Fair Value Measurement

Wording differences between the IASB exposure draft Fair Value
Measurement and FASB Statement of Financial Accounting Standards No.

157 Fair Value Measurements

Introduction

The 1ASB’s starting point in developing the exposure draft Fair Value Measurement was
Statement of Financial Accounting Standards No. 157 Fair Value Measurements (SFAS 157)
issued by the US Financial Accounting Standards Board (FASB). The IASB believes that the
proposals in the exposure draft are largely consistent with the requirements in SFAS 157 (as
amended) except for the differences listed in paragraph BC110 in the Basis for Conclusions of

the exposure draft.

To complement paragraph BC110, the staff have prepared a marked-up text showing wording
differences between the exposure draft and SFAS 157. This marked-up text is a staff document
and does not replace the exposure draft or SFAS 157. The marked-up text is not authoritative
and is provided for the convenience of respondents. Neither the IASB nor the FASB have

reviewed this marked-up text.
Documents and amendments included in the marked-up text

The marked-up text compares the exposure draft and the accompanying illustrative examples
with SFAS 157. The marked-up text does not include the invitation to comment, scope
paragraphs, effective date and transition provisions, and Appendix D (amendments to other
IFRSs). Similarly, it does not include the appendix to the illustrative examples (amendments to

guidance in other IFRSS). It also does not include the Basis for Conclusions.
The basis for this comparison was the text of SFAS 157, as amended by:

(a) FSP FAS 157-1—Application of FASB Statement No. 157 to FASB Statement No. 13 and
Other Accounting Pronouncements That Address Fair Value Measurements for Purposes of
Lease Classification or Measurement under Statement 13
(Issue Date February 14, 2008)

(b) FSP FAS 157-2—Effective Date of FASB Statement No. 157
(Issue Date February 12, 2008)
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Fair VValue Measurement

(c) FSP FAS 157-3—Determining the Fair Value of a Financial Asset When the Market for
That Asset Is Not Active
(Issue Date October 10, 2008)

(d) FSP FAS 157-4—Determining Fair Value When the Volume and Level of Activity for the
Asset or Liability Have Significantly Decreased and ldentifying Transactions That Are Not
Orderly
(Issue Date April 9, 2009)

At the time of this comparison the FASB had out for public comment two exposure drafts that do

not form part of this comparison:

(@) FSP FAS 157-f —Measuring Liabilities under FAS 157
(Publication Date May 1, 2009)

(b) FSP FAS 157-g —Applying Fair Value to Interests in Alternative Investments
(Publication Date June 8, 2009)

The marked-up text

The text compares each paragraph of the exposure draft with the wording in the related
paragraph(s) in SFAS 157. Words added by the exposure draft are underlined and words that are

not included in the exposure draft are struck through.

The marked-up text does not indicate which paragraphs in SFAS 157 are the source for each
paragraph in the exposure draft. The staff has prepared a table of concordance to show this

information. This table is available on the project page on our website at www.iasb.org.

Portions of FASB Statement No. 157, Fair Value Measurements, copyright 2006 by the
Financial Accounting Standards Board, 401 Merrit 7, Norwalk, Connecticut 06856, USA, are
used by permission. Copies of the complete document are available from the FASB. Further
reproduction of the FASB material included in this work is not permitted without the written
consent of the FASB.
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Exposure Draft

Fair Value Measurement

[a marked up version prepared by the staff of the IASB, showing differences between the text of this exposure draft and the
equivalent text of Statement of Financial Accounting Standards No. 157 Fair Value Measurements(SFAS 157). See
separate document for more information about the scope and nature of this text]
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Fair Value Measurement

Introduction

[This section is not reproduced for the purpose of this mark up.]
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[Draft] International Financial Reporting Standard X
Fair Value Measurement

Core principle

1 Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date.-

Scope

2 [This section is not reproduced for the purpose of this mark up.]

Measurement
Fair value

4 The following paragraphs discuss aspects of the core principle:
(a) the asset or liability (paragraphs 5 and 6)
(b) the transaction (paragraphs 7-12)
(c) market participants (paragraphs 13 and 14)
(d) the price (paragraphs 15 and 16)
(e) application to assets (paragraphs 17-24)
(f application to liabilities (paragraphs 25-31)
(a) application to equity instruments (paragraphs 32 and 33).
The asset or liability

5 A fair value measurement is for a particular asset or Iiability.*— Therefore, the measurement shoeuld shall
consider attributes-specific-to_the characteristics of the asset or liabilityfer-example;_(eq the condition
and/oer location of the asset er—tability—and restrictions, if any, on the-its sale or use ef) if market
participants would consider those characteristics when determining the price for the asset or liability at
the measurement date.

6 The asset or liability might be a stand-alone asset or liability (fer-example;eg a financial instrument or an

operating asset) or a group of assets anel#or Ilabllltles (fepexampleuanassetgreu& _g a repenmg cash- generatmg
unit; or a business)-

Habilities—depends) depending on #s— the un|t of account—'Fhe—umt—ef—aeeeum—dete#mmes—what—ls—bemg

measured _prescribed by reference IFRSs appllcabl e to the level—at—whteh—the—asset or I|ab|I|ty ts—agg%egated—(or
dsagg#egated)—fer—pwpesesgroup of apply 8

asset_assets or HabHity
preneuﬂeememshexeeppasﬁmwdedmpa;agmph%lllabllltles

The core principle focuses on assets and liabilities because they are a primary subject of accounting measurement. However,

as discussed in paragraphs 32 and 33, the core principle shall also be applied when measuring the fair value of equity

instruments.
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The transaction Fhe-Principal-(or-Most-Advantageous)-Market

7 A fair value measurement assumes that the asset or liability is exchanged in an orderly transaction between
market participants to sell the asset or transfer the liability at the measurement date. An orderly transaction is a
transaction that assumes exposure to the market for a period before the measurement date to allow for marketing
activities that are usual and customary for transactions involving such assets or liabilities; it is not a forced
transaction (eg a forced liquidation or distress sale).

8 A fair value measurement shall assume that the transaction to sell the asset or transfer the liability takes

glac GGGH-FS—II’I the most advantaqeous market eﬂﬂerpal—market—feptheasset—ephabHWqu—theﬂabsenee
Hity-to which the entity has

access. The most advantageous market is the market m—whteh—the—repemng—enﬂty—weutd—seu—the—aseet—er
transfer-the liabilitywith-the-price-that maximiszes the amount that would be received for to sell the asset
or minimiszes the amount that would be paid to transfer the liability, after considering transaction costs

and transport costs.

9 Because different entities (and businesses within those entities) with different activities enter into transactions in

different markets, the respectivemost advantageous market{s)—n-eithercase; for the principal{same asset or
liability might be different for different entities. Therefore, the most advantageous) market (and thus, market

part|C|pants) sheu4d—shal| be con5|dered from the perspectlve of the reportlng entlty—thereby—auewng—fer

10 An entity need not undertake an exhaustive search of all possible markets to identify the most advantageous
market. The market in which the entity would normally enter into a transaction for the asset or liability is
presumed to be the most advantageous market.

11 In the absence of evidence to the contrary, an entity may assume that the principal market for the asset or
liability is the most advantaqeous market Drowded that the entltv can access the Drlncmal market The principal
market is the market in-w y with-the-with the
greatest volume and level of act|V|ty for the asset or Ilablllty Reqardless of the market used an entity shall
apply the fair value hierarchy as described in paragraphs 43 and 44.

12 In the absence of an actual transaction to sell the asset or transfer the liability at the measurement date, a fair
value measurement assumes a hypothetical transaction at that date, considered from the perspective of a market
participant that holds the asset or owes the liability. That hypothetical transaction notion establishes a basis for
estimating the price to sell the asset or to transfer the liability. Because the transaction is hypothetical, it is
necessary to consider the characteristics of market participants who would enter into a transaction for the asset

or liability.

Market participants

13 Market participants are buyers and sellers in the principal{or-most advantageous) market for the asset or
liability that are:

€)] independent of the-reperting-entity;-that-is;each other,” ie they are not related parties*— (as defined in
IAS 24 Related Party Disclosures);

(b)
ht ebtained-through-cue-diligence
eﬁerts—that—are—usual—anel—eustemar—yas ie thev are sufﬁcnentlv informed to make an investment
decision and are presumed to be knowledgeable as the reporting entity about the asset or liability;
(©) able to transactenter into a transaction for the asset or liability; and
(d) willing to transaetenter into a transaction for the asset or liability;-that-is;, ie they are motivated but

not forced or otherwise compelled to do so.

Although an entity must have access to the market at the measurement date, it does not need to be able to sell the particular
asset or transfer the particular liability on that date, eq if there is a restriction on the sale of the asset (see paragraphs 46 and

47).

The reporting entity is a market participant, but it is not the only market participant to consider when measuring fair value.
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The fair value of the asset or liability shall be determined-based-onrmeasured using the assumptions that
market participants would use in pricing the asset or liability.— In developing those assumptions, the
reperting_an entity need not identify specific market participants.- Rather, the reperting-entity should
shall identify characteristics that distinguish market participants generally, considering factors specific to

(a)- the asset or liability,
(b)- the principal-{er-most advantageous} market for the asset or liability; and
(c)- market participants with whom the reporting entity would transact enter into a transaction in

that market.

The price

Fair value is the price that would be received to sell an asset or paid to transfer a liability in the most
advantageous market at the measurement date (an exit price), whether that price is directly observable or
estimated using a valuation technique. In the absence of an observable market to provide pricing information, an

entity shall con5|der the characteristics of market partlcmants who Would enter into a transactlon for the asset or
li ablllty

Although transaction costs are considered when determining the most advantageous market, tFhe price in-the
principal{or-most-advantageous)-market-used to measure the fair value of the asset or liability shall not be
adjusted for transaction-those costs. Transaction costs are represent-the incremental direct costs to sell the asset
or transfer the liability—in-theprincipal-(or-rmost-advantageous)-marketfor-the-asset-orHabiity. Transaction
costs are not a characteristic an-attribute-of the asset or liability; rather, they are specific to the transaction and
will differ depending on how the reporting entity transaets_enters into a transaction for an asset or liability.
TFHowever, transaction costs do not include the costs that would be incurred to transport the asset er-tiabitity-to
for fromy its principal-{er-most advantageousy market. If location is a characteristic an-attribute-of the asset er
Habiity-(as might be the case for a commodity), the price in the prineipal-{er-most advantageous) market used-te

measure-the-fair-value-of-the-asset-er-Habiity-shall be adjusted for the costs, if any, that would be incurred to
transport the asset erHabitity-to {or from)-s-principal{ormost-advantagesus) that market.

Application to assets: highest and best use

A fair value measurement considers a market participant’s ability to generate economic benefit by using the
asset or bv selling it to another market partlcmant Who will use the asset in |ts hlqhest and best use. Aimwalue

terms—hnghest and best use refers to the use of an asset by market part|C|pants that would maximisze th e value
of the asset or the group of assets and liabilities (eg a business) within which the asset would be used—Highest

. considering uses of the asset that are physically
possible, legally permissible and financially feasible at the measurement date. A use that is:

() physically possible takes into account the physical characteristics of the asset that market participants
would consider when pricing the asset (eg the location or size of a property).

(b) legally permissible takes into account any legal restrictions on the use of the asset that market
participants would consider when pricing the asset (eg the zoning regulations applicable to a
property).

(c) financially feasible takes into account whether a use of the asset that is physically possible and legally

permissible generates adequate income or cash flows (taking into consideration the costs of
converting the asset to that use) to produce an investment return that market participants would
require from an investment in that asset put to that use.

Highest and best use is determined from the perspective of market participants, even if the intended-use-of-the
asset-by-the-reporting entity isintends a different—_use. However, an entity need not perform an exhaustive
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Fair Value Measurement

search for other potential uses if there is no evidence to suggest that the current use of an asset is not its highest
and best use.

The highest and best use of an asset acquired in a business combination might differ from the intended use of
the asset by the acquirer. For competitive or other reasons, the acquirer may intend not to use an acquired asset
actively or it may not intend to use the asset in the same way as other market participants. This might be the case
for some acquired intangible assets, eg an acquired trademark that competes with an entity’s own trademark.
Nevertheless, an entity shall measure the fair value of the asset assuming its highest and best use by market

participants.

In some cases, an entity uses an asset together with other assets in a way that differs from the highest and best
use of the asset. For example, an entity might operate a factory on a parcel of land even though the highest and
best use of the land is to demolish the factory and build residential property. In such cases, the fair value of the
asset group has the following components:

(a) the value of the assets assuming their current use. This value differs from fair value when the current
use of the assets is not their highest and best use. However, this value reflects all other factors market
participants would consider when determining the price for the assets.

(b) the amount by which the fair value of the assets differs from their value in their current use (ie the
incremental value of the asset group).

An entity shall recognise the incremental value described in paragraph 20(b) together with the asset to which it
relates. Using the example in paragraph 20, the incremental value relates to the entity’s ability to convert the
land from its current use as an industrial property to its highest and best use as a residential property.
Accordingly, the fair value of the land comprises its value assuming its current use plus the incremental value
described in paragraph 20(b). The amount attributed to the factory reflects its current use as noted in paragraph
20(a). An entity shall account for the assets in accordance with the IFRSs applicable to those assets.

Application to assets: valuation premise

The highest and best use of the asset establishes the valuation premise used to measure the fair value of the
asset.- Specifically:

(a——In-use—) The highest and best use of the asset is ‘in-_.use’ if the asset would provide maximum
value to market participants principally through its use in combination with other assets and liabilities
as a group (as installed or otherwise configured for use).—Fer-example—that-might-bethe-casefor
certain-nonfinancial-assets— If the highest and best use of the asset is in-_use, the fair value of the asset
shall be measured using an in-use valuation premise.- When using an in-use valuation premise, the
fair value of the asset is determined-based-measured on the basis of the price that would be received in
a current transaction to sell the asset assuming that the asset would be used with other assets and
liabilities as a group and that those assets and liabilities (complementary assets and liabilities) would
be available to market participants. -Generathy—assumptions Assumptions about the highest and best
use of the asset shoutd shall be consistent for all of the assets of the group within which it would be
used.

(b——n-exehange—) The highest and best use of the asset is ‘in-_exchange’ if the asset would provide
maximum value to market participants principally on a stand-alone basis.—Foerexample-that-might-be
the-case-for-afinanetal-asset— If the highest and best use of the asset is in- exchange, the fair value of
the asset shall be measured using an in-exchange valuation premise. “When—using_Using an in-
exchange valuation premise, the fair value of the asset is determined-based-en-the price that would be
received in a current transaction to sell the asset standalone—to market participants who would use the
asset on a stand-alone basis.

Because the highest and best use of the asset is determined based-on the basis of its use by market participants,
the-fair value measurementconsiders reflects the assumptions that market participants would use in pricing the
asset, whether using an in-use or an in-exchange valuation premise-".! Both the in-use valuation premise and the
in-exchange valuation premise assume that the asset is sold individually, ie not as part of a group of assets or a
business. However, the in-use valuation premise assumes that market participants will use the asset in

+

The fair value of an asset in use is determined on the basis of the use of the asset together with other assets and liabilities as a

group (consistently with its highest and best use from the perspective of market participants), even if the asset is aggregated

(or disaggregated) at a different level when applying other IFRSs.
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combination with other assets or liabilities, and that those assets and liabilities are available to those market
participants.

An entity shall use an in-exchange valuation premise when measuring the fair value of a financial asset. The fair
value of a financial asset determined using the in-exchange valuation premise reflects any benefits that market
participants would derive from holding that asset in a diversified portfolio. As a result, the in-use valuation
premise is not relevant for financial assets.

Application to liabilities: general principles

A fair value measurement assumes that the liability is transferred to a market participant at the measurement

date (the liability to-the-counterparty-continues;-itis-notsettled) and
liability-is the same before and after its transfer.-

the market participant transferee would be required to fulfil it; it
is not settled with the counterparty or otherwise extinguished).

In many cases, there will not be an observable market price for the transfer of a liability. In such cases, an entity
shall measure the fair value of a liability using the same methodology that the counterparty would use to
measure the fair value of the corresponding asset.

If there is an active market for transactions between parties who hold debt securities as an asset, the observed
price in that market also represents the fair value of the issuer’s liability. An entity shall adjust the observed
price for the asset for features that are present in the asset but not present in the liability, or vice versa. For
example, in some cases the observed price for an asset reflects a combined price for a package comprising both
the amounts due from the issuer and a third-party credit enhancement. In such cases, the objective is to estimate
the fair value of the issuer’s liability, not the price of the combined package. Thus, the entity would adjust the
observed price for the asset to exclude the effect of the third-party credit enhancement, a feature that is not
present in the liability.

If there is no corresponding asset for a liability (eg for a decommissioning liability assumed in a business
combination), an entity shall estimate the price that market participants would demand to assume the liability
using present value techniques (see Appendix C) or other valuation techniques (see paragraphs 38—-40). When
using a present value technique, an entity must, among other things, estimate the future cash outflows that
market participants would incur in fulfilling the obligation. An entity may estimate those future cash outflows

by:

(a) estimating the cash flows the entity would incur in fulfilling the obligation;
(b) excluding cash flows, if any, that other market participants would not incur; and
(c) including cash flows, if any, that other market participants would incur but the entity would not incur.

Although the technique is based, in part, on a settlement notion (ie cash flows incurred to fulfil the obligation), it
produces the same price that would be paid to transfer a liability at the measurement date, provided that
technique is applied in a manner consistent with Appendix C. This is because a market participant transferee
would assume the same obligation to fulfil the liability. An entity need not undertake exhaustive efforts to
determine the cash flows in (b) and (c) above. However, an entity shall not ignore information about market
participant assumptions that is reasonably available.

Application to liabilities: non-performance risk

The fair value of a liability reflects the effect of non-performance risk, which is the risk that an entity will not

fulfil an obllqatlon Non performance I’ISk is assumed to be the same before and after the transfer of the Irabllltv

that—habrhty—Thrs is because market partrcrpants would not enter into a transaction that changes the non-
performance risk associated with the liability without reflecting that change in the price. For example, a creditor
would not generally permit a debtor to transfer its obligation to another party of lower credit standing, nor
would a transferee of higher credit standing be willing to assume the obligation using the same terms negotiated
by the transferor (debtor) if those terms reflect the transferor’s lower credit standing.

Non-Nenperformance risk includes, but may not be limited to-the—reperting, an entity’s own credit risk. —Fhe
reportingWhen measuring the fair value of a liability, an entity shall consider the effect of its credit risk (credit
standing) en—the—fair—value—of-and any other risk factors that might influence the Habiity—in—-alperieds—in
whiehlikelihood that the Habiity-is-measured-atfairvalte—obligation will not be fulfilled. That effect may differ
depending on the liability, for-example—eg whether the liability is an obligation to deliver cash (a financial
liability) or an obligation to deliver goods or services (a non-financial liability), and the terms of credit
enhancements related to the liability, if any.
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Application to liabilities: restrictions

A restriction on an entity’s ability to transfer a liability to another party does not affect the fair value of the
liability. This is because the fair value of a liability is a function of the requirement to fulfil the obligation. A
market participant transferee would be required to fulfil the obligation and would take that into account when
determining the price it would demand to assume the liability from the entity.”

Application to equity instruments

As with assets and liabilities, the objective of a fair value measurement of an equity instrument is to estimate an
exit price at the measurement date.

However, although the objective is the same, the issuer of an equity instrument can exit from that instrument
only if the instrument ceases to exist or if the entity repurchases the instrument from the holder. For this reason,
an entity shall measure the fair value of its equity instrument from the perspective of a market participant who
holds the instrument as an asset.

Fair value at initial recognition

When an asset is acquired or a liability is assumed in an exchange transaction for that asset or liability, the
transaction price represents-is the price paid to acquire the asset or received to assume the liability (often
referred to as an entry price).- In contrast, the fair value of the asset or liability represents the price that would be
received to sell the asset or paid to transfer the liability (an exit price). -Cenceptuathy—entryprices—and-exit
prices-are-different—Entities do not necessarily sell assets at the prices paid to acquire them. -Similarly, entities
do not necessarily transfer liabilities at the prices received to assume them. In some cases, eg in a business
combination, there is not a transaction price for each individual asset or liability. Likewise, sometimes there is
not an exchange transaction for the asset or liability, eg when biological assets regenerate.

Although conceptually entry prices and exit prices are different, in many cases an entry price of an asset or
liability will equal the exit price (eq when on the transaction date the transaction to buy an asset would take
place in the market in which the asset would be sold). In such cases, the fair value of an asset or liability at

initial recoqnmon equals the entry (transactlon) pnce H—MWGase%themnsaenenﬂaneeMMLequal

In determining whether a#ansaeﬂwwne&rearesen&s%falr value ef-the-asset-or-Habiity-at initial recognition;

the-reperting equals the transaction price, an entity shall consider factors specific to the transaction and the asset
or liability.- For example, a the transaction price might-netrepresentis the best evidence of the fair value of an
asset or liability at initial recognition i#f=——unless:

€)] the transaction is between related parties.
(b) the transaction eceurs_takes place under duress or the seller is forced to accept the price in the

transaction.- For example, that might be the case if the seller is experiencing financial difficulty.

(© the unit of account represented by the transaction price is different from the unit of account for the
asset or liability measured at fair value.- For example, that might be the case if the asset or liability
measured at fair value is only one of the elements in the transaction, the transaction includes unstated
rights and privileges that sheuld—be are separately measured; or the transaction price includes
transaction costs.

(d) the market in which the transaction eceurs_takes place is different from the market in which the
reporting—entity would sell the asset or transfer the liability, that-is; ie the—principal-er most
advantageous market.— For example, those markets might be different if the reporting—entity is a
securities dealer that transacts in different markets—depending-on-whetherthe-counterparty—is-a with

retail customers (retail market) eran and with other securities dealers (inter-dealer market).

If an IFRS requires or permits an entity to measure an asset or liability initially at fair value and the transaction
price differs from fair value, the entity recognises the resulting gain or loss in profit or loss unless the IFRS
requires otherwise.

Because the transfer is hypothetical, it is necessary to consider the characteristics of market participants who would enter into

a transaction for the liability.
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Valuation techniques

The objective of using a valuation technique is to estimate the price at which an orderly transaction would take
place between market participants at the measurement date. Valuation techniques consistent with the market
approach, income approach;-and/_or cost approach shall be used to measure fair value. -KeyThe main aspects of
those approaches are summariszed below:

€)] Market-approach—The market approach uses prices and other relevant information generated by
market transactions involving identical or comparable assets or liabilities (including a business).- For
example, valuation techniques consistent with the market approach often use market multiples derived
from a set of comparables. -Multiples might He-be in ranges with a different multiple for each
comparable.- The selection of where-within-the-range-the appropriate multiple faHs-within the range
requires judgement, considering factors specific-to-the-measurement-(qualitative and quantitative)—)

specific to the measurement. Valuation techniques consistent with the market approach include matrix
pricing. -Matrix pricing is a mathematical technique used principally to value debt securities without
relying exclusively on quoted prices for the specific securities, but rather-by-relying on the securities’
relationship to other benchmark quoted securities.

(b) Ineome-approach—The income approach uses valuation techniques to convert future amounts (fer
exampleseq cash flows or earnings income and expenses) to a single present ameunt-(discounted)-—)
amount. The fair value measurement is based-determined on the basis of the value indicated by
current market expectations about those future amounts.- Those valuation techniques include present
value techniques_(see Appendix C); option-_pricing models, such as the Black-Scholes-Merton
formula (a closed-_form model) and a binomial model (a lattice model), which incorporate present
value techniques;™ and reflect both the time value and intrinsic value of an option; and the multi-
periodiexcess earnings method, which is used to measure the fair value of eertain-some intangible
assets.

(c) Cost-approach—The cost approach is—based-en_reflects the amount that would currently weuld-be
required to replace the service capacity of an asset (often referred to as current replacement cost).
From the perspective of a market participant (seller), the price that would be received for the asset is
determined-based on the cost to a market participant (buyer) to acquire or construct a substitute asset
of comparable utility, adjusted for obsolescence.- Obsolescence encompasses physical deterioration,
functional (technological) obsolescence; and economic (external) obsolescence, and is broader than
depreciation for financial reporting purposes (an allocation of historical cost) or tax purposes (based
on specified service lives). The current replacement cost approach is generally appropriate for
measuring the fair value of tangible assets using an in-use valuation premise because a market
participant would not pay more for an asset than the amount for which it could replace the service
capacity of that asset.

VAn entity shall use valuation techniques that are appropriate in the circumstances and for which sufficient data
are available shal-be-used-to measure fair value—, maximising the use of relevant observable inputs and
minimising the use of unobservable inputs. Periodically, an entity shall calibrate the valuation technique(s) used
to prices from observable current market transactions in the same asset or liability (at initial recognition, this
might be the transaction price). In some cases, a single valuation technique will be appropriate (forexample.eq
when valuing an asset or a liability using quoted prices in an active market for identical assets or liabilities).- In
other cases, multiple valuation techniques will be appropriate (ferexample;eq as might be the case when valuing
a repertingcash-generating unit).- If multiple valuation techniques are used to measure fair value, the results
(respective indications of fair value) shall be evaluated and weighted, as appropriate, considering the
reasonableness of the range of values indicated by those results.- A fair value measurement is the point within
that range that is most representative of fair value in the circumstances.

Valuation techniques used to measure fair value shall be consistently applied.- However, a change in a valuation
technique or its application (fer-example;eg a change in its weighting when multiple valuation techniques are
used) is appropriate if the change results in a measurement that is equally or more representative of fair value in
the circumstances.- That might be the case if, for example, new markets develop, new information becomes
available, information previously used is no longer available; or valuation techniques improve.— Revisions
resulting from a change in the valuation technique or its application shall be accounted for as a change in
accounting estimate in accordance with IAS 8 Accounting Policies, Changes in Accounting Estimates and
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Fair Value Measurement

Inputs to valuation techniques

In this Statement—nputs [draft] IFRS, ‘inputs’ refer broadly to the assumptions that market participants would
use #when pricing the asset or liability, including assumptions about risk, fer-example;eq the risk inherent in a
particular valuation technique used to measure fair value (such as a pricing model) and/or the risk inherent in the
inputs to the valuation technique.- Inputs may be observable or unobservable:

(a) Observable inputs are inputs that are developed on the basis of available market data and reflect the
assumptlons that market partlupants Would use i when prlcmg the asset or Ilabllltydevelepedrbaseel

(b:) Unobservable inputs are inputs that—reﬂeet—the—repemng—emﬂyis—ewn—asswqqpﬁens—for which market

data are not available and that are developed on the basis of the best information available about the
assumptions that market participants would use in_when pricing the asset or liability-developed-based

Valuation techniques used to measure fair value shall maximisze the use of relevant observable inputs {thatis;
Level-1and-Level 2-inputs-that-do-netrequire-significant-adjustment)-and minimisze the use of unobservable
inputs._In some cases an entity may determine that observable inputs require significant adjustment based on
unobservable data and thus the fair value measurement would be categorised in a lower level of the fair value
hierarchy. For example, the entity may determine that an income approach valuation technique that maximises
the use of relevant observable inputs and minimises the use of unobservable inputs is equally representative of
fair value as (or more representative of fair value than) a market approach valuation technique that would
require significant adjustments using unobservable inputs.

Fair value hierarchy

To increase consistency and comparability in fair value measurements and the related disclosures, the-this
[draft] IFRS establishes a fair value hierarchy that prioritiszes_into three levels (see paragraphs 45-54) the inputs
to valuation techniques used to measure fair value-inte-three-broad-levels—. The fair value hierarchy gives the
highest priority to quoted prices (unadjusted) in active markets for identical assets or liabilities (Level 1_inputs)
and the lowest priority to unobservable inputs (Level 3_inputs).- In some cases, the inputs used to measure the
fair valuevalue of an asset or a liability might faltbe categorised in different levels of the fair value hierarchy.
The levelin-the-falvalue-hierarchy-within-which-the-fair value measurement is categorised in its entirety falis
shal-be-determined—based—enin the same level of the fair value hierarchy as the lowest level input that is
significant to the fairvalueentire measurement-in-ts-entirety—. Assessing the significance of a particular input to
the fair-valueentire measurement in-its-entirety-requires judgement, considering factors specific to the asset or
liability.

The availability of rputs-—relevant inputs te-the-asset-er-tabHity-and thetheir relative reliabiity—ofthe-inputs
subjectivity might affect the selection of appropriate valuation techniques.- However, the fair value hierarchy
prioritiszes the inputs to valuation techniques, not the valuation techniques—_used to measure fair value. For
example, a fair value measurement developed using a present value technique might fall_be categorised within
Level 2 or Level 3, depending on the inputs that are significant to the entire measurement in-its-entirety-and the
level in the fair value hierarchy within which those inputs fal—are categorised. If observable inputs require
significant adjustment using unobservable inputs, the resulting measurement is a Level 3 measurement.

Level 1inputs

Level 1 inputs are quoted prices (unadjusted) in active markets for identical assets or liabilities that the reperting
entity has-the-ability-te-can access at the measurement date.

Although an entity must have access to the market at the measurement date, it does not need to be able to sell
the particular asset or transfer the particular liability on that date, eqg if there is a restriction on the sale of the
asset. However, the entity must be able to access the market when the restriction ceases to exist.

If a market participant would consider a restriction on the sale of an asset when determining the price for the
asset, an entity shall adjust the quoted price to reflect the effect of that restriction. Such an adjustment is not a
Level 1 input and, if the adjustment is significant, the measurement would be categorised in a lower level of the
fair value hierarchy.

© IASCF 13




Fair VValue Measurement

48

49

50

51

52

53

An active market for the asset or liability is a market in which transactions for the asset or liability take place
eceur-with sufficient frequency and volume to provide pricing information on an ongoing basis. A quoted price
in an active market provides the most reliable evidence of fair value and shall be used to measure fair value
whenever available, except as discussed in paragraphs 4925 and 5026.

If the reporting-entity holds a large number of similar assets or liabilities (forexampleeg debt securities) that
are reguired-to-be-measured at fair value, a quoted price in an active market might be available but not readily
accessible for each of those assets or liabilities individually. In that case, as a practical expedient, an entity may
measure fair value may—be-measured-using an alternative pricing method that does not rely exclusively on

quoted prices (fer—example—eq matrix pricing)-as—a—practical-expedient. However, the use of an alternative
pricing method renders-the-results in a lower level fair value measurement-atower-level-measurement—.

In some situations, a quoted price in an active market might not represent fair value at the measurement date.
That might be the case if, for example, significant events (principal-to-principal transactions, brokered trades; or
announcements) eceur take place after the close of a market but before the measurement date. -Fhe-reporting An
entity shoutd _shall establish and consistently apply a policy for identifying those events that might affect fair
value measurements.- However, if the quoted prlce is adjusted for new information, the adjustment r—enele#s%he

Level 2 inputs

Level 2 inputs are inputs other than quoted prices included within Level 1 that are observable for the asset or
liability, either directly (ie as prices) or indirectly— (ie derived from prices). If the asset or liability has a
specified (contractual) term, a Level 2 input must be observable for substantially the full term of the asset or
liability. -Level 2 inputs include the following:

(@) quoted prices for similar assets or liabilities in active markets

(b) quoted prices for identical or similar assets or liabilities in markets that are not active (Pparagraph
BSJ_LQA growde melﬂeles examples of factors that may indicate that a market is not actlveer—that—thetce

(©) inputs other than quoted prices that are observable for the asset or liability (fer-example;eq interest
rates and yield curves observable at commonly quoted intervals, volatilities, prepayment speeds, loss
severities, credit risks; and default rates)

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

Adjustments to Level 2 inputs will vary depending on factors specific to the asset or liability.- Those factors
include the condition andfor location of the asset-ertHability, the extent to which the inputs relate to items that
are comparable to the asset or liability, and the volume and level of activity in the markets within which the
inputs are observed.- An adjustment that is significant to the fai—valueentire measurement in-is-entirety-might
renderthe-meastrement-result in a Level 3 measurement, depending on the-level-in-the—fair—valuehierarchy
within-which-where the inputs used to determine the adjustment fak-are categorised in the fair value hierarchy.

Level 3 inputs

Level 3 inputs are unebservable-inputs for the asset or liability—_that are not based on observable market data
(unobservable inputs). Unobservable inputs shall be used to measure fair value to the extent that relevant
observable inputs are not available, thereby allowing for situations in which there is little, if any, market activity
for the asset or liability at the measurement date. -However, the fair value measurement objective remains the
same, that-is;ie an exit price from the perspective of a market participant that holds the asset or owes the

liability.— Therefore, unobservable inputs shall reflect the reperting—entity’s—ewn—assumptions—about—the
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assumptions that market participants would use i when pricing the asset or liability{, including assumptions
about risk)}—.

Unobservable inputs shall be developed based-en-using the best information available in the circumstances,
which mlght include the—repertmg an entlty S own data In developmg unobservable mputs the—repertmg an
entity 3 3

velop-uneb j i |nf0rmat|0n +s—reasenably
avadable—mtheet—uhdue—eest—and—eﬁert—that—lndlcates that (a) other market participants would use different

assumptions—data or (b) there is something particular to the entity that is not available to other market
participants (eg an entity-specific synergy), and the entity is able to quantify these adjustments. An entity need
not undertake exhaustive efforts to obtain information about market participant assumptions. However, an entity
shall not ignore information about market participant assumptions that is reasonably available.

Inputs based on bid and ask prices

If an input used to measure fair value is based on bid and ask prices (fer-example;eg in a dealer market), the
price within the bid-ask spread that is most representative of fair value in the circumstances shall be used to
measure fair value, regardless of where the input is categorised in the fair value hierarchy the-tnputfals-(Level
1, 2; or 3).— This Statement[draft] IFRS does not preclude the use of mid-market pricing or other pricing
conventions used by market participants as a practical expedient for fair value measurements within a bid-ask
spread. -If a bid-ask spread for an asset or a liability is not observable directly or indirectly (eg a bid-ask spread
for a similar asset or liability), an entity need not undertake exhaustive efforts to estimate a bid-ask spread.

Disclosures

56

57

For assets and liabilities that-are-measured at fair value-en—a-recurring-basis-in-periods-subsequent-to
initial-recognition(for-example—trading-securities)—thereperting-, an entity shall disclose information

that enables users of its financial statements to assess the methods and inputs used to develop those
measurements and, for reeurring-fair value measurements using significant unobservable inputs (Level

3), the effect of the measurements on earnirgs—profit or ehanges—in—net—assets)—loss or other

comprehensive income for the period.

To meet the objectives in paragraph 56, an entity shall (except as otherwise specified below) determine how
much detail to disclose, how much emphasis to place on different aspects of the disclosure requirements, how

much aggregation or disaggregation to undertake, and whether users need any addltlonal mformatlon to evaluate
the quantltatlve mformatlon dlsclosed

the following information for each class of assets and liabilities:

(@) the fair value measurement at the end of the reporting period date.
(b) the level of the fair value hierarchy within which the fair value measurements are categorised in their
entirety (Level 1, 2 or 3). within-the fair-value-hierarchy-in-which-the fair value-measurements-in-their

() for assets and liabilities held at the reporting date, any significant transfers between Level 1 and Level
2 of the fair value hierarchy and the reasons for those transfers. Transfers into each level shall be
disclosed and discussed separately from transfers out of each level. For this purpose, significance
shall be judged with respect to profit or loss, and total assets or total liabilities.

(d) the methods and the inputs used in the fair value measurement and the information used to develop
those inputs. If there has been a change in valuation technique (eg changing from a market approach
to an income approach), the entity shaII disclose that change, the reasons for maklnq it, and its effect

on the falr value measurement v y

e for fair value measurements categorised within Level 3 of the fair value hierarchy, a reconciliation
from the opening balances to the closing balances, disclosing separately changes during the period

attributable to the following: Fer—fair—value—measurements—using—significant—unobservable—inputs

© IASCF 15
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®

(@)

(i) total gains or losses for the period recognised in profit or loss, and a description of where
they are presented in the statement of comprehensive income or the separate income

statement (if presented) {real&ed—and—wweahzed)—seg;egatmg—these—gams—er—tesses

(i) total gains or losses for the period recognised in other comprehensive income.

(iii) purchases, sales, issues and settlements {ret)} (each of those types of change disclosed
separately).

(iv) transfers into or out of Level 3 (eqg transfers attributable to changes in the observability of

market data) and the reasons for those transfers. For significant transfers, transfers into
Level 3 shall be disclosed and discussed separately from transfers out of Level 3. For this
purpose, significance shall be judged with respect to profit or loss, and total assets or total
liahilities. (3)— Transfers-in-and/or-out of Level 3 (for example, transfers due to-changes-in
the observability of significant inputs)

the amount of the totaI gains or losses for the period in subparagraph-(e}{1)-(e)(i) above included in

profit or loss that are attributable to the-change-in-unreatized-gains
or losses relating to those assets and liabilities stit-held at the reporting date, and a description of
where those unrealized—gains or losses are repertedpresented in the statement of comprehensive
income {or aetivities the separate income statement (if presented).

for fair value measurements categorised within Level 3 of the fair value hierarchy, if changing one or
more of the inputs to reasonably possible alternative assumptions would change fair value
significantly, an entltv shaII state that fact and dlsclose the effect of those chanqes An entlty shaII
disclose A

eategeﬁeea‘—asset&and—habnmes—how it calculated those chanqes For thls Durpose smmflcance shall

be judged with respect to profit or loss, and total assets or total liabilities.

58

59

For each class of assets and liabilities not measured at fair value in the statement of financial position, but for

which the fair value is disclosed, an entity shall disclose the fair value by the level of the fair value hierarchy.

For each class of liability measured at fair value after initial recognition, an entity shall disclose:

@)

(b)

the_amount of change, during the period and cumulatively, in the fair value of the liability that is
attributable to changes in the non-performance risk of that liability, and the reasons for that change.

how the entity estimated the amount in paragraph 59(a) attributable to changes in the non-
performance risk of the liability.

16
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(© the difference between the liability’s carrying amount and the amount of economic benefits the entity
is required to sacrifice to satisfy the obligation (eg for a contractual liability, this would be the amount
the entity is contractually required to pay to the holder of the obligation).

60 If an asset is used together with other assets and its highest and best use differs from its current use (see
paragraphs 20 and 21), an entity shall disclose, by class of asset:

€)] the value of the assets assuming their current use (ie the amount that would be their fair value if the
current use were the highest and best use).

(b) the amount by which the fair value of the assets differs from their value in their current use (ie the
incremental value of the asset group).

(©) the reasons the assets are being used in a manner that differs from their highest and best use.

61 An entity shall present tFhe quantitative disclosures required by this Statementshal-be-presented-using-[draft]
IFRS ina tabular format unless another format i is more aDDroprlate —@eeAppeﬂdtx—A—)%%Jhe—repemng

Effective date and transition

62 [This section is not reproduced for the purpose of this mark up.]

© IASCF 17




ED Fair Value Measurement 2009

Appendix A
Defined terms

This appendix is an integral part of the draft IFRS.

active market

fair value

highest and best use

International Financial Reporting

A market in which transactions for the asset or liability take place with
sufficient frequency and volume to provide pricing information on an ongoing
basis.

The price that would be received to sell an asset or paid to transfer a liability in
an orderly transaction between market participants at the measurement date.

The use of an asset by market participants that would maximise the value of
the asset or the group of assets and liabilities (eg a business) within which the
asset would be used.

Standards and Interpretations adopted by the International Accounting

Standards (IFRSs)

in-exchange valuation premise

in-use valuation premise

Level 1 inputs

Level 2 inputs

Level 3 inputs

market participants

Standards Board (IASB). They comprise:

(a) International Financial Reporting Standards;

(b) International Accounting Standards; and

(c) Interpretations developed by the International Financial Reporting
Interpretations Committee (IFRIC) or the former Standing
Interpretations Committee (SIC).

A basis used to determine the fair value of an asset that provides maximum
value to market participants principally on a stand-alone basis.

A basis used to determine the fair value of an asset that provides maximum
value to market participants principally through its use in combination with
other assets and liabilities as a group (as installed or otherwise configured for
use).

Quoted prices (unadjusted) in active markets for identical assets or liabilities.

Inputs other than quoted prices included within Level 1 that are observable for
the asset or liability, either directly (ie as prices) or indirectly (ie derived from
prices).

Inputs for the asset or liability that are not based on observable market data
(unobservable inputs).

Buyers and sellers in the prineipal-{or-most advantageous) market for the asset
or liability that are:

@) independent of thereporting-entity;-thatis;each other,” ie
they are not related parties— (as defined in IAS 24
Related Party Disclosures);

(b) knowledgeable havirg-a—reasenable-understanding—about

ilablo_in il . .

18
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most advantageous market

non-performance risk

observable inputs

orderly transaction

principal market

transaction costs

transport costs

unit of account

unobservable inputs

ED Fair VValue Measurement 2009

ebtipodhrenehduoclliennernrs e nnn ol
customaryas, ie they are sufficiently informed to make an
investment decision and are presumed to be
knowledgeable as the reporting entity about the asset or

liability;

(©) able to transaetenter into a transaction for the asset or
liability; and

(d) willing to transaetenter into a transaction for the asset or

liability;that-is;, ie they are motivated but not forced or
otherwise compelled to do so.

The market in-which-the-reporting-entity-would-seH-the-asset-or-transfer-the
Hability—with-theprice-that maximiszes the amount that would be received
forto sell the asset or minimiszes the amount that would be paid to transfer the
liability, after considering transaction costs and transport costs.

The risk that an entity will not fulfil an obligation.

Inputs that are developed on the basis of available market data and reflect the

assumptions that market partmpants would use awhen prlcmg the asset or

A transaction that assumes exposure to the market for a period before the
measurement date to allow for marketing activities that are usual and
customary for transactions involving such assets or liabilities; it is not a forced
transaction (eg a forced liquidation or distress sale).

The market tp—ohichthe—reporting-entpvould el theasserorvonsiethe
Habiitwith-the-with the greatest volume and level of activity for the asset or
liability.

Incremental costs to sell an asset or transfer a liability. Incremental costs to
sell an asset or transfer a liability refer to those costs that are directly
attributable to the disposal of an asset or transfer of a liability (similar to costs
to sell as defined in IFRS 5 Non-current Assets Held for Sale and
Discontinued Operations).

The costs that would be incurred to transport an asset to or from its most
advantageous market.

The level at which an asset or liability is aggregated or disaggregated in
IFRSs.

Inputs that-reflect-thereporting—entity’s—ewn—assumptions—for which market

data are not available and that are developed on the basis of the best
information available about the assumptions that market participants would

use #when pricing the asset or liability—developed—based—on—the—best
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Appendix B
Application guidance

This appendix is an integral part of the [draft] IFRS.

B1

B2

20

The fair value measurement approach

The objective Fhis-Statement-clarifies-fairvalue-tnterms-of a fair value measurement is to determine the price s

areerderly#ansaetmnabetweeremarkeepamerpants that would be recerved to sell an asset or paid to transfer a
liability #-thepri

eetransfeethe—habthty—r&a—hypethetreaf—transaeﬂereat the measurement date—eensrdered—frem—theeperspeeﬂ%ef

aefamtevaleeean% A farr value measurement requrres an thaHherepeang entrty to determrne

@ the particular asset or liability that is the subject of the measurement (consistently with its unit of
account).
(b) for an asset, the valuation premise that is appropriate for the measurement (consistently with its

highest and best use).

(©) the_prineipal{or-most-advantageous) most advantageous market for the asset or liability(fer-an-asset;

(d) the valuation technique(s) appropriate for the measurement, considering the availability of data with

which to develop inputs that represent the assumptions that market participants would use in pricing
the asset or liability and the level +n—of the fair value h|erarchy W|th|n WhICh the |nputs faH—are
ategorlsed A3 ’ o

In-use valuation premise

Fhe-valuation-premise-used-to-measure-the When measurlng the falr value of aha non- flnanC|aI asset dependsen
the—htghest—and—best—ln use the effect of 2 V-a

beseuseers—m-useﬂ#reassew;eufdbemeasuredusmg an in-use valuatron premrseAftheasseeweufdrerewele
maxrmumwaleetemarkeepamerpantsennerpauyen depends on the crrcumstances For example (astanelalene

(a) the fair value of the asset might be the same whether using an in-use or an in-exchange valuation
premise. For-example-that That might be the case if the asset is a business {sueh-as-a—reperting-unit)
that market participants would continue to operate. In that case, the transaction would involve the
business in its entirety. The use of the assets as a group in-the-centext-ef an ongoing business would
generate synergies that would be available to market participants (market participant synergies).

(b) the in-use valuation premise might be incorporated in the fair value of the asset through adjustments to
the value of the asset in-exchange—Forexample-that'in exchange’. That might be the case if the asset
is @ machine and the fair value measurement is determined using an observed price for a similar
machine (not installed or otherwise configured for use), adjusted for transportation and installation
costs so that the fair value measurement reflects the current condition and location of the machine
(installed and configured for use).

(c) the in-use valuation premise might be incorporated in-into the fair value of the asset through the market
participant assumptions used to measure the fair value of the asset. For example, if the asset is work-
in-proecess_progress inventory that is unique and market participants would eomplete convert the
inventory into finished goods, the fair value of the inventory would assume that market participants
have or would acqune any speuallszed machlnery necessary to eempfete convert the |nventory into
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the in-use valuation premise might be incorporated in—the—fair—value—of-the—asset-throughinto the
valuation technique used to measure the fair value of the asset. Ferexample-thatThat might be the case

when using the multi-period excess earnings method to measure the fair value of eertair_some

intangible assets because that valuation technique specifically considers the contribution of any
complementary assets in the group in which such an intangible asset would be used.

in more limited situations, when an entity uses an asset within a group of assets, the asset_entity might
be-measured- measure the asset at an amount that approximates its fair value in-_use when allocating the
fair value of the asset group within-which-the-assetis-used-to the individual assets of the group. Fer
example—that_That might be the case if the valuation involves real property and the fair value of
improved property (an asset group) is allocated to its component assets (such as land and
improvements).

Fair value hierarchy

Level 2 input

@)

(b)

(©

(d)

©)

(®

Receive-fixed, pay-variable interest rate swap based on the LIBOR swap rate. A Level 2 input would
include the LIBOR swap rate if that rate is observable at commonly quoted intervals for the full term
of the swap.

Receive-fixed, pay-variable interest rate swap based on a foreign-denominated yield curve. A
Level 2 input would include the swap rate based on a foreign-—denominated yield curve that is
observable at commonly quoted intervals for substantially the full term of the swap. That would be
the case if the term of the swap is 10 years and that rate is observable at commonly quoted intervals
for 9 years, provided that any reasonable extrapolation of the yield curve for year 10 would not be
significant to the fair value measurement of the swap in its entirety.

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

Three-year option on exchange-traded shares. A Level 2 input would include the implied volatility
for the shares derived through extrapolation to year 3 if (1)-i) prices for one-year and two-year options
on the shares are observable and (2)-ii) the extrapolated implied volatility of a three-year option is
corroborated by observable market data for substantially the full term of the option. In that case, the
implied volatility could be derived by extrapolating from the implied volatility of the one-year and
two-year options on the shares and corroborated by the implied volatility for three-year options on
comparable entities’ shares, provided that correlation with the one-year and two-year implied
volatilities is established.

Licensing arrangement. For a licensing arrangement that is acquired in a business combination and
that-was recently negotiated with an unrelated party by the acquired entity (the party to the licensing
arrangement), a Level 2 input would include the royalty rate at inception of the arrangement.

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

(h)

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

Cash-generatingReperting unit. A Level 2 input would include a valuation multiple (forexample;eq
a multiple of earnings or revenue or a similar performance measure) derived from observable market

data, for-example;eg multiples derived from prices in observed transactions involving comparable
(similar) businesses, considering operational, market, financial; and non-financial factors.

Level 3 inputs

B4

particular assets and liabilities follow.

@)

(b)

(©

(d)

©)

Long-dated currency swap. A Level 3 input would include interest rates in a specified currency that
are not observable and cannot be corroborated by observable market data at commonly quoted
intervals or otherwise for substantially the full term of the currency swap. The interest rates in a
currency swap are the swap rates calculated from the respective countries’ yield curves.

Three-year option on exchange-traded shares. A Level 3 input would include historical volatility,
that-is;ie the volatility for the shares derived from the shares’ historical prices. Historical volatility
typically does not represent current market participant expectations about future volatility, even if it is
the only information available to price an option.

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

Decommissioning liability assumed in a business combination. A Level 3 input would include a
current estlmate of the cash outflows to be paid to fqulI theAsset—Fetwemeht obllgatlon at-initial
’ o developed using
the repe#ﬂng—entlty s own data |f there is no mfetmauemeasonably avallable vethentadus oot oad
effert-information that indicates that market participants would use different assumptions. That Level
3 input would be used in a present value technique together with other inputs, for-example-(2eg (i) a
current risk-free interestdiscount rate that adjusts the estimated future cash outflows for the time value
of money or {2)-a credit-adjusted risk-free rate if the effect of the reporting-entity’s credit standing on
the fair value of the liability is reflected in the discount rate rather than in the expected-cash-flows.*®
estimate of future cash outflows and (ii) an estimate of the premium, if any, that market participants
would require for bearing risk arising from the obligation (the risk premium) and to generate the profit
they would require for undertaking to fulfil the obligation. The risk premium takes into account the
uncertainty inherent in the estimate of the future cash outflows (ie the price market participants would
require for bearing the risk of possible variations in the amount or timing of the cash flows).

Cash-generatingReperting unit. A Level 3 input would include a financial forecast (fer-exampleeq
of cash flows or earningsprofit or loss) developed using the reperting-entity’s own data if there is no
information-reasonably available witheut-undue-cost-and-effert-information that indicates that market
participants would use different assumptions.

Not active markets and transactions that are not orderly

B5 The presence of the following factors may indicate that a market is not activeFhereperting—entity—should

evaluate-the-foHowingfactors-to-determine-whether.
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(a) there has been a significant decrease in the volume and level of activity for the asset or liability when
compared with normal market activity for the asset or liability (or similar assets or liabilities).—Fhe
; ’ tiemi :
(b) there are few recent transactions.
(©) price quotations are not based on current information.
(d) price quotations vary substantially either-over time or among market--makers (fer-example;eg some

brokered markets).

(e indicexes that previously were highly correlated with the fair values of the asset or liability are
demonstrably uncorrelated with recent indications of fair value for that asset or liability.

0] there is a significant increase in implied liquidity risk premiums, yields; or performance indicators
(such as delinquency rates or loss severities) for observed transactions or quoted prices when
compared with the repoerting-entity’s estimate of expected cash flows, considering all available market
data about credit and other non-performance risk for the asset or liability.

(9) there is a wide bid-ask spread or significant increase in the bid-ask spread.

(h) there is a significant decline or absence of a market for new issuanees—{that-is—a issues (ie primary
market) for the asset or liability (or similar assets or liabilities).

0] little information is released publicly (ferexample;eg a principal-to-principal market).
TFhe-reporting_An entity shal-evaluates the significance and relevance of the factors (together with other

Qertrnent factors) to determlne whether, based-on the We+ght baS|s of the evidence-there-has-been available, a
; abiHitymarket is not active.

halemaes)market is not active, transactrons or quoted prrces in that market may not be determmatrve of falr
value (forexample;eg there may be inereased-instances-of-transactions that are not orderly). Further analysis of
the transactions or quoted prices is needed, and a significant adjustment to the transactions or quoted prices may
be necessary to estimate measure fair value-in-accordance-with-this-Statement. Significant adjustments also may
be necessary in other circumstances (for—example,eg when a price for a similar asset requires significant
adjustment to make it more comparable to the asset being measured or when the price is stale).

This Statement[draft] IFRS does not prescribe a methodology for making significant adjustments to transactions
or quoted prices-when-estimating-fai—value. Paragraphs 18-2038-40 discuss the use of valuation techniques
estimatingwhen measuring fair value. Regardless of the valuation technique used, an entity includes appropriate
risk adjustments, including a risk premium reflecting the amount market participants would demand because of
the risk (uncertainty) inherent in the cash flows of an asset or liability (see paragraph C5). Otherwise, the
measurement would not faithfully represent fair value. In some cases, determining the appropriate risk premium
might be difficult. However, the degree of difficulty alone is not a sufficient basis on which to exclude a risk
adjustment. The risk premium should be reflective of an orderly transaction between market participants at the
measurement date under current market conditions.

itya market is not
active, a change in valuatron technrque or the use of multlple valuatron technrques may be appropriate (for
example;eg the use of a market approach and a present value technique). When weighting indications of fair
value resulting from the use of multiple valuation techniques, the—reperting—an entity shal—considers the
reasonableness of the range of fair value estimates. The objective is to determine the point within that-the range
that is most representative of fair value under current market conditions. A wide range of fair value estimates
may be an indication that further analysis is needed.

a%e%hab#ﬁ*and—regardhs&eﬁh%#ale&ﬁer%eehmqee{s}—used—when a market is not actlve the objectlve of a

fair value measurement remains the same.- Fair value is the price that would be received to sell an asset or paid
to transfer a liability in an orderly transaction (that-is;ie not a forced liquidation or distressed sale) between
market part|C|pants at the measurement date under current market conditions. —Determrmhg—the—prree—at—wmeh
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Measuring fair value in a market that is not active depends on the facts and circumstances and requires the use
of significant judgment—However—the-repertingjudgement. An entity’s intention to continue to hold the asset
or liability is not relevant in-estimatingwhen measuring fair value—Fai—value because fair value is a market-
based measurement, not an entity-specific measurement.

Even if there-has-b , ya market
is not active, it is not approprlate to conclude that aII transactlons in that market are not orderly (thoie
distressed-or-ie are forced_or distress sales). Circumstances that may indicate that a transaction is not orderly
include, but are not limited to_the following:

(@) there was not adequate exposure to the market for a period before the measurement date to allow for
marketing activities that are usual and customary for transactions involving such assets or liabilities
under current market conditions.

(b) there was a usual and customary marketing period, but the seller marketed the asset or liability to a
single market participant.

(© the seller is in or near bankruptcy or receivership (that-is;ie distressed); or the seller was required to
sell to meet regulatory or legal requirements (thatis;ie forced).

(d) the transaction price is an outlier when compared with other recent transactions for the same or
similar asset or liability.

Fhe-reportingAn entity shal-evaluateevaluates the circumstances to determine whether-the-transaction-is-orderhy

based, on the weight of the evidence-— available, the transaction is orderly.

If the weight—of-the—evidence indicates thethat a transaction is not orderly, the—repertingan entity shal
plaeeplaces little, if any, weight (compared with other indications of fair value) on that transaction price when

estimating-measuring fair value or estimating market risk premiums.

If the weight—efthe—evidence indicates the—that a transaction is orderly, the—repertingan entity shal
considerconsiders that transaction price when estimating—measuring fair value or estimating market risk
premiums. The amount of weight placed on that transaction price when compared with other indications of fair
value will depend on the facts and circumstances such as the velumesize of the transaction, the comparability of
the transaction to the asset or liability being measured at-fairvatue;-and the proximity of the transaction to the
measurement date.

If the—reportingan entity does not have sufficient information to conclude that-the-whether a transaction is
orderly-erthat, it considers the transaction is-not-orderlyit-shall-considerthat-transaction-price when estimating
measuring fair value or estimating market risk premiums. However, that transaction price may not be
determinative of fair value (that-ie the transaction price isr-that-transaction-price-may-het-be not necessarily the
sole or primary basis for estimating_measuring fair value or estimating market risk premiums). Fhe-reperting
entity-shall-placetess-weight-en-transactions-on-which-thereporting When an entity does not have sufficient

information to conclude whether the-transaction-is-orderhy-when-compared-with-other particular transactions that
are known-to-be-orderly—, the entity places less weight on those transactions.

Ia-its-determinations,—the—reporting_An entity need not undertake aH-possible exhaustive efforts; to determine
whether a transaction is orderly but it shall not ignore information that is reasonably available-witheut-undue

cost-and-effort—Thereporting-entity-would-be-expected. When an entity is a party to a transaction it is presumed

to have sufficient information to conclude whether a the transaction is orderly-when-it-is-party-to-the-transaction:

Quoted prices provided by third parties

When estimating_an entity is measuring fair value, this Statement[draft] IFRS does not preclude the use of
quoted prices provided by third parties, such as pricing services or brokers, when the reperting—entity has
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determined that the quoted prices provided by those parties are determined in accordance with this Statement:
However-when-there-has-been[draft] IFRS.

If a Stgmﬂeant—éeepease—m—market is not actlve an entlty must evaluate whether the velume-erlevel-ofactivity

quoted prices are based on current
mformatlon that reflects orderly transactlons or a valuatlon technique that reflects market participant
assumptions (including assumptions about risks). In weighting a quoted price as an input to a fair value
measurement, the-reportingan entity should-places less weight (when compared with other indications of fair
value that are based on transactions) on quotes that do not reflect the result of transactions.

Furthermore, the nature of the-a quote (forexample;eq whether the quote is an indicative price or a binding
offer) should be considered when weighting the available evidence, with more weight given to quotes based on
binding offers.
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Appendix C
Present value techniques

| This appendix is an integral part of the [draft] IFRS.

C1

Cc2

C3

Introduction

MeasuremeetsﬁTms aQQendlx prowdes getelaeee49anormatlon about usmg present value technlques to
measure fair value. FhatThis guidance focuses on a traditional or discount rate adjustment technlque and an
expected cash flow (expected present value) technique. This appendix-clarifies-that-guidance-—Fhis-appendix
neither prescribes the use of one specific present value technique nor limits the use of present value techniques
to measure fair value to the techniques discussed-herein. The present value technique used to measure fair value
will depend on facts and circumstances specific to the asset or liability being measured (fer-example;eq whether
prices for comparable assets or liabilities can be observed in the market) and the availability of sufficient data.

The components of a present value measurement

Present value (an application of the income approach) is a tool used to link uncertain future amounts (cash flows

or values) to a present amount using a discount rate {an-application-of-the-income-approach)-that is consistent
with value maximizing—behavior—and—capial—market—equihibritim_-maximising behaviour. A fair value

measurement of an asset or liability, using present value, sheuld_shall capture the following elements from the
perspective of market participants as-of-at the measurement date:

€] an_estimate of future cash flows for the asset or liability being measured-

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

(©) the_time value of money, represented by the rate on risk-free monetary assets that have maturity dates
or durations that coincide with the period covered by the cash flows and pose neither uncertainty in

tlmmq nor rlsk of default to the holder (I’ISk free interest rate)—Fer—present—valﬂe—eemthattens

(d) the price for bearing the uncertainty inherent in the cash flows (risk premium)-

(e) other ease-specifie factors that would be considered by market participants in the circumstances-

General principles

Present value techniques differ in how they capture those elements.- However, eertain_the following general
principles govern the application of any present value technique:—_used to estimate fair value:

@) Cash flows and discount rates should _shall reflect assumptions that market participants would use in
when pricing the asset or liability.
(b) Cash flows and discount rates sheuld shall consider only factors-attributed-to-the features of the asset

{or liability} being measured.
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(©) To avoid double--counting or omitting the effects of risk factors, discount rates shoutd shall reflect
assumptions that are consistent with those inherent in the cash flows. & 10

(d) Assumptions about cash flows and discount rates sheuld shall be mternally consistent. For example,
nominal cash flows (that include the effect of inflation) sheuld shall be discounted at a rate that
includes the effect of inflation. The nominal risk-free interest rate includes the effect of inflation.
Real cash flows (that exclude the effect of inflation) sheuld shall be discounted at a rate that excludes
the effect of inflation. Similarly, after-tax cash flows sheuld _shall be discounted using an after-tax
dlscount rate. Pre-tax cash flows sheulel shall be dlscounted ata rate consistent W|th those cash flows

(e) Discount rates should_shall be consistent with the underlying economic factors of the currency in
which the cash flows are denominated.

Risk and uncertainty

C4 A fair value measurement, using present value, is made under conditions of uncertainty because the cash flows
used are estimates rather than known amounts. In many cases, both the amount and timing of the cash flows
will be uncertain. Even contractually fixed amounts, like-such as the payments on a loan, will be uncertain if
there is risk of default.

C5 Risk-averse market participants generally seek compensation for bearing the uncertainty inherent in the cash
flows of an asset or liability (risk premium). A fair value measurement sheuld_shall include a risk premium
reflecting the amount market participants would demand because of the risk (uncertainty) in the cash flows.
Otherwise, the measurement would not faithfully represent fair value. In some cases, determining the
appropriate risk premium might be difficult. However, the degree of difficulty alone is not a-sufficient basis-en
which reason to exclude a risk adjustment.

C6 Present value techniques differ in how they adjust for risk and in the type of cash flows they use. For example;-:

(a) the discount rate adjustment technique (see paragraphs C7—C11) uses a-risk-adjusted-disceunt-rate-and
contractual, promised; or most likely cash flows:—Method-1-of the-expected-present-value-technigue
uses—a—risk-free—rate and a discount rate that includes an adjustment for both (i) the effect of the
difference between those cash flows and risk-adjusted the expected cash flows; and (ii) the risk
premium that market participants require for bearing the risk that the actual cash flows may ultimately
differ from the expected cash flows.

(b) Method 1 of the expected present value technique (see paragraph C14) uses risk-adjusted expected
cash flows and a risk-free rate.

() Method 2 of the expected present value technique (see paragraph C15) uses a-risk-adjusted-expected
cash flows and a discount rate {which-adjusted to include the risk premium that market participants
require (thls rate is dlfferent from the rate used in the discount rate adjustment technique)—and

Discount rate adjustment technique

Cc7 The discount rate adjustment technique uses a single set of cash flows from the range of possible estimated
amounts, whether contractual or promised (as is the case for a bond) or most likely cash flows. In all cases,
those cash flows are conditional upon the occurrence of specified events (fer—example;eg contractual or
promised cash flows for a bond are conditional on the event of no default by the debtor). The discount rate used
in the discount rate adjustment technique is derived from observed rates of return for comparable assets or
liabilities that are traded in the market. Accordingly, the contractual, promised; or most likely cash flows are
discounted at a—rate—that—correspends—to—an observed or estimated market rate associated—with—for such
conditional cash flows (market rate of return).

For example a dlscount rate that reflects expectations about future defaults is approprlate |f usmq contractual cash flows of a

loan (discount rate adjustment technigue). That same rate would not be used if using expected (probability-weighted) cash
flows (expected present value technique) because the expected cash flows already reflect assumptions about future defaults;
instead, a discount rate that is commensurate with the risk inherent in the expected cash flows shall be used.
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C8

Cc9

| c10

Cl1

C12

C13

Cl4

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

To illustrate a build-up approach, assume that Asset A is a contractual right to receive $860CU800% in tone
year (no timing uncertainty). There is an established market for comparable assets, and information about those
assets, including price information, is available. Of those comparable assets:

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

(b) Asset C is a contractual right to receive $CU700 in 2two years and has a market price of $CU566.
Thus, the implied annual rate of return (2two-year market rate of return) is 11.2 percent/per cent
[($CU700/$CU566)"0.5 — 1].

(©) All three assets are comparable with—respeet-toas regards risk (dispersion of possible pay-offs and
credit).

Based-on On the basis of the timing of the contractual payments to be received relative-to-for Asset A (one year
for Asset B versus two years for Asset C), Asset B is deemed more comparable to Asset A. Using the
contractual payment to be received for Asset A ($CU800) and the Zone-year market rate derived from Asset B
(10.8 perper cent), the fair value of Asset A is $CU722 ($CU800/1.108). Alternatively, in the absence of
available market information for Asset B, the one-year market rate could be derived from Asset C using the
build-up approach. In that case, the 2two-year market rate indicated by Asset C (11.2 perper cent) would be
adjusted to a tone-year market rate based-on-using the term structure of the risk-free yield curve. Additional
information and analysis alse-might also be required to determine #whether the risk premium for one-year and
two-year assets is the same. If it is determined that the risk premium for one-year and two-year assets is not the
same, the two-year market rate of return would be further adjusted for that effect.

In applying the discount rate adjustment technique to fixed claims, the adjustment for risk inherent in the cash
flows of the asset or liability being measured is included in the discount rate. In some applications of the
discount rate adjustment technique to cash flows that are etherthan-not fixed claims, an adjustment to the cash
flows also may be necessary to achieve comparability with the observed asset or liability from which the
discount rate is derived.

Expected present value technique

The expected present value technique uses as a starting point a set of cash flows that, in theory, represents the
probability-weighted average of all possible cash flows (expected cash flows). The resulting estimate is
identical to expected value, which, in statistical terms, is the weighted average of a discrete-random variable’s
possible values where the respective probabilities are used as weights. Because all possible cash flows are
probability--weighted, the resulting expected cash flow is not conditional upon the occurrence of any specified
event (as-are_unlike the cash flows used in the discount rate adjustment technique).

In making an investment decision, risk-averse market participants would consider the risk irherent-in_that the
actual cash flows may ultimately differ from the expected cash flows. Portfolio theory distinguishes between
two types of risk. The first is risk specific to a particular asset or liability, also referred to as unsystematic
(diversifiable) risk. The second is general market risk, also referred to as systematic (non-diversifiable) risk.
The systematic or non-diversifiable risk of an asset (or liability) refers to the amount by which the asset (or
liability) increases the variance of a diversified portfolio when it is added to that portfolio. Portfolio theory
holds that in a market in equilibrium, market participants will be compensated only for bearing the systematic or
non-diversifiable risk inherent in the cash flows. (In markets that are inefficient or out of equilibrium, other
forms of return or compensation might be available.)

Method 1 of the expected present value technique adjusts the expected cash flows for the systematic (market)
risk by subtracting a cash risk premium (risk-adjusted expected cash flows). These risk-adjusted expected cash
flows represent a certainty-equivalent cash flow, which is discounted at a risk-free interest rate. A certainty-
equivalent cash flow refers to an expected cash flow (as defined), adjusted for risk sueh so that ere a market

| 20 n this [draft] IFRS monetary amounts are denominated in ‘currency units (CU)’
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participant is indifferent to trading a certain cash flow for an expected cash flow. For example, if enre a market
participant were willing to trade an expected cash flow of $CU1,200 for a certain cash flow of $CU1,000, the
$CU1,000 is the certainty equivalent of the $CU1,200 (the $CU200 would represent the cash risk premium). In
that case, ene the market participant would be indifferent as to the asset held.

In contrast, Method 2 of the expected present value technique adjusts for systematic (market) risk by adding a
risk premium to the risk-free interest rate. Accordingly, the expected cash flows are discounted at a rate that
corresponds to an expected rate associated with probability-weighted cash flows (expected rate of return).
Models used for pricing risky assets, such as the Capital Asset Pricing Model, can be used to estimate the
expected rate of return. Because the discount rate used in the discount rate adjustment technique is a rate of
return relating to conditional cash flows, it is likely wil-to be higher than the discount rate used in Method 2 of |
the expected present value technique, which is an expected rate of return relating to expected or probability-
weighted cash flows.

To illustrate Methods 1 and 2, assume that an asset has expected cash flows of $CU780 in 4 one year based on |
the possible cash flows and probabilities shown below. The applicable risk-free interest rate for cash flows with
a 1 one-year horizon is 5 per_per cent, and the systematic risk premium for an asset with the same risk profile is

3 pereent—per cent.

Possible cash flows Probability Probability-weighted cash
flows
$CU500 15% $CU75
$CU800 60% $CU480
$CU900 25% $CU225
Expected cash flows $CU780

In this simple illustration, the expected cash flows ($CU780) represent the probability-weighted average of the 3
three possible outcomes. In more realistic situations, there could be many possible outcomes. _However, it is
not always necessary to consider distributions of literally all possible cash flows using complex models and
techniques to apply the expected present value technique. Rather, it should be possible to develop a limited
number of discrete scenarios and probabilities that capture the array of possible cash flows. For example, &
reperting_an entity might use reatized realised cash flows for some relevant past period, adjusted for changes in
circumstances occurring subsequently (fer—example;eg changes in external factors, including economic or
market conditions, industry trends; and competition as well as changes in internal factors impacting affecting the
entity more specifically), considering the assumptions of market participants.

In theory, the present value (fair value) of the asset’s cash flows is the same ($CU722) whether determined
under Method 1 or Method 2, as indicated below. Specifically:

@ under Methed-Method 1, the expected cash flows are adjusted for systematic (market) risk. In the |
absence of market data directly indicating the amount of the risk adjustment, such adjustment could
be derived from an asset pricing model using the concept of certainty equivalents. For example, the
risk adjustment (cash risk premium of $CU22) could be determined based-en using the systematic risk
premium of 3 pereent-per cent ($CU780 — [$CU780 x (1.05/1.08)]), which results in risk-adjusted
expected cash flows of $CU758 ($CU780 — $CU22). The $CU758 is the certainty equivalent of
$CU780 and is discounted _at the risk-free interest rate (5 per cent). The present value (fair value) of
the asset is ($CU722 ($CU758/1.05).

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

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

[This section is not reproduced for the purpose of this mark up.]
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IFRS X Fair Value Measurement
Draft lllustrative examples

[a marked up version prepared by the staff of the IASB, showing differences between the text of the examples
accompanying the exposure draft and the equivalent text of Statement of Financial Accounting Standards No. 157
(SFAS 157). See separate document for more information about the scope and nature of this text]
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IFRS X Fair Value Measurement
[Draft] Illustrative examples

These [draft] examples accompany, but are not part of, [draft] IFRS X

Highest and Best Use and valuation premise

IE1

IE2

IE3

IE4

e#eet—en—the—fw—vaJee—measu#emenI— Examples 1-3 |IIustrate the appllcatlon of the

coneceptin-situations—n—which-nonfinancial-assets—are—newlyacquired ‘highest and best use’ and valuation

premise concepts when non-financial assets are newly acquired.

Example 1—Asset group

TFhe—reporting An entity, a strategic buyer, acquires a group of assets (Assets A, B; and C) in a business
combination.- Asset C is billing software developed by the acquired entity for its own use in conjunction with
Assets A and B (related assets). -The reperting-entity measures the fair value of each of the assets individually,
consistently with the specified unit of account for the assets.- The reperting-entity determines that there is no
alternative use for the assets (the highest and best use of the assets is their current use) and that each asset would
provide maximum value to market participants principally through its use in combination with other assets as a

group (highest-and-best-use-is-in-use ie the valuation premise is ‘in use’).

In this instance, the market-in—which-the-reporting entity would sell the assets is-in the market in which it
initially acquired the assets (that-is; ie the ‘entry’ and ‘exit’ markets from the perspective of the reporting entity
are the same).- Market participant buyers with whom the reporting entity would transact trade in that market
have characteristics that are generally representative of both financial buyers and strategic buyers and include
those buyers that initially bid for the assets. —'As discussed below, differences between the indicated fair values
of the individual assets relate principally to the use of the assets by those market participants within different
asset groups:

(a) Strategic buyer asset group.- The reporting-entity—a-strategic-buyer; determines that strategic buyers
have related assets that would enhance the value of the group within which the assets would be used

(market participant synergies).— Those assets include a substitute asset for Asset C (the billing
software), which would be used for only a limited transition period and could not be sold standalone
on its own at the end of that period. Because strategic buyers have substitute assets, Asset C would
not be used for its full remaining economic life.- The indicated fair values of Assets A, B; and C
within the strategic buyer asset group (reflecting the synergies resulting from the use of the assets
within that group) are $CU360," $CU260 and $CU30, respectively.- The indicated fair value of the
assets as a group within the strategic buyer asset group is $CU650.

(b)) Financial buyer asset group.- The reperting- entity determines that financial buyers do not have related
or substitute assets that would enhance the value of the group within which the assets would be used.
Because financial buyers do not have substitute assets, Asset C (the billing software) would be used
for its full remaining economic life. -The indicated fair values of Assets A, B; and C within the
financial buyer asset group are $CU300, $CU200 and $CU100, respectively.- The indicated fair value
of the assets as a group within the financial buyer asset group is $CU600.

The fair values of Assets A, B; and C would be determined based-on the basis of the use of the assets as a group
within the strategic buyer group ($CU360, $CU260 and $CU30). Although the use of the assets within the

Although market participant buyers might be broadly classified as strategic or financial buyers, there will often be differences

among the market participant buyers within each of those groups, reflecting, for example, different uses for an asset and

different operating strategies.

In these [draft] examples, monetary amounts are denominated in ‘currency units (CU)’.
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strategic buyer group does not maximise the fair value of each of the assets individually, it maximises the fair
value of the assets as a group ($CU650).

Example 2—Land

Fhe-reporting An entity acquwes Iand |n a business comblnatlon The Iand is currently developed for industrial
use as a site for a manufa

use—Hoewever—nearby factory. As an mdustrlal propertv (the current use) the |nd|cated value of the Iand and
factory is CU100,000 and CU60,000, respectively. Nearby sites have recently been developed for residential use
as sites for high-rise eendominivms—Based-on- apartment buildings. On the basis of that development and
recent zoning and other changes to facilitate that development, the reperting- entity determines that the land
currently used as a site for a manufacturing-facHity factory could be developed as a site for residential use (for

high-rise eendeminitms)— apartment buildings).

In-this-instance-the The highest and best use of the land would be determined by comparing (a) the fai~value of
the manufacturing-operation,-which-presumes-that-the land would-continue-to-be-used- as currently developed
for industrial use (‘in use’) and (b) the value of the land as a vacant site for residential use, considering the
demeolition costs of demolishing the factory and other costs necessary to convert the land to a vacant site (‘in
exchange’). In this situation, the highest and best use of the land would be determined-based-en-the-higher-of
those-values. to develop high-rise apartment buildings (‘in exchange’). As a residential property, the indicated
fair value of the vacant site is CU300,000 after considering the costs to demolish the factory and other costs of
conversion to a vacant site.

Because the current use of the land differs from its highest and best use, the fair value of the asset group (land

IE8

and factory) has two components: (a) the value of the assets assuming their current use as industrial property
and (b) the amount by which the fair value of the assets differs from their value in their current use. The amount
in (b) is determined by subtracting the current-use value of the land and factory (CU160,000) from the fair value
of the vacant site (CU300,000).

The entity measures the land at CU240,000. This is the current-use value of the land (CU100,000) plus the

1IE9

incremental value of the land (CU140,000) that relates to the ability to convert the land from its current use to its
highest and best use. The entity measures the factory at CU60,000. The entity accounts for the assets in
accordance with the IFRSs applicable to those assets.

Example 3—PR&B-Prejeet-Research and development project

TFhe—reperting An entity acquires an-in-process—a research and development (}PR&D) project in a business
combination.- The reperting-entity does not intend to complete the {RR&D project.- If completed, the PR&D
project would compete with one of its own {PR&D projects (to provide the next generation of the reperting
entity’s commercialised technology).- Instead, the reperting entity intends to hold (lock up) the HRR&D project
to prevent its competitors from obtaining access to the technology.- The 1PR&DB project is expected to provide
defensive value, principally by improving the prospects for the reperting entity’s own competing technology.
For-purposes-of-measuring To measure the fair value of the HRPR&D project at initial recognition, the highest and
best use of the IPR&D project would be determined based on the basis of its use by market participants.- For
example:

@) the highest and best use of the tPR&D project would be to continue development (thus the in-use use
valuation premise would be appropriate) if market participants would continue to develop the {PR&D
prejeet it and that use would maximise the value of the group of assets in which the {PR&DB project
would be used.- That might be the case if market participants do not have similar technology (in
development or commercialised). The fair value of the {PR&D project, measured using an in-use
valuation premise, would be determined based on the basis of the price that would be received in a
current transaction to sell the {PR&D project, assuming that the tPR&D would be used with its
complementary assets as a group and that those cemplementary assets would be available to market
participants.

(b) the highest and best use of the HPR&D project alse would be to cease development (thus the in-use
valuation premise would be appropriate) if, for competitive reasons, market participants would lock
up the {PR&DB project and that use would maximise the value of the group of assets in which the
1PR&D project would be used (as a locked-up project).- That might be the case if market participants
have technology in a more advanced stage of development that would compete with the {PR&D
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project (if completed) and the HPR&D project would be expected to provide defensive value (if locked
up).— The fair value of the PR&D project, measured using an in-use valuation premise, would be
determined based on the basis of the price that would be received in a current transaction to sell the
1PR&D project, assuming that the $PR&D would be used (locked up) with its complementary assets
as a group and that those eomplementary assets would be available to market participants.

(©) the highest and best use of the tPR&D project would be to cease development (thus the in-exchange
valuation premise would be appropriate) if market participants would discontinue the its development
of-the PR&D-projeet—. That might be the case if the IPR&D project is not expected to provide a
market rate of return (if completed) and would not otherwise provide defensive value (if locked up).
The fair value of the {PR&D project, measured using an in-exchange valuation premise, would be
determined based on the basis of the price that would be received in-a-eurrent-transaction-to sell the
HPR&D project standalone by itself (which might be zere)y—nil).

Valuation techniques

IE10

IE11

IE12

IE13

The draft IFRS notes that a smgle
valuatlon technlque WI|| be approprlate— m some cases. In other cases, multlple valuatlon technlques WI|| be

eweemstaeee%Examples 4and5 |Ilustrate the use of multlple valuatlon technlques

Example 4—Machine held and used

TFhereporting An entity tests—ﬁer—mpalmteet—ah—asset—gteup acqmred a machlne ina busmess combmatlon that is
held and used in its operatlons

The machlne initially purchased from an outS|de vendor, was subsequently customised by the Fepermg entlty
for use in its operations.- However, the customisation of the machine was not extensive.- The reperting entity
determines that the asset would provide maximum value to market participants through its use in combination
with other assets as a group (as installed or otherwise configured for use).- Therefore, the highest and best use of
the machine is in its current use— and the valuation premise is ‘in use’.

The reporting entity determines that sufficient data are available to apply the cost approach and, because the
customisation of the machine was not extensive, the market approach.- The income approach is not used because
the machine does not have a separately identifiable income stream from which to develop reliable estimates of
future cash flows. —Further Furthermore, information about short-term and intermediate-term lease rates for
similar used machinery that otherwise could be used to project an income stream (lease payments over
remaining service lives) is not available.- The market and cost approaches are applied as follows:

@) The market approach is applied using quoted prices for similar machines adjusted for differences
between the machine (as customised) and the similar machines.- The measurement reflects the price
that would be received for the machine in its current condition (used) and location (installed and

configured for use)—thereby-including-installation-and-transpertation-cests). The fair value indicated
by that approach ranges from $CU40,000 to $CU48,000.

(b) The cost approach is applied by estimating the amount that would currently weuld be required to
construct a substitute (customised) machine of comparable utility.— The estimate considers the
condition of the machine {fer-examplerand the environment in which it operates, including physical
wear and tear (physical deterioration;-), improvements in technology (functional obsolescenceané-),
conditions external to the condition of the machine such as a decline in the market demand for similar
machines (economic obsolescence) and ineludes installation costs.- The fair value indicated by that
approach ranges from $CU40,000 to $CU52,000.

The reperting-entity determines that the fair value indicated by the market approach is more representative of
fair value than the fair value indicated by the cost approach and, therefore, ascribes more weight to the results of
the market approach.- That determination is based made on the basis of the relative reliabiity subjectivity of the
inputs, considering the degree of comparability between the machine and the similar machines.- In particular:

@) the inputs used in the market approach (quoted prices for similar machines) require relatively fewer
and less subjective adjustments than the inputs used in the cost approach.
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IE14

IE15

IE16

IE17

(b) the range indicated by the market approach overlaps with, but is narrower than, the range indicated by
the cost approach.

(© there are no known unexplained differences (between the machine and the similar machines) within
that range.

The reporting entity further determines that the higher end of the range indicated by the market approach is most
representative of fair value, largely because the majority of relevant data points in the market approach faH lie at
or near the higher end of the range.- Accordingly, the reperting entity determines that the fair value of the
machine is $CU48,000.

If customisation of the machine was extensive or if there were not sufficient data available to apply the market
approach (eg because market data reflect an in-exchange valuation premise [scrap value for specialised assets]
rather than an in-use valuation premise), the entity would apply the cost approach. When using an in-use
valuation premise, the cost approach assumes the sale of the machine to a market participant buyer with
complementary assets. The price received for the sale of the machine (exit price) would not be more than the
cost that a market participant buyer would incur to acquire or construct a substitute machine of comparable
utility. Nor would that price be more than the economic benefit that a market participant buyer would derive
from the use of the machine.

Example 5—Software asset

TFhereporting An entity acquires a group of assets.- The asset group includes an income-producing software
asset internally developed for license licence to customers and its complementary assets (including a related
database with which the software asset is used). -Forpurpeses-ef-allecating To allocate the cost of the group to
the individual assets acquired, the reperting entity measures the fair value of the software asset.- The reperting
entity determines that the software asset would provide maximum value to market participants through its use in
combination with other assets (its complementary assets) as a group Therefore, the highest and best use of the
software asset is in its current use—_and the valuation premise is ‘in use’. (In this instance case, the licensing of
the software asset, in and of itself, does not render-the-highest-and-best-use make the valuation premise of the
software asset ‘in exchange’.)

The reporting entity determines that, in addition to the income approach, sufficient data might be available to
apply the cost approach but not the market approach.- Information about market transactions for comparable
software assets is not available. -The income and cost approaches are applied as follows:

€)] The income approach is applied using a present value technique.— The cash flows used in that
technique reflect the income stream expected to result from the software asset (licence fees from
customers) over its economic life.- The fair value indicated by that approach is $CU15 million.

(b) The cost approach is applied by estimating the amount that eurrently would be required currently to
construct a substitute software asset of comparable utility (considering functional-technelegical; and
economic obsolescence).- The fair value indicated by that approach is $CU10 million.

Through its application of the cost approach, the reperting-entity determines that market participants would not
be able to replicate construct a substitute software asset of comparable utility. Certain—atiributes Some
characteristics of the software asset are unique, having been developed using proprietary information, and
cannot be readily replicated.- The reperting entity determines that the fair value of the software asset is $CU15
million, as indicated by the income approach.

Fair value hierarchy
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-IE18 Example 6 illustrates the use of Level 1 inputs to measure the fair value of a-financial-an asset that
trades in multiple different active markets with different prices.

Example 6—Level 1 prineiple{er most advantageous market}

An asset is sold in two different active markets with different prices. An entity enters into transactions in both
markets. In Market A, the price that would be received is CU27, transaction costs in that market are CU2 and
the costs to transport the asset to that market are CU3 (the net amount that would be received is CU22). In
Market B, the price that would be received is CU26, transaction costs in that market are CU2 and the costs to
transport the asset to that market are CU1 (the net amount that would be received in Market B is CU23).

The fair value of the asset would be measured using the price in the most advantageous market. The most
advantageous market is the market that maximises the amount that would be received to sell the asset, after
considering transaction costs and transport costs.

Because the entity would maximise the net amount that would be received for the asset in Market B (CU23), the
fair value of the asset would be measured using the price in that market (CU26), less transport costs (CU1),
resulting in a measurement of CU25. Although transaction costs are considered when determining which market
is the most advantageous market, the price used to measure the fair value of the asset is not adjusted for those
costs (although it is adjusted for transport costs).

Transaction prices and fair value at initial recognition

1E22

1E23

Example 7 illustrates siuationstr-whiek when the price in a transaction involving a derivative instrument might
(and might not) represent equal the fair value of the instrument— at initial recognition.-Fhis-Statement-elarifies

Example 7—Interest rate swap at initial recognition

Entity A (a retail counterparty) enters into an interest rate swap in a retail market with Entity B (a securities
dealer) for no initial consideration (transaction price is zero).- Entity A transacts can access only in the retail
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market.- Entity B transaets-in can access both the retail market (with retail counterparties) and #-the inter-dealer
market (with securities dealer counterparties).

€] From the perspective of Entity A, the retail market in which it initially transacted-is-the—principal
entered into the swap is the most advantageous market for the swap; if Entity A were to transfer its

rights and obligations under the swap, it would do so with a securities dealer counterparty in that
market.- In that case, the transaction price (zero) would represent the fair value of the swap to Entity
A at initial recognition, that-s; ie the price that Entity A would receive (or pay) to sell (or transfer) the
swap in a transaction with a securities dealer counterparty in the retail market (an exit price). - That
price would not be adjusted for any incremental (transaction) costs that would be charged by that
securities dealer counterparty.

(b) From the perspective of Entity B, the inter-dealer market (not the retail market-in-which-it-initiathy
transacted)-s-the-prineipal) is the most advantageous market for the swap; if Entity B were to transfer
its rights and obligations under the swap, it would do so with a securities dealer in that market.
Because the market in which Entity B initially transacted entered into the swap is different from the
prineipal most advantageous market for the swap, the transaction price (zero) would not necessarily
represent the fair value of the swap to Entity B at initial recognition._If the fair value differs from the
transaction price (zero), Entity B applies IAS 39 Financial Instruments: Recognition and
Measurement to determine whether it recognises that difference as a gain or loss.

Restricted assets

IE24

IE25

IE26

Examples 8 and 9 |Ilustrate the effect of restrictions When measurlnq the fair value of an asset Iheeﬁeeeerra

Example 8—Restriction on the sale ef-Seeurity of an equity
instrument

TFhe-reporting An entity holds a-seeurity—of-an issuer equity instrument (a financial asset) for which sale is
legally restricted for a specmed penod (For example such a restnctlon could limit sale to quallfymg mvestors—

~.) The restriction

is a characterlstlc of the instrument and therefore Would be transferred to market partlcmants In that case, the

fair value of the seeurity instrument would be based measured on the basis of the quoted price for an otherwise
identical unrestricted seeurity equity instrument of the same issuer that trades in a public market, adjusted to
reflect the effect of the restriction.- The adjustment would reflect the amount market participants would demand
because of the risk relating to the inability to access a public market for the seeurity instrument for the specified
period.*— The adjustment will vary depending on the nature and duration of the restriction, the extent to which
buyers are limited by the restriction (fer-example;eq there might be a large number of qualifying investors); and
factors specific to both the seeurity instrument and the issuer (qualitative and quantitative).%t

Example 9—Restrictions on the use of an asset

A donor contributes land in an otherwise developed residential area to a not-for-profit neighbourhood
association. The land is currently used as a playground. -The donor specifies that the land must continue to be
used by the association as a playground in perpetuity.- Upon review of relevant documentation (legal and other),
the association determines that the fiduciary responsibility to meet the donor’s restriction would not etherwise
transfer be transferred to market participants if the asset-was-te-be-association sold by-the-Asseciation,that-is;
the asset, ie the donor restriction on the use of the land is specific to the association. —Absent Furthermore, the
association is not restricted from selling the land. Without the restriction on the use of the land by the
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association, the land could be used as a site for residential development.- In addition, the land has is subject to

an easement forutility-Hnes-on-(a portion-of-thepreperty—Ilegal right that enables a-_utility to run power lines
across the land).

(@) Donor restriction on use of land.- Because in this instance the donor restriction on the use of the land
is specific to the association, the restriction would not transfer be transferred to market participants.
Therefore, the fair value of the land would be based on the higher of its fair value ‘in use’ as a
playground or fair value ‘in exchange’ as a site for residential development, regardless of the
restriction on the use of the land by the association.

(b) Easement for utility lines.— Because the easement for utility lines is specific to (anr—attribute a
characteristic of) the land, it would transfer be transferred to market participants—_with the land.
Therefore, the fair value measurement of the land would consider the effect of the easement,
regardless of whether highest and best use is the valuation premise is ‘in use’ as a playground or ‘in
exchange’ as a site for residential development.

Liabilities and credit risk

IE27

IE28

Non-performance risk relating to a liability includes the—reperting-an entity’s credit risk. —Fhe—reporting An
entity should consider the effect of its credit risk (credit standing) on the fair value of the liability in all periods
in which the liability is measured at fair value because those who might hold the entity’s obligations as assets
would consider the effect of the entity’s credit standing in determining the prices they would be willing to pay.
For example, assume that Entity X and Entity Y each enter into a contractual obligation to pay cash ($CU500)
to Entity Z in 5five years.- Entity X has a-an AA credit rating and can borrow at 6 per cent, while Entity Y has a
BBB credit rating and can borrow at 12 per cent. Entity X will receive about $CU374 in exchange for its
promise (the present value of $CU500 in 5five years at 6 per cent). Entity Y will receive about $CU284 in
exchange for its promise (the present value of $CU500 in 5five years at 12 per cent). At initial recognition, the
fair value of the liability to each entity (the proceeds) incorporates that entity’s credit standing.- Example 10
illustrates the effect of credit standing on the fair value of a financial liability at initial recognition and in
subsequent periods.

Example 10—Structured note

On 1 January 20X7 Entity A, an investment bank Wlth aan AA credlt ratlng, |ssues a five- year flxed rate note to
Entity B. 3
No credit enhancements are |ssued in conjunction Wlth or other\lee related to the contract (that—lsr ie no
collateral is posted and there is no third-party guarantee).- Entity A elects to account for the entire note at fair
value in accordance with FASB-Statement-Ne—155-Accounting-for-Certain-Hybrid-Financial-thstruments—1AS
39. The fair value of the note (the obligation of Entity A) during 2007 20X7 is measured using an expected
present value technique.- Changes in fair value are discussed below.

(@) Fair value at 1 January 20X7. The expected cash flows used in the expected present value technique
are discounted at the risk-free rate (using the treasury—yield-government bond curve at 1 January
20XT7), plus the current market observable AA corporate bond spread to treasuries government bonds
adjusted (up or down) for Entity A’s specific credit risk (credit-adjusted risk-free rate).- Therefore, the
fair value of the Entity A’s obligation ef-Entity-A-at initial recognition considers non-performance
risk, including that entity’s credit risk (presumably, reflected in the proceeds).

(b) Fair value at 31 March 20X7 During March 20X7, the credit spread for AA corporate bonds widens,
with no changes to the specific credit risk of Entity A.- The expected cash flows used in the expected
present value technique are discounted at the risk-free rate (using the treasury-yield government bond
curve at 31 March 20X7), plus the current market observable AA corporate bond spread to treasuries
government bonds, adjusted for Entity A’s specific credit risk (credit-adjusted risk-free rate).- Entity
A’s specific credit risk is unchanged from initial recognition. -Therefore, the fair value of the-Entity
A’s obligation ef-Entity-A-changes due to as a result of changes in credit spreads generally.- Changes
in credit spreads reflect current market participant assumptions about changes in non-performance
risk generally.

(©) Fair value at 30 June 20X7. As of 30 June 20X7, there have been no changes to the AA corporate
bond spreads.- However, based-on the basis of structured note issuanees issues corroborated with
other qualitative information, Entity A determines that its own specific credit—worthiness has
strengthened within the AA credit spread.- The expected cash flows used in the expected present value
technique are discounted at the risk-free rate (using the treasury government bond yield curve at 30
June 20X7), plus the current market observable AA corporate bond spread to treasuries government

© IASCF 39




ED Fair Value Measurement 2009

bonds (unchanged from 31 March 20X7), adjusted for Entity A’s specific credit risk (credit-adjusted
risk-free rate).- Therefore, the fair value of the obligation of Entity A changes due-te as a result of the
change in its own specific credit risk within the AA corporate bond spread.

Fair value measurements in markets that are not active

1E29

1E30

IE31

1E32

1E33

1E34

40

Example 11 illustrates the use of judgement when measurrnq the fair value of a frnancral asset when the market
for that flnanC|aI asset |s not active. Nete: 3

Example 11—Inactive market BeterminingFai—Value- When-the

I I T of Activity for tl e nificant]
Decreased

On-January—1-20X8-{the-issuance-date-of-the-security)—Entity A invested in a junior AAA-rated tranche of a
residential mortgage--backed security— (RMBS) on 1 January 20X8 (the issue date of the security). The junior

tranche is the third most senior of a total of seven tranches. The underlying collateral for the residential

mortgage-backed-seeurityRMBS is unguaranteed Al-A-noenconforming residential mortgage loans that were
issued in the second half of 2006. 20X6.

At 31 March 20X9 (the measurement date), the junior tranche of-theresidential-mertgage-backed-security-is
now A-rated. This tranche of the residential-mertgage-backed-seeurity RMBS was previously traded through a

brokered market;:—hewever,—. However, trading volume in that market was infrequent, with only a few
transactions taking place per month from 1 January 1,-20X8 threugh to 30 June 30,-20X8 and little, if any,
trading activity during the nine months before 31 March 314,-20X9.

Entity A considers the guidanee factors in paragraph 29A B5 of the [draft] IFRS to determine whether there-has
been-a-significant-deerease-in-the velume-and-level-ofactivity market for the junior tranche of the residential
mortgage-backed-seeurity-in-which-it-has-invested: RMBS is not active. After evaluating the significance and
relevance of the factors, Entity A concludes that the velume-and-level-of-activityfor-the-juniortranche-of-the
residential-mortgage-backed-security-have-significantly-decreased- market is not active. Entity A supported its
judgement primarily on the basis ef-its-ebservation that there was little, if any, trading activity for an extended
period of time before the measurement date.

Because there is little, if any, trading act|V|ty to support a market—appreaeh—valuatlon technlque usmg a marke
approach, Entity A decides to use the

Statement an income approach to estimate the falr value for of its securrty at the measurement date.21a Entrty A

dlscount rate (thaHs%here market rate of return) thaewru—beuseel to dlscount the contractual cash flows—_from
the RMBS. The available-information—that-EntityA—uses—to—estimate—an—appropriate—market rate of return

rneludeeL Ihe is estlmated usmq the risk-free rate based—en#teurate%retum%gevemmentedebeseeuﬁues

of |nterest and a marqrn that reflects the risks (f-er—e*ample g default

risk, collateral value risk; and liquidity risk) that market participants would consider in when pricing the asset in

an orderly transaction at the measurement date under—eurrent—market—conditions—In—determining—these
adjustments—Entity-A-considered:.

Entity A considered the following information when estimating the margin:
@) the credit spread for the junior tranche of the residential-mortgage—backed-securityRMBS at the

issuanee issue date as implied by the original transaction price

(b) the change in the credit spread implied by any observed transactions from the issuanee issue date to

the measurement date for comparable residential-mertgage-backed-securities; RMBSs or based-on the
basis of relevant indexes indices

(©) the The-speeific—characteristics of the junior tranche of the residential-mortgage-backed-security
RMBS compared with comparable residential-mortgage-backed-securities RMBSs or indexes indices,

including the quality of the underlying assets (that-is; ie information about the performance of the
underlying mortgage loans; such as delinquency and foreclosure rates, loss experience; and

prepayment rates), seniority and-or subordination of the residential-mertgage-backed-seeurity RMBS

tranche held; and other relevant factors
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(d) relevant reports issued by analysts and rating agencies
(e) quoted prices from third parties such as brokers or pricing services.

Entity A estimates that one indication of an-apprepriate the market rate of return that market participants would
use #r when pricing the junior tranche ef-the-residential-mortgage-backed-security-is 12 per cent (1,200 basis

points). This market rate of return was estimated as follows:

@ 300 basis points for the appropriate relevant risk-free rate of interest at 31 March 31-20X9.

(b) Add: -250 basis points for the credit spread over the risk-free rate at-issuance-of-Entity-A’s when the
junior tranche of-the-residential-mortgage-backed-security was issued in January 20X8.

(© Add: -700 basis points for the estimated change in the credit spread over the risk-free rate fer-Entity

A’s-of the junior tranche ef-theresidential-mortgage-backed-seeurity-between between 1 January 4;
20X8 and 31 March 34,-20X9.- This estimate was based on the change in the most comparable index

available for the that time period-between-January-1,20X8-and-Mareh-31,-20X9—.

(d) Subtract: -50 basis points (net) to adjust for differences between the index used to estimate the change

in credit spreads and Entity-A’s-the junior tranche-ef-theresidential-mortgage-backed-security. The

referenced index consists of subprime mortgage loans, while Entity A’s residential-moertgage-backed
seetrity RMBS consists of Alt-A-mortgage loans;- with a more favourable credit profile (making it

more attractive to market participants). However, the index does not reflect an appropriate liquidity

risk premium for Entity-A’s-the junior tranche ef-the—residential-mortgage—backed-seecurity—under

current market conditions.- Thus, the 50 basis point adjustment is the net of 2 two adjustments—:

(i) the first adjustment is a 350 basis point subtraction, which was estimated by comparing the
implied yield from the most recent transactions for the residential-mertgage-backed-security
RMBS in June 20X8 with the implied yield in the index price on those same dates.- There
was no information available that indicated that the relationship between Entity A’s security
and the index has changed.

(i) the second adjustment is a 300 basis point addition, which is Entity A’s best estimate of the
additional liquidity risk inherent in its security (the-a cash position) when compared with
the index (the a synthetic position). This estimate was derived after considering liquidity
risk premiums implied in recent cash transactions for a range of similar securities.

As an additional indication of an-apprepriate the market rate of return, Entity A alse-considers 2 two recent
indicative quotes (that-is;ie non-binding quotes) provided by reputable brokers for the junior tranche of-the
residential-mortgage-backed-seeurity-that imply yields of 15-t6—17 percent—per cent. Entity A confirms-that-the

quotes-are-not-based-on-transactions,-butit-is unable to evaluate the valuation technique(s) or any-ethermarket
data inputs used to develop the quotes. However, Entity A is able to confirm that the quotes are not based on
transactions.

Because Entity A has multiple indications of the apprepriate market rate of return that market participants would

consider relevant—in—estimating—when measuring fair value, it evaluates and weights—as—appropriate; the
respective indications of the apprepriate-rate of return, considering the reasonableness of the range indicated by
the results.

Entity A concludes that 13 per cent is the point within the range of relevant-inputs-indications that is most
representative of fair value under current market conditions. Entity A placed more weight on the 12 percent

estimated-market-rate-of return—{thatis;per cent indication (ie its own estimate)}-because- of the market rate of

return) for the following reasons:

@) Entity A concluded that its own estimate appropriately incorporated nenperformance—risk—(for
example;the risks (eg default risk-and, collateral value risk) and liquidity risk) that market participants

would use te-estimate-the-selling-price-ofwhen pricing the asset in an orderly transaction in-the under
current market;-ané- conditions

(o) -the-indications—ofan—appropriate—rate—of return—provided-by-the broker quotes were non-binding
quotes-that-and were not based on transactions—Additionally; and Entity A was net unable to evaluate

the valuation technique(s) or-significant inputs used to develop the quotes.
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Fair value disclosures

e \zal : :

1E39 The disclosures required by paragraph 57(a) and (b) and paragraph 57(e) and (f) of the [draft] IFRS are
|IIustrated below Mﬂﬁ*ﬁqﬁ%&dﬁd@&%&a&%@#&ﬁ%@ﬁ%ﬂmm

Example 12—Assets measured at fair value

IE40 For assets and liabilities measured at fair value en-a-—recurring-basis-during the period, this-Statement the draft
1FRS requires quantitative disclosures about the fair value measurements sepa%atel—y—for each majer-category

class of assets and liabilities{paragraph-32{a)-and—{(b})-
follews. An entity might disclose the following for assets to comply wnth paragraph 57(a) and (b) of the [draft]

1FRS:
oy s . | . .
-
w. - ignifi
Markets for Other Significant
ldentical Observable Unobservable
Assets Inputs Inputs
Deseription 123X feevelh feevel2) feevel 3)
securities—real-estate
Residential-mortgage-backed
securities 75 7% 7%
Derivatives 60 25 15 - $20
Venture-capital-investments 10 — — ——10
—Fotal —$260 -$130205 ——$25 — %30

Assets measured at fair value

Fair value measurement at the end of the reporting

period using:
Quoted prices Significant Significant
in active other unobservable
markets for observable inputs
identical inputs
assets
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(Level 1) (Level 2) (Level 3)
Description 31 Dec 20X2 CU million CU million CU million

Financial assets at

fair value through
profit or loss

Trading 100 40 55 5
securities

Trading 39 17 20
derivatives

N

Available-for-sale
financial assets

Equity 75 30 40 5
investments

Investment
properties

Land 40 - 25 15
Buildings 15 - - 15

Total 269 87 140 42

(Note: A similar table would be presented for liabilities unless another format is deemed more appropriate

by the entity.)

Example 13—Fair value measurements in Level 3 of the fair value
hierarchy

IE41 For assets and liabilities measured at fair value en-a—+recurring-basis-using-significant-unobservable-inputs{in

Level 3)j—dering—the—period—this—Siatementrequires—a—reconsitiation of the beginning—and—endinglailr value
hierarchy, the draft IFRS requires a reconciliation from the opening balances;-separately to the closing balances

for each majepeategeryclass of assets and IlabllltleS%eWW%eMMMMWe
ws—. An entity

mlqht dlsclose the followmq for assets to complv Wlth paraqraph 57(e) and (f) of the draft IFRS
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($-47-000s) E.E"' .E.albe ' easl buemel Its oSG
o {evel 3)
Residential
Moertgage- Venture
Backed Capital
Beginning-balance $80 $14 $11 $25
Fotal Igau 56 Iesse_s ('e?l“zeg’k' |ea_llzed; : 11 3 g
—Lnelﬂdeegmther—eemppehensw&meeme &) —4 —4
——Purchases; issuances;-and settlements —® _2 —5)
— Transfersinand/oroutof Level 3 —0 —2) —0 —(2)
Ending-balance L $20 $10 $10530
. .
ieamou '.E of EQEE.‘I Gams-of Iesses_lel the-period
: el_uded II SaFRIRGS (o ena gESII_ |etass_ets)
losses
: : liabilities. il | |
presented-)
: liabilities. a simil leshould )
Assets measured at fair value in Level 3 of
the fair value hierarchy
Fair value measurement at the end of the reporting
period
Financial assets at fair Available- Investment properties Total
value through profit or for- sale
loss financial
assets
Trading Trading Equity Land Buildings
securities derivatives investments
CcuU CU million CU million CuU CuU CU million
million million million
Opening balance 6 5 4 10 12 37
Total gains or
losses
in profit or loss (2 (22 - 5 3 4
in other - - (€8] - - @
comprehensive
income




ED Fair VValue Measurement 2009

Purchases 1 2 2 - - 5
Issues - - - - - -
Settlements - Q) - - - Q)
Transfers into or - 2 - - - 2
out of Level 3
Closing balance 5 2 5 15 15 42
Gains or losses in @ @ - 5 3 6

profit or loss for
assets held at the

end of the reporting
period

(Note: A similar table would be presented for liabilities unless another format is deemed more appropriate by the entity.)

a  Losses of CU0.05 that have been reported in Level 3 are offset by gains or losses on instruments categorised within Level 1 or Level 2 of the fair value hierarchy.

Gains and losses {reatized-and-unrealized)-included-in earnings{profit or ehanges-in-net-assetsyloss for the period (above)

are reported in trading revenuesincome and in other revenuesincome as follows:

Trading Other
Revenues Revenues
i | inel . . : .
—assets)-forthe-period-(above) —3%u —33)
. I ) | lati 1L hel
—atreporting-date —37 —%2
Trading income Other income
CU million CU million
Total gains or losses included in profit or 4 8
loss for the period
Gains or losses in profit or loss for assets 2 8
held at the end of the reporting period
(Note: A similar table would be presented for liabilities unless another format is deemed more
appropriate by the entity.)
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Appendix
[Draft] Amendments to guidance on other IFRSs

[This section is not reproduced for the purpose of this mark up.]
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