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Global Trend in Financial Reporting
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Hong Kong

RussiaRussia
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Korea (2011)

Japan (2016)

Canada Canada 
(2011)(2011)

2014?

EuropeEurope

Macao
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India 
(2011)

Blue areas indicate countries that require or permit IFRSs. 
Grey areas are countries seeking convergence with the 
IASB or pursuing adoption of IFRSs.

Macao
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Global Trend in Financial Reporting

• Over 100 countries or places currently require or 
permit the use of, or have a policy of convergence 
with, IFRSs ,
– 2005 is a critical year as Europe began to adopt IFRS 

for its listed companies
– China is one of the places regarded as having a set of 

“substantially the same” accounting standards (since 
2007)

– Hong Kong is one of the places fully converged to 
IFRS (since 2005)
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Global Trend in Financial Reporting

• The US FASB and the IASB reaffirmed their 
commitment in 2005 to the convergence of US 
GAAP and IFRSsGAAP and IFRSs

• In 2007 
‒ the US SEC approved the financial statements from 

foreign private issuers in the US will be accepted 
without reconciliation to US GAAP only if they are 
prepared using IFRSs

• In 2008
‒ The AICPA proposed incorporating IFRS
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The AICPA proposed incorporating IFRS 
elements in its Uniform CPA Examination

‒ The AICPA launched a designated website 
for its members and public, www.IFRS.com
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Global Trend in Financial Reporting

• In August 2008 
‒ US SEC voted to publish for public comment

a proposed Roadmap to the use of IFRS by U Sa proposed Roadmap to the use of IFRS by U.S. 
issuers

• In November 2008
‒ US Roadmap to transit to IFRS released for 

comment
• SEC to decide in 2011 whether to proceed with 

rulemaking to require that US issuers  use IFRS 
beginning in 2014
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• Early adoption beginning with filings in 2010 
would be allowed for certain issuers

• In January 2009
‒ The new SEC Chairman Mary L. Schapiro said that 

she might not commit to such roadmap

Global Trend in Financial Reporting

• Before (or even after) US and other countries 
have finally adopted IFRS, are there any 
potential issues?potential issues? 
‒ US GAAP is converging to IFRS or IFRS 

converging to US GAAP
‒ Pressure or impact from different countries, 

stakeholders, non-accounting issues …..
‒ Impact of financial tsunami
‒ Fair value accounting
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Global Trend in Financial Reporting

Latest observations
• IFRS uses more US 

approach and/or terms

Example

• Converging to USapproach and/or terms
• The G20 communique said:

‒ With a view towards 
promoting financial stability, 
the governance of the 
international accounting 
standard-setting body should 
be further enhanced ……

• Converging to US

• Additional (or different role) is 
suggested to the IASB

• IFRS would be subject to 
further changes

What’s ne t?
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• Fair value accounting 
advocated by the IFRS is 
blamed for causing and/or 
exacerbating the current 
financial tsunami or credit 
crisis

• What’s next?
• Fall back to historical cost 

only?
• Changes again?

Global Trend in Financial Reporting

Latest observations
• IFRS uses more US 

approach and/or termsapproach and/or terms
• The G20 communique said:

‒ With a view towards 
promoting financial stability, 
the governance of the 
international accounting 
standard-setting body should 
be further enhanced ……

From IFRS to Fair Value 
Accounting
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• Fair value accounting 
advocated by the IFRS is 
blamed for causing and/or 
exacerbating the current 
financial tsunami or credit 
crisis
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Today’s Agenda

From IFRS to Fair Value 
Accounting
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Introduction of IFRS

• IASB (International Accounting Standards Board) 
– An independent and privately-funded accounting standard 

setter, based in London
– Responsible to issue IFRSs (International Financial Reporting 

Standards)
• IASC (International Accounting Standards Committee)
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– IASB’s predecessor
– Responsible to issue IASs (International Accounting 

Standards)
• IFRSs include IASs 
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Introduction of IFRS
International Financial Reporting Standards
are:
• Standards and Interpretations issued by the IASB and p y

comprise:
– International Financial Reporting Standards 

(IFRS ) ;
– International Accounting Standards 

(IAS ); and
– Interpretations.
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• On top of these, IASB also has a set of:
– Framework for the Preparation and Presentation of Financial 

Statements

Introduction of IFRS

Asset

Financial Position (in balance sheet)
• a resource controlled by the enterprise as a result of past events and 

from which future economic benefits are expected to flow to the 
t i

Balance Sheet Approach Financial Position Approach Financial Position Approach 

Liability

Equity

Financial Performance (in income statement)

enterprise
• a present obligation of the enterprise arising from past events, the 

settlement of which is expected to result in an outflow from the 
enterprise of resources embodying economic benefits

• the residual interest in the assets of the enterprise after deducting all 
its liabilities
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Income

Expense

• increases in economic benefits during a period in the form of
– inflows or enhancements of assets or
– decreases of liabilities that result in increases in equity
– other than those relating to contributions from equity participants

• decreases in economic benefits during a period in the form of
– outflows or depletions of assets or
– incurrences of liabilities that result in decreases in equity,
– other than those relating to distributions to equity participants
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Introduction of IFRS

DefinitionDefinition What is it?

Financial Position Approach Financial Position Approach 

RecognitionRecognition

MeasurementMeasurement

When is it recognised?

How much is it recognised and carried?
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DisclosureDisclosure

How much is it recognised and carried?

How is it showed in the financial statements?

Introduction: Property, Plant and E.

• Property, plant and equipment (PPE) is clearly defined and  
properties not within the definition are not accounted for by 

Example
IAS 16 Property, plant and equipment

DefinitionDefinition
using IAS 16

e.g. property held to earn rental is not covered by IAS 16
• PPE is recognised if it meets the recognition criteria:

a) it is probable that future economic benefits associated 
with the item will flow to the entity; and

b) the cost of the item can be measured reliably.

• Initially measured at cost while subsequently measured by 
sing either

RecognitionRecognition

MeasurementMeasurement
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using either
Cost model or 
Revaluation model

• Certain information is required to be disclosed in the 
financial statementsDisclosureDisclosure
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Introduction: Financial Assets

• Financial instruments, including financial assets, financial 
liabilities and derivatives, are clearly defined and all such 

Example
IAS 39 Financial Instruments: Recognition and Measurement

DefinitionDefinition
items shall be accounted for by using IAS 39

• Financial asset is recognised if it meets the recognition 
criteria:

the entity becomes a party to the contractual provisions
of the instrument (“probable” flow-in is not required)

• Initially measured at fair value (plus transaction cost in most 
cases) hile s bseq entl meas red at either

RecognitionRecognition

MeasurementMeasurement
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cases) while subsequently measured at either
Fair value or 
Amortised cost (if conditions can be met)

• Certain information is required to be disclosed in the 
financial statements
‒ IAS 32 and IFRS 7 provides more requirements on 

presentation and disclosure of financial instruments

DisclosureDisclosure

Introduction: Investment Property

• Property held for rental and/or capital appreciation and 
meets other conditions is investment property (IP) that is 

Example
IAS 40 Investment property

DefinitionDefinition
accounted for by using IAS 40

• IP is recognised if it meets the recognition criteria:
a) it is probable that future economic benefits associated 

with the item will flow to the entity; and
b) the cost of the item can be measured reliably.

• Initially measured at cost while subsequently measured by 
sing either

RecognitionRecognition

MeasurementMeasurement

© 2008-09 Nelson Consulting Limited 18

using either
Cost model or 
Fair value model

• Certain information is required to be disclosed in the 
financial statementsDisclosureDisclosure

Any difference between revaluation 
model and fair value model?
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Fair Value: What is it?

• Fair value is used or mentioned in most IFRSs
• Fair value is defined as:

– the amount for which an asset could be exchanged,
or a liability settled, between knowledgeable, willing
parties in an arm’s length transaction

© 2008-09 Nelson Consulting Limited 19

Fair Value: What is it?

• The same definition is used in different IFRSs,
– The application to different assets and liabilities may not 

be the same, for example:
• IAS 16 Property, plant and equipment
• IAS 36 Impairment of assets
• IAS 38 Intangible assets

IAS 39 Financial instruments: recognition & measurement

© 2008-09 Nelson Consulting Limited 20

• IAS 39 Financial instruments: recognition & measurement
• IAS 40 Investment property
• IFRS 2 Share-based payment
• IFRS 3 Business combinations
• IFRS 7 Financial instruments: Disclosure



11

Fair Value: What is it?

• Fair value can be applied to
– initial measurement,

subsequent measurement or

Applied to initial measurement but 
not subsequent measurement:

Example

– subsequent measurement, or 
– both

q
• Held-to-maturity (IAS 39)
• Loans and receivables (IAS 39)
• Business combination (IFRS 3)

Not applied to initial measurement 
but applied to subsequent 

Applied to both initial and 
subsequent measurement:
• Inventories (IAS 2)
• Financial assets and liabilities at 
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measurement (incl. selective):
• Property, plant and equipment 

(IAS 16)
• Intangible assets (IAS 38)
• Investment property (IAS 40)

fair value through P/L (IAS 39)
• Available for sale financial 

assets (IAS 39)
• Agriculture (IAS 41)

Fair Value: What is it?

Fair value model (e.g. IAS 40)

• Refers to fair value • Refers to fair value

Revaluation model (e.g. IAS 16)

Example

• Changes in fair value recognised in 
profit or loss

• Changes in fair value recognised in 
equity (or other comprehensive 
income)

• No depreciation or amortisation is 
required

• Depreciation or amortisation is 
required

© 2008-09 Nelson Consulting Limited 22

• Revalued at each reporting date • Not clearly defined, only require 
sufficient regular that no material 
different from fair value

• N/A • Deficit about fair value below 
depreciated cost is recognised in 
profit or loss
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Fair Value: What is it?
How is fair value determined?

Active Market
1. The best evidence for fair value is the current bid 

price in an active market

Less Active 
Market

No Market but 
with reliable 

measure

price in an active market
2. If no such price in an active market, the information 

from a variety of sources can be considered, e.g.:
a) Recent transaction price
b) Current prices in a less active market
c) Value derived from valuation techniques, including

– using recent arm’s length market transactions 
between knowledgeable, willing parties
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No Reliable 
Measure

g , g p
– discounted cash flow analysis
– option pricing models
– other valuation techniques commonly used in 

the market
3. If some conditions are met and there is no other 

reliable measure, the item is stated at cost

Latest New or Amended IFRS

Selected new interpretations and amendments
to IFRS

• Amendments to IAS 39 and IFRS 7 Reclassification of Financial

Effective for periods 
beginning on/after

Date back toAmendments to IAS 39 and IFRS 7 Reclassification of Financial 
Assets (2008)

• IFRIC 15 Agreements for the Construction of Real Estate (2008)
• IFRIC 16 Hedges of a Net Investment in a Foreign Operation 

(2008)
• IFRS 8 Operating Segments (2007)
• IFRS 23 Borrowing Costs (2007)
• IAS 1 Presentation of Financial Statements (2007)

IAS 27 C lid t d d S t Fi i l St t t (2008)

Date back to 
1 Jul. 2008
1 Jan. 2009
1 Oct. 2008

1 Jan. 2009
1 Jan. 2009
1 Jan. 2009 
1 J l 2009
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• IAS 27 Consolidated and Separate Financial Statements (2008)
• IFRS 3 Business Combination (2008)
• Amendments to IAS 32 and IAS 1 Puttable Financial 

Instruments and Obligations Arising on Liquidation (2008)
• Annual improvement to IFRSs (2008)

1 Jul. 2009 
1 Jul. 2009
1 Jan. 2009

1 Jan. 2009

Insights & Brief UpdateInsights & Brief Update
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Operating Segments

• IFRS 8 Operating Segments
‒ arises from the IASB’s consideration of FASB 

Statement No 131 Disclosures aboutStatement No. 131 Disclosures about 
Segments of an Enterprise and Related 
Information (SFAS 131 of US) issued in 1997, 
compared with IAS 14 Segment Reporting

‒ achieves convergence with the requirements 
of SFAS 131, except for changes necessary 
to make the terminology consistent with that in 
other IFRSs
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Converting to US?Converting to US?

Presentation of Financial Statement

• IAS 1 Presentation of Financial Statements redefines 
a complete set of financial statements comprises:
a) a statement of financial position (財務狀況表) as Previously we call ita) a statement of financial position (財務狀況表) as

at the end of the period;
b) a statement of comprehensive income (全面收益表) 

for the period;
c) a statement of changes in equity for the period ……

• Disclosure of components of other comprehensive 
income (其他全面收益) and total comprehensive 
income (全面收益) 

Previously, we call it 
“Balance sheet”
Previously, we call it 
“Profit or loss a/c” or 
“Income statement”
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(全面收益)
• Tax effect is also considered and disclosed for gains 

and losses not recognised in profit or loss
Comprehensive income Comprehensive income 

concept used in US concept used in US 
since 90ssince 90s
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Business Combinations

• IFRS 3 Business Combinations
‒ clarify the meaning of business and 

recognition of identifiable net assetsrecognition of identifiable net assets
‒ advocate the use of “fair value” of an entity as 

a going concern (instead of the fair value of 
an entity’s net assets only) to derive:

• the non-controlling interests (minority 
interests) and

• goodwill
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Fair Value Accounting Fair Value Accounting 
extended to nonextended to non--

controlling interests and controlling interests and 
goodwillgoodwill

Reclassification of Financial Assets

• An amendment issued in Oct. 2008 to amend IAS 39 and IFRS 7
‒ Obviously, it was issued because of the current financial crisis

U l d t f ll d‒ Usual due process was not followed
‒ Allow entity to reclassify something that were not allowed to reclassify 

before 
‒ e.g. reclassify non-derivative financial assets held for trading to avoid 

the decline in fair value to be recognised in profit or loss
‒ Effective date dated back to 1 July 2008
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Addressing to financial Addressing to financial 
tsunami?tsunami?
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Today’s Agenda

Application of Fair Value Application of Fair Value 
Accounting in Different IFRSAccounting in Different IFRS
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Application of Fair Value

This Week

• The same definition is used in different IFRSs,
– The application to different assets and liabilities may not 

be the same, for example:
• IAS 16 Property, plant and equipment
• IAS 36 Impairment of assets
• IAS 38 Intangible assets

IAS 39 Financial instruments: recognition & measurement

© 2008-09 Nelson Consulting Limited 30

Next Week

• IAS 39 Financial instruments: recognition & measurement
• IAS 40 Investment property
• IFRS 2 Share-based payment
• IFRS 3 Business combinations
• IFRS 7 Financial instruments: Disclosure
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IAS 16 Property, Plant and Equipment
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PPE – Overview

DefinitionDefinition

• Property, plant and equipment (PPE) 
are tangible items that:
a) are held for use DefinitionDefinition

RecognitionRecognition

Meas rementMeas rement Measurement at Recognition

)
– in the production or supply of goods 

or services, 
– for rental to others, or 
– for administrative purposes; and

b) are expected to be used during more 
than one period.

© 2008-09 Nelson Consulting Limited 32

MeasurementMeasurement

Presentation and DisclosurePresentation and Disclosure

g
Measurement after Recognition
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PPE – Measurement at Recognition

• An item of PPE that qualifies for recognition as 
an asset shall be measured at its costcost.

CostCost • the amount of cash or cash equivalents paid or 

• the fair value of other consideration given to acquire an 
asset at the time of its acquisition or construction, or

• where applicable, the amount attributed to that asset when 
initially recognised in accordance with the specific 
requirements of other IFRSs
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e.g. IAS 39, IFRS 2

PPE – Measurement after Recognition

• An entity shall choose either:

Cost ModelCost Model

Revaluation Model

• as its accounting policy and
• the entity shall apply that policy to 

an entire class of PPE.

© 2008-09 Nelson Consulting Limited 34
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PPE – Measurement after Recognition

Cost Model

After recognition as an asset, an item of PPE 
shall be carried at

Its costCost Model

Revaluation Model

– Its cost
– less

• any accumulated depreciation and 
• any accumulated impairment losses

After recognition as an asset, an item of PPE 
shall be carried at
– a revalued amount, being its fair value at 

th d t f th l ti
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the date of the revaluation, 
– Less

• any subsequent accumulated 
depreciation and

• subsequent accumulated impairment 
losses.

PPE – Measurement after Recognition

Revaluation Model

F i l i th t f hi h t ld b h d

What is fair value?What is fair value?

All IFRS/IAS have same definition on fair value now.

• Fair value is the amount for which an asset could be exchanged 
between knowledgeable, willing parties in an arm’s length transaction.

• The fair value of
– land and buildings ⇒ is usually determined from market-based

evidence by appraisal that is normally 
undertaken by professionally qualified valuers.

– items of PPE ⇒ is usually their market value determined by

© 2008-09 Nelson Consulting Limited 36

y y
appraisal.

• If there is no market-based evidence of fair value because of the 
specialised nature of the item of PPE and the item is rarely sold, 
⇒ an entity may need to estimate fair value using

• an income or
• a depreciated replacement cost approach.
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PPE – Measurement after Recognition

Revaluation Model Revaluations shall be made with sufficient 
regularity
– to ensure that the carrying amount does not

• The frequency of revaluations depends upon the changes in fair 
values of the items of PPE being revalued.
a) When the fair value of a revalued asset differs materially from its 

to ensure that the carrying amount does not 
differ materially from the fair value at the 
balance sheet date. 
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carrying amount, a further revaluation is required.
b) Some items of PPE experience significant and volatile changes in 

fair value, thus necessitating annual revaluation.
c) Such frequent revaluations are unnecessary for items of PPE with 

only insignificant changes in fair value.  Instead, it may be 
necessary to revalue the item only every 3 or 5 years.

PPE – Measurement after Recognition

Revaluation Model

• If an item of property, plant and equipment is revalued, Entirep p y p q p
– the entire class of PPE to which that asset belongs shall 

be revalued
• If an asset’s carrying amount is increased as a result of 

a revaluation, the increase shall be credited directly to 
equity under the heading of revaluation surplus.
– However, the increase shall be recognised in profit or 

loss to the extent that it reverses a revaluation decrease 
of the same asset previously recognised in profit or loss.

Class
Entire 
class

To Equity 
directly
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• If an asset’s carrying amount is decreased as a result 
of a revaluation, the decrease shall be recognised in 
profit or loss.
– However, the decrease shall be debited directly to equity 

under the heading of revaluation surplus to the extent of 
any credit balance existing in the revaluation surplus in 
respect of that asset.

Negative 
to P/L
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PPE – Measurement after Recognition

Revaluation Model

• A class of PPE is a grouping of assets of a similar nature and use• A class of PPE is a grouping of assets of a similar nature and use 
in an entity’s operations and examples of classes include:
– Land;
– Land and buildings;
– Machinery;
– Ships;
– Aircraft;
– Motor vehicles;

Class

© 2008-09 Nelson Consulting Limited 39

– Furniture and fixtures; and 
– Office equipment

• The items within a class of PPE are revalued simultaneously to 
avoid selective revaluation of assets and the reporting of amounts 
in the financial statements that are a mixture of costs and values 
as at different dates.  

PPE – Measurement after Recognition

• In 2007 an entity buys a PPE at

Example

Revaluation Model

• In 2007, an entity buys a PPE at 
$1,000 and adopts revaluation 
model.

• At year end of 2007,
– PPE’s fair value rises to 

$1,500.

Dr PPE 1,000
Cr Cash 1,000

Dr PPE (1,500 – 1,000) 500
Cr Revaluation reserves 500
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• At year end of 2008,
– PPE’s fair value falls to $800.

• Ignore the depreciation, prepare 
journal for each situation above.

Dr Revaluation reserves 500
Profit and loss 200

Cr PPE (1,500 – 800) 700
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PPE – Measurement after Recognition

Revaluation Model

• The revaluation surplus included in equity in respect of an item of PPE 
may be transferred directly to retained earnings when the asset is 
derecognised. 

• However, some of the surplus may be transferred as the asset is used 
by an entity.
– In such a case, the amount of the surplus transferred would be the 

difference between depreciation based on the revalued carrying
amount of the asset and depreciation based on the asset’s original cost.
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• Transfers from revaluation surplus to retained earnings are not made 
through profit or loss.

Dr Revaluation surplus
(depreciation based on the revalued carrying amount
less depreciation based on the asset’s historical cost)  
Cr Retained earnings

PPE – Measurement after Recognition

• CJS Limited bought a car 

Example

Dr PPE 50 000

Revaluation Model
Year ended 31.12.2007Year ended 31.12.2007

g
with a cost of $50,000 on 
1 Jan. 2007 and adopted 
the revaluation model.  

• The estimated useful life 
of the car is 5 years. 

• On 1 Jan. 2008, the car 
was revalued with a fair 

Dr PPE 50,000
Cr Cash 50,000

Dr P/L ($50K ÷ 5 years) 10,000
Cr Accumulated depreciation 10,000

Dr Accumulated depreciation
(48K – (50K – 10K)) 8,000
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value of $48,000 at that 
date.

• Prepare the journal 
entries for the year ended 
31 December 2007 and 
31 December 2008.

Cr Revaluation reserves 8,000

Dr P/L ($48K ÷ 4 years) 12,000
Cr Accumulated depreciation 12,000
Dr Revaluation reserves 2,000
Cr Retained earnings 2,000

Year ended 31.12.2008Year ended 31.12.2008
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PPE – Measurement after Recognition
DepreciationCost Model

Revaluation Model

• Depreciation is the systematic allocation of the depreciable amount of an asset 
over its useful life. 

• Depreciable amount is the cost of an asset, or other amount substituted for 
cost, less its residual value.

• Useful life is:
a) the period over which an asset is expected to be available for use by an entity; or

Revaluation Model

© 2008-09 Nelson Consulting Limited 43

b) the number of production or similar units expected to be obtained from the asset by 
an entity.

• The residual value of an asset is the estimated amount that an entity would 
currently obtain from disposal of the asset, after deducting the estimated costs 
of disposal, if the asset were already of the age and in the condition expected 
at the end of its useful life. 

PPE – Measurement after Recognition

• To determine whether an item of PPE is 
impaired, an entity applies IAS 36

• Compensation from third parties for items of

Depreciation

Depreciable amount
• Compensation from third parties for items of 

property, plant and equipment that were 
impaired, lost or given up shall be included 
in profit or loss when the compensation 
becomes receivable

Depreciation method

Impairment

© 2008-09 Nelson Consulting Limited 44
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IAS 38 Impairment of Assets

© 2008-09 Nelson Consulting Limited 45

• France Telecom Group, an telecommunication company
holding the brand “Orange”, described its impairment policy
in its financial statements of 2007 as follows:

Impairment of Assets
Case

in its financial statements of 2007 as follows:
In the case of a decline in the recoverable amount of an item of property, 
plant and equipment or an intangible asset to below its net book value, 
due to events or circumstances occurring during the period …… an 
impairment loss is recognised.
The recoverable amount of an asset is the higher of its fair value less 
costs to sell and its value in use ……

• Based on these simple requirements,

© 2008-09 Nelson Consulting Limited 46

p q
France Telecom recognised impairment losses on its non-current assets 
of €568 million, €105 million and €107 million in 2005, 2006 and 2007 
respectively. 
These figures might have not been considered as significant, if they are 
compared with France Telecom’s impairment loss on goodwill of €2.8 
billion in 2006.
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Impairment of Assets – Summary 

Is there any indication of impairment 
at each reporting date?

Is there any specific kind of 
intangible asset or goodwill? 

No

Yes

No impairment test is required
No

at each reporting date?

Identify the cash-generating unit (CGU) 
that the asset belongs to

Is it possible to estimate recoverable 
amount of the individual asset?

Determine the asset’s recoverable 
amount and compare with the asset’s 

carrying amount

Yes

Yes

Determine the CGU’s recoverable 
amount and compare with the unit’s 

carrying amount

No

Impairment 
test
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carrying amount

Recognition of impairment loss of the 
asset if its recoverable amount is lower 

than its carrying amount

carrying amount

Recognition of impairment loss of the 
CGU if its recoverable amount is lower 

than its carrying amount

Consider impairment reversal at 
each reporting date and the related 

requirements

Consider impairment reversal at 
each reporting date and the related 

requirements

Measuring Recoverable Amount

• IAS 36 defines recoverable amount as the higher of an asset’s or cash-
generating unit’s

Determine the asset’s recoverable 
amount and compare with the asset’s 

carrying amount

Determine the CGU’s recoverable 
amount and compare with the unit’s 

carrying amount

Fair Value Less Costs to Sell

Value in Use

and
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carrying amount carrying amount

• Recoverable amount is determined for an individual asset
– unless the asset does not generate cash inflows that are largely 

independent of those from other assets or groups of assets.
• If this is the case, recoverable amount is

determined for the cash-generating unit to which the asset belongs
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Measuring Recoverable Amount

• It is the amount obtainable from the sale of an asset or cash-generating 

Fair Value Less Costs to Sell

unit in an arm’s length transaction between knowledgeable, willing 
parties, less the costs of disposal.

The best evidence
⇒ is a price in a binding sale agreement in an arm’s length transaction, 

adjusted for incremental costs to the disposal

If no binding sale agreement but an asset is traded in an active market
⇒ the asset’s market price less the costs of disposal
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⇒ the asset s market price less the costs of disposal

If there is no binding sale agreement or active market for an asset
⇒ based on the best information available to reflect the amount that an 

entity could obtain, at the balance sheet date, from the disposal of the 
asset in an arm’s length transaction between knowledgeable, willing 
parties, after deducting the costs of disposal

Measuring Recoverable Amount

• Value in use is the present value of the future cash 
fl t d t b d i d f t h

Value in Use

flows expected to be derived from an asset or cash-
generating unit.
– The following elements shall be reflected in the 

calculation of an asset’s value in use:
a) an estimate of the future cash flows the entity 

expects to derive from the asset;
b) expectations about possible variations in the 

amount or timing of those future cash flows;
c) time value of money represented by the current

(b), (d) and (e) can 
be reflected as 
dj t t t
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c) time value of money, represented by the current 
market risk-free rate of interest;

d) price for bearing the uncertainty inherent in the 
asset; and

e) other factors, such as illiquidity, that market 
participants would reflect in pricing the future cash 
flows the entity expects to derive from the asset. 

adjustments to 
either
• future cash 

flows or
• discount rate
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Measuring Recoverable Amount
• Estimating the value in use of an asset 

involves the following steps:
a) estimating the future cash inflows and 

Value in Use
Basis for Estimates of 

Future Cash Flows) g
outflows to be derived
• from continuing use of the asset, and
• from its ultimate disposal; and

b) applying the appropriate discount rate
to those future cash flows.

Future Cash Flows
Composition of Estimates 

of Future Cash Flows
Foreign Currency Future 

Cash Flows

Discount Rates
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Recognising an Impairment Loss

Is there any indication of impairment 
at each reporting date?

Is there any specific kind of 
intangible asset or goodwill? 

No

Yes
• If, and only if, the recoverable amount 

of an asset is less than its carrying 
amountat each reporting date?

Is it possible to estimate recoverable 
amount of the individual asset?

Determine the asset’s recoverable 
amount and compare with the asset’s 

carrying amount

Yes

Yes

– the carrying amount of the asset shall 
be reduced to its recoverable amount

– That reduction is an impairment loss.
• An impairment loss shall be recognised 

immediately in profit or loss,
– unless the asset is carried at revalued

amount in accordance with another 
Standard
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carrying amount

Recognition of impairment loss of the 
asset if its recoverable amount is lower 

than its carrying amount

Standard
– for example, in accordance with the 

revaluation model in IAS 16 Property, 
Plant and Equipment

– any impairment loss of a revalued
asset shall be treated as a revaluation 
decrease in accordance with that other 
Standard.
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Recognising an Impairment Loss

• When the amount estimated for an 
impairment loss is greater than the 
carrying amount of the asset to which itcarrying amount of the asset to which it 
relates,
‒ an entity shall recognise a liability if, and 

only if, that is required by another 
Standard (for example, IAS 37)

• After the recognition of an impairment 
loss,
‒ the depreciation (amortisation) charge
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Recognition of impairment loss of the 
asset if its recoverable amount is lower 

than its carrying amount

‒ the depreciation (amortisation) charge
for the asset shall be adjusted in future 
periods to allocate the asset’s revised 
carrying amount, less its residual value 
(if any), on a systematic basis over its 
remaining useful life. 

Impairment of Assets – Summary 

Is there any indication of impairment 
at each reporting date?

Is there any specific kind of 
intangible asset or goodwill? 

No

Yes

No impairment test is required
No

at each reporting date?

Identify the cash-generating unit (CGU) 
that the asset belongs to

Is it possible to estimate recoverable 
amount of the individual asset?

Determine the asset’s recoverable 
amount and compare with the asset’s 

carrying amount

Yes

Yes

Determine the CGU’s recoverable 
amount and compare with the unit’s 

carrying amount

No

Impairment 
test
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carrying amount

Recognition of impairment loss of the 
asset if its recoverable amount is lower 

than its carrying amount

carrying amount

Recognition of impairment loss of the 
CGU if its recoverable amount is lower 

than its carrying amount

Consider impairment reversal at 
each reporting date and the related 

requirements

Consider impairment reversal at 
each reporting date and the related 

requirements
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Reversing an Impairment Loss

• Annual Assessment on Any Indication

• An entity shall assess at each reporting date
h th th i i di ti th t i i t l– whether there is any indication that an impairment loss 

recognised in prior periods for an asset other than 
goodwill may no longer exist or may have decreased.

• If any such indication exists,
– the entity shall estimate the recoverable amount of that 

asset.
• In assessing whether there is any indication that an 

impairment loss recognised in prior periods for an asset 
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other than goodwill may no longer exist or may have 
decreased, an entity shall consider, as a minimum, the 
following indications:
– External sources of information
– Internal sources of information

Reversing an Impairment Loss

• Recognition of reversal on recognised impairment loss

• An impairment loss recognised in prior periods for an asset 
other than goodwill shall be reversed if and only if there hasother than goodwill shall be reversed if, and only if, there has 
been a change in the estimates used to determine the asset’s 
recoverable amount since the last impairment loss was 
recognised.

• If this is the case, the carrying amount of the asset shall be 
increased to its recoverable amount.

• That increase is a reversal of an impairment loss. 
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Reversing an Impairment Loss

• Reversing an impairment loss for an individual asset

• The increased carrying amount of an asset (other than goodwill) attributable 
to a reversal of an impairment loss shall not exceed the carrying amount thatto a reversal of an impairment loss shall not exceed the carrying amount that 
would have been determined (net of amortisation or depreciation) had no 
impairment loss been recognised for the asset in prior years.

• A reversal of an impairment loss for an asset (other than goodwill) shall be 
recognised immediately in profit or loss, 
– unless the asset is carried at revalued amount in accordance with another 

Standard (for example, the revaluation model in IAS 16 Property, Plant 
and Equipment).

A l f i i t l f l d t h ll b t t d
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• Any reversal of an impairment loss of a revalued asset shall be treated as a 
revaluation increase in accordance with that other Standard.

• After a reversal of an impairment loss is recognised, the depreciation 
(amortisation) charge for the asset shall be adjusted in future periods to 
allocate the asset’s revised carrying amount, less its residual value (if any), on 
a systematic basis over its remaining useful life. 

Reversing an Impairment Loss

• Reversing an impairment loss for a CGU

• A reversal of an impairment loss for a CGU shall be allocated to the assets of 
the unit except for goodwill pro rata with the carrying amounts of thosethe unit, except for goodwill, pro rata with the carrying amounts of those 
assets.

• These increases in carrying amounts shall be treated as reversals of 
impairment losses for individual assets and recognised.

• In allocating a reversal of an impairment loss for a CGU in accordance with 
the above paragraph, the carrying amount of an asset shall not be increased 
above the lower of:
a) its recoverable amount (if determinable); and
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b) the carrying amount that would have been determined (net of amortisation 
or depreciation) had no impairment loss been recognised for the asset in 
prior periods.

• The amount of the reversal of the impairment loss that would otherwise have 
been allocated to the asset shall be allocated pro rata to the other assets of 
the unit, except for goodwill.
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Reversing an Impairment Loss

• Reversing an impairment loss for goodwill

• An impairment loss recognised for goodwill shall not be reversed in a 
subsequent periodsubsequent period. 

• IAS 38 Intangible Assets prohibits the recognition of internally generated 
goodwill.

• Any increase in the recoverable amount of goodwill subsequent to the 
recognition of an impairment loss for that goodwill is likely to be an increase in 
internally generated goodwill, rather than a reversal of the impairment loss 
recognised for the acquired goodwill.
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Disclosure

• More extensive disclosure required now
• Main additional disclosure requirements include:

Extensive information for each CGU (or group of CGUs) for which the– Extensive information for each CGU (or group of CGUs) for which the 
carrying amount of goodwill or intangible assets with indefinite useful lives 
allocated, including
• Key assumptions used and the management approach to measure the 

recoverable amounts (aligned with revised IAS 1)
• Period for cash flow projection, growth rate, discount rate ……
• Certain other information when a reasonably possible change in a keey 

assumption would cause the carrying amount of CGUs to exceed its 
bl t
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recoverable amount
– any portion of the goodwill acquired in a business combination during the 

period has not been allocated to a CGU (group of CGUs) at the reporting 
date
• the amount of the unallocated goodwill shall be disclosed together with 

the reasons why that amount remains unallocated.
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Disclosure

Esprit Holdings LimitedEsprit Holdings Limited (Annual report 2007)
• In accordance with IAS 36 “Impairment of Assets”, the Group completed 

its annual impairment test for Esprit trademarks by comparing their

Case

its annual impairment test for Esprit trademarks by comparing their 
recoverable amount to their carrying amount as at June 30, 2007. 

• The Group has conducted a valuation of the Esprit trademarks as one 
corporate asset based on a value-in-use calculation. 

• The resulting value of the Esprit trademarks as at June 30, 2007 was 
significantly higher than their carrying amount. 

• This valuation uses cash flow projections based on 
‒ financial estimates covering a three-year period, 
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g y p
‒ expected royalty rates deriving from the Esprit trademarks in the 

range of 3% to 6% and 
‒ a discount rate of 10%.

• The cash flows beyond the three-year period are extrapolated using a 
steady 3% growth rate. This growth rate does not exceed the long-term 
average growth rate for apparel markets in which the Group operates. 

Intangible Assets
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Intangible Assets: Measurement

An intangible asset is
– an identifiable non-monetary asset without physical substance.

A t iAn asset is a resource:
a) controlled by an entity as a result of past events; and
b) from which future economic benefits are expected to flow to the 

entity.

Initial measurement
• An intangible asset shall be measured initially at cost
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• An intangible asset shall be measured initially at cost. 

Intangible Assets: Measurement

• An entity shall choose either:

Cost Model

Revaluation Model

as its accounting policy
• If an intangible asset is accounted for using the revaluation model,

– all the other assets in its class shall also be accounted for using the same 
model unless there is no active market for those assets
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model, unless there is no active market for those assets. 

An active market is a market in which all the following conditions exist:
a) the items traded in the market are homogeneous;
b) willing buyers and sellers can normally be found at any time; and
c) prices are available to the public. 
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Intangible Assets: Measurement

Cost Model • After initial recognition, an intangible asset 
h ll b i d

Revaluation Model

shall be carried at
its cost less any accumulated depreciation 
and any accumulated impairment losses

• After initial recognition, an intangible asset shall be carried at a revalued 
amount, being its fair value at the date of the revaluation, less any 
subsequent accumulated amortisation and any subsequent accumulated 
impairment losses.
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• For the purpose of revaluations under IAS 38, fair value shall be 
determined by reference to an active market.

• Revaluations shall be made with such regularity that at the balance sheet 
date the carrying amount of the asset does not differ materially from its fair 
value.

Intangible Assets: Measurement

• No matter, which of the following model is used by an entity:

Cost Model Revaluation Modelor

• IAS 38 sets out that an entity shall assess whether the useful life of an 
intangible asset is

Finite Indefiniteor

Cost Model Revaluation Model
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If finite
– the length of, or number 

of production or similar 
units constituting, that 
useful life. 

An intangible asset has an indefinite useful 
life when
– based on an analysis of all of the relevant 

factors
– there is no foreseeable limit to the period over 

which the asset is expected to generate net 
cash inflows for the entity.
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Intangible Assets: Measurement

• The accounting for an intangible asset is based on its useful life.

Finite Indefiniteor

g g
– Many factors are considered in determining the useful life of an intangible 

asset.
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Amortisation 
required

Amortisation not 
required

IAS 39 Financial Instruments
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Initial Measurement of F.A.

• For both financial assets and financial liabilities, IAS 39 
has
– the same initial recognition requirementsthe same initial recognition requirements
– the same initial measurement basis

• When a financial asset or financial liability (except for it 
at fair value through profit or loss) is recognised 
initially, an entity is required to measure it at:
1.its fair value plus
2.its transactions costs that are directly attributable 

t th i iti i f th fi i l t
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to the acquisition or issue of the financial asset or 
financial liability

Initial Measurement of F.A.

• In the case of a financial asset or financial liability that 
will be classified as financial asset or financial liability 
at fair value through profit or loss, g p ,
– an entity is only required to measure it at its fair 

value only
– its transaction costs should not be recognised.
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Initial Measurement of F.A.

• Fair value
– is the amount for which an asset could be exchanged, or 

a liability settled, between knowledgeable, willing parties y , g , g p
in an arm’s length transaction.

• Transaction costs
– are incremental costs that are directly attributable to the 

acquisition, issue or disposal of a financial asset or 
financial liability. 

– An incremental cost is one that would not have been 
incurred if the entity had not acquired, issued or disposed 
of the financial instrument
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of the financial instrument.

Fair value at Initial Recognition – Low Interest Loan
• Entity A grants a 3-year loan of $50,000 to a related party, B, on 1 Jan. 

2005 as one kind of financial assistance to support B’s operation.

Initial Measurement of F.A.
Example

pp p
– A charges B at a interest rate of 2% as A expects the return on B’s 

future operation would be higher.
– A charges another related party at a current market lending rate of 

6%
• Discuss the implication of the loan.
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Fair value at Initial Recognition – No Interest Deposit
• Entity X is required to deposit $50,000 to a customer in order to 

guarantee that it would complete the service contract in 5 years’ time.
• When the contract completes (say after 5 years), the deposit would be 

refunded in full without any interest.



37

Initial Measurement (IAS 39.AG64)
• The fair value of a financial instrument on initial recognition is 

normally the transaction price (i.e. the fair value of the 

Initial Measurement of F.A.

y p (
consideration given or received).

• However, if part of the consideration given or received is for 
something other than the financial instrument, the fair value of 
the financial instrument is estimated, using a valuation 
technique.

– For example, the fair value of a long-term loan or receivable that 
carries no interest can be estimated as
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• the present value of all future cash receipts discounted using 
the prevailing market rate(s) of interest for a similar instrument 
(similar as to currency, term, type of interest rate and other 
factors) with a similar credit rating. 

– Any additional amount lent is an expense or a reduction of income
• unless it qualifies for recognition as some other type of asset.

Initial Measurement of F.A.
Case

•• Accounting report 2006Accounting report 2006

• Held-to-maturity financial assets are non-derivative financial 
assets that comprise fixed or determinable payments and 
maturities of which the Group has the positive intention and 
ability to hold until maturity.
• Investments intended to be held for an undefined period are not 

included in this classification. 

Held-to-maturity financial assets
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• These investments are initially recognized at cost, being the fair 
value of the consideration paid for the acquisition of the 
investment. 

• All transaction costs directly attributable to the acquisition are 
also included in the cost of the investment. 
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Initial Measurement of F.A.
Example

• Advance Finance Inc. grants a 3-year loan of $50,000 to a new 
customer on 1 January 2008. 

• Advance Finance Inc charges the interest at 4% per annum as itAdvance Finance Inc. charges the interest at 4% per annum as it 
expects to generate more new business from this new customer. 

• The current market lending rate of a similar loan is 6% per annum. 
• Discuss the implication of the loan.
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Initial Measurement of F.A.
Example

• On initial recognition, Advance Finance Inc. should recognise the loan 
receivable at the fair value. 

• Even the best evidence of the fair value of the loan at initial recognition is theEven the best evidence of the fair value of the loan at initial recognition is the 
transaction price but part of the consideration given is for something other than 
the loan, the fair value of the loan should be estimated using a valuation 
technique. 

• The fair value of the loan receivable can be estimated as the present value of 
all future cash receipts discounted using the prevailing market interest rate for 
a similar instrument. 

• By using the market interest rate of 6% for a similar loan, Advance Finance Inc. 
derives the present value of the interests and principal repayments as follows:
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derives the present value of the interests and principal repayments as follows:
Cash inflow Discount factor Present value

2008 $   2,000 1 ÷ (1+6%)1 $   1,887
2009 2,000 1 ÷ (1+6%)2 1,780
2010 2,000 1 ÷ (1+6%)3 1,679
2010 50,000 1 ÷ (1+6%)3 41,981
Present value of all future cash receipts 47,327
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Initial Measurement of F.A.
Example

• Discounting the interest and principal repayments using the market rate of 6%, 
Advance Finance Inc. will recognise an originated loan of $47,327. The 
difference of $2,673 between $50,000 and $47,327 may represent the value of 
future business with the customer. However, it does not qualify for recognition 
as an asset and should be expensed immediately. Advance Finance Inc. 
recognises the loan receivable as follows:

Dr Financial asset $47,327
Profit or loss 2,673

Cr Cash $50,000
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Classification of Financial Assets

1. Financial assets at fair value 
through profit or loss

FA at FV 
through P/L

AFS fi i l

HTM 
investments

Financial 
instrument

Financial 
asset

Financial 
liability

2. Available-for-sale financial 
assets

3. Loans and receivables

4. Held-to-maturity investments

Loans and 
receivables

AFS financial 
assets

Initial recognition and measurement principle for financial assets and
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• Initial recognition and measurement principle for financial assets and 
financial liabilities are the same

• But, IAS 39 further defines financial asset into 4 categories for 
subsequent measurement (financial liability to be discussed later)

The 4-category classification will affect the subsequent measurement
of financial assets, but not the initial measurement.
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Classification of Financial Assets

The

• For the purpose of our discussion, five categories are 
used and explained for subsequent measurement of 
financial assets
– Financial assets at fair value through profit or loss

FA at FV 
through P/L

AFS fi i l

The 
categories 
named in 
IAS 39
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g p
– Available-for-sale financial assets
– Investments in equity instruments without fair 

value
– Loans and receivables
– Held-to-maturity investments HTM 

investments

AFS financial 
assets

Loans and 
receivables

Sourced from Intermediate Financial Reporting (2008) by Nelson Lam and Peter Lau

Classification of Financial Assets

Investments in equity instruments 

Determine the category of a financial 
asset for subsequent measurement

Meet conditions as investments in yes

FA at FV 
through P/L

AFS fi i l

without fair value (at cost)

Classified as held for trading Financial assets at fair value 
through profit or loss

Designated as at fair value through
profit or loss

Designated as available for sale

no

yes

yes

yes
no

Available-for-sale financial assets 

equity instruments without fair value
no
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AFS financial 
assets

HTM 
investments

Loans and 
receivables

Designated as available for sale

Meet the definition of loans and 
receivables

no

Meet the definition and tainting rule 
of held-to-maturity investments

no

(at fair value through equity)

Loans and receivables
(at amortised cost)

Held-to-maturity investments
(at amortised cost)

yes

yes

no

Sourced from Intermediate Financial Reporting (2008) by Nelson Lam and Peter Lau
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Fair Value Measurement Consideration
• Fair value is defined in IAS 39 and the same definition is 

used for both initial measurement and subsequent

Classification of Financial Assets

used for both initial measurement and subsequent 
measurement. 

• In determining whether there is a fair value for a 
financial instrument for subsequent measurement 
(whether it can be reliably measured), 
– IAS 39 implies a hierarchy for the determination of fair 

value that an entity is required to apply. 
– The hierarchy refers to 

FA at FV 
through P/L

AFS fi i l
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y
1. the existence of active market, and
2. no existence of active market. 

AFS financial 
assetsActive Market

No Active Market

HTM 
investments

Loans and 
receivables

Fair Value Measurement Consideration
• The best evidence of fair value 

is quoted prices in an active market

Classification of Financial Assets
Active Market

– is quoted prices in an active market. 
• Quote is in an active market 

– If quoted prices are readily and regularly available 
from an exchange, dealer, broker, industry group, 
pricing service or regulatory agency, and those prices 
represent actual and regularly occurring market 
transactions on an arm’s length basis.

FA at FV 
through P/L

AFS fi i l
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AFS financial 
assets

HTM 
investments

Loans and 
receivables
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Fair Value Measurement Consideration
• Different kinds of quoted market price would be used as 

reference in the following manner:

Classification of Financial Assets
Active Market

reference in the following manner:
– For a financial asset held or a financial liability to be issued 

is usually the current bid price. 
– For a financial asset to be acquired or a financial liability held 

is usually the asking price. 
– When an entity has assets and liabilities with offsetting 

market risks, 
it may use mid-market prices as a basis for establishing

FA at FV 
through P/L

AFS fi i l
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it may use mid market prices as a basis for establishing 
fair values for the offsetting risk positions and apply the 
bid or asking price to the net open position as 
appropriate.

– When current bid and asking prices are unavailable, 
the price of the most recent transaction provides 
evidence of the current fair value

AFS financial 
assets

HTM 
investments

Loans and 
receivables

Fair Value Measurement Consideration No Active Market

• If there is no quotation of an active market for a financial 
instrument or part of the consideration given or received

Classification of Financial Assets

instrument or part of the consideration given or received 
in the transaction is for something other than the financial 
instrument, 
– the fair value of the financial instrument is estimated 

using a valuation technique.

FA at FV 
through P/L

AFS fi i l

© 2008-09 Nelson Consulting Limited 84Sourced from Intermediate Financial Reporting (2008) by Nelson Lam and Peter Lau

AFS financial 
assets

HTM 
investments

Loans and 
receivables
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Fair Value Measurement Consideration No Active Market

• Valuation techniques for financial instruments specified in 
IAS 39 include:

Classification of Financial Assets

IAS 39 include:
– using recent arm’s length market transactions between 

knowledgeable, willing parties, if available,
– reference to the current fair value of another instrument that 

is substantially the same,
– discounted cash flow analysis and
– option pricing models.

• If there is a valuation technique commonly used by

FA at FV 
through P/L

AFS fi i l
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If there is a valuation technique commonly used by 
market participants to price the instrument and that 
technique has been demonstrated to provide reliable 
estimates of prices obtained in actual market 
transactions, 
– the entity uses that technique. 

AFS financial 
assets

HTM 
investments

Loans and 
receivables

Classification of Financial Assets

A ti li 2007

Case

Accounting policy 2007

• The fair values of quoted investments in active 
markets are based on current bid prices.

• If the market for a financial asset is not active (and 
for unlisted securities), the Group establishes fair 
value by using valuation techniques. 

• These include the use of

© 2008-09 Nelson Consulting Limited 86

These include the use of
– recent arm’s length transactions,

– discounted cash flow analysis,

– option pricing models and

– other valuation techniques commonly used by market 
participants.
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Fair Value Measurement Consideration No Active Market

• When an investment in equity instrument can be 
classified as “investment in equity instrument without fair

Classification of Financial Assets

classified as investment in equity instrument without fair 
value”,
– it implies that, after the application the hierarchy for the 

determination of fair value, the entity is still unable to reliably 
measure the equity instrument. 

• IAS 39 further explains that the fair value of investments 
in equity instruments that do not have a quoted market 
price in an active market is still reliably measurable if

FA at FV 
through P/L

AFS fi i l
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1. The variability in the range of reasonable fair value 
estimates is not significant for that instrument or 

2. The probabilities of the various estimates within the range 
can be reasonably assessed and used in estimating fair 
value. 

AFS financial 
assets

HTM 
investments

Loans and 
receivables

Subsequent Measurement of F.A.

• At initial recognition,
– Financial asset is normally using trade date 

accounting at fair value plus transaction costaccounting at fair value plus transaction cost, 
except for financial asset at fair value through 
profit or loss. 

– Financial asset at fair value through profit or 
loss is initially recognised at fair value only.

• After initial recognition, an entity is required to 
measure financial assets, including derivatives 
that are assets, at their fair values, except for the

at fair value
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that are assets, at their fair values, except for the 
following financial assets:

at cost

at amortised cost

at amortised cost

– Investments in equity instruments without fair 
value

– Loans and receivables
– Held-to-maturity investments
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Subsequent Measurement of F.A.

• The classification of financial assets determines 
– not only the measurement of financial assets 

but also the recognition of changes in fair value of the– but also the recognition of changes in fair value of the 
financial assets and the gain or loss arising from 
such changes. 

FA at FV 
through P/L

AFS fi i l

Profit or loss
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AFS financial 
assets

HTM 
investments

Loans and 
receivables

Directly in equity, except for ……

Sourced from Intermediate Financial Reporting (2008) by Nelson Lam and Peter Lau

Impairment & Uncollectibility of F.A.

Available-for-Sale Financial Assets
• For available-for-sale financial asset carried at fair value, 

an entity recognises the impairment loss on it only when:an entity recognises the impairment loss on it only when:
– a decline in the fair value of an available-for-sale 

financial asset has been recognised directly in equity 
and

– there is objective evidence that the asset is impaired.
• In recognising the impairment loss on an available-for-

sale financial asset, the entity
th l ti l th t h d b AFS fi i l
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– removes the cumulative loss that had been 
recognised directly in equity from equity and 

– recognises the loss in profit or loss even though the 
financial asset has not been derecognised.

AFS financial 
assets
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After initial recognition, an entity shall 
measure all financial liabilities at 
amortised cost using the effective 

Classification of Financial Liability

Fi i l

Financial 
asset Amortised

cost interest method, except for:
a) financial liabilities at fair value 

through profit or loss
b) financial liabilities that arise

• when a transfer of a financial 
asset does not qualify for 
derecognition, or

• when the continuing 

Financial 
instrument

Financial 
liability

FL at FV 
through P/L

cost

Continuing 
involvement
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g
involvement approach
applies.

Commitment to 
low-rate loans

Financial 
guarantee c) Financial guarantee contracts

d) Commitments to provide a loan 
at a below-market interest rate.

Classification of Financial Liability
• Financial liabilities held for trading include:

a) derivative liabilities that are not accounted for as hedging 
instruments;FL at FV 

th h P/L b) obligations to deliver financial assets borrowed by a short 
seller (i.e. an entity that sells financial assets it has 
borrowed and does not yet own);

c) financial liabilities that are incurred with an intention to 
repurchase them in the near term (e.g. a quoted debt 
instrument that the issuer may buy back in the near term 
depending on changes in its fair value); and

d) financial liabilities that are part of a portfolio of identified 

through P/L
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) p p
financial instruments that are managed together and for 
which there is evidence of a recent pattern of short-term 
profit-taking.

• The fact that a liability is used to fund trading activities 
does not in itself make that liability one that is held for 
trading.
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Classification of Financial Liability
• Financial guarantee contract is defined in IAS 39 as a 

contract that:
– requires the issuer to make specified payments to Commitment to 

Financial 
guarantee

reimburse the holder for a loss it incurs
– because a specified debtor fails to make payment when 

due in accordance with the original or modified terms of a 
debt instrument.

• Financial guarantee contracts may have 
various legal forms, such as
• a guarantee

low-rate loans
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a guarantee
• some types of letter of credit
• a credit default contract or
• an insurance contract

Subsequent Measurement of F.L.
• Financial guarantee contracts and commitment to 

provide a loan at a below-market interest rate
– are within the scope of IAS 39.

Financial 
guarantee

Commitment to p
• In consequence, the issuer shall initially recognise and 

measure it as other financial assets and liabilities and at
– its fair value
– plus transaction costs

(unless classified as fair 
value through profit or loss)

low-rate loans

Initial Recognition

Trade Date 
Accounting

Regular Way 
of Financial 

Assets

© 2008-09 Nelson Consulting Limited 94

Initial Measurement
Fair Value

Transaction Cost
+

• If the financial guarantee contract was issued to 
an unrelated party in a stand-alone arm’s length 
transaction, 
• its fair value at inception is likely to equal the 

premium received, unless there is evidence 
to the contrary.
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Subsequent Measurement of F.L.
After initial recognition,
• An issuer of such contract and such guarantee shall 

measure it at the higher of:

Financial 
guarantee

Commitment to g
i) the amount determined in accordance with IAS 37 

Provisions, Contingent Liabilities and Contingent 
Assets; and

ii) the amount initially recognised less, when 
appropriate, cumulative amortisation recognised in 
accordance with IAS 18 Revenue.

low-rate loans
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Subsequent Measurement of F.L.
• However, for financial guarantee contracts alone, such 

contracts may be excluded from the scope of IAS 39
• IAS 39.2e states that:

Financial 
guarantee

“if an issuer of financial guarantee contracts 
– has previously asserted explicitly that it regards 

such contracts as insurance contracts and
– has used accounting applicable to insurance 

contracts, 
• the issuer may elect to apply either 

IAS 39

Asserted 
Explicitly

Used Insurance 
Accounting
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– IAS 39 or 
– IFRS 4

to such financial guarantee contracts 
(see paragraphs AG4 and AG4A). 

The issuer may make that election contract by contract, 
but the election for each contract is irrevocable. 
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Financial Liabilities – Measurement
Case

• Early adopted Financial Guarantee Contracts in 2005 and its 
annual report stated that (extract only):
– A financial guarantee contract is a contract that requires the Group to 

make specified payments to reimburse the holder for a loss it incurs 
because a specified entity or person fails to make payment when due 
in accordance with the original or modified terms of a debt instrument.

– Financial guarantee contracts are accounted for as financial 
instruments under HKAS 39 and are initially recognised at fair value.
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y g
– Subsequently, such contracts are measured at the higher of

• the amount determined in accordance with HKAS 37 – Provisions, 
Contingent Liabilities and Contingent Assets and

• the amount initially recognised less, where appropriate, cumulative 
amortisation recognised over the life of the guarantee on a straight-
line basis.

Financial Liabilities – Measurement
Case

• How did HKEx calculate the fair value of the financial guarantee?• How did HKEx calculate the fair value of the financial guarantee?

Its annual report (2005) stated that:
– The fair values are based on the fees charged by financial 

institutions for granting such guarantees discounted using a 
ten-year Hong Kong Government bond rate to perpetuity.

Its financial statements (2006) issued 8 Mar. 2007 had the above 
explanation and further stated that:

© 2008-09 Nelson Consulting Limited 98

explanation and further stated that:
– The discount rate was 3.73 per cent as at 31 December 2006 

(2005: 4.18 per cent).
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Financial Liabilities – Measurement
Case

Note 51 “Contingent Liabilities” of 2006 Annual Report states that :

a) Guarantees given and indemnities provided by the Group and 
the Company in respect of credit facilities granted to …….
• Other than the guarantee provided by the Company as 

mentioned in item (a), the directors considered that the fair 
values of these financial guarantee contracts at their initial
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values of these financial guarantee contracts at their initial 
recognition are insignificant on the basis of short maturity 
periods and low applicable default rates.

• The financial guarantee contracts of the Company have 
been recognised in the Company’s financial statements.

IAS 40 Investment Property
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Cases First ……
Case

After crediting:

For year ended 31 Dec. 2004
HK$’M

Turnover 1,154
Profit before tax 783

2005
HK$’M
1,250
5,176

561%

2006
HK$’M
1,268
3,798

27%

2007
HK$’M
1,368
4,862

2008
HK$’M
1,638
1,719

28% 65%
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• Fair value changes on
investment properties - 4,226 2,576 3,131 (212)

• Profit is often higher than the revenue!

Cases First ……
Case

For year ended 30 Dec. 2004
HK$’M

Turnover 5,257
Gross profit 959
Profit before tax 1,705

2005
HK$’M
2,275

785
7,384

2006
HK$’M
4,764

924
9,063

2007
HK$’M
4,478
1,937
9,510

2008
HK$’M
1,265

985
(2,961)
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After crediting:
• Fair value changes on

investment properties - 4,977 6,921 6,422 (7,468)
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• Investment property is property (land or a building – or part of a 
building – or both) held (by the owner or by the lessee under a 
finance lease) to earn rentals or for capital appreciation

IP – Measurement at Recognition

finance lease) to earn rentals or for capital appreciation
or both, rather than for:
a) use in the production or supply of goods or

services or for administrative purposes; or
b) sale in the ordinary course of business

• An investment property shall be measured initially at its cost.
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‒ Transaction costs shall be included in the initial measurement.

IP – Measurement after Recognition

Allow Cost Model and choose either

Cost Model

Fair Value Model

and

IAS 40 implicitly implies that the choice can only be elected on the 
first-time adoption of IAS 40
The model chosen should be applied to all investment properties, 
except for
1. Property held under operating lease

classified as investment properties 
2 Investment property backing liabilities

No choice,
only fair value model
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2. Investment property backing liabilities
that pay a return linked directly to the
fair value of, or returns from specific
assets including that investment property

3. Investment property with a fair value that
cannot be reliably determinable on a
continuing basis (i.e. inability to determine
fair value reliably)

Choose a model for 
all such properties

No choice,
only cost model
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IP – Measurement after Recognition

Cost Model

Fair Value ModelAllow Cost Model and choose either

and

• However, even Cost Model is adopted, IAS 40 still requires all 
entities to determine the fair value of investment property ……
• For disclosure purpose, the fair value of the investment property 

has to be disclosed in notes to the financial statement!
• In determining the fair value of investment property for both cost 

d l d f i l d l
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model and fair value model
⇒ an entity is only encouraged, but not required, to rely on a 

professional valuer’s valuation

IP – Measurement after Recognition

• Fair Value Model• After initial recognition, an entity that chooses →
• shall measure all of its investment property at fair value, except in 

th th tthe cases that
1. the fair value cannot be determined reliably, or
2. the cost model is chosen for the investment property backing liabilities that pay a 

return linked directly to the fair value of, or returns from specific assets including 
that investment property

• When a property interest held by a lessee under an operating 
lease is classified as an investment property
⇒ the fair value model must be applied for all investment
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⇒ the fair value model must be applied for all investment 
properties

• A gain or loss arising from a change in the fair value of 
investment property shall be recognised in profit or loss for 
the period in which it arises

Depreciation?
Tax Implication?
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IAS 40
• Uses fair value

– IAS 40 only encourages, but not requires, a profession valuation on

IP – Measurement after Recognition

Fair Value Model

IAS 40 only encourages, but not requires, a profession valuation on 
a fair value

• Fair value is defined as the amount for which an asset could be 
exchanged between knowledgeable, willing parties in an arm’s length 
transaction
– Same definition used in other IFRSs and IASs
– But IAS 40 provides more explanations unique for a fair value of a property
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• The fair value of investment property shall reflect
market conditions at the balance sheet date

Depreciation?
Tax Implication?

No depreciation 
required in IAS 
40

Not our concern this time!

IP – Measurement after Recognition

Interim Report 2005 clearly stated that:Interim Report 2005 clearly stated that:

Case

• The directors consider it inappropriate for the company 
to adopt two particular aspects of the new/revised 
HKFRSs as these would result in the financial 
statements, in the view of the directors, either:
• not reflecting the commercial substance of the business or
• being subject to significant potential short-term volatility, as 

explained below …….
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IP – Measurement after Recognition
Case

Interim Report 2005 clearly stated that:Interim Report 2005 clearly stated that:

• HKAS 40 “Investment property” requires an assessment of 
the fair value of investment properties. 

• The group intends to follow the same accounting treatment 
as adopted in 2004, which is to value such investment 
properties on an annual basis.

• Accordingly, the investment properties were not revalued at 
30 June 2005 since the directors consider that such change
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30 June 2005, since the directors consider that such change 
of practice could introduce a significant element of short-
term volatility into the income statement in respect of assets 
which are being held on a long-term basis by the group ……

• It is not practicable to estimate the financial effect of this 
non-compliance as no interim valuation of the properties has 
been conducted.

IP – Measurement after Recognition
Case

However, 2006 Interim Report stated However, 2006 Interim Report stated 
th tth t

• With effect from 1 January 2006, in order to comply with the HKAS 40 
“Investment Property”, 
• the group states its investment properties at fair value, based on 

independent third party valuation, at both the interim and year-end 
balance sheet dates.

• This has resulted in an increase in the fair value of investment

that ……that ……
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This has resulted in an increase in the fair value of investment 
properties and a related deferred tax charge in the consolidated 
income statement for the six months ended 30 June 2006, amounting 
to HK$546 million and HK$89 million respectively ……
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Under IAS 40

IP – Measurement after Recognition

Fair Value Model

Fair value has the following attributes:
• No deduction for transaction costs it may incur on sale 

or other disposal
• Time-specific as of a given date
• Reflects rental income from current leases and from 

future leases in light of current conditions (with 
reasonable and supportable assumption)
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• Refers to knowledgeable, willing parties
• Refers to an arm’s length transaction

What are the differences What are the differences 
between fair value and value in between fair value and value in 

use?use?

V l i i t f th f ll i tt ib t hi h t f d

IP – Measurement after Recognition

Fair Value Model

• Value in use consists of the following attributes which are not found 
in fair value:
a) additional value derived from creation of a portfolio of properties;
b) synergies between investment property and other assets;
c) legal rights or restrictions that are specific only to the current owner; 

and
d) tax benefits or tax burdens that are specific to the current owner.
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What are the differences What are the differences 
between fair value and value in between fair value and value in 

use?use?
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IP – Measurement after Recognition

Fair Value Model

Th b t id f f i l i i b t i i• The best evidence of fair value is given by current prices in
an active market
– For similar property in the same location and condition and
– Subject to similar lease and other contracts.

• An entity takes care to identify any differences
– in the nature, location or condition of the property, or
– in the contractual terms of the leases and other contracts relating to the 

t
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property

IP – Measurement after Recognition

Fair Value Model

If NO t i i ti k t tit id th• If NO current prices in an active market, an entity considers the 
information from a variety of sources, including
a) current prices in an active market for properties of different nature, 

condition or location (or subject to different lease or other contracts), 
adjusted to reflect those differences;

b) recent prices of similar properties on less active markets, with 
adjustments to reflect any changes in economic conditions since the 
date of the transactions that occurred at those prices; and
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c) discounted cash flow projections (based on reliable estimates of future 
cash flows, and using discount rate with appropriate adjustments and 
assumptions)

• Considers difference conclusions to arrive reliable estimate of fair 
value within a range of reasonable fair value estimates
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IP – Measurement after Recognition

Fair Value Model• There is a rebuttable presumption that an 
entity can reliably determine the fair value of 
an investment property on a continuing basisan investment property on a continuing basis.

• However, in exceptional cases and in initial recognition of investment 
property, there is clear evidence that the fair value of the investment 
property is not reliably determinable on a continuing basis.
– This arises when, and only when,

• comparable market transactions are infrequent and
• alternative reliable estimates of fair value (for example, based on 

discounted cash flow projections) are not available.
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j )
• In such cases, an entity shall measure that investment property (alone)

using the cost model in IAS 16
– residual value shall be assumed to be zero
– apply IAS 16 until disposal of the investment property
– shall continue to account for other investment properties using the

fair value model

IP – Measurement after Recognition

Fair Value Model

• If an entity has previously measured an investment property at fair y p y p p y
value
– it shall continue to measure the property at fair value until disposal or 

cessation to be investment property, even if
• comparable market transactions become less frequent or
• market prices become less readily available.
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Once you chose Fair Value Model, 
you cannot fall back to Cost Model
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Global Trend in Financial 
Reporting

Today’s Agenda

P t 1
From IFRS to Fair Value 

Accounting

Application of Fair Value Application of Fair Value 
Accounting in Different IFRSAccounting in Different IFRS

Part 1
This 

Week
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Fair Value Debate

Global Convergence 
and Future Development

Part 2
Next 
Week

Fair Value Accounting (Part 1)
13 October 2009

Full set of slides in PDF can be found in 
www NelsonCPA com hkwww.NelsonCPA.com.hk
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Nelson LamNelson Lam 林智遠林智遠
nelson@nelsoncpa.com.hk
www.NelsonCPA.com.hk
www.Facebook.com/NelsonCPA
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Full set of slides in PDF can be found in 
www NelsonCPA com hk

Fair Value Accounting (Part 1)
13 October 2009

Q&A SessionQ&A SessionQ&A SessionQ&A Session

www.NelsonCPA.com.hk
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Nelson LamNelson Lam 林智遠林智遠
nelson@nelsoncpa.com.hk
www.NelsonCPA.com.hk
www.Facebook.com/NelsonCPA


