied. However: [IFRS 7:35A]

IFRS 7:35J(a) applies for trade receivables, contract assets anc! leas:e
receivables on which lifetime expected credit Io'sses are recogmseﬁ ig
accordance with IFRS 9:5.5.15, if those financial assets are modifie
while more than 30 days past due; and

IFRS 7:35K(b) does not apply to lease receivables.

When providing the above disclosures consideration should be given as to:
[IFRS 7:35D]

how much detail to disclose, how much emphasis to place on different
aspects of the disclosure requirements;

the apgropriate level of aggregation or disaggregation; and

wkeiher users of financial statements need additional explanations to
avaluate the quantitative information disclosed.

i#'the specific credit risk disclosures required‘by IFRS 7 (see 5.2.1.t2 tg
;"; 2.1.7) are insufficient to enable users of financial statemgnts to unders anh
tr;e.e{‘fect of credit risk on the amount, timing and .uncertal_nty of future cas
flows, an entity is required to disclose additional information as necessary.
[IFRS 7:35E]

As with other IFRS 7 disclosures, gredit risk information rr;ﬁgrebii
disclosed outside the notes to the financial statements as long 1:as o
cross-reference from the financial statements to other §tatemen s, Ssuof B
a management commentary or risk report that are avqllable to use:[r orine
financial statements on the same terms as the financial statemen ? ae
the same time. Without the information incorporated by cross-reference,
the financial statements are incomplete. [IFRS 7:35C]

IFRS 7 also requires some disclosures about credit exposures not in scope
of the IFRS 9 impairment requirements, see 5.2.1.5 and 5.2.1.6.

5.2.1.2 Credit risk management practices

An explanation of an entity’s credit risk management practlces,tmdclgl(rjég?t
how they relate to the recognition andlmea!surement of expTec e oo
losses, is a key component of the credit risk disclosures. IFRS sfp?_(r:] el :!I
requires the disclosure of information that enables users of fi
statements to understand and evaluate: [IFRS 7:35F]

(a) how an entity determined whether the credit risk of financial instruments

has increased significantly since initial recognition, including, if and
how:
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(¢} changes in the estimation techni

; ues or signifi ;
during the reporting period and q significant assumptions made

the reasons for those changes.

gr;sir;tlty sdassumptions and inputs used to measure expected credj
dohs .;)'r eterm[ne the gxtent of increases in credit risk since initi l}
gnition may include information obtained from internal historic:]

5.2.1.3 Quantitative and qualitative information a
from expected credit losses

Fro.m period to period the amount of the loss
vangty of reasons. For example, it could go up
lending activity or because of an increase in cre
or they could go down because of write-offs
predlt risk on existing lending. Each of th
important information value and therefore |[FR
of the f:hanges in the loss allowance and the
In pgrtlcular it requires a reconciliation from
closing balance of the loss allowance by clas
fable, showing separately the change;s during

bout amounts arising

allowance could vary for a
pecause of an increase in
dit risk on existing lending;
or sales, or a reduction ir;
ese different reasons has
S 7 requires an explanation
reasons for those changes,
the opening balance to the
s of financial instrument in 3
the period for: [IFRS 7:35H]

(b) the loss allowance measured at an amount e

s qual to lifetime expected

(i) financialinstruments forwhich creditrisk hasincrea

' initi e dsigniticant|
since initial recognition creased signiticantly
et 9 but that are not credit-impairag financial

(if) financial assets that are credit-

impaired aoorti
that are not purchased or origi : i Trpenoe D o 5

i . nated credit-impaired); and
”:e; tlaorece:;fables, cqntract assets or lease receivables for which
Ss allowance is measured at an amount equal to lifetime

expected losses usin implifi
chapter B6); g the simplified approach (see 5.2.5.2 in

(i)

5.2.1.341

Assessing for significant in :
) Creases in credit ri i :
assets with a maturity of less than 12 months" isk for financial

IF i i
rjsifo?ﬁ:]e::g:fi r?nt assestsment of significant increases in credit
struments irrespective of whether th ity i
| e maturity is
12 months or less. Even though in some cases the measuremi;\t
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of expected credit losses may be the same whether credit risk
has increased significantly or not, the assessment of significant
increase in credit risk is distinct from the measurement of expected
credit losses. Knowing whether a financial instrument’s credit
risk has significantly increased is relevant information given
assessing changes in credit risk would generally be consistent
with risk management practices and the expected life of a financial
instrument may change if it has suffered a significant increase in
credit risk.

Furthermore, IFRS 7:35H and 35M require disclosures that
distinguish between assets for which the loss allowance is equal
to 12-month expected credit losses and assets for which the loss
allowance is equal to lifetime expected credit losses. Therefore,
it is necessary for disclosure purposes that an entity assesses
significant increases in credit risk on its loan assets.

The disclosures in IFRS 7 are required to provide users with
information about the credit quality of loan assets held and subject
i the IFRS 9 impairment requirements. The separate disclosure
is relevant because it distinguishes between those assets on
which there has been a significant increase in credit risk and those
on which there has not. Credit risk information assists users to
understand an entity’s exposure to credit risk, regardless of whether
the asset matures in more or less than 12 months. Because of the
credit deterioration, the measurement of expected credit losses for
assets with a significant increase in credit risk would be expected to
be higher than the measurement of expected credit losses before a
significant increase in credit risk. Consequently, identifying assets
that have exhibited a significant increase in credit risk separately
provides relevant credit risk information.

Note that for some financial assets (i.e. purchased or originated
credit-impaired financial assets (see IFRS 9:5.5.13 and 5.5.14)
and financial assets for which the simplified approach is applied
(see IFRS 9:5.5.15 and 5.5.16)), itis not required to track significant
increases in credit risk to meet the disclosure requirements of
IFRS 7. The simplified approach is not applicable for short-term
loans.

The following example illustrates this issue.
Example

Entity A originates loan assets with terms of less than 12 months.
The assets are not originated credit-impaired.

In accordance with IFRS 9:5.5.3, if, at the reporting date, the
credit risk on a loan asset has increased significantly since initial
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B11 Disclosure

Credit-
o impaireq
Lifetime _ Lifetime  financig|
expected expected assets
12~mo;1tg credit credit  (lifetime
expecte losses losses expect
Mortgage loans — credit (collectively (individually pcre:ic:
loss allowance losses assessed) assessed losses)
New financial
assets originated or
purchased X = -
Write-offs - ~ X) ()_(
Changes in models/ }
risk parameters X X X X
Foreign exchange
and other
movements X X X X
Loss allowance as B B b
at 31 December X X
X X

Significant changes in the gross carryi
_ ying amount of mortgage |
contributed to changes in the loss allowance were: gege fans g

) Thg acguisition of the ABC prime mortgage portfolio increased the
residential mortgage book by x per cent, with a corresponding increase in
the loss allowance measured on a 12-month basis.

mgrket reduped the loss allowance for financial assets with objrctive
evidence of impairment by CUX. \

® _The expected increase in unemployment in the Region X caused a net
increase in financial assets whose loss allowance is eqial (o lifetime
expected credit losses and drove a net increase of CLIX in the lifetime
expected credit losses allowance.

¢ The write-off of the CUXX DEF portfolio following the collapse of the local |

To supplement the reconciliation of the loss allowance i

an faxpla_natilon of how significant changes in the grosé L:Z?r?inz r:g:g[}ist
of financial instruments during the period contributed to changes in the
loss allqwance. The information, both qualitative and quantitative, should
be provided separately for financial instruments that represent ’Ehe loss
allowance listed in IFRS 7:35H(a) to (c) (see above).
Examples of changes in the gross carrying amount of financial instruments

that contributed to the changes in the | ; j
[IFRS 7:351] 9 oss allowance may include:

(@) changes because of financial instruments origi ; ]
riginated
the reporting period; g or acquired during
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the modification of contractual cash flows on financial assets that do
not result in a derecognition of those financial assets in accordance

with IFRS 9;

¢) changes because of financial instruments that were derecognised or
written-off during the reporting period; and

(d) changes arising from whether the loss allowance is measured at an

amount equal to 12-month or lifetime expected credit losses.

IFRS 7:35l(d) refers to changes arising from whether the loss
allowance is measured at an amount equal to 12-month or lifetime
expected losses. It should be noted that moving between 12-month
and lifetime expected losses does not give rise to a change in the
gross carrying amount for the particular asset (i.e. the gross amount
of the asset remains the same and only the loss allowance changes).
However, moving between 12-month and lifetime expected losses
change¢ the proportion of the gross amounts that are subject to
12-mionth or lifetime expected losses.

5,2)1:3-2

Disclosure of the gross carrying amount for financial assets
measured at fair value through other comprehensive income
under IFRS 9:4.1.2A

The disclosures provided regarding the gross carrying amount of
financial assets should include financial assets measured at fair value
through other comprehensive income (FVTOCI) under IFRS 9:4.1.2A
(ie. debt instruments measured at FVTOCI). As explained at 4.1.8-1,
the disclosures required under IFRS 7:35F to 35N apply equally to
financial assets measured at FVTOCI in accordance with IFRS 9:4.1.2A.
Information regarding gross carrying amount is equally relevant for
financial assets in the scope of the impairment requirements irrespective
of whether they are classified as at amortised cost or FVTOCI.

Example 5.2.1.3B
Changes in gross carrying amount
[Extract from IFRS 7:1G20B]

The following example illustrates one way of providing information about the
significant changes in the gross carrying amount of financial assets during the
period that contributed to changes in the loss allowance. This example does not
illustrate the requirements for financial assets that are purchased or originated

credit-impaired.
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B11 Disclosure

_ Credit-
IMpaired
) ‘ financia|
Lifetime Lifetime

12-month expecied e e

. xpected lifeti
M:)rtgage lo_ans— expected credit losses credit losses eg(;::? :
gm;s:nc;arrymg Ic:redlt {collectively (individually cre:i(:

osses assessed as

Smoun ) sessed) losses)

Gross carrying
amount as at
1 January X X %

Individual financial

assets transferred

to lifetime expected

credit losses ) - X

Individual financial

assets transferred

to credit-impaired

financial assets (X) - X

Individual financial .
assets transferred

from credit-impaired

financial assets X - X

Financial assets
assessed on
collective basis (X) X N

New financial |
assets originated or
purchased X _

Write-offs <. o
: )

Financial assets
that have been
derecognised (X)

{X) X
Changes due to ¥ "
modifications that
did not result in
derecognition (X)

- X

Other changes ) o

[ >
I ><
[
| =<

Gross carrying
amount as at
31 December X X X
X

tI?eetcause t:'ne allowance for expected losses is derived from the difference
ﬂoWween all the contractual .cash flows that are due and the contractual cash
s expected to be received, a modification of a financial asset which
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does not result in derecognition can give rise to a change in the amount

of the loss allowance. Furthermore, a modification could change the credit

risk of a financial asset such that the loss allowance is measured on a

different basis (e.g. moving from lifetime to 12-month expected losses).

consequently, IFRS 7 requires disclosures on the nature and effect of
modifications and how they affect the measurement of expected credit
losses. These disclosures cover all modifications that have not resulied
in derecognition of the financial asset and not only those that arise from
financial difficulty of the borrower. The following disclosures are required:

[IFRS 7:35J]

(a) theamortised cost before the modification and the net modification gain
or loss recognised for financial assets for which the contractual cash
flows have been modified during the reporting period while they had
a loss allowance measured at an amount equal to lifetime expected
credit losses; and

(b) the gross carrying amount at the end of the reporting period of financial
assets that have been modified since initial recognition at a time when
the lnss allowance was measured at an amount equal to lifetime
slpscted credit losses and for which the loss allowance has changed
during the reporting period to an amount equal o 12-month expected

credit losses.

When lifetime expected credit losses are recognised for trade receivables,
contract assets (under IFRS 15) and lease receivables using the simplified
approach (see 5.2.5.2 in chapter B6) and those assets are modified while
more than 30 days past due, the disclosures in paragraph (a) immediately
above applies to those assets. [IFRS 7:35A(a)] '

5.2.1.3-3

Lifetime expected loss disclosures for modified financial assets

The disclosures in IFRS 7:35J specifically apply to assets which
had a lifetime expected loss allowance when they were maodified.
This would appear to exclude purchase or originated credit-impaired
financial assets which have a loss allowance measured at an amount
equal to the change in lifetime expected losses since initial recognition
(see 5.2.5.3 in chapter B6). This is reasonable given IFRS 7:35J(b)
refers to a 12-month expected loss provision which is not relevant for
purchased credit-impaired financial assets. However, the information
required by IFRS 7:35J(a) would appear to be equally relevant for
purchased or originated credit-impaired financial assets. Consequently,
an entity should consider whether this information should be provided
for purchased or originated credit-impaired financial assets in order to
meet the credit risk disclosure objectives (see 5.2.1.1).

For a financial asset measured at FVTOCI, the loan loss allowance
is the same as if the asset was measured at amortised cost, except
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